Semantic Repository SME Review - Equity Option Terms

Equity Options Review Notes
Wed 3 February 2010
Summary
This week we looked at the terms and model for equity options. This was done with reference to the FpML derivatives message terms for equity options and the draft semantic model of options terms both for OTC options generally and for equity options. 
We also looked briefly at the existing model for Exchange Traded Options (substantively reviewed last year) to make some comparisons. Some additional observations were captured that will require updates to the models for exchange traded options and futures. 
There remains some work to be done on Equity OTC Options and we will continue with this next week. 

References

FpML Schemas:

(in namespaces "Confirmation" or "Reporting")

fpml-eqd-5-0.xsd.html
fpml-eq-shared-5-0.xsd.html
fpml-shared-5-0.xsd.html
fpml-enum-5-0.xsd.html
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Background: Model Development
The options model introduces a number of new concepts: 
· With forwards, the seller of the instrument is also the seller of the underlying. Options may be call or put options, meaning that the seller of the instrument sells the right for the counterparty (option buyer) to either buy or sell the underlying

· The model introduces a new right, namely the option to enter into a transaction (put or call) for the underlying

· The transaction, if it goes ahead, is just like any other market transaction for securities, namely that one party delivers the instrument and the other party settles for it. 

Figure 1 shows the basic features of options / equity options. 
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Figure 1: Equity Options Basic Features

Discussion

During the review we drilled down into some of the terms in the FpML schema for "equityOptionTransactionSupplement". The diagram for equityOption itself is missing in the FpML 5.0 Third Working Draft materials, but the transaction supplement appears to have all the terms that might be applicable to an equity option. 

We also discussed a number of more general issues, as outlined below. 

General Issues 

Question: What is the relationship between OTC options and exchange traded options, given that these have a number of terms in common? 
Answer: The OTC options (and forwards) are modeled as bilateral contracts, that is they are contracts between two parties, whereas exchange traded securities are modeled as contracts in which the holder may be anonymous to the issuer. Where common terms are truly the same "thing" (for example exercise terms) then we refer to them from both models. However, in general we would expect to replicate terms at each point at which they apply. It is left to data modelers to identify where similar data elements may be combined for efficiency, whereas we are concerned to describe every instrument and contract in fully and accurately as we can, in terms of what are the real things and facts about those things. 
Modeling Changes:
The difference between OTC and exchange traded options (and between OTC forwards and exchange traded Futures) are not as clear cut as our initial modeling has implied. An options exchange works differently from an equities exchange, in that the exchange is effectively a party to the contract, whereas with equities exchanges the exchange simply provides a marketplace. 

We have already started to make some changes to the reference data semantics model for exchange traded derivatives on this basis, for example by introducing the concept of margining to the exchange model. We will need to revisit and update the model for exchange traded options and futures once the OTC work is substantively complete. 

Novation

Reviewer question: What exactly is novation? 

Answer: Novation is where a 3rd party steps in between two negotiating parties, thereby causing the one contract to become two separate contracts. The novating party buys from one party and sells to the other. 

Comments captured on diagram: 
Novation: 

OTC came first; Exchange traded options (as with futures) are standardized variants of the same thing. 

See Standardized Terms - these are set by the exchange. 

Definition: 

Novation is where a 3rd party steps in between two negotiating parties, thereby causing the one contract to become two separate contracts. the novating party buys form one party and sells to the other. 

Exchange is always novated - I am dealing with the exchange no matter who I am negotiating with on the floor. This means I am not exposed to counterparty risk and so with OTC I would need to do due diligence etc. 

The exchange or clearing house imposes margins on all the parties to manage that counterparty risk.

Novation in OTC: Both parties select a party that they agree would be the novation party. That party is compensated (gets a fee). 

