Semantic Repository SME Review - Swap Terms Wrap-up

Swaps Review Notes
Wed 24 March 2010
Summary
This week we wrapped up the conversations of the past 5 weeks on swap structures. We focused on the new taxonomy of swap leg structures and how these relate to products, and focused on a couple of outstanding questions around floating legs, IR swaps, Derivative Swaps and the various statistical swap types. This completes the overall structure for (non Credit Default) Swaps, leaving the implementation of the various Swap products as a modeling exercise. 
These notes summarize the overall decisions made over the past weeks as embodied in the final Swaps structure. Some modeling actions remain. When these are done, the diagrams will be posted to the website for wider review. 
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Background: Model Development
The review started from the overall hierarchy of swap leg types and their related Swap Product types as shown in Figure 1. Products are shown as Transaction here but each corresponds to a "Contract" also. Other types of swaps (apart from Credit Default Swaps) should all be modeled as sub-types of these. 
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By the end of the session some of these were changed (see Figure 2 overleaf). 

Open Questions

Outstanding questions addressed this week included: 

· Dividend Swaps: are there two types? (one like "Statistical" swap, one like the FpML Dividend Swap with a "floating" stream of dividend payments);

· Interest Rate Swaps - do we need to include the underlying loan which is the reason for entering in to the deal? 

· Fixed and Floating legs versus Interest Legs;

· Interest Legs - whether to distinguish according to whether these are interest on a loan, floating "funding" leg to get in to some other kind of deal (e.g. Asset swap / Return Swap); interest on a Bond in a debt asset swap;

· Return Swap versus Total Return Swap

Prior to this review, and as reviewed last week, we had firmed up what is the "meaning" of a Swap Leg - it's a commitment, not necessarily a "stream" of payments. That is, a stream of payments is one kind of commitment, but the strike in for example a Correlation Swap is also a commitment in the same way. Swap Legs should represent the nature of the commitment regardless of what sort of deal the leg forms part of. 

Notes from last week on this: 

Going back over the notes for the last three weeks, we have now firmed up the meanings of terms for the various kinds of swap leg. In particular, these meanings are decoupled from the kind of swap they belong to and are expressed independently of the perspective of the holder, for example. Separate meaningful terms exist for leg labels as seen from the perspective of one or other party but these are not to have other, contractual terms, which belong in the set illustrated above. 
A leg is defined as a "Side" of a transaction and as such it represents the commitment by one party to the other party to exchange something for something. A leg is often, but not necessarily, a cash flow stream. It may also be a strike, in statistical swaps where a single payment is netted out at the end of the contract. This is why a leg need not equate to a cash flow stream. 

Every swap has 2 legs (i.e. commitments) but what they are depends on what assets are underlying, if any. Sometimes the other leg is implied, so we call it a strike leg. Sometimes it is a realized statistic. The common feature is that it is a commitment from one party to the other. 
Types of leg include (these are the embodiments of kinds of commitment):

· Asset Return legs - defining the return(s) on an underlying asset

· Payment Legs - defining an agreed payment amount or stream of payments without reference to some underlying (may be used as funding leg to get into a deal)

· Interest Leg: Defining a stream of interest payments defined in relation to some underlying interest rate (may be used as a funding leg of a deal or may be part of an IR Swap). 

· Strike Leg: abstract leg in which the parties agree to a strike price which is netted out against the outcome of the other leg at maturity

For comparison, here is the above material as it appears at the end of today's review (figure 2). Note that we started with some legs that are assumed to be duplicate, for the purposes of eliminating these at review - for example "Floating Funding Leg". 
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Figure 2: Swap Legs taxonomy at end of review (some actions to do)

Review Summary

This week I have tried to summarize the basic decisions we made and areas of consensus, along with open actions. The detailed notes made during the review session are in the next section, for ease of reading. 

