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INTRODUCTION

Background

1. In 2001 the Governing Council of the European Central Bank (ECB) and the Committee of
European Securities Rdgtors (CESR) agreed to work together in the field of securities clearing
and settlement. I n particular, they agreed to
Groupo) composed of representatives offthet he EC
European Unioh (EU) and the securities commissions which are members of CESR. The
European Commission anthter,the Committee of European Banking Supervisors (CEBS) also
observed the work of this Group. The preparations of this work was toeadargnt based upon
work conducted by the Committee on Payment and Settlement Systems (CPSS) of the central
banks of the Group of Ten countries and the Technical Committee of the International
Organization of Securities Commissions (I0SC@Jtably theirreports Recommendations for
Securities Settlement Systems (RSSS, November 2001), Assessment methodology for RSSSs
(November 2002), and Recommendations for Central Counterpd@&3_s, November 2004).

2. The work of the Group was put to a temporary halOitober 2005 in order to clarify the
nature of the proposed standards and their relationship with other EU initiatives. The EU
Commission had proposed the preparation of a framework directive on Clearing and Settlement in
April 2004. In addition the new &pital Requirements Directive (CRD) seemed to overlap with
some proposed standards at least with respect to custodian banks.

3. ESCB and CESR decided in June 2008 to complete the work upon invitation of the ECOFIN
Councif and in accordance with the guidargieen. Most of the stakeholders in this area were of
the opinion that finalization of the work by ESCB/CESR would be of added value and
complementary to other public and private sector initiatives in maintaining and improving safety
and soundness in cléag and settlement.

4.  When the mandate of the Group was renewed in June 2008 it was redefined so that the result of
the work should be a set of Recommendations addressed to public aufhonitjesather than
standards addressed to the providerpost tradingservices. The scope of the waik limited to
CSDs and CCPbased ortheassumptiorthat the CRO(or other relevant banking regulatiomjl

1 Only the 15 NCBs of the Member States that composed the EU in 2001 and the Securities Commissions of the Member
States that composed the EEA2001 have been associated since the beginning. In June 2004, the central banks and the
Securities Commissions of the new EU Member States have also been associated.

The EU Commission later in summer 2006 reformulated its approach and abstainguidpomsing a directive at least
for the time being in favour of a more voluntary Code of Conduct.

see ECOFIN Council conclusions on clearing and settlement, Luxembourg 3 June 2008
see paragraph 44
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address the relevant post trading risks for custodian banks. In this respestw@gmvited by

the ECOFIN ©uncil o furtherreview, in cooperation with CESR, the coverage of risks borne by
custodianstaking into account that some CSDs/ICSDs/CCPs are also subject to the CRD, so as to
ensure a level playing field while avoiding inconsistencies in the treatofierstodians and
doubl e regul ation by end 20085

The Groupregularly consulted CSDs, CCPs and banks during the earlier preparalions.
compliance with statutory obligations and in order to keep market players involved, CESR and
ESCB will organise a yblic consultation on this draft version of the Recommendations in the
autumn of 2008[Reference to the outcome of the public consultation process to be added at a
later stage]

The objectives of the Recommendations

6.

The main aim of the ESCBESR Recommeradions is to promote competitive, efficient, safe
and sound pakuropean post trading arrangements. This should ultimately lead to greater
confidence in securities markedsd better investor protection and should in turn limit systemic
risk. In addition, the Recommendations seek to improve the efficiency of the market
infrastructure, which should in turn promote and sustain the integration and competitiveness of
the European markets. Moreover, having a single set of Recommendations should also assist
public authorities inaddressingthe fragmented European post trading sector and should not
impose undue costs on market participants.

7. The original CPS$0SCO Recommendations for securities settlement systems aim to include

the full set of institutional arramgnens for confirmation, cleang and settlement of securities
trades andhe safekeeping of securities. In accordance with the request of the EGB&IN
Recommendations contained in théport exclude custodians from its scope. Thjgproach
wasagreedin order to avoid excess overlap with the Capital Requirements Diréatiather
relevant banking regulationyvhich did not exist when the original Recommendatiovere
written. So as to ensure a levalayingfield and to avoid consistencies in the treent of
custodians and double regulation, the ECOFIN invited CEBS to further review, in cooperation
with CESR, the coverage of risks borne by custodians taking into account that some
CSDs/ICSDs/CCPs are also subject to the CRiierefore the reader shoubd aware of the
difference in scope between el Recommendationsand the original CPSE)SCO
Recommendations. Against this background, the Gragggedto deepen ancdapt to the
European contexsome of the CPSE)SCO Recommendations with the followirsgt of
objectives:

5

See ECOFIN Council conclusions on clearing anttleseent, Luxembourg 3 June 2008
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a. to increase confidence in the EU markets by providing clear and effective
Recommendations;

b. to foster the protection of investors and, in particular, retail investors;

c. to promote and sustain the integration, competitiveness and, wheegl, nee
harmonization of European securities markets by encouraging efficient structures and
marketled responses to developments;

d. to ensure the efficient functioning of securities markets and tiedéfexiste clearing
and settlement of their transactions;

e. to further limit and manage systemic risk and to enhance the safety, soundness and
efficiency of CSDs and CCPs operations and

f. to provide a single set of Recommendations for CCPs, CSDs and other relevant
securities service providers in thes,Epplied in aconsistent manner without the
imposition of undue costs.

8. Issues relating to market structure and to competition did not fall within the mandate of the
Group. These are dealt with by the relevant national and European laws, regulations and
authorities. Ifthere are signs than abusingsituation could be emerging or already exists, then
interested parties should be able to bring it to the attention of the competition authorities.

The nature of these Recommendations

9. The formally norbinding Recommendationsre addressed to public authorities. These
authoritiesintend tq within their respective competencipspmote andnonitor the application of
the Recommendationgithin their jurisdictions Public authorities will thus, wine appropriate
integrate the R@ommendations into their respective assessment frameworks and/or practices with
which they assess the safety, soundness and efficiency of their res@&ifizyand CCPsWhile
the Recommendations are addressed to public authorities, the primary resppfwit®hsuring
safe, sound and efficient operation of the CSDs and the CCPs lies with their designers, owners
and operatordf and when needed thaublic authorities will organise an adequate folloy if
any gaps or deficiencies in respect of theseoRecendations are identified with a view to
improve compliance with the Recommendations in their respective markdeschiptionof the
methodology to ensure adequate assessment by the authorities irmdlvedmplementation of
the Recommendations irha@ various jurisdictions is given iparagraphs 35 41 of this
Introduction and in thannex attached to these Recommendations

® The central banks of the ndflU members of the European Economic Area (EEA) will be invited to endorse the
Recommendations.
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10. The Eurosystem has already defined a set of standards for securities settlement systems which
focus on the requirements ofrceé r a | banks in their role as wuser
User Standar ds é6CESR Reammendatibns are ehdbBed, the Eurosystem may
use them together with some additions to assess CSDs from a user perspective. In order to avoid
doubleregulation, to the extent that any provisions of these Recommendations are included in
existing EU regulations (e.g. CRD, MiFID, SFD, FCD), an institution subject to those regulations
will be considered compliant with these provisions of the Recommendafidns principle
would also apply to national regulation as far as the equivalence and the effectiveness of this
provision can be demonstrated.

11. The application of the Recommendations is thus guided by the following principles:
a. Recommendations are toolsatthallow public authorities to regulate, oversee and

supervise CCPs and CSDs providing clearing and settlement services in their jurisdiction
with a commonly accepted reference. In this context, CSDs and operators of securities
settlement systems/arrangaiseshould be required to provide securities regulators and
central banks with information necessary for regulation, supervision and oversight in a
timely manner. To this end, it is not excluded that some of the applicable national
regulatory, oversightdlor supervisory frameworks could be adapted.

b. As a commonly accepted reference, each public authority will seek to use the same
Recommendations and assessment methodology. This will provide a better level playing
field and promote greater certainty foulagd entities. Member States may impose
additional, stricter obligations within their own competence (e.g. prudential rules or rules
of market functioning) to take into account specific features of their domestic markets
that may affect financial stabjlthe adequate functioning of CSDs and CCPs operating
within their jurisdictions and efficiency.

c. EU public authorities discuss among themselves, within the framework of the Group,
the way and the extent to which these Recommendations have been irdpMthiente
their jurisdictions. When key infrastructures are located in other jurisdictions, the
cooperation of public authorities in all of the relevant jurisdictions is essential. These
discussions between national authorities will provide a bettelal@gugfigld for the
entities concerned, and will enhance efficiency and promote confidence in the internal
market. Authorities are encouraged to disclose the information pertaining to the results
of the assessment.



The ambit of the ESCBCESR Recommendatins for Securities Settlemengystems

12.

13.

Currently the regulation of th€éSDs is hot harmonised in Europe. In some counti&fs are
allowed or required to hold a banking licence and therefore may also be allowed to extend credit
for their participantsvithin the scope of the banking rules which are harmonised at European
level. In other countries they are prevented from undertaking any credit activity. In a third group
of countriesCSDs may provide credit only when the credit extensions are fully collatedalln
the absence of any EU regulation in this field the ERIEEER working group was not able to go
beyond the original CPSI®SCO Recommendation and decided to follow the invitation of the
ECOFIN Council to introduce the original CRE3SCO Recommendatn 9 on risk controls in
the set of ESCB/CESR recommendations.

While several of the Recommendations cover primarily and explid@igDs, other
Recommendations are also relevant to other entifies thereasons explained previouglgee
paragrapl¥) custodian banks are explicitly excluded from the scope of the Recommendations. So
as to ensure a level playing field and to avoid inconsistencies in the treatment of custodians and
double regulation the ECOFIN invited CEBS to femthreview, in cooperation with CESR, the
coverage of risks borne by custodians taking into account that G8@Re/CCPs aralsosubject
to the CRD.

The ambit of the ESCBCESR Recommendations folCCPs

14.

The ESCBCESR Recommendations for CCPs and the relagsgéssment methodology have
been designed to cover CCPs, that is, entities that interpose themselves between counterparties to
contracts in one or more financial markets, becoming the seller to the buyer and the buyer to the
seller. The use of a CCP ispically mandatoryin the case of derivatives exchangesl is often
mandatory in the case of securitimarketsto which a CCP provides services. Exchange rules
often require trades to be executed at the best bid or Gffierently the regulation of CCRs not
harmonised in EuropéMarket participants in such exchanges cannot effectively manage their
counterparty credit and liquidity risks with other participants. The mandatory use of a CCP makes
such bilateral risk management unnecessary because this @@Rounterparty to every trade. In
overthe-counter (OTC) markets in which CCP services have been introduced, the use of such
services is typically optional. Counterparties may agree to submit their trades to a CCP, thereby
substituting the CCP as cdemnparty, or they may agre®t to do so, in which case they must
manage their counterparty risks with each other. Whether it serves an exchange or OTC markets,
a CCP typically concentrates risks and risk management responsibilities. Even where thee use of
CCP is optional, its services are often used intensively by the largest market participants.



15. The Group has also considered whether the Recommendations and the assessment methodology
should be applied to other institutional arrangements that perfordasiat distinct functions to
those of a CCP: guarantee arrangeniemd clearing intermediariés.

Guarantee arrangementsand Clearing intermediaries

16. In many markets for which there is no CCP, some type of guarantee arrangement has been
introduced that mvides market participants with a degree of protection against losses from
counterparty defaults. The relevant public authorities are clearly interested in the extent to which
a guarantee arrangement operating in their jurisdiction protects market paentiiciagainst
counterparty credit losses.

17. Guarantearrangements currently in place vary greatly from simple insuflaased schemes to
more sophisticateadtructuresthat in terms of function, risk management and significance are
comparable to CCPs. Thiliversity suggests the need for a flexible ebgease approach to the
assessment of guarantee arrangement risk management, taking into account the characteristics of
the individual arrangements.

18. On this basis, the Group considers that the Recommenslétionr GlwEd b= understood
to cover those guarantee arrangements that in terms of significance, function and risk management
tools are comparable to CCPs ahdt such arrangemerghould be evaluated on the basis of the
CCP assessment methodology.

Other initiatives of public authorities

19. In the course 02007 CESR established a Rdasading Expert Group, composed of experts
from securities regulators. The group acts as a platform for the exchange of expertise and
information, to follow more closely delopments in various public and private sector initiatives
with a view to prepare and propose positions in this area by CESR. Members of tfieaBlvgj
Expert Group participate in the process for the adoption of these Recommendations.

20. Here to follow upon outcome of CEBS exercise.

" TheCPSY OSCO Recommendations for CCPs (RCCP) nedasfundstbe term
compensate nedefaulting participants from losses they may suffer in the event that a participant defaults on its

obligations as counterparty. This report uses the term
terminologghas been changed to avoid any confusion with the col
by a CCP as part of its financi al resources or the O0depos:s

when default or bankrupgdoy their bank investment firm or custodian leads to loss of their cash or securities deposited
with that entity. o

8 The RCCP uses the <concepts of 6clearing participantsé
intermediaries through whichtoh e r mar ket participants access the CCPO&s
recognises the existence of entities that, while not CCPs, nevertheless serve as counterparty to both sides of transactions
not currently cleared by a CCP. Tocoverb®tet s of entities, this report uses the
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Relationship to the work of other European initiatives

A. Public Initiatives

- Communications from the European Commission atite Code ofConduct

21. In May 2002 the European Commission published a Communication for consuéatitted
ACl earing and Settl ement in the European Unior
summary and evaluation of the responses to this consultation were published in December 2002.
A further Communication was published in April 2004 enditte A Cl eari ng and Set't
European Union: The Way Forwardo. Thelev€lo mmi s s
Directive which would provide, inter alia, a common regulatory/supervisory framework for
securities clearing and settlement in the Elhally the Commission decided in June 2006 not to
propose a Directive but to use alternative ways to promote the integration of post trading.services
It initiated a Code of Conduct for clearing and settlement which was signed by the industry
association for stock exchanges, central counterparties and central securities depositories in
Europeon 7November 2006The Code promotes action in the areas of price transparency, access
and interoperability and unbundling of services. CESR and the ESCB welcothe dasis of
their respective responsibilities this sedfjulatory initiative. The nature, scope, definitions used,
subjects covered and way of monitoring of the Code have a different focus from that of these
Recommendations. Users of these Recommeamtashould be aware of the differences between
these two initiatives. Compliance with (a specific part of) the Code does not imply compliance
with the Recommendations, nor is it the purpose of these Recommendations to ensure compliance
with the Code.

22. The ESCB-CESR Recommendations are based on the current market situation. Although some
aspects of the activity of clearing and settlement are regulated -iaviELho harmonized EU
framework, covering all aspects of this activity, exists until totldyile the ore of the Market in
Financial Instruments Directive is relevant for trading, some aspects apply to the area of clearing
and settlement. In particular, articles 34, 35 and 46 of the MiFID stimulated competition in the
area of clearing and settlement, evmiore this Directive came into effect in November 2007.
Other EUDirectives such as the (revision of the) Settlement Finality Directive may also have an
impact on the Recommendations. A brief overvievihef mostrelevantDirectivesin the area of
clearirg and settlement is annexed at the end of this Introduction. Future legislative developments
will be monitored on a regular basis by the relevant authorities with a view to ensure that the
Recommendations will remain consistent with applicablel&id The Group wishes to state
clearly that the present Recommendations are not intended-&mpiteany future decisions that
may be taken on the regulatory framework for these activities. Should e.g. a Directive on clearing
and settlement be adopted at a futuetes the Recommendations would have to be assessed for
their conformity with the provisions of such a Directive and, if necessary, amended accordingly.

-9-



- Giovannini Group: first and second reports

23. The Group has carefully reviewed the two Giovannini Greeorts’ In particular in the
second Giovannini report, the work of ESCB/CESR is considered as the main tool to remove the
barriers 4 (intraday finality), 7 (operating hours) and 6 (Settlement cycles). Moreover, the
discussion in CESAME has shown thhae tadoption of the ECSBESR Recommendations will
also support the removal of barriers 1( IT obstacles), 5 (remote access) and 14 (regulatory barriers
not depending by law).

- CESAME, FISCO, Legal Certainty Groumnd Unidroit

24. The implementation of the ESGBESR Recommendations will facilitate the removal of some
of the barriers identified in the Giovannini reports, thereby contributing to the work of the
European Commi ssi onds Clearing and Settl ement
(CESAME) and its su@ssorCESAME 111° CESAME Il is expected to act (from the autumn of
2008 onwards) as an interface between private and public sector bodies, to informally assist the
Commission on specific technical issues related to the removal of the Giovannini bawriers, t
liaise with groups of experts for barriers related to legal and tax issues and to liaise with
international bodies in order to make sure that the EU remains in step with other international
initiatives.

25. An advisory Group named Fiscal Compliance Expdit Wor ki ng Group was se
chairmanship of the Commission. It advises on the removal of tax related barriers to the clearing
and settlement of cross border securities transactions as identified by the Giovannini Group,
notably in the context ofource taxation of income. The FISCO Group presented on 23 October
2007 the solutions to fiscal compliance barriers related to clearing and settlement -tocdess
securities transactions.

26. Another aspect of the Commission's policy presenting a aéstianship with the ESCBEESR
recommendations is the Commission's efforts to tackle discrepancies in the legal framework
affecting the holding and transfer of securities. Such framework includes national laws, rules and
procedures that support the holdingansfer, pledging and lending of securities. ESTESR
recommends that for systemic risk purposes it is necessary that the relevant public authorities
support the harmonisation of the relevant rules; any discrepancies stemming from different
national rles and legal frameworks in that respect should be minimised. The Commission's

®  The Giovannini Group is a group of financial market experts under the chairmanship of Alberto Giovannini which

advises the European Commission on issues relating to capital mérkeds. produced two reports on clearing and
settlement. The first report identified the barriers to efficient clearing and settlement in the EU. The second report
proposed a coherent strategy for removing these barriers. These reports are available at
http://www.europa.eu.int/comm/internal_market/financrarkets/clearing/index__en.htm

' The ACESAME 1106 Group i s tkeowrfficClEISOAWEU gGrtolug owo rwih osfe tmme dwe |
June 2008. See CESAME 1|1 6s ma nhtpAeeeuropa.eulinteraal_Gaokeifiiiarsciali on 6 s\
markets/docs/cesame2/mandate_en.pdf
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"Legal Certainty Group" was mandated to advise the Commission on how to address the absence
of an EU wide framework on the treatment of b@&okry securities. This issue has bédentified

by the Giovannini reports as the single most important legal obstacle to a legally sound cross
border framework for podtading arrangements. The Legal Certainty Group has issued in August
2008 its second advice on this issue proposing tlogptech of harmonising measures in this
regard’. The Commission is currently considering its policy response to the advice.

27. In September 2002, UNIDROIThe International Institute for the Unification of Private Law,
global legal organisation with 59 Mdre r St at es, initiated a proj
Substantive Rul es regarding I ndirectly Held ¢
modernisation and harmonisation of key aspects of substantive law relevant to tHeoodess
holding and trarfer of securities held through intermediaridsdiplomatic conference for the
adoption of such substantive rules was held in Geneva in September 2008. Both the EU and the
EU member States participated in the negotiations. Substantive progress has edutntiae
negotiating States decided to prolong the Conference before concluding. The second part of the
Diplomatic Conference will take place before September 2009.

B. Private Initiatives
- European Association of Central Counterparty Clearing Houses (E&H)

28. In February 2001 the European Association of Central Counterparty Clearing Houses (EACH)
drafted highlevel standards for risk management controls for central counterparty clearing
activities

29. In July 2008 EACH, given the rising number of requestscfmrnections between firms and
systems in the area of clearing and settlement in Europe, EACH published Standards-for Inter
CCP Risk Managemefit CESR and the ESCB underline the importance of thisregiflatory
initiative of EACH, which invites individua CCP6s t o adhere to these

risk-management in order to keep in step with market developments.

Issues and developments deserving further study

30. The preparation of the Recommendations took place over a period of several yehes. In t
meantime the landscape of clearing and settlement has continued to change and will do so for the
foreseeable future. This is probably tréier Europe than elsewhere. The Group was able to take

1second advice of the Leg a bal barderstradated to PostGrading within theSEQ| August o n's  t «
2008

2 This development of growing interrelationships was reflected in the recent-CRSSo r t

6The interdepeil
payment and settlement systemsdé6 of June 2008.
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into account and to incorporate some of the developmetitgsineport. However, given the short
timeframe for finalization of the work the Group did not prepare ardwilionof the contents in

the transformation process from Standards into Recommendations, but rather adopted a minimal
approach, based on thawture provided by the existing CPSS/IOSCO Recommendatiots
limited to the issues raised in the ECOFIN conclusi@hging this procesa humber of issues

were identified which are not yet reflected in the current set of Recommersddtimy are listd
hereafter and will be addressed in the future:

31. In June 2008 the CPSS published a report on interdependencies of payment and settlement
systems. The Group welcomes this works as relevant in the European cbnéesesults of this
work will be analysedin a future step following the adoption of the ESGBCESR
Recommendations.

32. The CPSS working group on standards is developing guidance for the interpretation and use of
the CPSS/IOSCO Recommendations. The resultsrifer work of the CPSS working grquon
standardswvill have to be analysed in the future as a next step after following the adoption of the
ESCB/CESR Recommendations.

33. Over the last years outsourcing in all formats has become an essential part of the financial
infrastructure. It is now comamplace for CSDs, CCPs and other actors to outsource many
elements of their business either within their respective groups or to third parties. Service
providers serve entire groups and in some instances even competing infrastructures. Major
infrastructureinitiatives under development where the intent is to concentrate specific functions
for settlement on a common platform for several CSDs, mean that regulators and overseers will
give more attention to the issue of outsourcing in the future.

34. The increasig complexity of the financial markets, growing intikages between markets
and market segments, elaborate corporate structures to address the complexity and the recently
developed phenomenon of sharing or outsourcing of core elements of the cleagttte®ent
process to another entity, justifies andiepth study on thgovernance and thele of internal
control in the settlement process. The Group feels that this area deserves a study of its own and
did not fit into the schedule suggested by the E®D The main focus in such a study should be
the wayclearing and settlemenuolicy might evolve in response to the developments outlined
above

Assessments against these Recommendations

35. In order to achieve a level playing field and to avoid inconsts¢s in the application of these
Recommendations, the relevant authorities should create and put arrangements in place which
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36.

37.

38.

39.

will, inter alia, develop a coherent interpretation of specific Recommendations, inform other
regulators/supervisors/overseers @bothe results of the implementation of these
Recommendations, and, where necessary, propose amendments to them.

Although the Recommendations are addressed to public authorities only, they will inpact
an indirect way the entities providing postading services in and from their respective national
jurisdictions. These entities will therefore be encouraged by their authorities to take the
Recommendations into accowmhile operating their business and to review their performance
vis-&vis these Reommendations onnaongoingbasis ando communicate the outcome of their
findings in their regular dialogue with national regulators.

Securities regulators and central banks are committed to promote on a best efforts basis the
proper implementation anddarporation of the Recommendations in local practices, as outlined
in the previous paragraph. As the case of the CPS6SCO Recommendations for SSSs and
Recommendations for CCPs, the ESCB and CESR intend to promote the implementation of the
present sedf Recommendations for securities clearing and settlement in the EU through periodic

assessments of observance (see Recommendation 18). The relevant public authorities will assess

observance of the Recommendations in their jurisdiction in connection withts aut hor i
supervision and oversight programmiascases where full observance with the Recommendations

is not achieved, it is expected that relevant authorities should be in a position to require the
implementation of action plans from the concer@SDs and CCPs to ensure full compliance
within a reasonable timeframe. A further explanation of the assessment methodology is detailed in
the annex. In addition each of the relevant authorities will encourameviders of securities
clearing and settiment servicesn their own jurisdictionto perform an assessment of their own
activities against these Recommendatiand to share their findings with the relevant authorities

Ensuring a clear and common understanding and application of these Recononenalat
critical if assessments are to be objective and consistenthis end, e Working Grouphas
undertaken thedevelopment of anassessment methodology in parallel with finalising the
Recommendations themselves. The methodology that has been peevedkkes the same
approach as t he assessment met hodol ogy for
Syst ems o0 bh@SCO hask ForéeSThis methodology has been used extensively and has
generally been considered highly effective. Given the enetsagrope of the ESCB/CESR
Recommendationst is expected thaassessmestwill be conducted orCCPs, CSDs and the
securities settlement systethsitthey operate.

For each Recommendation, key issues are identified that needs to be evaluated to dégrmine
extent of observance of each Recommendation, together with key questions corresponding to
those key issues. The explanatory memorandum offers a useful description of the field in which
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the Recommendation is expected to operate, sets out the ragodalisk management objective

of the Recommendation, and may provide guidance to the authorities with respect to the way the
Recommendation can be expected to be implemented. In other words, guidance is provided on
how to translate the answers to the keggiions into the assignment of an assessment category.
This guidance on the assignment of rating categories is not intended to be applied in a mechanical
fashion. In some instances, a provider may not strictly meet the assessment criteria for observance
of a Recommendation but may successfully address the safety or efficiency objectives that
underlie the Recommendation, the key issues and key questions. A more favourable assessment
would be appropriate if those objectives have been met. Nonethelessidhiecguestablishes a
rebuttable presumption as to the appropriate assessment category. If an assessor chooses to assign
a more favourable assessment than is indicated by the guidance, the assessor should document the
rationale for deviating from the guida

I f publ i cassassmehtaoandlutles that dne or more Recommendations are not observed
and that the lack ofbservance poses significant financial stability concerns, the authorities and
the provider of the assessed system should work togaihdevelop a formal action plan to
achieve observancén most cases, these actions can and should be taken by a provider of
securities clearing and settlemeggrvices However, in some cases a provider itself may be
unable to ensure observance. For exampkaknesses in the legal framework can often only be
addressed through legislation. Similarly, addressing weaknessasliaettlement arrangements
may require changes to central bank payment systems or commercial bank practices. In such
circumstancegegulators and overseers would be expecteddnitor closely the implementation
of the action plans set byroviders to foster the changes necessary for observance. Finally,
weaknesses in regulation and oversight can only be addressed by regulatoxerapdre or
through legislation. The simple weighting of the rating categories assigned to individual
Recommendations cannot beechanicallyt r ansl at ed i nto a fAgradeod of
safety soundness. Given the complexity of the systems andivhesity of the institutional
arrangements, an assignment of observance should evaluate the substance or quality of the
observance, rat her t han adopt a simpl e Atic
Recommendations are not observed, this may re@uiteorities and the provider to establish
priorities, based on an analysis of the implications of a lack of observance of the various
Recommendations for risk to the provider and to the financial system. In such an analysis, the
resultsof an assessmentrcanly provide a starting point.

Pending on the date the Recommendations will come into effect, securities regulators and

central banks will announce in due course when they aim to conduct a first assessment of the
implementation and application of thed®enmendations.
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Organisation of the report/ terminology used

42.

43.

44,

45.

46.

In accordance with the minimal approach applied by ESCB/CESR and consistent with the
original CPSS/IOSCO Recommendations, it was decided to develop the current
Recommendations in two parts. Plaof the report deals with the Recommendations on securities
settlement. Part Il contains the Recommendations on CCPspBu#follow a similarstructure
as the CPS8OSCORecommendationghich they complement. The list of Recommendations is
provided & the beginning of each part. The assessment methodology is provitherhimexto
these Recommendatians

Although structure, content and terminology of these Recommendations is derived from the
CPSSIOSCO Recommendations in the area of clearing ankbisetit, differences exist. For this
reason, a glossary with the most frequently used terms has been developed in order to promote
uniform understanding of the terms used.

Consistent with the wording in the ECOFtdnclusions of early June 2008, these
Recanmendations are addressed to public authorities. The Recommendations however sometimes
refer to these as O6rel evant aut horitieso, nat
cases, these terms refer to securities regulators and central havtk&r authorities, such as
banking supervisors, are intended to be covered by such a reference, it is indicated explicitly.

In the same vein, where in the text of these Recommendations there are references to central
securities depolwayd includes imternatioralDegraral secutitiesadepositories
(1 CSDés) and the securities settlement systems

Finall vy, t he Recommendations regularly wuse th
in particular in the comixt of the Recommendations for supervisory cooperation. The purpose of
this phrase is to indicate the activities performed by securities regulators and central banks, where
applicabl e. I f in a specific contiaghtt 6t hes @mh mMma:
similar activities by other authorities as well (e.g. banking supervision), this is indicated
explicitly.

-15-



PART 1:
DRAFT RECOMMENDATION S FOR SECURITIES
SETTLEMENT SYSTEMS
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RECOMMENDATION 1: LE GAL FRAMEWORK

A The recommendation

Securties settlement systems, links between them or interoperable systems should have a-well
founded, clear and transparent legal basis for their operations in the relevant jurisdictions.

B Key issues

1. As a general rule, the rights, liabilities and obligatiansing from laws, regulations, rules and
procedures, and from generally applicable,-negotiable contractual provisions governing the
operation of securities settlement systems, links (see Recommendation 19) and interoperable
systems, should be cleadtated, understandable, public and accessible.

2. The legal framework should demonstrate a high degree of legal assurance for each aspect of the
clearing and settlement process, including legally valid and enforceable arrangements for netting
and collateral.

3. The rules and contractual arrangements related to the operation of the securities settlement
systems and the entitlement to securities should be valid and enforceable, even in the event of the
insolvency of a system participant, a participant in a linkednteroperable system, or the
operator of the systeor operators of linked or interoperable systems.

4. The operators should identify the relevant jurisdictions for each aspect of the clearing and
settlement process, and should address any conflict aésaes for crosborder systems.

5. All eligible CSDs governed by the law of an EEA Member State should apply to have their
securities settlement systems designated under the European Directive 98/26/EC on settlement
finality in payment and securities settlenmt systems, as amended (hereinafter referred to as the
Settlement Finality Directive). The relevant authorities should actually designate the systems that
meet the criteria of the Settlement Finality Directive.

6. For systemic risk purposes, the relevantliguuthorities should support the harmonisation of

rules so as to minimise any discrepancies stemming from different national rules and legal
frameworks.
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C

1.

Explanatory memorandum

The reliable and predictable operation of a securities settlement sygtemddeon two factors:

(1) the laws, rules and procedures that support the holding, transfer, pledging and lending of
securities and related payments; andh@y these laws, rules and procedures work in practice

that is, whether system operators, pgptcits and their customers can enforce their rights. If the
legal framework is inadequate or its application uncertain, it can give rise to credit or liquidity
risks for system participants and their customers or to systemic risks for financial markets as a
whole.

The legal framework applicable to securities settlement systems and to the holding of securities
varies from jurisdiction to jurisdiction and
system. The legal framework for securities Isatent systems includes general laws such as
property and insolvency laws, and may also include laws specifically related to the operation of
the system. In some jurisdictions, the general laws governing property rights and insolvency may
not apply to, omay contain special provisions related to, the settlement of securities transactions.
Particular attention must therefore be paid to the legal soundness of the applicable legal
framework. Laws applicable to securities settlement may also be augmentegulatioas or

other administrative acts. Other important aspects of the legal framework are the rules and
procedures of the various parts of the system, many of which represent contractual arrangements
between the operators and the participants. Theseedifinrelationships, rights and interests of

the operators, the participants and their customers and the manner in which and time at which
rights and obligations, both in respect of contractual obligations and regarding proprietary aspects
of the holding 6securities, arise through the operation of the system.

As a general rule, the laws, regulations, rules and procedures, and generally applicable, non
negotiable contractual provisions governing the operation of securities settlement systems should
be clealy stated, understandable, internally coherent and unambiguous. They should also be
public and accessible.

In addition to the requirements of Recommendation 17, CSDs should, where relevant and as a
minimum, provide market participants with information gparted where appropriate by an
internal or external analysis or opinion) on the following subjects: (1) the legal status of the
securities settlement system operator; (2) the legal regime governing the system; (3) the rules
governing access to the systei) the legal nature of the securities held through the system, e.g.
bearer, dematerialised, etc.; (5) the applicable law governing the contractual relationship between
the operator (or relevant office, where applicable) and participants; (6) the gffickése
activities related to the maintenance of securities accounts are being conducted; (7) the relevant
law that applies to proprietary aspects of securities held in the systems; (8) the nature of the
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property rights with respect to securities heldhia system; (9) rules on the transfer of securities

(or interest in securities), especially concerning the moment of transfer, irrevocability and finality
of transfers, also in links and interoperable systems; (10) how DVP is achieved; (11) rules under
the applicable proprietary law in the system on securities lending, as well as rules governing the
use of collateral; (12) rules on settlement failures, including rules relating to the possible
unwinding of failed transactions; (13) financial guarantees (safelg) protecting investors in
case of insolvency of intermediaries; (14) rules under the applicable law in the system for the
liquidation of positions, including the liquidation of assets pledged or transferred as collateral;
(15) a general description tfe above matters in case of default orittemlvency of the system
operator (16) the applicable law governing the contractual relationship underpinning links and
interoperable systems

As the Settlement Finality Directive provides legislation that sttgpmost of the legal issues
listed above, all CSDs that operate a settlement system governed by the law of an EEA Member
State should apply for designation under this Directive.

