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Introduction

In June 2010, OTC derivative market
participants under the auspices of ISDA
(International Swaps and Derivatives
Association) published the ISDA Best Practices
for the OTC Derivatives Collateral Process (Best
Practices for Collateral). This document, the
2011 ISDA Best Practices for the OTC
Derivatives Collateral Process (2011 Best
Practices for Collateral), demonstrates ISDA’s
pro-active commitment to industry improvements
based on industry engagement to establish a set
of best of breed practices.

The 2011 Best Practices for Collateral is the
result of the collaborative efforts of a working
group of buy-side and sell-side market
participants. The firms have developed and
sought industry feedback on the scope and
contents of this comprehensive document that
provides guidance on current best practices for
the collateral management process.

The harmonization of practice between
practitioners serves to mitigate risks inherent in
the collateral management process and also
sets expectations and standards for new
entrants to the over-the-counter (OTC)
derivative market.

This document focuses on OTC derivative
trades collateralized on a bi-lateral basis under
the ISDA English and New York law Credit
Support Annexes (CSAs) and English Law
Credit Support Deed (CSD) agreed between two
parties. It does not cover best practices for OTC
derivatives that have been given up to central
clearinghouses by clearing members on their
behalf or the behalf of their clients.

Proactive Industry Involvement

It is important to note that the 2011 Best
Practices for Collateral is the latest in a series of
industry efforts by collateral professionals to
articulate and enhance collateral management
practice.

Since 1998 with the publication of the first
Guidelines for Collateral Practitioners by ISDA’s
Collateral Committee, collateral professionals
have sought to improve the collateral process.
Following the LTCM crisis, the first real test of
the newly-emerging collateral management
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process in 1999, updated guidelines were
published in 2005.

Other, more recent contributions by the industry
that are referenced herein include the 2009
Recommended Practices for Collateralized
Portfolio Reconciliation, Standards for the
Electronic Exchange of OTC Derivative Margin
Calls, the 2010 Market Review of Bilateral
Collateralization Practices, the Independent
Amount Whitepaper and the 2011 Convention
on Portfolio Reconciliation and Investigation of
Disputed Margin Calls and 2011 Formal Market
Polling Procedure released on April 7" and April
27" 2011 respectively.

These 2011 Best Practices for Collateral bring
together elements of the above initiatives under
one cover (although the underlying documents
published by ISDA should remain the primary
and contextual point of reference) and are not
intended to create legal obligations nor alter any
existing obligations of the parties pursuant to
their bi-lateral documentation. As market
participants continue to discuss the topics
contained herein, this document may be subject
to periodic revisions.

Finally, the best practices put forth in this
document could be significantly altered or
rendered invalid by pending CFTC rulemaking or
other industry initiatives (e.g. Standard CSA)
and as such could be withdrawn in whole or in
part where applicable.

Section 1 - Client On-boarding,
ISDA/CSA Set Up and Long Form
Confirmations

When on-boarding new clients onto internal
systems it is important to ensure that key
procedures are followed and that tasks are
completed accurately and in a timely manner,
prioritizing where necessary, and aspiring to a
two to three-day turnaround.

Adherence to the established best practices will
ensure that the collateral operations teams are
in a position to support the collateral process as
soon as trading commences following the
execution of the ISDA/CSA or other trade
confirmation. Both parties should ensure that
adequate resources are allocated to the on-
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boarding process to ensure that all procedures
are completed in the established timeframes.

Principle

The terms of a newly-signed ISDA/CSA should
be input into internal systems promptly after
execution of the agreements or appropriately
prioritized relative to expected trading activity.

Description

Once a client is on-boarded onto internal
systems, there should be a procedure in place
that enables the collateral department to access
all executed agreements and verify that
operational terms have been captured correctly
within the collateral application.

The terms of the CSA which have been entered
in the legal documentation system should
automatically feed into the collateral calculation
system. Where there is no system interface
between the legal documentation and collateral
systems, the collateral team must have access
to copies of executed documents.

Principle
General contact information for collateral
operations should be included in the CSA.

Description

Each institution should provide a group email
address, phone number and an initial operations
contact to help streamline the data collection
process when establishing new accounts.

It is incumbent upon all institutions to maintain a
current listing of daily contacts. This should
include department managers and, in some
cases, credit officers.

Principle
Standard Settlement Instructions (SSls) should
be exchanged prior to first collateral delivery.

Description

Each institution should provide authenticated
SSis for all eligible collateral pools covered by
the CSA. The verification process should be

completed before the first exchange of collateral.
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Institutions are responsible for conforming to
their own internal funds transfer policy but as a
minimum their process should include a call
back to someone other than the individual who
originally supplied the SSls. The call back
process also applies to amended SSils.

A client’s prime broker or outsourced operator
can provide SSls on behalf of the client if
evidence of delegation authority is received from
the client.

Principle

Any CSA or long form confirmation, containing
non-standard terms should be reviewed by
collateral operations prior to execution.

Description

If non-standard terms in a CSA or long form
confirmation will require manual support from
collateral operations, the agreement must be
reviewed and approved by operations prior to its
execution. Each institution’s operating areas are
responsible for supporting any manual

processes in a controlled and efficient manner.
Additionally, all non-standard processes should
be reviewed for effectiveness on a periodic basis.

Principle

Wherever possible an ISDA Master Agreement
and Credit Support Annex (CSA) should be used
to confirm collateral terms, if any, between
counterparties. In the rare situation where
trading of OTC derivative contracts is performed
in advance of an ISDA/CSA being executed, the
collateral terms should be specified in a long
form confirmation.

Description

OTC derivative transactions should not be
executed without a signed ISDA Master
Agreement and Credit Support Annex in place, if
appropriate, with the counterparty. Once
counterparties have executed these agreements,
only the economic terms of a transaction will
need to be negotiated and documented each
time a transaction is completed.

In the absence of an ISDA/CSA, trading
requiring collateralization should be documented
under a long form confirmation with the
appropriate collateral terms included. All efforts
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should be made to reduce the dependency on
long form confirmations as the process is not
scalable across the industry. In addition, any
collateral terms in a long form confirmation
should be reviewed by legal, credit and collateral
operations functions prior to trade execution to
ensure each area can support the trade
appropriately.

All long form confirmations should state that the
terms and conditions included will be
superseded when the ISDA/CSA is signed. Any
subsequent ISDA/CSA should include wording
to the effect that this executed agreement
supersedes the terms included in the long form
confirmation.

Principle

Long form confirmations should, at a minimum,
contain the standard collateral definitions (as
defined in the Credit Support Annex) wherever
possible and as applicable.

Description

The collateral terms included in the long form
confirmation should be captured in the collateral
system allowing for an automated collateral call
process.

Principle
All relevant tax documentation should be in
place prior to any collateral being exchanged.

