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STANDARDIZATION AND MANAGEMENT 
OF OVER-THE-COUNTER FINANCIAL 

INSTRUMENTS 

CROSS-REFERENCE TO RELATED 
APPLICATIONS 

[0001] This application is a divisional of US. application 
Ser. No. 11/852,445, ?led Sep. 10, 2007, Which claims the 
bene?t of priority from US. Provisional Application No. 
60/825,35 l, ?led Sep. 12, 2006. The content ofeach ofthese 
applications is incorporated herein by reference for all pur 
poses. 

TECHNICAL FIELD 

[0002] This patent generally relates to processes and meth 
ods of managing and clearing ?nancial instruments, and more 
speci?cally to standardizing, managing and clearing over 
the-counter products such as interest rate sWaps. 

BACKGROUND 

[0003] Over-the-counter (OTC) derivative products, such 
as negotiable ?nancial instruments, generally refer to custom 
tailored, negotiated contracts such as, for example, deriva 
tives of stocks, commodities, securities, interest rates, indi 
ces, futures and forWards, options and foreign currencies 
Which are bought and sold directly betWeen parties. Transac 
tions related to these ?nancial instruments may be considered 
over the counter since they are not exchange traded and the 
instruments are not generally exchange listed. Over-the 
counter OTC ?nancial products may be negotiated or other 
Wise de?ned to address the needs and desires of the parties in 
an attempt to mitigate their individual exposure or liability to 
risk, or in an effort to maximize or control their individual 
cash-?oWs. 
[0004] Regardless of the objective, an exchange of over 
the-counter products, like entrance into any contract, process 
ing of the transaction, and post-transaction administration, 
may require the parties to expend substantial effort and 
resources to monitor and ensure compliance throughout the 
life term of the contract or product. Depending upon the 
duration, complexity and number of contracts or over-the 
counter products Within a party’s portfolio, this monitoring 
may be complicated and require a great deal of substantial 
effort. 
[0005] It Would be desirable to provide processes and meth 
ods for monitoring, managing and clearing custom-tailored 
contracts or over-the-counter ?nancial products. 

SUMMARY 

[0006] Processes and methods for monitoring, managing 
and servicing over-the-counter products such as, for example, 
interest rate sWap (IRS) transactions are disclosed. The dis 
closed processes and methods are not limited to IRS transac 
tions or any particular over-the-counter ?nancial products or 
instruments. Instead, the processes and methods may be gen 
erally applied to any Wide variety of negotiable ?nancial 
instruments and investment vehicles. In one exemplary 
embodiment, innovations for e?icient post-trade service 
including contract standardization, centralized netting and 
clearing of over-the-counter products are disclosed. For 
example, one embodiment provides for desirable ef?ciencies 
and management of IRS transactions and may be broadly 
categorized to include (i) a standardization process; (ii) a 
netting process and (iii) a clearing process. 
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[0007] The standardization process involves establishing 
terms of an instrument or contract that cannot be negotiated 
during a trade of the instrument. Standardization increases 
transparency and ef?ciency of the price discovery process. 
The netting process alloWs market participants to reduce or 
eliminate open positions. In the OTC market offsetting trans 
actions do not result in a reduction in open positions because 
the trades are often conducted With multiple counterpar‘ties 
With different credit qualities. The netting process may utilize 
a central clearing counterpar‘ty such as, for example, the Chi 
cago Mercantile Exchange, Inc. located at 20 South Wacker 
Drive, Chicago, Ill. 60606. The clearing process entails mar 
ket-to-market and daily margining With offsets against other 
exchange traded products. Clearing greatly reduces the risk of 
default and non-performance of the contract. 
[0008] In one embodiment, a method of managing over 
the-counter ?nancial products is disclosed. The method 
includes receiving transaction parameters associated With an 
over-the-counter ?nancial product, determining a standard 
ized ?nancial product that re?ects the transaction parameters 
associated With the over-the-counter ?nancial product, calcu 
lating a net position based on the difference betWeen the 
standardized ?nancial product and the over-the-counter 
?nancial product, and clearing the net position through a 
clearing party. 
[0009] In another embodiment, a method of standardizing 
an over-the-counter ?nancial instrument is disclosed. The 
method includes de?ning an over-the-counter ?nancial 
instrument including a plurality of transaction parameters, 
de?ning a standardized ?nancial instrument associated With 
the negotiated over-the-counter ?nancial instrument, and 
establishing a ?xing date associated With the standardized 
?nancial instrument such that the ?xing date is related to at 
least one of the plurality of transaction parameters. 

[0010] In another embodiment, a method of managing 
?nancial instruments is disclosed. The method includes 
de?ning a standardized ?nancial instrument that includes a 
plurality of transaction parameters representative of an over 
the-counter ?nancial instrument, calculating a net position 
associated With the standardized ?nancial instrument as a 
function of a ?xing date, and clearing the calculated net 
position through a clearing party. 
[0011] In another embodiment, a method of managing 
?nancial instruments is disclosed. The method includes 
de?ning a standardized ?nancial instrument associated With 
an over-the-counter ?nancial instrument such that the stan 
dardized ?nancial instrument includes a ?xing date and a 
maturity period, calculating a net position associated With the 
standardized ?nancial instrument such that the net position is 
a function of the ?xing date, clearing the calculated net posi 
tion through a clearing party, and rolling the standardized 
?nancial instrument into a second standardized ?nancial 
instrument as the maturity period decays into a second matu 
rity period associated With the second standardized ?nancial 
instrument. 

