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INTRODUCTION

This report on “Payment and securities
settlement systems in the European Union” is
the fourth edition of what has become known as
the “Blue Book”. The first edition was published
in 1992 by the Committee of Governors of the
Central Banks of the Member States of the
European Economic Community as a description
of the payment systems of the then 12 Member
States of the European Community. The second
edition was published by the European Monetary
Institute in April 1996, and the third edition
was produced by the European Central Bank
(ECB) in June 2001. This fourth edition takes
account of the fundamental changes in payment
and securities settlement systems which have
taken place in the period from 2001 to 2007.

The aim of the Blue Book is to provide a
comprehensive description of the main payment
and securities settlement systems in the Member
States of the European Union (EU). These
descriptions cover both the domestic and cross-
border aspects of those systems. The range of
systems covered is not exhaustive, and the
selection of these systems is not intended to
indicate their relative importance.

The ECB, like any other central bank in the
world, has a direct interest in the prudent design
and management of payment and settlement
systems within its currency area. The smooth
functioning of these systems — particularly
those that process very large amounts — is of
paramount importance for the stability of the
financial system and is essential for the effective
implementation of the ECB’s single monetary
policy. Furthermore, in the field of retail
payment systems and instruments, the
Eurosystem seeks to foster efficiency and to
reduce the potential risks associated with such
systems.

It can be expected that the rapid changes seen
in recent years in payment instruments and in
payment and securities settlement infrastructure
will continue in the future. The expected
adoption of the euro by further Member States
in the coming years, the establishment of the
Single Euro Payments Area (SEPA), new legal

initiatives such as the forthcoming Payment
Services Directive and the expected further
consolidation of the post-trading infrastructure
for securities will all play a prominent role in
this respect. The Eurosystem will continue to
report on these developments in future editions
of the Blue Book, which has proved to be a
helpful tool for central banks, market
practitioners, academics and the public in
general.

STRUCTURE OF THE BLUE BOOK

Following the entry into the EU of the former
accession countries (with Cyprus, the Czech
Republic, Estonia, Hungary, Latvia, Lithuania,
Malta, Poland, Slovakia and Slovenia acceding
on 1 May 2004, and Bulgaria and Romania
joining the EU on | January 2007), a separate
ECB report on ‘“Payment and securities
settlement systems in accession countries”, as
was published in August 2002, is no longer
required. This edition of the Blue Book contains
a chapter on the euro area and country chapters
for all 27 EU Member States. For practical
reasons, this Blue Book has been split into two
volumes.

Volume 1 contains the euro area chapter and
country chapters for all euro area countries,
while the country chapters for the non-euro
area countries are published in Volume 2. The
euro area chapter describes aspects and features
of payment and securities settlement systems
which are common to, or relevant to, the
Eurosystem as a whole. This chapter also
describes the common legal and regulatory
framework, focusing, in particular, on the role
of the European Central Bank and the
Eurosystem. The euro area chapter has been
substantially extended by comparison with the
previous edition of the Blue Book. This reflects,
in particular, the integration and consolidation
observed in payment and securities settlement
systems in the euro area. The euro area chapter
also reports on the SEPA project, as well as on
new pan-European infrastructures such as
TARGET?2 in the field of large-value payments
and the Euro Banking Association’s STEP2
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system in the field of retail payments. The
design and functioning of the Continuous
Linked Settlement system, as a global
infrastructure for the settlement of FX trades,
is also described in detail.

The country chapters deal with individual
domestic features which are not common to the
Eurosystem. This reflects the fact that, both for
historical reasons and on account of differences
in the legal, regulatory and institutional
environments in the various countries, payment
systems differ from country to country in terms
of their type and structure. The above-mentioned
developments (e.g. the SEPA and TARGET?2)
also have a bearing on existing national
infrastructures. Consequently, the country
chapters also contain a considerable amount of
new information by comparison with the
previous edition of the Blue Book.

In order to allow a direct comparison of the
various payment systems, the euro area chapter
and all the individual country chapters have a
similar structure. Each chapter is divided into
four sections: the first provides an overview of
those institutional aspects which have an impact
on payment systems and briefly describes the
major parties involved; the second deals with
the payment media used by non-banks and with
recent developments in the area of retail
payments; the third focuses on interbank
transfer and settlement systems; and the fourth
describes the various systems for the trading,
clearing and settlement of securities.

A list of general acronyms is provided at the
front of each volume, and each country chapter
includes a list of acronyms specific to that
country. Annexes at the end of each volume
contain both a glossary of terms and a list of the
members of the editorial group responsible for
the coordination of the volume in question.

Finally, by contrast with previous editions of
the Blue Book, statistical data are not provided
in this publication. Instead, the relevant
statistical information is released on an annual
basis in the “Blue Book Addenda”. The last

ECB

Blue Book Addendum, which included 2005
data, was published in December 2006.

Payment and securities settlement systems in the European Union: euro area countries

August 2007



GENERAL TERMS AND ACRONYMS

GENERAL TERMS
AND ACRONYMS

Currencies

€or EUR euro

BGN Bulgarian lev

CZK Czech koruna

DKK Danish krone

EEK Estonian kroon

CYP Cyprus pound

LVL Latvian lats

LTL Lithuanian litas

HUF Hungarian forint

MTL Maltese lira

PLN Polish zloty

RON Romanian leu

SKK Slovak koruna

SEK Swedish krona

GBP pound sterling

Others

ACH automated clearing house

ASI ancillary systems interface of TARGET2
ATM automated teller machine

BAS2 Business Administration System

BIC Bank Identifier Code

BIS Bank for International Settlements
CCB correspondent central bank

CCBM correspondent central banking model
CCp central counterparty

CDs certificates of deposit

CEPS common electronic purse specifications

CESAME group

Clearing and Settlement Advisory and Monitoring
Expert group

CESR Committee of European Securities Regulators

CET Central European Time

CLS Continuous Linked Settlement; foreign exchange PvP
system

COGEPS Contact Group on Euro Payments Strategy

COGESI Contact Group on Euro Securities Issues

Cp commercial paper

CPSS Committee on Payment and Settlement Systems

CSD central securities depository

CSM clearing and settlement mechanism

DNS designated-time net settlement

DvD delivery versus delivery

DvP delivery versus payment

EACH European Association of Central Counterparty Clearing
Houses

EBA Euro Banking Association

ECB European Central Bank
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ECBS
ECN
ECSDA
EEA
EFTPOS
ELMI
EMI
EMSSO
EMU
EMV

EPC
EPM

EPSS
ERP
ESCB
ESSP
ETF
EU
EURO1

Euroclear System

Eurogiro

EuroMTS
Euronext

FAFO
FESCO
FESE
FIFO
FIN

FIN Copy

FOP
FRA
FX
GAAP
GDP
GMT
GNP
HCB
HICP

ECB

European Committee for Banking Standards
electronic communication network

European Central Securities Depositories Association
European Economic Area

electronic funds transfer at point of sale

electronic money institution

European Monetary Institute

Electronic Money System Security Objectives
Economic and Monetary Union

standard for integrated circuit cards established by
Europay, MasterCard and Visa

European Payments Council

ECB payment mechanism; TARGET component of
the ECB

European Payment Systems Services SA

Euro Retail Payment

European System of Central Banks

Euro Settlement Service Provider

exchange-traded fund

European Union

euro system of the EBA Clearing Company; EU-wide
LVPS

ICSD created in 1968 by the Morgan Guaranty Trust
Company of New York

cooperative initiative between banks and postal
organisations to provide a network for cross-border
payments

electronic bond trading platform for European benchmark
bonds

stock exchange created by the merger of the Amsterdam,
Brussels, Paris and Lisbon stock exchanges

first available, first out

Forum of European Securities Commissions
Federation of European Securities Exchanges

first in, first out

store and forward messaging service for financial
institutions on the SWIFT network

function of the SWIFT network whereby instructions may
be copied and, optionally, authorised by a third party
before being released to the beneficiary

free of payment

forward rate agreement

foreign exchange

US Generally Accepted Accounting Principles

gross domestic product

Greenwich Mean Time

gross national product

home central bank

Harmonised Index of Consumer Prices
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IASC
IBAN
ICM
ICMA
ICSD
IFTS
IMF
10SCO
1P
ISDN
ISIN
ISMA
LVPS
MiFID

MoU
M-PEDD
NCB
NCSD
NDF
OECD

OTC
PCI DSS
PE-ACH
PIN

PKI
POS
PvP
repo
RTGS
SCF
SEPA
SET
SFD
SIPN
SIPS
SSP

SSS
STEPI

STEP2

STP

SWIFT
SWIFTNet FIN

TARGET

International Accounting Standards Committee
International Bank Account Number
Information and Control Module of TARGET?2
International Capital Market Association
international central securities depository
interbank funds transfer system

International Monetary Fund

International Organization of Securities Commissions
Internet Protocol

integrated services digital network
International Securities Identification Number
International Securities Markets Association
large-value payment system

Directive 2004/39/EC on markets in financial
instruments

memorandum of understanding

Multi-purpose Pan-European Direct Debit
national central bank

Nordic Central Securities Depository
non-deliverable forward

Organisation for Economic Co-operation and
Development

over the counter

payment card industry data security standard
pan-European automated clearing house
personal identification number

public key infrastructure

point of sale

payment versus payment

repurchase agreement

real-time gross settlement

SEPA cards framework

Single Euro Payments Area

secure electronic transaction

Settlement Finality Directive

secure [P network

systemically important payment system

Single Shared Platform of TARGET2
securities settlement system

low-value payments solution operating on the
EUROI platform

retail clearing system of the EBA Clearing Company
straight-through processing

Society for Worldwide Interbank Financial
Telecommunication

store and forward messaging service for financial
institutions on the new SWIFTNet platform
Trans-European Automated Real-time Gross settlement
Express Transfer system
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TARGET?2
TCP/IP
TfT
TIPANET
Treaty
TRN

VAT

WAP
XML

ECB

second generation of the TARGET system
Transmission Control Protocol/Internet Protocol
trade for trade

Transferts Interbancaires de Paiements Automatisés
Treaty establishing the European Community
transaction reference number

value added tax

Wireless Application Protocol

Extensible Markup Language
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INTRODUCTION

Payment and securities settlement systems in
the EU were originally created with the aim of
meeting domestic requirements. They were
rather diverse in nature and not necessarily
suited to the needs of a single currency area,
where an infrastructure is needed which enables
the quick and smooth flow of payments and
securities at low cost in the whole area. Against
this background, the financial infrastructure in
the EU has undergone rapid changes, both in
the run-up to and following the introduction of
the euro. The launch of the euro and
developments in technology have led to an
overhaul and reshaping of the infrastructure for
effecting payments and for the trading, clearing
and settlement of securities. In addition, the
advent of the single currency has also
accelerated efforts to harmonise and consolidate
payment and securities settlement systems.

Some payment and securities settlement systems
are common to, or relevant for, all of the EU
Member States which have adopted the euro as
their currency. The aim of this chapter on the
euro area is to describe these systems and to
depict the legal and regulatory environment in
which they operate. Emphasis has been placed
on the role of the Eurosystem, which comprises
the European Central Bank and the NCBs of the
euro area. Last, but not least, the chapter on the
euro area also endeavours to describe aspects
and features of payment and securities
settlement systems which are common to all EU
Member States. The reason for this is that, with
regard to the legal and banking environment in
which payment and securities settlement
systems operate, the EU Member States which
have not yet adopted the euro share a great deal
with those which have adopted the euro.

The reshaping of the infrastructure and
accelerated efforts to harmonise and consolidate
payment and securities settlement systems have
been particularly prevalent in large-value
payment systems. The creation of the TARGET
(Trans-European Automated Real-time Gross
settlement Express Transfer) system established

ECB

an EU-wide RTGS system which is used for the
settlement of central bank operations, cross-
border and domestic interbank transfers, and
other large-value euro payments. TARGET is an
essential vehicle for the implementation of the
monetary policy of the Eurosystem and has
helped to create a single money market within
the euro area. In order to better meet user needs,
the Eurosystem is currently developing the next
generation of its TARGET system (TARGET?2).
In TARGET?2, the decentralised structure of the
current TARGET system will be replaced by a
single technical platform, the “Single Shared
Platform” (SSP).

The most important privately owned and
operated EU-wide payment system in the large-
value segment is the EURO1 system of the Euro
Banking Association (EBA). EUROI1 processes
both interbank payments and commercial
payments.

Another system that settles large-value
transactions is the Continuous Linked
Settlement (CLS) system, which started

operations in 2002. However, CLS settles
foreign exchange transactions. This is done on
a payment-versus-payment (PvP) basis in the
books of a privately owned single-purpose bank
(CLS Bank).

In the field of retail payment systems, the only
systems which cover the whole of the euro area
and which are open to all banks are the
EBA’s STEP1 and STEP2 arrangements (see
Section 3.4).

Correspondent banking arrangements represent
another important channel of payment flows for
both large-value and retail payments, although
these are significantly less important than
payment systems such as TARGET. It has
generally been noted that the former role of
correspondent banking as one of the main ways
of making cross-border payments has diminished
in the euro area since the launch of the euro.
However, correspondent banking in euro
continues to be of significance, with banks both
within and outside the euro area, complementing
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the use of cross-border payment systems in
euro.

In the area of securities, the introduction of the
euro has eliminated currency segmentation,
which was one of the main reasons for the
fragmentation of listing, trading and settlement
in the countries of the euro area. The increased
homogeneity of the securities markets within
the euro area has encouraged investors to regard
the euro area securities markets as a single
entity. Trading, clearing and settlement
institutions are trying to respond to this change
in the market by increasing their cross-border
operations. Moreover, an integrated euro area-
wide money market has emerged, and the need,
in some cases, to collateralise money market
transactions has provided an incentive for the
cross-border use of securities in the euro area.
Another factor pushing in the same direction
was the requirement for all collateral eligible
for the monetary policy operations of the central
banks of the euro area to be usable on an equal
basis by all monetary policy counterparties. As
no suitable facilities for the cross-border
transfer of securities existed at the beginning of
Monetary Union, the central banks set up the
correspondent central banking model (CCBM).
Inthe CCBM, central banks actas correspondents
for each other, thus enabling the cross-border
transfer of securities used for the Eurosystem’s
monetary policy operations and the provision of
intraday credit in TARGET. As there is no
comprehensive market alternative to the CCBM
service, which was designed as an interim
arrangement in the absence of a market solution
covering the whole of the euro area, the ECB
has started an analysis of possible paths for the
evolution of the operational framework for
collateral management in the Eurosystem.

In response to the increasing need for cross-
border transfers in euro, including for
commercial purposes, SSSs within the EU have
provided facilities for the cross-border transfer
of securities, i.e. links between SSSs.

In response to the demands of the securities
markets for effective economies of scale and

scope, the securities settlement industry is also
in the process of consolidating its cross-border
activities. The consolidation process is affecting
trading, clearing and settlement structures.

However, these initiatives are not fulfilling
market participants’ need for a truly integrated
securities market infrastructure in Europe.
Consequently, the Eurosystem is conducting
analysis regarding the implementation, in
coordination with market participants, of a
single securities settlement facility to settle all
securities transactions in Europe. This platform
would be developed and operated by the
Eurosystem and would be called TARGET2-
Securities. It would be implemented in the
coming years and would provide one single
securities transaction settlement function for
Europe.

ECB
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I INSTITUTIONAL ASPECTS

1.1 THE GENERAL INSTITUTIONAL
BACKGROUND

Most of the provisions of the Treaty establishing
the European Community (the Treaty) which
relate to Monetary Union, as well as most of the
provisions of the Statute of the European
System of Central Banks and of the European
Central Bank (the Statute of the ESCB), apply
only to EU Member States which have adopted
the euro and/or their central banks and to the
European Central Bank. In order to clarify
which central banks are meant in which context,
the name “Eurosystem” was coined at the
beginning of Stage Three of Economic and
Monetary Union (EMU). The Eurosystem
comprises the ECB and the NCBs of those EU
Member States which have adopted the euro.
The decision-making bodies of the Eurosystem
are the Governing Council and the Executive
Board of the ECB. The NCBs of those EU
Member States which are not yet participating
in Monetary Union continue to conduct an
independent monetary policy and are not part
of the Eurosystem. When reference is made to
the ECB and the central banks of all EU Member
States, the more general term “European System
of Central Banks” (ESCB) is used. The third
decision-making body of the ECB, the General
Council, comes into play when matters relating
to the ESCB are involved. It ensures an
institutional link between the Eurosystem and
the NCBs of the non-euro area countries.
Consequently, the General Council comprises
representatives from the 13 euro area countries
and the 14 non-euro area countries of the
European Union, as well as the President and
Vice President of the ECB.

One of the basic tasks of the Eurosystem is to
promote the smooth functioning of payment
systems. The relevant provisions are enshrined
in the Treaty and the Statute of the ESCB. The
Statute of the ESCB is annexed to the Treaty as
a protocol and thus forms an integral part of the
Treaty.

ECB

The following legal provisions of the Treaty
and the Statute of the ESCB are of particular
importance with regard to payment and
settlement systems:

— Article 105(2) of the Treaty (reiterated in

Article 3.1 of the Statute of the ESCB),
which defines as a basic task of the
Eurosystem the promotion of the smooth
operation of payment systems; and

— Article 22 of the Statute of the ESCB, which

states that the ECB and NCBs may provide
facilities, and the ECB may make regulations,
to ensure efficient and sound clearing and
payment systems within the Community and
with other countries. Such ECB regulations
are directly applicable in the Member States
which have adopted the euro. So far, the
ECB has not yet issued a regulation on the
basis of Article 22.

The Treaty assigns to the ECB the regulatory
powers to adopt any legal acts which are
necessary to implement the basic tasks assigned
to the Eurosystem. A distinction can be made
between two different kinds of ECB legislation.
First, there are legal acts intended to
produce external effects (i.e. the addressees
can be parties other than the NCBs). These
legal acts are ECB regulations, decisions,
recommendations and opinions. Second, there
are legal acts addressed to the ECB and NCBs
of the Eurosystem, which take the form of ECB
guidelines, ECB instructions and internal ECB
decisions.

The Council of the European Union and the
European Parliament are also empowered by
the Treaty to adopt legal instruments. These
instruments, which are applicable in all Member
States, include rules relating to the banking
industry and the provision of financial services.
Thus, they also affect the framework for
payment and securities settlement systems. The
main legal instruments used by the Council and
the European Parliament are directives, which
must be implemented at the national level.
These are used to harmonise existing rules at
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the national level or to establish new legislation
where national rules do not exist but are deemed
necessary. Some of the main directives and
regulations which have an impact on payment
and securities settlement systems are described
below.

The Cross-Border Credit Transfers Directive
Directive 97/5/EC of 27 January 1997 on cross-
border credit transfers is concerned with
enabling individuals and businesses to make
credit transfers in euro rapidly, reliably and
cheaply from one part of the European Union to
another. The Directive only applies to cross-
border credit transfers up to a value of €50,000.
It lays down minimum requirements needed to
ensure an adequate level of customer information
both before and after the execution of a cross-
border credit transfer, and it sets forth minimum
execution requirements. In this respect, it
provides that:

— customers must be given, in advance, prices
which they can understand clearly for any
type of credit transfer;

— a transfer should be credited to the
beneficiary’s account within a clearly
defined timescale (not exceeding five
banking business days);

— transfers for which the originator pays all
the costs (“OUR” mode) will be the rule,
unless otherwise stipulated. An intermediary
or receiving bank may not charge any further
fees, particularly to the beneficiary; and

— when a transfer goes astray, a money-back
guarantee for up to €12,500 is provided.

The Cross-Border Credit Transfers Directive
has assisted the ECB in its task of promoting
efficient cross-border payments in Stage Three
of EMU. Owing to recent legislative changes,
Directive 97/5/EC will be repealed at the end of
the transposition period of the prospective
Payment Services Directive (scheduled for
1 November 2009).

The Settlement Finality Directive

Directive 98/26/EC of 19 May 1998 on
settlement finality in payment and securities
settlement systems (the Settlement Finality
Directive; SFD) has harmonised the laws of the
EU Member States by ensuring that the
operations of payment and settlement systems
are not stopped by the bankruptcy of a
participant. Thus, the SFD provides that netting
and transfer orders entered into a system prior
to the opening of insolvency proceedings
against a participant in that system are binding
and enforceable against third parties. It further
provides that the collateral posted to other
participants in a system and to central banks is
enforceable and can be realised in accordance
with the terms of the relevant agreement,
notwithstanding the opening of insolvency
proceedings against the participant. It should
be noted that the term “collateral” in the SFD
has a broad meaning which encompasses all
realisable assets, including credit claims. Rights
and obligations of participants with regard to
the system are subject to the law governing the
system. Rights to collateral securities recorded
in an account, registry or central securities
depository are governed by the law of the
Member State where this account, registry or
central depository is located.

Against this background, the main achievements
of the SFD are as follows: (i) it has eliminated
the main legal risks to which payment and
securities settlement systems are exposed;
(i1) it ensures that the smooth functioning of a
system cannot be compromised by the
application of a foreign insolvency law in the
event of the participation of a foreign entity;
and (iii) it enhances the legal certainty of
collateral (also to the benefit of the credit
operations of the ESCB).

