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What is an Option

A Forex Option contract is an agreement between the two parties (Bank and user) which confers the right
to the buyer of the option, but not the obligation to buy or to sell an agreed amount of one currency in
exchange for other currency on an agreed future date at an agreed exchange rate in exchange for an agreed
fee.

Option Terminologies
Below are the common terminologies pertaining to option contracts:
e Call Option — Gives the buyer the right to buy the underlying asset currency
e Put Option - Gives the buyer the right to sell the underlying asset currency
e Strike Rate / Strike Price - The pre-determined rate at which the buyer of the option may choose to
exercise his right to buy/sell the underlying asset currency.
e Notional value — Agreed amount of underlying to be bought/sold
e An option can be at the money (ATM), in the money (ITM) or out of the money (OTM) as compared
to the forward rate.
o ATM: if the prevailing market rate is same as the Strike price of Option
o ITM: if the prevailing market rate is higher (for Call option) / lower (for Put option) than the
strike price of Option
o OTM: if the prevailing market rate is higher (for Put option) / lower (for Call option) than the
strike price of Option
e Expiry Date - The date on which the option ceases to exist.
e Cut- The pre-determined time of the day at which the option ceases to exist on the expiry date
e Delivery Date - Value date on which the cash flow exchange takes place. It is typically on T+2 business
days from the expiration date.
e Style (European or American) -
o European Style options may be exercised only at the cut off time on the expiry date
o American style options may be exercised at any time prior to cut off time on the expiry date
e Premium - The “price / cost” of the option; normally settled up-front (value spot)

Structured Options
e Structured Options are combination of Call options, Put options or both
e Can be structured to give different pay-off depending on client requirements and view
e This combination can be structured to a Zero cost option or reduced cost by Buying and Selling Call
Options & Put options or both, depending on the strike price chosen and the payoff desired.

All features and other terms and conditions of option contracts will be guided by the extant Governing
Directions issued by RBI which lay down the guidelines to be followed for offering Derivative OTC products
based on broad principles enumerated therein. Current guidelines governing the Option contracts as on date
of publishing of this document are:

1. Circular captioned “Master Direction - Risk Management and Inter-Bank Dealings” as updated by RBI from
time-to-time.

2. The Master Direction — Reserve Bank of India (Market-makers in OTC Derivatives) Directions, 2021, as may
be amended from time-to-time.
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1. Definition of a Long Straddle Contract
Long Straddle contract is a strategy combining a Buy Call Option and a Buy Put Option at the same strike. It
is a structured option.

Users can deploy this strategy to simultaneously hedge the export and import underlying exposure. As both
the options are bought at the same strike, user can benefit from market movement on either side of the
strike.

1.2 Pricing of Straddle Contracts

Pricing of plain vanilla option is determined by using suitable financial models as the pay-off of these
structures are non-linear in nature. Black — Scholes model is the commonly used pricing model and it takes
in to account various market parameters to arrive at a final option price (termed as Premium) which is to be
borne by the Buyer of the option.

Below is the list of common variables affecting the price of an option:
e Spot Rate
e Strike Price
e Time to expiration
e Volatility
e |nterest rates

The pricing of a Long Straddle option is Sum total of the combination of Plain vanilla options i.e., a Buy Call
Option and Buy Put Option.

From pricing perspective, sensitivity of option premium to market parameters is monitored through a set of
risk parameters termed as “Greeks”. “Delta” is one such commonly used Greeks which measures the
expected change in the option premium with the change in spot rate.

1.3 Eligible Users

Under the “Master Direction - Risk Management and Inter-Bank Dealings” (Directions) as updated by RBI
from time-to-time, only ‘Non-retail’ category of users are eligible to enter into Straddle contracts through
an AD bank.

1.4 Underlying Exposure Requirements

(i) Contracted Exposure (CE)

The aforesaid Directions define Contracted Exposure as “An exposure to the exchange rate of INR against a
foreign currency on account of current and capital account transactions permissible under FEMA, 1999 or
any rules or regulations made thereunder, which have already been entered into.”

¢+ For Straddle contracts booked under “Contracted Exposure” facility, the user shall have to submit
evidence of underlying exposure to the bank within 15 calendar days of the trade being entered
into/booked.

In the event the evidence of the underlying exposure is not provided by the user within the
aforementioned stipulated timeline, the bank reserves the right to cancel the Straddle contract and
the exchange gain if any will not be passed to the user by the bank while the user shall be liable to
pay any exchange loss in the event of such cancellation.