As noted in the "Model Development" section above, the following areas were looked at in more detail: 
· Interest Rate Swaps

· Dividend Swaps
· Statistical Swaps (renamed)

· Floating / Interest Legs

· Loans underlying

Overview

First, we identified the taxonomy of types of "Product" in FpML. The aim is to be able to have a class of "Contract" and a corresponding class of "Transaction" for each of these products, and possibly others. These products are to be defined in terms of what leg structures they reference - in most if not all cases this should provide the information that distinguishes one such Product from another. Recall that in the semantic framework, all distinct classes of "Thing" are distinguished from one another by the facts that make them distinct. 

This is a difficult exercise for swaps because at its simplest a Swap can be just about anything. One could create a perfectly good semantic model in which we leave it at that. However, there is value in distinguish recognized classes of Swap "Product" where these are recognized as such in the industry. We used the FpML structure as a guide to this. 

FpML Products Taxonomy

This is shown in full in Appendix I. Of interest in the Swaps world are the following: 

· Single and Cross-Currency Interest Rate Swap

· Forward Rate Agreement

· FX Resetable Cross-Currency Swap

· FX Swap

Listed Under "Return Swaps":
· Single stock swaps 
· Basket swaps (i.e. swaps with multiple underlyers);

· Swaps that have a different types of underlying assets (equity, index, mutual funds, exchange-traded funds, convertible bond, futures), or a combination of these;

· 2-legged swaps with a combination of an equity leg and a funding leg, as well as swaps that either have only one leg (e.g. fully funded or zero-strike swap) or multiple equity legs (e.g. outperformance swaps);

· Total Return Swaps, a type of swap in which one party (total return payer) transfers the total economic performance of a reference obligation to the other party (total return receiver).

· Swaps that have specific adjustment conditions, such as execution swaps or portfolio rebalancing swaps;

· Swaps that involve the exchange of principal cashflows;

· Swaps that have inital and final stubs;

· Swaps which can be represented as Transaction Supplements under ISDA Master Agreements;

· Trigger swaps, in which equity risk morphs into a fixed income risk once a certain market level is reached, may be supported in a subsequent release [of FpML 5.0].

These, along with the remaining (non Swap) OTC derivatives have all been placed in distinct sections in the Semantics Repository according to their type of underlying. We have focused on Equity Swaps (and more recently on IR Swaps) in order to get the overall Swaps structure agreed. 
Therefore each of these kinds of swap must be defined according to what kinds of leg structure they have. We have tried to create a taxonomy (that is, a hierarchical view) of the types of "Leg" structure, rather than having each of these simply as "Leg", since that did not seem to make sense. However we want to avoid creating technical-looking structures that mean nothing to the business domain. 
FpML IRD Swap Details
In FpML it should be noted that the IRD schema has a list of interest rate products (options, forward and so on), one of which is simply "Swap". That is, there is no "IR Swap" structure in the FpML schemas. 

Comment: This is one of the earliest and purest of the FpML schemas, and should be respected as a clear view of how things should be. The other, more complex types of swap were added in subsequent revisions. 

Consensus: The most general kind of swap is where you swap one stream of interest payments for another, and is the FpML product "Swap". We have been calling it IR Swap to distinguish it from the rest. 

Note also that within this structure are terms for the "Principal", specifically "Principal Exchange", where the principal of some underlying loan may (optionally) be exchanged. In reality this would happen only if the loans are in different currencies, otherwise there is no reason to do this. 

Note also that in this FpML "Swap" structure, the (typically) two legs are defined as kinds of "swap stream" which are in turn defined as types of "interest rate stream". 

Review and Consensus

Summarizing the detailed notes which are given in the next section of these notes as well as notes made at previous Swaps reviews from 24 Feb to 17 March. 

At the most general level, all swaps are contracts which embody a transaction, and all transactions consist of two sets of commitments, each with detailed terms defining those commitments, which may be cashflows or some commitment to settle against a strike amount, for example. All terms in the Swaps part of the model are specializations of those fundamental concepts. The fundamental concepts apply to all transactions not just swaps and not just OTC derivatives instruments. The formal definition of different sets of terms allows us to create formal classification hierarchies of "types" of swap transaction, to arrive at meaningful and usable definitions for the Swap products recognized in the industry, and specifically the products identified as such in the FpML schemas and literature. 
Asset Swaps

Swaps, like all derivatives in the model, are classified according to the kind of underlying, while being modeled structurally according to the nature of their components. One classification of swaps is the Asset Swap, where the cash flow on an asset is one of the benefits exchanged in the swap. 

