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Section 1
Introduction

Significant growth in the derivatives market opens up the potential for operational risk if parties involved, for one reason or another, are not accurately reflecting derivative transactions in their system records.    In addition there are growing regulatory requirements to validate the accuracy of derivative portfolio populations. 

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.   A particular use of the reconciliation process has been taken up by the collateral function, on a reactive basis to investigate and identify trades giving rise to a collateral dispute, and on a pro-active basis to ensure bi-lateral portfolios remain in line to mitigate the potential for disputes arising.
Increasingly, the portfolio reconciliation process is being used within organisations in additional ways, for example, for 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 collateralised portfolio reconciliation is to ensure that two organisations have one consistent record for a defined portfolio (or group of portfolios) by comparing the portfolio contents 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 this end, ISDA has published the minimum field requirements for portfolio presentation as Minimum Market Standards for Collateralised Portfolio Reconciliation.   .
Collateralised 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 an industry paper of guidelines and considerations when commencing portfolio reconciliations for the first time, entitled “Portfolio Reconciliation in Practice” (available on www.isda.org/CollateralCommittee).   These Best Operational Practices for Collateralised Portfolio Reconciliation seek to supplement that paper with common agreed industry standards to maintain the efficiency of, and to develop further, the portfolio reconciliation process.
Portfolio Reconciliation is carried out today using a number of vendor services and in-house solutions.    The expansion of activity has resulted in different standards which reduce the effectiveness of the process.   The ISDA Collateral Committee Portfolio Reconciliations working group has collaborated to develop the standards set out in this paper as best industry practices and these should be considered as minimum entry-level criteria for reconciliations performed as part of the collateral function in the OTC market.
Section 2

Shared Education & Commitment 

Process Description
When commencing any new reconciliation relationship with a counterparty, or when reconciling for the first time, it is important to appreciate the bi-lateral nature of the relationship and that both parties share a responsibility to work together co-operatively.
Time is of the essence when performing reconciliations, particularly in the case of collateral call disputes where strict timeframes need to be adhered to.  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 onboarding new counterparties.
Best Practice no: 1

Internal Set-up and Understanding your Counterparty’s Process

Both parties should understand the size and nature of their respective teams, and agree the resources which will be allocated to working on reconciliations.   In this respect, it is advisable to exchange organisation charts and contact lists,  and to discuss what should be the trigger points to address escalation.

Successful reconciliation (that is, a timely and accurate reconciliation), depends on both parties working together at the same time and with similar levels of priority.  

Best Practice no: 2

Reconciliation Strategy

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

The intention of the portfolio reconciliation process is to match OTC portfolios to verify accuracy of trade populations between counterparties and to provide visibility over the mark-to-market valuations they attach to those trades. 
The more proactive a reconciliation strategy pursued, the earlier that any portfolio discrepancies can be investigated and resolved and differences in valuation methodology addressed. 

The benefit for both organisations is to validate their bi-lateral portfolio positions and thereby reduce operational risk.   
Best Practice no: 3

Reconciliation Frequency

The frequency of reconciling portfolios should depend on the size, volatility and trading activity in any bi-lateral portfolio, as well as the nature and credit standing of the parties involved.   
Where counterparties are actively executing trades daily, the portfolio reconciliation frequency should be daily.
In other cases, weekly, monthly, or quarterly reconciliations may be appropriate depending on a mix of factors, including internal business and credit opinions as to the nature of the trading relationship, the nature of the portfolio and the volume of trading activity involved.  
Where portfolios are not actively traded and of small size with a static population, an ad hoc validation exercise should as best practice be carried out at least annually.
Best Practice no: 4
Reconciliation Technology

