Semantic Repository SME Review - Other OTC Derivatives Terms

Other OTC Derivatives Review Notes
Wed 5 May 2010
Summary
This week we looked at a number of OTC derivatives that do not fit neatly into the main groups (Asset based, Rate based, Commodity based, Credit based). These are in the section titled "Other OTC Derivatives". The main instruments to review were identified in earlier reviews and added to the main OTC Derivatives overview diagram, with notes to pick up at today's review. 
One of these was identified in earlier SME Reviews as a Loan Participation Note (with name and definition from Investopedia), and it is assumed this corresponds to the FpML term "Syndicated Loan". It is not defined in the WG11 version of the FIBIM model. This was modeled on a separate diagram, while the remaining instruments this week were reviewed in the main OTC Instruments overview diagram. It was concluded that (despite messages for it being seen in FpML), this is a tradable security. Some additional research was promised on this. 
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Background

The remaining types of OTC instrument that we have not previously looked at include the following, which are to be found on the main diagram for OTC Instruments. These are:

· Contact for Difference

· Insurance Derivatives (Weather derivatives)

· Term Deposit

· Loan Participation note / Syndicated Loan

Term Deposits were covered in the earlier reviews on money markets debt and were not revisited today. 
Discussion Summary

Loan Participation Notes

Main points: 

· Participation is in a loan facility, not a pre-existing loan. See diagram note on scenario. Therefore we went to the Loan high level financial model (in global Terms:Financial) and pulled in the term from this. 

· The reference to a "Package of loans" in the Investopedia wording does not refer to a pool of (pre-existing) loans but rather to the credit facility which may by definition be drawn down as several loans. No-one has heard of a relation to pools, and now that LPN is defined in relation to credit facility and not (existing) loan this would not be meaningful any more. 

· Parent: There is a secondary market in this. The original syndicate members may sell it on to other parties

· As such, it usually has an identifier, though not clear if it's got an ISIN as such

· Make a child of "Tradable Debt Instrument" since that's what it is - but re-review whether all the terms we have defined as being common to all tradable debt instruments (and all tradable securities) are really applicable. Claudette to research this

· Added "Contractual Terms" which define the Facility. However we have no individual facts for either the Terms set or the Facility. This may be correct, since these refer to concepts that already exist, including Loan Contract (indirectly from Loan) with all its salient facts. These should hopefully subsume the set of "Loan Contract" facts seen in FpML. 

Contracts for Difference

Rolling contract which can be settled at any time. If it is not settled, a difference is paid. This is an instrument for giving the holder some control of some asset. 

Known examples are for cash (currency) but it was agreed that it could in principle be any asset. 

Relation is "controls" since this is what it does for the holder. This is a kind of "Underlying" relationship, but we agreed it would be helpful to segregate the two meanings of Underlying

Two meanings of Underlying

· Something the value of which is referred to in the instrument contract

· Something which is deliverable under the instrument contract

Note that for some instruments, settlement is in cash against an underlying which by its nature is not deliverable such as an index. 

Given these two meanings, the "underlying" for this is the first type of underlying since it is a non deliverable contract which is settled for a cash difference. 

Detailed Terms

Added detailed facts for this instrument (see detail section). These include: 

· Termination Terms (text)

· Rolling Frequency (Frequency)

· Expiry Date (date) [optional]

These facts cover the fact that the thing may optionally have a date when it has to be settled, but need not. Like any contract there are fairly standard termination terms (most of these should be implemented at the level of "Written Contract" as long as they apply to all securities also; can then see if there are any specific ones. General ones include all the usual Force Majeure and bankruptcy provisions. Apart from when these things happen it doesn't usually expire but it can be settled any time. 

It's not an Option because it doesn't have a future date when you can choose to exercise it. 

Also note that a margin is paid over each day (for daily rolling). 

Assumed that on principle the frequency can be anything, and it may not be unusual to roll over weekly. Usually it's daily. 

Apart from the above there's not much to these, so we seem to have modeled it.

Weather Options

These are a kind of digital option. 

We have not modeled digital options (AKA binary option). 

Action: Add a general model for options of type Digital Option. 

These have an event defined, with a threshold, such that when something happens (usually the price of something passing some threshold in some direction) then the option is exercised (or can be exercised?)

