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1. INTRODUCTION
1.1. The Settlement Finality Directive

The Settlement Finality Directive! (‘SFD’) aims to reduce systemic risk arising from the
insolvency of participants in payment and securities settlement systems (systems). It
protects a designated, notified and published system (SFD system) and its participants —
whether domestic or foreign — from the legal uncertainty and unpredictability inherent in
the opening of insolvency proceedings against one of their number. It does so by
protecting the irrevocability and finality of transfer orders entered into an SFD system,
thus preventing them from being interfered with during insolvency proceedings
(settlement finality). The SFD also provides for the enforceability of the netting of
transfer orders, from the effects of the insolvency of a participant. The SFD also ring-
fences collateral security provided in connection with participation in an SFD system or
in the monetary operations of the Member States’ central banks or the European Central
Bank (ECB) from the effects of the insolvency of the collateral provider.

Since its adoption, the SFD was amended five times. In 2008/2009, the first review took
place. The Commission’s 2005 evaluation report concluded that the SFD worked well
and had its intended effect. The amendments, therefore, aimed at keeping up with the
latest market and regulatory developments, especially the increasing interoperability of
SFD systems. Credit claims were also added to the definition of collateral security.
Subsequently, there were another four amendments, the focus of which was to
incorporate amendments made in other EU Regulations or Directives, which were
introduced to deal with the aftermath of the financial crisis (i.e. the European Supervisory
Authorities (ESAs) Directive?, European Market Infrastructure Regulation® (‘EMIR’),
Central Securities Depositories Regulation* (‘CSDR’) and Bank Recovery and
Resolution Directive 2° (‘BRRD2))S.

1.2. The report and targeted consultation

During the legislative process for BRRD2, the European Parliament sought to extend the
SFD protections to any non-EU system governed by the law of a third country (third-
country system) where at least one (direct) participant had its head office in the EU. As a
result of negotiations, Article 12a of the SFD was introduced requiring the Commission
to report by 28 June 2021 on how Member States apply the SFD to their domestic
institutions which participate directly in systems governed by the law of a third country
and to collateral security provided in connection with their participation’. If appropriate,
the report should be accompanied by a proposal for revision of the SFD.

Directive 98/26/EC (OJ L 166, 11.6.1998, p. 45).

Directive 2010/78/EU (OJ L 331, 15.12.2010, p. 120).

Regulation (EU) No 648/2012 (OJ L 201, 27.7.2012, p. 1).

Regulation (EU) No 909/2014 (OJ L 257, 28.8.2014, p. 1).

Directive (EU) 2019/879 (OJ L 150, 7.6.2019, p. 296).

With the (partial) exception of BRRD2, all amendments upheld the continued application of the SFD’s
protections.

7 Article 12a of SFD: ‘By 28 June 2021, the Commission shall review how Member States apply this
Directive to their domestic institutions which participate directly in systems governed by the law of a
third country and to collateral security provided in connection with participation in such systems. The
Commission shall assess in particular the need for any further amendments to this Directive with
regard to systems governed by the law of a third country. The Commission shall submit a report
thereon to the European Parliament and the Council, accompanied where appropriate by proposals
for revision of this Directive.’

N UL A W —


https://eur-lex.europa.eu/legal-content/EN/ALL/?uri=CELEX%3A31998L0026
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32010L0078
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32012R0648
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A32014R0909
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=uriserv:OJ.L_.2019.150.01.0296.01.ENG

DG FISMA services took the opportunity to consider a wide range of areas where
targeted action may be necessary for the SFD to continue its functioning. Such a wider
review was deemed appropriate, given that the last review took place in 2008/2009. In
parallel to the targeted consultation on the SFD, FISMA services also conducted a
targeted consultation on the closely linked Financial Collateral Directive® (‘FCD’). Two
issues that are dealt with in the FCD targeted consultation are also important for the SFD:
(i) recognition of ‘close-out netting provision’; and (ii) the definition of ‘financial
collateral’ (‘cash’ and ‘financial instruments’ the two most commonly used forms of
‘collateral security’ under the SFD). Even though the Commission concluded during the
last review, that the SFD worked well, the impact of new developments in a changing
business, technological and regulatory environment was considered worth reflecting on.

To support the review of the SFD, a targeted consultation’ was conducted between 12
February 2021 and 7 May 2021. The Commission received 72 responses to the targeted
consultation.

1.3. Methodology of this feedback statement

This feedback statement provides a factual overview of the contributions received. The
detailed stakeholder responses are available on the dedicated Commission webpage!®.
Any positions expressed in this feedback statement reflect the contributions received and
not the position of the Commission or its services.

This feedback statement takes into account the following:

- The number of responses received varied considerably depending on the question.
The SFD impacts a wide scope of stakeholders and respondents naturally focused
their contributions on the topics that affect them the most. Where stakeholders did not
reply to a specific question, they were considered as a group, together with those who
replied ‘don't know/no opinion’.

- Some replies had identical wording, even though different stakeholders submitted
them.

- Some stakeholders corrected their replies after the deadline for submission. This
feedback statement takes into account the corrected replies.

- Some stakeholders explained that they ticked the option ‘other’ only to be able to
access the free text field to explain in more detail their opinion, but that their
preference was for another option. In such cases, this feedback statement takes into
account the option indicated in the explanations.

