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1.
Introduction

1.1
Background

ISDA undertook this Operations Benchmarking Survey in response to member interest in detailed quantitative information on the processing of over-the-counter (“OTC”) derivatives.

The need, as identified by ISDA’s Operations Committee, was for data which would help operations managers compare the efficacy of their own operations procedures with that of other industry participants, against a background of increasing volumes, greater product complexity, and rising processing costs.  In addition, the Operations Committee was responding to the growing recognition that such information would be of wider interest to the industry generally, as well as to other parties increasingly focusing on operations issues such as auditors and regulators. 

A sub-committee, the Operations Benchmarking Survey Advisory Committee, was established in early 1999 and has overseen the project to publication.  The Advisory Committee engaged Lombard Risk Consultants to perform an independent evaluation and validation process.  
As the first industry-sponsored survey of its kind, this is undoubtedly an ambitious project.  The survey seeks to gather meaningful qualitative feedback as well as quantitative data.  It was not known whether such a survey would provide consistent quantitative data, given the diversity of industry participants and the variety of OTC products.  Therefore, it was decided that questions in this initial survey should be numerous and wide-ranging in order to get a broad sense of the perceived issues in operations processing.  The focus was the size of the operations task rather than an assessment of accuracy or risk.

In collating the survey responses, it became clear that aggregating the data across respondents was not necessarily straightforward, and it would be a challenge to derive reliable market benchmarks. There are four broad reasons for this:

(i)  There are clearly some sensitivities among respondents, who are not used to sharing information of this kind with the marketplace, even on a confidential basis.  Some questions, for example those relating to staff numbers and salaries, were not always fully answered.

(ii)  The survey reveals that terms and jargon are not consistently established in OTC derivatives operations processing.  For example, widely used expressions (such as straight-through-processing) do not have a single, common definition and are interpreted differently.

(iii)  Survey participants structure their operations departments differently.  For example, some have localised operations units, while others centralise their operations processing in a single location.  Moreover, some respondents organise their processing on a regional basis, whereas others have product-driven structures.  As a result, not all respondents can provide a single, firm-wide view. 
(iv)  The range of OTC derivatives products traded by respondents differs significantly.  In many places the survey asks for a single number, or a single piece of information across all derivative product types.  Aggregating this data across all respondents may therefore lead to results which are not necessarily representative of the market as a whole, or useful in determining market benchmarks.

As a consequence, the results to emerge from this survey may not always be reliable, and their interpretation needs some care.  Despite these caveats, ISDA believes publication of the results will stimulate discussion and encourage wider, and more open, participation in future surveys.  In this way, a fuller, more accurate picture of industry practice will emerge, and should lead to the identification of a reliable set of benchmark indicators. This will allow operations managers to measure the performance of their departments against the industry in a number of areas.  

1.2
Data Controls

The survey was constructed under the general guidance of ISDA’s Operations Committee.  A sub-committee, the Operations Benchmarking Survey Advisory Committee, oversaw the production of the survey and the report.  An independent consultant, Lombard Risk Consultants, was engaged to develop the survey database, input the survey data, and provide controls on the accuracy, consistency, and reliability of the results.  All survey data was provided to the consultant on an anonymous basis, with all institution-identifying information removed.  

1.3
Profile of Firms Surveyed

Forty-two financial institutions responded to the survey, and it was possible to use data from 39 organisations to derive the results published in this report.

These 39 organisations represent 13 countries: 20 European institutions, 13 North American and six Asian Pacific.  Ten have their operations processing for OTC derivatives outside their home country.

In order to represent the information in the most useful way to survey participants, the respondent population has been divided into three groups: small, medium and large, according to the number of OTC derivatives trades they process, their headcount, and the global nature of their operation.  On this basis, there are 11 large firms (five of them European, six North American), 14 medium firms (two Asian Pacific, nine European, three North American) and 14 small firms (four Asian Pacific, six European, four North American).

The organisation of operations processing falls into three distinct groups:

· the most common structure is a centralised system covering many product types, with core processes carried out in one location.  This may be supplemented by local support units, usually for customer-service related activities;

· in some cases, the operations structure is centralised by individual product type; and

· a small number of respondents describe a regional back-office structure where localised units process trades in their region.

Respondents gave information relating to interest rate derivatives, equity derivatives, foreign exchange derivatives, credit derivatives and commodity derivatives.  Despite the different products and organisation structures, firms were asked to complete the survey on the basis of their operating group as a whole.  This is easier for those institutions that have centralised, global operations divisions.  Where firms are organised on regional or product lines, however, the data has been, as far as possible, aggregated in a meaningful way to represent the group.  This was felt to be important to enable data to be compared and contrasted across the respondents as a whole. 

Survey respondents have received individual feedback that compares the data they submitted with the whole respondent population, and also with those respondents in their size category.

1.4
Future Surveys

ISDA intends to repeat the survey annually, and the Advisory Committee have already begun work on the follow-up survey.  The second survey will address two specific goals:

(a)
identification of a set of key industry benchmark indicators which allow operations professionals to compare themselves on a consistent basis with their peers; and

(b)
identification of activities that streamline processes, reduce costs and mitigate risks that arise in the OTC derivatives operations environment for individual institutions and the industry as a whole.

To achieve the first goal, the survey is likely to focus on a small number of quantitative questions which capture the main features of an efficient processing environment. Questions will relate mainly to the more mature, standardised OTC derivatives products, such as FRAs and plain vanilla interest rate swaps, in order to maximise the extent to which data is comparable.  The resulting benchmarks will in some sense describe the leading frontier of OTC derivatives processing, and set the standard against which more complex, exotic, newer or bespoke OTC derivatives contracts can then be compared and contrasted.  Subsequent annual surveys will then allow trends over time to be monitored.

In relation to the second goal, next year’s survey is likely to seek further qualitative and quantitative views on high-level issues which affect the industry as a whole, as seen from the perspective of operations professionals.  The objective will be to identify the measures being undertaken to streamline processing, reduce costs and mitigate risks, and the barriers to achieving these on an industry-wide basis.  The two themes which emerged this year – automation and standardisation of products and market practice – are likely to feature strongly in this.  Questions will focus more directly on the costs and benefits of increased automation and wider standardisation.  Arising out of this, it is hoped that a set of practical and realistic recommendations will emerge, which can then be taken forward.  Subsequent surveys will then monitor progress on these issues.

2.
Executive Summary of Survey Findings

ISDA’s Operations Benchmarking Survey focuses predominantly on trade processing and production, dispatch and matching of deal documentation; the heart of the trade operations process.  Such data has never been available on an industry-wide basis.  

Sections 2.1, 2.2 and 2.3 summarise the survey findings in respect of volumes and staffing; deal processing; and payments and settlements.  The full survey data is found in Part 3 of this report.  Similarly, Sections 2.4 and 2.5  summarise the findings which are presented in full in Part 4 of this report.

2.1
Volumes and staffing

All respondents gave data relating to OTC interest rate derivatives, and some gave data relating to other types of OTC derivatives products as well, notably foreign exchange derivatives (options).  The average weekly deal volumes reported by survey respondents, expressed as the number of trades in an average week, are summarised in the table below.  


All respondents
Large firms
Medium firms
Small firms

Interest rate derivatives
482
1125
378
82

Foreign exchange options
237
525
141
45

Equity derivatives
259
562
30
11

Credit derivatives
21
29
14
1

Commodity derivatives
125
261
34
11

Total average weekly volume
769
1965
492
105

Overall, the large firms account for 73% of the reported average weekly volumes, medium firms for 22% and small firms 5%.