Description

The repatriation of interest on cash collateral (or
coupons on security collateral) to the Transferor
can be delayed or incomplete if the relevant Tax
documentation is not in place or has expired.
Tax documentation should be exchanged
between parties to ensure any interest accrued
on cash collateral balance or proceeds of
security collateral are not subject to US
Withholding Tax or any other deductions
applicable for other Tax jurisdictions. Firms
should also implement processes whereby
existing Tax documentation is monitored to
ensure that if the existing Tax Documentation is
due to expire, updated Tax Documentation can
be exchanged ahead of the existing Tax
Documentation’s expiration date.

2011 Best Practices for the OTC Derivatives Collateral Process
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Section 2 - Margin Requirement
Calculations

When calculating exposure for margin calls it is
important to ensure that exposure is calculated
on a timely basis, using accurate valuation
parameters consistent with standard market
practices. The margin requirement calculation
will include the mark to market of the specific
trades covered by the agreement (variation
margin), any independent amounts (IA or initial
margin), which may be applicable at a trade or
portfolio level, the valuation of collateral
previously held or posted, and the application of
other relevant collateral agreement terms (for
instance, threshold and minimum transfer
amounts).

The application of rules related to netting, the
scope of agreement, branches and legal entity
should be automatically applied so that only
trades falling within the collateral agreement
parameters are included in the margin
calculation.

Adherence to the established guidelines will
ensure that the collateral operations teams are
in a position to consistently apply exposure
calculations in accordance with both the
ISDA/CSA and market conventions. This will
help minimize margin disputes and ensure
timely exchange of collateral.

Principle

For new trades, initial (or upfront) and variation
margin requirements should be included in
margin calculations on trade date plus one.

Description

For new trades, initial (or upfront) and variation
margin requirements should be included in
margin calculations on trade date plus one.
Variation Margin, where applicable, should
include the initial premium for new trades, which
should be included in the margin calculation until
settlement date plus one. The initial premium
payor should not give themselves credit from a
variation margin perspective for payment of the
initial premium until settlement date plus one.
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Principle

In the normal course of business, with respect to
trades where the termination or maturity date
occurs prior to final settlement and the
confirmation and/or CSA is silent regarding the
treatment of initial margin on matured or
terminated trades, initial margin should be
available to be returned to the pledging
counterparty on the next available settlement
day after the termination date or maturity date
plus one, providing the CSA states a daily
Valuation Date and the period between
expiration and settlement of the trade is not
prolonged. The related MTM requirement
should be removed from margin calculations on
the business day after settlement. It is the
responsibility of the Secured Party to request the
return of initial margin from the Pledgee”.

Description

In the case of terminated or matured trades,
variation margin equal to the termination fee
amount should be required until settlement date
plus one (that is, the day after the termination
fee has settled).

In the normal course of business, with respect to
terminated or matured trades where initial
margin is calculated at the trade level and the
confirmation or other relevant documentation is
silent regarding the treatment of initial margin on
matured or terminated trades, initial margin
should be available to be returned to the
pledging counterparty on the next available
settlement day after termination date or maturity
date plus one (that is, the day after the trade
has terminated or matured), providing the CSA
states a daily Valuation Date and the period
between expiration and settlement of the trade is
not prolonged. When in doubt, parties should
mutually agree IA handling in the event of an
unwind or termination. Initial margin will
generally be calculated at a trade level although
firms should maintain the ability to support the
calculation of this figure at a portfolio level and
also to support the retention of initial margin in
the portfolio until settlement date plus one.

* As discussed above in the Introduction on page 5, parties should always
consider their legal obligations pursuant to their bi-lateral documentation. To the
extent their legal obligations diverge from this or any other Best Practice
contained herein, the former will take precedence.
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Finally, firms should also maintain the ability to
net settle variation margin with trade premiums.

Principle

All derivative product types between two parties
as defined by the CSA should be included in the
collateral call process.

Description

Any trade that matches a derivative product type
that is listed in the CSA should be included in
the collateral calculation used to determine
whether or not a collateral exchange is required.
However, CSAs can be ambiguous with respect
to foreign exchange trades and lack
differentiation between spots and forwards.
Best practice should always be to define
explicitly in the CSA any product type (for
example FX Spot) that is to be excluded from
the margin call calculation. However, in the
circumstance where an existing CSA is silent
regarding the treatment of FX spot trades, it is
common operational practice to exclude these
trades from the margin call calculation. Parties
should bilaterally agree the handling of FX spot
trades for the purpose of margin call calculation.

Principle

Collateral should be revalued daily beginning on
valuation date with haircuts applied consistent
with the CSA. Eligible Collateral should be
clearly defined in the CSA. Securities collateral
should be valued including accrued interest
while cash collateral values should generally
exclude accrued interest. Reporting should be
available to enable regular reconciliation of
collateral amounts between the parties to assist
with dispute resolution.

Description

Collateral should be maintained at the
ISIN/CUSIP level with market recognized pricing
feeds to enable daily recalculation of collateral
values at each day’s closing values. Current
(post haircut) collateral values should be
included in margin calls.
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Section 3 - Call Issuance and
Response

The move towards greater automation via
electronic messaging will standardize the
delivery method, content and formatting and
improve the timeliness and security of call
issuance and response.

The sequence, content, timing and frequency of
messages to be electronically exchanged in the
margin call process has been separately defined
in the ISDA document, “Standards for the
Electronic Exchange of OTC Derivative Margin
Calls” published in November 2009.

As electronic margin call messaging take up
increases across the marketplace, best
practices will emerge that will be incorporated
into future versions of this document.

Set out below are the best practices associated
with non-electronic margin call issuance and
response as well as the importance of data
integrity to the overall process

Principle

It is imperative that the data used in the margin
calculation be received into the collateral system
in a timely manner allowing for margin calls to
be issued as soon as possible.

Description

It is critical to establish firm cut offs for delivery
and receipt of trade level details into collateral
systems. All business areas should be made
aware of timeframes for the delivery of data and
that trades booked after the cut off will not feed
into systems and will not be included in the
margin call.

Timeliness for mark to market and independent
amount adjustments is key for business and
control areas to achieve optimum data integrity.
This ensures that there is adequate time for sign
off and validation prior to the marks being
published and a margin call being issued.

Calls must be issued by the notification
deadlines outlined in the CSA; however, it is
preferable for a call to be issued as early as
operationally possible.
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Principle

Collateral practitioners must ensure that robust
processes and controls are in place to monitor
data integrity. It is important that the data
contained within the margin call, along with the
underlying data, is as complete and accurate as
possible in order to minimize the risk of call
dispute.

Description

Margin call calculations rely on several data
sources: trade and exposure data, collateral
positions, agreement terms, market data, and
instrument data. Firms should have in place
controls to measure the accuracy of such data.

For example, it is critical that completeness
programs monitor and track the receipt of all
files and raise warnings and highlight potential
missing or incomplete data.

