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EXECUTIVE SUMMARY

A. Background

Well-functioning settlement systems are a prerequisite for
efficient securities markets. The lack of a secure and efficient
settlement system operating at a reasonable cost with good risk
management mechanisms can significantly affect investors’
confidence in a market and hence can hinder the development of
that market, both in terms of volume and quality. Therefore the
Foreign Exchange Transactions and Settlement Issues Working
Group of the Association of Southeast Asian Nations plus the
People’s Republic of China, Japan, and the Republic of Korea
(ASEAN+3) requested the Asian Development Bank (ADB) to help
identify options and make recommendations for effectively
accelerating the linkage of domestic settlement and payment
systems to facilitate enhanced cross-border investment.

B. Methodology

The project team initially undertook a review of the existing
settlement systems in the ASEAN+3 region; examined existing links
between settlement systems in the region and internationally; and
identified the different types of cross-border settlements available,
the advantages and disadvantages of the various options, the
hurdles faced in establishing effective regional settlements, and
the risks involved in cross-border settlements. The team also
reviewed developments in Europe in terms of links and mergers of
national and international securities depositories and developed
initial proposals for overcoming the hurdles that were then discussed
with market participants through consultations in Hong Kong,
Singapore, and Tokyo. The team also identified areas that need
improvement in the settlement infrastructures of some member
countries. Some market participants emphasized the need for
improvement in regional infrastructure. This is in line with the stance
of the members of the team.
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C. Existing Settlement Systems and Links

Bond markets in the region are at very different stages of
development, and although no formal data are available on the
volume or value of cross-border trading in bonds, anecdotal data
indicate that it is very small. Settlement systems are national, i.e.,
each country has its own settlement arrangements for different
types of instruments, and participation in these systems is generally
limited to locally regulated participants. Although there are
exceptions, as a general rule, government (and quasi-government)
bills, bonds, and notes are traded over the counter between banks
(inter-bank market) and settled through settlement systems
operated by the central bank. These systems do not provide a
guarantee, i.e., they are not linked with a clearing company or a
central counterparty, but they do have a link for payment into real-
time gross settlement systems (RTGS) where these exist. Corporate
bonds are generally listed and traded on the national stock exchange
and settled through the central clearing and depository systems
associated with that exchange. Many of the central securities
depositories (CSDs) are linked with the international CSDs (ICSDs).
This is more to enable international market participants to trade
and settle local government bonds than it is to facilitate local market
participants trading and settling international bonds.

Within the region, there are currently only very few links and
those that do exist are very seldom used. In Europe, links were
originally developed between the two ICSDs and national markets
to facilitate the settlement of highly liquid government bonds
between European based banks. This type of link was extended to
enable Asian and other governments, multinational agencies, and
large companies to issue bonds into the international market. Links
were also developed to support cross-border trading in equities.
These links, however, were not able to reduce the costs of cross-
border settlements to make them equivalent to domestic settlement
costs. This and the risks involved in the time delays caused by
different settlement cycles have driven the development of
multinational CSDs through mergers between national CSDs and
the (agreed) acquisition of one CSD by another.



xii Asean+3 Regional Settlement Linkage

D. Advantages and Disadvantages of Existing
Settlement Arrangements

The cross-border settlement options that are used by market
participants are not mutually exclusive and investors will usually
use a range of options. The mechanisms in use are (i) direct access
where a participant in one market gains direct access to the
settlement systems in another market, (ii) local agent where an
investor uses a local custodian, (iii) global agent where an investor
appoints a global custodian (GC) to settle business in some or all
overseas markets, (iv) ICSD, (v) links between national CSDs, and
(vi) multinational CSD where a depository settles for a number of
national markets so that cross-border transactions within those
markets are settled in the same way and at the same cost as domestic
transactions and where the multinational CSD also acts as an ICSD
for cross-border links outside the national markets.

The drawbacks to using a local agent or a GC are several. The
market participant (i) incurs counterparty risk, (ii) bears the cost of
employing the agent, and (iii) may have difficulty employing a
reputable agent if the entity wishing to undertake cross-border
settlement is small or deals infrequently.

It is very difficult to compare the costs of different settlement
methods as the services offered by a GC are very different from the
services offered by a national CSD. Analyzing the cost that GCs
charge Japanese investors, for example, turned out to be quite
difficult. It is also difficult to compare costs across the region. This
is consistent with experience in Europe. A European Union 2001
report1 stated, “It is very difficult, if not impossible, to compare
settlement fees, as they vary according to market, instrument, mode
of payment” and,  “Moving securities from one system to another
will necessarily be more expensive than staying within one system.”
Although the current trend is for a reduction in the fees charged
by GCs, there may also be concentration risk as the number of
custodians offering services is decreasing. This may ultimately lead
to increased costs.

1 The Securities Settlement Industry in the EU. Structure, Costs and the Way Forward. Karel
Lannoo and Mattias Levin. Published by the Centre for European Policy Studies – December
2001.
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The hurdles to using an ICSD are very similar. However, for
investors in Asia, the time difference between Europe and Asia puts
them at a disadvantage in terms of ensuring that securities and
cash are in place for settlement.

The drawbacks to using the direct access model or settling
through linked CSDs (or a multinational CSD if one were to be
available in Asia) are the following.

(i) legal and regulatory including (a) regulations that may
prevent overseas investors or overseas CSDs from direct
participation, (b) lack of certainty regarding finality of
payment which may prevent CSDs from implementing
delivery versus payment (DvP), (c) disclosure relating to
beneficial ownership may be difficult for overseas
investors, (d) different tax rules and reclaiming
procedures, (e) foreign exchange controls and
monitoring that either prevent investment or prevent
repatriation of profits and/or principal, and (f) different
legal agreements (for either direct access or between
different CSDs) may result in legal expenses and/or legal
uncertainty;

(ii) technical, i.e., each CSD has its own technical standards
for communications between itself and its participants
that must be complied with, and in addition, each CSD
may have a proprietary network which does not extend
overseas and the lack of straight through processing (STP)
requires re-keying which is expensive and increases the
level of risk;

(iii) market practice including settlement dates, types of
instructions (formats), cut-off times for instructions, DvP
methodology  (RTGS or commercial bank money) and
access requirements for custodians;

(iv) risk the most important of which is Herstatt risk (or
foreign exchange settlement risk).

E. Market Consultation

All of the market participants that we consulted individually
expressed considerable optimism for the development of domestic
debt markets in Asia. In general, they took the view that an
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emerging requirement for a long-term secure investment would
support such a development. However, none of these market
participants believed that the current settlement arrangements were
a significant impediment to the development of a regional bond
market although there were still many areas where improvements
could be made. The key issues for further development of a regional
bond market that are not connected with settlement issues but
that were identified by the market participants are (i) price
transparency; (ii) a credible yield curve; (iii) the development of
repo and securities lending markets; (iv) regularity, consistency, and
transparency of issuing procedures for government bonds; and (v)
more information about all aspects of the market.

In terms of settlement systems, all of the participants believed
that compliance with international standards and convergence of
market practice across the region is important. They stressed
however, that it was important that market practitioners were
actively involved in any developments or recommended
developments to ensure that priority areas were addressed in an
appropriate manner. They therefore, in general, supported the
recommendations for a detailed review of individual markets to
see how they conformed to international standards particularly in
the areas of (i) legal certainty; (ii) DvP; and (iii) support for repos
and lending securities (including legal certainty in terms of tax
treatment).

When the team discussed with market participants the reasons
why existing links were not heavily used they gave two basic reasons.
First, a local presence was important for dealing face-to-face with
regulators and other market participants in the overseas market
and for first-hand knowledge of market practice. Second, the links
did not cover all securities that could be settled in the local market,
and if a single security or security type could not be settled through
the link, they needed a local agent. Once a local agent was
appointed, it was cost effective to use that local agent.

The need for a new regional CSD that would hold regional
securities and settle them in local currencies was also discussed.
Whilst many of the interviewees said that the development of such
a body would be helpful, they all saw many difficulties. These
included (i) under what regulatory authority would the CSD operate;
(ii) how could it be operated at a cost that would be lower than the
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fees they currently experience; (iii) could it gain commitment from
all markets for all securities (including government securities)
because if this was not possible, the participants would need to
retain local agents and thus would not generally use the centralized
system; (iv) would it be able to link to all RTGS payment systems;
and (v) would it be able to link efficiently to the existing ICSDs, a
key requirement of the international banks that are active in both
domestic and international bond markets?

In general the private sector participants did not think that
the private sector would be interested in developing a regional
facility solely for bonds as there was not enough volume to make it
financially viable. They also thought that the time was not right
for the public sector to make a significant commitment to such a
facility. The market participants did not express any support for
the development of a regional secure network.

F. Recommendations

Transparency

One key request from the market participants was for
transparency, in terms of pricing and in terms of market
infrastructure. In many cases the information on the websites
maintained by national institutions concentrates on equities (or does
not clearly identify whether corporate and/or government bonds
are included in the description). The team therefore recommends
that the information we have documented in this report concerning
the national settlement systems be uploaded onto the
AsianBondsOnline website (http://www.asianbondsonline.adb.org.)
if countries agree on a voluntary basis to update the information
whenever necessary. It would also be helpful for each government
to request the relevant settlement organization to increase the level
of detail that is available within their settlement infrastructures.

International Standards

There have been many recommendations published that set
out international standards for the settlement of securities. From
the public sector, the Committee on Payment and Settlement
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Systems and the Technical Committee of the International
Organization of Securities Commission made recommendations in
November 2001. Private sector groups, such as the International
Securities Services Association, the Group of Thirty, and the
Giovannini Group also proposed recommendations or actions that
should be taken. Operators of clearing and settlement systems
should therefore be encouraged to conduct and disclose results of
self-assessments to ascertain their level of compliance against
international standards.

Private sector recommendations have concentrated on the
European markets. It would be helpful for a detailed review to be
undertaken for Asia on the extent to which each market in the
region complies with international standards. If appropriate, this
study could collaborate with or use existing work by other regional
fora like the Executives’ Meeting of the East Asia Pacific Central
Bank or ASEAN. Private sector consultation should be an integral
part of the study to ensure that the assessment of each market is
based not only on a theoretical international standard but also that
the standards can be applied from the viewpoint of market
participants. Where a market does not fully meet the standard, the
report should identify the steps needed to achieve compliance and
who should take those steps. This should be an interactive process
between officials and regulators. Once again, the private sector
should be consulted to determine the importance of such a step
for the development of a regional bond market.

Regional Cooperation

To ensure that market participants and investors have a choice
of settlement methodologies, the same study should identify any
laws, regulations, or rules that impede either direct remote access
or links and mergers between national depositories. Each market
will then be able to compare itself with other markets in the region
and, if appropriate, take steps to remove impediments. It would be
very helpful if ASEAN+3 governments endorsed the findings of the
study and cooperated with the private sector to take whatever
actions are necessary to improve their respective clearing and
settlement systems.
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Further Study on Risk Reduction

During meetings and interviews, several market participants
supported the idea of a regional settlement intermediary to mitigate
various risks and to reduce the operational burden to which they
are currently exposed. To assess the viability of such a proposal will
require further discussion and analysis beyond the scope of this
study on the functions and the roles of such an intermediary. An
analysis of the effectiveness of such a regional settlement
intermediary would be useful. For example, a regional settlement
intermediary that facilitated true multicurrency DvP by links with
the RTGS payment systems in the economies could theoretically
reduce foreign exchange settlement risks.

A regional intermediary that handles the settlement of bond
issues in a common unit will be needed in the future. The study
into the development of a regional settlement intermediary should
look into the feasibility of including such a function.
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EXECUTIVE SUMMARY

A. Background

Well-functioning settlement systems are a prerequisite for
efficient securities markets. The lack of a secure and efficient
settlement system operating at a reasonable cost with good risk
management mechanisms can significantly affect investors’
confidence in a market and hence can hinder the development of
that market, both in terms of volume and quality. Therefore the
Foreign Exchange Transactions and Settlement Issues Working
Group of the Association of Southeast Asian Nations plus the
People’s Republic of China, Japan, and the Republic of Korea
(ASEAN+3) requested the Asian Development Bank (ADB) to help
identify options and make recommendations for effectively
accelerating the linkage of domestic settlement and payment
systems to facilitate enhanced cross-border investment.

B. Methodology

The project team initially undertook a review of the existing
settlement systems in the ASEAN+3 region; examined existing links
between settlement systems in the region and internationally; and
identified the different types of cross-border settlements available,
the advantages and disadvantages of the various options, the
hurdles faced in establishing effective regional settlements, and
the risks involved in cross-border settlements. The team also
reviewed developments in Europe in terms of links and mergers of
national and international securities depositories and developed
initial proposals for overcoming the hurdles that were then discussed
with market participants through consultations in Hong Kong,
Singapore, and Tokyo. The team also identified areas that need
improvement in the settlement infrastructures of some member
countries. Some market participants emphasized the need for
improvement in regional infrastructure. This is in line with the stance
of the members of the team.
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C. Existing Settlement Systems and Links

Bond markets in the region are at very different stages of
development, and although no formal data are available on the
volume or value of cross-border trading in bonds, anecdotal data
indicate that it is very small. Settlement systems are national, i.e.,
each country has its own settlement arrangements for different
types of instruments, and participation in these systems is generally
limited to locally regulated participants. Although there are
exceptions, as a general rule, government (and quasi-government)
bills, bonds, and notes are traded over the counter between banks
(inter-bank market) and settled through settlement systems
operated by the central bank. These systems do not provide a
guarantee, i.e., they are not linked with a clearing company or a
central counterparty, but they do have a link for payment into real-
time gross settlement systems (RTGS) where these exist. Corporate
bonds are generally listed and traded on the national stock exchange
and settled through the central clearing and depository systems
associated with that exchange. Many of the central securities
depositories (CSDs) are linked with the international CSDs (ICSDs).
This is more to enable international market participants to trade
and settle local government bonds than it is to facilitate local market
participants trading and settling international bonds.

Within the region, there are currently only very few links and
those that do exist are very seldom used. In Europe, links were
originally developed between the two ICSDs and national markets
to facilitate the settlement of highly liquid government bonds
between European based banks. This type of link was extended to
enable Asian and other governments, multinational agencies, and
large companies to issue bonds into the international market. Links
were also developed to support cross-border trading in equities.
These links, however, were not able to reduce the costs of cross-
border settlements to make them equivalent to domestic settlement
costs. This and the risks involved in the time delays caused by
different settlement cycles have driven the development of
multinational CSDs through mergers between national CSDs and
the (agreed) acquisition of one CSD by another.
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D. Advantages and Disadvantages of Existing
Settlement Arrangements

The cross-border settlement options that are used by market
participants are not mutually exclusive and investors will usually
use a range of options. The mechanisms in use are (i) direct access
where a participant in one market gains direct access to the
settlement systems in another market, (ii) local agent where an
investor uses a local custodian, (iii) global agent where an investor
appoints a global custodian (GC) to settle business in some or all
overseas markets, (iv) ICSD, (v) links between national CSDs, and
(vi) multinational CSD where a depository settles for a number of
national markets so that cross-border transactions within those
markets are settled in the same way and at the same cost as domestic
transactions and where the multinational CSD also acts as an ICSD
for cross-border links outside the national markets.

The drawbacks to using a local agent or a GC are several. The
market participant (i) incurs counterparty risk, (ii) bears the cost of
employing the agent, and (iii) may have difficulty employing a
reputable agent if the entity wishing to undertake cross-border
settlement is small or deals infrequently.

It is very difficult to compare the costs of different settlement
methods as the services offered by a GC are very different from the
services offered by a national CSD. Analyzing the cost that GCs
charge Japanese investors, for example, turned out to be quite
difficult. It is also difficult to compare costs across the region. This
is consistent with experience in Europe. A European Union 2001
report1 stated, “It is very difficult, if not impossible, to compare
settlement fees, as they vary according to market, instrument, mode
of payment” and,  “Moving securities from one system to another
will necessarily be more expensive than staying within one system.”
Although the current trend is for a reduction in the fees charged
by GCs, there may also be concentration risk as the number of
custodians offering services is decreasing. This may ultimately lead
to increased costs.

1 The Securities Settlement Industry in the EU. Structure, Costs and the Way Forward. Karel
Lannoo and Mattias Levin. Published by the Centre for European Policy Studies – December
2001.
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The hurdles to using an ICSD are very similar. However, for
investors in Asia, the time difference between Europe and Asia puts
them at a disadvantage in terms of ensuring that securities and
cash are in place for settlement.

The drawbacks to using the direct access model or settling
through linked CSDs (or a multinational CSD if one were to be
available in Asia) are the following.

(i) legal and regulatory including (a) regulations that may
prevent overseas investors or overseas CSDs from direct
participation, (b) lack of certainty regarding finality of
payment which may prevent CSDs from implementing
delivery versus payment (DvP), (c) disclosure relating to
beneficial ownership may be difficult for overseas
investors, (d) different tax rules and reclaiming
procedures, (e) foreign exchange controls and
monitoring that either prevent investment or prevent
repatriation of profits and/or principal, and (f) different
legal agreements (for either direct access or between
different CSDs) may result in legal expenses and/or legal
uncertainty;

(ii) technical, i.e., each CSD has its own technical standards
for communications between itself and its participants
that must be complied with, and in addition, each CSD
may have a proprietary network which does not extend
overseas and the lack of straight through processing (STP)
requires re-keying which is expensive and increases the
level of risk;

(iii) market practice including settlement dates, types of
instructions (formats), cut-off times for instructions, DvP
methodology  (RTGS or commercial bank money) and
access requirements for custodians;

(iv) risk the most important of which is Herstatt risk (or
foreign exchange settlement risk).

E. Market Consultation

All of the market participants that we consulted individually
expressed considerable optimism for the development of domestic
debt markets in Asia. In general, they took the view that an
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emerging requirement for a long-term secure investment would
support such a development. However, none of these market
participants believed that the current settlement arrangements were
a significant impediment to the development of a regional bond
market although there were still many areas where improvements
could be made. The key issues for further development of a regional
bond market that are not connected with settlement issues but
that were identified by the market participants are (i) price
transparency; (ii) a credible yield curve; (iii) the development of
repo and securities lending markets; (iv) regularity, consistency, and
transparency of issuing procedures for government bonds; and (v)
more information about all aspects of the market.

In terms of settlement systems, all of the participants believed
that compliance with international standards and convergence of
market practice across the region is important. They stressed
however, that it was important that market practitioners were
actively involved in any developments or recommended
developments to ensure that priority areas were addressed in an
appropriate manner. They therefore, in general, supported the
recommendations for a detailed review of individual markets to
see how they conformed to international standards particularly in
the areas of (i) legal certainty; (ii) DvP; and (iii) support for repos
and lending securities (including legal certainty in terms of tax
treatment).

When the team discussed with market participants the reasons
why existing links were not heavily used they gave two basic reasons.
First, a local presence was important for dealing face-to-face with
regulators and other market participants in the overseas market
and for first-hand knowledge of market practice. Second, the links
did not cover all securities that could be settled in the local market,
and if a single security or security type could not be settled through
the link, they needed a local agent. Once a local agent was
appointed, it was cost effective to use that local agent.

The need for a new regional CSD that would hold regional
securities and settle them in local currencies was also discussed.
Whilst many of the interviewees said that the development of such
a body would be helpful, they all saw many difficulties. These
included (i) under what regulatory authority would the CSD operate;
(ii) how could it be operated at a cost that would be lower than the
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fees they currently experience; (iii) could it gain commitment from
all markets for all securities (including government securities)
because if this was not possible, the participants would need to
retain local agents and thus would not generally use the centralized
system; (iv) would it be able to link to all RTGS payment systems;
and (v) would it be able to link efficiently to the existing ICSDs, a
key requirement of the international banks that are active in both
domestic and international bond markets?

In general the private sector participants did not think that
the private sector would be interested in developing a regional
facility solely for bonds as there was not enough volume to make it
financially viable. They also thought that the time was not right
for the public sector to make a significant commitment to such a
facility. The market participants did not express any support for
the development of a regional secure network.

F. Recommendations

Transparency

One key request from the market participants was for
transparency, in terms of pricing and in terms of market
infrastructure. In many cases the information on the websites
maintained by national institutions concentrates on equities (or does
not clearly identify whether corporate and/or government bonds
are included in the description). The team therefore recommends
that the information we have documented in this report concerning
the national settlement systems be uploaded onto the
AsianBondsOnline website (http://www.asianbondsonline.adb.org.)
if countries agree on a voluntary basis to update the information
whenever necessary. It would also be helpful for each government
to request the relevant settlement organization to increase the level
of detail that is available within their settlement infrastructures.

International Standards

There have been many recommendations published that set
out international standards for the settlement of securities. From
the public sector, the Committee on Payment and Settlement
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Systems and the Technical Committee of the International
Organization of Securities Commission made recommendations in
November 2001. Private sector groups, such as the International
Securities Services Association, the Group of Thirty, and the
Giovannini Group also proposed recommendations or actions that
should be taken. Operators of clearing and settlement systems
should therefore be encouraged to conduct and disclose results of
self-assessments to ascertain their level of compliance against
international standards.

Private sector recommendations have concentrated on the
European markets. It would be helpful for a detailed review to be
undertaken for Asia on the extent to which each market in the
region complies with international standards. If appropriate, this
study could collaborate with or use existing work by other regional
fora like the Executives’ Meeting of the East Asia Pacific Central
Bank or ASEAN. Private sector consultation should be an integral
part of the study to ensure that the assessment of each market is
based not only on a theoretical international standard but also that
the standards can be applied from the viewpoint of market
participants. Where a market does not fully meet the standard, the
report should identify the steps needed to achieve compliance and
who should take those steps. This should be an interactive process
between officials and regulators. Once again, the private sector
should be consulted to determine the importance of such a step
for the development of a regional bond market.

Regional Cooperation

To ensure that market participants and investors have a choice
of settlement methodologies, the same study should identify any
laws, regulations, or rules that impede either direct remote access
or links and mergers between national depositories. Each market
will then be able to compare itself with other markets in the region
and, if appropriate, take steps to remove impediments. It would be
very helpful if ASEAN+3 governments endorsed the findings of the
study and cooperated with the private sector to take whatever
actions are necessary to improve their respective clearing and
settlement systems.
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Further Study on Risk Reduction

During meetings and interviews, several market participants
supported the idea of a regional settlement intermediary to mitigate
various risks and to reduce the operational burden to which they
are currently exposed. To assess the viability of such a proposal will
require further discussion and analysis beyond the scope of this
study on the functions and the roles of such an intermediary. An
analysis of the effectiveness of such a regional settlement
intermediary would be useful. For example, a regional settlement
intermediary that facilitated true multicurrency DvP by links with
the RTGS payment systems in the economies could theoretically
reduce foreign exchange settlement risks.

A regional intermediary that handles the settlement of bond
issues in a common unit will be needed in the future. The study
into the development of a regional settlement intermediary should
look into the feasibility of including such a function.
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A. The Purpose of this Report

Previous consultations with market practitioners in the
Association of Southeast Asian Nations+ the People’s Republic of
China (PRC), Japan, and the Republic of Korea (ASEAN+3) region
led to the view that the absence of a cohesive linkage of bond
clearing mechanisms in the region is adversely affecting cross-border
investments and thus the development of domestic and regional
bond markets. As a consequence, the Foreign Exchange Transactions
and Settlement Issues Working Group (Working Group 3) requested
ADB to help identify the options and make recommendations for
effectively accelerating the linkage of domestic settlement and
payment systems to facilitate enhanced cross-border investment.
The development of the bond market is, according to practitioners,
constrained by the lack of a regional clearing and settlement facility,
but the lack of products to trade and thus the lack of volume of
trading interest means that the links that have been established
are hardly used and that commercial organizations have no incentive
to develop links as they cannot operate at a reasonable cost with
very low volumes.

Nevertheless, the purpose of the Asian Bond Market Initiative
(ABMI) is to increase the supply of bonds in the region by developing
new types such as asset backed securities, to increase the market
for such bonds by developing credit rating agencies, and to increase
the interest in the market through developments such as the
website. In the settlement area too, we must therefore think not
only about the current situation but also about the future needs of
the market.

BACKGROUND AND CURRENT STATUS1
○

○

○

○

○

○

○

○

○

○
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B. The Importance of Settlement Systems for Securities
Markets

Well-functioning settlement systems are a prerequisite for
efficient securities markets. The lack of a secure and efficient
settlement system operating at a reasonable cost can significantly
affect investors’ confidence and hence can hinder the development
of the securities markets both in terms of volume and quality. This
point is summarized in several authoritative reports. Functioning
as an advisory group to the European Union (EU), the Giovannini
Group1 published the now-famous Giovannini Report on clearing
and settlement issues.2 It says that the.  “…clearing and settlement
process is an essential feature of a smoothly functioning securities
market, providing for the efficient and safe transfer of ownership
from the seller to buyer.”3 The Japanese Financial Council has also
published a report that focuses on the importance of buy-side
confidence in the settlement system. It states that,  “The investors
begin to trade the securities positively after they trust the safety
and efficiency about the settlement. In this sense, the securities
settlement system is an important base in the securities market.”4

C. Summary of the Current Status in ASEAN+3

With a very few exceptions settlement systems in the region
are national, i.e., each country has its own settlement arrangements
for different types of instruments, and participation in these systems
is generally limited to locally regulated participants. As a general
rule, government (and quasi-government) bills, bonds, and notes
are traded over the counter (OTC) between banks (interbank
market) and settled through settlement systems operated by the
central bank. These systems do not provide a guarantee (i.e. do not
link with a clearing company or a central counterparty) but do have
a link for payment into real time gross settlement (RTGS) systems,
where these exist. Corporate bonds (CBs), where they exist, are
generally listed and traded on the national stock exchange and

1 A group of financial-market participants, under the chairmanship of Alberto Giovannini.
2 See http://europa.eu.int/comm/economy_finance/giovanni/clearing_settlement_en.htm
3 Ibid.
4 Japanese Financial Council Report., June 2000.
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settled through the central clearing and depository systems
associated with that exchange.

When regional governments, supranational bodies and
corporations issue bonds in international currencies (e.g. US dollars,
euros, yen, and sterling), these bonds may be issued in the
international market and settled through one of the international
central securities depositories (ICSDs), i.e., Euroclear or Clearstream,
and/or they may be listed on the stock exchange in the country
whose currency is used (e.g. Yankee bonds and Samurai bonds) and
settled through the central securities depository system (CSD) linked
with the relevant exchange.

Many of the CSDs are linked with ICDs. This is more to enable
international market participants to trade and settle local
government bonds than to facilitate local market participants
trading and settling international bonds. Within the region, there
are currently only a few links and those that do exist are used very
infrequently. Table 1 provides a summary of the bond settlement
systems in the region, both for government and corporate bonds,
and the links between national systems. Annex A details the bond
settlement systems that operate in the countries covered by this
report and the links between systems within each country and
externally.



4 Asean+3 Regional Settlement Linkage

 Table 1:  Summary of Bond Settlement Systems in the Region

People’s
Republic Hong Kong,
of China China Indonesia Japan

Settlement
Organization for
Government Bonds

China
Government
Securities Trust
and Clearing
Company
(CDC)

Central
Moneymarket
Unit (CMU) of
the Hong Kong
Monetary
Authority
(HKMA).

