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February 16, 2001

The Honorable Laura S.Unger, Acting Chairman
United States Securities and Exchange Commission
450 5th Street, N.W.

Washington, D.C. 20549

Dear Chairman Unger:

| am writing on behaf of the Securities Industry Association’s T+1 Steering Committee to review some
of the key changesin exigting rules we bdieve must be addressed before implementing next business
day settlement in United States (“U.S.”) securities markets. We bdieve thisinitigtive isimperdive if the
U.S. isto maintain preeminence in the globa securities markets for years to come. Our June 2004 target
date for implementing next business day settlement of securities transactionsin U.S. marketsis
amhbitious, but we believe it is achievable. We appreciate your support and the assistance we have
received from your staff, particularly Annette Nazareth, Bob Colby, Larry Bergmann, Jerry Carpenter,
and Jeff Mooney and hope we may count on the valuable expertise of your s&ff in the future.

We believe next business day settlement is an essential and cost-effective public policy god. A study’
commissioned by the T+1 Steering Committee concluded that next business day settlement will reduce
financid risk in our securities markets and increase investor confidence and projected that it will provide
long-term cost savings (about $2.7 billion in annua pre-tax direct savings). As noted in the study, some
of these benefits come from reducing the settlement cycle by two business days, other benefits would
result from the changes in securities transaction processing necessary for efficient and safe operationsin
anext busness day settlement environment.

Next business day settlement requires significant changes to existing market mechanisms and transaction
processes. Although moving to three-day settlement in 1995 reduced the number of tasksto be
performed in connection with settling atypica trade, the process has changed little snce then. Too much
time is spent each day by too many people addressing yesterday’ s trades, instead of focusing on

today’ s and future activity. To achieve efficient T+1 settlement, unnecessary tasks must be eiminated
and the remaining tasks must fit within available timeframes. While this is a chalenge, we are prepared

' A copy of our study, T+1 Business Case Model, isavailable at:
http://mww.sia.com/t_plus_one _issue/pdf/BusinessCasefinal.pdf



to meet it.

|Enclosed isa Schedule of T+1 Regulatory Changes’ |tha identifies some of the rules and regulaions that
must be reconsidered or revised to accommodate next business day securities settlements, and other
rules and regulations that might warrant recongderation in anext business day settlement environment.
Some of theseitems are discussed in grester detail below, severd of which may require action by or
coordination with other governmenta agencies and sdlf-regulatory organizations (such as the nationd
securities exchanges and the National Association of Securities Deders, Inc. (“NASD”) (collectively,
“SROs’)). We recognize that some issues may be controversid, raise implications for public policies,
and/or warrant further debate. Prompt and decisive action, however, is critical.

*kkkk*k

|. Critical ltems

We bdlieve the following items are criticd to successfully implementing next business day settlement in
U.S. securities markets by June 2004.

A. Coordinate a Shorter Settlement Cycle (SEC Rule 15¢6-1)

Rule 15¢6-1 currently establishes three business days as the standard settlement cyclein
U.S. securities markets. Amending this Rule to establish next business day settlement as
the stlandard settlement cycleis critica to achieving next business day settlement. We
encourage the Commission to publish such an amendment early this year and to
consider adopting the amendment before December 31, 2001. We recommend that the
amendment as published for comment become effective in June, 2004. Aswas the case
with the adoption of Rule 15¢6-1 in October 1993, effective June 1995, setting the date
for converson to next business day settlement with considerable lead time provides
gregter cartanty given the sgnificant investments that must be made in resources,
systems changes, and gaffing.

? The Schedule reflects the Committee’ s efforts to identify from awide spectrum of legal and regulatory
requirements those provisons substantialy affected by the proposed change in securities settlement
timeframes. There may be other regulatory provisions that have not yet been identified and there may be
others that will be affected by changesto exigting laws and regulations in the course of moving to a next
business day settlement convention. The Committee intends to update the Schedule periodicdly to
reflect those provisons.
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http://www.sia.com/2001_comment_letters/other/T1RegChanges.xls