[0012] Other embodiments are disclosed, and each of the 
embodiments can be used alone or together in combination. 
Additional features and advantages of the disclosed embodi 
ments are described in, and Will be apparent from, the folloW 
ing Detailed Description and the ?gures. 

BRIEF DESCRIPTION OF THE FIGURES 

[0013] FIG. 1 illustrates one embodiment of a post-trade 
service and management method implemented in accordance 
With the teaching disclosed herein; 
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[0014] FIG. 2 illustrates one embodiment of a standardiza 
tion process that may be implemented by the method shoWn 
in FIG. 1; 
[0015] FIG. 3 illustrates one embodiment of a netting pro 
cess that may be implemented by the method shoWn in FIG. 1; 
[0016] FIG. 4 illustrates one embodiment of a clearing 
process that may be implemented by the method shoWn in 
FIG. 1; 
[0017] FIG. 5 illustrates another embodiment of the clear 
ing and post-trade service method disclosed herein; 
[0018] FIG. 6 illustrates an example of netting notional 
amounts for an interest rate sWap; 
[0019] FIG. 7 illustrates an example of a rolling process 
that can be performed periodically throughout the duration of 
the ?nancial transaction; and 
[0020] FIG. 8 illustrates an example of the clearing and 
post-trade service utiliZed method utiliZed in connection With 
an exemplary hedge fund. 

DETAILED DESCRIPTION 

I. Exchange Traded Over-the-Counter Products 
[0021] Exchange traded over-the-counter (OTC) derivative 
products, investment vehicles, and/ or transactions are gener 
ally bi-lateral contracts based on knoWn OTC derivative prod 
ucts in Which tWo parties agree on hoW a particular trade or 
agreement is to be settled. The OTC derivative product may 
be a ?nancial instrument or investment vehicle that is bought, 
sold, traded, exchanged, and/or sWapped betWeen counter 
parties. The OTC derivative product may have a term and may 
be settled at some point in the future. Exchange traded over 
the-counter derivative products may include a Wide variety of 
transaction parameters designed and tailored to the particular 
requirements or speci?cations of the individual parties. OTC 
derivatives in general, and exchange traded OTC derivative 
products speci?cally, exist to ?ll a Wide range of needs for 
counterparties, including limiting or mitigating exposure to 
risks and/or maximiZing cash ?oW. These contracts can 
include a variety of provisions or transaction parameters 
ranging from delivery locations, quality speci?cations, settle 
ment and alternatives and can be structured to correlate as 
closely as possible to the customer’s price, volume, pricing, 
borroWing rate, transportation and/ or other requirements. 
[0022] A. Interest Rate SWaps 
[0023] One speci?c example of an OTC derivative product 
is an interest rate sWap (IRS) transaction. With an interest rate 
sWap, parties agree to exchange streams of future interest 
payments based on a speci?ed principal or notional amount. 
Types of IRS transactions or contracts include: an exchange 
of interest streams Where one stream is based on a ?oating rate 
and the other interest stream is based on a ?xed rate and/ or an 
exchange of tWo interest streams based ?oating rates having 
different underlying indices. Each stream may be referred to 
as a leg. SWaps are often used to hedge certain risks, for 
instance, interest rate risk. They can also be used for specu 
lative purposes. 
[0024] An example of a sWap includes a plain ?xed-to 
?oating, or “vanilla,” interest rate sWap. The “vanilla” or 
exemplary interest rate sWap includes an exchange of interest 
streams Where one stream is based on a ?oating rate and the 
other interest stream is based on a ?xed rate in the same 
currency. In the exemplary sWap, one party makes periodic 
interest payments to the other based on a variable interest rate. 
The variable rate may be linked to a periodically knoWn or 
agreed upon rate for the term of the sWap such as the London 
Interbank Offered Rate (LIBOR). In return for the stream of 
payments based on the variable rate, the other party may 
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receive periodic interest payments based on a ?xed rate. The 
payments are calculated over the notional amount. The ?rst 
rate is called variable, because it is reset at the beginning of 
each interest calculation period to the then current reference 
rate, such the LIBOR published rate. Often, at least one of the 
legs to a sWap has a variable rate Which may be based on any 
agreed upon factors such as a reference rate, the total return of 
a sWap, an economic statistic, etc. 