2. OVERVIEW OF RESPONDENTS AND RESPONSES
2.1. Who responded?
2.1.1. Types of entities

72 stakeholders replied to the targeted consultation. The majority were company/business
organisations (41 respondents) and business associations (20 respondents). Together they

8 Directive 2002/47/EC (OJ L 168, 27.6.2002, p. 43).

The targeted consultation questionnaire is available at the dedicated Commission website:
https://ec.europa.eu/info/consultations/finance-202 1 -settlement-finality-review_en

Replies to the targeted consultation were published on 18 June 2021 under on the dedicated
Commission website: https://ec.europa.eu/info/consultations/finance-202 1 -settlement-finality-
review_en
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https://ec.europa.eu/info/consultations/finance-2021-settlement-finality-review_en
https://ec.europa.eu/info/consultations/finance-2021-settlement-finality-review_en
https://ec.europa.eu/info/consultations/finance-2021-settlement-finality-review_en

represented 85%!'!. In addition, nine public authorities and two academic/research
institutions replied but no consumer organisations or citizens.

Table 1: Type of entity of respondents

Replying as
Company/business organisation 41
Business association'? 20
Public authority? 9
Academic/research institutions 2
Total respondents 72

2.1.2. Fields of activity

Among the company/business organisations and business associations replying to the
targeted consultation'* were e-money institutions (23 respondents), payment institutions
(13 respondents) and credit institutions (eight respondents). Moreover, central
counterparties (‘CCPs’ — eight respondents), central securities depositories (‘CSDs’ —
eight respondents) and system operators (six respondents) replied.

2.1.3. Country of origin

Around 77% of the replies came from EU or EEA respondents; 55 stakeholders from 16
Member States, and one from Norway, replied to the targeted consultation, with the
largest numbers of replies coming from Belgium (14 respondents) and Lithuania (14
respondents). 16 responses came from outside the EU/EEA: eight from the United
Kingdom, seven from the United States and one from Switzerland.

Table 2: Country of origin of respondents

Country of origin of respondents
European Union (77%) 55
Belgium 14
Lithuania 14
France 6
Germany 3
Luxembourg 3
Bulgaria 2
Ireland 2
Netherlands 2

Indicated percentages in this text are rounded for the ease of readability.

One of these respondents categorised itself as ‘other’, however, due to the nature of its activities it has
been listed here as ‘business association’.

One of these respondents categorised itself as ‘other’, however, due to the nature of its activities it has
been listed here as ‘public authority’.

Multiple answers were possible.



Spain 2
Czech Republic 1
Estonia 1
Finland 1
Latvia 1
Malta 1
Poland 1
Sweden 1
EEA countries (1%) 1
Norway 1
Non-EU/EEA countries (22%) 16
United Kingdom 8
United States 7
Switzerland 1
Total respondents 72

2.1.4. Organisation size of respondents

Most respondents were either micro or small organisations (32 respondents) or large
organisations (30 respondents). Ten were medium organisations.

Table 3: Size of respondents

Organisation size
Micro (1 to 9 employees) 17
Small (10 to 49 employees) 15
Medium (50 to 249 employees) 10
Large (250 or more) 30
Total respondents 72

2.1.5. Feedback on the different sections of the consultation

Although 72 stakeholders provided feedback in total, the number of replies varied
between the different areas covered by the targeted consultation. More specifically, the
number of respondents that expressed an opinion'> and replied to at least one of the
questions in the different areas were the following:

- Third-country systems: 46
- Participation in systems governed by the law of a Member State: 62

- Technological innovation: 40

Not counting those stakeholders who did not reply or replied I don’t know/no opinion’.



Protections for collateral security: 27
Settlement finality moments and notification of insolvency proceedings: 40
The SFD and other Regulations/Directives: 21

Other issues: Eight respondents replied to questions about cross-border issues; 20
raised further points.

2.2. Key messages

The key messages from the consultation were the following:

Time for a major overhaul? A number of respondents argued that there is a need to
look at SFD and its concepts differently and to protect the transfer instead of
particular entities. Others pointed to the importance of maintaining a balance
between SFD finality protection and the resulting limitation to the application of
national insolvency laws. Some pushed for harmonised protection in the EU and
suggested to move towards a Regulation, or at least to remove Member State opt-
outs/room for discretion in the current Directive. Others pointed to the importance of
the possibility to adapt frameworks to local considerations and market conditions.

Is the °‘one-size-fits-all’ approach fit-for-purpose? Stakeholders in different
groups replied to different questions, and it was clear from the replies that issues and
solutions may differ between systems, not only between payment and securities
settlement systems, but also between CCPs and CSDs. Some proposed that the
different needs (e.g. participation criteria, or specifications of moments of finality)
should be reflected in SFD, others that it should be addressed in sectoral regulation,
if needed.

The lack of harmonisation and legal certainty as to how Member State insolvency
rules apply to EU participants in third-country systems was raised by many.
Respondents said it prevents third-country systems from accepting EU entities as
participants; it creates an unlevel playing field between banks/firms in Member
States that have extended protection to domestic participants and those in other
Member States; it potentially results non-protected EU participants bring risks into
the EU. While respondents generally raised issues with the current situation, views
varied as to the details of how to do address them.

There was a general agreement to add CSDs to the list of eligible (direct)
participants in systems governed by the law of a Member State. A majority also
agreed or accepted to add payment institutions and e-money institutions to that
list, at least as far as payment systems are concerned, although views varied as to
under what conditions and requirements. No major opposition was voiced against
continuing to allow (regulated) natural persons to be eligible as direct participants
in SFD systems.

Most respondents viewed it too early to regulate how to treat DLT systems and
crypto-currencies under SFD. Current concepts work for centralised/permissioned
DLT systems, but to allow for designation of permission-less systems, the SFD
would need a revision. Many suggested first waiting for the EU Pilot Regime on
DLT to give results.

On whether to extend SFD protection to collateral security provided by a client
of a (direct) participant in the event of the insolvency of that participant, the
feedback differed depending on the kind of respondent. Generally speaking,
CSDs were content with the current situation. CCPs favoured an extended
protection, in particular to ensure protection of their default management procedures;

7



and banks wanted the protection to be extended to any intermediary acting in the
system. At the same time, respondents pointed out that the underlying purpose of
SFD is to safeguard financial stability and an extension of protection to any client
would have a major impact as it would concern a very large number of entities and
therefore suggested that in any case, protection should not be extended to retail
clients or smaller non-financial counterparties.