Principle

For the issuance of non-electronic exchanged
collateral calls, the following minimum standard
data fields should be included:

1. Principal Counterparty Reference —
Reference of the client issuing the margin
call

2. Counterparty Reference — Reference of the
client receiving the margin call

3. Valuation Date — The close of business date
for which the principal counterparty is
issuing the margin call

4. MTA — Minimum amount to pay/receive as
specified in the agreement in the base
currency

5. Threshold — Amount of exposure a
counterparty will accept before issuing a
margin call in the base currency

6. IA — Required Credit Support, in addition to
the Variation Margin, included in the MTM in
the base currency

7. Total MTM — Net market value of the
portfolio in the base currency
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8. Collateral Balance — Value of current held
and pledged (actually settled), in the base
currency

9. Collateral In-Transit Balance — Value of
current held or pledged (pending settlement),
in the base currency

10. Margin Requirement - Value of the
requested collateral transfer in the base
currency

Principle

Before responding to a counterparts call, a
collateral representative from the receiving party
should quickly verify the core data elements that
make up a collateral call.

Description

Parties should perform a simple mathematical
check to ensure their counterpart has performed
the correct mathematical calculation to arrive at
a call amount.

Principle

Generally speaking, counterparts should provide
a response as soon as possible after receipt of
the call, and at latest by close of business on the
day a call is received, provided settlement is call
date plus one. Where call issuance and
settlement of collateral is same day, wherever
possible, responses should be received as soon
as possible after receipt of the call and no later
than one hour prior to closing of the securities
market and two hours prior to cash deadlines.

Description

Parties should have the system capability and
the procedural framework in place allowing for
delivery of collateral within the timeframes
agreed upon in the CSA. If a party has agreed a
delivery and is aware that it will be late in paying,
every effort should be made to notify the
receiving party to avoid unnecessary loss due to
positioning of funds.

Principle

If a party is responding to a collateral call in a
non-electronically exchanged message then
parties should include, at a minimum, the below
fields in their collateral call response:

2011 Best Practices for the OTC Derivatives Collateral Process
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1. Counterparty Reference — Reference of the
client responding to the margin call

2. Indication of agreement or a full or partial
dispute

3. Collateral Amount — Amount of collateral
agreed to and being sent

4. Collateral Type —e.g., EUR/USD cash or
security ID and par value

5. Settlement Date — The business date for
which the counterparty is delivering the
agreed collateral

6. Total MTM - Net market value of the
portfolio in the base currency if anything
other than agreed in full

Principle

Adjusted (revised) margin calls, when required,
should be issued as early as possible during the
day. The receiving party should endeavor to
review and respond to the adjusted margin call
in a timely manner to meet delivery timings in
the CSA on a reasonable efforts basis.

Description

It is recognized that adjusted margin calls may
be necessary from time to time due to pricing,
collateral or other issues. The parties should
work together to provide notification, to respond
to these adjusted calls and then deliver collateral
on a reasonable efforts basis, even if the
notification timing does not meet the formal
definition in the CSA.

Principle

From time to time counterparts may experience
technical difficulties preventing them from
answering margin calls within the accepted
timeframes. Wherever possible, parties should
endeavor to communicate the existence of
technical difficulties prohibiting call response as
soon as possible.

Description

As there is clear guidance regarding the
issuance of collateral calls and the subsequent
delivery of collateral arising from that call, it can
be assumed that a failure to respond by close of
business on settlement day constitutes a failure
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under the terms of the CSA. A response to a
validly issued collateral call should not be
delayed by unnecessary requests for additional
information. Parties should communicate
technical difficulties prohibiting call response as
soon as possible.

Section 4 - Settlement of Call

In order to settle collateral calls it is important to
ensure that appropriate procedures and controls
are in place to ensure timely and accurate
instruction of collateral movements and to
minimize counterparty risk.

Principle

Once the collateral type to be delivered has
been agreed by both parties, settlement
instructions for collateral movements should be
effected including both deliveries and receipts of
collateral, cash and securities.

Description

Procedures should be in place to ensure that
instructions for the settlement of collateral
movements are effected once the collateral to
be delivered has been agreed by both parties.
This may involve the release of instructions
directly from collateral systems linked directly to
payment systems or the provision of settlement
instructions to an independent settlement
function for execution.

Instructions should be input to the appropriate
settlement systems for both the receipt and the
delivery of securities to facilitate matching
between both parties to the transfer. This
principle equally applies to the movement of
cash collateral, though matching is not required.

Principle

Where payments are effected in a
settlements/payment system which is not
embedded within the collateral system, a
reconciliation of collateral balances should be

performed between the systems on a daily basis.
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Description

A daily reconciliation of collateral balances
should be performed where there is no direct
link between the collateral system and the
appropriate collateral movement settlement
system. All discrepancies should be investigated
and corrected promptly.

Section 5 - Collateral Dispute
Resolution

At the direction of ISDA’s Board of Directors, the
ISDA Collateral Committee in consultation with
the ISDA Product Steering Committees, other
industry associations and financial industry
regulators are developing the “ISDA Collateral
Dispute Resolution Procedure” (DRP).

The DRP provides an agreed standard industry
approach for effectively dealing with disputed
OTC derivative collateral calls. The revised
drafts of the 2011 Convention on Portfolio
Reconciliation and Investigation of Disputed
Margin Calls and 2011 Formal Market Polling
Procedure were released on April 7" and April
27" 2011 respectively following extensive
industry consultation. At the time of publication
of this Best Practice document, the DRP is
undergoing additional testing and modification
by industry participants.

Updates to the DRP documents will be
considered in accordance with the
implementation timeline agreed upon with the
ODSG. The DRP documents may be subject to
substantial revision or withdrawal in their entirety
depending upon the extent to which the existing
DRP documents are inconsistent with relevant
CFTC (or other supervisory) rulemaking.

The following best practices are intended to be
used as guidance for the resolution of collateral
disputes, which are to be further defined and
enhanced by the final, published DRP
documents.

Principle

Collateral disputes should be aged on a
calendar basis from both the perspective of the
individual disputing party as well as the
cumulative age of both parties.
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Description

Firms should maintain the system capability to
age collateral disputes on a calendar basis from
two perspectives; the first being from their own
exposure perspective and the second being the
cumulate age of the dispute (i.e. where either
party is exposed). Non Standard call date (i.e.
weekly call) collateral disputes should also be
aged on a calendar basis from both the
perspective of the individual disputing party as
well as the cumulative age of both parties. The
dispute should age from the original disputed
call date until the next call date and only get
reset at the next call date as per the reset
criteria from Best Practice 5.2.

Principle

The collateral dispute aging clock is reset to
zero upon the following circumstances; no call
from either party or an agreed in full margin call.

Description

For the purpose of aging a collateral dispute
from either an individual firms perspective or a
cumulative age of dispute perspective, the
dispute aging clock should be reset to zero
when the following circumstances occur; no call
from either party or an agreed in full margin call.
The instance of a holiday, local or otherwise,
should not reset the dispute aging clock to zero.
Dispute aging should continue if one party fails
to call or respond to a call due to a local holiday.

Principle

Firms should have the ability to consistently
extract a trade file from their collateral system,
on a regular or ad-hoc basis, to facilitate a
portfolio reconciliation in the event of a collateral
dispute, or otherwise. Where possible, trade
portfolios should be reconciled pro-actively on a
regular basis.

