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How to get the
most out of RFPs

Simon Thomas and Ross Whiféllﬁi

uring the past five vears, we have

been involved in global custody
selection exercises tor institutions and
hanks for securitics portfodios wortly
aver 58300 (£868bn), The enor-
mous volume of cts  moving
berween custodians is a cear indica-
tien o the need for formal custody
reviews 1o Uhe market and the proven
request fur proposal { RET process.

Withent exceptian, the selection
process is best undertaken by using a
highly srructured  methodology,
baséd G kiowledp® pairied initfafly
from the REP questiounaire.

The provess of appointing a new
global custudian or cven reviewing
existing custody arrangetments is
involved. Since wa issued the Pru-
dential RFP rethe markerin 1994 we
have seen the demand for a highly
strucuresd REP review grow dramari-
cally. The sirength of the REP is
dependent on the abaliny to railorit to
an indevidual organisations require-
ment, while still benefiting from the
embedded knowledge derived trom
its wide utlisation in the marketplace.

The growing sixe and inteenational
spread ofinsiitutional investment has
made the tusk of thoss whe decide to
appoint a new global custodian have
Lwir basic options. Uhey can cither:

Iy approach & cuscodian who has
been recammended to chem and
coter intodirect negoliations without
Tormally assessing other custodians,
or;

{2) carry omr a formal rendering
process,using the RFT and asscss the
prosand cons olarange ol conipeling
custodiansg,

I'he decision to appaint a new cus-
todian wichout formall ssing the
merits of the competition is nert
uncammeon in the market, Asa simple
and apparenty low cost approach it
Lias some appeal, especiallv where the
chosen custodian comes highly rec-
ommended by ather clicns,

However, the pieialls of uneontested
hids arc considerable, and the ulti-
miate coses and risks of appointing the
wrong custodian ¢an far out-weigh
any initial cost savings. There is no
such thing asa ‘standard” custody ser
vice, The service levels provided by
globat custodians, and the quality of
people, reporting and support can
vary widely between difforent custo-
dians, and within custodians across
ditferent countries. 'The degree to
which custedians will take responsi-
bility for direet or consequential
Jsses arising from their activities also
varizs enormously, as does the scope
oicontractnal guarantees and indem-
nities provided and required by custo-
dians. Fee gquotes for basic safckeep-

ing and seulemenc services i individ -
ual markers can differ by 100% or
muore in competitive bids, and in the
canrent competitive climare are nor

mally epen tornegoriation - peovided
the buver does negotiate,

The RFP process Lus on occasions
teceived a bad press, with issues raised
by both buyers and supplicrs, Buyers
of global securitics services can lind
the process to be overly Lme consum-
ing, and exrremely complicated when
it ¢omes Lo aalysing responscs and
selecting a preferred custodian, What
starts out as a rational-analytical
approach can all too soon becone a
contising, sibjective ckercise. The
appoine e ol extermnal advisers can
acd an wxrera dimension to this vom-
plexity, The production of massive

REP documenrs covering an cver
increasing multicude of clever ques-
tions {not all necessarly relevant. and
some rather misleading?, can make
the process of analysing or veritying
the results extremely ditticulc,

Cusrodians sufler Lhe conseguences,
The leading custodians, in particular,
reveive a flood of REPs every year:
hundreds a vear o some of the major
global costodians, In one sense, thisis
abonus, because itmeans the custodi-
ans are “sill on the radar screen™ - to
quote a major LS plaver, However,
REPscomein all shapesand sizes, with
questions ranging trom the vague and
apen ended to the immensely detailed
ang intrusive. Civen the time irrakesto
mspond to-an average IRIF, even with
wird processing etficicncies and stan-
dard off-the-shelfanswers, two partic
ular concerns vemaint. Firstly, how
important is the RIT in the sclection
prowess? Secondly, will the RFT disin-
termediate the custodian trom Lhe
maore personal, controllable, face-1o-
fave sales process?

The selection process should start
with an agreed list ot key selection
hurdles. This can be an extremely
eficative method of filkering out cus-
tondians wlwshould nocbe ingleded in
the finallist of REP candidates G- full
scale analvsis. Furthermore, the initial
hurdles can he used dwough-out the
exeraise, cascading down into a more
detailed ser of'seleclion arireria.

Tnscitutions whe have adepred ehis
approach have usually re prioritised
the main elements of the key hurdles
ro suit cheir own aims and objectives,
An appraisal ol the lnancial steength
and eredit worthiness of 4 potential
candidateisusvally carvicd out right at
the srart of the process, because it is
such a critical go/no go facror. On
the other hund, the level of pricing
tends not to be a ke issue at the out-
set ofa selection process, and so thisis
commanly lett ont of the initial huor-
dles.