The E-Money Directive

Directive 2000/46/EC of 18 September 2000 on
the taking up, pursuit of and prudential
supervision of the business of electronic money
institutions is aimed at fostering the Single
Market in financial services by introducing a
minimum set of harmonised prudential rules

ECB
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for electronic money issuance and by applying
to electronic money institutions (ELMIs) the
arrangements for the mutual recognition of
home supervision provided for in Directive
2000/12/EC! of 20 March 2000 relating to the
taking up and pursuit of the business of credit
institutions. This includes the safeguarding of
the financial integrity and the operations of
ELMIs by, on the one hand, ensuring the
stability and soundness of ELMIs, and, on the
other hand, ensuring that the failure of any
individual ELMI does not result in a loss of
confidence in this new means of payment. The
E-Money Directive further creates a level
playing-field for the issuance of electronic
money by both traditional credit institutions
and ELMIs, thus ensuring that all issuers of
electronic money are subject to an appropriate
form of prudential supervision. The amendment,
introduced by Directive 2000/28/EC of
18 September 2000, to the definition of a credit
institution in Directive 2000/12/EC obliges
institutions that do not intend to enter into the
full range of banking operations to issue
electronic money in accordance with the
fundamental rules governing all credit
institutions. Such an amendment promotes the
harmonious development of the issuance of
electronic money throughout the Community
and avoids any distortion of competition
between electronic money issuers, including
with regard to the application of monetary
policy measures.

The Regulation on cross-border payments in
euro

In 2001 the Commission issued Regulation
(EC) No 2560/2001 on cross-border payments
in euro, which established the principle of equal
charges by an individual credit institution for a
cross-border transaction and a domestic
transaction in euro within the European Union.
The equal charge rule has applied since 1 July
2002 for electronic payment transactions, such
as bank card payments, and for withdrawals
from cash machines, and since 1 July 2003 for
credit transfers up to €12,500. On 1 January
2006 that amount was raised to €50,000. This
Regulation is intended to remain in force after

ECB

the adoption of the prospective Payment
Services Directive.

The Collateral Directive?

Collateral is an asset or third-party claim that is
accepted by the collateral-taker to secure an
obligation on the part of the collateral-provider
vis-a-vis the collateral-taker.> Collateral is
widely used in financial transactions, including
in the EU repo market, the value of which is
estimated to have exceeded €6.43 trillion at the
end of 2006.* Collateral is also an important
tool for reducing systemic risk in payment and
securities settlement systems. The Collateral
Directive introduces harmonisation of the legal
rules regarding the provision of collateral. The
aims of the Collateral Directive are: (i) the
protection, validity and enforceability of the
collateral agreement, which is to be executed in
accordance with its terms also in the event of
the opening of insolvency proceedings against
a counterparty to the collateral agreement;
(i1) the removal of the major obstacles to the
(cross-border) use of collateral; (iii) the
limitation of administrative burdens, formalities
and cumbersome procedures; and (iv) the
creation of a clear and simple legal
framework.

The Directive applies to the parties to a financial
collateral transaction with the aim of avoiding
the erosion of the principle of the equality of
creditors after the opening of insolvency
proceedings (paritas creditorum). These parties
belong to one of the following categories:
public sector bodies, central banks and
international financial institutions, supervised
financial institutions, central counterparties,
settlement agents and clearing houses. The
material scope of application covers financial

1 This Directive includes the former First Banking Co-ordination
Directive and the Second Banking Co-ordination Directive,
which were essential in achieving the Single Market for banking
services in the EU.

2 Directive 2002/47/EC of 6 June 2002 on financial collateral
arrangements (OJ L 168, 27.6.2002, p. 43).

3 See also the definitions in Article 2(1)(a) to (c) of the Collateral
Directive.

4 Source: ICMA repo market survey (http://www.trax2.org/repos.
asp and press release ICMA/2007/15 of 28 February 2007).
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collateral in the form of financial instruments’
and cash. The Directive abolishes all formalities
required to create and perfect collateral
arrangements. If an enforcement event occurs,
the realisation of the financial collateral will be
possible by sale or appropriation (if agreed) of
the financial instruments and by setting off the
amount or applying it in discharge of the
relevant financial obligation, without prior
notice, court authorisation, public auction or a
waiting period.®

The Directive requires the recognition of the
right to reuse pledged collateral, if contractually
agreed. The Directive provides for the
continuing validity of collateral, even when
insolvency proceedings are initiated against
one of the parties to the transaction, and
recognises close-out netting arrangements and
certain typical risk control measures inherent in
collateral, i.e. the substitution of assets or asset
prices related to mark-to-market calculations.
Finally, it extends the conflict of laws rule of
the Settlement Finality Directive, i.e. applying
the law of the place where the relevant account
is maintained to all collateral in the form of
book-entry securities. The Directive has greatly
facilitated the cross-border use of collateral
throughout the EU, as was concluded in the
European Commission evaluation report on the
Directive which was published on 20 December
2006.7 Several proposals were made to account
for developments in the financial markets, most
notably a proposal to consider extending the
scope of the Directive to the use of credit claims
as collateral. The European Commission also
proposed amending the conflict of laws regime
in order to further specify the criteria for
determining the location of an account.

The Markets in Financial Instruments Directive
On 21 April 2004 the Council of Ministers
adopted Directive 2004/39/EC on markets in
financial instruments (MiFID?), which replaced
the previous Investment Services Directive.
MiFID establishes, for the first time, a
comprehensive regulatory framework governing
the organised execution of investor transactions
by exchanges, other trading systems and

investment firms. MiFID imposes an effective
“best execution” obligation to ensure that
investment firms execute client orders on the
terms that are most favourable to the client.
This obligation should apply to firms with
contractual or agency obligations vis-a-vis
clients. The European Commission delayed its
implementation until 31 January 2007.
Accordingly, firms and markets will adapt their
structures and procedures in line with the new
requirements by the end of 2007 and apply
these rules as of 1 November 2007.°

This new Directive is relevant for clearing and
settlement systems because it invites Member
States: (i) to accord local regulated markets
access to a central counterparty, clearing house
and settlement system from another Member
State; (ii) to accord investment firms from other
countries access to a central counterparty,
clearing and settlement systems in their
territory; and (iii) to accord local investment
firms access to a central counterparty, clearing
house or settlement system of another Member
State. Investment firms which wish to participate
directly in other Member States’ settlement
systems should comply with the relevant
operational and commercial requirements for
membership and the prudential measures to
uphold the smooth and orderly functioning of
the financial markets.

5 Financial instruments are defined as: “shares in companies and
other securities equivalent to shares in companies and bonds and
other forms of debt instruments if these are negotiable on the
capital market, and any other securities which are normally
dealt in and which give the right to acquire any such shares,
bonds or other securities by subscription, purchase or exchange
or which give rise to a cash settlement (excluding instruments
of payment), including units in collective investment
undertakings, money market instruments and claims relating to
or rights in or in respect of any of the foregoing”; see the
Collateral Directive, Article 2(1)(e).

6 Collateral Directive, Article 4.

7 Report from the Commission to the Council and the
European Parliament entitled “Evaluation report on the
Financial Collateral Arrangements Directive (2002/47/EC)”,
COM(2006)833 final.

8 OJL 145,30.4.2004, p. 1.

9 Directive 2006/31/EC of the European Parliament and of the
Council of 5 April 2006 amending Directive 2004/39/EC on
markets in financial instruments, as regards certain deadlines
(OJ L 114, 27.4.2006, p. 60).
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The draft Payment Services Directive

In December 2005 the Commission made a
proposal for a directive on payment services in
the Internal Market, which is intended to create
a comprehensive set of rules for all payment
services in the European Union. Following the
efforts of the German Presidency, on 24 April
2007 the European Parliament adopted the
proposal for the Payment Services Directive,
for which the ECOFIN Council had already
agreed a general approach at its meeting on
27 March 2007. The Payment Services Directive
will be forwarded to the Council of the European
Union for final adoption. The Member States
should then transpose the Directive into national
law as soon as possible, and by 1 November
2009 at the latest.

The ECB and the European Commission, in a
joint communiqué on 24 April 2007, regarded
the adoption of the Payment Services Directive
by the European Parliament as a decisive step
towards the realisation of the Single Euro
Payments Area (SEPA). The Directive is
expected to greatly facilitate the operational
implementation of SEPA instruments by the
banking industry, as well as their adoption by
end-users, by harmonising the applicable legal
framework. This will lay the foundations for a
single “domestic” euro payments market. The
Directive is expected to also underpin consumer
protection and enhance competition and
innovation by establishing an appropriate
prudential framework for new entrants to the
retail payments market. This should encourage
technological progress and the realisation of
new product opportunities, such as e-invoicing,
which can provide major benefits to the wider
economy.

With the proposal for the Payment Services
Directive now adopted by the European
Parliament, the ECB and the European
Commission urge the banking industry and all
other stakeholders to maintain their momentum
and intensify preparations for the launch of the
SEPA by 1 January 2008, and for its subsequent
successful and timely implementation. The

ECB

ECB and the European Commission will
continue to support these efforts.

1.2 THE ROLE OF THE EUROSYSTEM

The ECB and the national central banks of the
Eurosystem have traditionally been involved in
payment, clearing and settlement systems in
many different ways: as participants in the
systems; as operators of some systems
themselves; as providers of central bank money
as a settlement asset; as promoter of an efficient
overall payment infrastructure; and as overseers.
As such, they have gained expertise regarding
the way in which payment and settlement
systems work, and also regarding the risks
involved. In general, the smooth functioning of
payment and securities clearing and settlement
systems is of particular concern to central banks
for three main reasons: (i) a major malfunction
in payment and securities clearing and
settlement systems could undermine the
stability of financial institutions and markets;
(i1) the soundness and efficiency of payment
and securities clearing and settlement systems
and the security of payment instruments affect
the confidence of users and, ultimately, public
confidence in the currency; (iii) payment
systems — and, given that all Eurosystem credit
operations need to be fully collateralised, also
securities settlement systems — represent
essential vehicles for the implementation of
monetary policy. In addition, the euro area
infrastructure partly suffers from fragmentation,
which results in inefficiencies and higher costs,
especially for cross-border transactions. The
Eurosystem’s activities consequently aim also
to overcome the fragmentation problem in the
euro area where this still exists. The integration
process has started, but faces a number of
barriers that cannot be fully removed by the
private sector alone.

The payment systems policies of central banks
are aimed at promoting the efficiency and
soundness of payment systems. In order to
achieve these policy objectives, the payment
and settlement services offered by the private
sector are overseen by central banks. (For
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further details on the oversight of payment
systems, see Section 1.2.1.) Central banks also
offer settlement services themselves and
sometimes assume an operational role in
payment systems. For the Eurosystem, this dual
role of regulator (“overseer”) and service
provider is emphasised, in particular, in
Article 22 of the Statute of the ESCB. In
addition, the Eurosystem acts as a catalyst for
change in the field of payment systems, with
the aim of fostering the efficiency and
integration of the overall payments infrastructure
in the euro area. This approach is used, for
example, in the development of a pan-European
euro retail payments infrastructure. The
Eurosystem supports market initiatives, such as
the establishment of the SEPA and integration
in the securities market and infrastructure.

The central banks’ payment systems oversight
function and the prudential banking supervision
function (sometimes also placed within central
banks) share the objective of financial stability,
i.e. they both aim to reduce the risk of financial
crisis. However, while prudential supervision
looks at institutions, oversight focuses primarily
on systems. The Eurosystem considers close
cooperation between payment systems overseers
and banking supervisors to be essential.
Consequently, EU payment systems overseers
and banking supervisors have agreed on a
memorandum of understanding (MoU). The
MoU is aimed at promoting cooperation between
payment systems overseers and banking
supervisors in relation to large-value interbank
funds transfer systems (IFTSs).

With regard to securities clearing and settlement
systems, the Treaty contains no explicit
reference to the role of the Eurosystem.
Nevertheless, the interest of the Eurosystem
goes beyond the limited perspective of a user of
collateral in the context of its credit operations
(i.e. liquidity-providing monetary policy
operations and intraday credit). With its general
responsibility for financial stability, the
Eurosystem, like any central bank in the
developed world, has a general interest in the
smooth functioning of securities clearing and

settlement systems with a view to ensuring the
smooth implementation of monetary policy and
the smooth functioning of payment systems,
given the close relationship between securities
settlement and payment systems.

In pursuing the above-mentioned objectives,
the Eurosystem also cooperates with other
bodies and institutions which are active in the
field of payment and securities settlement
systems (see Section 1.2.4).

1.2.1 PAYMENT SYSTEMS OVERSIGHT

As part of their payment systems oversight
function, central banks monitor developments
in the field of payment and settlement systems
in order to assess the nature and scale of the
risks inherent in these systems and to ensure the
transparency of the arrangements concerning
payment instruments and services. Where
necessary, they define principles and standards
for the promotion of safe, sound and efficient
payment and settlement systems. They analyse
and assess the extent to which the systems
comply with these principles and standards.

The oversight role of the Eurosystem — which is
recognised in the Treaty (Article 105(2)) and
the Statute of the ESCB (Articles 3 and 22) —
covers both large-value and retail payment
systems. Systems managed by the Eurosystem
and privately operated payment systems are
both subject to the same standards.

The Eurosystem clarified its payment systems
oversight policy in a statement entitled “Role of
the Eurosystem in payment systems oversight”
which was published in June 2000. Accordingly,
within the Eurosystem, oversight activities are
performed in the manner set out below.

The Governing Council of the ECB formulates
the common policy stance by determining the
objectives and setting the standards for payment
systems whose functioning may affect the
implementation of monetary policy, systemic
stability, the establishment of a level playing-
field among market participants and the
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efficiency of cross-border payments within the
EU and with other countries.

In areas not specifically covered by the common
oversight policy, policies defined at the NCB
level apply within the framework of the general
common policy stance defined at the Eurosystem
level, in relation to which the Governing
Council can always adopt initiatives where
necessary. An appropriate level of coordination
between the ECB and the NCBs of the
Eurosystem is ensured for any proposed policy
or action in the field of oversight which an
individual NCB may wish to pursue at the
national level.

The Eurosystem may also formulate a policy
concerning the security of payment instruments
in order to maintain user confidence. An
example of this is the “Report on electronic
money” published in August 1998, which was
complemented in May 2003 with a report on
“Electronic  money  system  security
objectives”.

In January 2001 the Governing Council of the
ECB adopted the G10 report on “Core Principles
for Systemically Important Payment Systems”
as one of the standards the Eurosystem must
apply when performing its oversight role. In
June 2003 this was complemented by the
adoption of a framework for retail payment
systems.'” Retail payment systems are divided
into three categories: systemically important
systems, prominently important systems and
other systems.!! With regard to security and
operational reliability, the Governing Council
of the ECB has approved “Business continuity
oversight expectations for systemically
important payment systems (SIPS)” (June
2006).

The ECB and the NCBs of the Eurosystem
ensure consistency in the implementation of the
oversight policy stance and, in particular, that
standards are applied in the same way for all the
payment systems concerned. To this end, these
oversight activities are coordinated at the level

ECB

of the Eurosystem, through appropriate
committees and working groups.

The cooperation between payment systems
overseers and banking supervisors contributes
to an overall strategy of risk reduction in the
financial system. Cooperation between these
authorities is necessary since the stability of the
financial system may be affected by the risks
borne by credit institutions arising from their
participation in payment systems or from their
provision of settlement services. In early 2001
the ECB and all NCBs, in their capacity as
overseers of payment systems, together with the
EU banking supervisory authorities, signed a
memorandum of understanding setting out a
framework for their cooperation. According to
the MoU, overseers will endeavour to ensure
that supervisors are made aware of the risks
credit institutions run through their participation
in payment systems or by being the operator/
settlement agent of a payment system. In turn,
supervisors will endeavour to ensure that
overseers are made aware of the risks posed to
the system they are overseeing by the
participation of a credit institution and, where
the case arises, by the fact that the operator/
settlement agent of a payment system is engaged
in other banking activities, insofar as these may
have implications for its settlement activities.
In addition, the banking supervisory authorities
and the central banks of the EU agreed, in
March 2003, on amemorandum of understanding
on high-level principles of cooperation in crisis
management situations. As monetary authorities
and overseers of payment systems, and in their
overall capacity as authorities responsible for
contributing to the stability of the financial
system as a whole, central banks are signatories
to this MoU.

10 “Oversight standards for euro retail payment systems”.

11 Systemically important retail payment systems are expected to
comply with all ten Core Principles, whereas prominently
important retail payment systems must comply with Core
Principles I (legal soundness), II (participants’ understanding of
risks), VII (security and operational reliability), VIII (efficiency
and practicality), IX (access) and X (governance). Other retail
payment systems are subject to proprietary standards defined by
the relevant overseers.
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1.2.2 THE EUROSYSTEM’S INTEREST IN THE AREA

OF SECURITIES MARKET INFRASTRUCTURES
The securities market infrastructure comprises
all the arrangements and technical facilities
related to trading, clearing and settlement of
securities and financial instruments.

The Eurosystem has a strong interest in the
secure and efficient functioning of securities
market infrastructures — and of securities
clearing and settlement arrangements in
particular — for several reasons: (i) it uses the
securities infrastructure for the implementation
of monetary policy and for intraday credit
operations; (ii) it aims to ensure financial
stability; and (iii) it promotes financial market
integration.

The efficient and secure execution of central
bank credit operations

Within the framework of Article 18 of the
Statute of the ESCB, the Eurosystem, in
selecting instruments and defining procedures
for the conduct of the single monetary policy,
and in seeking to ensure the smooth functioning
of the TARGET system, has paid special
attention to the settlement procedures of
instruments eligible as collateral in its credit
operations (i.e. liquidity-providing monetary
policy operations and intraday credit).

The Eurosystem aims to protect itself from
incurring losses in its credit operations. All
Eurosystem liquidity-providing operations
must be based on underlying assets. As a result,
malfunctions or disturbances in the settlement
process could affect the provision of liquidity.
Since all central bank credit operations —
including intraday credit used for payment
systems purposes — must be fully collateralised,
inefficiencies in the clearing and settlement
process will also affect the provision of intraday
liquidity in the TARGET system. In fact,
TARGET would be blocked if securities were
not delivered to the Eurosystem on time.
Furthermore, securities clearing and settlement
systems are important for payment systems,
since, in general, most securities transactions
also involve the settlement of funds. As a result,

banks include the payment flows stemming
from securities settlement in their intraday
liquidity management. If these funds are not
delivered, or are not delivered on time, payment
systems could become gridlocked. The link
between securities settlement systems and
payment systems has been further strengthened
through the development of delivery-versus-
payment (DvP) facilities.

The implementation of the single monetary
policy and the provision of intraday credit to
participants in payment systems called for the
relevant securities settlement systems to be
capable of ensuring: (i) reliable links between
the Eurosystem and a broad range of
counterparties; (ii) speedy, smooth and secure
transactions; and (iii) secure and reliable
procedures for the cross-border use of eligible
assets (e.g. reliable links between SSSs).

In this respect, in order to protect the Eurosystem
from losses due to any type of failure within an
SSS, in 1998 the Eurosystem developed and
endorsed nine standards to be met by EU SSSs
used for Eurosystem credit operations.'? These
standards create the necessary framework for
the mitigation of risks related to the settlement
of credit operations and the safekeeping of
collateral during these operations.

The Eurosystem has established a framework
for checking compliance with the above-
mentioned standards (“user assessments”),
which is coordinated by the ECB. In this
context, SSSs and links between SSSs have
been assessed periodically, as well as on an ad
hoc basis when needed. In 2005 the Governing
Council of the ECB decided that relayed links
may also be eligible for use in Eurosystem
credit operations. The first assessment of such
links is currently being undertaken and will be
finalised later in 2007.

In order to ensure efficient and consistent
execution of the user assessments, the

12 “Standards for the use of EU securities settlement systems in
ESCB credit operations”, EMI/ECB January 1998.
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Eurosystem has developed specific assessment
methodologies for the assessment of SSSs,
links and relayed links. There are many common
elements in these methodologies which apply to
all assessments, but these also contain specific
features in order to detect and mitigate specific
risks that relate mainly to the legal and
operational set-up of either systems, links or
relayed links.

The final decision as to whether an SSS, a link
or a relayed link can be considered eligible for
Eurosystem credit operations is taken by the
Governing Council of the ECB. Should an SSS
not comply fully with the standards, the
Eurosystem can issue recommendations to the
operator of the system, with the implementation
of these recommendations monitored by the
relevant NCB(s). A list of eligible systems and
links is continuously updated on the website of
the ECB.

Moreover, most NCBs act as settlement banks
for SSSs, and some have been entrusted also
with the oversight of SSSs.

The smooth functioning of payment systems
and the stability of the financial sector

The financial soundness of securities settlement
arrangements is a prerequisite for the smooth
functioning of payment systems to the extent
that any disturbance affecting settlement in
securities markets has the potential to spread to
payment systems and to the financial sector in
general. A major malfunction in a securities
clearing and settlement system could undermine
the stability of the financial markets and,
ultimately, affect public confidence in the
currency. Such systemic risks are particularly
important as regards central counterparties,
which manage and concentrate the credit risk of
the market-places that they serve. The
consequences of risk management failures
would therefore be particularly serious. The
Eurosystem follows closely any developments
in the securities market infrastructure that could
have a potential impact on financial stability.

ECB

The promotion of financial market integration
As trading, clearing and settlement are at the
core of financial markets, inefficiencies in
these processes have serious consequences.
When trading, clearing and settlement are too
costly or complex as a result of insufficient
integration, financial transactions are
discouraged, which will negatively affect the
allocation of capital, risk-sharing across agents
and economic growth. In other words, the
integration of the securities infrastructure is a
necessary condition for the integration of the
financial market that it serves. Owing to its
interest in financial market integration, the
Eurosystem is involved in many activities,
mainly in its capacity as catalyst, aimed at
promoting the integration of its securities
market infrastructure. It regularly meets market
participants to discuss issues relevant for the
integration of the securities market
infrastructure. Furthermore, it contributes to
the work of the European Commission aimed at
eliminating barriers to efficient clearing and
settlement.

