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THE BCLS
ACTIVITIES

1.1 MONETARY POLICY OPERATIONS

In the Grand-Duchy of Luxembourg, the BCL is responsible for conducting the monetary policy as defined
by the Governing Council of the European Central Bank [ECB] for the entire euro area.

The objective of monetary policy is to steer interest rates and to manage the liquidity of money markets. In
order to achieve these objectives, the Governing Council decides on conventional and - since the start of the
financial crisis in 2007 - non-conventional monetary policy measures.

Conventional monetary policy instruments are:

Open-market operations

The refinancing operations implemented by the BCL (open market operations), consist in an allotment
of funds against eligible collateral to be submitted by its counterparties, the financial institutions in
Luxembourg.

Open market operations include:

- Main refinancing operations (MRO), carried out through weekly tenders with a one-week maturity.

These operations play a leading role in the steering of interest rates (via the minimum bid rate or since
October 2008 the fixed rate), in the management of banks’ liquidity, and for the signalling of the orientation

of monetary policy.

- Long-term refinancing operations (LTROJ, normally carried out through monthly tenders with a three-
month maturity.

These operations aim at providing additional long-term funding to the financial sector. They do not aim at
giving indications on the orientation of monetary policy.



- Fine-tuning operations, carried out by the Eurosystem on an ad hoc basis in order to address temporary
liquidity imbalances.

Standing Facilities

These instruments allow for the injection and withdrawal of liquidities on a day-to-day basis.

Two types of standing facilities are available:

- The marginal lending facility: counterparties benefit from the marginal lending facility of the BCL, which
they can use in the form of a current account overdraft (quaranteed by collateral) until the following
working day.

- The deposit facility: counterparties benefit from the possibility to make overnight deposits with the BCL.

Minimum reserves

Euro area financial institutions are subject to a system of mandatory minimum reserves to be held on
accounts with their national central bank.

These reserves aim at stabilising money market interest rates and contribute to a structural liquidity deficit.

The amount of reserves to be held by each financial institution is calculated by applying the minimum
reserves coefficient to certain elements of its balance sheet.

Besides the regular monetary policy operations, the Governing Council of the ECB has implemented a
number of non-conventional operations:

- EURTrefinancing operations with a maturity of one maintenance period
- Temporary currency auction facilities

- Extension of operation maturities

- The covered bonds purchase programmes (CBPP1 and CBPP?2)

- The securities markets programme (SMP)

- The outright monetary transactions programme (OMT)

The operations are described in detail below.

111 Conventional Operations

1.1.1.1  Open market operations

1.1.1.1.1  Main refinancing operations (MRO)

Since October 2008, the main refinancing operations [MRO) were conducted by the ECB at a fixed rate and
with full allotment. These modalities continued to be applicable throughout 2013 and are to be maintained

as long as necessary, but at least until July 2015.

The Governing Council decreased the interest rate on the main refinancing operations on two occasions, to
0.50 % in May 2013 and to 0.25% in November 2013.
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Graph 1:
MRO - Interest rate evolution since 1999
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The participation of Luxembourg banks in the MRO remained below 1% throughout 2013 but rose to close to
3% in December due to the usual increase in interest for such operations around year-end.

Graph 2:

MRO - Allotted amounts in Luxembourg and participation ratio of Luxembourg compared to the euro area in 2013
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Graph 3:
MRO - Bids and amounts allotted in 2013 in the euro area (in € million)
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1.1.1.1.2 Longer-term refinancing operations (LTRO]

Luxemburgish counterparties participated in the three-month LTRO operations in the last month of each
quarter and, more significantly, in the last operation of the year.

Graph 4:
LTRO 3 months - Allotted amounts in Luxembourg and participation ratio of Luxembourg compared to the euro
areain 2013 {in € million)
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1.1.1.1.3 Fine-tuning operations
Liquidity-absorbing operations

In May 2010, the Governing Council of the ECB implemented one-week operations aiming at absorbing the
liquidities injected through the Securities Markets Programme (see points 1.1.2.5 and 1.1.2.6).

Overall, 53 operations of this type were conducted in 2013, absorbing on average € 4 400 million in Luxem-
bourg and € 192 684 million in the euro area.

Graph 5:
One-week deposits in 2013 - Luxembourg and euro area (in € million)
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Liquidity-providing operations

No fine-tuning liquidity-providing operations were conducted in 2013.

1.1.1.2  Standing facilities

Luxemburgish counterparties may have recourse to the standing facilities offered by the BCL, i.e. the
deposit or marginal lending facilities, at rates fixed in advance. These rates are defined relative to the refer-
ence rate of the Eurosystem (the MRO rate).

The Governing Council lowered the interest rate on the marginal lending rate by 50 basis points to 1% in

May 2013 and by another 25 basis points to 0.75% in November 2013. The interest rate on the deposit facility
remained unchanged at 0% throughout 2013.



Graph 6:
Evolution of the ECB reference rates since 2007
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Marginal lending facility

Luxemburgish counterparties barely used the marginal lending facility in 2013 and their eventual recourse
was occasional and for very limited amounts.

Deposit facility

Following the reduction of the deposit facility rate to 0% in July 2012, counterparties in Luxembourg have
limited their use of the deposit facility. This trend has continued in 2013.

This reduction in the deposit facility rate also explains why the amounts left by counterparties on their cur-
rent accounts remained very high. Due to the absence of an opportunity cost, the counterparties can be
indifferent between leaving their liquidities on a non-remunerated current account and using the deposit
facility at 0%.

Graph 7:
Evolution of the deposit facility in 2013 - Luxembourg and euro area [average daily amount) (in € million)
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1.1.1.3  Minimum reserves
Since January 2012, the reserve ratio has been set at 1%.

The lowering of the deposit facility rate to 0% in July 2012 has modified the behaviour of Luxemburgish
counterparties. The amounts which have to be regarded as [unremunerated) excess reserves increased
significantly in 2012 and stayed at a very high level in 2013. Indeed, the counterparties can now be indifferent
between leaving their excess liquidities on the current account and using the deposit facility.

1.1.2 Non-conventional operations
1.1.2.1  Special-term refinancing operations in euro

The ECB decided that special-term refinancing operations (STROs) with a maturity of one maintenance
period will be conducted with a fixed rate and with full allotment at least until 7 July 2015.

There was no participant to these operations in Luxembourg in 2013.
1.1.2.2 Temporary currency auction facilities

In October 2013, the Bank of Canada, the Bank of England, the Bank of Japan, the ECB, the US Federal
Reserve System and the National Bank of Switzerland transformed their previous bilateral and temporary
currency agreements into a permanent arrangement that shall be valid until further notice.

The Eurosystem, in cooperation with the US Federal Reserve System, carried on supplying dollar liquidities
to the banks of the euro area in 2013. These operations were conducted as reverse transactions against
collateral securities with a maturity of 7 or 84 days. All bids were satisfied at a fixed interest rate specified
in advance.

In 2013, these operations attracted limited interest in Luxembourg and in the remainder of the euro area.
Luxembourgish counterparties have not participated in these operations since May 2012.

As financing conditions in USD improved significantly, the ECB announced that it will cease to conduct three-
month US dollar liquidity-providing operations as of April 2014.

1.1.2.3 Extension of operations maturities
The maturity of some operations was exceptionally extended to 36 months.

End of 2011 and in the beginning of 2012, two refinancing operations were conducted by the ECB with a
maturity of 36 months. The objective of these operations was to support bank lending and to improve the
liquidity situation in the euro area money markets. These operations were conducted with a floating rate and
with full allotment, the floating rate is calculated at maturity and is fixed at the average minimum bid rate
of the main refinancing operations over the life of the operation. After one year and until the maturity of the
operations, the counterparties have the opportunity to repay part or the whole of the amount borrowed at
any date that coincides with the settlement day of an MRO.

No new operation of this type was conducted in 2013.



Graph 8:
Evolution of the outstanding amount of the 3-year operations in the euro area as of 12/31/2013 (in € million)
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As of 31 December 2013, the total of early repayments in the euro area for the operation maturing on
29 January 2015 amounted to 57% of the initial allotment (i.e. € 281 billion out of a total initial borrowing of
€ 489 billion). The total of early repayments in the euro area for the operation maturing on 26 February 2015
amounted to 36% [i.e. € 193 billion out of a total initial borrowing of € 529 billion).

1.1.2.4 Covered bonds purchase programmes

The covered bonds that are guaranteed by mortgage bonds or by local authorities are a key instrument for
the funding of credit institutions. This market segment was particularly affected by the financial crisis.

To reactivate this market segment, the Eurosystem decided to launch two covered bonds purchase pro-
grammes on the primary and secondary markets.

The first, comprising an amount of € 60 billion, started in July 2009 and finished on 30 June 2010. The sec-
ond, comprising initially an amount of € 40 billion, started in November 2011 and ended on 31 October 2012.
In the second programme, only an amount of € 16.418 billion was finally purchased, following a stabilisation
of supply and demand conditions for covered bonds in the euro area.

National central banks of the Eurosystem expressed their intention to hold the purchased bonds until
maturity.

1.1.2.5 Securities market programme

In May 2010, the Governing Council of the ECB decided to launch an exceptional securities market
programme.

The objective of this programme was to address the malfunctioning of specific segments of the euro area
debt securities markets and to restore an appropriate monetary policy transmission mechanism.

In order to sterilise the impact of those bond purchases, the Eurosystem conducted specific operations aim-
ing to re-absorb the liquidities injected through the programme.
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The Securities Market Programme ended in September 2012, following the decision of the Eurosystem on
outright monetary transactions (see below). As of 31 December 2013, the total residual outstanding value of
the purchases conducted under the securities market programme amounted to € 178.5 billion.

1.1.2.6  Outright Monetary transactions

In 2012 the Eurosystem announced the programme for outright monetary transactions. This programme
aims at safeguarding an appropriate monetary policy transmission and the singleness of the monetary

policy.

Outright monetary transactions may only be activated to purchase securities of countries that strictly adhere
to the conditions foreseen in a programme of the European Stability Mechanism (ESM) or which are under
a macroeconomic adjustment programme and about to regain market access.

When applied, such transactions focus on the short end of the yield curve, particularly on government bonds
with a time to maturity between one and three years.

As for the securities markets programme, the liquidity created through outright monetary transactions
would be fully sterilised.

1.2 FOREIGN EXCHANGE RESERVE MANAGEMENT BY THE BCL

The ECB's foreign exchange reserves have been managed in a decentralised way by the national central
banks since January 1999. In accordance with the Statutes of the Eurosystem and in line with its share in the
ECB's capital key, the BCL transferred € 74.6 million in foreign exchange assets to the ECB.

As aresult of the EU’s enlargement and the relative growth of GDP and population in Luxembourg, the BCL's
share in the ECB’s capital key has been 0.1739% since 1 July 2013, revised on 1 January 2014 to 0,2030%.

As of 31 December 2013, the total market value of the ECB's reserves (including accrued interest) managed
by the BCL corresponded to € 299.4 million? One goal of the foreign exchange reserve management of the
ECB is to ensure that the ECB has sufficient available liquidity to intervene in the foreign exchange markets
if need be. Security and liquidity are, therefore, basic requirements in managing reserves.

The tactical benchmark is established for each currency in line with the strategic benchmark. This tactical
benchmark reflects the ECB’s risk/return medium term preference in regards to market conditions.

A change in the tactical benchmark may affect different risk categories (for example, modified duration or
liquidity risk). The Value at Risk of the tactical benchmark may differ from that of the strategic benchmark
in the context of fluctuation margins announced, in advance, by the ECB.

Regarding the management of this portfolio, the prime task of the BCL is to invest foreign exchange reserves
on behalf of the ECB within prescribed fluctuation bands and fixed risk limits, the objective being to maxim-
ise return. The amount of passively managed assets in gold is determined by the ECB, taking into account
strategic considerations and market conditions.

1.3 MANAGEMENT OF THE BCL'S ASSETS

1.3.1 Institutional Structure

Asset management is based on a five level intervention structure, in addition to risk control:

2 Thisamountincludes the reserves of the Bank of Slovenia [BS) which are pooled with the reserves of the BCL and are managed by the latter
pursuant to a pooling agreement.



Level 1: The Council

The Council approves the guidelines of the asset management framework. Thus, the Council has allowed
the BCL to provide asset management services to third parties and to hold own fund asset portfolios in
order to diversify the Bank's income. The guidelines also include a risk mitigation framework applied to
asset management.

Level 2: The Executive Board

The Executive Board defines the risk management framework. Thus, it determines the maximum risk allow-
ance (MRA] in the management of the Bank’s own assets. It also specifies the risk management measures,
like the Value at Risk [VaR] method and the application of stress-testing scenarios. The Executive Board also
sets warning thresholds, which can lead to the calling of emergency meetings for assessment and arbitrage
purposes. The Executive Board sets the limits of the framework annually.

Level 3: The Asset and Liability Management Committee ALCO

ALCO determines the strategic benchmark according to the framework fixed annually by the Executive
Board by examining the impact of each risk profile (market, credit and liquidity risk] which would result
from the proposed investment policies, in regards to both the overall balance sheet and the profit and loss
account of the BCL. In the course of the year, ALCO reqgularly assessed the results of the investment policy.

Level 4: The tactical committees

The tactical committees monitor the evolution of the portfolios on a short-term basis and work out
proposals for tactical benchmarks that comply with the limits laid down by the strategic benchmark.

The tactical committees consist of the following:

e The Comité de gestion, for the BCL's own funds,
e The Comité réserves de change for the pooled reserves of the ECB,
e The Comité de référence tactique du fonds de pension for the pension fund of the BCL.

Level 5: The portfolio managers

The transactions are executed by the portfolio managers, in strict compliance with the limits set, covering
both the overall and specific investment limits.

1.3.2 Risk Control

The Risk Management Unit monitors the positions of all the portfolios in order to assess risks and to check
compliance with the pre-defined limits. This monitoring is carried out daily and independently from the
Front Office. This monitoring structure is reinforced by specific missions allocated at different levels of the
organisation and by the monitoring carried out by the Middle and Back Offices.

1.3.3 Conceptual Framework
The investment policy objectives

The main objectives are to generate a high income on a regular basis and to ensure a total return over the
long term by taking into account considerations concerning matters such as capital safety, stability of secu-
rities and liquidity. In order to achieve these goals and in accordance with the principle of risk diversification,
the BCL implements a coordinated, progressive and pro-active investment policy based on modern portfolio
theory.
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The investment approach takes the following into account:

- the analysis of international economies and financial markets;

- theasset allocation decisions through the assessment of the returns on different international markets;

- thedrawing up of a clearly defined strategy;

- the capital value preservation of the assets under management by a policy of risk diversification and the
application of specific qualitative requirements with regard to investments;

- the application of strict risk control measures.

Investment decisions are based on:

e market risks (interest rates, exchange rates, equity prices, commodity prices);
e credit risks (minimum credit ratings criteria by international rating agencies);
e liquidity risks (concentration limits by sector, by issuer, by issue and by geographical diversification).

Performance Measurement

The quality of the investment decisions is measured by comparing the performance with the external bench-
marks of leading investment banks. This allows a given performance to be assigned to a decision level
(strategic, tactical) as well as to daily management.

1.3.4 Portfolio Structure

The bulk of the BCL's own funds are invested in fixed income securities denominated in euro. The strategic
orientation enables diversification in other asset categories.

The BCL manages eight kinds of portfolios.
al Investment Portfolio

This portfolio consists of assets (equity and bonds), which can be deemed to represent its own funds (with
a long-term investment profile). The main goal of the portfolio is to maximise return by taking the above-
mentioned risk constraints into account (see section 1.3.2). As of 31 December 2013 the total market value
(including accrued interest) amounted to € 2 439 million.

In 2013, the share of this portfolio invested in fixed income securities with a maturity above three years has
decreased from 56% to 52%, whereas the percentage of bonds with a one to three-year maturity increased
from 26% to 40%. Moreover, by the end of 2013, variable rate and fixed rate bonds with a maturity under one
year represented 8% of the investment portfolio.

The securities included in this portfolio are widely diversified, not only geographically but also in terms of
sectors and issuers.

b] Liquidity Portfolio

This portfolio comprises the other assets that are largely attributable to a Eurosystem arrangement and
mirrors TARGET accounts and other liabilities.

This portfolio, whose liability profile covers certain liquidity needs, also aims at maximising income. The
instruments used are mainly fixed-income short-term bonds, variable rate bonds and certificates of depos-
its (Euro commercial paper (ECP), provided that they comply with strict and predefined rating criterial. As
of 31 December 2013, the total market value (including accrued interest) amounted to € 1 120 million. Since
2011 a part of the portfolio has been outsourced to an external portfolio manager.



Table 1
Breakdown of reserves as of 31 December 2013

0-1year 8% 26%
1-3years 40% 64%
> 3years 52% 10%

¢/ Domestic Foreign Reserves Portfolio

This portfolio aims to maintain an intervention portfolio in addition to the pooled foreign exchange reserves
transferred to the ECB. Thus, the main requirements for this portfolio are security and liquidity. As of 31
December 2013, the total market value (including accrued interest] of this portfolio in foreign currencies
amounted to € 127.6 million.

d) Pension Fund Portfolio

The management of this Fund is described further in section 2.2.2 of this report.
el Foreign Reserves Portfolio of the European Central Bank

The management of this portfolio is described further in section 1.2 of this report.
f] Covered Bond Purchase Programme

After participating in the first CBPP, the BCL also took part in the second programme. This programme
expired in November 2012.

gl Securities Market Programme

The Securities Market Programme, which was initiated in May 2010, ended in September 2012 following a
decision of the Eurosystem.

hJ Third Party Portfolios

The BCL provides non-standardised discretionary management services to institutional clients (central
banks and international organisations). Furthermore, the Bank acts as one of the Eurosystem’s service
providers (ESP). Six central banks within the Eurosystem offer institutional clients (central banks, public
authorities and international organisations) a comprehensive range of services for managing EURO denomi-
nated reserves under a harmonised framework as defined by the ECB, last updated in 2013.

