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COORDINATED PORTFOLIO INVESTMENT SURVEY

REPORT OF THE TECHNICAL GROUP ON THIRD PARTY HOLDINGS

. EXECUTIVE SUMMARY

In 2001, the IMF Committee on Baance of Payments Statistics, as part of the ongoing work
on the Coordinated Portfolio Investment Survey, set up the Working Group on Third Party
Holdings (WGTPH). The role of the WGTPH is to explore avenues for measuring holdings
by resdents of securities hed on their behaf by nonresident custodians. This paper provides
aprogress report on the work of the WGTPH. It reports on (&) the meeting of the WGTPH,
held in Frankfurt, May 2004; (ii) discussions with the Swiss National Bank on TPH; and (iii)
work that has been undertaken as aresult of the meeting in Frankfurt.

The meeting in Frankfurt proposed that participating members of the WGTPH undertake
some preliminary discussions with custodians and those in the private banking industry.
Discussions at the Swiss National Bank indicated that Swiss custodians have substantid third
party holdings for individuas, but that the information is not available on an individua

country breakdown. Preiminary exploratory discussions in the United States have so far
been somewhat disgppointing but work will continue.

1. SUMMARY OF MEETING OF WGTPH, HELD IN FRANKFURT, M AY, 2004

A. Benefitsfrom Third Party Reporting asa Partner Country Data Source

Most countries represented at the meeting recognized that there are likely to be significant
gaps in the coverage of the household sector in their CPIS, and that they are likely to be
potentia beneficiaries from reporting of Third Party Holdings (TPH) by other countries. This
was aso thefinding of the find report of ECB’s Task Force on Portfolio Investment
Collection Systems (Task Force), June 2002, which was chaired by Mr. Chaudron.

Mr. Chaudron recdled thet, in light of thisfinding, the Task Force saw potentia benefit from
an annud Third Party Holdings (TPH) Survey confined to households, especidly if this
could be expanded to include non-euro area countries. To this end, the Task Force
recommended a feashility study which, if successful, should be followed by a pilot survey.

! Thefollowi ng participated in the meeting in Frankfurt: ~ Mr. Simon Quin, IMF, (chair), Mr. John Joisce
(IMF), Mr. Jean-Marc Israel (ECB), Mr. Peter Neudorfer (ECB), Mr. Sanchez Munoz (ECB), Mr. Dominique
Rouges (France), Ms. Judith Hohler (Germany), Mr. Frank Fong (Hong Kong SAR), Mr. Kam Tim Chau
(Hong Kong SAR), Mr. LucaBuldorini (Italy), Mr. Hidetoshi Takeda (Japan), =~ Mr. Raymond Chaudron
(Netherlands), Mr. Simon Humphries (United Kingdom), =~ Mr. Robert Westwood (United Kingdom), Mr.
William Griever (United States), Mr. Leon Taub (United States), Ms. Debra Kuntz (United States).



Mr. Israel indicated that athough no action has been taken, the recommendations of the Task
Force remain vaid and could be implemented in conjunction with recommendetions made by
the WGTPH. Moreover, snce there is potentid benefit to euro areainternationa investment
position statistics from TPH reporting by non-euro area countries, he was receptive to the
idea that the ECB act as a coordinator in collecting TPH data from member countries (such
as Luxembourg) needed by non-euro area countries to improve their CPIS. This approach
could be followed in both the feasibility study and the pilot survey.

It was recognized that many financia center countries important to the TPH may be reluctant
to participate in such surveys, and that their participation may be gained only after a
consderable period of time and patient effort.

B. What can be Learned From Existing Custodian Reporting

The meeting discussed the availability of data on holdings of foreign securities by the
household sector. Since it is generdly not feasible to collect data from the household sector
directly, country asset surveys tend to collect data either from domestic ingtitutiona
investors, domestic custodians, or both. Thus, holdings of the household sector that are
neither made through domestic indtitutiona investors nor entrusted to domestic custodians
will not be measured. In such cases, household sector investorsin country A can ether
purchase securities of country B and entrust these securities directly to custodians in country
B (second party holdings), or they can entrust their holdings of country B securitiesto a
cugtodian in country C (third party holdings). Since country A authorities cannot measure
such holdings, the question was to what extent, if at dl, can data be collected on holdings of
country A’s household sector from custodians in country B or country C, and then provided
to compilersin country A?