[0025] The parties to an IRS transaction generally utiliZe 
these exchanges to limit, or manage, exposure to ?uctuations 
in interest rates, or to obtain loWer interest rates than Would be 
otherWise obtainable Without the exchange. The interest rate 
utiliZed Within/as a part of an IRS transaction may be linked 
to a knoWn or agreed upon rate such as, for example, the rate 
associated With an agreed upon commercial paper, the rate 
associated With Treasury bills, etc. While it may be di?icult to 
predict the agreed upon rate associated With any IRS trans 
action or other forWard looking contract, large amounts of 
historical data is available that alloWs the relationship 
betWeen interest rates and time to be plotted as a yield curves. 
The yield curve alloWs the parties to accurately estimate 
future interest rates for a period of time, e.g., six months, one 
year, 3 years, etc. 

[0026] By Way of example, given identical terms and con 
ditions, a party having an excellent credit rating Will likely 
pay less to secure or raise funds than another party having an 
incrementally loWer credit rating. Thus, in the ?oating for 
?xed interest rate sWap mentioned above, one party could 
secure funds at a ?oating rate and the other could secure funds 
at a ?xed rate based on the notional amount of the secured 
funds or loan. The tWo parties, in turn, could agree or contract 
to exchange their tWo interest rates. The ?rst party can utiliZe 
the ?oating to ?xed interest rate sWap to ?x the net interest 
expense of their ?oating rate loans by making ?xed rate 
payments and receiving ?oating rate payments, from the sec 
ond party, that can be used to offset the ?oating interest 
expense on the notional amount of their loan. Conversely, the 
second party can utiliZe the ?xed to ?oating interest rate sWap 
(e.g., the opposite of the ?rst party’s transaction), to secure 
access to a presumably loWer ?oating rate in order to achieve 
immediate interest savings or a better asset and liability 
match. It Will be understood, that different types of interest 
rate sWap transactions or other over-the-counter ?nancial 
instruments may be entered into or contracted by the parties 
Without departing from the teachings disclosed and discussed 
herein. 

[0027] B. Other Over-the-Counter Products 
[0028] Another example of a sWap is a total return sWap 
(also knoWn as total rate of return sWap, or TRORS). A total 
return sWap is a sWap in Which one party receives interest 
payments based on an underlying asset (plus any capital 
gains/losses) over the payment period, While the other 
receives a speci?ed ?xed or ?oating cash ?oW. The total 
return is the capital gain or loss, plus any interest or dividend 
payments. The speci?ed ?xed or ?oating cash ?oW is typi 
cally unrelated to the credit Worthiness of the reference asset. 
The underlying asset may be any asset, index, or collection of 
assets. The parties gain exposure to the return of the under 
lying asset, Without having to actually hold the asset. That is, 
one party gains the economic bene?t of oWning an asset 
Without having the asset on its balance sheet, While the other 
(Which does retain that asset on its balance sheet) has protec 
tion against a potential decline in its value. An equity sWap is 
a variation of a total return sWap. The underlying asset in an 
equity sWap may be a stock, a basket of stocks, or a stock 
index. 
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[0029] Regardless of the type of transaction, over-the 
counter ?nancial product or instrument contracted by the 
parties, the expiration or maturity of the future streams of 
interest payments may occur Well in the future. Thus, each of 
the parties or counterparties may have a book or portfolio 
containing multiple transactions, IRS transactions, etc., hav 
ing a variety of maturity dates. This large and complex book 
or portfolio of transactions can require the parties to expend 
substantial resources tracking and managing the contracted 
products. Moreover, for each of transactions Within the port 
folio, each of the parties maintains an element of risk that one 
of its counterparties from a previous transaction Will default 
on a payment. 