1.4 BANKNOTES AND COINS
1.4.1 Production of banknotes and coins

Within the Eurosystem, the euro banknote production is assigned on the basis of a decentralised pooling
scenario adopted in 2002, in which each NCB of the euro area is responsible for providing a part of the total
requirements. Euro banknotes are produced in accordance with the needs expressed by the participating
NCBs and aggregated by the ECB. In this context, in 2013 the BCL was responsible for the production of
8.15 million of € 20 banknotes for the Eurosystem’s needs (compared to 21.11 million € 20 banknotes in
2012). Furthermore, the BCL contributed to the production of the new series of banknotes, referred to as
“Europa” series (12.61 million € 10 banknotes). The BCL allocated these banknotes via a tender, which was
carried out by “Oberthur Fiduciaire”. In addition, for its own needs, the BCL received 78.5 million banknotes
from other NCBs (compared to 39.8 million in 2012).
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Under an agreement with the State of Luxembourg, the BCL is also in charge of Luxembourg’s euro coin
production and puts these coins into circulation. Following a tender, the BCL commissioned the production
of 43 million coins of the 2013 series (compared to 38.6 million coins in 2012), to cover the needs of economic
agents and numismatists.

1.4.2 Circulation of banknotes and coins
1.4.2.1 Euro banknotes and coins
1.4.2.1.1 Banknotes

The total net volume of notes issued by the BCL during the year 2013 amounts to 59.7 million banknotes
against 18 million in 2012.

A closer look at the distribution of banknotes by denomination reveals that the number of € 10 and € 20
banknotes deposited at the BCL exceeds the number of banknotes issued. This is explained by the fact that
financial institutions have indeed lodged more of these banknotes at the BCL than they withdrew, dem-
onstrating the contribution to these denominations of tourists and especially cross-border workers from
countries where they are more widely used.

As to the high denominations, banknotes of € 100 and € 200 were marked by a sustained demand, both in
Luxembourg and in the euro area. Regarding banknotes of € 500, the number of banknotes put into circula-
tion in Luxembourg increased, continuing the trend observed in previous years, whereas at the European
level demand for this denomination decreased slightly.

The graph below illustrates the different trends in the evolution of the circulation of the different
denominations.

Graph 9:
Denominational breakdown of the number of euro banknotes put into circulation by the BCL

150

100 ////

50

in millions

-100
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 20Mm 2012 2013

Source : BCL




In value terms, the net issuance of banknotes in Luxembourg grew significantly in 2013 (+€ 11.2 billion, or
+14.6 %) and reached € 87.5 billion by end-December 2013. This increase is stronger than that recorded in
2012 which was +6% (+7.7% in 2011 and +10.5% in 2010). However it remained lower than that recorded in
2009, which was +15.1%.

Moreover, in terms of net issuance between 2002 and 2013 Luxembourg ranked fourth in the Eurosystem,
behind Germany (€ 461.5 billion), Italy (€ 144.7 billion] and France (€ 102 billion). Luxembourg’s annual net
issuance grew at a rate of +4.8% (+2.7% in 2012}, which was stronger than the one observed for the euro
area as a whole. It reached a value of € 956.2 billion at the end of 2013 [compared to € 912.6 billion at end-
December 2012}, with the following breakdown by denomination:

Graph 10:
Distribution of the value of euro banknotes put into circulation by the Eurosystem by denomination on
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1.4.2.1.2 Coins
Luxembourg coins continue to be the abject of strong demand from the public.

The total value of coins put into circulation increased by 7.5% in 2013 (against 7.1% in 2012). It grew from
€ 235 million to € 252.8 million.

The volume of coins put into circulation in the course of the year 2013 increased by 60.7 million units,
equalling a growth of 9.5% to a total of 701.3 million of Luxembourg coins in circulation at the end of the year.

The graph below shows the evolution both in terms of the volume and value of Luxembourg euro coins in
circulation in 2013. The demand for Luxembourg coins grew steadily throughout the year.
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Graph 11:
Volume and value of Luxembourg euro coins put into circulation in 2013
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Within the euro area, Luxembourg contributes 1% to the total value issued by all issuing authorities and
0.6% of the total volume. The average value of the Luxembourg coins in circulation slightly decreased from
37 cent to 36 cent and in the euro area the average decreased from 24 cent to 23 cent.

The graph below shows a visual comparison of the volume of coins put into circulation in Luxembourg with
the corresponding volume of the euro area.

The total value of the coins put in circulation by the issuing authorities has increased from € 24.8 billion in
2012 to € 25.4 billion in 2013, whereas the total number of coins increased from 104.8 billion to 108.8 billion.

Graph 13 shows the breakdown of this volume by denomination.
It is noted that in the euro area the 1 and 2 cent coins represent almost half (46%) the number of coins put in

circulation, while at national level these two denominations represent around one third (34,9%) of the coins
put in circulation.



Graph 12:
Comparison of the euro coin circulation volume in Luxembourg and in the euro area (in € million)
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Graph 13:
Breakdown of the volume of coins of the euro area in circulation by denomination on 31 December 2013
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1.4.2.2 Luxembourg franc banknotes
During the year under review, the total value of Luxembourg franc banknotes issued by the Institut Monétaire
Luxembourgeois and not yet presented for exchange, fell from LUF 206.3 million to LUF 205.0 million, equal-

ling a decrease of 0.6%. The total value expressed in euro equals 5.1 million.

In 2013, holdings of the 5 000 LUF banknote continued to decline more sharply by 1.1%, while 1 000 LUF
banknotes decreased by 0.7% and 100 LUF by 0.2%.

1.4.3 Handling of banknotes and coins
The volume of euro banknotes returned by financial institutions to the BCL increased by 0.1% compared to
the previous year, from 92.1 to 92.2 million banknotes. Over the past ten years, banknote lodgements made

at the BCL grew by 83.1%.

The following graph describes the evolution of these lodgements at the BCL since 2003.

Graph 14:
Lodgements of euro banknotes by financial institutions at the BCL (in million of banknotes)
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The number of banknotes processed by sorting machines amounted to 73.3 million in 2013 compared to
77 million in 2012. These sorting machines perform checks on the banknotes’ authenticity and cleanliness.
9.1 million banknotes of all denominations (8.3 million in 2012) were destroyed because they were unfit for
circulation, which equals a destruction rate of 12.4% compared to 10.7% the previous year. This rate shows
a wide variation between the denominations processed: it ranged from 5.3% for the € 500 banknote to 70.2%
for the € 5 banknote, due to the introduction of the € 5 banknotes of the series "Europa” and the systematic
destruction of the banknotes of the first series lodged at the BCL's counters.

1.4.4 National and international cooperation

In the fight against counterfeiting of euro banknotes and coins, the BCL closely cooperates with the ECB and
the national authorities in charge. For the analysis of counterfeit and mutilated euro banknotes and coins,
the BCL collaborates with the Banque de France and the Deutsche Bundesbank since 2002 in accordance with
cooperation agreements.



In meetings organised by the ECB, the BCL's Currency and Numismatics Department participates in the
preparation of the new series of euro banknotes. The design of this new series, which is also based on the
theme of "Ages and styles in Europe”, is slightly adapted. The dominant colour of each of the denominations
is maintained. New or improved security features are incorporated to ensure maximum protection against
counterfeiting and enable the public to quickly distinguish a genuine banknote from a counterfeit.

The issuance sequence of the second series will be at a pace of one denomination per year. The new series’
first banknote, the € 5, was put into circulation on 2 May 2013. The issuance of the other banknotes of the
“Europa” series will continue in 2014 and over the next years. The end of the legal tender status of the first
series will be announced in due course. Banknotes of the first series will remain redeemable at the NCBs
with no time limit.

The BCL has pooled its share of banknotes to be produced for the Eurosystem with seven other Eurosystem
NCBs [the central banks of Cyprus, Estonia, Finland, Malta, the Netherlands, Slovakia and Slovenial for
several years. This pooling, whose goal is to share resources and experience necessary to follow a produc-
tion of banknotes, foreshadows the future “Single European Tender Procedure”.

The BCL also collaborates with eight other NCBs (the national central banks of Belgium, Cyprus, Estonia,
Finland, Ireland, Latvia, Malta and the Netherlands] in the management and maintenance of the CashSSP
application. This system allows the BCL's Cash and Numismatic Department not only to manage its bank-
note and coin stocks and to monitor its sorting activity of fiduciary money, but also to obtain in a secured
manner the deposit and withdrawal announcements of commercial banks.

1.4.5 Numismatic issues

The BCL issues numismatic products on the theme of the history and culture of the Grand Duchy. More than
2 800 sales operations were performed in 2013 via its numismatic centre. More than 6 600 packages were
sent out, corresponding to sales made through traditional mail or through the Internet shop with online sale
of numismatic products.

During the year 2013, the BCL issued the following numismatic products:

e a€2commemorative coin, dedicated to the wedding of the Hereditary Grand Duke, incorporating the
date “2012" and minted in 500 000 units, was put into circulation in February 2013. This coin, represent-
ing the effigies of Their Royal Highnesses Grand Duke Henri, Hereditary Grand Duke Guillaume and
Princess Stéphanie, was also issued in BU quality as a coin card limited to 10 000 units;

e asecond €2 commemorative coin, minted in 500 000 units, was put into circulation in November 2013.
This coin, representing the effigy of His Royal Highness Grand Duke Henri as well as the score of the

national anthem “Ons Heemecht” was also issued in BU quality as a coin card limited to 10 000 units;

e the 2013 BU set, issued in 7 500 units, comprises Luxembourg's euro coins of the 2013 series [including
the €2 2013 commemorative coin);

e the 2013 PROOF set, limited to 2 000 units, is composed of nine coins;

e a€bsilver-niobium coin, issued in June 2013 in an edition of 3000 units, was dedicated to the Castle of
Beaufort and is the fifth part of the series devoted to the castles of Luxembourg;

¢ a €10 gold coin, issued in August 2013 in an edition of 3 000 units, was dedicated to the "Gélle Fra”
(Golden Lady) and is the fifth part of the series devoted to the cultural history of Luxembourg;

e a€5silverand Nordic gold coin, issued in December 2013 in an edition of 3 000 units was dedicated to
the «European honey bee” and is the fifth part of the series devoted to the fauna and flora of Luxembourg;

e a€15gold coin, issued in December 2013 in an edition of 2 000 units was dedicated to the 15" anniver-
sary of the Banque centrale du Luxembourg.
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1.5 STATISTICS

The BCL develops, collects, compiles and disseminates a wide range of statistics that allow it to fulfil its
legal obligations within the European System of Central Banks, the European Systemic Risk Board as well
as at the national level. This information is also used by other national institutions such as the Institut
National de la Statistique et des Etudes Economiques [STATEC) and the Commission de Surveillance du Secteur
Financier (CSSF] for the fulfilment of their respective missions.

In 2013, statistics were generally provided within the deadlines and significant efforts were made to improve
the statistical series made available by the BCL. The major challenges of 2013 consisted in updating the
statistical data collections from credit institutions, investment funds and securitization vehicles. In addition,
in parallel to the work of recasting some existing statistical data collections, the BCL collected and compiled
the data that is necessary to perform its duties in the areas of monetary policy and financial stability.

In the framework of the cooperation agreement between the BCL and STATEC, the BCL is in charge of
producing the quarterly financial accounts statistics (with the exception of data on the public sector) since
March 2013.

In the context of the cooperation between the BCL and the CSSF, a joint circular concerning the reporting of
investment funds was published in March 2013. The objective is to use the collected data for statistical pur-
poses in the areas of prudential supervision and financial stability analysis and to thereby limit the increase
in the reporting burden. The existing data collection for a subset of investment funds has been extended to
all investment funds.

In the context of a tripartite cooperation agreement between the ECB, the European Stability Mechanism
(ESM] and the BCL, the BCL committed itself to use the accounting information provided by the ESM to
compile macroeconomic aggregates. These statistics are necessary for the ECB to compile aggregates for
the euro area since the ESM is considered to be a financial institution residing in the euro area.

1.5.1 New statistical data collections

The BCL implemented security by security reporting of securitization vehicles for which the first reports
were submitted in early 2014.

In addition, the BCL also set up security by security reporting of credit institutions as far as the securities
holdings on behalf of non-resident customers are concerned. The first reports were transmitted at the
beginning of 2014.

1.5.2 Other statistical developments

The BCL publishes a wide range of statistics on the financial sector on its website and provides STATEC
with some of the data that is required under the Special Data Dissemination Standard of the International
Monetary Fund (IMF].

During 2013 several changes were implemented in order to meet the growing public demand and to improve
the set of statistics made available to the general public. This includes a country breakdown for holdings of
shares/units issued by Luxembourg investment funds.



1.6 PAYMENTS AND SECURITY SETTLEMENT SYSTEMS
1.6.1 TARGET2-LU

Since 19 November 2007, the real time gross settlement system TARGETZ runs on the Single Shared plat-
form and is jointly operated by 24 central banks of the ESCB. Eighteen of these central banks have accepted
the euro as their common currency.

The Luxembourgish component, TARGET2-LU, has 32 direct participants, 39 indirect participants and 3
ancillary systems.

Domestic payments

In 2013, participants in TARGET2-LU exchanged a monthly average of 22 633 payments (against
21503 in 2012) for a value of € 145 billion (against € 111.4 billion in 2012). 14 500 or 64.1 % of these payments
were retail payments. Their value represented a monthly average of € 6.5 billion or 4.5 % of the domestic
value exchanged.

In TARGET?2-LU, the decreases of domestic volumes triggered by the financial crisis of 2008 continued until
2010. Since 2011 volumes are increasing again. The 2013 increase in domestic volumes by 5.3 % was more

important than the 2012 increase (+3.5%). It pushed domestic volumes above pre-crisis levels.

At 30.2 % the increase in the value exchanged between domestic participants was much higher than in 2012
(+7.9%).

The following chart illustrates the development of average daily volumes in domestic payments.

Graph 15:
Domestic payments: development of average daily volumes
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Cross-border payments

In 2013, participants in TARGET2-LU sent a monthly average of 67 447 payments towards other countries of
the EU (51 937 payments in 2012) for an average value of € 565.4 billion (€ 780.2 billion in 2012). The volume
of retail payments increased by 14.5 % to reach 31 277 payments representing 46.4% of the total cross-
border volume. Their relative part decreased by 6.2 %. The volume of interbank payments increased again
by 47 % to reach a monthly average of 36 164 transactions in 2013.
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The value of customer payments increased by 4.1% in 2013. It amounted to a monthly average of € 25.5 bil-
lion representing 4.5% of the total value exchanged. In contrast, the monthly value of interbank cross-border
payments decreased by 28.6 % to € 539.9 billion. The decrease was mostly a consequence of lower overnight
deposits with the BCL since July 2012 leading to a reduction of related transfers.

Cross-border payments increased globally by 29.9 % in volume. This was mainly due to transactions brought
to the system by new participants. In value, they decreased by 27.5 % within one year. The average value per
transaction sent was € 8.4 million (against € 15 million in 2012). The average value of an interbank payment
decreased from € 30.7 million in 2012 to € 14.9 million in 2013.

Participants in TARGET2-LU received 75 687 payments on a monthly average, 8 240 less than they had sent.
The difference was of the same size as in 2012. The average value of the payments received was € 517.1 bil-
lion or 8.5% lower than the value sent.

The following charts display the development of average daily volumes and values in cross-border payments
sent by Luxembourgish participants.

Graph 16:
Cross-border payments sent: development of average daily volumes
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Graph 17:
Cross-border payments sent: development of average daily values (in € million)
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Aggregated figures of domestic and cross-border payments

The total number of payments sent by participants in TARGET2-LU in 2013 amounted to 1 080 957 trans-
actions (881282 in 2012, an increase of 22.7 % in one year). 549 329 or 50.8 % of all payments were retail
payments.

Table 2 provides a global overview of average daily volumes of payments per year since 2011. In 2013, all
categories displayed show an increase in their figures.

Table 2 :
Volumes of payments in daily averages

Cross-border sent Total sent Cross-border received

(% volume (% volume (% volume
Volume Volume Volume Volume sentand
sent) sent) .

received)
20M 970 (30.3 %) 2233 (69.1 %) 3203 1722 35.0%
2012 1014 (29.3%) 2 447 (70.7%) 3461 1965 36.2%
2013 1067 (25.1%) 3179 (74.9%) 4246 1917 31.1%

Variation 2012-2013 +5.2% +29.9 % +22.7 % -2.4%

The average monthly value of all payments sent in 2013 was € 710.4 billion of which € 32 billion (4.5 %) rep-
resented retail payments. For 80% of these payments the value transferred was below € 250 000.

On average, 72.6% of the retail payments and 43.9% of the interbank payments were settled before noon.
They represented 46% and 63.3% of the respective values.
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TARGETZ-LU compared to other systems participating in TARGET2

All national RTGS systems participating in TARGETZ transferred a monthly average of 7.71 million payments
in 2013 representing an increase by 2.1% compared to 2012. The part of Luxembourg represented 1.2 % of
this volume. The average monthly value exchanged totalled € 41 120 billion. The part of Luxembourg in the
value exchanged was 1.7%.

62% of all payments in 2013 were domestic transactions and 36 % were interbank payments. In TARGET2-
LU, domestic payments represented 25.1% and retail payments 50.8% of the volume.

The average value of a TARGET2 payment was € 5.3 million in 2013. In TARGET2-LU, this value was
€ 7.9 million.

The daily maximum of payments sent in TARGET2 was 604 412 transactions (2 April 2013). In 2012, the maxi-
mum was reached in June with 542 773 payments. For Luxembourg, the daily maximum was reached on
28 June 2013 with 6 332 payments. In 2012, the maximum was reached in December with 5 663 payments
sent.

Availability and performance of TARGETZ

The availability of the TARGET?2 platform, and hence of TARGET2-LU, was 100% in 2013. This had also been
the case in 2009, 2010 and 2012.

The SSP received a daily average of 370 934 payment instructions, all were settled within five minutes after
reception.

1.6.2 Retail payments in Luxembourg

Except for notes and coins, the most used payment instruments in Luxembourg are payment cards, credit
transfers and direct debits. The use of cheques continues to decrease. Network-based electronic money
schemes, which are issued and operated by credit institutions or electronic money institutions, are mainly
used for remote payments. As in 2012, new actors in the field of mobile and internet payments emerged.

Credit transfers and standing orders

Credit transfers can be processed internally in banks, on a bilateral basis between the involved banks or
through a payment system (for instance TARGET2 or STEP2%). Banks in Luxembourg processed the majority
of their non-internal credit transfer and standing order transactions (domestic* and cross-border] in STEP2.

In 2013, banks in Luxembourg issued 67.46 million credit transfers for a total value of € 1 452 billion.
According to the data reported to the BCL in the collection on payment instruments and operations® 21 mil-
lion of these transactions were processed in STEP2.

