Global Custody; Client Servicing a Fundamental
Factor

Operational Decline

If there is one thing that has stood out during this current financial crisis, it is
the need for custody operations to be greatly improved, especially in client
services where over decades we have seen a decline, as the volume of
transactions continues to increase on a global scale. Today, investment
portfolios are made up of international securities often alongside an array of
complex investment and trading strategies and ‘over the counter’ (OTC) bespoke
financial instruments. The wide use of the web across the worlds securities
markets has created a global market place, where institutional and wealthy
private investors can invest anywhere in the world, over many new trading
venues. The volume of transactions grows unabated in domestic and
international markets and has put huge pressure on the financial processing
capabilities of all securities firms, whether large or small from an investing or
trading aspect, but it is the Global Custodians that are positioned to take most of
the weight.

Handling the Pressure

Over the years countless budgets have been invested by Custodians in building
better systems with many of the drivers for development coming from regulatory
requirements. As the international markets buckle under the weight of
transactions and the growing complexity of the financial products, the financial
crisis that first started to bite in 2007/8 was an unwelcome watershed for Global
Custodians. The breakdown of the financial system importantly included the
banking credit crisis, which quickly led to a global economic crisis and this led
directly to defaults in banking, the private and public sector and eventually the
huge government bailouts, of many of the worlds leading banks. All these banks
had a custody operation and it is in the custody area where the industry looks
for operational processing excellence and quality of service that underpins the
ability of the market to process efficiently.

Custodians can never be accused of not investing in their business over the
decades, but it has been specific systems which have sucked in most of the
investment for development. Systems developments for years have tended to be
centred on cost and risk reductions. Although these are undoubtedly very
important; indeed fundamental, as a service industry the primary emphasis
should always be on client services and customer relations.

For many Custodians the last two decades have focused too much of their

attention and budgets on the mountainous number of new or enhanced
regulations that seem to appear all too readily from the regulators. This has now
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reached outrageous levels where managers in financial institutions cannot
develop systems without first checking what the regulators want. This seems to
be a worldwide phenomenon, which following the global financial crisis, shows no
sign of abating. The importance of effective rules and regulations for the market
can never be understated but this should not be at the expense of customer
services and supporting the client.

Here Come the Politicians

Apart from the regulatory burden afflicting global markets there has also been a
striking political objective, which has predominantly set the agenda for the
securities markets in recent years. For example the European Parliament has
caused a significant amount of structural change in Europe, which has put
pressure on legacy systems and attacked historical market relationships. This is
most evident in the break up of the Stock Exchange Cartel into a mixture of new
cheaper and faster trading venues and as the markets recover from the financial
and economic crisis, changes affecting the markets will continue to be profound
and felt worldwide. Structure changes and the desire to produce more secure,
robust and cheaper services for the investor and customer will inevitably be
manifested in the need for new or enhanced systems.

The impact of these multiple changes in market structure, in global financial
markets, will affect all types of financial services firm, but it is the Custodians
who will bare the greatest brunt. Custodians are the engine room of the
Securities Industry’s Operations and it is imperative for the future success of the
industry that they are able and fit for purpose. This is an exacting position and it
will tax both their management skills and of course, systems development
budgets. If the Custodians are to keep up-to-date and remain competitive, they
will need a long term plan and strategy for change, which enables fast tactical
implementation of tested solutions; all this at a time, when a lorry load of
regulations are inundating the ‘in trays’ of their IT Directors. But it is important
that Custodians should not take their ‘eye off the ball’ in supplying quality
customer services.

Custodians are instrumental in making the changes inspired from political
objectives, successful in the global securities markets and there is no ‘timeout’
to close one project before embarking on the next, so the Custodians have to be
able to multitask to perform everything expected of them. This is putting severe
pressure on their management capability as well as their legacy systems.