II. Standardization of Over-the-Counter Products 

[0030] A. General Overview 
[0031] Exemplary embodiments of methods, apparatuses, 
systems and ?nancial products that provide for e?icient clear 
ing and/or post-trade service of over-the-counter (OTC) 
?nancial derivative products and transactions such as, for 
example, IRS products and transactions are disclosed and 
discussed beloW. The post-trade service of OTC ?nancial 
transactions provides a uni?ed system and means of manag 
ing multiple OTC ?nancial transactions and limiting the risks 
of dealing With other parties to the contract or transaction. 
FIG. 1 illustrates an exemplary embodiment for method of 
clearing and post-trade servicing 10 for an exchange traded 
OTC ?nancial product Which includes: (i) a standardization 
process 100; (ii) a netting process 200; and (iii) a clearing 
process 300. At block 20, the post-trade service and clearing 
method 10 provides for receiving data associated With trans 
actions for OTC ?nancial instruments. For example, a trader 
may place an order related to one or more OTC ?nancial 
instruments via a Web-based or other electronic order inter 
face. The order, in turn, may be match by an electronic match 
ing engine or module With another order having similar terms, 
transaction parameters, etc. Examples of electronic trading 
interfaces or front-end trading applications that enable access 
to the electronic trading platforms are offered by Independent 
SoftWare Vendors (ISVs), brokerage ?rms and other applica 
tion providers. A list of some such platforms is available at 
http://WWW.cme.com/trading/get/isvappl.html. An example 
of an electronic matching engine or module includes the 
CME Globex® platform, provided by the Chicago Mercan 
tile Exchange (CME) Inc., located at 20. S. Wacker Drive, 
Chicago, Ill. 60606. 
[0032] Alternatively, or in addition to, a trader may send a 
request for quote to one or more potential counterparties. The 
trader may transmit the request using an electronic messaging 
broker system or request for quote system. The potential 
counterparties may respond to the request by supplying pro 
posed terms and transactions parameters. The trader may, in 
turn, negotiate With the respondent and/or agree or accept the 
terms of the proposed transaction. The terms, transaction 
parameters, etc., relate to one or more transactions for interest 
rate sWaps, the positions of the parties, the notional value and 
the interest rate sWaps among other data related to the interest 
rate sWap. A party, in this exemplary embodiment, may enter 
into over-the-counter transactions With a counterparty at a 
negotiated interest rate, either a ?xed or ?oating rate. The 
principal or notional amount of the sWap may be utilized to 
calculate the interest stream Which is the subject of the trans 
action. 
[0033] Block 100 indicates the standardization process, 
Which may be simply referred to as standardization, and 
Which generally includes converting a negotiated OTC ?nan 
cial product into a standard or prede?ned contract. In a stan 
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dardized contract, the terms such as payment calendars, reset 
calendars, reference assets or entities, indices, contract acti 
vation and expiry dates, and other terms (excluding price, 
interest rate or quantity) are pre-de?ned and cannot be nego 
tiated during a trade of the contract. The standardized contract 
or transaction may, for example, be offered by the central 
clearing counterparty and may be identi?ed by the matching 
engine or module. Alternatively, the clearing counterparty or 
a clearing module may receive the match information pro 
vided by the matching engine or module and may, in turn, 
identify the appropriate standardized contract. 
[0034] Other standardized transactions may be de?ned by 
one or more transaction parameters. For example, a standard 
transaction may include transaction parameters such as, for 
example, contract duration, ?xed interest rates, ?oating inter 
est rates, payment calendars, start dates, reset frequencies, 
day-count conventions for ?xed and ?oating rates, etc. The 
transaction parameters may be further categorized to include 
(a) negotiable or negotiated parameters such as, for example, 
notional amounts, interest rates (both ?xed and/or ?oating), 
Which are agreed upon by each party to the transaction, and 
(b) standardized or pre-de?ned transactions such as, contract 
duration, reset frequency, day-count conventions, etc. It Will 
be understood that overlap may exist betWeen the (a) negoti 
ated parameters and the (b) standardized parameters. For 
example, the OTC product described above may be de?ned 
With a ?rst interest rate and ?rst duration, and the correspond 
ing standardized ?nancial product may include a different, 
but related, second interest rate and second duration. More 
over, these standardized ?nancial products or contacts may be 
entered-into and/ or based upon a standard or agreed-upon day 
such as the beginning of the month, quarter, etc. The de?ni 
tions for these standardized ?nancial products are typically 
established by a neutral third party such as an exchange and 
the contracts are listed With descriptive symbols to facilitate 
easy price discovery and trade. 
[0035] Block 200 indicates the netting process. The netting 
process generally includes unWinding or closing out the OTC 
derivative products that had been converted to a standardized 
IRS transaction and determining a net or net present value 
position that accounts for all of these standardized contracts. 
The netting process may include unWinding each of the OTC 
derivative products and determining a net position that 
accounts for all or substantially all of the standardized con 
tracts. The netting process may be performed by the clearing 
counterparty and/ or by a netting engine or module con?gured 
to determine the net position betWeen each of the OTC prod 
ucts and the corresponding standardized transaction. The 
individual netted positions determined by the netting engine 
or module may, in turn, be consolidated based on, for 
example, the ?xing or starting date on Which the standardized 
?nancial products or contacts Were entered. 

[0036] Block 300 indicates a central clearing of the stan 
dardized and netted positions. In an embodiment, a clearing 
process may be performed by a central counterparty, clear 
inghouse and/or a clearing module or engine for the standard 
ized and netted IRS transaction. The clearing counterparty or 
clearing engine may receive the standardized and netted posi 
tions of each participant. The clearing counterparty may track 
each position and may determine pro?ts and losses for each 
holder of a position to the IRS transaction according to, 
among other things, notional value, net-present value of IRS 
transaction, and changes to the interest rate. The pro?ts and 
losses may be determined periodically, such as a periodic 
mark-to-market process for determining an open interest or 
value in an open position. 
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[0037] FIG. 2 illustrates an exemplary detailed vieW of the 
standardization process 100 shown in FIG. 1. At block 102, 
the negotiable parameters of the OTC derivative product, 
such as an IRS transaction, or any other ?nancial instrument 
to be standardized, are identi?ed and catalogued. For 
instance, if the ?nancial instrument is an IRS transaction, the 
negotiable parameters may include, for example, an interest 
rate and a notional amount. 