The effective operation of a securities settlement system requires itaimdes and procedures,

and thosdor links and interoperablsystems, to be enforceable with a high degree of certainty.
The rules and contracts related to the operation of the securities settlement system should be
enforceable even in the event of theolvency of a system participant, the participant in a linked

or interoperable systeror of the operators of linked or interoperable systewisether the
participant is located in the jurisdiction whose laws govern the system, or that of the operator of
the system, or in another jurisdiction altogether. The effective operation of a securities settlement
system also requires the system and involved intermediaries to have a high degree of certainty
regarding rights and interests in the securities andr @bsets held in the system, including
which law is applicable/chosen in respect of contractual and proprietary aspects; and rights to use
collateral, transfer property interests, and to make and receive payments, notwithstanding the
bankruptcy or insolvary of an individual system participant, one of its customers or an
intervening intermediary in another jurisdiction. The claims of a securities settlement system or
the system participants against collateral posted by a partiégipargystem should in lag¢vents

have priority over all other claims of na@ystem creditors. For example, reystem creditors

should be able to enforce their claims against collateral provided in connection with the system
only after all claims arising within the system havereaatisfied out of the collateral. In some
jurisdictions, this may require collateral to be held with a securities settlement system in the form
of securities (e.ggovernment bonds) instead of in cash. Lastly, direct system participants,
intervening intemediaries and their respective customers should have a high degree of certainty
regarding their rights and interests in securities they hold through the system (in particular with
regard to the nature of their proprietary interest in the securitieswplether there are additional
contractual rights against the issuer or intermediary), notwithstanding the insolvency of a user, a
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participant or a component of a securities settlement system (such as a CSD or settlement agent
bank).

The legal framework fora securities settlement system must be analysed in the relevant
jurisdictions, which include: (i) jurisdiction(s) in which the system operator is established
(inclusive of offices engaged in activities related to the maintenance of securities accoargs, wh
applicabl e); (ii) jurisdiction(s) in which the
or have their principal office; and (iii) whose laws affect the operation of the system as a result of:

(a) the law governing the system; (b) the lalosen to govern the contractual aspects of the
relationship with the participants; and (c), if different from (b), the law chosen to govern the
proprietary aspects of securities hel d on pa
jurisdictions may Bo include a jurisdiction in which a security handled by the system is issued,
jurisdictions in which the system performs activities related to the maintaining of its securities
accounts; jurisdictions in which an intermediary, its customer or the custonee b a n k i s
established, domiciled or has its principal office; or a jurisdiction whose laws govern a contract
between these parties.

Where a system has a crdgwder dimension through linkages or interoperable arrangements or
remote participants, or byerating through foreign offices, the rules governing the system should

clearly indicate the law that should apply to each aspect of the settlement process. The operators

of crossborder systems must address conflict of law issues when there is a défénetie

substantive laws of the jurisdictions that have a potential interest in the system. In such
circumstances, each jurisdictionds conflict of
applicable to the system, to the contractual aspddteaelationship with participants, and to the
proprietary aspects of securities held on the
operators and participants should be aware of conflict of law issues when structuring the rules of a
system and irchoosing the law that governs the system as well as the law that governs the
proprietary aspects of securities held on a pa
and participants should also be aware of applicable constraints on théyr tabilhoose this law.

A relevant jurisdiction ordinarily does not permit system operators and participants to circumvent

the fundamental public policy of that jurisdiction by contract. Subject to such constraints, the

legal framework should support apprigpe contractual choices of law in the context of both
domestic and crogsorder operations with regard @) the law governing a system; (b) the law

chosen to govern the contractual aspects of the relationship with each participant, as well as
betweenrlinked or interoperable systems; and (c) the law chosen to govern the proprietary aspects

of securities held on a plamany caseq the lavwp chosemdoc o u n t
govern the operation of a securities settlement system will be thia¢ dddation of a CSD. The

application of a multitude of jurisdictions within a system increases the legal complexity and

could possibly affect systemic stability. The Settlement Finality Directive has reduced these risks

by providing clear rules on the laused to govern the system and the law used to govern the

rights and obligations of a participant in an insolvency situation. In the same vein, the range of
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jurisdictions chosen in connection with a system should be kept to a minimum. Subject to a legal

risk analysis, it may prove advisable that only one legal syistehosen to govern the proprietary
aspects of all securities held on the particip
to govern the contractual aspects of the relationshigvdsn the system and each of its
participants. Ideally, the law chosen should be identical to the law governing the system, in order

to safeguard systemic finality, certainty and transpardrioked or interoperable systems should

identify, disclose anddalress any additional legal risks.

For systemic risk purposes, the harmonisation of rules should be promoted to minimise discrepancies
stemming from different national rules and legal framewdrkswill minimise the effects of

potential conflict of lasvthereby increasing the level of legal certainty. The legal and regulatory
framework comprises different kind of orul eso.
competent authorities should address the relevant issues. In this respéectnsonigatiorhas

been achievedy the implementation of theettlement Finality Directive, of fiireancial collateral

directive and of MiFiD. Furthéiarmonisation may be considered at the EU level in the. fiture.

case the rule i@t set by an inteational or national law but depends onreglilatory bodies or by

the CSD itself (e.g. participation requirements), these institutions should endeavour to harmonise
rules at European Level.
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RECOMMENDATION 2: TR ADE CONFIRMATION AND SETTLEMENT
MATCHING

A The recommendation

Confirmation of trades between direct market participants should occur as soon as possible after
trade execution, but no later than trade date (T+0). Where confirmation of trades by indirect
market participants (such as institutional iwestors) is required, it should occur as soon as
possible after trade execution, preferably on T+0, but no later than T+1.

Settlement instructions should be matched as soon as possible and, for settlement cycles that
extend beyond T+0, this should occur ndater than the day before the specified settlement date.

B Key issues

1. Confirmation of trades between direct market participants should occur as soon as possible after
trade execution, but no later than T+0.

2. When confirmation/affirmation of trades by inglit market participants is required by regulators,
clearing systems or market participants, it should occur as soon as possible after trade execution,
preferably on T+0, but no later than T+1.

3. Settlement instructions should be matched prior to settlemnena later than the day before the
specified settlement date for settlement cycles longer than T+0. This does not applyofe free
payment transfers in those systems where matching is not required.

C Explanatory memorandum

1. The first step in settling a sadties trade is to ensure that the buyer and the seller agree on the
terms of the transaction, a process referred to as trade confirmation. Often adesikeror
member of an exchange (a direct market participant) acts as an intermediary in exeaddisg t
on behalf of others (indirect market participants). In such circumstances, trade confirmation often
occurs in two separate parts: confirmation of the terms of the trade between direct participants,
and confirmation (s omettheni®ended termarbetdeen eadhfdirectmat i ¢
participant and the indirect participant for whom the direct participant is acting (generally,
indirect market participants for whom confirmations are required include institutional investors
and crossorder clients For trades involving institutional investors or crbssder clients,
affirmation might be a precondition for releasing the cash and/or securities in time for settlement.
Therefore, trade confirmation/affirmation, when required, should preferably wdthout delay
after trade execution, but no later than T+1. For both parts of the confirmation process, agreement
of trade details should occur as soon as possible so that errors and discrepancies can be
discovered early in the settlement process. Eatigatien will help to avoid errors in recording
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trades, which if undetected could result in inaccurate books and records, increased and
mismanaged market risk and credit risk, and increased costs.

While this process of trade confirmation is underway, thek baffices of the direct market
participants, indirect market participants and custodians that act as agents for market participants
need to prepare settlement instructions, which should be matched prior to the settlement date.
This of course only applige settlement cycles that extend beyond T+0, and only for transactions
where matching is required. In some systems, instructions fooffgayment transfers do not

need to be matched and, therefore, this requirement is not applicable. The requiretsertas
applicable to systems where trading instructions are subject to netting as part of the clearing
process. Speedy, accurate verification of trades and matching settlement instructions is an
essential precondition for avoiding settlement failurepeeially when the settlement cycle is
relatively short (see Recommendation 3 regarding the length of settlement cycles).

Trade confirmation systems are increasingly becoming automated. The automation of trade
confirmation and settlement matching systemseigouraged, and such systems should be
interoperable. Many markets already have in place systems for the automatic comparison of trades
between direct market participants. In many markets, the use of electronic trading systems
obviates the need for direcharket participants to match the terms of the trade. Automated
matching systems (or matching utilities) have also been proposed and implemented for trade
confirmation between direct market participants and indirect market participants and for the
matchingof settlement instructions. However, if the number of organisations providing automated
trade confirmation and settlement matching systems is to grow, their systems need to be
interoperable to avoid inefficiency and market fragmentation.  Operatogstefrs for trade
confirmation, affirmation and matching of settlement instructions should be urged to adhere to the
present recommendation.

Automation improves processing times by eliminating the requirement to send information back
and forth manually betaen parties and by avoiding the errors inherent in manual processing. At
its most sophisticated, automation allows manual intervention to be eliminated frotnapest
processing through the implementation of STP. STP allows trade data to be enteregcenly o

and then those same data are used for allipade requirements related to settlement. Many
practitioners believe that STP needs to be used marklet both to maintain high settlement

rates as volumes increase and to ensure timely settlementssborder trades, particularly if
reductions in settlement cycles are to be achieved. STP systems may use a common message
format or use a translation facility that either converts different message formats into a common
format or translates between diéat formats. Several initiatives aim to achieve STP. These
initiatives, including those aimed at introducing and expanding the use of matching utilities,
should be encouraged, and direct and indirect market participants should achieve the degree of
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intermal automation necessary to take full advantage of whatever solutions emerge. The
implementation of STP requires a set of actions to be taken by all parties involved in securities
transactions such as trade confirmation providers, CSDs, market operasboslians, broker

dealers and investment firms. For example, they are expected to adopt universal messaging
standards and communication protocols in order to have timely access to accurate data for trade
information enrichment, mainly with regard to clearinand settlement details (see
Recommendation 16).

It is expected that in their contractual relationship with the operators of a trade confirmation,

affirmation and matching system, market participants will adhere to the requirements specified by
the recomrandation.
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A

RECOMMENDATION 3: SE TTLEMENT CYCLES AND OPERATING TIMES

The recommendation

Rolling settlement should be adopted in all securities markets. Final settlement should occur no
later than T+3. The benefits and costs of Eide settlement cycles shider than T+3 should be
evaluated.

The operating hours and days of CSDs should be open at least during the operating time of the
relevant payment system (at least during TARGETZ operating times for transactions
denominated in euro).

B

Key issues

Rolling seétlement should occur no later than T+3. Further harmonisation and/or shortening of
settlement cycles need to be considered in the interest of ensuring more efficient EU markets. Any
such harmonisation and/or shortening should take account of the instsuameh markets in
question and should be based on a-besiefit analysis.

The frequency, duration and value of settlement failures should be monitored and evaluated by
the operator of the securities settlement system.

The opening hours and days of CS&dmuld be open at least during the operating times of the
relevant payment system (at least during TARGET 2 operating times for transactions
denominated in euro). The European Central Securities Depositories Association (ECSDA) was
entrusted by the Giovami Group to take the leading role in the initiative of harmonizing
operating hours. The emergency plans of CSDs shalldd/ them to extend operating hours to
ensure safe and complete settlement in case of emergency.

The risk implications of fail rateshsuld be analysed and actions taken that reduce these rates or
mitigate the associated risks.

Explanatory memorandum

Under a rolling settlement cycle, trades settle a given number of days after the trade date rather
than at the end of an account peritigereby limiting the number of outstanding trades and
reducing aggregate market exposure. The longer the period from trade execution to settlement, the
greater the risk that one of the parties may become insolvent or default on the trade; the larger the
number of unsettled trades; and the greater the opportunity for the prices of the securities to move
away from the contract prices, thereby increasing the risk thatiefamlting parties will incur a

loss when replacing the unsettled contracts. In 1989G8@&recommended that final settlement

of cash transactions should occur on T+3, i.e. three business days after the trade date. However,
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the G30 recognised that ito minimise counterp

securities transactions, seittay settl|l ement is the final goal o.

This recommendation retains T+3 settlement as a minimum standard. Rolling settlement at T+3 is
the current European minimum standard, with the exception of OTC transactions, where the terms
of settlement are bilaterallgegotiated. Many markets are already settling at a shorter interval
than T+3. For example, many government securities markets already settle on T+1. Likewise,
where demand exists, securities settlement systems should support T+0 for OTC transactions. The
standard judged appropriate for a type of security or market will depend upon factors such as the
transaction volume, price volatility and the extent of citossler trading in the instrument. In the

EU, markets should evaluate whether a cycle shorterfhk&ns appropriate, on the basis of the

risk reduction benefits that could be achieved, the costs that would be incurred and the availability
of alternative means of limiting pigettlement risk, such as trade netting through a CCP (see
Recommendation 4etbow).

The fragmentation of the EU securities markets could be reduced if settlement cycles were further
harmonised across markets. However, harmonisation encompassing all types of securities in all
markets could prove too burdensome in the short termo#e imited solution could be to have
different, but still harmonised, settlement cycles for different types of securities. The latter
solution would be more in line with the fact that the standard judged appropriate for a type of
security depends upon s&xal factors (see above). Therefore, the-bestefit analysis referred to

in the previous paragraph should also take account of the requirements of markets for different
types of securities, and should take into consideration the difficulties that-bomoles
harmonisation according to asset class entails. In addition, attention should be paid to creating
incentives for early settlement during the trading day.

Reducing the settlement cycle is neither dost nor without certain risks. This is especiatlye

for markets with significant crodsorder activity, as differences in time zones and national
holidays, and the frequent involvement of multiple intermediaries, make timely trade confirmation
more difficult. In most markets, a move to T+1 (perhapmneo T+2) would require a substantial
reconfiguration of the trade settlement process and the upgrading of existing systems. For markets
with a significant share of crod®rder trades, substantial system improvements may be essential
for shortening se®ment cycles. Without such investments, a move to a shorter cycle could
generate increased settlement failures, with a higher proportion of participants unable to agree and
exchange settlement data or to acquire the necessary resources for settlementinme th
available. Consequently, replacement cost risk would not be reduced as much as anticipated, and
operational risk and liquidity risk could increase.
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9. In the European context, any harmonisation of settlement cycles may also require a greater
harmonisabn of operating days and hours. Currently, ciogsler transactions cannot be settled
in time when the infrastructure necessary for the completion of settlement is not available, for
example on account of different national holidays. The availabilitpetettlement infrastructure
during a harmonised calendar of working days would be the ideal solution. Therefore, the CSDs
should be open at least during the operating times of the relevant payment system (e.g. during
TARGET 2 operating times for transiwts denominated in euro). In particular, settlement
deadlines of CSDs should be harmonised to accept instructions for the same settlement day.

10. Undertaking a codbenefit analysis on the harmonisation of settlement cycles, operating days and
hours as welbs the shortening of settlement cycles is primarily a task for market participants, and
for system operators and users in particular. These efforts should be encouraged by the
authorities. However, the public authorities should consider stepping in addatimg a cost
benefit analysis if there is no market initiative within an appropriate time frame. In any event,
market participants should be invited to participate in any initiative taken. Anybebsfit
analysis must include two steps: first, an eisr setting the parameters for the evaluation of
costs and benefits; and second, an assessment of different harmonisation scenarios against these
parameters.

11. Regardless of the settlement cycle, the frequency and duration of settlement failures should be
monitored closely. Some markets are not fully realising the benefits of T+3 settlement because the
rate of settlement on the agreed date falls significantly short of 100%. In such circumstances, the
risk implications of the failure rates should be analysed actions identified that could reduce
the rates or mitigate the associated risks. For example, monetary penalties for failing to settle
could be imposed contractually or by market authorities; alternatively, failed trades could be
marked to market andf, not resolved within a specified time frame, closed out at market prices.
As another method of reducing the failure rate, the system operator could set maximum periods
for recycling failed transactions and determine that unsettled transactions wibgpedrat the
end of the recycling period. For the same purpose, after consultation with the users, the system
operator might set a maximum size for settlement instructions.
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RECOMMENDATION 4: CE NTRAL COUNTERPARTIES (CCP9)

A The recommendation

The benefis and costs of establishing a CCP should be evaluated. Where a CCP mechanism or
guarantee arrangement has been introduced, it should be assessed against the-ESER
Recommendations pertaining to CCPs or against the checklist for guarantee arrangements

respectively.

B Key issues

1. If there is no CCP, the balance of the benefits and costs of establishing a CCP should be carefully
assessed. If a guarantee arrangement has been introduced, the benefits and costs of transforming
this arrangement into a CCP shibble analysed.

2. A CCP shouldbe assessed against the ESCIBSR Recommendations pertaining to CCPs that
are included in Part 2 of this report. A guarantee arrangement that in terms of significance,
function and risk management tools is comparable to a CRI&k be assessed against the
relevant ESCBCESR Recommendations pertaining to CCPs and other guarantee arrangements
should be evaluated on the basis of the checklist for guarantee arrangements.

C Explanatory memorandum

1. A central counterparty (CCP) interges itself between the counterparties to a trade, becoming the
buyer to every seller and the seller to every buyer. Thus, from the point of view of market
participants, the credit risk of the CCP is substituted for the credit risk of the other participants
This has both cost and efficiency benefits for market participants. It reduces costs by streamlining
risk management. Entities conducting transactions in financial instruments, including derivatives
transactions, are exposed to counterparty risk anéftirerimplement risk mitigation processes
and controls. Such measures entail both operational and opportunity costs, and the higher the risk
and the more counterparties that an organisation has exposure to, the greater these costs. A CCP
can lower these @&ts by greatly reducing the number of counterparty business relationships.
Moreover, when a participant uses a CCP, it can deal with any counterparty that it knows is
eligible to use the CCP without extensive due diligence, as it knows its contracttiahssli@
and risk exposure will only concern the CCP. Furthermore, this exposure concentration also frees
up for other purposes the credit lines that market participants would otherwise have to maintain
with each other. Efficiency is also improved becag@eh market participant communicates only
with the CCP about risk mitigation measures, instead of managing a series of bilateral
relationships with separate participants. If a CCP manages its risks effectively, its probability of
default may be less thahat of all or most market participants.
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Moreover, a CCP typically bilaterally nets its obligationsa#ss its participants, which achieves
multilateral netting of-awsal df thepahertpartcipanta. Mhisdb s o b |
can reduce s and risks. Netting substantially reduces potential losses in the event of a default

of a participant. In addition, netting reduces the number and value of deliveries and payments
needed to settle a given set of trades, thereby lowering liquidityamskfransaction costs.

In addition to these benefits, the growing demand for CCP arrangements in part reflects the
increasing use of anonymous electronic trading systems, where orders are matched according to
the rules of the system and participants caahways manage their credit risks bilaterally through

their choice of counterparty. Furthermore, CCPs may also help enable connectivity between
market participants by requiring members to use common practices and processes.

Establishing a CCP, particulargjpven the comprehensive risk management arrangements required

in such an entity, will necessitate substantial settipgand dajto-day running costs that will

need to be considered when determining the overall net benefits that may accrue from a CCP. The
fact that risk is concentrated in a single entity should also be taken into account.

Individual markets that have not previously had or used a CCP should comprehensively assess the
balance of the benefits, costs and risks of a CCP against existing areamigieThis balance will
depend on factors such as the volume and value of transactions, trading patterns among
counterparties, and the opportunity costs associated with settlement liquidity. A growing number
of markets have determined that the benefiisnplementing/using a CCP outweigh the costs.

Some European markets have arrangements in place which indemnify market participants against
losses from counterparty defaults without actually acting as CCPs. Such guarantee arrangements
vary significantly interms of markets covered, size and frequency of contributions, degree of
protection, etc. However, certain generic characteristics can be identified from a review of the
arrangements which exist in Europe. It is often an exchange or CSD that organises and
administers the arrangement. The exchange or CSD does not actually act as a counterparty to
trades and therefore is not obligated to fulfil the settlement obligations of a defaulting member.
Rather, it undertakes to indemnify its members against lossesddcwhen they close out and
replace contracts with a defaulting member. To ensure that adequate resources are available to
indemnify its members, the administrator of the guarantee arrangement may impose margin
requirements and may also maintain finahogsources, including contributions from members

and the right to call on members for additional contributions. In other words, these arrangements
vary from very simple insurance arrangements to services which closely resemble those of a CCP.

Individual markets that have such a guarantee arrangement should be encouraged to assess the
balance of the benefits and costs of transforming that arrangement into a CCP. This balance will
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depend on factors such as the characteristics of the guarantee schembkntieeaval value of
transactions, trading patterns among counterparties, and the opportunity costs associated with
settlement liquidity.

From the perspective of the members, the assets backing the guarantee are substituted for the
credit risk of the other nmabers, so the guarantee performs to varying extents a similar function to

a CCP. It is important that the guarantee arrangement is also assessed according to the guidelines
presented in the ESGBESR Recommendations pertaining to CCPs, as set out i2 Barhis
document.
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A

RECOMMENDATION 5: SE CURITIES LENDING

The recommendation

Securities lending and borrowing (or repurchase agreements and other economically equivalent
transactions) should be encouraged as a method for avoiding settlement failures| @xpediting

the settlement of securities. Barriers that inhibit the practice of lending securities for this
purpose should be removed. The arrangements for securities lending should be sound, safe and

efficient.

B Key issues

i The relevant public authde# should remove any impediments (e.g. legal, tax and accounting
framework) to the development and functioning of securities lending.

2 Securities lending and borrowing should be encouraged as a method for expediting securities
settlement and reducing settent failures. Where they exist, securities lending arrangements should
meet the requirements of the particular market in order to minimise settlement failures. Securities
lending services, in connection with securities settlement processes, cardditatanady or as
an automated and centralised facility.

3 A centralised securities lending facility can be an efficient mechanism for reducing settlement failures.
However, in markets where the number of settlement failures remains low, centraliesd secur
lending arrangements may not be justified from-beostit perspective.

4 Supervisors and overseers should have policies and procedures to ensure that risks stemming from
securities lending activities are appropriately managed by entities stiiggcsupervision and
oversight.

5 In order to preserve its financial integrity, the principal to centralised securities lending arrangements
should apply adequate risk management and mitigation measures in line with the requirements set out
in Recommendian 9.

6 Entities providing securities lending for securities settlement should in no case be allowed to run
debit balances or to create securities. Client
See also key issues 5 and 6 of Recommoantiat

C Explanatory memorandum

1. Mature and liquid securities lending markets (including markets for repurchase agreements and

other economically equivalent transactions) generally improve the functioning of securities
markets by allowing sellers ready ase to securities needed to settle transactions where those
securities are not held in inventory; by offering an efficient means of financing securities
portfolios; and by supporting participantso6 t
lendng markets reduces the risks of failed settlements because market participants with an
obligation to deliver securities that they have failed to receive and do not hold in inventory can
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borrow these securities and complete delivery. Securities lendinketmaalso enable market
participants to cover transactions that have already failed, thereby avoiding any negative
repercussions from the failure. In crdswder transactions, particularly battkback
transactions, it is often more efficient and eeffective for a market participant to borrow a
security for the delivery than to deal with the risk and costs associated with a settlement failure.

Liquid securities lending markets are therefore to be encouraged, subject to appropriate
restrictions on theiuse for purposes prohibited by regulation or law. For example, borrowing to
support short sales is illegal in some circumstances in some markets. Even in jurisdictions that
restrict securities lending because of other public policy concerns, authoriviglsl stonsider
permitting lending to reduce settlement failures. Impediments to the development and functioning
of securities lending markets should be removed. In many markets, the processing of securities
lending transactions involves manually intensiv@cedures. In the absence of robust and
automated procedures, there is greater likelihood of errors and operational risks, and it may be
difficult to achieve timely settlement of securities lending transactions, which often need to settle
on a shorter cyel than regular trades. Securities lending transactions can be arranged in several
ways. The scope for improvement in the processing of droster borrowing and lending
transactions is particularly large. Some settlement systems seek to overcome teesments

by providing centralised lending facilities; others offer services intended to support the
functioning of bilateral lending markets. The needs of individual markets differ, so the usefulness
of the different types of facilities should be evaluatedr example, in some markets bilateral
securities lending transactions (including OTC market transactions) between participants play a
crucial role in reducing settlement failures, and it may not be necessary to introduce a centralised
securities lendindgcility.

Other impediments to securities lending could arise from tax or accounting policies, from legal
restrictions on lending, from an inadequate legal underpinning for securities lending, or from
ambiguities about the treatment of such transactionbd event of bankruptcy. One of the most
significant barriers to development may be related to taxation that specifically addresses securities

|l ending transactions. A tax authorityds granti

the elimiration of certain transaction taxes have served to increase lending activity in several
jurisdictions. In the European context, barriers related to taxation should be removed in order to
facilitate securities lending. Accounting standards also have aemti#uon the securities lending
market, particularly with respect to whether, and under what conditions, collateral must be
reflected on the balance sheet. Authorities in some jurisdictions restrict the types or amounts of
securities that may be loaned, thges of counterparties that may lend securities, or the
permissible types of collateral. Uncertainty about the legal status of transactions, for example
their treatment in insolvency situations, also inhibits the development of a securities lending
marked. The legal and regulatory structure must be clear so that all parties involved understand
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their rights and obligations. The Settlement Finality Directiveand Directive 2002/47/EC on
financial collateral arrangements, as amended, provide greater ceitaihity regard across the

EU. As markets continue to develop, and experience with these two Directives grows, it will be
important to ensure that certainty is maintained, if necessary via further legal provisions.

For some markets the establishment of dised securities lending facilities would permit the
matching of potential borrowers and lenders, making the process of securities lending faster and
more efficient. These lending facilities often apply automated procedures to reduce errors and
operatiorl risks and to achieve timely settlement of transactions, which often need to settle on a
shorter cycle than regular trades.

The choice of whether to introduce a centralised lending facility or to rely on bilateral lending
should be left to each markehét decision to create centralised lending facilities belongs to the
provider of these services), depending on the specific needs of its participants, and not as a result
of the design of a settlement system. However, where a centralised lending facslity ab
participants in the settlement system should be granted equal access, and the conditions for access
should be transparent to the user. Generally, refusal of access would need to be clearly justified
on the basis of transparent and fair acceser@i For example, such a refusal could be warranted

by risk management concerns (see Recommendation 14). Similarly, access to securities lending
facilities should not be compulsory. The choice between centralised securities lending facilities
and bilateal arrangements should be left to the sole discretion of participants and based on
transparent pricing, so that participants are not de facto forced to use the facility. This would not
prevent the possibility of having facilities that can be automaticallyivated in some
circumstances, notably to facilitate the management of fails on regulated markets and/or when a
CCP is used, which should be clarified ex ante in the relevant documentation.

Normally the provider assists with the technical aspects afdberities lending process, allowing

for a concentration of all the relevant information and, in the case of CSDs, the ability to register
lending/borrowing interests. When the provider acts as principal, it legally interposes itself
between the lender anide borrower.

In most European countries, the legal framework, capital structure and risk profile of CSDs do not
allow them to act as principals to securities lending transactions. However, this should not prevent
them from providing the technical funotiality that can be used by their participants and other
users. Such a functionality could be developed either to lend securities automatically when a
settlement failure would otherwise occur owing to a lack of securities, or to lend securities only
when m@rticipants actively decide it is necessary. Although market participants should not be
compelled to participate in an automated securities lending facility, it is important that the right
economic incentives are in place, together with robust risk maragesnd mitigation
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procedures, in order to encourage broad participation both by market participants and, in
particular, by institutional investors that would like to increase the return on their securities.

While securities lending may be a useful tobhadses a risk to both the borrower and the lender.

The securities lent or the collateral may not be returned when needed because of counterparty
default, operational failure or a legal challenge, for example. Those securities would then need to
be acquird in the market, perhaps at a cost. Counterparties to securities loans should implement
appropriate risk management and mitigation policies, including conducting credit evaluations,
setting credit exposure caps, collateralising exposures, marking expasdresilateral to market

daily, and employing master legal agreements.

In order to preserve the financial integrity of the provider of a centralised securities lending

arrangement when it takes credit risk, it is important that adequate risk managemient an
mitigation measures which substantially reduce the associated risks are in place.
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RECOMMENDATION 6: CE NTRAL SECURITIES DEP OSITORIES (CSDs)

A The recommendation

Securities should be immobilised or dematerialised and transferred by book entry in CSibe to
greatest possible extent. To safeguard the integrity of securities issues and the interests of investors,
the CSD should ensure that the issue, holding and transfer of securities are conducted in an

adequate and proper manner.

B Key issues

1. Immobilisaion or dematerialisation and transfer by book entry in CSDs should be implemented
to the greatest possible extent.

2. The recording and transfer of securities issued in a CSD or an entity which performs CSD
functions should be based on best accounting ipesctand endo-end audit trails, which will
help to ensure the integrity of the issue and safeguard the interests of the investors.

3. As CSDs uniquely combine the provision of final settlement with the recording of changes in
legal title resulting from secities transactions they should avoid credit and liquidity risk to the
greatest possible extent. CSDs have to mitigate their associated risks in accordance with the
requirements set out in these recommendations. Besides, the risks involved in offering CCP
services are of a different nature to those raised by performing CSD activities and therefore
require exceptionally high levels of risk management that necessitate separating the CCP services
into a distinct legal entity.

C Explanatory memorandum

1. Regardéss of whether it is based on immobilisation or dematerialisation, a CSD carries out a
number of core activities associated with the issue and transfer of securities via book entry. In the
European context, these core activities typically comprise: ajdiagothe amount of each issue
held in the system in a specific account in the name of the 1¥sbgmaintaining securities
accounts; c) facilitating the transfer of securities via book entrigailjtating reconciliation (i.e.
of the dematerialised égmmobilised holdings within the system) with any official register; and e)
facilitating the exercise of securities hol der
activities, such as the maintenance of securities accounts and therttpolkcansfer of securities,
are also carried out by other entities (e.g. common depositories), the role of providing, according

13 For securities which are inmshilized, for which the indebtness of the issuer is embodied in a global note, this implies the

safekeeping of the global note and the openness and maintenance of an account in the name of the issuer, for an amount
that equals the value of the global ndter dematerialized securities, this only implies the openness and maintenance of
an account in the name of the issuer which embodies the indebtness of the latter.
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to most legal system, the definitive record of legal title is unique to CSDs (in some cases shared
with registrars).In particular, inorder to avoid any artificial creation of securities, the CSD
ensures, at any time through a process called reconciliation that the a®ibiaaby the investor

in the CSD quals the amount issued in the C4D

2. For any given security, the preservationtioé rights of the issuers and investors is essential.
Indeed, the securities activities of market participants are entirely dependent on the effective
functioning of CSDs, and the malfunctioning or failure of such a system would therefore have a
severe impct on the financial markets, particularly those markets characterised by a high degree
of dematerialisation or immobilisation. Consequently, CSDs should seek to mitigate the risks
associated with their operations to the greatest possible extent. Thistiggktion should include
the application of best accounting practices andterahd audit trails to safeguard the integrity
of the securities issue and protect the interests of the holders. Moreover, insofar as the core
activities are carried out by @m conjunction with other operators, greater cooperation is called
for. For example, if the issuer (or any other entity acting on its behalf) is the only entity that can
verify the total amount of an individual issue, it is important that the CSD and issojgerate
closely to ensure that the securities in circulation via the system correspond to the volume issued
via that system. If several entities are involved in a given issue, adequate procedures among those
entities should be put in place to presehe integrity of the issue. The rules applicable to a CSD
only apply to those securities, whether immobilised or dematerialised, that are deposited in that
particular CSD.

3. Because CSDs have a central function in the overall settlement process for
immobilised/dematerialised securities, safeguards should be defined so as to ensure business
continuity even under stressful circumstances. This means that CSDs should-peoteetkd
against operational risks (see Recommendation 11).In any case, there shayithben place
that will make possible to ensure postinkruptcy services.

