Proposal for Portfolio Reconciliation

This document describes a set of proposed enhancements to the FpML 4.2 specification to support trade reconciliation as described in the recent ISDA paper. It details the reconciliation scenarios that it has been designed to support and required assumptions and goes on to define the ‘protocol’ that allows their execution through the exchange of electronic messages between participating parties.

Description

The objective of portfolio reconciliation is to ensure that two organisations have consistent record for a given portfolio by comparing descriptions of the portfolio content provided by each participant.

The result of the reconciliation process is a report describing where the two content descriptions are in agreement and just as importantly where they disagree (e.g. additional/missing transactions, different values, etc.).

The reconciliation process itself can be performed in several different ways. The following bullets describe the key areas of variation.

· Bilateral vs. Trilateral

Reconciliation can be performed directly with the other participant or via an intermediary who performs the service on behalf of both parties. If it is performed bilaterally then either one or both the parties may take in responsibility for performing the necessary comparisons.

· Batch vs. Incremental

Reconciliation MAY be performed when complete portfolio descriptions have been received from both parties or as an on going process whenever either party changes their portfolio description.

A portfolio description could be sent as a single message to the service (e.g. containing a complete snapshot of a small portfolio), or as a series of messages describing incremental changes to the position components (e.g. as additions, modifications, cancellations to a large portfolio).

It may also be useful to be able to construct portfolios by referencing components of previous submitted portfolios rather than having to re-upload them (especially if there are a large number of components which have not changed). The reference could be made specific through the use of version identifiers.

· Fixed time vs. Real-time

Reconciliation may be performed as soon as information is provided or at a fixed time, for example relative to a specific geographic ‘end of day’ or ‘market close’ time.

Portfolio information is never provided simultaneously by both parties so any change to a portfolio in a real-time based service will generate an initial unmatched state with respect to one party and alleged with respect to the other until the matching component is received from the other party (when it can be resolved to matched or mismatched).

· Level of detail

Reconciliation MUST compare the parametric descriptions of each portfolio constituent but MAY also compare additional information such as any provided valuations.

The components that describe the composition of a portfolio are fall into three types.

· Trades describing positions created by negotiated OTC transactions. The unique nature of these contracts means that they cannot be aggregated.

This is clearly an area where many of the required data definitions already exist with the FpML grammar.

· Note: The inclusion of multiply traded contracts depends on the decision made by the Standards Committee. The current proposal is designed to support those types of contracts if necessary so they are commented out in the proposed schema until a final decision is reached.
· The potential extended coverage includes:
· Positions in multiply traded contracts such as equity, bonds, futures, exchange traded options and warrants. Such positions are normally expressed and an opening and closing amount of some contract and MAY be supported by a list of the transactions that affected the position.

A proposal for representing trades of securitised products is being worked on in parallel to this and it makes sense for portfolio definition to be capable of supporting this.

· Cash positions resulting from foreign exchange transactions, coupons and dividends. As with securitised positions theses should be expressed as an opening and closing amount for each currency and MAY be supported by a list of affecting transactions.

Whilst currencies have been modelled in FpML since version 1.0 they are not treated the same ways as OTC and non-derivative products so they require separate handling.

[AJ] Forced Matches and Proxy Positions??
Design Outline

Although reconciliation occurs between pairs of parties, for the purposes of defining the communications protocol we need only consider the data exchanges that occur between a single requesting party and the provider of the reconciliation service.
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When a group of parties are reconciling with each other through the same service they should all have the same view, although they may define a different number of portfolios to the service. For example if we had four parties A, B, C and D using the same service where A had traded with B, C and D, C had traded with A and D whilst B had only traded with A, then A would need to submit three portfolios (A-B, A-C, A-D), B would submit one (B-A), C would submit two (C-A, C-D) and D would submit two (D-A, D-C).
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To initiate reconciliation the requestor should send one or more a ‘Define Portfolio Request’ messages to the reconciliation service provider to construct the portfolio contents.
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Each definition request WILL contain details of:

· The identity of the requesting party

· The identity of the matching party

· A portfolio identifier (possibly defined by the service provider)

· A portfolio as-of date (the date for which the portfolio definition applies).
· A number of portfolio component definitions (new/amend/cancels) with optional version information.