[0038] At a block 104, the standardized parameters associ 
ated With the standardized ?nancial instrument are identi?ed 
and correlated. For example, the standardized parameters or 
terms of the standardized ?nancial instrument or IRS trans 
action may include a start date, ?xed rate payment calendar, 
?oating rate payment calendar, ?oating rate reset calendar, 
reference index and a duration. 
[0039] At block 106, the prede?ned or standardized ?nan 
cial instrument having an agreed upon a maturity or duration 
that corresponds to the duration(s) identi?ed as a standard 
ized or negotiable parameter or term may be selected. The 
prede?ned ?nancial instrument such as a standardized IRS 
transaction represents a ?nancial instrument suitable for trad 
ing on an exchange. 
[0040] FIG. 3 illustrates an exemplary detailed vieW of the 
netting process 200 shoWn in FIG. 1. The netting process 200 
includes harmonizing the negotiated OTC derivative product 
or ?nancial instrument With the standardized ?nancial instru 
ment identi?ed and de?ned during the standardization pro 
cess 100. The netting process 200 may identify and account 
for differences betWeen the ?nancial instrument negotiated 
betWeen tWo parties and the standardized or prede?ned ?nan 
cial instrument. 
[0041] At block 202, a clearing counterparty party (CCP), 
such as a clearing house, is identi?ed. The CCP may stand 
betWeen the tWo (or more) parties associated With the nego 
tiated OTC ?nancial instrument. The CCP, in one exemplary 
embodiment, receives orders related to the negotiated OTC 
product. The CCP standardizes these orders With a prede?ned 
?nancial instrument or standardized OTC derivative product. 
Alternatively, or in addition to, the CCP may receive orders 
Which simply relate to one or more of the prede?ned ?nancial 
instruments or standardized OTC derivative products. The 
CCP, in turn, may match the orders received from multiple 
parties based on, for example, a comparison of the negotiated 
or standardized parameters, industry, credit rating, agree 
ments or status With the CCP, or other criteria. 

[0042] At block 204, the standardized start or ?xing date of 
the standardized IRS transaction is identi?ed. At this stan 
dardized start date, the net present value of the standardized 
IRS transaction may be calculated as a function of the stan 
dardized interest or ?xing rate associated With the start date. 

[0043] At block 206, the difference betWeen the negotiated 
OTC derivative product and the standardized ?nancial instru 
ment may be calculated by the CCP. For example, in the case 
of IRS transactions the net present value of the negotiated IRS 
contract or ?nancial instrument is determined, at least, as a 
function of the negotiated interest rate, the notional amount 
and the duration. The difference betWeen the net present 
values of the tWo ?nancial instruments can be compared and 
evaluated to determine a cash ?oW difference betWeen the 
standardized IRS transaction and the negotiated IRS transac 
tion. 
[0044] FIG. 4 illustrates a detailed vieW of the clearing 
process 300 shoWn in FIG. 1. At block 302, the cash ?oW 
difference betWeen the net present values of the tWo ?nancial 
instruments can be settled by the CCP. For example, the CCP 
Will pay and/or receive the calculated difference betWeen the 
net present values of the tWo instruments. In this Way, the CCP 
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can ensure completion or satisfaction of any contract involv 
ing one or more parties and/ or ?nancial instruments. 

[0045] At block 304, once the cash ?oWs or net present 
value differences are processed by the clearing process 300, 
the standardized ?nancial instruments such as the standard 
ized IRS transaction may be maintained and monitored by the 
CCP throughout the duration of the transaction. 
[0046] B. Illustrative Examples 
[0047] l. Standardization Process 
[0048] FIG. 5 illustrates an example of the standardization 
process 100 and the netting process 200 for the disclosed 
method of post-trade service and management 10. In the 
example, four parties, Ca, Cb, Cc and C d, have entered into 
agreements for an OTC derivative product Which may be an 
IRS having the same maturity. That is, the fourparties, Ca, C 1,, 
CC and Cd, in turn, contract and enter into individual IRS 
transactions With one or more of the otherparties. For the sake 
of simplicity, the length, duration or maturity of all of these 
contracts is assumed to be ten (10) years. Each of the IRS 
transactions in the present example is entered into by the 
parties during a trading period, and is to be standardized to 
begin on the ?rst day of the next calendar period. The trading 
period may be any trading period, including a day, Week, 
month, bi-monthly, quarter, semi-annual or year. In the 
example of FIG. 5, the trading period is a month (i.e., the 
month of August) and the next calendar period is the folloW 
ing month (i.e., September). 
[0049] On August 2'”, Ca agrees to pay the ?xed rate inter 
est stream at 3.50% on € 150 million to Cb. The payment may 
be tendered in any agreed upon currency or arrangement, 
Which in the example of FIG. 5 is in Euros (€ ). OnAugust 7th, 
Cb agrees to pay the ?xed rate interest stream at 3.55% on 
€ 150 million to Cc; onAugust 15”’, CC agrees to pay the ?xed 
rate interest stream at 3.53% on G 100 million to Ca and on 
August 25”’, CC agrees to pay the ?xed rate interest stream at 
3.57% on G 300 million to C d. These dates, amounts and 
interest rates are utilized solely as an example and are not 
intended to limit the scope of this example or disclosure in any 
manner. Moreover, While the contracts in this example are to 
be standardized to the beginning of a month (September I“ in 
this example), other starting points could have been de?ned 
such as, for example, the beginning of a Week, a bi-monthly 
period, once a quarter, a semi-annual period, or any other 
desired time interval. 
[0050] The four transactions betWeen Ca, Cb, Cc and C d are, 
in turn, unWound and standardized into three transactions 
betWeen the individual parties and the clearing counterparty 
(CCP). The CCP may be, for example, the Chicago Mercan 
tile Exchange (CME), Inc. located at 20 South Wacker Drive, 
Chicago, Ill. 60606. The CCP stands betWeen each of the 
parties and assumes the ?nancial obligations of each side of 
the standardized transaction With respect to the other side in 
order to ensure performance. For example, if the daily ?xing 
interest rate e.g., the LIBOR rate, on the ?rst day of Septem 
ber (September I“) is assumed to be 3.6%, then the various 
transactions or contracts betWeen the parties can be standard 
ized based on the daily ?xing rate at the beginning of the next 
calendar or ?xing date. The positions of each of parties Ca, 
C 1,, CC and C d may be standardized at the ?xing rate for the net 
of the notional values of the sWaps that are being standard 
ized. In the example set forth above, the standardization pro 
cess can be described as: Ca agrees to pay CCP an amount 
equal to the ?xed interest stream at 3.6% on € 50 million (the 
difference betWeen the notional amount of € 150 million to 
Cb and the notional amount of € 100 million received from 
CC); Cc agrees to pay CCP an amount equal to the ?xed rate 
interest stream at 3.6% on € 250 million (the difference 
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between the notional amount of € 400 million-€ 100 million 
paid to Cb and € 300 million paid to Cd, and the notional 
amount of € 150 million received from Cb); CCP pays C d an 
amount equal to the interest stream at 3.6% on € 300 million 
(the amount received from Cc). 
[0051] To standardize the contracts, the transactions for the 
OTC derivatives are unWound. Table 1 below illustrates the 
position of a central counterparty to the position of each party 
Ca, Cb, Cc and C d to unWind the transactions during the 
trading period. 