More recently, the Eurosystem has taken
initiatives by announcing in July 2006 its
intention to evaluate opportunities to provide
efficient settlement services for securities
transactions in central bank money. This project
— the TARGET2-Securities project — has given
rise to a comprehensive feasibility study, on the
basis of which the Eurosystem decided in
March 2007 to go ahead with the next phase of
the project, namely the definition of user
requirements on the basis of market
contributions. The final decision on the
development phase of this project is expected
by early 2008.

The implementation of this facility, which
would be fully owned and operated by the
Eurosystem, would allow the exploitation of
synergies with the TARGET2 payment system,
entail large cost savings for users and represent
amajor step towards the integration of securities
settlement services in the Eurosystem.
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1.2.3 OPERATIONAL ROLE OF THE EUROSYSTEM
One way for central banks to promote the safe
and efficient functioning of payment systems is
to operate their own payment systems. The main
operational role of the Eurosystem lies in the
provision of the TARGET system. TARGET is
the real-time gross settlement system for the
euro. It provides facilities for settlement in
central bank money. TARGET is not run by the
central banks of the Eurosystem alone. All
central banks of the ESCB can be connected to
TARGET, although in practice only some non-
Eurosystem NCBs are connected to TARGET. A
more detailed description of TARGET can be
found in Section 3.1.

The ECB and NCBs also offer their settlement
services to other payment and settlement
systems, e.g. the balances of large-value net
settlement systems are settled at the central
banks.

Some NCBs also run retail payment systems
and operate in-house SSSs. More detailed
descriptions of the respective systems can be
found in the relevant country chapters.

The ESCB is also operationally involved in the
cross-border transfer of securities which can be
used as collateral to obtain intraday credit from
NCBs and for monetary policy operations. For
this purpose, the correspondent central banking
model was established in order to facilitate the
cross-border use of collateral in the Eurosystem’s
monetary policy operations and the provision of
intraday credit in TARGET. Within the CCBM
the NCBs act as correspondents for each other
and thereby enable counterparties to use all of
their eligible assets to obtain credit from their
NCBs. Counterparties to the monetary policy
operations of the Eurosystem and participants
in TARGET in the EU can only obtain credit
from the central bank of the country in which
they are established — their home central bank.
However, through the CCBM, they can use
collateral held in other countries. A more
detailed description of the CCBM can be found
in Section 4.3.1.

1.2.4 COOPERATION WITH OTHER INSTITUTIONS
AND BODIES

In addition to defining principles, etc. on its

own, the Eurosystem also actively cooperates

with other bodies and institutions which are

active in the area of payment and settlement

systems.

First, there is the cooperation with the European
Commission, which regularly participates in
meetings with the central banks on issues
related to payment and securities settlement. In
turn, the central banks participate in meetings
at the Commission, thus ensuring that
cooperation is as close as possible (see also
Section 1.3.1). Moreover, in accordance with
Article 105(4) of the Treaty and Article 4 of the
Statute of the ESCB, the ECB is consulted on
any proposed Community act in its fields of
competence. The ECB may submit opinions to
the appropriate Community institutions on
matters in its fields of competence.

The ECB and several NCBs (Nationale Bank
van Belgié¢/Banque Nationale de Belgique,
Banque de France, Deutsche Bundesbank,
Banca d’Italia, De Nederlandsche Bank,
Sveriges Riksbank, Bank of England) participate
in the Committee on Payment and Settlement
Systems (CPSS) of the G10 central banks. The
CPSS operates under the auspices of the BIS,
which is based in Basel. The CPSS monitors
and analyses developments in payment and
securities settlement systems. Recently it
analysed new developments in clearing and
settlement arrangements for OTC derivatives,
as well as interdependencies between the
various payment and settlement infrastructures.
Its reports on a variety of different issues have
also often had a strong influence on practical
developments worldwide. Furthermore, within
the framework of the CPSS sub-group on foreign
exchange (FX) settlement risk, the cooperative
oversight of CLS is led by the Federal Reserve
Bank of New York (for further information, visit
the BIS website at www.bis.org).

Another form of cooperation in respect of
oversight exists at the level of the G10 central
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banks. The ECB and several NCBs participate
in the SWIFT Cooperative Oversight Group and
the SWIFT Technical Oversight Group.
Moreover, the ECB participates in the Executive
Group of the SWIFT Cooperative Oversight
Group.

The ECB and several NCBs (see above) have
participated in a joint task force established by
the CPSS and the International Organization of
Securities Commissions (IOSCO) in the field
of SSSs. The task force has already published
reports on “Recommendations for securities
settlement systems” and “Recommendations
for central counterparties”, aimed at developing
recommendations for the design, operation and
oversight of SSSs and central counterparties.
The purpose of these recommendations is to
reduce systemic risk, increase efficiency and
provide adequate safeguards for investors.

As a follow-up to these reports, the ESCB is
working together with the Committee of
European Securities Regulators (CESR) to
define standards for the oversight of the clearing
and settlement of securities.

Last, but not least, the Eurosystem regularly
meets with market participants in order to
maintain close contact with the market, to
convey its ideas to the market and to obtain
feedback from market participants on how the
work of the Eurosystem in the area of payment
and securities settlement systems is perceived.
The two most prominent examples of this
cooperation are the “Contact Group on Euro
Payments Strategy” (COGEPS) and the “Contact
Group on Euro Securities Issues” (COGESI).

1.3 THE ROLE OF OTHER PUBLIC AND PRIVATE
SECTOR BODIES

1.3.1 THE EUROPEAN COMMISSION, THE COUNCIL
OF THE EUROPEAN UNION AND THE
EUROPEAN PARLIAMENT

The promotion of the smooth operation of

payment systems is based on Article 105(2) of

the Treaty as one of the basic tasks of the

Eurosystem. Under Article 56 of the Treaty, the
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freedom to make payments is a fundamental
freedom, with that Article stating that
restrictions on payments between Member
States and between Member States and third
countries are prohibited. One of the tasks of the
Commissionisto strive for further harmonisation
of the laws within the European Union,
including those which have an impact on
payment systems, by issuing directives which
must be implemented in national law by the
Member States. One of the principal aims is to
create a single market with a level playing-field
and equal opportunities throughout the EU.
Consumer protection is another area in which
the Commission is active. A recent example can
be found in the field of cross-border retail
payment systems, where the preparation of a
Payment Services Directive is intended to
complement the initiatives of the Eurosystem
and to create incentives for the industry to
improve the situation quickly. The Commission
has also launched an initiative to explore ways
in which fraud and counterfeiting in payment
systems can be prevented.

Following the publication of the two Giovannini
Reports, which identified obstacles to the
integration of clearing and settlement systems
and measures to be undertaken, the Commission
published a communication in 2004 on its
strategy and policy goals. In 2004 the
Commission set up a Clearing and Settlement
Advisory and Monitoring Expert group (the
“CESAME?” group) to assist it in the integration
of EU securities clearing and settlement
systems. The ECB participates in this group. In
July 2006 the European Commission requested
that the securities clearing and settlement
industry come forward with a code of conduct
for post-trading clearing and settlement services
to enhance price transparency and increase
competition in the post-trading sector. This
Code of Conduct was published on 7 November
2006 and signed by the organisations to which
it applies. It contains measures aimed at
ensuring price transparency, access and
interoperability, unbundling and accounting
separation, and an independent monitoring
process. At this stage the Code of Conduct only
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applies to cash equities, but it may be extended
to other areas over time. The Code does not
cover prudential aspects. It was foreseen that
implementation would take place in three
phases: price transparency by the end of 2006,
interoperability and access by the end of June
2007, and unbundling and accounting separation
by 1 January 2008. A strict monitoring
mechanism has been set up to ensure that all the
measures are implemented properly and on
time. In principle, the mechanism relies on
external auditors who will report on the
implementation of the signatories’ commitments
to an ad hoc Monitoring Group (MOG)
composed of the Commission, the CESR and
the ECB, and chaired by the Commission.

1.3.2 BANKING FEDERATIONS AND ASSOCIATIONS
Most banks in the EU are organised into national
federations or associations in order to represent
their interests as a group vis-a-vis other public
and private institutions. The national federations
and associations also cooperate at the European
level in the European Association of
Co-operative Banks (EACB), the European
Savings Banks Group (ESBG) and the European
Banking Federation (EBF). These European
organisations act as platforms for exchanges of
views, for reaching agreement on common
business policies and for other matters which
require a common understanding at the
European level. Such activities take place both
within the organisations and among the
organisations and their bodies. In some countries
the banking federations and associations play
an important role in negotiating with third
parties and agreeing on matters (including
payment systems issues) on behalf of their
members.

1.3.3 OTHER COOPERATION AND CONSULTATION
ARRANGEMENTS

Market players have also organised themselves
to specifically consider issues in the field of
payment and securities clearing and settlement
systems. These cooperation arrangements act as
platforms to promote the interests of their
members, to facilitate exchanges of views and
to develop common standards and practices.

The most prominent fora in the payments market
are the European Payments Council (see Section
2.2.2) and the Euro Banking Association (see
Section 3.2.1).

The most significant organisations in the
securities sphere are the European Central
Securities Depositories Association (ECSDA),
the European Association of Central Counterparty
Clearing Houses (EACH) and the Federation of
European Securities Exchanges (FESE).

1.3.4  SWIFT

1.3.4.1 SWIFT organisation

The Society for Worldwide Interbank Financial
Telecommunication (SWIFT) is an industry-
owned cooperative founded in 1973 by 239
banks from 15 countries. It was set up under
Belgian law and is controlled by its member
banks (including central banks) and other
financial institutions. SWIFT supplies secure
messaging services and interface software,
contributes to the greater automation of
financial transaction processes and provides a
forum for financial institutions to address
issues of common concern in the area of
financial communications services. Over the
years SWIFT has gradually expanded its
business, starting in payments, moving into
securities, and more recently extending to
investment institutions and corporate
organisations. By December 2006 more than
8,100 participating financial institutions and
corporations from 207 countries were connected
to the SWIFT network.

SWIFT has an Executive Board of up to 25
directors which is responsible for governing the
company. The Board has six committees with
decision-making powers subject to Board
approval: Audit and Finance, Human Resources,
Banking and Payments, Securities, Technology
and Production, and Standards. In addition,
Board task forces provide guidance and
direction to the Executive Board on important
business matters.
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The international dimension of SWIFT’s
activities is reflected in the oversight
arrangements which are set up. As SWIFT is
located in Belgium, the Nationale Bank van
Belgié/Banque Nationale de Belgique acts as
lead overseer and is supported in this task by
the other G10 central banks, including the
ECB.

1.3.4.2 Recent developments and initiatives

In 2005 SWIFT successfully completed the
SWIFTNet Phase 1 migration of all its customers
to the new messaging infrastructure, which is
based on Internet Protocol (IP) technology and
on a secure IP network (SIPN). This move
allows SWIFT customers to use interactive
messaging and file transfer modalities in
addition to the existing store and forward
messaging services. During the second quarter
of 2005 SWIFT decommissioned its X25
infrastructure, which was previously used by its
customers to exchange financial messages.

Closely related to the Phase 1 migration is the
SWIFTNet Phase 2 project. This introduces a
single security model based on standard public
key infrastructure (PKI) to access all SWIFTNet
services (including FIN) and provides new
control mechanisms allowing customers to
control unwanted traffic. The SWIFTNet
Phase 2 migration is scheduled to start in 2007
and will take place gradually during predefined
country windows. The two security mechanisms
will coexist during the migration period in
order to minimise the impact on SWIFT’s
customers.

SWIFT is working closely with the user
community and standards organisations and
groups in order to achieve convergence of
messaging standards. The aim is to allow the
user community to benefit from potential cost
savings and eliminate redundancies and
complexity when exchanging messages through
various systems and communication protocols.

1.3.4.3 Market infrastructures
SWIFT provides the Interlinking messaging
service for the 17 central banks (including the

ECB

ECB) participating in TARGET, for the EURO1
and STEP2 systems of the Euro Banking
Association, for the CLS system and for a
number of RTGS systems in the EU. SWIFT
will also be the initial message service provider
for TARGET?2.

SWIFT also provides messaging services to a
number of central securities depositories
(CSDs) in the EU, which use connectivity and
common message standards such as SWIFT and
ISO 15022 (of which SWIFT is the registration
authority) to communicate securely with their
members. Clearingand settlementinfrastructures
that are accessible via SWIFT include
Clearstream, the ECSDA, Euroclear and the
London Clearing House (LCH).

1.3.4.4 SWIFT messaging

SWIFT is the most widely used payment service
provider in the world. As the main carrier of
payment information, its message types,
message formats and technical infrastructure
set a kind of benchmark for the processing of
payments.

1.3.4.5 SWIFT statistics

The last SWIFT statistics published in December
2006 revealed that message traffic has continued
to increase. Europe processed 65.7% of the
total number of messages (1.8 billion). The
total number of messages in Europe increased
by 12.8% compared with 2005. Securities and
infrastructure messaging continued to grow
rapidly.

SWIFT’s largest market (i.e. payment messages)
grew by 9.3% compared with 2005 to stand
at 1.57 billion payment messages in 2006,
representing 55% of the total SWIFT transaction
volume. Securities are currently the second
largest market, representing 36.6% of total
transaction volume, and are also the fastest
growing, with an increase of 22.1% compared
with 2005 and a total of 1.04 billion messages
in 2006. Finally, treasury messages had growth
of 12.8% and a total of 180 million messages in
2006.
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2 MEANS OF PAYMENT IN THE RETAIL AREA
(AGGREGATED EURO AREA DESCRIPTION)

2.1 NON-CASH PAYMENT INSTRUMENTS

Retail payment media are generally grouped
into cash payments and non-cash payments.
This section considers developments in non-
cash payment instruments. Particular attention
is paid to recent developments related to the
Single Euro Payments Area project. Over time
non-cash payment instruments have developed
some specific characteristics, which are related
to national preferences. The country chapters of
the Blue Book describe the national features of
existing non-cash payment instruments. The
main instruments are: cheques, credit transfers,
direct debits and payment cards.

The cross-border use of cheques is decreasing
and is expected, ultimately, to be phased out.
The banking industry in the euro area has
defined a strategy for promoting the use of
alternative electronic instruments for cross-
border payments in Europe.

The launch of the Single Euro Payments Area
project will have major implications for the
characteristics and use credit transfers and
direct debits (more information on which can
be found in Section 2.2 below).

Payment cards can be used for making payments
for goods and services at point-of-sale (POS)
terminals or remotely (mail order, telephone
order or via the internet) and for making cash
withdrawals at automated teller machines
(ATMs); both functions are usually combined
on a single card. A distinction is made between:
(i) a debit card, i.e. a card, the use of which
entails the immediate debiting of the cardholder’s
account; (ii) a credit card, i.e. a card, the use of
which entails, at the cardholder’s discretion,
either settlement in full by the end of a specified
period, or settlement in part with the remaining
balance taken as extended credit and interest
being charged; and (iii) a delayed debit card,
the use of which entails settlement in full by the
end of a specified period.

A card scheme is a technical and commercial
infrastructure set up to serve one or more
particular card brands which provides the
organisation and governs the framework rules.
The card scheme also decides on the standards
and technical specifications and grants
membership licences to the card issuers and
acquirers (banks). These are the basic functions
of a card scheme; additional functions can also
fall within its field of competence, but the
situation varies widely across schemes.

The most common other retail payment
instruments are remittance transfers, e-money
and traveller’s cheques. Remittance transfers
are cross-border person-to-person payments
of relatively low value, typically recurrent
payments by migrant workers (who send money
to their families in their home country every
month). There are different ways in which
remittance transfers can be made, e.g. cash
payments using individuals who provide this
service to their local immigrant communities,
services from specialised global money transfer
operators and bank-to-bank transfers.

E-money is a store of monetary value on an
electronic device that may be widely used for
making payments to undertakings other than
the issuer of e-money. Such transactions do not
necessarily involve bank accounts, with the
device instead acting as a prepaid instrument.
E-money is stored either on a card or on a
central computer, and the holder must pay the
value to the card issuer in advance.

Traveller’s cheques are essentially prepaid
paper-based instruments issued in specific
denominations and currencies for general-
purpose use in business and personal travel.
They do not specify any particular payee, are
non-transferable once signed, can be converted
into cash only by their specified owner, and are
generally accepted by banks, and often by large
retailers, hotels and restaurants.
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2.2 RECENT DEVELOPMENTS RELATED TO THE
SINGLE EURO PAYMENTS AREA PROJECT

The European banking industry has set up the
SEPA project, which consists of a series of
initiatives aimed at the introduction of common
instruments, standards and infrastructures for
retail payments in euro across Europe (which
the banking industry defined in the SEPA
project as being the 27 EU Member States,
Iceland, Norway, Liechtenstein and Switzerland).
For citizens, this will mean that, from 2008
onwards, they should be able to make euro
payments throughout Europe from a single bank
account, using a single set of payment
instruments, as easily and securely as in the
national context today. Companies and financial
institutions will benefit from streamlined
payment handling and simplified pan-European
outreach.

2.2.1 THE MAIN ELEMENTS OF THE SEPA PROJECT
The SEPA project is organised in three layers.
The first layer is the scheme layer, which
defines the new set of interbank rules, practices
and standards for the execution of euro payments
(e.g. direct debit and credit transfer schemes).
A second layer consists of the processing
infrastructures, which provide operational
services for clearing and settlement of payments
in euro. A third layer consists of new SEPA
products and services which banks and other
service providers offer to their customers on the
basis of the core schemes (first layer).

Concerning the first layer, the scheme layer, the
European Payments Council (EPC) has defined
SEPA schemes for credit transfers and direct
debits. Each scheme consists of a common
agreed rulebook, which includes practices and
standards for the execution of payments in euro.
The current national schemes for credit transfers
and direct debits, which have their own specific
rules and agreements, will gradually be replaced
by the common SEPA schemes and will
eventually cease to exist. On the basis of these
new SEPA schemes, banks can offer tailored
products to their clients anywhere in the euro
area.

ECB

In addition to the two schemes mentioned
above, the EPC has also defined one framework
for card payments and another for cash
payments. The SEPA cards framework (SCF)
presents a series of principles and rules aiming
at the elimination of elements that fragment the
euro area card market into national markets, so
as to allow European holders of general-purpose
cards to have consistent payment or cash
withdrawal experiences throughout the SEPA.
The cash payment framework aims for a more
harmonised handling of cash services in the
euro area.

With regard to the second layer, the processing
infrastructure layer, the EPC has defined a
framework which clarifies the roles and
procedures for the processing infrastructures
that provide clearing and settlement services.
The framework provides the basis for
cooperation between schemes and
infrastructures. Traditionally, card payment
schemes in the national context often combined
the scheme management and the processing
infrastructures, and these were often part of the
same company. In the new SEPA environment,
the schemes will be separated from the
infrastructures so that processing service
providers can compete and offer their processing
services to schemes across the SEPA.

As regards the third layer, the products and
services layer, the EPC has not defined a
common framework. On the basis of the new
instruments and processing functionalities,
banks and service providers can develop new
banking products and services which will suit
their customers. They can compete on price,
service level or other features of the products
offered to potential clients, as long as they do
not interfere with the rules of the scheme.
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SEPA INSTRUMENTS

The EPC has developed a set of rulebooks and frameworks which will govern the SEPA
instruments:

SEPA credit transfer rulebook

The EPC has defined common rules and obligations to be observed by participants in the credit
transfer scheme. The rulebook details its functioning and governs the relationship with
processing infrastructures. It stipulates a maximum execution time, guarantees that the full
amount will be credited to the recipient’s account and places no limit on the value of
payments.

SEPA direct debit rulebook

The SEPA direct debit rulebook lays down a set of interbank rules, practices and standards to
allow the banking industry to provide direct debit transactions on the basis of the same
conditions throughout the SEPA.

The success of the SEPA direct debit scheme can only be ensured if all debtor banks participate,
thereby making all debtors reachable for direct debit transactions. An overall participation
process is being considered by the EPC to commit all stakeholders and to ensure reachability.

SEPA cards framework

For card payments, in contrast to credit transfers and direct debits, the EPC has not defined a
“scheme”, but rather a framework, i.e. a set of high-level principles and rules. The SEPA cards
framework will be implemented by card schemes, following a decision by their participants,
i.e. the banks. The principles defined in the SCF concern the schemes’ rules, requirements,
interchange fees, fraud prevention, transaction authorisation, interoperability and market
statistics. The objective of these principles is the establishment of a SEPA integrated market
where holders of general-purpose cards can make payments and cash withdrawals in euro
abroad with the same ease and convenience as they do in their home country. It should make
no difference whether they use their card(s) in their home country or elsewhere within the
SEPA. This contrasts sharply with the current fragmented situation, where national schemes
serve national markets in fairly different ways, and transactions between euro area countries
are carried out by the international card schemes.

With the aim of creating an integrated market, the SCF defines in particular three options which
each bank, as participant and user of various national and international card schemes, has the
possibility of using:

— replacement of the national scheme with an international scheme;

— evolution towards SCF compliance through, for example, alliances or expansion to cover the
entire SEPA; and

— co-branding of cards with both a national and an international card scheme.