The reconciliation service WILL use the two identities, portfolio identifier and as-of date to group together components that arrive in multiple definition messages to create a complete portfolio definition. Request message contents SHOULD be processed sequentially and individually. It is possible for some component definitions to be rejected while others are accepted and applied to the portfolio.

The response message from service provides immediate feedback how each of the provided component definitions was processed (e.g. accepted/rejected). It does not contain any reconciliation comparison results.

At some time following portfolio definition the reconciliation server will process its set of the portfolio collections and produce a notification report of matches and differences.
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In a real-time environment this notification may be generated every time one of underlying portfolio sets is modified and requestors MUST be capable of processing multiple notification messages relating to the same portfolio. They MUST also be capable of processing a reconciliation notification (containing alleged position components) for a portfolio they have not yet defined.

Schema Definitions

This section describes the new types need within the FpML 4.2 schema to support the outlined design.

[AJ] Need to sort out intra-schema links – or combine into the msg/post trade schemas.
DefinePortfolioRequest

The ‘Define PortfolioRequest’ message type is used to either start the construction of a new portfolio or modify the contents of an existing one.
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[AJ] There is a global portfolio element in the 4.2 schema that probably should not be there.
The message includes:

· A portfolio identification section, identifying the portfolio name, the matching parties, and the as-of date, as described above.

· An indicator that specifies whether this message completes the updating of the portfolio for the as-of date.

· A set of instructions for specifying the positions contained in the portfolio.  There is a choice between completely restating the portfolio’s positions (by specifying “restateAllPositions” and listing the up-to-date positions), and incrementally updating the portfolio by updating or removing positions. 

· The parties referenced by the above.

To specify a position, whether it is a new or updated position, the ‘definePosition’ element is used.  It has the structure shown in the following diagram. This structure allows for positions in unique OTC derivative contracts, and could potentially allow for listed securities (identified by an instrument code value and qualifying URL) and cash as well. It can be appear multiple times within a request.
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This structure includes:

· Identification information (a position ID and version), which allows the position to be referenced across messages.  The positionId may be based on one of the trade IDs in an included trade, or it may be something different.  The version is a positive, increasing number.  Higher version numbers imply “newer” positions, i.e. ones that replace previously supplied information.  There is no requirement that the version number be small or that version numbers be sequential, so a timestamp-based integer could potentially be used as a version identifier.  The positionId and version are assumed to have been created by the sender of the message (i.e. the definingParty), rather than by any of the parties to the trade.
· Complete trade details, or an element identifying the version of the position that included the full trade definition.

· An optional reference to a base party, from whose point of view valuations are computed.  This allows the reconciliation service to determine the sign with which valuations should be compared.

· A “force match” element, which is a optional reference to a position specified by the matchingParty that is known to correspond to this position.

If a position is no longer needed (e.g. a change to a trade’s details means that it falls outside the scope of the reconciliation) it may be removed by sending a ‘removePosition’ element, which simply contains a “PositionReference” type.  This is a reference to a previously identified position.  Its structure is as follows:
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The PositionReference contains a position ID, which is version-independent, and an optional version.  If the version is specified, the reference is to a particular version of the position; if not, the reference is to any version (which typically means the latest version).
In the case of a “removePosition” element, the “version” is not needed to specify the position, and if supplied should be treated as informational.
Positions that net to a zero closing amount within the scope of the reconciliation SHOULD be expressed using ‘definePosition’ and NOT removed.

 [AJ] We need to add versions to FpML ‘TradeIdentifier’ somehow – This type could be coalesced into redefined trade identifier as part of the the update.
If a reconciliation provider cannot process a DefinePortfolioRequest, for example because the message cannot be parsed, is schema-invalid, or contains illegal header information (defining or matching parties, as-of date, or portfolio name), it should return an FpML “MessageRejected” message, specifying the reason the message was rejected.

DefinePortfolioResponse

When a reconciliation provider has processed a ‘DefinePortfolioRequest’ it returns a ‘DefinePortfolioResponse’ to the requestor. As a the request may have contained many position adjustments the response must be capable of providing status information of each adjustment.
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[AJ] Add a overall reason element
For each ‘definePosition’ element in the request the response SHOULD contain either a ‘definedPosition’ or ‘unprocessedPosition’ element. Similarly a ‘removePosition’ element in the request SHOULD have either a corresponding ‘removedPosition’ or ‘unprocessedPosition’ element.

