Response to Cancellation of Post Trade Events

Andrew Parry

JP Morgan Exotics and Hybrids

Chair of ISDA/FpML Equity Derivative Working Group

>> Marc Gratacos: my answers in red.

>> Andrew Jacobs: my answers in blue

>> Lucio Iida: my answers in green

Introduction

Contract Notification messages were introduced to cover the requirements expressed for Phase 1 of the FpML on SWIFT initiative, which are solely communication of historic facts regarding contracts

>> LI: Like in any history the recorded events -- I would stop short of calling them facts -- can be incorrect/incomplete.  Thus, they should be subject to revision, including cancellation, e.g. via a ContractCancelled.
The IM Custodian working group has expressed the need to explicitly have messages for cancelling the previously sent contract notification, which raises the issue of when the recipient is expected to act on receipt of a historic fact regarding a contract, such as the contract being cancelled. The proposal states “Custodian is expected in all cases to act on the notification”, but the Cancellation of Post Trade Events introduces large and ill defined do/undo functionality 

>> MG: I am not sure why a Create/Modify/Cancel pattern fitting the required functionality is ill defined.

>> AJ: The contract notifications represent an instruction to in some way adjust a contract on an effective date. The act of negotiating the instruction is ‘historic fact’ but the actual execution of the instruction MAY BE a future action (e.g. to be performed sometime after the instruction has been sent). As a consequence it should be possible to issue corrections or cancellations to the original instruction without needing using the idea of compensating transactions.

The simplest analogy I can think of is a hotel room booking. Having made room booking (e.g. ContractCreated) I can change the date, type of room, cancel etc. right up until the date that I’m supposed to stay (‘instruction execution’). After then my booking is ‘executed’ and I’m financially liable regardless of whether I actually stayed or not. If I was to receive a refund for not staying it is likely that it would have to be negotiated and take into account some administration fees (like a termination).

Once the instruction is executed correction and/or cancellation should not be possible and a compensating transaction would have to be issued. When we expand the message set in a future phase it would be possible to include reverse flows for status information (e.g. notification of actual instruction execution) and error conditions (e.g. rejection of corrections to executed instructions).

>>LI: While the functional purpose of the cancellation messages is clear, I think the usage guidelines should be drawn by the user community’s working groups, each at the level of detail appropriate to their scope.
The illustrated scope is in fact wider that the cancellation of post trade events, and includes the correction of prior incorrect versions of events through overloading message types and conversationId

There is confusion between how systems communicate, and the resulting accountancy treatment. For example a decrease could have an offsetting increase, which would be the functional equivalent of cancelling the decrease

>> MG: All IM-Custodian participants have expressed the need to distinguish between notification of events and corrections to these events. They have different accountancy treatment and a distinction should be made at the message level. The original proposal was based on “offsetting” events as Andrew describes. This assumption doesn’t match their current processes and systems and that’s why they had to make the use of conversationId to make that distinction between an event notification and a modification of that event and that’s why now they request the introduction of a cancellation message for each event.

>>AJ: If the accounting entries are made on the effective date then issuing a correction to a previous instruction before this date will have the intended effect and will probably simplify the onward messaging and accounting treatment (e.g. correction to a future increase will still only result in one onward payment message rather than one for the original and a further one for the correction).

The design intention of these messages was that the recipient would take immediate action, unless a scheduled date for the action was supplied, expressly to avoid the situation where a transaction is undefined, and to avoid “un smash bottle” situations, where the recipient has already acted on information provided

>> MG: As I understand it is still not (currently) a process connected to the confirmation process of the trade so it may require manual reintroduction of the trade data, needing modifications and cancellations of that data. In my opinion, we may design an ideal trade lifecycle process where everything is fully automated and processes are interconnected, but we may encounter that nobody can use it.

>> AJ: The bottle may not yet be smashed. Increase/Terminations/Novations all contain mandatory effective date and new trades have a trade date so the scheduled date should always be known.

>>LI: In my view, these are implementation problems that can be avoided or moderated by defining “best practice” usage guidelines once a working set of messages that includes the proposed notification cancels, is made available.   
These issues will be explored by answering some of the questions already raised in discussion, and by several usage scenarios

Co Ordination Minutes 03 Dec 2007

1.a) “Theoretically, in FpML you could send multiple messages for the same event”

The FpML Standard makes a clear distinction between a technical token, such as messageId to identify a message, and a business token, such as contractId, to identify a contract. The messageId will be unique per message, and be drawn from a number fountain or similar source, whereas a business token, such as contractId, will be used in multiple business messages

>> MG: Yes, and I think that’s how IM-Custodian members plan to implement these messages, a unique message id per message.

1.b ) A message per event cancellation has been introduced

See comment on message content in following section 1.c )

1.c) Each message includes optionally the event which has been cancelled

This means that you the recipient has know way of knowing what transaction you are attempting to undo, consider for example if you have two partial terminations scheduled for the same day

>> MG: Since in the Contract Notification messages there wasn’t a way to correlate multiple actions for a single event (no eventId is present), the distinction of two partial terminations has been implemented using the conversationId. Two distinct partial terminations scheduled for the same day would belong to two separate conversations. As I noted in an email sent to the Coordination Committee:

“There is some implementation feedback regarding the use of conversationId and lack of event id that may be useful for the messaging task force.” For business events, if a Create, Modify, Cancel business process pattern is introduced, there is a need to correlate these actions to the event so the use of an eventId may be more appropriate. FpML still needs to define when and how conversationId should be defined. The IM-Custodian Group is not going to define the messaging framework.

