Semantic Repository SME Review - OTC Derivatives Wrap-up (1)

Other OTC Derivatives Review Notes
Wed 19 May 2010
Summary
This week we went back over the OTC model with a view to wrapping up any open questions, identifying areas that still need research, and achieving consensus on those sets of terms that need no further work. 

Consensus was reached on core terms for options and forwards, with some terms to be added by extension from the Equity derivatives models we did earlier. 

Next week we will come back to this and complete the review of this pass through the OTC Derivatives model. This is intended to give a stable baseline for further reviews and completion in the near future. 

Next week we will look at the CDS model. Some changes have been made in response to review comments, and we had a brief look at this week. This will be posted onto the website in its current draft form so that people can look at it before next week. Some notes on these changes are included in this note, for reference. 
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Overview

The plan this week was to go through the overall model for OTC Derivatives and look at some recent changes, with the intention of validating the overall models for futures, options and swaps. 

Originally much of the work was done in the area of Equity derivatives. The current draft model takes the common concepts for this and defines the most general models for forwards and options and swaps based on these. 

Some questions remained on the Equities diagrams, both on details of terms and in terms of which sets of terms are more widely applicable. 

In addition, the following significant changes were made to the model, and presented today for review: 

· Options model substantially changed so that the option is essentially a "wrapper" on a forward-type contract

· Credit events added to CDS model - this will be reviewed next week as we were out of time. 

This set of notes goes through each of the areas we discussed, the discussions and actions agreed, and the areas on which consensus was reached. Detailed jottings from the review session are comparatively few and are included in the notes. 

A section is also included for Credit Default Swap changes made since the last review, for familiarization ahead of next week's session. 

Detailed Review Notes and Discussions

Model: Options (General Model)

Presented the overall model for Options. The diagram we used is the "OTC Options Parties" diagram (not shown on the website at present) since this gives a clearer view of the different parties and their relationships to the contracts, transactions, commitments and transaction "sides", uncluttered by Equity specific terms or by additional Option terms not directly related to the Parties. The realistic aim of this was to achieve consensus on all the terms shown on this particular diagram. 

Option model has been changed as follows: 

· The delivery and settlement aspects of this are no longer shown as separate Options-specific terms (Option Delivery) but instead are the same terms as for Forwards (Forward Delivery, Settlement and variants thereof for Equity, Commodities and so on);

· The model is "wrapped" by  an additional legal "conferred thing" namely a kind of Right, which is the right to engage in the transaction;

· Option Transaction is still a separate kind of Transaction, and is specialized as Call and Put transactions, with the usual correspondences between Transaction and Contract

· The previous term "Option Delivery" and variants thereon for Equities Options, has been removed from the model. The option transaction, if it takes place, embodies the same "sides" and Commitments (Delivery and Settlement) as for Forwards. 
Discussion:

We looked more closely at the terms and parties for Call and Put Options, in order to make sure that we had indeed got this the right way around. 

Question (for clarification): 

Call v Put from viewpoint of Beneficiary

 = Long side v Short side

The question was how we had defined calls and puts i.e. from the perspective of which party in the option transaction. The questioner also introduced the terminology of "Long side" v "short side" which is new to the model but hopefully corresponds to existing concepts (it does). 

Consensus: The labels of "Call" and "Put" are defined in relation to the beneficiary of the Option contract, that is the holder or buyer of the contract. 

There are several synonyms in this area, and we discussed which of these to use as the primary label for the various terms for the various kinds of party to the contract. 

Parties are arranged as follows: 

All contracts have (typically) a principal and a counterparty, however some OTC contracts are not identified in this way (e.g. Swaps) so we also have a more neutral term "OTC Option Party". 

The two parties to an OTC Option are identified as follows: 

· OTC Option Writing Party (synonym: Seller)

· This is a kind of contract Principal

· This is also a kind of OTC Option Party

· OTC Option Buyer (synonym: Beneficiary)

· This is a kind of Contract Counterparty

· This is also a kind of OTC Option Party)

(the term OTC Option Party may turn out to be redundant but allows us to introduce a level of symmetry in the contract if needed). 