Direct debits

Until 2012, direct debits were domestic payments cleared by banks in the DOM-Electronic system, bilater-
ally or internally.

In 2013, creditors in Luxembourg started their migration to the SEPA Direct Debit (see below, The Single
European Payments Area (SEPA)). The volume of legacy direct debits was stable (15.38 million transactions
against 15.46 million in 2012), but the value decreased (€ 7 242 million against € 8 591 million in 2012). By
comparison, banks in Luxembourg processed more than half a million SEPA Direct Debits.

3 STEP2is managed by the Euro Banking Association (EBA]

4 Acredittransfer oradirectdebitis considered as domestic when both the payer and the payee have their payment account with a Luxem-
bourgish institution.

5  BCL Regulation 2011/N°9, 4 July 2011



Payment cards in Luxembourg
Banks and payment institutions in Luxembourg issue debit and credit cards in international schemes.

As of 2012, the BCL has been using a new methodology for the collection of payment cards activity data in
Luxembourg®. The new methodology had a strong impact on the credit card data collected. Previously, data
were collected only from the main cards processor whereas the new methodology includes all the stake-
holders in Luxembourg.

At the end of 2013, there were close to 636 thousand (627 thousand at the end of 2012) debit cards in circula-
tion. The issuance of credit cards was stable, with around 1.3 million cards.

In 2013, the number of transactions’ with Luxembourg-issued® debit cards totaled 62.05 million (58.35 mil-
lion in 2012) for a value of € 5.16 billion (€ 4.93 billion in 2012). The number of credit card transactions
reached 47.03 million (43.68 million in 2012) worth € 4.65 billion (€ 4.57 billion in 2012).

As for the transactions in Luxembourg on cards issued in Luxembourg or abroad, the volume on debit
cards was 50.78 million (50.60 million in 2012] for a value of € 4.26 billion (steady compared to 2012} and the
volume on credit cards was 21.60 million (22.72 million in 2012) worth € 2.02 billion (€ 2.12 billion in 2012).

The Single European Payments Area (SEPA)

The SEPA (Single European Payments Area) project aims at achieving a single euro payment area in which
all payments are considered as domestic, without any distinction between national and cross-border
transactions.

With SEPA, a common set of payment instruments will be available and governed by a harmonised legal
framework. The SEPA area encompasses 33 countries and territories’, where users can make and
receive payments in euro from a single account as easily and subject to the same conditions as domestic
transactions.

The SEPA project is being implemented by the European banking industry through the European Payments
Council (EPC]'™. The Eurosystem and the European Commission are the catalysts of this project.

The set of SEPA payment instruments are already available to users:

- SEPA Credit Transfers (SCT), which were launched on 28 January 2008.

- SEPA Direct Debits (SDD), which were launched on 1 November 2009.

- SEPA Cards: according to the SEPA Cards Framework (SCF], every cardholder should be able to use
its cards in the SEPA area and every merchant should be able to accept all SEPA compliant cards, as
far as it is economically justified. Common processing and security standards are being elaborated at
the European level.

The migration of credit transfers and direct debits was to be finalised by 1 February 2014 in the euro area
countries, according to the migration end-dates set in the EU Regulation 260/2012". The Council of the
European Union adopted a Regulation on 18 February 2014 whereby payment service providers (banks)
may accept processing credit transfer and direct debit transactions which are not compliant with the SEPA
requirements until 1 August 2014.

6 BCL Regulation 2011/N°9, 4 July 2011

7 Payment transactions and cash withdrawals at ATMs.

8  Domestic [in Luxembourg) and international (abroad) transactions.

9 EU Countries, Iceland, Lichtenstein, Monaco, Norway and Switzerland
10 www.europeanpaymentscouncil.eu

11 Regulation (EU) No 260/2012 of the European Parliament and of the Council of 14 March 2012 establishing technical and business require-
ments for credit transfers and direct debits in euro and amending Regulation (EC) No 924/2009
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Banks in Luxembourg have already widely adopted the European credit transfer for retail operations.

In its capacity as a catalyst for the harmonization in the payments area and hence for SEPA, the BCL contin-
ues to monitor the creditors’ preparedness and migration to the SEPA Direct Debit. Although some credi-
tors in Luxembourg have started, and even finished, their migration in 2013, the overall migration is not
complete. The migration efforts need to be continued in 2014.

1.6.3 Collateralisation of Eurosystem credit operations
1.6.3.1 List of eligible assets

All credit operations of the ECB and national central banks are based on “adequate collateral™. Conse-
quently, each counterparty of the Eurosystem guarantees the credit received from a Eurosystem central
bank by providing assets as collateral. These assets have to fulfil specific eligibility criteria specified by the
Eurosystem in the General Documentation on Eurosystem monetary policy instruments and procedures.

The list of eligible assets is published on the website of the ECB. This list for Eurosystem credit operations
comprises two different asset classes, marketable assets (securities) and non-marketable assets (in par-
ticular credit claims).

Eligible assets can be used throughout the whole euro area in order to collateralise credit operations with
the Eurosystem. According to the nature of the assets and to the country in which they are settled, counter-
parties use different channels and procedures to mobilise collateral. The mobilisation of marketable assets
requires the involvement of one or of several securities settlement systems (SSS).

Non-marketable assets are either mobilised via appropriate handling procedures developed by each
NCB (domestic mobilisation] or via the intermediation of a correspondent central bank (cross-border
mobilisation).

In the course of 2013, the Governing Council took the following measures relating to eligible assets:

On 28 November 2012, effective as of 3 January 2013, the Eurosystem published amendments to its General
Documentation applicable to monetary policy operations. Details about the main changes are available on
the website of the ECB.

On 22 March 2013, the Governing Council adopted Decision ECB/2013/6, which prevents, as of 1 March 2015,
the use of uncovered government-guaranteed bank bonds that have been issued by the counterparty itself
or an entity closely linked to that counterparty as collateral in Eurosystem monetary policy operations. As
of that date, the Eurosystem will also no longer accept covered bonds issued by the counterparty where the
asset pool contains uncovered government-guaranteed bank bonds also issued by that counterparty or an
entity closely linked to that counterparty. Further details on this decision are available on the website of the
ECB.

On 2 May 2013, effective as of 9 May 2013, the Governing Council suspended, until further notice, the appli-
cation of minimum requirements for credit quality thresholds applicable to marketable debt instruments
issued or fully guaranteed by the Cypriot government. Provided that they fulfil all other eligibility criteria,
these instruments have regained eligibility status for the purposes of Eurosystem credit operations, subject
to specific haircuts specified in the legal act. In this decision, the Governing Council took into consideration
the Memorandum of Understanding concluded between the Republic of Cyprus and the European Commis-
sion and endorsed by the Member States reflecting the economic and financial adjustment programme for
Cyprus.

12 Article 18 of the Statute of the ESCB and the ECB, article 22 of the founding law of the BCL.



Nevertheless, the Governing Council decided to temporarily suspend the eligibility of marketable debt
instruments issued or fully guaranteed by the Cypriot government for use as collateral in Eurosystem
monetary policy operations from 28 June 2013 until 5 July 2013 due to the decrease in the credit rating of
the Republic of Cyprus. Further details on these decisions are available on the website of the ECB.

On 18 July 2013, the Governing Council of the ECB decided to review its risk control framework. It decided
in particular to:

- update the haircuts for marketable and non-marketable instruments;

- adjust the risk control measures for retained covered bonds to take into account the additional risk
which results from the use of such securities by the issuer itself and to ensure a level playing field
between securities with comparable risks;

- replace the current requirement of two ‘triple A" ratings with the requirement of two ‘single A" rat-
ings for the six classes of asset-backed securities [ABS) subject to loan level reporting requirements,
reflecting their improved transparency and standardisation;

- reduce the haircuts applicable to ABS eligible under the permanent and temporary Eurosystem
collateral framework.

These measures follow the biannual review of the Eurosystem’s risk control framework. Additional
measures to further strengthen this risk control framework were agreed by the Governing Council on
27 September 2013, effective as of 1 October 2013. The complete list of measures as well as additional
details on these decisions are available on the website of the ECB.

On 9 September 2013, effective as of 26 September 2013, the Governing Council decided to strengthen the
loan-level reporting requirements for residential mortgage-backed securities [RMBSs) and ABSs backed by
loans to small and medium-sized enterprises (SME ABSs) that are used as collateral in Eurosystem mone-
tary policy operations. Additional measures to further strengthen this reporting requirement was agreed by
the Governing Council on 27 September 2013, effective as of 1 October 2013. The complete list of measures
as well as additional details on these decicions are available on the website of the ECB.

On 19 September 2013, effective 1 April 2014 with a nine-month phasing-in period the Governing Coun-
cil decided to introduce loan-level reporting requirements for asset-backed securities (ABSs) backed by
credit-card receivables, when these are used as collateral in the Eurosystem’s monetary policy operations.
Loan-level data must be provided on the basis of the template available on the ECB’s website, at least on
a quarterly basis or within one month of the interest payment date of the instrument in question. Further
details on this decision are available on the website of the ECB.

1.6.3.2 Securities settlement systems

Selection of eligible depositories

For the mobilisation of securities by its counterparties, the Eurosystem has selected securities settlement
systems (SSS) operated by central securities depositories (CSDs). A securities settlement system is eligible
if it obtains, after verification of its compliance with the evaluation criteria established by the Eurosystem

(the User Standards), the formal approval of the Governing Council.

In Luxembourg, the systems operated by Clearstream Banking S.A. [CBLJ, VP Lux S.a r.L., and by LuxCSD
S.A. are eligible for the mobilisation of securities by the Eurosystem’s counterparties.

Cross-border use of securities
Besides using eligible domestic securities settled via the national depository, counterparties can receive

credit from their national central bank by using collateral issued in a depository located elsewhere in the
euro area. The Eurosystem sets two procedures for such cross-border use of collateral.
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Counterparties may use:

- the CCBM™; and
- links established between securities settlement systems of CSDs.

Currently two types of links are eligible, direct links and relayed links:

- inagiven securities settlement system located in a country of the euro area, direct links make securi-
ties issued in a system of another euro area country available, thanks to bilateral accounts that the two
systems maintain with each other;

- relayed links enable the transfer of securities between two systems without bilateral accounts by using
a third intermediary system.

Links have to be approved by the Governing Council before being used for collateralisation of central bank
credit operations. In 2013, Luxembourg counterparties could use the direct links between CBL and Clear-
stream Banking A.G. Frankfurt (CBF), Euroclear Bank, the SSS operated by the National Bank of Belgium,
Monte Titoli (Italy), OeKB (Austria), Euroclear Netherlands, Euroclear Finland, Euroclear France, KDD (Slo-
venia), BOGS (Greece), CDCP (Slovakial and VP Lux, as well as the relayed link between CBL and Maltaclear
via CBF. Moreover, the direct link between LuxCSD and CBL as well as eight relayed links of LuxCSD were
considered eligible for Eurosystem credit operations.

New assessment framework

In September 2013, the Eurosystem published a new framework for the assessment of securities settlement
systems and links between these systems. This framework relies on two evaluations, on the evaluation
performed as “overseer of systems” and the one performed as “user of systems”. These two evaluations are
complementary, which means that the user evaluation does not reconsider aspects that were satisfactorily
rated in the evaluation performed by overseers. The framework rationalises the assessment, and continues
to ensure a high level of protection of the Eurosystem in its credit operations.

The new framework will be applied as of 2014. More detailed information as well as the questionnaires for
securities settlement systems and their links are available on the website of the ECB.

1.6.4 Correspondent Central Banking Model

The objective of the CCBM is to enable counterparties of the Eurosystem to use securities on a cross-border
basis even if there is no eligible link between the national depository and the foreign depository in which the
counterparty holds securities. In the CCBM each national central bank acts on behalf of the other central
banks as a custodian for securities held at the national depository. This procedure involves first of all a cen-
tral bank called a correspondent central bank (CCB), which differs from the central bank granting the credit
to the counterparty. The CCB holds the account at the CSD in which the deposited securities are registered.
Moreover, the home central bank (HCBJ grants the credit to its counterparty based on the confirmations it
receives from the CCB.

The CCBM remains the main channel for the cross-border mobilisation of collateral used in the Eurosys-
tem’s credit operations. In terms of value, the most active correspondent central banks in 2013 were those
of Luxembourg (31.94%), Belgium (28.10 %), Spain (11.81 %), and Germany (6.73%). The most active home
central banks were those of Germany (30.79%), France (20.25%), Greece (14.64%), and Spain (6.73 %).

13 Correspondent Central Banking Model, see section 1.6.4.
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Graph 19:
Correspondent Central Bank - 2013
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1.6.5 Future collateral management of the Eurosystem

In 2013, the Eurosystem continued its work aimed at enhancing collateral management, both for the Euro-
system and for counterparties.

In particular, the need to repatriate eligible securities from the investor SSS to the issuer SSS in order to
use them in the CCBM, will be abandoned as from May 2014. In addition, the cross-border use of triparty
services for the mobilisation of collateral will be allowed as from the last quarter of 2014.

1.6.6 Target2-Securities

TARGET2-Securities (T2S) is a Eurosystem project aimed at developing a single pan-European securities
settlement platform in order to organise settlement operations in and between all participating Central
Securities Depositories (CSDs) in a centralised and harmonised way. The platform will accommodate the
settlement in central bank money of the cash component of transactions. This initiative is part of a more
general process of financial market integration in Europe, leading to a streamlining of procedures and to a
substantial reduction of costs and risks.

In July 2012, the Governing Council appointed the members of the T2S Board, the executive body in charge of
formulating proposals to the Governing Council on strategic matters related to T2S. One of the BCL Direc-
tors is Vice-Chairman of the T2S Board.

In March 2013 the Governing Council approved the plan for CSDs to migrate to T2S. CSDs will migrate in four
waves between June 2015 and February 2017. The Luxembourg CSDs (LuxCSD and VP Lux]) will migrate in
the third migration wave, on 12 September 2016.

The year 2013 was marked by preparation in numerous areas:

e development of the T2S software was completed and the software was submitted to validation and
testing.

e adaptation of the CSDs progressed considerably. This materialised in the alignment of CSDs’ processes
for the methods foreseen in T2S but also by the significant harmonisation efforts of the different CSDs’
processes.

e (CSDs and their communities prepared for tests and migration.

e SIA/Colt and SWIFT, the two companies selected for offering network connectivity services to T25
actors successfully passed their acceptance tests in 2013.

e in October 2013 the Eurosystem started the T2S user training programme based on a “train the trainer”
approach.

By the end of 2013, 24 CSDs had committed to join the T2S platform.

1.6.7 LuxCSD

LuxCSD, Luxembourg's central securities depository was jointly created by the BCL and Clearstream Inter-
national on the basis of an equal shareholding in 2010. It provides securities settlement services in central

bank money. The Clearstream Group is the operator of LuxCSD, allowing it to benefit from operational
synergies and a functional IT platform.



LuxCSD provides the following main services:

e the settlement of securities transactions in central bank money;

e the settlement of free of payment transactions;

e securities issuance services with settlement in central bank money or free of payment;
e securities custody services;

e therouting of orders in investment fund shares;

e direct settlement against Clearstream Banking counterparties or against counterparties in domestic
markets;

e upon its availability, a national access point to T2S.

The LuxCSD Board is composed of three members, one of them mandated by the BCL while the two others
are mandated by Clearstream Banking.

Securities eligible in LuxCSD are debt securities, equities or investment fund shares, whether they are
domiciled in Luxembourg or not. In 2013, the first securities issuances within LuxCSD took place.

In 2013, LuxCSD was assessed compliant with the Eurosystem’s User Standards and was accordingly quali-
fied as eligible infrastructure for the use of collateral in Eurosystem credit operations. The links of LuxCSD
with Clearstream Banking S.A., as well as with the CSDs of Austria, Belgium, France, Germany, Greece,
ltaly, the Netherlands, and Slovenia were likewise approved by the Eurosystem. Luxembourg counter-
parties can hence use LuxCSD and its approved links in order to collateralise credit operations with the
Eurosystem.

1.7 FINANCIAL STABILITY AND PRUDENTIAL SUPERVISION
1.71 Macro-prudential supervision

The financial stability mandate attributed to the BCL is based on the Treaty on the Functioning of the Euro-
pean Union (TFEU] - through its participation in the Eurosystem - and on national legislation.

At the European level article 127(5) of the TFEU entrusts the Eurosystem, in addition to its central tasks,
with the responsibility of contributing to "the smooth conduct of policies pursued by the competent authori-
ties relating to the prudential supervision of credit institutions and the stability of the financial system".
Moreover, the implementation of new prudential rules for the EU banking system' from 1 January 2014
provides a common legal basis for Member States including multiple macro-prudential instruments.

At the national level, article 2(6) of the organic law of the BCL stipulates that ‘the Central Bank shall coop-
erate with the Government and with prudential supervision authorities at the national level, as well as with
other central banks at the EU and international level, in order to safeguard financial stability, in particular
within committees set up for this purpose’. In line with the European Systemic Risk Board (ESRB] recom-
mendation regarding the macro-prudential mandate of national authorities, a Systemic Risk Committee
[Comité du Risque Systémique] is foreseen to be created in Luxembourg in 2074. The BCL will play a leading
role in this committee.”

14 See Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit
institutions and investment firms and Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the
activity of credit institutions and the prudential supervision of credit institutions and investment firms.

15 See Recommendation of the ESRB of 22 December 2011 on the macro-prudential mandate of national authorities (ESRB/2011/3) to Member
States (Recommendation B-3).
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In addition to the financial stability mandate, the legislator has entrusted the BCL with the supervision of the
payment systems and securities settlement systems.

1.7.1.1 Macro-prudential supervision in Luxembourg

Although the legislative framework establishing an authority in charge of macro-prudential supervision has
not been formally adopted by the Parliament, the BCL has already been actively involved in the surveillance
of systemic risks, i.e. the risks that could affect the stability of the national financial system as a whole. To
this end, the BCL can draw on its expertise and competencies to identify and measure the accumulation
of risks over time and their distribution within the financial system. Given the importance of the banking
industry in Luxembourg, the analyses undertaken will focus on the assessment of the accumulation of risks
within the banking sector over time. In view of the importance of the shadow banking system as a potential
source of risks and the regulatory initiatives designed to mitigate such risks, the BCL has already conducted
multiple analyses in order to understand the linkages between investment funds and the banking sector.

