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EmMERGING MARKETS

INVESTOR

Monitoring the markets

Market practice in Asia varies widelv. affectina the safety and quality

of investments.

Derek Duggan of Thomas

Murray report on the implications for both investor and custodian

emard for inforration on loca

securities market infrastructure

~as grown dramatically i~ the
past few years. Meanwnile the task
o? mor tori~g the relevant cheracter-
ist.cs of markets is becoming ‘rcreas-
ingly complicated, as the ~umber of
~arkels ocer 10 girect nvesiment
cortinues to grow. This is especially
tr.e of Asia where once dormant or
closed markels are now Deing active-
1y considered by glebal investors.

As more markets in Asia ope-.
and as t~e compiexity of their inves:-
menrtinsiruments continues tc grow,
so ¢o itre chalenges anc issues
faced by investors. Increasingiy, it
nas beccre critcal fcr these groups
and their agents who are responsible
for the safety and administration of
invested assets. 1o carefully review
and formaly evaluate the local mar-
ket practices for -he safekeeping,
clearing and settlement of securities
in every market where they invest.

Investors in Asia face markeis
witn corsiderably divergent local
securities market rules, regulations
and practices, ccupled with & lack of
factual oeta presertea in a consis-

tent and orecise format across each
of these markets.

The Group of Thirty's {3301 co~-
piance guideiines re~ain tre mos:
usefl’ starling point wher loc<irg at
the develop~ent of t~e iocal secur-

It has become critical
... to carefully review
and formally evaluate
the local market
practices for the safe-
keeping, clearing and
settlement of securi-
ties in every market

ties markets. Puolished i~ 1983, The
G30 report on clearance anc settle-
~ent systems in the worid s secur -
ties markets rignl:ghtea e diversity
and unever quality of iccal setile-
ment syste~s. The nine G230 recom-
mencations were desigrsa to stan-
dardise and improve the quality anc
oractices of naticnzl cearance anc
settement systems.

Although signif cant progress has
been made towaras harmenising ang
autemeating  settlemert practices
across As a, the picture is rot con-
sistent across all ceuntries, as ‘i
cre 1illustrates. On @ reg:ona: bas.:
Asia ccmplies ©n average wi»
between only four ana Tive reccn -
menaations “or eauities. The ccrp. -
arce rate “or fixed income ifour rec-
ommendat ons} aro money market;,
{cetween twc and three reccmmer -
datiors! are eve~ iower than ecu
ies.

Taking these ndivioua country
compliarce tabes, Tho~as Murray
has appled &~ overall G30 tier ranx-
ing tc each courtry ‘or each instre-
ment 1yde: e, equ.ties, fixed i~coma
and money marker insiruments
Figure 2 orovices an ingication o7 the
overal: G3C ccmgpance statistics.
Countries have been ranked as fol-
lows: Tier 1 - ccunir.es that compiv
with seven 0 nine recommenda-
ticns, Tier 2 — “cur 10 six recommer-
dations, Tier 3 - one to th-ee recor -
mendaticns: Tier 4 - zerc recorr-
mendaticns; and N/A - where
rarket ex:sts or cata is unavailao:e.

Wr.ie tne recognised develcped
markeis of ~ong Kong ard Kores
provide no surprises, 't is irteresting
tc rote the improving custody arc

o

settement infrastructures of
Maleysia, Pak:stan, Singapore, Sii
canka, Taiwan anz  Thra.and.
However. Bangladesn, Irdia, the

Philippines ard Vietna~ are clearly
less advanced.

The narmonisaton ana automa-
tion of lccal clearng and setuemen:
cractices in Asia ‘c.aowing G3C nas

Figure 1 Progress towards G30 recommendations — equities

Bangladesh
China, Shanghai
China, Shenznen
"Hong Kong
indic

Indonesia

Korea

Malaysia
Pakistan
Philippines
Singapore

Sri Lanke

Taiwan

Thailan¢
1Vietnam

Trade Trade Central Trade
comparison comparison depositories  netting
direct indirect system
participants participants
Yes No No No
Yes No Yes No
Yes Yes No No
Yes Yes Yes No
No No No No
Yes Yes No Yes
Yes Yes Yes Yes
Yes No Yes Yes
Yes No No Yes
No No No Ne
No Yes Yes No
Yes No Yes No
Yes No Yes Yes
Yes No Yes Yes
No No No No