ECB
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Framework for the evolution of clearing and settlement of payments in the SEPA

This framework establishes the principles on which providers of clearing and settlement
mechanisms could support the schemes for SEPA credit transfers and direct debits. It clearly
delineates the roles and responsibilities of the scheme layer and the infrastructure layer. It also
contains a classification of different infrastructure types, ranging from pan-European ACHs,
intra-bank or inter-group arrangements to purely bilateral arrangements such as correspondent
banking.

Single euro cash area framework

The smooth operation of payment systems requires a mix of instruments, including cash. Since
2002 euro banknotes and coins have been — from the general public’s perspective — a fully
functioning pan-European payment instrument. Cash is by far the most widely used payment
instrument in the euro area. In order to create a single euro cash area also for professional cash
handlers, the ECB has agreed on a number of measures aimed at contributing to a fair competitive
environment as regards the Eurosystem’s cash services to the banking industry, which is the
main counterpart of the Eurosystem for cash services and an intermediary in the provision of
cash to the general public. Further steps will be implemented in order to achieve, in the medium
term, more convergence of NCB cash services.

2.2.2 STAKEHOLDERS IN THE CREATION OF THE
SEPA PROJECT

The SEPA project has mainly been initiated

through the contributions and interaction of

three key stakeholders: the banking industry,

the Eurosystem and the European

Commission.

The European banking industry has set up a
self-regulatory body to manage the SEPA
project, called the European Payments Council,
which consists of some 65 banks, including
different types of European bank, the three
European credit sector associations and the
Euro Banking Association. The EPC Plenary is
the decision-making and coordinating body of
the EPC. The Plenary’s main tasks are related to
the design and specification of a new pan-
European framework which should foster
integration for euro payments. The Plenary also
provides guidance on common payment issues
related to standardisation, best practices and
implementation. This SEPA framework and
organisation forms the basis for a competitive
and innovative payment market.

ECB

In order to design a SEPA framework which is
acceptable to the industry, different working
groups have been set up, involving a wide range
of national experts. In addition, national
preparatory committees in different countries
have been created to implement the SEPA
framework and to ensure that different banking
communities are represented and informed. The
European and national banking associations are
involved in order to promote the new
SEPA concepts within their constituencies.
Infrastructure providers are also contributing to
the SEPA project.

The Eurosystem’s interest in the SEPA project,
and in the financial integration of payment
systems more generally, is based on the
Eurosystem’s statutory role of promoting the
smooth operation of payment systems. The
Eurosystem fosters financial integration by
acting as a catalyst or facilitator for development.
In several progress reports, the Eurosystem has
provided guidance by setting the SEPA
objectives and high-level requirements. The
Eurosystem also has a coordinating role, as it
brings different stakeholder groups together. It
has, for instance, consulted the banking
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industry, infrastructure providers and end-users
(which include corporations, merchants, small
and medium-sized enterprises, public
administrations and consumers) on SEPA
issues. At the national level, the individual
central banks act as a catalyst in the
implementation process and in the organisation
of information campaigns. The Eurosystem has
also stated that it could become operationally
involved if deemed necessary.

Finally, the European Commission’s interest in
the SEPA project stems from its efforts to create
a domestic market for the EU. The Commission
investigates barriers which prevent the creation
of the Single Market in relation to banking and
finance. By helping to remove legal barriers
and introducing harmonised rules for making
payments, the Commission is stimulating
competition in the payment market on the basis
ofalevel playing-field and economic integration
in general.

2.2.3 NEXT STEPS TOWARDS IMPLEMENTATION
OF THE SEPA

Market integration of the retail payment systems
requires time to take effect. The Eurosystem
and the Commission have set the final objectives
concerning the security and efficiency of
the SEPA instruments and infrastructures. To
respond to these objectives, the EPC, in
coordination with the ECB, has set up a timeline
with concrete deliverables covering the period
until end-2010.

The timeline of the SEPA project is designed
around three main phases: the design of the
framework, the implementation of the
framework, and the migration. The first phase,
the design and preparation phase, started in
2004. This phase involved the design of the new
credit transfer and direct debit schemes and the
frameworks for card, cash and processing
infrastructures. It also included the development
of the necessary standards.

The second phase, the implementation phase
(2007 and 2008), includes the deployment and
development of pilot programmes and

preparations for the launch of the new
framework. A communication strategy and
monitoring process will accompany the launch
of the SEPA schemes. The EPC will perform a
coordinating role, while the individual banks,
national communities, associations and
regulators will ensure the deployment of the
SEPA instruments.

Finally, the migration period (2008 until end-
2010) will be a transitional period in which
there will be a coexistence of national schemes
and SEPA schemes, and a gradual migration to
the latter. By end-2010 a critical mass of
payments should have migrated to the SEPA
payment instruments.

3 INTERBANK EXCHANGE AND SETTLEMENT
SYSTEMS

3.1 THE REAL-TIME GROSS SETTLEMENT
SYSTEM: TARGET

3.1.1 THE CURRENT TARGET SYSTEM

The Trans-European Automated Real-time
Gross settlement Express Transfer system is the
real-time gross settlement system for the euro.
It is a decentralised system consisting of
16 national RTGS systems, the ECB payment
mechanism (EPM) and the Interlinking system.
The Interlinking system is a telecommunications
network linking the national RTGS systems and
the EPM. The system successfully commenced
live operations on 4 January 1999, with some
5,000 participants throughout the EU.

The decision to construct the TARGET system
was taken by the Council of the European
Monetary Institute (EMI) in March 1995.
TARGET was developed in order to meet three
main objectives: first and foremost, to facilitate
the integration of the euro money market in
order to allow for the smooth implementation
of the single monetary policy; second, to
improve the soundness and efficiency of
payments in euro; and third, to provide a safe
and reliable mechanism for the settlement of
payments on an RTGS basis, thus contributing
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to a minimisation of risks in making payments.
In order to achieve these objectives, TARGET
offers the possibility of transferring central
bank money on a cross-border basis as smoothly
as in the domestic market, making it possible to
reuse these funds several times a day.

A unique feature of TARGET is that its euro
payment services are available throughout the
EU, an area larger than that in which the single
currency has been adopted. Indeed, four EU
countries which have not yet adopted the euro
(Denmark, Estonia, Poland and the United
Kingdom) are connected to TARGET. In view
of Slovenia’s entry into the euro area in January
2007, Banka Slovenije decided, for reasons of
efficiency, not to develop its own euro RTGS
system, but instead to use the RTGS system of
the Deutsche Bundesbank to connect to the
current TARGET system. Since it is necessary
for all countries adopting the euro to participate
in TARGET, and as the time that was available
to set up the system was limited, all EU NCBs
had to start investing money in TARGET before
they knew whether they would be part of the
euro area. Thus, in 1995 the EMI Council
agreed that all current EU NCBs should be
ready to connect to TARGET by 1999. It was
pointed out, however, that for those countries
which did not adopt the euro from the outset,
the connection would be subject to certain
conditions, which were subsequently decided
by the Governing Council of the ECB.

On 24 October 2002 the Governing Council of
the ECB decided that, after joining the EU, the
central banks of new Member States would be
given the same rights and obligations with
regard to TARGET connection as the current
non-euro area NCBs. Different technical
options for such connections, including variants
avoiding the need for individual euro RTGS
platforms, have been elaborated and presented
to the central banks of the new Member States
on a “no compulsion, no prohibition” basis.
Only when new Member States join the euro
area will connection to TARGET become
mandatory.

ECB

3.1.1.1 Operating rules

The rules governing TARGET and its operation
can be found in the Guideline of the European
Central Bank on a Trans-European Automated
Real-time Gross settlement Express Transfer
system (“TARGET Guideline”) and the sets of
rules and procedures contained in the national
regulations and/or contractual provisions
(“national RTGS rules”) applying to the EPM
and each of the national RTGS systems which
make up TARGET. The TARGET Guideline
came into effect on 1 January 1999, i.e. the
starting date of Stage Three of EMU.

The TARGET Guideline applies to the ECB and
the NCBs participating in the Eurosystem. It
contains provisions, inter alia, on: a number
of minimum common standards with which
each national RTGS system participating in
or connected to TARGET must comply
(e.g. regarding access criteria, currency units,
pricing rules, times of operation, rules on what
kinds of payment may be processed through
TARGET, when a payment order should be
processed or when a payment order is considered

to be irrevocable, and intraday credit);
arrangements for cross-border payments
through the Interlinking system; security

strategy and security requirements for TARGET;
the framework for the auditing of TARGET; and
the management of TARGET.

An agreement has been entered into by the
Eurosystem and the NCBs of those Member
States which have not adopted the single
currency. This provides a mechanism through
which the NCBs of Member States outside the
euro area are able to connect to TARGET and
adhere to the rules and procedures referred to
above. Some modifications and refinements
have been made to these rules and procedures
in order to take into account the special situation
of the NCBs of Member States outside the euro
area.

3.1.1.2 Participation in the system

According to the TARGET Guideline, only
supervised credit institutions as defined in the
first indent of Article 1 of the First Banking
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Co-ordination Directive which are established
in the European Economic Area (EEA) can be
admitted as direct participants in a national
RTGS system. In addition, as an exception, the
following entities may also be admitted as
participants in a national RTGS system subject
to the approval of the relevant NCB:

— Treasury departments of central or regional
governments of Member States active in
money markets;

— public sector bodies of Member States
authorised to hold accounts for customers;

— investment firms established in the EEA
which are authorised and supervised by a
recognised competent authority; and

— organisations providing clearing or
settlement services subject to oversight by a
competent authority.

Additionally, central banks of the ESCB
(including the ECB) can participate in
TARGET.

The criteria for participation in a national RTGS
system are set out in the RTGS rules concerned
and are available to interested parties. RTGS
rules require reasoned legal opinions, based on
the Eurosystem’s harmonised terms of reference
for legal opinions, to be requested from
applicants and reviewed by the relevant NCB.
The harmonised terms of reference are available
to interested parties. Capacity opinions (which
establish that an applicant is legally able to
conclude agreements) are requested for each
individual (domestic and foreign) applicant
when joining the system, unless such an opinion
has been received in another context. Country
opinions (which establish that there are no
foreign legal provisions which could have
adverse effects on the agreements concluded)
are requested from the jurisdictions of foreign
participants incorporated in a non-EEA country,
unless the relevant NCB has already obtained
an up-to-date opinion for the jurisdiction in
question in relation to other participants from
the same country.

It is also possible for credit institutions to
access TARGET remotely. Remote access to
settlement facilities in TARGET is defined as
the possibility for an institution established in
a country in the EEA to become a direct
participant in an RTGS system in TARGET in
another country and, for that purpose, to have a
settlement account in euro in its name with the
central bank of that country, without necessarily
having established a branch or subsidiary in
that country. Such credit institutions can only
participate in TARGET on a positive balance
basis, as they do not have recourse to intraday
credit or to the Eurosystem’s marginal lending
facility.

3.1.1.3 Types of transaction handled
TARGET can be used for all credit transfers in
euro. It processes both interbank and customer
payments and there is no upper or lower limit
placed on the value of payments. All payments
are treated equally, irrespective of their value.

The following types of transaction are handled
by TARGET:

— payments directly connected with central
bank operations in which the Eurosystem is
involved either on the recipient or the sender
side;

— the settlement operations of large-value
netting systems operating in euro; and

— interbank and commercial payments in
euro.

It is mandatory for the first two types of
transaction to be settled through TARGET.

TARGET is also used for the handling of transfers
made between ESCB central banks participating
in or being connected to TARGET.

3.1.1.4 Operation of the transfer system

In order to meet the needs of the financial
markets in general and of its customers in
particular, TARGET provides long daily
operating hours: it opens at 7 a.m. CET (Central
European Time) and closes at 6 p.m. CET. In
order to allow participants to better manage
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their end-of-day liquidity, customer payments
are subject to a cut-off time set at 5 p.m. CET.
Furthermore, common closing days apply to
TARGET. From 2002 onwards TARGET has
closed not only on Saturdays and Sundays, but
also on New Year’s Day, (Catholic/Protestant)
Good Friday, (Catholic/Protestant) Easter
Monday, Labour Day (1 May), Christmas Day
and 26 December. TARGET closing days are, in
effect, non-settlement days for the money
market and the financial markets in euro, as
well as for foreign exchange transactions
involving the euro. The CCBM is closed on
TARGET closing days.

The TARGET set-up can be described as a
decentralised system in which payment
messages are exchanged on a bilateral basis
without a central counterparty. No information
on payment orders exchanged is sent to the
ECB during the business day. However, in order
to ensure the correctness of the processing of
the cross-border payments exchanged within
the system during the business day and the
inter-NCB balance positions resulting from this
activity, specific control operations are
performed at the end of the day by the end-of-
day application maintained by the ECB. These
operations include a check that all bilateral
messages sent by one NCB to another NCB
have been received and that the total values of
cross-border payments sent and received by the
NCBs during the day match. No NCB may close
before it has finalised its positions with all
bilateral partners.

3.1.1.5 Transaction processing environment
Cross-border TARGET payments are processed
via the national RTGS systems and exchanged
directly on a bilateral basis between NCBs. All
participants are identified by a Bank Identifier
Code (BIC) and are listed in the TARGET
directory, which is available from SWIFT and
contains BICs worldwide.

National RTGS systems and the EPM are
connected via the Interlinking system, which is
composed of a telecommunications network
linked in each country to a local interface called
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the national Interlinking component. These
components consist of infrastructures and
procedures which are used within or in addition
to each RTGS system to process cross-border
payments. The role of the Interlinking
components is to convert the presentation of
payment data from the national standard into
the Interlinking standard and vice versa.

The technical design of the national RTGS
systems and the Interlinking components
(RTGS operating systems, hardware and
software, development tools, links between
technical components, etc.) falls under the
responsibility of the individual NCBs and the
ECB, subject to some minimum common
security features and performance requirements
which have been defined for RTGS systems
linked to TARGET. Areas which have been the
subject of harmonisation include operating
times, pricing and the provision of intraday
credit. Given that TARGET incorporates RTGS
systems which have been established under
local conditions, the payment services offered
to the end-users of different national systems
are not fully identical. The Interlinking
procedures, however, are the same for all
countries.

A test centre is maintained at the ECB so that
the NCBs and the ECB can test the compliance
of their systems with the Interlinking
specifications. All relevant new or amended
software facilities must be tested before being
integrated for multilateral testing and
subsequent live operation in TARGET.

3.1.1.6 Settlement procedures

TARGET is areal-time gross settlement system.
Payment transactions are settled one by one on
a continuous basis in central bank money.

In order to initiate a cross-border payment, the
ordering credit institution sends a payment
order to the local NCB through the local RTGS
system. The sending NCB checks the validity of
the payment (which must be presented in
accordance with the agreed standards and
contain the information needed) and the
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availability of sufficient funds or overdraft
facilities. The sending NCB also checks that the
receiving RTGS is operational.

The sending NCB is entrusted with the tasks, if
necessary, of converting the payment order into
the message standard which is used by the
Interlinking system, of including the additional
security features used for the communication
between NCBs, and of sending the message
through the Interlinking network to the receiving
NCB. Once the sending NCB has checked the
validity of a payment message and the
availability of funds or sufficient overdraft
facilities, the amount of the payment is debited
irrevocably and without delay from the RTGS
account of the sending credit institution and
credited to the Interlinking account of the
receiving NCB.

As soon as the receiving NCB receives the
payment message, it checks the security features
and verifies that the beneficiary bank, as
specified in the payment order, is a participant
in the domestic RTGS system. If this is the
case, the receiving NCB converts, where
appropriate, the message from the Interlinking
standard into the domestic standard, debits the
Interlinking account of the sending NCB,
credits the beneficiary’s RTGS account and
delivers a positive acknowledgement to the
sending NCB or the ECB. Finally, the receiving
NCB sends the payment message, through the
local RTGS system, to the beneficiary credit
institution. If the receiving bank is not a
participant in the RTGS system, the receiving
NCB rejects the payment message and asks the
sending NCB to recredit the amount to the
sending bank’s account.

3.1.1.7 Credit and liquidity risk

TARGET settles payments in central bank
money with immediate finality. In TARGET,
the account of the receiving institution is never
credited before the account of the sending
institution has been debited. As a result, there
is always the certainty for the receiving
institution that funds received through TARGET
are unconditional and irrevocable. The receiving

institution is therefore not exposed to credit or
liquidity risk originating from such payments
received.

The availability and cost of liquidity are two
crucial issues for the smooth processing of
payments in RTGS systems. In TARGET,
liquidity can be managed very flexibly and is
available at low cost, since minimum reserves
— which credit institutions are required to hold
with their central bank — can be used for
settlement purposes during the day. Moreover,
the averaging provisions applied to minimum
reserves allow for flexibility in the banks’ end-
of-day liquidity management. The overnight
lending and deposit facilities also allow for
“last-minute” reactions to unexpected liquidity
situations. In addition, the Eurosystem provides
intraday credit free of charge. However, all
central bank credit must be fully collateralised.
The range of eligible collateral is very wide.
Assets eligible for monetary policy purposes
are also eligible for intraday credit.

3.1.1.8 Pricing

The charge for TARGET cross-border payments
between direct participants is based on the
number of transactions sent by a participant
within a single RTGS system in accordance
with the following regressive scale:

— €1.75 for each of the first 100 transactions
per month;

— €1.00 for each of the next 900 transactions
per month; and

— €0.80 for each subsequent transaction in
excess of 1,000 per month.

The cross-border fee does not depend on the
destination or on the value of the payment. Fees
are charged only by the sending NCB or the
ECB to the sending participants in the national
RTGS system or the EPM. No fees are charged
by the receiving NCB or the ECB to the
receiving participant.

ECB
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The cross-border TARGET fee structure does
not include the costs of the telecommunications
link between the sender and the national RTGS
system in which the sender is a participant. The
fee for this telecommunications link is paid
according to domestic rules.

RTGS systems may charge extra fees for
any additional services they may provide
(e.g. the acceptance of paper-based payment
instructions).

The price of domestic RTGS transfers is
determined at the national level by the NCBs.
When determining the price structure, the NCBs
take into account the principles of cost recovery,
transparency, an open market economy with
free competition, and non-discrimination. They
also take into account the fact that the fees for
domestic and cross-border transfers should be
in the same range, so as not to affect the
singularity of the money market. These fee
structures are disclosed to interested parties.

3.1.1.9 Statistical data for TARGET

The turnover figures for TARGET have steadily
increased since January 1999. In 2006 the daily
average number of payments processed by the
system as a whole (i.e. both cross-border and
domestic  payments) was 83,179,996,
representing a value of €533,541 billion.
TARGET cross-border traffic accounted for
35% of the total TARGET value and 23% of the
total TARGET volume in 2006. Of the cross-
border TARGET payments, 95% in terms of
value and 47% in terms of volume were
interbank transactions, with the remainder
being customer payments. The average value
of a cross-border interbank payment was
€19.6 million, and the average value of a cross-
border customer payment was €0.9 million.
3.1.2 THE FUTURE TARGET SYSTEM

3.1.2.1 Background

TARGET has contributed to the integration of
the euro money market and has successfully
served the needs of the single monetary policy
of the ECB. However, the environment in which

ECB

TARGET operates has changed and continues
to do so. Technological developments, as well
as the fast-moving process of European
integration, have triggered requests from users
for enhanced and harmonised levels of
service.

Consequently, in October 2002 the Governing
Council of the ECB decided to develop the next
generation of TARGET (TARGET?2) in order to
better meet user needs by:

— providing a harmonised service level;

— ensuring cost-efficiency; and

— preparing for future developments, including
the enlargement of the euro area.

In TARGET2, the decentralised structure of the
current TARGET system will be replaced by a
single technical platform, the “Single Shared
Platform”. In December 2004 the Governing
Council approved the joint offer made by three
national central banks of the euro area — the
Deutsche Bundesbank, the Banque de France
and the Banca d’Italia — to build and operate the
SSP on behalf of the Eurosystem. Regardless of
the single technical platform, TARGET2 is
legally structured as a multiplicity of RTGS
systems, i.e. each central bank will maintain
full responsibility for the business and legal
relationships with “its” participants.

TARGET users will migrate to TARGET2 in
different waves on different predefined dates,
starting on 19 November 2007. It is planned
that all central banks participating in TARGET?2,
together with their respective national banking
communities, will have migrated to the new
system by May 2008.

3.1.2.2 System structure

A modular approach has been adopted for the
development of the TARGET?2 single technical
infrastructure, the SSP (see the chart below).
Every module in the SSP is closely related to a
specific service (e.g. the Payments Module
(PM) for the processing of payments). Some of
the modules (the Home Accounting Module,
the Standing Facilities Module and the Reserve
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Structure of the SSP
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Central banks Ancillary systems

management, proprietary
home accounts, etc.)

Management Module) can be used by the
individual central banks on an optional basis.
Central banks which do not use these modules
may offer the respective services via proprietary
applications in their domestic technical
environments.

SWIFT standards and services will be used
(FIN, InterAct, FileAct and Browse) to enable
standardised communication between the
TARGET2 system and its participants.

3.1.2.3 Business continuity

The business continuity concept of TARGET2
consists of amulti-region/multi-site architecture.
For the payment processing and accounting
services, there will be two regions. In each
region, there will be two distant sites. This will
be combined with the principle of region
rotation in order to ensure the presence of
experienced staff in both regions.

TARGET?2 will offer the highest possible level
of reliability and resilience, as well as
sophisticated business contingency
arrangements commensurate with the systemic
importance of the TARGET?2 infrastructure.

