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1 Introduction

Maintaining Japan’s position as a leading international capital market requires the
development of a more efficient, more accessible, and lower risk securities settlement
system. To achieve this goal, Japan will need to continuously promote reform of securities
settlement practices and the underlying infrastructure.

Proper implementation of such a large-scale, industry-wide reform program requires
strong commitment and agreement among all market participants.

The goal of thisreport is:

(1) to share the strategic importance and goals of the Reform among industry participants
(Chapter 3),

(2) to recognize and understand the issues/challenges currently faced (Chapter 4),

(3) to provide an overview of future securities settlement systems (Chapter 5), and

(4) to define the master schedule and the Reform project organization structure to achieve
the Reform (Chapter 6).

2 Background and Premises of this Report

This report was created by the Securities Settlement System Reform Promotion Working
Group established by the Committee for Reform of Securities Clearing and Settlement
System™.

This report is based on interviews with industry participants conducted from late-June
through October, 2002 as well as weekly discussion meetings and continuous discussions
with core member firms and organizations of the Working Group throughout the project.

This report describes topics and issues in discussion from multiple industry working
groups and/or committees that will require final resolution in the near future.

1 Accenture and Tradewin collaborated in the research, discussion facilitation, and interviewing of industry participants, to
create this report, as requested by the Working Group. The contractual format was that the Securities Settlement System
Reform Center that was established in the Japan Securities Dealers Association as the Project Management Office for the
Working Group requested the research, interviews, and reporting to Accenture as a primary contractor with collaboration

from Tradewin as a subcontrator.



3 Significance and Goals of Securities Settlement Systems Reform

3.1

A clear understanding and agreement of the Securities Settlement Systems Reform’s
significance and goals is critical to the Reform’s future success. We have outlined the
importance of the Reform to the Japan capital markets and describe the Reform’s major
goals.

Significance of Securities Settlement Systems Reform

We believe the Reform is essentia for two basic reasons: it creates an infrastructure that
enables future market growth and it advances Japan’ s position in global capital markets.

(1) Contributes to the Japanese capital markets growth through the devel opment of a more
convenient, streamlined settlement system with reduced settlement risk.

e The Reform aims to provide a low risk, efficient and standardized securities
settlement  infrastructure that reduces settlement risks, improves industry
participants' convenience, and streamlines business processes.

e The Reform ams to encourage industry participants to proactively begin
enhancing their settlement infrastructures to achieve these goals.

e The Reform aims to develop an advanced securities settlement infrastructure that
enables cost-efficient settlement services and provides new strategic opportunities
for industry participants.

(2) Reinforces Japan’ s competitive position in the global capital markets.

e The Reform aims to create a “burning platform” for Japan to catch up with the
U.S. and European countries in the international capital markets.

o The Reform aims to exceed global standards for low risk and efficient securities
settlement systems taking into consideration future market growth and evolution.

Preparation of required legislation and laws for the Reform has proceeded quickly

including the passing of “The Law regarding Book-entry Transfer of Corporate Bonds,
etc.” and development of legidation for the dematerialization of stocks. As the enactment
of the legislation and laws are imminent, the securities industry needs to swiftly drive the
Reform forward.

The Reform requires cooperation and strong initiative from al securities industry

segments and participants.



3.2 Goalsof Securities Settlement Systems Reform

The Securities Settlement Systems Reform goals are as follows.

Goals and Major Milestones of Securities Settlement Systems Reform

(1) To achieve globally competitive and advanced Paperless DVP Settlement

e By end of FY 2002 DVP Book-entry Settlement of short-term bonds

e By end of FY 2003 DVP Book-entry Settlement of Customer-side
Transactions of Stocks

e By end of CY 2004' DVP Book-entry Settlement of Corporate Bonds

e By end of CY 2004' DVP Book-entry Settlement of Investment Trusts

e By endof FY 2004 JGB Clearing

(2) To achieve Straight Through Processing that improves efficiency of the
overall systems and improves Japan's competitive position

e By end of CY 2004 Matching infrastructure for multiple products including
JGB, Corporate Bonds, and Short-term Bonds

(3) To achieve Shortening of Settlement Cycles

e To make shortening of settlement cycles a key goal of the Securities
Settlement Systems Reform in Japan and achieve this as soon as possible

Rapid development of “ (1) Paperless DVP Settlement” for al instruments is of highest
priority in order reduce principal risks and align to global standards. In preparing new
legidlation and laws for dematerialization, we target a globally competitive and advanced
securities settlement infrastructure that exceeds the level of the U.S. and major European
countries in terms of safety and efficiency.

“(2) Straight Through Processing” is an important goal to improve efficiency and
reduce settlement costs. It is necessary for al industry participants to work together on
implementing STP business processes as part of the settlement infrastructure.

“(3) Shortening of Settlement Cycles’ depends significantly on the successful
implementation of DV P/STP settlement infrastructures and market practices. So while this
is an important goal, we need to give priority to “(1) Paperless DVP Settlement” and “(2)
Straight Through Processing” before proceeding to “(3) Shortening of Settlement Cycles’.

! Although the JASDEC has set a tentative milestone for the new book-entry settlement system and the matching utilities,
etc. for corporate bonds and investment trusts to go live in December of 2004, the systems outline is now under
consideration in the Corporate Bonds Sub-committee and the Investment Funds Sub-committee in the JASDEC, and the
schedule is to be adjusted and finalized hereafter based on the conclusions of the sub-committees.
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The following two points can be raised as critical for Japan to achieve “(3) Shortening of

Settlement Cycles’:

e It is necessary to implement a securities settlement infrastructure that enables
shortening of settlement cycles to maintain competitive position and keep
playing an important part of the global capital markets.

e The shortening of settlement cycles for financing such as JGB repo transactions
and issuance of short-term bonds will contribute to revitalization of short-term
fund transactions.