Discussion: 

Novation will impact our semantics model in the following ways: 

· Exchange traded options (and futures): These are effectively always novated, that is the exchange sits between the parties. The existing model assumes that the exchange is the counterparty, which is also not correct in the light of this
· OTC Contract: Define a term whereby the contract may or may not be novated (or is not stated either way)

· OTC Contract: may define that it will be novated

· OTC Contract: May be renegotiated during its life, to be novated

· Novated contract: After the "event" which is novation, the original one contract will be replaced by two. Will we need to have a model of a "Novated Contract" or is this materially exactly the same as it was before, but with different parties? 

Detailed notes capturing required model actions on the OTC Option contract: 

Add novation clause (terms set). 

For Forward and for Option. And for Swap. 

So: 

In the original contract: Define whether Novation is allowable or not

Also in the original contract: Can also negotiate that it WILL take place.

Not in the original contract: 

Can also be negotiated later. 
Terms Standardization

It was noted that one of the facilities that a derivatives exchange provides is the standardization of terms. These may be standard terms defined by the exchange or by a central clearing counterparty (see last year's notes on the role of the Options Clearing Corporation in the US). 

In any market, things tend to standardize over time. Standard terms are also available for the OTC markets, for example the ISDA standard terms. These are referred to extensively within the FpML message schema material that we have been referring to. Note however that ISDA are not the only possible provider of standardized terms under which people may agree to conduct a derivatives OTC transaction. 

Diagram Note: 

Use of standardized terms - parties may embark on a transaction and meanwhile start to define the terms that will be in force. ISDA is the main but not the only provider (publisher) of standardized contract terms. 

This process happens in each market over time. 

Discussion: It is possible to set up a transaction, and only during the life of that transaction to start to agree on the detailed terms, for example by reference to standard terms such as the ISDA terms. Bear in mind that any transaction has, by definition, a contract that embodies the terms for that transaction; however that may not always be formally captured at the outset. 

Margining
Another feature of an exchange which is not necessarily present in the OTC markets is margining. However, it is not necessarily not present either. In principle, since an OTC contract can have any terms, it is possible to define some kind of margining if one is worried about counterparty risk. 

Recall that margining is where the seller of the option (the writing party for OTC or the exchange for ET options and futures) covers for the possible risk of default by the counterparty, by ensuring that they have some kind of margin to cover the exercise of the contract. 

Diagram Note:

Margining in OTC contracts is possible but not usual. For example when borrowing to purchase shares. 

"Margining" in this sense would apply to any OTC derivative (option or forward). If counterparty has enough credit one wouldn't worry about it, but if dealing with a smaller party, then the seller of the instrument may choose to impose a margin on the counterparty. 

Action: add this for either a forward OR an Option. 

When? 

Has to be set up when the contract is first set up. 

Consensus: If there is going to be some provisioning for margining, this provision needs to be identified and agreed to when the contract is set up. Therefore it would be another contractual term of the contract itself. This is not that common, but it is possible, so we should add it. 

Action: Add this to contract, for OTC Option and for Forward. 

New Term: Flex Option
This was identified as a kind of option that needs to be added to the model. 

Diagram note: 

Flex options: 

Like an OTC option but offered by an exchange. So these are OTC options that are exchange traded. 

legally: The exchange is still the counterparty, but the terms are customizable. So they don't use the standardized terms that are defined by the exchange. So there is not the counterparty risk you would see for OTC options (and forwards? - in principlal at least, but you can see this). 

Revisit ET market: 

Novation

Standardization. 

Discussion: 

Flex options are a service offered by an exchange, and should therefore be added to the exchange traded options model. We got to the bottom of this: they are like an OTC option in terms of the style and variety of terms that are available, but they are like an exchange traded option in the sense that the exchange is the counterparty. This means that legally (and therefore semantically) these are the same kind of contract as a standard exchange traded contract. The difference is that instead of taking the exchange "standardized" terms and embodying these in a derivative contract, the individual terms are unique and negotiated. 

They will therefore look like, and have many of the same terms as, an OTC option. However they are exchange traded. 

