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Settlement Issues

Dear Mr. Bolkestein::

The Association of Global Custodians, an info_al association of global b_ng:

institutions, _ understands that the European C:ommission (the "Commission") may very soon

issue a co_ication addressing securities clearing and settlement in the European Union. We

also u_nder:stand that the Commission's communication may rely on aspects of the

recommendations of the Committee of European Set,ties Relators and the European System

of Central Banks C'ESCB-CESR") concerning clearing and settlement systems in the European

Union that were contained in preliminary ESCB-CESR reports, entitled "Standards for Securities

Cle_ng and Settlement Systems in the European Union" and "The scope of application of the

ESCB-CESR s_dards", both dated August 1, 2003. The Association is writing to you at this

time to underscore two relating to the ESCB-CESR recommendations and the

Commission's reliance thereon.

I The Association membership consists of nine b_s headquartered in North America

_th extensive European branches and affiliates that provide v_ous securities safekeeping and

related services to large cross-border investor clients, including major institutionN investors,

pension _ds and investment companies, from all regions of the world. The members of the
Association are listed on the letterhead above.
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First, we wish to note for the Commission that the b_ng community, various securities

intermediaries, and consumers of custody and settlement services, have expressed strong concern

about basic aspects of the ESCB-CESR proposals. During the ESCB-CESR public consultation

period, the Association -- and many other commenters -- provided ESCB-CESR with analysis

and commentary criticizing radical approaches reflected in the standards, including

recommendations to apply regulations to banks that are suitable for infrastruc_e utilities. In

particular, the Association expressed its view that the standards should not equate securities

intermediaries with core infrastructure depositories for any regulatory purpose and described the

ways in which infrastructure utilities perform fundamentally different and distinct market

functions from intermediaries. The Association also expressed concern that the standards would

introduce significant regulatory change for banks as credit institutions without due consideration

of the existing regulatory disciplines and risk-management controls applicable to banking

activities, and without necessarily enhancing systemic safety and soundness. Finally, the

Association noted that the group of experts assisting ESCB-CESR in devising the standards was

not broadly representative of all affected market segments, and ought to include representative

input from custodians. For your general information, we attach a copy of the Executive

Summary of the Association's comment letters.

Second, as the Commission may know, having received the foregoing expressions of

strong concern, ESCB-CESR is in the process of revising their proposals. We trust those

revisions will fully reflect the comments and suggestions tendered by intermediaries, banking

industry organizations, and bank regulators during the public consultation. We believe that, in

view of the force of those comments, significant portions of the standards need to be amended;

and reference to, or reliance on, ESCB-CESR's proposed standards in a Commission

communication at this stage would be premature. Additionally, we caution the Commission

against relying solely on the ESCB-CESR summary of industry comments. We believe the

ESCB-CESR summary fails materially to articulate the serious issues the financial industry has

raised relative to the proposed standards and thus serves to reinforce the position of those

advocates of the proposals.
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We appreciate very much the opportunity to convey o_ views to you and would be

pleased to provide additional information, consultation, or other materials if useful to you.

Sincerely yours,

Dan W. Sc_eider

Counsel to the Association

Margaret R. Blake
Counsel to the Association

Attachment: Executive Summary and Attachment

CC: Mr. Alexander Schaub

Director General
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Director

Internal Market Directorate-General

Mr, Jean-Claude Th6bault

Director
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Mr. Pierre Delsaux
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Mr. Kons:tantinos Tomaras

Administrator

Internal Market Directorate-General
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The Association of Global Custodians"

Response to "Standards for seicurities clearing
and settlement in, the European; Union"

Executive Summary

The Association of Global Custodians (the "Association") _ submitted letters of

comment: to the European System of Central Banks and the Committee of European

Securities Regulators concerning the ESCB-CESR
"Standards for securities clearing and settlement in the European_ Union" (the

"Standards Report") and "The scope of application of the ESCB-CESR s tandlards"

("Scope Statement"). The letters discuss the Association's views on each of the 19
standards for regulation as proposed by the ESCB-CESR ("Standards"), as well as the

Association's concerns regarding! the scope of the proposals and the, absence of well-
defined, risk-based reasons to apply the Standards to custodian banks, particularly:

global custodians. The letters also express the Associatiion's support for the ESCB-

CESR goali of :systemic safety and soundness in securities clearing and settlement: and
the continuing effort to clarify and unify laws, regulations and processes applicable to

safekeeping and settlement throughout the EU, including the, laws and procedures

applicable to security interests in investment securities.

The following summarizes the main points conveyed to the ESCB-CESR in the

Association's comment letters. Although the Association's comments necessarily reflect

the viewpoint of global custodians, key aspects of the letters focus on the functions and
activities of custodians generally. The comment letters-- dated October 1, 2:,003, and

October 31, 2,003-- can be viewed on the Association's Websiite, www:,theaqc.com,.