The result helps to specity a logical
sequence of hurdles ro be applicd 1o
the universe of porential candidaces.
The detmled questions relevant to
cach hurdle will then be included in
the full RE sent tothe qualitying can-
didkares,

Preparing a comparative analvsis of
REP responses can be an exiremely
complicated and time consuming
exercise.  An RET covering, the full
rangre of basic. added value and relaced
services may have as many as 300 or
mare derailed questians, Custodians’
responses can run into many volumes,

Insuiwtions should consider divid-
ing the REP analysis stagre into two
parts starting withia first cut analysis of
key criteria, before progressing on o
a [ull scale analysis of the RFP
responses. Du of this process, a rank-
ing of two or three candidates will
emerge which indicates their respec-
tive abilities to meet key require-
TS,

Le finalchoiee ol prefeered cusio-
dianis] will be based on the
sment and review of the
full REP responses, followed by dne
diligence meerings and discussions o
clarify specitic issues or uncertaintes,
and the [inal contractualand fee nego-
tiations, This process is not nearly as
straiprht-forward asitappears and how
this phase s structured and managed
will have considerable bearing on
what happens atter the appoiniment,

In our cxpericnce, the evaluation
process should start with the main
cusrody apreement, bettire tuming re
the use of the service level agreement
as a vendor management tool, sup-
ported by the collection of external
benchmark data.

The custody agrecment is the prin
cipal lezal contracy between the cus-
Lendian and its client, It sets out the
terms governing settlement, safe-
keeping and velated services offered
by the custodian. Clauses are wrirten
in legal racher than operational lan-
guage, and are designed ro protect
and limit the righrs ot both pardes, As
well as the madn custody apreenent,
clients may also be asked to sign a
nuntber of other agreements, such as
electronic banking agpreemenrs, fax
idernnities and standing instmaction
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mandates. The ¢lectronic banking

' a purticularly important
document, hecauseitcoversthe use of
the custedian™s dara capture and re-
partingsystems, and may, e event
of a systems failure, override guaran-
tees provided in the main costody
ARt

Custody agreements cannot be wsed
dircety to evaluare a custodian s per-
formance, Onge signed. the agree-
ments are normally [led away, and
oy re-surface where there are tunda-
mental breakdownsin the custodian™s
service. Hewever, it is esseneial thar
the agreernent states precisely who is
responsible tor what risks. in the event
ol major problem. oo many agree-
ments rernain silenr on orngial risk
areas. The firse task of the vendor
manager must be to cladly any areasof
uncerrainty in the main legal agree-
ment.

The service leve] agreement (ST.A
scts oul the detailed operational coamn -
mitments of both rhe custodian and
the client. in cach of the main service
arcas. 1T'he conumitments should be
lepally binding, alchoogh the main
costody agreement will take prece
dent. Persistent or material breaches
of the commitments set out in the
document should be actionable by
the clicnt. Part ol the SLA should
cover the provision al statistics an key
aperational perlonnance areas. Cus-
toduus should be able to prescor
these statistics in the form of ‘score
cards showing, for example, straighe
throuph processing rates for trade
inskructions reccived from the cliene,
scrtlement failure rates and reasons
for late settlements. performance
against comtractual income, and
analysis of tax reclaims,

The SLA should be Le main man-
agement tool for measuring and mon
itoring custodians’  performange,
Untortunately, moseotehe ST.Asused
in the market contain general service
deseripions, rather than specific ser-
vice standards and measurable bench-
marks. Furthermore, nor all cusrodi-
ang provide score cards, The seeond
Lask ol the vendor manager should be
tw sit dewn with the custodian and
agree specific service srandards, per-
formance sratistics and formal rovicw
procedures, including a process Lor
serting and maonieting objectives.

The cthird task of the vendor man-
ager Involves the collection of exter-
nal data to support an independenr
analysis of the custodian’s perfor
s A variewy of dat sources are
available from internal systems, law
firms, investment manapgers, credit
rating agencics, custodians, auditors,
consultants and benchmark data
firms.

Cullecting the data is ostren less digh-
cultthan knowing the righr questions
to ask, and understanding how to
interpret and vse the results, The
solurion o weaknesses in perfor
manee evaluation techniques is thar
institutions must devote the necessary
resources to understanding the key
issues tor be addressed and how wo
improve the vendor management
process,

Stmon Thoraas and fow Whicdull are
dgrecrovs, 1iomas Muveay in Lovdow