Respondents show some reluctance to give a detailed breakdown of staff numbers supporting their derivatives businesses, or the cost of their derivatives operations staff.  Some report high-level data on staff supporting interest rate products, although it is not certain that (a) firms have given information on a comparable basis or (b) they included full compensation plus overheads for operations professionals, as intended.  Nevertheless, in line with what would generally be expected, large firms report on average a higher number of derivatives back-office personnel, and a higher average cost per derivatives operations professional.


All respondents
Large firms
Medium firms
Small firms

Average number of IR derivatives back-office personnel
36
81
22
12

Average cost of an IR operations professional
USD 109,000
USD 129,000
USD 104,000
USD 97,000

When the cost data is recast by the region in which the (majority of the) operations staff are located, the results are as follows:


Operations staff located in North America
Operations staff located in Europe
Operations  staff located in Asia Pacific

Average cost of an operations professional
USD 121,000
USD 106,000
Not sufficient data

Average recruitment cost of an operations professional
USD 15,000
USD 14,000
Not sufficient data

2.2
Processing confirmations

The process of preparing and finalising confirmations breaks into two distinct parts: pre-dispatch, being the initial preparation of a confirmation which is then dispatched by the firm to its counterparty; and the post-dispatch process of checking in-coming confirmations.  These are summarised separately below:

Pre-dispatch

Fifty-four percent of respondents report specific figures on confirmations awaiting processing, with on average, those confirmations representing 1.1 days’ worth of average ticket volumes.


All respondents
Large firms
Medium firms
Small firms

Firms reporting confirmations awaiting processing
54%
73%
57%
36%

Average number of days’ ticket volume awaiting processing 
1.1
1.5
1.8
0.7

The survey confirms the widely held view that the fundamental cause of delays is the largely manual nature of the documentation process.  Manual procedures are time-consuming, labour-intensive and prone to errors.  Indeed, error rates for front-end trade ticket details are 24% for respondents overall, and the majority of those errors appear to be on basic details of the deal.  For example: 

· 55% of respondents report frequent errors in some aspect of the counterparty details (usually name or location);  

· 47% report errors in trade conventions such as day-count and business days;  

· 38% say that dates (trade date, payment dates, maturity dates, settlement dates, rollover dates) are a frequent source of error;  

· 38% report errors in rates (principally type or amount);  and

· 10% report frequent errors on basic trade details, such as product, currency, notional amount.   

Moreover, survey respondents indicate that in a large number of instances supplemental trade data needs to be added to the front-office record before a confirmation can be generated:

Trade details which need to be added to front office record
All respondents

(%)
Large firms

(%)
Medium firms

(%)
Small firms

(%)

Standard settlement instructions
49
73
36
43

Master agreement data
44
64
36
36

Legal language
44
46
57
29

Credit details
39
55
29
36

‘Non-economic’ trade preferences
39
46
50
21

Collateral details
33
46
36
21

‘Economic’ data
13
18
14
7

Firms report that they are generally able to send out confirmations for vanilla derivative products by the third day after the trade (using each individual respondent’s view of ‘vanilla’).  Seventy-nine percent say they can meet the day after the trade, and 21% the same day as the trade.  Structured products take longer, although 24% of respondents claim that they are able to produce and dispatch confirmations by the day after the trade.


Respondents sending out confirmations for vanilla products
Respondents sending out confirmations for structured/complex products

Same day as the trade 
21%
5%

T+1
58%
19%

T+2
16%
22%

T+3
5%
19%

T+4
-
11%

T+5
-
13%

More than five days
-
11%

Post-dispatch

All but one firm surveyed report that they have outstanding confirmations – that is, confirmations which have been sent out, but are neither returned and signed by both parties nor have they been exchanged, as defined by the ISDA Master Agreement.  On average, the number of such outstanding confirmations equates to 5.8 days’ worth of average ticket volumes.


All respondents
Large firms
Medium firms
Small firms

Outstanding confirmations (all products) - expressed as average number of days’ trading tickets
5.8
9.4
3.6 
5.5 

Average weekly number of trading tickets for all products
769
1965
492
105

In terms of the profile of these outstanding confirmations, survey respondents report that, on average, 40% remain outstanding for more than 30 days, and 13% for more than 90 days.  

However, although not signed and sealed, the majority of these outstanding confirmations are financially acknowledged in some way - that is, the substantive material details have been reviewed by both sides of the deal and are not in dispute.



Respondents with confirmations outstanding (%)

Confirmations sent out and 
0-30 days
49

details financially 
31-89 days
21

acknowledged
over 90 days
10

Confirmations sent out and 
0-30 days
11

details not financially 
31-89 days
6

acknowledged
over 90 days
3

Respondents consistently point to three factors causing discrepancies between counterparties, thus delaying the signing of confirmations.  These factors are customer non-responsiveness, cash settlement method or language, and ‘non-economic’ trade details.  Moreover, on a scale of  1-5, customer non-responsiveness clearly emerges as the single biggest complaint. 
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Three-quarters of respondents indicate that they have reporting in place to assess the number of outstanding confirmations.  Moreover, the same number say that statistics on confirmations are reported beyond the operations area, mainly to front-office, business heads or senior management.

2.3
Payments and Settlement

Fifty-six percent of respondents give data on settlement volumes and error rates.  They indicate an overall average settlement volume of 9,500 per month and an average payment error rate of 1.3%.  


All respondents
Large firms
Medium firms
Small firms

Average monthly settlement volume
9,500
18,600
6,500
2,200

Average payment error rate
1.3%
3.2%
0.6%
0.3%

Over three-quarters of respondents say they maintain ageing statistics on payment breaks, with the majority of respondents reporting that it takes, on average, 3-5 days to resolve such breaks.

2.4
Automation

“STP”

The target for the industry is to achieve so-called ‘straight-through-processing’, where trade details are entered into a system in the front-office with the resulting electronic trade records driving all processes necessary to record, confirm, pay and settle the transactions with little or no manual intervention.  However, the survey data indicates that it will be some time before this goal is achieved.
A key element of straight-through-processing is that it gives counterparties the ability to match trade details automatically.  Participants in the market currently have some capability to auto-match and further work is being carried out in this area.  It is evident from the survey that industry-wide automation initiatives are an important contribution to improving the efficiency of OTC derivatives processing, and 60% of respondents report that they are participating in such an initiative.  One-quarter express the need to replace manual processes with electronic systems and one-third indicate the need to integrate existing systems before they are able to take full advantage of auto-matching.

Products with a high degree of automation

The survey indicates that a good portion of OTC derivatives trades, particularly FRAs and vanilla interest rate swaps, exhibit a high degree of automation and can therefore be processed quickly.  Over the whole respondent population an average of 41% of vanilla interest rate swaps and 62% of FRAs are considered fully automated (that is, trades do not require manual intervention to process from the point where trade details are captured to the transmittal of the confirmation to the counterparty).  Large firms show higher automated volumes than medium and small firms.


Average of total survey population
Average of large firms
Average of medium firms
Average of small firms

% of fully automated vanilla interest rate swaps trades
41
46
35
3

% of fully automated exotic/complex interest rate swaps
11
16
9
0

% of fully automated interest rate options
22
16
59
6

% of fully automated foreign exchange options
29
29
14
64

% of fully automated FRAs
62
80
40
5

Survey respondents unanimously agree that automation of processes reduces error rates and overhead costs, with respondents estimating that automation:

· reduces front-office error rates by, on average, 25%;

· reduces middle-office error rates by, on average, 32% and headcount costs by 18%; and

· reduces confirmations area error rates by, on average, 38% and headcount costs by 37%.

2.5
Market Standardisation

The lack of automation is not the only identified obstacle to straight-through-processing.  Respondents indicate that the principal source of delays and disputes between counterparties in the OTC derivatives market is insufficient use of standard terminology.  This is due in part to a failure to keep up with the development of new derivative products, although the problem also exists in relation to products which have been traded for some time.  Respondents say there are a significant number of instances where institutions amend or supplement clauses in the wording of their standard market documentation, leading to operations processing delays while legal review is carried out.