Scripless
Settlement
System (SSS)
owned and
operated by
Bank
Indonesia.

Bank of Japan-
NET JGB
Services
owned and
operated by
the Bank of
Japan.

Settlement
Organization for
Unlisted Corporate
Bonds

CDC CMU
(although
direct
counterparty
settlement is
also possible.)

Directly
between the
counterparties
by re-
registration at
the nominated
transfer agent.

Counterparties
settle
transactions at
registrar banks
using Japan
Bond
Settlement
Network (JB
Net).A book
entry system
will be set up
in January
2006.

Settlement
Organization for
Bonds Traded on a
Stock Exchange
(Government and
Corporate)

China
Securities
Depository
and Clearing
Corporation
(SD&C)

Central
Clearing and
Settlement
System
(CCASS),
which is
wholly owned
by Hong Kong
Exchanges
(HKEx).

Indonesia
Central
Securities
Depository
(KSEI).

Bank of Japan-
NET JGB
Services for
listed JGBs;
Delivery of
physical
certificates for
listed
corporate
bonds
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Republic of
Malaysia Philippines Singapore Korea Thailand

Scripless
Securities
Trading System
(SSTS). This is
part of the
RENTAS system
owned and
operated by
Bank Negara
Malaysia.

Registry of
Scripless
Securities
(ROSS)
operated by the
Bureau of
Treasury, which
is part of the
Department of
Finance.

MAS Electronic
Payment
System –
delivery versus
payment
(MEPS-SGS)
operated by the
Monetary
Authority of
Singapore
(MAS).

Korea Securities
Depository
(KSD) operated
by the Korea
Stock Exchange
(KRX).

The Bond
Registry System
and the book
entry system at
the Bank of
Thailand (Bank
of Thailand),
government
bonds in the
book entry
system are
settled through
BAHTNET, which
is operated by
the Bank of
Thailand.

Debt Securities
Clearing and
Settlement
System (DCSS)
operated by the
Stock Exchange
of Singapore
(SGX).

KSD operated
by KRX.

Counterparties
make their own
direct
settlement
arrangements.

Malaysian
Central
Depository
(MCD), which is
owned and
operated by
Bursa Malaysia.

Philippines
Central
Depository
(PCD).

Debt Securities
Clearing and
Settlement
System (DCSS)
operated by the
Stock Exchange
of Singapore
(SGX).

KSD operated
by KSE.

The Thailand
Securities
Depository Co.,
Ltd. (TSD), a
subsidiary of the
Stock Exchange
of Thailand
(SET), facilitates
the book entry
system for the
dealers to settle
listed corporate
bond.
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 Table 1:  (continued)

People’s
Republic Hong Kong,
of China China Indonesia Japan

Link Between
Organizations

SD&C performs
settlement of
stock exchange
transactions.
However CDC
maintains the
master record
for government
and corporate
debt (other
than
convertible
bonds listed on
an exchange)
and therefore
SD&C records
are sub-
accounts of
CDC records.

CCASS is
responsible for
settlement of
stock exchange
transactions.
However CMU
maintains the
master record
for government
bonds and
therefore
CCASS records
are sub-
accounts of
CDC records for
these
securities.

KSEI is one of
10 sub-
registries in the
scripless
securities
settlement
system. The
other sub-
registries are
private sector
banks.

International Links
used for settlement

CDC has one-
way links with
HK CMU. CDC
participants can
settle CMU
eligible
securities and
use the CMU
links with other
international
organizations.

CMU has two-
way links with
Euroclear,
Clearstream,
Austraclear
(New Zealand),
KSD; one-way,
outward links
with
Austraclear
(Australia); and
one-way,
inward links
with CDC.
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Republic of
Malaysia Philippines Singapore Korea Thailand

ROSS is a direct
participant of
PCD

The same
organization
(KSD) is used for
both types of
bonds.

Central
Depository (Pte)
Ltd. has bi-
lateral links with
Japan Securities
Settlement and
Custody (JSCC)
and unilateral
links with
Clearstream,
DTCC (US) and
Shenzhen
Securities
Registrars Ltd.
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A. Advantages and Disadvantages

When we are considering the links between national CSDs
(whatever model is adopted), we can only consider them in the
light of the cross-border settlement arrangements that are available
to investors who are based in one country and who wish to buy or
sell the domestic bonds issued in another country. The cross-border
settlement options used by market participants are the following,
though these are not mutually exclusive and investors will usually
use a range of them.

(i) Direct access. A participant in one market gains direct
access to the settlement systems in another market.

(ii) Local agent. An investor uses a local custodian.

(iii) Global custodian. An investor appoints a global
custodian (GC) to settle business in all overseas markets.

(iv) ICSD. An investor makes a settlement through one of
the ICSDs.

(v) Linkages between national CSDs.

(vi) Multinational CSD.

In looking at the advantages and disadvantages of these cross-
border settlement options, we are not attempting to make cost
comparisons. This is dealt with under a separate heading later in
this section. The advantages and disadvantages of the various
options are summarized in Table 2.

CROSS-BORDER SETTLEMENT2
○

○

○

○

○

○

○

○

○

○
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Direct Access

In this model, nonresident investors are given access to the
depository in which the securities are settled. This model is generally
only available to investors who are also financial institutions (FIs).
Although some depositories (e.g. Central Clearing and Settlement
System in Hong Kong, China and Crest in the United Kingdom [UK])
permit individual (and corporate) investors to have direct accounts,
no depository in the ASEAN+3 region or in Europe permits these
holders to give direct instructions for settlement to the depository.

In most cases, direct access by financial institutions is also
restricted to those located in countries where there is (at least) a
memorandum of understanding between regulators to ensure that
the depository participants are subject to equivalent regulatory
oversight. The only market in the ASEAN+3 region that permits full
direct access to overseas investors (i.e. permits them to directly give
transfer instructions and make payments) is the central
moneymarket unit (CMU) in Hong Kong, China (Hong Kong).

The major advantage of the direct access model is that the
charge imposed by the depository on the participant is a domestic
charge (i.e., there is no additional charge because the trade is a
cross-border trade). Direct access also allows its participants to
respond quickly to their customers’ requests. However, the
disadvantages are that the FI will need to:

(i) appoint and pay a settlement agent (bank) to settle funds
with the depository on the due date and supply that
agent  with funds prior to the settlement date (or arrange
and pay for an overdraft facility);

(ii) be conversant (and comply) with the procedures,
including cut-off times, for each depository in which they
are a direct participant;

(iii) directly organize any special procedures, e.g., tax
reclamations, corporate event processing, reconciliation,
regulatory reporting, etc.

Local Agents

Historically, local agents (i.e. a broker/custodian in the country
of issue of the bond) have been used most frequently for cross-
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border settlements. In many Asian countries, the development of
custody services by banks has been relatively slow, so investors who
wished to invest in that country had little choice but to use the
broker with whom they dealt as their settlement agent and
custodian. The dematerialization and consolidation of securities into
central depositories exacerbated this situation.

However, most institutional investors have found this situation
unsatisfactory because brokers (throughout the world) who are not
integral parts of universal banks tend to have relatively low
capitalizations (compared with banks) and tend not to invest as
heavily in technology as specialist custodians. The latter means that
the interface between the broker and the institutional customer
may be less automated and may lend itself less to straight through
processing (STP). Therefore, the trend amongst institutional
investors is to use a local broker only for trading. The broker will
settle with the local market but then transfer the securities to a
local custodian (appointed by the institution or his global custodian)
for ongoing custody. This split of function (i.e. the broker
undertaking the trading and a separate custodian holding the
securities) has a further benefit in terms of risk management for
the institution, in that receipt of securities or funds by the custodian
acts as confirmation that the broker has actually executed the trade
as instructed. Institutions normally instruct their custodians to
receive stock from the broker on a delivery versus payment (DvP)
basis but how far this is achievable in different markets varies
considerably.

The major advantage of this procedure is that the local
custodian will be aware of and manage local procedures (e.g. cut
off times) and will take action in respect of special events (e.g. tax
reclaims, corporate event processing, reconciliation, and regulatory
reporting). In addition, where the agent is a bank, transferring funds
will be more convenient and overdraft charges are likely to be lower
(as the overdraft can be secured against the incoming securities).

Whether a broker or a bank, using a local custodian has a
number of disadvantages. A major one is that investors must
designate a separate local custodian for each country where
investment will be directed. This means that a legal agreement must
be negotiated with each custodian, usually operating under the
law of the custodian’s country, and interface arrangements that
will differ from custodian to custodian must be put in place. This
results in the investor receiving activity reports in many different
formats, at many different times, and through many different
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media. All have to somehow be captured into the institutional
investor’s own system and be reconciled with their own records.

Another significant disadvantage is the growth of the need
for due diligence in terms of the costs of settlement and custody.
As organizations have focused on the costs of settlement, the need
to ensure that an organization is getting the best value from its
agents has increased. Thus, the management of many institutions
now insists that custody is put out for re-tender on a reasonably
regular basis (at least once every 3 years would not be uncommon).
Where an institution invests widely and uses local custodians in
each country this obviously represents significant overhead in terms
of management time and effort.

Finally, the investor suffers custodian (counterparty) risk.  If
the agent goes out of business, for example, the investor may lose
securities and/or cash, subject to any local investor compensation
scheme.

Global Custodians

In recent years, institutional investors have increasingly used
global custodians (GCs) that provide settlement and custody services
in multiple markets through a single gateway.5 In this situation,
the investor communicates only with the global custodian, and it is
the custodian’s responsibility to make settlement arrangements in
each market in which they are contracted. They may do this by
becoming direct depository participants using one of their
subsidiaries or associates in the relevant market or by appointing
their own local or regional custodian.

The major advantage to investors is that they will receive
integrated reports usually in a format that can be entered directly
into their own systems through a single communication channel.
These reports include the balance of total loan portfolio, particulars
of securities lending balance, detailed dealing data, and corporate
actions with relevant information. A further advantage (which may
be difficult to directly cost) is that the investor has to negotiate
only one contract, and the GC sits between the investor and the
idiosyncrasies of the settlement systems in individual countries. The
GC will understand taxation issues (and how to reclaim tax), whether

5 Investors can also mix and match in that they may appoint some local custodians, a regional
custodian (e.g. Asia or Europe) and a global custodian for everything else. They may also
make different arrangements for different types of instruments.
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the recording date is 1 or 2 days or some other period behind the
date for interest payments. The utilization of a GC could also
strengthen the investor’s risk management capability. Another
important advantage of using GCs is the availability of integrated
multicurrency banking and cash management services as most GCs
are large international commercial banks.

GCs provide investors with the convenience of a single interface
for their international security transactions and consolidated cash
management services. This service to the ultimate investor cannot
be replicated by linking national securities depositories. However,
GCs also have to hire local agents themselves and therefore when
considering the merits and demerits of links, we will need to consider
not only the advantages to the ultimate investor but also the benefit
to the GC.

The major disadvantages of this model are that the investor
suffers from custodian (counterparty) risk, although this is mitigated
by fact that the major GCs are the major international banks.6 In
addition, the services of a GC are unlikely to be available in a cost
effective manner to retail investors or to small institutions as they
are interested in attracting clients with high volumes of business.

International Central Securities Depositories

International Securities

There are two ICSDs: Euroclear and Clearstream (formerly
Cedel). These were originally established to settle bonds issued in
United States dollars (US$) to international market participants
based in Europe. The two ICSDs developed a linkage known as the
bridge. This is a unique linkage that started as a single daily batch
operation but now operates on a frequent batch basis that is almost
equivalent to a real time link. The bridge was developed and
improved at the insistence of the participants; its use is only
marginally more expensive than settling within a single ICSD.

When a security is settled entirely within one or both ICSDs (e.g.
a Eurobond), it is very similar to settling within a national CSD. The
advantages for the participants are (i) the cost is very low because

6 Currently the GCs that are active in emerging markets include Bank of New York, JP Morgan
Chase, State Street, Citibank, BNP Paribas, Northern Trust, ABN-AMRO, Mellon, and HSBC.
Standard Chartered Bank is a significant regional custody agent.



13Cross-Border Settlement

the ICSDs have large transaction volumes and (ii) the ICSDs offer a
standardized and easily automated service. The major disadvantage
is that the participation criteria for the ICSDs are very stringent,
therefore generally only substantial organizations (mainly banks)
can use them. Also, clearly national government securities and CBs
issued into national markets are not settled entirely within an ICSD.

Domestic Securities

Domestic government bonds and CBs issued into domestic
markets (or into both the international and the domestic market)
are settled through links between the ICSD and national
depositories. The advantage of using an ICSD for an organization
that is already an ICSD participant is that it removes the necessity
for establishing local custody arrangements in markets where there
is a low volume of transactions. ICSD fees, although much higher
than those for intra-depository movements, are likely to be less
than those charged by a GC. There are however, a number of
problems in using the ICSDs for the settlement of domestic bonds
in the ASEAN+3 region. These include the following.

(i) Not all of the ASEAN+3 markets have settlement links
with one or both of the ICSDs, and not all domestic
currencies are eligible currencies.

(ii) The movement of local currency to settle transactions in
the ICSDs suffers from time zone problems.

(iii) The ICSDs set their own participation criteria that are
not linked to the regulatory structures of any particular
capital market; these criteria are quite onerous in terms
of capital and cannot generally be met by organizations
other than multi-national banks and institutions.

Links Between Domestic Central Securities Depositories

The European Central Securities Depository Association (ECSDA)
recommended that national depositories develop links between
themselves without using an ICSD as an intermediary. The
mechanism is explained in more detail in Chapter IV Section D.
Although this route was favored by ECSDA  (on which the European
national CSDs are represented but the ICSDs are not) only the linkage



14 Asean+3 Regional Settlement Linkage

between the UK settlement organization CREST and the Swiss
international settlement organization InterSettle actually became
operational.

The advantage of this type of linkage is that access to settling
eligible securities in all the linked markets is available to all national
market participants. The proponents also maintained that it would
prove in the longer term to be more cost effective, but this has not
been demonstrated one way or the other in practice.

The disadvantage is that payment needs to be made in the national
currency. This will mean the participant must either use a payment
agent in the country of the security or must make the required funds
available on a day prior to the settlement date (thus increasing the
period during which the participant suffers settlement risk).

Multinational Central Securities Depositories

In Europe the links between different national CSDs and
between the national CSDs and the ICSDs have now been replaced
by the development of multi-national clearing and settlement
systems through a merger or friendly take-over of the national CSD
systems. This development is a result of pressure from market
participants to reduce both costs and settlement risks. (see “Costs”
later in this section and chapter III) As the European Union 2001
reported,8 “Moving securities from one system to another will
necessarily be more expensive than staying within one system.” In
addition, although a Bank for International Settlements (BIS) 1992
study9 concluded that cross-border risks are not different in type
from the risks inherent in national settlement systems, “These
inefficiencies and the relatively high costs they impose on
counterparties in cross-border securities transactions appear to be
inherent in cross-border settlements.” Thus links (both those
involving an ICSD and those between national CSDs) have been
replaced by amalgamations between national CSDs and ICSDs to
form multinational CSDs. The advantages of using a multinational
CSD are the following.

7 The Securities Settlement Industry in the EU. Structure, Costs and the Way Forward. Karel
Lannoo and Mattias Levin. The Centre for European Policy Studies. December 2001.

8 Delivery versus Payment in Securities Settlement Systems. The Committee on Payment and
Settlement Systems of the Central Banks of the Group of Ten countries. Bank for International
Settlements. September 1992.
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(i) All participants in the national CSDs that are part of the
multinational CSD are able to access the services.

(ii) Cross-border transactions (of securities in the
participating national CSDs) are settled in exactly the
same way as domestic securities; indeed they become
domestic settlements.

(iii) The charge for all transactions within the expanded
depository should be the same.

(iv) There is no requirement for the use of local or global
custodians.

(v) The multi-national CSD can develop a small number of
links with other multi-national CSDs.

In Europe it is difficult to identify any disadvantages of a
multinational CSD. However it may not be possible to develop such
an organization in the ASEAN+3 region in the medium term due to
the lack of harmonization in legal and regulatory structures and to
the lack of access to national payment systems.

.
B. Costs

It is notoriously difficult to establish real settlement costs;
therefore, comparisons based on cost are not realistically possible.
Neither global nor local custodians publish tariffs as they are
negotiated individually, customer by customer. The price charged
to a specific customer will depend on (i) volume, (ii) the level of
service provided, and (iii) the prestige of the customer and how
much the custodian wants his/her business. It is therefore not
possible to compare the direct fees charged by a depository for a
cross-border service with the fees charged by a custodian.

Custody service charges in the ASEAN+3 region are generally
higher than those in Europe. Table 3 shows the custody service
charges for selected markets of two different GCs in Tokyo compared
with those of Euroclear Bank and the Clearstream. The costs are
apparently more expensive, but clearly the users of GCs believe that
they get value for money as the various value-added services
provided by these two GCs include not only portfolio management
information but also cash and risk management. These value-added
and customer-tailored custody services by the GCs lead to higher
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charges, but at the same time they are clearly regarded as
competitive by their customers compared with those services
provided by either Euroclear Bank, Clearstream or a local CSD.

Table 3: Service Charges of Selected Global Custodians in Tokyo

Fees Charged by Global Fees Charged by Global
Custodian A forSelected   Custodian B for Selected

Markets (Index) Markets (Index)

  Safekeeping Transaction Safekeeping Transaction
Fees  Fees Fees Fees

Clearstream LU n.a. n.a. 100 100
Euroclear Bank 100 100 n.a. n.a.
Switzerland 200 approx.  280 75 approx.  430
Germany 100 100 125 approx.  170
France 200 200 125 approx.  430
United Kingdom 200 150 100 100
United States 100 100 150 100
Japan approx.   60 approx.    70 75 approx.  130
Indonesia 400 approx.  530 n.a. n.a.
Singapore 400 400 312.5 300
Thailand 400 approx.  280 n.a. n.a.
Malaysia 400 approx.  280 400 800
Republic of Korea 1000 150 n.a. n.a.
PRC 1000 approx.  530 n.a. n.a.
Philippines 1000 approx.  530 n.a. n.a.

Source: Gathered informally from Global Custodian Bank A and B in Tokyo
Basis for calculation of the figures:
All commission rate are applied to pension fund (both for equities and bonds)
Safekeeping and transaction fees of A global custodian are indexes. (Euroclear Bank = 100)
Safekeeping and transaction fees of B global custodian are indexes. (Clearstream LU = 100)
n.a. = not available

As stated in a report from The Centre for European Policy
Studies:9

It is very difficult, if not impossible, to compare settlement
fees, as they vary according to market, instrument, mode of
payment, etc. Moreover, it makes no sense to compare settlement
fees in isolation. CSDs and ICSDs compete by offering a whole
package of services, of which settlement is only one. Moreover,

9 Lannoo, K. and Mattias Leven. 2001. Op. Cit.
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the client faces other costs than fees, e.g. back-office expenses
and the cost of maintaining multiple interfaces and systems.
Therefore, a client assessing the cost of using a particular CSD
looks not only at the settlement fees but also at the overall
package being offered. Other cost elements are very difficult to
quantify. For example, an assessment of the cost of cross-
collateralisation would first involve a careful analysis of the
differences in the legal certainty of the transfer of title, followed
by a cost assessment.

The report also noted that, “Moving securities from one system
to another will necessarily be more expensive than staying within
one system.”

The report goes on to state that,

…..numerous factors make the task of comparing fees
extremely difficult and that of establishing and comparing the
pricing structure is virtually impossible. …Nevertheless, examples
of the difficulty of establishing one single fee are presented in
the table below. As can be seen, it is difficult to pin down a typical
domestic/internal transaction and compare it with a similarly
typical external/cross-border transaction.

Equity Settlement Fees of CSDs

Country Settlement Agent Fee for internal
transaction ( • )

Denmark VP 0.11 - 2.2
Germany Clearstream Banking, Frankfurt 0.25-0.40
France Euroclear, France 0.30-1.13
Italy Monte Titoli 0.72
United Kingdom Crest 0.32-0.90
United States DTCC 0.04
Switzerland SegaInterSettle (SIS) 0.26

The ranges are explained by the various discounts (sliding scale,
etc.) offered to clients by their operators. The picture becomes more
complex when looking at the fees of ICSDs, which actively settle
international securities as well (e.g. eurobonds). The two tables below
provide an overview of the settlement fees charged by two ICSDs,
Clearstream and Euroclear. The fees are divided into three groupings:
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inside the system or outside (internal vs. external), international
instruments or domestic instruments, and finally equity or bonds.

The figures in these tables show the difficulty of drawing a
simple sketch of the fee landscape. It is hard to arrive at a typical
internal fee and plot that against an equally typical external fee.
Nevertheless, the data confirm the widely held belief that external
(i.e. cross-border) transactions are more expensive than internal
(domestic) settlements.

As soon as a CSD/ICSD has a link with a market, it enables
customers to settle their transactions between them within the
books of the CSD/ICSD. Moreover, scale and efficiency of a particular
market drive down the cost. Therefore, the highest fees seem
confined to remote markets where little trading occurs and few
links are established.

Settlement Fees of Euroclear for Selected Markets ( • )

Internal External
International Domestic International Domestic
Equity Bond Equity Bond Equity Bond Equity Bond

Clearstream LU 1.03-2.71 1.02-2.71
Euroclear Bank 0.49-2.16 0.49-2.16
Switzerland 0.60-2.71 0.60-2.71 9.74-16.23 5.94-10.80
Germany 0.32-1.73 0.32-1.73 4.33-8.66 1.52-6.49
France 0.60-2.71 0.60-2.71 23.81-32.47 7.58-21.65
United Kingdom 0.54-2.16 0.54-2.16 6.49-10.82 9.74-16.23
United States 0.54-2.16 0.54-2.16 4.33-8.66 6.49-10.82

Source: The Securities Settlement Industry in the EU

Settlement Fees of Clearstream for Selected Markets ( • )

Internal External
International Domestic International Domestic

Equity Bond Equity Bond Equity Bond Equity Bond

Clearstream LU 2.00 1.35 2.00 1.35
Euroclear Bank 2.71 1.35 2.71 1.35
Switzerland 32.47 32.47 27.60-48.70 21.65-27.06
Germany 2.16 2.16 32.47 32.47 21.65 21.65
France 32.47 32.47 13.53–27.06 13.53-27.06
United Kingdom 32.47 32.47 10.82 10.82
United States 0.54-2.16 0.54-2.16 4.33–8.66 6.49-10.82

Source: The Securities Settlement Industry in the EU
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This would appear to demonstrate that even with their large
spending on technology and substantial volumes going through
the links, the ICSDs have not been able to make cross-depository
transactions comparable in cost to within depository transactions.

Volume is clearly an important element in terms of cost
structures. Settlement systems are highly capital intensive and front
loaded (i.e., it costs a significant amount of money to establish a
depository/settlement system). Once established, the running costs
are relatively inflexible and do not vary significantly with the volumes
passing through the system. Clearly, significant volume increases,
such as were seen during the “dot com” boom, caused some
depositories to spend to upgrade hardware and systems to meet
anticipated volumes of more than a million transactions a day.
However, in general, depository and settlement systems are volume
independent. Therefore the cost per transaction, which is what
concerns the depository user, is dependent on the volume passing
through the system. Thus the greater the volume the lower the costs.
This is borne out by the EU report mentioned above which found
that European costs were, on average, around twice US costs. It is
also demonstrated by the low cost of settling bonds in Euroclear
and Clearstream where international volume has become centralized.

C. Advantages of Links between Central Securities
Depositories

There are a number of ways in which CSDs are able to link: the
networked model (recommended by ECSDA), the hub and spoke
model, and a single CSD providing settlements for a number of
markets. The development of the different type of links and the
way in which they operate is explained in detail in Chapter IV,
however, whichever model for CSD linkage is adopted, the principle
is that a participant in his domestic depository can hold overseas
securities in his domestic depository account through the interface
between his domestic depository and the home depository of the
security concerned.

Access

A major advantage of links between national CSDs is that the
link is available to all participants in the linked depositories. This
means that all members of a particular market will be able to offer
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cross-border investment facilities to their customers. This should
be done on the basis of ”know your client” so that foreign
investments are not offered inappropriately. Furthermore, the
broker would need to understand the risks associated with
investment in the target market and the target currency. However,
within these limitations, smaller market participants would be able
to avail of these services. Such market participants would be unlikely
to secure a good deal from a GC because their volumes would be
too low and they would be unlikely to have the resources to
negotiate individually with local custodians in all the markets in
which their customers might be interested.

Efficiency

The use of a local link between an institution’s local depository
and the depository in the country of the securities issuer should be
more efficient than using one of the ICSDs. Tables 4 and 5 show the
links between the ICSDs and local markets. Although the number
of Asian markets is much smaller than the number of European
markets, all the markets covered by this report, with the exception
of the PRC, are linked with one or both of the ICSDs. However,
Table 4 also shows the cut-off times, and here we can see a
considerable difference between Europe and Asia. Whilst the cut-
off times for European links are basically on the settlement day,
the times for links to Asia and the Pacific are generally on settlement
date minus one. This is clearly due to the time differences between
the Asian and Pacific region and the European base of the ICSDs.

To illustrate the time zone problem, consider the settlement
process of an Asian bond that is denominated in Hong Kong dollars.
Hong Kong is 7 hours ahead of Brussels where Euroclear is located.
Assume that the settlement date of the bond is October 2 in Brussels.
In order to finalize the settlement by that date, Euroclear currently
mandates that the buyer and seller deposit money and security in a
common depository of Euroclear in Hong Kong, HSBC bank, by
October 1, which is a day before the settlement date. After receiving
a notification from HSBC overnight, Euroclear Bank in Brussels
completes the security settlement by 09:00 on October 2 (16:00 in
Hong Kong). Then, the seller in Hong Kong can withdraw Hong
Kong dollars, and the settlement can be finished by October 2.

Instead of depositing money and securities a day before the
settlement date, if the buyer and seller want to settle securities by
using the RTGS system on October 2 in Belgium, the seller may not
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be able to withdraw money by October 2. For example, by the time
the RTGS settlement is completed by 15:00 on October 2, it is already
22:00 in Hong Kong, and the bond seller has to wait until the next
day to withdraw his/her money. This is one reason why Euroclear
mandates that traders deposit money and securities a day in advance
of settling bonds that are denominated in Asian currencies.
Otherwise, it cannot secure a settlement date. If bonds are
denominated in European currencies or in US$, security and payment
settlement can be completed on the same day through the RTGS
system as there is no time difference, and the time difference
between Europe and the Americas works in favor of the user between
security settlement and payment settlements. The time zone problem
implies that investors have to bear the extra cost of losing liquidity
for a day when trading Asian currency-denominated bonds.

The comparison between using a local linkage and a link with
an ICSD is not the only comparison that must be made. There must
also be a comparison between a local linkage and the use of a global
(or local) custodian. Most GCs offer two services that would
significantly improve the efficiency of the settlement operation from
the perspective of the customer. These are (i) settlement day
accounting and (ii) a full cash management and collateralization
program.