Then for Calls and Puts: 

· OTC Option Writing Party has sub-types:

· OTC Call Option Writing Party

· OTC Put Option Writing Party

· OTC Option Buyer has sub-types:

· OTC Call Option Buyer

· OTC Put Option Buyer

These have relationships to a separate set of parties, which are the parties to the contract for purchase or sale of the underlying, as follows: 

Parties:

· Transaction Party

· OTC Derivative Transaction Party

· Option Transaction Party

· Option Underlying Buyer

· Option Underlying Seller

These are the parties which, respectively, buy (settle for and receive) or sell (deliver and receive settlement) the underlying. 

Then the terms for Writing Party and Buyer of the (Call and Put) option contracts have an identity relationship with the appropriate party in buying and selling the underlying.

The aim of this review was to pick our way carefully through these relationships and make sure these, and the associated definitions, were complete and correct. This was as validation of the earlier session in which we discussed and modeled these in detail. 

We also discussed whether we had the best labels for these. 

Consensus:

Labeling: 

· "Option Writing Party" or "Option Seller"? The term "Option Writing Party" is just as well understood as Seller, and helps prevent confusion with the seller of the underlying. Kept this as the label, with Seller as a Synonym

· "Option Buyer" or "Option Beneficiary"? although Option Beneficiary was helpful for our purposes, no one has come across this as a term in use, so we will keep Option Buyer as the label here. Need to be careful that people don't confuse this with Underlying Buyer, but the labeling is clear enough. 

Definitions:

Option Writing Party:

The writing party of an OTC Option, i.e. the seller of a contract. This is the party that grants the rights defined by this instrument and in return receives a payment for it. 

Consensus: Yes

Added note:

Seller; Also known as Short Side.

(this note can be tidied up - we wanted to capture which of these two parties' perspective was what's also labeled as Short Side v Long Side). 

Option Buyer:

The party that buys this instrument, i.e. pays for this instrument and receives the rights defined by it. 
Consensus: Yes
Added note:

Long side is the Buyer

Action: Add the synonym "Short Side" and "Long Side" to the relationships between the Contracts and the Buyer (Writer) and Seller. Seller is Short Side, Buyer is Long Side. 

Calls v Puts

Then we looked at the Call v Put sub-types of each of these two. 

Put Option Writing Party relationship to Option Underlying Buyer

Relationship Fact labeled as "transacts as", showing that the Put Option Writing Party transacts as the Option Underlying Buyer. 

Definition

The seller (writing party) of the Put Option has the obligation to transact as the Buyer of the Option Underlying. 

Further Notes:

Seller has no rights under the contract, except to collect the premium.

It was noted that the "optionality" of the contract accrues only to the buyer (holder) of the contract and not to the seller or writing party. This was made clearer in the above wording. 

Action: Propagate this definition and the above clarification to all Put Option party relationship terms. 

Put Option Buyer relationship to Option Underlying Seller

Relationship Fact identifying that for a Put Option, the Buyer (holder) is the seller of the underlying. That is, they have bought the right (but not the obligation) to sell the underlying. 

Definition:

The Put Option Buyer buys the right but not the obligation to be the Seller of the Underlying.

Further Notes:

In other words, the Option Buyer buys the right to "Put" the underlying to the Option Writer. 

Consensus:Yes
Comment: the words highlighted above were added to the definition. This is important, since the writer / seller does not have the option to settle or not settle, whereas the buyer does. This is captured in wording elsewhere, but was not here, so it was added. 

Action: Propagate this wording symmetrically across all comparable terms. 

Legal OTC Option

A new type of contractual "Right" has been introduced to this model which is not seen in other transactions models, namely the concept of having the legal option to do something. This is the "Obligation" type term, labeled "OTC Option" (parent: Legal Option). 

Definition:

The option itself, that is the right but not the obligation to proceed with a transaction at some time in the future under terms defined in the option contract. 

This option is held and exercised by the party to the contract which is defined as the option holder or option buyer. 

Consensus:Yes

Discussion: discussed and agreed the nature and asymmetry of this fact. 