4. In any event, CSDs should avoid credit and liquidity risks to the greatest possible Eixigeed,
most CSDs in Europe are prevented by their statutes from doing so. When do&SEBarry out
related but noitore activities (such as credit extension, securities lending, etc.), then the
associated risks should be mitigated in accordance with these recommendations. The risks
involved in offering CCP services are of a different matto those raised by performing core
CSD activities and necessitate separating the CCP services that entail credit risk into a distinct
legal entity.

Y This critical CSD function is somet i methe notary furetibn aien ot ar y o
performed by other institutions than CSDs

15 This does not prevent CSDs from carrying out additional crediféskactivities.
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5. There are several different ways for ultimate owners to hold securities. In some jurisdictions,
physical securities circulate and the ultimate owners may keep securities in their possession,
although to reduce risks and safekeeping costs they typically employ a custodian to hold them on
their behalf. The costs and risks associated with owning and tradingtisscoay be reduced
considerably through immobilisation of physical securities, which involves concentrating the
location of physical securities in a CSD or other depository system. To promote the
immobilisation of all certificates of a particular issagurisdiction could encourage the issuance
of a global note, which represents the whole issue. A further step away from circulating physical
securities is full dematerialisation of a securities issue. In this approach, no global note is issued,
as the mghts and obligations stem from book entries in an electronic register.

6. Securities holding systems belong to three general categories: direct, indirect or a combination of
both, depending on the relationship between the ultimate owner of the securitidheand
depository system in which they are held. In some markets, securities may be held on an account
in the name of a financial institution/intermediary rather than that of the ultimate owner. These
types of arrangement are sometimes referred to as indinkting systems. In other markets the
ultimate owner is listed in the records of the depository system. This is sometimes known as a
direct holding system. Some systems may offer both facilities. Each type of system offers both
advantages and disadvantsgand both types of systems can be designed in a manner that
complies with these recommendations.

7. The immobilisation or dematerialisation of securities and their transfer by book entry within a
CSD significantly reduces the total costs associated withrisies settlement and custody. By
centralising the operations associated with custody and transfer within a single entity, costs can be
reduced through economies of scale. In addition, efficiency gains can be achieved through
increased automation, whiagleduces the errors and delays inherent in manual processing. By
reducing costs and improving the speed and efficiency of settlementehtrgksettiement also
supports the development of securities lending markets, including markets for repurchase
agreemats and other economically equivalent transactions. These activities, in turn, enhance the
liquidity of securities markets and facilitate the use of securities collateral to manage counterparty
risks, thereby increasing the efficiency of trading and seéid. Effective governance (see
Recommendationl3) is necessary, however, to ensure that these benefits are passed on to the
customers of the CSD.

8. The immobilisation or dematerialisation of securities also reduces or eliminates certain risks, for
examplethe risk of destruction, falsification or theft of certificates. The transfer of securities by
book entry is a precondition for the shortening of the settlement cycle for securities trades, which
reduces the replacement cost risks. Beoky transfer alsdacilitates delivery versus payment,
thereby eliminating principal risks.
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9. Thus, for reasons of both safety and efficiency, securities should be immobilised or
dematerialised in CSDs to the greatest possible extent. Some investors (both retail and
institutional) may not be prepared to give up their certificates because they like the apparent
assurance and tangible evidence of ownership that securities certificates and other physical
documents provide. However, secure electronic documentation can provitkr kegels of
assurance. On this basis, the operators and users of depository systems as well as the relevant
public authorities should explain clearly to the public the benefits of dematerialisation or
immobilisation, including lower transaction and custeharges.
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RECOMMENDATION 7: DE LIVERY VERSUS PAYMENT (DVP)

A The recommendation

Principal risk should be eliminated by linking securities transfers to fund transfers in a way that
achieves delivery versus payment.

B Key issues
1. The technical, legal ambntractual framework should ensure DVP.

2. All securities transactions against cash between direct participants of the CSD should be settled
on a DVP basis.

3. The length of time between the blocking of the securities and/or cash payment and the moment
when deiveries become final should be minimised.

C Explanatory memorandum

1. Principal risk is the risk for an investor that securities are delivered but no cash received, or vice
versa, for example because of a default of a counterparty or intermediary. The esettbEm
securities transactions on a DVP basis ensures that principal risk is eliminated by making
settlement of securities conditional on provision of cash, or vice versa. DVP procedures reduce,
but do not eliminate, the risk that the failure of a CSDigigdnt could result in systemic
disruptions. Systemic disruptions are however still possible because the failure of a participant
could result in substantial liquidity pressures or high replacement costs. Achievement of DVP by
the CSD also enablesthe C&B8 parti ci pants to offer their cus

2. DVP can be achieved in several way3.hree main models can be differentiated, which vary
according to whether the securities and/or fund transfers are settled on a grosisyftrade)
basis or on a net bas and in terms of the timing of the finality of transfers. In net settlement,
either only the funds are netted or both the funds and the securities are netted. The preferred
model in any given market will depend on market practices. The use of netoegipres reduces
the amount of the securities and/or cash that needs to be delivered, leading to further
improvements in settlement liquidity and efficiency, especially in markets where a central
counterparty does not exist. Similar gains may be achieyedptimising gross settlement.
Finality may be in real time (i.e. throughout the day), intraday (i.e. at multiple times during the
day), or only at the end of the day (see Recommendation 8). Whichever approach is taken, it is
essential that the technicégal and contractual framework of a DVP transfer ensures that each

18 See CPSelivery versus Payment in Securities Settlement Sy§Bi8s1992).
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transfer of securities is final if and only if the corresponding transfer of funds is final. DVP
should be achieved for transactions in secondary markets as well as for issuance anibredemp
of securities.

Strictly speaking, DVP does not require simultaneous final transfers of funds and securities. Often
when a CSD does not itself provide cash accounts for settlements, the underlying securities are

first blocked in the accountofthe self or at the sellerés custodi a
transfer of funds from the buyer to the seller in the cash settlement agent. The securities are
delivered to the buyer or the buyerds custodi
settement of the cash leg from the settlement agent. Alternatively, the CSD may transfer the
funds between the buyer and the seller within its own books. In such arrangements, blocked
securities must not be subject to a claim by a third party (i.e. by o#ditars, tax authorities or

even the CSD itself), because this would give rise to principal risk. In any case, DVP procedures
require a sound and effective electronic connection between the cash settlement agent/payment
system and the securities settlemsrgtem in which the two legs of the transaction are settled.

Furthermore, for reasons of safety and efficiency (e.g. to avoid gridlock and to enable early reuse
of the delivered assets), settlement systems should minimise the time between comple@on of t
blocking of the securities, the settling of cash and the subsequent release and delivery of the
blocked securities. This can be achieved, inter alia, by streamlining the flow of instructions and
messages. However, this requirement does not apply to tivigen batches, where the securities

are blocked for a longer period pending the transfer of cash.
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RECOMMENDATION 8: TI MING OF SETTLEMENT F INALITY

A The recommendation

Intraday settlement finality should be provided through reafme and/or multiple -batch
processing in order to reduce risks and allow effective settlement across systems.

B Key issues

1. The timing of settlement finality has to be clearly defined in the rules of the systems, which
require transfer orders and deliveries of securities and payméstirrevocable, enforceable and
supported by the legal framework.

2. Settlement finality should be provided in real time and/or by mutbpkeh processing during the
settlement day. Where multipbatch processing is used, there should be a sufficienber of
batches distributed across the settlement day so as to allow interoperability across systems in the
EU and to allow securities transferred through links to be used during the same settlement day by
the receiver.

3. The settlement system and its papgants should execute the transactions without undue delay as
soon as securities and cash are available.

4. The rules of the system should prohibit the unilateral revocation of unsettled transfer instructions
late in the settlement day

C Explanatory memorandum

1. The timing of settlement finalityi i.e. the time at which the deliveries of securities and/or cash
become both irrevocable and enforceabkhould be clearly defined by the rules of the system,
as provided for by national legislation, and shoubgly to all participants regarding fred-
payment transfers, DVP transfers and delivery versus delivery transfers. The completion of final
transfers during the day is essential and must be legally protected in each jurisdiction in the EU,
including the potection given to transfer orders and netting as laid down in the Settlement
Finality Directive. Deferral of settlement to the next business day can substantially increase the
potential for participant settlement failures to create systemic disturbancgartibecause the
authorities tend to close insolvent institutions between business days. Howevef;dagydnet

1t is importar to distinguish between the concept of ifsettl emen
Settlement Finality Directive (98/26/EC). While the former refers to finality of the actual settlement, the latter refers to
the moment when a tramsforder is entered into a (settlement) system.
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settlement entails significant liquidity risks, unless highly robust risk controls are in place to
address participant defaults (see Recontdagan 9).

Even if the various risks that a participant will fail to settle are controlled effectivelypfealy

net settlement entails risks to participants that can and should be reduced by providing intraday
finality. Intraday finality can be providetirough reatime settlement procedures and/or multiple

batch processing during the settlement day. e gross settlement (RTGS) is the continuous
settlement of fund/securities transfers individually on an ebbgearder basis. Batch settlement is

the settlement of groups of transfer instructions together, at one or more discrefeegified

times during the processing day. The frequency of the batches depends on the needs of the
markets and the users, taking into consideration the specific hiskkis context, if reatime

finality is not made available, intraday finality should be offered through a significant number of
batches distributed throughout the settlement day.

Central banksd® monetary policy aaqddéimeanithindhes must
day. In addition, when a payment system requires credit extensions to be collateralised, it is
crucial for the smooth functioning of the payment system that this collateral be transferable in real

time or by way of multiple batches diog the day. Given the strong interdependency between
payment systems and securities settlement systems, the timing of the settlement batches during the
afternoon should be arranged in such a way that there is sufficient time for participants to react, if
necessary, to reduce the settlement risk. Therefore, it is important to consider the closing time of

the relevant payment system (see Recommendation 3).

Intraday (reatime or multiplebatch) finality may also be essential to active trading parties, for
example those conducting batikback transactions in securities, including the financing of
securities through repurchase agreements and similar transactions. For such active counterparties,
endof-day notification of failures would create significant lidity risk. Intraday finality is also
essential for CCPs that rely on intraday margin calls to mitigate riskewsstheir members.

However, some participants may prefer to settle some transactions later in the settlement day. A
delay in settling some hgily traded instruments may result in gridlock for RTGS (and in some
cases multipldatch) systems. Therefore, settlement systems should promote early settlement
during the settlement day through appropriate measures.

Furthermore, settlement systems sdoptohibit the unilateral revocation of unsettled transfer

instructions after a certain point in time on the settlement day, so as to avoid the liquidity risks
that such actions can create.
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7. Finally, in the absence of intraday settlement, a settlementnsgisee | i nks t o ot her

systems (for example, links to foreign settlement systems to facilitate the settlement of cross
border trades) may pose systemic risks, in particular if one settlement system were to allow
provisional transfers of securities the other settlement systems. In such circumstances, an
unwinding of those provisional transfers could transmit any disturbances from a failure to settle at
the settlement system making the provisional transfer to the linked settlement systems. To guard
against this, either the settlement system should prohibit such provisional transfers, or the linked
settlement systems should prohibit their retransfer prior to their becoming final (see
Recommendation 19). Finality of delivery/settlement in the recedetitement system must only

take place once it has been achieved in the system of origin. This prohibition on the retransfer of
provisional transactions should also be applied to the settlement arrangements operated by cash
settlement agents.

For these resons, intraday finality should be provided for securities transfers across links
between settlement systems. In the absence oftinealprocedures, a significant number of
batches during the day should provide an acceptable degree of intraday finatity fonoss

border transfer of securities via links. This would also facilitate interoperability among settlement
systems in the EU by ensuring that securities transactions do not remain pending in one system as
a result of finality not being achieved inab time in another system. Whatever approach is
adopted, it is critical that the rules of the system make clear to its participants the timing of
finality.
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RECOMMENDATION 9: CSD RISK CONTROLS TOADDRESS PARTICIPANTSO
FAILURES TO SETTLE

A The recommendation

CSDs that extend intraday credit to participants, including CSDs that operate net settlement
systems, should institute risk controls that, sa minimum, ensure timely settlement in the event
that the participant with the largest payment obligation is uable to settle. The most reliable set
of controls is a combination of collateral requirements and limits

B Key issues

1. A CSD that extends intraday credit to participants should, at a minimum, ensuresettiggnent
in the event that the participant withe largest payment obligation is unablestttle. Risk
controls should be imposed to control potential losses and liquidity pressuresm par t i ci pa
failures to settle.

2. Overdrafts or debit balances in securities should not be perraittéthere shdd be no artificial
creation of securities

3. The probability and potential impact of multiple settlement failures should be evate&itgde
to the costs to ensure settlement in such an event.

C Explanatory memorandum

1. Where they are permitted to do so,I3Soften extend intraday credit to participants (either
principal or as agent for other participants) to facilitate timely settlements and, in particular, to
avoid gridlock. In a gross settlement system, where credit extensions occur, they are usually
extended bythe CSD as principal and take the form of intraday loanmemurchase agreements.

In net settlemensystems these credit extensions are usually in effect extended by the CSD as
agent for otheparticipants and take the form of net debit posgiin funds, which are settled

only at one or morédiscrete, prespecified times during the processing day. (See the discussion in
paragraph3. below of the implication ofunwinds of provisional transfers in net settlement
systems.)

2. Whenever a CSD extendsedit to participants, it creates the risk that participants willreble
to settle their obligations. Such failures to settle can impose credit losses and liprgdgyres
on the CSD or on its other participants. If those losses and liquidity peessxeeed thinancial
resources of those expected to bear them, further failures to settle would resultsystetineas a
whole may fail to achieve timely settlement. If so, bothsmurities markets the CS&&rves and
payment systems may be disrupte
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3. While the failure of a large participant to settle may create such disruptions in any settlement
system, the potential is especially large in net settlement systems that attempt to address such
settlement failures by unwinding transfers involving thatipipant, that is, by deleting some or
all of the provisional securities and funds transfers involving that participant and then
recalculating thesettlement obligations of the other participants. An unwind has the effect of
imposing liquidity pressuregand any replacement costs) on the participants that had delivered
securities to, or receiveskcurities from, the participant that failed to settle. If all such transfers
must be deleted and if thewinding occurs at a time when money markets and siesuliénding
markets are illiquid (foexample, at or near the end of the day), the remaining participants could
be confronted with shortfallsf funds or securities that would be extremely difficult to cover.

4. Consequently, CSDs that extend credit to pigodicts must impose risk controls to limit the
potential for failures to settle to generate systemic disruption. At a minimum, the controls should
enable the system to complete settlement following a failure to settle by the participant with the
singlelargest payment obligation. Such failures may not occur in isolation, however, and systems
should,wherever possible, be able to survive additional failures. In determining the precise level
of comfort totarget, each system will need to balance carefulhatititional costs to participants
of greatercertainty of settlement against the probability and potential impact of multiple
settlement failures. T@chieve the chosen comfort level the CSD can use a variety of risk
controls. The appropriate choice adntols depends on several factors, including the systemic
importance of the settlement system, #fodume and value of settlements, and the effect of the
controls on the efficiency of the system.

5. The most reliable approach to controlling potential lossed bauidity pressures from
participantsd failures to settle is a combinat
potentialcredit exposures in this approach, any credit extensions on the funds or securities sides
are fully collateralised. Taensure that credit exposures are, in fact, fully collateralised, the CSD
applieshaircuts to collateral values that reflect the price volatility of the collateral. Also as part of
this approach, legally binding arrangements are in place to allow coll&vebal sold or pledged
promptly. In addition, to control potential liquidity pressures, limits are imposed on credit
extensions. On theecurities side, a CSD sometimes arranges securities loans to participants to
facilitate timelysettlement, but debit lnces are prohibited. (No CSD should permit overdrafts
or debit balances irsecurities.) On the funds side, the size of its credit extension to each
participant ( t Ipasitiop g0 & het settlgmant y<iesn ordthes sizetof its intraday
borrowing in a gross settlement systeig)imited. The limits are then set at amounts that could be
covered by the CSD or by othparticipants, taking into account their respective responsibilities
under the syst e tndrdquiditg resource. if a central dank gaantsl credit in its
own currency to CSD participants, sumiedit extension need not be limited because its liquidity
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resources are unlimited. The central bamky nonetheless choose to contain its risksavis
participants by setig limits.
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A

RECOMMENDATION 10: C ASH SETTLEMENT ASSET S

The recommendation

Assets used to settle payment obligations arising from securities transactions should carry little
or no credit or liquidity risk. If central bank money is not used, steps must biaken to protect
the participants in the system from potential losses and liquidity pressures arising from the
failure of the cash settlement agent whose assets are used for that purpose.

B

Key issues

For transactions denominated in the currency of thentty where the settlement takes place,
CSDs should settle cash payments in central bank money whenever practicable and feasible. For
this reason, central banks may need to enhance the operational mechanisms used for the provision
of central bank money.

If central bank money is not used as asset to settle obligations in a currency, steps must be taken
to protect participants from potential losses and liquidity pressures arising from the failure of the
cash settlement agent whose assets are used foutpbasp. Where both central and commercial

bank money facilities are offered, the choice to use commercial bank money should be at the sole
discretion of the participant.

Only regulated financial institutions with robust legal, financial and technical itapac
accordance with EU prudential (or equivalent) regulation, should be allowed to act as cash
settlement agents. When central bank money is not used, the CSD acting as cash settlement agent
should put in place adequate risk measures as describedamRendation 9 in order to protect
participants from potential losses and liquidity pressures. There should be sufficient information
for market participants to identify and evaluate the risks and costs associated with these services.

The proceeds of sadties settlements should be available for recipients to use as soon as possible
on an intraday basis, or at least on a sdmebasis.

The payment systems used for interbank transfers among settlement banks should observe the
Core Principles for Systemdtly Important Payment Systems (CPSIPS).

Explanatory memorandum

Arrangements for the settlement of payment obligations associated with securities transactions
vary across market participants and CSDs. In some cases a market participant has a direct

18 See CPSSCore Principles for Systemically Important Payment Sys{8igs 2001).
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relaionship with the CSD as well as with the cash settlement agent where the ultimate cash
settlement occurs. In other cases, the market participant uses one of several settlement banks to
settle its payment obligations. The settlement bank ultimately stHtesash leg by transferring
balances held with the cash settlement dgefihese transfers are made through an interbank
payment system, typically a central bank payment system. The use of a payment system for this
purpose would generally make it systeally important and it should therefore comply with the

Core Principles for Systemically Important Payment Systems.

2. Whatever the payment arrangement, failure of the settlement agent whose assets are used to settle
payment obligations could disrupt settlatheand result in significant losses and liquidity
pressures for CSD members. Furthermore, these risks are involuntary and difficult for CSD
members to control. Consequently, there is strong public interest in containing potential systemic
risks by using &ash settlement asset that carries no credit or liquidity risk.

3. At least for transactions denominated in the currency of the country where the settlement takes
place, CSDs should settle cash payments in central bank money whenever practicable and
feasible. Within the EU, in cases where the domestic CSD is not located in the country where the
currency is issued, the CSD should liaise with the relevant central bank to offer the facility in that
currency. However, it may not always be practicable to useethigat bank of issue as the single
settlement agent. Even for transactions denominated in the currency of the country where the
settlement takes place, some (in some cases many) CSD members and linked CSDs may not have
access to accounts with the centrahk of issué’ In this context, central banks may need to
enhance the mechanisms for the provision of central bank money by, for example, extending the
operating hours of cash transfer systems and facilitating access to central bank cash accounts. In
TARGET 2, CSDs o participants can t ranstimer or
settlement.

4. In a multicurrency system, the use of central banks of issue can be especially difficult. Even if
remote access to central bank accounts by CSD members id@absthours of operation of the
relevant centr al banksd payment systems may no
currencies. CSDs may therefore offer their participants the possibility of settling cash payments in
their own funds.

1% Some market participants may hawve direct relationship with the CSD or with tbentral bank.

20 This recommendation isot intended to imply that all such CSD members should have access to accounts at the central
bank. The criteria governing access to settlement accounts vary between central banks, but access is generally limited to
institutions whose role or size juséifi access to a ridkee settlement asset. Not all CSD members need access to central
bank money; tiered banking arrangements, whereby some CSD members settle their payment obligations through other
members that have access to central bank accounts, hiayeaan appropriate balance between safety and efficiency.
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5. When aCSD is used as the cash settlement agent, steps must be taken to protect CSD members
from potential losses and liquidity pressures that would arise from its failure, in accordance with
the credit and liquidity risk mitigation approaches set out in Recorhatiem 9.

6. When a CSD provides settlement facilities in both central bank money and commercial bank
money, all participants in the system should be granted equal access to both fciitishe
conditions for access should be transparent to the usparticular, the use of commercial bank
money should not be de facto compulsory, so that the participants are not in practice forced to use
commercial bank money. The choice between commercial bank money and central bank money
should be left to the soledtiretion of participants and should be based on transparent pricing.

7. Even if the risk of failure of the cash settlement agent is eliminated or limited effectively, there
may be circumstances where some (perhaps many) CSD members do not have a direct
relaionship with the cash settlement agent and instead use one of several regulated financial
institutions for cash settlement purposes. The failure of one of these settlement banks could also
give rise to systemic disturbances. Where such tiered arrangemeitghe smaller the number
of the settl ement financi al institutions, t he
be effected through transfers of balances in the books of these financial institutions rather than
through transfers of balaecs bet ween these institutions®6é acc
Thus, it is important that such settlement banks are properly regulated and have the legal and
technical capacity to provide an effective service. If the use of only a few financialtioes for
settlement produces a significant concentration of exposures, those exposures should be
monitored and the financial condition of settlement financial institutions evaluated, either by the

operator of the CSD or by its regulators and overseers.

8. Finally, whatever the payment arrangements, market participants should be able to retransfer the
proceeds of securities settlements as soon as possible, at least on the same day, and ideally
intraday, so as to limit their liquidity risk and any crediksi@ssociated with the assets used (see
Recommendation 8). Likewise, participants that have their cash account relationship with a
settlement bank, and not with the cash settlement agent, should be given timely access to the
proceeds of the securities $efthent by their settlement bank.

214 As indicated in the previous footnote, this does not imply that all CSD members should have access to central bank
accounts and credit.
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A

RECOMMENDATION 11: O PERATIONAL RISK

The recommendation

Sources of operational risk arising in the clearing and settlement process should be identified,
monitored and regularly assessed. This risk should be minimisedrtiugh the development of
appropriate systems and effective controls and procedures. Systems and related functions should
(1) be reliable and secure, (if) be based on sound technical solutions, (iii) be developed and
maintained in accordance with proven proedures, (iv) have adequate, scalable capacity, (v) have
appropriate business continuity and disaster recovery plans that allow for the timely recovery of
operations, and (vi) be subject to frequent and independent audits.

B

Key issues

Sources of operatiah risk in clearing and settlement activities (including systems operators) and
related functions/services should be regularly identified, monitored, assessed and minimised. .
Clear policies and procedures should be established to address those rigég)gntsks from

those operations that are outsourced to third parties.

Operational risk policies and procedures should be clearly defined, frequently reviewed and
updated and tested to remain currélite responsibilities of the relevant governance boalnebk
senior managemeshould beclearly establishedrhere should be adequate management controls
and sufficient (and suitably wedjualified) personnel to ensure that procedures are implemented
accordingly. Information systems should be subject to pierindependent audit.

There should be business continuity and disaster recovery plans to ensure that the system is able
to resume business activities, with a reasonable degree of certainty, a high level of integrity and
sufficient capacity as soon as pdusi after the disruptionContingency plans should, as a
minimum, provide for the recovery of all transactions at the time of the disruption to allow
systems to continue to operate with certainty. A secondshiteld be setip in order to meet

these obligtions.Business continuity and disaster recovery plans should be tested on a regular
basis and after any major modifications to the system. Adequate crisis management structures,
including formal procedures, alternative means of communication and cbsits¢both at local

and crossborder level) should be available.

All key systems should be reliable, secure and able to handle stress volume.

CSDsshould only outsource settlement operations or functions to third parties after the approval
of the relevanttompetent authorities, if it is required by regulation. If it is not required, they
should at least notify in advance the relevant competent authorities, and should ensure that the
external providers meet the relevant recommendations. The relevant ougantities should

have the power to require adaptation of the outsourcing measures.
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C

Explanatory memorandum

Operational risk is the risk that unexpected losses could arise from deficiencies in information
systems or internal controls, human error, ngangent failures or external events. As clearing

and settlement are increasingly dependent on information systems and communication networks,
the reliability of these systems and networks is a key element in operational risk. The importance
of addressing agrational risk arises from its capacity to impede the effectiveness of measures
adopted to address other risks in the settlement process and to cause participants to incur losses,
which, if sizeable, could have systemic risk implications.

Operational riskcan arise from inadequate control of systems and processes; from inadequate
management more generally (lack of expertise, poor supervision or training, inadequate
resources); from inadequate identification or understanding of risks and the controls and
procedures needed to limit and manage them; and from inadequate attention being paid to
ensuring that procedures are understood and complied with.

Operational risk can also arise from events and situations that lie outside the control of the system
operators,such as sabotage, criminal attack, natural disasters, etc. This may lead to the

malfunctioning, paralysis or widespread destruction of the system in question and its related

communication networks. Insofar as clearing and settlement systems are anritrglerteent of

the financial market infrastructure and act as a central point for other financial intermediaries, any

malfunction of these would affect the financial system as a whole.

Potential operational failures include errors or delays in messageirftpradid transaction
processing, system deficiencies or interruption, fraudulent activities by staff and disclosure of
confidential information. Errors or delays in transaction processing may result from
miscommunication, incomplete or inaccurate informat@r documentation, failure to follow
instructions or errors in transmitting information. The potential for such problems to occur is
higher in manual processes. The existence of physical securities which may be defective, lost or
stolen also increases thhance of error and delay. While automation has allowed improvements

in the speed and efficiency of the clearing and settlement process, it brings its own risks of system
deficiencies, interruptions and computer crime. These may arise from factors snallespiate
security or the inadequate capacity or resilience of backup systems.

Operational failures may lead to a variety of problems: late or failed settlements that impair the
financial condition of participants; customer claims; legal liability anated costs; reputational

and business loss; and compromises in other risk control systems leading to an increase in credit
or market risks. A severe operational failure at a CSD, cash settlement agent or major participant
could have significant adversedafts throughout the securities market as well as other markets.
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6. To minimise operational risk, system operators should identify sources of operational risk,
whether arising from the arrangements of the operator itself or from those of its participants, and
establish clear policies and procedures to address those risks. There should be adequate
management controls and sufficient (and suitably -oedllified) personnel to ensure that
procedures are implemented accordingly. The operational risk policies @retpres should be
frequently updated and tested to ensure that they remain current. These policies and procedures
should be reassessed periodically (at least annually or whenever significant changes occur to the
system or related functions). The relevgoternance body should be informed of the results of
the review and approve any follemp work. Senior management should have the responsibility
for implementing changes to the risk strategy approved by the relevant governance body. The
relevant governancikeody generally refers to the Board of Directors, although this may differ in
some countries. Operational risk policies and procedures should be made available to the relevant
public authorities.

7. The institution should also have in place accurate and didarmation flows within its
organisation in order to establish and maintain an effective operational risk management
framework and to foster a consistent operational risk management culture across the institution.
Furthermore, adequate crisis managenwnictures, including formal procedures to manage
crises, alternative means of communication and contact lists (both at local ardardesslevel)
should be defined in advance and be available in order to deal efficiently and promptly with any
operatioml failure that may have local or cressrder systemic consequences.

8. Information systems and other related functions should be subject to internal audit by qualified
information systems auditors, and external audits should be seriously considered.esuwitht r
should be reported to thielevant governance body. The audit reports (both internal and external)
should also be made available to regulators and overseers upon request. The supervisor and
overseers should also conduct regular independent evalumtio o f the institutioc
policies, procedures and processes related to operational risk.

9. All key systems should be secure (that is, have access controls, be equipped with adequate
safeguards to prevent external and/or internal intrusions andsenipreserve data integrity and
provide audit trails). They should also be reliable, scalable and able to handle stress volume, and
have appropriate contingency plans to account for system interruptions.

10. All CSDs should have business continuity and desasicovery plansncluding an evaluation of
any reliance on third parties, to ensure the system is able to resume business activities with a
reasonable degree of certainty, a high level of integrity and sufficient capacity as soon as possible
after the dsruption. All reasonable measures shoulduipelertaken to resume business under
plausible scenario conditions no later than two hours after the occurrence of a disruption for

-52-



11.

12.

CSDs. In particular, service providers should define clear targets in termgeadtional
robustness and business continuity, for example through the implementation of Service Level
Agreements (SLASs). Criticdunctions should be identified and processes within those functions
categorised according to their criticality. Any assumpti®ehind the categorisation should be

fully documented and reviewed regularly. Ideally, backup systems should be immediately
available. While it may be possible to recommence operations following a system disruption with
some data loss, contingency plahswd at least provide for the recovery of all transactions at the
time of the disruption to allow systems to continu@perate with certaintyin a timely manner.

The system should be able to recover operations and data in a manner that does nahalisrupt
continuation of setttemenf wo hours should be regarded as
systems should recommence operations. However, depending upon the nature of the problems,
recovery may take longer. As a minimum, the recovery of operatiotisiata should occur in a
manner and time period that enables a CSD to meet its obligatiotismidn If any critical
functions are dependent on outsourcing arrangements, there should be adequate provisions to
ensure service provision by third parties. Theiew, updating and testing of the plans should
build upon thorough analysis and established best practices. Tests should especially take into
account the experience of previous operational failures; to this end, each operational failure
should be docunmted and analysed in detail. Appropriate adjustments should be made to the
plans, based on the results of this exercise.

In order to meet their obligations on time, CSDs must set up a second processing site that actively
backs up the primary site and hdse trequisite level of key resources, capabilities and
functionalities, including appropriately skilled and experienced stdffen a second processing

site has been established, data processing should be switched to it, ideally instantly, in the event
of disruption. The backup site should therefore provide a level of efficiency comparable to the
level provided by the primary site.

The second site should be located at an appropriate geographical distance and be protected from
any events potentially affectinthe primary site. The operator of the systems should minimise the
reliance on relocating key staff and, where some reliance is unavoidable, the operator should
anticipate how such a relocation would be achieved. If processing is to continue at thesgecond
within a short period of time, in principle less than two hours following disruption of the primary
site, then data will need to be transmitted to and updated at the second site continuously,
preferably in real time. Contingency plans should ensoag ais a minimum, the status of all
securities transactions at the time of the disruption can be identified with certainty and in a timely
manner during the daylhe second site should ensure business continuity for both local and
crossborder participargtin the event that the primary site is rendered unusable for a longer period
of time (e.g. days and weeks).
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13.

14.

15.

16.

Business continuity and disaster recovery plans should be rehearsed with the users and capacity
stress tested on a regular basis, in a real emvieot if possible. Ideally, backup systems should

be immediately available. Clearing and settlement service providers are increasingly dependent on
electronic communications and need to ensure the integrity of messages by using reliable
networks and procenes (such as cryptographic techniques) to transmit data accurately, promptly
and without material interruption. Markets should strive to keep up with improvements in
technologies and procedures, even though the ability to contain operational risks linzijede

by the infrastructure in the relevant market (for example, telecommunications). Core Principle VII

of the CPSIPS provides more details on operational i$8ues.

Without increasing the risk of unwanted events or attacks, the disclosure of the business
continuity and disaster recovery plans should be sufficiently transparent and efficiently
communicated to other market participants to enable them to assess the operational risks to which
they are in turn exposed. This is also crucial for systems treaattwith other systems. The
operational failure of a system in one market may directly affect another market if the size of
crossborder clearing and settlement activities is substantial. The regulators and overseers of
significant providers of clearingnd settlement services should encourage these providers to set
up a plan for industrwide contingency planning, ensuring -cadination between such
institutions.

In principle, CSDs should carry out their functions on their own behalf. However, outgpigcin
permitted within the limits outlined hereafter. CSDs should only outsource their actual settlement
operations or functions to third parties after having obtained prior approval from the relevant
competent authorities, if required under the applicedd@latory regime. If not so required, CSDs
should at least inform the relevant competent authorities when outsourcing such operations or
functions.