B. Require a Trade-Match Process
1. Inditutiond Trade-Matching

Indtitutions account for a Significant percentage of average daily trading activity in
U.S. securities markets. Thetypicd inditutiond trade involves at least three parties:
amoney manager or investment adviser who decides how the indtitution’s assets
should be dlocated and what securities to buy or sell; a brokerage firm to execute
the resulting trades; and a custodian bank to hold the indtitution’ s assets. After
placing atrade with, and receiving an execution report from, a broker-dedler, the
investment adviser must tell that broker-dealer for whom the trade was effected
(assuming the investment manager acts on the behdf of more than one client
account). The investment adviser mugt, then, accept the execution report and
ingtruct the custodian to release funds and/or securities to the broker-dedler. The
broker-deder mugt issue a confirmation in accordance with SEC Rule 10b- 10,
which in many cases requires the broker-dedler to know to whom the trade was
dlocated. Overdl, the current dlocation/confirmation/affirmation process will not
measure up in a next-day settlement environment.

In particular, the process and timing of dlocating trades among an investment
adviser’ s accounts must be streamlined. Idedly, investment advisers should be
required to participate in atrade-match system, much the way broker-deders
participate in such a system through exchanges,” so trades are “locked-in” within
minutes of an execution report. This would provide time to resolve trades the
investment adviser does not know and for the custodian to anticipate customer
trade and settlement activity for the next business day.

Unfortunately, no single agency regulates dl the entities that make investment
decisons for inditutiond investors. Some investment advisers are registered with the
SEC, some are registered in their home states, and some are subject to regulation
by the Department of Labor. Accordingly, we encourage consideration of rules that
require:

broker-deders to obtain agreement from their customers, a the outset of the
relationship or a the time of the trade, to participate in and comply with the
operational requirements of interoperable trade-match systems as a condition to
settling trades on a delivery-versus- payment badis. This might best be
accomplished through rulemaking by SROs, and

registered investment advisers to participate in and comply with the operationd
requirements of one or more interoperabl e trade-match systems when opening

® E.g., the New York Stock Exchange's (“NY SE’) Overnight Comparison System or the NASD's
Automated Confirmation Transaction system.



an account at a registered broker-dedler on behalf of a managed account and
when executing atrade in such securities for amanaged account. Although such
arule would not address dl indtitutiona trades because not al investment
advisers are registered with the Commission, it would cover a substantial
percentage of daily trading volume and establish a standard for the rest of the
buy-sde indudtry.

2. Fixed-Income Securities

The decentralized nature of the fixed-income securities markets represents an
operationa and organizationd roadblock to efficient implementation of next business
day settlement. Historically, these markets have relied on clearing corporations” to
provide centralized comparison of inter-dealer trades on an overnight basis. Those
processes must be updated or restructured to provide real time comparison
functions as soon after execution as possible. Accordingly, it will be criticd to
identify which systems and organizations will perform trade comparison functions for
inter-dedler trades in these markets and mandate use of that system or systems
through SEC or SRO rulemaking.

C. Revise the Prospectus Ddlivery Requirement

We need to reconsider the necessity of mailing to each purchaser a printed prospectus
before sttling syndicate trades. In many cases, it isnot physicaly possble to generate a
find, printed prospectus in sufficient quantities to dispatch a copy to each purchaser
within 24 hours of pricing the offering.

We do not question the need for full disclosure as a predicate to investor decison
making. Nonetheless, we bedlieve new agpproaches to prospectus ddivery should be
consdered, reflecting modern technology and widespread public acceptance of the
Internet as amedium for accessing time-sengitive data. For example, one possible
approach might be to adopt a rule under the Securities Act of 1933 to alow for
“deemed ddivery” of the find praspectus by filing with the SEC. Thiswould be
conditiond on the managing underwriter pogting the fina prospectus to a Webdte it
maintains, making copies of the find prospectus available free of charge upon request
and notifying purchasers that they may obtain a copy free of charge upon request. Of
course, other approaches might suffice.

D. Revise Secondary Trading in Initid Public Offerings

Condderation needs to be given on how to trangition from syndicate settlements to
secondary market trading of a security that has been the subject of an initial public
offering. When it adopted Rule 15¢6- 1, the Commission recognized the specia
circumstances of sdttling an initia public offering and commencing secondary trading by

* Clearing corporations include, for example, the Government Securities Clearing Corporation, the
MBS Clearing Corporation, and the National Securities Clearing Corporation.
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alowing an additiond day to settle such transactions (see Rule 15¢6-1(c)). We bdieve
thisflexibility should be retained in a next business day settlement environment.