The analysis of the temporal dimension of risk focuses on the issue of pro-cyclicality in the banking sector.
Pro-cyclicality can lead to an accumulation of risk over time due to the interaction between the financial and
real sectors of the economy. The cyclical nature of banking activity can be analysed using indicators for the
credit cycle, asset prices, leverage and maturity mismatches. Furthermore, the BCL has developed several
complementary indicators.

The list of additional BCL indicators includes marginal probabilities of default of individual banks and their
counterparties, conditional probability of default and risk of contagion, aggregate z-scores'® and specific
indicators to monitor liquidity.

The preliminary results of estimations made by the BCL concerning the probability of default of banks oper-
ating in Luxembourg in 2013 show a slight improvement in their dispersion compared to the levels assessed
in 2012. The examination of individual results reveals the existence of vulnerabilities for some small banks.
Nevertheless, these banks do not pose any risk of systemic nature to the financial system due to their lack of
significant interbank linkages at the national level. This last observation is confirmed at the aggregate level
by the results obtained from the z-score as well as those from the vulnerability index computed by the BCL.

The BCL is currently developing a systemic risk dashboard, which remains in a preliminary testing phase.
This dashboard includes a set of quantitative and qualitative indicators designed to assess the importance
of systemic risk and the information it contains will allow the macro-prudential authority to assess vulner-
abilities in the context of the intermediate objectives of macro-prudential policy.

As regards the intersectoral dimension of systemic risk, the correlation of exposures between financial
institutions can provide an indication of the importance of both the linkages between actors and the com-
mon contagion channels of risks. In addition, exposure data used in combination with other analytical tools
can facilitate the evaluation of interconnections and the importance of linkages between financial institu-
tions. For example, the use of a security by security database permits the BCL to analyse the importance of
sovereign risk exposures of credit institutions and investment funds on a continual basis.

Given the international composition of the Luxembourg banking sector, the BCL employs network analyses
techniques to assess both domestic and cross-border interlinkages. The domestic network of interbank
linkages reveals the importance of certain institutions (as regards the size of their balance sheet, the volume
of their interbank exposures and the number of interlinkages with other banks), thereby revealing potential
contagion channels. Recently, the analysis was extended to other segments of the financial sector in order
to take into account the systemic importance of certain market participants, including their connectedness
with the banking sector. In this context, specific emphasis was placed on the linkages between the banking
sector and investment funds. The results of this analysis suggest that the factors of vulnerability that could

16 The z-score remains an approximation of the index reflecting the distance to the default threshold of a bank or a firm. The fundamental
difference between the z-score and the distance to default is statistical. This difference lies in the data used to assess the financial sound-
ness of banks (balance sheet vs. market data).



have an impact on the stability of the financial system in Luxembourg arise from external financial condi-
tions rather than from domestic ones.

The BCL regularly assesses the linkages between the financial sector and the real economy and routinely
conducts liquidity stress-tests. In this context it may be noted that a number of indicators which were devel-
oped at the BCL take a forward-looking approach. In order to anticipate rising vulnerabilities in the banking
sector, the BCL has put special emphasis on its synthetic financial vulnerability indicator as well as macro-
prudential stress tests.

The vulnerability index is constructed using a set of quarterly variables from bank balance sheets and profit
and loss accounts (overnight and inter-bank deposits, profitability, variability in own funds and provisions),
macro-financial variables (stock market returns) and variables that reflect the structure of the Luxembour-
gish banking sector (e.g. variation in the number of banks]. In order to keep track of medium term vulner-
abilities in the banking sector, and taking Eurosystem macroeconomic projections and available information
into account, the indicator is projected over a period of two years. Against the background of the fledgling
economic recovery in Europe, recent projections suggest that the vulnerability index is converging towards
a degree of risk in line with its long-term historical average level. In addition, over this time period, the index
remains below the vulnerability threshold. With regard to the estimates, it is worth noting that confidence
intervals still remain relatively large, thereby revealing some degree of uncertainty.

As a component of its macro-prudential assessment framework, the BCL conducts regular top-down stress
tests with the aim of quantifying the impact of severe, but plausible, hypothetical shocks on the stability of
individual components of the financial system. Additional risk indicators can be used to confirm the results
of the stress tests. Given their complementarities, both the indicators and the outcome of the stress tests
can subsequently help to guide policy and calibrate prudential actions.

Itis worth noting that the BCL has carried out a number of specific studies aimed at identifying the emer-
gence of new risks within the Luxembourg financial system. In the context of recent developments in bank-
ing and financial regulation, several quantitative studies were undertaken to assess the impact of the new
Basel Ill liquidity requirements on Luxembourg's credit institutions.

Moreover, particular consideration has been given to the analysis of the debt ratio of Luxembourg banks as
a possible indicator for banks’ reliance on external funding. Subsequently, a common project between the
BCL and the Luxembourg School of Finance (LSF] with financing from the Fonds National de la Recherche
has been running since early 2011. This project focuses on the assessment of stability in the Luxembourg
financial sector and on the development of possible macro-prudential instruments.

The BCL used the Basel Committee on Banking Supervision [(BCBS) framework to determine systemically
important institutions in Luxembourg. The BCBS framework is based on a series of indicators including the
size of an institution, its interconnectedness and its substitutability in case of default. The development of
the domestic systemically important banks (DSIB) assessment framework for Luxembourg is facilitated by
the BCL's direct participation in the work of the BCBS Macro-Prudential Supervision Group that has been
created with a mandate to address the full set of macro-prudential and systemically important bank policy
issues that fall within the sphere of the Basel Committee.

In performing its macro-prudential supervision functions, the BCL actively contributes to a number of com-
mittees and working groups at the level of the ESCB, inter alia the Financial Stability Committee (FSC) and its
substructures. The BCL is also involved in an ECB initiated research network focusing on macro-prudential
issues (Macro-prudential Research and Supervision network-MaRS) which involves central banks of the EU
countries. This initiative is centred around three main pillars:

- the development of macro-financial models linking financial stability concerns to the performance of
the economy;

- the evaluation of contagion risks and their transmission channels;

- the elaboration of a set of systemic risk indicators.
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The final report of this network is scheduled to be published in the first half of 2014. The numerous contri-
butions of the BCL, in particular for the first two work streams of this project, have been recognised by the
ECB and were subsequently published in top peer reviewed journals.”

1.7.1.2  The European Systemic Risk Board

The BCL has considerably increased its involvement in macro-prudential supervision following the creation
of the European Systemic Risk Board [ESRB] under the Regulation on European Union macro-prudential
oversight of the financial system and the establishment of the European Systemic Risk Board'™. The BCL
participates directly in the Advisory Technical Committee and its two substructures related to macro-
prudential instruments and macro-prudential analysis. In addition, the BCL takes partin various subgroups
operating under the auspices of the ESRB such as the task force on stress testing, the working group on
systemic risk identification and categorisation, the expert group on guidance on setting countercyclical capi-
tal buffer and the expert group on securities financing transactions. The BCL also takes part in the standing
committee on regulation and policy of the European Banking Authority ([EBA) as well as in a subgroup on
crisis management.

The ESRB is comprised of more than 70 institutions in total (central banks, national and European financial
supervision authorities, the European Commission ...J and is composed of both a General Board and a Steer-
ing Committee. The technical work is shared between the Advisory Technical Committee [ATC], which con-
sists of experts from the member institutions, and the Advisory Scientific Committee which has academic
experts amongst its membership.

The creation of the ESRB has given rise to the need for new responsibilities, in particular for central banks,
which now play a major role in European macro-prudential supervision in view of their expertise and
responsibility in preserving financial stability. The Governor of the BCL is a voting member of the ESRB
General Board, which is the unique decision-making body of the ESRB. Furthermore, the national micro-
prudential supervisory authorities are also members of the General Board, although they do not hold vot-
ing rights. The participation of the micro-prudential authorities facilitates the sharing of expertise and the
exchange of information amongst the diverse membership base. In this regard, the BCL is also represented
at the level of the General Board as a liquidity supervisor according to a rotation principle among the other
national supervisory authorities.

The interaction between national authorities at the ESRB will lead to an improvement in the ability to identify
macro-prudential risks at the level of the EU-wide financial system. Likewise, it also provides a mechanism
for issuing clear warnings and recommendations to facilitate and trigger prompt action by the concerned
national authorities under the ‘comply-or-explain’ principle.

After a short initial period aimed at implementing the institutional and organisational framework, the ESRB
General Board started holding its regular plenary meetings at a minimum frequency of four times per year.
The ESRB has been mainly working on the following six subjects:

- theidentification and assessment of general systemic risk, as well as the actions needed to deal with
vulnerabilities, which implies the quarterly publication of a systemic risk dashboard;

- the analysis and study of macro-prudential actions targeting specific risks which have material-
ized. Examples of the latter include the issuing of recommendations on loans in foreign currencies
(ESRB/2011/1) and the foreign currency funding of financial institutions in Europe (ESRB/2011/2);

- the macro-prudential analysis of ongoing European legislative developments, namely those regarding
the transposition into European law of the Basel Ill rules within the Capital Requirements Directive and
the new Regulation for banks and other credit institutions [CRDIV/CRR), as well as the Central Coun-
terparties legislation [EMIR);

17 - Guarda, P.,, A. Rouabah and J. Theal, "A Mixture Vector Autoregressive Framework to Capture Extreme Events in Macro-prudential Stress
Tests”, Journal of Risk Model Validation, Vol. 7, No. 4, pp. 1-31, 2013.
- de Walque, G., 0. Pierrard, and A. Rouabah, “Financial (In]stability, Supervision and Liquidity Injections: A Dynamic General Equilibrium
Approach”, Economic Journal, Vol. 120, No 549, pp. 1234-1261, 2010.

18 See Regulation n®1092/2010, issued by the European Parliament and the Council on 24 November 2010.



- theidentification of common principles for the implementation of macro-prudential national mandates
and tools for which the ESRB has issued a recommendation on national macro-prudential mandates
(ESRB/2011/2). National authorities have been requested to establish a national authority entrusted
with the conduct of macro-prudential policy and the evaluation of systemic risk accumulation;

- the operationalisation of macro-prudential policy with the publication of both a flagship report and a
handbook on macro-prudential policy in the banking sector. In addition, the ESRB has approved a deci-
sion on a coordination framework for the notification of national macro-prudential policy measures by
competent or designated authorities and the provision of opinions and the issuing of recommendations
by the ESRB. Moreover, a recommendation of the ESRB on the intermediate objectives and instruments
of macro-prudential policy' was issued on 4 April 2013;

- theidentification of the analytical tools which, in the near future, the ESRB will further develop in order
to assess systemic risk.

With the implementation of the CRD IV (Capital Requirement Directive) and the CRR (Capital Requirement
Regulation) on 1 January 2014, the ESRB has been called upon to assume the following new responsibilities:

- the establishment of guidance regarding the setting of countercyclical capital buffer rates and the iden-
tification of relevant variables to guide both the build-up and release phases of this buffer;

- theissuance of opinions on certain macro-prudential measures.?’ To this end an assessment team was
established as a substructure of the Advisory Technical Committee in order to assess the measures
undertaken and to prepare ESRB opinions. This assessment team will include nine representatives
from central banks among the permanent members and will be designated by the General Board;

- the contribution to the consultation regarding the CRD/CRR review.

1.7.2 Micro-prudential supervision
1.7.2.1  Liquidity surveillance

The liquidity supervision of market operators has been assigned to the BCL through a modification of its
organic law on 24 October 2008. The liquidity supervision of market operators mainly aims at evaluating the
liquidity situation and the management of the liquidity risk of individual operators. Since the flaws in liquid-
ity risk management of certain operators were one of the main causes of financial turbulences in 2008, the
management of liquidity and its related risks have received particular attention from supervisory authorities
at an international level during the last years.

The regulation of liquidity is important for a central bank because, on the one hand, it acts as a supplier of
liquidity to the financial system both in normal times and in times of stress, and, on the other hand, it can
detect or, indeed, prevent a failure chain on the markets and, thus, limit the systemic risks.

Liquidity supervision also constitutes an important support function for analyses conducted in the field of
financial stability and the analysis of systemic risks, which also analyses the interconnection between dif-
ferent market operators as well as risks of contagion. The market operators” monitoring function is thus a
major source of data and information in the field of financial stability.

The BCL's framework of supervision is based essentially on two pillars, namely the permanent off-site
monitoring carried out internally on the basis of data collected via regular statistical and prudential report-
ing and the on-site inspections of market operators. Particular importance is attached to the monitoring of
the work at the international level, in relation with the definition and implementation of new liquidity stand-
ards under the framework of Basel lll as well as in the context of their transposition at the European level.
Since year-end 2012, the BCL is also fully involved in the preparatory work for the implementation of the
Single Supervisory Mechanism (SSM).

19 See Recommendation of the ESRB of 4 April 2013 on intermediate objectives and instruments of macro-prudential policy (ESRB/2013/1).
20 SeeArticle 458 of the CRR and Article 133 of the CRD.
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1.7.2.1.1 Tools for liquidity surveillance

The off-site monitoring of market operators is based on a regular analysis of qualitative and quantitative
information on an individual as well as an aggregated level. In order to have a better monitoring of the liquid-
ity position of the market operators, the BCL notably implemented daily reporting on the liquidity position
of credit institutions. Introduced in 2010, this reporting applies to a sample of credit institutions and allows
the BCL to assess the liquidity position of these entities on a day-to-day basis. Subject to this reporting
are mainly credit institutions of significant size as well as credit institutions which are counterparties in
monetary policy operations.

From a database containing historical data listed in this daily liquidity reporting, the BCL has, moreover,
developed an analysis tool that allows the evaluation of the structural liquidity position of these credit insti-
tutions and the evolution of their liquidity position over time on an individual basis. In parallel, the BCL has
developed an analysis tool that allows the assessment of the vulnerability of individual credit institutions in
terms of liquidity as well as the identification of liquidity risks at an aggregate level. This tool was supple-
mented by the development of a watch list identifying all credit institutions that suffered a deterioration in
their situation beyond a certain threshold in the previous quarter, while highlighting the parameters of the
model that are at the origin of this development.

Moreover, all information available from the prudential and statistical reporting are fed into dashboards
and allow direct access to significant information and ratios on each supervised entity. Following the rec-
ommendations of the European Systemic Risk Board on foreign currency loans and the financing of credit
institutions in US dollars, the BCL also performs specific monitoring of these positions on a quarterly basis,
at both the individual level and the aggregate level of the entities under surveillance. Finally, a daily report
with financial market indicators has been developed. This set of tools allows its users to make the necessary
analysis in the context of liquidity supervision.

In 2013, the BCL carried out eight on-site inspections, including follow-up inspections, with regard to liquid-
ity supervision. These assessments served to evaluate the framework and the procedures the individual
operators have in place, so as to assess the appropriateness of the framework for the liquidity risk man-
agement of the operators in question. The on-site inspections are usually coordinated and carried out in
cooperation with the Commission de surveillance du secteur financier [CSSF). The on-site inspections revealed
that the credit institutions have generally reinforced their liquidity risk management framework in order to
comply with the recommendations in this matter.

Furthermore, the BCL is in regular contact with other institutions in the context of liquidity supervision,
including the CSSF, to monitor and assess relevant developments for the assessment of liquidity risk.

1.7.2.1.2 Work for the implementation of the Basel Ill standards

As regards the implementation of the new liquidity standards, the Liquidity Coverage Ratio (LCR]) and the Net
Stable Funding Ratio (NSFR), the BCL is following and accompanying regulatory developments in this area.
At the regulatory level, the European Banking Authority produced and published a draft called “Implement-
ing Technical Standards™ in July 2013 in order to establish regulatory reporting of the LCR and the NSFR on
a monthly and quarterly basis respectively, as of 31 March 2014. Thus the first date of transmission for the
LCR will be end of April 2014 while for the NSFR it will be end of May 2014. %'

Regulatory reporting will be mandatory for all credit institutions on an individual and consolidated basis.
The regulatory reporting requirements will remain in effect until the LCR becomes a binding standard in the
course of 2015. In a second step and according to article 460 of the Regulation (EU) No. 575/2013 (CRR)?, the
European Commission must adopt a delegated act before 30 June 2014, which will stipulate the final specifica-
tions on the LCR as well as details on the period of the progressive introduction of this new liquidity standard.

21 Thefirst remittance dates for the LCR and NSFR have been set to the end of June 2014 as communicated by the European Commission in
April 2014 which deviates from the text that was originally published in French.

22 Regulation (EU) No 575/2013 of the European Parliament and of the Council on prudential requirements for credit institutions and invest-
ment firms amending Regulation (EU) No 648/2012.



This delegated act will enter into force no later than 31 December 2014, but will not apply before 15t Janu-
ary 2015. The minimum requirement will be set initially at 60%, and will increase each year until it reaches
100% on 1st January 2018. The stable funding requirement will remain a monitoring tool until a decision on
its establishment will be taken by the end of 2016.

In the course of 2013, the BCL in cooperation with the CSSF continued to conduct four impact studies on a
representative sample of credit institutions of the financial centre, in order to determine the current posi-
tions of these banks facing the new liquidity standards. While a number of credit institutions do not meet the
ratios at this stage, it should be noted that this is mostly due to the fact that these credit institutions form
part of banking groups which centralise liquidity at the level of the parent. On the other hand, institutions
with a strong franchise in the Luxembourg economy generally meet the new standards already. The BCL will
continue to attach great importance to the follow-up of the two liquidity ratios for all the institutions in 2014.

1.7.2.1.3 National and International Cooperation

As a supervisor in charge of liquidity, the BCL has contributed to the work of 14 supervisory colleges in
2013. The majority of the credit institutions being affiliates of groups having their head office abroad, the
participation in these colleges allows assessing the activity and the risk profile of the Luxembourg entities
in the context of their group.

As regards the follow-up of regulatory developments at the international level, the BCL participates in the
working groups dedicated to liquidity issues at the level of the Basel Committee and the European Banking
Authority. Beyond the working groups dedicated to liquidity aspects, the BCL is also a member of the Board
of Supervisors of the European Banking Authority as well as of other committees and subgroups that are
relevant in the context of its supervisory mission. As a general rule the implication in these committees and
working groups is done jointly with the CSSF.