Settlement day accounting means that the custodian credits
the investor with securities and/or cash on the settlement date of
the transaction. This is not dependent on the local custodian having
received securities or cash through the local settlement system or
having advised the GC that they have done so. The GC, through the
local custodian will have checked in advance that the counterparty
in the local market agrees to the details of the trade (through
whatever mechanisms are available in the local market) and will
take the view that the settlement will occur. The contract between
the investor and the GC will usually specify that the credit of
securities and/or cash may be reversed if the trade ultimately fails
to settle, but the author has never actually known this to occur. If
the GC or his local agent has made a mistake, then they are likely
to correct the mistake at no cost to the customer.

Thus, with settlement day accounting, the customer has access
to the funds through his GC on the settlement date of the
transaction, regardless of clearance in the local market. GCs usually
offer settlement day accounting in all established markets. It would
only be in very difficult markets where it would not be available to
a customer.
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Table 4:  European Linkage Used for Bonds

Country Type of Bonds Settlement/ Links a and Notes
Depository

Finland Money market
instruments and
most other debt
securities
Some debt securities

Arvopaperikeskus (APK)
– RM systemAPK – OM
system

The largest shareholder in APK is OM
Gruppen AB (15.6%), the operator of
the Stockholm Stock Exchange. APK
has links with CBF (Germany) and
Euroclear France

Denmark Government and
corporate bonds

Danish Securities Centre
(Vaerdiapapircentralen
or VP)

Has links with the Swedish CSD (VPC)
and Euroclear and Clearstream.

Belgium Corporate Debt
Public sector debt

Euroclear Bank
National Bank

Austria All debt Oesterreichische
Kontrollbank AG (OeKB)

CBF (Germany), CBL in Luxembourg,
Euroclear Nederlands, SIS in
Switzerland, Euroclear Bank
(Brussels), Euroclear France, Monte
Titoli (Italy) and Keler (Hungary).

France All debt Clearnet and Euroclear
France

Euroclear France settles in both
Central Bank money and commercial
bank money.

Germany All debt Clearstream

Greece Corporate bonds
Government debt

CSD SA
Bank of Greece
Securities Settlement
System (BOGS)

Is managed by the Bank of Greece
and has no direct links with foreign
settlement systems or CSDs. (The
links with Euroclear and Clearstream
are indirect.

Ireland Corporate bonds
Government bonds

Crest
Euroclear

Replaced the Central Bank of Ireland
Securities Settlement Office in
December 2000.

Italy All debt Monte Titoli Monte Titoli has links with CBF, OekB
(Austria), Euroclear Bank (Belgium),
CADE (Spain), Necigef, CBL in
Luxembourg, Euroclear France, SIS in
Switzerland.

Luxembourg All debt Clearstream Through CBL which is part of
Clearstream.

Netherlands Corporate bonds Necigef Necigef is wholly owned by AEX
Clearing and Depository which is in
turn a subsidiary of Euronext.

Sweden All debt VardePappersCentralen
(VPC)

VPC has links to the Danish system
VP for the settlement of transactions
in government bonds.

a Links with the ICSDs (Euroclear and Clearstream) are not shown as these are recorded below.

Portugal Corporate
bondsCentral bank
paper, Treasury Bills,
ECB Debt and
commercial paper.

Interbolsa|
SITEME

Interbolsa is owned by Euronext
Lisbon.
SITEME is owned by Banco de
Portugal.

Spain Public and Private
Debt

Caja General de
Depositos (CADE)

CADE is managed by the Banco de
Espuma. It has links with Italy (Monte
Titoli), the Netherlands (Euroclear
Nederlands), France (Euroclear
France) and CBF (Germany)

United
Kingdom

All debt Crest
Crest is now part of the

Euroclear group.
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Table 5 - Euroclear Links for Debt Securities

Buy Buy Buy Central
Against Free  Local/Sell Euroclear Local Euroclear Securities
Payment of Euroclear Sell Local Sell Local Depository Depository

Asia Pacific Payment Same Day Same Day  Same Day

Input Deadline
External Instructions

Malaysia S-2 19.45 * * Deutsche Bank
(Malaysia) Berhad

Bank Negara
Malaysia (SSTS)
MCD n

New Zealand S-1 15.00 S-1 19.45 * * Westpac Banking Austraclear
Corporation New Zealand

Philippines S-1 10.00 S-1 19.45 * * Citibank NA ROSS

Singapore S-1 07.00 * The Development DCSS
Bank of
Singapore Ltd

Thailand S-1 06.30 * * Bangkok Bank TSD

Europe

Austria S14.30 S15.00 * * * OeKB

Belgium S15.00 S15.00 * * * BNB

S13.30 S14.30 * * * Direct link operated CIK
by Fortis Bank a (Euronext Brussels)

Denmark S08.30 S17.30 b * * * VP

S08.30 c

Finland S09.30 S09.30 * * d – Nordea Bank Finnish Central
Finland Plc  Securities

Depository Ltd
APK (RM)

France S15.00 S16.30 * * * Euroclear
France (RGV)

Germany S12.00 S12.00 e * * * Clearstream
Banking AG
Frankfurt

Australia S-1 15.00 S-1 19.45 * * Westpac Banking Austraclear
Corporation Ltd.
Sydney

Hong Kong,
China S-1 19.45 S-1 19.45 * h * HSBC CMU

Indonesia S-2 19.45 * * h Deutsche Bank AG

Japan S-1 15.00 S-1 19.45 * * The Bank of Tokyo The Bank of Tokyo
– Mitsubishi Ltd or
Mizuho Corporate
Bank Ltd - book-
entry

S = intended settlement date
a For corporate debt securities in physical form.
b For receipts.

c For deliveries.
d On the books of the depository.
e No instruction is required for free of payment receipts.



25Cross-Border Settlement

Table 5 - Euroclear Links for Debt Securities

Buy Buy Buy Central
Against Free  Local/Sell Euroclear Local Euroclear Securities
Payment of Euroclear Sell Local Sell Local Depository Depository

Europe Payment Same Day Same Day  Same Day

Input Deadline
External Instructions

Greece S08.30 f S08.30 * * - Citibank NA Bank of Greece

Ireland S17.30 S17.30 * * * Euroclear Bankg

Italy S-1 15.30 S15.30 * * h * i Direct Link operated Monte Titoli
 by Unicredito SpA
 Italiano  SpA

The S14.30 S17.30 b * * * Direct Link operated Euroclear
Netherlands S16.30 c by ABN AMRO Bank Netherlands

NV

Norway S-1 13.30 S-1 13.30 * Direct Link operated VPS
by Nordea Bank
Norge ASA

Portugal S15.00 i S17.00 * j * j * j Banco Commercial CVM
Portugues

Russia S10.00 * * Vneshtorg-bank

Spain 11 S13.30 S17.30 b * * * Banco Santander Banco
S13.30 c Central Hispano de España

Sweden S-1 14.30 S-1 14.30 * * * j Skandiana-viska VPC
Enskilda Banken AB

Switzerland S12.30l S16.00 * * * Credit Suisse SIS
First Boston

United S14.30 S14.30 * * * Crest m

Kingdom S17.30 b Bank One NA CMO

S-1 19.45 c

Americas

Argentina S16.00 S17.30 * Citibank NA Caja de Valores

Canada S16.00 S17.30 * * * Royal Bank of CDS
Canada

Mexico S16.00 S17.30 * * * BBVA Bancomer S.A. Indeval

United S16.00 S17.30 * * * The Chase Fedwire
States Manhattan Bank

Africa

South Africa S-1 07.30 * Standard Corporate The Central
and Merchant Bank  Depository

Limited
f For instructions on the books of the depository. For instructions with another

counterparty the deadline is S06.30 for free of payment instructions in
dematerialized securities and S-1 12.30 for other instructions.

g Euroclear Bank is the settlement system and Bank of Ireland is the registrar.
h Free of payment
I For OTC transactions S-1 17.00 for stock exchange transactions

j For OTC transactions
k For government debt securities
l Against payment in CHF, S13.00 for EUR
m For gilts and foreign supranational debt securities
n For corporate debt securities
Source: http://www.euroclear.com
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All the GCs are large international banks. They are therefore able
to offer a comprehensive range of cash management facilities to their
customers. These would include foreign exchange trading and
collateralized lending. So an investor who has bought stocks in one
market and sold them in another may use the funds (credited through
settlement day accounting) to satisfy a future foreign exchange
transaction with the bank and settle the trade in the other market.

New Markets

Most of the markets that are the subject of this study have
links with one or both of the ICSDs. Only the PRC and the Republic
of Korea do not have direct or indirect links with Euroclear (see
Table 4). However, many of the newer markets that are developing
or that are likely to develop currently do not have such links and
will find it quite difficult to develop them. The ICSDs are not charities
and impose quite strict conditions and costs on potential new
members. If regional links were to develop, it might be possible to
use that mechanism as a conduit to Europe and the US for newer,
less developed markets.

D. Hurdles to Linkage

Global Players

Bond markets in most of the world are professional markets.
In some countries such as France, there is an active retail market,
but even there, the volume on the retail market is dwarfed by the
volume on the interbank (inter-institutional) OTC market. The banks
that are active in the bond markets in the region are increasingly
becoming part of an international bank. Table 6 lists the
international organizations that are active in both the Hong Kong
and Singapore markets.

International banks are direct members of the ICSDs and have
a local presence in the markets in the region in which they are
interested. Decisions concerning local bond trading will be taken
in the local office where information about the state of the market
is most up-to-date. However, decisions concerning the amount of
capital to be committed to each market and the policy decisions
related to whether or not debt is bought or traded in each market
are usually made by either a regional or an international head office.
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Once the global (or regional) allocation has been made, the detailed
investment decisions will be passed to the relevant local market.
The dealers in that market will have established settlement
arrangements in that market, and therefore there is little scope for
the use of links by the international banks as they do not provide
them with any benefits.

The links must therefore be aimed at local institutions that wish
to broaden the scope of their investments and at organizations
(usually brokers) that act for retail investors. However, the problem
here is that these types of organizations do not usually (at least in
the current environment) trade in regional debt. The development
of regional bond markets has been promoted in order to increase
the regional savings that are channeled to investment in ASEAN+3.
As we can see in Table 7, total savings as a whole were more than
30% of total gross domestic product before the Asian crisis, but

Table 6:  International Organizations Active in the Hong Kong, China
and Singapore Bond Markets

Hong Kong
Exchange Fund Bills Singapore

Market Recognized Primary
Bank1 Makers 2  Dealers 3  Dealers

ABN AMRO Bank * *
Bank of America * *
Barclays Bank * *
BNP Paribas *
Citibank * *
Citicorp *
Credit Agricole *
Credit Suisse First Boston * *
DBS Bank * *
Deutsche Bank * *
Hong Kong and Shanghai Bank * *
J.P.Morgan Securities *
OCBC * *
Societe Generale *
Standard Chartered Bank * *
UBS *
United Overseas * *

1 The international name is shown rather than the specific entity active in either Hong Kong or Singapore.
2 This is not a complete list. Primary dealers are only shown if they are either a recognized international name or are

active in both Hong Kong and Singapore.
3 This is not a complete list. Recognized dealers are only shown if they are a primary dealer in Singapore.
Source: http://www.hkma.gov.hk; http://www.mas.gov.sg



28 Asean+3 Regional Settlement Linkage

the region’s investment demand was so strong that it made the
East Asian countries net capital importers.

After the 1997 crisis, most of the East Asian countries turned from
net capital importers to net capital exporters as they started
accumulating current account surpluses that were added to their
foreign exchange reserves. As a result, total reserve holdings of 13
East Asian economies amounted to US$ 1.2 trillion (tables 8 and 9).
Most of these reserves have been invested in safe and liquid assets
such as United States (US) Treasury bonds and supranational bonds.
At the same time, East Asian borrowers have been borrowing from
international financial markets at higher costs: East Asia as a whole
has been an importer of safe assets and an exporter of risky assets.
Such a pattern of capital flows also impedes the development of capital
markets in the region10 as the imports of safe assets and exports of
risky assets deprive East Asian investors of opportunities for better
management of the risk-return trade-off in their asset portfolios.

Table 7: Investment/Gross Domestic Product and Savings/Gross
Domestic Product Ratios in Asia

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Investment/GDP Ratio (%)

People’s Republic of
China 43.30 41.19 40.83 39.58 38.22 37.71 37.41 36.33 38.49 40.27
Indonesia 29.48 31.06 31.93 30.69 31.75 16.77 11.37 16.10 17.75 15.66
Republic of Korea 35.51 36.51 37.67 38.87 35.97 25.00 29.12 31.00 29.33 29.08
Malaysia 39.18 41.20 43.64 41.48 42.97 26.67 22.38 27.18 23.95 23.57
Philippines 23.98 24.06 22.45 24.02 24.78 20.34 18.75 21.17 20.65 19.30
Singapore 37.39 33.10 34.17 35.79 39.23 32.33 32.04 32.04 24.86 21.16
Thailand 40.01 40.25 42.09 41.82 33.66 20.45 20.50 22.81 24.09 23.94
Hong Kong, China 27.58 31.76 34.66 32.06 34.52 29.15 25.26 28.08 25.91 23.38

  Savings/GDP Ratio (%)

People’sRepublic
of China 41.73 42.69 42.48 41.07 41.47 40.77 39.41 38.97 39.45 40.70
Indonesia 32.46 32.20 30.59 30.08 31.48 26.53 19.45 25.56 25.98 22.24
Republic of Korea 36.03 35.43 36.53 35.73 35.78 37.87 35.77 33.92 31.89 31.38
Malaysia 39.08 39.60 39.71 42.86 43.89 48.67 47.43 47.16 42.35 41.91
Philippines 13.76 14.85 14.53 14.60 14.21 12.40 14.31 17.30 18.07 19.47
Singapore 45.19 47.97 50.23 50.97 51.99 53.35 49.68 47.90 43.98 43.93
Thailand 36.02 37.10 37.27 36.48 35.66 35.23 32.87 33.20 32.16 32.78
Hong Kong, China 33.55 32.01 29.13 29.66 30.25 29.40 29.83 31.67 29.60 31.11

Source: ADB Key Indicators 2004

10 As pointed out by Oh et al (2003)
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Table 8: Foreign Reserves in Asia
(US$ Billion)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

People’s Republic of China 22.39 52.91 79.38 107.00 142.70 149.10 157.70 168.20 215.60 268.41
Indonesia 11.26 12.13 13.71 18.25 16.59 22.71 26.46 28.50 27.25 -
Republic of Korea 20.23 25.64 32.66 34.04 20.37 51.97 73.99 96.13 102.70 120.81
Malaysia 27.25 25.42 23.77 27.01 20.79 25.56 30.59 29.52 30.47 34.58
Philippines 4.68 6.02 6.37 10.03 7.27 9.23 13.23 13.05 13.44 165.06
Singapore 48.36 58.18 68.70 76.85 71.29 74.93 76.04 80.13 75.37 81.37
Thailand 24.47 29.33 35.98 37.73 26.19 28.83 34.05 32.02 32.35 38.92
Hong Kong, China 42.99 49.25 55.40 63.81 92.80 89.65 96.24 107.50 111.10 -
Japan 98.52 128.80 183.20 216.60 219.50 215.40 285.90 354.90 395.10 451.46

Source: International Monetary Fund. International Financial Statistics

Table 9: The Share of Asian Reserve Holdings in the World
(US$ Billion)

1993 1994 1995 1996 1997 1998 1999 2000 2001

Total Reserves in Asia 315.43 412.20 520.70 617.90 649.30 701.90 837.50 957.00 1061.21
Total Reserves in World 994.10 1142.80 1361.80 1537.70 1602.10 1651.20 1975.80 2105.80 2201.10
Total Reserves in Asia/
World (%) 31.73 36.07 38.23 40.19 40.53 42.51 42.39 45.45 48.21

Source: International Monetary Fund. International Financial Statistics

Another problem with promoting links may be that within the
various markets in the region, there is no institution that is working
to do so. In the European and American markets, we have seen the
stock exchanges working to develop links for the trading and
settlement of equities driven by the requirements of their users to
reduce the cost and risk involved in cross-border settlements. CBs
listed on the relevant exchange may also be settled across these
links although internationally, the secondary market trading of CBs
either domestically or across borders is relatively inactive.
Developing links is assisted by the fact that representatives of
exchanges and depositories meet representatives of other exchanges
and depositories at both international and regional forums.

In most cases, the settlement organization for government
bonds (the most liquid bonds in most markets) is operated by the
central bank. Their focus is generally on domestic financial
management, and while the purchase of their bonds by foreign
investors may be encouraged, secondary market trading by
foreigners is not an area that they particularly wish to foster. Central
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bank representatives also meet on a regular basis, but in general
these meetings seem to be more concerned with regulation and
risk management than with developing links for bond settlement
systems. As practitioner-driven change is always preferable to an
institutionally imposed change, it might be possible to identify a
regional practitioner group that would promote regional links for
bond settlements (and possibly trading).

Legal and Regulatory

a. Securities Laws and Regulations

Clearly each market has its own regulatory structure. It is
important to establish that the regulations within that market do
not preclude the national CSD from forming international links and
that the participation criteria for the settlement systems (both for
government and CBs) permit regional market participants in
addition to other regional depositories. For example, in the US
during the 1980s, it was very difficult for the Depository Trust and
Clearing Company (DTCC) to accept overseas depositories as
participants and to link with the depository operated by the London
Stock Exchange (LSE). The DTCC therefore had to form a separate
subsidiary to act as a legal bridge. The first measure must therefore
be to review the laws, regulations, and depository rules of each
country to ensure that links are legally possible.

b. Master Agreement

Another difficulty in establishing links is drawing up of and
concurring on a legal agreement. In most countries, the legal
establishment is not very aware of the intricacies of securities
depositories and settlement systems, and drawing up agreements
can be an expensive and time consuming process. The use of master
agreements for such things as repos in Europe and America are
well established. It would therefore be beneficial if a master
agreement could be drawn up for depositories that wish to link to
be used as a template by regional depositories. It would have the
added advantage that institutional investors would only have to
review one basic agreement (and small local differences) when
considering whether to take advantage of a particular linkage.
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c. Finality of Settlement

It is very important in all settlement systems for the participants
to know when securities and cash are settled with no opportunity
of recall. The laws of each country and the regulations of each
system must therefore identify when a settlement is final.

d. Other Laws

When investors choose to invest in a foreign country they do
so under the clear understanding that the securities are subject to
the laws and regulations of that country. However, these laws and
regulations are not always entirely transparent, e.g., in some
countries if an investor who holds securities in that country dies,
the securities become subject to the inheritance laws of that country
and, at the very least, death needs to be proven in that country.
Therefore, in addition to reviewing the laws that directly affect
linking depositories, it will be necessary to review the laws
concerning the holding and the transfer of assets (i.e. property law).
The existence of a basic reference document covering these
potentially difficult areas would provide a useful basis for
determining whether a country’s depository can link and whether
it would be beneficial to do so. It would also encourage those
countries whose laws and regulations discourage cross-border
investment to amend them.

e.   Foreign Exchange Regulations

Foreign exchange regulations can operate in two ways. They
can prevent domestic investors from having access to foreign
currencies and so prevent them from investing in overseas markets.
They may also make it difficult for overseas investors to access the
local market and/or to freely repatriate their profits.

Hong Kong, Indonesia, Republic of Korea, and Singapore have
no exchange controls as far as bond investments and trading are
concerned. The Philippines and Thailand have also liberalized
exchange controls for bond market investments. However, Thai
investors, until recently, were not permitted to invest in fixed-income
instruments abroad without prior approval by the authorities. The
PRC and Malaysia have exchange controls on outbound portfolio
investments.
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In order for a regional bond market to function efficiently,
issuers and investors in each country should be treated equally in
terms of both inward and outward investment. This may be hard
to achieve in the short run given the different stages of economic
development of each country. As an interim measure, the countries
could consider allowing institutional investors to invest across
borders in Asian bonds within certain limits that can then be
reviewed based on experience.

Technical

In general, the debt settlement systems in the region have not
developed STP capability. This clearly limits the efficiency with which
a link can work. The need to re-key data leads to extra expense,
extra opportunity for error, and probably increased timing problems
as time must be allowed for re-keying and re-validation. It may
therefore be helpful to undertake an exercise to review the options
for promoting STP.

In addition, each market has its own communication arrange-
ments, often using a proprietary network. This may make it diffi-
cult for remote users (market participants and/or other CSDs) to
access overseas markets. It will also clearly add to the cost and dif-
ficulty of links if different communication protocols are used in
each market. Markets should therefore review their access proto-
cols and, if possible, enable remote access in accordance with an
internationally accepted standard [e.g., the standards set by the
Society for Worldwide Interbank Financial Telecommunication
(SWIFT) or Financial Information Exchange]

Market Practice

a. General

Each market within and outside the region has developed its
own processes, procedures, etc. However, these differences create
difficulties for market practitioners who wish to trade directly (or
through linked CSDs) into overseas markets. It may involve
developing different computer systems. This will have a direct cost
and an opportunity cost as information technology (IT) budgets
are usually limited, and it will be difficult to argue spending them
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for cross-border bond settlements while the volumes are low. In
addition, it requires staff who are trained in the practices of each
market. Once again this is difficult when volumes are low. Although
copies of rules and procedures can clearly be made available, the
risk of error is always greater when staffs are operating outside of
their normal daily routines.

The significant areas where practices differ from market to
market are:

(i) settlement dates vary from national market to national
market but also between corporate and government
bonds;

(ii) the types and formats of instructions that participants
can give to the CSDs as CSDs generally establish their
own record formats and do not use any internationally
recognised standard such as SWIFT or Financial
Information Exchange;

(iii) cut-off times for different types of instructions;

(iv) DvP methodology because in most countries government
bonds are settled through RTGS whereas corporate bonds
are settled in commercial bank money that requires an
overseas market participant to make and fund multiple
payment mechanisms;

(v) access for custodians to the settlement methodology and
facilities available for institutions and custodians (i.e. for
the overseas investors who will generally not be
recognized as brokers in the domestic market).

International Standards

In the late 1980’s, the Group of 30 (G30) was formed to make
recommendations for improving cross-border settlements; however
in its 1989 report it noted that improvements in cross-border
settlements were unlikely to be made until procedures in domestic
markets were standardized. Although, 15 years later there are still
variations among markets, considerable progress has been made
in harmonizing and standardizing procedures across Europe and
the US. In the ASEAN+3 region, considerable work still needs to be
undertaken to achieve full compliance with these standards.
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E. Existing Worldwide Links

Summary

This section reviews the ICSDs linkages with national CSD
systems worldwide and the links between national CSDs in Europe.
Many of the ASEAN+3 national settlement systems are linked with
the ICSDs. This is more to enable international market participants
to trade and settle local government bonds than to facilitate local
market participants trading and settling international bonds.
However, there are currently only very few links within the region
and those that do exist are infrequently used.

Existing Links in ASEAN+3 Markets

Table 10 shows (by an * in the box connecting the two markets)
the links that exist between the markets in ASEAN+3 covered by
this report.
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Table 10: Existing Links

People’s Republic of China * *
Hong Kong, China * *
Indonesia
Japan *
Malaysia
Philippines
Singapore * *
Republic of Korea *
Thailand

The PRC has one-way links with Hong Kong’s CMU. PT. Kustodian
Sentral Efek Indonesia indicated in its 2003 annual report that they
stand ready to promote international links. The CMU in Hong Kong
has been active in promoting cross-border links within Asia and the
Pacific. Although the cross-border traffic is not high, the Hong Kong
authorities stress that settlement risks will be reduced, and that the
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base of investors and domestic bond markets will expand by not only
maintaining an infrastructure to smoothly conduct cross-border bond
holding and settlement in Hong Kong and overseas, but by also
introducing DvP settlements into cross-border bond trading. Even if
there is currently little demand, there is nonetheless a positive attitude
and a decisive policy toward preparing for the future. Table 11 gives
details of the markets in the region that have links with the CMU.

CMU also has a link with Euroclear and Clearstream. This enables
the Euroclear and Clearstream participants to hold and settle Hong
Kong securities in the relevant ICSD. CMU participants cannot hold
securities settled in the ICSDs through this link.

Singapore has a number of international links but these largely
focus on the equity trading and derivatives markets and are therefore
not strictly relevant to this paper. Since December 2001, the Singapore
Stock Exchange (SGX) and the Australian Stock Exchange have
operated a co-trading system by which selected securities are traded
and electronically cleared. According to SGX, investors in Australia
and Singapore may trade stocks in local currencies through
stockbrokers during the hours that each market is open. From the
establishment of the link up until October 2002, the average daily
value of transactions executed through was around S$ 900,000. SGX
has also formed a joint venture with the American Stock Exchange
to promote the listing and trading of exchange traded funds in Asia
and the Pacific.

In June 2004, SGX and Bursa Malaysia discussed a cross-trading
facility for securities. The linkage will enable the trading of securities
listed on SGX by investors in Malaysia and vice versa. It will also
provide brokers access to market and trading information and allow
them to transmit orders through their local trading terminals directly
into the electronic trading systems of the other exchange. The trading
link is expected to be operational by the end of 2005.

With regard to its derivatives market, SGX has links with
Bloomberg that allow users of Bloomberg desktop terminals access
to the SGX derivatives markets. SGX has a mutual offset arrangement
with the Chicago Mercantile Exchange that provides round the clock
trading of eurodollar and euroyen futures and options. SGX and
the Tokyo Commodity Exchange have co-operated on the launch of
Middle Eastern crude oil futures on SGX. The central depository
linked with SGX has links with the Japan Securities Clearing
Corporation and the Shenzhen Securities Registrars Company. (It has
the same type of link with DTCC in the US.) These linked depositories
hold Japanese, Chinese and American equity securities on behalf of
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Table 11: Markets that Have Links with the Central Moneymarket
Unit in Hong Kong, China

Country Details of Linkage

Australia In December 1997, the Hong Kong Monetary Authority (HKMA) became a
member of the two bond settlement organizations in Australia. The Reserve
Bank Information and Transfer system settles government bonds and Austraclear
settles private debt instruments. This linkage enables participants in Central
Moneymarket Unit (CMU) to settle Australian government and private sector
debt instruments on a delivery versus payment (DvP) basis as the reserve bank
acts as the payment agent. According to HKMA, this linkage was one way
because there were few needs from Australia to Hong Kong, China (Hong Kong)
even though there are immigrants from Hong Kong to Australia, and even though
there is portfolio investment from Hong Kong.

New Zealand In April 1998, CMU established a bilateral linkage with New Zealand. This enables
participants in both systems to clear and settle eligible securities in both systems.
The Reserve Bank of New Zealand settles government and private sector debt.

Republic of Korea In September 1999, CMU established a bilateral securities linkage with the
Korean Securities Depository to enable CMU participants to clear government
and private debt issues in Korea and for Korean participants to settle HK
government and other eligible CMU issues.

People’s Republic of China Fund settlements: One-way clearing and settlement of Hong Kong-dollar-
denominated checks presented in Guangdong Province to be paid by banks
located in Hong Kong, was started in January 1998. Two-way bilateral linkage
started in September 2002, based on an agreement between HKMA and the
People’s Bank of China’s (PBC) Guangzhou Branch. Hong Kong-dollar-
denominated checks presented in Hong Kong to be paid by banks located in
Guangdong Province can now also be cleared and settled. A check settlement
takes two business days to complete.HKMA also permits Chinese banks to
access the Hong Kong dollar (HK$) real time gross settlement (RTGS) system
in Hong Kong, using an indirect link via PBC (Shenzhen). In the future, the
fund settlement services of the HK$ RTGS system will be actively promoted in
the People’s Republic of China (PRC) and the HK$ fund settlement links will
be improved.Although not yet available, Hong Kong authorities are currently
planning to link the United States dollar (US$) RTGS system and the PRC’s
fund settlement system which will help Hong Kong become a place to settle
US$—denominated foreign exchange for the PRC.It is also anticipated that
similar arrangements will be put in place for euro-denominated fund
settlements.