The outsourcing entity should remain fully answerable to the relevant competent authorities, as
required acording to national law. Furthermore, it should ensure that the external providers meet
these recommendations to the required extent. A contractual relationship should be in place
between the outsourcing entity and the external provider allowing thean¢l@ompetent
authorities to have full access to the necessary information. Clear lines of communication should
be established between the outsourcing entity and the external provider to facilitate the flow of
functions and information between parties othbordinary and exceptional circumstances. The
outsourcing should be made known to the participants in the outsourcing entity. Finally,
additional outsourcing must be duly authorised by the primary outsourcing entity and notified or
approved by the relemd competent authorities, according to the national requirements. The term
Airel evant competent authoritieso refers here

22 see CPSSCore Principles for Systemically Importanayment Systen{8IS 2001).
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outsourcing and insourcing entities are located. A CSD should evaluate itsabilibearising

from reliance on one or a small number of outside providers for utility and similar services. If
such a service provider stops operating, a CSD's ability to operate could be compromised,
possibly causing uncertainty in financial market# iccurred with little or no warning. A CSD
should seek to achieve diversity in key systems such as electricity and telecommunications to the
extent possible or make back up arrangements.
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RECOMMENDATION 12: P ROTECTION OF CUSTOME RS SECURI TI ES

A The recommendation

Entities holding securities in custody should employ accounting practices and safekeeping
procedures that fully protect customersdé securi
protected against the claims of the creditors of all emigs involved in the custody chain.

B Key issues

1. An entity holding securities in custody should employ best accounting practices, and should
segregate in its books customers6 securities f
securitiesarepot ect ed, particularly against c¢claims of

2. Atregular intervals, and at least once a day, entities holding securities in custodyrehondile
their records (e.g. with the issuer CSD, the investor CSDamstodian bankdependig on the
tiering of the custody chain) so as to ensure that customer clainhe catisfiedin line with the
implementation of the MiFID

3. In addition to Key Issue 1, national law should ensure that customer securities are kept immune
from any claims maal by creditors of the entity holding the securities in custody or by entities
upstream in the custodial chain.

4. Entities holding securities in custody should audit their books on a regular basis to certify that
their clientsd indcoidesapomeciuoithesghobdl ngt
entities register in the CSDb&s, registrarés o
reports to supervisory and oversight authorities upon request.

5. Entities holding securities in custody mastt use customer securities for any purpose unless they
have obtained the customerds express consent.
of the financial instruments that they may have used to enable the correct calculation in any loss

allocation mechanism that might be applicable.

6. In no case should securities debit balances or securities creation be allowed by entities holding
securities in custody.

7. When securities are held through several intermediaries, the entity with which thmeukolds
the securities should ascertain whether adeqgu:
place (including, where relevant, procedures applicable to all upstream intermediaries), and
should inform the customers accordingly
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8.

C

1.

Entities hotling securities in custody should be regulated and supervised.

Explanatory memorandum

Custody risk is the risk of a loss on securities held in custody by the insolvency of the entity
holding the securities. The risk of loss on securities might be bralghtt by the insolvency,
negligence, misuse of assets, fraud, poor administration, inadequatekeepiry, or failure to
protect a customerds interests in the securiti
and entitlements) by or othe part of these entitié3.This recommendation applies to CSDs,
ICSDs, and registrars, as well as any other entities which hold securities and are not subject to the
requirements of the CRD and MiIFID. In case of providers of investment services, rioraddit
requirements will apply apart from those stated in the Directive on Markets in Financial
Instruments (see Sections 7 and 8 of Article 13) and Articles 16 and 19 of the Directive
2006/73/EC implementing Directive 2004/39/EC as regards organisatiegalraments and
operating conditions for investment firms and defined terms for the purposes of that Directive.

There are various different ways of holding a
local jurisdiction and/or the governing law tife respective intermediary. In countries where
securities are directly held, the intermediary operates individual investor accounts in the
depository (typically a CSD) and, as a consequ
kept separate &dm the securities of the intermediary in the books of the CSD. In an indirect
holding system, protection might be achieved through segregatior. by requiring (or

equivalent legally binding protection arrangememis$todias to open at least two aceus i

one for their own securities holdingsamch ot her omni bus account for t
In some countries, protection is achieved in an indirect holding system by the legal definition that
securities credited in the omnibus accounts ofintermediaries belong to their customers unless

they are explicitly designated as belonging to the intermediaries; or by giving the customers the
statutory right to recover, in preference to other creditors of the intermediary, the own account
securitiesholdings of such an intermediary, in case of a shortfall in securities. In such a scenario,
intermediaries tend to have just one omnibus account, even though they are allowed to have more
than one. Irrespective of whether a direct and/or an indirect lgodyistem is used, or of whether
segregation is required or used at local level, intermediaries are obliged to maintain records that

wi | | identify the customersd securities at any

An entity holding securities in custody (or maintagirecords of balances of securitisBpuld
employ procedures which ensure that all customer assets (e.g. of -anvestdr or collateral
taker) are appropriately accounted for and kept safe, whether it holds them directly or through

23

For a thorough discussion of custody issues, see the Technical Committee of ICIE&AOAsset ProtectiofilOSCO,
1996).
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anothercustodian One important way of protecting the ultimate owners of securities from the risk

of loss on securities held in custody is by requiring ehtity holding securities in custodyg

apply bestaccountingpracticest h a t enabl e t he i desnsecuritids ataatyi on o0
time without any doubt or delay. In particular, the entity should apply the deabigaccounting
principle, whereby for each credit/debit made on the account of the beneficiary, there should be a
corresponding debit/credit entry ohet account of the counterparty delivering/receiving the
securities. When this practice is applied along the whole chain of accounts up to the issuer
account, the interests of the investors and the integrity of the issuance are maintained. The
c u st o murtids amuss aso be protected against the claims of the creditahe entity
holding securities in custody the event ofts insolvency. One way to achieve this is through
segregation (identification) of customer securities on the books afugtadian (and of all sub
custodias, as well asiltimately, of the CSD as well). Furthermore, entities that hold securities in
custody (or maintain records of balances of securities) should reconcile their records regularly, at
least once a day, so as to amsthat any errors that might occur are identified and corrected
quickly. In case of multtiered holding of securities, reconciliation should take place by each
entity with the next layer in the custody chain. However, in the case oflooodsr transaains

with countries outside the EU, the impact of, for example, (foreign) bank holidays and different
settlement cubff times should be taken into account and may prevent daily reconciliation. In
such instances reconciliation should be made as soonsiblpo®ther ways to protect customers
from losses resulting from negligence or fraud include external and internal controls and
insurance or other compensation schemes, as well as adequate supervision.

4. A customer ds securiti es daery thirdpaktyecreditongradhe entitfy r om c |
holding securities in custodyn addition, in the event of insolvency ofcastodianor sub
custodian it should not be possible for a customer
for an extended perioof time?* If that were to happen, the customer could come under liquidity
pressures, suffer price losses or fail to meet its obligations. Segregation will facilitate the
movement of a cust ome enditg holdimgssecurities rinscustodyy aa s ol v
receiver/insolvencyadministrator where this is permitted by national law, thereby enabling
customers to manage their positions and meet their settlement obligations. It is therefore essential
that the legal framework supports the segregation of cestassets or other arrangements for
protecting and prioritising customer claims in the event of insolvency. It is also impfotant
supervisory authorities to enforce effective segregation or equivalent measerggibg holding
securities in custody

5. An entity holding securities in custody should audit its books on a regular basis to certify that its
clients6é securities holdings correspond to the

24 However, the freezing of assets in the event of insolvency is a matter determined by nationalcpdaivend lies
outside the control of the operators of clearing and settlement systems.
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CSD6s, registrar 6s or asbeapdd ssibook with the holdings &f dts It
custodias. The audit reports may, upon request, be submitted to the supervisory and oversight
authorities.

A customerds securities may also be at risk i
such as providing them as collateral for receiving cash or for stalling transactions. The

i ntermedi ary should not be allowed to use the
with the | att eThdassets of fhé dustomers coddsubjechnteontractual and
statutoryliens in favour of the intermediary in order to secure an obligation to the intermediary,

with the support of national legislation and the explminsent of the participants and the
customers.

Crosshorder holding of securities often involve several layers of intermediaries actiegtiies

holding securities in custodyFor example, an institutional investor may hold its securities

through a globakustodian which, in turn, holds securities in a solistodian(a bank or an

investment firm) that is a member of the local depository (typically a CSD). Alternatively, a
brokerdealer may hold its securities through its home country CSD or an international CSD,
which, in turn, holds its securities through a crbsesler link with the local CSD or through a

local custodian Mechanisms to protect customer assets may vary depending on the type of
securities holding system instituted in a jurisdiction. The ultimate owners of securities should be
advised of the extent of austodiad s responsi bility for secur it
intermediaries (seRecommendatiot9).

To prevent unexpected | osses, an entity hol din
whether the legal framework in the jurisdiction afch of its localcustodias has appropriate
mechanisms to protect customer assets. It should keep its customers apprised of the custody risk
arising from holding securities in a particular jurisdiction. It should also ascertain whether the

local custodias employ appropriate accounting, safekeeping and segregation procedures for
customer securities.

Likewise, when home country CSDs establish links to other CSDs, they should ensure that these
other CSDs protect customer securities adequak#gdmmendatiod9). With complex cross

border arrangements, it is imperative that sound practices and procedures are used by all entities
in the chain ofentities holding securities in custodg that the interests of ultimate owners are
protected from legal actions réleg to the insolvency of, or the committing of fraud by, any one

of the them Each jurisdiction should take the attributes of its securities holding system into
account in judging whether its legal framework includes appropriate mechanisms to protect a
customers against loss upon the insolvency of, or the committing of frauch lentity holding
securities in custodgr against the claims of a third party.
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A

RECOMMENDATION 13: G OVERNANCE

The recommendation

Governance arrangements for CSDs should be dgwed to fulfil public interest requirements and
to promote the objectives of owners and market participants.

B

Key issues

Governance arrangements should be clearly specified and transparent.

Objectives and major decisions should be disclosed to the qwnariset participants and public
authorities involved.

Management and the Board of Directors (ithe
needed to achieve objectives, and should be fully accountable for their performance.

The Board or the relevargovernance body should have the required expertise and take all
relevant interests into account.

Governance arrangements should include the identification of conflicts of interest and should use
resolution procedures whenever there is a possibility of soicficts occurring.

When appropriate, the relevant appropriate decisiaking level of the CSD should approve the
limits on total credit exposure to participants, and on any large individual exposures. When there
is a risk of a conflict of interests, du a decision should be taken with due regard to this conflict

of interests.

Explanatory memorandum

Governance arrangements encompass the relationships between management and owners and
other interested parties, including market participants and audisorigpresenting the public
interest, and additionally taking into account the interests of investors in-eokivwprovision of
posttrade services. The key components of governance include: corporate governance, i.e.
transparency regarding ownership stare and any group structure; the composition of the
Board; the reporting lines between management and the Board; as well as requirements regarding

management expertise.

CSDs lie at the heart of the settlement process. Moreover, many CSDs are solerpmivide
services to the markets they serve. Therefore, their performance is a critical determinant of the
safety and efficiency of these markets, which is a matter of public as well as private interest. The
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OECD Principles of Corporate Governance and ConiarisRecommendation 2005/162/&C
can serve as a starting point when designing these arrangements.

3. Governance arrangements should be designed to fulfil the relevant public policy interest
requirements, namely to ensure the safety and efficiency of the daur@gcurities markets. No
single set of governance arrangements is appropriate for all institutions within the various
securities markets and regulatory schemes. In particular, governance arrangements do not
determine whether a CSD is operated on apfofit basis or not, or whether a CSD is
shareholdepriented or not. However, an effectively governed institution should meet certain
basic requirements. Governance arrangements should be clearly specified, coherent,
comprehensible and fully transparent eTdbjectives, those principally responsible for achieving
them, and the extent to which they have been met, should be disclosed to owners, market
participants and public authorities involved. Management should have a level of expertise and
experience compable with those required by the fithess and propriety criteria applied to the
management of other regulated financial institutions in the EU, and the incentives and skills
needed to achieve those objectives should be present. Furthermore, managene ttesfubiyl
accountable for its performance. The reporting lines between management and the Board should
be clear and direct. The Board should have the required expertise and should take account of all
relevant interests. It is important that the role obfsth norexecutive or supervisory board
members who are fully independ®ris clear. In a group structure, there should be independent
board members at least on the Board of the parent company. Market participants should be
represented, in particular, thiglu consultation mechanisms, ideally drawing on different market
participant categories, including small and retail investors as well as issuers. The entity should be
accountable for the way it responds to these views. These basic requirements should be met
regardless of the corporate structure of the institution, i.e. whether it is a mutual eprafitor
entity.

4. CSDs provide services to various groups of market participants including entities that belong to
the same group. However, the interests of theagket participants are not always compatible,
which leads to the possibility of conflicts of interest arising among the market participants, and
between the market participants and the operator of the system itself. There should be a
predefined policy androcedures for identifying and managing these potential conflicts of
interest. Transparency in the identification and resolution of conflicts of interests increases trust

% Commission Recommendation of 17 February 2005 on the role ebxmmutive or supervisory directors of listed
companies and on the committees of the (supervisoafd(2005/162/EC) OJ L 52, 25.2.2005, p. 51.

%6 According to the Commission recommendation 2005/162/EC, non executive or supervisory directors are not involved in
the every day running of the business and have no current engagement with managementrédwmnBigndations
define independenceas the absence of any material conflict of interest. The recommendations suggest that a director
should be considered independent only if he/ she is free
company,its controlling shareholder or the management of either, that creates a conflict of interest such as to impair his
judgement o.
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in the clearing and settlement process and in the operators of systems. As a mithierem
should be transparency at the level of general policy and procedures and, where the operator of a
system is part of a group, on the group structure. Finally, the limits of total credit exposure to
participants and large individual credit exposusbsuld be approved by the Board or at the
appropriate decisiomaking level of the entity, in accordance with existing national regulation.
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A

RECOMMENDATION 14: A CCESS

The recommendation

CSDs should have objective and publicly disclosed criteria for paipation that permit fair and
open access. Rules and requirements that restrict access should be aimed at controlling risk.

B

Key issues

Criteria should be objective, clearly stated, communicated to the relevant authorities and publicly
disclosed.

Accessshould be granted to all participants that have sufficient technical, business and risk
management expertise, the necessary legal powers and adequate financial resources so that their
activities do not generate unacceptable risks for the operator orttier asers and their
customers. Denial of access should only be based crefitied criteria or other criteria as set out

in EU law andshould be explained in writing

Procedures facilitating the orderly exit of participant®r example, those that noriger meet
membership criteria should be clearly stated and publicly disclosed.

Explanatory memorandum

Broad access to CSDs encourages competition and promotes efficient acwbtaskearing and
settlement. Access should be granted to all participdwatishave sufficient technical, business

and risk management expertise, the necessary legal powers and adequate financial resources so
that their activities do not generate unacceptable risks for the operator or for other users and their
customers.

CSDs med to establish criteria that fairly balance the benefits of openness against the need to
limit participation to those with the necessary expertise, powers and financial resources.
Conditions for limiting access should be made publicly available.

Protectihg the financial market against unacceptable risk is an issue of public interest that justifies
the denial of access to any applicants that do not meet the minimum requirements established by
the service providers. However, access may also be denied iEchaeical, operational and
financial resources are such that they could cause disturbances in the system, even if the scale of
possible disturbance is not systemic in magnitude.

CSDs must carefully consider the risks to which they and their users argedxpadetermining
appropriate access criteria. They may have to apply different access criteria to various categories
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of participants. However, the rationale for such a differentiation should be based solely on risk
exposure. CSDs, particularly those irhish members incur little or no liquidity and credit
exposure to one another, tend to emphasise technical expertise and legal powers. Some CSDs may
establish more stringent criteria foembers that act as a custodian. When reviewing applications

for accestoclearingand et t | e ment functions, CSDs shoul d a
of technical expertise, business practices and risk management policies. Moreover, the applicants
should have adequate financial resources, such as a specified mioapital base.

Unnecessarily restrictive criteria can reduce efficiency and generate risk by concentrating activity
and exposure within a small group of users. The more restrictive the criteria, the greater the
importance of the operator assuring itshHttits members can control the risks generated by their
customers. To avoid discriminating against classes of users and introducing competitive
distortions, criteria should be fair and objective. They should be clearly stated, communicated to
the relevantauthorities and publicly disclosed, so as to promote certainty and transparency. It may
be possible for criteria to include indirect indicators of risk, such as whether an institution is
supervised, but these indicators should clearly relate to the meleisks the operator is
managing. Some jurisdictions may find it useful for the authorities with responsibility for
competition issues to have a role in reviewing access rules, or for there to be an appeals procedure
that is independent of the CSD.

Denial of access should be explained in writing, and, in case of dispute, the fairness of the rules
which led to the refusal decision could be made subject to-phairy review. Protecting the

mar ket against biased c¢ompetgdgnifyiequal acoessaotlteuseh at A
of functions; it does not imply that any participant may access any system at any time at the same

price (fees may include development costs).

Restrictions on access should only be based orrelaked criteria or other crit@ as set out in

EU law. So, for example, restrictions on access for-nesident users are unlikely to be
acceptable except where material doubts exist over whether system rules are enforceable against
residents of other jurisdictions, or where remoteeas would expose the operator or other users

to unacceptable risks which cannot reasonably be mitigated. Restrictions on access for
competitors and others providing comparable services are acceptable if clearly justifiable on the
same risk grounds. For axple, to facilitate crodsorder settlement, CSDs should, where
consistent with law and public policy, grant access to foreign CSDs, provided the legal and other
risks associated with such links can be controlled effectively (see Recommendation 19).

Whenremote members located outside the EU are granted access, the host country regulator (the
country of the securities service provider) may need to reach an agreement with the regulator of
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10.

the home country (the country of the remote applicant) on mattatedeb informatiorsharing,
etc. (see Recommendation 18).

Access refusal could be justified in a case where there are doubts as to the enforceability of the
legal powers of the service provider-gsis applicants from another jurisdiction, or if theseai

lack of adequate supervision. Such a refusal, justified in writing and subject to review, is not
considered an unnecessary barrier to trading. Refusal could also be justified when there are
doubts about the enforceability of legal powers with reganthdoey laundering, in the case of
applicants located in countries blacklisted by the Financial Action Task Force (FATF).

Finally, explicit exit procedures are needed, including criteria for termination of contractual
arrangements and the conclusion of pegdransactions, in order to maintain a swift and orderly
flow of activities that limits any impact on other participants. In ecdsesolvency of a custodian,

its clients6 securiti es anathec entityhauthorisechto catrwito b e
safekeeping activities, thereby avoiding to the greatest possible extent any additional costs to the
investor. Exit procedures should also be publicly disclosed.
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A

RECOMMENDATION 15: E FFICIENCY

The recommendation

While maintaining safe and secure opations, securities settlement systems should be cost
effective in meeting the requirements of users.

B

Key issues

CSDs should have in place the mechanisms to review regularly their costs and pricing.

CSDs should have in place the mechanisms to reviewlardguheir service levels and
operational reliability.

Explanatory memorandum

In assessing the efficiency of securities settlement systems, the needs of market participants and
efficiency must be carefully balanced against the requirement that themsgstould meet
appropriate standards of safety and security. If systems are inefficient, financial activity may be
distorted. However, the first priority of an entity operating a securities settlement system is to
assure domestic and foreign market pgrtais that their trades will consistently settle on time

and at the agreed terms of the transaction. If market participants view a settlement system as
unsafe, they will not use it, regardless of how efficient it is.

Efficiency has several aspects, andsidifficult to assess the efficiency of a particular service
provider in any definitive manner. Accordingly, the focus of any assessment should largely be on
whether the system operator or other relevant party has in place the mechanisms to review
periodcally the service levels, efficiency and operational reliability of the system.

Securities settlement systems should seek to meet the service requirements of system participants
in an efficient manner. This includes meeting the needs of its participaetstiog reliably and

having adequate system capacity to handle both current and potential transaction volumes. The
rules of the systems should enable a receiver to reuse securities and cash without delay once
finality is achieved, both within and acrogst®ms, in order to optimise settlement liquidity.

The primary responsibility for promoting the efficiency and controlling the costs of a system lies

with its designers, owners and operators. In a competitive environment, market forces are likely to

provide incentives to control costs.
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RECOMMENDATION 16: C OMMUNICATION PROCEDU RES, MESSAGING
STANDARDS AND STRAIGHT -THROUGH PROCESSING (STP)

A The recommendation

CSDs and participants in their systems, should use or accommodate the relevant international
communication procedures and standards for messaging and reference data in order to facilitate
efficient clearing and settlement across systems. This will promote straigtitrough processing
(STP) across the entire securities transaction flow.

B Key issues

For this recommendation to be effective, it also needs to be applied either directly or indirectly by other

providers of securities communication services, such as messaging services and network providers.

1. International communication procedures and standardsinglto securities messages, securities
identification processes and counterparty identification should be applied.

C Explanatory memorandum

1. The adoption of universal messaging standards, with communication protocols covering the entire

securities trangion flow, will contribute to the elimination of manual intervention in securities

processing and thereby will reduce the risks and costs for the securities industry. Therefore,

securities service providers, i.e. CSDs and other relevant entities, shqpdrtsand use

consistent messaging standards, communication protocols and reference data standards relating to
securities identification processes and counterparty identification. For these standards to reduce

risk and provide efficiency gains, they mist adopted by relevant market participants, entities
providing trade confirmation and network communication providers.

2. Increasingly, internationally recognised message and securities numbering procedures, plus

communication standards and protocols, aredeitilised for crosdorder transactions. The
industry published the Giovanni Protocol RecommendatidnsMarch 2006 which aimed the
elimination of the s&¢ al | e d B aNMatiohat differénoes in (nférmation technology and
interface$?. To complemen the Giovannini Protocol Recommendation, SWIFTd Hzeen
working with senior industry representatives to develop the File Transfer Rulebook, which
specifies generic rules for file construction and best practices for file transfer operations for any

27 For further details, se®tp://www.swift.com/index.cfm?item_id8219

Zln 2001, the Giovannini group, as advisor to the Europea

efficient and coseffective crossorder clearing and settlement of securities transactions within the European Union (EU). In
April 2003, a second Giovanni report identified the organisations responsible for defining solutions to the elimination of eac
barrier. The Barrier One recommendation was:

ONati onal di fferences i n t heg andnsétitementaprovidens shoul dd elimihateigsia am B
protocol. SWIFT should ensure the definition of this protocol through the Securities Market Practiesl Gheupr(BdtBhauide defin

be immediately adopted by the Eunopeb@Sysaé Banks (ESCB) in respect of its operations. This barrier should be removed within tw

from the initiation of this project.o
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and allfile transfers, on any networkurthermore, the industry is currently moving towards the
use of 1ISO 20022 as an international standard for securities messaging. Being aware of the
crucial importance of promoting industry solutions ferandardigg protocols regarding
communication with national clearing and settlement systems and between the systems
themselves, implying harmonised connection and messaging prottieelspplication of the
Giovanni Protocol Recommendations and file Transfer Rulebookhould be encouraged, and

it is equally important that service providers define each component of their business in a
consistent way in order to benefit from ISO 20022 for the entire securities transaction life cycle,
including the asset servicing requirents.

3. The quality of transmitted data and the consistent use of standards should be ensured, to allow
market participants to receive and process messages through their systems without the need for
intervention.

4. All involved parties, such as exchanges, C3Dd relevant market participants, should support
and implement reference data standards that cover the needs of the issuers and the users in the
securities value chain. The use of comprehensive and widely adopted reference data standards
will improve thequality and efficiency of securities processing.

5. At present, many network providers that previously used proprietary protocols are moving to
develop Internet Protocdiased communication networks.

6. The use of international communication protocols and stdis#al messaging and reference data
is a crucial precondition for the introduction of STP, as it enables different systems to receive,
process and send information with little or no human intervention. This suppression of manual
intervention can reduce thmumber of errors, avoid information losses and reduce the resources
needed for data processing.

7. Notwithstanding the fact that the etmlend automated processing of information, via a single
point of entry, is highly beneficial in terms of righitigationand efficiency, rapid implementation
of STP would be costly. Nevertheless, the widespread use of STP should be the goal of all service
providers, and they should be urged to work with their participants to establish a clear plan for
moving towards STP.

29SO 20022- UNIversal Financial Industry Message scheme (UNIFI) is the international standard that defit®® the
platform for the development of financial message standards. Its business modelling approach allows users and
developers to represent financial business processes and underlying transactions in a formal butspatadent
notation. These business ansacti on models are the fAreal o business sta
messages in the desired syntax. At the time UNIFI was developed, XML (eXtensibleiMbaanguage) was already the
preferred syntax for-eommunication. Therefore, tHiest edition of UNIFI proposes a standardized XMased syntax
for messages. The standard was developed within the Technical Committed Fi@hcial Services of ISO the
International Organization for Standardization ( sounagw.is020022.0rg .
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8. The use of international communication standards is also a crucial precondition for

interoperability between EU clearing and settlement infrastructures. It is important that the
implementation of standardisation and STP goes hand in hand with a flexilshaatit;m systems
structure (open architecture) that allows communication and interoperability between different
segments of the securities clearing and settlement infrastrubarket participantshould be

able to move swiftly and easily from one systenanother and to select services without facing
technical hurdles such as having to implement multiple local networks. Therefore, to enable more
than one system to be involved in the processing of a trade, public authorities should encourage
service proviers to ensure interoperability in terms of communication and information
infrastructures, as well as messaging services and standards.

Some securities service providers may not adopt these international procedures and standards. In
this case, another alnatives should be explored by service providers such as setting up efficient
translation or conversion mechanisms that would allow them to be an integral part of the
European securities infrastructure.
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RECOMMENDATION 17: T RANSPARENCY

A The recommendation

CSDs should provide market participants with sufficient information for them to identify and
accurately evaluate the risks and costs associated with securities clearing and settlement services.

B Key issues

1. CSDs shall provide market participants wikie information necessary to evaluate the risks and
prices/ fees associated with the CSDs6 settl eme
statistics and the balance sheet of the system

2. CSDs should publicly and clearly disclose thdask exposure policy and risk management
methodology.

3. Information should be publicly accessible, for example via the internet, and not restricted to the
systemdbs participants. I nformation shoul d be a
in a language commonly used in the international financial maaket®ll as in at least one of the
domestic languagé&s

4. The accuracy and completeness of disclosures should be reviewed at least once a year by the
CSDs. Information should be updated ongutar basis.

C Explanatory memorandum

1. In the past decade there has been growing appreciation of the contribution that transparency can
make to the stability and smooth functioning of financial markets. In general, financial markets
operate most efficientlywhen participants have access to relevant information concerning the
risks to which they are exposed and, therefore, can take actions to manage those risks. As a result,
there has been a concerted effort to improve the public disclosures of major patsicipthe
financial markets.

2. Informed market participants can more effectively evaluate the costs and risks to which they are
exposed as a result of participation in the system. They can then impose strong and effective
discipline on the operators of thafrastructure, encouraging them to pursue objectives that are
consistent with those of owners and users and with any public policy concerns. Providing
information on prices/fees, services offered, key statistics and balance sheet data can promote
compeition between service providers and may lead to lowered costs and improved levels of

%0 required in the respective domestic market.
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service. Therefore, when CSDs offer vahdted services, this offer should be made at
transparent prices. Specific services and functions should be priced separallely tsers the
option of selecting the services and functions that they wish to use.

3. CSDs make public the rights and obligations of market participants, the rules, regulations and
laws governing the system, their governance procedures, any risks afisarg@participants or
the operator, and any steps taken to mitigate those risks. To enhance safety and risk awareness
among participants, C&3hould publicly and clearly disclose their risk exposure policy and risk
management methodology. Relevant infiation should be made accessible, for example via the
internet. Information should be current, accurate and available in formats that meet the needs of
users, in a language commonly used in the international securities magketdl as in at least
one ofthe domestic languag®sin order to be useful, the information should be updated on a
regular basis, at least once a year, or when major changes occur. CSDs are not obliged to disclose
proprietary or confidential information, e.g. on business contimléys>?

3L1f required in the respective domestic market
32 Information should be classified as proprietary or confidential in accordance with the relevant law.
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RECOMMENDATION 18: R EGULATION, SUPERVISI ON AND OVERSIGHT

A The recommendation

CSDs and securities settlement systems should be subject to transparent, consistent and effective
regulation, supervision and oversight. In both a national and a croswrder context, central
banks and securities regulators should cooperate with each other and with othexevant
authorities regarding the CSD and the securities settlement systems it operates. Central banks
and securities regulators should alsoensure a onsistent implementation of the
recommendations.

B Key issues

1. CSDsand securities settlement systesh®uldbe subject to transparempnsistent anéffective
regulation supervision and oversighBecuritiesregulators (including in this context banking
supervisors where they have similar responsibilities and regulatory authoritySibs) and
central banks should have the ability and the resources to carry out their regulation, supervision
and oversight responsibilities effectively.

2. Securities regulatsr and central banks should clearly define and publicly disclose their
objectives, their roles and key aspects of major policies for CSDs.

3. To ensure transparent, consistent and effective regulation, supervision and oversight, different
forms of cooperatioamongst relevant authorities may be required, both in national and cross
border context. Central banks and securities regulators should also ensure the consistent
implementation of the recommendations and to achieve a level playing field for CSDs and
secuities settlement systems in the European Union.

4. To enable them to carry out their tasks securities regulators and central banks should require
CSDs and operators of securities settlement systems/arrangements to provide information
necessary for regulatiosupervision and oversight in a timely manner, including information on
operations that have been outsourced to third parties or where the CSD proposes to undertake new

activities.
5. Securities regulators, central banks and other relevant authorities stumpdrate with one

another, both nationally and in a cross border context, to contribute to a safe, sound and efficient
operation of CSDs.
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C Explanatory memorandum

1. Securities regulators (including, in this context, banking supervisors vtheyehave sintar
responsibilities and regulatory authority with respect to CS@ig) central banks share the
common objective of promoting the implementation of measures that enhance the safety
soundness and efficiency 65Ds and theecurities settlement systethsy operate The division
of responsibilities among relevant authorities for the regulation, supervision and oversight of
securities clearing and settlement services and systems varies from country to country depending
on the legal and institutional framevkor

2. Securities regulators and central banks will ensure the consistent application of these
recommendations and to achieve a level playing field for CSDs and securities settlement systems
in the European Union.

3. While the primary responsibility for ensurinige safe soundand efficient operation of theSD
and the securities settlement systems/arrangerfiestwith its designers, owners and operators,
the relevant authorities will review on the basis of regulation, supervision and oversight that the
desigrers, owners and operators of securities clearing and settlement systems, fulfil their
responsibilities.

4. The objectives and responsibilities as well as the roles and major policies of the relevant
authorities should be clearly defined and publicly disdos& that the designers, owners,
operators and participants of securities settlement systems are able to operate in a predictable
environment and to act in a manner consistent with those policies and these recommendations.

5. The relevant authorities shoulthve the ability and the resources to carry out regulation and
supervision effectivelyRegulatory, supervisory and oversight activities should have a sound
basis, which may or may not be based on statut
framework. Cooperation and coordination among relevant authorities, in particular sharing of
information, is subject to the provisions embedded in national law avitere relevant to the
provisions of applicable Edirectives. Relevant authorities wdbntribute on a best efforts basis
to the relevant national procedures with the aim to eliminate obstacles which hamper the sharing
of information. The relevant authorities should have adequate resources to carry out their
regulatory, supervisory and ovagist functions, such as gathering information on @&Ds and
securities settlement systems they operate, assessing the structure, operation and design of the
systems, conducting esite visits or inspections, if necessary, and taking action to promote
observance of the recommendations. To allow the relevant authorities to exercise their tasks
effectively, CSDs should provide them with the necessary information and data, preferably in a
standardised way.
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6. Cooperation between the relevant authorities is mamo if their respective policy goals are to be
achieved.The risk profile of crosborder activities varies depending on the type of the €ross
border arrangement, for example, links between CSDs, CSDs operating in a group structure
sharing various busige elementCSDs operating in a group structure subject to a consolidated
supervision t he out sour cisnhgo roef ssyesrtvei ntseds. oTrh efi cpfufs t i f i
cooperative arrangement between relevant authordiesjldtake into accounthiese varying risk
profiles and should baddressed in a way that delivers regulation/supervision/oversight consistent
with each relevant authoritybés responsiobilitie
duplication of controlsRegulators/oveseers can consider a variety of approaches including (1)
informationsharing arrangements; (2) coordination of regulatory/oversigtibnsfor specific
matters and issues of common interest; and (3) other cooperation arrangdterapproach
selected ma vary, depending on such issues as the law and regulatory approach in each
jurisdiction. The approach set out in (2) above might entail a cooperative agreement for
coordinating the implementation of the regulatory/oversight responsibilities of the compete
authoritiesin line with the principles set in the 198@mfalussy Report and with the cooperative
oversight principles outlined in the 2005 CPSS
settl ement systemsd. Th eatiyearrangenepts shaild hesat @utim i n g
a formal framework, which in the interest of transparency, should be publicly disclosed.
Cooperation could includeo-ordination of crisis management plans as well as, to the extent
permitted, early, confidential fl@ of information between relevant authorities &@8Ds. The
2008 Memorandum of Understanding on cooperation between the financial supervisory
authorities, central banks and finance ministries of the European Union otbordss financial
stability provides a basis for cooperation in the management of any-loodsr financial crisis.
In any case, the relevant authorities should establish prior contact channels and processes
(including ones with the senior and key managers of the clearing and settlgistems3 to
ensure continuity of communication in case of a crisis situation.
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A

RECOMMENDATION 19: R ISKS IN CROSSSYSTEM LINKS OR
INTEROPERABLE SYSTEM S33

The recommendation

CSDs that establish linksto settle crosssystem trades should design and operateich links so
that they effectively reduce the risks associated with cresgstem settlements. They should
evaluate and mitigate the potential sources of risks that can arise from the linked CSDs and from
the link itself.