Description

Parties should have the system capability and
the procedural framework in place to allow for
the easy extract of trade level data in a scalable
fashion that is consistent with the Minimum
Market Data Standards (available on the ISDA
website) to facilitate reconciliation, pro-active or
otherwise, of collateralized trades.
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For more information regarding Portfolio
Reconciliations, see “Collateralized Portfolio
Reconciliation: Best Operational Practices”
published January 20™, 2010 and available on
the ISDA website

Principle

Firms should ensure there is an internal
investigation process in place to identify material
valuation and/or operational trade breaks
contributing to a collateral dispute.

Description

The source of a collateral dispute should be
identified as quickly as possible after the
portfolio reconciliation is completed.

Principle

To facilitate prompt dispute resolution, firms
should communicate to their counterparty the
complete population of trades under
investigation (TUI) as the cause or reason for
the collateral dispute.

Description

As quickly as possible after portfolio
reconciliation is complete, trades under
investigation (TUI) should be escalated to the
appropriate internal department for resolution.
Also, where appropriate, TUI should be
escalated to the appropriate counterparty
contacts.

Principle

Firms should establish internal processes for the
investigation, escalation and resolution of trade
breaks causing collateral disputes across all
relevant areas.

Description

Firms should clearly define roles and
responsibilities across all relevant front, middle
and back office areas involved in the resolution
of a collateral dispute.
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Principle

Firms should establish internal guidelines and
policies to ensure trading desk access to
counterparty portfolio content and valuation
details takes place only on a valid need to know
basis.

Description

A party in receipt of portfolio content and
valuation details from its counterparty to
facilitate the collateralization process or
resolution of a margin dispute should take
commercially reasonable measures so that its
sales and trading personnel do not have access
in the ordinary course of business to trade
details or valuations, except for the purpose of
margin dispute resolution, investigation of
portfolio differences and similar issue-driven
situations, and then only to the limited extent
necessary in the circumstances.

Principle

Collateral disputes should be monitored, tracked
and reported from both a party and counterparty
perspective.

Description

Firms should have capabilities for reporting the
status of all collateral disputes from both a party
and counterparty perspective. .

Principle

Proper governance and/or escalation
procedures should be in place to ensure proper
Senior Management visibility into collateral
disputes and associated resolution activities.

Description

Senior management in trading, operations,
finance, and credit risk should have forums
and/or communications in place to ensure focus
is maintained on each specific collateral dispute
and to monitor the effectiveness of the overall
dispute resolution process within the proscribed
Market Convention timelines.
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Section 6 - Collateral Fails

In the event that an agreed upon collateral
transfer is not settled by the collateral transfer
date it is important that all relevant parties are
informed, and that there is a procedure in place
to quickly resolve any issues. The counterparty
risk associated with failed collateral transfers will
be mitigated as quickly as possible if both
parties have well-defined escalation points and
sufficient resources to address the problem.
Identifying the cause of failed transfers and
implementing protocols to resolve systematic
issues leading to failed transfers will ultimately
reduce the total number of fails in the market.

Principle

Systems and procedures should be in place to
actively monitor settlement status of all forms of
collateral transfers.

Description

SWIFT or other electronic communication
methods can be utilized to automatically update
settlement status on collateral transfers. Fail
reports generated by these systems should be
actively reviewed by a firm’s settlements team.
In the absence of an electronic communication
method, manual procedures should be
implemented to gather settlement status
information. Custodians should be required to
provide information for failed transactions on a
settlement date plus one basis. This information
should be consolidated and reviewed by the
firm’s settlements team.

Principle

Once a failed collateral transaction has been
identified, the party that has identified the failed
collateral delivery should promptly notify the
other to allow ample time to resolve the issue.

Description

Both parties should be aware of a failed
transaction if the proper identification steps are
in place. However, the party that has failed to
receive collateral should advise the party that
has failed to deliver to ensure that appropriate
steps to resolve the fail have been initiated. To
ensure that the correct transaction is
investigated, the notifying party should supply, at
a minimum, the following information: Account
Name, Security ID (or cash), and Quantity. Also,
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once identified, pending settlements should be
noted on outgoing collateral calls.

Collateral Control Agreements (CCASs) are set
up with reporting and communication provisions
enabling the beneficiary to monitor collateral
segregated on its behalf. This communication
type defined in the CCA should allow the
beneficiary to easily confirm that the agreed
upon transaction has been processed. In the
event that a transaction is not processed, the
pledging party is responsible for addressing the
deficiency, and having the custodian advise the
beneficiary immediately upon completion.

Principle

Failed collateral transactions should be resolved
on the day they are identified or the next
available settlement date determined by market
settlement cycles (ex JGB or Euroclear
transfers).

Description
Once a fail is identified, settlement teams should

work to resolve the problem as soon as possible.

If the sending party was DK’d, settlement

instructions should be exchanged and re-verified.

The cause of any recurring settlement issue
(incorrect SSI, any settlement flag, problems
with custodians/cage, etc.) should be
investigated, and steps should be taken to
eliminate these issues going forward.

Principle

Failed collateral settlements should be recorded
on an end of day fails report. This report should
be distributed to operations managers and credit
officers with escalation procedures in place to
address aged fail items.

Description

All failed settlements should be listed on a
system-generated fails report. Ideally this report
should be available close of business each day.
The report should name the counterparty that
failed the type and amount of collateral and the
date the settlement should have occurred. Aging
should be applied to all fails. The report should
be distributed to all relevant operations
managers and credit officers on a daily basis.
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Principle

Fails Charges, assessed when one party fails to
deliver a covered security under a collateral
agreement, should be a wash to those parties
who fail to deliver as a result of a failure to
deliver by another party.

Description

The government bond cash securities market is
interconnected with other markets in which
margin calls result in the free-of-payment
movement of government securities collateral.
Examples of interconnected markets include
those that accept government securities under
the ISDA CSA, but also under other agreements
such as the GMRA, the MSFTA, prime
brokerage agreements, futures and options
agreements, and collateral agreements between
FCMs, DCM'’s and their clearing corporation
arrangements. In certain government bond cash
securities markets it is convention for a party
failing to make delivery of a security to pay

a Fails Charge to the other party (for example,
under the SIFMA Treasury Market Practices
Group "Fail Charge Trading Practice" in the
US); however, free deliveries of securities as
collateral are typically excluded from such
requirements. Where securities cross from one
market to the other, this creates a disparity
between markets that can lead to a party not at
fault for a failed delivery having to pay a Fails
Charge to their counterparty in the cash
securities market, but being unable to reclaim
this from their counterparty in an exempt
collateralized market. This disparity is an
undesirable disconnect between markets

and leads to the cost of fails being
inappropriately borne by parties not at

fault. Therefore, where this situation arises
under an ISDA CSA or any other agreement
including clearing agreements, all parties should
voluntarily honor Fails Charge claims, subject to
the detailed provisions below

Fails Charges as defined by the TMPG and
SIMFA (commonly known as "TMPG Fails
Charges") are assessed when one party fails to
deliver a covered security to another party. In
spirit, Fails Charges were affected to penalize
parties failing to delivery U.S. Treasury
securities and thus making that market function
inefficiently. Fails Charges, assessed when one
party fails to deliver a covered security under a
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collateral agreement, should be a wash to those
parties who fail to deliver as a result of a failure
to deliver by another party. Within the
TMPG/SIFMA "Fails Charge Trading Practice"
document, securities that are delivered free of
payment, such as the deliver of treasuries for
margin purposes are specifically

exempted. However, to the extent one party
delivers a security free of payment to another
under a collateral agreement, and that
subsequent party fails to deliver the security
onwards and is claimed for a Fails Charge under
TMPG as a result, the original party failing to
deliver the collateral should honor a pass-
through claim of the TMPG Fails Charge. The
amount of a claim to be cross-honored under the
collateral agreement shall not exceed the
upstream claim amount.