Securities Settlement: In January 2002, HKMA and the China Government
Securities Depository Trust and Clearing Corporation (CDC) concluded a basic
agreement that CMU will be linked with CDC’s government securities book
entry system. Although this is a one-way linkage where the PRC opens an account
with the CMU, PRC financial institutions will be able to hold securities and
settle them on a DvP basis via those accounts. The agreement between HKMA
and CDC was signed in April 2004.In addition PRC financial institutions will be
able to hold and settle international securities in Euroclear and Clearstream via
the CMU link.
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the depository (safe custody links) to facilitate the settlement of
transactions in the Singapore market.

Existing Links in the European markets

a. Equity markets

In Europe, the equity markets first developed extensive links
with each other and have subsequently built on them to amalgamate
and form multi-national settlement systems. It seems likely that the
other European markets will, at some point, join one of the large
groups described below, and that the consolidation of clearing
houses and depositories will follow the consolidation of the markets.
The European experience is discussed in more detail in Chapter IV.

Euroclear and Crest

In September 2000, the Belgian, Dutch and French exchanges
merged to form Euronext. Through these three exchanges, Euronext
manages both regulated and unregulated markets comprising a
cash market for financial instruments, a derivatives market, and a
commodity market. The integrated Euronext market caters for small
to medium-sized companies, blue chips and new economy
companies. Trading will be conducted on a single platform in
conformity with unified rules.

When Euronext was formed, there were four settlement
systems/depositories associated with it. Euroclear was essentially
the hub, and in addition to its role as an ICSD, it settled all cross-
border transactions among the three markets. Euroclear France (ex
Sicovam), Necigef (Holland) and Euroclear Bank (ex CIK–Belgium)
were the original national depositories, and they continued to settle
local market transactions. The original three exchanges were later
joined by the Lisbon Exchange and subsequently Euroclear acquired
Crest, the UK settlement system and the group acquired London
International Financial Futures Exchange (LIFFE) (the London
derivatives market).

Clearnet is the central counterparty performing clearing services
for all transactions executed on Euronext. Clearnet is a credit
institution under French law and was wholly owned by Euronext.
In December 2003 a merger was completed between the London
clearing house (LCH) and Clearnet. The new organization is known
as LCH-Clearnet.
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Clearstream

The German market has adopted a different model. Cedel (the
ICSD) merged with Deutsche Borse to become Clearstream. Through
its wholly owned subsidiary (CBF the national central securities
depository) settles all trades on the German market. It has alliances
with other markets in respect of the derivatives business (Eurex)
but has not amalgamated with other European exchanges.

Scandinavia

In addition to the two large markets discussed above, the Nordic
countries have developed close ties. The NOREX Alliance comprises
exchanges based in Denmark, Estonia, Finland, Iceland, Latvia,
Norway, and Sweden. They have developed harmonized trading
rules and membership requirements. All the markets are using the
SAXESS trading system developed by OM Technology. Subsequent
to the formation of the NOREX Alliance, some members
amalgamated to form the OMX. This group now comprises Talinn,
Estonia; Helsinki, Finland; Riga, Latvia; Vilnius, Lithuania; and
Stockholm, Sweden.

b. Debt markets

In Europe, corporate debt is often listed and traded on the
stock exchange. However, the volume of trading in that debt is
usually quite small. Generally, corporate debt, whether it is bought
by institutional or retail investors, is held to maturity. Table 12 shows
the split between equity, government securities or gilt(s), and fixed
interest (corporate debt) trading volumes and values on the LSE for
the year 2003.

It is not possible to directly compare the trading figures
produced by the LSE (see Table 12) with settlement figures produced
by Crest. However, the total value of LSE trading for December 2003
was Pound Sterling (£) 314,503.4 million, the total value of securities
settled by Crest for that month was £15,642,732, and the value of
cash moved for that month was £10,006,689. As some international
trades are settled outside Crest and some equity trades will be netted
against the central counterparty, this differential represents a
minimum level of gilt and fixed interest trading outside the market.
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In many markets (e.g. France), government bonds may also be
traded on the national exchange. However, the volume of exchange
trading is minimal compared with the OTC (inter-bank market).
Transactions in government bonds are usually (although not always)
settled through a central bank system that is different from the
stock exchange settlement system. In general, these systems do not
have direct links with other systems (in Europe or internationally)
and rely on the ICSDs to perform the role of intermediary for cross-
border trades.

This would seem to be the general case because bond trading
is normally undertaken by big international banks and they already
have treasury operations in their major countries of operation (and
so are direct members of the local government bond settlement
system) and are direct members of either Euroclear or Clearstream
or both.

The major linkage in terms of bond settlement, for international
and national bonds traded internationally is the “bridge” between
Euroclear and Clearstream. However, Table 4 shows the linkages
within Europe that may be used to settle bonds.

Table 12: Summary of Trading on the London Stock Exchange for the
Year 2003

UK International

Value £ No. of trades Value £ No. of
million million million trades

Equities 1,876, 921.9 46,160,508 1,759,119.9 9,949,410
Gilts 2,552,955.9 592,018 n.a. n.a.
Fixed Interest 24,290.9 154,286 71,403.9 136,881
Total 5.454,168.6 46,906,812 1,830,523.9 10,086,291
Daily averages – equities 7418.7 182,453 6,953 39,326

n.a. = not available
Source: http:// www.londonstockexchange.com
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Existing Global Links

a. ICSDs

The ICSD’s have many international links, some direct and some
indirect. Clearstream only has two direct links, i.e., those with Keler
in Hungary and with Crest in the UK for government securities.
Euroclear has more direct links but none in Asia. Table 5 sets out
the links to Euroclear for the settlement of domestic debt (i.e., the
domestic debt of the markets shown can be settled in the local
market) between Euroclear participants and between participants
in the local clearing house and between local market participants
and Euroclear participants.

Table 13 gives details of Clearstream’s international links. In
almost all cases, the payment agent is different from the depository
agent. Clearstream also has links with the PRC, but only for B11 shares,
and with Turkey, but only for equities.

A two-way bilateral linkage between Hong Kong and Euroclear
started in November 2002, and in January 2003, a two-way linkage
between Hong Kong and Clearstream also started. According to
the HKMA, in the 3 months after beginning the two-way linkage
between CMU and Euroclear (to February 2003), peak settlement
each day averaged US$200 million. Although the two-way link with
Clearstream started later, the peak settlement amount passing
through that link per day in January and February 2003 was US$200
million, an increase over the US$1 million level just after it started.

b. The Depository Trust and Clearing Company

DTCC in the US operates the Fixed Income Clearing Corporation
which has two divisions: Government Securities and Mortgage-Backed
Securities. It also operates the Emerging Markets Clearing Corporation
which enables DTCC participants to compare and settle Brady bonds
and dollar-denominated emerging market sovereign debt, quasi-
sovereign issues, and corporate debt. However, these are issues which
are offered by emerging market governments and corporations into
the American market and thus the instruments are issued in US$.

11 Securities traded on the Shanghai and Shenzhen Stock Exchanges are categorised as A and
B. “A” shares may only be held and traded by domestic investors. “B” shares are traded in
foreign currencies (HKD or US$) and may only be held by overseas investors or domestic
investors with access to foreign currencies.
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Table 13: Clearstream Links for Debt Securities

Region Custodian Notes

Asia Pacific

Australia ANZ Custodian Services

Hong Kong, China Citibank N.A. Foreign currency debt instruments in
the central monetary unit may only
be settled on a free of payment (FOP)
basis.

Indonesia Citibank N.A. Jakarta Corporate bonds, commercial paper
and certificates of deposit.

Japan HSBC Tokyo Foreign bonds (Daimyo, Samurai and
Shogun. Global bonds (¥ denominated)
may be settled on an FOP basis with
Depository Trust and Clearing
Corporation (DTCC) participants.

Malaysia HSBC Bank (Malaysia) Berhad

New Zealand ANZ Banking Group Limited, Wellington
(New Zealand)

Singapore OCBC Bank Corporate bonds and loans

Republic of Korea HSBC Ltd Securities are not eligible for
settlement within Clearstream or
across the bridge to Euroclear.

Thailand HSBC Ltd

Americas

Argentina Citibank N.A.

Canada Bank of Nova Scotia

Mexico Banco Nacional de Mexico, S.A.

United States Citibank N.A.
Uruguay BankBoston N.A.

Europe

Austria Erste Bank de Oesterreichischen
Sparkassen

Belgium ING Belgium

Czech Republic Citibank A.S.

Denmark Danske Bank Copenhagen

Estonia Eesti Uhispank, Tallinn

Finland Nordea Custody Services

France BNP Paribas Securities Services,
Paris
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Table 13: Clearstream Links for Debt Securities

Region Custodian Notes

Germany Clearstream Banking, Frankfurt

Greece Citibank International Plc, Athens

Hungary Keler Ltd Keler is the Hungarian National
Depository.

Ireland Citibank N.A. London

Italy Banca Intesa

Luxembourg There are 18 different Clearstream is the major clearing
custodians. system for the Luxembourg Stock

Exchange

Netherlands ABN Amro Bank N.V. For short- and medium-term notes,
T bills, commercial paper and
certificates of deposit.

KAS Bank NV. Amsterdam For bonds

Norway Den Norske Bank, Oslo

Poland Bank Handlowy W Warszawie
S.A., Warsaw

Portugal Banco Santander de Negociou
Portugal

Slovak Republic Ceskoslovenska Obchodni

Spain Banca Bilbao, Vizcaya Argentaria

Sweden Skandinaviska Enskilda Banken,
Stockholm

Switzerland UBS A.G.

United Kingdom CrestCo Ltd For UK government securities. These
may be settled across the bridge to
Euroclear or may be settled with the
Euroclear nominee in Crest.

Citibank N.A., London Corporate bonds.

Other

Iceland Danske Bank, Copenhagen

South Africa Standard Corporate and
Merchant Bank

Source: Clearstream Domestic Links Guide
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DTCC has links with 13 overseas depositories, of which three
are in Asia. (See Table 14.)

Table 14: The Depository Trust and Clearing Company Links with
Overseas Depositories

Region Country Organization

Asia Hong Kong, China Hong Kong Clearing
Japan Japan Securities Clearing Corporation
Singapore Central Depository (Pte) Ltd.

Americas Argentina Caja de Valores S.A.
Brazil Camara de Liquidacao e Custodia SA

(Rio de Janeiro)
Companhia Brasileira de Liquidacao e
Custodia (San Paulo)

Canada The Canadian Depository for Securities
Ltd.

Peru Caja de Valores y Liquidaciones S.A.

Europe Euroclear
Germany Deutsche Borse Clearing
Italy Monte Titoli
United Kingdom CrestCo

Other Israel Tel Aviv Stock Exchange Clearing House

Apart from the link with Canada, all these are one-way links
(overseas market has an account in DTCC) and only permit FOP
deliveries. However, these links are designed to assist in the
settlement of dual listed equity securities rather than the settlement
of debt. In 2004, DTCC announced that it is discussing information
sharing arrangements with the Taiwan Securities Central Depository.



44 Asean+3 Regional Settlement Linkage

A. Introduction

The BIS analyzed risks in cross-border settlement in its report
on cross-border securities settlements in March 1995. In November
2001, the International Organization of Securities Commissions
(IOSCO) and the Committee on Payment and Settlement Systems
(CPSS) of the central banks of the Group of Ten countries issued 19
recommendations for the design and operations of securities
settlement systems.12 G30 published the report, Global Clearing an
Settlement: A Plan of Action on January 23, 2003 and set out 20
recommendations (see Annex B) to promote best market practice
that clearing and settlement systems in most advanced countries
should aspire to meet within roughly 5–7 years. The G30 report
recommends wide ranging reform of clearing and settlement
processes, including creation and implementation of global
standards in technological and operational areas, improvements in
risk management practices, further harmonization of global legal
and regulatory environments, and improved governance for
providers of clearing and settlement services. G30 puts an emphasis
on how to mitigate risk in cross-border settlement in
recommendations 9 to 16. While it is impossible to eliminate risks
in cross-border settlements completely, there are several ways to
reduce them. We present here major risks involved in cross-border
securities settlements.

RISKS IN CROSS-BORDER SETTLEMENT3
○

○

○

○

○

○

○

○

○

○

12   See IOSCO website for more information: http://www.iosco.org/pubdocs/pdf/IOSCOPD123.pdf
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B. Settlement Risks in General

BIS analyzed risks in domestic securities settlements in its report
on DvP in securities settlement systems in September 1992. The report
explained the types and sources of risk in securities settlements and
clarified the meaning and implications of DvP. BIS further analyzed
DvP in its report on cross-border securities settlements in March 1995
and concluded that the risks identified in the DvP report are equally
applicable to cross-border securities settlements and that the only
inherent differences between risks in cross-border settlements and
domestic settlements are differences in legal risks and the potential
for foreign exchange settlement risks to arise in a cross-border
context. The following are general descriptions of risks in cross-
border securities settlement based on these BIS reports.

(i) Credit risk. A credit risk is the risk that a counterparty
will not settle an obligation for full value either on due
date or at any time thereafter. In exchange-for-value
systems, the risk is generally defined to include replace-
ment cost risk,13 principal risk,14 custody risk,15 cash
deposit risk,16 finality risk,17 and pre-settlement risk.

(ii) Operational risk. An operational risk is the risk that
deficiencies in information systems or internal controls

13 A replacement cost risk is the risk that a counterparty to an outstanding transaction for
completion at a future date will fail to perform on the settlement date. This failure may
leave the solvent party with an unhedged or open market position or deny the solvent
party’s unrealized gains on the position. The resulting exposure is the cost of replacing, at
current market prices, the original transaction. This risk is also called as market risk or price
risk and includes pre-settlement risk.

14 A principal risk is the risk that the seller of securities delivers a security but does not receive
payment or that the buyer of securities makes payment but does not receive delivery. In this
event, the full principal value of the securities or funds transferred is at risk. A principal risk
is the credit risk that a party will lose full value involved in a transaction. In the settlement
process, this term is typically associated with exchange-for-value transactions when there is
a lag between the final settlement of the various legs of transactions (i.e. the absence of
delivery versus payment). Principal risk that arises from the settlement of foreign exchange
transactions is sometimes called cross-currency settlement risk or Herstatt risk.

15 A custody risk is the risk of loss of securities held in custody occasioned by the insolvency,
negligence or fraudulent action of the custodian or of a subcustodian.

16 A cash deposit risk is the risk associated with holding of cash balances with an intermediary
for the purpose of settling securities transactions.

17 A finality risk is the risk that a provisional transfer of funds or securities will be rescinded.
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will cause unexpected losses. For example, it is a risk of
human error or a breakdown of some components of
the hardware, software, or communication system that
is crucial to settlement.

(iii) Liquidity risk. A liquidity risk is the risk that a
counterparty (or participant in a settlement system) will
not settle the full value of the obligation on the due
date. This risk does not imply that a counterparty or
participant is insolvent since they might be able to settle
the required debit obligations at some unspecified time
thereafter.

(iv) Systemic risk. A systemic risk is the risk that the failure
of one participant in a transfer system, or in financial
markets generally, to meet its required obligation will
cause other participants or financial institutions to be
unable to meet their obligations (including settlement
obligations in a transfer system) when due. Such a failure
may cause significant liquidity or credit problems and,
as a result, might threaten the stability of financial
markets.

(v) Legal risk. A legal risk is the risk that a party will suffer
a loss because laws or regulations do not support the
rules of the securities settlement system, the performance
of related settlement arrangements, or the property right
and other interests held through the settlement system.
A legal risk also arises if the application of laws and
regulations are unclear.

(vi) Foreign exchange settlement risk. A foreign
exchange settlement risk is the risk that one party to a
foreign exchange transaction will pay for the currency it
sold but not receive the currency it bought. This is also
called foreign exchange settlement risk18 or principal risk.
It is also sometimes referred to as Herstatt risk.

18 A settlement risk is a general term used to designate the risk that settlement in a transfer
system will not take place as expected. This risk may comprise both credit and liquidity risk.
A settlement risk is also the risk that a party will default on one or more settlement obligations
to its counterparties or to its settlement agent.
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C. Major Risks in Each Stage of Settlement

We explain several risks associated in each stage of cross-border
settlement by using a flow chart of cross-border securities settlement
on Japanese government bonds (see Figure 1). This flow chart
illustrates instructions and back-office services of securities
settlement and show risks in each stage of a cross-border settlement.
We set out major risks involved in the trading, clearing and
settlement, and cross-border settlement stages.

Risks in the Trading Stage

It is important to remove potential risks, mainly operational
risks, in the trading stage. If these risks are not eliminated, they
could cause further troubles in the next stages. Settlement through
a GC can eliminate the need to use multiple communication channels
and message formats and thus mitigate operational risks involved
in trade settlements.

Risks in the Clearing and Settlement Stage

The risks at this stage are operational, custody, and liquidity.

a. Operational Risk

There is a high probability that an operational risk will
materialize in this stage. When it does, a credit risk and/or a liquidity
risk to the counterparties could also materialize.

b. Custody Risk

When a nonresident (or any other party) holds its securities
through an intermediary, those securities are exposed to a custody
risk. The possibility of loss will emerge in the event of insolvency of
the intermediary. The degree of the seriousness of a custody risk
will be determined by various factors such as the legal status of the
securities, the accounting practices and safekeeping procedures
employed by the custodian, the custodian’s choice of subcustodians
and other intermediaries, the contractual allocation of the risk of
loss, and the law governing the custody relationship. The accounting
practices and safekeeping procedures employed by the custodian
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and subcustodians may be the most important factor in determining
the investor’s risk of loss. Separation (segregation) of the investor’s
assets from the assets of the custodian and other customers is often
the key to protecting the investor’s interests.

Shortfalls in custodial holdings may occur for a number of rea-
sons, including failure of expected settlements, poor accounting
controls, or intentional fraud. Shortfalls may happen just for a brief
period of time, or they might last for a long period. Allocating the
risk of loss to the investor varies depending on the circumstances
under which the shortfall arises. If the custodian is solvent, the risk
of loss from direct actions of the custodian might be small. If the
custodian is insolvent, if or the shortfall arises from fraud or insol-
vency on the part of a sub-custodian or CSD, then the investor’s risk
of loss may be serious. In a cross-border context, the involvement
of multiple legal jurisdictions and multiple settlement intermediar-
ies increases the importance of custody risks and greatly compli-
cates their analysis.

c. Liquidity Risk

Generally, DvP does not eliminate the risk that a counterparty
will not settle an obligation on due date but rather on some
unspecified date thereafter. Settlement systems do not eliminate
failures. They often loan funds or securities to participants to
facilitate settlements and to reduce liquidity risk, but the amount
of available credit is limited. While liquidity problems of settlement
failures are manageable in most cases, it is probable that they will
lead to systemic problems if they occur in unstable financial
circumstances. Under such circumstances, the failure to settle on the
due date may undermine confidence in the creditworthiness of
counterparties inducing some participants to withhold delivery or
payments and, in turn, to prevent others from meeting their
obligations.

Risks in the Cross-border Settlement Stage

A cross-border settlement requires access to systems in different
countries and/or the interaction of different settlement systems.
Cross-border settlement is a complex process and will be exposed
to various kinds of risks. Operational risk, legal risk, Herstatt risk,
and liquidity risk are the most serious risks in this stage.
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a. Operational Risk

An operational risk can occur at any one of many intermediaries
such as banks acting as custodians or money-settlement agents,
clearing corporations, money managers, securities brokers, and
dealers. Failure to mitigate operational risks in this stage will cause
systemic problems.

b. Legal Risk

A legal risk in this stage may be caused by laws of the country in
which the nonresident counterparty is located. Therefore, it may
differ from a legal risk in domestic settlements. Choice of laws and
conflict of laws might cause uncertainty regarding the finality of
transfer, ownership interests, or collateral rights. In particular, such
problems might complicate the use of collateral to mitigate credit
exposures arising from cross-border transactions. In addition,
differences in bankruptcy laws could result in uncertain or conflicting
outcomes regarding the disposition of securities in the event of
insolvency of a counterparty or an intermediary. Predictability of
outcome is essential to avoid financial problems, but widely divergent
legal frameworks make it hard to achieve predictability in a cross-
border context.

c. Herstatt Risk

In cross-border transactions, DvP is rarely achieved in foreign
exchange settlement, due to the differences in operational hours of
the national payment systems. Consequently, counterparties of
foreign exchange transactions face principal risks called Herstatt risks
in reference to the failure of the Bankhause Herstatt to meet its
foreign exchange obligations in 1974. The Continuous Linked
Settlement (CLS) Bank is very effective in mitigating and/or avoiding
Herstatt risk.
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d. Liquidity Risk

ICSDs request smaller balances of securities and cash for their
internal trade settlements from their customers compared with local
agents reflecting the lower opportunity costs, liquidity risks, and
cash deposit risks of these internal transactions. Extensions of credit
by the ICSDs greatly facilitate their customers’ efforts to minimize
their holdings of cash balances. ICSDs report their respective fund
positions to their customers early in the morning of a European
business day for most currencies. ICSD customers can cover
overdrafts or wire out excess funds within the settlement day
without incurring overdraft charges or losing opportunity costs.
Lower cash balances at ICSDs imply lower opportunity costs and
smaller cash deposit risks. In addition, the reporting of transaction
results by ICSDs early in the business day reduces liquidity risks by
reducing customers’ uncertainty about funding requirements and
by allowing customers more time to meet their obligations.

Extensions of credit to customers by ICSDs, however, expose
ICSDs to credit and liquidity risks. ICSDs seek to minimize these risks
by imposing credit limits and collateralization requirements on their
customers and by maintaining credit lines from their correspondents
in various local markets. Nonetheless, the risks associated with these
credit extensions by ICSDs may be greater than the risks associated
with credit extensions by local CSDs or local agents because the
duration of the exposure is generally longer for ICSDs than for local
CSDs or local agents. The exposure of ICSDs will not be extinguished
until payments are received from their customers. Given that the
hours of operation are different in national payment systems, fund
transfers by ICSD customers are often delayed until quite late on
the settlement day. The collateral required by ICSDs for their credit
extensions to their customers diminishes the risks they incur, but
the choice of laws and conflict of laws may limit benefits of
collateralization and create ambiguities about the effectiveness of
the liens on securities.
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Linkage with the CLS Bank provides a means of settling for-
eign exchange transactions finally and irrevocably and eliminates
the Herstatt risk traditionally associated with cross-currency settle-
ments across time zones. With CLS, both sides of a trade are settled
simultaneously on a payment versus payment basis making it final.
The CLS Bank was established in November 1999 by a group of the
world’s major banks.19 Its services have eliminated settlement risk,
have brought improved liquidity management and better efficiency,
and have reduced operational costs. Currently Japanese yen, HK$,
Korean won, and Singapore dollars are eligible20 for CLS. It is in-
conceivable, however, that the remaining Asian currencies will be
included as CLS eligible currencies in the near future.21  Although
there are other alternatives such as either bilateral netting between
the counterparties of a foreign exchange deal or the use of a con-

19 CLS Bank started operations in September 2002. It enables multi-currency simultaneous
payment versus payment among its members through central bank money for CLS-eligible
currencies. Currently 71 financial institutions all over the world are shareholders of CLS
Bank.

20 Currently, 15 currencies are eligible for CLS settlement. They are: Australian dollar, Canadian
dollar, Danish krone, euro, pound sterling, Hong Kong dollar, Japanese yen, Korean won,
New Zealand dollar, Norwegian krone, Singapore dollar, South African rand, Swedish krona,
Swiss franc, and US$. Those 15 currencies cover about 95% of all the turnovers in the foreign
exchange markets, and the members of CLS Bank are estimated to cover around 50% of
them. Currently, the gross value settled per day at CLS Bank is US$ 1.9 trillion.

21 The difficulties for an Asian financial institution to be a shareholder of CLS Bank stem from
the following reasons. First, attracting more customers like institutional investors to be CLS
Bank shareholders in order to increase turnover of foreign exchange transactions seems to
be a more viable business decision for CLS Bank than  adding new Asian currencies with
quite marginal foreign exchange turnovers. Second, CLS Bank reportedly sets the various
requirements for a new eligible CLS currency including:

a. Finality of payment in the currency is secured.

b. Payment system managed by the central bank of that country works properly. A
contingency plan should be established as well.

c. Tests of the reliability of the operations in each CLS Bank member are conducted
periodically.

d. To be a shareholder of CLS Bank, at least two local financial institutions are required
to pay in the total amount of US$ 5 million equivalent in Swiss francs plus interest/
returns.

e. There are at least two banks that provide liquidity of the currency.
f. For a new currency to be included in PvP services on the book of CLS Bank against the

US dollar, both approvals from the Board of the Governors of the Federal Reserve
System (FRB) and the Federal Reserve Bank of New York are required. For PvP against
the other eligible CLS currencies, approvals are needed not only from the central bank
of a concerned eligible CLS currency but also from FRB and Federal Reserve Bank of
New York.
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tract for difference, these would not be a feasible way to reduce
Herstatt risk in the region given the fact that Asian currencies are
traded through US$ and US dollar foreign exchange transactions
must continue to be settled in accounts of correspondent banks in
New York, so Herstatt risk would remain unresolved.

One possibility that should be considered is a linkage between
a regional settlement intermediary and CLS Bank. A regional
settlement intermediary could be a shareholder of CLS Bank and
function as a settlement bank for the specific currencies in the
region providing the necessary liquidity for those currencies. In other
words, the regional settlement intermediary would be a link
between domestic RTGS payment systems and CLS Bank to eliminate
Herstatt risk in the region, as most local banks can not provide
such services due to limitations of capital and human resources.

Further study would be desirable on how and in what degree
the Herstatt risk would impede cross-border investments in the
region. The elimination of cross-currency settlement risk would
require close cooperation between the private and public sectors
in the region as a regional intermediary would not only need
improved domestic payment systems but also a real-time system to
enable simultaneous settlement of both legs of foreign exchange
transaction.
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4

A. Introduction

In looking at the various options for linkage between settlement
systems in the ASEAN+3 region, it may be instructive to review the
evolution tin the European market place in terms of cross-border
trading and links. Whilst the ASEAN+3 region may choose a different
route from that of Europe, the European markets clearly have the
most experience in this area, and a review will enable an evaluation
of the effectiveness of different types of linkage.

In the US, links were developed between regional central
depositories as a result of the requirement of the Securities and
Exchange Commission that investors were to be offered the best
market price and thus that trades were directed to the regional
exchange quoting the best price (intermarket trading system). How-
ever, all the regional depositories were owned by the regional
exchanges, and all essentially operated the same settlement meth-
odology (continuous net settlement), settled trades in a single
currency (US$), and settled in accordance with the same time scale
(original settlement date [T] +5, latterly T+3). This model is there-
fore not at all analogous to the current situation in Asia. However
in Europe, links have developed between markets with different
cultures and languages; regulatory structures (although these have
been progressively harmonized as a result of the various EU direc-
tives; settlement periods (although these have been progressively
harmonized as a result of the pressure to conform with the G30
recommendations); currencies (although the moves to a common
currency have been important in links between the RTGS systems);
and settlement models.

