Semantic Repository SME Review - Credit Default Swap Terms

Credit Default Swaps Review Notes
Wed 07 April 2010
Summary
This week we continued our review of Credit Default Swaps. 
These notes summarize the discussions and notes made. This included a reprise of the overall, high level model for swaps and for derivatives contracts, to clarify the relationship between contracts and transactions in the Swaps model. 
This week's note are all included in one section covering the changes from last week, terms presented for review, conversations about naked CDS, the description of the high level model and finally the review of the detailed CDS model. Detailed notes on the day are included. 

References

1. FpML Credit Derivatives Schema:

fpml-cd-5-0.xsd (in namespaces "Confirmation" or "Reporting")

2. REA Ontology:


https://www.msu.edu/user/mccarth4/rea-ontology/
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Review Notes
Basic Terms
Outlined the model and the changes made as a result of last week's review. These included: 

Legs: We identified two "Legs" in line with the meaning of this term as a commitment from one party to the other. These are the Fee Leg and the Contingent Leg. 

Meanwhile there are two "Settlement" sets of terms, for cash and for physical settlement. In general, settlement terms have already been defined as a kind of "Leg" in a transaction generally, so this may require some rationalizing. Proposed model has it that the settlement is a "side" of the transaction that takes place if the condition in the Contingent Leg is met. 
Reference Obligation is a logical "ANY" combination of the things which can be a reference obligation in a CDS deal, and currently shows Tradable Debt Instrument, Loan and Credit Index. 

Deliverable Obligation is what is delivered in the event of the CDS being realized. This is usually but not necessarily the same thing as is the Reference obligation, and this is shown as a "may be" relationship fact. 

Credit Event: we have a set of common basic concepts for events such as payment / non payment (also used in Loan model) and "Credit Event". Went over this. Looked at FpML term for "Credit Event". Note that email feedback gives us a list of possible Credit Default event types. These are shown in Table 1: 

	Bankruptcy, Failure to Pay & Restructuring (Modified Restructuring Maturity Limitation and Conditionally Transferable Obligation Applicable)

	Bankruptcy, Failure to Pay & Restructuring (Restructuring Maturity Limitation and Fully Transferable Obligation Applicable)

	Bankruptcy, Failure to Pay & Restructuring

	Bankruptcy, Failure to Pay ( Grace Period Extension), Obligation Acceleration, Repudiation/Moratorium & Restructuring ( Multiple Holder Obligation: Not Applicable )

	Bankruptcy, Failure to Pay (Grace Period Extension: Applicable), Obligation Acceleration, Repudiation/Moratorium & Restructuring

	Failure to Pay, Repudiation/Moratorium & Restructuring


Table 1: The 6 standard ISDA  Credit Event default combinations
Comment: These don't look like six individual meanings but six combinations of concepts, so we will need to think about how to model these semantically. 

Naked CDS

Another theme which came up in feedback from last week was the case where the buyer of credit protection does not hold the security that is the Reference Obligation. Further research on the Internet came up with the term "Naked CDS" to indicate the case where the protection buyer does not hold the reference security. 

Discussed this at length. The question, from a semantics modeling perspective, is whether there is any contractual term or set of terms, that identify a CDS as Naked or not. If there is not, then this model would not have "facts" that will distinguish one from the other. Terms in the Semantics Repository are essentially contractual terms or related to contractual terms in some way. 

The consensus was that there are no such legal facts, as the distinction can only be discovered by looking at the holdings of the party. 

Detailed review session notes on this: 

This is similar to writing a naked option. 

Consensus: not really a property of the CDS contract itself, it's a state that the person entering into the contract is in. Te person does not have the thing against which it hedges. So there is no reason to identify this. 

From a Regulatory perspective, regulator is interested in "Business Purpose" for example whether it's speculation or whatever. This is difficult to identify and is not inherent to the structure of the Swap itself. It is not a legal term of the Swap as a contract. 

Therefore it is not possible to formally define "Naked CDS" using contract terms. From a regulatory POV you follow up the commitment. So this forms part of wider systemic risk identification. This relies on clear description for the contract as defined here, so that's what the terms in this model need to define. 

Contract versus Transaction

Question: Are we representing Credit Default Swaps as contracts or as transactions? Some modelers tend to focus on one or the other. 

The answer is both. A swap transaction is formally embodied in a swap contract, which may be written or verbal and will exist when the deal is struck even if a written form follows later in the form of a written contract or confirmation messages. 

Renamed the contract term "Credit Default Swap" to "Credit Default Swap Contract" to make this clearer. 

Action: review and where necessary re-label all contracts to have the word "Contract". 

This was a good time to look once more at the high level of concepts that the model is built from. 

Upper Ontology Features

This is based on terms extracted from the REA Ontology from the University of Michigan (Reference 2) as shown in Figure 1. 
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Figure 1: REA Terms

This identifies the most general class of thing which is a transaction - this could for example be a retail transaction, securities transaction or an OTC swap transaction. All transactions are embodied in a kind of contract which is labeled as "Economic Contract" since the types of transaction described in the REA material are economic transactions. The OTC derivatives model in the Semantics Repository has this Economic Contract as the common ancestor of Swaps and most other OTC derivatives contracts. 
The contract establishes commitments on the part of the parties to the transactions. In the Swaps model, this means there are two commitments established by an Swap contract. Each commitment in a transaction being described in detail as a transaction "Side", (e.g. delivery; settlement). This is specialized in OTC Swaps as a "Leg" of the swap. This is where the detailed legal terms of the swap transaction are defined. These can be any kind of commitment made as part of a swap transaction. 

