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Stand by
for the
worst

The lack of regulation in global
custody is worrying many observers.
A disaster would help to focus minds

lobal custody is an unregulated area.

There are no regulatory or capital-

adequacy requirements tor  global
custodians and none are immunent. When
authorities are asked about this, they tend to
shy away from the issue. But with cross-bovder
trading growing all the time, millions could be
at stake 1t things go wrong.

Says Simon Thomas, recently appointed
director of London-based Davis International
Ranking Consultants: “The main danger is
that banks entering global custody will export
the problems of the world's banking industry
into the securities industry. In addition, there's
the danger that institutional funds will find
themselves carrving the cost of the failure of
"global custodians’ which owe significant sums
of money and stock.”

In the matrix below Thomas poines aut
the risks which may arise if custodians wre not
properly structured and controlled. "The runge
goes well bevond normal credit risk mvolving
counterparty exposure, coilateral and guaran-
tees. They also cover price and market move-
ments, foreign-exchange exposure and
interest-rate risk. There are also worries over
management and operational 1ssues involving
the reporting of off-balance-sheet nstru-
ments, registralion, tax
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present an even greater danger.

For example, the ahilie — or mabiiing -~
to respond w new issues and takeovers can be
eriical. 11 deadlines are missexh, or shunes
rather than cash are asked for ina stock issue.
the resulting losses can be huge. In emergimg
ntarkets it can be even more ditficudt wo ges
intormation vn corporate acions, so the prob-
lems can get progressively worse.

International bunks have been hit hard on
crossshorder credit risk as the Third Workt
tlebt crisis bears estimony. The Basel capital-
adequacy guidelnes seem to be helpmg make
international bunking saler, but they do not
take nto account the recent growth in off-
palanve-sheet business (which inciudes cus-
o).

Should an additional capital requiremert
ne mtroduced 1o cover non-credit risk? Savs
the Price Waterhouse report Bank Capital
Adequacy. published in July: "It is an open
question whether a mathematical formula tor
capturing non-credit risk is pracuicable. Some
Danks urgue that the nature of business involy-
ing interest and toreign exchange risk, and
settlemnent risk (in particular the speed with
which trading positions can change) makes the
application of a1 tormai and inevitably compii-
cated formula impractical.

“The additonal systems costs are also
likelv 10 prove a considerable burden. An
argument against inereasing the minimum 8%
requirement is that this could unduly penaitse
banks whose exposure to non-credit risk is
limited, but at the ena of the day it may be that
some rather notional additional amount of
cupital tor these risks where they arise may be
the onlv pracical alternative.”

The question of apportioning dedicated
capital for custody is a conteatious issue. Some
ot the biggest custoaians, such as Chase
Manhattan Bank. Cidbank and (10 a lesser
extenr) Midland Bank, already have capital
worries: a call tor even more capital could
canse them major problems. With banks un-
willing and regulators unable to tocus on the
issue, 1t seems that the inevitable disaster will
have 1o happen betore evervone faces up o

the risks involved. =

claims and financial com-
munications.

The matrix corre-
lates the prime custodv
activities and nsks that
those functions invoive.
The activities are ranked
in terms of potential risk
areas (one for highest. six
for lowest). Most mav
think that seufement and
stock lending pose the
greatest threats 1o cusio-
dians but ‘Thomas reck-
ons  corporate  actions

Settlement (2}
Stock lending {(2)
Safe custody (3)
Cash (4)

Dividends (5)
Reporting (6)

Corporate actions ¢ |}

Foreign exchange (4)

Where the dangers lie

Operationzl/ Instrument

Market Credit Currency Interest management
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