○

○

○

○

○

○

○

○

○

○

THE EUROPEAN EXPERIENCE
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The evolution of links within Europe took place in a number of
overlapping stages:

(i) development of ICSDs, i.e. Euroclear and Clearstream and
a linkage between them;

(ii) development of links subdivided as follows:

(a) between national CSDs, which settle domestic
business and the ICSDs;

(b) directly between national CSDs;

(c) sharing of settlement facilities between a number
of markets;

(d) merger (or acquisition) of CSDs and between CSDs
and ICSDs;

(e) merger of clearing houses.

Alongside these developments, in terms of links of settlement
systems, there have been a number of other significant market
developments. These include:

(i) harmonization of regulatory structures to permit cross
border participation in settlement systems across the EU;

(ii) harmonization to enable market participants to operate
effectively in a number of markets;

(iii) development and usage of clearing houses;

(iv) development of an STP capability;

(v) linkage of the national RTGS in preparation for the
implementation of the euro.

B. Traditional Central Securities Depository Operation

In virtually all markets in Europe (as also in the ASEAN+3 region,
domestic securities (equity and CBs) are traded on the national
market and settled in the depository associated with that market.
In many cases the market owns the CSD. The objective of the
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depository is to enable market trades to settle on the basis of book
entry transfer, thus removing the need to move paper. This reduces
the cost and the risk of market settlement and increases the speed
with which settlement can effected.

Although national depositories in Europe operate under a wide
range of legal structures, the basic operation of CSDs is essentially
the same. The shares traded on the market are under the control
of the depository that is responsible for the interface with the issuer
in respect of these shares. On the other side, the depository holds
accounts for its members in book entry form. These accounts are
updated when market trades and other transactions between the
members are settled. In most cases the depository settles funds and
securities on a DvP basis (see Figure 2).

There are a number of ways in which the issuers’ obligations
can be evidenced:

(i) by multiple certificates;

(ii) by a single jumbo certificate;

(iii) by an entry on a register showing the depository as the
legal owner;

(iv) by an entry on the register showing the depository
member as the legal owner.

In each case, the deposi-
tory has the responsibility for
ensuring that the number of
securities credited to members
of the depository system is
equal to the physical securities
in the vault (immobilization)
or the amount held to the
order of the depository by the
issuer (dematerialization).

In some cases, the law
requires the name of the
beneficial owner to be shown
on the depository records or
at a minimum to be disclosed
to the depository on request.

 

Issuer Obligation 

Issuer 

Figure 2. Standard Central
Securities Depository structure

Individual
account
balances ⌃
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In other cases the use of a nominee name on the records of the
depository is sufficient.

The main functions of a traditional depository are:

(i) to hold issuers’ obligations in safe custody in a vault if
they are in certificate form;

(ii) to provide basic custody services associated with safe
custody;

(iii) to enable members to hold book entry accounts;

(iv) to settle transactions between members on the basis of
DvP often in central bank funds.

The basic custody services may extend to the payment of
dividends and interest through the depositories’ cash facilities but
will not normally include functions such as tax reclamation.

Some depositories hold foreign securities that are listed on the
national stock exchange. These are held in the same way as domestic
securities and are settled in the local currency. The depository may
settle trades on either a real time or a batch basis:

(i) real time settlement takes place on a trade-for-trade
basis; this may be immediate or scheduled for a future
time, e.g. market trades may be settled on T+3;

(ii) there may be one overnight batch or several batches,
e.g. Deutsche Borse (DBC) has an overnight batch and
two batches during the morning.

The settlement system ensures that delivery of and payment
for securities is synchronized, or at least protected, so that one will
not occur without the other. The ideal solution is described as
simultaneous, final, and irrevocable DvP. The methods currently in
use are:

(i) RTGS. This term is normally used when real-time trade-
for-trade settlement is linked to the immediate updating
of cash accounts at the central bank. This is more
commonly associated with settlement systems for
government bonds than for equities.

(ii) Cash accounts. These are real-time trade-for-trade
settlements associated with commercial bank funds (Crest).
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(iii) Net settlement. This occurs at the end of a settlement
cycle in either the central bank (Sicovam) or commercial
bank funds (Greece).

C. Development of International Central Securities
Depositories

Rationale for Development

In terms of international bond trading, the most significant
development in Europe was the advent of eurobonds and the
establishment of Euroclear and Cedel (now Clearstream). The
eurobond market developed in the 1960’s when the US imposed an
interest equalization tax (15%) on interest paid to investors in the
US by foreign debt issuers. This tax discouraged investments because
it increased the cost of borrowing in the US by 1%. In response,
foreign borrowers issued dollar-denominated bonds to US investors
and others who were based outside of the US. Thus the Eurodollar
bonds replaced the Yankee bonds (bonds issued in the US in US$ by
foreign issuers). The market further developed as a result of US
government restrictions imposed in 1965 (Foreign Credit Restraint
Program) and 1968 (Foreign Investment Program). These restrictions
prevented US firms from using domestic borrowings on overseas
operations, so US companies were effectively forced to satisfy their
borrowing needs by tapping the European market.

The volume of the issuance quickly became very large, and both
Morgan Stanley and Citibank were instrumental in establishing an
ICSD to hold and settle both primary and secondary issues in these
bonds. Both organizations were established as non-profit making
organizations; however Euroclear (owned by Morgan Stanley)
required participants to hold funds with JP Morgan Bank, whereas
Clearstream, which was owned by a consortium of banks (including
Citibank), enabled participants to choose their settlement banks.

Service Provided

ICSDs are not associated with a single stock exchange, and they
settle unlisted securities and securities that are listed on 30 or 40
different markets. The ICSDs do not have a relationship with the
issuer. Securities are usually issued in the form of a jumbo or global
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certificate, and this certificate is lodged by the issuer with a custody
agent nominated by the ICSD in the country of incorporation of
the issuer. This agent holds the securities to the order of the ICSD.
(See Figure 3.)

Once the global certificate has been lodged with its custodian,
the ICSDs credit the securities to the accounts of their members in
accordance with the instructions of the issuer (or his agent).
Transactions between ICSD participants are then settled on the basis
of book entry transfer following the receipt of matched instructions
from their participants.

In addition, an ICSD offers more services than a national CSD
and these include:

(i) a wide range of custody services, e.g., tax reclamation
and proxy voting;

(ii) a range of optional services to prevent settlement
failures, e.g., automated stock borrowing and lending;

(iii) settlements in a wide range of foreign currencies;

(iv) cash and collateral management.

A further significant differ-
ence between an ICSD and a
national CSD is that the ICSD does
not have access to central bank
funds but takes risks by advanc-
ing funds to the members on the
basis of a credit assessment.
National CSDs do not do this even
in the countries where stock
exchange trades are guaranteed
either by the exchange or an
associated clearing house. The
membership requirements for
access to an ICSD are therefore,
in general, much more stringent
in terms of capital than those
applied to members of a national
CSD.

Figure 3: Central Securities
Depository Relationship
with Issuer

Accountholdings
in CSD

Total holdings for each use issue
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Intra-International Central Securities Depository Links

An early development by the two ICSDs was the establishment
of a link between them called “the bridge.” This development was
clearly the result of pressure from the owners/participants as they
wanted to trade all the euro-denominated securities without
becoming members of both ICSDs. Essentially the bridge enables
the two ICSDs to operate more or less as a single entity.

To further facilitate such trading, the ICSDs have developed
the concept of a common custodian. When issuers wish to make
securities eligible for issuance and trading in both ICSDs, they both
appoint the same safe custody agent in the country of origin of the
security. The safe custody agent makes two entries in the records,
one for each ICSD. On a regular basis, as securities move across the
bridge, the common custodian is advised of the net movement and
updates the records accordingly. The reason for this update is to
ensure no co-mingling of assets on the books of the custodian to
avoid any dispute over ownership rights in the country of origin of
the securities.

Settlement Links

Over time, the role of the ICSDs and the nature of the securities
that they hold has changed and developed. The existence of the
ICSDs has facilitated the development of the international market
in bonds. Many companies and supra-national bodies have taken
advantage of the market (willing buyers) and the infrastructure
(Euroclear and Clearstream) to issue bonds in currencies other than
US$. So, although there is no official definition, the term eurobond
is generally taken to mean a bond denominated in various
currencies, including US$, and offered outside the issuer’s country
of origin for intended sale to the global community. However, in
general the currency of issuance is a recognized international
currency (e.g. sterling, German marks, and Canadian dollars) and
not the currency of an emerging market.

In addition to trading eurobonds between each other, the
European-based banks that are participants in Euroclear and
Clearstream also trade government bonds, e.g., those issued by the
UK, US, and other European governments. To facilitate this trade,
the ICSDs developed links into the relevant domestic markets. This
enables the European-based banks to arbitrage between the home
market of the government securities and the international holders.
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It does not seem true that the existence of the ICSDs has generated
an international market in domestic CB issues that tend to be traded
and settled on stock exchanges within their domestic markets.

More recently, the ICSDs moved into equity settlement by
developing links (in most cases reciprocal) with the equity
depositories across the world. Settlement links enable secondary
market activity in securities that are eligible for ICSD settlement to
be settled in the local market, in the international market and across
the link. These settlement links may (i) be direct or indirect (if direct
the local depository will have an account in the ICSD or the ICSD
will have an account in the local depository and if indirect the local
depository will appoint an ICSD participant as its agent and vice
versa); (ii) be one way or two way, i.e., the ICSD will have an account
in the local depository but not vice versa (in general, direct links
tend to be one way with the ICSD participating in the local
depository); and (iii) permit DvP and/or FOP settlements. The nature
of these links is similar to those developed between national CSDs
and is discussed further in Section D below.

Summary of International Central Securities
Depository Links

Figure 4 illustrates the different types of ICSD links.

Figure 4: International Central Securities Depository Links
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D. Settlement Links Between Depositories

One-to-One Links

In response to the more global nature of trading, both the
national CSDs and the ICSDs developed links. This section describes
the evolution of links within Europe although as noted in Sharing
of Settlement Facilities (multinational CSD), Europe has now moved
beyond the examples given here.

Initially, the links between depositories were essentially one–
way, and this was also the case for links between the ICSDs and the
national CSDs. These links were intended to permit international
houses (investment banks) to hold securities in a single location
without the need to have agents in or direct membership in multiple
local depositories. (See Figure 5.)

Figure 5: One-Way Links Between Central Securities Depositories

In this example, participants in CSD A are able to hold and
settle B securities between themselves as internal deliveries within
CSD A.
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There are basically three ways of linking:

(i) indirectly through a local participant (custodian bank);

(ii) directly as a normal participant (CSD A would have an
account directly in the issuer CSD);

(iii) directly through a link agreement (CSD A and the issuer
CSD would conclude an agreement to facilitate the
movement of securities).

The links may provide for FOP deliveries only or for FOP and
DvP between the participants in the different depositories.

Clearstream’s international links were all based on indirect links
through a local participant. Clearstream would appoint a local
depository participant as its agent for the country concerned. Figure
6 illustrates the data flow associated with a Clearstream participant
making a delivery to a participant in a linked depository.

Figure 6.  Intermediate Depository Links
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The Cleastream participant instructs Clearstream though the
normal communication methodology. Clearstream instructs its agent
who in turn enters the relevant instruction into the linked CSD.
This instruction would normally be matched with an instruction
entered into the local depository by the counterparty, and then
delivery will take place. When the Clearstream agent receives
confirmation that the delivery has taken place it provides the
necessary confirmation to Clearstream that in turn informs its
participant.

The link between Crest and Euroclear for UK securities was a
direct link based on Euroclear becoming a direct Crest participant.
The data flow for settling transactions through this link is the same
as for indirect links (Figure 5) except that there is no intervening
local agent. Euroclear instructs Crest to move the securities in the
relevant Crest formats.

Growth in cross-border trading in equities has not been as
strong as many people anticipated, and thus the volume that has
traditionally passed across these links has remained relatively low.
Whether the lack of growth in trading can be ascribed to the cost,
timing delays and lack of coordination in cross-border settlement
links, foreign exchange risks, or some other reason is not possible
to determine. Where cross-border trading has taken place, the
international houses have not tended to use the links to make
deliveries directly to counterparties. They have tended to make
deliveries from their account in one depository to their account (or
their agent’s account) in the other. This is often ascribed to loss of
control with direct deliveries and the differential treatment of
corporate events in the CSDs to ICSDs.

The direct link between Crest and SegaIntersettle (SIS) in
Switzerland is, however, a different type of link. This is a direct link
based on technical standards and a legal structure agreed and
published by the ECSDA. This association includes all the major
national CSDs in Europe and was established in order to have an
efficient platform for cooperation among the national CSDs. The
main objectives of ECSDA members are to develop links between
themselves and to define common views on issues concerning the
professional activities of EU CSDs. ECSDA has  published the
following:

(i) a model agreement for CSD links;

(ii) a model for a free of payment link between CSDs;
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(iii) a model for DvP links between CSDs;

(iv) a model for re-aligning holdings between CSDs (see
Figure 9);

(v) a data exchange manual including transaction formats
and date definitions;

(vi) standardization of the most important corporate actions.

None of the ICSDs are members of ECSDA although in the case
of Euroclear and Clearstream, the organizations with which they
are merging (Sicovam and DBC) are members. However neither
Euroclear nor Cedel (Clearstream) have any ECSDA-type links.

As more and more markets are seeking to list and/or trade a wider
variety of securities, the one-way links are turning into two-way links,
e.g., Euroclear will have an account in Crest to settle UK securities
and Crest has an account in Euroclear (although it is not yet
operational) to settle Euroclear-eligible securities. (See Figure 7.)

Figure 7: Two-Way Depository Links

CSD A

CSD B is able to hold
A securities.

Issuer CSD for B
securities

CSD B

CSD B is able to hold B
securities. Issuer CSD for
A securities

Unless the two-way link is the Euroclear/Clearstream bridge or
an ECSDA-type link, then the rules that govern the interfaces will
be different, e.g. if CSD B is Crest and CSD A is Euroclear, then the
formats for messages regarding UK securities will be the Crest
format whereas the formats for messages regarding Eurobonds or
European (non-UK) securities will be the standard Euroclear formats.
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Multiple Links

As the number of depositories that can hold foreign securities
has increased, so has the number of links. Such CSD links can form
networks. (See Figure 8.)

In this example, a number of CSDs are linked to the issuer CSD.

Deliveries within a single CSD
are treated as domestic deliveries.
Deliveries between a participant
in CSD B and CSD A (the issuer
CSD) are also relatively straight
forward. However, if a participant
in CSD D wishes to make a delivery
to a participant in CSD C, then it
is necessary to advise CSD A (the
issuer CSD) so that the balances
held to the order of CSD D and
CSD C can be updated (realigned).
(See Figure 9.)

Figure 9: Alignment of
Depositories
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The mechanism by which this realignment takes place depends
on the nature of the agreements between the CSDs. If the CSDs
simply have accounts with each other, then the stock must flow
into and out of these accounts, e.g.:

(i) both CSD D and CSD C have an account in CSD A and
securities in company A held by all participants in those
depositories are held within their accounts in CSD A;

(ii) a participant in CSD D wants to deliver securities to a
participant in CSD C;

(iii) the CSD D participant must instruct CSD D, who will
instruct CSD A to deliver stock to the account of CSD C
who will, in turn, deliver it to its participant.

Unless one organization is prepared to fund the delivery, then
the investor in CSD D cannot make the total delivery against
payment, and the movement of shares will incur two cross-border
delivery charges and may suffer delay if the depositories operate
on different settlement cycles. The answer to this problem proposed
by ECSDA is to permit cross-depository movements through
agreements between the various depositories, to realign the
holdings within the issuer depository (CSD A) at the end of each
day (or more frequently if required). Under this scenario, CSD D
would deliver directly to CSD C and both depositories would advise
CSD A of the re-alignment at the end of the day. CSD A is responsible
for reconciling the reports and updating the relevant depository
accounts.

ECSDA has developed standards that make relayed holdings
and relayed settlements possible, i.e. it is possible for CSD E in Figure
10 to hold and settle A securities without involving the issuer CSD
(CSD A).
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Part of the standard for relayed settlement is a set of standards
for realignment procedures between the issuer CSD (CSD A) and
investor CSDs (CSD B, C, D, and E.).

Assessment of link models

The method of linking depositories described above can be
clearly divided into two discreet types:

(i) account-type links (whether direct or through a third-
party custodian) currently used by the ICSDs;

(ii) ECSDA-type links currently only used by Crest and SIS
although many other national depositories are members
of ECSDA and are reported as planning to develop such
links.

The advantages and disadvantages of the different types are
summarized in Table 15.

Figure 10: Relayed Central Securities Depository Interface
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E. Sharing of Settlement Facilities (Multinational
Central Securities Depositories)

The pressure to develop links in Europe came from market
participants who needed to reduce the cost of cross-border
settlements. Although the links did reduce costs to a certain extent,
cross-border costs remained much higher than local settlement costs.
This has led the European markets to go beyond linkage to
integration, and the various national markets have consolidated.

The Euronext market was initially formed by a merger of the
Belgian, Dutch, and French, markets with the ICSD Euroclear. In
this case the trading, clearing, and settlement mechanisms were all
incorporated into one company providing services for all the
markets. Euronext has subsequently acquired the Lisbon
(Portuguese) market and has bought the LIFFE. In September 2002,
the merger between Euroclear and Crest was completed so that UK

Table 15: Advantages and Disadvantages of the Types of Link Models

Account-Type Links

Advantages Disadvantages

Can be established easily, Third party custodians are normally expensive and add an
particularly if a third party unnecessary communication leg to transactions.
custodian is used. The links are not standard and therefore not easily automated.

Control of account balances Deliveries between depositories involve additional legs
is automatic. because securities must pass through the home account.

ECSDA-Type Links

Advantages Disadvantages

The link is built for volume Few links have yet been built, and they currently cater for low
processing. volumes. Most current links are only free of payment although

delivery versus payment links is planned.

It permits re-alignment and Control of account balances is critical and is not under the
is thus flexible for control of a single organization.
cross-depository deliveries.

Euroclear and Clearstream do not have this type of link.
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settlement for equities and government and corporate bonds
became part of the Euronext/Euroclear group.

At the same time, Cedel merged with the German Exchange
and changed their names to Clearstream. Rather than develop links
between domestic European markets, Clearstream (and Deutsche
Borse) saw the future of Europe as a single platform provided to all
the European markets. Clearstream is the single settlement platform
for Irish government securities (although the Irish Stock Exchange
uses Crest—part of the Euroclear Group—for equity settlement.)

Some of the Nordic exchanges had discussions with Clearstream/
Deutsche Borse but have finally merged OMX with OM (which was
originally the operator of the Swedish derivatives market). This
group now comprises Talinn, Estonia; Helsinki, Finland; Riga, Latvia;
Vilnius, Lithuania; and Stockholm, Sweden.  It is interesting to note
that neither Denmark nor Norway has joined any of the groups.

F. Other Developments

Harmonization of Regulatory Structures

As part of the development of the EU, a number of directives
have been produced with the intention of ensuring a level playing
field for financial services. The result of member countries moving
towards compliance with these directives has been that impediments
within the legal and regulatory structures to access by participants
in other member countries (either market participants or CSDs) has
been removed, supporting the links and mergers that have taken
place.

Standardization

In the late 1980’s participants in the US and European markets
became concerned about the costs and difficulties involved in cross-
border trading essentially in equity trading but also with CBs that
were listed and traded on stock exchanges. To find a way to deal
with the problems, a committee was established to study the issue
and produce recommendations. The G30, as it became known,
produced a report in 1989 that concluded that cross-border
settlement could only be improved once there was some degree of
standardization in the way domestic markets operated. G30 made
nine recommendations on the way in which settlements should be
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organized within each domestic market. The International Securities
Services Association (ISSA) modified the recommendations and
monitored their implementation within domestic markets. Annex
B in this report details the recommendations.

In general, most European markets have moved toward the
G30 recommendations. As a result, G30 produced a further report
in January 2003 entitled Global Clearing and Settlement: A Plan of
Action. This report includes 20 recommendations that the Group
believes can be implemented within a 5- to 7-year timescale. If these
recommendations are implemented, they will significantly improve
the safety and efficiency of international securities markets. The
report also sets out who the authors believe is responsible for
implementing the various recommendations that are also included
in Annex B.

Other Settlement Mechanisms

A 1995 BIS report22 identified the key business processes for
bond (securities) settlements

(i) trading exchange; (ii) matching; (iii) clearing; (iv)
settlement (CSD); and (v) network.

a. Trading

The terms of reference for this report do not cover the trading
mechanisms for the debt market. In general, a lot of bond market
trading takes place on an OTC basis, although in the US and Europe
we can see a move toward the use of international automated
systems that are not associated with a particular market or country.

b. Matching

All markets provide a matching facility prior to settlement (the
movement of securities and cash). This may be provided as part of
an automated trading system, a clearing system (see below) or as
the front end of a depository system. In addition to this matching
facility between direct market participants, the provision of more

22 Bank for International Settlement (1995) Cross-border Securities Settlements
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23 DTCC is the US central depository; Thomson Financial is an NYSE listed company.
24 Neither of the ICSDs (before they merged with the national CSDs) operated a clearing house.
25 With novation, a trade between market participant A and market participant B becomes

two trades, one between market participant A and the clearing house and market participant
B and the clearing house.

generalized matching facilities in Europe has been linked with the
development of STP. The success of this in Europe has been rather
mixed. The main provider of this service is now Omgeo, which is a
joint venture between DTCC and Thomson Financial.23 Omgeo
provides a range of services to over 6000 investment managers,
broker/dealers, and custodians in over 40 countries. The services
essentially allow investment managers to match trade reports with
brokers and to report these to custodians using a single input.

To provide a competitive service, a group of banks in Europe
formed the Global Straight Through Processing Association (GSTPA)
to develop a similar type of system. However, this project was
abandoned in November 2002, and the association announced that
it was writing off 40 million euros. Overall, it is estimated that over
100 million euros had been invested in GSTPA.

c. Clearing Houses

The role of a clearing house is to establish liabilities and to
monitor the discharge of those liabilities usually imposing penalties
on market participants if liabilities are not discharged in a timely
manner. Clearing houses are normally associated with stock
exchanges. Traditionally, bond markets that trade OTC do not use
the services of a clearing house.24 A recent development is that
clearing houses have begun to offer services to a range of OTC
markets including the swaps market and the UK power and gas
market.

Clearing houses usually operate on the basis of novation, i.e.
the clearing house becomes the counterparty to each trade and so
assumes the responsibility of ensuring that both the cash and the
securities settle.25 Thus, the clearing house assumes market risk
against each party to the trade. Clearing houses must therefore
have assets to support the risks that they undertake. Traditionally
this has been provided in one (or a combination) of two ways:

(i) through the provision of a clearing fund built up through
levies on the market participants (this is the normal
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mechanism employed by mutual bodies such as the
traditional stock exchanges);

(ii) by a consortium of well-capitalized banks that charge a
fee for assuming risk.

Alongside the amalgamation of depositories, Europe has seen
a merger of clearing houses. The Euronext merger saw the clearing
houses operated by the Belgian and Dutch exchanges merge with
Clearnet—the French clearing house. In December 2003, Clearnet
concluded a merger with LCH to form LCH-Clearnet. LCH provides
clearing services for the LSE, LIFFE, the International Petroleum
Exchange, and the London Metal Exchange VIRT-X.

The other major clearing houses in Europe are Eurex, which is
part of the Deutsche Borse (Clearstream) group, and OM Clearing,
which is developing clearing services for the Scandinavian grouping
(OMX).

Clearing house novation and netting takes place before
transactions are passed to the CSD for settlement. It is therefore
possible for a CSD to operate where some trades are novated to a
clearing house and netted and others are not (e.g. in the UK brokers
may choose whether or not to novate trades to the clearing house).

Payment

This report has concentrated on the operation of securities
depositories; however, in order to settle on the basis of DvP it is
necessary to also review the payment systems. The CSDs in Europe
have moved toward settling government bonds, CBs, and equities
through the same settlement system with access by that system to
the various national RTGS systems. RTGS are not, however, designed
to settle large quantities of relatively small value transactions, and
securities houses do not, in general, have direct access to the RTGS.
Therefore the CSDs give participants the option of settling in the
following ways:

(i) in local currency through the domestic RTGS;

(ii) in foreign currency through links between the domestic
central bank with the overseas central bank;

(iii) in local currency through commercial banks (although the
method of achieving DvP varies from system to system);
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(iv) in local currency through commercial banks where there
is a local foreign currency clearing system;

(v) in a local currency through commercial banks that is
cleared through links between the domestic central bank
and the overseas central bank.

G. Lessons Learned

A major lesson we can learn from the European experience is
that it is not always possible to accurately predict the way in which
markets will develop and what operational platforms will be
successful in the longer term. This is evidenced by the significant
amount of money spent by the various markets to develop their
own technology and infrastructures and to develop links of various
types. Much of this investment will now need to be written off as
the national exchanges consolidate onto a single software platform
as part of a multinational exchange. Further evidence might be the
cancellation of the project initiated by the GSTPA and, in a different
context, the relative lack of success of the electronic communication
networks in Europe.

A second lesson is that, whatever model of linkage is adopted,
it does not provide a clear benefit to market participants over and
above the existing arrangements for cross-border settlement. In all
cases, the drive for market participants for low-cost, low-risk
settlements is best met by making settlement occur across a single
settlement infrastructure. This is evidenced both by the development
of the multinational exchanges enabling the settlement of securities
issued in all participating countries by all the market participants
in those countries and by the development of ICSDs that essentially
provide a single organization for the settlement of international
bonds. A final lesson is perhaps that changes in market infrastructure
developments will not be successful unless they are driven by market
participants who will seek the optimum balance between cost and
risk.
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5

A. Initial Suggestions

At the interim stage, the project team made the following
recommendations:

(i) establish a series of working groups to review interna-
tional standards to determine their appropriateness for
the ASEAN+3 region;

(ii) conduct a feasibility study on the development of an
interlinking system, i.e., a secure network for CSDs to
link with each other;

(iii) conduct a second feasibility study into the future
development of a multinational CSD by the private sector
in the region.

B. Market Consultation

To obtain further market inputs, the project team made two
presentations to market participants in Tokyo and one each in Hong
Kong and Singapore. The first presentation in Tokyo was made
immediately after the meeting of Working Group 3 in November
2004. A different presentation was made to market participants in
Hong Kong, Singapore, and Tokyo in January 2005. In total, 137
people attended the presentations. The January presentations were
very interactive with the project team encouraging the participants
to contribute their information and views. In addition we visited
some individual market participants.

All the market participants who were consulted individually
expressed considerable optimism for the development of domestic
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debt markets in Asia. In general they took the view that an emerging
requirement for long-term secure investment would support such
a development. None of these market participants believed that
the current settlement arrangements were a significant impediment
to the development of a regional bond market, although there
were still many areas where improvements could be made.

At both the presentations and during the individual sessions,
the key issues for further development of a regional bond market
not connected with settlement issues identified by the market
participants were the following:

(i) price transparency;

(ii) a credible yield curve;

(iii) the development of repo and securities lending markets;

(iv) regularity, consistency, and transparency of issuance
procedures for government bonds;

(v) more information about all aspects of the market.