In support of the work of the Task Force, some euro area countries conducted a survey of
custodians to determine whether nonresident households were likely to be significant holders
of securitiesissued by resdents (two-part holdings). For France, Germany, Italy, and
Netherlands, it was determined that the overwhelming proportion of portfolio investment
liabilities comprised securities held in a cugtodian chain rather then the ultimate beneficid
owner (98 percent in the case of Germany). For these four countries, the only data available
for securities held by custodians for nonresident ultimate beneficid ownerswas for Itay
(about USH4 billion).

The United States was able to obtain some very preliminary and not necessarily
representative data on the holdings of U.S. ligbilities by foreign residents (second party
holdings) through the private banking units of three mgjor U.S. banks. It was thought that if
foreign individuals held assetsin the United States as individuds (as opposed to through
mutud funds, investment companies, etc.), the bulk of these holdings would be in the private
banking units of mgor U.S. banks. The resultsindicated that (i) holdings in these units for
the three mgjor U.S. banks were very small (1-2 per cent), relative to the total second party
portfalio investment liabilities reported by those inditutionsin the U.S. Portfolio Investment
Liability Survey; and (i) the bulk of these holdings were from accountsin “ offshore”



jurigdictions such as the Caribbean, Luxembourg, and Switzerland (evidenced by the fact that
60 per cent of the holdings were from accounts in the Caribbean and more than haf of the 24
per cent of the holdings by residents of European countries were holdings by resdents of
Luxembourg and Switzerland.) A more complete fact-finding sudy covering nonresident
individuas holdings of both U.S. and foreign securities along the lines suggested by the
WGTPH isto be undertaken.

No information was available for the United Kingdom, asthere is no custodian reporting.
C. Reporting by Nonresident Individuals

It was agreed that work on TPH should focus on securities held by individuas and not be
redtricted to high worth individuas. It was further agreed that the relevant indtitutions for
completing a TPH survey should include custodians, private banks (defined as banks that
provide investment management services but do not provide custody services), and other
nonbank financid inditutions (such as brokers/deders and investment companies) that
provide investment management services. CPIS compilers might wish to introduce reporting
thresholds to reduce reporting burden, but the classification of ultimate beneficia owners
should focus on individuas within the sector classfication (e.g., government, corporete,
individuals, other). It was agreed that further work is needed to explore the sector
classifications commonly followed by custodians

It was noted that individua's could open custody accounts in the name of a nomineg, trug,
partnership, closed mutud fund (such as a hedge fund), or international business company, as
ameans of seeking confidentiaity. For some of these, application of the know-your-customer
principle might facilitate identification of the ultimate beneficid owner. It was noted that this
information might be available only in hard copy files and, therefore, would not be available
for reporting by custodians on agloba basis without Sgnificant cogts. Thisis onetopic to be
investigated during the proposed fact-finding investigetion. It was agreed that it would be
important to ensure that CPI'S principles are followed in determining the residence of trusts,
partnerships, closed-ended mutual funds, and internationa business companies, asit may not
be appropriate for the purposes of the CPIS to see through them.

D. Reporting by Private Banks/| nvestment Companies

For some countries, there was concern that brokers/dedlers, investment companies, and
private banks that manage the accounts of individuas may use the services of custodiansin
thelr own name. In such ingtances, custodian reporting may not be sufficient for reporting
TPH by nonresdent individuas, and an effort may need to be made to identify these
ingtitutions for the purpose of determining respondentsto a TPH survey. It was evident that
the organization of the custody and investment management industries varied among
countries.