Counterparts should make use of reconciliation technology for reconciling their portfolios – whether that comprises an in-house solution, an out-sourced solution, or both – which facilitates bi-lateral involvement and transparency over results.  Automated solutions reduce significantly the amount of resource necessary to reconcile portfolios and result in a more efficient, timely and controlled process.
The central question which counterparties will need to address is how they will reconcile their portfolios and what technology they will use.
For portfolios with a limited number of trades or without daily turnover, an in-house reconciliation solution may be the more appropriate.   
For larger portfolios, and portfolios with regular trading activity, best practice is that counterparties should utilise an automated process.   In this context, reconciliation using a market vendor service is recommended in order to leverage benefits of scaleability, efficiency, and facilitating a single bi-lateral view of results obtained.
Best Practice no: 5

Reconciliation Tolerances

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.
A key objective of proactive portfolio matching is to reduce potential margin disputes – this is difficult to do without consistency between parties in their approach and methodology for valuing trades.  The important question is how to distinguish an acceptable valuation difference from a real problem, and this will be driven by each party’s own internal criteria.   
Wherever bi-lateral reconciliations are performed, parties will need to agree mutually acceptable tolerance levels for mark-to-market differences, and for other potential booking differences which the parties judge have no real economic effect.   Examples could be differences in trade representation, tolerances in trade dates (Trade Date, Effective Date, Termination Dates and adjustments for non-business days, etc).
Best Practice no: 6
Data Standards

The OTC industry should move to adopt Market Minimum Standards for data presentation in collateralised portfolio reconciliation.
Presentation by counterparts of portfolios for reconciliation in a consistent format and to agreed standards is the foundation for successful reconciliation. 
Lack of standard data causes 90% of manual effort in matching trades and resources are spent either pre-processing the data to facilitate matching, or reconciling each record manually. 

Differences in data format and presentation severely hamper the ability to reconcile and reduce the value of any reconciliation tool.   There needs to be sufficient data to differentiate transactions - that data needs to be internally consistent within the portfolio (and across products) - and the data needs to be in a form that can be readily exported to a reconciliation tool.   
Data standards addresses how trades are represented and how data is presented in the collateralised trade portfolio.   ISDA has worked to standardise the different approaches used across the market and to harmonise these into a set of minimum criteria for trade presentation.   The resulting body of work –  Market Minimum Standards for Collateralised Portfolio Reconciliation –
should be taken as the minimum entry-level criteria for performing collateralised portfolio reconciliations in the OTC market.

Best Practice no: 7

One confirmation, one trade

Aspirationally, 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’.
It is widespread practice for complex trades to be booked as multiple legs in internal systems and it is accepted that this is necessary within many firms for operational reasons.   
However, the inclusion of trades represented as multiple legs and therefore multiple lines of data in reconciliation files is a major source of trade breaks and causes individual legs to pair up incorrectly or appear in the unmatched population. 
Over time, parties should look to normalise internal trade booking methods before data is presented in reconciliation files so that each trade in the portfolio can be represented as one line of data in the file.
Section 3
Reconciliation Approach and Initial Results 
Process Description

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.
Best Practice no: 8
Portfolio Valuation Date
Portfolios should be valued and populated as of close of business on the previous business day.   

Counterparties submitting files following a bank holiday in one or both locations should agree on the valuation date to be used for the trade population so that this is consistent between them

Best Practice no: 9
Trade Population 

The trade population of portfolios to be reconciled should be consistent with the trade population contemplated by the governing ISDA Master Agreement or other collateralised OTC agreement.
The population of trades in the portfolio for reconciliation should be defined by the governing bi-lateral agreement between the parties.  This may be an ISDA Master Agreement with associated ISDA Credit Support Annex or Credit Support Deed and any long-form confirmation with collateral terms governed by that agreement, or any other collateralised OTC agreement entered into between the parties. 
Unless otherwise agreed, portfolios submitted for reconciliation should contain the same trade population as contemplated by such governing agreement.

Portfolios should additionally be consistent with the trade population and valuations used for calculating the Exposure under any margin call. 