Submission of underlying documents can be by way of physical delivery or in any electronic form as
per mutually acceptable media including but not limited to email.

K/
L X4

K/
L X4
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Cancellation and rebooking are freely allowed for Straddle contracts booked under “Contracted
exposure” as long as the notional and/or maturity tenor of the Straddle contract does not exceed the
underlying exposure.

For Straddle contracts booked under “Contracted Exposure” facility against the underlying exposure
based on reasonable estimates (such as Master Sales Agreements (MSA) or Master procurement
agreement or similar such agreements), the user shall submit all such documents deemed
appropriate by the bank on periodic basis not later than annually, or as may be required by the bank
due to change in bank’s internal process from time to time.

(ii) Anticipated Exposure (AE)

The aforesaid Directions define Anticipated Exposure as “An exposure to the exchange rate of INR against a
foreign currency on account of current and capital account transactions permissible under FEMA, 1999 or
any rules or regulations made thereunder, which are expected to be entered into in future.”

*0

X/
°

For Straddle contracts booked under “Anticipated Exposure” facility, the user shall submit adequate
information to the bank at the time of booking of the Straddle contract. Such information shall
include nature of exposure anticipated and basic details of underlying (For example, current account,
capital account etc) so as to enable the bank to assign a unique reference number to the Straddle
contract which can be used by the bank for identification of user’s subsequent trade actions on the
captioned Straddle contract and related cash flows.

User shall also be required to submit any other information deemed appropriate by the bank
including information of past three years of export/import turnover and the anticipated
export/import turnover for current Financial Year of the user in order to set up the “Anticipated
Exposure” facility for the user as per bank’s internal process.

In case of cancellation of Straddle contracts booked under “Anticipated Exposure” facility on or
before maturity, the net gains (gains over and above losses if any) shall be passed on by the bank to
the user only upon evidencing the cash flow of the underlying anticipated transaction and in case of
part delivery, the net gains will be passed on to the user on pro-rata basis. User is required to
evidence delivery within a reasonable period after cancellation. The net gains on the contract on
cancellation will be withheld till the time delivery is evidenced.

Net gains or losses will be applied on contract basis (i.e. at the level of each trade) i.e. gains withheld
can be netted against future losses on contract basis. However, gains cannot be passed as an offset
to the losses already debited on a prior date on contract basis. For the purpose of the bank arriving
at net gains calculation, date of crystallization (of such gain or loss) shall matter.

In case a Straddle contract is booked against a previously hedged Anticipated Exposure contract, the
user shall provide the contract reference number of the previous Anticipated Exposure contract at
the time of booking of the contract, however not later than 3 calendar days from the date of the new
Straddle contract booked. Failing which, the newly booked Straddle contract will be treated as a fresh
Anticipated Exposure contract and will not be pooled with previous contracts.

(iii) USD 100 Million Facility:

K/
L X4

The “Master Direction - Risk Management and Inter-Bank Dealings” as updated by RBI from time-to-
time permits eligible users to book derivative contracts involving INR of up to USD 100 million
equivalent notional outstanding across all banks at any point in time against Contracted Exposure
without the need to upfront submit information of underlying.
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In order to avail the USD 100 million facility, the user shall submit a declaration to the bank at such
periodic intervals as may be stipulated/intimated/required by the bank from time to time and in such
form and manner as may be required by the bank. Under the declaration the user shall confirm and
undertake that all outstanding contracts against INR including all derivatives across the banking
system does not and shall not exceed USD 100 million or equivalent at any point of time.

Based on user declaration for the projected hedging volume against underlying for inflows and
outflows, Bank may assign a sub-limit to the user to monitor the outstanding contracts under this
facility. This is in addition to the foreign exchange/derivative risk limits assigned to the user internally.
For contracts with booking tenor of more than 13 months, the user would be required to provide
proof of underlying as required by the Bank.

All hedges undertaken where one of the legs in the currency pair is INR will be considered on a
notional basis while monitoring the USD 100 million outstanding threshold. Hedges done for
currencies other than USD will be converted into USD equivalent based on banks internal rate for the
purpose of the above monitoring.

This is not a separate facility. This dispensation is given as part of documentation simplification for

exposures booked under Contracted Exposure (CE) guidelines The USD 100 Million limit monitoring
across all banks shall be the responsibility of the user and the user shall notify the bank immediately
if the outstanding notional crosses USD 100 Million. In such a case, the user shall furnish the
underlying documents required for all outstanding contracts under Contracted Exposure in such form
and manner and within such time period as may be stipulated by the bank in this regard. The
underlying should be available as on the date of booking of the respective CE contract. In the event
the evidence of the underlying exposure is not provided by the user within the aforementioned
stipulated timeline, the bank reserves the right to cancel the option contract and the exchange gain
if any will not be passed to the user by the bank while the user shall be liable to pay any exchange
loss in the event of such cancellation.