Respondents report a clear preference to retain control of document production, and a reluctance to sign documents produced by their counterparties, except in limited or exceptional circumstances.  Given this, a practice has developed where both sides prepare their own, preferred, form of documentation, which is then exchanged with the counterparty and reviewed for material discrepancies.  It is intended as a means of ensuring that the substantive ‘economic’ factors governing the deal are not in dispute.


All respondents
Large firms
Medium firms
Small firms

Respondents exchanged their own documentation with counterparty for matching
56%
91%
71%
14%

Percentage of confirmation volumes subject to matching
47%
47%
59%
30%

There is a clear desire from survey respondents to accelerate standardisation within the industry, not only to facilitate operations processing and ease backlogs in paperwork, but also to accommodate greater automation and achieve straight-through-processing goals.  Respondents point to certain features of documentation where standardisation is most desirable in order to reduce the disagreements between counterparties and facilitate the production of timely documentation.  Disputes are reported to occur most often in relation to cash settlement language. Seventy percent of respondents cite cash settlement language as being a major source of dispute between counterparties, 22% point to early termination language, 20% to merger events, and 20% to potential adjustment events.

ISDA, and other market groups and trade associations, have been focusing on ways to resolve these issues for quite some time.  Respondents report that to address these concerns, they have adopted a number of standards that have been promulgated thus far.  In addition, operations managers view increased discourse among industry participants in order to achieve greater standardisation as the best way forward. Continued guidance, education and training are  integral parts of the process.  As an example, the industry is currently engaged in efforts to agree on and adopt standardised cash settlement language.

3.
Survey Results

This section is divided into two parts.  The first looks at data relating to volumes, customers and staffing.  The second examines the current state of operations processing, and the basic standards and practices of the market.  Each element of processing is considered in order, starting from deal capture, through to the production and signing of confirmations.  

3.1
Part 1 - Volumes and Staffing

OTC derivatives volumes

All respondents gave data relating to OTC interest rate derivatives, and some also gave data relating to other types of OTC products as well.

Number of respondents giving data and processing information
Average reported weekly deal volume
Average percentage of brokered trades

Interest rate derivatives
39
482
41% 

Foreign exchange derivatives
20
237
29%

Equity derivatives
18
259
8%

Credit derivatives
16
21
9%

Commodity derivatives
12
125
21%

Customers and master agreements

Respondents are hesitant to give data showing the profile of their customer base.  They have, however, given overall numbers together with data relating to master agreements.


Large firms


Medium firms
Small firms

Average number of customers
5,728
2,079
776

Average number of master agreements in place
4,710
1,834
717

% of master agreements which are ISDA
82%
82%
89%

Average number of master agreements currently under negotiation
998
342
62

Overall staff numbers

Despite some reluctance by respondents to give a detailed breakdown of their staff numbers, or the cost per headcount of their OTC derivatives operations staff, some high-level data is reported.  It is not certain that reporting firms give information on a consistent basis and the numbers should be viewed with some care.  Large firms report on average a higher number of derivatives support personnel, and a higher average cost of a derivatives operations professional.


All respondents
Large firms
Medium firms
Small firms

Average number of derivatives back-office personnel
46
105
27
15

Average number of managers in the back-office
6
11
5
2

Average number of derivatives middle-office personnel
27
73
10
5

Average number of managers in the middle-office
5
7
5
2

Average cost of an operations professional
USD 109,000
USD 129,000
USD 104,000
USD 97,000

Turnover

The reported annual turnover rates vary widely across tiers and regions, with reported data ranging from as low as 0% to as high as 68%, with an overall average of 17%.  


Less than 10%
Between 10% and 25%
Between 25% and 50%
Over 50%

% respondents with turnover rates in range
29
52
13
6

When broken down by region, European locations report the highest annual turnover rates (20%) followed by North American locations (15%) and Asian Pacific (9%).
Training

Respondents report that most operations staff receive on-the-job training.  However, around one-third of the respondents say they have a formal training programme in place for operations professionals, and these are all large or medium firms. 


All respondents (%)
Large firms (%)
Medium firms 

(%)
Small firms

(%)

A formal training programme is in place for operations professionals
36
73
43
0

Approximately 25 percent of respondents say that a typical professional should expect over ten hours of training a year, while 13% report training amounts to less than three hours per year.


All respondents (%)
Large firms 

(%)
Medium firms 

(%)
Small firms

(%)

Amount of training 
0-3 hours
13
9
7
21

operations
3-6 hours
10
27
7
0

professionals receive
6-10 hours
8
9
14
0

each year
Over 10 hours
26
36
43
0

Only 40% or so give data on the training of operations staff.  Few institutions – around 18% – report that they have formal training available for confirmations staff, although 30% of respondents claim that where training is available, it exceeds 10 hours per year.

All respondents (%)
Large firms (%)
Medium firms 

(%)
Small firms

(%)

A formal training programme is in place for confirmation professionals
18
18
36
0

3.2
Part 2 - Operations Processing
Summary

Fifty-five percent of respondents report that they have confirmations awaiting processing, representing, on average, 1.1 days’ worth of ticket volumes.

Despite the high error rates reported in trade processing and the largely manual nature of confirmations production, 79% of firms report that they are meeting T+1 (the day after the trade date) standards for vanilla products.  Structured trades take longer, although 24% of respondents claim they meet T+1 and over half say it takes three days or longer.  

The operations process is somewhat hampered, however, by high numbers of outstanding confirmations, that is, confirmations which have been sent out but are not signed and returned.  These amount, on average, to 5.8 days’ ticket volume.  Forty percent of confirmations which have been sent out are reported to be still outstanding after 30 days, and 13% are still outstanding after 90 days.  

Respondents squarely point to customer non-responsiveness plus non-standard language as being the principal causes of disagreements, disputes and delays in finalising documentation.  

The task of following up on outstanding confirmations seems largely to remain the responsibility of the back-office, although some assistance might come from front office and credit departments in problematic cases.  Despite reported escalation procedures, few firms say they have penalties which they would apply to counterparties who do not respond in a timely fashion.  

Overall, around 48% of respondents say that they quantify the processing cost of a transaction.  Of these, 58% say that their estimated processing cost includes re-booking or amendments to confirmations.  However, respondents are not willing to share this information in sufficient numbers for any reliable analysis to be reported on this.

Fifty-six percent of respondents give data on settlement volumes and error rates, and they indicate an overall average settlement volume of 9,500 per month, and an average payment error rate of 1.3%.  Over three-quarters say they maintain ageing statistics on payment breaks, with the majority of respondents reporting that it takes, on average, three to five days to resolve such breaks.

Deal capture

In line with the growing trend to replace hand-written trade tickets with automation for vanilla interest rate derivatives processing, over three-quarters of survey respondents report that at least some trade tickets are now generated automatically from the front-end deal data.  Some 42% of the firms surveyed capture a substantial portion (80% or more of the ticket population) of their tickets automatically and 16% capture all. All large firms report some degree of ticket automation, although all tiers are equally likely to have a substantial portion automated.  




For those respondents who have automation of some front-office processes, 52% say that they have developed this in-house, compared with 41% who have used vendor packages.  Seven percent use a combination.
Over half of survey respondents say that trade details are available from the front office for back-office processing within an hour.  Large firms report, on average, shorter intervals between trade capture and on-processing than medium and small firms.


All respondents
Large firms
Medium firms
Small firms

Trade details
- within 1 hour
53%
64%
55%
40%

available for
- same day
41%
36%
27%
60%

processing 
- next day
6%
0%
18%
0%

Regardless of whether the front-end ticket is manually or automatically generated, 85% of respondents report that the front office have the primary role of inputting the trade data.  Furthermore, 62% of respondents report that, after the initial data entry, there is a separate keying of this data into other internal systems.