II. Enhancementsto Processing Securities Transactions

We have identified a number of regulatory initiatives or changes that would substantially enhance the
efficiency of trade settlements or otherwise facilitate trangition to a next business day settlement
environment. These areidentified in the enclosed Schedule of T+1 Regulatory Changes with priority
codes of 2 and 3. A few examples are noted below:

A. Mandate New Issues in Book-Entry Form

During the last saverd decades the Commisson has taken many critical and productive
steps to encourage immobilization of securities certificates, Sgnificantly reducing the
incidence of lost and stolen securities while facilitating unpardlded effidenciesin
clearance and settlement of securities transactions. One such milestone was the
development of automated links among, on the one hand, the recordkeeping systems
maintained by transfer agents for corporate issuers and, on the one hand, the
recordkeeping systems maintained by broker-dealers and banks for their customers.
These automated links operate through a system established by the Depository Trust
Company known as the Direct Regigiration System (“DRS’). Through DRS, a
shareholder can direct, often with just afew phone cals, the movement of a securities
position eectronicaly from an issuer’ s transfer agent to the shareholder’ s account at a
broker-deder of their choice (“ street name format”). DRS offers shareholders the
convenience of fully-disclosed positions at the issuer or its transfer agent, aswell asthe
convenience of book-entry transfer to a broker-deder in the event the shareholder is
inclined to sell hisor her position or to consolidate his or her positionsin one or more
companies. The T+1 Steering Committee believes that consideration should be given to
adopting arequirement under Section 12 of the Securities Exchange Act of 1934
(“Exchange Act”) requiring issuers who go public (or issue new classes of securities)
after afuture date (to be specified during the rulemaking process) to participatein DRS.

A few jurisdictions® have not adopted the 1994 Revisions to Article Eight of the
Uniform Commercid Code governing the transfer of investment securities. Also, some
state corporate laws appear not to permit corporations organized under those laws to
issue shares in uncertificated or book-entry form.® Changing these lawvs will assure
uniformity in dl U.S. jurisdictions. Theregafter, consderation should be given to adopting
arule under Section 12 of the Exchange Act requiring issuers who go public after a
future date (to be specified during the rulemaking process) to require issuance through
DRS, bank, or street name format.

® Of the 50 states, only South Carolina has not adopted the 1994 amendments. The amendments were
introduced this year in the US Virgin Idands. See, www.nccud .org/uniformact_factsheets.
® See, Dd. Code Ann. Tit. 8, Sec. 158(2000); LA. R.S. 12:57 (2000); W. VA. Code Sec. 31-1-87
(2000).
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B. Amend the Timeframes for Turnaround of Items Presented for Transfer

The Commission has adopted rules regulaing the time within which trandfer agents must
turnaround items presented for trandfer. Although the Commission proposed to amend
those timeframesin 1995 in connection with adoption of a three-business day settlement
cycle, the Commission never took final action with respect to those amendments. We
believe consideration should be given to the adoption of anext business day turnaround
requirement for routine items, and that a pecific timeframe for non-routineitems, such
as trandfers involving securities subject to reorganizations and restricted securities,
should be promulgated.

C. Encourage Electronic Payment

Banking payment systems that dectronicaly move funds have the potentia to
sgnificantly improve the speed and efficiency of payments in connection with securities
transactions. Use of these sysemswill sgnificantly facilitate efficient broker-deder
operations in anext business day settlement environment. The Committee believes more
can be done to encourage brokerage firms and their customers to use electronic
payment systems in place of paper checks and reduce the risk to brokerage firms using
these systems. We have been working with the National Automated Clearing House
Association to modify their Right of Return rule to reduce the credit exposure to
broker-dedersinherent in that rule.

I11. Rule Changes For Self-Regulatory Organizations

Asyou know, the Commission is respongible for overseeing the process by which each SRO
promulgates policies and procedures (“rules’) that govern the trading and business activities of its
members. The Schedule of T+1 Regulatory Changes identifies avariety of SRO ruleswe believe
warrant re-evauation in the event that securities markets migrate to next business day settlement. Some
changes are critica for conversion to next business day settlement of securities transactions (priority
code 1); other changes will substantidly enhance the efficiency of trade settlements or otherwise
facilitate trangition to anext busness day settlement environment (priority codes 2 and 3). A few
examples are noted below:

A. Amend Default Contract Terms

Severa SRO rules provide the terms of dealings among membersin the absence of a
gpecific agreement to the contrary. For example, NY SE Rule 64 specifies that, absent
gated conditions, trading on the floor of the NY SE is “regular-way” or “for delivery on
the third business day following the date of the contract.” These rules will need to be
revised to reflect next business day settlement.