TABLE 1 
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payment dates. In calculating the NPV for each of these 
transactions, the monetary variations attributable to, for 
example, the differences in starting dates, the difference 
betWeen the negotiated interest rate and the standardized or 
?xing rate and/or the maturity may be accounted for and 
quanti?ed. 
[0054] Table 2 illustrates the notional amounts, indepen 
dent of the interest rates, of each of the original IRS transac 
tions in tabular form. 

Ca, Cb Cc Cd 

_ Receive Pay Pay 

NPV (3.5%, 150) NPV (3.5%, 150) NPV (3.55%, 150) 
Pay 

NPV (3.57%, 300) 

Transactions Pay Receive Receive 
that unwind 
original OTC 

positions 

NPV(3.53%,100) NPV(3.55%,150) NPV(3.53%,100) 

Receive L. NPV (3.57%, 300) 

Standard Pay Pay 
IRS ——> NPV (3.6%, 50) 

positions 
that replace 

OTC 
positions 

NPV (3.6%, 250) 
Receive 

NPV (3.6%, 300) 

Net NPV —ve +ve —ve 

<<CCP pays >> <<Cb pays>> <<CCP pays>> <<Cd pays>> 

[0052] 2. Netting Process 
[0053] Transactions for OTC derivative products often 
occur at different times, With different parameters, such as 
notional amounts and interest rates. As shoWn in FIG. 5, each 
of these transactions occurred on a different day in the trading 
period (i.e., August) ranging from the 2'” to the 25th. The 
interest rates in the example of FIG. 5 range from 3.50% to 
3.57%, but the interests may be Within any range. To com 
pletely standardize and net the positions on the contracts, the 
differences in the individual times/ durations and interest rates 
are accounted for and reconciled. To reconcile the transac 

tions, the net present value (post initiation of sWap) of each of 
the original transactions and the standardized transactions are 
calculated. For example, the net present value (NPV) of each 
original sWap (post-initiation) may be calculated for each 
transaction using the formula: 

Where: n is the number of coupon payments; c,- is the ?xed 
cash ?oW calculated using the ?xed coupon, actual number of 
days betWeen coupon dates and the notional amount; 6,- is the 
?oating cash ?oW calculated using the anticipated ?oating 
rates, actual number of days betWeen coupon dates and the 
notional amount; and dfl- is the discount factor for each of the 

TABLE 2 

C C C 

C P/ P/ P/ No 

Date P/R Notional Notional R Notional R tional R 

2"d P 150 R 150 
7”’ P (150) 
15’h R (100) 100 
25”“ 300 R 300 
Sep. 1 50 i 250 (300) 

150 

WWW 
[0055] For example, Table 2 shoWs that party Ca entered 
into an IRS transaction(s) to pay € 150 million on the 2'” and 
received € 100 million on the 15th. When then contracts are 
standardized on September 1“, these notional amounts net 
out to equal € 50 million. Utilizing these principles: the nomi 
nal amount for Cb is zero; the notional amount for Cc is € 250 
million and the notional amount for C d is € 300. 