In terms of settlement systems, all of the participants believed
that compliance with international standards and convergence of
market practice across the region is important. They stressed,
however, that it was important that market practitioners were
actively involved in any developments or recommended
developments to ensure that priority areas were addressed in an
appropriate manner. They therefore, in general, supported the
recommendations for a detailed review of individual markets to see
how they conformed to international standards, particularly in the
areas of (i) legal certainty; (ii) DvP; and (iii) support for repos and
securities lending (including legal certainty in terms of tax treatment).

At the presentations, we distributed a questionnaire asking
participants to indicate the degree of importance they attached to
the various hurdles to linkage and to the suggested solutions that
the project team presented. Not all participants completed the
questionnaire and not all questions were answered. Nonetheless,
in general the following themes emerged.

(i) Regulatory hurdles to direct access or CSD linkage were
generally regarded as very important or quite important
for both government and corporate bonds.
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(ii) Foreign exchange restrictions were also generally
regarded as very or quite important, although they were
regarded as very important by more participants in the
case of government rather than corporate bonds.

(iii) Noncompliance with international standards was also
identified as very or quite important.

(iv) A lack of STP was seen as quite important by many
participants but very important by only one participant.

(v) The difference in settlement dates across and between
markets was seen as quite important by many
participants.

(vi) Providing DvP to international standards for all
participants and all transactions was also seen as very
important.

(vii) Credit (or counterparty) risk was seen as significant by
most participantsfollowed in importance by liquidity and
systemic risk.

The questionnaires distributed at the presentations were
inconclusive in terms of support for the suggested solutions which
were:

(i) convergence with international standards;

(ii) an interlinking system; i.e., a secure network that could
be used by CSDs to communicate with each other and by
market participants, regulators, and central banks;

(iii) a multinational CSD;

(iv) a regional settlement intermediary to remove Herstatt
risk.

When we discussed with market participants the reasons why
existing links were not heavily used and why the private sector was
not pressing for the development of such links, they gave basically
two reasons. First, a local presence was important for dealing face-
to-face with regulators and other market participants in the overseas
market and for first-hand knowledge of market practice in that
market. Second, the links did not cover all securities that could be
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settled in the local market, and they were required to provide full
services to their customers. Therefore, if a single security or security
type could not be settled through the linkage, then they needed a
local agent. Once a local agent was appointed, it was cost effective
to use that local agent.

We discussed with them the need for a new regional CSD that
would hold regional securities and settle them in local currencies.
While many of the interviewees said that the development of such
a body would be helpful they all saw many difficulties. These
included the following.

(i) Under what regulatory authority would the CSD operate?

(ii) How could it be operated at a cost that would be lower
than the fees they currently experience?

(iii) Could it gain commitment from all markets for all
securities (including government securities? If this was
not possible the participants would need to retain local
agents and thus would not generally use the centralised
system.

(iv) Would it be able to link to all RTGS payment systems?

(v) Would it be able to link efficiently to existing ICSDs, a
key requirement of the international banks that are
active in both domestic and international bonds?

In general, the private sector participants did not think that
the private sector would be interested in developing a regional
facility solely for bonds as there was not enough volume to make it
financially viable and the time was not right to make a significant
commitment to such a facility. However, they did not rule out in
the future the development of further links between existing
depositories and/or the development of a central regional facility,
particularly one that undertook the role of central counterparty.

We also discussed the advantages of developing a secure
network that could be used for CSD’s to communicate with each
other and for other purposes in the region. However, the market
participants did not express any support for this concept.
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C. Recommendations

Following market consultations, the team’s recommendations
have been further refined as follows:

(i) improve transparency though the use of the
AsianBondsOnline website for disseminating detailed
information about the bond settlement systems in the
region as an initial step;

(ii) evaluate the way in which international standards are
currently implemented in the region, identify the steps
necessary to achieve full compliance in the future, and
build a monitoring framework related to progress;

(iii) undertake a review of the regulatory impediments to
regionalization;

(iv) initiate a study on risk reduction.

Transparency

One key request from the market participants was for trans-
parency in terms of pricing and in terms of market infrastructure.
In many cases the information on the websites maintained by
national institutions concentrates on equities (or does not clearly
identify whether corporate and/or government bonds are included
in the description). We therefore recommend that the information
we have documented in this report concerning the national settle-
ment systems be uploaded onto the AsianBondsOnline website
(www.asianbondsonline.adb.org.), if countries agree on a volun-
tary basis to update the information whenever necessary. It would
be helpful for each government to request the relevant settlement
organization to increase the level of detail that is available within
their settlement infrastructures.

International Standards

Many recommendations have set out international standards
for the settlement of securities. From the public sector, the CPSS
and the Technical Committee of the International Organization of
Securities Commission (IOSCO) made recommendations in November
2001, while the private sector, such as ISSA, G30, and the Giovannini
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Group also proposed recommendations or actions. Operators of
clearing and settlement systems should therefore be encouraged
to conduct and disclose results of self assessments to ascertain their
level of compliance against international standards, such as those
set out by the CPSS and IOSCO.

The private sector recommendations have concentrated on the
European markets. It would be helpful for a detailed review to be
undertaken for Asia on the extent to which each market in the
region complies with international standards. If appropriate, this
study could collaborate with or use existing work by other regional
fora like the Executives’ Meeting of East Asia Pacific Central Bank
or ASEAN.  Private sector consultations should be an integral part
of the study to ensure that the assessment of each market is based
not only on a theoretical international standard but also that the
standards can be applied from the viewpoint of market participants.
Where a market does not fully meet a standard, the report should
identify the steps that would be needed to achieve compliance and
who should take those steps. The review and future steps should
be an interactive process between the officials and regulators. Once
again, the private sector should be consulted to determine the
importance of such a step for the development of a regional bond
market.

Regional Cooperation

To ensure that market participants and investors have a choice
of settlement methodologies, the same study should identify any
laws, regulations, or rules that impede either direct remote access
or links and mergers between national depositories. Each market
will then be able to compare itself with other markets in the region
and, if appropriate, take steps to remove such impediments. It would
be very helpful if ASEAN+3 governments endorse the findings of
the study and cooperate with the private sector to take whatever
actions are necessary to improve their respective clearing and
settlement systems.

Further Study on Risk Reduction

 During meetings and interviews, several market participants
supported the idea of a regional settlement intermediary to mitigate
various risks and to reduce the operational burden to which they
are currently exposed. To assess the viability of such a proposal will
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require further discussion and analysis beyond the scope of this
study on the functions and the roles of such an intermediary. An
analysis on the effectiveness of such a regional settlement
intermediary would be useful. For example, a regional settlement
intermediary that facilitated true multicurrency DvP by links with
the RTGS payment systems in the economies in the region could
theoretically reduce foreign exchange settlement risks. A regional
settlement intermediary that handles the settlement of bond issues
in a common unit will be needed in the future. The study into the
development of a regional settlement intermediary should look into
the feasibility of including such a function.
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ANNEX A

CURRENT STATUS OF BOND SETTLEMENT SYSTEMS
IN THE ASEAN+3 REGION BY COUNTRY

PEOPLE’S REPUBLIC OF CHINA

A. Overview of the Bond Market

Issuing corporate bonds (CBs) commenced in People’s Republic
of China (PRC) in 1984. The Chinese government did not start selling
government bonds until 1991. This was followed by the issuance of
financial debentures by banks in 1994. Since 1998, the bond market
has expanded rapidly mainly as a result of issuing government bonds
to implement the proactive fiscal and sound monetary policy (see
Figure 1).

* Note: Report for Hong Kong China, Indonesia and the Philippines will be made available later.

Figure 1: People’s Republic of China Outstanding Bond Issues

Note: “Others” include national investment bonds, national investment corporation bonds, and others. There are
none outstanding after 1997.
Source: China Financial Almanac

Report for this country is not being uploaded, but will be made available
later.
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HONG KONG, CHINA

A. Overview of the Bond Market

The Hong Kong Monetary Authority (HKMA) issues both fixed
and floating rate debt instruments. The majority are issued in the
form of exchange fund bills and notes (EFBNs) that are issued in
Hong Kong dollars (HK$). The EFBNs constitute direct, unsecured,
unconditional, and general obligations of the Hong Kong Special
Administrative Region (SAR) government for the account of the
exchange fund and rank pari passu with all other unsecured
indebtedness of the Hong Kong, China SAR government for the
accounts and payable from the exchange fund.

The EFBN issuance programme ensures the supply of a
significant amount of high quality HK$ debt paper that can be
employed as trading, investment, and hedging instruments.
Authorised institutions that maintain HK$ clearing accounts with
the HKMA can use their holdings of exchange fund paper to borrow
HK$ overnight from the discount window.3 An active primary and
secondary market for the trading of EFBNs and the establishment
of a reliable benchmark yield curve for up to 10 years has facilitated
the development of a sophisticated HK$ debt market.

Companies based in Hong Kong, China (Hong Kong) also issue
debt instruments (i.e. CBs). These may be listed on the Hong Kong
Exchange (HKEx) if they meet the listing criteria, or they may be
privately placed. The value of HK$ debt instruments outstanding at
the end of 2000 was HK$473 billion, compared with HK$444 billion
at the end of 1999. New debt issuance in 2000 registered an increase
of 9% over 1999, reaching HK$456 billion. Issuance of private sector
debt was buttressed by increased activities by multilateral
development banks, overseas entities that are not multilateral
development banks, and authorized institutions, which grew by 22%,
66% and 13%, respectively. Local CBs, however, declined by about
33% reflecting a shift to bank financing.4 By the end of 2003, the
value HK$ debt instruments outstanding had risen to HK$558 billion.5

3 The discount window is a facility through which banks can borrow HK$ funds overnight
from HKMA through repurchase agreements using eligible securities as collateral.

4 Source: Foreign Exchange Settlement Risk in the East Asia Pacific Region, EMEAP, December
2001.

5 Source: HKMA

Report for this country is not being uploaded, but will be made available later.
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INDONESIA

A. Overview of the Bond Market

Government bonds were issued to overcome the government’s
budget deficit that was incurred in financing national development,
including the cost of the government’s financial participation in
the commercial banks as part of the national program to restructure
and revitalize the banking sector. Although these bonds were
originally issued to the recapitalized banks, selected series are now
available for purchase by the public.

Bank Indonesia (BI) has been given the responsibility for
maintaining the register of owners of government bonds since
February 2000 when the first bonds were traded. Government bonds
are issued based on Government Regulation Number 84 of 1998
concerning the Bank Recapitalization Program, Presidential Decree
Number 55 of 1998 concerning Domestic Borrowing in the form of
Debt Instruments, and Republic of Indonesia Minister of Finance
Decree Number 183/KK.017/1999 dated 28 May 1999 concerning
the Issuance of Debt Instruments in the context of the Banking
Sector Recapitalization and Revitalization Program, as amended by
Minister of Finance Decree Number 564/KMK.017/1999, dated 24
December 1999.

There are three types of government bonds: fixed rate bonds,
variable rate bonds, and hedge bonds/indexed bonds. Fixed rate
bonds have a fixed interest rate and maturities up to 10 years.
Coupons are payable semi-annually. Variable rate bonds have a
floating interest rate and maturities from 3 to 10 years with the
coupon rate set every 3 months. Hedge bonds are bonds pegged to
the US$ exchange rate to cover the exchange rate risk of recapitalized
banks’ liabilities. Not all of the bonds issued by the government can
be traded in the market. Only selected series are available for
purchase by the public to be traded in the bond market. The
government bonds that are not eligible for trading include those
classified as non-tradable and those held in the recapitalized banks
as “investment portfolio.”

As at end of December 2000, the government issued Indonesian
Rupiah (Rp) 430.4 trillion in bonds, an increase of 52.7 % compared
to previous issue of Rp 281.8 trillion as of December 1999. Trading
in government bonds has increased significantly compared to when
they were firstly traded in the secondary market (1 February 2000).Rep

Report for this country is not being uploaded, but will be made available later.
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JAPAN

A. Overview of the Bond Market

The outstanding balance of public and corporate bonds issued
in the Japanese domestic market was Japanese yen (¥) 836 trillion
(US$ 8.0 trillion) at the end of March 2004. Of that amount, Japanese
government bonds (JGBs) represented ¥ 548 trillion (US$ 5.1trillion)
or 68.8 % of the total outstanding value of the bonds. Financing bills
(FBs) represented ¥ 86 trillion or 10.8 %, public offering local
government bonds ¥ 23 trillion or 2.9%, government guaranteed bonds
¥ 35 trillion or 4.4%, bank debentures ¥ 30 trillion or 3.7%, and CBs ¥
62 trillion or 7.8% of the total outstanding value of the bonds.

The total value of bonds issued in fiscal 2002 (ending on March
31, 2003) was ¥ 180.7 trillion (US$1.57 trillion), down 0.5% from
the previous year. During fiscal 2002, the government issued ¥ 146.9
trillion (US$1.27 trillion) worth of debt securities that accounted
for about 81% of the value of bonds issued during the year.
Government debt securities have come to occupy a dominant
position in the nation’s bond issuing market as budget deficits have
increased in recent years (see Figure 2).

Figure 2: Japanese Government Bond Share in Total Amount Issued
in Bonds (Fiscal Year)

Note: Public and corporate bonds exclude FBs and Private Placement Local Bonds.
Source: Ministry of Finance of Japan, Guide to Japanese Government Bonds 2004
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JGBs currently issued can be classified into six categories: short-
term (6-month and 1-year Treasury bills [T-Bills]); medium-term
(2- and 5-year bonds); long-term (10-year bonds); super-long-term
(15-, 20- and 30-year bonds); JGBs for individual investors; and
inflation-indexed bonds. The short-term JGBs are all discount bonds
meaning that they are issued at prices lower than the face value
and are redeemed at face. On the other hand, all medium-, long-,
and super-long-term JGBs, except for the 15-year floating-rate
bonds, are bonds with fixed-rate coupons.

FBs are short-term government securities the government is
allowed to issue by statue to cover the shortage of funds. FBs are
discount bonds with the same feature as T-Bills, and the maturity is
13 weeks (3-month) in principle. Depending on financing needs,
the government determines issue amounts of FBs, and FBs are
offered almost every week through conventional price auctions.

Bond lending transactions— the so-called repo
transactions8—are an important element of the Japanese
bond market.

There are two types of repo transactions in Japan: cash
collateralized bond lending and gensaki. Bond lending in Japan
dates back to 1989, but the majority of lending had been un-
collateralized as there were restrictions on interest on collateral.
Once these restrictions were removed (1995), secured lending with
cash collateral took over as the mainstream of bond lending. Gensaki
transactions, which emerged as the bond issuing market reopened
after World War II, used to be the principal means of fundraising
by securities companies. However, as gensaki became subject to
the securities transaction tax, the focus of fundraising shifted to
cash collateralized bond lending. Gensaki was thus scaled back
primarily to T-Bills and FBs that are exempted from the securities
transaction tax. In 1999, the securities transaction tax was abolished,
and in the same year the Subcouncil on the Internationalization of
Yen at the Council on Foreign Exchange and Other Transactions
recommended that Japan’s repo market, based on a unique system

8 These are transactions in which JGBs are borrowed with cash as collateral, and after a certain
period of time, the lender receives the delivery of the equivalent amount of equivalent
securities and repays the cash collateral to the borrower.



110 Asean+3 Regional Settlement Linkage

Figure 3: Transactions of Bond Margin Loan (Open Interest of Bond
Borrowed)

Source: Ministry of Finance of Japan, Quarterly Newsletter on Japanese Government Bonds, October 2004
Data Source: Japan Securities Dealers Association

for cash-collateralized lending and borrowing, should be replaced
by a globally standardized type of transaction. In response to this
recommendation, a new type of gensaki with a built-in mechanism
for risk management was launched in April 2001. The new gensaki
is expected to play a pivotal role in the short-term money market
not only for cross-border transactions with nonresidents but also
for domestic transactions.

B. Foreign Involvement and Exchange Controls

In Japan there are no restrictions on foreigners who own
Japanese bonds. In general, there are no foreign currency exchange
controls in Japan. The Amended Foreign Exchange and Foreign
Trade Law (enforced in April 1998) abolished the authorized foreign
exchange bank system and the money exchanger system. Under
the revised law, foreign exchange transactions do not have to go
through a foreign exchange bank in Japan, allowing companies to
operate foreign exchange transactions freely as import/export
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agency or “bureau de exchange”. Individuals and companies in
Japan are free to engage in capital transactions and settlements
with foreign individuals and companies. For purposes of monitoring
balance of payments, understanding market trends and responding
to international requirements e.g., coping with the issue of money
laundering, an ex-post facto reporting system covering cross-border
transactions has been established under the amended law.

C. Tax

Coupon-Bearing Japanese Government Bonds Held by
Foreigners

Interest income from coupon-bearing JGB bonds held by
nonresident individuals or foreign corporations that, in either case,
have a permanent establishment in Japan is generally subject to a

Figure 4: Japanese Government Bond Gensaki Transaction
(unit: trillion yen)

  Source: Japan Securities Dealers Association
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separate and uniform withholding tax of 15%. Regarding foreign
corporations with a permanent establishment in Japan, the portion
of the income tax withheld that corresponds to the JGB holding
period may be deducted from their corporate taxes. If a nonresident
individual or foreign corporation does not have a permanent
establishment in Japan, interest income from coupon-bearing bonds
is generally subject to the 15% withholding tax. In this case,
however, if there is a tax treaty in effect between Japan and the
country of residence of the non-resident individual or where the
foreign corporation is located, and if the maximum tax rate
permitted under the treaty is lower than 15%, the withholding tax
rate in Japan will be decreased to comply the treaty.

Book-Entry Transfer Japanese Government Bonds Held
by Foreigners

Interest on book-entry transfer JGBs held by nonresident
individuals or foreign corporations will be exempt from income tax
if they are deposited in a transfer account at a JGB book-entry
transfer system participant in Japan or in a transfer account with a
qualified foreign intermediary (QFI),9 and the application form for
withholding tax exemption and the statement of the holding period
are submitted to the district director of the Nihombashi tax office.
The exemption is granted only for the portion of interest that
corresponds to the JGB holding period.

For foreign investment trusts that are not juridical persons, the
interest on book-entry transfer JGBs held by nonresident individuals
or foreign corporations who are trustees of those trusts will be
exempted from taxation if the foreign investment trust satisfies
certain requirements.

9 Qualified foreign intermediary is a foreign financial institution, such as a global custodian,
that (i) has been designated an account management institution pursuant to the Law
Concerning Book-Entry Transfer of Corporate Bonds, Etc., that (ii) has been approved by the
Bank of Japan as a foreign indirect participant  in the JGB book-entry transfer system, and
that (iii) has been approved by the District Director of the Nihombashi Tax Office as an
institution of a country that has concluded a tax treaty providing for the exchange of
information with Japan.
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Treasury Bills and Finance Bills Held by Foreigners

Only corporations may hold T-bills and FBs. A foreign
corporation is exempted from withholding tax at the time of
issuance if the T-bills or FBs are held in a transfer account with a
JGB book-entry transfer system participant in Japan. As of April
2004, this withholding tax exemption is also applicable if the T-bills
or FBs are held in a transfer account with a QFI.

Figure 5: Tax Exemption to Foreigners

* The tax exemptions apply also to cases where a QFI holds the JGBs in a transfer account with a JGB book-
entry transfer system participant in Japan via other foreign financial institutions, etc., that participate in the
JGB book-entry transfer system (FIP). The same applies to T-Bills and FBs.
Source: Ministry of Finance of Japan, Guide to Japanese Government Bonds 2004.
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Separate Trading of Registered Interest and Principal of
Securities Held by Foreigners

When a foreign corporation holds separate trading of
registered interest and principal of securities (STRIPS)10 (principal-
only book-entry transfer JGBs and coupon-only book-entry transfer
JGBs) in transfer accounts with JGB book-entry transfer system
participants in Japan or with QFIs, income generated from the
holding or transfer of those STRIPS is exempted from income tax
only if the application form for withholding tax exemption and the
statement of the holding period have been submitted to the district
director of the Kojimachi tax office.

Japanese Government Bonds Gensaki Held by Foreigners

Loan interest that foreign financial institutions, central banks
of foreign countries, and international organizations receive from
specified financial institutions in Japan11 on certain transactions
executed under repurchase or resale agreements (i.e., new gensaki)
between them is exempted from Japanese taxes when the application
form for withholding tax exemption has been submitted to the
district director of the tax office in the appropriate tax jurisdiction.

D. Trading Systems

In terms of transaction value, JGBs account for about 95% of
the total bond transactions and thus hold an essential position in
Japan’s financial markets (see Figure 6). The secondary bond market
is divided into transactions that take place on exchanges and
transactions that are made OTC, for example, at securities companies.
The value of bonds traded on the exchanges accounts for a mere
5% of the total even in the busiest year since an overwhelming

10 STRIPS (Separate Trading of Registered Interest and Principal of Securities) are a type of
coupon-bearing government bonds in which coupons and principals are either separated
and traded separately or reconstructed into a whole security. STRIPS were introduced in
Japan in January 2003 to meet the need of investors who wanted the separation of principal
and interest components.

11 Those financial institutions are, out of designated financial institutions in Japan, (i) financial
institutions to which the provisions of the Law Concerning Close-Out Netting of Special
Financial Transactions Effected by Financial Institutions applies and (ii) the Bank of Japan.
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portion is traded on the OTC market. The reasons behind this fact
are that there are too many issues of bonds to list on the board, and
the needs of both buyers and sellers are so complex and varied that
it is difficult for them to find either sellers or buyers with matched
needs. Currently, 2-, 5-, 10-, 20-, and 30-year fixed rate JGBs are listed
on the stock exchanges in Tokyo, Osaka, and Nagoya, and their daily
transaction volumes are published by those exchanges.

OTC is the predominant transaction method for JGBs. In the
OTC market, in principle, price is arrived at through negotiation
between the parties concerned. In order to ensure fair and smooth
OTC bond transactions, the fair business practise regulations by the
Japan Securities Association require each securities company to
comply with a set of internal rules. Furthermore, to improve the
price setting function of the OTC market, the association publishes
reference prices for OTC bond transactions every business day based
on reports from its member securities companies and other financial
institutions.

Figure 6: Japanese Government Bond Over-the-Counter Trading
Volume (Tokyo)

Source: Ministry of Finance of Japan, Quarterly Newsletter on Japanese Government Bonds,
October 2004
Data Source: Japan Securities Dealers Association
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A characteristic of the bond futures market12 of Japan is that it
is concentrated in long-term government bond futures, i.e.,
medium-term government bond futures (standardized 3%, 5-year
JGB), long-term government bond futures (standardized 6%, 10-
year JGB), and super-long-term government bond futures
(standardized 6%, 20-year JGB). Another characteristic of the bond
futures trading is that issues are traded in units with a total par
value of \100 million, about ten times as large as those of other
countries. This is due to the fact that in cash bond transactions,
bonds whose values falls short of \100 million are treated as a
fraction of a trading unit.

Figure 7: Ten-Year Japanese Government Bond Futures

144

140

136

132

128
2002 2003 2004

8

6

4

2

0

Source: Ministry of Finance of Japan, op. Cit
Data Source: Tokyo Stock Exchange

trillion
yen

yen

Trading volume (right-hand scale)

Price (left-hand scale)

12 Government bond futures represent a contract to trade a bond¯either buying or selling¯at a
set point in the future for an agreed price. In government bond futures JGBs actually issued
are not traded. Trading is made, instead, on fictitious JGBs called a “benchmark issue” of
which interest rates and maturities are standardized by stock exchanges.
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E. Settlement Systems

Settlement System for JGB Market

a. Ownership

The Bank of Japan (BOJ) provides securities depository services
and securities settlement services for JGB securities. BOJ owns and
operates BOJ-NET, an online network system for JGB settlements.

b. Functions

There are two arrangements for JGB settlements: the JGB
registration system and the JGB book-entry system. BOJ serves as
the registrar in the registration system in accordance with the law
concerning government bonds and serves as central securities
depository in the book-entry system in accordance with the law
concerning book-entry transfer of cooperate bonds. Transfers of
JGBs under the two arrangements are processed online over BOJ-
NET. Payments of interest and redemption monies are also processed
over BOJ-NET.

c. Membership

Participants in the JGB registration system are not limited to
financial institutions; any JGB holder can use the system. The system
is, however, rarely used today. The requirements for participation
in the book-entry system are set by the BOJ. Direct participants,
indirect participants, and foreign indirect participants include
financial institutions such as banks and securities companies. An
account management institution, i.e., a direct participant able to
establish a customer account is required to have a branch or an
office in Japan to conduct business.

d. Trade Matching

JGB transactions in the OTC market are confirmed and matched
by the Japan Securities Depository Centre, Inc. (JASDEC) pre-
settlement system.
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e. Clearing

The JGB Clearing Corporation, the central counterparty (CCP)
to JGB, will open for business in May 2005.

f. Intra-Day Overdraft and Self-Collateralization Facility

In January 2001, BOJ made RTGS the only settlement mode for
fund transfers through its current accounts on BOJ-NET. The intra-
day overdraft is fully collateralized with eligible assets pledged with
BOJ. At the same time, BOJ also introduced a self-collateralization
facility on BOJ-NET. By using this facility, a participant may post the
securities traded in DvP transactions as collateral for BOJ to obtain
an intra-day overdraft needed for the transactions concerned.

g. Settlement of Japanese Government Bond Transactions

As of end-December 2004, 99.9% of the outstanding amount
of JGBs was held within the JGB book-entry system and only 0.1%
percent was held in the registration system. Of JGB transactions
settled by BOJ through two systems, the percentage for book entry
stood at 99.9%in both volume and value terms in December 2004.

Since 1997, the settlement of outright JGB secondary market
transactions has been taking place on a T+3 rolling basis. Settlement
of repo transactions mainly takes place on T+2 rolling basis.

The JGB book-entry system was introduced in 1980 in response
to the rapid growth in the volume of JGB transactions. It has three
types of members: direct participants, indirect participants, and
foreign indirect participants, and a depository, namely BOJ. The
number of participants as of the end-December 2004 was 1,497,
340 direct, 1,071 indirect, and 85 foreign direct, in addition to BOJ.
The system is processed through the BOJ-NET JGB services that began
operations in 1990. The DvP mechanism was introduced in 1994 by
connecting the BOJ-NET JGB services with the BOJ-NET funds
transfer system.

Participants in the book-entry system can give instructions
concerning delivery to BOJ either in paper form or through the
BOJ-NET JGB services. At the end of August 2003, the number of
users of the BOJ-NET JGB services was 340 for the book-entry system.
Operating hours of the BOJ-NET JGB services are from 9:00 to 16:30.

In January 2001, BOJ introduced the new RTGS system to BOJ-
NET JGB services making RTGS the only settlement mode for JGB
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transactions and abolishing designated time net settlements except
for a few types of transactions. All of these exceptional transactions
were moved to RTGS by January 2004.