- Views were split as to whether the SFD should specify the finality moments, of
entry into the system and irrevocability of the transfer order and when settlement is
both enforceable and irrevocable. System operators strongly objected to changing
current rules and argued that the system operator is best placed to specify these
moments and adapt them to its systems. Banks expressed strong support for these
moments to be specified to provide legal certainty. Without there being full
agreement, stakeholders in both groups suggested that there could be benefits in
specifying these moments for interoperable systems, although some pointed out that
the SFD already requires operators to coordinate these moments, so the need may be
limited.

3. SUMMARY OF RESPONSES
3.1. Third-country systems

The SFD covers systems governed by the law of a Member State but not those governed
by the law of a third country (‘third-country systems’). Whereas EU entities may
participate in such third-country systems, as SFD does not cover such systems,
transactions and collateral posted by EU participants in such systems and related netting
are not protected under SFD. As recalled in Recital 7 of SFD Member States may apply
the provisions of SFD to their domestic institutions, which participate directly in third
country systems, and to collateral security provided in connection with participation in
such systems. The targeted consultation asked several questions about whether SFD
finality protection should be extended to EU institutions’ participating in third-country
systems, and if yes, how it should be done.

3.1.1. EU institutions participating in third-country systems

3.1.1.1. Should EU institutions participating in third-country systems benefit from SFD
finality protection?

The large majority (41 respondents) thought that EU institutions that participate in third-
country systems should benefit from protection under SFD; three disagreed and 28 did
not reply or express an opinion.

Respondents said such an extended protection would be important for financial stability
and ensure that EU participants are granted access to third-country systems.

Respondents said SFD protection should not only apply to EU participants in third-
country systems, but to the third-country systems. The aim of SFD is to protect
systemically important systems and EU insolvency laws should not lead to different
results when EU entities submit transfer orders to third-country systems. It is key to
ensure legal certainty that the operation of the system will not be affected by the
insolvency of an EU participant, to ensure that EU participants can access such systems.
An extension of SFD protection to the system would ensure legal certainty as the
operator of the system would only have to consider a single country’s law. That would
ensure a coherent and non-discriminatory approach where transfer orders submitted to
third-country systems and transfer orders submitted to EU systems are treated in the same
way.



An operator of a third-country system explained that the current lack of harmonisation
makes resolution planning difficult. A third-country system operator might decide not to
admit an EU participant if it does not have confidence that the Member State insolvency
laws will not undermine its system’s determination of settlement finality in case of the
insolvency of the EU participant. Others also pointed out that to comply with the
CPMI-IOSCO Principles for Financial Market Infrastructures (‘PFMISs’), systems
must ensure the effectiveness of settlement finality'¢. For third-country CCPs, this means
they are required to have legal opinions supporting their rules’ enforceability.

Respondents also pointed out that in the event of an insolvency in the system, the lack of
harmonised protection of EU participants opens up to unequal treatment of EU
participants and give raise to risks of contagion of systemic risks from EU participants
to which SFD does not apply to other EU participants. Insolvency proceedings might also
benefit if rules on finality were clear.

Others highlighted that continuous access to systems is necessary for banks to perform
critical functions and designating third-country systems would ensure continued access in
stress scenarios, including in the run up to and in resolution.

One respondent said SFD designation is a question of level playing field between
competing systems in different jurisdictions and two respondents that SFD is inconsistent
with comparable third-country legislation, which do not impose requirements in respect
of a system’s governing law, thereby preventing the protections of settlement finality in
third-country systems.

As to CCPs in particular, respondents argued that both EU and recognised third-country
CCPs should benefit from SFD protection for their default management rules and

procedures!”.

Others however, argued that an extended protection is not needed as Member States
already may apply the provisions of SFD to their domestic institutions. Whereas an
extended protection could be interesting if there is a large presence of EU institutions, the
impact of different legal set-ups should be carefully assessed. To ensure equal treatment
and a level playing field, all participants should be subject to the same rules. More clarity
on the implications for creditors of defaulting EU participants is needed as derogations
from EU insolvency law might be acceptable in pursuit of EU financial stability, but
not if it only benefits third-country financial systems. From the perspective of the
third country, an extended protection could also be considered as an extraterritorial
application of EU law.

Two respondents highlighted the importance of transparency about which Member
States have extended SFD protection to domestic institutions.

3.1.1.2. Should all EU institutions benefit from protection?

The majority (38 respondents) were in favour of extending the scope of SFD to all EU-
institutions participating in third-country system without discrimination; three disagreed
and 31 did not reply or express an opinion. Stakeholders said that to ensure a level
playing field, all EU-institutions should be able to participate when the participation
criteria are met. One argued that as the types of EU entities that can benefit from SFD

Principle 8: ‘An FMI should provide clear and certain final settlement, at a minimum by the end of the
value date. Where necessary or preferable, an FMI should provide final settlement intraday or in real
time.’

17" View further developed in Sections 3.2.5 and 6.1.



protection in EU or third-country systems will depend on the implementation of SFD in
the Member State, no further criteria are needed.