Standardized Terms

These are a feature of derivatives exchanges. The terms exist as published information initially. Like all published information these have a publisher - wither the exchange or a central clearing entity, as noted. When a party enters into a contract with the exchange, then the contract formally makes reference to these standardized terms - so at that moment (i.e. when the contract is agreed), what was published information becomes binding terms on the parties to that contract, by virtue of formal incorporation of those terms. 

Exchange Lookalike options
There was a term in the FpML schema, which was a "yes/no" indication as to whether the OTC option is based upon a specific exchange traded option. 

By inspection of the FpML definition for this, the model also had a relationship to the exchange traded option itself. 

Here is the FpML Definition for "exchangeLookalike":

'For a share option transaction, a flag used to indicate whether the transaction is to be treated as an 'exchange look-alike'. This designation has significance for how share adjustments (arising from corporate actions) will be determined for the transaction. For an 'exchange look-alike' transaction the relevant share adjustments will follow that for a corresponding designated contract listed on the related exchange (referred to as Options Exchange Adjustment (ISDA defined term), otherwise the share adjustments will be determined by the calculation agent (referred to as Calculation Agent Adjustment (ISDA defined term)).'

Discussion: 

We needed to figure out what are the practical implications of this - for example, are the terms of the ET Option "incorporated" by reference, in the same way as we saw for standardized terms? Or is the relationship really just trying to say that this happens to be the instrument on which we based this OTC option? In the latter case, the actual terms would still be defined where they are. 
Definition and Notes against the "may specify" relationship term: 

Definition

The relevant share adjustments will follow that for this corresponding designated contract listed on the related exchange. 

Further Notes:

Where this relationship exists, this means that this transaction is governed by the terms that exist in the contract so referred to - but is not affected by the limits set be the exchange and there is no novation. 

Practically: we still duplicate all those terms locally as terms of this contract. So the seller will do a "lookalike" contract, which will specifically have the same terms. Can also mix and match exercise styles. 

Analogy - it's a painting not a photograph. 

Term Origin: FpML = exchangeLookalike implied term

Definition Origin: FpML Part
Outcome: The relationship is an informative one only. This is not a relationship with legal import - and there is no requirement for a data modeler to somehow have to navigate all the legal terms of the exchange contract in order for these to be terms of this OTC contract. It is more like a painting than a photograph. For instance, some of the individual terms may be different anyway. So all terms which are legal, contractually binding terms of the Option, are defined, here, just like they would be for a contract that did not make reference to an ET option. 

For example, one might base an option on a given ET Option, but have a different exercise style. 
Note also that the FpML term for the "yes/no" flag also identifies that there are arrangements for share adjustments, and that these arrangements are either based on the exchange lookalike instrument (for a yes) or by some agreed agent which is identified as the Calculation Agent, if this is a No. 

In fact the FpML term does not imply that the exchange lookalike instrument is necessarily the basis for any other features, though as we have seen from today's review, a number of terms may be referred to. 

Note also that this term only applies to a single stock option. 

Nearest Index Provision

This is another "yes/no" term from FpML. 

Definition and notes from FpML:

'For an index option transaction, a flag used in conjunction with Futures Price Valuation (ISDA defined term) to indicate whether the Nearest Index Contract provision is applicable. The Nearest Index Contract provision is a rule for determining the Exchange-traded Contract (ISDA defined term) without having to explicitly state the actual contract, delivery month and exchange on which it is traded.'
Notes captured in the "notes" field for this term: 

This provision for "nearest index" would be specific to a Basket (not an Index) because the Index one already is an index. 

So this term applies to a basket underlyer. So the contract is for a basket, and you have to margin it in the meantime and figure out a market price, so this provision is for a "nearest index" to be used in those calculations. 

Consensus? separate out index and basket products. Basket product will have an annex which specifies the specific basket, whereas the index is already standardized. Nearest Index Provision not seen as the annex would normally spell out the basket constituents, so this may even refer to a fourth type of things, which involves a custom index, where a particular dealer will come up with their own index which they publish but is not distributed widely. 

