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Keeping control
of your assets

Asinvestmentin emerging markets grows custodians are being forced into
far-away places. How should the risks be managed? By Joanna Wrighton.

It was a hot day. The man whose jobitwasto |

carry share certificates between brokers de-
cided to go home for lunch. He left the certifi

cates in their usual sports bag in the back seal
of his car. Someone smashed the car window
and siole the bag, taking with them share cer

tificates worth thousands of pounds.

Incidents like this illustrate the problems
custodians face in emerging markets. The
safekeeping of assets and the difficulties asso-
ciated with setting up operations there make
the custodians’ role far more complex. But
their clients often judge the service by devel-
oped country standards and want them to as-
sume the same amount of risk. “Certain custo-
dians will put in a disclaimer saying “invest al
your own risk’,” says Ruth Chalfin, a vice
president of investment management firm
Clay Finlay in New York. “I would like them
to take full responsibility as they already doin
developed markets.”

This attitude is becoming more commaon
among emerging market inveslors as compe
tition for global custody business increases.
Nobody is suggesting custodians take respon-
sibility for a bad investment but many think
they should indemmify against operational
risk. Custodians have aresponsibility to make
sure certificates under their charge are not
being carried around in sports bags, for exam-
ple. “If custodians facilitate investment in
emerging markets they are giving it a clean
bill of health. By providing a service in those
markets they are saying the operational risks

are reasonable. Equally, I think they should [

be paid for accepting those risks,” says Ross
Whitehill, a director of consultants Thomas
h'ill['l'a.}".

The main custody-related risks in emerg-
ing markets lie in trade settlement and share
registration, payment mechanisms, a lack of

disclosure concerning corporate action and |

an undeveloped legal and regulatory infra-
strmcture.

One of the most important is settlement
and registration in markets where shares are
traded physically. Too many trades do not set-
tle on seilement date and the leading banks
are working on reducing this fail risk.

Standard Chartered Equilor insists on
timely instructions from its clients so that it
can pre-mal_ch the trade. *The sooner the
client gets instructions Lo us the better,” says
Darwin Doo, director of institutional ser-
vices, Asia Pacific region, at Standard Char-
tered. *We then verbally confirm with the
counterparty that settlement can take place
onthe dayitissupposed to.”

Brokers can be the weak link in the settle-
ment chain. While cusiodians have no con-

trol over a client’s choice of intermediaries |

they can monitor their performance. “Ifabro-
kerhasalessefficientback office and is always
late we track these statistics and present them
to the clients.” says Doo, “Welook at each fail-
ure and analyze the reason. The customer is
then in a good position to put pressure on the
broker.”

Investors can also help limil the number of
failed trades. Says Emily Bredhal, settlement
operations manager at  Chicago-based

Wanger Asset Management: “You have to
have a gnod mairix of aulomatic instructions
setup. You also have to give vour counterpar-

Ross Whitehill: pay cianstnassum risks

M

ties the names of people they can deal with di-
rectlyin the sametime zone.”

“Unless you are aggressive and savvy about
the markets you are in it's a case of buyer be-
ware,” says one fund manager. In Global fn-
vestor’sannual custody survey clients stressed
the need for local market information and
regular updates from their custodians. This
information is an important area of risk man-
agement.

“As a custodian we lake on a significant
amount of risk in terms of getting information
to our clients,” says Tomas Manon, vice presi-
dent in charge of custody in Europe at Mor-
gan Stanley. For example, in eastern Europe
corporate action is an area of concern as infor-
mation is hard to obtain. “If a company has
been restructured the information is often
leaked after the event and by dubious
sources,” savs Manon. *Even if we get the in-
formation months late we are sometimes the
first to know.” The bank will then iry to recre-
ate the previous investment position. “This is
probably one of the bigzest risks we take,”
says Manon, Morgan Stanley assumes liabili-
ty for the informalion it provides to its clients.

Clients can use information about market
praclices to better protect themselves. For ex-
ample, when trading through the exchangein
Singapore and selling to a broker/dealer you
make sure you have good instructions in
place on trade dale. So check that your custo-
dian has ensured all your trades are set up and
acknowledged by the sub-custodian, If vour
broker has a buyer and the trade is not set up
you will be boughtin on the value date.

In India, settlement is made easier il yvour
sub-agent bank is located in the area where

| vouaretrading. Ifvour bank is in Bombay it is

difficult to settle in Caleutta because you can-
notcome in for pay-in and pay-out day.
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