1.7.2.1.4 Single Supervisory mechanism

During 2013, the BCL was involved in preparatory work regarding the establishment of the Single Super-
visory Mechanism (SSMJ. The EU regulation on the Single Supervisory Mechanism [SSM Regulation)?” was
adopted on 15 October 2013 and entered into force on 3 November 2013. It entrusts the ECB with specific
tasks regarding the prudential supervision of credit institutions and foresees that central banks and compe-
tent authorities at the national level will be closely associated with the exercise of this mission. Following a
transitional period of one year, the SSM will be operational as of 4 November 2014. The SSM will profoundly
change the organization of supervision in Europe and in the Member States. In Luxembourg, the BCL and
the CSSF will cooperate closely in light of the representation of Luxembourg in the decision making bodies
at the level of the ECB.

Under the SSM, the ECB will directly supervise the credit institutions considered “significant”, including
their subsidiaries and branches established in participating Member States. The criteria laid down in the
SSM Regulation to define the significance of a bank at the highest level of consolidation are the following:

- the size (the total value of its assets exceeds € 30 billion)

- the importance for the economy of the Union or any participating Member State (the total value of its
assets exceeds 20 % of GDP of the participating Member State of establishment, unless the total value
of assets is below € 5 billion)

- the significance of cross-border activities

In addition, all credit institutions having requested and received financial assistance from the European
Financial Stability Facility or the European Stability Mechanism will be directly supervised by the ECB.
Finally, irrespective of the three criteria above, at least three credit institutions of each participating Mem-
ber State shall be subject to direct supervision by the ECB.

23 COUNCIL REGULATION (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies
relating to the prudential supervision of credit institutions.
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The operational conduct of day-to-day supervision of significant credit institutions will be conducted under
Joint Supervisory Teams (JSTs). A JST, composed of staff from both the ECB and national authorities, will
be established for each significant credit institution. It needs to be underligned that the national authorities
remain responsible for the prudential supervision of the “less significant” credit institutions. The latter will
be conducted under the standards and proccesses established by the SSM. However, the ECB may decide at
any time to take over the direct supervision of a less significant institution to ensure a consistent application
of high supervisory standards across the different participating Member States.

The Supervisory Board is at the centre of the SSM governance structure. It will organise the planning and
execution of the supervisory tasks of the ECB, conduct preparatory works regarding the supervisory tasks
conferred on the ECB and propose to the Governing Council of the ECB complete draft decisions to be
adopted by the latter. At the level of the Supervisory Board, Luxembourg is jointly represented by the CSSF
and the BCL. The Governing Council of the ECB is the ultimate decision making body in the context of the
SSM.

In 2013, the preparatory work in view of the establishment of the SSM continued. The BCL was closely asso-
ciated with this preparatory work together with the CSSF. It should be noted that this preparatory work was
led by a group of High Level Supervisory Representatives at the ECB. This group was assisted in its work by
a task force and several other working groups in charge of specific subjects such as the mapping of the euro
area banking system, the preparation of legal acts, the development of the supervisory model, the estab-
lishment of the supervisory reporting framework and the preparation for the comprehensive assessment of
the significant credit institutions that the ECB needs to undertake during 2014. This comprehensive assess-
ment is conducted by the ECB, in close cooperation with national authorities, with regard to significant
credit institutions and will be finished in October 2014 at which point the ECB assumes its new supervisory
missions. The comprehensive assessment has three complementary pillars:

- asupervisory risk assessment, addressing key risks in the banks’ balance sheets,
- anasset quality review, examining the asset side of bank balance sheets as at 31 December 2013,
- astress test, providing a forward-looking view of banks” shock-absorption capacity in a crisis situation.

In Luxembourg, six credit institutions are subject to this comprehensive assessment. The work related
to the review of the asset quality was initiated at the end of 2013 and will continue throughout 2014 with a
strong involvement of authorities at the national level.

1.7.2.2  Oversight

In accordance with its organic law, the BCL ensures the safety and the efficiency of payment systems and
securities settlement systems as well as the safety of payment instruments. Promoting the smooth opera-
tion of payment and settlement infrastructures constitutes an essential mission of central banks. The objec-
tive consists in contributing to the preservation of financial stability, the implementation of monetary policy
and the smooth functioning of the economy in general.

Pursuant to Regulation BCL 2010/N°6 of 8 September 2010 as amended, the addressees of the BCL's over-
sight of payment systems and instruments are the operators of systems as well as the issuers and govern-
ance authorities of payment instruments. The oversight is based on specific recommendations, principles
and standards adopted by the Eurosystem and operators and issuers are required to implement them. The
oversight targets in particular the operating rules and contracts related to the infrastructure and includes
the services (notably operational and IT) provided by technical agents or third party entities. The operators
and issuers are required to put in place an adequate organization and appropriate operating rules. Moreover
itis their responsibility to adopt a management framework commensurate with the risks and complexity of
their activity.

The BCL carries out its oversight activity based on information and statistical data collected on a regular or
ad hoc basis from the respective entities. This information is completed by regular meetings and, as appro-
priate, by specific checks. The entities are required to proceed to regular self-assessments regarding the
level of compliance of the system or payment instrument with respect to the applicable recommendations,
principles and standards.



The activities of the BCL comprise two components. On the one hand, the BCL conducts the oversight of
designated systems operating in Luxembourg as well as of payment instruments available to the public in
Luxembourg. On the other hand, at the level of the Eurosystem, the BCL contributes to coordinated oversight
activities targeting, among others, infrastructures that do not present a clear national anchorage.

1.7.2.2.1 Oversight of securities settlement systems

The oversight of securities settlement systems (SSS) focused on systems, which are operated by Clear-
stream Banking S.A. [CBLJ, LuxCSD S.A. (LuxCSD) and VP LUX S.a r.L. (VPLUX] in Luxembourg. These three
systems have proven to be stable and resilient throughout 2013.

In addition to the monitoring of developments of activities and the assessment of monthly information
obtained from operators, the BCL performed a comprehensive assessment of the securities settlement
systems operated by LuxCSD as well as VP LUX against the ESCB-CESR recommendations. A number of
recommendations and action points were issued to the operators.

In the same context, the BCL also closely observed the implementation of certain recommendations
addressed to CBL. In this regard, the BCL paid particular attention to the development of a recovery plan
for critical services by the operator. Furthermore, the various collateral management services offered by
CBL to its participants as well as to other settlement infrastructures were subject to a specific examination.

In the context of its oversight functions, the BCL cooperated and coordinated its actions with the CSSF.
In addition, the BCL continued its cooperation with other central banks. Cooperation and an exchange of
information were organized with the Belgian authorities due to the interoperable link between the securities
settlement systems operated by Clearstream Banking and Euroclear Bank.

The BCL also followed with particular attention the discussions related to the draft regulation of the Euro-
pean Parliament and of the Council on improving securities settlement in the European Union and on central
securities depositories (CSD Regulation). In this context, the BCL actively contributed to the elaboration of
technical standards with regard to this draft regulation through its participation in a joint task force between
the ESMA (European Securities and Markets Authority) and the ESCB.

Finally, the BCL contributed to a CPSS working group (Committee on Payment and Settlement Systems)
aimed at analyzing the different collateral management services offered by central securities depositories
and banks as well as the risks inherent to these activities.

1.7.2.2.2 Oversight of payment systems

With regard to the oversight of payment systems, the BCL contributed, by means of its participation in Euro-
peans committees and working groups, to the oversight activities of the TARGETZ2 system. The oversight of
TARGET?, the centralized platform put in place by the Eurosystem, is conducted jointly by the Eurosystem
members under the direction and coordination of the ECB. The oversight activities of the Eurosystem have,
among others, covered aspects related to operational risk. Moreover, a preliminary evaluation of the system
against the CPSS-10SCO principles for financial market infrastructures and an analysis of the interdepend-
encies between TARGET?2 and other systems was carried out. In 2013, the operation of TARGETZ2 proved to
be stable and resilient.

Similarly, the BCL showed particular interest in oversight activities related to EURO1 and STEP2, two pay-
ment systems operated by EBA Clearing and for which the ECB acts as lead overseer. Finally, the BCL was
informed of developments linked to the multi-currency payment system CLS [Continuous linked settlement]
operated by the CLS Bank International and overseen by a group of G10 central banks and central banks that
issue currencies settled under the CLS.
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1.7.2.2.3 Oversight of payment instruments

Concerning payment instruments, the BCL followed the developments related to the main instruments
available in Luxembourg. The oversight of the BCL, conducted on the basis of information collected regu-
larly from the payment instruments issuers, covers among others credit transfers, direct debits, payment
cards as well as electronic money schemes.

In this context, certain e-money schemes and payment solutions made available to the public in 2013 were
subject to particular attention by the BCL. Appropriate reporting frameworks were defined, where relevant,
together with the respective entities for the purpose of the BCL oversight.

In addition, through its participation in the European Forum for the Security of Retail Payments (SecuRePay)
which regroups European central banks and supervisory authorities, the BCL actively contributed to the
elaboration of recommendations regarding the security of internet payments. The final recommendations
were published in January 2013. A related assessment guide was developed and published in February 2014.

Furthermore, the BCL participated in the development of recommendations for the security of payments
initiated by means of a mobile phone. These recommendations were published for consultation by the Forum
in November 2013. Finally, the BCL contributed to the elaboration of recommendations for the security of
payments leveraging the access to payment accounts by a third party service provider. The final recom-
mendations were made to the EBA at the beginning of 2014.

Moreover, the BCL held discussions in collaboration with the CSSF with a number of payment instrument
issuers in Luxembourg regarding the authentication methods currently deployed for electronic payments
and the envisaged changes, if needed, in light of the recommendations mentioned above.

1.8 REGULATORY AND LEGISLATIVE DEVELOPMENTS
1.8.1 European legislation

The Eurosystem, to which the BCL belongs, follows with particular interest the European legislative devel-
opments related especially to economic governance and financial stability, both at the European and national
level.

In 2013, progress was made in the deepening of the Economic and Monetary Union, as specified in the report
“Towards a Genuine Economic and Monetary Union” presented by Mr. Herman Van Rompuy, President of the
European Council, at the meeting of the European Council of 13 and 14 December 2012.

1.8.1.1  Banking Union

The Banking Union, which provides an integrated EU financial framework, is one of the building blocks of
a “genuine economic and monetary union” as identified in the report by Herman van Rompuy in June 2012 as
well as in the final report of 5 December 2012. The Banking Union involves a transfer to the European level
of the regulatory and institutional framework responsible for safeguarding the robustness and stability of
the banking sector.

The Banking Union consists of three main elements: a single supervisory mechanism (SSM), a single reso-
lution mechanism [SRM), and a single deposit guarantee scheme [DGS).

The following legislative developments occurred in 2013 in relation to these elements:

e the EU Regulation establishing the SSM entered into force on 3 November 2013 and the ECB is expected
to start its banking supervision from 4 November 2014;

e acompromise reached at Council level in December 2013 based on the legislative proposal for the SRM
Regulation prepared by the European Commission and published on 10 July 2013, subject to negotiation
with the European Parliament before May 2014;



e aproposal on the creation of a single DGS at EU level has not been presented yet, as the priority for
the moment is to further harmonise national guarantee schemes by revising the current framework.

1.8.1.1.1 Prudential supervision?

On 12 September 2012 the European Commission published a proposal for a EU Regulation to establish a
Single Supervisory Mechanism [SSM), based on Article 127 paragraph 6 of the TFEU, by entrusting the Euro-
pean Central Bank (ECB) with key responsibilities in the field of banking supervision (the SSM Regulation).

Unanimous agreement of all 27 Member States on the proposal was reached at the Council in the Decem-
ber 2012 meeting of the Finance Ministers (ECOFINJ, followed by a political agreement with the European
Parliament in March 2013. The latter, however, only delivered its opinion, following the special procedure
according to Article 127, paragraph 6 of the TFEU, after voting in plenary session in September 2013. Thus,
the SSM Regulation only entered into force on 3 November 2013, following adoption by the Council at the
ECOFIN meeting of 15 October and publication in the Official Journal?.

Scope of supervision

As the key piece of legislation laying the foundations of supervision in the Banking Union, the SSM Regu-
lation introduces a radical change in the paradigm of supervision by elevating supervisory powers to the
European level, which are traditionally held by national competent authorities under EU banking legislation.

The SSM Regulation provides that “significant” credit institutions within euro area Member States will be
directly supervised by the ECB, whereas for the rest (the “less significant” banks] supervision will be del-
egated to national supervisors, subject to the ECB final supervisory authority?. Member States outside the
euro area remain free to opt-in to the SSM by entering into a “close coordination” regime with the ECB?".

It is currently expected that the ECB will directly supervise around 130 credit institutions, representing
almost 85% of total banking assets in the euro area. This number reflects a consolidated perspective, i.e.
banking groups which include a number of individual credit institutions are counted as one institution.

Objectives, tasks and powers

In its role as supervisor under the SSM, the ECB’s objectives are to promote the safety and soundness of
credit institutions and the stability of the financial system, with due regard for the unity and integrity of the
internal market?.

The ECB will have broad powers and responsibilities as it will be in charge of, inter alia:
e authorising and withdrawing authorisation to credit institutions?’;
e assessing credit institutions” qualifying holdings®;

e where necessary, setting higher prudential requirements, counter-cyclical buffer rates and other
macro-prudential tools (in cooperation with national authorities) *';

24 Foranational perspective on the issue, see paragraph 1.7.2.1.4

25 Council Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies
relating to the prudential supervision of credit institutions (0J L 287, 29.10.2013, p. 63].

26 Id. art. 6[4).

27 Id.art. 7.

28 [d.art.1.

29 Id. artt. 4(1)(a), 14.
30 /d.artt. 4(1)(c), 15.
31 /d.art.5(2) and (5).

)
=
=
Z
'—
()
<
%)
|
o
m
L
T
-




(%2]
—
=
=
—
(&)
<
(2]
—
(&]
o
L
xI
-

e ensuring compliance with EU banking legislation, notably concerning capital requirements®?: the CRD
[V3¥and the CRR3.

In addition, a number of investigatory and enforcement powers are assigned to the ECB®®, including the
power to:

e issue requests for information to relevant credit institutions and persons involved in their activities,
e conduct all necessary investigations and onsite inspections,

e impose pecuniary penalties and periodic penalty payments.

Governance

In addition to independence®, the SSM Regulation envisages a strict separation between the ECB’s super-
visory and monetary tasks® in accordance with the requirements of the TFEU and the Statute of the ESCB
and of the ECB.

The SSM Regulation provides for the creation of a Supervisory Board within the ECB as an internal body
responsible for preparing decisions on supervisory matters.

The Supervisory Board consists of a chair and a vice-chair designated by the ECB’s Governing Council,
based on the proposal of the ECB Governing Council after consulting the European Parliament, four repre-
sentatives of the ECB and one representative of each national competent authority, and of the national cen-
tral bank if the national central bank does not supervise banks®. There are therefore 31 members, following
the structure of national banking supervision in the 18 Member States of the euro area.

The ECB’s Governing Council will be ultimately responsible for taking supervisory decisions in respect to
credit institutions, adopted on the basis of “drafts decisions” elaborated by the Supervisory Board following
the non-objection procedure concerning micro-prudential supervision prerogatives. Regarding prerogatives
of macro-prudential supervision, the Governing Council of the ECB will be able to modify the draft decisions
proposed by Supervisory Board¥.

Accountability

Under the SSM Regulation, various mechanisms aim at ensuring that the ECB is accountable to the Euro-
pean Parliament and the EU Council and/or, where appropriate, the Eurogroup in the presence of rep-
resentatives from non-euro Member States which, having entered into a close cooperation®?, participate
in the SSM. These instruments which include procedures for appointing the Chair and Vice-Chair of the
Supervisory Board, reporting on supervisory operations, regular hearings and ad hoc exchanges of views

32 Id. art. 4(1)(e) and (3).

33 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity of credit institutions and the
prudential supervision of credit institutions and investment firms, amending Directive 2002/87/EC and repealing Directives 2006/48/EC
and 2006/49/EC (0J L 176, 27.06.2013, p.338)

34 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential requirements for credit institu-
tions and investment firms and amending Regulation (EU) No 648/2012. (0J L 176, 27.06.2013, p.1).

35 SSM Regulation, artt. 9-13, 18.
36 Id.art.19.

37 Id.art. 25.

38 /d.art. 26(1).

39 d.art. 26(8).

40 [d. artt. 20, 26(3).



are detailed in the accountability arrangements with the European Parliament*' and the EU Council®?. To a
lesser extent, the ECB is also accountable to the European Commission and national parliaments*.

Phasing in and operational arrangements

The ECB will assume its supervisory tasks twelve months after the entry into force of the SSM Regulation
li.e. from 4 November 2014} In preparation of that, the ECB is strenuously working to ensure that all nec-
essary operational arrangements are in place. The ECB will be required, in particular:

e toadoptanumber of legal acts [the SSM Framework Regulation, the internal rules regarding the sepa-
ration between monetary and supervisory functions, the SSM Supervisory Manual, etc.J;

e tocomplete exercises such as the mapping of banks and the comprehensive assessment of those banks
that are likely to be deemed significant, launched in October 2013.

Regular updates on the progress in the operational implementation of the SSM are available on the ECB
website®.

1.8.1.1.2 Resolution

On 10 July 2013, the European Commission published a legislative proposal for an EU Regulation concern-
ing the establishment of a Single Resolution Mechanism (SRM), including a Single Resolution Fund (SRF or
Fund), as the second pillar of the Banking Union (the proposed SRM Regulation] “.

The Commission’s proposal

The proposed SRM Regulation provides the EU institutional framework for the application of the substan-
tive rules on recovery and resolution contained in the proposed Bank Recovery and Resolution Directive*’
(BRRDJ in a centralised manner for banks in Member States participating in the SSM. As indicated above,
SSM Member States consist of all euro area Member States and those non-euro area Member States who
have voluntarily submitted to the ECB banking supervision.

Under the current proposal, the European Commission will have the ultimate responsibility to decide on
bank resolutions in relation to all banks falling within the scope of the SRM. The SRM will consist of:

e a Single Resolution Board: composed of full-time appointed members (an Executive Director, his/her
Deputy Executive Director appointed by the Council of the EU following approval by the European Par-
liament, one representative from the European Commission and the ECBJ and the representatives of
the resolution authorities of participating Member States*®.

41 Interinstitutional Agreement between the European Parliament and the European Central Bank on the practical modalities of the exercise
of democratic accountability and oversight over the exercise of the tasks conferred on the ECB within the framework of the single super-
visory mechanism (0J L 320, 30.11.2013, p. 1).