[0056] The NPV amounts associated With each of the origi 
nal negotiated IRS transactions, or contracts, and the neW 
standardized IRS transaction in tabular form may be deter 
mined. As shoWn in Table 1 above, each of the August IRS 
transactions may be unWound and normalized to the IRS 
transaction and standardization date. For example, party Ca 
has tWo net present values NPVl and NPV2 associated With 
the transactions conducted in the example month of August. 
NPVl might represent the present value of the amount paid 
on an IRS transaction entered into on the August 2'”, e.g., 29 
days from August 2”dto September I“ When the standardized 
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contract is enacted, at ?xed interest rate of 3.50% on € 150 
million. NPV2 might represent the present value of the 
amount received on an IRS transaction entered into on the 
August 15th, e.g., 16 days from August 15th to September 1“ 
When the standardized contract is enacted, at an interest rate 
of 3.53% on G 100 million. The net present value cash ?oWs 
NPVl and NPV2 can then be netted With the standardized 
IRS transaction entered into by the Ca With CCP Which, in this 
example, is standing in for C b and Cc. 
[0057] In this example, the NPV(s) associated With the 
August IRS transactions betWeen Ca, C 1,, CC and C d are given 
the opposite signs, for example, pay becomes receive and vice 
versa, to represent a cash ?oW from the perspective of the 
CCP to unWind of the non-standardized IRS transactions. 
Thus, as discussed above, a negative net NPV indicates a cash 
?oW from the CCP to the party and a positive net NPV 
indicates a cash ?oW from the party to the CCP. In this Way, 
the cash ?oWs to and from the CCP are balanced upon stan 
dardization regardless of When in the given period the con 
tract Was initiated or at What interest rate Was initially agreed 
upon. Thus, in the example provided above, the netted cash 
?oWs and transactions for party Ca results in a negative cash 
?oW, e.g., a cash ?oW from the CCP to Ca. 
[0058] 3. Clearing Process 
[0059] A clearing process 300 may be initiated to process 
or direct the cash ?oWs. For example the cash ?oWs generated 
during the standardization process 100 and netting process 
200 may be cleared. 
[0060] FolloWing the initial cash ?oW processing, the clear 
ing process 300 maintains the standardized IRS transactions, 
noW-guaranteed by the CCP, for its lifespan (e.g., 10 years) as 
shoWn in the embodiment from FIG. 1. The number of stan 
dardized IRS trades in this exemplary method is signi?cantly 
smaller. The number of standardized contracts may be pre 
de?ned according to the standardization periods. In an 
embodiment, the standardization period is monthly. That is, 
every month, the transactions are standardized and netted. In 
an example including thirty (30) maturities, the result Would 
be three-hundred sixty (360) standard OTC contracts (thirty 
(30) maturities by tWelve (12) monthly standardizations for 
each). The maximum number of positions that a holder may 
have Would be limited to or capped at three-hundred sixty 
(360) positions per currency. As Will be understood, this 
ef?ciency comes from standardizing and netting each of the 
individual IRS transactions entered into in a period into a 
single standard contact beginning on an agreed upon date. 
[0061] 4. Floating Rate Reset and Payment Processing 
[0062] As the OTC derivatives products, transactions, con 
tracts, positions and orders for all parties are standardized; the 
?oating rate reset and payment processing may be managed 
because there is a single ?oating rate reset and cash ?oW 
calendar per currency. The International SWaps and Deriva 
tives Association (ISDA) day-count conventions, affect of 
holidays and other cash How and reset related parameters may 
also be pre-selected. 
[0063] 5. Margining and Mark-to-Market 
[0064] FIG. 6 illustrates the portfolio, e.g., standardized 
IRS positions and orders held by the CCP such as, for 
example, CME, of party Ca across multiple periods or matu 
rities. The arroW “Q” indicates that the CCP is the payer, 
While the arroW “e” indicates that the CCP is the receiver of 
the ?xed rate cash ?oWs related to the OTC derivatives trans 
action. Standardization of each of these interest rate sWaps 
alloWs the CCP to net or aggregate the net present values of 
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each IRS for a given year With all of the other net present 
values for the given. Thus, FIG. 6 shoWs that the netted net 
present values for the party Ca across multiple maturities. 
[0065] The mark-to-market or assignation of value can be 
done using a speci?c yield curve knoWn as a Zero Coupon 
Yield Curve (ZCYC) to ensure that the margin or collateral 
requirements for each party, Ca, etc., are satis?ed. The ZCYC, 
as With other yield curves, can be built using industry sources, 
historical data, etc., or by relying on a set of liquid maturities 
and ISDA SWap Fixing rates. 
[0066] 6. Post-Clearing Rolling of Positions 
[0067] The post-trade servicing may minimize a number or 
volume of outstanding or active IRS transaction, orders or 
contracts for a portfolio With the passage of time. 
[0068] FIG. 7 illustrates an example of a possible rolling 
opportunity available for party Ca. For example, on Septem 
ber 1, year one, Ca has a net position on a ten (10) year 
maturity IRS at, 3.6% for € 50 MM. On September 1, year 2, 
the position Will age or decay one year to a nine (9) year 
maturity IRS. In the example, the decayed nine (9) year 
maturity is at 3.6% for € 50 MM. IfCa has a neW position for 