Agreed that this could be made clearer than just the wording, if we add a new relationship from the legal Option itself to the one party that holds this option, the Buyer. This makes it clearer that the seller does not have a part in this legal right. 

Relationship Fact: is right to Option Transaction

This existing Relationship Fact indicates what this kind of legal right is a right to, namely the OTC Option Transaction. 

Definition:

The transaction which, if the option is exercised, will take place. 
New Relationship Fact: Option accrues to Buyer

Added this (Party-to) relationship to explicitly show that it is the Buyer of the OTC Option contract which has this legal option. 

No definition as yet. 

Post-review note: 

I think it is confusing, although logical, that we call this OTC Option since that is also the name for this class of instruments. Suggest we relabel it Legal OTC Option since it is a child of Legal Option. 

Settlement Commitment, Delivery Commitment

These two classes of "Commitment" are commitments within the settlement transaction. In other words, if an Option is exercised, or as and when a Forward contract is closed out, these are commitments to the deliver and settlement respectively. Note that these same terms are now used for Forwards and for Options, i.e. the Option transaction is seen as a wrapper around the existence of the future (forward) transaction itself. 

However, the two relationships from these commitments to "Underlying Buyer" and "Underlying Seller" respectively were labeled as "conditionally made by".

Discussion comment: this is incorrect. We have dealt with the conditional nature of the contract (and the asymmetry thereof) in the Legal Option aspect of things. If and / or when the transaction actually takes place, these are firm commitments to either side of the transaction, just like any other securities transaction except it's defined as being at a time in the future. 

Model change: relabeled these commitment relationships as "made by". 

Then:

Relationship fact: Settlement Commitment made by Option Underlying Buyer

Definition: 

The commitment to settle is made by the buyer of the underlying. 

Consensus:Yes
Relationship fact: Delivery Commitment made by Option Underlying Seller

Definition: 

The commitment to deliver is made by the seller of the underlying. 

Consensus: Yes

Review: Is the Options Parties model complete and correct? 

Consensus was that all the terms and relationships shown on this diagram are correct and in the right relationships with the right labels. Once the symmetrical definitions have been added as noted above, this set of terms can be set to "Consensus:Yes" in the model. 

Digital Options

Comment: 

However this does not cover digital options.

Discussion: 

We touched on these last week but the detailed terms have not yet been modeled. It was noted that Digital Option is a bit of a misnomer since they are not really optional. 

That is, in terms of our legal terminology above, the term which is a "Legal OTC Option" is not conferred on the Buyer in the case of a Digital Option. 

Action: This means we must model not only the Digital (condition) terms, but also some equivalent term must sit in the place occupied by Legal OTC Option, for all Digital Options. 

Here are the notes jotted down as an aide memoire on that: 

General note

Digital Option:

Not really an option. no-one has Optionality as defined here. The exercise point is really a conditional event occurring. It's not a conditional right. 

Legal OTC Option notes on this:

Does not apply to Digital Options
Digital: 

An event occurring takes the place of this Legal Right term here. 

Action: Model accordingly. 

Model: Forwards (General model)

This is a very simple model. No comments made on the model relationships or terms. One term impacted by the clarifications in the general Options model. 

Forward Delivery Commitment

This is now shared with Option since the delivery and settlement sides are the same for Option and Forward. Added note to clarify where the commitment is and is not. See Options model notes for details. 
New note in line with the above: 

Definition:

A commitment to deliver something at some time or under some terms in the future. 

Further Notes (comment at today's review):

In an Option, there is still a commitment on one side to deliver in the event that the other side chooses to exercise the option. 

Equity Option and Forward Terms
Next we looked at the more detailed models for Equity Forwards and Options to identify any terms which: 

· Still require work in completing them; or

· Are applicable more widely than just Equity where we have them now

· Also identify how these vary from the Equity variant. 
The following questions were raised by the modeler and discussed

· Valuation

· Dividend Conditions

· Option Premium

· Pre-payment

· Strike

Model: Equity Forwards

Forward Valuation Terms

There is a set of terms in the Equity Forward model which details how and at what time forward valuation is carried out. 

Valuation time term (logical combination of times of day, time type selection and time terms): 

Note:

Common across all Forward. 