3.1.1.3. Possible selection criteria

The targeted consultation asked those that had indicated that SFD finality protection
should not be extended to all EU institutions, to comment on the selection criteria. Only a
few replied, as most stakeholders had replied that they were in favour of extending SFD
protection to all EU-institutions without selection. Views on possible criteria were the
following:

e Size of the institution: Five respondents rather or fully agreed; nine rather did not
agree or disagreed; 10 were neutral and 48 did not reply or express an opinion.

e Systemic relevance for the financial market of the Member State in which the
institution is located: Five respondents rather or fully agreed; eight rather did not
agree or disagreed; 2 were neutral and 57 did not reply or express an opinion.

e Amount with which the institution is participating in the system: Six respondents
rather or fully agreed; nine rather did not agree or disagreed; nine were neutral and 48
did not reply or express an opinion.

e Type of participant (e.g. only banks, investment firms): Eight respondents rather or
fully agreed; 15 rather did not agree or disagreed; one was neutral and 48 did not
reply or express an opinion.

e Other risk-based criteria: 10 respondents rather or fully agreed; five rather did not
agree or disagreed; 10 were neutral and 47 did not reply or express an opinion. One
respondent suggested that the size of the participant (volume and value of
transactions effected) in the system could be relevant. Another suggested to evaluate
the potential impact of the participation of an EU institution in a third-country system
on other EU systems.

e Other criteria: Three respondents rather or fully agreed; one rather did not agree or
disagreed; one was neutral and 67 did not reply or express an opinion. One
respondent argued that only participants that fulfil the participation requirements
should be eligible to participate in third-country systems.

3.1.2. Third-country systems and SFD

The targeted consultation asked if the scope of SFD were to be extended to EU
institutions participating in third-country systems, how this should be done.

3.1.2.1. How should a third-country system be considered, if the scope of SFD is
extended to EU institutions?

A majority (24 respondents) said that the provisions of SFD should apply directly to the
third-country system in their entirety; 12 said that SFD should rely on the protections
conferred by the third-country law and six that some SFD provisions should apply
directly to the third-country system, whilst some other should rely on the protections
conferred by the applicable third-country law. 30 respondents did not reply or express an
opinion.

Respondent argued that to avoid conflict of law, SFD protection should be provided by
relying on the third-country law. That would incentivise third countries to protect
SFD-designated systems and allow EU SFD-designated systems to benefit from a level
playing field with systems in such third countries.

10



Of the respondents that indicated that some SFD provisions should apply directly,
whilst some provisions should defer to the protections conferred by the applicable
third-country law, one said that the SFD should establish a common standard for the
recognition of third-country systems contributing to much needed harmonisation whilst
still granting national supervisors and settlement systems a degree of flexibility to reflect
different needs, risks and sizes of different settlement systems operating in Europe.
Importantly, such rights should not be granted where the third country is on an EU
blacklist, deemed to be a non-cooperative jurisdiction or otherwise financially unstable.

Another stakeholder suggested that the applicability of SFD provisions should be
conditional on provisions enshrined in the third-country law. Some provisions may be set
but in all cases it should not lead to conflict of laws and a disadvantageous position of
EU participants towards other participants and the system governed by third-country law.
Other respondents however, pointed to risk of increased legal uncertainty under this
option. They pointed out that such an approach would depend on Courts and insolvency
officers, and raise complex questions in respect of conflicts of law ‘characterisation
issues’ as to whether the third country system is comparable and the need to prove
foreign law in legal proceedings, (e.g. in some jurisdictions, e.g. the US, there is no
prescribed settlement finality regime and general insolvency law protections for CCPs
and settlement systems apply). Deferral to the law of third countries would therefore
increase litigation risk and costs.

One respondent to the contrary argued that the SFD should not apply directly to third-
country systems as it would give extraterritorial effect of SFD, while the result should
rather be an EU insolvency officer looks to the rules and law of the third-country system
to determine the obligations of the insolvency EU participant. Article 8 clearly states that
in the event of insolvency proceedings, the rights and obligations arising from, or in
connection with, the participation of the participant shall be determined by the law
governing that system, and Recital 4 implies the principle whereby the participant's law
should not create any disruption to the system. SFD should therefore rely on the
protections conferred by the applicable third-country law which is the sole option to grant
a protection which seems valid, enforceable, and consistent with the initial spirit and
current letter of SFD.

3.1.2.2. Payment systems versus security settlement systems

All those that expressed an opinion (41 respondents) replied that if the scope of the SFD
were extended to EU institutions participating in third-country systems, it should be to
both third-country payment systems and third-country security settlement systems.
Respondents argued that the benefits of extending SFD designation to third-country
systems are comparable for payment systems and security settlement systems or that to
the extent systems must comply with the PFMIs, they should be protected under SFD,
regardless of whether they are payment systems or securities settlement systems.

3.1.3. Scope of assessment

The targeted consultation asked respondents theirs view on the scope of a possible
assessment and the areas most concerned.

3.1.3.1. SFD and the third-country system rules and third-country legal framework

The large majority (37 respondents) viewed that it would be important to assess whether
the applicable third-country law is comparable to SFD. However, 15 said that such an
assessment should be limited to certain cases (e.g. certain systems or certain third
countries) and eight to certain law provisions. Nine respondents thought that there is no
need for an assessment. 26 respondents did not reply or express an opinion.
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Several respondents said that SFD should not regulate third-country systems or pointed
out that many jurisdictions with robust finality legislation do not have °‘line-by-line’
equivalent rules to the SFD and may have different standards for eligibility of
participants. Others said that SFD only needs to prescribe the types of finality rules
which are protected and there is therefore a need to assess if the third-country rules are
equivalent to SFD, as the effect of designation would be that the finality rules of the
third-country system prevails over the insolvency law applicable to the EU participant.

Other stakeholders pointed out that a variety of different default management or
insolvency concepts apply in other jurisdictions and conflicting regulations and resulting
legal uncertainty should be avoided. If additional requirements were imposed on third-
country systems, for the only reason that they have EU participants, such systems may be
forced or decide not to accept EU participants.