a nine (9) year maturity for September of year 2 at 3.5% for 
€ 100 MM, the tWo nine (9) year maturity positions may be 
rolled together. That is, the CCP noW may roll the pay nine (9) 
year 3.6% for € 50 MM into pay nine (9) year, 3.5% for € 100 
MM to generate pay a neW standardized and netted position 
for Ca at nine (9) year, 3.5% for € 150 MM and a net NPV 
cash How. The rolling affect is similar to the netting affect 
described in connection With the standardization process 100 
and the netting process 200 including the calculations of the 
total NPV to determine the cash ?oW affect of the roll. 
[0069] With a manageable size of the IRS portfolio for the 
counterparties, the CCP has opportunities to provide other 
services such as assignments, e.g., one counterparty to the 
CCP may choose to assign its positions With the CCP to a 
different counterparty, and substitutions into futures, e.g., one 
counterparty to the CCP can choose to replace the IRS posi 
tion With a strip of futures that simulate the cash ?oW affect of 
the IRS. 
[0070] Until the standardization process 100 triggers on the 
pre-de?ned start date such as, for example, the beginning of a 
month, quarter, etc., there may be counterparty risk associ 
ated With the negotiated IRS transactions. Thus, the exem 
plary method 10 minimizes the roles of users for risk adverse 
parties While affording other parties operational ef?ciencies 
by collapsing their positions into ?xed number of positions 
managed via the CCP. Moreover, because the standardization 
process 100 and the netting process 200 are performed regu 
larly or on prede?ned periodic basis, users may leverage their 
credit processes for ?nancing the pending OTC products until 
the standardization process 100 is activated. Furthermore the 
CCP can select the banks and institutions that can leverage 
their existing or neW clearing relationships to implement the 
concepts explained. As the method 10 expands, the CCP may 
increase the frequency in Which the standardization process 
100 and the netting process 200 are utilized (monthly versus 
quarterly) or may increase the target user group capable of 
leveraging this service. 
[0071] FIG. 8 illustrates an example that includes tWo 
transactions for an exemplary hedge fund HF in a trading 
period (e.g., August) and the result of the standardization 
process 100 and the netting process 200 on the next calendar 
period (e.g., September 1). The method 10 alloWs the various 
positions and interest rates negotiated by the hedge fund HF 
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and the parties PA, PB to be standardized and consolidated via 
the standardization process 100 and the netting process 200 
discussed above. For example, during the standardization 
process 100 and the netting process 200 the cash ?oWs asso 
ciated With PA Will be netted out and consolidated by the CCP. 
The remaining cash ?oWs betWeen the hedge fund HF and the 
party PB Which include the difference betWeen the 3.50% 
interest steam on € 150 MM and the 3.53% interest stream on 
€ 150 MM are netted out to a neutral position With a resulting 
cash ?oW from the netting process. The bene?ts and cash How 
may, in turn, be passed on to the clients, etc. of the party PB. 
[0072] The steps, elements and processes discussed herein 
may be encoded as program logic, computer readable code 
and/ or instructions. These encoded elements, in turn, may be 
stored or embedded on a computer readable medium such as, 
for example, a hard disk drive, a solid state drive or other 
storage medium. The computer readable medium may be in 
communication With a processor Which, in response to an 
appropriate input or command, may execute the program 
logic stored on the computer readable medium. The execution 
of this program logic may result in the execution of the step, 
elements and processes embodied and discussed herein. 
[0073] It should be understood that various changes and 
modi?cations to the presently preferred embodiments 
described herein Will be apparent to those skilled in the art. 
Such changes and modi?cations can be made Without depart 
ing from the teachings of the present invention and Without 
diminishing its intended advantages. It is therefore intended 
that such changes and modi?cations be covered by the 
appended claims. 
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What is claimed is: 
1 . A method of managing ?nancial instruments, the method 

comprising: 
de?ning a standardized ?nancial instrument associated 

With an over-the-counter ?nancial instrument, Wherein 
the standardized ?nancial instrument includes a ?xing 
date and a maturity period; 

calculating a net position associated With the standardized 
?nancial instrument, Wherein the net position is a func 
tion of the ?xing date; 

clearing the calculated net position through a clearing 
party; and 

rolling the standardized ?nancial instrument into a second 
standardized ?nancial instrument as the maturity period 
decays into a second maturity period associated With the 
second standardized ?nancial instrument. 

2. The method of claim 1, Wherein the standardized ?nan 
cial instrument is a standardized interest rate sWap. 

3. The method of claim 1, Wherein calculating the net 
position further comprises calculating the net position as a 
function of a ?xing rate determined as of the ?xing date. 

4. The method of claim 1, Wherein calculating the net 
position comprises calculating the difference betWeen a net 
present value associated With the over-the-counter ?nancial 
instrument and a net present value associated With the stan 
dardized ?nancial instrument. 

* * * * * 


