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National central securities depositories

and EMU

eregulation of financial markets, new infor-
Dmaﬂon technology (IT) and the introduction of

new financial instruments have led to a rap-
id expansion in international investment. Competi-
tion in investment services has been significantly
opened up by the EU directive on investment ser-
vices in the securities field (ISD). The ISD grants
market participants in the EU area free access to all
national markets of member states. International
competition thus materially affects also stock mar-
kets and support services for securities trade.

As we move into the Stage Three of EMU, the
changeover to the single currency (euro), to the
single monetary policy and to the Europe-wide pay-
ment system (TARGET: Trans-European Automated
Gross Settlement Express Transfer) will remove all
remaining significant barriers to free competition in
the financial sector (excl. taxation) within the single
currency area. This is likely to foment significant
structural changes in European banking systems
and securities markets in the near future, as com-
petition over market share and marketplace loca-
tion intensifies. The pressure for change also con-
cerns support systems for securities trade, ie the
registration and settlement functions.

Centralization of
securities trade systems
Settlement systems for securities trade are arrange-
ments for clearing and settlement of payments and
securities after a deal has been agreed. Traditionally,
securities trades have been settled directly be-
tween the counterparties. With the growth of trad-
ing volumes and increased efforts to minimize risk,
there has been a movement toward centralized
settlement systems in which these functions are
handled by a clearing house. In Finland it was not
until spring 1991 that the Helsinki Stock Exchange
(HSE) introduced centralized settlement of equity
trades based on physical securities. The change-
over from physical securities to a book-entry secu-
rities system began in 1992, In the same year, the
Helsinki Money Market Center Ltd (HMMC) intro-
duced centralized clearing and settlement of short-
term debt instruments and the HSE started clearing
and settling trades in book-entry securities.

In contrast to many other countries, Finland's
book-entry system was decentralized from the start,

by Markku Malkamaki, Head of Office
and Kimmo Virolainen, Economist
Financial Markets Department

Bank of Finland

so that different entities can function as book-entry
registrars in different information systems, subject to
licensing by the Ministry of Finance. The registra-
tion system for book-entry equity instruments became
scattered among different IT environments, mostly
maintained by banks, and in the centralized share-
holder register kept by the Central Share Register
of Finland Cooperative. By contrast, the registration
and settlement of wholesale trades in debt instru-

| ments was concentrated in a single IT environment,

\

the HMMC. The Securities Association was set up to
coordinate the activities of the book-entry system.
However, the growth of trading volumes and
internationalization of securities markets soon re-
vealed problems inherent in the decentralized
system. Thus the idea arose at an early stage that
Finland's book-entry and settlement systems should
be combined into one institution. The Bank of
Finland and the government have actively pursued
the establishment of a national central securities
depository (CSD). With the rapid growth of central
government debt and the shift toward market-
based implementation of monetary policy, the infra-
structure of the securities market has become in-
creasingly important to the public authorities.

The Finnish Central Securities
Depositiory Ltd began operations at
the start of 1997
With a modest initial capital base, the Finnish govern-
ment established the Finnish Central Securities
Depository Ltd (FCSD) in December 1995. On 30
May 1995 the government, the Bank of Finland and
the major private sector market participants signed
an agreement to increase the FCSD's share capital,
widen its shareholder base and commence opera-
tions as Finland’s national CSD. The FCSD's equity
was raised to FIM 90 million in December 1996.
Ownership was divided into private sector holdings
of 60 per cent and public sector holdings of 40 per
cent. The largest ownership holding is that of the
Bank of Finland (24.4 per cent); the remaining
shares are held by the State (15.6 per cent), the
Central Share Register of Finland Cooperative
(24 per cent), the Helsingin Arvo-osuuskeskus Oy
(10 per cent), Merita Bank (13 per cent), Okobank
(6 per cent), Postipankki (6 per cent) and Aktia
Savings Bank (1 per cent). Other interested securi-
Bulletin 3 » 97 3



ties market participants can also become share-
holders of the FCSD.

Toward the end of 1996 the FCSD acquired the
business operations of the HMMC and the Central
Share Register of Finland Cooperative as well as
the clearing and settlement operations of the HSE.
The operations of the Securities Association were
transferred to the FCSD under a legislative revision
that became effective 1 January 1997. On the same
date, the FCSD commenced actual operations with
the combined personnel of the merged units (Chart 1).

The FCSD acts as the central securities depos-
itory for book-entry securities issued in Finland and
as the clearinghouse for reported securities trades.
Its status is based on legislation as well as Ministry
of Finance licensing and confirmation of rules. The
FCSD is supervised by the Financial Supervision
Authority. The FCSD began operations on the basis
of existing systems. The aim of the concerned par-
ties is to make the FCSD a cost-effective, reliable
and internationally competitive institution for securi-
ties registration, clearing and settlement. The ap-
proach is to enhance the efficiency and reliability of
formerly decentralized book-entry operations by
concentrating them technically and juridically in a
single institution.

Points of departure for

international competition

Most western European countries have a national
central securities depository. The Swedish book-
entry system comprises registers maintained by
the Swedish Central Securities Depository (Véarde-
papperscentralen or VPC), which also handles
clearing and settlement. Book-entry accounts are
held in the VPC's centralized information system,
which has the sole right by law to maintain such
registers. The largest owner of the VPC is the
Swedish State (50 per cent). The combined owner-
ship interest of banks and securities intermediaries
is 25 per cent, as is that of issuers.