For the United States and Hong Kong SAR, in particular (and possibly the United Kingdom
and the Netherlands), it was considered important to investigate whether a custodian survey



should be supplemented by a survey of private banks and rdlevant nonbank financid
inditutions.

For France, Germany, and Italy, it was considered likely that private banks/investment
companies would use the services of resdent custodians and that resident custodians could
aways see through securities held with them. It was congdered unlikely thet private
banks/investment companies would use the services of nonresident custodians. However, it
was recognized that further inquiry would be useful to confirm or deny the assumption that
banks and investment companies with substantial investment departments were not managing
securities for nonresident individuas

E. Reporting by Global or National Custodians

Condderation was given to asking custodians to report securities held by nonresident
individuas with their branches/subsidiaries abroad. It was recognized that, in practice, this
would not be feasible for avariety of practica and legd reasons. It was, therefore, concluded
that a TPH survey should be conducted on the basis of nationd reporting as a supplement to
exiging nationd reporting.

F. Which Countries Should Participate

It was agreed that al members of the WGTPH would participate in the fact-finding Sudies,
which should be completed by end- December 2004. Depending on the outcome of the fact-
finding sudies, the WGTPH could determine which countries are interested in bilatera
exchange and how best to proceed. No decision was made on whether there should be a
second meseting of the WGTPH. It was agreed that the need for a second meeting could be
addressed following the outcome of the fact-finding sudies.

G. Legal and Confidentiality | ssues

All countries expressed concern about their legd authority to collect data on third party
holdings, asther legd authority was limited to the collection of data needed for nationdl
datistical ends. However, there was generd agreement that the collection of data on second
party holdings presented far fewer legal difficulties. It was agreed that thisissue would need
to be explored further in the fact-finding sudies. Countries would determine whether they do
have legd authority if the data to be collected are exchanged for partner country data that are
needed for internationa investment position compilation, and, if not, what steps would need
to be taken.

It was recognized that confidentidity issues might arise in the case of custodians that may be
reluctant to report the nonresident ultimate beneficid owner of securities held in custody, or
in the case of investment companies that are reluctant to report the nonresident ultimate
beneficid owner of securities they manage. In generd, it was recognized that the
ability/willingness of custodians or investment companies to report data on nonresident



individuals may depend on their country’ s know-your-customer rules. This would be an issue
to explore further in the fact-finding Sudies.

It was recognized that confidentidity issues might arise in the case of countriesthat are
reluctant to indicate the Sze of third party holdings held with their custodians or reluctant to
indicate the Sze of such holdings by nonresident individuas. This was not a concern
expressed by countries represented at the meeting, but might be a concern by other countries
consdering participating in a TPH survey. It was agreed that such concerns could be met
through confidentia reporting to the ECB (for euro area countries) and to the IMF (for other
countries) and by agreement that the published data on TPH would comprise a matrix of dl
securities held by nonresident individuas broken down by the country of residence of the
issuer and the holder, without reference to where securities are held in custody.

H. What Further Information is Needed

Asaprior step towards determining the feasibility of conducting a TPH survey, the WGTPH
agreed that a fact-finding study be undertaken comprising alist of issues that need to be
investigated further by the participating countries. As afirst step, these fact-finding gudies
should find out what know-your-customer rules are gpplied by custodians and investment
companies/private banks and how these can support Satistica reporting. Subject to this, the
fact-finding studies would (i) explore the classfication systems followed by custodians,
private banks, invesment companies, and other nonbank financid ingtitutions likely to be
involved in providing investment management services to nonresident individuasin
categorizing investors (such as government, companies, individuals, other); (ii) determine
how nonresident individuds are identified, including the resdence of individuds for tax
purposes (or if not identified, what would be required to collect such information), whether
nonresident individuas as ultimate beneficid owners can be identified, and whether the
country of resdence of nonresdent individuas can be identified; (iii) darify whether thereis
adequate legd authority to collect statistics needed by a TPH survey, whether thereis
adequate legd authority to exchange data with other countries, and whether steps would be
needed to provide adequate authority; and (iv) determine the scope of their TPH survey (eg.,
whether targeted at some or al custodians, private banks/investment companies, or some
combination of both). It was expected that these fact-finding studies should be completed by
end- December 2004.