Source: Thomas Murray

Delivery Same-day Rolling Securities
vs funds settlement lending/

payment on T+3 borrowing
Yes No Yes No
Yes Yes Yes No
Yes Yes Yes Ne
Yes Yes Yes (T+2)  Yes
No No No No
Yes Yes (partial} No Ne
Yes Yes Yes No
Neo Yes Ne No
Yes Yes Yes No
No Yes No Ne
Yes Yes No Yes
Yes Yes No No
Yes No Yes (T-1) No
Yes No Yes No
No No No No
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helped 1o reduce the
costs and risks of global
ISIN investment, but only to a
numbering limitec degree. As evi-
denced by the wvarying
levels of G30 comgpli-
No ance, ™ajcr country-by-
Yes country d:fterences
Yes remein.
Yes nvestors now
No need to lock peyond G30
No anc assess each mar-
No ket's inaividaar settle-
No ment and cJstoay sys-
No tems from &n opera-
No ticns  a~d functioral
Yes viewpoir: end conside~
Yes I in more detai the .mp:i-
No caticns ¢t the lccal rar-
Yes <et irfrastruacture. A
No | closer examinatior of
E any marke: peyond
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Figure 2 G30 compliance

converntional
asset  manage-

;rankings mMent ('~vestment
Equities Fixed Money 1 mixy  considera-

income market tions snoulc

inc'ude an analy-

iaangladesh 3 3 N/A st c‘r:. the finan-
‘China, Shanghai 2 2 N/A J c‘gl mstrumem
{China, Shenzhen 2 N/A N/A. mMix avallaple ir
‘Hong Kong 1 2 2 eacn market; the
jindia 4 4 NA legai  repercus-
lindonesia 2 2 N/A sions ot ,r.vest‘t‘.g
ir(orea 1 H N/A ira voir_‘ucu ar
‘Malaysia 2 2 5 market. t~e pres-
iPakistan 2 NA - NA ence Q_f a centrai
l?hilippines 3 3 3 securtes depcs-
l‘Singapore 2 2 2 l tery iCSD) in
iSri Lanka 2 3 3 I eacn .’na.rlfet‘ the
Taiwan 2 2 2 | use c* which mav
|Thailand 2 3 3 I or may not be
Vietnem 4 4 4 L COMDLISOrY: ;ﬂd
{ | & closer exam're-
ey | Tien of tne specif-

iTier 1: seven to nine recommendations
Tier 2: four o six recommendations
{Txer 3:0ne 1o three recommendations

i Tier 4:no recommendatins

‘N/A: no market/ data unavailable

.Source: Thomas Murray

ic market stan-
gards and prac-
tices for settle-
ment. registre-
tion, proxy voting
and taxation
treaties.

The first ana

most fundamrental feature of market
citferences is that the st of specific
investments available o investors
veries by marker, ard within markets
by stcck excnange. as dces the for-
n wnich these ara heid: ie, pear-
er or registered ‘figure 3}

mel’

investors are stil. subject to, and
must pe aware of, ‘ne market entry
requirements ‘ie, approvai/cocuren-
tation reguirements) wnich exist in
six Asian countries: Bangladesh,
China (Shanghai and Shenznen),
india, Korea, Sri Lartka and Taiwan. in
addition, most markets rave estab-
iishea some foreign investmert
restrictions which contrcl repatria-
tion of funds, investment in specific
inaustries and secticns, and declara-
tion of holdings obligations.

Beyona G30, one factor affecting
investors is the difierence in legal
and regulatcry operating practices
geverning local securities services
markets, &s not ail investors are
given tne same leve! of protecticn by
the iaw in all countries. Figure 4 pro-
vides a summary of the legal safety,
protection ana admiristration of cus-
tody portfolio securities in Asia.

These are the four areas wnich
the boaras o directors of US mutuai
funds are requireq tc consider wher
entering irto  foreign custody
arrangements under rule 17f-B, ana
which other institutional investors -
both in the US and overseas - shoula
look to as key indicaters of the
aporopriateness of hold:ng securities
in foreign markets from a iegal ver-
spective:

B Access t¢c books and records cf a
custodian: Tris looks at whetner tne
‘aws of *ne 1ocal jurisdiction woula
restrict access by an investor's inde-

rgiating to the investor's assets ~
oCtn casn and securities. The market
~orm is that in all the Asian markets
covered, investors must provide for
the r:ight of sccess in a custodian
agreement. n 44% of markets bank
secrecy concerns apgly, whnile r
33% of markets a right of access
may exist i1 certain conditiors

B Recovery of assets in the event of
tne dankruptcy of a custodian: This
looks at the abi'ity of an investor o
recover its assets in the event of tne
barkruptey or liguidation of the cus-
toaian.