In case the user exceeds the USD 100 million outstanding notional limit once, it will not be eligible to
again avail the said documentary relaxation during the same financial year. The bank may permit the
relaxation again during the next financial year based on adequate clarifications and declarations
provided by user.

2. Terms and conditions including for termination and utilization

2.1 Events applicable post booking of a Straddle Contract
A deal once booked can either be

1.
2.
3.

Utilized (on delivery date)
Cancelled (prior to or on maturity date for part or full amount of the contract)
Rolled over (prior to or on maturity date)

The delivery / utilization:

On the “Expiry date” of the option, based on the prevailing market exchange rate (“fixing”) at a
predetermined timing (“Cut”) the option exercise status is determined.

A Call option is considered as exercised if the fixing is higher than the Strike price of the option and a Put
option is considered exercised if the fixing is lower than the Strike Price of the option.
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In the Straddle structure only one of the option legs will get exercised on expiry date and accordingly
cashflows will be exchanged on the delivery date.

In the event, the Buy Call option leg gets exercised on the exercise date, the option buyer can choose to buy
the underlying cash flow at the option exercised rate on delivery date (Gross settlement)

In the event, the Buy Put option leg gets exercised on the exercise date, the option buyer can choose to sell
the underlying cash flow at the option exercised rate on delivery date (Gross settlement)

Cancellation/termination/Unwind:

As per regulation, the user is permitted to cancel a Straddle Contract on or before expiry time on the
expiration date by settling the Mark to Market (MTM) value of the outstanding contract on spot basis (T+2
business days from the date of cancellation).

MTM value of the outstanding contract is determined based on the option parameters and other market
factors as explained in the earlier sections.

Once the Option is considered as exercised on the Expiry date, as an alternative to Gross Settlement, the
user can subsequently opt to cancel the Cashflow exchange obligation (due on the delivery date) at prevailing
market parameters. Under this “Net Settlement”, the net profit or loss, as applicable, is settled on the
delivery date.

Rollover of the Contract:

In case the user requests for the rollover of the contract, the same is permitted under the regulations. The
user would need to furnish the booking details along with the extension details. Care should be taken to
ensure that in case of contract booked under contracted exposure facility, the validity of the underlying
supports the rollover of the contract.

Under rollover of Straddle contract, the original contract would be cancelled/terminated at current market
rate and a rolled over contract will be booked for future date. During this simultaneous cancellation and
rebooking, Spot rate to the extent of the delta of the cancelled contract is matched. Cancellation value of
the original contract is settled on spot basis (i.e. T+2 business days from the date of cancellation).

3. Benefit

% Hedging of Foreign exchange risk: A Straddle contract provides the user dual protection against both
higher or lower market rates as one of the options gets exercised In the Money for the user.

This structure may provide a good hedge to the user in case of volatile market scenarios (e.g. an event

risk) and user is expecting sudden movement on either sides of the strike of the option.

X/

X4

4. Risk

+* Loss of upfront premium: Once a user enters into a Straddle contract, the upfront premium paid by the
user is a sunk cost. The Option contracts may not yield a benefit on expiry in commensuration with the
premium paid.

The MTM (mark-to market) risk: MTM of the Straddle contract may be in the money or out of the money
at any point during the tenor of the contract. MTM fluctuations can lead to adverse volatility in P/L for
the corporate/user and may also lead to margin calls (depending on the terms of the facility sanctioned).
In the event the underlying asset ceases to exist then the hedge needs to be unwound at the market rate
(which could be out of the money and may lead to cash outflow).

K/
L X4

K/
L X4
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5. Pay-off profile (Upside/Downside risks)

In case of a long Straddle contract, user simultaneously buys a Call option and a Put option at the same strike
and pays upfront premium on spot basis. As both the options are bought at the same strike, user can benefit
from market movement on either side of the strike.