The decision of one party to honor a claim as a
result of a TMPG charge is subject to the
determination of the "reasonability” of that claim.

Exceptions that may lead to a legitimate
rejection of a request to cross-honor a TMPG
Fails Charge claim include situations where:

- The party requesting the return of
collateral to satisfy an executed sell
must have made the request within a
reasonable time. Anything shorter than
the normal collateral settlement cycle
would not be considered reasonable.
For example, if party A requests a
substitution for same day on an account
that settles collateral Trade Date plus
one; party B should not be held
accountable for a TMPG charge if they
are unable to accommodate the same
day request.

- The par size under consideration for
claim is greater than the size of the
collateral fail. For example, if a party
fails to deliver a sell for $50 million as a
result of a failed collateral delivery of $3
million, the party failing to deliver $3
million should be claimed for a fail of $3
million rather than for $50 million. Itis
the intermediate party’s responsibility to
break trades in order to make delivery
on $47 million.

- Delivery of the security depended upon
cash or a security being delivered for a
substitution, and the cash or security
was not delivered by a time at least 1
hour prior to the close of the relevant
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securities wire transfer system and by at
least 1 hour prior to the market closing
in the business location of the party
delivering collateral.

- An attempt to deliver the security was
made but was rejected or not timely
processed by the receiving agent bank
or custodian bank

- Settlement instructions provided for the
security delivery were incorrect

- An event of default or potential event of
default existed at the time of the transfer
with respect to the party expecting to
receive delivery

- The claiming party is asked to prove a
claim on the other side and that wash-
through claim cannot be produced

- The claim amount is subject to
minimums specified by TMPG and
SIFMA

In adopting this best practice, it is not the intent
that collateral under ISDA CSAs should become
generally subject to the requirements of the
TMPG/SIFMA "Fails Charge Trading Practice"
document or any other general requirements
relating to cash securities markets. This Market
Practice to honor the pass-through of TMPG
Fails Charge is intended as a narrowly-specific
action to reduce the economic impact of the
disparity between markets. The exceptions
listed above are intended to reflect specific
aspects of the collateralized OTC derivatives
markets that differ from the cash securities
markets, and will mean that there is not perfect
symmetry between actual TMPG Fails Charges
in the cash securities markets and claims on
OTC derivative market participants which are
cross-honored under this practice.

For the avoidance of doubt, claims to voluntarily
cross-honor TMPG Fails Charges are not in and
of themselves transactions. As such, TMPG
Fails Charges shall not have any standing under
an ISDA Master Agreement or Credit

Support Annex, including but not limited to any
characterization as a Transaction, an element of
Exposure or any kind of obligation whatsoever,
nor inclusion in calculations of Termination
Amounts. Additionally, failure to cross-honor
TMPG Fails Charges shall not be an event of
default under an ISDA Master Agreement.
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Section 7 - Assignments

When an assignment occurs, exposure on the
applicable trade moves from one counterparty
(Transferor) to another (Transferee), while the
exposure for the Remaining Party is unchanged
and simply moves from Transferor to Transferee.
Collateral requirements shift from Transferor
CSA to Transferee CSA. These relevant
exposure moves occur one business day after
the Novation Trade Date. Effective Date of the
underlying transaction is irrelevant for purposes
of collateral.

Principle

By stepping out of the trade, the Transferor no
longer has any collateralized exposure to the
Remaining Party as of the Novation Effective
Date. All collateralized exposure related to the
trade in question should be removed from the
portfolio of the Transferor as of the Novation
Effective Date plus one.

Description

As Best Practice, the settlement fee agreed
upon as part of an assignment should be
collateralized between the Transferor and the
Transferee until the applicable settlement date.
If the Transferor removes its position from the
portfolio of the Remaining Party on Novation
Effective Date plus one, the exposure related to
the settlement fee should remain collateralized
with the Transferee until the applicable
settlement date.

Principle

The Transferee stepping into the trade will
collateralize the full exposure of the swap with
the Remaining Party on trade date plus one of
the assignment, subject to its CSA with the
Remaining Party.

Description

The settlement/fee related to the assignment is
collateralized between the Transferee and the
Transferor until the applicable settlement date.
The Transferee will continue to collateralize its
new position versus the Remaining Party
following current market standards.
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Principle

The Remaining Party simply moves the
exposure from the Transferor to the Transferee.
Their exposure on the transaction does not
change in an assignment.

Description

The consistent collateralization of the
settlement/fee between the Transferor and
Transferee will result in more accurate calls
between the parties. The Transferor would no
longer be hesitant to remove its trades, as its
settlement risk would be fully collateralized
versus the Transferee.

Section 8 - New Trades / Unwinds /
Credit Events / Compressions

The following section outlines best practice for
collateralizing each of the trade events listed.

Principle

All new trades are to be included in the collateral
calculation on trade date plus one. All upfront
fees on new trades should be included in the
calculation until settlement date plus one.

Description

All new trades, upfront fees, and corresponding
economics should be included in the relevant
collateralized portfolios on trade date plus one
regardless of effective date to align collateral
process with the exposure resulting from the
new trade. Parties should not be able to claim
that deals are not included in the collateralized
deal population on Trade Date plus one because
their effective date is Trade Date plus two. All
fees referenced in legal documentation, as well
as trade economics should be included in overall
trade valuation through settlement plus one.

In the case that one party does not recognize a
new trade, all efforts should be made by the
counterparty to provide evidence of the trade’s
existence. As firms move towards electronic
confirmations, DTCC or Markitwire IDs should
be sufficient to locate trades. For manual
confirmations, Front Office correspondence
would provide appropriate evidence of the
trade’s existence either through Bloomberg
messaging or trade ticket.

Page 16 of 25



ISDA.

International Swaps and Detivatives Association, Ine

With respect to handling initial margin related to
new trades, please refer to section 2 of this
document.

Principle

Exposure related to trades that are unwound
should stay in the portfolio through settlement
date.