B

Key issues

CSDs should design lks or interoperable systems to ensure that settlement risks are minimised
or contained. A CSD should evaluate the financial integrity and operational reliability of any
other CSD with which it intends to establish a link. It should evaluate and mitigapoténtial
sources of risks that can arise from the linked CSD and from the link iidedf.resulting
arrangements should be designed such that risks are mitigated an&Dheer@ains able to
observe the othaecommendationsontained in this reporihe risk assessment should be kept
updated

Provisional transfers across a link should be prohibited (or at least retransfers, until the first
transfer is final)and DVP should be achieved. CSDs should achieve DVP for links that process
transactions againsiash. The length of the settlement cycle and the achievement of DVP with
intraday finality should not be jeopardised by the establishment of a link (see Recommendations 7
and 8).

Any credit extensions between CSDs should be fully secured and subjecit$o Liiguidity
management arrangements should be implemented to address operational inefficiencies and
potential defaults.

Relayed links should be designed and operated in a way that does not increase the level of risks or
reduce the efficiency of crosystem settlement.

Explanatory memorandum

The settlement of crosg/stem securities transactions is typically more complicated and
potentially involves more risk than the settlement of domestic transactions. A CSD can provide
arrangements to its parfEnts by establishing direct links with other systems or relayed links
where a third CSD is used as an intermediary. The recommendation applies to alysress

links, or interoperable system, both between two systems located in the same jurisddtion an

This recommadation does not cover links established by CCPs. This issue is covered in Part Il on CCPs.
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between systems in different jurisdictions (i.e. cdossler links).Links between CSDs may take

a variety of forms. One way to distinguish between links is by the degree of csstomiin

service offering. If a CSD links to another CSD like any ostandard participant this scenario is
called standard access. If a CSD links to another CSD and some specific services are offered by
one CSD to the other the scenario is called customised access. However, links may also take a
form in which the CSDs edtlish advanced forms of relationships, where they agree to establish
mutual solutionsDomestic crossystem links pose the same problems as dvosder links,
although there may be fewer conflicts of law problems because the former are located irethe sam
jurisdiction. It is important that crossystem links satisfy the relevant requirements set out in this
recommendation.

Links across systems may provide securities transfer, custody and settlement services. The choice
of functions determines the desigh the link, as does the structure of the CSD and the legal
framework applicable in the respective jurisdictions. For example, to settlesysies securities
instructions between their participants, one or both of the linked CSDs becomes a participant i
the other CSD. Such links permit participants in either CSD to settle trades in securities from
multiple jurisdictions through a single gateway operated by its domestic CSD or by an
international CSD. Links can also facilitate data transmission andmafimm exchange about
securities holdings. Furthermore, links can reduce the costs to participants of holding securities in
various jurisdictions. Finally, links can, in certain circumstances, reduce the number of
intermediaries involved in crosystem silements, which tends to reduce legal, operational and
custody risks.

However, CSDs need to design links carefully to ensure that risks are, in fact, reduced. Therefore,
a CSD should evaluate and mitigate the potential sources of risks that can ariseeflotked

CSD and from the link itselfThe resulting arrangements should be designed such that risks are
mitigated and the 8D remains able to observe the othrecommendationgontained in this

report. Because linked CSDs are located in different dlicisons, they must address legal and
operational complexities that are more challenging than those they confront in their domestic
operations. If a link is not properly designed, settling transactions across the link could subject
participants to new orxacerbated risks relative to the risks to which the participant would be
subject to if it settled its transactions through alternative channels, such as local agent. Links may
present legal risks relating to a coordination of the rules of, and the lawshgwy the linked
systems, including laws and rules relating to netting and the finality of transfers, and potential
conflicts of law. Links may also present additional operational risks owing to inefficiencies
associated with the operation of the linlkheEe inefficiencies may arise because of variations in
the operating hours of the linked systems or because of the need to block securities that are to be
used in settling transactions across a link. Lastly, settlement links may create significant credit
and liquidity interdependencies between systems, particularly if one of the linked systems

-76-



experiences an operational problem or permits provisional transfers of funds or securities that
may be unwound. An operational failure or default in one system nejpjiate settlement
failures or defaults in the linked system, and could expose participants in that system (even
participants that did not transact across the link) to losses. In this respr allocation of
responsibilities between the linked ®ms should be pursued. In light of the above, a link should
not be unnecessarily complex.

A CSD should evaluate the financial integrity and operational reliability of any CSD with which it
intends to establish a link. Any credit extensions between CSBgdstbe fully secured by
securities, letters of credit, other highality collateral or other means that ensure the same level

of protection and should be subject to limits. Liquidity management arrangements should be
implemented to address operationakffitiencies and potential defaults. Notwithstanding
operational and legal difficulties, DVP should be achieved and steps should be taken to reduce the
length of the (DVP) settlement process across the link. To reduce liquidity risks, intraday finality
shaild be provided on a retime basis or, at least, through several batches a day (see
Recommendation 8). Moreover, to eliminate the danger of unwinds, provisional transfers across
the link should be prohibited, or at least their retransfer should be echimmtil the first transfer

is final. Links between CSDs should be designed so that they operate in accordance with the rules
of each CSD and the terms of any associated contracts between the linked CSDs and between the
individual CSDs and their partia@nts, and with the necessary support of the legal framework in
each jurisdiction in which the linked CSDs operate. Each CSD should assess the extent to which
its legal framework supports the proper operation of links with other CSDs. The CSDs should aim
to co-ordinate their rules as regards the moment of entry of a transfer order into a system and the
moment of irrevocability. To the extent that jurisdictions permit CSDs operating there to establish
a link, the legal frameworks of both jurisdictions shoslgport the operation of the link in
accordance with these recommendations. The laws applicable to the linked CSDs and their
participants and the various steps and mechanisms in the operation of the link should be clear and
transparent, and should protgetrticipants and their customers in the event of the insolvency of
one of the linked CSDs or one of their direct participants. Any choice of applicable law should be
enforceable in the jurisdiction of each linked CSD and should be documented and transparen

all participants. Issues associated with the protection of customer securities should also be
addressed in the design and operation of esgsgem links, particularly the need for accurate and
timely reconciliation of holdings (see Recommendation. IRgconciliation is particularly
important when more than two CSDs are involved (i.e. indirect or relayed links, where the
securitiesare kept by one CSD or custodian while the seller and the buyer participate in two other
CSDs). As a rule, when indireahks are used, participants should be informed of the risks they
are assuming.
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5. This recommendation also applies to relayed links and to other types of link where a CSD
intermediates in the relation between an investor CSD and an issuer CSD. These tieksade
as contractual and technical arrangements that allow two settlement systems not directly
connected to each other to exchange securities transactions or transfers through a third settlement
system (or systems) acting as the intermediary. Despttutther layer of complexity introduced
by the operation of relayed links, such links should be designed in a way that does not increase
the level of risk or reduce the efficiency of cr@ystem settlement. This means that relayed links
should be subjedb the requirements set out in the ESCBSR recommendations. Each CSD
should assess the extent to which its legal framework supports the proper operation of relayed
links. To the extent that jurisdictions permit CSDs operating there to establish al fi&y¢he
legal frameworks of the jurisdictions involved should support the operation of the link in
accordance with these recommendations. In terms of investor protection, it is important that the
use of a relayed link does not in any way adverselycaffee protection of enhvestors against
custody risk. For this reason, appropriate risk management procedures such as reconciliation and
realignment should be in place. Moreover, as far as investor protection is concerned, the
interaction of at least the different jurisdictions has to be carefully investigated and supported
by legal opinions. With regard to market efficiency, it is important that the design and operation
of relayed links allow efficient crossystem transfers in terms of processingesmso that the
participants of the involved relayed CSDs can receive and use transferred securities within the
same day.
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PART 2:
DRAFT RECOMMENDATION S FOR CENTRAL
COUNTERPARTIES

-79-



A

RECOMMENDATION 1: LEGAL RISK

The recommendation

CCPFs, linked or interoperable CCPsshould have a wetfounded, transparent and enforceable
legal framework for each aspect aheir activities in all relevant jurisdictions.

B

Key issues

The laws regulations rules, procedures, and contractual provisions governing the opefation
CCP, of linked CCPs or of interoperable CCPs (see Recommendati@hduly be clearly stated,
internally coherent, and readily accessible to participants and the public. Information to the public
should include those topics specifieddiil.

The le@a | framework should provide a high degree
operations and risk management procedures.

The rules, procedures, and contracts of a CCP should be enforiteaBIEP participant linked

CCP or an interoperable CG#® a participant in a linked or interoperable C@efaults or
becomes insolvent. There should be a high degree of assurance that actions taken under such rules
and procedures may not later be stayed, avoided or reversed

A CCP should identify and address anytegmial conflicts of laws issues arising from cross
border arrangements. In doing this, the CCPOs
those elements specified @8.

In accordance with the relevant national implementati@visions all CCPs should apply for
designatiorunderthe Settlement FinalityDirective 98/26/EC on settlement finality in payment
and securities settlement systeras amended (hereinafter referred to as the Settlement Finality
Directive). Therelevant authorities shtlactually designate the systethat meet the criteria of

the Settlement Finality Directive

Explanatory memorandum

Awel-f ounded | egal framework should support eac
operations. The legal system (including bankeypaws) should clearly support: novation or

open offer, netting, default procedures, collateral and clearing fund arrangements, enforceability

of a CCPO0s rules with regard 8BoCCdH®mlistpfdaws i ci par

determinatios and a CCP6s access to information abo
about underl ying customer s. Further, the | aws
procedures and contractual ar r an glgatens sheuld and a

-80-



be clearly stated, internally coherent and readily accessible to participants and the public. If the
legal framework is underdeveloped, opaque or inconsistent, the resulting legal risk will undermine
a CCPO6s abil ity . Fimancialpnarkea paricipanfs fwidl taceithe ailerpma of
either: ()using a CCP with an incomplete ability to assess their risk of participation; or (2)
declining to use a CCP. Under either circumstance, the risk reduction benefits of a CCP may not
be redised and, depending on the significance of weaknesses in the legal framework, the activity
of a CCP could be a potential source of systemic risk.

In most jurisdictions, the legal concept that enables a CCP to become the counterparty is either
novation oropen offer. Through novation, the original contract between the buyer and seller is
extinguished and replaced by two new contracts, one between the CCP and the buyer and the
other between the CCP and the seller. In an open offer system, a CCP is aullgnaatita
immediately interposed in a transaction at the moment the buyer and seller agree on the terms. If
all preagreed conditions are met, there is never a contractual relationship between the buyer and
seller in an open offer system. Both novation aperooffer give market participants legal
certainty that a CCP is obligated to effect settlement if the legal framework is supportive of the
method used.

The legal framework should support the essential steps that a CCP takes to handle a defaulting or
insolv e n t participant, including any transfers
positions. A CCP must act quickly in the eve
enforceability of these procedures could delay, and possitglyept altogether, a CCP from

taking actions that fulfil its obligations to nalefaulting participants or minimise its potential
losses. Insolvency law should support isolating risk and retaining and applying collateral
(including margin) and cash paymsrpreviously paid into a CCP, notwithstanding a default or

the commencement of an administration or bankruptcy proceeding by or against a participant

The legal framework must enable a CCP to clearly establish its interest in collateral (including
margin). Generally, collateral arrangements involve either a pledge or a title transfer. If a CCP
accepts a pledge, it must have a high degree of assurance that the pledge has been validly created
in the relevant jurisdiction and validly perfected, if necesdagyCCP relies on a title transfer, it

should have a high degree of assurance that the transfer will be enforced as written and not
recharacterised as an invalid or unperfected pledge.

A strong legal framework will support the rapid deployment of tHimval held by a CCP when

a participant defaults on its obligations or becomes insolvent. This aspect of the legal framework
is critical because delay in the use of collateral may prevent a CCP from meeting its obligations as
expected. The legal framewowill accomplish this goal if the rules, procedures and contracts for
operating a CCP and the obligations of its participants are enforceable, and a CCP has the
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unimpeded ability to liquidate collateral and close out transactions. This means thatta&gons
by a CCP under such rules and procedures may not later be stayed, avoided or reversed.

The enforceability of a CCP&s netting arrangen
basis. Netting involves the offsetting of obligations by tradirmneas or participants. CCPs often

bilaterally net their obligations with each participant. Netting reduces the humber and value of
deliveries and payments needed to settle a set of transactions and significantly reduces the
potential losses to a CCP ineth event of a participantés defaul
losses from the close out of positions in different securities or derivatives. Netting arrangements

mu st be enforceable against a CCPO6s f aotkl ed pal
should support the CCP&s netting arrangements.
may be challenged in judicial or administrative insolvency proceedings. If these challenges are
successful, the CCP or its participants would be obligiedross amounts potentially a huge,

even devastating, change because the gross obligations could be many multiples of the net

obligations.
A CCPO6s | egal framework should also support fi
money settlemerda r r angement s is the timing of the final

accounts and the accounts of its participants at the banks used to effect such settlements. The
funds transfers should be final (irrevocable and unconditional) when effedtet @ccounts are

debited and creditedliso in relation to interoperable CCH$e laws of the relevant jurisdictions

must support the provisions of the CCP&s | egal
finality. Similarly, there must be a cleand effective legal basis for the finality of the transfers of

financial instruments.

Where a CCP crosses borders through linkagemteroperable arrangements, includitig

taking of collaterhorr e mot e parti ci pant s, Ctthitesshauld desrlygov er n
indicate the | aw that is intended to apply to
law governing the CCP; (b) the law chosen to govern the contractual aspects of the relationship

with each participant, and; (c) thew chosen to govern the proprietary aspects of securities held

on a participantés account with a system and (
Potential conflicts of laws should be identified and the CCP must address conflicts of lass issu

when there is a difference in the substantive laws of the jurisdictions that have potential interests

in a CCPo6s activities. The | egal framewor k f
jurisdictions. These include those jurisdiction(s) (i) in whioh CCP is established (ii) in which

the CCPO0s direct participants are established.
whose laws affect the operation of the CCP as a result of: (a) the law governing the CCP; (b) the

law chosen to goverthe contractual aspects of the relationship with participant; and (c), if
different from (b), the law chosen to govern the proprietary aspects of securities cleared by the
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10.

11.

CCP or taken as collateral. Relevant jurisdictions may also include a jurisdictiwhich a

security handled by the system is issued, jurisdictions in which an intermediary, its customer or
the customerodos bank i s established, domicil ed
laws govern a contract between these padidsteroperable CCPdn such circumstances, each
jurisdictionbs conflict of | aws rules should s
the activity. CCPs should take into account the conflicts of laws issues when structuring their

rules andchoosing the law that governs the CCPs. Both CCPs and participants also should be
aware of applicable constraints on theirtr abil
activities. A jurisdiction ordinarily does not permit CCPs and participants raurovent the
fundamental public policy of that jurisdiction by contract.

A CCP and the appropriate regulatory authorities should organise and license a CCP in a manner
that enables it to take advantage of all of the legal protections available inisdéciion. As the
Settlement FinalityDirective provides legislation that supports most of the legal issues listed
above, CCPs whose operations are governed by the law of an EEA Member State should apply for
designation under this Directive. Regardlesgbrganisation or regulatory status, a CCP should
have the legal authority to establish requirements for direct access to its services and deny access
to entities that fail those requirements. Further, legal, regulatory or confidentiality restrictions
should not prevent market participants from providing information about themselves relevant to
their participation in a CCP.

The application of a multitude of jurisdictions to the operations of a CCP increases the legal
complexity and could possibly affegystemic stability. The Settlement Finality Directive reduces

these risks by providing clear rules on the law used to govern the system and the law used to
govern the rights and obligations of a participant in an insolvency situation. In the same vein, the
range of jurisdictions chosen in connection wi
Subject to a legal risk analysis, it may prove to be advisable that only one legal system is chosen

to govern the contractual aspects of the relationshipdetwhe CCP and each of its participants.

Ideally, the law chosen should be identical to the law governing the system, in order to safeguard
systemic finality, certainty and transparentynked or interoperable CCPs should identify,

disclose and addresmyaadditional legal risks.

CCPs should, as a minimum, provide information to market participants (where appropriate and
relevant, supported by an internal or external analysis or opinion) on the following subject
matters: (1) the legal status of the CCB;the legal regime governing the CCP and its activities;

(3) the rules governing access to the CCH;the applicable law governing the contractual
relationship between the CCP and participari;tife office(s) where activities related to the
maintenane of financial instrumentsccounts are being conducted) the rules governing the

use of collateral; 9) the rulesand applicable law fodefault and collateral, including the
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liquidation of positionsand of assets pledged or transferred as collatet@); CCP risk
management techniques, including the CCP legal positie-viis counterparties,9f the laws
governing the transfer of payments and those covering the final settlement of a transaction
particularly if physical delivery occurslso in linksand interoperable CCR40) the extent to

which collateral pledged to the CCP is protected against any third party claijna ¢feneral
description on the above matters in case of a default or insolvency of thELZXaRe applicable

law governing the antractual relationship underpinning links and interoperable CTRs
applicable legal framework should ensure that all participants are adequately protected against
custody risk, in particular including for example, insurance policies, contractual iexckusd

agreed treatment regarding shortfalls of securities.
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RECOMMENDATION 2: PARTICIPATION REQ UIREMENTS

A The recommendation

A CCP should require participants to have sufficient financial resources and robust operational

capacity to meet obligations asing from participation in the CCP. A CCP should have
proceadures in place to monitor that participation requirements are met on an ongoing basis. A
CCPOs participation requirements should be obj e
open accessRules and requirements that restrict access should be aimed at controlling risk.

B Key issues

1. To ensure timely performance by participants, a CCP should establish requirements for
participation to ensure that participants have sufficient financial res®ared robust operational
capacity, including a sufficient level of relevant expertise, necessaryfdegars and business
practices.

2. A CCP should have procedures in place to monitor that participation requirements are met on an
ongoing basis, either thugh timely access to regulatory reports filed by participants or directly if
such reports are not available or do not contain the required information.

3. Participation requirements should be objective, permitting fair and open albeesal of access
shouldonly be based on rislelated criteria or other criteria as set out in EU law stmolild be
explained in writing. Participation requirements, including arrangements for orderly exit of
participants, should be clearly stated and publicly disclosed.

C Explanatory memorandum

1. A CCP seeks to control the risks to which it is exposed by dealing only with sound and reliable
counterparties. Participation requirements established by a CCP are its primary means to ensure
that participants have sufficient financiadspurces and robust operational capacity to meet
obligations arising from participation. Requirements should be clearly stated and publicly
disclosed so as to promote certainty and transparency. To avoid discriminating against classes of
participants and nitroducing competitive distortions, participation requirements should be
objective and avoid limiting competition through unnecessarily restrictive criteria, thereby
permitting fair and open access within the scope of services offered by t{é R&frictons on
access should only be based on-rsliated criteria or other criteria as set out in EU. |8, for
example, restrictions on access for #iesident participants are unlikely to be acceptable except
when material doubts exist over whether systalesrare enforceable against residents of other
jurisdictions or remote access would expose a CCP to unacceptable risks which cannot reasonably

3 For example, a CCC offering its services only to wholesale market participants is not required to provide its services to
retail market participants.
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be mitigated. A CCP may include other indicators of risk in its requirements, such as whether an
institution is supervised, but these indicators should be related clearly to the risks the CCP is
managingRefusal could also be justified when there are doubts about the enforceability of legal
powers with regard to money laundering, in case of applicants locatedritries blacklisted by

the Financial Action Task Force (FATF).

Protecting the financial market against unacceptable risk is an issue of public interest that justifies

the denial of access to any applicants that do not meet the minimum requirementsedtallis

the CCP. However, access may also be denied if the technical, operational and financial resources

are such that they could cause disturbances in the system, even if the scale of possible disturbance

is not systemic in magnitud®enial of access shid be explained in writing. If an applicant

guestions the fairness of the refusal decision, the decision can be brought-fmityirceview.
Protecting the market against biased competitdi
access to the usd functions; it does not imply that any participant may access any system at any

time at the same price.

To reduce the likelihood of a participant és
participant, a CCP should establish rigorous financigliirements for participation. Participants

are typically required to meet minimum capital standards. Some CCPs impose more stringent
capital requirements if exposures of or carried by a participant are large or if the participant is a
clearing participantCapital requirements for participation may also take account of the types of
products cleared by a CCP. In addition to capital requirements, some CCPs impose standards such

as a minimum credit rating or parental guarantees.

A CCP should establish requirents to ensure that participants have robust operational capacity,
e.g. sufficient level of relevant expertise, necessary legal powers and business practices, including
appropriate procedures for managing risks, such that the participants are able e tictaky
performance of obligations owed to the CCP. The requirements should ensure that participants
can process the expected volumes and values of transactions within the required time frames,
including at peak times and on peak days. They should al@drrangements to effect collateral,
payment, and delivery obligations to the CCP. A CCP should also ensure that its requirements are
addressed through regular review of operational capacity and risk management policies by
participantsd anelbyiindependest mmterga audin Furthermore, a CCP may
require its participants who are exposed to greater risks to demonstrate a higher level of
operational robustness than other participants, because the operational failure of such a
participant is ikely to have greater marketide impact than that of participants with less

significant exposures.
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5. A CCP also needs to ensure that directors and senior management of participants meet relevant fit
and proper standards, as appropriate. If participanteegrdated entities, this may already have
been evaluated by public authorities.

6. A CCP should have procedures and allocate sufficient resources for effective monitoring of
compliance with participation requirements on an ongoing Basis CCP should havehe
authority to receive timely and accurate i nf
standards, either through access to regulatory reports filed by the participants with regulators (if
permitted by law) or directly from the participants. Partinigashould be required to report any
developments that may affect their ability to comply with participation requirements, and a CCP
should be able to impose more stringent restrictions on individual participants in situations where
it determines that thparticipant poses heightened risk. Some CCPs also have the authority to
conduct orsite visits to participants. A CCP should have in place arrangements for the
suspension and orderly exit of participants that no longer meet participation requirements, and
those arrangements should be publicly disclosed.

% The reqirement is for a CCP to monitor compliance with its participation requirements and should not be interpreted as
mandating a regulatory role for a CCP beyond those requirements the CCP imposes as a condition for participation in the
CCP. Where applicable,@CP may rely on the supervisory activities of
absolve the CCP from conducting its own due diligence
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A
A

RECOMMENDATION 3: MEASUREMENT AND MANA GEMENT OF CREDIT

EXPOSURES

The recommendation
CCP should measure its credit exposures to its particjpants at least once a day. Through

margin requirements and othermisk control mechanisms, a CCP should limit its exposures to
potential losses from defaults by its participants so that the operations of the CCP would not be
disrupted and nondefaulting participants would not be exposed fo losses that they cannot
antfcipate or control.

B

Key issues

A CCP should measure its exposures to its participants at least once a day and should have the
capacity to measure its exposures on an -téna basis, either routinely or at a minimum when
specified thresholds are breachddhe i nf or mati on on mar ket price
that are used to calculate the exposures should be timely.

Through margin requirements and other risk control mechanisms, a CCP should ensure that it is
adequately protected against potentiabéssfrom defaults by its participants, so that closing out

any participantds positions woul d n-defaultidg sr upt
participants to losses that they cannot anticipate or control.

Explanatory memorandum

To manage & counterparty credit exposures to its participants effectively, a CCP must be able to
measure those exposures. A CCP can ascertain its current credit exposure to each participant by
mar king each participantds out s tndiftathemextent ontr a
permitted by a CCPb&s rules and supported by |
faces the risk that the participantsd exposur
positions, or both. Adverse price movements capidly increase exposures to participafits.
Furthermore, participants may rapidly build their positions through new trading, although some
markets impose trading limits or position limits that reduce this risk. Recommendation 11
elaborates on the managemh of the counterparty credit exposures towards other CCPs.

A CCP thus should recalculate its exposures to its participants frequently, based on timely
information on market prices and on the size and concentration of positions, to ensure that its
estimaes of those exposures are accurate. How frequently a CCP must recalculate its exposures to
participants depends on the volatility of prices in the markets it serves and the potential for
participants to quickly build large positions in those markets. @tterldepends on the liquidity

36

Price limits and trading halts may delay the adjustment of market prices but there is little evidetiveythan reduce
the ultimate size of adjustments that occur once trading resumes.
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of the markets and on whether the markets set and enforce trading limits or position limits.
Nevertheless, a CCP should measure its exposures at least once a day and should have the
operational ability to measure its expassiron an intralay basis, either routinely or at a
minimum when specified thresholds are breached (for example, when market price changes
exceed prespecified thresholds or when one or more participants build up large positions during
the day).Mark-to-maiket should be usetb the largest extenpossiblewhen measuring an
instrument In case ofilliquidity of an instrument and of consequent difficulty in assessing a
reasonable daily settlement pritke CCP shouleélaborate anodel forassessing a reasomab

daily settlement prigeon the basis of the theoretical value of the financial instrument concerned

A CCP must be able not only to measure its exposures to its participants but also to take actions
as necessary based on the results of those meastserAe€CP must maintain sufficient
financial resources to ensure that it continues to meet its obligations when due. Without some
mechanism to limit its potential exposures, a CCP would not be able to meet that requirement
unless it were able to augmens financial resources very rapidly. But augmenting resources
might well prove difficult in the circumstances that would generate a need for those additional
resources. A CCP also should ensure that defaults by participants would not result in losses that
would disrupt the operations of the CCP or 1a@faulting participants. Some CCPs mutualise
losses from a default by reliance on the resources ofdataulting participants. These non
defaulting participants could be exposed to significant risks thathieeyselves cannot control in

the absence of some mechanism for a CCP to limit its uncollateralised credit exposures to its
participants.

To prevent disruption in the operation of a CCP or its-eefaulting participants, this
recommendation requires a CQ® have mechanisms designed to limit its exposures to its
participants so that, i n ¢l osi ngparticipants wonlg par t i
not be exposed to losses that they cannot anticipate or control. The current key mechanism to
protect the CCP and the nalefaulting participants against the potential losses arising from a
participant default is a requirement that participants post margin commensurate with the risk of
their positions .Margin requirements should cover a high percentdgsuch losses (see
recommendation 4). Margin posted by a defaulter should be used prior to other financial resources

in covering losses. Many CCPs also control the accumulation of exposures by requiring frequent
(often daily or intraday) settlement ofjains and losses through cash payments. In effect, the

mar gi n requirements seek to ensure that | oss
positions would be covered by the margin posted by the defaulting participant.

Additional financial resourcesi ncl udi ng participantsd contri bu
the CCP0s own capital) should ensure that the
residual losses that are not covered by margin (see recommendation 5). Tradirgy |gpoggion
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limits may also be used by the markets for which a CCP clears to control thebwigositions
and should be taken into account as a risk mitigation tool.

-90-



A

RECOMMENDATION 4: MARGIN REQUIREMEN TS

The recommendation

A CCP should to the greatest extent feasible impose margin requirements to limit its credit
exposures to participants. These requirements should be sufficient to cover potential exposures
that the CCP estimates to occur until the liguidation of té relevant positions. The models and
parameters used in setting margin requirements should be rigkased and reviewed regularly.

B

Key issues

Margin requirements should be imposed where feasible and should be sufficient to cover losses
that result from 996 of the price movements over an appropriate time harizas time horizon

should be appropriate to capture and identify the risk characteristics of the specific instrument in order to
allow the CCP to estimate the magnitude of the price changes tpéetex to occur in the interval between

the last margin collection and the time the CCP estimates it will be able to liquidate the relevant positions.
Models and parameters used in determining margin requirements are based on the risk
characteristics of # products cleared and take into account the interval between margin
collections. The ability of the models and parameters to achieve the desired coverage should be
validated regularly.

A CCP should have the policy, the authority and operational capacityake intraday margin
calls to mitigate credit exposures arising from new positions or from price changes.

The assets that a CCP accepts to meet margin requirements should be limited to highly liquid
instruments’ Haircuts should be applied to asset ealthat reflect the potential for their value to
decline over the interval between their last revaluation and the time by which they can reasonably
be assumed to be liquidated.

Explanatory memorandum

CCPs should impose margin requirements to limit thilelhup of credit exposures and to generate
a pool of resources to cover losses in the event a participant defaults, unless the CCP can
demonstrate that the calculation and collection of margins are impossible or inappropriate.

In setting margin requireemts, a CCP should use models and parameters that capture the risk
characteristics of the products cleared (including historic price volatility, market liquidity, and
whether the products exhibit ndinear price characteristics) and that take into accdahat

interval between margin collections. The margin models and parameters should be reviewed and

In special circumstances it may be appropriate for a CCP to accept less liquid assets, for example, the underlying stock
might be accepted as a margin asset for amotn that stock, even though the stock might not be highly liquid
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back tested regularly (at least quarterly) to assess the reliability of the methodology in achieving
the desired coverage. During periods of market turbuletiese reviews should occur more
frequently. The margis et t i ng process should be approved
responsible for risk issues.

Margin requirements impose opportunity costs on CCP participants. So, a CCP needs to strike a
balance betaen greater protection for itself and higher opportunity costs for its participants. For
this reason, margin requirements are not designed to cover price risk in all market conditions.
Nonetheless, margins should be sufficient to protect the CCP frons libegeresult from 99 % of

the price movementver an appropriate time horizon. This time horizon should be appropriate to
capture and identify the risk characteristics of the specific instrument in order to allow the CCP to
estimate the magnitude of tipeice changes to be expected to occur in the interval between the
last margin collection and the time the CCP estimates it will be able to liquidate the relevant
positions. In other words, exposures from price movements should breach margin requirements
not more often than 1 percent of the time. The price estimations shouddsed on relevant
historical dataas well as forthcoming priegensitive eventthat are foreseeable for the CCP. This
recommendation does not prescribe how much historical datab@wsted for this purpose. The
appropriate amount of data to use will vary from product to product and over time. If, for
example, volatility rises, a CCP may want to use a short interval that better captures the new,
higher volatility prevailing in its ntkets. In case of newly listed securities, margin parameters
should be generally based on conservative assumptions over a significant number of comparable
issuers/financial instruments.

To mitigate intraday risks, a CCP should have the authority and mpedatapacity to make
intraday margin calls, at a minimum when gpecified thresholds are breached (for example,
when market price changes exceed-getermined thresholds or when one or more participants
build up large positions during the day). SOmERS provide services for markets in which
exposures can change dramatically within the
or price volatility. In such cases, a CCP should monitor exposuresdapgrérecommendation 3)

and limit the buildup of potential losses from exposures through both routine and special intra
day margin calls.

In calculating margin requirements, a CCP may allow offsets or reductions in required margins
between products for which it is counterparty if the price riskra product is significantly and
reliably correlated with the price risk of another. A CCP should base such offsets on an
economically meaningful methodology that reflects the degree of price correlations between the
products.