Although T+1 settlement decision has been deferred in U.S. markets, “Shortening of
Settlement Cycles’ remains an important goal for the Securities Settlement Systems Reform

in Japan.

In fact, for instruments such as JGB repo transactions and issuance of short-term bond,
T+0 should be considered, so we set “ Shortening of Settlement Cycles’ as the Japan target

rather than “T+1".

The table below
settlement cycles.

describes guiding principles by instrument for the shortening of

JGB

A new settlement infrastructure should be implemented targeting T+1
for outright trades and T+0 for short-term fund transactions.

Business process issues and market practices issues will need to be
resolved to achieve STP settlement with this new infrastructure.

Short-term
Bond °

A new settlement infrastructure should be implemented aiming at T+1,
then T+0 settlement as soon as possible.

Business process issues and market practices issues will need to be
resolved to achieve STP settlement with this new infrastructure.

Stock

A new DVP/STP infrastructure should be implemented as soon as
possible, during which the approach for shortening of the settlement
cycle should be considered.

Corporate
Bond

A new settlement infrastructure should be implemented aiming at
shortening of settlement cycles for priority instruments.

Target timing for settlement cycle shortening should be defined
depending on requirements by instrument. Business process issues and
market practices issues will need to be resolved to achieve STP
settlement with this new infrastructure.




4 Sate of the Japanese Securities Settlement Systems & Overseas Trends
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4.2

4.3

Industry Discussionsto Date and Current Statusin Japan

Development of a DVP/STP securities settlement infrastructure for Japan has yet to be
realized (see Figure 4-1). DVP settlements are available for JGB settlement, trades of stocks
at exchanges (Tokyo Stock Exchange and Osaka Securities Exchange), and for a portion
registered bonds in Japan. JASDEC is now implementing systems for DVP book entry
settlements for customer-side transactions of stocks and short-term bonds. A systems
outline is a'so under consideration for corporate bonds and investment trusts based on the
Law regarding Book Entry Transfer of Corporate Bonds, etc.)

Major Issuesto Address

A number of issues will need to be addressed to achieve the Reform objectives, changes
to existing legislation, upgrading of system infrastructures, and new rules definitions. A
summary of major issuesis shown in Figure 4.2 and described in detail in Section 4.2 of the
report. Issues that have been noted as “To be discussed” should be assigned to be
appropriate working groups (see Chapter 6 for the Reform Project Organization).

Overseas Trends

When implementing the Securities Settlement Systems Reform in Japan, it is crucial to
pay attention to trends of global market practice and systems and continuously monitor
overseas trends.

Other leading capital markets have aready embarked on comprehensive programs to
achieve improve their securities settlement systems. In the U.S., an industry-wide master
schedule was devel oped to aggressively pursue STP.

European countries have targeted improving efficiency of cross-border trades and
securities settlement infrastructures. Market participants have developed larger and more
sophisticated IT infrastructures has been emerging through mergers and alliances across
borders.

Asian countries are also aggressively implementing/enhancing securities settlement
infrastructures. In particular, Hong Kong and Singapore have been executing their reform
plans aiming at establishing positions as global trade hub in Asia.



Figure 4-1 Current Japan Securities Settlement | nfrastructure
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Figure4-2 Major |ssues Overview
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5 Overview of Future Securities Settlement Scheme

5.1 Overall Picture of Securities Settlement Infrastructure/5.2 Futurelndustry

M odels by Instrument

This section provides an overview of the target securities settlement approaches. Figure
5-1 and Figure 5-2 respectively show “(1) Securities Settlement Systems Overview at
Completion of Current Infrastructure Initiatives’ and “(2) Securities Settlement Systems
Overview at Completion of Current and Likely Initiatives’ that includes initiatives currently
discussed in the working groups and committees.

Securities settlement systems initiatives currently ongoing/consider ation by instrument

JSCC (the unified clearing organization) implementation Ongoing
Stock Customer-side DV P System implementation Ongoing
JASDEC-PSMS Second Stage (Connection with the Ongoing
Customer-side DV P System)
Implementation of a book-entry settlement infrastructureand | Under consideration
Corporate amatching infrastructure based on the Law regarding Book
Bond Entry Transfer of Corporate Bonds, etc.
Short-term Short-term bond book-entry system implementation Ongoi pg
Bond Short-term bond book-entry system implementation (Full- To be considered
scale enhancement of DVP, etc.)
JASDEC-PSMS First Stage/Third Phase implementation Ongoing
Investment (investment fund setting/cancellation, etc.) _
Fund Impl ementation of abook-entry settlement mfrastr_ucture and | Under consideration
amatching infrastructure based on the Law regarding Book
Entry Transfer of Corporate Bonds, etc.
JASDEC-PSMS First Stage/Third Phase implementation Ongoing
IGB (JGB trading)
Establishment of a clearing organization and matching Under consideration
infrastructure for JGB

The “Ongoing” initiatives shown above are reflected in both Figures 5-1 and 5-2, and the
initiatives either “Under consideration” or “To be considered” are reflected on Figure 5-2 only.




Figure5-1 (1) Securities Settlement Systems Overview at Completion of Current Infrastructure I nitiatives
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