Asia Pacific Portfolio Reconciliation Memorandum of Understanding pilot run (phase 1) – review
Background

As the derivatives market grows, OTC collateral agreement such as CSA (Credit Support Annex) is widely used to manage credit risks, however the efficiencies of CSA implementation may be compromised by the mismatches lied in the system records between the 2 parties. Portfolio reconciliation was established as a process to verify the accuracy of a firm’s trade population using live system data by comparing the two counterparty’s records of a bi-lateral OTC portfolio as of a given business date.
The industry would like to promote regular portfolio reconciliation in the Asia Pacific region. Under the auspice of ISDA Collateral Steering Committee, ISDA Asia Pacific Collateral Management Operations Working Group drafted the standards in the portfolio reconciliation aspect (which will be converted into a Memorandum of Understanding (MOU) based upon the pilot run results) for Asia Pacific members.
The MOU standards were tested with a pilot group of 9 firms (a mix of global and regional firms) for a 3-month period (comprising 12 weekly cycles) starting from March 2010 (phase 1).

This report is to provide the conclusion of such pilot run (phase 1).

Objectives of the MOU
· Reduce operational risk by identifying mismatches in a timely manner through regular trade portfolio reconciliation
· Increase efficiencies in implementing of CSA (Credit  Support  Annex)

· Facilitate the APAC region to bridge the international trend in the portfolio reconciliation aspect and increase the momentum
Mechanism of the MOU

The MOU would require an adhering party to perform multilateral portfolio reconciliation with other adhering parties whom they have executed a CSA with. So long as the trade portfolio size is more than 1000 trades as per the CSA, it will be subject to a weekly portfolio reconciliation. The portfolio reconciliation, could be conducted in a flexible manner (whether via an electronic vendor solution or spreadsheet), is subject to a minimum set of trade data to be reconciled. Moreover, this initiative is not bound by any regulatory commitment at this stage.

Trade data to be provided / reconciled
1. Firm name
2. Counterparty name
3. Firms trade reference number (this is not a matching field)
4. Trade notional and currency (notes: (i) use first notional if a trade has more than 1 notional over times, for any partial unwind, it should reflect the latest notional after unwind; (ii) for dual currency transaction include the other currency notional and currency)
5. Trade date and maturity date
6. MTM valuation (from the sending firm's perspective), valuation currency and valuation date (these are not matching fields)
Pilot run (Phase 1) participating firms
· Barclays Bank plc
· DBS Bank Ltd
· Deutsche Bank AG
· Mitsubishi UFJ Morgan Stanley Securities Co. Ltd. (former named Mitsubishi UFJ Securities Co. Ltd.)
· Mizuho Corporate Bank Ltd
· Morgan Stanley (please see the legal entities below:)
· Morgan Stanley & Co. International plc ( MSIP ) 

· Morgan Stanley Capital Services Inc ( MSCS ) 
Morgan Stanley & Co, Inc ( MSCO ) 
Morgan Stanley Capital Group Inc. ( MSCG ) 

· Morgan Stanley MUFG Securities Co., Ltd. ( MSMS) (from 1 May 2010), formerly "MORGAN STANLEY JAPAN SECURITIES CO LTD."

· Oversea-Chinese Banking Corporation Limited
· Standard Chartered Bank
· UBS AG
Duties of the participating firms and ISDA during the pilot run
Participating firms:

· Perform weekly reconciliation during the pilot run with the designated counterpart(s).

· Participate in a weekly discussion (around 30mins – 60mins) to discuss the issues encountered for the previous week

· Provide a weekly MIS data to ISDA, data will be on an average basis
· Assist to finalise the Portfolio Reconciliation MOU paper for the region – providing comments

ISDA:

· Consolidate and publish the aggregated MIS data

· Facilitate weekly discussion, interim review (on a monthly basis) and final review
Key findings / observations during the pilot run:
· Number of reconciliations
: There are 28 reconciliations performed on a weekly basis with 27 done via an electronic service vendor and 1 via manual spreadsheet

· Performance
: 
· Achieved a matching rate 98.76% at the end of the cycles
· Average time spent per reconciliation and investigation is on a decreasing trend down to 36 mins at week 12

· There is also improvement in the MTM difference between the 2 parties
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The pilot run (phase 1) members also reported the followings:
· MOU benefits: 8 out of 9 firms confirmed the benefits of joining the portfolio reconciliation MOU initiative (the remaining firm is still considering) and it is important to continue the exercise even after the pilot run concludes.
· Preparation: for members who do not have an established (weekly or more frequent) portfolio reconciliation, it may take them around 3 hours to prepare, which is acceptable.
· Reconciliation:

It was agreed that the following factors would enhance the matching rate and efficiency:

1. Prompt response to counterparty’s enquiries on trade details

2. Regular reconciliation would reduce the time in solving the booking difference of a bespoke transaction

3. Reconciliation via an electronic service provider would save time in synchronizing the data format of 2 firms (since it is done by the service vendor)

4. Sufficient staffing – there is a mix of responses: Some firms could run the initiative with the team size unchanged but some would require additional staffing
By performing reconciliation continuously, firms could achieve a high matching rate, the rest of discrepancies are mainly due to time zone issues (ie. trade booked in US time zone for one firm but only booked in an Asian time zone the next day for the other)
For firms performing their first reconciliation, most discrepancies were solved in the first 4 weeks and subsequent discrepancies were mainly due to the activities done between the reconciliations (eg. amendment / termination / new trade).
Nevertheless, manual effort is required to match different trade booking methodology between 2 firms for structured transactions. 
Firms did not encounter any problems extracting data from in-house systems; submission to counterpart (or electronic vendor) or subsequent amendment (if any) to the booking after examination.
Members should continue to resolve MTM differences on a bilateral basis.
· General support from management / IT: Members reported they have management / IT support to run this initiative

· Special situation (long holiday): A long holiday (Easter) occurred during the pilot run period but members did not encounter any specific issues
Outlook:
A number of members are considering to perform reconciliation for portfolios between 500-1000 trades to enjoy similar benefits.

Members agreed to expand the number of participants through a 2nd phase pilot run. An adjustment is required to the number of reconciling party for each newcomers (such that they are not exposed to reconciling with all existing members upon joining the 2nd phase)
� Please refer to the spreadsheet MIS (pilot run - phase 1).xls for the maximum reconciliation pairs


� Please refer to the spreadsheet MIS (pilot run - phase 1).xls for the MIS definitions