Front-office error rates

Error rates for front-end ticket details are reported as high – an estimated 24% for respondents overall.  Large firms record the highest error rate (37%), followed by medium firms (21%), and small firms (10%).  Moreover, the survey indicates that the majority of errors are basic in nature.  For example:

· 55% of respondents report frequent errors in some aspect of the counterparty details (usually name or location);  

· 47% report errors in trade conventions such as day-count and business days;  

· 38% say that dates (trade date, payment dates, maturity dates, settlement dates, rollover dates) are a frequent source of error;  

· 38% report errors in rates (principally type or amount);  and

· around 10% report frequent errors basic trade details, such as product, currency, and notional amount.   

Just over half of the respondents report that they track errors originating from the front-office trade record. Over 90% of large firms report tracking such errors, and 36% of medium firms and small firms.  By comparison, 36% of respondents claim they track errors attributable to the middle-office, with the average estimated error rate being 7%.


All respondents
Large firms
Medium firms
Small firms

Trader-originated errors are tracked
51%
91%
36%
36%

Average estimated front-office error rate
24%
37%
21%
10%

Middle-office errors are tracked
36%
82%
21%
14%

Average estimated middle-office error rate
7%
6%
8%
15%

Standard trade preferences

Ninety percent of respondents say that their institution maintains standard trade preferences.  66% of these firms report that these preferences are automated.  Where standard trade preferences are not automated, firms report that the details are either recorded on the trade ticket (54%), recorded elsewhere (8%), or assumed and not recorded (5%).

In terms of capturing trade preferences of counterparties, 46% of respondents claim that these details are recorded on the trade ticket, while 15% say they are available as standard default instructions, and 15% that they are automated.

Completing trade details 

Fifty-six percent of respondents report that all details necessary for processing trades are captured on the front office record, at least for a substantial portion of their trades.  But there are, consistently, important trade details which need to be added to the front office record, as shown in the following table:


All respondents

(%)
Large firms

(%)
Medium firms

(%)
Small firms

(%)

Standard settlement instructions
49
73
36
43

Master agreement data
44
64
36
36

Legal language
44
46
57
29

Credit details
39
55
29
36

‘Non-economic’ trade preferences
39
46
50
21

Collateral details
33
46
36
21

‘Economic’ data
13
18
14
7

Around 46% of respondents overall report that at least some of the downstream data sources are automated.  This is most commonly achieved through automatic downloads from databases to processing systems, or through consulting a separate database.


All respondents

(%)
Large firms

(%)
Medium firms

(%)
Small firms

(%)

Some downstream data sources are automated
46
55
50
36

Automated downloads from databases
36
27
50
29

Consult separate database
26
46
21
14

Manual query of department holding details
3
0
8
0

Rebooking of trades

When re-booking is required, regardless of the source of the error, around one-half of respondents claim they track the number of re-bookings per trade.  They report, on average, that 18% of trade records require re-booking. This statistic should be viewed with particular care since it is not clear whether respondents have answered on a consistent basis.  Some may include all re-bookings, regardless of the nature or impact of the error, while others may count only those which cause an ‘economic’ impact on the trade.   


All respondents


Large firms


Medium firms


Small firms



Firm tracks the number of re-bookings per trade
51%
55%
50%
50%

Average number of trade records re-booked
18%
22%
13%
19%

Production of confirmations 

Nearly 80% of firms report that they produce confirmations for vanilla interest rate  derivative products by the day following the trade (referred to as T+1), with 21% claiming they are able to produce confirmations on the same day as the trade.  A further 16% are producing confirmations by two days after the trade, and the rest (5%) by three days after.




For transactions described as structured trades (by individual respondents), the production times for confirmations are longer.  Although 24% of respondents report that they are able to produce and send out confirmations by the day following the trade, over half say it takes 3 days or longer.  Large firms are, on average, reporting a day longer than small or medium firms.  Some 11% of respondents report it takes longer than five days from the trade date to produce the confirmation for a structured trade.
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Preparation of confirmations 

The capacity of confirmation production is reported as, on average, 19 per confirmation analyst per day (19 is the average reported by large firms, 23 by medium firms and 15 by small firms).  Despite the global dispersion of most survey participants, around 60% of respondents say they have confirmation professionals in the same location as the trader, and over 70% claim that there is direct daily contact between traders and confirmation professionals, regardless of their respective locations.  Only 36% say that confirmations are subject to front-office approval before being signed.  

Fifty-six percent of survey respondents report that the job of preparing confirmation documentation is the primary responsibility of analysts who would have some product knowledge.  Forty percent of respondents say that clerks, with no product knowledge, are used to prepare confirmation documentation. 

All respondents (%)
Large firms (%)
Medium firms (%)
Small firms (%)

Clerks with no product knowledge
38
36
34
45

Analysts with product knowledge
56
64
58
45

Legal professionals
3
0
0
10

Other
3
0
8
0

Confirmation follow-up 

When it comes to following up on confirmations which have been sent, but have not been signed or returned by the counterparty, the vast majority of respondents say that responsibility falls to clerks who have no authority to negotiate terms.


All respondents (%)
Large firms 

(%)
Medium firms

(%)
Small firms 

(%)

Clerks with no authority to negotiate
81
73
83
89

Analysts with authority to negotiate
16
18
17
11

Legal professionals
0
0
0
0

Other


3
9
0
0

Automation of the confirmation process

Overall, 77% of firms report that at least some portion of the confirmation process is automated (91% of large firms say so, 85% of medium firms and 57% of small firms).  The functions most likely to contain automated parts are the generation of confirmations from the books and records of the firm, contact data, information required for producing master agreements, and data relating to standard settlement instructions.  
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Gathering information

Respondents report that, on average, two internal systems need to be consulted to gather all necessary information to produce confirmations (nearer to one for small firms and three for large).  On average, 20% of time is spent gathering information to complete the confirmation ready for dispatch. 

Confirmation processing

Fifty-four percent of respondents report specific figures on confirmations awaiting processing.  On average, these confirmations represent 1.1 days’ worth of average ticket volumes.


All respondents
Large firms
Medium firms
Small firms

There are confirmations awaiting processing
54%
73%
57%
36%

Average number of confirmations awaiting processing - expressed as average number of days’ trading 
1.1
1.5
1.8
0.7

Despite this, most firms reporting unprocessed confirmations have very small numbers, representing less than one day’s trading volume.



None
Less than one days’ trading volume
Between 1 and 2 days’ trading volume
Over two days’ trading volume

Number of respondents with confirmations awaiting processing
45%
42%
5%
8%

Respondents point squarely to non-standard language as being a key factor which slows the process of confirmation generation.  A very high proportion – 88% of respondents – report that some of their deal population requires non-standard language to complete, and on average 14% of their deals are affected in this way.  


All respondents
Large firms
Medium firms
Small firms

Percentage of deals requiring non-standard language 
14%
19%
14%
11%

Respondents indicate that automation is a key issue in the reduction of unprocessed confirmations, and nearly 40% of firms say that the introduction of greater automation into their processes is the principal technique they have used to manage down the numbers.  Other than this, firms mentioned they use:

· longer working hours (25%);

· additional resources (11%);

· key performance indicators, reporting/monitoring (21%); and

· standardisation of templates (7%).