The Association is an informal group of ten banks with extensive European branches

and affiliates that provide various securities safekeeping and related services to large

cross-border investor cliients, including major institutional investors, pensiion funds andi

investment companies, from all regions of the world with a significant concentration in

IEurope. The members of the Association are listed on the letterheadi above.
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Comments on the Scope of the Standards,

In the Association's view, the ESCB-CESR Standards, by their nature, should be
directed to infrastructure utilities, such as Central Securities Depositories and

International Central Securities Depositories (collectively, "CSDs"). The Standards
should not equate custodians -- of any size - with CSDs for any regulatory purposes.
The o rigina_ CPSS-IOSCO recommendations, on which the ESCB-CESR Standards are
based, focused on infrastructure utilities and did not equate the functions of
intermediaries with those of CSDs, and the Association believes that the ESCB-CESR

Standards need to be refocused accordingly.

Fundamental functional differences exist between market-servicing infrastructure

utilities and client-servicing commercial custodians. CSDs occupy an exclusive, central-
utility position in their respective markets and provide "one-size-fits-all" settlement
services to the full community of intermediaries, including custodians. In that role,
CSDs bear for measuring, controlling and managing aggregate
settlements and the related systemic risks for the entire participant community. In
contrast, custodians act as safekeeping agents for institutional investors, facilitating
individualized settlements for their clients, primarily through the facilities of CSDs that
custodians must use. Unlike CSDs, custodians -- even sizeable custodians -- do not

act as "operators" of "systemically important systems," and they do not apply "rules" to

Comments, on Risk-based Functional Re_aulati=on

The Standards Report does not identify reasons based on functions or risks for
proposing to regulate sizeable custodians as CSDs. In the Association's view,

that may be for as t:he core infrastructure
components of :the EU clearance and settlement: system is neither necessary nor
appropriate for highly-regulated, commercially-competitive custodian banks.
banking activities, service arrangements, or credit determinations of custodians raise
particular issues of interest to ESCiB-CESR, whether systemic or otherwise, those
issues should be for separate review. Before new

requirements --particularly requirements that may conflict with exiisting functional
regulation- specific risks that are otherwise not addressed within the current reg_ulatory
regime should be identified and assessed by the regulatory authorities.
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In connection with making any revisions to the Standards, the Association

believes the following basic points need to be recognized --

Custodians are effectively regulated, examined and supervised by bank

regulators as credit instituUons and safekeeping entities. The existing
regulatory scheme applicable to banks requires banks to maintain
adequate risk-based capital, employ risk management
controls, undergo frequent professional audits and regulatory exams, and
routinely assess client creditworthiness and manage client credit usage.
Additional regulation of custodians, as in the Standards, is
unnecessary and inappropriate.

Custodian banks, are credit institutions and, as such, are
authorized and competent to provide credit in connection with their
safekeeping and related banking activities. Custodians should not be
subject to additional credit or collateral Where there are
collateral requirements today in the current EU settlement environment, they are
satisfactory and the applicable processes and arrangements are well-defined and
effective.

The proposal to sizable custodians as raises
important competitive implications and competition policy issues affecting
the future structure and cos_, of the EU se_lement system. These issues
cannot be avoided and should be addressed b.y appropriate EU competition

policy authorities in connection with dievel!oping regullations for the e,voiviing
markets, perhaps in consultation with ESCB-CESR.

The risks associated with the of infrastructure

settlement 'facilities are different from the risks presented in settlement-
related activities of custodian banks. The. latter risks are. already regulated

and subject to controls.. Functional differences be_een these different types
.of entities,, and 'the,very different: risk profiles of each type, should be recognized
in regulatory recommendat:ions and any resulting regulations should be tailored

Conclusion

The Association supipo_s the Standards as they would apply t:o infrastructure
utilities, particularly the Standards addressed to governance, access, efficiency, risk
control, transparency, operatiional reliabifity, and improvements in processing integrity.
Virtually all aspects of the Standards, however, dlo not: make sense when applied t:o the
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functional and commercial context of custodians; and the Association urges the ESC:B-
CESR to recast its regulatory recommendations so ............... recognize critical
functional differences between, CSDs and custodians, and to. take into account the.
existing regulatory regimes, risk-management techn,iques, and commercial contexts that
separately apply to each different type,of entity. Recasting the proposals,in those ways
woulid avoid the for confliicting, inappropriate and p,otentiially confusing

A_achment-- Summary Chart of 19 Standards

_- A chart tlhat sum:mariz:es the Association's detailed comments on each of the 19,
St:andards is attached hereto.

WASDOCS-#7179553-vi
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