Then: These weather options are modeled as a kind of Digital Option, with the event trigger being a weather event. The event always takes the form of some defined measure passing a pre-defined threshold, measured in some appropriate physical unit (inches of rain, kph of wind speed and so on). 

Detailed Diagram Changes and Notes

OTC Loan Instruments Overview

Main diagram for this work. Captured only a short note on the main OTC diagram, which can be ignored as we covered the detail here. 

Diagram note

Structure which allows the loan to be passed around without reference to the borrower. 

so in that sense it is like a credit facility, but instead of being extended by a loan provider it's extended by this facility. 

Example: 

BHP comes to the market for 25M to develop a new mine. No individual bank would lend that straight out of its own capital. A bank will take on a the obligation for a fee to gather together a syndicate of lenders. That syndicate would then do this. The bank which pulled them together is the Lead Manager. Each bank negotiates to contribute a portion of the amounts borrowed. If the loan is a draw down they would agree to a portion which is drawn down. The banks would agree percentages of that facility. The LM pulls that together and delivers it to the customer as if it is one tranche. LM collects interest and principal repayments and distributes this to each of the syndicate members. 

Diagram note

Within that you would have "Trading Circles" which agree to trading of those loans. There is essentially a secondary market in these, so the original LPN can be sold on to another party in the secondary market, just like in the securities market. 

Q:so it's not an OTC?

Borrower is borrowing form the syndicate as an individual. LM is distributing that to the syndicate. 

Diagram note

Q: Is there a LPN for pools of (existing) Loans? Not known. 
Diagram note

Parentage:

These are Fixed Income Debt products. 

They will have an identifier. These are known to SMEs. The description has them as Loan Participation Certificates.

Action: Claudette will look into the parentage of these and confirm. Questions are whether these inherit al the usual facts about Tradable Debt Instrument or if they should have a separate parent (or we should plit up Tradable Debt to cover this). 

OTC Instruments Overview Diagram
These are the detailed notes taken on the "OTC Instruments Advanced" diagram, which is an overview of the whole OTC model. 
Contract for Difference

Definition and Notes
Definition needed. 

Q: What are they?

A: Cash settled contract where you buy or sell control of a particular asset such as USD. You don't expect to deliver it, instead, at the end of the stated period you will take the current market value of the asset and pay the difference between the current market value and the value that you contracted for. Just the same as a non deliverable forward. 

Differences: 

CFD are more a retail based product, they don't specify a delivery date, they roll on a daily basis, the holder pays a margin but they don't determine the date where you have to settle. They rollover each day, but each day the holder has to provide a margin (and fees). Can roll along as long as you like, squaring up the current value and roll on for next day. No option to take any value out of it. You can choose to terminate it, at which point you clear it at its current market value on that day and don't roll it over for the next. 

Developed to allow people who don't have the ability to hold the cash, to run a balance in a foreign ccy. 

What sort of assets? 

1. Currency

2. No others known. Logically possible. Can be equity or anything. 

Q: What sort of facts apply:

Delivery dates

Quantities

For non uniform assets: grades or qualities of those assets (e.g. oil0

Counterparties

Earlier notes taken during Traded options SME Review:

Traded in Australia and LSE. 

Presently these are predominantly OTC. 

Discussion: 

The original notes in the "Notes" field for this instrument were that this is a predominantly OTC contract which is traded in Australia and on the LSE but we deferred discussion of what this was, to today. 

We identified what it is and what are the basic facts about it. From the above notes we went on to add the facts implied in this narrative (see below). 

As stated above, a CFD is a rolling contract based on the difference between two assets. 

As described, the assets are usually cash. However, on principle it can be any asset. 

The contract is non deliverable. We discussed how this differs from a non deliverable forward. Basically the contract usually does not have an expiry date usually, and can be closed out at any time. However, it is possible in theory to have a termination date, as a minority case. In discussing the possibility of a termination date, we also identified that like almost any contract, it would have termination clauses. However, this is not the same as the exercise or expiry of a futures or forward contract.

Diagram note
Q: Is it a derivative?

A: Yes, if a Forward is. You don't exchange the underlying but there is an underlying as you are exchanging the difference in the value. Referred to as a derivative. 