These are more commonly referred to as Return Swaps since they give a return on an asset. However, there are also Return Swaps on commodities, so not all Return Swaps are classified as asset swaps. 

Asset-based Return Swaps may have a single asset underlying, a basket of assets (defined for the product individually) or an index. 

Asset Swaps typically involve swapping the return of the asset for some agreed payment but in principle at least could involve the exchange of assets in both legs. 

Total Return Swaps

One kind of Return Swap is the Total Return Swap. This is where the total return on the asset is exchanged, rather than just the cashflow. The additional return consists of the appreciation or depreciation in value of the asset. 

In the case of Commodity Swaps, this is the only return on an asset, since commodity assets do not yield cashflow streams. 
Dividend Swaps

There appear to be two kinds of swap in which dividend streams are exchanged for something. In one type, this is simply the return on an equity asset (a Return Swap), with periodic dividend payments. This is what is defined as a Dividend Swap in FpML. In the other, the dividend payments are netted up against a strike. 

The type of Dividend Swap defined as such in FpML is semantically a return swap (note: not total return swap), giving the holder the dividends on the asset. These are modeled in terms of expected payment dates and periods along with additional events and treatments, with detailed terms as defined in FpML.
Interest Rate Swaps

These are swaps in which two interest rate streams are exchanged. The type of leg is not unique to this, as interest rate legs may be used in other products for example as the payment leg for a return swap. 

IR Swaps are distinguished from one another by how the two legs differ, for example whether they have different tenor, different currency, fixed versus floating and so on. 

Meanwhile swap legs in which floating, variable payments are made, may be pegged against an interest rate as part of an IR Swap, pegged against the same kind of interest rate as the payment (fee) leg of another kind of swap, or they may be the return on a bond in an asset return swap with a bond underlying. The structure is the same when the intent is different. 
Loans underlying

Most interest rate swaps are entered into as a result of the party holding a corresponding loan. The principal is relevant to this, and is redefined in the Swap contract, as the Notional. This may or may not actually be exchanged.

This is also why fixed interest payment amounts may be expressed as percentages, that is they are a percentage of the notional. 

Single Settlement Swap
These are a kind of swap in which a value is netted up over the life of the contract and paid against a strike. They are now called Single Settlement Swap, since this is what defines them. There is no equivalent common term in FpML. 

There are two kinds of leg for this. A leg represents a commitment, and while most swap lags are a commitment to a series of payments of some sort, this is not the case for the fixed leg for this kind of swap. We have called this the Strike Leg, and it is distinct in its terms and nature, from fixed legs that are swap payment or fee legs. 

The other kind of leg for these is a leg where such a value is netted up. This we have decided to call a Realized Variable Leg. There is no corresponding term in FpML, as there is no common semantic or set of common terms for correlation swaps and variance swaps.
These swaps include statistical measures such as Correlation, as well as the kind of dividend swap which involves the netting up of dividend returns on an asset. 
Correlation Swaps, Variance Swaps, Dispersion Swaps and Co-variance Swaps are all based on the price performance of the underlyings. From a definition and contractual point of view they describe facts related to the prices of the  underlyings; from an investment point of view they give the investor the means to hedge against movements in those prices and provide some degree of control over volatility. The model focuses on the contractual terms and how things are defined, not why they are entered into. 

Correlation Swap

This is based on a measure between two underlying securities, indices or baskets. Therefore there are essentially two "Underlyings" for this leg, not one. 

There are also correlation swaps on Fx as well as on asset prices. 

Variance Swap

This is based on the variance of one value over time, calculated on a daily basis and netted up at the end of the contract, and so has effectively one underlying, unlike the Correlation Swap. 