[11. DISCUSSIONSWITH THE SWISSNATIONAL BANK, ZURICH, M AY, 2004

Discussions were held with the Swiss Nationa Bank (SNB), in Zurich, May, 2004,
immediately following the meeting of the WGTPH.

The SNB conducts a survey of custodians on al securities held by Swiss custodians.
Reporting is on anationa (resdent) basis and differs from data published by Swiss banks
which are commonly on a consolidated basis. From the survey it is possible to bresk down
the total value of securities held by Swiss custodiansinto (i) holdings of domestic securities
by Swissresdents; (ii) holdings of foreign securities by Swiss resdents; (iii) holdings of



Swiss securities by nonresidents; and (iv) holdings of foreign securities by nonresdents. For
(iti) and (iv), information is a0 available on whether the nonresident holder isan
indtitutiona investor (insurance company, pension fund, investment fund, bank/custodian), a
commercid investor (nonfinancid company), or a private investor. Nonresident private
investors are said to largely correspond to nonresident ultimate beneficia owners, and
nonresident ultimate beneficia owners are said to largely comprise nonresident individuals.
Thetotd vaue of securities held on behdf of nonresdent noningtitutiond investors
amounted to about US$500 billion at end-December 2003. Data on custodian holdingsis
published on the web site of the Swiss Nationa Bank (www.snb.ch/Publication /The Banks
in Switzerland/ The Banks in Switzerland 2003, Complete publication in German or French,
table 38a-¢).

Switzerland is currently not willing to collect geographic breakdowns of its holdings of
securities, except on the asset Sde, for the purposes of the CPIS. Moreover, the Swiss
National Bank does not see progpective benefit from a TPH survey conducted by other
countries, as it consders that the Swiss household sector is fully covered by existing
custodian reporting. It was agreed to keep the Swiss National Bank informed of the work of
the WGTPH.

V. INITIAL FACT FINDING WORK

Following the meeting of the WGTPH in May, the members of the WGTPH from the United
States prepared a short questionnaire (Appendix 1) to be used as the basis for discussions
with some custodians. In September, 2004, meetings were held with two custodians. The
outcome of these discussions proved somewhat disappointing as the representatives from the
custodians were not as knowledgesble about thelr ingtitution's activities with respect

to high net worth individuas as was hoped and anticipated. However, one of the issues that
recurred throughout the meetings was the definition of “individud”; both custodians

indicated that high worth individuas may use other investment vehicles (such as persond
trusts) which would not be captured as “individuas’ in the current approach. The custodians
fdlt that there could be consderable amounts held through these vehicles.

Further contacts are being considered.

V. SECOND PARTY HOLDINGS

The United States has made an in-principle decison to include in its June 2005 portfolio
investment liabilities survey a separate vector of holders to identify “foreign individuals’.
Such information represents potentidly very vauable input to other countries portfolio
investment assets.



VI. LEGAL AUTHORITY

The Legd Department of the Federd Reserve Board has ruled that the current legidation in
the United Statesis sufficient to collect third party holdings, provided thereis a quid pro quo
from other countries to supply the United States with comparable informetion. Thisisthe
firg time that a country had been given clear legd authority to proceed.

Questions for the Committee

1. Does the Committee endor se the direction that the WGTPH is adopting? Does it have
any additional guidance on how to proceed?
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Questionnaire prepared by the New York Federal Reserve Bank and the Federal
Reserve Board for initial discussonswith custodians on third party holdings

A. Background

The primary source for U.S. holdings of foreign securities data (collected on Form SHC) is
U.S.-resdent custodians (including broker/deders). Thisis supplemented with data reported
by large U.S.-resdent end-investors where no U.S.-resdent custodian isused. A known gap
in this data collection methodology is smdl U.S.-resident end-investors, including

individuds, where no U.S.-resdent custodian is used. Expanding the data collection effort to
include dl possble U.S-resdent end-investorsis not cost-effective. In addition, the United
States does not have the legd authority to collect deta directly from the foreign-resident
custodians that are safekeeping securities directly for smdl U.S.-resident end-investors. This
same data collection gap existsfor al countries. Therefore, the Internationa Monetary Fund
(IMF), in conjunction with the European Central Bank (ECB), have proposed expanding the
data collection effort to include third party holdings (TPH) data, which would be shared, on
an aggregate basis, with the appropriate countries.