Best Practice no: 10
Product Identification

Individual trades within the portfolio should at a minimum be identified using a product classification at the point of reconciliation. 
Every trade within a portfolio should have a clearly identified product classification using at a minimum a generic product class.   Structured Trades should not be sent for reconciliation with a miscellaneous or blank product stamp
Best Practice no: 11
Trade Identification 
Each trade in the portfolio should contain that party’s unique trade ID (as referenced if applicable in the Confirmation) together with any common market IDs that may have been assigned by an electronic confirmation platform.  Where available, counterparty unique IDs should be submitted as part of the reconciliation file and it is best practice that these should be captured as part of the confirmation/affirmation process. Structured trades presented using multiple legs should have an additional common ID assigned to all legs to facilitate the matching process.
To facilitate accurate trade identification, each party should submit their unique internal ID attached to each trade.   This ID should remain consistent for the life of the trade, and should be the same ID as used in any paper or other confirmation exchanged between the parties.   
Any internal IDs which may be assigned by a party’s collateral system may be included in the file if required for that party’s own purposes.   However, this is additional information and does not replace the primary need to submit the unique ID which appears on any paper or electronic confirmation.

Trade events which lead to re-booking of trades in a party’s systems should not result in creation of a new internal ID as a consequence.   Re-use of trade IDs after trades expire is not acceptable practice.

To facilitate accurate matching, any common market ID assigned to a trade should additionally be submitted by both parties at the time of reconciliation.   These common identifiers include, for example,  DTCC or MarkitWire match IDs created through the confirmation process, and ‘gold record’ source IDs   Market identifiers should appear in the portfolio in full without changes or abbreviation.

Where firms are submitting multiple legs on more complex trades, the individual components should be readily distinguishable through unique Group IDs in addition to the unique trade ID assigned to each leg.

Market participants should seek to integrate their collateralised trade population with other internal data sources and to present their counterparty’s unique ID as additional information at the time of the reconciliation.

Best Practice no: 12
File Transmission
Accepting that flexibility may at times be required and even desirable, files for reconciliation should whenever possible be transmitted by secure means.
The volume and frequency of files to be reconciled will influence the decision for firms when deciding appropriate file transmission options.   
For firms reconciling regularly, whether using external vendor services or in-house 
technology, the principle of secure data transmission should be the best practice goal.
Secure transmission is available through FTP upload and FpML-supported services, with other vendor-serviced secure means under development.  
For OTC users reconciling on a Dispute-driven basis, or with smaller less active portfolios, email is a frequently used option for file exchange.   In this case, best practice should be for files to be password protected, and sent with read-receipt functions enabled.   Care should be taken when dispatching sensitive data that this is sent to the correct recipient, and receipt of files by the recipient acknowledged.   
It is hoped that email exchange for sending portfolios may be phased out in the future as additional cost-effective secure alternatives become available.
Best Practice no: 13
File Formats
Files for reconciliation should be sent in a commonly available industry standard format, and agreed between the parties at the outset of their reconciliation activities.
From a practical perspective, files are commonly sent in excel, CSV, and text formats and any firm undertaking portfolio reconciliation should be able to offer one or more of these options.   Market vendor services should additionally offer an FTP upload facility and support FpML messaging. 
Best Practice no: 14
Availability of Portfolios for Reconciliation
To facilitate timely Dispute Resolution and to encourage the development of a pro-active reconciliation strategy across the market, portfolios should be available for reconciliation on any mutual business day by request of either counterparty.  
Time being of the essence in controlling operational risk, counterparties should be prepared and able to provide an OTC collateralised portfolio for reconciliation on a daily basis if requested by their counterparty.
The requirement is that both parties should be open for business in the location where their usual collateral relationship is managed or, if different, where the reconciliation function resides.
In relation to non-business days, files for reconciliation would not normally be available, although a request for exchange of portfolios should be facilitated if possible.    
Best Practice no: 15
   Timing of Transmitting Portfolios for Reconciliation

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.
Any prior agreement between the parties should govern the timing of file exchanges for reconciliations on a periodic or ad hoc basis.