-92-



6. Because of the role margpays in a default, a CCP needs assurance of its value in the event of
liquidation, and a CCP needs the capacity to draw upon it promptly. A CCP generally should limit
the assets accepted as margin to those with high ligdfditiargin assets should be rked to
market daily. Haircuts should be applied to the market values of the assets so as to adequately
reflect the potential for their value to decline over the interval between their last revaluation and
the time by which they can reasonably be assumdakttiquidated; these haircut procedures
should be reviewed regularly. If market prices do not fairly represent values, a CCP should have
the authority to exercise discretion in valuing margin assets according to its predefined methods.
If a CCP accepts asts in foreign currencies, any foreign exchange risk should also be taken into
consideration. Because of potential concerns about the ability to liquidate margin assets quickly
and without significant price effects, a CCP may limit the concentration Idfnigs of certain
assets (e.g., securities issued by individual obligors).

% In special circumstances it may be appropriate for a CCP to accept less liquid assets, for example, the underlying stock
might be accepted as a margin asset for an option on that eteckthough the stock might not be highly liquid.
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RECOMMENDATION 5:0THER RISK CONTROLS

A The recommendation

A CCP should maintain sufficientavailable financial resources to cover potential losses that
exceed the losses to be ceved by margin requirements. For this purpose, the CCP should
develop plausible scenarios and conduct stress tests accordingly. At a minimum, a CCP should
be able to withstand a default by the participant to which it has the largest exposure in extreme
but plausible market conditions.

B Key issues

1. In addition to margin requirements, a CCP should maintain sufficient available financial resources
to cover potential residual losses that exceed the losses to be covered by margin requirements. For
this purposethe CCP should develop scenarios of extreme but plausible market conditions and
conduct stress tests accordingly. The market conditions evaluated should include the most volatile
periods that have been experienced by the markets for which a CCP pravisiewites. While
the recommendation focuses on a default by the participant to which a CCP has the largest
exposure in a specific scenario, the potential for defaults by two or more participants should be
evaluated (particularly related group membersffilicies). Stress tests to check the adequacy of
resources in the event of a default in extreme market conditions should be performed monthly, or
more frequently when markets are unusually volatile, become less liquid, or when the size or
concentration ofposi ti ons held by a CCP6s participant.
comprehensive stress tests, involving a full validation of models, parameters and assumptions and
reconsideration of appropriate stress scenarios should be conducted at leay ditne stress
testing assumptions that a CCP uses in reaching a judgment about the adequacy of its resources
should be disclosed to participants and authorities. A CCP should have a clear policy on the
actions it would take in the event tests indicasonrces are not likely to be adequate; either its
exposure should be reduced or its resources should be enhanced. The policy should be made
available to its participants and authorities.

2. Although a CCP's financial resources can take a variety of fdiongpurposes of assessing
observance of this recommendation, resources should be counted only if there is a high degree of
assurance that a CCP can draw on them for the
them to be used to cover its normakeaating losses or losses from other activities in which it is
engaged.

3. If any of the resources that are being relied upon are not immediately available to a CCP, it should
obtain credit lines that are committed and subject only to presentment in atgrcdn borrow
against those assets to meet its liquidity nee
posted by a defaulter are used prior to other financial resources in covering losses.
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C Explanatory memorandum

1. Although risk managementtaml ( not ably a CCP6s ©participation
ensure that defaults are unlikely, a CCP must nonetheless plan for the possibility that a default
occurs. In that event, a CCP has an obligation to continue to make paymentsdefanoting
participants on time. It must maintain financial resources both to provide it with liquidity to make
timely payments in the short term and to enable it to cover the losses that result from defaults. In
addition to margin requirements to cover losses froigepmovements that the CCP estimates to
occur on the basis of historical data and other foreseeablesgris#ive events, the CCP should
maintain further financial resources (e.g. resources of a default fund to which all the participants
have contributedh s we | | as the CCP6s own capital) to cc
the estimated/expected losses. For this purpose, the CCP should develop plausible scenarios and
conduct stress tests accordingly.

2. Assessing the adequacy of resources caniffieutt because it depends on the scenario that the
CCPs focuses on, i.e. it rests on assumptions about which participant or participants default and
about market conditions at the time of the default. Many CCPs focus on a default by the
participant to with the CCP has the largest exposure in the market scenarios under
consideratiori® Linked CCPs that have been assessed against recommendation 11 are not to be
considered when identifying the largest residual exposure. The evaluation of the largestl potentia
exposure should also take into account ri sks
relation to the CCP, e.g. as intermediary, settlement bank, issuer of collateral, or guarantor. This
shoul d be viewed as a mi ni mu natiom ef ¢t mesoercesl at i on
However, market conditions that typically accompany a default put pressures on other participants
(particularly related group members or affiliates), and a default itself tends to heighten market
volatility, further contributing tostresses. Planning by a CCP should consider the potential for
two or more participants to default in a short time frame, resulting in a combined exposure greater
than the single largest exposure.

3. Stress testing is used by CCPs to assess the adequacyir dintmcial resource® A CCP
assumes extreme market conditions (that is, price changes significantly larger than the normally
prevailing | evels of volatility), and evaluat
positions. Stress testing prdeis insights into several aspects of the financial resources the CCP
may need. The largest debit from such a test helps a CCP evaluate its potential liquidity needs.
Calculations taking into account the resources of the potential defaulter that arelevailab

3% This recommendation focuses on the largest potential exposure of a CCP, regardless of whether that exposure arises in a
participantdés account or in the aheadequacy of edources, hpwever,arci pant
individual CCPO6s analysis wildl need to take into account
available to cover losses.

40 stress testing also is conducted to help a CCP understandkihét iis assuming and potential ways to mitigate those
risks.
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CCP (margins, clearing fund contributions or other assets) provide perspective on the potential
size of the losses that a CCP might face. Other stress tests may consider the distribution of
positions between the participant and its customers iin@iag potential losses.

4. The relevant stress tests will differ from one CCP to another and, for a given CCP, over time.
Typically, a CCP will conduct a range of stres
mix and other risk management choicksy elements of stress testing are the market conditions
and default scenarios assumed and the frequency with which the tests are conducted. A CCP must
ma k e judgment s about what constitutes fextre
conditions evalu@d should include the most volatile periods that have been experienced by the
markets for which a CCP provides its services. A CCP also should evaluate the losses that would
result if levels of volatility observed in related products were also expedéndes products (this
is particularly relevant when a CCP begins clearing a new product) and if the usual patterns of
correlations in prices among its products changed. CCPs conduct multiple types of stress tests.
Tests to check the adequacy of resouinethe event of a default in extreme market conditions
should be performed monthly, and more frequently when markets are unusually volatile or less
liquid or when the size or concentrations of positions held by its participants increase
significantly. In addition, comprehensive stress tests involving a full validation of model
parameters and assumptions and reconsideration of appropriate stress scenarios should be
conducted at least annuaffy.

5. Based upon the stress testing process, a CCP must reach @&nuddraut the adequacy of its
resources. A CCP should provide its participants and authorities specific information about its
assumptions related to the number and size of participants that default and the market conditions
at the time of default in comirtg this judgment. A CCP should have clear policies for the actions
it would take if stress testing indicates that its resources are not likely to be adequate either for
meeting liquidity demands or for covering an exposure resulting from default. Thasatitat a
CCP might take will vary, but the ultimate effect must be either to reduce the potential exposure
of the CCP or to increase the resources of the CCP. These policies should be made available to a
CCPb6s participants and its authorities.

6. The finartial resources available to a CCP can take a variety of forms. For many CCPs, some
assets that they require participants to post can only be used to cover losses arising from that
parti ci panathérsfinadcialfresaulceds are available to covesdssarising from any
participantdéds default. Many CCPs require part.i

41 CCPs conduct different types of stress tests, some of which are conducted weekly or even daily. Such stress tests often
are mechanical, evaluating positions at higher confidence intervgisié® movements, for example. This requirement
for conducting monthly and comprehensive annual stress tests is considerably more demanding than these routine risk
management activities.

42 Some CCPs also enter into crasargining agreements thatehab a CCP t o access a defaul tir

another CCP in certain circumstances.
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used in the event of a default by any particifar@CPs generally have their own capital and

retained earnings from operations. Researcan include contingent claims on wmfaulting
participants, parent organi sations, or -insur e
defaulting participants to provide additional funds to it in the event of default. The parents of
some CCPs prade a guarantee, and other CCPs obtain default insurance that covers a certain
amount of losses after a deductible has been met. Resources posted by a defaulter should be used
prior to other financial resources in covering losses.

7. The availability of thesdinancial resources and their liquidity vary. When margin is held, it
should be readily available and |l iquid (recomn
or retained earnings are under its immediate control, but they generally are inveshealyamat
be immediately available. Insurance contracts, parental guarantees or rights to call for funds from
nondefaulting participants are often available only after specific conditions are met. In assessing
the adequacy of its financial resources, a G8duld consider the availability and liquidity of the
assets it holds, as well as possible concentration risk.

8. A CCP should include only those resources that it can reliably draw on in the event of a default in
evaluating the adequacy of its resources.é&@mple, possible payouts from insurance contracts
should be counted only if there is high degree of certainty that the terms of the contracts would be
payable in the event of a default. The precise circumstances under which a CCP can draw upon
any resotces that require conditions to be met should be carefully evaluated in judging their
contribution to the overall adequacy of resources.

9. Even if there is assurance that a CCP can draw on resources in a default, some types of financial
resources are subjettt potential losses in value. Haircuts should be applied to these resources to
reflect potential volatility in their market values resulting from price, credit and liquidity risk.
Only the value subject to the appropriate haircuts should be countedtasf plae financial
resources of a CCP.

10. Rules of a CCP should expressly set out the situations in which specific resources can be used.
For purposes of assessing observance of this recommendation, financial resources should be
counted onl y dorotparmitGrem t He usead koewer its normal operating losses
or to cover losses from other activities in which it is engaged. Nevertheless, a CCP should have
sufficient resources to cover also such losses. If a CCP serves multiple markets (diheame
jurisdiction or multiple jurisdictions), t he
in one market to cover losses from a default in another market should be clear to all participants.
(A CCPO6s design of diake :toactourt thesexténets whieh resbusces ars h o u |
pooled across markets.)

43 See section 3 for a discussion of the differing terminology with respect to financial resources used by CCPs.
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11. Because a function of the financial resources of a CCP is to enable it to face immediate liquidity
demands, a CCP should obtain credit lines that allow it to borrow againstaesdat are not
immediately available. These credit lines should be committed and subject only to pres&htment.
The presence of such credit lines is an important consideration in assessing the adequacy of a
CCPb6bs resources from a |liquidity perspective.

12. A CCP which has a default fund must have a clear and transparent method for determining
participants' contributions to its financial resources that reinforces incentives for participants to
manage the risk that they pose for the CCP. Generally such ireeirtixolve a system in which
contributions are linked to the riskiness of participants' activity as measured by margin posted, by
size of positions or sometimes by stréssting results. A CCP also should establish rules that
address replenishing resouscllowing a default. These rules typically set out responsibilities
and expected contributions before a participant can cease participation.

4 The credit lines should not contain materidgverse change clauses.
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RECOMMENDATION 6: DEFAULT PROCEDURE S

A The recommendation

A CCPGs default pr oceduané ey shbukdehsdre that thecQCR aan | y st
take timely action fto contain losses and liquidity pressures and to continue meeting its
obligations. Key aspects of the default procedures should be publicly available and tested
regularly.

B Key issues

1. A CC P fast prdcedures should clearly state what constitutes a default and permit a CCP to
promptly <c¢close out or effectively manage a d
collateral or other resources. There should be clear procedures, or mechamésrtisam those of
the CCP, for handling customersd positions anc
CCP to utilise promptly any financial resources that it maintains for covering losses and liquidity
pressures resulting from the defaults.

2. The legal framework applicable to a CCP should provide a high degree of assurance that its
default procedures are enforceable, despite the insolvency of a participant. The national
insolvency law should permit the identification and separate treatment obnmrstand
proprietary assets.

3. A CCP should analyse the effect which its default procedure may hatbeeoma r k e t . A CCP(
management should be well prepared to implement its default procedures in a flexible manner,
and management should have internal pfansuch an event, including communication with the
operator of the market the CCP serves if that operator is a separate entity. The plans should be
reviewed at least once a year and tested regularly.

4. Key aspects of the default procedures should be pylalicilable.

C Explanatory memorandum

1. The purpose of default procedures is to protect the continuing functioning of a CCP by limiting
the potential for the effects of a default to spread beyond the defaulting participant. Key
objectives of default procedes include minimising further losses at the defaulting participant,
winding down its positions in an orderly way, and enabling a CCP to continue performing its
obligations. To the extent consistent with these key objectives, a CCP should seek to preserve
other participantsd ability to manage their po

-99-



2. A priority, of cour s e, shoul d be t o avoi d de
requirements should include financial requirements that reduce the likelihood of defaults.
Furthermore, a CCBhould identify situations that it determines may pose a threat of default and
develop early warning préefault plans and procedures, such as increasing monitoring or
imposing restrictions on a participant. These procedures should provide an incentive to
participants for early naotification of potential financial, liquidity or systems problems that could
lead to a default.

3. A CCPbs defaul't procedures should clearly def
identifying a default. As part of the defaultopedure, the CCP should consider the cause of the
default and whether it may be associated with financial difficulties of the defaulting participant.
The procedures should specify whether the default event is automatic or whether a specific
decision musbe taken to declare the default, and who is authorised to make such decisions. The
procedures should set out broadly the measures a CCP can take when a default is declared; the
extent to which the actions are automatic or whether a decision is necehsaigesto normal
settlement practices; how contracts in the process of delivery will be handled; the expected
treatment of the proprietary account, and of t
actions; the information that will be needed; tlades, obligations and responsibilities of the
various parties (such as clearing participants, authorities, any exchanges and the CCP itself); and
the existence of mechanisms other than those of the CCP itself that may be activated to contain
the impact 6a default.

4. In the event of default, a CCP should have arrangements or mechanisms to facilitate ¢lose out
hedgingor the transfeo f a defaulting participantds propri
these positions remain open, the larger are titenpial credit exposures from them. A CCP
should have the ability to apply the proceeds of liquidation, as well as all other funds and assets of
the defaulting participant, to meet the defaul
will attempt to liquidate positions quickly, but in some instances a CCP may determine that its
exposure would be minimised by hedging positions and managing the liquidation over time. What
is critical is that a CCP has the authority to act promptly in the mantiénks best to contain its
exposure and to mitigate overall market effects.

5. The default procedures or mechanisms other than those of a CCP should provide for the handling
of positions and collateral (including margin) of customers of the defaultingiparit. The rules
should identify the circumstances under which positions may be liquidated or transferred, which
positions are eligible for liquidation or transfer, who may exercise this authority, and what are the
applicable time frames within which amtis would be taken. At a minimum, a liquidation of
positions or application of previously posted collateral should not be prevented, stayed or
reversed.
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6. A CCPbs procedures should permit it to use pro

cowering losses and liquidity pressures resulting from defaults, including use of liquidity facilities.

The rules of a CCP should specify the order in which different types of resources will be used.

This information enables participants to assess their patea | exposures from u
services. Typically, a CCP will look first to assets posted by the defaulting participant to provide
incentives for participants to manage prudently the risks they pose for a CCP.

Relevant national law should provide cantg that actions taken by a CCP as part of its default
procedures are enforceable and that actions taken under such procedures may not later be stayed,
avoided, or reversedee recommendation.Io facilitate the transfer or liquidation of positions

and assets, national insolvency law should permit the identification and separate treatment of
customer and proprietary assets.

A CCP6s management should be well prepared and
procedures in a flexible manner. &'bxercise of this discretion needs to be subject to appropriate
arrangements to minimise any conflicts of interest issues that may arise. Management should have
internal plans that clearly delineate the roles and responsibilities for addressing a dafhult,

provide guidance to its staff on how the default procedures should be implemented, in particular
for promptly <c¢closing out or hedging a defaul't
transferring customer soé |dadmtgr apcatrst,i cfi @rant i6g u icd
assets (such as any contributions to a clearing fund) and for drawing on financial resources other

than margin. As preparation for implementing the default procedure, a CCP should analyse the
effect differentoptios f or handl i ng eoulphave bnithe imarkdor exarepled e f a u |
possible effects on prices of its liquidating collateral. Management must also ensure that it has the
operational capabilities needed to implement its default procedures in lg tilmaner. The
internal pl an should also address documentati c
when more than one CCP or authority is involved. Timely communication with regulators,
exchanges that use the CCP, other affected CCPs and pagmikesettlement systems are of

critical importance. The CCP, to the extent permitted, should clearly convey information which

helps those affected manage their own risks. The internal plan should be reviewed at least once a
year and should be tested reglyla

To provide certainty and predictability to all market participants about the measures that may be
taken by a CCP and other relevant entities in the event of a default, a CCP should make available
key aspects of its default procedures: (i) the circants in which action may be taken, (ii) who

may take those actions, (iii) the scope of the actions which may be taken, including the treatment
of both proprietary and customer positions, funds and assets, (iv) the mechanisms to address a
CCPb6s 0 b toingralefaulong participants, and (v) the mechanisms to address the
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defaulting participant &sThi® tanspayendyihelps she orderlyi t s (
handling of defaults, enables ndefaulting participants to understand their obligationa @CP

and to their customers, and gives market participants the information they need to make an
informed assessment about whether to trade in a given market and how best to structure their
customer account agreements. The widespread availability andrstamaing of default

procedures may also help to foster confidence in the market should a major default occur and help

to sustain market liquidity by avoiding or minimising withdrawals by other market participants.

4 For more details on the key aspects under each of the headingeps®e on Cooperation between Market Authorities
and Default Procedure@OSCO 1996).
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RECOMMENDATION 7: CUSTODY AND INVESTMEN T RISKS

A The recommendation

A CCP should hold assets in a manner whereby risk of loss or of delay in its access to them is
minimised. Assets invested by a CCP should be held in instruments with minimal credit, market
and liquidity risks.

B Key issues

1. As described in the relevant ESEEESR Recommendationdor Securities Clearing and
Settlement in the European Union or for institutions which are not incorporated in the European
Union in the CPS$0SCO Recommendations for Securities Settlement Systems, aIQOR]
hold securities in custody at entities that employ accounting practices, safekeeping procedures,
internal and external controls, insurance, and other compensation schemes that fully protect these
securities; the legal framework also should be shelh the securities are protected against the
claims of a custodiandés creditors. A CCP shoul
A CCP shoul d monitor i ts custodi ans®d financ.i
operational capacity on ang@uing basis.

2. Investments should be secured or they should be claims on high quality obligors. Investments
should be capable of being liquidated quickly with little if any adverse price effect. A CCP should
be prohibited from investing its capital or caslarginsthat the CCP intends to use for risk
management purposasits ownsecuritieor those of its parent company.

3. In making investment decisions, a CCP should take into account its overall credit risk exposures
to individual obligors, whether from casfvestments or other relationships, and ensure that its
overall credit risk exposure to any individual obligor remains within acceptable concentration

limits.
C Explanatory memorandum
1. A CCP has the responsibility of safeguarding assets that secureppartict s &6 obl i gati o

These assets can be cash or securities, and they must be held in such a manner that their timely
availability is assured if a CCP needs to draw on them. Further, assets that are invested must be
placed in instruments with minimakedit, market and liquidity risks so that a CCP knows the
amount of resources at its disposal and can realise that value promptly.

2. If a participant has posted securities as margin, a CCP needs a custodian, which may be a central
securities depository (CSDor a financial institution, to hold those securitidsy institution
providing custodial services should employ procedures that protect the securiti€SSBsy
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which are incorporated in the European Unitiis means that thapeetthe recommendatioria

volume 1 of this reportThose entities providing custodial services which are not incorporated in

the European Union should employ procedures that protect the securities as described in
Recommendation 12 of the CRE3SCO Recommendations for Secustfgettlement Systems. In

t his regard, a CCP shoul d ascertain t hat it s
proceduresandi nt er nal and external control s protect
insolvency, negligence, misuse of assets, drapoor administration, or inadequate record

keeping. Of particular concern is that assets held in custody be protected against claims of a
custodi anods creditors. Generally, t his i s acec
segregation of customexssets and through supervisory enforcement of effective segregation.
Failures in any of these areas could jeopardis
The custodian must also have a strong financial position to be able to sustainflosses
operational problems or narustodial activities. A CCP must confirm that its interest in the
securities can be enforced and that it can have prompt access to the securities when required; such
issues are particularly challenging when securities @lgbdt custodians in different time zones or
jurisdictions. A CCP should monitor the financial condition, safeguarding procedures and the
operational capacity of its custodians on an ongoing basis. In meeting the requirements of this
paragraph, a CCP magly where reasonable and prudent on the relevant regulatory frameworks

for the custodians and CSDs it chooses to use.

A CCPb6bs investment strategy should be consi st ¢
some instances, a CCP may invest cashpidudicipants have posted. Also, it must make decisions
about investing its own resources. A CCP has the responsibility to ensure that such investments
do not compromise its ability to use the funds for their intended purpose. Cash posted by a
participant epresents a resource a CCP may need to call upon in the event of a default. Similarly,
some CCPs may plan to use their own resources as means for covering losses exceeding a
defaulting participantés resourcessedtbtovea CCP
losses and liquidity pressures from a default, its investment of those resources should comply with
this recommendation so that the resources are readily available if it needs to draw on them. (Some
CCP resources will be invested in physicsgdets such as computers and buildings, which are not

the subject of this recommendation.) Investments should be secured or they should be claims on
high quality obligors to mitigate the credit risk to which a CCP is exposed. Because the value of
these invetments may need to be realised quickly, they should be of a type that would enable a
CCP to liquidate them with little if any adverse price effect. Investments in illiquid or volatile
instruments are not appropriate. The CCP should consider how its ofitsseer and maturities

of financial instruments will affect its ability to liquidate its portfolio quickly. Investments of the
CCPOs capital terthe€€P itemds ko use for rigk marsagement purposes

C C P 0 s seouwtiesor thoseof its parent company should be prohibitédirthermore, some

CCPs use cash margins to meet their liquidity needs stemming from their participation in SSSs
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that do not offer simultaneous DVP and RVP (typically SSSs working on an RTGS basis). When
this isthe case, a CCP should settle limits to this use of cash margins.

Often a CCP has several types of relationship with major financial institutions. For example, an
institution might offer a CCP settlement bank services, custodial services, and a lifacidiity;

it might be a participant itself, offer clearing services to other participants, as well as being a
place where a CCP deposits cash. A CCP should carefully consider its multiple relationships with
institutions in evaluating its exposure to obligioln making investments, a CCP should take into
account its overall credit risk exposures to individual obligors, whether from cash investments or
other relationships, and ensure that its overall credit risk exposure to any individual obligor
remains wihin acceptable concentration limits.
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RECOMMENDATION 8: OPERATIONAL RISK

A The recommendation

A CCP should identify sources of operational risk, monitor and reqularly assess them. The CCP
should minimise these risks through the development of appropriateystems,, and effective
controls and procedures. Systemand related functionsshould be (i) reliable and secure, (i)
based on sound technical solutions, (ilf) developed and maintained in accordance with proven
proceadures and (iv) have adequate, scalaldapacity. The CCP shouldhave appropriatebusiness
continuity and disaster recovery plans that allow for timely recovery of operations and fulfilment
of a CCPO s Systénis sholddtbé soibjest fo frequent and independent audits.

B Key issues

1. A CCP should actively identify, monitor, assess and minimise sources of operational risk and
should establish clear policies and procedures to address those risks, including risks from those
operations that are outsourced to third parties, or from its otheitiasti

2. Operational risk policies and procedures should be clearly defined, frequently reassessed and
updated and tested to remain curréiite responsibilities of the relevant governance bodies and
senior managemeshould beclearly establishedhere sbuld be adequate management controls
and sufficient (and sufficiently wetjualified) personnel to ensure that procedures are
implemented accordingly. Information systems should be subject to periodiépendent
auditing.

3. A CCP should have a business tionity and disaster recovery plan that addresses events posing
a significant risk of disrupting operations including its reliance on third parties and the plan
should allow for timely resumption of critical operations. This means that the CCP can meet its
obligations on time. Contingency plans should, as a minimum, provide for the recovery of all
transactions at the time of the disruption to allow systems to continue to operate with certainty. A
second siteshould be setip in order to meet these obligati® Business continuitgnd disaster
recoveryplans should be regularly reviewed, tested on a regular basis and after modifications to
the system and tested with participants. Appropriate adjustments should be made to plans based
on the results of such ex#ses. Adequate crisis management structures, including formal
procedures, alternative means of communication and contact lists (both at local afzbiress
level) should be available.

4. All key systems should be reliable, secure, and able to handime&ainder stress conditions.

5. CCPsshould only outsource settlement operations or functions to third parties after the approval
of the relevant competent authorities, if it is required by regulation. If it is not required, they
should at least notify in admae the relevant competent authorities, and should ensure that the
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external providers meet the relevant recommendations. The relevant outsourcing entities should
have the power to require adaptation of the outsourogsures.

Explanatory memorandum

Opeational risk is the risk that deficiencies in information systems or internal controls, human
errors, management failures, or disruptions from external events such as natural disasters result in
unexpected losses. The importance of operational riskitiets capacity to impede the
effectiveness of measures adopted to address other risks and to cause participants to incur
unforeseen losses, which, if sizeable, could have systemic implications. Operational failures can
also lead to legal liability, repuian loss and business loss.

Sources of operational risk to a CCP include inadequate control of systems and processes;
inadequate management more generally (lack of expertise, poor supervision or training,
inadequate resources); inadequate identificationrmerstanding of risks and the controls and
procedures needed to limit and manage them; and inadequate attention to compliance procedures.
External events of terrorism or health crises, as well as natural disasters, also are sources of
operational riskiat a CCP must manage.

Potential operational failures include errors or delays in message handling, transaction processing,
system deficiencies or interruption, fraudulent activities by staff and disclosure of confidential
information. Errors or delays itransaction processing may result from miscommunication,
incomplete or inaccurate information or documentation, failure to follow instructions or errors in
transmitting information. These problems are particularly common in manual processes, but
automatiorbrings its own risks of system deficiencies, interruptions and computer crime that may
arise from factors such as inadequate security, capacity, testing of software or resilience of
backup systems.

To minimise operational risk, CCPs should actively idgrdahd analyse sources of risk, whether
arising from the arrangements of the CCP itself, from those of its participants, or from external
factors, and establish clear policies and procedures to address those risks. Sound internal controls
are essentiallta CCPO6s management of operational risk.
controls and sufficient (and sufficiently well qualified) personnel to ensure that procedures are
implemented appropriately. Operational policies and procedti@dd be frequentlupdated and

tested to ensure that they remain current. These policies and procedures should be reassessed
periodically (at least annually or whenever significant changes occur to the system or related
functions). Therelevant governance bodhould be iformed of the results of the review and
approve any followup work. Senior management should have the responsibility for implementing
changes to the risk strategy approved byréievant governance bodyhe relevant governance
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body generally refers to ¢hBoard of Directors, however this may differ in some countries
Operational risk policies and procedures should be made available to the relevant public
authorities.

5. The institution should also have in place accurate and clear information flows within its
organisation in order to establish and maintain an effective operational risk management
framework and to foster a consistent operational risk management culture across the institution.
Furthermore, adequate crisis management structures, including fprowddures to manage
crises, alternative means of communication and contact lists (both at local arbdardesslevel)
should be defined in advance and be available in order to deal efficiently and promptly with
operational failure that may have localonossborder systemic consequences.

6. Information systems and other related functions should be subject to internal audit by qualified
information systems auditors, and external audits should be seriously considered. Audit results
should be reported to threlevant governance body. The audit reports (both internal and external)
should also be made available to regulators and overseers upon request. The supervisor and
overseers should also conduct regul ar sindepen
policies, procedures and processes related to operational risk.

7. All key systems should be secure (that is, have access controls, be equipped with adequate
safeguards to prevent external and/or internal intrusions and misuse, preserve data integrity and
provide audit trails). They should be reliable, scalable and able to handle volume under stress
conditions. CCPs are dependent on electronic communications and need to ensure the integrity of
messages by using reliable networks and procedures (such dsgaappic techniques) to
transmit data accurately, promptly and without material interruption. The reliability of these
networks is a key element to consider when assessing operational risks. Core Principle VIl of the
Core Principles for Systemically Imgant Payment Systems provides more details on operational
issues®®

8. Before a CCP embarks on other activities that are not directly related to its CCP functions, f
example developing software, processing transactions for which it is not counterpartyatingpe
a trading systemit should be satisfied that these activities do not divert resources required to
support its CCP functions. Where such a concern exists for current operations, it should either
reduce its activities or increase its resources &vel that supports all of its activities adequately.

9. A CCP should have a business continuity and disaster recovery plan that addresses events posing
a significant risk of disrupting operations. Responsibility for business continuity planning within
the CCPshould be explicit, adequate resources should be devoted to this planning, and the

4 See CPSSCore Principles for Systemically Important Payment Sys(&i® 2001).
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10.

11.

12.

commitment to planning should come from the highest levels of management. Business continuity
and disaster recovery plans should have clearly stated objectives, polcigsrogedures that

allow for rapid recovery and timely resumption of critical operations and that allow a CCP to
continue to monitor the risks of its participants. Business continuity and disaster recovery plans
should be audited by independent auditogsilarly.

Ideally, backup systems should commence processing immediately. While it may be possible to
recommence operations following a system disruption with some data loss, contingency plans
should, as a minimum, provide for the recovery of all transastat the time of the disruption to

allow systems to continue to operate with certainty. At a minimum, the recovery of operations and
data should occur in a manner and time period that enables a CCP to meet its obligations on time.
In particular, CCPsshauld define clear targets in terms of operational robustness and business
continuity, for example through the implementation of Service Level Agreements (SLA). Critical
functions should be identified and processes within those functions categorised actotdair
criticality. Any assumption behind the categorisation should be fully documented. and reviewed
regularly. If any critical functions are dependent on outsourcing arrangements, there agreements
should ensure adequate service provision by thirdigsarBusiness continuitand disaster
recovery plans should be regularly reviewed and tested with participants and appropriate
adjustments should be made to plans based on the results of such exercises and of any operational
failures which may have occed.

In order to fulfil their obligations, CCPs should have business continuity and disaster recovery
plansincluding an evaluation of their reliance on third partil reasonable measures should be
undertaken to resume business under plausible scenasidater than two hoursfter the
occurrence of a disruptioin order to meet these obligationssecond sitesshould be established
having the requisite level of key resources, capabilities and functionalities, including
appropriatey skilled and expeenced staff

When a second processing site is established, data processing should be switched to the second
site, ideally instantly, in the event of disruption. The baplsite should therefore provide a level

of efficiency comparable to the level prded by the primary site. The second site should be
located at an appropriate geographical distance and be protected from any events potentially
affecting the primary site. The operator of the systems should minimise the reliance on relocating
key staff andwhere some reliance is unavoidable, operator should anticipate how relocation
would be achieved. The continuation of the activity on the second site within a short period of
time, in principleless than two hours, generally requires data to be transrotiad updated at

the second site continuously, preferably in real time. The secondary site should be capable to
ensure business continuity @l participants in the event that the primary site is rendered
unusable for a longer period of time (e.gysland weeks).
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13.

14.

15.

CCPs should communicate as much information to market participants as is possible without
increasing the risk of unwanted events or attacks. This will enable them to assess the operational
risks to which they in turn are exposed. The operatifailure of a system in one market may
directly affect another market if the size of crbssder clearing activities is substantial. The
regulators and overseers of such important providers of clearing services should encourage these
providers to set up plan for industrwide contingency planning ensuring-caination between

such institutions.

In principle, CCPs should carry out the different functions on their own behalf. However,
outsourcing is permitted within the limits outlined hereaf@@Psshould only outsource their
actual clearingoperationsafter having obtained prior approval from the relevant competent
authorities,if required under the applicable regulatory regime. If not so required, CCPs should at
least inform the relevant competentthorities when outsourcing such operations or functions. In
such instances@ontractual relationship should be in place between the outsourcing entity and the
external provider that allows the relevant competent authorities to have full aocess
informationthey deem necessaryhe outsourcing entity should remain fully answerable to the
relevant competent authorities, as required according to national law. The outsourcing should be
made known to the participants in the outsourcing entity. Fuxh&sourcing must be duly
authorised by th€CP and notified or approved by the relevant competent authorities, according
to the national requirements

If any critical functions are dependent on outsourcing arrangements, operational failures by the
outsideservice providers can create operational risk for a G®ar lines of communication
should be established between the outsourcing entity and the external provider to facilitate the
flow of functions and information between parties both in ordinary andemional
circumstancesCCPs that outsource operations should ensure that those operations meet the same
recommendations as if they were provided directly. In so doing, a CCP should have the
information and controls to ensure that it can meet the eleroéilds requirement. Further, a

CCP should evaluate its vulnerability arising from reliance on one or a small number of outside
providers for utility and similar services. If such a service provider stops operating, a CCP's
ability to operate could be cqromised, possibly causing uncertainty in financial markets if it
occurred with little or no warning. A CCP should seek to achieve diversity in key systems such as
electricity and telecommunications to the extent possible or make back up arrangements.
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RECOMMENDATION 9: MONEY SETTLEMENTS

A The recommendation

A CCP should employ money settlement arrangements that eliminate or strictly limit credit and
liquidity risks. If central bank money is not used, steps must be taken to strictly limit cash
settlementrisks, that is, credit and liquidity risks stemming from the use of banks by a CCP to
effect money settlements with its participants. Funds transfers to a CCP should be final when
effected and rely on efficient and saffieayment systems.