Sending confirmations

Sending confirmations is reported to be a largely manual, labour-intensive process.  All firms report that they use facsimile transmission, at least for a portion of their confirmation volume; 37% of respondents send all their confirmations this way.  Seventy-four percent of respondents use facsimile for the vast majority (90% or more) of their confirmation population.  SWIFT and surface mail are the most popular alternatives to fax.  Only 10% of firms use e-mail, and this for only a very small proportion of their confirmation volume.
Confirmation transmission method
Respondents using method (%)
Average confirmation volume by method (%)

Fax
100
87

Swift
30
22

Mail
43
12

E-mail
10
4

Proof of delivery

Sixty-nine percent of respondents claim they have a process in place for proof of delivery of a confirmation to a counterparty (for example, fax receipts).  Of these, 65% say that proof of delivery is an audit requirement.
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Agreeing trade details with counterparty 

Forty-six percent of respondents report that either the confirmation group or some other back-office unit confirm, by phone, trade details with their counterparties.  This is the practice of 73% of large firms, 50% of medium firms and 21% of small firms.

The majority of respondents claim that their benchmark for following up a sent confirmation is five days or fewer; 5% report that they have an immediate follow-up, whereas 30% report that follow-up is more than five days after the trade. 




Outstanding confirmations

Around 40% of respondents (and as many as 64% of large firms) claim that they have staff wholly dedicated to the chasing of confirmations.  Despite this, respondents report a high level of outstanding confirmations – that is, confirmations sent out by the firm but not signed or returned by the counterparty, nor exchanged under the terms of an ISDA Master Agreement.  On average, the number of such outstanding paperwork amounts to 5.8 days’ worth of confirmation volumes.  


All respondents
Large firms
Medium firms
Small firms

Outstanding confirmations - expressed as average number of days’ trading tickets
5.8
9.4
3.6
5.5

This outstanding volume of confirmations represents, on average, 3.5% of respondents’ overall portfolios.  


All respondents
Large firms
Medium firms
Small firms

Outstanding confirmations - expressed as % of overall portfolio
3.5
3.2
3.9
3.2

Trade discrepancies

Discrepancies in trade details discovered during the confirmation process are handled primarily by internal calls or e-mail to the trader from the back office.  In relation to non-standard language, the biggest causes of disagreement between counterparties are reported as cash settlement language, break clauses, and merger events.  Respondents report that 60% of discrepancies are resolved and trades are re-booked, if necessary, by the same day or the next day. 


All respondents (%)
Large firms

(%)
Medium firms

 (%)
Small firms

(%)

Discrepancies 
Same day
17
11
8
33.5

resolved and
Next day
43
11
75
33.5

trades
3-7 days
37
78
17
22

re-booked by
Over 7 days
3
0
0
11

When it is necessary to amend a confirmation because a deal has been re-booked, around half of respondents report that they track the number of amendments.  They say that, on average, 19% of confirmations require amendments.  Further, the average number of amendments per confirmation is given as 1.7. 

Significant causes of outstanding confirmations 

Respondents were asked to weight, on a scale of 1-5 (with 5 being the most significant) the causes of discrepancies and unsigned confirmations.  The three factors which consistently emerge as being of most concern to respondents, regardless of their size, are:


customer non-responsiveness;


cash settlement method or language; and 

· ‘non-economic’ details such as business days convention.  

These factors all score an average of around 3.5 – a point higher than the average weighting of any other category.
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Risk profile of outstanding confirmations

Within the population of outstanding confirmations, respondents report that 80% are financially acknowledged..  Therefore, despite the fact that the documentation to the deal has yet to be finalised, the substantive ‘economic’ details are not in dispute.  The remaining 20% are financially unacknowledged.  Financially unacknowledged confirmations may lead to discrepancies and disagreements between the two counterparties that could have a material effect on the cost or risk characteristics of the trade.  


All respondents
Large firms


Medium firms


Small firms 



Outstanding confirmations which are financially acknowledged
80%
83%
73%
88%

Outstanding confirmations which are financially unacknowledged
20%
17%
27%
12%

Of the total of financially acknowledged deals, respondents report on average that 70% are products they consider vanilla in type.  The corresponding number for financially unacknowledged deals is given as 64%.


All respondents (%)
Large firms

(%)
Medium firms

(%)
Small firms 

(%)

Financially acknowledged deals considered vanilla
70%
68%
84%
55%

Financially unacknowledged deals considered vanilla
64%
56%
70%
65%

The aged profile of outstanding confirmations shows that around 13% are over 90 days old, although  a relatively small proportion – 3% – are financially unacknowledged.

The highest numbers of the most risky set of outstanding confirmations – those over 90 days old and financially unacknowledged – come from large firms, who report 5% of outstanding volumes in this category. 

All respondents
Large firms
Medium firms
Small firms 

% of outstanding 
0-30 days
49
53
42
53

confirmations financially 
31-89 days
21
18
26
18

acknowledged
over 90 days
10
12
5
17

% of outstanding
0-30 days
11
9
14
8

confirmations financially 
31-89 days
6
3
11
2

unacknowledged
over 90 days
3
5
2
2

Some 73% of large firms, 36% of medium firms and 14% of small firms say that they risk-weight unexecuted transactions.  Of those that do:

· 19% use region;

· 31% use counterparty;

· 31% reference whether a master agreement is in place;

· 38% reference to whether the trade is in-the-money; and

· 44% use other categories (predominantly ‘ageing’).

Internal reporting of outstanding confirmations

Respondents indicate high levels of internal reporting on confirmation statistics.


All respondents (%)
Large firms 

(%)
Medium firms (%)
Small firms (%)

Internal reporting on confirmation production times
62
82
71
36

Internal reporting to assess confirmations sent successfully
69
100
64
50

Internal reporting to assess timely follow-up of confirmations
77
100


79
57

Internal reporting of outstanding confirmations


97
91
100
100

Three-quarters of respondents say that statistics on confirmations are reported beyond the operations area to:

· front-office, business heads or senior management (66%); 

· credit, legal, compliance departments or internal audit (32%); 

Only 12% or so say that such statistics are reviewed by a core risk management function (such as the operational risk group).

The type of statistics made available to senior management, and level of detail, differs between institutions.  However, common to all is an analysis by age, with the most common cut-off points being 7, 30, 60 and 90 days outstanding.  Many respondents also note they use a counterparty or industry profile to report outstanding confirmations.  Other features mentioned by respondents include:

· outstanding confirmations where discrepancies exist;

· an analysis by mark-to-market;

· confirmations without master agreements;

· confirmations not acknowledged as being received by the counterparty; and

· risk profile of outstanding confirmations

For those firms which have reporting in place, whether internal to operations or more generally to senior staff across the institution, reporting occurs:

· daily, for 12% of respondents;

· weekly, for 52% of respondents; and 

· monthly, for 36% of respondents. 

Escalation procedures for outstanding confirmations

Overall, 26% of respondents report that they have, as a matter of course, fast follow-up and regular client contact as a measure intended to keep the numbers of outstanding confirmations under control.  However, following-up on these high volumes of outstanding paperwork is clearly considered a labour-intensive exercise. 

Around 54% of respondents report that they have an established escalation procedure for dealing with outstanding confirmations.  Seventy-three percent of large firms, 64% of medium firms and 29% of small firms have such a procedure in place.  These firms report on the whole that they believe their escalation procedures work well, the majority weighting them at 4 on a scale of 1-5 (5 being very good).

The escalation procedures reported by respondents have the following characteristics:

· Within the back-office itself, the majority of respondents indicate that information is passed up the line of command in an informal way.  Responsibility for dealing with outstanding confirmations may also pass up the line for particularly problematic cases.  This is often supplemented by formal periodic reporting (daily or weekly most often mentioned) of aged items (30 days and 90 days outstanding are the two most often mentioned trigger points).

· In terms of front office participation, some respondents indicate that data on outstanding confirmations is sent to trading desks and management on a regular basis (weekly or monthly most often mentioned).  Some firms say that traders will, if requested, contact their counterparty, but there is no indication from respondents that the front-office have a duty to intervene.  Few respondents mention that they have regular meetings between front and back-office to discuss backlogs.