Discussion: 

Questioned whether we are trying to combine or to separate terms about basket equity options versus index equity options. Our aim is to capture the facts about each thing distinctly, and it is a matter of concern that among the FpML terms we have seen terms that explicitly refer to index underlyer but none that explicitly refer to basket underlyer, so one thing we need to get out of these discussions is what are the specific facts that apply to one, the other, and both, of these. 

It was stated that a basket equity option will have an annex which defines the basket in full. This needs to be added to the model, as part of the model of the underlyer. 

Action: Add basket structure annex (see also FpML schema for "asset" for terms relative to this). 

Note that although a basket and an index are very similar in reality (they are both sets of instruments), they have very different facts as underlyers. An index is published by a publisher, and as far as the modeling of the security is concerned all we really care about is that it is a number and it is published by a given publisher. The fact that it describes the price of a basket of securities is relevant only to analysis, not to the definition of terms in a contract, since we only need to define who publishes the number and when. This is all in the "Indices and Indicators" semantics model already. With a basket however, the contract does need to define the basket in full. 

New Term: Custom Index

In fact there is a fourth kind of equity option, not captured in the model as yet (it would not have any different terms in FpML). This is something which is like an index in that it is defined and published by a third party. However, it is not a public index. Rather, the third party is the broker or counterparty. 

Consensus: 

Finally, we have enough separate terms to identify when and where "Nearest Index" is applicable. 

· It does not apply to an index option - this already has an index so it would be meaningless to define a nearest index

· It was initially thought to apply to a basket, for the calculation of margining and pricing; however this would be a matter of local analysis and valuation, not a contractual term of the instrument; 
· It would apply to a Custom Index based option. The Nearest Index provision would identify the nearest publicly quoted index. Note that a Custom Index Equity Option would not have the annex defining the constituents but would refer to this. 

Disposition of Terms

Meanwhile, these two terms (Exchange Lookalike and Nearest Index Provision) were defined as facts about the "Transaction" specifically, since this was what the FpML definitions imply. We should think again about this - we now have a kind of transaction which is an equity option transaction, four sub-types of this which are Stock, Index, Basket and Custom Basket transactions, and separately two sub types which are Call and Put option transactions. 

In fact these are all legal provisions, not facts "about" the transaction as a transaction. Therefore these are all terms to be added to the corresponding four sub-types of Equity Option Contract. We have already defined Single Stock Option Contract and Index Option Contract under Equity Option Contract, so these other two are to be added, and these contractual terms added to the contracts. 

Actions: 

Change model accordingly. 

Underlying Buyer and Seller
It was noted that these are often a source of confusion for data modelers. This is because the buyer and seller of the underlying may be the principal (writing party) or counterparty (buyer) of the option itself. This is in contrast to the case with forwards, where the seller of the option is always the seller of the underlying and vice versa. 

There are still some model relationships to be added in this area, once the surrounding terms are stable enough to make sure that we get this right. 

Follow-ups

Email follow-ups

From Gil Elliott

Comments on 27 Jan notes:
· Regarding prepayment, I suppose that this is possible, but my only comment is that rationally I can't imagine why anyone would do this. Cash management principles dictate that you should keep your money in your account as long as possible, so by prepaying something like this you are almost creating a new type of risk for yourself in that you are sending your money over well in advance of the settlement, and what if something happens and the other party cannot deliver (such as insolvency)?

· Settlement method -- what is meant by cash and physical? I suppose that cash means that the cash is the delivery method, but physical means what? Physical delivery of stock certificates or the like? "Delivery" of securities is, as far as I know, solely electronic these days -- I'm not suggesting that "physical" be removed, as perhaps there are markets where there still are physical securities (i.e., actual bond "coupons", etc.) perhaps in emerging markets, but perhaps "electronic" or something like that should be added to the settlement methods?
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