B Recovery c¢f assets in the event of
theirioss by a custcoian: This looks
at the ability of an inves:or to0 recov-
er assets that are 10St by a cusiodian.
Overall, the custodian may pe liabie
in cortract, tort, equity or under
statuze in 88% of Asian ccuntries. In
adcition, procedures exist for repiac-
ing 'ost securities in 83% of markets,
while no restrictions were reported
in 11% of markets.

W Foreign exchange controls: This
looks at whether exchange controls
exist that would limit or restrict the
repatriation of earnings {as weli as
principal} reiating to any investment.
The firdings show that foreign
exchange controis ex:st in 67% of
Asian marxets (33% have no signifi-
cant foreign exchange controis). In
11% of markets certein regporting
requirements  apply and  only
approvea dealers can be used in

Even before a review of the opendent public acccuntant to the 17% of markets.

investment aiternauves, foreign 0ooks and records of the custcdian Investors wno maintain a watch-
irg brief  on
'Figure 3  Instruments and settlement dates future changes to
i tnese legal aues-
\ EQUITIES FIXED INCOME MONEY MARKET tions shouwd be
) reasonably well
] Registered Bearer Settlement Registered  Bearer Settlement  Registered Bearer Settlement placed to devel-
: - dote date date op a quasi-regula-
tory control
‘Bangladesh Yes No T+4 Yes No T+4 N/A N/A N/A framewo k
|China, Shanghai Yes No T+3 N/A N/A N/A N/A N/A N/A against which w0
!China, Shenzhen Yes No T+3 N/A N/A N/A N/A N/A N/A maonitor the safe-
.Hong Kong Yes No T+2 No Yes T+2 Ne Yes T+2 ty cf their assets
lindia Yes No Variable Yes Yes Variable /A N/A N/A in ‘ndividual juris-

i!ndones'\u Yes No T+4 Yes Yes T-4/T+3 No Yes T3 dictions.
|Korea Yes Yes T2 Yes Yes T+2 No No N/A The creetion of
‘Malaysia Yes  Yes, phy. shares T+4/7 Yes No T+1 No Yes D CSDs was one of
‘Pak'\stcn Yes Yes T+7-T+13 Yes Yes T+7-T+13 N/A N/A N/A the main recom-
;Philippines Yes No T+4 Yes Yes T+2 Yes Yes T+1 mendations  of
}Singopore Yes No T+5 Yes Yes T+5 No Yes T+2 G30. It mple-
'Sri Lanka Yes No T+7 Yes No T+7 No No T+1 merted, it was
Taiwan Yes No T4 No Yes D No Yes ™ felt that they
Thailand Yes No T+3 Yes No T+2 Yes No N/A would play a sig-
Vietnam N/A N/A N/A N/A N/A T2 N/A N/A N/A nificant role 'n
{Scurce: Thomas Murray reducing  ine*fi-
! ciencies of
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Figure 4 Legal summary of the safety, protection
land administration of securities in local markets

Bank secrecy concerns apply

Securities aregenerally recoverable

No restrictions reported

Foreign exchange controls

‘Certain reporting requirements apply
Foreign exchange controls reported

Only approved dealers can be used

Report 1997

Claim to cash oniy as a general crediter

Access to books and records of a custodian
Access must be provided for in a custodian agreement

A right ot access may exist in certain circumstances
Recovery of assets in the event of the bankruptcy of a custodian

Cash is recoverable if certain conditions are mer
Securities are recoverable if certain conditions are met

Recovery of assets in the event of their loss by a custodian
Custodian may be liablte in contract, tort, equity or under statute
Procedure exists for replacing lost securities

{No significant foreign exchange controls reported

Source: Baker & McKenzie for the Thomas Murray Worldwide Securities Market

100%
44%
33%

83%
94%
17%
6%

89%
89%
11%

33% '
1%
67%

11%

Figure 5 Central securities deposits

]

% of markets with an
operationat CSD

Equities

Yes 78%
No 22%
Fixed Income

Yes 61%
No 39%
Money Markets

Yes 28%
No 72%

Source: Thomas Murray

% of CSDs wnich are

compulsory to use

79%
21%

45%
55%

20%
80%

% of CSDs which are

guaranteed

86%
14%

73%
27%

60%

40%

ohys:cai  settlement  and
imgroving celivery versus
payment (DVP) i~ local mar-
kets. 78% of tne Asian mar-
kets rave fully operational
equity depositories iwith
61% navirg a depository for
fixed securities income and
28% for money markets
instrumrents). Of the four
markets without CSCs, India
and the Pniliopines olan 0
have operationar aapcsito-

' ries before the end of 1996,

wni‘e  Bargladesn ard
Vietnam are reviewing devel-
opmens pians.