The Danish Central Securities Centre, (Veerdi-
papircentralen or VP), is a private nonprofit institu-
tion managed jointly by market participants, author-
ities and investors. The VP maintains Denmark's
centralized book-entry registers and handles the
clearing and settlement of securities trades. In ad-
dition, it is responsible for the electronic trading
system used on the Copenhagen Stock Exchange.
For the time being, the VP is the only Nordic securi-
ties depository that is directly linked to the interna-
tional Euroclear securities centre. The Norwegian
book-entry system is modelled after its Danish
counterpart and centralized in the Norwegian
central securities depository (Verdipapirsentralen),
which has been granted by law the sole legal right
to maintain the system.

The German securities markets revolve around
a single institution, the Deutsche Boérse AG. The
functions of a national CSD are carried out by its
wholly-owned subsidiary Deutscher Kassenverein
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AG (DKV). The registration, clearing and settlement
of all book-entry securities is centralized in DKV,
which has the status of a bank and is supervised in
the same way as other credit institutions. Deutsche
Barse AG is itself owned by German banks (81 per
cent), local stock exchanges (10 per cent) and se-
curities intermediaries (9 per cent). Of all European
countries, Germany has the most comprehensively
combined marketplaces with the clearing, settle-
ment and registration functions under a single hold-
ing company.

In addition to national CSDs, there are interna-
tional CSDs, such as Euroclear in Belgium and
Cedel in Luxembourg. The bulk of debt issues in in-
ternational markets are still effected with physical
bearer instruments. Both Euroclear and Cedel pro-
vide centralized facilities for securities immobiliza-
tion and book-entry transfer of ownership within
their information systems. Both institutions operate
in a multicurrency environment and their settlement
volumes are many times those of most national sys-
tems. The Finnish government has issued foreign
currency-denominated bonds through both Euro-
clear and Cedel.

Competition has already tightened

The rapid deregulation of capital movements in the
1980s led to an increase in trade volumes, espe-
cially in formerly protected national securities mar-
kets as foreigners proceeded to diversify their port-
folios. Nonetheless, investment service providers
operating in national markets have long been pro-
tected by various national features, such as differ-
ent codes of conduct, special licensing procedures
and national currencies.

The single market programme introduced by
the European Union, particularly the incorporation
of the ISD in member states' national legislation,
has enabled cross-border provision of investment
services and subjected the financial sectors of EU

| states to tighter international competition. Apart

from banks and securities intermediaries, this ap-
plies also to stock exchanges and providers of sup-
port services for securities trade, such as registra-
tion, clearing and settlement. These institutions
must already now be able to compete with other
European marketplaces for company listings, debt
security issues and trade in securities and deriva-
tive instruments.

Moreover, technological advances have made
demands as regards both the speed, reliability and
cost effectiveness of transactions as well as data
dissemination. An increasing number of clearing
and settlement systems are capable of continuous

| real-time processing of transactions. The interna-

tional clearinghouses Euroclear and Cedel have
recently enhanced their clearing/settlement linkup
(bridge) in order to improve the processing of
transactions between their respective customers
and transaction chains. They have also tried to
expand their direct linkages with national CSDs.



Chart 1.

Securities settlement in Finland

Until 31 Dec 1996

From 1 Jan 1997

r R a o
| Helsinki Money Market Center \
X 5y \
(& )
| Helsinki Clearing and
| Stock settlement -
LE"“’""" | operation Finnish Central
k Securities
Depository Ltd

{ )\

Central Share Register of |

Finland
NS o
, Nl

Securities Association /
& J & A

In recent years, international competition in fi- |

nancial services provision has intensified signifi-
Cantly, particularly in the EU area. This process is
likely to continue over the coming years, even ab-
sent Stage Three of EMU, which would itself further
Intensify the competition in many respects.

Stage Three of EMU

will increase pressure for

Mmarket concentration

The use of a single European currency will elimi-
nate exchange rate risk from all transactions be-
tween countries participating in Stage Three of
EMU. For Finnish investors, this will mean a many-
fold increase in investment opportunities that are
free of currency risk. Likewise, Finnish issues will
attract new potential investors. It is likely that at the
onset of Stage Three of EMU a considerable reallo-
cation of investment portfolios will take place within
the euro area.

Monetary union will rapidly increase pressure
for concentrating debt and derivative instrument
markets in large international financial centres. This
pressure will be especially strong with respect to
the wholesale money markets inter alia because it
will be possible to transfer large sums of money
guickly and reliably from one country to another in
real time via TARGET, the payment system being
developed by European central banks.

National securities markets will probably contin-
ue to exist, at least initially. Whether local markets
will survive in the longer run depends entirely on
their competitiveness. Besides risk and taxation
factors, cost and efficiency differences in infra-
structures of national markets will be passed
through directly to securities prices. Price spreads
due to institutional factors will channel trade in oth-
erwise identical instruments to the most price-com-
petitive markets. In order for national equity and
debt securities markets to be competitive, it is cru-
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