For frequent reconciliations, and particularly for those which take place daily, best practice is that files should be uploaded or dispatched by mid-day in the location where the usual collateral relationship is managed or (if different) where the reconciliation function for that party is located.   
Section 4
Breaks & Issue Management 
Process Description

Once reconciliations are performed, parties may identify breaks or differences in their bilateral records.   
Breaks may be as simple as the timing of trades being allocated into or being taken out of the portfolio.  This gives rise to only one party showing that trade at the time of the reconciliation  (ie unmatched trades or alleged).   Also parties may see mismatches in trade populations due to system constraints, although the trade is in fact recognised by both parties.

Alternatively, the reconciliation process may uncover genuine breaks between the parties, such as parameter differences, ie 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.   
Best Practice no: 16
Process Transparency
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.

In principle, parties should aim to create a common unified view of results, whilst retaining the right to use the technology of their choice to perform the reconciliation itself.    

It is important for firms using internal automated workflow solutions for the portfolio reconciliation process to connect with one single technology source to view reconciliation results.  Irrespective of technology, any firm performing in-house or vendor-supported reconciliations should be able to send results of all breaks at their counterparty’s request to a destination of their counterparty’s choice.

The ability of vendors to take in and standardise reconciliation results from a variety of external sources will contribute to efficiency and timeliness of the break resolution process, and vendors have an important role in facilitating this to occur.
Best Practice no: 17
Prioritisation and High-Level Drivers in Break Resolution
Parties should agree mutual priorities for break resolution and what will be their focus in terms of addressing the main categories of breaks. 

At the highest level, there are 4 main categories of breaks seen in reconciliation results :-   Valuation (MTM) differences, Parameter differences (which includes Legal Entity misbookings), Own Unmatched and Alleged Unmatched trades.
Contributory factors which give rise to breaks (for example treatment of cashflows, defaulted trades, etc) are addressed for standardisation and consistency purposes in the   Collateral Management Best Practices published by the ISDA Collateral Committee (June 2010). 
Best Practice no: 18.
Counterparty Responsiveness
Timely response by both parties to a request for investigation of breaks is an area that firms should give priority to and should be adequately resourced to support.   

It is open to parties to agree suitable timeframes between themselves for responding to requests for break investigation and for agreeing a course of action to resolve those breaks.   
However, it is recognised that the drivers behind portfolio reconciliation for Dispute Resolution and those behind regular and pro-active portfolio reconciliation are different, and it is appropriate therefore that timeframes may, and are likely to, differ.
In general, industry expectation of timeframes in the break resolution process are to provide results of the reconciliation process on the same day that the reconciliation takes place.   Parties should identify and raise queries by the next business day, and break investigation and resolution wherever possible should occur within 5 business days of the reconciliation taking place.   
If, for whatever reason, resolving breaks is not possible within the timeframes bi-laterally agreed, parties should at a minimum keep their counterparty informed about what progress is being made and reasons for any delay.
Best Practice no 19
Break Management

Parties should track the progress of resolving agreed breaks and should have clearly identified between themselves which of the parties is assigned to action a particular break at any one point in time.  The other party should support this process by providing documentation, confirmations, or information requested to its counterparty in a timely manner and no  later than one business day following a request by the other party.
Clearly the parties need to work together in a co-ordinated manner and this is an area of mutual responsibility.

   Parties should expect to provide information to facilitate break resolution promptly within one business day of receiving a written request to do so.   Inter-alia this may include providing copy confirmations, common industry or counterparty IDs, or any other information requested and available relating to a trade under investigation.   
Best Practice no: 20
Internal Organisation and Support

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.

Most likely a number of functional areas will need to be involved in rectifying different types of breaks.   This requires co-operation between the reconciliation function and, for example, controllers, confirmations, middle office and front office.
Firms should ensure that such lines of communication are established and procedures are in place to enable timely resolution of breaks and to capture and remedy root causes where these are contributory factors to ongoing breaks. 
Best Practice no: 21
Escalation and Effective Communication

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 Offices, Credit, Product Controllers and Front Office.