42 Memorandum of Understanding between the Council of the European Union and the European Central Bank on the cooperation on proce-
dures related to the single supervisory mechanism, which entered into force on 12 December 2013.

43 d.artt. 20, 21.
44 ld.art. 33(2).
45 http://www.ecb.europa.eu/ssm/html/index.en.html

46 Proposal COM(2013) 520 of 10 July 2013 for a Regulation of the European Parliament and the Council establishing uniform rules and a
uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution Mechanism
and a Single Bank Resolution Fund and amending Regulation (EU) No 1093/2010 of the European Parliament and of the Council.

47 Proposal COM(2012) 280 of 6 June 2012 for a Directive of the European Parliament and of the Council establishing a framework for the
recovery and resolution of credit institutions and investment firms and amending Council Directives 77/91/EEC and 82/891/EC, Directives
2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC and 2011/35/EC and Regulation (EU) No 1093/2010.

48 SRM Regulation, artt. 39, 52(5).
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The Single Resolution Board will prepare the resolution of banks. It will have broad powers to analyse and
define the approach to the resolution: which tools are to be applied and whether the Fund will be used*’.

e a Single Resolution Fund: to ensure adequate medium-term resolution financing and replacing the
national resolution funds of the SSM participating Member States envisaged in the BRRD*". The SRF
would be financed ex ante and (extraordinarily) ex post by bank contributions from banks of the SSM par-
ticipating Member States®'. The envisaged target size of the Fund after ten years would correspond to
1% of the amount of deposits covered by deposit guarantee schemes®, which is estimated to be around
EUR 55 billion®. The Fund will primarily be used for costs that cannot be financed by the bail-in, such
as guarantees of assets and liabilities and the funding of a bad bank®. In exceptional circumstances,
the Fund could be used to absorb losses by injecting capital or purchasing shares: such a contribution
would be limited to 5% of the bank’s total liabilities and would require a minimum bail-in of 8%®.

e Asingle resolution process: the ECB, as the supervisor of the SSM, would indicate when a bank needs to be
resolved. The Single Resolution Board, as explained above, will recommend the general approach for resolv-
ing the bank. The Commission will decide whether to place the bank into resolution (either on its own initiative
or on the basis of a recommendation of the Single Resolution Board). The Single Resolution Board, within
the framework set by the Commission’s decision, will prepare a detailed resolution scheme and will oversee
the resolution process, while national autharities will be in charge of the execution of the resolution plan®™.

ECB Opinion

(%2]
—
=
=
—
(&)
<
(2]
—
(&]
o
L
xI
-

On 8 November 2013 the ECB published its opinion on the SRM [CON/2013/76)°7. While expressing its full
support for the establishment of a Single Resolution Mechanism, the ECB observed, inter alia, that:

- the scope of the SRM should include all credit institutions in EU Member States participating in the
Single Supervisory Mechanism;
- theinstitutions should become subject to resolution only after a supervisor has assessed them as “fail-

ing or likely to fail™;
- the bail-in tool should be in place earlier than 2018.

ECOFIN compromise

On 18 December 2013, the EU Council in its ECOFIN composition agreed to a compromise, subject to nego-
tiation with the European Parliament, its co-legislator.

The compromise follows negotiations on a number of key issues, which include:
e the scope of the SRM;

e financing arrangements of the SRM;

e decision-making on the SRM and governance of the Single Resolution Board;

e advancing the bail-in implementation date;

49 Id., in particular artt. 16(5)(8), 20.
50 Id.art. 85.

51 Id.artt. 66, 67.

52 Id.art. 65.

53
54
55

I
I
I
Id., para. 4.3.2 of the detailed explanation, p. 15.
ld. art. 71(1).

Id. artt. 71(3), 24(7).

56 See generally, /d. art. 16.

57 ECB opinion of 6 November 2013 on a proposal for a Regulation of the European Parliament and of the Council establishing uniform rules
and a uniform procedure for the resolution of credit institutions and certain investment firms in the framework of a Single Resolution
Mechanism and a Single Bank Resolution Fund and amending Regulation (EU) No 1093/2010 of the European Parliament and of the Council.



The compromise text provides that the SRM will enter into force on 1 January 2015, and bail-in and resolu-
tion functions would apply from 1 January 2016. The SRM would apply throughout the euro area, and to other
EU Member States deciding to join the SSM. It would cover all banks directly supervised by the ECB; i.e.
those classified as significant and whose trading activities would exceed the threshold of EUR 70 billion. This
reduces the scope to around thirty out of the 130 banks. National resolution authorities would be responsi-
ble for all other banks, including the remaining significant banks under the ECB’s direct supervision.

In the same context, an inter-governmental agreement on the Single Resolution Fund is under negotiation,
according to which the national contributions to the Fund would be progressively mutualised over a ten-year
transitional period, financed by bank levies. A backstop to the Single Resolution Fund during the transitional
phase would be established, with bridge financing from national sources, backed by bank levies, ex ante and
if necessary ex post, or from the European Stability Mechanism. The proposed inter-governmental agree-
ment among Member States participating in the SSM/SRM would enter into force once ratified by Member
States representing 80% of contributions to the Single Resolution Fund.

A political agreement regarding the SRM was reached on 20 March 2014, which shall be finalised by the
adoption of EU Regulation of the European Parliament and of the Council as well as by signing an inter-
governmental agreement.

1.8.1.1.3 Protection of Deposits

Slower progress characterises the third element of the Banking Union, namely the creation of a single Euro-
pean Deposit Guarantee Scheme (DGS). In July 2010, the Commission published a proposal for a EU Direc-
tive intended to harmonize the rules on DGSs, beyond the minimum requirements provided under Directive
94/19/EC as amended by Directive 2009/14/EC (the proposed DGS Directive) *. The proposed DGS Directive,
however, does not establish a common EU Deposit Guarantee Scheme.

The European Commission’s proposal

Although the coverage level of € 100,000 will remain the same, the proposed DGS Directive strengthens the
DGS especially with regard to national deposits by:

e requiring all credit institutions to be members of a DGS™;

e introducing partial ex ante funding arrangements for all DGS®?;

e further harmonising the eligibility criteria for deposit guarantees®';
e reducing the time DGS have to make payments from 20 days to 7%

e strengthening the information requirements imposed on credit institutions concerning the scope of
deposit protection granted through relevant DGSs;

e allowing DGS in need to borrow from all other DGS in the EU.

Under the Deposit Guarantee Schemes Directive, on which political agreement was reached between the
Presidency of the Council of the EU and the European Parliament on 17 December 2013, Member States
will be required to transpose the recast Directive into national law within 12 months of its entry into force.

58 Proposal COM(2010)368 of 12 July 2010 for a Directive of the European Parliament and of the Council on Deposit Guarantee Schemes
[recast] COM(2010)369 SEC(2010)835 SEC(2010])834

59 Id.art. 3(1).

60 Id.art. 9(1) third para.
61 Id.art. 4.

62 Id.art. 7(1)

63 Id.art. 14.
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1.8.1.2 Economic governance

As regards the integrated budgetary framework, the priority was, according to the conclusions of the Euro-
pean Council of 13 and 14 December 2012, to complete and implement the framework for stronger economic
governance, including the economic governance package (six-pack)®, the Treaty on Stability, Coordination
and Governance (TSCG) and the Budgetary surveillance package (two-pack]®. One of the main steps was the
entry into force on 1 January 2013 of the Fiscal Compact, which forms an integral part of the TSCG (Title Il1).

This Treaty reinforces fiscal discipline, more particularly through the introduction of a balanced budget rule
of binding force and permanent character, preferably constitutional, comprising an automatic correction
mechanism whose compliance is monitored by independent bodies. This Treaty was signed by the Heads of
State or Government of all the EU Member States (except the United Kingdom and the Czech Republic) on 2
March 2012 and entered into force on 1 January 2013. As Croatia only became a member of the EU on 1 July
2013, it has not yet signed said Treaty.

Mareover, the “two-pack”, which was adopted by the European Parliament and the Council on 21 May 2013,
entered into force on 30 May 2013. The ECB had been consulted and delivered its opinion on 7 March 2012¢.

The two-pack applies to Member States whose currency is the euro. These rules complement the existing
rules of the Stability and Growth Pact, as revised in 2005 and 2011. The two-pack aims, in particular, at
implementing some of the rules of the TSCG.

These regulations strengthen the surveillance of fiscal discipline by providing, inter alia, for the establish-
ment of binding fiscal rules at national level, in line with the budgetary objectives defined at EU level. It
also provides for a closer supervision of Member States that are subject to an excessive deficit procedure.
Monitoring compliance with these fiscal rules and related public assessments, in particular relating to the
correction mechanism to be set up as well as the production or endorsement of macroeconomic forecasts,
are performed by independent bodies.

Member States should have complied with the rules related to independent bodies in charge of monitoring
compliance with fiscal rules by 31 October 2013.

As regards the integrated economic policy framework, the European Commission presented two Com-
munications on 20 March 2013 on the ex-ante coordination of plans for major economic policy reforms and
on a Convergence and Competitiveness®” instrument, outlining the next steps towards a Deep and Genuine
Economic and Monetary Union (EMU). Their objective is to strengthen the coordination of economic policies
and the economic integration in the euro area. These Communications occur as a result of the European
Council of 13 and 14 December 2012, which requested its President to present, in close cooperation with
the President of the European Commission and after a process of consultation with the Member States, the
possible measures that could be adopted in this field and to set a time-bound roadmap.

64 Itenteredinto force on 13 December 2011; (i) Regulation (EU) No 1173/2011 of the European Parliament and of the Council of 16 November
2011 on the effective enforcement of budgetary surveillance in the euro area (JO L 306 of 23.11.2011, p. 1); (i) Regulation (EU) No 1174/2011
of the European Parliament and of the Council of 16 November 2011 on enforcement measures to correct excessive macroeconomic imbal-
ances in the euro area (JO L 306 of 23.11.2011, p. 8]; (i) Regulation (EU] No 1175/2011 of the European Parliament and of the Council of 16
November 2011 amending Council Regulation (EC) No 1466/97 on the strengthening of the surveillance of budgetary positions and the sur-
veillance and coordination of economic policies (JO L 306 of 23.11.2011, p. 12); (iv) Regulation (EU) No 1176/2011 of the European Parliament
and of the Council of 16 November 2011 on the prevention and correction of macroeconomic imbalances (JO L 306 of 23.11.2011, p. 25); (v)
Regulation (EU) No 1177/2011 of 8 November 2011 amending Regulation (EC) No 1467/97 on speeding up and clarifying the implementation
of the excessive deficit procedure (JO L 306 of 23.11.2011, p. 33); [vi) Directive 2011/85/EU of 8 November 2011 on requirements for budget-
ary frameworks of the Member States (JO L 306 of 23.11.2011, p. 41).

65 ltentered into force on 30 May 2013; (i) Regulation (EU) No 473/2013 of the European Parliament and of the Council of 21 May 2013 on com-
mon provisions for monitoring and assessing draft budgetary plans and ensuring the correction of excessive deficit of the Member States
in the euro area; (i) Regulation (EU) No 472/2013 of the European Parliament and of the Council of 21 May 2013 on the strengthening of
economic and budgetary surveillance of Member States in the euro area experiencing or threatened with serious difficulties with respect
to their financial stability.

66 Opinion of the ECB of 7 March 2012 on strengthened economic governance of the euro area (CON/2012/18).

67 (i) Communication from the Commission on ex-ante coordination of plans for major economic policy reforms (COM(2013)166 final), (ii)
Communication from the Commission on the introduction of a Convergence and Competitiveness Instrument (ICC) (COM(2013]165 final).



1.8.2 National legislation
1.8.2.1 BCL Regulations

In 2013, the BCL issued two regulations, both in the field of monetary policy, the former being abrogated
and replaced by the latter:

e Regulation of the BCL 2013/ N°14 of 7 March 2013 implementing the Guideline of the European Central
Bank of 23 January 2013 amending Guideline ECB/2012/18 on additional temporary measures relating
to Eurosystem refinancing operations and eligibility of collateral (ECB/2013/2);

e Regulation of the BCL 2013/ N°15 of 3 May 2013 implementing the Guideline of the European Central
Bank of 20 March 2013 on additional temporary measures relating to Eurosystem refinancing opera-
tions and eligibility of collateral and amending Guideline ECB/2007/9 (recast) (ECB/2013/4).

Regulation BCL 2013/N° 15 repeals and replaces Regulations BCL N° 12, 13 and 14.
1.8.2.2 Interestrates

The legal interest rate for 2013 was set at 3.50% by the Grand-ducal Regulation of 26 December 2012
(Mémorial A - N°299 of 31 December 2012, p. 4723). For 2014, this rate is set at 3,25% by the Grand-ducal
Regulation of 23 December 2013 (Mémorial A - N°228 of 27 December 2013, p. 4245). It should be noted that
this rate does not correspond to a particular money market reference rate.

As regards late payment interest rate on overdue claims in commercial transactions, it is calculated, unless
otherwise provided for by contract, on the basis of the ECB’s reference rate plus a margin. This margin has
increased from 7% to 8% since 15 April 2013. The late payment interest rate is published every six months
in the Mémorial B (Official Gazette). For the first half of 2013, the late payment interest rate was 7,75% in
accordance with the publication of the Mémorial B - N°13 of 28 January 2013, p. 374. Following the increase
of the margin between 15 April 2013 and 30 June 2013, the late payment interest rate was 8,75%. For the
second half of 2013, the late payment interest was 8,5% in accordance with the publication of the Mémo-
rial B - N°72 of 22 July 2013, p. 1592. The above mentioned rates include the margin provided for by the
amended law of 18 April 2004 on payment deadlines and late payment interests.

1.8.2.3 Enacted law

The law of 27 June 2013 on banks issuing mortgage bonds, which amends the law of 5 April 1993 on the
financial sector (law of 27 June 2013), was drafted, as regards the liquidation regime, on the basis of the
amendments made by the German legislator to the German law of 19 November 2010 on mortgage bonds
(Pfandbriefgesetz).

As regards the liquidation regime, the law of 27 June 2013 introduces a separation of the assets and liabili-
ties of the bank issuing mortgage bonds in two distinct parts.

In this context, when the full reimbursement of the mortgage bonds is not undermined, the latter together
with the cover assets form “patrimonial compartments” of the bank issuing mortgage bonds continue to
benefit from the license of the bank with limited activity issuing mortgage bonds. A judicially appointed
administrator performs the management of the “patrimonial compartments”; the latter are separated from
the insolvent part constituted in this case by the ancillary activities.

In case the full reimbursement of the mortgage bonds is jeopardized, the law of 27 June 2013 lays down in
detail the procedure applicable to collateral or insolvent “patrimonial compartments” of the bank issuing
mortgage bonds (in case of a bank with limited activity issuing mortgage bonds).

If the main activity of the bank issuing mortgage bonds generates the initiation of the insolvency proceed-
ings, in accordance with the principle that the accessory follows the principal, the ancillary activity of the
bank issuing mortgage bonds receives the same treatment as the “issuance of mortgage bonds” part.
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At the same time, a new category of mortgage bonds is created, mutual mortgage bonds, whose quality is
ensured under the condition that the issuing banks are members of a scheme of institutional protection. The
mission and the operating procedures of the latter establish a mutual protection regime.

Other more specific modifications, such as the extension of the list of states which are likely to grant loans,
the insertion in the law of the definition of “public undertakings” or the specification that credit claims, pro-
vided as collateral, have to be held in full “ownership”, are introduced by the law of 27 June 2013.

The law of 27 June 2013 is not fully in line with the criteria set out in the Capital Requirement Directive
(CRDJ. However, this does not prevent the issuers from undertaking issuances which are CRD compliant.
CRD compliance does not only ensure the eligibility of mortgage bonds as collateral for Eurosystem credit
operations, but also allows the instrument to benefit from a certain quality.

The Luxembourg Government omitted to consult the ECB on the law of 27 June 2013, which introduces a new
category of mortgage bonds that may be issued by the banks issuing mortgage bonds and that are secured
by loans granted to credit institutions taking part in a “system of institutional guarantee”. The case is con-
sidered to be of general significance to the ESCB because a new consultative role is assigned to the BCL in
the context of the institutional guarantee scheme. Moreover, the law of 27 June 2013 is likely to give rise to
possible confusion with regard to the allocation of minimum reserves to “patrimonial compartments” issu-
ing mortgage bonds, and also raises issues with regard to access to central bank funding through monetary
policy operations or emergency liquidity assistance in case of a stay of payment or liquidation of an institu-
tion issuing such mortgage bonds.

The ECB sent to the Government a letter dated 13 January 2014 inviting the latter to comply in the future with
the obligation to consult the ECB, as specified in Article 127, fourth paragraph, of TFEU and Article 2, first
paragraph, of the Decision 98/415 of the Council of 29 June 1998 on the consultation of the European Central
Bank by national authorities regarding draft legislative provisions.

1.8.2.4 Draftlaws
Draft law on the coordination and governance of public finances (n°6597)

A draft law on the coordination and governance of public finances has been introduced to Parliament on
22 July 2013.

The objective of the draft law is namely to transpose into Luxembourg law the provisions of the TSCG, in
particular its Article 3, as well as some provisions of the six-pack. In Article 7(1) of said draft law, the BCL
is designated as an “independent body*®” in charge of specific tasks which are defined in the same article. It
appears from the explanatory memorandum that said draft law aims at entrusting the BCL with the tasks
incumbent upon the “independent institution” within the meaning of Article 3(2) of TSCG.

The Luxembourg Ministry of Finance consulted the ECB and the latter delivered its opinion on 18 December
2013%_In its opinion, the ECB recommended that the legislator reconsiders the assignment of these new
tasks to the BCL.

In the said opinion, it is acknowledged that: “[...] an NCB commonly monitors various types of information in
order to properly assess current and prospective developments that are relevant for monetary policy. Monitoring
fiscal developments is a task that an NCB carries out on a regular basis in order to properly assess the stance to
be taken in monetary policy.

Moreover, NCBs may present their views on relevant fiscal developments on the basis of their monitoring activ-
ity and the independence of their advice, with a view to also contributing to the proper functioning of European

68 The criteria for such “independent bodies” were specified by the Commission in its Communication of 20 June 2012 on common principles
on national fiscal correction mechanisms (COM(2012)342 final) and in Regulation (EU) No 473/2013 of the European Parliament and of the
Council of 21 May 2013 on common provisions for monitoring and assessing draft budgetary plans and ensuring the correction of excessive
deficit of the Member States in the euro area.