B. Revise Trade Comparison and Resolve Unmatched and Open Contractua Commitments

Some SRO rules establish time frames for comparing member trades and for the orderly
buy-in and close-out of open contractual commitments. These rules will aso need to be
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revised to reflect next business day settlement.
C. Amend Trade Guarantee and Risk Management Rules

Some SRO rules establish the timeframes within which trades will be accepted for
clearance and when the SRO' s guarantee of amember’s payment or delivery obligation
attaches. Other rules establish mechanisms for protecting againgt or for dlocating losses
in the event of a member default or insolvency. Each of these will need to be reviewed
in light of the chenging time frames and risk profiles of anext busness day settlement
environmen.

kkkkk*k

Because of the long lead times associated with the changes necessary to achieve next business day
settlement, the SEC and/or other responsible agencies need to resolve these issues before the end of
2001. We look forward to meeting with you and representatives of other regulators and sdlf-regulatory
entities to discuss the next steps to be taken.

Sincerdy,
Arthur Thomas
Charman, T+1 Steering Committee

cC: Digribution



Didribution;

The Honorable Paul H. O’ Neill, Secretary, U.S. Treasury Department

The Honorable Alan Greengpan, Chairman, Board of Governors of the Federd Reserve
System

The Honorable James E. Newsome, Acting Chairman, Commodity Futures Trading
Commission

The Honorable William J. McDonough, President, Federd Reserve Bank of New Y ork

David Martin, Director, Divison of Corporation Finance, SEC

Annette Nazareth, Director, Divison of Market Regulation, SEC

Paul Roye, Director, Divison of Investment Management, SEC

Dondd V. Hammond, Acting Under Secretary (Domestic Finance)

Lori Santamorena, U.S. Treasury Department, Executive Director, Government Securities
Regulations Staff

Richard Grasso, Chairman, New Y ork Stock Exchange

Frank G. Zarb, Chairman, Nationa Association of Securities Deders, Inc. and The Nasdaq
Stock Market, Inc.

Robert R. Glauber, Chief Executive Officer and President, National Association of Securities
Deders, Inc.

Hardwick Smmons, Chief Executive Officer, The Nasdag Stock Market, Inc.

Richard G. Ketchum, President, The Nasdag Stock Market, Inc.

Mary Schapiro, Presdent, NASD Regulation, Inc.

Marc Beauchamp, Executive Director, North American Securities Adminigtrators Association,
Inc.

Meyer S. Frucher, Chief Executive Officer and Chairman, Philadd phia Stock Exchange, Inc.

Robert H. Forney, President & CEO , The Chicago Stock Exchange, Inc.

Sdvatore F. Sodano, Chairman and CEO, The American Stock Exchange LLC

Philip D. DefFeo , Chairman and Chief Executive Officer, Pacific Exchange, Inc.

William J. Brodsky, Chairman and Chief Executive Officer, The Chicago Board Options
Exchange, Inc.

William A. Porter, Chairman, International Securities Exchange, Inc.

William G. Morton, Jr., Chairman of the Board and Chief Executive Officer, The Boston Stock
Exchange, Inc.

David Colker, President and Chief Executive Officer, Cincinnati Stock Exchange

Danid L. Keating, Chairman, Municipa Securities Rulemaking Board

Christopher A. Taylor, Executive Director, Municipa Securities Rulemaking Board

JII M. Congdine, Chairman & Chief Executive Officer, The Depository Trust & Clearing
Corporation

Dennis J. Dirks, Chief Operating Officer, the Depository Trust & Clearing Corporation

Wayne P. Lutheringshausen, Chairman and Chief Executive Officer, The Options Clearing
Corporation

Warren Spector, Chairman, The Bond Market Association

Heather Ruth, President, The Bond Market Association

Micah Green, Chief Operating Officer, The Bond Market Association

William B. Nelson, NACHA- The Electronic Payments Association