Cespite the undoubted
pregress :n  Asia, global
investors srould be aware
that there is no such entity
as a typical or mode: CSD.
There are wide differences in
the functionaiity of, or ser-
vices offered by, deposito-
ries: in their ownersrip and
membership profiles: in the
guaranteses proviaed to
users; and in the conflict

i between ccmpuisory and

optional usage. These differ-
ing cnharacteristics creats
some very real issues and
corcerns, whicn  glopal
investors should ccnsider as
part. of their analysis of the
risk of global :nvestrent.
Finally, investors, asset
managers and custodians
must maintain a watcning
brief on evoiving settlement

' cycles, registration timesta-

bles, proxy voting capabiti-
t:es and taxatior

Figure 6 Proxy voting / registration timetable / number of
[taxation treaties — equities '

rates anc coubie
taxation treaties.
In Asia the aver-

Typical instruction

Bangladesh Meeting - 5
China, Shanghai -
China, Shenzhen -
Hong Keng Meeting - 2
India Meeting - 7
indonesia Meeting - 2
Korea Meeting - 7
Malaysia Meeting - 4
Pakistan Meeting - 7
Philippines Meeting - 10
Singapore Meeting - 2
Sri Lanka Meeting - 3
Taiwan Meeting - 3
‘Thailand Meeting - 3
Vietnam N/A

Source: Thomas Murray

Registration time
deadline for proxy voting (dverage estimate;

4 - 10 weeks
T+3
T+3

10 days

2 - 3 months

2 weeks
On SD
4 - 6 weeks
45 days
4 - 6 weeks
D
1 day
N/A
N/A

Number of
taxation
treaties

13
No
No
No
38
24
27
38
6
22
31
24
2
26
N/A

age setrement
cycle for securities
is petween T+3
and T-+< for goth
equities ard fixea
ncome irstru-
merts. Money mar-
" ket instruments
usually seftle
betweer T -1 and
T-2, out as figure
3 illustrazes this
varies both by mar-
ket and bv irstru-
ment type.
Recistration
remains another
area of i~consis-
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tercy. Registration is orly autoa:
«c/sarre day in 21% of the Asian mar
kets, wrile 16% take over eign
weeks. The average registration T~
of equ:ties is oetween two anc eign
weeks. The percentages take on .
similar split for beras. in terrs o
now registration is conducted, regis
tration ir the rame of the beneficie
owner is overwheimingly the mcs
popular means py which investors
register t-eir securities 188% equi
tes. 72% bonds). Nominee name:
znd street names &re a:'owed in 55%
of equity markets and 44% ¢* nonc¢
merkets.

Proxy voting ‘s a well developec
cencept in the Asian  markets
Fcreign irvestors car vote oy orox.
ir all cf the Asia Pacific markets
except the fledgiirg Vietnamese
market. The average typical insiruc-
tion deadline for raceipt of comzie:
ed proxy is fourffive days before the
~eet'ng, butincreases ¢ 10 days or
average in the Philippines.

78% of Asiar markets have
establ.sned taxaucn treaties witk
other countries, with an average
aumkber cof 28 treaties eacn. Japan
(47}, Australia {36), 'ndia (38}
Malaysia 128), Singepore 131) arc
Kerea (27} have estaplished the most
taxation treaty links. Taiwan has only
two treaties leaving most foreigr
investors exposed to the f.!! rate o-
merket taxes.

The task of those responsiole *or
the administration of institutonal
assets across Asia has become
~menseiy ccmplex and at the same
t'me immeasurably more iTportant.
Custody in Asia has ceveloped into
an i~portant issue as it becomes
clear that investment :~ these :oca:
markets, without good safekeeping
and seitlemen:, could gererate
sign:ficant administrative groblems
ard in some cases financiai lcsses.

Alorgside roves towards G390
compliance, ™uch progress ras
oeen made in deveioping the infra-
structure of tre Asian securities mar-
keis. However. as this article has
demonstrated, a great cea: of werk
rerains to be carried cut oefore
investors can feel cemfertanle akout
the safety of their assets aeld at a
‘ocal ievel and the costs and risks of
investing in emerging markets. &

The data in this articie is taken from
Thomas Murray’s Worldwide
Secvrities Market Report 1997



