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In the first article in our credit  
series, we discussed key differences 
between return maximizing and  
capital preservation strategies and 
highlighted leading practices credit 
managers should consider when  
fulfilling their pricing responsibility  
to investors and regulators. In this 
article, we dive into one of those  
leading practices — performing efficient 
levels of due diligence on pricing 
vendors and brokers.

Credit managers continue to seek cost 
savings in their back and middle office 
because of fee compression and the rise 
of passive managers. The spotlight over 
the last few years has been on the cost 
of pricing. Considering the large volume 
of fixed income instruments traded 
by many managers, it is not hard to 
understand why the cost associated  
with this volume can be concerning.

Pricing vendors have responded to the 
challenge. The consistent message we 
hear from many of the largest managers 
is that the cost per security has dropped 
dramatically. This has resulted in a shift 
in pricing philosophy: managers now rely 
on “cheaper” vendor prices and reduce 
front office/pricing committee checks 
and corroborative broker checks.

Without the right level of diligence on 
these pricing vendors, credit managers 
can become overly reliant on the 
accuracy of the prices they receive. 
While vendors have become stronger 
at their craft, it remains the ultimate 
responsibility of credit managers to 
provide accurate reporting to their 
investors and regulators. As an 
incremental procedure to meeting with 
the vendor annually, we explore how 
managers can perform periodic analyses 
on these vendors. We also discuss how 
brokers should be subject to uniquely 
designed diligence procedures as well, 
and rotated out of use in the event of 
poor performance.
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Introduction

How credit managers can improve 
reporting by better evaluating 
pricing providers

To protect from risk, credit managers 
must employ the right level of diligence  
at a reasonable cost.
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Chapter 1

Initial vendor 
diligence

During the initial due diligence process of picking pricing 
vendors, it is important to consider three key factors:

1. Is the vendor reputable? Do other credit managers we  
know rely on and trust this vendor?

2. Does the vendor cover all the credit types the manager 
wants it to cover?

3. Can the vendor provide a direct feed into the accounting 
system, eliminating the need for manual reconciliations  
of data?

There are many diligence questions on standard 
questionnaires, but we believe the questions listed above 
are most critical. Reputation may correlate to brand 
recognition, but rather than focus on the glossiness of a 
vendor’s marketing materials, it is simpler and more effective 
to call credit manager peers and ask them which vendor has 
delivered the most consistently accurate pricing results over 
the engagement period. It may not be the cheapest vendor.

Credit managers should also pay attention to the breadth of 
experience of the vendor. For instance, bank debt positions 
are covered by only a few vendors. Many vendors do not have 
extensive coverage abroad — pricing sovereign debt from 
developing or underdeveloped countries will require a vendor 
with a global reach. Most vendors cover senior corporate 
debt or mezzanine positions, but to decide on a primary or 
secondary vendor based on those common asset classes alone 
could be a mistake in the long run, despite what the vendor’s 
business development teams may say.

To limit the risk of data loss and error-prone manual 
reconciliations, vendors offering automated data feeds into 
the manager’s back and middle office systems should be 
ranked higher in the selection process. Various accounting 
systems can run automated reconciliations between primary, 
secondary and tertiary vendor feeds and produce reports on 
pricing errors and missing data that are hugely beneficial to 
the diligence process.

Key factors for managers to consider
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Chapter 2

Ongoing vendor 
diligence

Typically, credit managers maintain at 
least two pricing vendors — a primary 
vendor and a secondary vendor. A 
comparison of prices is performed 
between the primary and the secondary, 
and the primary is then used unless 
the comparison difference breaks 
a predetermined threshold, which 
would warrant the primary price to be 
validated by a third source (e.g., broker/
market maker). 

If a primary vendor price is routinely 
being replaced by that from a secondary 
vendor or a broker, the investment 
committee should determine whether 
that vendor can truly stand on its own  
as a primary. This may seem 
obvious, but applying this approach 
from a practical perspective can 
get challenging unless the right 
assessments are put in place, including:

• Computing the average percentage 
difference, by asset class, between 
primary and secondary vendor 
prices throughout the reporting 
period. It is important to look at these 
differences by asset class because 
managers of distressed positions 
must account for greater volatility in 
price. If the average price difference 
by asset class starts to expand, it 
may be appropriate to take a deeper 
dive into the securities causing the 
largest variances. Managers must 
first account for the fact that vendors 
offer differing combinations of bid, 
mid and ask prices and so consistency 
in comparison is key. Some of 

the variances may be caused by 
underlying issues at the company that 
issued the security. Other variances, 
especially when the prices driving 
those variances are compared with 
those from a market maker (e.g., a 
broker or deal team professional), 
could show deficiencies in a primary 
vendor’s pricing methodology.

• Analyzing the underlying pricing 
model for a selection of products. 
Especially in the case of complex fixed-
income positions, like collateralized 
loan obligations, it is prudent to 
ask your pricing provider to provide 
assumptions underlying their cash 
flow model, including prepayment and 
default rates. It is also important to 
validate via inquiry that the vendor 
did not receive prices for a specific 
security from another vendor or 
broker. In such instances, managers 
should go to the actual source of the 
price. While vendor-developed cash 
flow models are proprietary and will 
likely not be shared, vendors who 
encourage qualitative discussions on 
model assumptions are likely more 
confident about their pricing accuracy.