Description

In the case of unwinds, parties should margin
all fees through settlement date capturing all
remaining exposure. This is consistent with the
recommended handling of all fees and final
payments regardless of how they were derived.
Collateral call differences resulting from unwinds
are generally due to one party removing
economics of the unwound trades from its
margin calculation on the unwind date while the
other drops the same trade on settlement date.
After the unwind occurs, both parties should
reflect fees and corresponding economic
changes in their exposures in the collateralized
portfolio through settlement date plus one. This
includes subsequent notional and valuation
implications due to partial unwinds.

For additional details related to the treatment of
unwinds from a portfolio reconciliation
perspective, please refer to Section 10 of this
document.

With respect to handling initial margin related to
unwinds, please refer to section 2 of this
document.

Principle

Exposure related to trades that are subject to a
Credit Event should remain in the collateralized
portfolio through settlement date.

Description

Similarly to unwound trades, credit events can
cause collateral call differences by one party
dropping the impacted trades from the collateral
calculation on auction date while the other
collateralizes through settlement date. In
addition, if a trade is live at the time of an
applicable Credit Event and then subsequently
matures before Auction Date, it should remain in
the portfolio until settlement date as the Credit
Event occurred before the Maturity Date.
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Principle

Trades that are subject to industry wide trade
reducing events should be removed from the
portfolio on the day the trade-reducing event
occurs. This should be in agreement with
governing documentation for the applicable risk
reducing process.

Description

All unwound trades should be removed from the
portfolio on the execution date of the applicable
event. All replacement trades should be booked
according to the relevant compression
guidelines and subsequent exposure for
replacement trades should be included in
collateralized exposure on the date following
execution.

Section 9 - Rehypothecation and
Substitution

The granting of rehypothecation rights and the
substitution of collateral under the ISDA CSA
are standard elements of collateralization where
appropriate. The decision to grant
rehypothecation rights, usually on a reciprocal
basis, is a decision made by both sides to the
agreement.

Principle

It is the obligation of the secured party to ensure
that all assets, whether eligible for
rehypothecation or not, are tracked in
accordance with the agreed terms of the ISDA
CSA. Where appropriate this obligation can be
assigned to an agent, but responsibility in a
bilateral agreement resides with the secured
party. The correct reuse rights of secured assets
should be checked regularly and Client
money/asset rules applied where applicable.

Description

A critical element of the collateral process,
especially involving the pledging of securities, is
the ability to differentiate between assets that
are delivered by a pledgor that has granted
rehypothecation rights and those that have been
delivered without those rights. If this
differentiation is not in place, the risk is that
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assets may be inadvertently reused
inappropriately.

Principle

To avoid settlement fails where rehypothecation
rights are granted, it is advisable to ensure that
the settlement convention of the market where
the assets are being reused is aligned with the
settlement convention of the ISDA CSA.

Description

The ability to reuse assets, whether through
rehypothecation or title transfer rights, opens up
the possibility of taking those assets from one
set of settlement rules, very specific to the OTC
derivatives market, into shorter or longer
settlement and recall environments thereby
increasing the opportunity for a settlement fail.

It is therefore advisable that the settlement
convention of the market where the assets are
being reused is aligned with the settlement
convention of the ISDA CSA.

Principle

Parties should endeavor to make substitution
requests as soon as possible but no later than
4pm time on T in the time zone in which secured
party is located. Wherever possible, the secured
party should endeavor to return items of posted
credit support on the same day in which the
secured party receives the substitute credit
support but no later than the next local business
day.

Description

Where possible, delivery back of a requested
item of posted credit support should take place
in the same day that a substitute credit support
is received, especially when the substitute item
uses the same settlement convention and is in
the same country.

Principle

In the event that the secured party is unable to
source and return the pledged asset, unless
otherwise agreed by the parties, the secured
party must provide an exact ISIN/CUSIP not
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later than one local business day after the
substitute credit support item is received.

Description

If the pledgor requests that specific assets be
returned for substitution, the secured party is
obligated to deliver collateral with that specific
ISIN/CUSIP no later than the next local business
day after which the substitute credit support item
is received.

Unless agreed to by both parties, sending back
“equivalent” securities or cash is unacceptable.

Section 10 - Collateralized Portfolio
Reconciliation

With the growth in derivatives market volumes
as well as the size and diversity of bilateral
portfolios, operational risk exposure can
increase if counterparties do not accurately
reflect derivative transactions in their system
records. Recently regulators have also
expressed interest in the need for market
participants to validate the accuracy of derivative
portfolio populations on a regular basis. As a
result the G-14 financial institutions have
committed to reconciling their collateralized
portfolios on a daily basis.

Portfolio reconciliation is a process that
compares the transaction records of two
counterparties as of a given business date to
ensure that both counterparties have an
accurate record of the trades in their data
systems. The collateral function reconciles
portfolios on a reactive basis to identify the
sources of a specific collateral dispute and on a
proactive basis to prevent those disputes.

The benefits of portfolio reconciliation have also
been recognized in other areas of the firm, for
example in validating trade valuations and trade
facts. The scope of this document, however, is
limited to reconciliations performed as part of the
OTC collateral function, and applies only to
portfolios governed by a bi-lateral ISDA CSA,
CSD or other OTC collateral agreement.

The objective of collateralized portfolio
reconciliation is to ensure that two organizations
have one consistent record for a defined
portfolio (or group of portfolios) of OTC
derivatives by comparing the portfolio contents
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provided by each participant in order to
individually match the underlying trades. The
reconciliation process uses a minimum set of
fields necessary to ensure accurate matching
and, as standard practice, includes the mark-to-
market value each party has assigned to each
trade. To assist this process, ISDA has
published the minimum field requirements for
portfolio presentation as “Minimum Market
Standards for Collateralized Portfolio
Reconciliation.”

Collateralized portfolio reconciliation does not
provide legal confirmation of individual trades,
nor does it seek to revalidate the confirmation
process on an ongoing basis. Additionally, the
process does not extend to reconciling
cashflows or trade lifecycle events (e.g., rate
resets, credit events, market disruption events),
although the trade linkages created by regular
and robust portfolio reconciliation can help to
identify any booking discrepancies occurring as
a result of individual trade events.

In 2008, the ISDA Collateral Committee
published “Portfolio Reconciliation in Practice”
which presented guidelines and considerations
for portfolio reconciliation.

However as the practice of portfolio
reconciliation has expanded a range of
sophisticated options for reconciling portfolios
either with in-house solutions or with a vendor
service has also increased which can reduce the
effectiveness of the process. The ISDA
Collateral Committee Portfolio Reconciliation
Working Group collaborated to produce the
document, “Best Operational Practices for
Collateralized Portfolio Reconciliation® as a
supplement to the 2008 paper. The commonly
agreed to industry standards are provided below
but the reader should refer to the “Best
Operational Practices for Collateralized Portfolio
Reconciliation” available on the ISDA website for
more information.

When commencing any new reconciliation
relationship with counterparty, or when
reconciling for the first time, it is important to
appreciate the bilateral nature of the relationship
and that both parties share a responsibility to
work together co-operatively.