Most stakeholders agreed that an assessment should relate to broader policy
considerations concerning the safety and efficiency of the third-country system and the
public interest in designating the third-country system under SFD. Some proposed that an
assessment could be made to ensure that the rules of the system and the third-country law
is compliant with the PFMIs or that it would be important to ensure that the national
insolvency law respects the finality of the third-country system. An assessment should be
limited to the legal enforceability of transfer orders and to whether the rights to collateral
provided within a system are protected against insolvency proceedings.

One stakeholder argued that the need for an assessment would depend on whether SFD
would apply directly to the third-country system or whether the SFD would defer to the
third-country law. In the latter case, protections should be equivalent.

One respondent said that an equivalence assessment should be carried out at least for
countries in which EU institutions have a relevant market share. Another thought that an
assessment should be limited to systemically important systems active in the EU and be
part as part of the recognition process of such systems (e.g. under CSDR for CSDs).

Some respondents argued that in any case, participants would have to undertake a basic
assessment of the legal setup of the third-country system before joining it, and that it
should be at their discretion to decide if they want to participate in a third-country system
offering less security compared to EU systems.

3.1.3.2. Possible areas concerned by an assessment

Those stakeholders that replied that only certain provisions should be subject to an
assessment were asked to provide further feedback as to the areas concerned by a
potential assessment. The large majority of respondents (65 to 69, depending on the
question) did not provide any further explanations on the proposed criteria. Views on
possible criteria were the following:

e FEligibility to participate in the third-country system directly: Four respondents
considered the area rather relevant or fully relevant; two were neutral and 66 did not
reply or express an opinion.

e FEligibility to participate in the third-country system indirectly: Three respondents
considered the area rather relevant; two were neutral and 67 did not reply or express
an opinion.

e The moment of entry into the system, the moments of irrevocability and settlement
finality within the system (notably whether such moments are left to the rules of the
system or are mandated by the third country law governing the system): Five
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considered the area as fully relevant; one was neutral and 66 did not reply or express
an opinion.

e The settlement finality provisions (notably the extent to which transfer orders and
collateral security as well as their netting are protected from being interfered with):
Five considered the area as fully relevant; one was neutral and 66 did not reply or
express an opinion.

e The definition of a system: Seven respondents considered the area as fully relevant;
65 did not reply or express an opinion.

e Provisions regarding interoperability of systems: Two respondents considered the
area rather or fully relevant; four were neutral and 66 did not reply or express an
opinion.

e The application of the settlement finality provision without discrimination between
domestic and foreign participants: Six respondents considered the area as rather or
fully relevant; 66 did not reply or express an opinion.

e The compatibility of any provisions on conflict of laws: Seven respondents
considered the area as rather or fully relevant; 65 did not reply or express an opinion.

e Other: One respondent considered other points as relevant, arguing that an
assessment of the third-country law should take place at EU level to avoid conflicts
of law (by relying on the law applicable the system and cooperation between
authorities) and ensure reciprocity (to the extent necessary e.g. to avoid conflict of
laws and dual oversight). Moreover, a meaningful similarity between the concept of a
‘system’ under the law of the third country and SFD (aligned to the PFMIs) should
avoid a backdoor access to the EU and reduce regulatory arbitrage between EU and
non-EU regimes. Two respondents were neutral. One argued that from a resolution
perspective, the applicable third-country law should make a similar qualitative
distinction between traditional insolvency (winding up/administration following a
default) on the one hand, and ‘BRRD-style’ resolution on the other.

3.1.4. Possible assessment criteria

The targeted consultation asked respondents to give their views on a number of possible
assessment criteria.

3.1.4.1. Reciprocity

Views were mixed on whether SFD protection should only be extended to third-country
systems, if the third country extends protections towards SFD systems. 22 respondents
rather agreed or fully agreed; 17 disagreed or rather did not agree; five were neutral and
28 did not reply or express an opinion.

Some respondents said that reciprocal protection for EU systems is not necessary as what
matters is that EU participants will benefit from SFD protection. A determination made
on the basis of reciprocity creates a risk that the decision is delayed due to external
considerations. Settlement finality is a specific EU concept and some jurisdictions, like
the United States, do not have bespoke settlement finality regimes but still offer
insolvency law protections for key aspects, including to EU systems. Other respondents
said that reciprocity in terms of finality of transfer orders and protection of netting and
collateral arrangements would ensure a level playing field with systems in third-country
jurisdictions.
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3.1.4.2. Third-country system should provide information about insolvency

A majority (30 respondents) rather or fully agreed that information about the insolvency
of a participant in the third-country system should be provided in a timely manner by the
third-country system operator; 11 disagreed or rather did not agree; four were neutral and
27 did not reply or express an opinion.

Respondents in favour argued that timely and complete information is essential to ensure
that EU institutions can assess the impacts on their activity and to adopt appropriate risk
mitigation actions and pointed to the PFMIs which stress that ‘timely communication’
with stakeholders, in particular with relevant authorities, is of critical importance. The
FMI, to the extent permitted, should clearly convey to affected stakeholders information
that would help them to manage their own risks.” Other respondents pointed out that no
such obligation lies upon EU institutions and that third-country systems are not likely to
have more, or more timely information, than the relevant EU authority. A third-country
CCP argued that the proposal should be the other way around: the participant should
have a responsibility to inform the third-country system operator if the participant is
insolvent or intends to wind down its activities.

3.1.4.3. Third-country authorities should provide information about insolvency

A majority (23 respondents) rather or fully agreed that information about insolvency of a
domestic participant should be provided in a timely manner by the third-country
authorities; six disagreed or rather did not agree; 15 were neutral and 28 respondents did
not reply or express an opinion.