3.1.2.4 Participation

A number of options will be provided for access
to TARGET2. These include direct and indirect
participation, “addressable BICs” and “multi-

addressee access” to the system, also known as
“technical BIC access”.

The criteria for direct participation in TARGET?2
will be the same as in the current TARGET
system. Direct participants will hold an RTGS
account in the PM of the SSP with access to
real-time information and control features, and
will therefore be able to:

(i) submit/receive payments directly to/from
the system; and

(i) settle directly with their respective national
central bank. Direct participants will be
responsible for all payments sent from or
received on their account by any TARGET2
entity (i.e. indirect participants, addressable
BICs and multi-addressee access entities as
described below) registered through them.

Indirect participation implies that payment
orders are always sent to/received from the
system via a direct participant. Payments are
settled in the direct participant’s account in the
PM of the SSP. Indirect participants will be
registered by and under the responsibility of the
direct participants, which act on their behalf,
and will be listed in the TARGET2 directory.
Only supervised credit institutions established
within the EEA can become indirect
participants.

ECB
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Another category of access already available in
the current TARGET system is that of TARGET2
addressable BICs. Any direct participant’s
correspondent or branch that holds a BIC is
eligible to be listed in the TARGET?2 directory,
irrespective of its place of establishment.
Moreover, no financial or administrative criteria
have been established by the Eurosystem for
such addressable BICs, meaning that it will be
up to the relevant direct participant to define a
marketing strategy for offering such status. It
will be the responsibility of the direct participant
concerned to forward the relevant information
to the appropriate national central bank for
inclusion in the TARGET2 directory.!?
Addressable BICs will always send and receive
payment orders to/from the system via a direct
participant, and their payments will be settled
in the account of that direct participant in the
PM of the SSP.

Although technically there is no difference
between an indirect participant and an
addressable BIC' in legal terms, only indirect
participants will be recognised by the TARGET?2
system and, as such, benefit from the protection
of the SFD (in the countries where such
protection has been granted).

Finally, with the multi-addressee access in
TARGET?2, direct participants will be able to
authorise branches and other credit institutions
belonging to their group, located in EEA
countries, to channel payments through the
direct participant’s main account without its
involvement, by submitting/receiving payments
themselves directly to/from the system. This
offers a direct participant’s affiliate banks, or a
group of banks, efficient features for liquidity
management and payments business. The
payments will be settled on the account of the
direct participant.

3.1.2.5 Processing of payments

TARGET2 will, like TARGETI, offer its
participants settlement services in euro. Any
euro payment which participants wish to process
in real time and in central bank money can
be executed in TARGET2. TARGET2 will

ECB

support the SWIFTNet FIN payment types
MT 103/103+, MT 202 and MT 204", Every
payment order can be assigned a specific
payment priority (normal, urgent and highly
urgent). In addition, ancillary systems connected
via the ASI will be able to send XML payment
messages. Furthermore, the increased time
criticality of payments will be taken into
account by enabling the submission of payments
with a debit time indicator, such as those needed
in the context of CLS. Payments to TARGET2
can be submitted up to five working days in
advance.

Unless participants have indicated a settlement
time, payment orders will be settled immediately
or at least by the end of the business day,
provided that sufficient funds are available and
any liquidity limits and liquidity reservations
are not breached. For highly urgent and urgent
payments, the FIFO principle will apply,
i.e. they will be settled in chronological order.
Urgent and normal payments will not be settled
in the event that highly urgent payments are
queued. The only exception is that payments
with lower priority will be executed if — and
only if — this allows an offsetting transaction to
be settled and the overall effect of this offsetting
results in a liquidity increase for the participant
in question. Normal payments will also be
settled in accordance with the FIFO bypassing
principle. This means that they are settled
immediately (independently of other queued
normal payments accepted at an earlier time),
provided that sufficient funds are available.
Payment orders that are not settled as described
in the entry disposition will be placed in queues
in accordance with the respective assigned
priority. The settlement of queued payments
will be optimised by several optimisation
procedures on a continuous basis. The
participant can also influence the processing of
payments by changing the queue position of

13 For technical reasons, an indirect participant/addressable BIC
can be linked to only one direct participant.

14 The TARGET2 directory will distinguish between indirect
participants and addressable institutions.

15 Please refer to the SWIFT website at http://www.swift.com.
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payment orders to either the front or the end of
the respective queue.

3.1.2.6 Liquidity management

The following sources of liquidity can be used
in TARGET2: balances on RTGS accounts,
provision of intraday liquidity and offsetting
payment flows (i.e. the use of algorithms to
settle a number of queued payments). As in the
current TARGET system, intraday credit will
be granted to participants against eligible
collateral by the respective national central
bank.

A direct participant in the PM has the option to
control the use of the available liquidity by
means of a reservation system and a limit
system, which may, as required, be combined.
In TARGET?2, it will be possible for participants
to reserve liquidity for urgent and highly urgent
payments and to dedicate liquidity for the
settlement of ancillary systems. Participants
will also be able to define bilateral and
multilateral sender limits and actively manage
their payment queues (e.g. by changing the
priority or the order of queued transactions).

Furthermore, banks will be able to use a
liquidity pooling functionality within a group
to view and use their liquidity, irrespective of
the RTGS account on which it is held.

Liquidity pooling will be achieved by grouping
a number of accounts. TARGET2 will offer two
variants for liquidity pooling: (i) aggregated
liquidity; and (ii) consolidated information. In
the aggregated liquidity option, a payment order
submitted by a participant belonging to a group
of accounts will be settled if the payment
amount is smaller than or equal to the sum of
the liquidity available on all accounts (including
credit lines, if any) in the group. Otherwise the
payment order will be queued. The consolidated
information option is an information tool: it
will give comprehensive information to the
participant subscribing to the service about the
liquidity position of all of the entities of the
group at any given moment. Such information
will also be provided in the aggregated liquidity

option. However, payment amounts will be
checked only against the liquidity available on
the individual RTGS account of the sending
participant. The liquidity available on other
accounts in the group will not be used to settle
the payment. In the event of insufficient
liquidity on the sending bank’s account, money
will need to be transferred to that account.

Only credit institutions directly participating in
the system will be able to use the consolidated
information option. Owing to business and
legal constraints, the virtual account option
will only be available for accounts of euro area
banks held with euro area central banks; another
restriction is that this option will not be available
for remote participants.

It will only be possible to establish a group of
accounts for the consolidated information or
aggregated liquidity options among credit
institutions that belong to the same group.

3.1.2.7 Online information and control
TARGET2 users will have access, via the
Information and Control Module (ICM), to
comprehensive online information and control
of balances and payments. Through the ICM,
TARGET?2 users will have access to the PM and
the static data (management) module. Depending
on the decision of the respective central bank
with regard to the use of the optional modules
offered by the SSP, participants may also have
access to the home accounting facility of the
central banks and the applications for reserve
management and standing facilities. Only data
for the current business day are available
through the ICM, the only exception being
warehoused payments that have been delivered
to TARGET2 up to five business days in
advance. Users of the ICM will be able to
choose what information they receive and when.
Urgent messages (e.g. system broadcasts from
central banks and warnings concerning
payments with a debit time indicator) will be
displayed automatically on the screen.

ECB
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3.1.2.8 Ancillary systems

TARGET?2 will provide cash settlement services
in central bank money for all kinds of ancillary
system, including retail payment systems,
large-value payment systems, foreign exchange
systems, money market systems, clearing
houses and securities settlement systems. The
main advantage of TARGET2 for ancillary
systems is that they will be able to access any
account on the SSP via a standardised interface.
TARGET?2 will offer six generic procedures for
the settlement of ancillary systems (two real-
time procedures and four batch procedures),
which represents a substantial harmonisation of
current practices.

3.1.2.9 Operating dates and times

TARGET?2 will have the same operating dates
and times as TARGET, being open from 7 a.m.
to 6 p.m. CET on each of its working days, with
a cut-off time of 5 p.m. CET for customer
payments.

However, TARGET2 will start the new business
day on the evening of the previous day. The
night-time window will be available from
7.30 p.m. to 6.45 a.m. CET the next day, with a
technical maintenance period of three hours
between 10 p.m. and 1 a.m. CET. The night-
time window'® will facilitate the night-time
settlement of the different ancillary systems in
central bank money with finality, and will also
support cross-system settlement during the
night. During the night-time window liquidity
transfers via the ICM between RTGS accounts
and the dedicated sub-accounts will be
technically possible. Ancillary systems and
their participants will be able to choose whether
or not to enable this liquidity transfer
functionality, or to limit the functionality.
Banks may, alternatively, decide not to
participate in night-time settlement. The night-
time window will generally increase the
efficiency of night-time settlement and will
favour initiatives such as cross-system delivery
versus payment.

ECB

3.1.2.10 Pricing
The pricing scheme for the TARGET2 core
service is as follows:

Option A

Monthly fee €100

Flat transaction fee €0.80

Option B

Monthly fee €1,250
Volume

Band from to Price

1 1 10,000 €0.60

2 10,001 25,000 €0.50

3 25,001 50,000 €0.40

4 50,001 100,000 €0.20

5 above 100,000 €0.125

The liquidity pooling service (aggregated liquidity
option and consolidated information option) is an
optional and separately priced core service. The
liquidity pooling service will be charged at €1,200
per account per annum for the consolidated
information option and €2,400 per account per
annum for the aggregated liquidity option (which
includes the consolidated information option).
Furthermore, within a group of accounts (with
either the consolidated information option or the
aggregated liquidity option) group pricing will
apply, which means the regressive transaction fee
will be applied to all payments of the group as if
they were sent from one account.

The following pricing will apply to the various
ways of participating in TARGET?2, in addition
to TARGET?2 transaction fees.

Type of participation Monthly fee per account/BIC

Direct participation €100 or €1,250 depending on the
scheme chosen (see the TARGET2

core pricing scheme above)

€80 per BIC address in addition to
the BIC of the account of the direct
participant

Multi-addressee access

Unpublished account in
the PM of the SSP

Direct participants which do not
wish their BIC to be published in
the TARGET?2 directory will pay
€30 per account (BIC) per month
in addition to the monthly fee
above

16 Only procedure 6 (settlement on dedicated liquidity accounts) of the
generic settlement procedures of the SSP’s ancillary systems interface
(ASTI) will be offered during the night-time window.
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In addition, direct participants will be charged
a one-off registration fee of €20 for each
registration of an indirect participant and €5 for
each registration of an addressable BIC
(including BICs of branches of direct and
indirect participants) in the TARGET2
directory.

The pricing scheme for ancillary systems
interacting with TARGET?2 is shown in the table
below.

All central banks, irrespective of their individual
migration dates, will apply the TARGET?2 prices
once the third migration group has joined the
shared platform, i.e. from 19 May 2008.

3.1.2.11 Payment types

The TARGET2 system will support the
SWIFTNet FIN payment types MT 103/103+,
MT 202 and MT 204". In addition, ancillary
systems connected via the ASI will be able to
send XML payment messages.

1 A) Monthly fee plus regressive transaction fee

3.2 THE EUROI SYSTEM OPERATED BY THE EBA
CLEARING COMPANY

3.2.1 INSTITUTIONAL SET-UP

The Euro Banking Association was founded in
1985 by 18 commercial banks and the European
Investment Bank, with the support of the
European Commission and the Bank for
International Settlements. The EBA’s original
mission was to promote the ECU and to facilitate
its use by developing and managing the ECU
Clearing System. Today the EBA is a cooperative
undertaking of over 190 member banks from
EU countries, Norway, Switzerland, the United
States, Australia, Japan, China, India, the
Philippines and the United Arab Emirates. The
EBA acts as a forum allowing the European
payments industry to explore and debate all
issues of interest to its members, in particular
issues related to euro payments.

In May 1998 52 members of the EBA established
a separate entity, namely the EBA Clearing

17 For more details, refer to the SWIFT website at http://www.
swift.com.

1 B) Monthly fee plus flat transaction fee

Monthly fee: €1,250  Monthly fee: €100
Volume
(monthly)

Band From To Transaction fee: | Flat rate transaction fee: €0.80

1 0 5,000 €0.60

2 5,001 12,500 €0.50

3 12,501 25,000 €0.40

4 25,001 50,000 €0.20

5 50,001 €0.125

2) Fixed fee I: (flat rate)

Monthly fee per ancillary

system: €1,000

3) Fixed fee II: (based on daily underlying gross value)

(EUR millions/day) Annual fee
€0-1,000 €5,000
€1,001-2,500 €10,000
€2,501-5,000 €20,000
€5,001-10,000 €30,000
€10,001-50,000 €40,000
Above €50,000 €50,000

Monthly fee

€417

€833
€1,667
€2,500
€3,333
€4,167
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Company. Relying on the technical platform for
the ECU Clearing System, which was enhanced
to deal with the expected volumes of cross-
border payments in euro, the EBA Clearing
Company launched the multilateral large-value
EU-wide payment system for euro credit
transfers called EURO1 in December 1998. The
participants in EUROI1 are at the same time the
shareholders of the EBA Clearing Company,
which has its registered office in Paris.

The EUROI1 system is managed and operated
by the EBA Clearing Company.

The EBA Clearing Company maintains a
dialogue with the EBA, and an agreement
governs the relationship between the EBA,
the EBA Clearing Company and the EBA
Administration Company, that last entity being
a company established under French law which
provides administrative services and in
particular human resources, technical support
and other support to the EBA and the EBA
Clearing Company.

EUROI1 is an international and truly pan-
European system. As at 31 December 2006
there were 71 clearing banks participating in
EUROI1. Although some of these are based
in five non-EU countries (Australia, Japan,
Norway, Switzerland and the United States), all
EUROLI participants are either incorporated or
act through branches in the EU.

There are three sets of access criteria for
EUROI1: legal, financial and operational
criteria.

All access criteria must be met by those banks
having the status of EURO1 participant and
participating in the Single Obligation Structure
(SOS; described in Section 3.2.3), which is the
main legal basis of the EUROI system and its
loss-sharing arrangements. The financial
criteria do not apply to participants which
participate in EURO1 on a prefunding basis
(“prefund participants”).

ECB

The legal criteria stipulate that a bank must
have its registered office in a country which
belongs to the Organisation for Economic
Co-operation and Development (OECD) or the
EU. The jurisdictions of these countries must be
acknowledged by the EBA Clearing Company
as “qualifying jurisdictions”, i.e. jurisdictions
in which the SOS is recognised and enforceable.
In this respect, an applicant can only be admitted
to the system if a legal country opinion has
been obtained under the laws of all jurisdictions
relevant to that applicant’s participation in the
EURO1 system. This country opinion only
needs to be provided once. If positively assessed,
the country will be added to the list of qualifying
jurisdictions. In addition, the legal criteria
stipulate that participants in EUROI must be
members of the EBA.

The financial criteria for having access to the
EUROLI system are that a bank has own funds
of at least €1,250 million (within the meaning
of Directive 2000/12/EC) and a short-term
credit rating of at least P2 attributed by Moody’s
Investors Service Inc. or A2 attributed by
Standard & Poor’s Rating Services, or any other
equivalent short-term rating recognised by the
EBA Clearing Company.

The main operational criteria for participation
in the EURO1 system are as follows: (i) a
system office, i.e. an EU-registered office or
branch of the bank, must be designated for
participation in EUROI1; (ii) the designated
office or branch must be a direct participant in
an EU RTGS system participating in or being
connected to TARGET; (iii) adequate technical
and operational facilities must be provided
which meet the technical specifications laid
down by the EBA Clearing Company, and their
operational reliability and robustness should be
certified by the EBA Clearing Company; and
(iv) the EBA Clearing Company must be
notified of all offices through which a bank
participates in the system.

The EBA Clearing Company has created two
additional participation profiles, notably “sub-
participation” and “prefund participation”. Sub-
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participation status enables EUROI participants
to connect their branches, subsidiaries and
entities included in the same consolidated
accounts located in EEA countries to the EURO1
system. However, the participant is exclusively
responsible for their activities and should ensure
their proper technical and operational
performance in accordance with the EUROI1
rules. Prefund participation status was
introduced for banks that do not meet the
financial criteria of EURO1 that allow use of
EUROL for settlement of their STEP2 obligations
in EUROI. Detailed information on the STEP2
system is provided in Section 3.4.2.

Admission to the EUROI system is granted if
the admission criteria set forth in the EUROI
rules are met. The admission of an applicant to
EUROL is subject to a vote by the shareholders
of the EBA Clearing Company, i.e. the
community of EUROI1 clearing banks. The
Board of the EBA Clearing Company decides
whether an applicant is admitted as a prefund
participant.

3.2.3 RULES OF THE SYSTEM

The main features of EURO1 are that it operates
under the Single Obligation Structure, a legal
construction subject to German law whereby
the participants agree to enter into a contractual
agreement that on each settlement day, at any
given time, each participant will have only one
single payment obligation or claim with respect
to the community of other EUROI1 participants
as joint creditors/debtors. In accordance with
the SOS, the processing of payments in EURO1
entails no bilateral payments, claims or
obligations between participants. Nor will there
be any form of set-off, novation or netting
resulting from the continuous adjustment of the
participants’ claims or obligations. The SOS
does not allow for any unwinding, even in the
event of a participant being unable to honour its
obligation when the system settles through
TARGET at the end of the day.

3.2.4 TYPES OF TRANSACTION HANDLED
EUROI processes credit and debit transfers.

Although there are no restrictions as regards the
value or the originator of the transactions
processed, the EBA Clearing Company, when
developing the system, intended EUROI1 as a
system which should primarily focus on
processing large-value payments in euro.

Furthermore, the balances of the EBA Clearing
Company’s STEP1 service for individual cross-
border retail credit transfers are settled via
EUROLI participants in the EURO1 system. The
set-up of STEP1 is such that a bank which has
joined the EBA Clearing Company’s STEP1
arrangement is able to submit or receive
individual low-value payments to or from other
STEP1 banks and settle the balances via a
EURO1 participant acting as its settlement
agent. (More detailed information on the STEP1
service is provided in Section 3.4.1.)

3.2.5 TRANSACTION PROCESSING ENVIRONMENT
The EUROI1 system operates from 7.30 a.m. to
4 p.m. CET.

The EUROI1 system uses SWIFT message
standards (MT 102, 103, 104, 202, 204 and
400)."® SWIFT provides the messaging
infrastructure for EURO1 and acts as processing
agent. The continuous calculation of the single
obligation or claim of each EUROI participant
is carried out by the processing system operated
by SWIFT.

The hardware and software used by the EBA
Clearing Company for the management of
EURO! - including the EBA Clearing
Company’s monitoring station for the clearing
phase and the second generation of the Business
Administration System (BAS2) for the
settlement phase — is duplicated at a parallel-
running backup site located in a different
country. At the level of SWIFT there are two
dedicated machines located at each of the
operating centres in Europe and the United
States. The EURO1 system is also embedded in
disaster recovery planning, with a further two

18 For more details, please refer to the SWIFT website at
http://www.swift.com.

ECB

Payment and securities settlement systems in the European Union: euro area countries

August 2007

EURO AREA




dedicated machines located at SWIFT’s third
site.

3.2.6 SETTLEMENT PROCEDURES

At the end of the operating day (i.e. shortly
after 4 p.m. CET), EUROI1 positions are settled
in central bank money with the ECB acting as
the settlement agent. EURO1 participants with
debit positions fund the amounts of their single
obligations in the settlement account for EURO1
held by the EBA Clearing Company at the ECB
through TARGET. After all amounts due have
been paid in, and on the instructions of the EBA
Clearing Company, the ECB will pay out the
funds to the EUROL1 participants with credit
positions, also through TARGET. The relevant
provisions regarding the settlement procedure
are set out in the settlement service agreement,
which has been concluded between the EBA
Clearing Company and the ECB.

3.2.7 CREDIT AND LIQUIDITY RISK

Payment orders are processed on an individual
basis. As a tool for managing financial risks,
the EUROI system applies debit and credit
limits. Each participant must establish limits
for all other participants individually (varying
from a mandatory minimum of €5 million to an
additional discretionary limit of up to
€25 million, amounting to a maximum of
€30 million bilateral risk per participant). On
the basis of these bilateral limits, the system
determines for each participant the multilateral
debit cap (sum of limits received from the other
participants) and the multilateral credit cap
(sum of limits given to the other participants).
These multilateral debit and credit caps per
participant, which, in order to limit systemic
risk, are capped at €1 billion, are binding
throughout the operating day. Accordingly,
processing consists of the continuous checking
of the sending and receiving participants’
positions (i.e. single obligations/single claims)
resulting from the processing of payment
messages, ensuring that the positions never
exceed the respective multilateral debit or credit
caps. No payment order that would cause a
breach of a participant’s credit or debit limits is
processed by the system at any time. Instead,
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any payment order which would cause the
multilateral limit to be exceeded is queued.
Participants can change the discretionary part
of the bilateral limits on a daily basis until
6 p.m. CET on D-1 in accordance with their
own risk management policy, e.g. the assessment
of the creditworthiness of counterparties. The
setting of the mandatory element to zero can
only be done if the majority of the participants
carry out a similar action.