Figure 8: Overview of Japanese Government Bond Book-Entry System

The JGB Book-entry System

Sources: Bank of Japan, Response to the Disclosure Framework for Securities Settlement System: The JGB
Book Entry System and the BOJ-NET JGB Services, September 30, 2003, Page 54

h. Settlement - Corporate Bond Transactions

Registered corporate bonds, municipal bonds, government
guaranteed bonds, and others are settled at registrar banks using
the online network system operated by the Japan Bond Settlement
Network Co., Ltd. (JBNet) which was established in 1996 and is
owned by a wide range of market participants. JBNet was
established to improve the system of delivery and settlement of
registered corporate and other bonds in Japan by:
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(i) abolishing certificates of registration;

(ii) making it possible to instruct registration of bonds
through an online network;

(iii) changing to rolling settlement;

(iv) bringing about simultaneous settlement of securities and
cash (DvP).13

CB transactions have been settled on a T+3 basis since October
1999.

Under the Law Concerning the Registration of Corporate Bonds
(1942), almost 90% of the outstanding amount of corporate and
other bonds is held in the form of registered bonds at registrars.
The registrars differ from issue to issue; about 160 banks currently
act as registrars.

In response to the new legislation enabling the dematerializa-
tion of corporate and other bonds, JASDEC is planning to start
operation of the book-entry transfer system for corporate and other
bonds in January 2006. With the implementation of the new book-
entry transfer system, fully-fledged STP from trade matching to settle-
ment will be achieved. Transactions in corporate and other bonds
are confirmed and matched at the JASDEC pre-settlement system
and automatically transmit to the new book-entry transfer system.
The new book-entry transfer system will also introduce real-time
DvP by linking deliveries of securities at JASDEC with transfers of
funds at BOJ.

International Links

The JGB book-entry system and the BOJ-NET JGB services
maintain no links with other securities settlement systems.  Neither
JBNet nor JASDEC has any international settlement links. JASDEC
signed an information sharing and collaboration agreement with
the Depository Trust and Clearing Corporation in the US in August
2003 and with the Taiwan Securities Central Depository Co., Ltd.in
November 2004.

13 Source: JB Net website.
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Foreign Currency Bonds

No foreign currency bonds are settled through the central
systems in Japan.

Reform of Securities Settlement Systems

Japan’s securities settlement system reform is currently under
implementation. The reform will achieve paperless DvP settlements,
STP and shorter settlement cycles to maintain Japan’s position as a
leading international capital market. All the legislative work for
the reform has been completed including the passage of the
Settlement System Reform Law (June 2002), the Law Concerning
Book-Entry Transfer of Corporate Bonds, (January 2003), and the
Law for Partial Amendment to the Law Concerning Book-Entry
Transfer of Corporate Bonds and Other Securities for the Purpose of
Streamlining the Settlement for Trade of Stocks and Other Securities
(June 2004) to dematerialize stock certificates by June 2009.
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MALAYSIA

A. Overview of the Bond Market

The types of debt securities issued and traded in the bond
market include:

(i) government securities

(ii) Treasury bills

(iii) Cagamas Berhad (National Mortgage Corporation) papers

(iv) unlisted private debt securities (PDS)

(v) Bank Negara Malaysia (BNM) certificates and bills

(vi) listed corporate bonds

Malaysia’s bond market grew at average annual rate of 15.2%
over the last 5 years to reach Malaysian ringgit (RM) 319.4 billion
(or US$ 82.9 billion) at the end of 2003. This amount represents
81.5% of GDP in 2003 which makes Malaysia one of the largest
domestic bond markets in the region (ex Japan). The CB market
grew at a faster rate than or Malaysian government securities (MGS)
at 22.5% and 9.4% respectively during the same period. This resulted
in CBs constituting 53.3% of total outstanding bonds.14

Within the Malaysian primary market, the fully automated
system for issuing/tendering (FAST) allows electronic submission and
processing of tenders for scripless securities and short-term private
debt securities. FAST also enables repurchase transactions between
BNM and interbank institutions under the fully automated repo
system.

BNM recognizes some banks as primary dealers (principal
dealers) who are able to directly interface into the FAST system.
These banks participate in the primary market and provide liquidity
to the secondary market. The bond information and dissemination
system run by BNM facilitates OTC trading. It is a centralized
database on Malaysian debt securities that is integrated with FAST

14 Malaysian Securities Commission, Aug. 2004
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and provides information on terms of issue, real-time prices, details
of trades done and supplies relevant news on debt securities issued
by both the government and the private sector.

Settlement of primary and secondary market transactions in
government securities, Treasury bills, Cagamas Berhad papers,
unlisted private debt securities and BNM certificates and bills takes
place through the scripless securities trading system (SSTS) which is
part of the real-time electronic transfer of funds and securities
(RENTAS) system. RENTAS is composed of the interbank fund transfer
(IFT) system that deals with large-value fund transfers and the SSTS
that allows the matching of OTC trades executed on the interbank
market.

CBs are listed and traded on the Kuala Lumpur Stock Exchange
and the Labuan International Financial Bonds market. They are
cleared through the Bursa Malaysia Securities Clearing Sdn. Bhd.,
the clearing house owned by Bursa Malaysia, and settled by book
entry transfer through the Malaysian Central Depository (MCD).

B. Foreign Involvement and Exchange Controls

The Malaysian government places restrictions on outbound
portfolio investment by residents. The restrictions on inbound
currency depend on whether the funds are for onshore or offshore
trading.

C. Onshore

BNM administers foreign exchange administration rules in
accordance with the Exchange Control Act of 1953. The act imposes
duties and restrictions in relation to gold, foreign currencies,
payments, securities, and debts. It also empowers the controller of
foreign exchange (namely the governor of BNM) to enforce
provisions of the act.

BNM published foreign exchange administration rules in April
2004. They cover investment abroad by residents, import and export
of RM and foreign currencies by residents and nonresidents, issuance
of RM private debt securities, foreign currency borrowings and
foreign currency accounts of residents and non-residents among
others.
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Specifically for bond issues, the controller of foreign exchange
issued the Exchange Control Guidelines on the Issuance of Private
Debt Securities for Lead Arrangers. Residents may raise domestic
credit through by issuing RM-denominated PDS provided the
proceeds are not used for financing investment abroad and/or for
refinancing offshore borrowing. Issuing PDS must also be in
accordance with the exchange control guidelines on PDS. The
amount issued by nonresident controlled companies will be included
as part of that company’s total domestic credit facilities, and the
rules on gearing ratios will apply.

D. Labuan International Offshore Financial Centre

Under the Offshore Companies Act 1990, entities established
in Labuan offshore centre are declared nonresidents for foreign
exchange administration purposes once incorporated or registered.
Offshore entities in Labuan can deal freely with nonresidents in
foreign currencies except those of Israel, Montenegro, and Serbia.
Licensed offshore banks in Labuan can receive fees, commissions,
and dividends or interest payments in RM from residents.

E. Tax

The Government of Malaysia announced the removal of with-
holding tax on nonresidents from investments in all Ringgit-denomi-
nated bonds (excluding convertible bonds) approved by the securi-
ties commission as well as on securities issued by the Government of
Malaysia effective 11 September 2004. Labuan offshore centre
offers a number of tax incentives for bond investors and issuers.

F. Trading System

Interbank Market

Secondary market trading takes place OTC between banks and
securities companies and their customers. Once the trade has been
agreed, the details are matched through the SSTS.
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Stock Exchanges

Bonds may be listed on the Kuala Lumpur Stock Exchange (now
Bursa Malaysia) and the Labuan International Financial Exchange.
These markets are now consolidated under a holding company—
Bursa Malaysia—that also owns and operates the clearing facility
and MCD. On Bursa Malaysia, they are traded on the automated
order matching service in the same way as equities. Bursa Malaysia
lists some private debt securities. It oversees all trading transactions
through the system on computerised order routing and execution
trading systems.

G. Settlement Systems

Interbank Market

a. Ownership

The RENTAS system is owned and operated by BNM. It was
introduced by BNM in July 1999 to reduce settlement risks between
banks and comprises the IFT system, which deals with large-value
funds transfers, and the SSTS.

b. Functions

The function of the RENTAS system is to transfer large value
funds, government bonds and unlisted securities.

c. Membership

RENTAS participation rules formulated by BNM govern the
operations of the SSTS. Participants must also comply with “The Code
of Conduct and Market Practices for Malaysian Scripless Securities
Market under the RENTAS System” guidelines issued by BNM.

Under the Securities Industry Act 1983 (SIA), dealers in securities
are divided into two broad categories: dealers who are licensed
under the SIA and dealers who are exempted from the provisions
of the SIA due to authorization by BNM to participate in the
interbank money market. The exempted dealers include the
commercial banks, merchant banks, finance companies, discount
houses, and Cagamas Berhad. Participants in the Malaysian securities
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market who do not participate in the interbank money market are
not eligible to become RENTAS members and to directly undertake
trade in SSTS transactions.

Non-exempt dealers are those finance companies that have not
been allowed by BNM to participate in the interbank money market.
These dealers cannot undertake trades for third parties since they
have not been licensed under the SIA, nor exempted from its
provisions. Under the SIA, they cannot trade for their own accounts
in the SSTS unless they deal through a principal dealer or an
approved dealer who is a RENTAS member.

Other than BNM which owns and operates RENTAS, the 52
participants include financial institutions licensed under the Banking
and Financial Institutions Act 1989 and the Islamic Banking Act 1983,
and other institutions approved by BNM.

d. Statistics

There were 99,000 settlements using SSTS in 2002 amounting
to a total of RM838 billion.15

e. Trade Matching

SSTS connects the securities dealers by linking up computer
systems located in their offices to BNM’s central host system that
will accept, validate, and acknowledge securities transactions sent
from a participating member institution (the sending party) and
then transmit the transaction to another member institution (the
receiving party) connected to the system.

The seller of the securities is always the party to initiate a
transaction by sending an “unconfirmed sales/transfer advice” to
the buyer via SSTS. The buyer will verify the details on the advice
and has the option to confirm the transaction or to reject it if the
details do not correspond with what has been agreed upon. Only
upon confirmation from the buyer will the transaction be posted
to the sellers’ and buyers’ respective securities and cash accounts
maintained with the system.

15 Settlement Systems of East Asian Economies, Institute for International Monetary Affairs
(Commission by Ministry of Finance, Japan), March 2004.
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f. Clearing

Settlement takes place on a trade-for-trade basis between
participants. There is no central counterparty.

g. Risk Management

SSTS, which is part of the RENTAS system, eliminates completely
the risk of loss, theft, and destruction of scrip. By enabling large
volumes of transactions to be processed, it also mitigates the
operational risk that may arise when there are significant increases
in market volume.

When an error or omission is discovered after the transaction
has been entered into the system and accepted by the buyer, it can
be cancelled only with the mutual agreement of the buyer and the
seller. In the event that a dispute cannot be resolved between the
two parties concerned, the matter must be referred to the Joint
Standing Committee of the Foreign Exchange Association of
Malaysia for a final decision. The costs, if any, are borne equally by
the two parties involved.

h. Settlement

A sale/purchase of securities from one securities account to
another involves a book entry and intra-day settlement of funds in
the cash settlement account maintained with BNM. The RENTAS system
is thus a DvP Model 116  system, i.e. securities and funds settle gross
throughout the day. The operating hours of RENTAS are from 8:00
to 18:00, Monday through Friday and from 8:00 to 13:00 on Saturday.

16 The Bank for International Settlement (BIS)—Committee on Payment and Settlement Systems
(CPSS) of the central banks of the Group of Ten countries in their September 1992 report—
–Delivery versus Payment in Securities Settlement Systems —identified three models:

- Model 1: systems that settle transfer instructions for both securities and funds on a trade-
by-trade (gross) basis with final (unconditional) transfer of securities from the seller to the
buyer (delivery) occurring at the same time as final transfer of funds from the buyer to the
seller(payment);
- Model 2: systems that settle securities transfer instructions on a gross basis with final transfer
of securities from the seller to the buyer (delivery) occurring throughout the processing
cycle, but settle funds transfer instructions on a net basis, with final transfer of funds from

the buyer to the seller (payment) occurring at the end of the processing cycle;

- Model 3: systems that settle transfer instructions for both securities and funds on a net basis,
with final transfers of both securities and funds occurring at the end of the processing cycle.
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i. Depository

In SSTS, the securities issued are in the form of master
certificates and are lodged by the issuer (i.e. the government and
corporate companies) directly with BNM as the authorized
depository for safe custody. BNM will hold the master certificate
on behalf of all the holders and their scripless securities accounts
for the purpose of trading and transfers.

BNM will not record the holdings and transactions of scripless
securities by nonmembers of SSTS. Instead, the function of recording
the holdings and transactions of non-SSTS members will be
undertaken by authorized depository institutions that will maintain
separate accounts for each holder who is a customer. In accordance
with the law and the code issued by BNM, securities held in custody
on behalf of customers must be segregated from those securities
held in the institutions’ own securities account.

Authorized depository institutions act only as agents in respect
of the securities held in their aggregate customers’ accounts
maintained with SSTS and have no beneficial interest in the securities
held in these accounts.

j. Straight Through Processing

The RENTAS system, which has STP capability, processes,
transfers and settles interbank funds and scripless securities
transactions simultaneously in real time. The transfers are effected
on a gross basis (i.e. without netting debits against credits) and
provide finality (i.e. payee banks are able to receive funds with
certainty for individual transfers).

Stock Exchange

Bonds that are listed and traded by brokers on either Bursa
Malaysia or the Labuan International Financial Exchange are cleared
through the securities clearing and settlement system and settled
by book entry transfer in MCD. Settlement between brokers and
custodians takes place through MCD but is not guaranteed. MCD is
owned jointly by Bursa Malaysia (75%) and ABM-MCD Holdings
Sdn Bhd (25%). The latter is a holding company wholly owned by
the Association of Banks in Malaysia.

Trades are settled on T+3. Payment for all securities-related
transactions between custodians and brokers are made on a net
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basis following confirmation of the transfer of securities. Payment
is usually made through RENTAS. Brokers settle with Bursa Malaysia
Securities Clearing Sdn Bhd which acts as a central counterparty.

Settlement Links

Provisions had also been made for international links to
facilitate real-time DvP and real-time payment versus payment
should this need arise in the future. However, no international links
are currently utilized.

Foreign Currency Bonds

No foreign currency bonds are settled through the central
systems in Malaysia.
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THE PHILIPPINES
Report for this country is not being uploaded, but will be made available later.
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SINGAPORE

A. Overview of the Bond Market

Unlike many other countries, the government does not need to
finance its expenditures by issuing government bonds as it operates
a balanced budget policy. The principal objectives of developing the
Singapore government securities (SGS) market are to:

(i) provide a liquid investment alternative with little or no
risk of default for individual and institutional investors;

(ii) establish a liquid government bond market which serves
as a benchmark for the corporate debt securities market;

(iii) encourage the development of skills relating to fixed
income securities and broaden the spectrum of financial
services available in Singapore.

The bond market in Singapore comprises SGS and statutory and
corporate debt. The amount of SGS issued is authorized by a
resolution of Parliament and with the President’s concurrence. Each
year the Monetary Authority of Singapore (MAS) seeks approval from
the Minister of Finance for the total SGS issuance amount for the
new financial year. In consultation with the SGS primary dealers,17

MAS decides the timing and amount of individual bond issues.
MAS acts as the agent for the Government of Singapore in

issuing SGS that comprise Treasury bills (T-bills) and government
bonds. Maturities range from 3 months to 15 years with 3-month
and 1-year benchmarks for T-bills and 2-, 5-, 7-, 10- and 15-year
benchmarks for bonds. Since May 2000, issues have aimed to build
large and liquid benchmark bonds. This has been achieved through
larger issuances of new SGS bonds and through re-opening of existing
issues thereby enlarging the free float of SGS available for trading.

MAS operates the MAS electronic payment system (MEPS) which
has two components, MEPS Singapore government securities (MEPS-
SGS) and MEP interbank funds transfer (MEP-IFT). The MEPS-SGS
system clears and settles SGS trades on a DvP basis.

17 Primary dealers are banks permitted by MAS to directly participate in auctions of SGS. In
return, they provide liquidity by acting as market makers in the bond market.
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There are 11 primary dealers and 21 approved secondary dealers
among banks, merchant banks, and stockbrokerages. In addition,
another 98 banks maintain book-entry SGS accounts with MAS for
their own trading. Apart from dealers and brokers, other market
participants include finance companies, insurance companies, fund
managers, corporations, and individuals.

CBs are listed on the Singapore Stock Exchange (SGX). There
have also been several landmark bond issues by supranationals,
foreign corporations, and public sector statutory boards. In 2001,
the total Singapore dollar (S$) and non-Singapore dollar values of
denominated debt issues were S$21.9 billion and S$58.7 billion,
respectively. These are all settled through the debt securities clearing
and settlement system (DCSS) operated by CDP both of which are
owned by the SGX. The total value of SGS outstanding at the end
of 2003 was S$ 63billion and that of CBs was S$51 billion.

B. Foreign Involvement and Exchange Controls

There are no formal exchange controls on the use of S$. There
are no restrictions on the amount of foreign and local currency that
can be brought into or taken out of Singapore. Buying or selling S$
on the foreign exchange market is also unrestricted. Nearly all
commercial and merchant banks in Singapore operate Asian currency
units that are permitted to accept deposits from and to lend to other
banks and non-bank customers in any currency other than S$.

C. Tax

MAS provides tax incentive schemes to promote the bond and
derivatives market. Singapore grants non-residents exemption from
withholding tax on interest income. MAS grants tax concessions on
fee income earned by financial institutions arranging debt securities.
This applies to both S$ debt and Asian dollar or other foreign currency
debt launched in Singapore. Interest income earned by financial
institutions and corporations from holding debt securities enjoy a
10% concessionary tax. No stamp duties apply for debt securities.
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D. Trading System

Interbank Market

MAS provides Singapore government securities electronic
applications, an electronic auction facility for primary dealers
in SGS.

Stock Exchanges

Trading of government securities and of corporate and statutory
bonds in the secondary market is done on an OTC basis.

E. Settlement Systems

Interbank Market

a. Ownership

The MEPS-SGS system is owned and operated by MAS.

b. Functions

MEPS-SGS is part of MEPS which settles cash transactions
through RTGS and government bonds on the basis of DvP.

b. Membership

MEPS-SGS has 11 primary dealers that play a critical role in the
growth and development of the bond market by carrying out the
following functions:

(i) providing liquidity to the SGS market by quoting two-
way prices under all market conditions;

(ii) underwriting bond issues at SGS auctions;

(iii) providing market feedback to MAS;

(iv) assisting in the development of the SGS market.
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Banks, merchant banks and stockbrokerages are among the
approved secondary dealers in the SGS market. Another 98 banks
maintain book-entry SGS accounts with MAS for their own trading.

Nittan AP Pte Ltd. provides brokerage services for SGS outright
and for repo transactions to facilitate secondary trading in the
interbank market. Apart from the dealers and brokers, other market
participants include finance companies, insurance companies, fund
managers, corporations, and individuals.

d. Statistics

SGS turnover (outright purchases and sales) settled on MEPS
was S$1.9 billion in 2002 and S$2.6 billion in 2003.

e. Trade Matching

The MEPS-SGS system confirms trades. The bond seller keys the
agreed trade details into the MEPS-SGS system. The bond buyer
will confirm the same trade in the system. After confirmation, trades
move into the settlement phase.

f. Risk Management

There is no central clearing house for government bonds;
however market participants do not suffer capital risk as transactions
are settled on a DvP basis and are queued if either securities or
cash are not available.

g. Settlement

The settlement date convention for SGS transactions is T+1. The
MEPS-SGS system holds government bonds and facilitates the
instantaneous and irrevocable transfer of SGS; it is linked to the MEPS
system to provide DvP for SGS transactions. Under the scripless
settlement system, all transfers of securities are made by debiting or
crediting the owner’s account by computerized book-entry transfer.

The users of the system can choose either DvP-based or FOP-
based settlements in the MEPS-SGS system. DvP settlement of SGS
transactions occurs on an electronic basis over MEPS and the MAS-
SGS book-entry clearing system. FOP settlement of SGS involves a
transfer of securities without a corresponding fund transfer
instruction.
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The MEPS-SGS system opens at 09:00 daily to process SGS
transactions with payments. Participating banks in MEPS need to
maintain two accounts in MEPS-SGS: (i) an SGS minimum liquid asset
(MLA) account; to comply with requirements and (ii) an SGS free
account for holdings in excess of MLA requirements. SGS holdings
in this account can be used for settlements.

Banks can only sell SGS in the SGS free account. Transfers of
SGS from the SGS-MLA account to the SGS free account can only be
effected if the value of the remaining SGS in the MLA account is
equal to or exceeds the prudential requirement of 10% of the bank’s
liabilities base18. If this prudential requirement is not met, the
transfer is rejected by the system.

If the seller of SGS has insufficient securities for delivery, the
transaction is queued in MEPS until sufficient SGS are available in
the seller’s free account. Then the securities are earmarked for
transfer to the buying bank and an interbank fund transfer (IFT)
payment message is sent to MEPS.

If the buying bank has insufficient funds to pay for the SGS
purchase, the payment is queued in MEPS. When the funds become
available, the amount is debited from the buyer’s RTGS account
and credited to the seller’s RTGS account. MEPS-IFT will
simultaneously notify MEPS-SGS to transfer the securities to the
purchasing bank.

h. Depository

MEPS-SGS acts as the depository for government bonds.

i. Straight Through Processing

Following an industry consultation, SGX began work on
establishing STP in the Singapore securities market. To create the
STP system, SGX will establish an open communications hub and
will introduce common communication protocols and standards for
transmitting information. Using this open hub, communicating and
matching settlement instructions between participants can be
automated. This hub is called the central pre-matching utility (CPM).

18 As part of the MLA requirements, liquid assets comprising at least 10% of the bank’s liabilities
base must be held in the form of SGS, in the SGS-MLA account.
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The CPM project will be divided into two phases. Phase I will
provide  market  participants (Depository Agents, Agent Banks and
Brokers)  with  a  partial  open  access infrastructure. The  current
systems  used  for  affirmation  of  trades will  be  replaced  by front-
end terminals. Manual pre-matching should be eliminated as
instructions will be submitted through the terminals for pre-
matching in the CPM. Phase  II  will see the implementation  of  full
open  access which will allow direct connectivity between  a
participant’s  system  and  the  CPM. With this implementation, it is
no longer mandatory for brokers to use the Client Accounting
System (CAS) provided by SGX. The project timeline is expected to
complete by 2nd quarter of 2007.

Stock Exchange

The Central Depository (Pte) Limited (CDP) is one of the two
central securities depositories in Singapore market. The other is
the Monetary Authority of Singapore that operates depository to
clear and settle government debt. CDP is wholly-owned subsidiary
of Singapore Exchange (SGX). CDP provide depository, clearing and
settlement services for equities (shares, convertibles, warrants,
bonds and options) and corporate debt in Singapore.

CDP acts as a central counterparty for all trades executed on
Singapore Exchange Securities Trading (SGX-ST). All securities
settlement in CDP is conducted by book entry.

Corporate debt securities whether listed or not on SGX-ST can
be settled using Debt Securities Clearing Settlement (DCSS) which
is a gross DVP settlement system. The corresponding gross cash is
settled through the Monetary Authority of Singapore Electronic
Payment System (MEPS). DCSS transfers securities in a real time upon
the receipt of payment. DCSS earmarks the securities and generates
a confirmation to the Paying Depository Agent who is then required
to effect payment via MEPS. This is undertaken by Depository
Agent’s bank using MEPS. Once confirmation of payment from MEPS
is received by DCSS, the securities are released to the buyer on-line
in real time throughout the day until closure of system at 5.30pm.

Settlement Links

The Singapore Stock Exchange CDP has bilateral links with Japan
Securities Settlement and Custody (JSCC) and China Securities
depository & Clearing Corpn Shenzhen Branch (CSDCC) in China.
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CDP also has unilateral linkages with Clearstream, the Depository
Trust CC in the US.

Foreign Currency Bonds

Singapore pursued the strategy of linking to the globally
endorsed continuous linked settlement (CLS) system for immediate
access to PvP for the world’s major currencies. The CLS system for
reducing settlement risks started operations in September 2002 and
handles seven major currencies (yen, USD, euros, United Kingdom
pounds, Swiss francs, Canadian dollars, and Australian dollars). CLS
has been successful in settling these currencies for the past one
year reaching an average daily volume of 80,000 trades with a gross
value of USD1 trillion. The Singapore dollar was included as an
eligible currency in September 2003, making PvP settlement possible
between S$ and the other CLS-eligible currencies. MAS said that
since 2002, they have been discussing technical details, operations,
legal, systems, and regulatory aspects with CLS Bank. Testing among
MEPS, CLS, and the industry began in March 2003 and was
successfully completed in June 2003.

According to MAS, three local banks in Singapore (DBS Bank
Ltd., Oversea-Chinese Banking Corporation Ltd., and United
Overseas Bank Ltd), became members of the CLS settlement system
in December 2002 and have since then settled their foreign exchange
transactions through this system. With the inclusion of S$, these
local banks will be able to settle a larger number of foreign
exchange transactions in CLS.
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REPUBLIC OF KOREA

A. Overview of the Bond Market

The Republic of Korea (Korea) has a very large domestic bond
market. It was the largest in Asia after Japan until 2002 when pre-
liminary figures indicated that the PRC may have become the larg-
est market in the region.19 From 1997 to 2001, the bond market
grew by 62%. By the end of 2001, the total value of bonds out-
standing was US$ 381.4 billion, equivalent to 81% of GDP. By the
end of 2002, the value of bonds had increased to Korean won (W)
564 trillion. During the 1990s, corporate bonds accounted for a grow-
ing share on the total bond market. In 2001, outstanding corporate
bonds had a value of W 141.2 trillion, which represented 28% of
the bond market overall.

Although the Korea Stock Exchange20 (KRX) has an inter-dealer
market (IDM) and a retail market for bond trades, more than 95%
of total bond trades, or about W 5 trillion (about US$ 3.8 billion) a
day, are conducted in the OTC market between financial institutions
though trades through KRX have increased since 2002 (4.3% in 2002
to 21.1% in 2004).  The OTC market is a wholesale market in which
one-to-one trading of bonds between various types of institutional
investors is conducted. The value of each trade is large, with the
minimum traded amount being W 10 billion (about US$ 9.6 million)
per transaction.

The IDM, on the other hand, is an organized wholesale market
where authorized dealers trade government bonds only with each
other. The IDM was established in KRX in 1999 to upgrade the
Korean bond market by providing benchmark yields and underlying
products for government bond futures trading. The general bond
market (GBM), a KRX submarket, is a retail market in which indi-
vidual investors can participate in trading all kinds of fixed income
securities and convertible bonds through the brokerage services of
securities companies. In 2001, the average daily turnover in the IDM

19 Bond Markets of Selected East Asian Economies – ADB 62774, November 2003.
20 The Stock Exchange was created through the integration of three existing spot and futures

exchanges and the KOSDAQ(a stock market exchange for high-tech start-ups and small and
medium-sized enterprises) Committee, a subsidiary of the Korea Stock Dealers Association
under the Korean Stock and Futures Exchange Act in January 2005
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and GBM of the KRX was W 56 billion (US$ 42 million) representing
less than 2% of the total value of bond trading in Korea.

The settlement and depository services offered by KSD are used
for holding and settling securities. Transactions are settled on a DvP
basis. KRX becomes the CCP to the clearing members and is there-
fore subject to the rights and to the obligations arising from trades
effected on the KRX bond market.