B Key issues

1. A CCPuses the central bank model or it uses the private agent model and takes additional steps
(see key issue 3) to | imit the probability of
losses in the event of such a failure.

2. Funds transfers to a CCPaid be final when effected. A CCP should routinely confirm that
funds transfers have been effected as and when required by its agreements with its settlement
agent(s). The legal, regulatory and contractual framework of the CCP should clearly define the
moment at which the CCP& and clearing particip
system usedy a CCP should be safe and sound, and shobderve the Core Principles for
Systemically Important Payments Systems (CPSIPS).

3. A CCP should establismd monitor adherence to strict criteria for private settlement agents that
address their creditworthiness, access to liquidity, and operational reliability in order to ensure
that only regulated financial institutions with robust legal, financial (credihiress, access to
liquidity) and technical capacity are used as settlement agents. The adherence to the criteria
should be monitored both on an initial and an ongoing basis. A CCP should closely monitor the
distribution of its exposures among its setdnagents, and assess its potential losses and
liquidity pressures in the event that the agents with the largest share of settlements were to fail. A
CCP should also monitor liquidity risks that may stem from the use of several currencies or assets
for payment activities.

4. When a multtiered system is used for payment activities, a CCP should define criteria in terms
of creditworthiness, access to liquidity and operational reliability that settlement banks should
meet. A CCP should monitor the concentratdf payment flows between settlement banks and
assess its potential losses and liquidity pressure if the settlement bank with the largest share of
settlement defaults.
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C Explanatory memorandum

1. CCPs need to make money settlements with their participangs\variety of purposes, including
the collection and payment of cash used to meet margin requirements. To make such money
settlements, a CCP must make arrangements with its participants and one or more banks (cash
settlement agents and settlement b&ks

2. The details of the money settlement arrangements used by CCPs vary considerably. Nonetheless,
two basic models can be identified: a central bank model and a private settlement agent model. In
the central bank model, the central bank of issue (the cdrdrdd that issues the currency in
which the payments are being made) is the sole cash settlement agent used by a CCP, and all
money settlements between a CCP and its participants are effected in central bank money. In the
private settlement agent model £E selects a group of private banks as its cash settlement
agents, establishes an account with each of these settlement agents, and requires each of its
participants to establish an account with one of them. Money settlements between a CCP and its
participants are effected in private bank money through their accounts at the cash settlement
agent s. To the extent necessary, a CCP6s acc
balanced by transfers between the settlement agents, which typically aredeffecentral bank
money through the national payment system.

3. Thepayment systerthat a CCP uses should be safe and sound, preferably it stooojpdy with
the Core Principles for Systemically Important Payment Systems.

4. Use of the central bank model elimin es a CCP6s cash settl ement
unambiguously contributes to meet this recommend&ti6or transactions denominated in the
currency of the country where the settlement takes place, central bank money should consequently
be used whempr acti cable and feasible. A CCP6b6s part
settlement agent or may effect settlements with the CCP through banks (settlement banks) with
accounts at the settlement agent. Where such tiered settlement arrangement exists, some
settlement banks may concentrate payment flows of several clearing participants. Thus it is
important that such settlement banks are properly regulated with the legal and technical capacity
to provide an effective service and with satisfactory finanaald@ions. In particular, a CCP
should be able to define minimum criteria in terms of creditworthiness, operational reliability and

“ InPartl I , the meaning of the term fAisett!| e me Rartl aidaliffeksdrom s har mo
the definition of the CPSE OSCO r epor t for CCPs. In this report, a fAse
acounts with the cash settlement agent in order to receive/make payments with the CCP, both on its own behalf and
on behalf of other clearing participants. A cash settlement agent is the entity whose assets are used to settle the
ultimate pgment obligations with the CCP

®“ 1t is the CCPO6s settlement bank risks that are the focus
el iminates settlement agent risks to t hehegCefdetsettierheats CCP6s |
with the CCP through accounts at private banks (in a tiered settlement arrangement) rather than through their own
accounts at the central bank.
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access to liquidity that the settlement banks chosen by their clearing members should meet. It
should also be able to monitds exposure to settlement banks and evaluate its risks by taking
into consideration their concentration of payment flows with regard to their financial conditions.

The use of the central bank model may not always be practicable because it requiRegoca CC

have access to an account with the central bank of issue. For instance, in a multicurrency system,

a CCP seldom (if ever) has remote access to accounts at all the central banks of issue. Even if a
CCP had such access, t h ent systerhseoften rdd notc operater (@r | bar
provide finality) at the times when a CCP needs to make money settlements. When it operates in a
multicurrency system, a CCP consequently needs to find arrangements that enable it to make and
receive payments in due tinmrethe different currencies used. To that purpose, a CCP may decide

to use one or several private settlement agents for its settlements in foreign currencies. In this
situation, it should identify risks of liquidity pressure that may stem from its paywhéigations

in several assets and currencies; adequate steps should accordingly be taken to monitor and
mitigate these risks. In addition, it is also possible that a CCP may not have an easy access to
central bank money in a single currency system and nesort to private settlement agents. In

such a case, steps should be taken to facilita

Use of the private settl ement agent mo d e | exnp
failure. Therefore, a CCP thases the private settlement agent model should take steps to limit

the probability of being exposed to a settl em
and liquidity pressures to which it would be exposed in the event of such a failure.stdEse

should include: (1) the establishment and ongoing monitoring of strict criteria for use of a private

bank as a settlement agent; and (2) where practicable, the use of multiple settlement agents and

the ongoing monitoring of concentration of paymesiivities among them.

A CCP should establish strict criteria for private settlement agents. in order to ensure that only
regulated financial institutions with robust legal, financial (creditworthiness, access to liquidity)

and technical capacity are usexlsettlement agents. Private settlement agents should be subject

to effective banking supervision and regulation and should be well capitalised. They should have
access to ample liquidity in the marketplace or from the central bank of issue. They siweuld ha

the technical capacity to provide reliable payments services at the times and on the terms required

by the CCP. A CCP should monitor adherence of its private settlement agents to its criteria both

on an initial and an ongoing basis. Where it is readeratd prudent to do so, a CCP may take

account of the supervisory activities of the relevant banking regulators with respect to monitoring

of the private settlement agentdés adherence to

A CCP using the private settlement agmodel should take further steps to limit its exposures in
the event of settlement agent failures. Ideally, a CCP should use multiple settlement agents to
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diversify the risks of failure. In some jurisdictions, however, only a single private bank may meet
appropriate criteria for creditworthiness and operational reliability. In any event, even with
multiple private settlement agents, the extent to which risks are actually diversified depends upon

the number of settlement agents and the distribution anmendifferent banks of participants and

of amounts owed by those participants. Despi t
exposures may remain concentrated if many participants (or even a few of its largest participants)
choose to use the samdvate settlement agent. Concentration of exposures to a CCP may be
exacerbated if a settlement agent is also a clearing participant, or if a CCP has invested all or a
part of the resources it maintai nstleheatagem.ver pa
Therefore, a CCP should closely monitor the distribution of exposures among settlement agents.
Taking also into consideration their financial conditions, a CCP should assess its potential losses

and liquidity pressures in the event that #yents with the largest shares of settlements were to

fail.

In both the central bank model and the private settlement agent model a critical issue is the timing

of the finality of funds transfers to/isArom a
critical i ssue as it determines the moment w
di scharged and conversely, the moment when pal

extinguished. The clear definition of this timing is of particuaportance in order to avoid that

in case of default of a settlement agent (or settlement bank), a CCP may be exposed to a double
payment obligation, or that its claims on clearing members may be considered as extinguished
while the CCP may never have e@&ed the corresponding funds. In the central bank model
participantsd obligations to a CCP are not d
exposures are not reduced) until the transfers are final, that is, irrevocable and unconditional,
converselyonce fi nal payments are effected from t hi
account s, or t heir payment agent so accounts
corresponding claims on the CCP should be extinguished. The timing of extinction ofnpayme
obligations should be defined in the legal, regulatory and/or contractual arrangements with the
clearing me mber s. I n the private settl ement
di scharged until transfers genta &CPO6§i makopopunan
exposures to its settlement agent cannot be reduced or eliminated until a CCP can make final
transfers of funds from its accounts at the settlement banks. Thus, such transfers (both on the
books of individual settlement agemgciuding the central bank of issue, and between settlement
agents) should be final when effected (that is
accounts) . To this end, a CCPOs Il egal Bgr eemel
when transfers on the books of individual settlement agents are to occur and that they are to be
final when effected and should permit immediate retransfer of funds received. The legal,
regulatory and/or contractual frameworks with clearing memberddladgo specify the timing

when the CCPO6s payment obligations are dischar
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are effected on the books of the settlement agent. If a CCP is to have the capacity to make
intraday margin calls (recommendation 4) tlagmpent systems for the currencies used will need

to provide reatime finality or intraday finality at the times at which a CCP wishes to make such
intraday calls. The | aws of the relevant juris
agreemets with its settlement agents relating to finality. Finally, a CCP should confirm that funds

transfers are effected as and when required.

10. A CCP should harmonise its operating hours and daysveimele appropriatdge open at least
during TARGET operatinghoursand daydor transactions denominated in euro.
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RECOMMENDATION 10: PHYSICAL DELIVERIES

A The recommendation

A CCP should clearly state its obligations with respect to physical deliveries. The risks from
these obligations should be identified and maaged.

B Key issues

1. A CCPO6s rul es shoul d clearly state i ts obl i
instruments, including whether it has an obligation to make or receive delivery of a physical
instrument or whether it indemnifies participantslmses incurred in the delivery process.

2. If a CCP has an obligation to make or receive deliveries of physical instruments, it should
eliminate principal risk through the use of a DVP mechaniihe settlement systems used by
the CCPoffer DVP butdo rot offer simultaneous booking of the DVP and RVP leg, a CCP
should takeadditional steps to mitigateeplacement cogtisk. Also, if no DVP mechanism is
available, a CCP should take other steps to mitigate primégkaLiquidity risk must be managed
by a CCPwhether or not ®VP mechanisnis available

3. If a CCP has obligations to make or receive deliveries of physical instruments, it should take steps
to identify and mitigate all the money settlement, liquidity, storage and delivery (other than
principal) risks to which it is exposed in the delivery process for the physical instruments.

C Explanatory memorandum

1. The obligations that CCPs assume vary, and this is particularly true with respect to obligations
arising at delivery® Settlement of many contractleared by CCPs requires (or permits) physical
settlement, that is, delivery by the seller to the buyer of the deliverable assets against payment of
cashd for example, equities, bonds, foreign currency, or-filwancial commodities. These
contracts inalde cash market trades and derivatives trades that do not require cash settlement on
the delivery date or expiration date. At settlement or exercise, a CCP might assume an obligation
to make and to receive delivery of a physical instrument. Alternatieel@CP might assign
deliver and receive obligations to specific participants but, in the event one fails to perform,
indemnify the nordefaulting participant for any loss incurred. In this latter arrangement, a CCP
would not guarantee receipt or delivery thie physical instrument itself nor the associated
payment . Many other wvariations of a CCPb6s del |
obligation assumed, a CCP should clearly state to its participants the obligations that it assumes
with respetto deliveries of physical instruments.

*  Thisrecommendatiodoes not cover free movements of collateral to satisfy margirresognts.

-116-



2. A CCP faces both credit and liquidity risks from the delivery process that it must mamage.
addition the CCP may face replacement cost igkdelivery, the entire principal value of a
transaction may be at risthus this form of credit risk is often termed principal risk. Both the
buyer (receiver of the physical instrument) and seller (deliverer of the physical instrument) are
exposed to principal risk. Liquidity risk arises because, if the buyer defaults, anQ&Pstill
make payment to the (natefaulting) seller. If a CCP guarantees delivery of a physical
instrument, it faces a form of liquidity risk associated with acquiring that instrument should the
seller default. Replacement cost risk is the risk thae CCP will face a loss when it has to
replace theresulting position of a defaulting buyer or selleat current market pricez CCP
should identify and mitigate the creditjuidity and replacement codsks to which it is exposed
in the delivery proess. The steps necessary to mitigate risks depend on the obligations a CCP
assumes, the mechanisms available for settlement of the physical instrument being delivered and
the importance of the risks from physical settlement to the operations of the C@Ryamdated
market as a whole. For some CCPs, these may be a relatively minor source of risk.

3. Principal risk can be eliminated through use of a delivernguspayment (DVP) mechanism. A
DVP mechanism links a system for transferring funds (payment) ystans for transferring the
physical instrument (delivery) in a way that ensures payment occurs if and only if delivery occurs.
If a CCP has an obligation to make a delivery, it should eliminate principal risk through the use of
the available DVP mechanism.

4. The settlement system used by the CCP may not offer simultaneous settlement of the two
transactions underlying physical delivery i.e. delivery of the physical instrument against cash and
payment of cash against delivery of the instrumbnta scenario wédre thesettlement systeris
unable to provide simultaneous DVP and RVP (for the CCPs transactions wiselldreand
buyer respectively)he settlement systerhooks the DVP leg and securities are delivered to the
CCP against the simultaneous exchangpayiment, but because the RVP leg (whereby payment
is made to the CCP against the simultaneous exchange of securities) is only booked at a later time,
the CCP must effect payment (in the context of DVP with the seller) before receiving final
payment (in thecontext of RVP with the buyer)This time lag between the booking of the
delivery and receipt of th§hysical instrument) transactions exposes the CORjuality and
replacement cost risketil both processes are complefe CCP often holds margin tomitigate
the replacement cogisk of a position.For the CCP to effect éhpayment, the settlement bank
may grant it collateralised credit or require it to-furad the payment to the seller. In the latter
case, i n the ti me perigsiondf funedsttonte seaitlenteht bankCaBdPtiles t r e
booking of RVP, the CCP is exposed to the risk of settlement bank failure.

5. In some instances, a CCP may assume obligations related to deliveries of physical instruments for
which there is no DVP mechanism feettlements, and a CCP must take other steps to mitigate

-117-



principal risk. In terms of risk mitigation, the CCP can take a number of steps. Often, a CCP holds
margin to mitigate theeplacement cosisk of a position. These margin deposits should be held
until delivery is complete (in the above 'tifeg' scenario until both transactions are finally
booked). But their value is generally less than the principal value at risk in delivery, so a CCP
must build additional protections into the delivery processné& CCPs require participants to
prefund payments associated with deliveries or to provide some form of guarantee of payment
through an agent bank. (The latter instrument might be an irrevocable commitment on the part of
a participantoéopapmehkt t oo gaGhCr@Bssaloptgradticed of
shaping whereby large transactions are split into smaller portions as a method of reducing the
amount of payment to be pfended. For the physical instrument, a CCP might designate an
approved entityo which delivery must be made. Only when proper evidence of delivery to this
entity exists are funds released to the seller. The physical instrument is released to the buyer only
if he has prdunded his payment obligation or provided an acceptable giggraf payment.

6. Liquidity risk must be managed by a CCP even when DVP mechanisms are available for delivery
of the physical instrument. A CCP must have a liquidity facility in order to guarantee the
availability of funds to pay a seller in the event adugefaults on deliver, Typically this
facility would be collateralised by the physical instrument delivered by the seller. In addition, a
CCP must have arrangements for selling the instrument deliysedlebut procedure)When a
CCP assumes the ofition of delivering a physical instrument to buyers, it must have a facility
that allows it to acquire that instrument in the event the seller defaults on delivery. In such
circumstances, it must also set out clear requirements regarding late delivibey mart of the
seller (for example, pricing for late settlements or mandatory securities borrowing and lending) to
facilitate a high settlement rate leading to a reduction in risk.

7. Apart from credit and liquidity risks, a CCP may afage and have to mage risks relating to
the assets to be delivered, i.e. risks associated with cash assets used to make payments and with
the storage and delivery obligations of the physical instruments for settleRegdrding risks on
physical instruments,fia CCP is reponsible for warehousing and transportation of the
instruments, it should make arrangements taking into account the particular characteristics of
these instruments (e.g. storage under specific conditions of temperature and humidity for
perishables). A CCRhould also consider other measures (e.g. physical security measures and
insurance coverage) to mitigate its storage and delivery risks (other than principal risk). In some
instances, a CCP may match participants with delivery obligations with thoserevtue to
receive the instruments, thereby removing itself from direct involvement in the storage and
delivery process. In such instances, the legal obligations for delivery of the instruments should be

%0, CCPs should also take into account the risks linked with the use by several clearing members of the same financial
intermediary for the settlement of their transactioftss situation can generate risks for CCPs since default by one of
thesesettlement banks could leave several clearing members simultaneously unable to settle their transactions in a timely
fashion
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clearly expressed in the rules, including defaukksubnd any related agreements. In particular, it
should be clear whether the receiving participant should seek compensation from a CCP or the
delivering participant should there be any losses. A CCP should also have the powers to check
that its participats have the necessary systems and resources to be able to competently fulfil their
delivery obligations.
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A

RECOMMENDATION 11: RISKS IN LINKS BETWEEN CCPS

The recommendation

CCPs that establish links either crosborder or domestically to clear trades shud design and
operate such links so that they effectively reduce the risks associated with the link. It should
evaluate the potential sources of risks that can arise from thieked CCP and from the link itself.

It should ensure that the risks are managegrudently on an ongoing basis. There should be a
framework for cooperation and ceordination between the relevant requlators and overseers.

B

Key issues

CCPs should design links or interoperable systems in such a way that risks are minimised or
contained Before entering into a link relationship with another CCP or when significant changes
occur in an existing link, a CCP should evaluate the potential sources of risks arisindpérom
linked CCP and from the linkThe initial risk assessment of the link&CP should include
sufficient understanding of the entirety of the other CCP’s risk arrangements, covering any other
link arrangements. The risk assessment should be kept upddtediesulting arrangements
should be designed such that risks are mitigatetithe CCP remains able to observe the other
recommendationsontained in this report.

Potential sources of operational, cretiguidity and settlemenisks to a CCP arising from a link
should be effectively monitored and managed on an ongoing bagiarticular, risks should be
covered by adequate resources and contagion risks should be mitigated.

The national laws and contractual rules governing the linked systems, and governing the link
itself, should support the design of the link and provideyadi protection to both CCPs in the
operation of the link. In particular, regulation and contractual rules should be designed such that
no CCP is exposed to unexpected obligations or distortions of rights/obligaticasisishe

other one. Potential clliitts of laws and rules between the jurisdictions of CCPs should be
identified and addressed.

For the purposes of regulation and oversight of the link, there should be a framework for co
operation and cordination between the relevant regulatory and sigbt authorities, including
provisions on information sharing and the division of responsibilities in the event of any need for
regulatory action.

Explanatory memorandum

CCPs engage in linksr interoperable systens facilitate more efficient clearin A link enables
the participants of a CCP for one market to trade in another market while clearing that trade
through their existing arrangements. By broadening trading opportunities for market participants
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without imposing all of the costs normally aswded with establishing clearing relationships,
links can deepen the liquidity in markets. A link may also reduce the costs of systems
development and operation faced by CCPs because it enables them to share these expenses.

Links between CCPs may take \ariety of forms. The different types of links can be
distinguished according to the degree to which the systems of the linked CCPs are integrated and
whether the obligations of the CCPs to their clearing participants are shifted. In the most
straightforwad type of link, one CCP becomes a clearing participant of another CCP without any
further integration of systemJhis type of link is also called standard access. If a CCP links to
another CCP and some specific services are offered by one CCP to thethmhscenario is

called customised accessnks may also take a form in which the C@&3sablish advanced forms

of relationships, where they agree to establish mutual solutions. Such CCPs can be named as
interoperable Crossmargining arrangements hageme of the same implications for CCPs as
links because the CCPs rely on each other's risk management systems when viewing a
participant's positions and supporting margin as a single portfolio. These arrangements should
also be assessed as part of thimnemendation.

The type and level of risks presented by a link will depend on the degree of integration. For
example, a crosgarticipation link with only limited system interdependencies may not entail
major changes to the way the linked CCPs manage Nkksetheless, the default of such a linked
CCP may have more complex and wider implications than the default of an ordinary participant or
even another large clearing participant. Although each link will present a unique risk profile a
number of genericisks can be identified relating to legal, operational, crdijuidity and
settlementrisks, as well as generic challenges to effective regulation and oversight. Before
entering into a link, CCPs shoultbnduct an initial risk assessmentdwealuate thepotential
sources of risks arising from thieked CCP and from the link itself. The resulting arrangements
should be designed so as to manage these risks effectively, such that a CCP is still able to observe
these recommendations. A CCP participating iimlashould be able to meet in a timely manner

all of its obligations to its linked CCP and to its participants that use the link. Furthermore, a
CCP's participation in a link should not compromise its ability to meet in a timely manner its
obligations tdts participants that are not using the liRisk assessments should be kept updated.

To that purpose, before establishing a link amoan ongoing basis, a CCP should be able to
identify risks that may potentially stem fraime (future)linked CCP, in @der to take the adequate
steps to mitigate thenThe initial risk assessment of the linked CCP should include sufficient
understanding of the entirety of the other CCP’s risk arrangements, including any other link
arrangementdn particular, a CCP shoulthake sure thahe future linked CCP is recognised as
such in its jurisdictionauthorised to provide CCP services and submitted to adequate oversight,
supervision and regulatiorits CCP activities should also be based on an adequate legal and
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regulatoryframework in its jurisdiction which ensures protection against the zero hour rule and
against the risks that the CCPOG6s rul es, contr
case of default or insolvency of a participant. If no or partial prioteés ensured, a CCP should

identify the potential risks and take the adequate steps to mitigate them. In order to identify other
risks that may be associated witte linkedCCP, a CCP should also seek to obtain the relevant
information on the level ofliservancef the linked CCP withthe ESCBCESRrecommendations

for CCPs, or of the CPSI®SCO recommendations for CCPs (for #i8ld CCPs). When there are
differences in the levels of requirements with regardsetommendationsor when weaknesses

are evidaced, a CCP should take steps to mitigatedpetential risks that may arise. When the

link creates a bilateral financial exposure between the CCPslintked CCP should have
sufficient and liquid resources to meet its obligations in time towards the P even in case

of default of one of its participants. In some cases, the CCPs may not use the same methods,
procedures and parameters to manage risks. In such cases, there can be differences between the
risk parameters used by the CCPs to cover @iagiosure to their clearing members, as well as

their reciprocal exposures. If such differences exist, the CCPs should identify them, assess risks
that may arise and take measures that effectively limit their impact on the link as well as their
potential cmsequences in terms of contagion riskedensure that these differences do not create
frictions in case of default of a participant.

5. In addition to the identification of the potential risks associated thighCCP it is linked toa
CCP should evaluatedal, operational, creditiquidity and settlementisks that may stem from
the design and operation of the link itself. Links may present legal risk arising from differences
between the laws and contractual rules governing the linked systems and tlieipgpds,
including those relating to novation or open offer, netting, collateral arrangements and settlement
finality as well as conflict of laws. Differences in laws or rules may create uncertainties regarding
the enforceability of CCP obligations assd by novation or open offer in jurisdictions where
these concepts are not recognised. Further, differences between the criteria and timing of finality
also creates risks as transfers regarded as final in one system are not necessarily final in the linked
CCP. To limit these uncertainties, the respective obligations and rights of the linked CCPs should
be clearly defined in the link agreement, which should also set out an unambiguous choice of law.
CCPs should aim to eordinate their rules as regards thement of entry of a transfer order into
a system and the moment of irrevocabilityrhus, the laws and contractual rules governing the
linked systems, and governing the link itself, should support the design of the link and provide
adequate protection toboth CCPs and their participants in the operation of the link. Potential
conflicts of laws and rules between the jurisdiction of the CCPs should be identified and
addressed in accordance with the analysis framework providedcommendatiorl. Also,
differences in laws or rules may unintentionally give the participants of one CCP a clauvivis

5L A lack of coordination as to which rules on the moment of entry/irrevocability apply may expose the CCPs and their
participantgo the spiltover effects of a default in the other system.
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the |Ilinked CCP in the event of the first menti
rights and obligations should be unambiguously stated in twdiroid unexpected distortions of
rights/obligations and prevent one CCP from being unintentionally exposed to direct claims of the

ot her CCPb6s participants (unless the link is
transfer of positions bekeen CCPs).

Links may present operational risk due to inefficiencies associated with the operation of the link.
Steps should be taken with a view to ensure
addressed. Systems and communications arrangeinetmteen the CCPs should be reliable and
secure so that the operation of the link does not pose significant operational risks to the linked
CCPs. In particular, it is essential that a CCP knows, understands and regularly participates in
tests that involvehe linked CCP and the other infrastructures (communication, settlement and
payment ones) that are used in the framework of the link. As far as payment and settlement
infrastructures used in a link are concerned, it is also necessary that the accessosemieych

CCP to these systems (either directly or indirectly through intermediaries) is soundly designed
and avoids additional risks for these systems and for the other CCP. Conversely, when a common
infrastructure is used by the CCPs for the operatidheofink, it is recommendable that its failure
should not affect the ability of the CCPs to keep on clearing and settling transactions that are not
concerned by the link. Finally, operational inefficiencies may arise because of differences in time
zones ad operating days and hours, particularly as these affect staff availability and the
operations of other connected systems or institutions such as CSDs.

Links may also create significant credit and liquidity interdependencies between systems. If a
CCP beomes a participant of another CCPatligh a link, the two CCPs have direct credit and
liquidity exposures to each othek CCP might fail which leaves the other CCP with the need to
replace, at current market prices, the net position of the failing CGPridihexposure between

linked CCPs should be measured at least daily. In general CCPs should not make exceptions to
their existing policies on margin coverage and on-ge&iult backings for any market which they

clear throughalinkSi nce a CeRpodure tdlcetinkedCCP i s dependent on
risk management measures, observanaeaimmendationselating to credit and liquidity risks

is necessary, or at least, measures should be taken to limit risks stemming from this exposure.
Additional exposures may arise through participant concentrations;roesgming arrangements

and pooled financial resources (if applicable) so that a default in one system may precipitate
losses and liquidity pressures in the linked system. These interdepisdemy lower the
probability of a default, but enhance the impact should one occur. Consequently, potential sources
of credit and liquidity risks to the CCP arising from the operatibthe link should be analysed.

In particular risks stemming from muatuexposure, crossargining arrangements, the use of
different settlement assets/currencies, or from the concentration of settlements with the same
private cash settlemebanksagents, should be identified, monitored and effectively managed. To

-123-



that purpse, the terms of the link agreement should set forth how these exposures will be
managed by taking into account the need to ensure an adequate level of coverage while limiting
contagion risks.

Finally, a link may expose a CCP to additional settlement(faskexample, failed transactions
involving the linked CCPs and if the biry procedures of the linked CCPs are not harmonised)
that should be reduced.

Crosshorder CCP links may also create uncertainties about the respective responsibilities of the
relevant regulatory and oversight authorities. It may be uncertain which authority regulates a
particular aspect of a link, or the CCPs may be subject to duplicative and possibly conflicting
regulation. To limit some of these uncertainties, a link should becuto prior notification to

the relevant regulatory and oversight authorities, so that they can satisfy the authorities that the
link does not undermine the effectiveness of regulation and oversight. There should also be a
framework for ceoperation andco-ordination between the relevant authorities, including
provisions on appropriate information sharing and the division of responsibilities in the event of
any need for joint regulatory action.

- 124-



A

RECOMMENDATION 12: EFFICIENCY

The recommendation

While mantaining safe and secure operations, CCPs should lst-effective in meeting the
requirements of participants.

B

Key issues

A CCP should have in place the mechanisms to review regularly its costs and pricing.

A CCP should have in place the mechanism®Wew regularly its service levels and operational
reliability.

Explanatory memorandum

In assessing the efficiency of CCPs, the needs of participants and the costs imposed on them must
be carefully balanced with the requirement that the CCPs meet appeggiandards of safety and
security. If CCPs are inefficient, financial activity may be distorted. However, the first priority of

a CCP is to assure market participants that its obligations will be met in a timely fashion,
notwithstanding the default af participant.

Efficiency has several aspects, and it is difficult to assess the efficiency of a particular CCP in any
definitive manner. Accordingly, the focus of any assessment should largely be on whether a CCP
has in place the mechanisms to reviewiquically service levels, costs, pricing and operational
reliability. CCPs should strive to understand the needs of users. One tool to accomplish this is a
regular review of the CCPO6s service |l evels.
partidpantsof t he CCP6s services. The CCP should al
are available for complaints and how such complaints would be handled.

CCPs should seek to meet the service requirements of participants inedf@ctsie manner.

This includes meeting the needs of its participants, operating reliably and having adequate system
capacity to handle both current and potential activity. When looking at the overall costs of CCPs,
it is important to include both the direct costs of oparatany facilities, such as costs to
participants, and indirect costs, such as liquidity costs.

The primary responsibility for promoting the efficiency and controlling the costs of a CCP lies
with the designers, owners and operators. In some jurisdictiegsiatory or competition

authorities may have a responsibility to review the direct costs imposed on participants,
particularly where a CCP enjoys some form of monopoly over the service it provides. Antitrust
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and competition law principles may also beewgnt. In the case of a CCP that faces effective
competition, market forces are likely to provide incentives to control costs.

CCPs may use a variety of mechanisms to improve efficiency. For example, developing technical
capabilities to meet operationalrgiee requirements of participants; where relevant, reducing the
requirements for market participants to maintain multiple interfaces by the creation of consistent
communication standards and system interface arrangements across different systems tfor marke
participants; and establishing communication procedures and standards that support straight
through processing of transactions, wherever appropriate.
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RECOMMENDATION 13: GOVERNANCE

A The recommendation

Governance arrangements for a CCP should be cleamd transparent to fulfil public interest
requirements and to support the objectives of owners and participants. In particular, they should
promote the effectiveness of a CCPOs ri sk manage

B Key issues

1. Governance arrangements should bantyespecified and publicly available.

2. There should be a clear separation between the reporting lines for risk management and those for
other operations of a CCP.

3. Management and the Boaodf Di r ect or shouydihave ¢he d@prapriate GsRills and
incentives to achieve a CCPb6s objectives, part
meeting related public interest requirements. Management and the Board should be fully
accountable for the performance. The Board should contain suitable expeatigetake into
account all relevant interests.

4. Obijectives, those principally responsible for achieving them and the extent to which they have
been met, should be disclosed to owners, participants (including applicants for participation) and
public authoties.

5. Governance arrangements should include the identification of conflicts of interest and should use
resolution procedures whenever there is a possibility of such conflicts occurring.

C Explanatory memorandum

1. Governance arrangements encompass the aeddtips between owners, managers and other
interested parties, including participants and authorities representing the public interest. The key
components of governance include the ownership structure; the composition and role of the
Board; the structurena role of audit other key Board committees; the reporting lines between
management and the Board and the processes for ensuring management is accountable for its
performance.

2. CCPs, with CSDs, are at the heart of the settlement process. Moreover, bleesusssivities are
subject to significant economies of scale, many are sole providers of services to the market they
serve. Therefore, their performance is a critical determinant of the safety and efficiency of those
markets, which is a matter of publiaterest. This standard is intended to be consistent with each
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jurisdictionbs codes of <corporate governance,
arrangements to support robust risk managenmdm.OECD principles of corporate governance

and Conmmission recommendation 2005/162/fB€@an serve as a starting point when designing

these arrangements.

