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Custody has become increasingly expensive and the lack of

Custodians reassess !

" financial infrastructure is no longer the key issue for providers, writes Caroline Allen

who should hear settiement ris

“Some CSDS are often titly

capltalised and have litlg Insurance’

: Derek Duggan, Thomas Murray

Custody is a growth sector in inter-
national investment but it has
become an increasingly expensive,
complex and exacting business.
Quite apart from investment risk,
settlement periods have become
shorter, transaction volumes more
volatile, inancing and investment
instruments more complex and fidu-
ciary demands have escalated.

The key issue for custody
providers in emerging markets is no
longer the lack of financial infra-
structure, but identifying changing
risks in a volatile environment, and
pinpointing who exactly is now
bearing them. “Global custodians
are being pressured to put more
emphasis on risk minimisation and
sub-custodians are being forced to
take on more nisk," says Ross White-
hill, director at London-based cus
tody specialist consultants Thomas
Murray.

“Clients now want to know
exactly what services are offered in
terms of income collection, corpo-
rate actions or timely provision of
information. It is no use any more to
say you will pass on such informa-
tion if it comes your way. The local
agent has to be much more proactive
in antici palmg acquiring and deliv-
ering ir.”

The Bank of New York operates in

87 markets worldwide and controls
its network from regional offices in
New York for the Americas, Brus-
sels for Europe, Middle East and
Africa and Singapore for Asia. It
only uses its own branches for cus-
todial arrangements in the UK and
the US.

“In selecting a sub-custodian, we
are looking for the highest level of
protection for us, which we then
pass on to the customer,” says BoNy
managing director Mark Kerns. “We
have focused heavily in the last cou-
pleof yearson market volatility and
operational efficiency  through
straightforward processing.”

The local custodian now acts less
as a physical depository and more
like an asset servicer, while the num-
ber of national and regional central
securities depositories (CSDs) in
emerging markets is growing (20
more are due to open by 2000). Local
stock exchanges, central banks or
regulators often back the launch but
turn to other local financial institu-
tions to help underwrite costs,

The hasic custodial process is lit-
tle changed with the client (usually a
fund manager) first outsourcing to
a global custodian who then selects
a local agent.

This selection has become a criti-
cal factor in the process. Sub-custo-

dians obviously need a solid balance
sheet, top credit rating and market
standing, but more comprehensive
data and automated facilities are
now also essential.

The unofficial benchmark for cus-
tody standards in emerging markets
is still a list of nine points drawn up
in 1989 by the Group of 30, the
group of leading private sector
financial institutions.

The group no longer actively
monitors implementation of these
standards but specialist consultants,
such as London-based Thomas
Murray, do.

Thomas Murray’s Whitehill also
points out that the UK’s Securities
and Futures Authority had set a
deadline of January 31, 1999 for
banks to demonstrate due diligence
in seven key areas when selecting a
sub-custodian. That is now being
supervised by the Financial Services
Authority.

Most global custodians indem-
nify themselves through contract or
insurance against sub-standard ser-
vice by their local agent. “There are
certain risks no custodian will take
on, like investment risk. llu‘rflear!y
it must be a seamless service from
the customer's point of view, like
dealing with one organisation,”
says Stephen Appleton at consul-

tants Frank Russell Company.
Previously, the agent tended to be
the biggest local bank. But those
providers are having to fend off
medium-sized foreign operators
such as ABN Amro, ING Barings,
Creditanstalt or Société Générale,

which want to leversge their branch
networks, This has had the effect of
mproving Uhe level of servics fiom
lacal banks.

The eostof servicing & local mar-
ket i not necessarily the bricks and
1ooTar, nor even the technology; it

‘Custodial business
hias moved from being
decidedly hack office to
firmly middie office’

Stephen Appleton,
Frank Russell Company

is thie time and eomimitment needed
0 acquire Iocal expertise. Kven a
large branch of 2 global custodian
with perhaps 20stadf cannotmatch
the cover prowvided by a local bank
with 200 statt

Some global custodians want to

be aibile (o 1l clients they |
agent with 1he hes

of the 3
not be their own branch. Among
glohal providers, Citibank wends o
use ita own branch network most.
Bankers Trust and Northern Trust
use their own bramcties only in the
US, the UK and Austraha,

Consuliants ke Frunk Russell
advise  investors  on custodian
choice, *Al theeop af miar mist-have
list would be an angning commit-
ment o the whole business,” says
Appleton.

“A close socond would be the
smbility and recention of quality
s@f. In some senses custody is 2
firly avtomated procss, bul people
are till defivering that service. We
ks like 1o see renewed investment
mology, which is a part of
conitment.”

Global cusmdians will often dis-
ouss informally wnth their aompeti
fors the relubive merits ol local cus
todias and alarm bells szt ringing
if less than positive references are
affered, says Whinehill.

“Even if you wanted to, it is not
always possible to find another sub-
custodian and switching can be
costly, Bul reviews, where lerms are
renegotiated, are being done much
more freguenty™

W

Feeess ane under two-way pressure
— clients are demanding more bang
for their bucks, while custodians
taking on more cisk and momtorog
duties are secking o pass hose
oosts back up Lhe chain. Bul fers aire
ooneern 1o rigk moni
e
nather direcoor
at Thimas \(uux\ also urges a
{horough check on the status of the
Incal central securities depositary:
who ultimately owns 1L, the capital-
isation and msurane arr-umuml.s
and loss e;blnuy provisions, “There
bes been this view thal mos CSDs
some are often thinly

and  have little

(ilobal ;;nrpnml.n activity twough
MENgers. :rniaml.isi‘iur-.umm. bag
plzrfm is changing the face of the

Lmudf chienme will be we
gagge the effect on seryvics levels of
the (il dea) bed ween custody giant
Bankers Trust and Deatsche Bank,
which has its own large custody
division.

“Clients have become a 1ol mane
sophisticaled and the whole cusm-
dia] lursiness 18 a Jot mose visible. It
has moved from being decidedly
back affice to firmiy midde office,”
=ayz Appleson.
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