69  Opinion of the ECB of 18 December 2013 on public finances (CON/2013/90).



Monetary Union. In this respect, the monitoring of fiscal developments by Eurosystem central banks for monetary
policy purposes should be based on the full access to all relevant public finance data.

Accordingly, the BCL should be granted unconditional, timely and automatic access to all relevant public finance
statistics. The BCL's current role in monitoring fiscal developments should be enhanced through obtaining uncon-
ditional, timely and automatic access to all relevant public finance statistics. In any event, the BCL should retain
any role it may already have regarding the production and quality control of government finance statistics [...]""°.

The ECB considers that “[..] an NCB's role should not go beyond monitoring activities that result from or are
linked - directly or indirectly - to the discharge of their monetary policy mandate” and that “[..] the monetary policy
mandate as well as an NCB's independence run the risk of being undermined if the NCB takes up the monitoring
activities set out in Article 5 of Regulation (EU) No 473/2013 and Article 4 of Directive 2011/85/EU.""!

It follows from the above that, based on the tasks that are normally assigned to a central bank in its capacity
as member of the Eurosystem, the BCL could and should monitor and analyse fiscal data and information in
order to properly assess current and prospective public finance developments under its responsibility. This
monitoring and analysing activity must enable it to assess the outlook for the economy and the risks to price
stability. The BCL could and should in particular produce fiscal projections as an indispensable support
for macroeconomic projections and properly assess the stance to be taken with regard to monetary policy.

Moreover, the BCL could publicly communicate, at its own discretion, under its full responsibility and in full
respect of the central bank’s independence, and present its views on relevant fiscal developments as well
as on the outcome of its analysis with a view to contributing directly, or indirectly, to the proper functioning
of EMU.

In order to fulfill these tasks and to strenghten the BCL's current role in monitoring fiscal developments,
the latter should obtain unconditional, timely and automatic access to all relevant public finance statistics.

The draft bill was amended by the Government on 11 March 2014. The amendments relate in particular to
the designation of the BCL as an “independent body”, which has been replaced by a new “National Council
of Public Finance” [Conseil national des finances publiques) composed of seven members, two members
appointed by Parliament from among personalities of the private sector by virtue of their competences in
economic and financial matters, one member appointed by the Court of Auditors, one member appointed by
the Chambre de Commerce, the Chambre des Métiers and the Chambre dAgriculture, one member appointed
by the Chambre des Fonctionnaires et Employés publics and by the Chambre des Salariés as well as two mem-
bers appointed by the Government.

The National Council of Public Finance is assisted by a permanent secretariat consisting of civil servants
and public employees. These persons can be seconded by their home administration. It may proceed to
hearings of representatives of competent administrations in the field of public finance, statistics and eco-
nomic forecasts. The National Council of Public Finance may also have recourse to bodies or experts from
among the private sector’.

The amendments made by the Government did not accommodate the ECB’s comment relating to the need
of the BCL to obtain an unconditional, timely and automatic access to all public finance statistics in order to
carry out its tasks and to strengthen the BCL's current role in monitoring fiscal developments.

The BCL cannot be considered as a "competent administration in the field of public finance”. As specified in
the opinion of the ECB of 18 December 2013, the BCL may be heard by the National Council of Public Finance
and present its views on relevant fiscal developments on the basis of its monitoring activity and of the inde-
pendence of its advice, without prejudice to its independence in accordance with Article 130 of TFEU, with a
view to also contributing, directly or indirectly, to the proper functioning of EMU.

70 Point 5.4 of the Opinion of the ECB (CON/2013/90).
71 Point 5.5 of the Opinion of the ECB (CON/2013/90).
72 Article 7(4) of the draft law as amended by the Government.
73 Article 7(5) of the draft law as amended by the Government.

)
=
=
Z
'—
()
<
%)
|
(&)
m
L
T
-




(%2]
—
=
=
—
(&)
<
(2]
—
(&]
o
L
xI
-

Draft law creating a Systemic Risk Committee [n°6653)

The objective of the draft law creating a Systemic Risk Committee is to implement the recommendation of
the European Systemic Risk Board of 22 December 2011 that requires Member States to set up a national
macro-prudential authority, as well as the recommendation of 4 April 2013 on intermediate objectives and
instruments of macro-prudential policy; the BCL is meant to play a leading role in the macro-prudential
policy.™

Similarly to the approach taken in Germany and France, a committee called “Systemic Risk Committee”
(Comité du Risque Systémique) shall be put in place in Luxembourg, composed of the authorities involved
in the regulation and the supervision of the financial system and whose actions have a material impact on
financial stability: the ministry responsible for the financial centre, the BCL, the CSSF and the Commissariat
aux assurances insurance commission).

The task of the committee is to contribute to the safeguarding of the stability of the Luxembourg financial
system as a whole. This includes strengthening the resilience of the financial system. The committee shall
express opinions and recommendations, which are adopted by unanimity of the votes cast and whose recipi-
ents are the authorities represented at the committee or all or part of the financial system.

Itis foreseen that the committee will be chaired by the member of the Government responsible for the finan-
cial centre and, in his/her absence, by the Governor of the BCL. The Secretariat of the committee would be
provided by the BCL under the hierarchical authority of its Governor. The Secretariat is responsible for the
meetings of the committee.

Draft law on the implementation of the EU Directive on Capital Requirements (n°6660)

The draft law” aiming at transposing the Capital Requirements Directive and the related legislation [CRD IV/
CRRJ implements the provisions of certain directives into the Luxembourg legal framework, namely Direc-
tive 2013/36/EU, which is aimed at reinforcing the ability of the European banking sector to deal with finan-
cial crises, while ensuring that banks continue to finance the economic activity and foster growth. Thus,
credit institutions and investment firms will now have to hold capital buffers which are grafted on minimum
capital requirements.

The draft law also foresees a close and continuous cooperation between the CSSF and the BCL, as the BCL
possesses broad expertise in the field of macroeconomics and financial stability and given the leading role
assigned to central banks as regards macro-prudential supervision.

The text also provides for enhanced governance in financial sector, new requirements regarding remunera-
tion policies and a system of administrative sanctions of pecuniary nature which is more deterrent than the
existing legislation.

1.8.3 ECB legal acts
The two Decisions of the European Central Bank of 26 September 2013

On 26 September 2013, the Governing Council adopted two Decisions in the field of monetary policy, which
amend both the conventional and non-conventional monetary policy regimes.

74 Cf. Recommendation of the European Systemic Risk Board of 22 December 2011 on the macro-prudential mandate of national authorities
(ESRB/2011/3) addressed to members states [Recommendation B-3].

75 Draft law on:

Transposition of Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013;

Partial transposition of Directive 2011/89/EU of the European Parliament and of the Council of 16 November 2011;
Transposition of Article 6, paragraph 6 of Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011;
amending:

- the Law of 5 April 1993 on the financial sector, as amended;

- the Law of 23 December 1998 creating a commission for the prudential supervision of the

financial sector, as amended (Commission de surveillance du secteur financier) ;

- the Law of 12 July 2013 on alternative investment fund managers.



Firstly, the ECB Decision of 26 September 2013 on additional measures relating to Eurosystem refinancing
operations and eligibility of collateral (ECB/2013/35) amends the ECB Guideline ECB/2011/14 of 20 Septem-
ber 2011 on monetary policy instruments and procedures of the Eurosystem and in particular Annex 1, which
establishes the General documentation (Decision ECB/2013/35).

The main amendments made to the General documentation by Decision ECB/2013/35 relate to:

e the coupon structures,

e the haircuts and valuations,

e the grandfathering period for non-compliant covered bonds,

e the enhancement of the requirements for certain asset-backed securities (ABS)

e therating priorities in the ECAF (Eurosystem Credit Assessment Framework],

e theeligibility of Croatian issuers, and

e thereplacement of the "AAA” rating requirement by a “A” rating requirement for ABS subject to loan-
level data reporting requirements.

Secondly, the ECB Decision of 26 September 2013 on additional temporary measures relating to Eurosystem
refinancing operations and eligibility of collateral (ECB/2013/36) ([Decision ECB/2013/36) amends the ECB
Guideline ECB/2013/4 on additional temporary measures relating to Eurosystem refinancing operations and
eligibility of collateral (Guideline ECB/2013/4).

The main amendments made to Guideline ECB/2013/4 by Decision ECB/2013/36 relate to:

e the haircuts applicable to asset-backed securities pursuant to the temporary framework,

e the provisions on servicing continuity, and

e therules applicable to the admission of additional credit claims.

The amendments introduced by these two Decisions entered into force on 1 October 2013. The adoption of
decisions by the Governing Council with a view to modifying guidelines constitutes an exceptional measure
since, in principle, a guideline should be amended by another guideline (legal instrument which requires an
implementation at national level by the NCBs as addressees thereof).

The choice of this legal instrument is justified by the fact that a decision is directly binding in its entirety and
thus does not require implementation measures whose adoption may take some time. In view of the urgency
of the situation the use of such an instrument was preferred. The two Decisions should be incorporated into
the respective guidelines and should only remain in force temporarily.

1.9 COMMUNICATION

1.9.1 Publications

As required by its statutes the BCL publishes a report on its activities each year. This annual report is avail-
able in English and French.

In 2013 the BCL published four Bulletins and one Financial Stability Review.

Inits working papers, which are available on the BCL's website, the BCL publishes the research conducted
by its staff. Each paper contains a non-technical summary. Three working papers were published in 2013.
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1.9.2 Training at the BCL
1.9.21  Academic cooperation

The BCL continued its cooperation with the University of Luxembourg and its staff members gave lectures
in economics and law. Staff members also gave lectures on European economic integration (at MUDEC -
Miami University John E. Dolibois European Center), the European Monetary Union (at The Institute of Inter-
national and Regional Studies at the University of Szeged), foreign exchange risk management (Strasbourg
Institute of Political Studies) and econometrics and time series analysis (Metz University).

The BCL also organised one-off presentations for student groups (from ULB-Solvay, MUDEC, Syracuse
University, Maastricht University, Trier University).

1.9.2.2 Technical cooperation

The BCL is a shareholder at the Agence de Transfert de Technologie Financiére (ATTF). This agency, estab-
lished in 1999 at the initiative of the Luxembourgish government, aims to make Luxembourg’s know-how in
financial matters accessible to other countries, in particular to emerging countries. At the request of the
ATTF, presentations were organised for the benefit of delegations from Uzbekistan and from the People’s
Bank of China, the latter within the context of the annual ATTF-PBoC seminar.

1.9.2.3 Educational activities

The BCL continues to organise presentations on the BCL and the Eurosystem for students in their last
two years of secondary school if their curriculum includes economics as a subject. Students along with
their teachers are received at the auditorium of the Monterey building for an educational and interactive
presentation of the organisation and the missions of the BCL and the Eurosystem. Other topics can also be
addressed if so requested by teachers or students.

In addition, in October 2013, the BCL launched the first edition of the Eurosystem’s school competition “Gen-
eration €uro Students” Award” in Luxembourg. Since 2011 this competition is organised in ten Euro area
countries. It is meant for secondary school students between 16 to 19 years of age and more particularly
for students of economics. Its aim is to establish a better understanding of the role and functions of the
Eurosystem.

65 teams of four to five students from around a dozen secondary schools took part in the first edition of the
competition, which closed in March 2014. Presentations were given to the participating students and their
teachers to help them with the preparation of the different types of tests. On the occasion of the formal
opening of the competition the BCL organised an information session for the teachers. The Governor of the
BCL and the Minister of National Education were present at this event.

1.9.3 The BCL's website

The BCL's website, www.bcl.lu, provides information about the Bank's activities and services as well as
statistics concerning Luxembourg and the Eurosystem. It also contains links to the ECB’s website and to
websites of other central banks of the ESCB. The site offers both professional and private visitors clearly
structured information on the BCL. In addition, the site offers a search engine and visitors can inscribe
themselves on its mailing list.

The site ensures the distribution of the BCL's publications, which can be viewed and downloaded from
the section “publications”. The publications can also be obtained in hard copy upon request, depending on
availability.

The website is in French and English. Documents are published in their original language (French, English
or German).


http://www.bcl.lu

In 2013 the BCL continued the process of redesigning its website and the new version is expected to go
online in 2014.

More than 114 000 people visited the BCL's website in 2013 (over 15.6 million clicks were registered on over
2.8 million consulted pages). The most frequently downloaded document continues to be the numismatic
programme, which was downloaded around 31 200 times. The numismatic products’ electronic shop (eshop.
bel.lu), which is directly accessible from the BCL's website, attracted more than 35 400 visitors in 2013.

1.9.4 The BCL's library

The library of the BCL, inaugurated in 2005, uses the ALEPH library management system, which is con-
nected to the public libraries in Luxembourg.

The library mainly contains publications on the subjects of economics and law. The collection comprises
works published by international organisations (such as the BIS, European Commission, IMF, OECD, World
Bank, etc.) but also from National Central Banks. The great majority of the works focuses on monetary,
economic, financial and legal issues in the euro area.

The library is open to the public by appointment, which can be made either by fax (+352 4774 4910) or by
email (bibliotheque@bcl.lu).

1.9.5 Press relations

In early January 2013 the BCL organised a press conference on the new 5 Euro banknote in the context of
the introduction of the Europa series.

Contact with the national and international press continued throughout 2013 and consisted mainly of
responses to numerous requests made by journalists.

Atotal of 79 press releases were published.
1.9.6 BCL research programme
Research activities at the BCL are organised in three main themes:

- macro-financial linkages;
- public and private finance;
- competitiveness, labour market and growth.

1.9.6.1 Research activities

BCL research output is regularly disseminated through its working paper series as well as the BCL bulletin
and Financial Stability Review. Several studies were published in peer-reviewed scientific journals (Review
of Finance, Journal of Economic Dynamics and Control, Journal of Productivity Analysis, Economic Inquiry,
Advances in Statistical Analysis, Empirica - Journal of European Economics).

BCL researchers also presented their work in seminars and workshops organised, among others, by the
University of Luxembourg, STATEC, the Réseau d'Etudes sur le marché du Travail et de 'Emploi Luxembour-
geois, the Eurosystem, the European University Institute, the Swedish Network for European Studies in
Economics & Business, the International Network of Business and Management Journals, the European
Economic Association, the European Regional Science Association and the European Association of Labour
Economists.

Since December 2006 the BCL is a member of the Eurosystem network on Household Finance and Con-
sumption (HFCNJ. This network designed and conducted a harmonised survey of the consumption and finan-
cial behaviour of households in the euro area. In Luxembourg the survey was carried out by the BCL along
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with CEPS/Instead. First results were published as working papers or text boxes in the BCL bulletin. The
second wave of the survey will be conducted in 2014.

Since June 2010 the BCL has also participated in the ESCB network called MaRs [macro-prudential
research network]. In this context, BCL staff is involved in two workstreams: one on macro-financial mod-
els, with a focus on the link between financial stability and economic performance, and another on early
warning systems and systemic risk measures.

Since March 2012, the BCL is also a member of the ESCB network called Compnet (Competitiveness
research network). BCL staff have participated in meetings and followed workstreams on macroeco-
nomic aspects of competitiveness (aggregate and sectoral measures and their link to national export

performance).

In June 2013, the BCL organised a workshop on the subject « Household Finance and Consumption » with
the participation of researchers in this domain that are active in Luxembourg or in the neighbouring regions.

1.9.6.2 The BCL Foundation

Created in 2011, the BCL Foundation aims to promote research and higher education in the BCL's fields of
activity. In 2012-2013, its Board of Directors continued to see research on financial stability as remaining of
primary importance. It is also a subject of current interest to both researchers and policymakers. The Foun-

dation offered two grants of € 5000 in 2013 to finance visits to the BCL of researchers active in this domain.

The Foundation’s statutes were approved by the Reglement grand-ducal of 12 March 2011. On 1 December
2013, the Board of Directors included the following members:

Serge Kolb, Member of the Council of the BCL and BCL Executive Director - Managing Director

Hans Helmut Kotz, Vice-President and interim President, Senior fellow at the Centre of Financial Studies,
Goethe Universitat, Frankfurt, Honorary Professor at Freiburg University (D) and former Member of the
Deutsche Bundesbank Board of Directors - Director

Jaques Poos, Member of the Council of the BCL - Director

Patrice Pieretti, Professor at the University of Luxembourg and former Member of the Council of the BCL
- Director

Romain Schintgen, Member of the Council of the BCL - Director
Henri Sneessens, Professor at the University of Luxembourg - Director

Christian Wolff, Professor at the University of Luxembourg, Director of the Luxembourg School of Finance
- Director

Jean-Pierre Zigrand, Professor at the London School of Economics - Director

1.9.7 Conferences and events

The BCL was involved in the organisation of the following conferences and events:

e seminars by the European Supervisor Education Initiative (ESE], which were organised in Luxembourg
on 25 and 26 April 2013 and from 23 to 25 October 2013. The ESE, of which the BCL has been a member

since 2010, aims to train supervisors in Europe and to promote the convergence of micro-prudential
supervisory practices at the European level.



e conference on the topic “The Future of Europe” by the association The Bridge Forum Dialogue on 24 April
2013 at the European Commission. Viviane Reding, the Vice-President of the European Commission,
gave a speech. The conference was chaired by Martine Reicherts, Member of the Board of the Associa-
tion The Bridge Forum Dialogue.

e seminar by the Luxembourg Workshop on Household Finance and Consumption on 26 June 2013 at the
BCL. The objective of this seminar was to present and discuss the studies using microeconomic data
and surveys on households and individuals.

e conference on the topic “The Future of European Defence” by the Association The Bridge Forum Dialogue
on 24 September 2013 at the European Commission. The conference was presided over by Michael
Palmer, Founding Member of The Bridge Forum Dialogue. Speeches were held by Arnaud Danjean, Mem-
ber of the European Parliament and Chair of the Subcommittee on Security and Defence, and loan
Mircea Pascu, Member of the European Parliament and Vice-Chair of the Committee on Foreign Affairs.

e conference on the topic “Towards a European Banking Union” by the Association The Bridge Forum Dia-
logue and the European Investment Bank Institute on 30 September 2013 at the European Investment
Bank. The conference was chaired by Werner Hoyer, President of the European Investment Bank and
Vice-President of The Bridge Forum Dialogue, and the speaker was Yves Mersch, Member of the Execu-
tive Board of the European Central Bank and Founding Member and former President of The Bridge
Forum Dialogue.