Dispersion Swap

This was added at review and is not identified as a separate kind of product in FpML. Agreed that this is also a single settlement swap, and that the two things which are compared are not two separate legs, but two underlyings for the leg (generally, a comparison of an index and a basket of constituents from that index). This is similar to the correlation swap structure. 

Covariance Swap

This was also added as another kind of swap at review. However, co-variance is really a kind of measure of correlation. This may need more work. 

Forward Rate Agreement

Having defined a common type of swap which has single settlement against some variable, it become clear that this was also a description of a Forward Rate Agreement. Previously it had not been clear how to classify these. 
Payment legs
There are types of swaps in which one party pays to get into the deal. Regardless of whether payment may be fixed or may in principle be a floating amount. This will be a leg with terms for when payments are to be paid and how much they are or how they are to be determined. 

Clearly, if the payment is a floating amount, this is by definition pegged to some rate. In this case, the sequence of regular payments looks the same as the payments on an interest rate swap, but exist for different reasons. Specifically, the index against which a floating payment leg floats is not the underlying of the swap as a derivative. 
The model does not define leg structures in terms of why they are used, but rather in terms of how they are structured, since it is the detailed contractual terms that are of interest in the model not the holder's reasoning.
Return versus Funding Legs

A completely separate way of viewing swaps is from the point of view of one or other party. The terms "Funding" and "Return" in this context are meaningful if defined in relation to the holding party, but these are not mutually exclusive with any of the terms described above, and have no contractual or cashflow terms and definitions. These have been included in the model so that this meaning is modeled, but are not presented in the same diagrams as this would be confusing. 

Corporate Actions

There are possible effects from corporate actions for any swap which has an asset underlying, including those with basket underlying. Statistical swaps such as correlation or variance swaps, and return swaps on single or multiple assets, may each be impacted in different ways by corporate actions, and will each need formal terms setting out what happens to the contract in the event of such actions and how to process them. This may be anything from early termination of the contract, to some adjustment to agreed measurements or replacement of basket constituents. 
Detailed Review notes

As usual, notes made on the day are indented, to distinguish from additional clarifications made in this report. These are roughly in the order in which they were made. 
Single Settlement Swaps

Strike Leg

Diagram note modified
[previous note] Statistical Swap doesn't have a Funding leg. The fixed strike is equivalent to the Funding Leg so there is no Funding Leg. 

[added today] This is also referred to as a Fixed Leg but is not the same structure as a fixed "Funding Leg". 
Consensus: In the context of the single settlement swap (statistical swap etc.), this is referred to as "the" fixed leg. However, it has nothing in common with the kind of leg defined as a "funding leg" or "payment leg" or whatever, which is a stream of payments paid to get into a deal, and which might be fixed. So although this often gets to be called "Fixed Leg", it has no relation to the "Fixed Leg" elsewhere in the model. 

Action: Add "Fixed Leg" as a synonym to this class. This is a heteronym for fixed funding legs but there is no way of identifying heteronyms.

Dispersion Swap

Dispersion Leg

Dispersion Swap was not in the original FpML-derived set of "Products", and was added at review on 24 Feb. A Dispersion Swap is something which measures the statistical measure of "Dispersion" between two things: The value of an index, and the value of a set of instruments which are in that index. The example given was the dispersion between the top "n" constituents of the index, and the index itself.

When we originally came up with the we modeled this as something with two legs, one of which had the index as the underlying, and the other of which had the chosen constituents (as a basket of these) as the underlying. This was presented for review and at the time it was agreed that these were indeed the two "legs" of the Dispersion Swap. 

However, since agreeing on this, we have done a lot of work on these "Statistical" (single settlement) swaps, and it no longer feels right that these are modeled in this way. It was from that point that we started to address the question of why the correlation Swap only had one leg - a question that has since been resolved by the concept of a "Strike" leg as a fixed, abstract leg that corresponds to a commitment (as per our upper model) but does not correspond to a payment stream.

So surely they are a kind of "Statistical" single settlement swap? 

Consensus: Yes, they are. They are in effect a Correlation Swap (being the correlation between the index and the basket of chosen constituents of that index). 