· Most respondents claim that the credit department will as a matter of course receive reports on outstanding confirmations, usually on a weekly or monthly basis.  Some indicate that that they may get directly involved under certain, usually exceptional, circumstances. 

Very few respondents report that their procedures include trading sanctions for counterparties who do not perform in a timely manner.

Brokered trades 

Respondents indicate that quite substantial portions of their OTC derivatives dealing is brokered, although this varies across products.  FRAs and vanilla interest rate swaps are the products with the greatest brokered volumes overall. 

Number of respondents with brokered volume -




between 0 and 25%
between 25 and 50%
between 50 and 75%
between 75 and 100%

Vanilla interest rate swaps
8
9
11
5

Complex/exotic interest rate swaps
20
1
3
1

Interest rate options
16
6
6
1

FRAs
10
2
9
9

Foreign exchange options
7
5
3
1

Equity derivatives
11
2
0
0

Credit derivatives
11
2
0
0

Commodity derivatives
7
1
1
1

All respondents say that they reconcile broker confirmations although there are differences in the staff who have the responsibility for this function.  Back-office staff and documentation/confirmations staff are most often cited as the area which undertakes this task.






























































Signature verification

Overall, 47% of respondents report that they have in place a formal process for signature verification.  The same number say that signature verification is an audit requirement.  Forty-seven percent also report that signature verification is labour-intensive.


All respondents (%)
Large firms (%)
Medium firms 

(%)
Small firms 

(%)

A formal process for signature verification is in place
47
45
33
67

Signature verification is an audit requirement
47
45
33
67

Payments and settlement 

More than 56% of survey respondents give data relating to settlement volumes and payment errors.  They report an average settlement volume of 9,500 per month and an average payment error rate of 1.3%.  

All respondents
Large firms
Medium firms
Small firms

Average monthly settlement volume
9,500
18,600
6,500
2,200

Average payment error rate
1.3%
3.2%
0.6%
0.3%

Payment errors are generally reported in the range from 0 to 10%, with 36% of respondents claiming they experience an error rate of less than 0.1% of monthly settlement volume. 
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Over three-quarters say they maintain ageing statistics on payment breaks, with the majority of respondents reporting that it takes, on average, three to five days to resolve breaks.
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Respondents cite a number of primary causes of such payment breaks:  

· incorrect standard settlement instructions (40%); 

· discrepancies in trade or payment details between their firm and their counterparties (40%); and 

· trade input errors (40%). 

Security of payments

One-quarter of respondents say that they confirm all payments by telephone, and nearly three-quarters report that where telephone calls are made, they are taped.


All respondents

(%)
Large firms

(%)
Medium firms

(%)
Small firms

(%)

Phone confirm all payments
26
11
30
38

Payment confirmations are taped
74
89
60
75

Reconciling payment records with confirmations

Nearly 90% of respondents report that payment details are generated from the same record as the confirmation, whether that is a system or the manual primary record, thus reducing the possibility of transcribing or input errors on the payment record.  Moreover, 85% of respondents report that staff from the settlements or payments area check written confirmations at some point in the settlement process. Two-thirds of the respondents say that a reconciliation is performed between the payments record and the confirmation at some point during the operations processing, to ensure that the details are the same.

Automation of settlement

Over 90% of respondents report that at least part of their derivatives settlement is automated, with, on average, 70% of the settlement population having some automated parts.


All respondents

(%)
Large firms

(%)
Medium firms

(%)
Small firms

(%)

Part of the settlement process is automated
93
100
90
88

Average amount of the process which is automated
71
75
74
63

Only 24% of respondents report that they currently accept e-mail and internet communication of settlement confirmations, but only one of these firms says they do not have security concerns about this means of communication.  Overall, 70% of respondents express concern about the security of sending settlement confirmations by electronic means. 

4.
Key Issues Arising From the Survey

The results of the survey confirm the widely held view that the fundamental cause of delays in producing and finalising contractual paperwork is the largely manual nature of the documentation process.  In addition, survey respondents squarely point to the fact that a lack of market standardisation is a principal source of delay and dispute between counterparties.  This section looks in more detail at these two issues.

4.1
Automation

Summary

Straight-through-processing is a key goal of most survey respondents, although there are differences in how this is defined.  According to each respondent’s own definition, half of the respondents say that, as yet, none of their OTC derivatives is capable of straight-through-processing.  Of those institutions able to straight-through-process some of their trades, volumes capable of being processed in this way represented almost the full range (from 3% to 90%), with the average being 44%. 

The functions most frequently reported as currently automated to some extent are the generation of confirmations from the books and records of the firm; contact information; data for producing master agreements; and data relating to standard settlement instructions.  It is also clear from survey respondents that much more automation is needed and, in some cases, planned. 


% respondents who say function currently has some automation
% respondents who say function needs some, or further, automation 

Front-end trade capture
38%
28%

Confirms generated from books and records
80%
49%

Contact information
74%
8%

Standard settlement instructions
69%
18%

Credit/collateral data
23%
21%

Workflow
26%
41%

Despite current development plans, respondents suggest that even when such plans are accomplished, gaps in automation will remain.  For example, 44% of respondents indicate that they have little or no workflow in place and none is planned for the immediate future.


% respondents who say function has no automation and none is planned 

Front-end trade capture
38%

Confirms generated from books and records
8%

Contact information
23%

Standard settlement instructions
26%

Credit/collateral data
62%

Workflow
44%

FRAs and vanilla interest rate swaps emerge from the survey as being most frequently reported as automated, with on average 62% of FRA volumes being fully automated and 41% of vanilla interest rate swaps volumes being fully automated. 

Survey respondents unanimously agree that automation of processes reduces error rates (by at least 25%, on average) and overhead costs (by at least 18%, on average).

It is evident from the survey that industry-wide automation initiatives to provide the means to send and receive confirmations messages, and to auto-match OTC derivatives trades, are considered important.  Currently, 70% of survey respondents report that they use automated messaging, most commonly in relation to FRAs and (interest rate) swaps.  In addition, 60% of survey respondents say they are participating in an industry initiative.  However, they also indicate that their institutions need internal systems development in order to take advantage of the messaging and matching services, and 44% of respondents say that internal discussions are still underway but there is as yet no commitment of resources to this.

Straight-through-processing

Respondents do not have a unanimous view of the definition of “straight-through-processing”, despite the frequency with which the term is used in the marketplace and its undisputed position as a market goal.  Some firms restrict the definition to the automatic production of confirmations from the front-end system-captured deal data.  Others believe that the definition also covers electronic matching, and some include settlement and payments.  

Fifty percent of respondents say that, according to their definition, none of their OTC derivatives operations are yet capable of straight-through-processing.  Over all respondents, the volume of operations processing that are characterised as straight-through-processing is 22%.


All respondents (%)
Large firms

(%)
Medium firms 

(%)
Small firms 

(%)

Respondents with no STP of derivatives trades
50
30
67
50

Average volume characterised as STP
22
19
27
22

Automated functions

Although respondents point to a number of automated functions already in place, they claim there is much more to be done.  Overall, the operations environment is dominated by manual processes.  Those elements which have (at least) some automated parts are:

· the generation of confirmations from the books and records of the firm (80%);

· contact information (75%); 

· information required for producing master agreements (72%); and

· data relating to standard settlement instructions (70%).

The level of automation is markedly lower in relation to credit and collateral information.  Around one-quarter of respondents have some degree of automation in this area, a finding which reinforces ISDA’s earlier survey on collateral practice (ISDA Collateral Survey 2000 section 4.2, March 2000, available at www.isda.org).  Within collateral practitioner circles, at the time of the collateral survey it was recognised that this level of automation was likely to rise.