A stand-by liquidity pool funded with cash,
covering the maximum possible debit position
of a participant in the system, i.e. €1 billion, is
held at the ECB. The liquidity pool enables the
system to complete settlement in the event that
one or more participants fail to settle their
single obligation at the end of the operating
day, up to a total amount not exceeding the
balance in the liquidity pool. Each participant
contributes to the liquidity pool in equal shares,
and each share is calculated on the basis of the
number of participants plus one. Each share is
assigned or pledged for the benefit of all other
participants, so that the funds deposited in the
pool can be used to cover the settlement
obligations of failing participants. The ECB can
only activate the cash deposited in the pool to
complete settlement if it receives an instruction
from the EBA Clearing Company. In the event
that the pool is partially or entirely used to
complete settlement at the end of the operating
day, the surviving participants must replenish it
before the start of processing the following
day.

In the event of failures to settle representing an
amount in excess of the balance of the liquidity
pool, surviving participants will be obliged to
provide additional funds in order to complete
daily settlement. In the event of failures by up
to three banks, the amount of liquidity to be
provided by each surviving participant will be
proportional to the risk (representing the
bilateral limit) on the failing participants. If
more than three banks fail on the same day, the
amount of liquidity to be provided by each
surviving participant will be proportional to the
risk (representing the multilateral credit cap)
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arising from their participation in the system
(market crisis scenario). In case of a total
default by one or more participants, losses are
allocated in accordance with the same
mechanisms.

The establishment, maintenance and activation
of the liquidity pool at the ECB are governed by
the deposit agreement' between the ECB and
the EBA Clearing Company for the benefit of
the banks participating in EURO1 as third-party
creditors.

With the aim of smoothing out the payment
flows in the EUROI system, in June 2006 the
EBA Clearing Company implemented the new
liquidity management functionality (the
“liquidity bridge”) designed to enable all
EURO1 participants to move processing
capacity between TARGET and EURO1 on an
intraday basis. The liquidity bridge consists of
two phases, notably prefunding (allowing for
the shifting of payment capacity from TARGET
to EURO1 between 7 a.m. and 3.30 p.m. CET)
and distribution (allowing for the movement of
payment capacity from EURO1 to TARGET at
2 p.m. and 3 p.m. CET).

3.2.8 PRICING
The transaction fee for a EURO1 payment is
based on the number of payments sent by
participants in accordance with the incremental
scale below.

Daily average number Charge per

of transactions during transaction
the invoice period

from 1 to 1,500 €0.15
from 1,501 to 2,500 €0.10
from 2,501 to 4,500 €0.06
from 4,501 to 5,500 €0.04
from 5,501 onwards €0.03

The annual operating charge of the processing
agent (SWIFT) and the operating costs of the
EBA Clearing Company are shared among the
EUROI participants on a quarterly basis in
accordance with a special distribution key.

3.2.9 STATISTICAL DATA FOR EUROI

The turnover figures for EURO1 have steadily
increased since January 1999. The daily average
number of transactions in EURO1 in 1999 was
67,883, with a total value of €170.7 billion. In
2006 the average number of transactions
reached 187,685 payments per day, with a total
value of €189.7 billion.

3.3 THE CLS SYSTEM

The traditional settlement of foreign exchange
trades was via correspondent bank relationships,
where the payments of the two currencies would
normally not be made simultaneously, in
particular because of (often fairly substantial)
time zone differences. In such an environment,
where the debiting and the crediting of the two
legs of an FX transaction are not synchronised,*
FX settlement exposures of banks and the
systemic risk attached to them could last for up
to two business days (and it could be another
one or two days before banks know with
certainty that they have received the currency
that they bought). In some cases, such exposures
(even to a single counterparty) could exceed the
bank’s capital. The well-known example of the
impact of FX settlement exposures in a
correspondent bank environment with time
zone differences is the case of Bankhaus
Herstatt. This German bank was an active
participant in the FX market. In June 1974 the
German banking supervisory authority ordered
the bank into liquidation after the close of the
German payment system. The counterparties of
Bankhaus Herstatt had irrevocably paid the
Deutsche Mark leg of their USD/DEM
transactions via the German payment system,
but after Bankhaus Herstatt’s collapse its US
correspondents suspended the payment of the

19 This is based on §328(1) of the German Civil Code.

20 This unsynchronised settlement of the two legs of an FX
transaction creates FX settlement risk. This risk is generally
defined as the risk that one party to an FX transaction will
transfer the currency it is selling but not receive the currency it
is buying. Foreign exchange settlement exposure represents the
amount at risk when a foreign exchange transaction is settled.
This equals the full amount of the currency purchased and lasts
from the time that the payment instruction for the currency sold
can no longer be cancelled unilaterally until the currency
purchased is received with finality.
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US dollar leg of the transactions, thus subjecting
Bankhaus Herstatt’s counterparties to substantial
losses. In the literature, FX settlement risk is
therefore often referred to as “Herstatt risk” or
“time zone risk”.

3.3.1 INSTITUTIONAL SET-UP

Throughout the 1980s and 1990s the G10
central banks conducted important analysis on
settlement risk related to the fast-growing
volumes and values of FX transactions and
outlined a strategy to reduce it.?! Meanwhile,
market participants, industry groups and central
banks have made significant efforts in taking
measures and developing solutions to reduce
FX settlement risk. The banking industry
developed several initiatives, e.g. two multi-
currency netting projects, ECHO and Multinet.
When the CLS project was set up in 1997,
ECHO and Multinet were merged with the CLS
development because banks preferred to
concentrate their FX settlement risk reduction
efforts in one project. On 9 September 2002 the
Continuous Linked Settlement system, a
clearing and settlement system that settles FX
transactions on a payment-versus-payment
basis, went live.

The CLS system is owned by the CLS Group,
which is organised as follows: CLS Group
Holdings AG was formed to create, develop and
provide the operational, technical and regulatory
resources needed for the CLS system; this entity
is the group holding company of CLS UK
Intermediate Holdings Ltd, CLS Bank
International (CLS Bank) and CLS Services
Ltd; CLS Group Holdings AG is incorporated
under the laws of Switzerland and is regulated
by the Federal Reserve System as a bank holding
company in the United States. At the outset
67 major financial institutions, located in
17 countries, were shareholders, one-third of
which came from the euro area. At end-2000,
CLS Group Holdings AG was owned by 71 of
the world’s largest financial services institutions
located throughout the US, Europe and the
Asia/Pacific region. Each shareholder has an
equal say in the governance of the Group and
each is eligible to apply for membership of CLS
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Bank. CLS UK Intermediate Holdings Ltd is
the intermediate holding company of the CLS
Group and is incorporated under the laws of
England and Wales. From a governance
perspective, it is a “shell” company. Its main
role is to provide certain corporate services to
CLS Bank and its affiliated companies
(i.e. finance, human resources, audit and
communications). CLS Bank, which is a wholly
owned subsidiary of CLS UK Intermediate
Holdings Ltd, is an independent Edge
corporation organised under the laws of the
United States. It is regulated and supervised by
the Federal Reserve Bank of New York. CLS
Bank was granted a specific banking licence in
1999 limiting its field of activity to engaging in
FX settlement activities. This design of CLS
Bank as a single-purpose bank ensures that CLS
Bank cannot expose itself to the risks that
ordinary banks take by investing deposits in
interbank or customer loans, and that such risks
do not impinge on its activities as a settlement
bank. CLS Services Ltd is a company organised
under the laws of England and Wales and located
in London. It provides CLS processing services
and operational and back-office support to CLS
Bank and its affiliated companies.

3.3.2 PARTICIPATION AND ACCESS CRITERIA
There are several parties involved in the CLS
system, each performing different functions:
settlement members, user members, third
parties, nostro agents and liquidity providers.

Settlement members can submit instructions for
the settlement of FX trades directly to CLS
Bank on behalf of themselves and their
customers. Once these instructions are validated,
they can be settled provided that they pass the
required risk management tests (as described in
the section on settlement procedures).
Settlement members hold an account in each

21 See the CPSS report entitled “Settlement Risk in Foreign
Exchange Transactions” (also known as the “Allsopp Report”),
BIS, March 1996, and the CPSS report entitled “Reducing
Foreign Exchange Settlement Risk: a Progress Report”, BIS,
July 1998. In order to support the strategy of the G10 central
banks, the Basel Committee on Banking Supervision issued its
report on “Supervisory Guidance for Managing Settlement Risk
in Foreign Exchange Transactions”, BIS, September 2000.
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eligible currency with CLS Bank. They are
responsible for funding these accounts and are
entitled to receive amounts owed to them from
CLS via RTGS accounts with the respective
central banks. Settlement membership is the
most common form of participation in the CLS
system. To become a settlement member, a
participant must be a CLS shareholder, operate
under an appropriate supervisory regime and
fulfil strict financial and operational
requirements.

User members must also be CLS shareholders
and can submit instructions directly to CLS.
However, user members do not maintain
accounts with CLS Bank and must therefore
settle their transactions via a settlement member
they have selected. User membership may be
sought by banks which do not wish to manage
their central bank liquidity so actively or which
do not have the necessary infrastructure to do
S0.

Both settlement members and user members
can provide (trademark) CLS settlement
services (third-party services) to their customers
(third parties), i.e. other banks, fund managers,
non-bank financial institutions and corporations.
Third parties do not have a direct relationship
with CLS Bank. They must select a settlement
or user member which must handle all their
instructions and financial flows, which are
consolidated in the CLS system. The terms on
which settlement and user members can act on
behalf of third parties are governed by bilateral
contractual arrangements.

For currencies in which settlement members do
not have a central bank account or cannot
provide sufficient liquidity, they can employ
nostro agents to make and receive CLS payments
on their behalf. Nostro agents do not have to be
CLS shareholders, but in practice most of them
are. Since nostro agents often provide their
services to many different settlement members,
they have an important role to play in the
functioning of the CLS system. They may face
significant liquidity demands in cases where
many of the settlement members to which they

provide services are in a debit position.
Sufficient access to liquidity is therefore
indispensable for nostro agents.

With regard to the function of liquidity
providers, see Sections 3.3.6 and 3.3.7.

3.3.3 RULES OF THE SYSTEM

The design of the CLS system is fairly complex.
In order for the system to operate properly, the
participants (see previous section) must strictly
fulfil their responsibilities as defined in the
system rules. These rules also define the risk
management features of the system, the
operational timeline and the procedures to be
followed in the event of a failure by a settlement
member to fund its short positions (see the
following sections). The system rules and
procedures are governed by English law. CLS
Bank account contracts are governed by New
York law. The RTGS accounts held by CLS
Bank and the settlement members are subject to
the laws and regulations of the jurisdiction
under which the respective national RTGS
system is operated.

3.3.4 TYPES OF TRANSACTION HANDLED

CLS currently settles payment instructions
related to FX trades executed in four main
instruments: spot instruments, forwards, option
exercises and FX swaps. In the near future CLS
plans to also offer a complete end-to-end service
from execution (matching and confirmation) to
settlement of cash flow positions for non-
deliverable forwards (NDFs) and for OTC FX
option premiums. For instructions related to an
instrument to be eligible for settlement by CLS,
all related payments must be denominated in a
CLS-eligible currency. Having initially started
with seven major currencies, including the
euro, the US dollar and the Japanese yen, CLS
currently settles trades in 15 currencies around
the globe: the Australian dollar, Canadian
dollar, Danish krone, euro, Hong Kong dollar,
Japanese yen, Korean won, New Zealand dollar,
Norwegian krone, pound sterling, Singapore
dollar, South African rand, Swedish krona,
Swiss franc and US dollar.
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3.3.5 TRANSACTION PROCESSING ENVIRONMENT
A key distinction is made between the settlement
of FX trades across the books of CLS Bank and
the funding by settlement members of their
accounts. There is no netting in the settlement
process. CLS settles each FX trade individually
(gross) on a PvP basis in its own books, meaning
that the debiting of one currency and the
crediting of the other currency occurs
simultaneously on the currency accounts that
each settlement member holds in each eligible
currency in the books of CLS Bank. CLS takes
over the function of a trusted third party, making
sure that the parties to the FX trade will either
be paid the currency they expect to receive or
be refunded the currency they delivered. The
function of CLS in the settlement process is
strictly limited to that of a settlement agent.
CLS does not at any point become a counterparty
of the participants.

On the funding of their positions via central
bank RTGS accounts, CLS participants do
benefit from a netting effect. For all the trades
that participants send to CLS for settlement,
CLS calculates only one net short position per
eligible currency. Since participants conduct
transactions in different currencies, with
different maturities and with different
counterparties, the net short positions resulting
from the settlement of FX trades in a single
clearing and settlement system are significantly
smaller than the short positions resulting from
settlement via traditional settlement mechanisms
and vary from 1% to 2% of the total amount
settled (after the effect of the inside/outside
swap arrangement explained later).

In general, settlement members first pay funds
into CLS’s central bank accounts in the
currencies in which they have an overall short
position by predetermined deadlines. Once
these pay-ins have been received, CLS starts the
settlement process in its own books. In contrast
to the pay-ins, CLS does not pay out its dues in
accordance with a specific schedule. Long
balances are paid out as soon as possible, but
only if CLS’s central bank account in the
relevant currency has sufficient funds and if
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settlement members maintain a net overall
positive account balance after the pay-out has
been made. As a general rule, Asia/Pacific
currencies are paid out first, since these RTGS
systems close first, and large balances are paid
out before small balances. A pay-out algorithm
is used to calculate the pay-outs in a way that
limits the drainage of liquidity in the relevant
RTGS systems. Under normal circumstances,
settlement members will have zero balances in
their CLS Bank accounts at the end of the CLS
business day, and CLS Bank will have no funds
in its central bank accounts.

Settling FX trades in 15 currencies implies that
CLS settlement members must make their FX
settlement payments (which are potentially of
substantial value) in a very limited time frame
and by predetermined deadlines posing some
challenges for the liquidity management of
banks. This is mitigated by the inside/outside
swap arrangement explained later. European
settlement members benefit slightly from this
timeline, since CLS operates at a time (7 a.m.
to 12 noon CET) when European financial
markets are open and fully liquid. In the Asia/
Pacific region CLS operates very late in the
business day (i.e. when the northern hemisphere
is on winter time, CLS closes at midnight local
time in New Zealand), and in North America it
operates at night (1 a.m. to 6 a.m. Eastern
Standard Time).

3.3.6 SETTLEMENT PROCEDURES

On a normal day the more detailed timeline
would adhere to the following steps: settlement
and user members submit their FX settlement
instructions directly to CLS for processing
before the actual settlement day of CLS Bank
starts. The industry has agreed a best practice
whereby this happens within two hours of the
trade. CLS matches the instructions of the two
parties that have agreed on an FX trade and,
on the basis of these settlement-eligible
instructions, calculates the long/short positions
of the settlement members in the currently 15
eligible currencies. At 12 midnight CET CLS
establishes an initial pay-in schedule for each
settlement member listing the preliminary
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Same-day trade! ' l Pay-out of long positions '
Final pay-in Deadline for first pay-in Deadline for third pay-in Final pay-in deadline
schedule Close of Asia/Pacific Close of Europe

and North America

positions and pay-ins in each currency and
sends these pay-in schedules to the settlement
members. The initial pay-in schedule that CLS
calculates for each settlement member is based
on the positions that are projected to build up
after all trades from this settlement member
(and user members and third parties) are settled.
It is calculated in such a way that all trades can
be settled by 9 a.m. CET. CLS divides the short

positions into various instalments (pay-ins) that
must be funded by the respective pay-in
deadlines. The pay-ins are not divided equally,
as the CLS risk management procedures
(i.e. the short position limits for each currency,
the aggregate short position limit for all
currencies and the need for a net overall positive
value for this settlement member at all times)
must be respected. (For details regarding the

INSIDE/OUTSIDE SWAPS

Settlement members’ funding payments for the CLS system are highly time-critical and can
grow fairly large at times. In order to reduce this time-critical liquidity demand, banks have
created a tool for swapping CLS positions for positions outside CLS. Banks buy the currency
in which they have a considerable short position in CLS and sell a currency in which they are
long in CLS. In order to do so, CLS runs an algorithm that identifies a settlement member that
has the opposite needs and issues a schedule of “inside” trades to be settled the same day in
CLS. This is based on credit limits set in advance by each of the settlement members. Since
the deal changes the FX positions of both banks, the two settlement members reverse the deal
outside CLS and settle the deal on the same day. These transactions, called “inside/outside
swaps”, have the advantage of allowing settlement members to use the entire business day to
raise sufficient liquidity to make this very large payment. However, they do have the drawback
of reintroducing FX settlement risk for the outside leg of the swap.

Inside/outside swaps are not used by all settlement members, primarily because it is a tool that
can only be used at a very late stage (between the issue of the initial pay-in schedule and the
issue of the final pay-in schedule) and because of the investment and operational capabilities
needed (it requires banks to operate on almost a 24-hour basis). Moreover, some members do
not use it because of risk considerations. For these reasons, some settlement members have
developed an alternative tool whereby they post their CLS positions in the different currencies
on a Reuters screen on the day before settlement and try to find solutions (e.g. outright trades,
forward trades or swaps) to reduce their liquidity requirements on the settlement day.
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CLS risk management procedures, see the
section on credit and liquidity risk.) Participants
can review net pay-in totals at any time before
the settlement day.

After 12 midnight CET settlement members can
bilaterally agree on additional trades to be
settled on that day or to cancel trades that had
been submitted at an earlier stage. These
transactions are primarily conducted in order
to reduce pay-in requirements. Inside/outside
swaps are currently the most common type of
same-day trade.

At 6.30 a.m. CET CLS issues the final pay-in
schedule, which takes into account the trades
agreed upon since the issuing of the initial pay-
in schedule. This final pay-in schedule lists the
final minimum pay-ins which settlement
members have to make in each currency by the
respective pay-in deadlines. As was the case for
the initial pay-in schedule, final pay-ins are
also calculated in such a way that all trades
are settled in the books of CLS Bank by
9 a.m. CET. Consequently, the scheduled
9 a.m. CET pay-ins tend to be larger than the
other instalments. Pay-ins in the Asia/Pacific
currencies by 10 a.m. CET must be scheduled
sufficiently large to enable CLS to complete the
pay-outs in these currencies, since the national
RTGS systems close soon afterwards.

At 7 am. CET the CLS system starts its daily
operations. Settlement members start making
their funding payments, and CLS starts the
settlement process. CLS has implemented
several procedures to help the system to
complete settlement of the trades submitted to
it and to ensure that settlement members receive
the currency of the transactions they have
settled via the system in the event that a
settlement member fails. Trades that cannot
immediately settle are put in a waiting queue
and continually revisited until they settle. Every
transaction is checked against three different
risk management criteria and settled only if all
three checks are passed. If these criteria are not
met for each side of the trade, the CLS Bank
will not settle the FX transactions.
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If a settlement member fails to make its first
pay-in, CLS sends a pay-in call for account
value immediately after the 8 a.m. CET deadline.
At the same time it temporarily suspends pay-
outs from the account of the settlement member
until it has covered the shortfall. If, owing to
this pay-in failure, some transactions in the
settlement queue remain unsettled by the
9 a.m. CET settlement completion time, CLS
issues pay-in calls for settlement to those (non-
failing) settlement members whose instructions
have not yet been completely settled. Should
any settlement member still be in a debit
position when a currency is about to close
(10 a.m. CET for Asia/Pacific currencies and
12 noon CET for European/North American
currencies), CLS issues a pay-in call for currency
close to any such settlement members asking
them to make up the shortfall. If that call is not
honoured, CLS can resort to liquidity providers
in the relevant currency, asking them to swap
this currency against any other currency on the
CLS accounts. Upon receipt of this liquidity,
CLS completes the pay-outs by transferring any
amounts still due to the settlement members. On
the next business day, CLS reverses the swap
with the liquidity provider, and the failing
settlement member must bear the costs of that
transaction (plus penalties).

3.3.7 CREDIT AND LIQUIDITY RISK

The CLS system has been designed to eliminate
FX settlement risk. It achieves this by applying
a strict risk management regime and by settling
trades on a PvP basis in its own books. In order
to strike an appropriate balance between credit
risk, liquidity risk and settlement efficiency,
CLS allows participants to incur debit balances
on the condition that these debit balances are
always “collateralised” by corresponding credit
balances in other currencies.

First, there is the maximum debit balance which
a settlement member is allowed to incur in any
one currency. This is called the short position
limit and varies from currency to currency. For
each currency this limit is the same for all
settlement members. For the euro, it is set at
€1 billion. The value of the short position limit
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depends on the amount of liquidity that has
been committed by liquidity providers in the
currency concerned and is calculated in a way
that ensures sufficient liquidity even if the
participant with the largest debit position in
that currency failed to honour its obligation.

Second, there is the maximum total debit
balance that a settlement member is allowed to
incur when adding the debit balances in all
currencies. This is called the aggregate short
position limit and is defined individually for
each settlement member in accordance with the
size of its Tier 1 capital and its short-term credit
rating. The higher the capital and the better the
short-term credit rating, the higher the aggregate
short position limit. The maximum aggregate
short position limit allowed for any settlement
member is the equivalent of USD 1.5 billion.

Third, all settlement members are required to
maintain a net positive overall account value
with CLS Bank at all times. This is a logical
consequence of the fact that CLS is not allowed
to extend credit to its settlement members. In
order to protect CLS against market risk
(i.e. the risk that credit positions in one currency
that CLS holds as collateral for a settlement
member’s debit position in another currency
might depreciate owing to market fluctuations),
haircuts are applied to debit and credit balances
in all CLS accounts.