Pay-off profile of a Straddle is non- linear in nature and is explained in detail with following illustrations:
lllustration 1 (USD/INR Long Straddle contract):
ABC Ltd. enters into an Long Straddle for 1 Mio USD/INR with the following terms:

Counterparty: ABC Ltd

Option Style: European

Expiration Time: TOKYO CUT 15:00:00 (11:30 AM IST)

Trade Date: 17-Dec-2021

Spot Reference: 76.00

Delta: USD XXXX

Premium payable by ABC Ltd. INR 3,225,000.00

Premium Settlement Date: 21-Dec-2021(Val spot)

Holiday convention - Settl_Dt: Modified Following Business Day Convention
New York, Mumbai for payment

Underlying required: Exports, Imports

Option Legs

Buys USD Put INR Call @ 80.00
Buys USD Call INR Put @ 80.00

call Put
Option Buyer 2 Call Amt u Put Amt Expiry Date Settlement Date | Strike Price
Currency Currency
ABC Ltd.. INR 80,000,000 usD 1,000,000 15JUN 22 17 JUN 22 80.00
ABC Ltd.. usD 1,000,000 INR 80,000,000 15JUN 22 17 JUN 22 80.00

Pay off on Maturity:

o If USD/INR Spot on Expiry date > 80.00, ABC Ltd. can buy USD 1 million at 80.00 on the delivery date
o If USD/INR Spot on Expiry date < 80.00, ABC Ltd. to sell USD 1 million at 80.00 on the delivery date.
Pay off Profile:

USD/INR Long Straddle Contract Payoff
A Payoff

Buy @
Sell @ 80.00

80.00
Spot

80.00

7 Product Disclosure Statement — Straddle




[. HDFC BANK Classification - Internal

6. Set up of Straddle Contract booking facility

Since Long straddle contract is an Option derivative, the bank will set up the derivative limits to facilitate this
hedge strategy on a case-to-case basis, case-to-case basis, subject to due diligence, credit appraisal of the
user’s financials, documentation execution etc as per internal processes of the bank. For the purpose of the
same, the bank might ask the user to put up margin money, collateral, MTM etc. as per bank’s internal
appraisal and assessment and the same would be mutually agreed with the user before setting up internal
limits for this derivative facility. Before offering this facility, the user might have to provide documentation
like ISDA, FX facility agreement etc which shall contain other mutually agreed conditions relating to
termination and events of default.

7. Costs and fees
HDFC Bank will act as a principal on its own behalf as a counterparty to the user taking on one or more risks
in connection with an order/price, including credit risk and varying degrees of market risk.

The cost of the Long Straddle options varies with the strike rate chosen for the individual options. The upfront
premium for the Long Straddle strategy will be dependent on prevailing interbank rates and be inclusive of
a mark-up adjustment. The factors that may contribute to the mark up adjustment, will amongst other things
include counterparty credit risk, capital costs, liquidity risk, tenor risk premium.

Please take note of the below schedule of standard charges which is subject to periodic review as per the
internal policy of the Bank.
Schedule of Standard Charges for booking of Option Contract

S.no. | Particulars Charges
Option Booking Commission Standard charges: X
1 (per contract) Corporate users: INR 500 + GST (at applicable rates)
Retail users: INR 250 + GST (at applicable rates)
. . Standard charges:
2 Optlon. . Cancellation Corporate users: INR 250 + GST (at applicable rates)
Commission (per contract) - -
Retail users: INR 100 + GST (at applicable rates)
3 Zizz;utory Charges (Stamp Duty As per applicable statutory guidelines

8. Risk Disclosure Statement

Below Risk Disclosure Statement is in line with ‘The Master Direction — Reserve Bank of India (Market-makers
in OTC Derivatives) Directions, 2021’, vide Notification No. FMRD.FMD.08/02.03.247/2021-22 dated 16th
September 2021. This will be applicable to all the transactions done with the bank on this product and the
user is advised to refer to the below Risk Disclosure Statement before dealing in each such transaction.

a) Rationale of the Transaction

In case of a long Straddle contract user simultaneously buys a Call option and a Put option at the same strike
and pays upfront premium on spot basis. As both the options are bought at the same strike, user can benefit
from market movement on either side of the strike. This structure can therefore provide a good hedge to
the user in case of volatile market scenarios (e.g., an event risk) and user is expecting sudden movement on
either sides of the strike of the option
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b) Sensitivity Analysis identifying various parameters that affect the product

User is exposed to the Mark to market movement during the tenor of the Straddle contract.
Cancellation/unwind price of a Straddle contract would be linked to mark to market which is based on the
following parameters that affect the final pay off and their sensitivity:

Parameters involved in Pricing
e USD/INR spot rate
e USD/INR forward rates as applicable for the delivery date(s)
e USD/INR volatility i.e. the volatility applicable for each leg of the deal for each delivery date(s)

The table below shows how an option price changes with an increase in one of the underlying variables while
keeping the other variables fixed.