Respondents argued that as information exchange and timely information about the
insolvency of a domestic participant is important, it should be provided by both the
system operator and the third-country authority. They said that cross-border information
exchange would help manage risks and the PFMIs requirement that ‘...an FMI should
effectively measure, monitor, and manage its credit exposures to participants and those
arising from its payment, clearing, and settlement processes.” In this vein, one
stakeholder noted that it has such arrangements in place with certain authorities and
advised that such practice should be expanded. Other respondents said that the third-
country system could be expected to provide the information about the insolvency of a
participants, and therefore there would be no need to require the third-country authority
to provide such information, although a memoranda of understanding between competent
authorities could be helpful. Another respondent claimed that information exchange
between authorities should not be a criterion, as it does not lie within the control of the
third-country system. Two respondents argued that if SFD protection were available
when EU institutions participate in a third-country system, the notification of the
insolvency of a domestic participant would not be relevant. A third-country CCP thought
that a balance should be struck between the need to ensure information exchange and the
burden on the system and pointed out that for CCPs, an enhanced supervisory and
reporting framework has been established under EMIR 2.2'® and argued that no further
requirements on third-country CCPs are necessary.

3.1.4.4. Systemic importance of the third-country system

A majority (27 respondents) rather or fully agreed that the systemic importance of the
third-country system should be prerequisite; 14 rather did not agree or disagreed; two
were neutral and 29 did not reply or express an opinion.

18 Regulation (EU) 2019/2099 (OJ L 322, 12.12.2019, p. 1).
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Respondents pointed out that the purpose of SFD is to reduce systemic risk and related
risks of contagion, and that the criterion of systemic importance is inherent in the
identification of any ‘system’ for SFD purposes. One respondent added that while
systemic importance could be a reason to recognise a third-country system as an SFD
system, it should not be a legal requirement explicitly laid down in SFD.

Other respondents argued any system with EU participants should be eligible and any
third-country system that meets the relevant criteria should qualify for designation under
SFD. Requiring systemic importance for SFD designation would prevent smaller systems
from growing and might also prevent EU participants from using third-country systems,
including new systems or start-ups, as these systems might be reluctant to admit EU
participants unless they have legal certainty in relation to settlement finality issues. Three
respondents pointed to the difficulty in establishing clear and objective criteria to
determine a system’s systemic importance and to assess systemic risk beforehand.

3.1.4.5. Adequacy of the rules

A majority (34 respondents) rather or fully agreed that adequacy of the rules of the
system should be given; five rather did not agree or disagreed; two were neutral and 31
stakeholders did not reply or express an opinion.

One respondent said that — as for EU systems, which can only be designated if a Member
State is satisfied as to the adequacy of the rules — the adequacy criterion should apply to
third-country systems.

Other respondents suggested that an adequacy assessment should look at several factors,
e.g. whether the rules are enforceable under applicable law; if there are cooperation
arrangements between competent authorities; and if the system complies with the PFMIs,
in particular the requirement that ‘..an FMI should have effective and clearly defined
rules and procedures to manage a participant default.”®

Another stakeholder argued that a SFD third-country system regime should rely on the
law of the designated third-country system, rather than apply or carry an adequacy
assessment under the SFD.

3.1.4.6. Participation

The targeted consultation proposed two criteria relevant to participation: (i) about the
third-country system’s rules on direct participation; and (ii) about the third-country
system’s rules on indirect participation.

Regarding the rules on direct participation, a majority (20 respondents) rather or fully
agreed that only systems that are as strict as the SFD about (direct) participation should
be eligible for designation; 14 did not agree or disagreed; eight were neutral and 30 did
not reply or express an opinion. Some stakeholders suggested it important to impose
certain requirements to ensure comparability, but allow discretion for particular cases or
that as a minimum only supervised entities should be allowed to participate. A benefit of
good quality and consistent eligibility standards would be that it ensures that direct
members of SFD designated system are less likely to fail. Other respondents argued that
different jurisdictions have implemented robust finality and netting protections in a
manner that differs materially from the SFD, including with respect to participants, and
that SFD standards should therefore not be prerequisite.

As to the third-country rules on indirect participation, replies were similar those on direct
participation. A majority (20 respondents) rather or fully agreed that only systems that

19 Principle 13.
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are as strict as the SFD regarding the provisions about indirect participation should be
eligible for designation; 12 did not agree or disagreed; seven were neutral and 33 did not
reply or express an opinion.

Some respondents argued that an assessment of participant requirements would reduce
the number of eligible third-country systems, given the restrictive approach of SFD and
the difficulties to apply EU concepts to third-country frameworks. Some jurisdictions,
e.g. the US, do not have bespoke settlement finality regimes in place but still offer key
insolvency law protections to EU CCPs in other ways. Another respondent argued that
Member States should have the right to grant SFD protection to additional entity types.
Other respondents, while underlining that criteria for participation should not necessarily
be the same as for SFD systems, said that there should be minimum, objective criteria for
participation in a third-country system, notably that participants should be supervised
entities or sponsored by supervised entities. One respondent underlined that in the future,
the typology of direct participants could evolve.

3.1.4.7. Non-discrimination of EU institutions

A majority (31 respondents) rather or fully agreed that no discrimination between EU
institutions and other institutions should be made by the third-country system; five rather
did not agree or disagreed; seven were neutral and 29 did not reply or express an opinion.

Some said that discrimination would hamper the establishment of a level playing field
between EU and third-country jurisdictions, that the third-country system should comply
with the PFMIs?° on fair and open access and that the risk management procedures of
third-country systems should be checked regularly to ensure that EU participants are not
discriminated against. Other respondents however noted that some flexibility must be
available as third-country authorities may impose different requirements on domestic and
foreign institutions and systems have risk-related participation requirements that can be
specific to certain jurisdictions and that this is in line with the PFMIs. System operators
should be able to reject participants from other jurisdictions where no clarity exists as to
if the insolvency law applicable to that participant respects the finality rules of the
system.

One respondent said it did not see any nexus of discrimination to the question of SFD
protection and pointed out that the criteria would be difficult to assess.

