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The role of central
~ Uepositories
in global investment

Globalinvestorsneed to understand local market
infrastructure and its related risks say Simon Murray,

Simon Thomas and Derek Duggan of Thomas Murray |

Ceniral Securities Depositories {CSDs) play | of their analysis of the misk of global invest- | notably, there is a danger that investors could
an increasingly important role in domestic | ment, and the pros and cons of alternative cus- | become more exposed to the risks inherent in

and cross-border investment. The advantages |
of using central depositories in local markets I
are becoming more visible to global investors |
and custodians. Progress continues to be |
made towards the G30 recommendations on |
the establishment of central securities depaosi-
tories. and at least 43 major securities markets |
now have set up operational depasitories for |
equities and/or bonds.

Despite this undoubted progress, globalin- |
vestors should be aware that there is no such
entity as a typical or model central securities |
depasitory. There are wide differences in the |
functionalily of, or services offered by, deposi-
tories; in their ownership and membership |
profiles: in the guarantees provided to users; |
and in the conflict between compulsory and |
optional usage. These differing characteristics |
creale some very real issues and concerns, |
which global investors should consider as part |
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| Tel to the securities, Finally, the development

tody arrangements.

A recent study by Thomas Murray Lid*® |
found that 43 out of the top 71 securities mar- ‘
kets around the world now have operational |
depositories. Many more markets are at the ‘
planning and implementation stage. |

One of the main advantages of investing in
markets with fully operational central deposi- |
tories is that they reduce safekeeping risks. ‘
Thisisachieved by immobilising or demateri-
alizing securities, thereby minimizing the in- |
efficiencies and risks of physical settlement,
typically thraugh book entry transfers, Most |
central depositories operate net clearing sys-
temsamong their participants and have either
director indirecemeans to move cash in paral-

of central depositories can facilitate the imple-

mentation of true delivery versus payment
(DVP} in local markets, by reducing the tim-
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ing differences, (and intra-day credit expo-
sure| between local payment systems and set-
tlementsystems.

A lot of attention has been given to prob-

| lems created in a few major markets by the ab-

sence of aperational depositories or the weak-
nesses of exsting central  securities
depositories. For instance, mvestors are be-

| comingincreasingly aware of issues caused by

theabsence ofa central depository for equities
in the UK and by the limited services of exist-
ing depositories, particnlarly apparent with
Jasdec, Japan's central equity depository.
However, much less attention has been

| given by investors to problems arising out of
| the complexily and diversity of central depos-

itories around the world, and their growing
role as custodians of institutional assets. Most

asset safely and administration, if their assets
sit outside the banking system. Investors may
no longer be able o expect, or rely on, their
domestic/global custodial banks to assume
and underwrite these local market risks.

| Functionality

The first issue facing investorsand their custo-
dians in using central depositories relates to
the functionality of/services offered by depos-
itories, and how this varies on a market by
market basis. Some central depositories, for
example, cover onlya narrow range of securi

| ties. Not all central securities depositorics

cover bath equities and bonds, while others
have specific depositories for a number of dif-
ferent mstrument types. Despite the advan-
tages of DVP, not all central depositories pro-

| vide matching and clearing services. Some

central depositories cover securities lending,
butthe majority donot (see chart on page 40).

Alongside the need to understand the func-
tions of each depository, investors should con-
sider a number of characteristics which can di-
rectly affect the suitability of an individual
depasitory, including ownership, member-
ship, guarantees, and compulsory versus op-
tional usage.

Ownership

| Itisimportant to ask whether conflicts of inter-

est exist between the owners of the central de-
pository and other local market participants.
There are several examples where commer-
cial banks and brokers have jointly created a
central depository to serve their collective
needs only to find that commercial conflicts
have interfered with the development of the
depository. What is the significance of failure?
Can the owners allow the depository to fail or
would there be loo many repercussions? Is the
central depository linked to the national pay-
ments system? Is there proper matching of re-
sponsibility and accountability?
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;e EF A 7
& '-"3? ng j‘? gf% g;% n,é
Bonds B = i Mo B NA

Equities [l Yes B Ho B A

Source: Thomas Murray

Membership
Direct access to central depositories is possi
ble in some markets where membership rules

permit. But even if local membership rules |

permit direct participation it may well not be
costeffective, soitcould be beneficial to access
the depository via a local agent who isalready
amember.

The following questions need to be an-

swered: Who can be a member of the central |

securilies depository ? Is membership restrict- |

ed to local market participants or not? Is mem-

bership limited to brokers or can hanks also be |

members? Areasselmanagers and corporates
allowed to be members? Are the members
sound counterparties? Do they provide the re-
quired degree of comfortthat they will holdup
their side of each trade — cash and securities?

sharing of losses across all members? II loss
sharing is permilled, is the basis equitable and
practical? Are the other members good for the
losses? Can you operate outside the central
depository?

CSD guarantees

The requirement for guarantees and indemni-
ties has become a critical feature in global and

day/overnight settlement exposures? What is
the guarantee in place to support: settlement
default, liquidity shortages, intra-day chain-
ing? If guaranteed by a central bank is the sov-
ereign risk of the country a safe bet ?

Compulsory versus optional use

| Notall central securities depositories are com-

pulsory. Of the 43 operational central deposi-
tories covered in the Thomas Murray re-
search, 29 (67%) were compulsory, and 14
[33%) were optional.

Ifthe use of a central depository is optional
then very careful consideration must be given
to the benefits/shortfalls of use, If the answers

| to the above questions on structure and func-

domestic custody mandates. Investors may |

alsowantio look below theirimmediate custo-

dians suppliers to ask whether the central de- |
pository itsell is guaranteed and, if so, who is |
| the ultimate gmarantor? This in fun raises a |

number of related issues. What sort of guaran-
tees exist to support the members and their
settlement through the CSD? [s the guarantee
meaningful? Il called upon, would the gnaran-

Do the mules governing membership coverthe | tee be sufficient to cover normal intra-
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tionality are unsatistactory, it may well suit the
investor to avoid use of the depository where
this is permitted. Settlement can take place
outside the CSD, where DVE may well be
closer to reality.

The decision to use a local CSD will invari-
ably be determined by local market regula-
tians. If the use of a central deposiiory is com-
pulsory it remains Lo be determined how best
to do so0. Access can be direct, or via a local
agent which is a member of the depository.
This will largely be determined by the func-
tionality contained within each local CSD.

Implications

Understanding the services offered by each
eentral depository is critical for investors and
custodian banks in determining how best to
structure their local securities services sup-
port. The need for a better understanding of
the position of central depositories is driven
by the fact that global custodians will not nor-
mually stand in front of central securities depos-
itories, leaving investor assets (securilies and,
perhaps, cash) exposed. The investment com-
munity is on notice that it needs to understand
local market infrastructure conditions and the
related risks. =

* Worldwide Securities Markel Report (1996) by
Thomas Murray Lid.
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