Diagram note:

Valuation:

No different for Equity and Debt. 

No different for Commodity

No different for Fx or Interest Rate. 

Consensus:

These terms apply to all Forwards, not just Equities and not just Asset based forwards. 

Action: Extend the model accordingly. 

Prepayment

There was an existing note on the diagram, about prepayment. This related to a term found within FpML. It was not clear at the time, what this meant, so this is one of our open actions. 

Original Note:

Pre-payment refers to someone paying for the contract in advance. 

FpML

'Prepayment features for Forward.'

Specific to Asset / Equity or all Forwards? 

What is Prepayment?

Today's updates to that note

consensus: no one ha come across this and would not expect in professional market transactions. Might do it with non market participants to cover credit risk by discounting payment and getting payment in advance so as to not have market risk., With a normal market transaction you would not expect prepayment ahead of delivery. You have an up front credit relationship with your counterparties. And with every fwd contact, once the market move you have a closeout risk anyway, or requiring a prepayment would offset that closeout risk. Question on this unknown term is whether this prepayment of a whole amount or is TOC equivalent to a margining concept. 

Check FpML terms for answers. 

Consensus: no one has heard of this, but the meaning of the term appears to be clear enough. The consensus was that this refers to a situation where the holder of a contract would pay for the contract up front rather than when it is settled. However, in a professional market, this situation should not arise. Trading parties will have existing relationships with one another, including known creditworthiness, so the question of paying up front does not arise.  It was agreed that in the context of this agreed meaning, we should into the FpML terms and implement any that are there, but with the caveat that they are not commonly a feature of these securities. 
Dividend Conditions

Questioned what are the detailed facts about these, and what they are. 

Definition:
Conditions governing the payment of dividends to the receiver of the equity forward.

Today's review notes

REVIEW:

19 May:

If you have a forward contract with a dividend before you settle there must be some terms to determine how the dividend is resolved. Similar question would apply with Bond Interest? No because this is a known amount so it is taken into account in the price that's been agreed (discount premium). Whether it's cum or ex coupon therefore doesn't affect pricing; with Dividend this is not the case, there afore there are contractual terms about how that is to be resolved.
Discussion / Consensus:

Because equities have dividends which may be paid during the life of the contract, there need to be contractual terms about how these are handled. 

We should be able to find the relevant terms in the FpML material now we know what these are about. 

Questioned whether a similar thing was found with debt interest payments. It is not, because the interest amounts due on a debt instrument which is the underlying, is already known and therefore reflected in the premium. It is only for equities that there need to be terms explicitly saying how dividend payments are to be handled, i.e. who gets what benefit. 

Model: Equity Options
(two diagrams with terms and notes: a simplified "Parties" diagram similar to the above but with equities-specific terms, and a detailed model as per the draft model on the website. 

Strike Price

Definition

The strike price for the option is the agreed price for the transaction if this takes place. 

Further Notes:

Applies to all options types. 

Action: Make sure that's there for all Options types. 

Discussion: 

Options all have a Strike Price. This is to be extended to the whole model if not already there (as it is modeled in Exchange Traded). 

Question: 

Question: Can Share Option also have strike expressed in percentage terms? 
Discussion: There was some question about whether this is always expressed in the same way - this was an existing question one of the diagrams.

Consensus: this needs to follow the high level model of Quantities and Expressions, where one kind of quantity (such as a price or a strike) may be expressed in multiple ways. 

Equity Option Premium

The premium on an option is essentially the price (i.e. the premium paid) for that option. Presumably this means that it is not a "dated" term like other prices, i.e. it doesn't change from day to day? Discussed this question as per the notes below. 

Diagram note:

Dated?: 

You can pay the premium any time. 

Some contracts if you don't exercise you don't pay the Premium (for Options not for Forward). I.e. you set up the option in terms of its valuation but agree that if you don't exercise you don't pay the premium.

Action: Add that to Option model. "Zero Cost Option". That's where you don't pay a premium. SEt up o that the strike prices are adjusted to have value relative to than At the Money contract, so you do worse than you would if you have paid a premium - so that's effectively the premium that you are paying in this instance.