3.1.4.8. Knowledge of participants

A majority (33 respondents) rather or fully agreed that all participants have to be known
to the system operator; four did rather not agree or disagreed; five were neutral and 30
did not reply or express an opinion.

In general, respondents differentiated between indirect and direct participants. Two said
that full identification of all participants has to be a precondition to assess impacts and
mitigate risks associated to an insolvency scenario. Another added that not only all
participants should be known to the system operator but the necessary '’KYC’ checks
should be carried out before on-boarding new members. Several respondents however,
pointed out that a system operator would often not know the identity of indirect
participants (e.g., a CCP would not know the identity of all clients of clearing members).

20 Principle 18.
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3.1.4.9. Country of establishment

17 respondents rather or fully agreed that the country of establishment of the third-
country system would be a relevant criteria; seven did rather not agree or disagreed; 17
were neutral and 31 did not reply or express an opinion.

Three respondents said that an assessment should look at whether the country of
establishment of the system operator is a high-risk third country according to the
Financial Action Task Force, and whether there is a framework for cooperation in place
between the competent authorities of that country and those of the EU. Another
stakeholder stated that the country of establishment (in isolation) should not be a relevant
factor, but rather the governing law. Two respondents said that they did not see how the
country of establishment should be a criteria relevant for the assessment.

3.1.4.10.Country of infrastructure

16 respondents rather or fully agreed that the country where the infrastructure is located,
maintained or operated should be considered; eight rather did not agree or disagreed; 16
were neutral and 32 stakeholders did not reply or express an opinion.

The detailed responses provided were identical or similar to the previous question on
country of establishment. Respondents did not differentiate between the country of
establishment of the system operator and the country where the infrastructure is located.
However, it was highlighted by one respondent that the location of the infrastructure
should be a factor assessed within the consideration of compliance of the system with the
PFMIs on operational risk?!.

3.1.4.11.Third-country legal framework

A majority (33 respondents) rather or fully agreed that the third-country law governing
the system should fulfil the assessment criteria; seven rather did not agree or disagreed;
two were neutral and 30 respondents did not reply or express an opinion.

Three respondents argued that the third-country insolvency law must respect the
irrevocability and finality rules of the system, and should accept the extent to which
transfer orders and collateral security as well as their netting are protected from being
interfered with as stipulated by the third-country system. Another respondent thought that
the rules of the third-country system should ensure SFD protections can be effectively
enforced. Two other respondents said that in any case, assessment criteria should be
proportionate and remain under the control of the third-country system.

3.1.4.12.Volume and value of transactions

A majority (24 respondents) rather did not agree or disagreed that the volume and value
of transactions either cleared, settled or otherwise executed through the third-country
system in the three calendar years preceding this year should be considered; 11 rather or
fully agreed; six were neutral and 31 did not reply or express an opinion.

Respondents opposing considering the volume or value of transactions argued that the
designation of third-country systems would deliver benefits to EU investors and
intermediaries therefore there should be no minimum thresholds or that such thresholds

21 Principle 17: ‘An FMI should identify the plausible sources of operational risk, both internal and

external, and mitigate their impact through the use of appropriate systems, policies, procedures, and
controls. Systems should be designed to ensure a high degree of security and operational reliability
and should have adequate, scalable capacity. Business continuity management should aim for timely
recovery of operations and fulfilment of the FMI’s obligations, including in the event of a wide-scale
or major disruption.’
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could unfairly exclude systems in smaller financial markets. Others pointed out that also
small systems and small participants may trigger a domino effect in clearing and
settlement systems or that volumes and values are subject to fluctuation and more static
criteria are more appropriate. One stakeholder suggested that volume-based criteria
should only play a role as a benchmark in assessing the adequacy of the system’s rules
and arrangements but should not serve as an independent criterion.

Those in favour of a volume and value based approach highlighted that volume and value
of transactions are a key indicator of systemic significance of a payment system and
therefore must be a factor to be considered when evaluating a third-country system.

3.1.4.13.Cooperation arrangements

A majority (24 respondents) were in favour of cooperative oversight arrangements
between authorities; eight disagreed; 10 respondents were neutral and 30 did not reply or
express an opinion.

One respondent said that the relevant EU authorities should rely on supervision by the
third-country to avoid duplicative oversight. Another underlined that as the designation
of third-country systems will benefit EU investors and intermediaries, it should not
depend on unrelated actions by third-country actors. Another respondent, which
disagreed that cooperative oversight arrangements should be a prerequisite, stated that
according to the PFMIs, market regulators and other relevant authorities should
cooperate, also on an international level and explore and, where appropriate, develop
cooperative arrangements. A third-country CCP stated that the extensive and enhanced
cooperation obligations under EMIR 2.2 should suffice to ensure the necessary
information exchange. It was highlighted that settlement systems are increasingly diverse
and global in nature. Therefore, oversight, minimum standards of supervisory practices
and information sharing among third countries should be supported.

3.1.4.14.CCPs

Only a few stakeholders replied to the question if the recognition by ESMA of a CCP
under Article 25 of EMIR should be a prerequisite for it to become a designated third-
country system. Ten respondents rather did not agree or disagreed; eight rather or fully
agreed; eight were neutral and 46 did not reply or express an opinion.

Several respondents argued that as EU participants may only access third-country CCPs
that are recognised by ESMA, it would not be necessary to make SFD designation
conditional upon recognition. In any case, they said, it would be important to allow a
third-country CCP to apply for EMIR recognition and SFD designation in parallel to
avoid the risk of having to operate without key insolvency law protections. Another
respondent said that EMIR recognition should not be a condition for SFD designation as
the purpose of and requirements are different. However, it argued, SFD designation could
be a condition for recognition by ESMA.