Liquidity providers play a crucial role in the
event that a settlement member fails to honour
its pay-in obligation to cover its short positions.
In such cases, CLS Bank will be short of
whichever currency the failing settlement
member was supposed to pay in, and CLS Bank
will not be able to complete pay-outs in that
currency to the other settlement members. In
order to complete pay-outs, CLS Bank will ask
those liquidity providers which have made a
commitment to provide liquidity up to a certain
amount in the currency concerned to swap the
needed currency for the currencies in which the
failing member has a positive balance. Since
CLS Bank tries to obtain liquidity from the
failing settlement member for as long as

possible in order to complete its normal
operations, liquidity providers are only called
in very late in the CLS day. Liquidity providers
must therefore be able to respond to CLS Bank’s
requests very quickly. After the liquidity
provider has agreed to the currency swap with
CLS Bank, it must make the relevant liquidity
available via the relevant RTGS system within
20 minutes. CLS Bank normally requires at
least three liquidity providers per currency.
There are currently six liquidity providers for
the euro. However, for smaller currencies,
e.g. for the Hong Kong dollar or the Korean
won, there may be only two liquidity providers.

As outlined in the paragraphs above, nostro
agents and liquidity providers play a crucial
role in the operation of the CLS system. These
must ensure particular operational capacity and
sources of liquidity that can be used in the event
of unexpected, increased demand. For these
reasons, the ECB requires nostro agents and
liquidity providers in euro to have direct access
to TARGET and unrestricted access to
Eurosystem intraday and overnight credit.
These conditions can only be met by institutions
that are located in the euro area.

In CLS, losses can only occur if a settlement
member fails and, at the same time, there is an
adverse movement of exchange rates against
the currencies in which the failing participant
has a credit balance in excess of the currency
haircuts. As explained above, CLS uses the
credit positions of a settlement member in one
currency to collateralise its debit position in
another. Should the currency of the credit
position depreciate beyond the level of the
haircuts against the currency of the debit
position, the collateral currency may not be
sufficient to close out the debit position. In
such a case, any resulting loss would be
apportioned to the settlement members that
traded with the failing settlement member on
the day when it failed. In the extreme case of a
failure by more than one settlement member or
liquidity provider, the committed liquidity
facilities may not be sufficient to complete the
pay-outs. In such cases, CLS may resort to non-
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committed credit lines that it has arranged with
some institutions, pay out alternative currencies
that it has in its central bank accounts, or carry
these balances over to the next business day and
exchange them for the correct currencies on
that day.

3.3.8 PRICING

CLS is a not-for-profit utility and covers its
costs largely through a transaction fee applied
to all instructions settled, amended and
rescinded. In January 2006 CLS received
sufficient volume to make it possible to charge
all settlement members at or below a target
price set in advance of CLS going live. Since
then there have been further changes in pricing
to incentivise new volume growth. Overall,
prices will continue to fall as volume
increases.

3.3.9 STATISTICAL DATA FOR CLS

The settlement members have supported the
start of CLS by quickly increasing the number
and value of FX trades they conduct through the
system. In December 2002 the daily value
of FX trades settled in CLS was around
USD 535 billion. In December 2006 CLS settled
an average of 289,999 payment instructions
each day, with an average gross value in excess
of USD 3.3 trillion.

As at end-2006 the peak value and volume
settled on any one day was USD 6.62 trillion
and 529,318 payment instructions, both on
20 December 2006.

The euro is the second most settled currency in
CLS, accounting for 19% of all FX trades
settled by value. The US dollar share is 46%.

3.4 CROSS-BORDER RETAIL PAYMENT SYSTEMS

Most retail payments are cleared at the domestic
level. The country chapters of the Blue Book
provide further details on national arrangements
for clearing retail payments. The situation with
regard to cross-border retail payment systems
within the euro area is not yet as developed as
that for cross-border large-value payment
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systems. Despite the introduction of the euro,
cross-border retail payment services have not
yet reached the service levels of domestic retail
payment services. Significant differences in
quality, efficiency and price between domestic
and cross-border services are still preventing
people from reaping the full benefits of the
single currency.

The only retail payment systems which currently
cover the whole of the euro area and which are
open to all banks are the EBA’s STEP1 and
STEP2 arrangements. The SEPA project of the
European banking industry (see Section 2.2)
changes the concept of domestic and cross-
border payment systems, as it aims to create a
single euro retail payments area.

3.4.1  THE STEPI SYSTEM

3.4.1.1 Institutional set-up

To complement the EURO1 system, the EBA
developed a solution for handling retail and
commercial payments. This solution is called
STEP1 and is part of the EBA’s STEPS (Straight
Through Euro Payment System) programme,
which is designed to meet the requirements of
EU legislation and to offer a full range of euro
payments in a pan-European environment. The
STEP1 arrangement entered into operation on
20 November 2000. It is managed and operated
by the EBA Clearing Company.

STEP1 has enabled a reduction in the execution
time and pricing of cross-border retail payments
in euro. Furthermore, STEP1 has fostered the
use of industry standards for messaging in order
to enhance straight-through processing (STP)
within banks, as well as the adoption of
European business practices in the execution of
cross-border retail payments in euro.

3.4.1.2 Access criteria and participation in
the system

Access to the EBA Clearing Company’s STEP1

arrangement is open to all banks that have a

registered office (which may include a

subsidiary) or a branch in a Member State of

the EU and are full members or user members
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of the EBA. Admission to STEP1 involves
neither a minimum credit rating nor a minimum
funds requirement. However, the STEPI
applicant must demonstrate, during a fixed
period of testing and training, that it is
technically and operationally capable of
operating in STEP1.

Participation in STEP1 is open to both EURO1
participants and other banks (“STEP1 banks”)
that are not EUROI participants but use a
EUROI1 participant as a “settlement bank”. In
December 2006 there were 114 STEP1 banks.

3.4.1.3 Types of transaction handled
STEP1 processes individual credit and debit
transfers. Amounts are typically below €50,000,
but there is no actual limit, other than the
sending/receiving capacity of the STEPI
bank(s) involved (see Section 3.4.1.7).

3.4.1.4 Operation of the transfer system

The processing of payment orders in STEP1
starts at 7.30 a.m. CET. The sending cut-off
time is currently fixed at 2 p.m. CET. Payment
orders sent after the cut-off time for value on
that day are rejected. A STEP1 bank’s position
resulting from processed payment orders must
be covered by liquidity provided by a EURO1
participant. Each STEP1 bank squares its daily
balance via a EURO1 participant of its choice
(its “settlement bank™), which provides the
STEP1 bank with the liquidity it requires in
STEP1. The balance which is calculated for a
STEP1 bank for a particular value date is settled
by its settlement bank within the EUROI1
system.

3.4.1.5 Transaction processing environment
STEP1 uses the existing infrastructure of the
EUROI1 system without being subject to the
risk management requirements of the large-
value segment. Participants in STEPI are
directly connected to all EURO1 and STEPI
participants.

In order to distinguish STEP1 payments from
EURO1 payments, the former are identified
with the specific three-letter tag “ERP” (Euro

Retail Payment) in field 103 of the SWIFT
message header. A payment with an “ERP” tag
is automatically captured by SWIFT, which
forwards a partial copy to the EUROI
platform.

STEP1 processes credit transfers (SWIFT
message types MT 102 (for customer-related
payment orders between banks participating in
a “Closed User Group”), MT 103, MT 202
(mainly for payment orders between a STEP1
bank and its settlement agent) and MT 400), as
well as direct debits (MT 104 and MT 204).

STEP1 does not process batch files (other than
the MT 102 messages) and does not provide a
central sorting function.

3.4.1.6 Settlement procedures

Since STEP1 applies the principle of a “zero
debit cap”, each STEP1 bank must square its
daily balance in STEP1 via its settlement bank.
In order to do so, each STEP1 bank receives,
shortly after the sending cut-off time, a message
with the remaining potential STEP1 balance
that has resulted from the payment messages
sent and received. The settlement bank is also
notified about this balance. If the STEP1 bank
has a negative potential STEPI balance at the
sending cut-off time, the STEP1 bank must
arrange funding with its settlement bank. After
the settlement bank has made the funding
payment, the remaining payment orders of the
STEP1 bank can be processed, bringing their
positions to zero.

If, under exceptional circumstances (e.g. in the
event of major technical failures or if expected
payments have not been received), the funding
payment only partially covers the negative
balance, one or more payments sent by the
STEP1 bank will be held in a queue. If these
STEP1 payment orders are not covered by a
second funding payment, they are automatically
carried over to the next settlement day.

3.4.1.7 Credit and liquidity risk
As it cannot have a negative position, a STEP1
bank will obtain, from its settlement bank, its
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sending/receiving capacity in STEPI in the
form of a credit cap with a minimum of
€1 million and a maximum of €25 million (since
October 2006). If a STEP1 payment order
exceeds the amount of the cap of the sending
bank or the receiving bank, this payment order
is rejected. Therefore, any amount exceeding
€1 million must only be sent after prior
arrangement with the receiving bank.

The settlement of EURO1 balances takes place
at the ECB shortly after 4 p.m. CET on day D.
STEP1 payment orders are irrevocable as soon
as they are processed on the settlement day.

3.4.1.8 Pricing
The transaction fee for a STEP1 payment is
based on the number of payments sent by
participants in accordance with the incremental
scale below.

Daily average number

of transactions during
the invoice period

Charge per
transaction

from 1 to 200 €0.39
from 201 to 400 €0.32
from 401 to 1,000 €0.30
from 1,001 onwards €0.28

A minimum billable amount of €750 per quarter
applies (representing a daily average of 30
payment messages).

The joining fee for STEPI is set at €16,500
(including the price of an Interactive
Workstation).

3.4.1.9 Statistical data for STEPI

The turnover figures for STEP1 have steadily
increased since the year of its inception. The
daily average number of transactions in STEP1
in 2001, i.e. its first full year of operation, was
4,374, with a total daily average value of
€44 million. In 2006 the daily average number
of transactions increased to 23,206, with a total
daily average value of €625 million. The average
commercial payment in STEP1 (MT 103) had a
value of approximately €15,200.
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3.4.2  THE STEP2 SYSTEM

3.4.2.1 |Institutional set-up

In order to allow the execution at low cost of
cross-border euro payments compliant with
Regulation (EC) No 2560/2001 on cross-border
payments in euro, the EBA developed the first
pan-European automated clearing house
(PE-ACH) for bulk payments in euro — STEP2.

The STEP2 system has been developed by the
EBA in cooperation with SIA SpA, an Italian-
incorporated payment service provider, as a
technology partner (providing computing
facilities) and SWIFT as a messaging partner
(providing messaging infrastructure).

STEP?2 is in fact a payment processing service
which provides the sorting and forwarding of
intra-EU and national bulk payment orders
denominated in euro. It entered into operation
in April 2003 and is managed and operated by
the EBA Clearing Company.

3.4.2.2 Rules of the system

The rules of the system provide that STEP2
positions are settled finally in EURO1, meaning
that the settlement is exclusively governed by
the rules of EUROI (i.e. the Single Obligation
Structure). Since EURO1 is designated under
the Settlement Finality Directive, STEP2 also
benefits from the protection of the SFD.

The rules of the system also stipulate that
neither STEP2 files nor portions of those files
may be revoked after they have been sent and
that STEP2 participants (including the prefund
participants in EURO1) cannot cancel or revoke
the settlement payment instructions generated
by the STEP2 system and channelled
automatically to and processed in EUROI
(i.e. either directly or via STEP1). However,
prefund participants can fail to provide funds
(via TARGET) to cover their debit position in
EUROI1 (which results from their outgoing
STEP2 payments), in which case (some of) the
settlement messages would not be accepted by
EUROI and all STEP?2 files from such a prefund
participant would be cancelled.
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3.4.2.3 Participation and access criteria
STEP2 participation is open to all financial
institutions having their registered office or a
branch in the EEA.

The banks wishing to participate in the system
have two options as regards connection: either
as direct or as indirect participants. Direct
participants have the right to send and receive
STEP?2 files and are known to STEP2 via their
BIC. Indirect participants are, upon inclusion
in the STEP2 directory, recognised by the
STEP2 system as addressees of payment
instructions. The relationship between a direct
participant and an indirect participant is
exclusively governed by their respective
bilateral arrangements, and direct participants
are responsible for ensuring that the indirect
participants comply with the STEP2 system
rules.

STEP2 has two levels of direct participation:

(i) settling participants, i.e. sending directly to
and receiving directly from the system and
settling directly as a member of EURO1;

(ii) non-settling participants, i.e. sending
directly to and receiving directly from the
system and settling through a settlement bank
which is a EURO1 participant.

Any participant or sub-participant in EURO1 or
STEP1 can be a direct STEP2 participant.

Admission rules and audit procedures are
applicable to the STEP2 applicant’s technical
and operational ability to operate in the system,
as well as to its relationship with its EURO1
settlement bank where applicable.

STEP2 files may include payment orders
directed to entities other than direct or indirect
STEP2 participants (third-party recipients). In
the event that the recipient of a payment is not
reachable via a direct or indirect STEP2
participant, the sending bank in STEP2 can
address the payment to the entry point bank in
the recipient’s country.

An entry point bank for a country is a direct
STEP2 participant which agrees to be designated
as such by any sending participant choosing
this direct STEP2 participant as its entry point
for that country. This means that any payment
order addressed to a bank which is established
in that country and unknown to STEP2, either
as a direct participant or as an indirect
participant, is then routed by STEP2 to that
entry point bank. The entry point bank ensures
its transmission to this third-party recipient,
e.g. via a national payment system. Such third-
party recipients have no rights or obligations
vis-a-vis the STEP2 system.

For those direct STEP2 participants that do not
have access to EURO1 or STEP1, the EBA
Clearing Company created in November 2003
the possibility of participating in EUROI on a
prefunded basis, allowing these banks to
transfer liquidity from TARGET as coverage
for the STEP2 settlement payments they are
required to make in EUROI.

As at December 2006 STEP2 had 107 direct
participants and more than 1,620 indirect
participants sending an average of more than
259,000 transactions per day through the
system. STEP2 then automatically routes those
transactions to its community of participant
banks throughout the EU and the EEA.

3.4.2.4 Types of transaction handled

STEP2 processes high-volume, low-value (up
to €50,000 per transaction) and non-time-
critical commercial and retail payment orders
sent to the system in batches of files through a
secure network.

In phase one of the implementation, STEP2 has
processed only cross-border credit transfers,
but a cross-border direct debit service is being
developed for implementation in line with the
SEPA direct debit rulebook by January 2008.

In order to ensure STP, the payment messages
are formatted in accordance with agreed STEP2
technical standards. They are based on the
SWIFT MT 103+ message structure (data set).
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STEP2 may also support files formatted in
XML using the SWIFT bulk payment
standard.

In addition to the technical processing features,
business practices are being introduced in
relation to the handling of payments in a wider,
end-to-end approach. In accordance with the
requirements of Regulation (EC) No 2560/2001
on cross-border payments in euro, each payment
instruction must bear, inter alia, the IBAN of
the beneficiary and the BIC of the beneficiary’s
bank in order to comply with STEP2’s STP
criteria.

3.4.2.5 Transaction processing environment
The STEP2 central system is hosted at SIA’s
operational centre.

Two systems are provided: a primary system
and a secondary system. Both systems benefit
from business continuity arrangements. A
changeover from the primary to the secondary
site can take place with no risk of undetected
data loss or duplication.

As transaction volumes increase, a third site
will be added.

Payments for processing can be transmitted to
STEP2 via the participant system (provided by
the operator) or using the banks’ own systems.
Thus, participants may choose either to enhance
their payment systems to support STEP2 file
standards or to employ the STEP2 participant
system to perform translation from existing
standards. The STEP2 participant system also
supports a single payment interface with the
banks’ back-office payment systems, so that
banks can send individual MT 103+ payments,
which the STEP2 participant system collects in
files for sending to STEP2.

Direct participants can exchange files with the
STEP2 central system and perform enquiries
over two secure network connections: SWIFTNet
and SIANet. SWIFTNet is the preferred
communication protocol for exchanging files
with the STEP2 central system, and SIANet is
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a proprietary IP interbank communications
network.

The business operation of the system is
controlled by the EBA Clearing Company in a
manner similar to that employed for EURO1/
STEP1. A secure business control terminal is
provided at the EBA Clearing Company’s
operational centres over a SIANet connection,
allowing the EBA Clearing Company’s
operations staff to monitor and control the
business processing of the system.

The technical operation of the system is
controlled by SIA using terminals directly
connected to the STEP2 central system. An
English-speaking helpdesk is also provided by
SIA to assist direct participants with technical
enquiries.

3.4.2.6 Clearing and settlement procedures
The STEP2 service is designed to ensure one or
more settlement cycles per value date. Each
settlement cycle consists of a sending cut-off
time, a settlement time, and a settlement cut-off
time.

However, phase one of STEP2 has only one
settlement cycle per day, which allows
participants to send files up to 10 p.m. CET
on day D-1. These transactions are settled at
7.30 a.m. CET at the start-up of EURO1 on D,
after which the participants receive incoming
payment files, i.e. by 8.30 a.m. CET on D.
The files for value on day D received after
10 p.m. CET on day D-1 are rejected, but in a
future phase, participants may be able to send
files at any time.

During phase one STEP2 is operational on all
TARGET days. On non-TARGET days STEP2
processing ceases at 12 midnight CET at the
end of the previous TARGET day and
recommences at 12 midnight CET at the
beginning of the next TARGET day.

Files sent to the system before the sending cut-
off time are opened and validated for the correct
content of key fields in the payment instructions,
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in accordance with the criteria established, in
order to ensure STP. Individual payment
instructions in a batch failing the validation
process are rejected and returned to the sending
participant indicating the reason. Payment
instructions contained in one file (or in several
files, as the case may be) sent by a participant
and meeting the validation criteria are sorted
into bilateral sub-files, i.e. one sub-file per
addressed participant, in accordance with the
routing criteria established by the participants
through a central routing directory. For each
sub-file resulting from the sorting of the
payment instructions sent by one participant,
STEP2 establishes the amount of the bilateral
payment obligation between the sending bank
and the addressed participant. This amount
represents the total value of the payment
instructions contained in the sub-file. STEP2
generates, for each bilateral payment obligation,
a settlement payment message for processing in
EUROI. STEP2 sends the settlement instructions
in batches to EURO1/STEPI (i.e. either directly
to EUROL1 or via STEP1), using the SWIFT FIN
network and using a specially developed
MT 298 message. These messages include the
cut-offtime by which EURO1/STEP1 is expected
to have processed all of the instructions.

These messages are then automatically queued
for processing the next day with the highest
possible priority, i.e. at 7.30 a.m. CET on day D
(when the full credit and debit caps within the
EURO1 system are still available). STEP1
banks (or direct non-settling participants) are
responsible for ensuring that special
arrangements are in place to facilitate smooth
processing of their settlement payments during
EUROL start-up.

Upon processing of the settlement payment in
EUROI1, a confirmation message is sent by
EUROI1 to STEP2. Receipt of this message acts
as the trigger to release the related sub-file into
the outbox of the addressed participant. At the
settlement cut-off time STEP2 sends to each
participant a file including all sub-files
addressed to that participant and settled, i.e. the
content of that participant’s outbox, together

with relevant data for the audit trail and for
tracing settlement payments. The sending bank
receives a report on payment instructions settled
and forwarded, invalid instructions and
instructions not forwarded because of non-
settlement, as well as data for the audit trail and
reconciliation of settlement payments with the
related sub-files.

In cases where the processing of all settlement
instructions is not completed within EURO1/
STEP1 before the STEP2 settlement cut-off
(currently set at 8 a.m. CET on day D, with the
possibility, since October 2006, of an extension
until 9 a.m. CET to allow for the resending of
settlement instructions by STEP2 to EUROI
between 8 a.m. and 9 a.m. CET in the event
that certain settlement instructions were not
processed at 8 a.m. CET), the unprocessed
settlement instructions within EURO1/STEP1
and the related payment instructions within
STEP2 are cancelled. The unprocessed STEP2
payment instructions are returned by the STEP2
central system to the sending direct participant.
A file of cancelled payment instructions is
returned for each file transmitted to STEP2
containing payment instructions that have been
cancelled within EUROI1/STEP1 (if any),
including the sender’s reference for the original
file.

3.4.2.7 Credit and liquidity risk

All risk management is performed within
EURO1/STEP1, according to the rules of those
systems.

The STEP2 settlement cycle is timed to
maximise the EURO1/STEP1 liquidity available
to participants when STEP2 settlement is taking
place; thus, it is very unlikely that settlement
instructions from STEP2 to EUROI1/STEP1
will not be successfully processed.

3.4.2.8 Pricing

The fees charged in connection with participation
in STEP2 are: a connection fee, an annual fee
and transaction fees. Owing to the fact that the
EBA Clearing Company has no contractual or
direct relationship with the indirect participants,
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and indirect participants have a contractual
relationship only with a direct participant, all
fees in relation to indirect participants are
invoiced to and payable by the direct
participants.

Direct participants must pay a connection fee,
and there is a minimum amount of transaction
fees to be achieved on a quarterly basis. A
reduced connection fee is charged for the
connection of banks that are part of the group
of an existing direct participant (“secondary
direct participants”). Secondary direct
participants must pay a separate annual fee.

The inclusion of indirect participants attracts a
connection fee and an annual fee, which are
invoiced to the direct participant.

Direct STEP2 participants have two options for
the calculation of transaction fees. They can
either pay on the basis of use or they can
prebook a certain volume on a quarterly basis,
in which case they benefit from reduced
transaction fees.

3.4.2.9 Statistical data for STEP2

The turnover figures for STEP2 have steadily
increased since April 2003. The daily average
volume of payments processed in STEP2 in
January 2004 was 57,324, with a total daily
average value of €129,845 million. In December
2006 the daily average volume of payments
increased to 368,301, with a total daily average
value of €1.4 billion.