Twenty-eight percent of respondents claim that their entire workflow – from front-office to back-office – is automated (at least for some part of their derivatives business).


All respondents (%)
Large firms (%)
Medium firms (%)
Small firms (%)

Workflow is automated
28
46
46
0

Although confirmation generation is seen as the function that is currently most automated, respondents indicate that this function still needs further automation. Around half of the respondents say this is the function for which automation is most urgently needed or planned.  Workflow is also viewed as urgently in need of automation with, again, about half of respondents highlighting this function.  

Despite the work that has been done, and that which is planned, the survey data points to the fact that some substantial gaps in automation will remain for the foreseeable future.  For example, respondents report that the following functions have little or no automation, and they do not foresee automation for these functions in the near future:

· data relating to credit and collateral (by over 60% of respondents);

· workflow (by 44% of respondents);

· trade tickets (by 38% of respondents);

· standard settlement instructions (by 26% of respondents); and

· confirmation generation from books and records (by 8% of respondents).
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Automated products

The survey points to the fact that, on average, respondents are able to execute 44% of OTC derivatives trades immediately, due to a high level of automation.  

In general, large firms are on average processing a greater volume of trades in an automated fashion than medium firms, and medium firms more than small firms.  FRAs and vanilla swaps emerge as the products with the highest rates of automation. 


All respondents
Large firms
Medium firms
Small firms

% of fully automated vanilla interest rate swaps trades
41
46
35
3

% of fully automated exotic/complex interest rate swaps
11
16
9
0

% of fully automated interest rate options
22
16
59
6

% of fully automated foreign exchange options
29
29
14
64

% of fully automated FRAs
62
80
40
5

Automated volumes

Notwithstanding this data, the survey indicates that those firms which are capable of automation are processing a high percentage of their volumes this way.  For example, nearly 20% of respondents report that 100% their FRA dealing is fully automatic, compared with one-half who say that none are. 


FRAs
Vanilla interest rate swaps
Foreign exchange options
Interest rate options

% of respondents with 75% - 100% of trade volumes fully automated
39
24
25
23

% of respondents with 25% - 75% of trade volumes fully automated
9
16
19
14

% of respondents with less than 25% of trade volumes fully automated
52
60
56
63

These survey findings suggest that there remains substantial capacity in the market for automation of standard products (particularly FRAs and vanilla interest rate swaps).  Indeed, 70% of respondents indicate that they have capital expenditure earmarked for automation of front office processes, and 85% say capital expenditure is earmarked for automation of other operations processes.

Error rates

Respondents overwhelmingly point to automation as being key to reducing the risks and costs of trades processing.  Where automated processes are established, respondents unanimously claim reductions in error rates, and the majority report reduced headcount costs.  The estimated savings are substantial, particularly in the production of confirmations:


Average reduction in error rates attributed to automation (%)
Average reduction in headcount costs attributed to automation (%)

Front-office systems
25
n/a

Middle-office systems
32
18

Confirmations area
38
37

Messaging systems

Around 70% of respondents say that they currently use automated confirmations messaging, with two-thirds of these both sending and receiving.  The greatest use of messaging is in respect of FRAs (SWIFT message MT340) and swaps (SWIFT message MT360).  In general, more firms receive messages than send.


Respondents sending messages (as % of respondents which send or receive)
Respondents receiving messages (as % of respondents which send or receive)

MT202
7
4

MT300
4
11

MT305
21
18

MT320
0
7

MT340
43
57

MT341
14
18

MT350
0
4

MT360
21
50

MT361
4
4

MT362
4
29

MT910
0
4

MTn94
0
4

MTn99
7
11

Moreover, 60% of respondents report that they intend to automate processes for sending messages, or increase their level of automation.  In terms of messaging means, SWIFT is reported as the most popular format, with 60% of respondents claiming they are using this, or intend to.  Fewer organisations report that they use XML (20%) or telex (10%) formatting.

Electronic matching

The market currently has the capability to auto-match some OTC derivatives trades, and much work is being undertaken in this area.  Fewer than one-quarter of respondents report that they currently use Accord for matching, whereas 62% intend to use one of the matching services being developed.  Thirty-one percent report their intention to use SWIFT, and 28% intend to use Londex.

Participation in market initiatives

It is evident from the survey results that industry-wide automation initiatives are considered an important contribution to improving the efficiency of OTC derivatives processing.  Sixty percent of respondents report that they are participating in a market-wide automation initiative.  Forty-four percent participate in SWIFT, 31% in Londex,  and 21% in FpML.   

Notwithstanding this, in order to take advantage of these market-wide messaging and matching systems, a number of firms still have work to do internally.  For example:

· one-quarter of respondents say they have yet to replace manual processes with electronic systems;

· over one-third report they have a need to integrate existing systems;

· one-quarter claim they need to build an automated workflow capability; and

· 10% say they need all three of the above.

However, 44% of respondents report that internal discussions are still ongoing but there is no commitment of resources to prepare for auto-matching.  By contrast, 18% say that resources have been committed, but workflow has yet to be implemented, while 15% say that workflow is in the process of being implemented in order to be ready for auto-matching.


All respondents (%)
Large firms (%)
Medium firms 

(%)
Small firms

(%)

Discussions ongoing - no commitment of resources yet
49
30
42
69

Commitment of resources - no automated workflow yet
20
40
25
0

Currently implementing automated workflow for auto-matching readiness
11
10
8
15

Automated workflow in place - awaiting LONDEX
6
20
0
0

Other
14
0
25
15

4.2
Standardisation

Summary

Respondents consistently indicate that the OTC derivatives market suffers from a lack of standard terminology and trade characteristics, and this emerges as a principal source of delay and dispute between counterparties.  Even where standard documentation exists, some respondents claim that institutions might amend the wording or supplement with their own, customised clauses.  Such amendments need review, and so the process of finalising the paperwork is slowed.

Respondents report a clear preference to retain control of document production, and only sign that produced by their counterparties in limited or exceptional circumstances.  Fifteen percent of respondents say that their institutions’ policy is not to sign their counterparties’ confirmations.

Respondents point to certain features of documentation where they believe standardisation is most desirable in order to reduce the disagreements between counterparties and facilitate the production of timely documentation.  Disputes are reported to occur most often in relation to cash settlement language – 70% of respondents cite cash settlement language as being a major source of dispute between counterparties, 22% point to early termination language, 20% to merger events, and 20% to potential adjustment events.

Respondents report a high take-up of standards that have so far been promulgated.  Nevertheless, they indicate that there remains a need for guidance, education and training on what is already available, plus rationalisation and consensus so that greater standardisation can be achieved.

Areas of disagreement

Although some measures to reduce costs and increase efficiencies are within the control of individual financial institutions, others need consensus and participation from the whole market in order to realise the benefits.  One of the impediments to automation is non-standard terms or language within the contracts governing dealing relationships and conditions.  

Areas of non-standard language which cause disagreements between counterparties are reported by survey respondents as:

· cash settlement language (70%);

· early termination language (22%);

· merger events (20%); and

· potential adjustment events (20%).

Fifty-six percent of respondents think it would be useful for ISDA to provide additional guidance on these areas.

Policies on signing counterparty confirmations

As a matter of policy, 15% of respondents claim that their organisation does not sign counterparty confirmations.  Around the same number indicate that they have no barriers to doing so, and are flexible in their approach.  The remainder – some 70% – suggest that they might sign a counterparties’ documentation in limited or exceptional circumstances.  For example, some firms report that they will do so only for certain specified products, or only for certain counterparties where this has been pre-agreed.  There is a clear indication from these respondents, however, that they have a strong preference for their counterparty to sign their documents, rather than the other way round.

