FINANCIAL OPTIONS EXISTED AND COULD BE PRICED

LONG BEFORE BLACK-SCHOLES

Most people think that the development of exotic derivatives was permitted thanks to the groundbreaking contributions of Fischer Black and Myron Scholes, who invented a mathematical formula for pricing options. But new research by Camila Vam Malle and Pilar Nogués Marco show that call and put options existed well before Black and Scholes, as they were already common at the beginning of the 18th century.

The researchers also show that investors already knew how to price these options, well before the development of modern financial mathematics. This financial innovation was not due to market liberalisation, as most innovations, but on the contrary, it was the paradoxically beneficial consequence of a Parliamentary regulation.

Since the very beginning of the eighteenth century, the East India Company issued ‘India bonds’ on the London Stock Exchange, to fund the loans it made to the government. These debentures were nominally short-term, but the research shows that in practice, they were kept in circulation after maturity date, which made them equivalent to long-term debentures with a call and put embedded option.

There is no standard formula for calculating the price of such options (even the Black and Scholes formula doesn’t work with this type of securities), but a graphical analysis demonstrates that contemporary investors knew how to price them correctly. 

As it is surprising to see such a complex instrument being used on such a wide scale so soon after the emergence of the London financial market, it is logical to wonder why and how it came into being: the options embedded in the bonds had a cost for the Company (especially the put option, which obliged the Company to raise the coupon rate when there were troubles on the financial markets). So why did the East India Company (one of the most well know corporations in England with its first charter dating from 1600) not simply issue option-less long-term bonds?

The answer is simply that Parliament did not allow them to do so. So in a way, the birth of such a modern and liquid financial instrument at the beginning of the eighteenth century was nothing more than the paradoxically beneficial effect of Parliamentary economic regulation.

We usually think that financial innovations are due to liberalisation. This is a case where a financial innovation was caused by a regulation.

ENDS

‘East India bonds, 1718-1763: Early Exotic Derivatives’ by Camila Vam Malle and Pilar Nogués Marco was presented at the Economic History Society's 2007 annual conference at the University of Exeter Friday 30 March to Sunday 1 April.
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