One respondent however, proposed that if designation were made at EU level, SFD
designation could be part of the recognition process. Another respondent said that third-
country CCPs that are recognised by ESMA should (automatically) be recognised as
systems under SFD.

3.1.4.15.CSDs

A majority (15 respondents) rather did not agree or disagreed that the recognition of a
CSD by ESMA under Article 25 of CSDR should be a prerequisite for it to become a
designated third-country system; six respondents rather or fully agreed; eight were
neutral and 43 did not reply or express an opinion.
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Respondents noted that recognition by ESMA is only required for central maintenance
and notary services in relation to financial instruments constituted under the law of a
Member State. Recognition by ESMA is not needed for a third-country CSD to have EU
participants. A requirement to be recognised would therefore limit in an important
manner the number of third-country CSDs which could benefit from SFD protection. It
also pointed out that such recognition has not played a role for Member states extending
SFD protection to third-country systems. Another respondent said that third-country
CSDs that are recognised by ESMA should also be recognised as a system under SFD.

3.1.4.16.0ne set of criteria

The large majority of stakeholders replying (33 respondents) rather or fully agreed that
the criteria should be the same for all third-country systems regardless by which third-
country law they are governed; two rather did not agree or disagreed; five were neutral
and 32 did not reply or express an opinion. It was highlighted that provisions of the law
and the level of equivalence with European law is relevant, to uphold a similar standard
across all systems and participants benefiting from SFD protections.

3.1.4.17.0ther assessment criteria
The vast majority (57 respondents) did not propose any other assessment criteria.

Three respondents proposed that designated third-country systems should have clear and
legally effective rules on settlement finality in place. They should specify (i) which
transfer orders arise, (i1) which persons are bound by the transfer orders, (iii) when
transfer orders arise; (iv) how and when transfer orders may be amended or revoked prior
to becoming irrevocable; (v) when transfer orders become irrevocable; (vi) when transfer
orders are completed or terminated; (vii) the finality of the holdings in their systems; and
(viii) which collateral security charges are in scope of their rules and relevant protections.

Other respondents also referred to criteria e.g. which kinds of transfer orders arise in the
systems, participants involved and the system rules on irrevocability of transfer orders
and finality of settlement, as well as the recognition of the system rules by the applicable
third-country insolvency law. Some argued that while such criteria should be the same
for all third-country systems, the criteria for the assessment of the systemic importance of
the system could differ.

Further respondents thought that while some assessment of the adequacy of the system
could be appropriate, the rules of the third country should not need to be equivalent to
SFD. A high-level assessment of the rules against the PFMIs could be appropriate.

One respondent suggested a public interest perspective, considering, from the point of
view of the Member State, the importance of an EU participant in resolution to maintain
access to the third-country system and if designation of the system would ensure such
continued access.

Some respondents said that if criteria or designation process is to be made at the EU
level, it would be important to introduce grand-fathering rights for protections currently
granted by Member States to EU participants in third-country systems.

Another respondent argued that UK systems should be fast-tracked for equivalence
assessments and decisions given that the national rules are based firmly on EU standards.

3.1.5. Possible procedure

The targeted consultation asked for feedback as to the possible procedure to designate
third-country systems.
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3.1.5.1. Designation at Member State or EU level?

Only two respondents indicated that decisions should be taken by the Member States on
criteria set by them, as they know best their national markets and possible implications
and interactions with national laws. Three respondents indicated that this option would be
their third choice and 19 respondents said it was the least suited option.

17 respondents considered that decisions to extend SFD protection to third-country
systems should be taken at EU level on the basis of EU-wide criteria, as it would ensure a
level playing field in the EU and predictability for market participants. 21 other
respondents did not exclude this option, but preferred other solutions. One respondent
suggested that an EU-wide recognition could be either country-specific (list of equivalent
countries) or system-based (systemically important third-country systems).

22 respondents favoured a solution where criteria for SFD protection are set at EU
level, but the decisions to extend SFD protection are taken at the level of the
Member States, as it would ensure greater harmonization within the EU but give the
possibility to consider national market characteristics and laws. 15 respondents indicated
that this solution would be their second or third preference solutions. In this vein, two
respondents were in favour of a two-step process: first, assessing the law of the third
country at EU level; second determining whether to designate a system at national or EU
level, and provided that a level playing field is ensured.

Two stakeholders indicated that — if no protection at EU-level is introduced — that
implementation of domestic protections granted by a Member State in all EU
jurisdictions should be mandatory.

One stakeholder proposes that the most suited option would be that the third-country
authority sets the criteria.

3.1.5.2. Designation and review of designation

A majority (30 respondents) said that yes, the assessment for designation of a third-
country system be done on a case-by-case basis; 11 replied no, as in their view it is
sufficient to assess the third-country law in general regarding comparability; 31 did not
reply, did not consider the question relevant or express an opinion. Views were mixed on
whether a regular evaluation of the requirements for designation are still met. 22 were in
favour and 19 disagreed; 31 did not reply or did an opinion.

Several respondents proposed that the third-county systems should keep EU authorities
updated of relevant changes. One said that as far as it was aware, no jurisdiction requires
a regular review of protected systems, however many require systems to give notice of
changes and some have the power to request information from the system. Similar
provisions could be included in SFD.

Other stakeholders argued that a regular assessment would be appropriate, as the
underlying facts might change over time. One respondent suggested ESMA, and another
the Commission, could do it. Others said that the evaluation should not necessarily be
regular, but could be done by the designating authority if it has reason to believe that the
system no longer meets the criteria (on an ad-hoc basis). It was also pointed out, that
such an assessment is not in place for domestic systems, and therefore not needed for
third-country systems.

Views were mixed as to the frequency of a possible evaluation. 11 stakeholders favoured
an annual review; six a review every three years; 11 a review at the discretion of t