Discussion: Whether or not a Contract for Difference can be regarded as a derivative. Discussion ranged over the two possible meanings for what is the underlying for something: 

· Underlying in the sense of what drives the value of a contract

· Underlying in the sense of what is deliverable. 

We discussed these two concepts previously under exchange traded derivatives and wondered whether to segregate these two meanings of the word "underlying" for clarity. Today the same question applies to CFD: there is an underlying in the sense of determining the value of the contract but not in the sense of being deliverable, and this clouded the question of whether or not this is regarded as a derivative. Consistent with our previous usage, it is. 
Diagram note
Can be exchange traded as well. 

If it is Exchange Traded the counterparty to the contract will be the derivatives exchange (not the same as say an equity exchange trading). Exchange novation.

On the above note, the suggestion was that these could be traded through an exchange. We clarified about the difference between equities exchanges and derivatives exchange in order to put this within context. A derivatives exchange acts as the counterparty to the derivative (option or future) in a way that an equities exchange does not - it merely facilitates transfer of ownership of a security. So when the question of exchange trading of these came up we needed to clarify how this worked. 

Consensus was that a Contract for Difference can be exchange traded, and if so the exchange would be a party to the contract. 

Simple Fact: Termination Provision

Definition / notes:

Possibles: 

Rolled daily

Expires on some day

If something new happens - provisions for the kinds of event that can lead to termination (as per most type of contract generally). 

Simple Fact: Expiry Date (date) [optional]

Definition:

none
Simple Fact: Rolling Frequency (Frequency)

Definition:

In principle they can be rolled on any agreed basis. Usually no firm idea on when the parties want to settle, will hold until they feel like terminating, but there's no reason why this might not be made weekly or monthly. 

Relationship fact: controls (Asset)

Definition:

The asset which underlies the CFD. 

This is usually cash (in some currency) but may in principle anything. 

Semantics: 

This controls from the POV of the owner, but legally it might be called "Specifies" or "Underlying". The money is used to subsidize (or penalize) the holder. Hence the holder has control over the value of that asset. 

Discussion: 

Whether this is the "underlying" relationship or a "controls" relationship or both. From the point of view of the holder, this is the asset that the contract "controls" however from the perspective of the terms of the contract itself, it can be regarded as the underlying (see separate diagram note and discussion on underlying and whether it's a derivative). 

Action: Given that this is essentially and underlying relationship, it should be shown as a specialization of the "underlying" relationship; it can then be labeled as "controls" if this is considered more appropriate, without changing the meaning. 

Relationship fact: issuer (CFD Issuer)

These instruments have an issuer, which is the party that defines and sets up the contract. 

These contracts have an issuer and a holder. In that sense they are more like a "Transferable" contract than a bilateral two way agreement such as a Swap. This gave rise to the question of whether this can then be sold on by the holder to someone else. 

Action: define these relationships in line with transferable contract. 

Relationship fact: holder (CFD holder)

This relationship relates to the party that is the holder of the contract, as a kind of party. 
See notes for Issuer. 
Insurance Derivatives

We started with the following note that was on the diagram from an earlier review: 

Original Review note:

Insurance Products.

Derivative uses an index value. e.g. wind speed for a hurricane. There are indices generated by people based on possible insurance related events and parameters. 

Event v Index. 

Includes:

Weather options

Rain Options

Discussed these today, added the following note: 

These are digital options based on an event that is not a price that is not a price event. synonym = binary options.

e.g. if the rain fail from 01 April to 30April exceeds 21 inches I will pay you x dollars. 

So it is always based on a threshold in the appropriate unit. 

Action: 

Add: Digital Option. This was missed at earlier reviews but is an important class of options in any case. 

Then, from the more generic digital options (also known as Binary Options), we would define one where the threshold event is some physical measurement of the world. 

Note that we have also identified the need to model threshold / trigger type events for certain features of tranched securities tranche definitions. This basic model needs to be completed - it's proving difficult to model an event in which "any" trigger / threshold-passing event takes place, which is also what we need here. 

Then add the physical variables by which weather events and other insurable hazards may be measured. The model should be open enough that thresholds and events which have yet to be thought of may be added. 
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