3. No single set of governance arrangements is appropriate for all institutions within the various
securities markets and regulatory schemes. However, artiedfg governed institution should
meet certain requirements. Governance arrangements should be clearly specified and publicly
available. Objectives, those principally responsible for achieving them and the extent to which
they have been met, should besdibsed to owners, participants (including applicants for
participation) and public authorities. These objectives for all CCPs should include delivering
sound risk management and meeting related public interest requirements. A key part of
governancenechaisms is the composition of the board and the objectives that the board sets for
management. It is important that those non executive or supervisory board members who are
independent have a clear role in the board of directdrsa group structure, thehould be
independent board members at least on the board of the parent company. The Board should
contain suitable expertise and takecount of all relevant interests. One means for the Board to
take account of the objectives of all categoriepanticipants is through their representation on
the Board or through participant committeshose decisions angluggestions are adequately
reported to the Boardllanagement and Board should have the appropriate skills and incentives to
achi eve a CG@racsfulfibpublicintdrestregusrements, and should be accountable
to owners and participants for their performance. Reporting lines between management and the
Board should be clear and direct.

4. Governance arrangements are particularly important bedheséinterests in relation to risk
management of a CCPO6s owner s, its manager s, it
it serves, and the public are different and may conflict. Given that the interests are not always
compatible, there shouldeba predefined policy and procedures for identifying and managing
these potential conflicts of interest. To ensure that such conflicts do not undermine the
effectiveness of a CCP6s risk management it is
CCP6s business have sufficient independence t
therefore be a clear separation between the reporting lines for risk management and those for
other operations of a CCP. In many cases, this may involve theooreditan independent risk

%2 Commission Recommendation of 17 February 2005 on the role obxmmutive or supervisory directors of listed
companies and on the committees of the (supervisory) board (2005/162/EC) OJ 1252 p. 51.

According to the Commission recommendation 2005/162/EC, non executive or supervisory directors are not involved in

the every day running of the business and have no current engagement with management. The EU recommendations

d e f iindegendéncéas the absence of any material conflict of interest. The recommendations suggest that a director
should be considered independent only if he/ she is free
company, its controlling shareholder the management of either, that creates a conflict of interest such as to impair his
judgement o.

53
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committee. The mandate and operational procedures of any risk committee or other groups
established to manage risks should d@proved by the Boardnd clearly spelled out and

disclosed.

A

A CCP has access to sensitive information parti ci pantsd positions,
for its other business activities. A CCP should take steps to prevent such misuse (e.g. Chinese

walls between the different functions).
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A

RECOMMENDATION 14: TRANSPARENCY

The recommendation

A CCPshould provide market participants with sufficient information for them to identify and
evaluate accurately the risks and costs associated with using its services.

B

Key issues

A CCP should provide market participants with sufficient information to etaliee risks and

costs of using its services. The information should include the main statistjashaard relevant,
the balance sheet of the systembs operator.
exposure policy and risk management mddiogy.

Information should be accessible, at least through the internet. Information should be available in
a language commonly used in financial markasswell as in at least one of the domestic
language¥.

The accuracy and completeness of disclosunesld be reviewed periodically by a CCP and at
least once a year or when major changes occur.

Explanatory memorandum

Informed market participants are able to identify and evaluate the risks and costs to which they
are exposed as a result of participatiora CCP, and therefore, can take actions to manage their
risks and costroviding information on prices/fees of services offered can promote competition
between service providers and may lead to lowered costs and improved levels of service.
Therefore,CCPs should offer services at transparent prices that allow users to compare prices
easily. To this end, specific services and functions should be priced separately to allow users the
option of selecting the services and functions that they wish toAu§CP should disclose to
market participants its rules, regulations, relevant laws, governance procedures, risks, steps taken
to mitigate risks, the rights and obligations of participants and the costs of using its services. The
information should include thmain statistics andvhere relevanthe balance sheet of tiGCP.

A CCP should make clear when and in what circumstances it assumes counterparty exposure and
any restriction or limitations on its fulfilment of its obligations. A CCP should also disclose
appropriate quantitative information on its clearing, netting, settlement activities and risk
management performance. Types of information that are particularly useful in assessing the risks
and costs of participating in a CCP include the coverage reabgenargin requirements, the

Afextreme but plausi bl ed market conditions wused

% |f required in the respective domestic market.

- 130-

A



and other stress testing informatnThe effort by a CCP to improve transparency fosters
confidence of market participants its safety and efficiency. The information should be publicly
available and clear enough for market participants to understand the steps to be taken by a CCP
and other relevant entities in the event of a default. A CCP should publicly and clearly disclose i
risk exposure policy and risk management methodology.

2. Information should be readily accessible, at least through the internet. It should also be current,
accurate and available in a language commonly used in financial masketdl as in at least one
of the domestic languag&s

3. The accuracy and completeness of disclosures should be reviewed periodically by a CCP and at
least once a year or when major changes occur.

% In disclosing stress test information, care must be taken to avoid revealing information regardingitibes of
individual participants.

%6 |f required in the respective domestic market.
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RECOMMENDATION 15: REGULATION, SUPERVISION AND OVERSIGHT

A The recommendation

A CCP should be subject to transparenteffective and consistent regulation, supervisionand
oversight. In both a national anda cross borders contexicentral banks and securities regulators
should cooperatewith each other and with other relevant authoritiesegarding the CCP. Such
cooperation should also ensure a consistemplementation of therecommendations

B Key issues

1. The CCP should be subject to transparent, effective and consistent regulation, supervision and
oversight. Securities regulators (incladj in this context, banking supervisors where they have
similar responsibilities and regulatory authority for CCPs) and central banks should have the
ability and the resources to carry out their regulation, supervision and oversight responsibilities
effedively.

2. Securities regulators and central banks should clearly define and publicly disclose their
objectives, their roles and key aspects of major policies for CCPs.

3. To ensure transparent, consistent and effective regulation, supervision and overegbtdi
forms of cooperation amongst relevant authorities may be required: day to day cooperation of
relevant authorities of a CCP, both in national and ebosder context, and the cooperation of
central banks and regulators to ensure the consistergrimeptation of the recommendation and
to achieve a level playing field for CCPs in the European Union.

4. To enable them to carry out their activities, securities regulators and central banks should require
CCPs to provide information necessary for regulatigupervision and oversight in a timely
manner, including information on operations that have been outsourced to third parties or where
the CCP proposes to undertake new activities.

5. Securities regulators, central banks and other relevant authorities stumpdrate with one
another, both nationally and in a cross border context, to achieve the safe and efficient operation
of CCPs and links between CCPs.

C Explanatory memorandum

1. Securities regulators (including, in this context, banking supervisors wheyehave similar

responsibilities and regulatory authority for CCRsd central banks share the objective of
enhancing the safety, soundness and efficiency of CCPs. The division of responsibilities for
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regulation and oversight of CCPs among relevant aitig® varies from country to country
depending on the legal and institutional framework.

Securities regulators and central banks will ensure the consistent application of these
recommendations and to achieve a level playing field for CCPs and secutitiesent systems
in the European Union.

While the primary responsibility for ensuring the safe, sound and efficient operation of the CCP
lies with its designers, owners and operators, the relevant authorities will review on the basis of
regulation, supeigion and oversight that the designers, owners and operators fulfil their
responsibilities.

The objectives, responsibilities as well as the roles and major policies of the relevant authorities
should be clearly defined and publicly disclosed, so thatgdess, owners, operators and
participants of a CCP are able to operate in a predictable environment and to act in a manner that
is consistent with those policies and these recommendafldresrelevantauthorities should

clearly define and publicly disclegheir supervisory roles towarthe CCP participants.

Securities regulators and central banks should have the ability and the resources to carry out their
regulation and oversight responsibilities effectively. Regulation and oversight should have a
soud basi s, which may or may not be based on
institutional framework. The relevant authorities should have adequate resources to carry out their
regulatory and oversight functions, such as gathering information @CR, assessing its
operation and design, acting to promote its observance of the recommendations and conducting
orsite visits or inspections if necessary.

To enable them to carry out their activities, securities regulators and central banks shotgd requi
CCPs to provide them with the information necessary for regulation and oversight in a timely
manner, including information on operations that have been outsourced to third parties or where a
CCP proposes to undertake new activities. Information onsstests provided to authorities
should contain the scenarios and methodology employed to estimate exposures and results of the
stress tests. Access to information is particularly important if the authorities need to take
extraordinary actions in relatioo & default.

Securities regulators and central banks should cooperate with each other and with other relevant
authorities to achieve the safe, sound and efficient operation of CCPs and links between CCPs, to
achieve the implementation of risk managemanaciices and procedures consistent with these
recommendations. The risk profile of crdssrder activities varies depending on the type of the
crossborder arrangement, for example, links between CQ@Rsssmargining arrangements
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between CCRsCCPs operatg in a group structure sharing various business elements, CCPs
operating in a group structure subject to a consolidated superwiségoautsourcing of services or
Afo$§hore systemsod. The justification frelevantand | e
authorities should take into account these varying risk profiles of -baygler activities and

should be addressed in a way that delivers regulation/supervision/oversight consistent with each
rel evant authoritydés rimmgng omeacdssaty costiamdgduplication a v o i
of controls of CCPs. Regulators/overseers can consider a variety of approaches induding
informationsharing arrangements; (2) coordination of regulatory/oversigtibnsfor specific

matters and issues of mmon interest; and (3) other cooperation arrangemeiiise approach

selected may vary, depending on such issues as the law and regulatory approach in each
jurisdiction. The approactset out in (2) above might entail a cooperative agreement for
coordinatng the implementation of the regulatory/oversight responsibilities of the competent
authorities in line with the principles set in the 1990 Lamfalussy Report and with the cooperative
oversight principle® ut | i ned in the 2005 Cdrsili® ofpaympentrand on & (
settl ement systemsd6. The principles governing
a formal framework, which in the interests of transparency, should be publicly disclosed. The
relevant authorities should establishopriontact channels and processes (including ones with the

senior and key managers of the clearing and settlement systems) to ensure continuity of
communication in case of a crisis situation. Cooperation could incluagedamation of crisis
management pts as well as, to the extent permitted, early, confidential flow of information
between regulators and CCPs about ctmssler participants who might be in trouble. The 2008
Memorandum of Understanding on cooperation between the financial supervisoryiti@gtho

central banks and finance ministries of the European Union on-loooder financial stability

provides a basis for cooperation in the management of anylmodsr financial crisis.
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ANNEXES
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ANNEX 1:ASSESSMENT METHODOLO GY

This annex is intendkas a tool for the addressees of the Recommendations for Securities, Clearing
and Settlement in the European Union, to review and assess the compliance of these
Recommendations in all jurisdictions of the EU. The authorities involved will agree in advatioe

scope and the timeline for conducting any assessment.

As outlined in paragraphs 3541 in the Introduction to the Recommendations, the Assessment

Met hodol ogy i s based wupon the Assessment Met ho
SettlementSy st e ms 0 as devel oped by CPSS/ 1 OSCO and [
met hodol ogy devel oped by CPSS/ 1 OSCO is based upc
reflected throughout the sap of the methodology.

The public authorities as addresseof the ESCB/CESR Recommendations will conduct assessment(

s) for the application of the Recommendations in each jurisdiction. The authorities involved will
cooperate closely in the performance of each assessment in a specific jurisdiction. The level of
involvement for each individual authority might differ from Recommendation to Recommendation,
but a balanced view requires ardepth dialogue among these national authorities. The structuring of
this national cooperation in the context of the assesssgit to these authorities.

In order to be able to measure progress at anlek&l in achieving the objectives of the
Recommendations and convergence in the practice of-lboodsr post trading services, a dialogue
will continue among national authtiés to discuss issues of implementation and consistency in the
application of the Recommendations.

As an outcome of this dialogue, public authorities should follow up on any deficiencies or differences
identified in the assessment process or require radgtioareas of the Recommendations where
compliance is less than fully observed. In particular, if the lack of observance poses significant
financial stability concerns, actions should be taken to promote observance. Pending on the
complexity and severityfahe deficiency, the crodsorder bottleneck identified or a less than fully
observed compliance with a specific Recommendation, the shape and degree of action needed may
take different forms, pending on the relevant factors (e.g. involvement of lergslatiorities, scope,
time-line). In some cases, the follemp might imply the need for a change in supervisory practice or
secondary rules. In other cases of less than full observance public authorities might need to call upon
the industry to address mt&cal bottlenecks or authorities may make efforts to ensure that in due
course local legislation is not incongist with the Recommendations.

In case attention is needed for specific issues originating e JESCB/CESR will make sure to
address thedssues with the relevant EU hitsitions.
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This annex aims to assist authorities in the first step of the assessment process to measure compliance
with the ESCB/CESR Recommendations. Theugetof the tool for every Recommendation is
organized in a similaway as the format for the CPSS/IOSCO Assessment Methodology with: key
guestions, assignment of the assessment category and les; mdtere considered helpfuh
accordance with that methodologiietdegree of implementation of each recommendation dhomul
summarised by thassignment of one of five assessment categories: Observed, Broadly observed
Partly observedNon-observed, or Not applicablea few of the Recommendations may not be
applicable in certaincircumstances and an assessor should ma&ar ovhy ths or these
Recommendatiofs) is or arenot applicable.) Theemainder of thisnnexprovides guidance on how

to assign aassessmentategory for each of thRecommendations. For eagtecommendation the
guidance identifies the key issues rel@véo implementation. For each key issue, the guidance
identifies a key question, the answenthich should clearly demonstrate whether and how the key

issue has been addressedhsy providers of the services
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ASSESSMENT METHODOLO GY FOR SSSS

RSS 1 (LEGAL FRAMEWORK)

E1 Key questions

1. Are the rights, liabilities and obligations arising from laws, regulations, rules and procedures and
from generally applicable, namegotiable contractual provisions governing the operation of the
SSS clearly stated, und&asdable, public and readily accessible to system participants?

2. (i) Does the legal framework demonstrate a high degree of legal assurance that:
a. there is a clear and effective legal basis for immobilisation or dematerialisation of securities
and for transfeof securities by book entry?
b. each aspect of the settlement process is valid and enforceable?

c. netting and collateral arrangements are valid and enforceable?

(i) In addition to the requirements Becommendatiod?7, do CSDs providenarket participants
with information, where relevant, on several specific issues regarding the legal framework of the
operator of the SSS?

3. (i) Are the rules and contractual arrangements related to the operation of the SSS enforceable in
the event of the insolvency of a systenmtiggpant, of a participant in a linked or interoperable
system,of the operator of the system, or of the operators of linked or interoperable systems,
wherever thg are located?

(i) Notwithstanding the bankruptcy or insolvency of an individual systerticyant, of one of
its customers, of an intermediary or a component of an SSS, do the system, direct system
participants, other intermediaries and their respective customers have a high degree of legal
certainty regarding:

a. rights and interests in thew@es and other assets held in or through the system?

b. which law is applicable/chosen in respect of:

(b.2) contractual and proprietary aspects?
(b.2) the right to use collateral?

(b.3) transfer property interests?

(b.4) making and receiving payments?

(iif) Have the claims of th8SS or of a system participant against collateral posted by a participant
within a system priority over all other claims of reystem creditors?

(ivyHas a court in the jurisdiction ever failed to uphold the legal basis of these
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activities/arrangementgthd if so, for what reasons?

() Is there a significant level of crob®rder participation in the SSS through linkages,
interoperable arrangementgmote participants, or by operating through foreign offices? If so,
please describe and answer Questi@in dnd (iii).

(i) Are other jurisdictions relevant for determining the adequacy of the legal framework? How
was this determined? Has the legal framework been analysed in the other relevant jurisdictions?
When linksor interoperable arrangemergee usedare the rules of each CSD and the terms of
any associated contracts supported by the legal framework, including insolvency law, in each
jurisdiction in which the linkedor interoperatd CSDs operate®o linked or interoperable
systems identify, disclossnd address any additional legal risks?

(i) Are there any conflict of law issues and, if so,

a. have they been identified by the system operator? Do the rules governing the system clearly
indicate the law that is intended to apply to each aspect oftlédmes¢tprocess? When
links or interoperable arrangememt® used, is any choice of law enforceable in the
jurisdiction of each linkext interoperabl€SD?

b. does the legal framework support appropriate contractual choices of law in the context of
both donestic and crodsorder operations?

c. are system operators and participants aware of applicable constraints on their ability to
choose the law that governs the system and the law that governs the proprietary aspects of

securities hel dntwiththasygesn? t i ci pant 6s accou

(i) Have all eligible CSDs applied for designation by the relevant competent authorities under the
Settlement Finality Directive?

(i) Have the relevant authorities designated the systems that meet the criteria of the Settlement
Finality Directive?

(i) Is the harmonisation of rules promoted by relevant public authorities with the aim of

minimising discrepancies stemming from different national rules and legal frameworks?

(i) How many jurisdictions are chosen to govern the proprietadythe contractual aspects of an
SSS? Are the laws chosen identical to the law governing the system?
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E2  Assignment of an assessment category

1. Observed

a. The rights, liabilities and obligations arising from laws, regulations, rules and procedures,
and from @nerally applicable, nenegotiable contractual provisions governing the
operation of SSSs, are clearly stated, understandable, public and accessible to system
participants. (Q1)

b. The legal framework demonstrates a clear legal basis and a high degigad atsurance
for each aspect of the settlement process, including netting and collateral arrangements,
and market participants are provided with information, where relevant, on several specific
issues regarding the legal framework of the SSS. (Q2)

c. In the event of the insolvency or bankruptcy of a system participant, of one of its
customers, of an intervening intermediasfa component of the SS6&f the operator of
the system or of the operators of linked or interoperable systieengjles and contracl
arrangements are enforceable and there is a high degree of legal certainty regarding the
rights and interests in the securities and other assets held in the system or through the
system and regarding the law applicable/chosen. (Q3)

d. The operators of credorder systems have identified the relevant jurisdictions and
addressed conflict of law issues; or it is not necessary to address conflict of law issues in
assessing risk because crbssder participation in the system (such as-domestic
participantsor assets, link®r interoperable arrangemehis at an insignificant level.

(Q4)

e. All eligible CSDs governed by the law of the EEA Member State have applied for
designation under the Settlement Finality Directive. (Q5)

f.  The harmonisation is promoted byleeant public authorities and the participants in a
CSD are aware of the relevant jurisdiction governing the proprietary and contractual
aspects of an SSS. (Q6)

2. Broadly observed
a. leis satisfied (Q5)
b. 1a, 1b, and 1c are satisfied with only very minor exsetptat do not risk undermining the
safety and soundness of the SSS. (Q1, 2, and 3)
c. 1d or 1f is not satisfied. (Q4 and 6)

3. Partly observed
a. leis satisfied (Q5)
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b. 1a is satisfied with only very minor exceptions that do not risk undermining the safety and
sourdness of the SSS. (Q1)

c. 1b is partly satisfied. The legal framework does not demonstrate a high degree of legal
assurance for some aspects of the settlement process that, while important and posing some
risks, do not jeopardise the overall safety andremsmdf the SSS. (Q2)

d. Or 1c is partly satisfied; there are some limited cases where rules and contractual
arrangements may not be fully enforceable in the event of the insolvency or bankruptcy of a
system participant, one of its customers, an intervatgingediary, a component of an SSS,
the operator of the system or the operators of linked or interoperable. §33&ms

4. Non-observed
a. 1bis not satisfied. (Q2)
b. Or 1cis not satisfied. (Q3)
c. Or leis not satisfied (Q5)

E 3 Explanatory notes

1. The general emplis of an assessment should be that the assessor is reasonably confident that
there are no obvious gaps or problems with the legal basis for the SSS. The various components
of the legal framework (e.g. securities law, contract law, commercial law, backdapt, etc.)
should not be inconsistent with or override the rules or procedures of the SSS or its ability to meet
the Recommendations.

2. A weakness in the legal framework that poses some risk but does not jeopardise the safety and
soundness of the SSS wdlbe one that the system operator or regulator can demonstrate it can
be appropriately mitigated by other means.

3. The information to be provided for the legal assessment of Question 2(ii) is on the specific issues
set out in the report. Information must provided only where relevant, and its relevance may
vary from issue to issue: in general termg)en information is already available to market
participants, CSDs shoubldsoid duplication and in such cases simply refer market participants to
the source fothe information;

4. In case the CSD has applied for designation underSt#tdement Finality Directive to the
relevant authorities, th&kecommendatiorcan be considered met if: 1) the procedure for
designation has started by the relevant authorities) @re2national legal framework ensures in
any case that the CSD has the same level of legal protection as in the case it were designated.
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RSS 2 (TRADE CONFIRMATION AND SETTLEMENT MATCHING)

E1 Key questions

1. What percentage of trades between direct pigplarticipants is submitted to a trade confirmation
system on trade date (T+0)? How soon after submission are problems communicated to the
appropriate parties?

2. Are trade confirmation procedures in place that are capable of comparing trade information
between direct and indirect market participants by T+1? Is use of the system mandatory? For what
types of indirect market participants? Of those trades involving indirect market participants for which
confirmation is required, what percentage is submiibea trade confirmation system by T+0 and by
T+17? How soon after submission are problems communicated to the appropriate parties?

3. Does the CSD require settlement instructions to be matched prior to settlement and no later than the
day before the speaifid settlement date for settlement cycles longer than T+0?

E 2  Assignment of an assessment category

1. Observed
a. A high percentage of trades between direct market participants are confirmed on T+0. (Q1)
b. When confirmation of trades by indirect market partisimn¢quired, a high percentage is
confirmed no later than T+1. (Q2)
c. Settlement instructions are matched prior to settlement and no later than the day before the
specified settlement date for settlement cycles longer than T+0. (Q3)

2. Broadly observed
a. laandlc are satisfied. (Q1 and 3)
b. However, 1b is not satisfied. (Q2)

3. Partly observed
a. lcis satisfied. (Q3)

b. However, 1a (and 1b) is not satisfied. (Q1 and 2)

4. Non-observed
a. lais not satisfied. (Q1)
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E 3  Explanatory notes

1. In many markets, the use of electronicdirg systems obviates the need for direct market
participants to confirm the terms of the trade.

2. This Recommendation does not require confirmation by indirect market participants, but in some
markets such confirmation is required by regulators, clearirsgesys or market operators.
Generally, indirect market participants for whom confirmations are required include institutional
investors and crodsorder clients.

3. It is sometimes difficult for all the trades to be confirmed by the deadlines. However, a high
percentage of trades should be confirmed by the deadlines to meet the Recommendation. For
confirmation of trades between direct mar ket
98%. For confirmation of trades between direct and indirect marketcgafia nt s , ia h
percentaged should tend towards 90 %. I f centr a
data about the performance of the systems. If trades are matched or compared bilaterally rather
than through a centralised system, it maylifficult to determine the degree of observance of the
Recommendation based only on such data. Qualitative information about performance should be
obtained, however, and used to assess observance.

4. Where 24hour trading is conducted, confirmation within Bdurs after each trade is regarded as
compliant with T+0. Where trading is conducted during a limited time window, confirmation

before resumption of the next daybds trading is

5. The Recommendation does matend to impose an additional step linking trade confirmation and
settlement matching systems where this step is redundant or virtually unfeasible.

RSS 3 (SETTLEMENT CYCLES AND OPERATING TIMES)

E1 Key questions

1. Are trades settled on a rolling basisTof3? If settlement is on an account period basis or on a
rolling basis at T+3 or longer, have the benefits and costs of a rolling cycle or a shorter settlement
cycle been evaluated? By whom? Has the evaluation been documented? What was the
conclusion? Didhe conclusion differ depending on the type of security?
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2. What percentage of trades (by number and value) fails to settle on the contractual date? What is
the average duration of fails (by number and value)?

3. a What are the operating hours of the SSS? ilinthse of an emergency plan? At what time is
the final netting cycle completed under normal circumstances? Up to what time does the system
remain open for receiving sarday settlement instructions?
b What are the operating days of the SSS? Is the S&bBwipen the relevant payment system is
closed? If so, are there special settlement arrangements for these days or time intervals? How are
crossborder settlement instructions handled on the days it is closed while other EU SSSs are
open?

4. Do market practies, regulations or SSS rules provide incentives for counterparties to settle their
obligations on the contractual date? What forms do these incentive$ fakeexample, are
penalties assessed for failing to settle? What steps, if any, are taken ttentiiteyeisks of fails?

Are fails required to be marked to market? Are open positions required to be closed out at market
prices if the duration of the fail exceeds a specified humber of business days? What entity or
entities establish, monitor and enfotbese requirements?

E 2  Assignment of an assessment category

1. Observed

a. Rolling settlement occurs no later than T+3. If more than T+3,-betwsit analysis of a
shorter settlement cycle is performed. (Q1)

b. Fails are not a significant source of addedorisisks from fails are effectively mitigated.
Market practices, regulations or SSS rules provide incentives to settle on the contractual date.
Adequate measures are taken to mitigate the risk of fails. (Q2)

c. Operating hours and days of the SSS at léasideowith the operating hours and days of
the relevant payment system. There are concrete emergency plans according to which the SSS
can extend its operating hours to ensure safe and complete settlement. In case the SSS is in
operation when the relevapayment system is closed, there are special settlement
arrangements for domestic and chmssler transactions. (Q3)

d. Market practices, regulations or SSS rules provide incentives to settle on the contractual date.

Adequate measures are taken to mitigaresthof fails. (Q4)

2. Broadly observed
a. laand 1lb and 1d are satisfied. (Q1, 2 and 4)
b. SSS operating hours and days do not coincide with those of the relevant payment system, but

the SSS has a concrete emergency plan to extend its operating hourssshen (@8
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3. Partly observed

a. laand 1d are satisfied. (Q1 and 4)
b. 1bis not satisfied. (Q2)

4. Non-observed

E3

3.

a. Settlement on an account on period basis or settlement on a rolling basis longer than T+3.

(Q1)
b. 1d is not fully satisfied. (Q4)

Explanatory notes

The amount of risk posed by fails is a function of the volatility of the security being settled, the
length of time before the fail is resolved and the size of the transaction. This risk can be mitigated
by marking failed positions to market and collateragisexposures that arise. Some systems also
place limits on the time that a failure can remain outstanding before the system itself buys and
delivers the security.

The costbenefit analysis should, as a minimum, include assessing the risks involved tder T

the potential benefit of reducing risks under the shorter settlement cycle, the steps to compress the
settlement cycle, and any prenditions necessary for a shorter cycle. The-begagefit analysis
preferably should take into account the risks ofiaerease in the settlement fail rate if a
shortening of the settlement cycle is implemented. Alternatively, the study could demonstrate that
the risks of T+3 do not pose a danger to the settlement system (for example, if the risks are small
relative to thecapital of participants). In some instances, the risks associated with T+3 settlement
may be large but the costs of a shorter settlement cycle may also be large. A solution in such cases
may be to mitigate the risks of T+3 settlement rather than to shibetesettlement cycle.

In assessing whether fails are a significant source of risk, fails should not exceed 5% by value.

RSS 4 (CENTRAL COUNTERPARTIES)

E1l

1.

Key questions

Has a CCP mechanism (or a guarantee arrangement) been introduced? If so, what types o
financial products and market participants are covered? If no such mechanism has been
introduced, have the benefits and costs of such a mechanism been evaluated? If there is a
guarantee mechanism, have the benefits and costs of transforming this aeraniggéona CCP

been evaluated? By whom? Has the assessment been documented? What was the conclusion?
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2. Has the CCP or the guarantee arrangement been assessed against th€ EEBCB
Recommendations for CCPs or against the checklist for guarantee arrangesmpadtvely?

E2  Assignment of an assessment category

1. Observed

a. If there is no CCP, the balance of the benefits and costs of establishing a CCP has been
assessed carefully and steps have been taken to introduce a CCP if benefits exceed costs.

b. If a CCP isin place, it has been assessed against theESEBRecommendations for
CCPs. (Q2)

c. If a guarantee arrangement is in place, it has been assessed against the relelzSR ESCB
Recommendations for CCPs if it is comparable to a CCP, in terms of signifioation
and risk management tools or otherwise against the checklist for all other guarantee

arrangements. (Q2)

2. Broadly observed
a. 1aand b are satisfied (Q1 and Q2).
b. If a guarantee process has been introduced, it has been assessed againstESCElevant
CESR Recommendations for CCPs if it is comparable to a CCP, in terms of significance,
function and risk management tools or otherwise against the checklist for guarantee
arrangements, but the balance of the benefits and costs of transforming titee guara

arrangement into a CCP has not been assessed. @1 and

3. Partly observed

a. 1 a and b are satisfied (Q1 and Q2).
b. If a guarantee process has been introduced, it has not been assessed against the relevant

ESCBCESR Recommendations for CCPs or agaimst checklist for guarantee
arrangements. The balance of the benefits and costs of transforming the guarantee

arrangement into a CCP has not been assessed. @)1 and

4, Non-observed
a. There is no CCP and the balance of the benefits and costs of a CGPbéas assessed.
(Q1)
b. If a CCP is in place, it has not been assessed against tHeESFCBecommendations for
CCPs. (Q2)

" Please note that observation of this Recommendation does not mean that a CCP or guarantee arrangement is compliant
with the ESCBCESR Recommendations for CCPs othwitie checklist for guarantee arrangements as set out in Part 2 of
this document. It only means that it has been assessed against them. Hence, observation of this Recommendation does not
imply that a CCP or guarantee arrangement is safe and sound.
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c. If a guarantee arrangement is in place, it has not been assessed against the relevant ESCB
CESR Recommendations for CCPs if it is emaippe to a CCP, in terms of significance,
function and risk management tools or otherwise against the checklist for all other guarantee
arrangements (Q2), and the benefits and costs of transforming it into a CCP have not been
assessed. (Q1)

E 3 Explanatory notes

1. In some markets, many of the benefits of a CCP are achieved by establishing an entity that
indemnifies market participants against losses from counterparty defathitaitractually acting
as CCP.

2. The transformation of a guarantee arrangemewt anCCP may achieve a higher level of risk
protection and safety. These benefits need to be balanced against the cost of establishing a CCP.
However, especially for small markets, guarantee arrangements can represent viable alternatives
to CCPs.

3. For markes where volume and value are relatively small, the-loesgfit analysis does not need
to be extensive.

RSS 5 (SECURITIES LENING)

E1 Key questions

1. Are markets or facilities for securities lending (or repurchase agreements and other economically
equivalenttransactions) clearly supported by legal, regulatory, accounting and tax systems? If
impediments to the development and functioning of securities lending exist, are steps being taken
by public authorities to remove them?

2. Are there markets or facilities fosecurities lending (or repurchase agreements and other
economically equivalent transactions)? If so, are they used as a method to expedite securities
settlement? How wide is the range of securities and participants involved in the markets? Do
securitieslending arrangements meet the requirements of the particular market in order to
minimise settlement failures? Is securities lending arranged bilaterally or as an automated and
centralised facility at the level of the settlement system(s)? Are the cost®mrditions for the
use of the centralised facility transparent to the customers?
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3.

E?2

1.

If a centralised securities lending facility has not been introduced to reduce settlement failures in
the particular market, was this decision based on a-bewstfit) studyof the needs of the market?
Do bilateral facilities exist?

Do supervisors and overseers review risk management procedures for securities lending? Do they
have policies with respect to these activities? Do they ensure that entities offering suchsactivitie
are or can be included within the scope of their supervisory or oversight authority?

If credit risk is taken by the provider of the service, are adequate risk management measures
applied in line with the requirements set out in Recommendation 9, in twrdaeserve its
financial integrity? (Is any credit risk in such arrangements fully collateralised? If not, are other
risk-mitigating measures employed to address any residual risk? (How are risks mitidated
example by conducting credit evaluationgrking exposures and collateral to market daily, and
employing master legal agreements?)).

Do entities providing securities lending for securities settlement ensure that they do not run debit
balances or create securities?

Assignment of an assessmecategory

Observed

a. There are no impediments to the development and functioning of securities lending. (Q1)

b. Securities lending activities are available as a method for expediting securities settlement and
reducing settlement failures. (Q2)

c. A centralisedesurities lending facility exists, or a-bestfit analysis has demonstrated that
this is not needed. (Q3)

d. Supervisors have policies and procedures related to securities lending arrangements and
review these arrangements to ensure that risks are apglyopronitored and controlled.

(Q4)

e. Any entity exposed to credit risk arising from its involvement in securities lending
arrangements applies adequate risk management measures in order to preserve its financial
integrity. If full collateralisation is rehployed, other rigkitigating measures should be
employed to address any residual risk, in line with Recommendation 9. (Q5)

f. Entities providing securities lending for securities settlement do not run debit balances or
create securitiec€ | i e nt sdild enly beeuses with their explicit consese. éiso key
issues 5 and 6 Becommendatioh?2.(Q6)

2. Broadly observed

a. 1a, 1b, 1c, 1le and 1f are satis{i@1, 2, 3, 5 and 6)
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