The ‘definedPosition’ element describes a position adjustment that succeeded.   It contains a PositionReference to the position that was created.  Similarly, a “removedPosition” element contains a PositionReference to the position that was removed.
If an entire position change cannot be processed then in addition to the position identification information, the reason that the position change could not be processed should be provided.
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ReconciliationNotification

The result of a reconciliation operation is one or more ‘ReconciliationNotification’ messages sent by the provider. A single notification message may contain the results of comparing multiple positions and hence must support a mixture of match, mismatched, unmatched and alleged position results.
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If a position is either fully or partially reconciled then a ‘matchedPosition’ is used to indicate this state, including any insignificant differences between the trade (for an OTC) or potentially between the supporting trades (for an security or cash position).
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If a position does not match with the defining provided by the matching party because of significant differences then a ‘mismatchedPosition’ component will be returned.
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If the matching party fails to provide any definition to match a defined position then it is reported as an ‘unmatchedPosition’, using a PositionReference.
Conversely if the matching party has provided a position that does not match one defined by requesting party then an ‘allegedPosition’ is returned.

[image: image13.jpg]+ otherPosition,
postionReference

+ otherTrade
rade

llegedpostion

+ baseParty |
Reference

+ valuation,
ssetialuation

# positionld,
postiontd

+ version
ostivelrteger

+ forceMatch,
postionReference

+ positionld
postiontd

+ version

SaTbaa:




It describes the other position, including trade and valuation information.
A Quick Comparison of Pricing & Reconciliation Position Structures

Both the portfolio reconciliation and reporting sections of the FpML schema need to define a structure to represent a position. At present the two structures are slightly different.

The current P&R position is as shown below. It is used to produce a snapshot of the position as part of some report. It currently only addresses positions described by a single OTC contract.
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The current reconciliation view of a position is show in the following diagram. Its role within a containing message is a little different, it indicates how a position is to altered. For an OTC trade this is equivalent to a complete restatement of the contract but for cash and securities, where their could be a great many supporting transactions, it is an incremental operation.
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The key differences are:

· The reconciliation view does not require most of the reporting roles. Much of this information is implicit in the reconciliation process (e.g. I’m sending my positions to be matched against yours).  Also, the reporting roles are grouped into a wrapper element in the P&R definitions.
· The ‘scheduledDates’ of the reporting structure is not relevant to trade reconciliation.

· Reconciliation needs an extra field to indicate force matching.

If we were to define messages to query the state of a reconciliation portfolio back from the provider then its structure might not be not unlike that of the P&R position although some of the roles might be irrelevant.

Recommendations

1. The P&R Position type should be renamed to ReportingPosition to indicate its purpose and free up the generic name.

2. The ‘constituent’ element and its associated type should be removed as it adds unnecessary nesting to the structure – as described by FpML Architecture rules.

The choice between ‘trade’ and ‘tradeReference’ should be promoted a level. If we want to keep the role indication then rename them ‘constituentTrade’ and ‘constituentTradeReference’.

3. The P&R structure could potentially be extended to cash and securities if agreed by the Standards Committee.

4. The ‘scheduledDates’ element appears to be a similarly unnecessary container. ‘scheduledDate’ could be promoted and make ‘0 to many’

In a FpML 5-0 style model the ReportingPosition and DefinePosition types could be related tp some common base type via restriction. In 4-* with the current content modelsthey must be separate types, but an attempt should be made to restructure the definitions so that they cab be based on a common base type.
� Having an identifier allows more that one portfolio to exist for each party pairing. For example you could define portfolios to maintain DAILY, WEEK-TO-DATE and MONTH-TO-DATE positions with a particular counterparty simultaneously.


� This implies that the portfolio identifier can be determined in advance and is not a user definable data item.


� If I opened with 50 shares in IBM stock that were sold during the period being reconciled then I should have a position with zero closing units to represent this. If I do no further trading in IBM stock then there does not need to be a position for IBM stock in future reconciliation portfolios until some is reacquired.
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