3.4.2.10 Future developments

The EBA Clearing Company, in conjunction
with the EBA, is developing a Multi-purpose
Pan-European Direct Debit service (M-PEDD)
to support the upcoming launch of the SEPA
direct debit scheme created by the European
Payments Council. The system is planned to go
live by the end of 2007, and its design will
allow it to be extended to support domestic
debit features or to support advanced features
such as Electronic Bill Presentment and
Payment.
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STEP2 has been enhanced with a STEP2
domestic service, which will allow domestic
payment traffic to be migrated to the STEP2
system, within the framework of the SEPA
concentric model. This service will constitute
the concentric layer that will facilitate the
migration, starting from 2006, of national
payments to the SEPA credit transfer scheme.

3.4.3 RETAIL CREDIT TRANSFER NETWORKS
OPERATED BY BANKING GROUPS

In addition to bilateral correspondent

arrangements among banks, some networks

have been established between groups of banks

for the purpose of enabling customers to make

low-value retail payments across borders.

3.4.3.1 TIPANET

TIPANET (Transferts Interbancaires de
Paiements Automatisés) is a network of member
banks from the cooperative banking sector
which have set up an arrangement for the
execution of cross-border bulk payments. The
respective local payment systems can be
accessed via the receiving correspondent banks.
Cooperative banks from 9 countries set up an
association called TIPA SC in 1993. TIPANET
is in fact a network of 11 cooperative banks
from 9 countries which ensures that retail
payments can be made not only in Europe, but
also overseas, namely in Canada, the United
States and several countries in north and sub-
Saharan Africa. In addition, some banks have
establishedtheirowninternational correspondent
networks, which apply the TIPANET standards
without being members of TIPA Group SC. For
example, the German cooperative banking
association has an international clearing
network with more than 25 partners in a total of
18 countries.

Each TIPANET member is free to seek out the
most suitable international partners in the light
of its business interests, its business traditions
and its international trade relations, and is
informed of the networks of the other TIPA SC
shareholders using the same service.
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TIPANET processes — in the currency of the
destination country — credit transfers, direct
debits and cheques, of which credit transfers
account for the largest share of transactions
processed. The maximum amount that can be
transferred corresponds to the balance of
payments reporting threshold in the recipient’s
country. The beneficiary should usually receive
TIPANET payments in less than two business
days.

The local correspondent collects all payment
instructions and converts them into the
TIPANET message format, which complies
with the SWIFT MT 102+ message. The
TIPANET format is sufficiently open to allow
for the processing of credit transfers, as well as
cheques. After collecting the payment orders,
the local correspondent creates payment
batches, which are then sent to the respective
foreign correspondent, which will then
automatically convert the data into its domestic
format and process the payments in the relevant
local payment system. The cut-off time for the
exchange of files is 4 p.m. (local time of the
receiving bank) on the day before processing.
The beneficiary’s account will, at the latest, be
credited two days later.

The settlement of payments takes place via the
existing reciprocal accounts, which the
correspondents hold for each other (loro and
nostro accounts). The conditions for settlement
are agreed bilaterally between the banks
concerned.

Fees are charged individually by each participant
bank. The fees are often differentiated depending
on the type of customer and the way in which
the payment instructions are submitted
(i.e. paper-based or in electronic form).

Currently the members send their maximum
possible volume of credit transfers via TIPANET.
Volumes are increasing, since several members
are also sending direct debit files through
TIPANET.

3.4.3.2 Eurogiro

Eurogiro was established in 1989 as a
cooperative initiative between the postal and
giro organisations to build a network for the
exchange of cross-border payments. Eurogiro is
run by Eurogiro Network A/S, established in
February 1993 and based in Denmark. It is a
limited company and is owned by 12 financial
institutions.

In December 2006 the group consisted of
56 members in 49 countries, including all EU
countries except Estonia, Lithuania, Malta and
Cyprus. Not all participants belong to the postal
bank sector. Around 20 commercial banks also
act as access points in some countries.

In order to create additional value for its
members, Eurogiro has entered into strategic
partnerships with, inter alia, Visa, Western
Union and the US Federal Reserve.

Eurogiro handles any commercial payments.
The bulk of its business is in the area of low-
value payments, but it can also process large-
value payments, as there is no maximum limit
on the amounts that can be transferred.

Eurogiro processes credit transfers and cash
payments. As a standard, credit transfers should
usually be credited to the beneficiary’s account
within four business days. The execution time
can be reduced to two days — or even less — if
the “urgent” option is chosen. In addition, cash
payment orders can be processed and should be
carried out within five business days. Semi-
urgent cash payments are executed in two
business days, and urgent cash payments only
need a couple of minutes.

In general, transactions are sent directly from
member to member in a decentralised way.
SWIFT members can transmit payment
transactions using SWIFTNet, either directly
between themselves or to non-SWIFT members
of Eurogiro via a Eurogiro hub. In general, all
consistency, validation and compliance checks
(risk control) are carried out by the sending
institution, not by Eurogiro centrally.

ECB

Payment and securities settlement systems in the European Union: euro area countries

August 2007




Transactions are formatted in accordance with
SWIFT standards and are then put in the unique
Eurogiro envelopes. The network achieves a
high level of straight-through processing in the
interbank chain.

Eurogiro payments in most currencies are
settled on a gross basis once a day bilaterally
between the members concerned. It is normal
practice for Eurogiro members to hold accounts
with each other and to settle in the currency of
the payment. The members agree bilaterally on
the terms and conditions of the accounts
(statements, interest, minimum deposit, etc.).

Since November 2001 it has been possible to
settle transactions in euro with a single
settlement agent, the Euro Settlement Service
Provider (ESSP). Since October 2006 the same
service has been available for US dollar
payments (USSP).

3.5 CORRESPONDENT BANKING

In addition to IFTSs, correspondent banking
arrangements represent another important
channel for payment flows, even though these
are, within the euro area, significantly less
important than payment systems such as
TARGET. 1In  correspondent banking
arrangements, one bank (the service-providing
bank) provides a number of services to another
bank (the customer bank), with an important
part of these services being payment services.
Correspondent banking services are primarily
provided across international boundaries, but
may also be agency relationships in some
domestic contexts. As central banks are
concerned with the smooth functioning of the
payment system as a whole, they follow
developments in this field as well.

Correspondent banking in euro continues to be
of considerable importance for banks both
within and outside the euro area. With regard to
banks located outside the euro area, this trend
reflects the importance of the euro as an
international currency. As regards banks in the
euro area, there is no straightforward explanation
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for this trend, since these banks could, and do,
also process payment transactions via the IFTSs
operating in euro which were established in
1999. Part of the correspondent banking traffic
within the euro area is thought to be related to
tiering in payment systems, i.e. the provision of
indirect access to a payment system, an area
which has recently begun to receive attention in
payment systems research. Another part of the
intra-euro area correspondent banking traffic is
likely to be rooted in traditional relationships
between banks, and also possibly in the
processing of transactions which cannot easily
be executed via an IFTS, such as trade
financing.

As with payment systems, central banks follow
the risk situation in correspondent banking.
There is an unabated trend towards the
concentration of the business among a few
major players, considered to be the result of the
reduction of correspondent banking networks
within the euro area owing to the existence of a
single currency and the specialisation of some
banks in the provision of correspondent banking
services, as well as the ongoing consolidation
of the banking sector in general. Another area
of interest is the degree of internalisation of
settlement, i.e. the share of the correspondent
banking traffic which is settled on the books of
a bank in commercial bank money, rather than
via a payment system in central bank money.
Since a commercial bank acting as the settlement
agent could potentially fail, an internalisation
of settlement poses some risks which are
different from those in a payment system. At
the same time, the provision of correspondent
banking may be linked to the provision of
intraday credit for the settlement of transactions
and may thus increase the intraday credit
exposure of the banks in question. The
implications for the risks in correspondent
banking are still under consideration.
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4 SECURITIES CLEARING AND SETTLEMENT
SYSTEMS

Historically countries (coinciding with currency
areas) developed their own “domestic”
infrastructure for securities trading, clearing
and settlement. For the single currency area, the
Eurosystem moved towards establishing a
similarly coherent and integrated infrastructure.
For the Eurosystem, integration of the
infrastructure means access for all users to the
same services on the basis of the same conditions
— regardless of the location of the user or
provider. For instance, clearing and settlement
costs and risks for trades in both national and
other euro area/EU securities markets should be
the same for the (final) investor.

Efficient and safe securities clearing and
settlement systems are essential for integrated
capital markets. The Eurosystem supports this
process because it promotes the sound execution
of monetary policy, the smooth functioning of
payment systems and the preservation of
financial stability, and, ultimately, increases
economic growth potential.

The Eurosystem supports the integration
process by:

— contributing to the removal of obstacles to
integration (by cooperating with both the
private sector and public authorities);

— setting standards for SSSs — as users — for
Eurosystem credit operations;

— promoting the cross-border use of collateral
(e.g. through the establishment of CCBM);

— enhancing the integration of the regulatory
and oversight framework; and

— promoting financial market integration, for
example by evaluating opportunities to
provide efficient settlement services for
securities transactions in central bank
money (TARGET2-Securities).

It also supports the initiatives of the private
sector, such as:

— ACI-STEP: the Euribor-ACI Short Term
Paper Task Force, which aims to establish a
European market for short-term securities.

— EMA: European Master Agreement for
Financial Transactions sponsored by the
Banking Federation of the EU in cooperation
with the European Savings Banks Group
and the European Association of
Co-operative Banks. The EMA consolidates
various master agreements used within the
euro area and neighbouring countries
(particularly for repurchase transactions
and securities lending) into a single set of
harmonised documents.

— Capital Markets and Financial Integration
in Europe: a research network jointly
established by the ECB and the Centre for
Financial Studies (CFS). Its aim is to provide
a better understanding of financial markets.
The network regularly presents the work of
its members in workshops.

— SWIFT harmonisation protocol: the
decision-making bodies of the ECB promote
the harmonisation of protocols for European
securities and settlement by using an EU-
wide protocol to overcome national
differences in the IT interfaces used by
clearing and settlement providers.

The introduction of the euro has accelerated the
process of consolidation in securities market
infrastructures in Europe. This process has
continued in terms of both the integration of
systems and ownership arrangements. However,
although progress has been made with stock
exchange integration, the integration of post-
trade processes has been less rapid. Many
buyers and sellers in different countries have to
use some form of intermediation to carry out
their trades, which means that transfers between
separate systems — operating under different
legal and regulatory regimes — still remain more
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complex and, therefore, more expensive than
domestic transfers.

The consolidation of regional stock exchanges
into ever larger entities is important from the
pointof view of enhancing their competitiveness.
In addition to traditional stock exchanges,
several alternative trading systems, such as new
electronic communication networks offering
functionalities and services similar to those of
traditional exchanges, have been introduced in
the euro area.

Consolidation of trading and post-trading
infrastructures has proceeded at an
unprecedented pace over the past few years.
Mergers or alliances have occurred as a result
of this trend. This consolidation has been both
vertical and horizontal.”? As a result of this
consolidation process, the number of euro area
central counterparties halved from 14 to 7 in
the period from January 1999 to May 2006. The
number of central securities depositories, by
contrast, diminished by only 5, from 23 to 18.
However, it must be noted that most central
securities depositories operate as a part of
holding companies (Euroclear Group,
Clearstream International, the Spanish BME
Group, etc.). While the number of central
securities depositories has remained stable in
recent years, efficiency gains have been sought
by developing common systems and
concentrating operations. In this respect,
achieving straight-through processing and
interoperability (e.g. through the application of
common standards) are the key challenges to be
addressed in both national and international
markets.

The following section describes those recent
developments in trading, clearing and settlement
which are of relevance for the euro area as a
whole. Detailed information concerning
domestic institutions can be found in the
relevant country chapters.

ECB

4.1 TRADING

Given the close relationship between trading
and post-trading activities (e.g. clearing and
settlement), the Eurosystem monitors
developments in the trading infrastructure. This
facilitates the preparation of policies for
promoting an integrated and sound securities
industry.

The introduction of the euro has eliminated
currency segmentation, which was one of the
main reasons for the fragmented listing and
trading environment in the euro area. This has
permitted investors to adjust their portfolios
and look beyond their national markets. This is
also true for investors from outside the euro
area, which see the euro area securities markets
as a single market. Increased cross-border
trading has put pressure on stock exchanges
to integrate their trading platforms in order
to provide cost-efficient euro area-wide
mechanisms. As a response to market demand,
increased integration among stock exchanges
has taken place in the form of cross-border
cooperation and mergers. In addition, several
alternative trading systems have been introduced
in the euro area.

In September 2000 the Amsterdam Stock
Exchange, the Brussels Stock Exchange and the
Paris Bourse were merged into a single stock
exchange called Euronext. The Euronext group
expanded at the beginning of 2002 with the
acquisition of LIFFE (the London International
Financial Futures and Options Exchange) and the
merger with the Portuguese exchange BVLP
(Bolsa de Valores de Lisboa e Porto). Euronext
operates through local subsidiaries and is
incorporated as a Dutch limited company offering
trading in equities, bonds, derivatives and
commodities. After several competitive offers by
the Deutsche Borse Group and the NYSE, the
shareholders of Euronext recently decided to
accept an offer made for it by the NYSE.

22 “Securities trading, clearing, central counterparties, and
settlement in EU 25 — an overview of current arrangements”,
COMP/D1/2003/13, Final Report by London Economics, p. X.
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On 4 September 2003 the Swedish company
OM (the operator of Stockholmsbdrsen, which
acts as a securities and derivatives exchange
and as a central counterparty clearing house for
derivatives) and HEX plc (the holding company
of the Finnish HEX Group) merged to form
OMHEX, which has, in the meantime, been
renamed OMX. In 2006 OMX acquired
Eignarhaldsfelagid Verdbrefathing hf (EV),
which is the owner of the Iceland Stock
Exchange (ICEX) and the Iceland Securities
Depository.?

Following the OMX Group’s acquisition of EV,
OMX now comprises the exchanges of
Stockholm, Helsinki, Copenhagen and Iceland,
as well as part of those of Tallinn (62%), Riga
(83%) and Vilnius (93%) and the securities
depositories of the Baltic countries and
Iceland.

Trading in fixed interest instruments has
traditionally been dominated by OTC trading,
whereby deals may be made by telephone. The
introduction of the euro has highlighted the
need to have facilities for cross-border trading.
Alternative electronic trading platforms have
emerged offering services ranging from simple
order transmission to fully fledged trade
execution facilities like EuroMTS, Coredeal,
Tradepoint, Brokertec and Instinet. Most of
these systems are located outside the euro area
but have a high proportion of euro area-based
institutions as owners and participants.

4.2 CLEARING

When a clearing house acts as central
counterparty, it interposes itself as a legal
counterparty to both sides of a securities
transaction. In doing so, it provides a number of
benefits to market participants. For instance, it
simplifies the management of counterparty risk
by providing one single counterparty instead of
many. Even though a central counterparty does
not in itself eliminate credit risk in a market, it
can redistribute the risk to those which are
better able and more willing to bear it. Moreover,
a central counterparty increases the liquidity of

the market-place through netting. Finally, it
reduces the number of settlements and therefore
the associated risks and operational costs.

Central banks are involved operationally in
clearing, typically acting as cash settlement
agents for CCPs providing settlement in central
bank money.

CCPs in Europe may enter into arrangements
with each other in accordance with their clients’
needs. Such arrangements have the potential to
make the clearing of cross-border trades more
efficient and less costly. Several types of
cooperation or “links” between CCPs have
emerged in the last few years; these vary both
innature and in purpose. One type of cooperation
between CCPs concerns link arrangements
which enable participants in a CCP for one
market to trade in another market served by a
separate CCP, while clearing those trades
through their existing arrangements. In this
way, participation in a single CCP is sufficient
to clear cross-border trades. This type of
arrangement is also particularly helpful when
market infrastructures consist of a multiplicity
of different exchanges and markets, each of
which is served by separate CCPs. One example
of this type of cooperation in the euro area is
the link between LCH.Clearnet SA and the
Italian CCP CC&G.

Another example of integration in central
counterparty clearing is where CCPs have
effectively merged their clearing systems into a
single system. This form of integration is often
driven by integration at the level of trading. The
participant in one CCP will continue its
relationship with that CCP, but all risk
management is effected by the wholly integrated
systems of the linked CCPs. The requirements
relating to participation, defaults, margins and
financial resources, as well as operational
requirements, to which CCP participants are
subject become harmonised and may thus differ

23 The letter of intent was signed on 19 September 2006, and the
acquisition was finalised on 30 November 2006.
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from the requirements in place in one or both of
the CCPs prior to the link.

Market participants have a strong preference
for integration in the clearing industry in
Europe because this will enable them to take
full advantage of clearing facilities. Indeed, the
number of CCPs for financial instruments
(derivatives, securities and repos) in the euro
area dropped from 14 in January 1999 to 7 by
May 2006. This relatively sharp decline was
driven by developments in the Euronext
countries France, Belgium, the Netherlands and
Portugal. In May 1999 the 3 French CCPs were
merged into Clearnet SA. In 2001 Clearnet took
over the activities of the CCPs in the Netherlands
and Belgium. In 2003 Clearnet SA and the
London Clearing House (LCH), the CCP of the
United Kingdom, were brought under a common
holding company. Clearnet SA was renamed
LCH.Clearnet SA and LCH was renamed
LCH.Clearnet Ltd. In 2004 LCH.Clearnet SA
took over the activities of the Portuguese CCP.
LCH.Clearnet SA is now offering clearing
services for the four respective markets/
jurisdictions (i.e. France, Belgium, the
Netherlands and Portugal). Local market
participants become remote clearing members
and, irrespective of their origin, trades are
cleared in LCH.Clearnet SA (under French
law). LCH.Clearnet Ltd serves the UK market
as an independent entity. As yet, however, no
link arrangement has been established between
LCH.Clearnet Ltd and LCH.Clearnet SA.

Consolidation has also taken place within the
OMX Group, with all clearing of Finnish
derivatives traded in OMX being moved from
Finland to Sweden by the end of 2004.

4.3 SETTLEMENT

The Eurosystem is involved in the settlement of
securities in a number of ways. First, in some
euro area countries central banks operate
securities settlement systems. Second, in most
cases central banks are the cash settlement
agent for securities settlement systems. Third,
most of the central banks are mandated by law

ECB

(ortheir statutes) to oversee securities settlement
systems. Finally, the Eurosystem makes use
of securities settlement systems for the
collateralisation of its credit operations related
to the implementation of monetary policy and
the operation of payment systems.

As explained in Section 1.2.2, the Eurosystem
has an interest in the smooth operation of
securities settlement arrangements throughout
the euro area. The main reason for this is the
fact that any significant disturbance in the
securities settlement systems may not only have
a serious impact on the operation of the whole
of the euro area’s financial markets, but also
jeopardise the collateralisation process of the
Eurosystem credit operations.

Oversight, which aims to ensure financial
stability through the elimination of systemic
risk, is carried out largely at the national level
and is, therefore, explained in more detail in the
country chapters. The following sections
describe those specific securities settlement
systems and arrangements which have a cross-
border dimension, as well as the assessments
by the Eurosystem carried out from a user
perspective.

Three different solutions have emerged in
response to securities market demands for the
rationalisation of the securities settlement
industry following the introduction of the euro:

— cross-border links, which are account
relationships between SSSs, where a national
SSS provides a single point of entry which
allows its customers to hold securities issued
in any other SSS and to use these securities
within its own country;

— “relayed links”, whereby one SSS acts as an
intermediary on behalf of another SSS for the
settlement of international business; and

— consolidation of FEuropean securities
settlement infrastructure providers.
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4.3.1 CROSS-BORDER LINKS

A link between two SSSs consists of a set of
institutional, legal and technical procedures
and arrangements for the cross-border transfer
of securities through a book-entry process. A
link takes the form of an omnibus account
opened by an SSS (the investor SSS, i.e. the
SSS where securities are used) in another SSS
(the issuer SSS, i.e. the SSS where securities
are issued). These links are used for the transfer
of eligible collateral for the Eurosystem’s credit
operations, as well as for all interbank
operations. In this regard, links provide a market
alternative for the correspondent central
banking model*, which was originally set up by
the ESCB as an interim solution for the cross-
border use of collateral.

A link between two SSSs is unilateral when it is
used only for the transfer of securities registered
in one system to another system, and not vice
versa. A bilateral link between two SSSs means
that a single agreement regulates the transfer of
securities from either system. A direct link
implies that no intermediary exists between the
two SSSs, and the operation of the omnibus
account opened by the investor SSS is managed
by the investor SSS. In an operated direct link,
a third party (i.e. a commercial bank) operates

an account in the issuer SSS on behalf of the
investor SSS. The responsibility for the
obligations and liabilities in connection with
the registration, transfers and the custody of
securities must remain legally enforceable only
between the two SSSs.

The chart below depicts the use of eligible
assets via a cross-border link.

Thus far the use of links has been more limited
than expected. For example, in 2006 21 of the
59 links had not been used at all. The
implementation of new models, such as DvP
links or relayed links, may lead to an increased
use of links in the future.

4.3.2 RELAYED LINKS

In 2005 the Governing Council of the ECB
decided that relayed links between SSSs could
be used for the cross-border transfer of securities
to the Eurosystem in response to growing
demand by market organisations for the
acceptance of securities transferred through
relayed links.

24 See Section 4.3.4.
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