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Introduction
The purpose of this document is to illustrate why swaps ought to be identified at the lot level in the IM-Custodian dialog.  The IM-Custodian dialog is two-way.  The IM notifies the custodian of swap trades and post-trade events (novations or terminations), and the Custodian may report fails and position/cash for reconciliation to the IM.

Ignore for a moment any current representations of the contractId (such as those that are 38-char long).  First, if we understand and agree the need to identify swaps at the lot level, then later we can focus on the solution – i.e., how the contractId should be represented, whether the FpML schema should be extended, whether recipients should convert the sender’s contractId of any length, and what the downstream impact would be on operations and systems.
Before making my assertions, a few points of clarification:

What does “lot level contract” mean in the IM-Custodian dialog?

· From the Custodian’s view, it is the lowest level of granularity of a swap that 1) has been agreed and confirmed by both parties, 2) has been allocated to a fund/account/portfolio, and 3) exists as of a point in time.

· For IMs that practice the block/allocation method, this is not the actual contract that had been agreed between the IM and Dealer at what may be considered the “block” level.

· Refer to Exhibit 1 below for an illustration of how different parties view a swap contract.
Exhibit 1 – Perception of a swap by the IM, Dealer, and Custodian
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Exhibit 1 – Narrative
1. On 5 Jan 2007, the IM enters into a vanilla IRS swap with DealerX for $100M notional.  The IM records the descriptive attributes (economic terms, reference data, and special conditions) of the deal as a security master that gets ID = SWAP1.
2. The IM allocates SWAP1’s $100M to one or more funds which may be custodied at different banks.  Fund A gets $25M and Fund B gets $75M.  The IM records transactions to capture these initial contract created events, referencing SWAP1 on each transaction.
3. This fund allocation breakdown is then communicated to DealerX, who in turn creates contracts in their system at this lot level and assigns their own contract ID using their proprietary naming convention and length.  In this case, DealerX identifies the allocation to Fund A as 123000 and the allocation to Fund B as 456000.
4. The Custodian for Fund A is State Street, so the IM sends State Street a contract created notification for the $25M allocation.  The Custodian for Fund B is BBH, so the IM sends BBH a contract created notification for the $75M allocation.  The Custodian’s view of SWAP1 is limited to the notional amount allocated to their funds, though the descriptive attributes of the deal are the same.
5. On 12 Feb 2007, the IM adds $50M to the initial $100M position of SWAP1.  None of SWAP1’s descriptive attributes have changed.
6. This time the IM allocates another $45M to Fund A.  A new fund, Fund C, gets $5M.  The IM records transactions to capture them as a new contract created events, again referencing SWAP1 on each transaction.
7. This fund allocation breakdown is communicated to DealerX, who then identifies the allocation to Fund A as 123001 and the allocation to Fund C as 789000.

8. The IM sends State Street another contract created notification for $45M.  The Custodian for Fund C is Northern Trust, so the IM sends Northern Trust a contract created notification for $5M.

Assertions

1. Contracts should be identified at the lot level in order to improve trade notification by IMs to Custodians.

· Identifying a swap at the lot level aligns with what the Dealer community processes and recognizes as a distinct contract.

· An IM might legally agree and confirm a swap at the “block” level without regard to allocations.  At least one large IM allocates swaps to one or more funds/accounts/portfolios and notifies the Dealer of this breakdown.  Alternatively, an IM might agree and confirm a swap directly at the fund allocation level.

· In either case, this is the level of detail by which Dealers process a contract.  So, this is the level by which contracts should be regarded and processed in the IM-Custodian dialog.  This is effectively a lot level view of the contract.

· When multiple lots exist (e.g., Fund A), a termination/novation would specify exactly which lot to affect, making inventory recognition explicitly clear.

2. Contracts should be identified at the lot level in order to improve payment management.

· Doing so also ensures that payments are attributed to the correct contract lot.  In Exhibit 1 above, DealerX identifies SWAP1Lot1 for Fund A as a distinct contract from SWAP1Lot2 also for Fund A.  Payments are generated for each distinct contract.
· Were either SWAP1Lot1 or SWAP2Lot2 to be fully/partially terminated or novated, then only their payments would be affected.