• Evaluating the vendor’s role in a 
price challenge framework. If price 
variance thresholds are breached 
and prices need to be challenged 
with the primary vendor, managers 
should be aware of how quickly and 
accurately the vendor responds 
to this challenge request. A “gold 
standard” vendor will have robust 

and complete data supporting every 
security price (especially considering 
vendors typically charge a fee for 
price challenges), thus showing 
that they are ruthlessly efficient in 
bridging pricing gaps. Ultimately, 
it is management’s mark that ends 
up on financial statements. If an 
internal valuation team does not exist, 
a manager should ask the vendor 
for metrics such as credit ratings, 
collateral and key financial ratios in 
order for management to “sign-off” 
on price challenges. 

• Calculating differences between 
period-end price and traded price 
(backtesting). Perhaps the best 
diligence analysis a credit manager 
can perform is to compute the 
average price difference between the 
period-end vendor price for a security 
purchased or sold within that period, 
to the traded price of that security. 
Typically, credit managers will look 
for prices on similar securities traded 
within a week before or after the 
period-end. Although prices beyond 
that period may be too stale to use, 
managers could compare the implied 
yield of a position to that of a similar 
security, especially in the case of 
distressed positions or structured 
securities that may not trade as 
frequently. Primary vendors who 
consistently breach predetermined 
thresholds for backtesting differences 
will need to be re-evaluated for their 
position as a primary.

Engaging best-in-class pricing vendors

While vendor-developed cash flow 
models are proprietary and will likely 
not be shared, vendors who encourage 
qualitative discussions on model 
assumptions are likely more confident 
about their pricing accuracy.

“
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Chapter 3

Broker diligence

If a broker provides bid and ask quotes 
with small size, it may mean that demand 
exceeds supply, and so the broker can 
get better deals at smaller lots. However, 
small lots could also be an indication of a 
broker simply testing the market, which 
would indicate a quote that is unreliable.

“

Historically, broker quotes were  
commonly obtained by credit managers, 
but usage of such quotes has declined. 
This is due in part to the rising 
popularity of using pricing vendors for 
the reasons noted in Chapter 2. 

As their job is to trade credit positions, 
brokers have limited incentive to provide 
accurate prices to credit managers. To 
the extent that a market transaction 
is conducted at a reasonable size, 
brokers provide an excellent data point 
on the price of that traded position. 
Considering the best price is the one 
that market participants are willing 
to trade on, these broker quotes are 
especially powerful in this context. 
However, quotes become less reliable 
when brokers are simply asked at 
reporting periods for their estimated 
price on a security.

These days, broker quotes are typically 
collected in situations where the primary 
price is challenged by the deal team, 
or is outside the range when compared 
with a secondary price. Credit managers 
use these broker quotes to “break a tie”’ 
because brokers, considered as market 
makers, are quoting buy or sell prices to 
make a deal.

Credit managers should evaluate data 
received from brokers on a periodic 
basis. If a broker provides bid and ask 
quotes with small size, it may mean that 
demand exceeds supply and the broker 

can get better deals at smaller lots. 
However, small lots could also be an 
indication of a broker simply testing the 
market, which would indicate a quote 
that is unreliable. 

These quotes are referred to as 
“indicative” in that a counterparty is not 
obligated to trade with that broker at 
that price. It is therefore always prudent 
for a credit manager using broker 
quotes in its pricing process to verify if 
those quotes are actionable vs. merely 
indicative.

Certain pricing vendors assist in the 
broker diligence process by aggregating 
broker quotes from bulge bracket 
firms that concentrate primarily on 
senior debt and firms focused on 
less-liquid positions and junk debt. 
These aggregations are run daily, and 
correlated quarterly with pricing data 
from public business development 
company filings. 

Despite the lag in these filings 
(compared with the valuation date), 
they contain useful data from multiple 
investment firms on similar securities 
with limited liquidity, and can 
corroborate or discredit aggregated 
broker quotes on these securities. 
Getting access to this data will be useful 
for a credit manager to evaluate the 
effectiveness of broker quotes used for 
its own periodic reporting.

Beware of quotes that provide a false sense of 
reliability
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Valuation is the most significant risk area for 
investors, regulators and auditors of credit funds. 
While management and the board at credit funds can 
look to outsource this critical process to increasingly 
reliable third parties, such as pricing vendors, 
there must be rigorous oversight over the process. 
Management must perform the right level of diligence 
in selecting a pricing vendor, and account for the 
vendor’s pricing effectiveness on asset classes they 
currently invest in and those they plan to invest in. 

It is critical for management to determine how best 
to monitor their vendors and brokers. They must also 
stay organized so that they are able to apply the right 
level of oversight to the process. If management has 
doubts on the quality of quotes received from vendors 
and brokers, they can use an internal valuation group 
or hire a third-party specialist to assist with further 
evaluation. Management is ultimately responsible to 
its investor base and its regulators.

Sum
m

ary
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