Action: Premiums model terms. 

Also: Participators (options where as the price gets greater you can exercise more, or the premium reduces. Mechanized by setting up countervailing options. These are all ways of playing with the payoff curve, which conceal the "fair value" of the option. 

In FpML these kinds of variations might explain why some terms which would appear to be mandatory are actual XML-optional.

Consensus: 

The option is not a dated variable in the sense of other prices, but there are a number of circumstances (outside of the norm) in which the premium may be paid at a different point in the process, or may be included in the strike price. 

Definition:

The amount paid for an equity option.

Further Notes:

This is just the price. Not specific to Equities Options. See Pricing for Exchange Traded Derivatives where we already have similar terms. 

In forward Fx, premium relates to whether or not the price of the forward is greater or less than the price of the spot. 

In Bonds, whether or not the capital price is more or less than face value (see Bonds Pricing model). 

In THIS context: the money you pay for the option. 

Strategies

Reviewer Question: Any other items left out of this review? 

Notes on this:

Anything else?

Option Strategies:

Chooser = Straddles,

Strangles

Combinations of different options transactions. 

Are these ever bound with transactions?

Yes. You might sell a put and simultaneously sell a call at the same rate, between the same parties, so these then become one txn and not two.

Extend txns model to cover txns for commonly recognized strategy types. 

"Composite Transaction". Not unlike the Fx Swap which we modeled as several contracts in one transactions. 

Discussion: 

Questioned whether strategies are an intimate part of the options contract or transaction. On the face of it, the strategy looks as though it should relate more to the trader's portfolio, however it is often seen along with terms on derivatives, so there must be more to it. 

Consensus: In fact, while the strategy does not form a fact about an individual contract, it does relate to the transaction. Where a complex strategy is being traded, there may be one transaction which combines aspects of more than one option contract as part of a strategy such as a straddle or strangle. 

This will be modeled in a similar way to the earlier model we did of forward outright transactions, where a forward and a swap were combined in a set of contracts to make up a single named entity. 

Credit Default Swaps

We looked briefly and agreed that we would look at the changes to this model in more detail. 

This will be posted up to the website at the same time as these notes are sent around, so that people can look at them ahead of next week's session. 

The changes made in the CDS model are as follows: 

· Addition of the concept of a "Reference Entity". 

· Complete Credit Event hierarchy, based on FpML terms and inspection of the definitions therein. 

Reference Entity
Added a class of "Party" called the Reference Entity. This is based on references in notes to the reference entity of the CDS. Also some of the credit event descriptions explicitly refer to the sort of thing that happens to a legal entity rather than to the specific security which we have already defined as the Reference Obligation. 
Also added a logical "All of" combination showing that the Credit Event at the most general level pertains to Reference Entity and Reference Obligation. Specific credit events are in some cases clearly related to one or the other, and these are modeled as such. 

It is likely that with this new level of detail, it may be possible to model the open questions (on diagram notes) about CDS protection for loans. 

Credit Events

Hard and Soft Credit Events

At a previous session we identified that there are hard and soft credit events, however the list in the FpML model does not derail which of these is which. One or two are clearly Hard or Soft in line with these definitions, and have been disposed accordingly in the model. These are: 
Hard

· Failure to Pay Event

Soft

· Failure to pay Interest event

· Failure to pay principal. 

The interpretation of the written definitions is that the failure to pay interest and dividend are not sub-types of "Failure to Pay" as the names would suggest, but rather that the event defined as the Failure to Pay Event in FpML relates to what happens after the applicable grace period. 

Reference Obligation Credit Event

From the definitions, some of the credit events relate specifically to the reference obligation (an instrument) whereas other relate specifically to the legal entity itself. 

The following are defined as reference obligation credit events: 

· Distressed Rating upgrade

· Maturity Extension

· Writedown

Restructuring

This clearly applies to the Reference Entity

Other Credit Events

· Obligation Default

· Obligation Acceleration

· Repudiation or Moratorium

We should probably also try to define whether these relate to the Reference Obligation, the Reference Entity or (by extension) both. 
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