2011 Best Practices for the OTC Derivatives Collateral Process
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Time is of the essence when performing
reconciliations, particularly in the case of
collateral call disputes where strict timeframes
are in effect. In order to be effective, parties
should give early consideration to how they will
operate their reconciliation process and be
prepared to agree mutual priorities when on-
boarding new counterparties.

Principle

Both parties should understand the size and
structure of their respective teams, and agree
which resources which will be allocated to
working on reconciliations. Exchanging
organization charts and contact lists, and
discussing trigger points for escalation is also
advised.

Principle

A proactive and regular reconciliation strategy
rather than a reactive (dispute or credit event
driven) reconciliation strategy should be pursued
for larger actively-traded portfolios.

Principle

The frequency of reconciling portfolios should
depend on the size, volatility and trading activity
in any bilateral portfolio, as well as the type and
credit standing of the parties involved.

Principle

Whether an in-house or outsourced solution or
both, counterparts should make use of
reconciliation technology for reconciling their
portfolios to facilitate bi-lateral involvement and
transparency over results. Automated solutions
reduce significantly the amount of resources
necessary to reconcile portfolios and result in a
more efficient, timely and controlled process.

Principle

Parties should discuss and agree tolerances
between themselves in order to determine what
they judge to be significant mark—to-market
differences, as well as material trade booking
discrepancies and any other differences that
may arise.
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Principle

The OTC derivatives industry should move to
adopt Market Minimum Standards for data
presentation in collateralized portfolio
reconciliation.

Principle

As an aspirational goal, parties should be able to
represent any type of trade as a single line of
data in their reconciliation files. This follows the
principle of ‘one confirmation = one trade’.

Correct population of portfolios and correct trade
identification results in better and more accurate
matching of bi-lateral portfolios. This will
reduce time taken in manually matching trades
and enable the parties to focus on true breaks.

The parties will need to develop a mutually
agreed approach to their handling of
reconciliations, including when the portfolio will
be valued, when files will be available and
methods for transmission and communication.
This consistency of approach will result in a
more efficient and effective process.

Principle
Portfolios should be valued and populated as of
close of business on the previous business day.

Principle

The trade population of portfolios to be
reconciled should be consistent with the trade
population under the governing ISDA Master
Agreement or other collateralized OTC
agreement.

Principle

Individual trades within the portfolio should be
identified using a product classification at the
point of reconciliation.

Principle

Each trade in the portfolio should contain that
counterparty’s unique trade ID (as referenced if
applicable in the Confirmation) together with any
common market IDs that may have been
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assigned by an electronic confirmation platform.
Where available, unigue counterparty IDs should
be submitted as part of the reconciliation file. It
is best practice that these should be captured as
part of the confirmation/affirmation process.
Structured trades recorded using multiple legs
with multiple IDs should have an additional
common ID assigned to all legs to facilitate the
matching process.

Principle

Files for reconciliation should be transmitted by
secure means, recognizing that flexibility may be
required and even desirable in certain situations.

Principle

Files for reconciliation should be sent in a
commonly-available standard industry format,
and agreed between the parties at the outset of
their reconciliation activities.

Principle

To facilitate timely Dispute Resolution and to
encourage the development of a proactive
reconciliation strategy across the market,
portfolios should be available for reconciliation
on any mutual business day by request of either
counterparty.

Principle

Parties should agree the time by which files are
to be exchanged or uploaded. This should occur
as soon as possible following the portfolio
Valuation Date and not later than mid-day in the
location of the collateral call or the location
where the reconciliation function resides if
different.

Once reconciliations are performed, parties may
identify breaks or differences in their bilateral
records.

Breaks may occur simply due to timing
differences in allocating a trade to a portfolio or
taking it out of the portfolio. In this event, only
one party will show the trade at the time of the
reconciliation (i.e., unmatched or alleged trades).
Also parties may see mismatches in trade
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populations due to system constraints, although
the trade is actually recognized by both parties.

Alternatively, the reconciliation process may
uncover genuine breaks between the parties,
such as parameter differences, i.e. differences in
trade booking, or valuation differences where
parties may be adopting different valuation
models.

In all cases, the parties need to have an
effective channel of communication in order to
raise and resolve breaks. Responding to a
request for break investigation and addressing
the underlying cause(s) should be seen as high
priorities.

Principle

To assist break resolution, full results of all
breaks arising from any reconciliation should be
available if requested by the counterparty. This
includes trades with field differences, MTM
differences and unmatched trades. This principle
applies irrespective of technology used to
perform the reconciliation, whether performed in-
house or through a vendor-serviced external
platform.

Principle

Parties should agree mutual priorities for break
resolution and what will be their focus in terms of
addressing the main categories of breaks.

Principle

Firms should give priority to and be adequately
resourced to support timely response to a
request for investigation of breaks.

Principle

Parties should clearly identify which of them is
assigned to action a particular break and they
should track the progress of resolving agreed
breaks. Documentation, confirmations, or
information requested by the firm investigating
the break should be provided in a timely manner
and no later than one business day following a
request.
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Principle

Firms should have a process in place which
reaches across relevant functional areas in
order to resolve issues or root causes
uncovered as part of the reconciliation process.

Principle

Firms should have formal escalation procedures
in place for addressing and actioning breaks in
the portfolio promptly. Escalation procedures
should focus on timeframes and process for
communicating with impacted departments, for
example operations, middle office, credit,
product controllers and front office.

Principle

When the reconciliation process establishes that
the cause of the trade break is an internal
system or process at one of the counterparties,
it is expected that the counterparty will work in
good faith to resolve the underlying data issue in
a timely fashion.

Trades requiring investigation which are not true
breaks, e.g. late bookings, novations, tear-ups,
settlements create noise in the portfolio. This
noise is worst in the 1-2 day period but can last
up to 5 days and over. With actively traded
portfolios it is important to know the source of
recurring issues and to understand the nature of
the problems involved. Identifying root causes
and reporting of differences helps both parties to
understand the issues and take steps to
increase auto-matching rates. The ultimate goal
is to reduce the time spent in managing regular
reconciliations and to focus on resolving any real
breaks between the parties.

Principle

Flawed data and process standards will
contribute a significant amount of noise to the
reconciliation process, with new or maturing
trades and system issues underlying many of
the breaks between the parties. It is therefore
important that parties understand their internal
front-to-back process and data and pricing
sources, in order to successfully filter out these
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issues from the population of breaks to be
addressed.

Principle

Firms should agree minimum standards and
methods for reporting breaks in order to support
transparency of results following any portfolio
reconciliation. Reporting of results from the
reconciliation process should include at a
minimum a statement of breaks identifying
individual trades through use of mandatory fields
identified in the Minimum Market Standards for
that product.

As best practice, the parties should exchange
results by no later than the business day
following the reconciliation taking place.

It is open to parties to agree what information
should be reported between themselves, but at
a minimum should include all unmatched trades
(own and alleged), all Valuation differences over
agreed tolerances, and any field parameter
breaks also outside of agreed tolerances.