Variable European Call* European Put*
Spot Rate Increase Decrease
Strike Price Decrease Increase
Time to expiration Increase Increase
Volatility Increase Increase
Interest rates Increase Decrease
*On the base currency.

c) Scenario Analysis covering upside and downside risks on pay off profile
Pay-off profile of a Straddle contract is non-linear in nature and implies the notional gain/loss (or Market to
Market MTM) on the Straddle contract on maturity date.

Scenario Analysis reflecting upside and downside risks on the pay-off of foreign contract is shown through
below illustrations:

lllustration 1 (USD/INR Straddle contract):
ABC Ltd. enters into an Long Straddle for 1 Mio USD/INR with the following terms:

Counterparty: ABC Ltd
Option Style: European
Expiration Time: TOKYO CUT 15:00:00 (11:30 AM IST)
Trade Date: 17-Dec-2021
Spot Reference: 76.00
Delta: USD XXXX
Premium payable by ABC Ltd. INR 3,225,000.00
Premium Settlement Date: 21-Dec-2021(Val spot)
Holiday convention - Settl_Dt: Modified Following Business Day Convention
New York, Mumbai for payment
Underlying required: Exports , Imports
Option Buyer Call Call Amt Put Put Amt Expiry Date Settlement Date | Strike Price
Currency Currency
ABC Ltd.. INR 80,000,000 usD 1,000,000 15JUN 22 17 JUN 22 80.00
ABC Ltd.. usD 1,000,000 INR 80,000,000 15JUN 22 17 JUN 22 80.00
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Scenario Analysis:

Assumed

USD/INR Option Pay-off TN to ABG Ted.

on expiry
50.00 Counterparty sells USD 1,000,000.00 at 80.00 3,00,00,000.00
60.00 Counterparty sells USD 1,000,000.00 at 80.00 2,00,00,000.00
70.00 Counterparty sells USD 1,000,000.00 at 80.00 1,00,00,000.00
75.00 Counterparty sells USD 1,000,000.00 at 80.00 50,00,000.00
85.00 Counterparty buys USD 1,000,000.00 at 80.00 50,00,000.00
90.00 Counterparty buys USD 1,000,000.00 at 80.00 1,00,00,000.00
100.00 Counterparty buys USD 1,000,000.00 at 80.00 2,00,00,000.00
110.00 Counterparty buys USD 1,000,000.00 at 80.00 3,00,00,000.00

9. General Disclosure

9.1 This Product Disclosure Statement and Risk Disclosure Statement will be applicable to all the transactions
done with the bank in this product and the user is advised to refer and understand these before deciding to
execute each such transaction. This Product Disclosure Statement is not intended as an offer or solicitation
for the purchase or sale of any financial instrument.

9.2 This transaction is a sophisticated financial instrument and involves a significant degree of various risks,
including market risk, credit risk, and liquidity risk.

9.3 The user is expected to have sufficient knowledge and experience and seek independent professional
advice to make their own evaluation of the risks and rewards of doing this transaction

9.4 The user is expected to have internal risk management framework and approval for dealing in the
product based on their Risk management policy

9.5 HDFC Bank assumes no fiduciary responsibility or liability for any consequences, financial or otherwise,
arising from this transaction.

9.6 The user is responsible to obtain tax, accounting, legal and other advice as considered necessary from
third party professionals.

9.7 The features and Terms & Conditions mentioned above in this Product Disclosure Statement includes
only indicative terms, conditions and risks associated with the transactions under this product. This
statement has not been prepared based on any research on the transactions in this product nor from any
similar report. These are subject to change as determined by HDFC Bank depending on the changes in the
extant guidelines from time-to-time or change in market dynamics. The individual contract confirmations
shall be referred to by the user as it contains the exact specific details of the transaction and governing terms
and conditions of the contract, and the same shall be binding on the user.

9.8 The Transactions under this product will be governed by and subject to the ISDA Master Agreement
(including the Schedule, any Credit Support Annex) or any other similar document, wherever applicable;
confirmation for transactions under this product and amendments (if any) to the foregoing documents
executed between Party A and Party B from time-to-time.

9.9 These statements are confidential and shall not be disclosed, reproduced, redistributed or transmitted,
in whole or in part in any manner whatsoever, without the prior written consent of HDFC Bank Ltd. Any
unauthorized use or disclosure is strictly prohibited.
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