Action: Model as a special kind of Correlation Swap, with the above details. 
Discussion
Diagram Note (pointing to Dispersion Leg and Correlation Leg):
Effectively a Dispersion Swap is a kind of Correlation Swap because it's the correlation between the index constituents and the index. 

Structure: 

1 strike leg (fixed)

1 realized dispersion value

Netted up the end. 

Consensus (noted in one leg for now): 

Aren't really legs

Noted that where we had defined these as two separate legs (and agreed by consensus), this is no longer accepted in the light of the current model, which is clearer. 

Action: Remove and remodel. 

Note also that there is an open action to deal with the one-underlying versus two-underlying distinction between variance, correlation etc. swaps, and this should fit in to that. 

Loans Underlying
The reason for entering into a swap is often (but not always) in order to exchange the interest terms of a loan that you hold, with the interest terms that someone else holds. 

More widely, the following note captures why different parties might enter in to Swap deals: 

Diagram note on the whys and wherefores of Swaps:

Tend to do it first and name it later. So it makes more sense to look at the structure of the swap leg, and then wonder what to call it. 

So this is consistent with the idea that we have a single kind of swap leg, but these might be given different names depending on what kind of deal they are used in. 

In general you are swapping a risk - e.g. swapping a floating rate which can go up or down versus a fixed rate which is constant. In each case you are swapping a floating (therefore risky) things, for a less risky (e.g. fixed) thing. So you are giving that risk to another person. 

So you create these things to mitigate risk, and then someone thinks of what to call it afterwards. So you are swapping one risk characteristic for another 

Q: Then again there are other risks e.g. ccy? 

A: Yes. Then you might swap floating floating, as the risk is not in the floating of it but in the ccy or market.

Also may not always be a risk e.g. you may need that ccy. What is risk for one party might not be risk for another.

Then, the question we looked at last week was whether we need to model the loan itself. The interest terms that are swapped are themselves the terms of a loan that the holder holds, but in terms of the legal definition of the Swap as a contract, they are presumably defined separately for that contract, and just happen to be the same as the loan terms, i.e. the swap contract may not make explicit reference to the loan? Or does it? That was the question addressed here: 

Diagram Note:
Do you define the loan? Not in the swap. You define 5% of the notional - whatever the notional is. Notional is always defined on a swap. e.g. 5M. 

Looking at a swap

Exchanging two loans - the loan principal becomes the notional amount of the swap contract. In a straight IR Swap it would be a notional amount as they are equal and offsetting. 

If in different ccys then you may settle the principal. You may agree not to settle the principal. But usually you would. 

Principal exchange is where the actual principals of the loans that the two parties hold, are exchanged. This would happen because they are in different ccys. 

If you are swapping in the same ccy then typically you would not exchange the principal, typically. 

Consensus:Yes. 

With Asset Swap you swap an underlying bond - not the same thing.

Summary: 

The loan is relevant, even if it is not referred to explicitly. What happens is that the loan principal becomes the "notional amount" of the swap. This answers the practical question of whether a "Fixed" leg which is an "Interest Leg", may define fixed interest in percentage terms. My worry was that this is meaningless if you do not have something about the underlying loan amount. That problem is deal with in that the loan amount becomes the "Principal" amount for the Swap Contract, whether or not this principal is exchanged. Therefore fixed interest can be specified as a percentage amount in a Swap contract (it is expressed as percentage of Notional Amount). 

Further, the principal may in fact be swapped. In practical terms, this is likely to happen if the swap legs are in different currencies. If they are not, there is no reason to do so - however, it is not necessarily the case that they cannot be swapped. 

The corresponding term in the FpML schema for Swap was found. It is the term "principalExchanges" in the structure "swapStream" (itself a child of "interestRateStream", and is included in the structure "Swap" in the IRD schema. 
There was formal consensus on this view. 