ConversationId, Message Overloading

From the table provided on page one

The proper scope of conversationId is weekly defined in FpML. From the sample values provided, it appears that the scope of conversationId in this proposal is that of simple message exchange pattern, such as contract created. In fact the same conversation id is used for

· Contract creation, and amendment of prior incorrect state of creation using conversationId “CNV001”. Has the contract in fact been created more than once?

· MG: No, it simply has been modified. A single contract exists and the contractId remains the same. The version of the contractId increases.

· Contract increase, amendment of prior incorrect state of increase, and cancel of increase, version of increase unknown, using conversationId “CNV078”

Primary Identifier

In FpML all identifiers are equal; it does not have “primary”, “secondary”, “tertiary” … identifiers

>> MG: Agreed, this table is extracted from the SWIFT CUG Rules, which is a specific implementation of the standard. It shows an example but it doesn’t imply that we have a specific element for primary identifiers. I’d recommend you to see how the use of identifiers and schemes is defined in that document distributed to CUG Participants. You’ll see it’s consistent with FpML. It follows the direction defined by the FpML Standard. Extracted from the FpML Specification:

Recipients may choose to process a single trade identifier. In that case, participants must agree which system source is relevant, and ignore the others. Participants must exchange the tradeIdScheme values that are going to be relevant for processing. In the example above, the recipient may keep the trade id of ‘http://www.investmentmgm.com/coding-scheme/trade-id’ and ignore the other trade id. 

I think that’s how members of the group are planning to implement it.

Version Effective Date

Version Effective Date is a Date, not a DateTime. Are you proposing that in the absence of effectiveDate, the recipient should understand that the message is for immediate action, instead of scheduled action?

>> MG: You are right. I missed the presence of the version effective date element within the contractId. I’ll update the table accordingly. However, I think cancellations should be understood for immediate action. I’d like input from im-custodians on this.

>> MG: Please notice that the effectiveDate of the event (not the version effective date) is required for all contract event notifications (not cancellations).

Structure of the Messages

The transaction you are attempting to undo is always left optional, which will cause an issue should the transaction not be scheduled, committed, or should multiple transactions of the same class be schedule for the same day, such as two partial terminations

>> MG: as I understand it’s left optional because having the conversationId and contractId is enough to correlate the event transactions. There was some discussion about this in the IM-Custodian group. The optional element is provided as requested by some recipients of the messages to help manual process of these cancellations. In the short-term, there may be some manual process involved in processing these messages. That’s why it was introduced. In a fully automated processing, we wouldn’t need the optional transaction.

Usage Scenarios

>> MG: The effective date is a required element for all events termination\effectiveDate, novation\novationDate, increase\effectiveDate. Take a look at the schema.

“Bring back the dead”

Day 1: Contract Created

Day 2: Contract Full Termination, no Effective Date 

Day 100: Contract Full Termination Cancelled

Would you allow this? When is the recipient expected to act? What is the outcome?

>> The Effective Date of the Contract Full Termination is a required element. It will always be present.

>> MG: Would we allow cancellations if the effective date of the event has passed? I’d like input from im-custodians members on this but if we do, then we would allow this.
“So good we partial twice”

Day 1: Contract Created

Day 2: Contract Partial Termination, Effective Date Day 10

Day 5: Contract Partial Termination, Effective Date Day 10

Day 10: Contract Partial Termination Cancelled 

What is the order of evaluating the messages on Day 10? What is the outcome?

>>MG: which one are you cancelling? With the conversationId you should know which specific ContractPartialTermination event you are cancelling and you should act accordingly rolling back the appropriate transactions.

>>MG: Some of the im/custodian participants expressed that they may have limitations in cancelling the first ContractPartialTermination event if a second distinct event has already been processed. This shouldn’t be the recommendation from the standard as comment made by Pierre Lamy and added to the Coord minutes.

“That conversation never happened”

Day 1: Contract Created, size 100

Day 5: Contract Increase to 110, Effective Date Day 6, conversation 92

Day 6: Contract Increase Corrected to 105, no Effective Date, conversation 92

Day 10: Contract Increase Cancelled, no Effective Date, conversation 92

What is the order of evaluating the messages on Day 10? What is the outcome?

>> The Effective Date of the Increase is a required element. It will always be present. I assume you will have: 

Day 1: Contract Created, size 100

Day 5: Contract Increase to 110, Effective Date Day 6, conversation 92

Day 6: Contract Increase Corrected to 105, Effective Date Day 6, conversation 92

Day 10: Contract Increase Cancelled, No Effective Date, conversation 92

If we allow cancellations once the effective date has passed, then, the outcome is rolling back transactions to ContractCreated, size 100.
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