A Vital Lynchpin

Global Custody is an international business that links market participants by
performing operational processes, producing communication and data between
trading counterparts and investors. For example the data required to settle
transactions is maintained by the Custodian and then communicated to other
parties or agents involved in the deal. The eventual payment/receipt details are
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also maintained by the Custodian to enable final settlement. It is the Custodian
that is the vital lynchpin in this process.

A Regulatory Partnership

The Global Custodian is integral in providing an international window into the
activity and flow of transactions and assets, which could be used by Regulators
and Government Treasuries to monitor trends. International harmony in
regulation has been on the world Governments agenda to find solutions to the
financial crisis problems highlighted during the recent hiatus.

The detection of legal or regulatory infringements can never be the sole
responsibility of the Regulators and with the Global Custodian there is a an
opportunity for a perfect partnership to monitor more closely the worlds
securities markets, by creating an early warning system through the Global
Custodians to potentially detect when a bank heading into difficulties.

Core Focus

The Custodian is in a pivotal position for implementation of change but despite
the huge focus on their operational processing powers, they must always have a
core business focus. That core business focus has to be acutely trained on the
needs of investors and brokers. Here is the rub! Whilst the Custodian peddles
furiously to maintain operational excellence it is ultimately their ability to service
their customers and the investors, which will determine if the markets are
performing and at the same time achieving what most politicians will be
measured against. The Custodians are the cornerstone between the wholesale
and retail markets and any breakdown will have severe consequences in both.

MiFID

Throughout the history of the global securities markets, relationships and
dependences have been created that are not necessarily logical in today’s world.
This was highlighted wonderfully in the International Securities Directive and
subsequently the Markets in Financial Instruments Directive (MiFID). But often,
it is the illogical market structure that proves a barrier to instigating changes,
whether from a political or business angle. Market structures are very rarely
designed but an evolutionary manifestation. Rules, systems and processes are
created to reflect business relationships and evolving market structure. These
can be complicated, perverse, expensive and very difficult to change. Years after
MIiFID some markets in Europe are still technically illegal because of the
difficulties in implementing change. The investor is often oblivious to the
complexities of the market and is certainly not engaged in any market directive
for change. All the investor is interested in is a good deal, at an acceptable price,
settled on time and without risk. The Custodian therefore has to ensure a
positive investor experience, by being competent and able to operate within the
problematic areas of the markets.
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The Weakest Link

It's long been accepted that different business sectors within the securities
markets are all heavily interdependent on each other, like a long chain, which is
only as strong as its weakest link. Unfortunately in the global securities markets
there are an untold number of weak links. Over decades there have been many
committees and groups, formed to identify weaknesses and specify solutions,
but each attempt has only managed to slowly inch the industry forward. This
track is definitely on the slow train to change. Even the much lauded Giovanni
report published in the nineties and the long list of initiatives that followed,
mainly failed to make serious headway, in solving the industry problems, in
operations. Indeed, today because of political interference the agenda has
changed and the initiatives to effect change are still being designed.

History Lessons

Going way back to 1988 and the global ‘Group of Thirty’, initiative that was
spawned by the settlement crisis of 1986/7, the ability of the securities markets
to produce industry solutions has been mixed. Certainly the introduction of
SWIFT into the securities markets was a ground breaking move, but in the early
days that caused more operational problems than it solved. At the time, SWIFT's
network and messages were totally inadequate, unable to achieve the tasks
expected. By the early nineties ISITC and other groups had been created to
specify solutions and this led to the design in 1995 of the ISO15022 message.
However, it took many years to implement and only finally saw the light of day
in 2003. Now the Industry is looking at embarking on its replacement or evolved
message 1S020022, depending on what side of the fence you’re sitting.

Another ‘Group of Thirty’ requirement was to introduce shortened settlement
cycles in the world’s securities markets. This also produced the need for faster
and more accurate trade confirmations and the eventual specification of
Electronic Trade Confirmation (ETC). Despite the ETC solutions, the worlds
markets still operate on a non standard settlement timeframe; so only a partial
success without the complete solution originally specified.