Additionally it was noted that this relates to what we have been calling Interest Rate Swaps specifically, where you swap two interest rate streams precisely because they are the interest rate streams on a loan helpd by one or other party. This does not in any way relate to the case where one party holds a bond or other debt instrument and wishes to exchange the principal cashflows from this. This is modeled under "Asset Return Swap" and is a return swap (total or otherwise; total return adds the price performance to the interest performance). In the case it's like the opposite of an IR Swap: instead of swapping the interest you need to pay on a loan, you are swapping the interest you are receiving on a debt instrument, which is a loan to someone else. 

Dividend Swap

Types of Dividend Swap

Addressed the question of "Dividend Swap" as implied in the FpML definition (a stream of dividend payments with dates, like a Floating Leg), versus Dividend Swap as defined for single settlement. 

Diagram note
Are there two kinds of Dividend Swap?

Single Settlement Swap. This is a swap where there is a single settlement at the end of the contract 

This also includes Fx swaps which are exchanging txns at different dates but settle on the same day. not seen this term used generally in the market place but if we are to categorize these variance swaps, correlations swaps and so on, this is a term we can use. If you are ... then not addressing the value of the underlying asset but the variability of a measure. You are saying "I will pay based on the XXX where XXX = Variance or something else - using this as a surrogate and using this to get a theoretical value of the price, e.g. rather than use Black Scholes you decide to use the variance (or other such thing) in place of that. 

with the dividend Swap (of this type), ou would use the dividend in this way. So you have the variable dividend rate and the Strike (expected) dividend rate. 

Consensus: It seems we have a usable name for these things we have been (reluctantly) calling Statistical Swaps and Realized Statistic Legs. Rename(d) as single Settlement Swap and Realized Variable Leg. 

Diagram note
Could also have dividend swap with multiple legs, but that does not seen to be all that common. 
Single Settlement Swap - renamed

Was "Statistical Swap". Problematical because we had included the type of Dividend Swap as described by OTPP a couple of weeks back, where the dividend performance is netted up at the end of the contract and paid (or credited) against a pre-agreed strike in the (fixed but abstract) Strike Leg. 

We agreed new names which correspond with the actual criteria that we are modeling here (the alternative was to have all these legs hanging off "Strike Leg" directly, which didn't seem right). 

No change in definitions. 

The floating or variable leg (previously called Realized Static Leg) of this was also renamed, since what is realized is always realized but not always statistical. 

Realized Variable Leg - renamed

Renamed. No change to notes. 

Action: Update note to reflect that this is not just the realization of a statistical variable (such as Correlation or Variance) but may also be the realization of any variable which is netted up and paid as one single payment against a strike. That is, the variable leg of any Single Settlement Swap, including a Dividend Swap when this is structured in that way. 

Forward Rate Agreement

As per notes elsewhere, this is also a sort of Single Settlement Swap. Now that we have a general class of Thing which is a single Settlement Swap, encompassing the Correlation / Variance Swaps, Dispersion Swaps and also the (single settlement) Dividend Swap, there is no reason why a FRA should not be treated as part of this grouping. 
Looked for it in the model - found. We had already set down each of the types of swap and other OTC product that was in the FpML Products Taxonomy, in sections according to their underlying. So this one was in the "Rate Based OTC Derivatives" section. It lacked a parent as I was not sure what sort of "Thing" it should be. 

Consensus: Should we define this as a kind of Swap? All agreed, though perhaps hesitantly. At least, swaps are a kind of contract which is bilateral and which embodies a transaction, and all agreed that the FRA is also such a thing. Accordingly it was added to the Swap taxonomy (Parent = Swap Contract). 

Action: Model this in the context of "Single Settlement" transactions. Add Transaction type for this, if distinct. 

Forward Rate Agreement Contract
Comes on top of the discussion on Statistical / Realized Value swaps and swap legs. 

