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Re: Compulsory Depositories under Rule 17f-5 

Dear Ms. Donohue and Mr. Goelzr:
 

Ths is in response to your lettrs of November 24 (on behalf of the Investment
 

Company Intitute ("ICI")) and Decmber 11 (on behaf of the Association of Global 
Custodian ("Global Custodian")) to the l)ivision seekig our guidance in ~ interpretation 
of recnt amendments to rule 17f-5 under the InvestIent Company Act of 1940 (the "Act"). 
Beuse your 
 letters raise the same issues, we are providing a single response. 

In your letters, you ask whether the selection of a compulsory depository may be 
delegated to the "Foreign Custody Manger" of an investment company under rule 17f~5 
under the Act. As explained in more detail below, role 17f-5 drws no distiction between 
compulsory:and other seurties depositories tht ar "eligible foreign custodian" UIder the
 

rule. As a result, the selection of a compulsory depository may be delegate to a fud's 
Foreign Cutody Manger. 

Discussion 

Rule 17f-5 permits investment companes registered under the Act to maintain assets 
in foreign countries with foreign custodians under certin conditions.. In 1997, the
 

Commission amended the rule to permit the delega.tion of certin fund board responsibilties 
under the rule and to expand the types of foreign bank and securities depositories that may 
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1 The Commssion also revis the role toserve as investment company custodian. 


elimte the reuirement tht certin fmdings be made regarding "prevailing countr risks"-­

systemic riks tht afect the abilty of any custodian to safeguard assets in a paricular
 

countr.2 The amended rue "focuss exclusively on the selection and monitorig of an 
eligible foreign custodian. "3 '
 

The Global Cutodian contend tht the Commssion's determtion to exclude 
prevailing countr risks from the rule logicay resuts in the interpretation of role 17f-5 as 
excludig compulsory depositories frm the "selection procss" under ruiè 17f-5. They 
believe tht is so beus a fud whose board ha decided to invest in a countr with a
 

compulry depository "as a practica mattr" mus us tht depository. Thus, accrding to 
the Global Cutodian, the decision to invest in such a countr is inevitably a decision to use 
tht countr's compulsory depository, and should be made by the fund's board rather than its 
Foreign Cutody Manger. As a result, the Global Cutodian argue, role 17f-5 should be 
interprete as not permttg a fud's board to delegate the selection of a compulsory foreign
 

depository . 

We do not believe tht role 17f-5 ca be interprete tò exclude compulsory
 

depositories from the rule's selection procss, nor do we believe tht role 17f-5 can be 
interpreted to preclude fud boards from delegating to a Foreign Custody Manger the 
selection of a compulsory depository. Rule 17f-5, by its term, includes compulsory 
securties depositories as eligible foreign custodian.4 Under the rule, a fund's board of 
directors may delegate to its Foreign Cutody Manger the selection of any ty of eligible 
foreign custodian, subject to the conditions included in the role.5 

The Global Custodian assert tht the practical effect of the role amendments may be 
to require a Foreign Custody Manger to determe tht a 
 fund may not invest in a paricular 

. i Cutody of Investment Company Assets Outside the United States, Investment Company Act 
ReI. No. 22658 (May 12, 1997) (62 FR 26923 (May 16, 1997)) ("Adopting Releae"). 

2 Adopting Releae at SectIon.m.A.2. 

3 ¡d. 

4 Rule 17f-5(a)(1)(ii) (defining an eligible foreign custodian to include, among others, a 
"securities depository. . . that acts as a system for the central handling of securities or
 

equivalent book-entries in the country that is regulated by a foreign financial regulatory 
authority. . . H).
 

.s Rule 17f-5(b). 

l 



6 

Ms. Donohue & Mr. Golzr
 
Febru 19, 1998
 
Page 3
 

foreign countr beuse a compulsory depository does not meet the stadads of the rue. 


Th effect, however, is not inconsistent with elimtig consideration of prevailing countr 
risks from the rue. The duties of the Foreign Cuody Manger when assessing a 
compulsory depository ar to evaluate whether the depository wil exercise reonable ca 
and dilgenc in safeguding fud assets.7 Such duties involve evaluation of the risks 
associate with the parcular custodian and not prevailiIg countr risks.8 . 

We acknowledge tht the rue 
 amendments coul hae trte the custodial risks 
associate with the us of a compulsory depsitory as prevaiing countr risks beus the 
us of such a depository may be nessa to invest in a paricular countr.. Th approach, 
however, would have elimte an importt protetion ,of rue 17f-5-tht the board or its 
delegate determe whether the partcular cuodian wil provide reonable cae for fud
 

assets.9 In addition, it would likely have involved the Commssion and the Division in the 
determtion of wlÌch foreign depositories ar "compulsory" under the role.lO 

We note tht in determg whether a fud's assets wil 

6 

be subject to reaonable cae if
matained with a paricular custodian, the Foreign Cutody Manager may base its decision on 
the stadards applicable to custodian in the relevant maket. Rule 17f-5(c)(1). 

7 Rule 17f-5(c)(1)(i)-(iv). 

8 Thoughout the ruemag procs tht resulted in the 1997 amendments, the Commssion 

consistently indicated that it regarded selection of compulsory depositories to be . 
"conceptuly" with the selection of a paricular foreign custodian rather than the evaluation 
of prevailing country risk. See Adopting Releae, supra note 1, at n.29 and Cutody of 
Investment Company Assets Outside the United Staes, Investment Company Act Releae No. 
21259 (July 27, 2995) (60 FR 39592 (Aug. 2, 1995)) n.71 (proposing amendments to rue 
17f-5). 

9 Rule 17f-5(c)(1)(i)-(iv). 

10 Under rule 17f-5, before it was amended in 1997, the Division was asked on numerous 

occions to determne whether a paricular depository or cleaing agency operated the central 
system for handling. securities in its respetive country. See, e.g., Securities and Exchange 
Board of India (pub. avaiL. Feb. 25, 1997); Interbolsa (pub. avaiL. Aug. 5, 1996); Financial 
Service Board (pub. avaiL. April 24, 1996); Hongkong Securities Cleaing Company Limted 
(pub. avaiL. July 13, 1995); Warsaw Stock E~change (pub. avaiL. Oct. 20, 1994); Japan 
Securities Depository Center (pub. avail. Aug. 31, 1993). 



Ms. Donohue & Mr. Golzr
 
February 19, 1998
 

Page 4 

We understad tht the application of rule 17f-5's selection criteria to compulsory 
depositories raises severa issues for fuds, their advisrs an foreign cutody mangers. We 
look forward to workig with you and other intereste members of the public to assist in 
resolving these issues. 

Sincerely,

f22.~
Robert E. Plaz 
Associate Dirtor
 