From the United States' perspective, a TPH occurs when aforeign resident directly employs
aU.S.-resdent custodian to safekeep aforeign security. For example, aVenezudan resident
directly safekegpsits German securities with a custodian in the USA. The Venezudan
resident would not report its holdings (i.e., its clams on the German issuers) to the Centra
Bank of Venezuda because it is not a custodian and not alarge end-investor. Each German
Security issuer would report the foreign holdings of its securities (i.e, itsligbilities to
foreigners), but would probably indicate the United States as the country of foreign holder,
since that iswhere the securities are held in custody.  Therefore, worldwide reported
lidbilities would be (and, in fact, are) larger than worldwide reported assets.

The U.S.-resident custodian does not report these securitiesto the FRBNY because they are
foreign securities owned by aforeign resdent. If the Treasury were to expand data collection
to include these TPH then, in the example above, the United States would be able to provide
aggregate information to Venezuela to increase their assets data and provide aggregate
information to Germany to correct thair liabilities country attribution. Likewise, the United
States would receive information from other countries to improve its portfolio investment
data

To reduce the possibility of double counting data that has aready been collected, the
proposed TPH data collection effort isfocused solely on individuals securities holdings. It
would be very difficult to identify smdl end-investors that are not individuals and not aready
part of aparticular country’s data collection effort. For example, the reporting pand for the
United States SHC data collection is confidential and cannot be shared with other countries.
Therefore, there would be no way for other countries to identify which small end-investors
are dready on the United States SHC reporting pand. However, individuas are not on the
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United States SHC reporting panel. Thisis aso the case for other countries reporting
panels. Therefore, double counting is highly unlikely.

B. Questions
1. Can individuas be identified and their securities holdings be reported separately from
non-individuals?
2. If 0, whet criteria do you use to identify aclient as an individua ?

3. What are the obstacles (if any) to reporting foreign individuas holdings (by country)
of foreign securities on a security- by-security basis?

4, Are there any advantages to adding foreign individuads holdings of foreign securities
to the SHL report rather than adding to the SHC report? The changes that would
result if such reporting were added to the SHL or SHC report are summarized in the

following table.
U.S. Clients Foreign U.S. Securities | Foreign
Holdings Clients Securities
Holdings
Current SHC Report Report
If TPH added to | Report Report, Report
SHC individuas
holdings only
Current SHL Report Report
If TPH added to Report Report Report,
SHL individuas
holdings only

5. What is the gpproximate market vaue of foreign individuds totd holdings and
holdings of foreign securities currently held in your custody?

6. How are custody accounts initidized in your organization? For example, can
individuas set up an account directly with a Grand Cayman subsdiary of your
organization or are al custody accounts created in the United States?

7. When adient that isan individua employs your organization as an investment
manager, but the securities are not held in your custodly, is the security account at the
cugtodian in the name of the dient or your name? If your name, is the custodian
provided with any dlient information, such as country of residence or that the client is
an individud?
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11.
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Do your information systems alow your organization to “look through” custody
accounts to determine if the beneficid owner of the securitiesis an individud versus
the individud’ s investment manager?

When individuas transfer their assetsinto atrugt, limited partnership, or other
vehicle, does your organization identify this as holdings by an individud or holdings
by anon-individud?

To what extent do individuals transfer their assets into these vehicles?

Given what we' re trying to accomplish, do you have any advice as to how we should
go abouit collecting the data?