B. Foreign Involvement and Exchange Controls

The presence of foreign investors is low. Anecdotally, this is
attributed to delays in reforming business practices. Foreign investors
may also be discouraged from investing in Korea because omnibus
bank accounts (an account which holds funds for more than one
person) are not permitted for nonresident investors. Nonresident
investors in Korea are required to report their individual identities
when they open Korean won-denominated accounts. This regulation
prohibits global custodians and/or ICSDs from opening omnibus
accounts with the National Central Securities Depository in Korea. If
an organization has an omnibus account in its own name and manages
all the internal transactions among its members, the government fears
that it will not be able to monitor individual transactions. This
regulation, however, subjects foreign investors to onerous procedural
requirements and does not protect the investors’ anonymity.

There are no exchange controls as far as bond investment and
trading are concerned for either foreign or Korean investors. The
Foreign Exchange Transactions Act governs the exchange rate system
and foreign exchange transactions. The primary objectives of this
act include the liberalization of the capital account and further
development of the domestic foreign exchange market.
Responsibility for administering the act is shared among the Ministry
of Finance and Economy, the Bank of Korea (BOK), and the Financial
Supervisory Commission.

C. Tax

Withholding tax is imposed on interest income earned by
nonresidents and residents alike. The ministry of finance and the
national tax system of Korea are jointly responsible for establishing
the tax system, including taxing nonresident income.
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D. Trading System

Trading in the secondary bond market takes place either
through the KRX sub-markets (IDM and GBM) or the Korea Securities
Dealers Association OTC market. More than 76% of total bond
trades took place in the OTC market in 2004).

Only KRX members such as securities firms can directly
participate in the submarkets in which other institutions or individual
investors can trade bonds.

Over the Counter Market

All types of bonds are eligible for trading in the OTC market
regardless of whether they are listed on KRX. Most trading
conditions such as quotation and trading unit are generally agreed
by negotiations between sellers and buyers, and trading is available
at any time of the day. Most institutional investors such as banks,
securities companies, investment trust companies, insurance
companies, and pension funds are eligible to participate in the OTC
market without any membership requirements.

Stock Exchanges

IDM and GBM have almost the same trading arrangements as
those for stocks. As systematic markets, they offer competitive
trading of listed bonds. Although in principle securities companies
are the only ones entitled to participate in the KRX market, access
to IDM is in fact open to both banks and securities companies
irrespective of KRX membership as long as they are licensed as
government bond dealers by the Financial Supervisory Commission.

E. Settlement Systems

Current Market Issues

The recent mergers of clearing and settlement agencies in
European markets have led to heated discussion about Korea’s
current settlement arrangements under which settlements are made
separately for different types of securities. The government
reconstructed its securities settlement infrastructure to improve its
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efficiency and reduce costs in the face of the changing European
and US markets.

Two highly controversial issues are currently being discussed in
Korea: consolidating settlements within a single system
encompassing the full range of securities and consolidating post-
trade processing functions such as clearance, settlement, and deposits
within a single institution. In the course of discussions, however,
severe conflicts among institutions have emerged, and how to design
the best consolidated settlement system is still in dispute.

Over the Counter Market

a. Ownership

There is no specific settlement organization in the OTC market,
but the KSD book-entry system is used for settling securities. The
11th amendment to the Securities Exchange Act passed in 1993
called for the transformation of the Korea Securities Settlement
Corporation into KDS; this was done in 1994.

b. Functions

KSD is the only CSD in Korea In addition to clearing services, it
also provides registration of bonds and brokerage services for
securities lending. KSD acts as CCP in KOSDAQ’s (a stock market
exchange for high-tech start-ups and small and medium-sized
enterprises ) market transactions.

c. Membership

KSD is owned by approximately 100 companies including KRX,
the dealers’ association, securities companies, banks, and insurance
companies. The largest investor is KRX with controlling shares
exceeding 70%.

d. Statistics

Currently, about 40% of total OTC transactions are settled in
the DvP system, and this proportion is increasing. The remaining
turnover, or about 60% of total OTC bond trades, is settled on an
FOP delivery basis. The value of OTC bond settlement via the KSD
DvP system reached W 1035 trillion on 11 November 2003. In 2003,
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the average monthly settlement value of OTC bonds stood at W62.6
trillion, a significant increase (117%) over the figure of W28.9 trillion
of the previous year.21

e. Trade Matching

Both the seller and buyer in an OTC bond transaction transmit
trade data to KSD and then verify the result of the trade through
the KSD electronic system on the trade date. After trade
confirmation, KSD sends out a settlement statement to the
participants.

f. Clearing

There is no central counterparty for OTC bond trades.

g. Risk Management

Since OTC bonds are traded one-to-one between buyers and
sellers without a CCP and are settled bilaterally on a gross, trade-
by-trade basis, there is no collateral pool against  settlement failures.
Participants in the OTC bond market manage their credit risk
bilaterally through their choice of counterparty.

h. Settlement

Bond transactions are settled on a rolling basis. The settlement
cycle has been changed from T+0 to T+1 to facilitate the use of the
DvP settlement system.

Participants’ settlement obligations are calculated on a gross
trade-by-trade basis without netting, for both securities and cash.

For settlement of OTC bond transactions, both full DvP
settlement in central bank money and FOP delivery are available.
The regulation of securities makes it mandatory for DvP settlement
of OTC transactions between any securities company and any
institutions.

The DvP system for OTC bonds was introduced in 1999 to
eliminate potential credit risks caused by time lags and by settlement
failures of commercial settlement banks. Under the DvP scheme,

21 KSD Annual Report, 2003.
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settlements of securities and funds are made in real time and
simultaneously on a gross trade-by-trade basis. The system is based
on a direct link between the securities settlement system of KSD
and the wire service of the BOK (BOK-wire).

Securities in the seller’s KSD account are first restricted from
disposal for other purposes, and funds are then transferred to the
seller’s account via the KSD’s account at the BOK. At the same time,
the securities held in the seller’s account at KSD are transferred to
the buyer’s account. In the FOP delivery scheme, the securities part
of the transaction is settled through KSD book-entry, and the cash
part of the transaction is settled through the BOK or commercial
banks separately from the securities transfer.

i. Depository

KSD serves as CSD for bonds traded OTC just as it does for all
other securities.

j. Straight Through Processing

The STP Project Promotion Committee was established in
September 2000 as a subordinate organization of the T+1 Securities
Settlement Promotion Committee, and examination of STP has
progressed. Planning has included construction of an STP hub
(mainly by KSD), standardization of securities messages, and
improvement of market practices. Such measures as creating an
infrastructure for settlement of indirect investment assets,
promoting cooperation with international clearing and settlement
organizations, and analysis of securities messages specifications
(based on the International Organization for Standardisation (IOS
15022), have recently been conducted as part of the STP project.

There is currently no target date set for the implementation of
STP; however, Korea has been actively promoting STP in order to
advance settlement operations and to minimize risk. As a result of
these efforts, KSD was able to establish an indirect investment asset
deposit and settlement infrastructure in April 2004 which acts as a
hub for securities trading by institutional investors including asset
management companies providing centralized fund-by-fund
deposits and settlements. Therefore, it can be said the depository
and settlement system related to indirect investment of assets has
realized STP.



151Annexes

Stock Exchange

Bonds, like stocks, are traded using an automated order driven
system. Bond trades in IDM and GBM are cleared by KRX and settled
on a multilateral basis. After trade confirmation, KRX nets out
securities and funds to be delivered on a multilateral basis and then
sends net settlement data to KSD on the trade date.

KRX provides CCP services in IDM and GBM and uses the joint
compensation fund in the event of a participant’s settlement failure.
The fund is used to ensure timely settlement of all securities traded
on the KRX market. Securities and funds in IDM and GBM are settled
simultaneously on a deferred multilateral net basis (i.e. Bank for
International Settlement DvP Model 3). Securities are transferred
across participant accounts opened at KSD. In the case of cash
settlement, the cash legs of government bond trades on IDM are
settled across participant accounts opened at BOK, and the cash legs
(portion) of other bond trades on GBM are settled across participant
accounts opened at commercial banks designated by KRX.

In order to conform to global standards for securities settlement
systems, BOK has taken the initiative in planning DvP settlement in
central bank money for stock and KOSDAQ market transactions. BOK
is currently discussing preliminary preparations for implementation
of DvP through BOK-wire with KRX and KSD and is requesting that
the government and the Financial Supervisory Service actively
encourage KRX and KSD to prepare for DvP.

KSD serves as a CSD for bonds, just as it does for all other securities.

Settlement Linkages

KSD has two-way links with the CMU operated by the HKMA.

Foreign Currency Bonds

The net position of retail transactions and the settlement of funds
of OTC bonds are performed through BOK-wire as is BOK lending;
settlements accompanied by delivery of government treasury bills; and
services for issuance, transfer, repo, and redemption of government
bonds and money stabilization bonds. Between participants who hold
foreign currency accounts with BOK, fund transfers in US dollars and
Japanese yen may be also performed through BOK-wire. Nonpartici-
pants may also transfer funds through BOK-wire participants (to
transfer entry of third-party funds) in amounts of at least W1 billion.



152 Asean+3 Regional Settlement Linkage

THAILAND

A. Overview of the Bond Market

Debt securities of the government sector in the Thai capital
market consist of Thai government securities and government
guaranteed securities (TGS), including non-guaranteed state
enterprise debt securities. TGS include Thai government bonds, state
enterprise debt securities guaranteed by the Ministry of Finance,
Bank of Thailand (BOT) bonds, including those of the Financial
Institutions Development Fund, the Property Loan Management
Organization, Treasury bills and debt reconstruction bills.

Government bonds are the most actively traded securities
accounting for approximately 80–90 % of total trades. Benchmark
issues are government bonds with maturities of 1, 2, 5, 7 and 10
years. Trading value rose from a daily average of Thai baht (B) 822
million in 1996 to B 6,472 million in 2001. The liquidity of the market
has also improved reaching approximately B10 billion per day in
2002.22

The Thai corporate bond market has grown greatly since the
Asian currency crisis in 1997. However, its outstanding balance as
of the end of 2002 was only B543.4 billion, about one ninth of
bank loans23 (see Table 2).

BOT acts as the main depository and registrar for TGS. TGS are
maintained in two systems operated by BOT: the bond registry
system and the book-entry system. TGS in the book-entry system
can be settled through BAHTNET which provides the delivery of
securities and the simultaneous exchange of payment for these on
an individual or gross basis in RTGS–DvP. The transfer of the securities
and the related funds is final and irrevocable.

CBs can be either scrip or scripless. Scripless corporate bonds
can list and trade on the Stock Exchange of Thailand (SET).

22 Harmonisation of Bond Market Rules and Regulations in Selected APEC Economies, ADB,
November 2003.

23 Settlement Systems of East Asian Economies, Institute for International Monetary Affairs
(Commissioned by Ministry of Finance, Japan), March 2004.
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B. Foreign Involvement and Exchange Controls

BOT is entrusted by the Ministry of Finance to administer the
Exchange Control Act. Nonresidents can carry out all transactions
in B or foreign currencies. Thai national institutional investors have
recently been permitted to invest in foreign currency bonds.

C. Taxes

Three types of bond-related income are subject to taxation:
interest, discount, and capital gains. Tax rates vary by type of investor
and type of income.

D. Trading System

Over the Counter Market

Sellers and buyers can either trade TGS among themselves or
with financial institutions. However, most transactions are done
with financial institutions that possess a dealer’s license and that
are active MMs. Some market practices regarding price calculation,
clearing and settlement procedures, and conduct have been widely
accepted among professional participants. Apart from institutional
dealings, retail investors can buy and sell bonds among themselves
through the informal market where prices, payment, settlement,
and other conditions are determined between counterparties and
ownership transfer is notified to the registrar.

The Thai Bond Dealing Centre is in the process of establishing
an electronic trading system, in cooperation with a local software
developer. The new system will accommodate both corporate and
government bond trading. The system is in the process of user
acceptance testing. Currently there are 12 dealers and 3 institutional
investors using the system for daily trading. It is planned to continue
testing and adjust the performance and features of the system for
another 2 months before moving to the next phase.

Stock Exchange

The bond electronic exchange under the SET electronically
trades debentures or bonds of SET-listed corporations.
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E. Settlement Systems

Interbank Market – BAHTNET

a. Ownership

TGS are settled through BAHTNET which is owned and operated
by BOT.

b. Functions

BOT’s duty covers issuance, registration and related services such
as interest payment and redemption of TGS. The bond registry
system maintains records of all holdings in scrip form, serves the
issuing, sells ownership transfer, and makes coupon payments and
redemptions of securities to clients ranging from individuals to
institutions.

BOT also operates BAHTNET which:

(i) carries out transfers on an RTGS–DvP basis;

(ii) uses SWIFT message formats and transmits messages via
the SWIFT network;

(iii) supports STP;

(iv) operates the BOT web-based system for those who are
unable to use SWIFT;

(v) provides the BOT web station for checking account
balances and transaction details, managing queues,
servicing messages, and reports;

(vi) provides funds transfer services on an RTGS basis and
securities transfer services on RTGS–DvP. Transactions are
completely settled on a real-time basis and on a
transaction-by-transaction basis. Thus, whenever
payment instructions and securities transfer instructions
have been executed and accounts have been completely
updated, the settlement will be finalized and become
an irrevocable transfer order.
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c. Membership

In June 2004, BAHTNET’s members consisted of commercial
banks (31), finance companies, securities companies, finance and
securities companies (23), specialized financial institutions (8), BOT
internal departments (8), government agencies (2), and Thailand
Securities Depository Co., Ltd., for a total of 73 institutions. Of this
total, 64 were direct members of BAHTNET, of whom 36 were SWIFT
members, and 28 were non-SWIFT members who used their BOT
web stations. The remaining 9 institutions were associated members.

d. Statistics

Transactions for securities transfer through BAHTNET in 2003
totalled 32,330 with a value of B 1.7 billion.

e. Trade Matching

TGS are traded through the informal market which is OTC.

f. Clearing

There is no clearing house for TGS as settlement is done on a
gross basis.

g. Risk Management

BAHTNET transactions are settled across participant accounts
at BOT on an RTGS–DvP basis and so carry no credit risk.

BOT focuses on eliminating liquidity risk by providing facilities
such as the intraday liquidity facility and by ensuring the smooth
operation of BAHTNET, e.g., gridlock resolution.

h. Settlement

TGS payments and settlements are currently based on T+2. The
settlement processing cycle of TGS in the bond registry and the
book-entry systems at BOT are final within the settlement date
which may be varied on an agreement between the seller and the
buyer. Clearing and settling TGS are normally undertaken by BOT.

Following the primary issue, TGS are deposited with BOT which
acts as the registrar. They may be kept in either the bond registry
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account (scrip) or the book-entry account (scripless) that are
maintained in the two systems operated by BOT. The bond registry
system requires dealers to make an endorsement on the back of
the certificates at BOT while the book-entry system requires dealers
to immobilize their TGS certificates at BOT.

In the bond registry system, the sellers and the buyers have to
physically submit the original written instructions and scrip
certificate in order to instruct BOT to transfer TGS ownership. As
for payment, purchases can be done either through checks or
BAHTNET funds transfer. The cut-off time for check payments is
approximately 14:00 after settlement date while the cut-off time
for BAHTNET is the time when transactions are settled completely.

In the book-entry system, the participants can settle their
securities electronically or on paper. In case of electronic settlements,
the buyers and sellers have to match their instructions through the
BAHTNET system on the same trading date in which their securities
and funds will be settled. This is done on an RTGS–DvP basis in
which transactions are considered final and irrevocable. This can
eliminate counterparties’ credit exposures and reduce the
settlement risk as well. In the case of paper settlements, the
participants (non-BAHTNET members) have to physically submit the
instructions to notify BOT by fax while the originals must be sent
to BOT before 10.00 of the following day. If the participants have
agreed to transfer TGS on the day of the notice, the originals should
be sent before 15:30 on that day. As for the payment, purchases
can be done through checks, BAHTNET fund transfers, or payment
through the bond registry system.

i. Depository

BOT acts as the CSD for TGS and provides registry, depository,
clearing and settlement services. The book-entry system has the
prime records of scripless holdings. Currently, BOT encourages
holders of TGS to shift their holdings from scrip to scripless using
the pricing scheme in order to improve efficiencies of transfers and
to facilitate DvP in BAHTNET.

j. Straight Through Processing

The Thailand Securities Depository Co., Ltd is in the process of
developing a new system known as post-trade integration. The
system will use a standard message format that complies with the



158 Asean+3 Regional Settlement Linkage

International Standardization Organization15022 for the initial
stage of STP. The project is to be implemented in the third quarter
of 2005.

Corporate Bonds

For CBs, dealers have to clear and settle among themselves
depending on the counterparties of those transactions. However,
the Thai securities depository is a subsidiary of the Stock Exchange
of Thailand (SET) and facilitates the book entry system for the
dealers to settle scripless corporate bond. Payments to SET can be
settled by cheques or through BAHTNET fund transfer.

Stock Exchange

CBs that are listed on the stock exchange are settled through
the Thailand Securities Depository Co., Ltd., which is effectively
owned by the SET. Trades are settled on T+2. All securities-related
payments are made via BAHTNET. There has been a debate
regarding the extension of the role of the Thai depository to handle
government bonds. The parties involved are in the process of doing
a feasibility study to list and trade government bonds in the market.

Settlement Links

No settlement links currently exist, but BOT is currently studying
the development of a cross-border capability for BAHTNET.

Foreign Currency Bonds

No foreign currency bonds are settled through the central
systems in Thailand.
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ANNEX B

GROUP OF THIRTY AND INTERNATIONAL
SECURITIES SERVICES ASSOCIATION

RECOMMENDATIONS

A. Original Group of Thirty Recommendations (revised
by International Securities Services Association)

The Group of Thirty (G30) is a private sector group concerned
with the workings of the international financial system. To address
problems, G30 formed a committee of members of the banking
and brokerage industries, stock exchanges, and clearing
organizations. The objective was to create the impetus for change.
In 1989 they published a list of nine recommendations in their report
Clearance and Settlement Systems in the World’s Securities Markets.

The International Securities Services Association (ISSA) was
formed in 1979 by a group of international banks involved in the
securities industry with four principal objectives:

(i) to promote progress in securities administration;

(ii) to contribute to a common language among securities
administrators and to open communication channels
among them;

(iii) to develop personal contacts among securities
administrators;

(iv) to enlarge  the professional knowledge of securities
administrators.

The following G30 recommendations, as updated by the ISSA,
have formed a standard by which the settlement systems of
countries are judged internationally.
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Recommendation I. All comparisons of trades between direct
market participants (i.e. brokers, brokers/dealers, and other
exchange members) should be accomplished by T+0 (on the trading
day). Matched trade details should be linked to the settlement
system.

Recommendation II. Indirect market participants (such as
institutional investors and other indirect trading counterparties)
should achieve positive affirmation of trade details on T+1 (one
working day after the trading day).

Recommendation III. Each country should have in place an
effective and fully developed central securities depository, organized
and managed to encourage the broadest possible direct and indirect
industry participation. The range of depository-eligible instruments
should be as wide as possible. Immobilization or dematerialization
of financial instruments should be achieved to the utmost extent
possible. If several central securities depositories exist in the same
market, they should operate under compatible rules and practices
with the aim of reducing settlement risk and enabling efficient use
of funds and available cross-collateral.

Recommendation IV.  Each market it is encouraged to reduce
settlement risk by introducing either real-time gross settlement or
a trade netting system that fully meets the Lamfaluss
recommendations.

Recommendation V.  Delivery versus payment (DvP) should
be employed as the method of settling all securities transactions.
DvP is defined as (a) simultaneous, (b) final, (c) irrevocable, and (d)
immediately available exchange of securities and cash on a
continuous basis throughout the day.

Recommendation VI.  Payments associated with the
settlement of securities transactions and the servicing of securities
portfolios should be made consistent across all instruments and
markets by adopting the “same day” funds convention.

Recommendation VII.  A rolling settlement system should be
adopted by all markets. Final settlement for all trades should occur
no later than T+3.
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Recommendation VIII. Securities lending and borrowing
should be encouraged as a method of expediting the settlement of
securities transactions. Existing regulatory and taxation barriers that
inhibit the practice of lending and borrowing securities should be
removed.

Recommendation IX.  Each country should adopt the standard
for securities messages developed by the International Organization
for Standardisation (ISO Standard 7775). In particular, countries
should adopt the International Securities Identification Number
system for securities issues as defined in the ISO Standard 6166.
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B. The new Group of Thirty recommendations: Global
Clearing and Settlement—A plan of action24

The Twenty Recommendations

CREATING A STRENGTHENED INTEROPERABLE GLOBAL NETWORK

1. Eliminate paper and automate communication, data capture, and
enrichment.

2. Harmonize messaging standards and communication protocols.

3.  Develop and implement reference data standards.

4.  Synchronize timing between different clearing and settlement
systems and associated payment and foreign exchange systems.

5. Automate and standardize institutional trade matching.

6. Expand the use of central counterparties.

7. Permit securities lending and borrowing to expedite settlement.

8. Automate and standardize asset servicing processes, including
corporate actions, tax relief arrangements, and restrictions on
foreign ownership.

MITIGATING RISK

9. Ensure the financial integrity of providers of clearing and settlement
services.

10. Reinforce the risk management practices of users of clearing and
settlement service providers.

11. Ensure final, simultaneous transfer and availability of assets.

12. Ensure effective business continuity and disaster recovery planning.

13. Address the possibility of failure of a systemically important institution.

14. Strengthen assessment of the enforceability of contracts.

15. Advance legal certainty over rights to securities, cash, or collateral.

16. Recognize and support improved valuation and closeout netting
arrangements.

IMPROVING GOVERNANCE

17. Ensure appointment of appropriately experienced and senior board
members.

18. Promote fair access to securities clearing and settlement networks.

19. Ensure equitable and effective attention to stakeholder interests.

20. Encourage consistent regulation and oversight of securities clearing
and settlement service providers.

24 See Annex A to Section 4 of the G30 Global Clearing and Settlement—A Plan of Action.
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The new G30 recommendations were released in January 2003.
They devised a three-pronged strategy including:

i. technical and business practice standards intended to
strengthen connections across borders and systems;

ii. stronger risk management including the stronger legal
guarantees necessary to provide a solid legal basis for
clearing and settlement;

iii. improved governance by private boards supported by
official supervision and fair and open access to systems.

Some recommendations call for the creation of specific
standards and others call for application of higher standards. A 5–
7 year time horizon is proposed; meeting this schedule will require
a prompt start on implementation by those responsible for initiating
actions in each area. Initial goals are specified in each
recommendation so that the locus of first actions should be clear to
both the private and public sector.

G30 also announced its plan for monitoring and promoting
implementation of the recommendations as well. G30’s monitoring
committee expressed appreciation that ISSA, Society for Worldwide
Interbank Financial Telecommunication (SWIFT) and the United States
Securities Industry Associations are willing to be part of this effort.

International Securities Services Association’s Reaction

ISSA assisted G30 recommendations by assuming a monitoring
responsibility for 6 of the G30 20 recommendations, namely:

Recommendation 2. Harmonize messaging standards and
communication protocols;

Recommendation 3. Develop and implement reference data
standards;

Recommendation 6. Expand the use of central counterparties;

Recommendation 7. Permit securities lending and borrowing
to expedite settlement;
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Recommendation 8. Automate and standardize asset servicing
processes, including corporate actions, tax relief arrangements, and
restrictions on foreign ownership;

Recommendation 18. Promote fair access to securities clearing
and settlement networks.

In December 2003, ISSA’s European members suggested in the
European Assembly in Madrid that recommendation 20 (encourage
consistent regulation and oversight of securities clearing and
settlement service providers) should be promoted as well. ISSA is
also expected to coordinate subsequent work by involving other
specialist organizations such as SWIFT.

G30 describes ISSA’s mandate as a monitoring body as follows.

First : ISSA should critically assess the adequacy of
implementation measures in terms of their timeliness, their
consistency with the spirit of the recommendations, and their
consistency with initiatives undertaken by other industry groups or
supervisory organizations, at the national, regional or global level.

Second: If a monitoring organization has concerns about the
pace or direction of implementation, it should take up those
concerns directly with the relevant institutions or industry bodies.

Third: Matters of continuing concern should be brought before
the high-level G30 monitoring committee for further follow-up.

In June 2004 at its general meeting in Walsburg, Switzerland,
ISSA summarized how the five recommendations (No.2, 3, 6, 7, and
8) should be addressed. They have not made detailed discussions
with relevant specialist organizations nor with experts yet. Their
preliminary views are the following.

Recommendation 2: ISSA will act as sponsor as requested,
but since this is essentially a recommendation about SWIFT
standards, ISSA plans to work in close cooperation with SWIFT and
the national SWIFT Securities Market Practice Groups to collect the
necessary data. Discrepancies in the application of SWIFT standards
could then be pointed out and brought before an ISSA/SWIFT
working group. Where discrepancies are caused by market
constraints, ISSA could try to achieve harmonization of business
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practices, thus paving the way for the ISO standard to be used in its
pure form wherever possible.

Recommendation 3: This recommendation attempts to cover
an extremely broad and complex field. ISSA suspects it may not be
possible to ever declare it fully implemented in its present wording.
ISSA will definitely need to work with specialist groups to define
priorities. Much could be gained already simply by establishing a
clear picture of who is doing what today, where efforts are
duplicated, and where more effort is required to really address the
key issues. Even that is a challenge in itself.

Recommendation 6: Establishing whether or not a market
has a central counterparty (CCP) is the easy part. To add value, ISSA
could perhaps try to describe a model CCP and establish a tool or
checklist to assist new markets with their decisions whether or not
to build a CCP on their own. A few years ago, the United States’
Depository Trust and Clearing Company compiled an excellent
reference guide for emerging markets to help them setting up a
clearing house. Something similar could be considered, but this
needs to be checked with the central counterparty and clearing
house associations for feasibility. Also, ISSA does not want to
duplicate work that might already exist. The Association of
European Clearing Houses expressed its basic willingness to assist
with work related to Recommendation 6 in the European markets.
Obviously, the new standards for central counterparties, released
by the Committee on Payment and Settlement Systems of the
International Organization of Securities Commissions only recently
may have to be tied into the work.

Recommendation 7: Beyond simply listing the markets that
do or do not allow securities lending and borrowing to avoid
settlement failures, ISSA believes that a monitoring survey should
seize the opportunity to create a better understanding of the
securities lending and borrowing procedures where they exist,
where the remaining obstacles are, and how they could be
overcome. Two of the three international securities lending
associations have already agreed in principle to cooperate, and ISSA
is confident that it will also get the US-based Risk Management
Association on board.
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Recommendation 8: This recommendation covers three
distinct sub topics: corporate actions, tax relief arrangements, and
foreign ownership restrictions. All three are of core interest to the
ISSA membership.

Many market intermediaries in ASEAN+3, such as financial
institutions and securities houses, participate in ISSA activities as
member institutions. However, the activities of ISSA, especially those
in Asia, might have been limited mostly to those of stock
transactions. Apparently very little discussion has been made on
bond transactions in Asia. Also, market participants and
intermediaries in Singapore, Hong Kong, and Tokyo told us that
current settlement systems in Asia are still far from implementing
these recommendations.