This is the basic framework from which these swap models are built, including Credit Default Swaps. The Swap Contract is a specialized form of "Economic Contract", via "OTC Instrument". This was pulled into the diagram to make the semantics of Swap more evident. The class "Swap Contract" has two immediate parents: "OTC Instrument" which is a child of Economic Contract, and "Derivative Instrument", which is any kind of contract that has an underlying i.e. is derived from something. 

Bilateral versus Transferable Contracts

This led to a related question about what was or was not a Financial Instrument. 

The overall model for financial securities has two types of contract, which are bilateral and transferable contracts. We discussed this for a while. It was questioned whether this view was too simplistic, i.e. whether all contracts were either bilateral or transferal. 

The conclusion of this discussion was that it might be a useful to think of contracts as being bilateral or transferable but this was not formally true since many OTC bilateral contracts may be reassigned. Consensus was that all contracts may in principle be reassigned.
Detailed notes from this discussion: 

Transferability 
Transferability is an explicit property of some kinds of contract, identifying whether or not the contract can be transferred. Here, we define "Transferable Contract" as one where it traditionally is transferable i.e. an Instrument, versus OTC where they traditionally are not - however there is no reason that a bilateral contract may not have a clause allowing one or other party to sell on their rights and obligations under the contract to another party. 
Compression
Also the concept of trade compression comes into this. This is where for example over the last 18 months there has been an effort by the industry to compress txns, where for the 2 parties of the trade 1 party may offload their risk to another party, resulting in multiple contracts with multiple counterparties, and then typically for one sector (e.g. mines) they will take all the reference entities that a number of dealers have positions on and bring these down the bare minimum, so you get a clearer picture of what your counterparty is and what your exposure to those is. So this is a streamlining process. 

Q: Does this have some reflection in the contract terms? The contracts themselves change. Compression. Also referred to as "tear-up". 

Compression may be multilateral or bilateral. Seeing a lot of multilateral ones but also some single names compressions are being seen. The benefits of compression are starting to reach diminishing returns now. There are always trades where one party is not agreeing to this. 

Novation
Assignment (if present as a clause) does not require one of the parties to agree. With novation the obligor must consent to replacement of the contract. 

This is an evolving issue. It used to be that you could novate without notifying the other party (presumably this is where there is some clause in the contract saying that the contract could be novated?). This is not necessarily the case - in some contracts this has been seen to happen without a "Novation = allowed" clause being present. Talk to DTCC on this. 

ISDA Novation Terms
ISDA novation terms were defined a bit loosely. 

Applicable predominantly to CDS, but in principal can any kind of OTC derivatives be novated? The concept of novation is meaningful for any of these and can be expected for any longer term contract. This is a matter of market practice, that it is predominantly used in certain asset classes and not others. 

Summary: Novation is when a contract can be reassigned by agreement. A novation clause might exist in a contract saying whether or not it can happen. Whether it does happen is another matter. ISDA terms include standard terms for novation. 

New term in "Contract": Assignability (yes/no)

Added this as a simple fact for the top level term called Contract. This is a possible feature of any and all contracts, and is the sort of term that is usually (but not always) thought about and agreed either way as a standard contract term, i.e. the parties to most contracts (of all types) agree whether or not the rights and / or obligations and commitments of one or other party may be reassigned. This is what marks out a transferable contract from a non transferable contract, however many types of bilateral contract based OTC derivatives contracts may be reassigned.

This should be an optional terms since, although it is "yes/no", some contracts may not define it either way. 

Credit Default Swap Model
Having summarized the above, we returned to the Credit Default Swap model. 
Credit Events

These are defined in the model as a kind of "Event" with relationship to a possible logical combination of things that the event can be, only one of which (non-payment) is defined at present, and only very generally. We needed to determine what form these events may take. 
Also it should be noted that in terms of the high level primitive (global) terms for events and activities, any event with an actor (including payment or non payment) is defined as an "Activity" even if it is often labeled as an event. All events with human or business agency are activities. Note that in a semantic model terms are defined whether or not they are known at a data level. Therefore we may need to redefine Credit Event once we have a clearer idea of it, or we could define it as an event with a relationship to one or more activities. 

Review session note: 

Credit Events

Hard Default - associated with corporate single name

Soft default - defined by whether or not the event is repairable. Typically defined by the crossing of some threshold in some measurement. If you don't repair, this becomes a "failure to repair" credit event. 

The "failure to repair" triggers either a hard default or there is a whole lot of possible terms about the extension of the grace period. 
Summary / action: 

We need to model credit events in more detail, to make the distinction between hard and soft credit events. Non repair of soft default events may or may not lead to a hard default being defined. These are all defined in legal contractual terms and therefore must be capable of being modeled in the Semantics Repository. 
Notifications

Comment: We also need to deal with the concept of "Notifications" in the model. In terms of contractual terms this is probably similar to how we model things like where or from what party various prices and things are to come from, i.e. it's the contractual assignment of a party that is of relevance as a contract term. 

Review session note: 

Notifications to be modeled: what party who comes up and says "this thing happened". 

Add party for that. This is typically one party of the transaction but may be a third party. 

Name: Notifying Party. 

CEN = Credit Event Notification - add as a kind of activity in the model. 

Actions: Add to model as above. This will be a kind of "Party" with an identity fact which may or may not be a link to one of the parties to the contract itself. 
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