Preparer agreements

Consistent with this, the survey indicates that around 60% of respondents engage in so-called preparer agreements, a bilaterally agreed practice where one counterparty prepares all the trade documentation for the other to sign.  However, only around one-third of respondents allow their counterparty to do the preparation.  Moreover, the number of confirmations subject to this practice are reported as rather modest.  No respondent reports more than half of their confirmation volume is prepared by a counterparty under such an agreement, and only 15% report an amount in excess of 10% of confirmation volume.  Nevertheless, two-thirds claim that they achieve a reduction in processing time with an average reduction around 25%.

Where such preparer agreements are in place, over 90% of respondents claim that the agreement is clear and understood by both parties, although only 20% have recorded the arrangements in writing. 

Matching

A more common practice is for each party to prepare its own form of documentation, exchange and then closely review their counterparty’s documents in order to satisfy itself that the material terms and conditions match.  Nearly 60% of respondents report that they match confirmations with certain of their counterparties, although this is clearly the province of the large and medium, rather than the small, firms.  Ninety-one percent of large firms say they engage in this practice, as do 69% of medium firms, but only 14% of small firms engage in confirmation matching.  

For those firms which match confirmations, the volumes which fall into this category is, on average, nearly 50%, with large firms reporting on average 47% of their volumes being subject to this practice, and medium and small firms reporting 63% and 30% respectively. 

Market standard templates

Despite the apparent reluctance of respondents to sign their counterparties’ documentation, almost all have adopted standard market templates.  Overall, 90% of respondents say they use ISDA templates.

Nearly 80% of respondents say they have implemented the 1991 ISDA Definitions and the 1998 Supplement to the 1991 ISDA Definitions.  The remaining 20% report that its introduction is awaiting the approval of the front-office and legal specialists.  However, nearly half the respondents say they perceive problems with the new cash settlement language.  ISDA has since released the 2000 ISDA Definitions which addresses this topic.

In terms of further work on OTC equity derivatives, over half of those respondents who undertake such transactions indicate that there is a need for ISDA to update the 1996 ISDA Equity Definitions.  A further 50% indicate that ISDA could offer further template development, particularly with respect to exotic products (spreads, collars, composites, and volatility swaps). 

Guidance and training

Nearly 40% say they would like further guidance on templates – between them, respondents indicate this would be useful for almost the full range of products.  Over 40% say they would like training to be available on the 1998 Supplement to the 1991 ISDA Definitions, and around half say that a users’ guide would be useful.

End note

As stated in the introduction, ISDA believes that publication of this ambitious survey will stimulate interest in and debate on its subject matter, and will lead to improved benchmarking in the future. Ultimately, this will help identify means of streamlining processes, reducing costs and managing risks that arise in OTC derivatives operations, both for individual institutions and for the industry as a whole. As it prepares for the next edition of this survey, ISDA welcomes comments from readers of the current one.
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APPENDIX 3 - Glossary of Terms

Accord

SWIFT [qv]-operated system for matching trade confirmations [qv].

Analyst

See “Confirmations professional”.

Auto-matching

The automated reconciliation of trade confirmations[qv] exchanged by parties to a deal.

Cash settlement

Any or all of the methodologies for agreeing the cash value of a swaption or a swap subject to early termination [qv].

Clerk

See “Confirmations professional”.
Confirmation

One or more documents or other confirming evidence exchanged between parties, which, taken together, confirm all the terms of a transaction.  ISDA publishes industry standard confirmations – see also “Documentation”.

Confirmations professional

Industry professionals responsible for the preparation and exchange of confirming evidence between parties to a transaction.  Some firms distinguish between: analysts (who have an understanding of the product traded, responsibility for preparing confirmations, and authority to negotiate over deal documentation); and clerks (whose role is purely administrative).

Documentation

The means by which the relationship between parties to transactions – as well as the transactions themselves – is evidenced.   ISDA industry standard documentation consists of: a Master Agreement, governing the terms of the relationship between any two parties; Confirmations [qv] of individual transactions conducted under that Master Agreement which each party to a deal sends to the other; and a set of Definitions covering the economic terms of the transactions in a given asset class, with individual confirmations referring to relevant terms from those Definitions.

Early Termination

The termination of a transaction prior to its originally scheduled termination date, in accordance with specified terms.

Economic trade details

Those aspects of a trade (defined by an individual firm as) having a direct and/or immediate and/or potentially substantial financial impact on its value.  Non-economic details have a lesser effect.  Firms may distinguish between material details (which might typically include size, rate, tenor, buy/sell); semi-material details (which in this survey means details such as number of decimal places); and non-material details.  

Financially acknowledged

Transactions where the material details of the trade have been acknowledged by both parties to the transaction but the confirmation [qv] has not yet been signed.

FpML

Financial products Markup Language.  Software protocol, based on XML (Extensible Markup Language), designed to support electronic financial trade communication for derivatives, particularly over the Internet.  See www.fpml.org.
ISDA 1998 Supplement

The ISDA Definitions (see also “Documentation”) covering FX and interest rate transactions.   It supplements those published in 1991.   (A new set of Definitions – the “2000 ISDA Definitions” – was published in July 2000.)

ISDA Master Agreement

The agreement negotiated between the two parties to a transaction or transactions which sets out the terms of their overall relationship.   Its key purpose is to specify Events of Default and to state the procedure for terminating a relationship upon default.   See also “Documentation”.

ISDA 1996 Equity Derivatives Definitions

The ISDA Definitions referring specifically to economic terms that are of relevance to equity derivatives transactions.

Londex

Independent commercial system for financial messaging, including the matching of trade confirmations.  See www.londex.com.
Matched-on-exchange

If each party to a transaction produces and sends to the other a confirmation and the details of those confirmations match, this is known as matched on exchange.

Material economic details

See “Economic trade details”.  

Merger event

Any of a category of events associated with the change of ownership of a company, the occurrence of which may have an impact on the economic value of an equity derivative transaction. The ISDA 1996 Equity Derivatives Definitions [qv] offer firms a choice of provisions to invoke in relation to such eventualities.  See also “Potential Adjustment Event”.  

Non-economic trade details

See “Economic trade details”.

Outstanding confirmations

Confirmations which are neither returned and signed by the counterparty nor exchanged as defined by the ISDA Master Agreement.

Potential adjustment event

Any of a set of corporate actions (e.g.  the payment of an extraordinary dividend, but not including Merger Events [qv]) that may affect the value of an equity derivative transaction.   ISDA Definitions include a choice of provisions that parties may invoke for such eventualities.  See “ISDA 1996 Equity Derivatives Definitions”.

Standard and non-standard language

“Standard Language” refers to language used in trade documentation [qv] that is the product of some form of industry consensus, typically achieved through a trade association such as ISDA.   Non-standard language is bespoke.

STP/Straight-through processing

The exact definition and scope of this term may vary by institution.  For the purposes of this survey, true straight-through processing is assumed to mean a situation whereby trade details are entered into a system in the front-office, with the resulting electronic trade records driving all processes necessary to record, confirm, pay and settle the transactions, with little or no manual intervention.   

Structured products

For the purposes of this survey, transactions that are bespoke in operationally significant respects. Cf “Vanilla”.

SWIFT 

Society for Worldwide Interbank Financial Telecommunication – Brussels-based, bank-owned, computerised telecommunications network operator.   SWIFT also develops standardised message formats for use in the relation to financial transactions, including interest rate swaps and FRAs.   See www.swift.com

Trade preferences

Often use in the sense of “Standard trade preferences”, i.e.  those “default” dealing terms that are specific to an individual institution.  

T+1

Refers to the number of days after the day - “T”- that a trade is executed.

Ticket or (trade ticket)

The details of a transaction, as noted by those who executed it.

Vanilla

For the purposes of this survey, refers to derivatives which have standard features and are straightforward from an operations processing perspective.  Derivatives containing features requiring special attention would be considered “structured” [qv].
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