In order to assist both parties in identifying
trades and trade breaks speedily for
investigation, it is recommended that parties
should provide data for individual trades based
on the Minimum Market Standards for that
product.

Breaks should be aged by both parties from the
date the break was first seen. Understanding
the ageing of breaks underpins the ability to
prioritize and engage successful internal
escalation when required.

Principle

Firms should measure their compliance against
these Best Practices and identify gaps to be
addressed.

These Best Practices have been drawn up by a
wide group of market practitioners and represent
a common view of operational criteria which
support maintenance of portfolio integrity.

Since OTC derivatives documented under ISDA
Master Agreement terms are bilateral contracts,
these Best Practices recognize that parties
should be free to decide between themselves
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suitable bilateral parameters for the
reconciliations they perform.

While these Best Practices are not intended to
be obligatory nor are intended to create or alter
legal obligations, they seek to harmonize the
current range of bespoke procedures and
individual priorities and create consistency and
efficiency in the market. Generally, the OTC
derivatives industry should move towards
adopting these guidelines which utilize pro-
active collateralized portfolio reconciliation as a
tool to reduce operational risk and counterparty
exposure.

Section 11 - Interest Processing

All collateral cash balances pledged should earn
accrued interest as agreed and defined under
the terms of the ISDA CSA.

Principle

Interest on the collateral margin balance is
accrued on a daily basis using the CSA agreed
interest rate and spread. All interest accrued will
be paid monthly to the party pledging collateral
or as mutually agreed by the parties. Itis
incumbent on the party receiving interest to raise
any differences in the amount received within 30
days of receipt.

Description

Advice of the amount to be paid will be sent on
the first business day of the month with actual
delivery occurring as mutually agreed by the
parties. Delivery of the interest amount will be
made to the pledgor’s original settlement
instructions. The following month’s’ starting
balance, interest rate and account spread
should all be reconfirmed. Interest should not be
rolled into the principal balance unless
specifically agreed by both parties.

Principle

In the circumstance where market conditions
cause the interest accrual (rate minus spread) to
drop to a negative figure and the CSA is not
explicit on the flooring of interest rates, parties
should bilaterally agree interest accrual handling.
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Description

Many CSA agreements were written and agreed
when it was not anticipated that interest rates
would reach extremely low levels. However
market conditions have occurred where the
interest accrual formula could result in a
negative number with a collateral provider
obligated to pay interest to a collateral holder.
Parties should always follow the interest accrual
rate defined in the CSA, however, in the
circumstance where an existing CSA is not
explicit regarding the flooring of interest rates,
parties should bilaterally agree the handling of
interest accruals should market conditions cause
the rate to drop to a negative figure.

Principle

When closing a client relationship and returning
collateral, the full amount of collateral should be
returned, including any accrued interest.

Description

To avoid having any future payable amount at
the end of a client relationship, when returning
any collateral balance in full, all interest
(capitalized and non-capitalized) should be
included at the same time.

Principle

Absent specific wording to the contrary in the
ISDA CSA, interest should be calculated using a
standard formula. The formula should be
(Principal Balance * (Interest Rate/100))/(360 or
365) * number of days relevant to the currency
of collateral held.

Description

Market practice is that interest should be
calculated using actual days. The formula
should be (Principal Balance * (Interest
Rate/100))/(360 or 365) * number of days
relevant to the currency of collateral held. All
decimals should be rounded to 2 places to avoid
rounding issues.

Principle

All requests for interest should include the
information necessary for a client to be able to
evaluate and agree to any interest amount.

2011 Best Practices for the OTC Derivatives Collateral Process
ISDA Collateral Steering Committee - November 30, 2011

Description

Request for interest delivery should be
standardized around a single electronic
message format. A list of fields to include in the
interest message are included in the “Standards
for the Electronic Exchange of OTC Derivative
Margin Calls”.

If the interest statement is sent via e-mail, the
body of the e-mail should include the interest
period, legal entity, amount of interest (payable
or receivable), contact name/phone/email
address and wire instructions. The interest
statements should include: rate, daily principal
amount, date, accrued interest amount and daily
interest amount. The interest statement should
be included in the communication as an
attachment.

Principle

Interest should be calculated on a full month
basis only unless otherwise agreed by the
parties.

Description

Some CSA's have been written with non-
standard interest period calculations, such as
interest is to be calculated to the 20th day of
every month. Language should be standardized
to allow interest calculations based on a full
calendar month basis only. As a best practice,
interest calculations should be from the first day
of the month to the last day of the month, with
interest accrued to the last day of the month.

Principle

All P&l accruals earned on posted collateral
should be paid out to the collateral pledgor at
the earliest convenient time following receipt. It
is incumbent on the party receiving P&l to raise
any differences in the amount received within 30
days of receipt.

Description

For securities collateral, the secured party, upon
receipt of P&l payments on collateral posted, will
pay out the P&l to the collateral pledgor as soon
as practically possible. It is anticipated that
there will potentially be a lag in processing due
to allocation of bulk payments

received. Delivery of the P&l amount should be
made to the pledgor’s original settlement
instructions.

Page 23 of 25


http://www.isda.org/c_and_a/pdf/Electronic-Messaging.pdf
http://www.isda.org/c_and_a/pdf/Electronic-Messaging.pdf
http://www.isda.org/c_and_a/pdf/Electronic-Messaging.pdf

ISDA.

International Swaps and Detivatives Association, Ine

Section 12 - Tri-Party Reconciliation

In a Third Party custodial relationship, an
unaffiliated bank, broker dealer or other party
operates under agreement with one of the two
counterparties and simply provides typical
custody and safekeeping services.

In a Tri-Party custodial relationship, an
unaffiliated bank or other party operates under a
three-way contract between it and the two
derivative counterparties. Among other duties,
the tri-party agent releases collateral to each of
the counterparties subject to pre-defined
conditions.

Principle

Where collateral movements are effected in a
Third Party or Tri-Party system, a reconciliation
of collateral balances should be performed
between the parties on a daily basis. .

Description

Where the pledged collateral balance, whether
cash, securities, letter of credit etc, is held by a
Third Party or Tri-Party, daily balance
reconciliation should be performed to ensure risk
exposure is minimized.

Principle
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At the close of each business day or as soon as
possible thereafter, the Third Party or Tri-Party
system should provide, in a standardized
electronic format, the information needed to
effect a daily reconciliation of collateral balances.

Description

At the close of each business day or as soon as
possible thereafter, the Third Party or Tri-Party
system should provide, in a standardized
electronic format, the account balance, including
daily collateral movements and a breakdown of
positions, for each individual client.

Principle

The format of the collateral balance file for
reconciliation should be standardized to
maximize efficiencies in the automation of
reconciliation.

Description

The minimum collateral balance fields required

for reconciliation should include the following:

- Close of Business Statement Date

- Custody Account Number

- Collateral Identifier (ISIN, Cash Currency,
Letter of Credit reference etc)

- Par Value/Original Face Amount of Security

- Price

- Market Value

- Currency
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