1.10 EUROPEAN ACTIVITIES
1.10.1 Activities at the level of the ECB

In 2013, the Governor of the BCL participated in 23 meetings of the Governing Council and in 5 meetings of
the General Council. Members of the Governing Council act in their personal capacity and not as national
representatives when taking decisions.

The Governing Council usually meets twice a month at the ECB’s headquarters in Frankfurt. At its first
meeting, the Governing Council assesses economic and monetary developments and takes its monthly
monetary policy decisions, whilst at its second meeting the Council mainly discusses issues related to other
tasks and responsibilities of the ECB and the Eurosystem. In 2013, more than 500 Executive Board propos-
als were adopted by the Governing Council by written procedure, including opinions relating to draft laws at
the European or national level, according to article 127 paragraph 4 of the Lisbon Treaty.

The General Council comprises the ECB President and Vice-President as well as ESCB Governors and
meets in Frankfurt four times a year.

The Eurosystem/ESCB Committees assist the decision-making bodies of the ECB in the fulfillment of their
tasks. The Governing Council and the Executive Board may ask Committees to conduct analyses on specific
topics. Committees were established under article 9.1 of the ECB’s rules of procedure and report to the
Governing Council through the ECB’s Executive Board. Committees are mainly composed of members of
the Eurosystem but may also include, for some issues, ESCB members. Each member is appointed by the
Governor of his/her national central bank or, in some cases, by the ECB’s Executive Board.

In view of their support of the decision-making bodies of the ECB regarding the execution of tasks conferred
by Regulation 1024/2013/EU, the Committee composition includes one member from the national competent
authority of each participating Member State, appointed by the respective Governor, after having consulted
the national competent authority in case the latter is not a central bank.

Working groups or task forces have also been established with specific objectives in accordance with their
related Committee’s mandate. The Governing Council has further created High Level Groups to consider
particular issues.
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1.10.2 Economic and Financial Committee

The Economic and Financial Committee (EFC) is composed of representatives of the Ministries of Finance
and the central banks of EU Member States as well as representatives of the European Commission and the
ECB. In this Committee the BCL is represented by one of the members of its Executive Board.

According to Article 134 Paragraph 2 of the TFEU, one of the tasks of the EFC is to “review the economic and
financial situation of the Member States of the EU and to regularly report to the Council and to the Commis-

sion” as well as to “contribute to the preparation of the work of the Council".

In 2013 the EFC continued to closely follow the evolution of financial stability in the EU, the development of
the budgetary situation of the member states and the progress towards the banking union.

The EFC also deals with economic policy issues regarding the economic policy discussed in the informal
meetings of the ECOFIN Council, to which the Governors of the national central banks of the EU are invited.

1.10.3  The European Statistical Forum and the Committee on Monetary, Financial and Balance of
Payments Statistics

On 24 April 2013, the European Statistical System (ESS) and the ESCB signed Memorandum of Understand-
ing regarding the cooperation between the two bodies. To further improve this cooperation the two bodies
established the European Statistical Forum (EFS) where the central banks, the national statistical institutes
as well as the European Commission and the ECB are represented.

This forum will establish an annual work programme, whose main objective is the improvement of the
cooperation between the two bodies.

The Committee on Monetary, Financial and Balance of Payments Statistics [CMFB] will continue to handle
the issues which both statistical bodies have in common.

The CMFB also has the task of deciding on the development and coordination of statistical categories that
are required under the policy implemented by the Council, the Commission and various committees assist-
ing them. The central banks, the national statistical institutes as well as the Commission and the ECB are
represented in the CMFB.

The BCL actively contributed to the work of these two committees in 2013. Progress has been made in
particular with regard to financial accounts, balance of payments, financial services and public finance
statistics as well as national accounts.

1.1 NATIONAL AND EXTERNAL ACTIVITIES

1.11.1 National activities

1.11.1.1  Relations with Parliament

In 2013 the BCL did not present its opinion on the government’s draft budgetary plan on revenues and
expenditures. The bill was only submitted to the Chamber of Deputies on 5 March 2014.

1.11.1.2 BCL committees
The Operational Crisis Prevention Group (0OCPG)
The BCL established the Operational Crisis Prevention Group (OCPGJ with the mandate of enhancing the

financial sector’s preparation with regards to large-scale operational disruptions. Members include the
ABBL, the CSSF and systemically important market participants.



The Group is currently working to establish communication procedures for crisis situations and setting-up
dedicated communication tools.

The Lawyers' Committee (Comité des Juristes)

The Lawyers’ Committee of the BCL met six times in the course of the year. It discussed various draft laws
and in particular the Luxembourg draft laws related to the Family Office, to over-indebtedness and to cov-
ered bonds issuing banks. In addition, it considered the legal framework applicable to mortgage loans, the
action launched by the United Kingdom against the ECB at the Court of Justice of the European Union (CJEU)
regarding the "location policy’ of critical infrastructures within the euro area and the ECB consultation pro-
cedure of Luxembourg draft laws and regulations concerning the BCL.

The Committee also examined the new rules concerning the Banking Union and the Proposal for a Directive
establishing a framework for the recovery and resolution of credit institutions and investment firms, as well
as the rules concerning state aid granted to banks in the context of the financial crisis.

Statistics Committee

The Statistics Committee has been set up by the BCL to ensure a constant dialogue between representatives
of entities collecting statistical data and the main users of such data. The Committee is regularly consulted
on issues relating to the statistical reporting in the financial sector.

Monetary and banking statistics consultative commission

This consultative commission has been set up by the BCL in order to assure an efficient collection of mon-
etary and banking statistics and to enhance the dialogue with reporting credit institutions. In 2013, the
Commission was informed and consulted on various conceptual issues relating to the modification of the
statistical data collection from credit institutions, the security by security reporting from credit institutions
as well as the revision of the statistical data collection on interest rates charged by credit institutions. The
draft revision of the statistical data collection from credit institutions enters into force on 1 January 2015.

Balance of payments statistics consultative commission

The balance of payments statistics consultative commission acts as an advisory group and assists the BCL
in its mission to collect data in the areas of balance of payments and international investment position. The
commission ensures an efficient organisation of data collection in order to avoid redundancies and to limit
the workload for the entities requested to submit statistical data.

Due to the absence of new projects, the commission was not consulted in 2013.
Economic and financial statistics consultative commission

The economic and financial statistics consultative commission has been set up by the BCL to ensure an
efficient organisation of data collection in the area of economic and financial statistics as well as to enhance
the dialogue between financial intermediaries and the central bank. Due to the absence of new projects, the
commision was not consulted in 2013.

Market Operations Committee

This Committee, which acts as a consultative body, assists the BCL in the preparatory work related to the
rules and practical modalities of the monetary policy operations, foreign exchange operations and the man-
agement of foreign exchange reserves. Equally, this Committee has the objective of providing a discussion
forum for questions related to financial market developments. The Committee held two meetings in 2013.
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1.11.1.3 External committees
The Economic Committee (Comité de conjoncture]

The Economic Committee acts on the basis of the legislation which authorises the government to take
measures to stabilise employment. The Committee, therefore, provides a framework for the examination
of business cycle fluctuations in the country’s economy and for the monitoring of economic policy issues
when they arise.

The BCL's contribution to the Economic Committee is two-fold: firstly, the BCL collects information on
Luxembourg's economic situation and, secondly, it contributes to the Committee’s work by monitoring and
commenting on the latest developments in monetary areas and in the financial sector.

The Consumer Price Index Commission [Commission de U'indice des prix a la consummation]

The BCL has an observer status at the meetings of the Consumer Price Index Commission (CPIC), which is
in charge of advising and assisting STATEC in the preparation of consumer price indices. This Commission
also issues technical opinions on the development of the monthly consumer price index and supervises the
compliance of this index with national and European legislation. The BCL presents its inflation projections
for Luxembourg to the CPIC and provides explanations on the BCL's work in the area of consumer prices.

Accounting Standards Board

The Accounting Standards Board (Commission des normes comptables, hereafter the “CNC") is an economic
interest grouping (groupement d'intérét économique) whose role is to:

- provide accounting advice to the Government,

- contribute to the development of an accounting doctrine

- participate in discussions relating to accounting matters within European and international bodies
- assume any missions entrusted to it by law.

Since October 2013, the BCL is a member of the CNC as a result of its responsibilities and expertise in those
areas. The BCL contributes to its work depending on its involvement in such work at an international level.
The BCL also participates in different working groups of the CNC.

Committee Comptabilité bancaire

The committee Comptabilité bancaire set up by the Commission de surveillance du secteur financier (CSSF),
aims to ensure an exchange of views between the supervisory authority, the BCL and the stakeholders of
the Luxembourg financial centre. The committee is consulted during the development of CSSF circulars
concerning bank accounting issues.

Higher Council for Statistics of Luxembourg

The Higher Council for Statistics carries out advisory functions on behalf of the national statistical institute
of Luxembourg (STATEC] and is mandated to assess STATEC's annual programme. To this end, STATEC sub-
mits a report on the work accomplished during the year to the Board at the end of each year. It also submits
a programme of work to be done during the year ahead. The report and programme are then assessed by
the Council.

The BCL contributes in two ways to the work of the Council; first, it provides its opinion on documents sub-
mitted during the meetings and, secondly, it provides STATEC with data collected on the financial sector in
order to enable the latter to accomplish its work programme.



The Committee of Public Statistics for Luxembourg

The Committee of Public Statistics has a coordinating role in the field of public statistics. It compiles an
inventory of all the surveys conducted by the Luxembourg statistical body, analyses the feasibility of sat-
isfying requests using existing sources and ensures that the implementation of the statistical program is
compliant with the best practices of the Luxembourg statistical system and international standards.

The BCL contributes to the work of the committee in its function of observer on a regular basis.
XBRL Luxembourg

XBRL (eXtensible Business Reporting Language] is a financial reporting standard based on XML, the main
objective of which is to improve the accuracy, transparency and efficiency of internal and external reporting.

The non-profit association XBRL Luxembourg includes some twenty organisations using XBRL and / or
providing services related to XBRL technology. The role of the association is to promote the XBRL standard
within Luxembourg's economy.

As a founding member of XBRL Luxembourg the BCL analyses the potential to adopt the XBRL standard in
the context of statistical reporting collected from companies of the Luxembourg financial sector.

1.11.2 External activities
Activities at the level of the IMF

Luxembourg is a founding member of the International Monetary Fund (IMF]. The IMF's Executive Board
is composed of 24 Executive Directors. In the context of the amendments to the IMF's Articles of Agree-
ment, which aim to reduce the representation of advanced European countries by two seats, Belgium and
Luxembourg joined the constituency chaired by the Dutch Executive Director on 1 November 2012. Hence-
forth, the Netherlands and Belgium will designate an Executive Director on a rotating basis, thereby reduc-
ing by one the number of Executive Directors of advanced European countries. Luxembourg, in turn, now
holds the position of Senior Advisor. Apart from the Netherlands, Belgium and Luxembourg, the other 12
members of this constituency, in the decreasing order of their quotas, are: Ukraine, Israel, Romania, Bul-
garia, Croatia, Cyprus, Bosnia-Herzegovina, Georgia, Moldova, Macedonia, Armenia and Montenegro.

The BCL handles Luxembourg’s financial transactions with the IMF. It holds Luxembourg's assets and lia-
bilities with regard to the IMF in both the General Resources Account and the Special Drawing Rights (SDR]
account.

On 31 December 2013, Luxembourg’s quota, recorded in full on the BCL's balance sheet, amounted to SDR
418.7 million. On the same date, Luxembourg's reserve position - i.e. the difference between Luxembourg’s
total quota in the IMF and the euro-denominated assets held by the IMF and the BCL - was of SDR 78.7 mil-
lion, equivalent to 18.8% of Luxembourg's quota.

The IMF’s financial transactions plan defines the currencies to be made available by its members and the
distribution of reimbursements among its members on a quarterly basis. At the end of the year, the credits
granted by Luxembourg under the New Arrangements to Borrow (NABJ, reached SDR 126.2 million.

At the end of 2013, Luxembourg held SDR 244.25 millions, or 99.04% of its SDR allocation, in comparison
with 98.98% at the end of 2012.

In the context of the 14™ General Review of Quotas, the IMF's total quotas will double from SDR 238.4 billion
to SDR 476.8 billion. Luxembourg’s quota will increase from SDR 418.7 million to SDR 1 321.8 million, an
increase of 216%. This increase of SDR 903.1 is regulated by the law of 10 October 2012, which authorises the
government to participate in the general review of quotas of the IMF Member States, approved by Resolution
n® 66-2 of the Board of Governors on 15 October 2010 and approving the amendment to the IMF's Articles of
Agreement with regard to the same resolution.

)
=
=
Z
'—
()
<
%)
|
(&)
m
L
T
-




(%2]
—
=
=
—
(&)
<
(2]
—
(&]
o
L
xI
-

The review of the quotas and the amendment to the IMF's Articles of Agreement are linked and will enter
into force when Member States representing at least 85% of the voting rights have adopted them. At this
stage, the coming into effect of the 14" General Review of Quotas of the IMF depends on the ratification by
the Congress of the United States of America.

Following the doubling of the IMF’s quotas, the NAB will be rolled back from around SDR 370 billion to
about SDR 182 billion. Luxembourg’s participation in the NAB will be reduced from SDR 970.59 million to
SDR 493.1 million.

Activities at the level of the Bank for International Settlements (BIS)

Established in 1930, the BIS is the oldest international financial institution. It promotes the cooperation
between central banks, notably by the reqular organisation of high level meetings including the governors
of central banks and experts. It also contributed to the establishment of international standards in banking
areas. At present the BIS has sixty members from central banks of advanced and emerging countries.

The BCL is closely involved in the activities of the various committees and working groups of the BIS.”
Besides its participation in the Committee on the Global Financial System (CGFS) and in the Annual General
Meeting of the BIS, the BCL is also represented by its Governor at the Global Economy Meeting and at the
All Governors’ Meeting, which both take place once every two months in Basel.

In 2013, the discussions that took place in the context of the BIS meetings addressed recent economic
developments, financial market conditions, the collateral policies of central banks and the implementation
of manetary policy in a rapidly changing world.

Activities at the level of the Financial Stability Board (FSB)

The Financial Stability Board was established in 2009 in order to coordinate the work of national financial
authorities and the organisations that elaborate standards in the field of financial stability. It consists of
three committees which are dedicated respectively to the assessment of vulnerabilities, cooperation in
supervisory and regulatory matters and the implementation of standards.

With regard to the FSB’s work related to financial system vulnerabilities and measures aiming at enhanc-
ing financial stability, the FSB set up so-called "Regional Consultative Groups” (RCG) in 2011, which allow
exchanges of views between financial sector authorities from FSB members and other jurisdictions, which
are not members of the Board. The President of the BCL co-chaired the RCG meetings until the end of his
mandate in June 2013. In his capacity of co-chairman he also attended the plenary meetings of the FSB
that were held throughout 2013. These meetings covered particularly the vulnerabilities of the international
financial system and the progress made in addressing the issues identified by the G20.

1.12 THE EUROSYSTEM PROCUREMENT COORDINATION OFFICE (EPCO)

In December 2007, the ECB Governing Council appointed the Banque centrale du Luxembourg to establish
and host the Eurosystem Procurement Coordination Office (EPCO) for an initial period of five years (2008-
2012). This period was extended until the end of December 2014, to allow further analysis for a future scope
of EPCO.

The objective of EPCO is to coordinate and support the joint procurement of goods and services by
those ESCB Central Banks that have agreed to participate in EPCO activities [the so-called 'EPCO Cen-
tral Banks')””, as well as to further improve best practices in the field of public procurement within the
Eurosystem.

76 The working groups of the BIS are: The Financial Stability Board, the Basel Committee on Banking Supervision, the Committee on the
Global Financial System, the Committee on Payment and Settlement Systems, the Markets Committee, the International Association of
Insurance Supervisors and the International Association of Deposit Insurers.

77 In 2013, the EPCO Central Banks were, in addition to seventeen Eurosystem Central Banks, the Central Banks of Romania (Banca Nationald
a Roméniei], Hungary (Magyar Nemzeti Bank) and Croatia (Hrvatska Narodna Banka). Discussions with other central banks that had expressed
an interest in getting more information on EPCO procedures in view of their potential joining were held.



EPCO administers and facilitates the activities of the network of procurement managers and experts of the
EPCO Central Banks. The network met six times in 2013 and continued to serve as an excellent platform to
discuss and exchange views, for example, on the best procurement practices and to foster the joint procure-
ment culture within the Eurosystem. Concerning this activity, EPCO prepared a handbook of best procure-
ment practices in 2013, based on the contributions of the members of the network over the years, to provide
support to the EPCO central banks in that area.

In 2013, the fifth EPCO joint procurement plan was implemented. Good progress was made in a number of
areas: the joint procedures on air transport and global hotel agreements for ESCB meetings were renewed.
EPCO actively supported the lead central banks in the monitoring of existing contracts, as well as in the
preparation of future procedures in areas including market data providers, audit services, packaging prod-
ucts for transportation of euro banknotes, office copy paper and information technology. The contracts in
force produced important benefits for the EPCO central banks.

In addition, EPCO made progress in the study of areas that have a potential for joint procurement in domains
such as insurance and information technology products and services. The latter resulted in a new joint
procurement led by EPCO/BCL.

Over the year 2013 and in particular during the first two quarters, EPCO contributed significantly to the work
on the evaluation of EPCO’s activities under the auspices of the Steering Committee of EPCO, developing,
amongst other things, methodologies to capture the value added by EPCO to the central banks.

In April 2013, the ECB Governing Council approved the Annual Report for 2012. This report confirmed that
the execution of the 2012 budget was € 309 000 below the initially budgeted amount. It also determined the
distribution of EPCO’s operating costs between the participating central banks in line with the mechanism
for the sharing of the costs approved by the Governing Council.

In December 2013, the ECB Governing Council approved EPCO’s procurement plan for 2014 [EPCO Procure-
ment Plan - Update 2014) as a multi-annual procurement plan. This procurement plan widened the scope
of EPCO’s activities for 2014 to include a total of eleven joint procurement procedures and seven areas of
further study, and it strengthened the coordination of future joint procurements of EPCO Central Banks,
without prejudging developments deriving from the duration of EPCO’s current mandate.

Finally, in December 2013, the ECB Governing Council approved a € 898 000 budget for EPCO for the first
half of 2014.
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