In the late eighties and early nineties there were strong doubts in many market
quarters, that the custody business would actually survive, as a number of large
consolidations in the custody market had slimmed competition and created huge
Global Custodians. Most of the Custodians were part of large banking
conglomerates, which included a ‘one stop shop’ approach to attract institutional
investment. Banks having assembled capabilities in Fund/Asset Management,
Brokerage and Custody in their securities business and with their retail banking
outlets, they were able to become enormously successful, powerful and in
modern terminology were too big to fail. During the course of this period of
corporate change, it’s doubtful that the investor and customer were not affected;
costs certainly went up in real terms and services were patchy at best.
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Unfortunately the customer is often a casualty when pressure in exerted on the
Custodian. This should serve as a lesson for Custodians today.

After Carthage Came the Internet

The introduction of the internet in the early nineties really accelerated the
international investing business with enormous growth in transaction volume and
of course the subsequent payment requirements. With the speed and scale of
growth in the international markets huge stress was put on the systems and
procedures of the Custodians. It should not be forgotten that people working in
operations also bore the brunt of the burden as the banks struggled to cope.
With international business growing almost exponentially through the nineties
and the first decade of the new millennium it is in the engine room of Global
Custodians where the battles are being fought and where the war must be won.
In IT, was it ever thus!

Today, the securities markets are a global highway for international investment.
Institutional and private investors have increasing global portfolios and demand
the ability to invest anywhere they can make a profit. These international
developments in the markets have been made possible because of the worldwide
web, which has created globalisation and the world’s population is embracing it
on an ever increasing scale.

Globalisation is not new in real terms, with the history books showing that over
2500 years ago Carthage was the most powerful and successful centre for world
trade. Carthage started ‘a global trading culture’ through its ability to build and
house ships safely, sailing the seas to trade wares across the world, building a
rich and powerful economic force. In today’s global trading environment, the
web enables virtual ships to travel anywhere and trade anything. The
Carthaginian success story was only curtailed because of the intervention of
Roman aggression; although, today Tunis is building itself a reputation as a
centre for financial innovation and excellence.

Each year the growth of online access exceeds the last and with direct
communication and online knowledge, comes an increased desire by the
consumer and investor. It is the incremental expectation of the
consumer/investor, which is putting more pressure on the securities markets
and it is the systems and in-house servicing capability of the Domestic and
Global Custodian that will determine if the investor experience is good or not.

No Timeout
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One of the main problems in producing solutions in custody operations is to
implement whilst the business continues to flourish. It's a bit like being on a
treadmill, there’s a need to stop and catch your breath now and again, but in
custody there is no stepping off. Most Custodians would agree that their systems
need to be upgraded and their architecture reviewed and aligned. These are
difficult tasks for any business but for Global Custodians extremely difficult. The
result is that systems development solutions are more often tactical than
strategic and an ongoing nibbling of the problem occurs, when radical strategic
implementations are the order of the day.

With the regulatory framework under continuous evaluation and subject to
change, flexible systems are of paramount need for businesses. Modular systems
that can be developed, tested and implemented fast have to be identified. It is
an unlikely scenario that any solely based in-house developed IT will be as
successful as procured technology. The commercial software vendor has a faster
development lead time and an ongoing technology upgrade need, which simply
moves faster that the best in-house system. It is the ability to utilise state of the
art technology, in modular solutions that holds the key to solving the Custodians
problems in systems development. The Custodians need to develop a skill in
systems design architecture, in order to produce a strategic plan for legacy
systems replacement, whilst maintaining a competitive edge in the market and
most importantly enhancing client servicing and customer relations.

With the global securities market going through a massive change process that
is more revolutionary than evolutionary. The pressure is only going to increase
on its ability to service the client and maintain the central efficiency of the
markets. It is the Custodian that is going to tie up the problems of fragmented
clearing and settlement structures and allow the continued expansion of global
portfolios. However, they must always remember that their business starts with
the customer and ends with the investor.
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