Diagram note
FRA: One of the interest legs would be a realizable variable. A FRA is a single leg interest rate swap. So one leg of a FRA is not really a floating leg because it hardly floats. 
Return Swaps

Dividend Leg in context of Dividend Stream Leg Structure
Given the Dividend Swap defined above for Single Settlement, we now needed to go back to the "other" dividend Swap, as defined in FpML (and with the terms currently in this model). Removed it from the "Realized Variable Leg" grouping, since the term currently modeled as Dividend Leg already has the FpML terms in it. Discussed its fate. 
Diagram Note

If this is a floating set of returns on an underlying Equity asset, then this belongs to the Return Swap. [MB Question / suggestion]
Diagram note

If you were swapping a dividend stream against a floating leg, then you would have what is in effect a Basis Swap, in that both legs would be floating. 

Typically would have fixed amount in a dividend swap. Given they are unknown you are swapping for something you know you are going to get. 
Summary: seem to agree that there is a kind of swap as described in FpML and modeled here, where there is a floating leg which is based on dividend (rather than interest) payments of an asset, namely an equity asset. Noted that this would usually (but not necessarily) be set against a payment or funding leg in which fixed amounts are paid, so that you are exchanging fixed for floating, as most swaps are, and thereby managing the risk implied in that floating. Howeer, there are also derivative swaps like this where the funding leg could also be floating (our "floating leg as a funding leg" phenomenon). And if this happens we would call it a kind of Basis Swap, though not the most typical of Basis Swaps. 

Action: we really need a meaningful definition of "Basis Swap" as it keeps cropping up. From the above it clearly is not (exclusively or by definition) a sub-type of Interest Rate Swap, as currently shown. 

Another note: A dividend Swap would normally be based on the dividends returned from a whole index, not a single swap. So this is a return swap but not a single asset return swap. The underlying is usually (but not necessarily) an equity index. 

Note that the above all seem to fall under the FpML definition of "Return Swap" - see FpML Taxonomy which has a list of products prefaced with "The scope of this FpML representation for return swaps is to capture the following types of swaps that have equity-related underlyers".
Total Return Swap v Return Swap
Given a wide range of swaps called Return Swaps which are based on the return of an underlying security asset, there is one specialization of these in which not just the return but the "total return" is included in the swap stream payments. The difference (as per the Wikipedia article referenced in last week's notes) is that it includes the appreciation or depreciation of the value of the underlying, as well as the return on interest / dividends. Note also that there are commodity Swaps in which the only real return is the appreciation or depreciation - in fact these have a negative aspect in the form of storage costs, which must be outweighed by the capital appreciation of the commodity asset. 
Diagram note
Total Return Swap versus Return Swap

TRS: Swap a fixed rate for the total return on an asset. 

Dividend Swap (as Return Swap, as per FpML) is full dividend versus fixed rate. 

Labeling: 

Return Swap

Partial Return Swap

(not a TRS). 

Definitely could set up a swap where you swap just the dividends, for a funding leg. Would typically be the dividends on a index not a single stock. So you are getting the returns on an index versus a fixed rate. 

The other leg is typically a fixed leg but in principal you could have it floating. 

Appendix I - OTC Derivatives Product Taxonomy

From FpML documentation.
FpML Product Taxonomy

1.7.4 IRD Scope 

In FpML 5.0 Third Working Draft the following Interest Rate Derivative products are covered:

· Single and Cross-Currency Interest Rate Swap

· Forward Rate Agreement

· Interest Rate Cap

· Interest Rate Floor

· Interest Rate Swaption (European, Bermuda and American Styles; Cash and Physical Settlement)

· Extendible and Cancelable Interest Rate Swap Provisions

· Mandatory and Optional Early Termination Provisions for Interest Rate Swaps

· FX Resetable Cross-Currency Swap

1.7.5 Credit Derivatives Scope 

In FpML 5.0 Third Working Draft the following Credit Derivative products are covered:

· Credit Default Swap

· Standard Coupon Credit Default Swap

· Credit Default Swap Index

· Tranche on Credit Default Swap Index

· Credit Default Swap Basket

· Credit Default Swap on a Mortgage

· Credit Default Swap on a Loan

· Option on Credit Default Swap

· Credit Event Notice

1.7.6 FX Scope 

In FpML 5.0 Third Working Draft the following FX products are covered:

· FX Spot

· FX Forward (including non-deliverable forwards, or NDFs)

· FX Swap

· FX Options (European and American; barriers, digitals, binaries, average rates; cash and physical settlement)

· Option Strategies (multiple simple options)

In addition, support for the following money market instrument is also provided:

· Term Deposits

1.7.7 Equity Derivative Options and Forwards Scope 

The EQD Products Working Group has extended the FpML standard to cover the following Equity Derivative products

· Broker Equity Options;

· Long Form Equity Forwards;

· Long Form Equity Options;

· Short Form Equity Options represented as Transaction Supplements under ISDA Master Confirmation Agreements.

1.7.8 Return Swaps Scope 

FpML provides generic Return Swaps support including "long form" Equity Swap representations, as well as Total Return Swaps. A separate product element called equitySwapTransactionSupplement supports "short form" Equity Swap Transaction Supplement.

Return-type Swaps have 1-to-many Legs, all of which must be derived from the ReturnSwapLeg type. Instances of Legs are returnLeg, interestLeg. Other Leg types may be derived from ReturnSwapLeg at will, to allow for private extensions to support whatever type of Generic Return Swap is desired.

The scope of this FpML representation for return swaps is to capture the following types of swaps that have equity-related underlyers:

· Single stock swaps as well as basket swaps (i.e. swaps with multiple underlyers);

· Swaps that have a different types of underlying assets (equity, index, mutual funds, exchange-traded funds, convertible bond, futures), or a combination of these;

· 2-legged swaps with a combination of an equity leg and a funding leg, as well as swaps that either have only one leg (e.g. fully funded or zero-strike swap) or multiple equity legs (e.g. outperformance swaps);

· Total Return Swaps, a type of swap in which one party (total return payer) transfers the total economic performance of a reference obligation to the other party (total return receiver).

· Swaps that have specific adjustment conditions, such as execution swaps or portfolio rebalancing swaps;

· Swaps that involve the exchange of principal cashflows;

· Swaps that have inital and final stubs;

· Swaps which can be represented as Transaction Supplements under ISDA Master Agreements;

Extraordinary Events terms have been incorporated, to take into consideration the release of the 2002 ISDA Definitions for Equity Derivatives.

Trigger swaps, in which equity risk morphs into a fixed income risk once a certain market level is reached, may be supported in a subsequent release.

1.7.9 Syndicated Loan Product Scope 

The Syndicated Loan Business Working Group collectively decided to focus on designing one-way borrower-centric notifications. These notifications comprise most of the manual traffic that both agent banks and lenders must process on a daily basis.

The Syndicated Loan Working Group extended FpML to cover:

· Syndicated Loan Notifications between Agent Bank and Lenders, including: 

· Facility Level Notifications 

· Scheduled Principal Repayment Notice

· Unscheduled Mandatory and Voluntary Principal Repayment Notice

· On-Going Fee Notice

· One-Off Fee Notice

· Letter of Credit Balance Notice

· Letter of Credit Termination Notice

· Letter of Credit Issuance Notice

· Pricing Change Notice

· Repayment Notice

· Rollover Notice

· Loan Contract Level Notifications 

· Drawdown Notice

· Rate Set Notice

· Interest Payment Notice

· One-Off Fee Notice

In order to fully describe the notifications, it was necessary to design the following supporting object types, all of which are embedded within various notification types:

· "Short-form" Product Definitions. These are summary objects which, in the future, will form the foundation for defining the 'long-form' loan product: 

· Deal Summary

· Facility Summary

· Loan Contract and Letter of Credit (Funded and Unfunded Loan) Definitions. These objects describe the value of outstanding loan contracts at a given point in time. The outstanding loan balance fluctuates over the life of a facility. There are two variations designed: the short-form summary and the long-form version of the loan contract: 

· Loan Contract Summary

· Loan Contract

· Letter of Creditt

· L/C Summary

· Lender Position Definitions. These objects describe the amount of a facility and loan contract that a single lender owns at a given point in time: 

· Facility Commitment Position

· Loan Contract Position
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