Where breaks are not being resolved within agreed timeframes, the reasons should be clearly communicated internally and to the counterparty, with appropriate action being taken to remedy the underlying cause.    
Firms should have a cross-departmental escalation process in place internally in order to address unreasonable delays in the break resolution process.  Escalation points should be available and communicated to the counterparty where appropriate.
Best Practice no 22
Internal System Issues
When the reconciliation process establishes there is an internal system or process cause of trade breaks with one party, it is expected that such party will work in good faith to resolve the underlying data issue in a timely fashion
System issues in practice are the underlying cause of a significant amount of trade breaks which appear on reconciliation.   These may be one-off feed issues, but may also be recurring themes, for example an inability to feed certain trades.
Alternatively, one party may consistently be slow in adding or removing certain types of trades or trade events from the portfolio, and this also needs to be addressed from an operational perspective.
It is expected that a party experiencing such problems will take all reasonable steps to rectify these issues as soon as practicably possible.

It is not considered acceptable practice for a party to enter placeholder bookings or trades to account for trades or exposures which they otherwise cannot systemically feed into their portfolio.
Section 5

Root Cause Analysis & Reporting

Process Description

Noise is created in the portfolio by trades requiring investigation which are not true breaks, eg late bookings, Novations, tear-ups, settlements.   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 automatching 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.     

Best Practice no: 23
Understanding data flows in the front to back process
Data and process standards will contribute to a significant amount of noise within portfolios, 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, data and pricing sources, in order to successfully filter out these issues from the population of breaks to be addressed.
Whilst the timing of trades entering and leaving the portfolio is addressed in the Collateral Management Best Practices, parties do need to understand their own process and compensate in the shorter term for issues yet to be addressed by IT fixes or changes in market practice.
The major category of trades resulting from timing breaks are unmatched and alleged trades where one party submits the trade but the other party does not.   It is this unmatched population which contributes most to what is known as “under 5 day noise” after which most parties have 
synchronised their processes and the breaks no longer exist.
Where parties have a good understanding of their own and their counterparty’s practices for timing and booking of trades, then the investigation process can be streamlined to focus on true discrepancies.  
New breaks may appear in the matched trade population and occur around certain market events, for example periods of FX volatility.   Any recurring themes can be used to identify root causes.   
Valuation differences outside tolerance levels may appear and disappear in the portfolio.   FX rates may be taken from different sources and at different times resulting in breaks within the portfolio.   
Mapping of internal processes used in converting trade level valuations in Front Office through to the call currency of the portfolio can uncover that different FX rates are used at various stages which are driving valuation breaks discovered by reconciliation.   Gaining an understanding of pricing and trade data sources and timings around these which occur in the front to back process can considerably relieve manual effort needed to investigate such breaks.

Best Practice no: 24
Minimum Standards of Results Reporting
Firms should agree minimum standards and methods for reporting of breaks in order to support transparency of results following any reconciliation of portfolios between themselves.
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. 
Breaks should be aged by both parties from the date the break was first seen.   Understanding the ageing of breaks underpins the ability to prioritise and engage successful internal escalation when required.
Best Practice no: 25
Compliance
Firms should measure their compliance against these Best Practices and identify gaps to be addressed.
As part of understanding their own internal processes, firms should measure, at least at a high level, whether they comply with these Best Operational Practices for Collateralised Portfolio Reconciliation.   Gaps to be addressed should be identified, and the required actions put in place internally to move towards full compliance.

Section 6
Conclusion

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.   

Recognising that OTC derivatives documented under ISDA Master Agreement terms are essentially bi-lateral contracts, these Best Practices recognise that parties should be free to decide between themselves on suitable bi-lateral parameters for reconciliations they perform.  However, new industry moves introducing the ISDA Dispute Resolution Procedures may, if invoked by either party, supervene bi-laterally agreed terms and the guidance given in these Best Practices seeks to position parties to respond to its requirements for portfolio reconciliation and break investigation.
Whilst these Best Practices are not intended to be obligatory, they seek to harmonise the current range of bespoke procedures and individual priorities and to create consistency and efficiency in this area going forward.    Generally, the OTC industry should move towards adopting these guidelines which utilise pro-active collateralised portfolio reconciliation as a tool in reducing operational risk.
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