Semantic Repository SME Review - Credit Default Swap Terms

Credit Default Swaps Review Notes
Wed 31 March 2010
Summary
This week we started on Credit Default Swaps. The model was presented with the basic terms related to CDS from FpML and other research. We then went over these terms and the general nature of Credit Default Swaps, including index swaps.

These notes summarize the discussions and notes made. The "Further Research" section includes suggestions submitted by email, notes made on the chat facility during the review, and subsequent emails and links. 
References

FpML Schemas

(in namespaces "Confirmation" or "Reporting")

	fpml-cd-5-0.xsd
	Credit Derivatives
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Background: Model Development
The review started with some basic terms based on the overall Swaps concepts, and terms from the FpML CD schema. 
The following structures were set up ahead of this review:

· Legs: Fee Leg added (from FpML) but no other leg
· Settlement: FpML has two sets of structures (both optional and as a choice between them), of Cash Settlement and Physical Settlement. 

· Reference Obligation - this is the item for which the credit event applies
· Deliverable Obligation - referred to in Physical Settlement

· Activities model: included a hierarchy of types of event and activity, from which to define Credit Events. 

Review Summary

Legs
Discussed what are the "Legs" in a CDS. 
Fee Leg

From the FpML structure we see one "Leg" which is the Fee Leg. This is the leg defining the payment that a party makes to get into a deal. As such it is exactly what we already discussed as the payment leg (by various names) for many kinds of Swap. It was not clear from the FpML terms whether there are any terms, or any difference in meaning, which makes this different to the fee payment leg for any other type of swap. 
Contingent Leg

Meanwhile, the FpML structure does not have a recognizable "other" leg, but rather two forms of settlement. We therefore discussed what is the structure of the CDS deal. The two legs of a CDS are the fee leg and the contingent leg. 

Also known as the Protection Leg, this is the leg which provides the credit protection, and is contingent on the credit event occurring. That is, the credit protection seller agrees to the terms in the contingent leg, in the event that the Credit Event defined there takes place. Terms include reference to the debt or other item which the credit protection relates to. This is known as the Reference Obligation, and is the item for which regular payments should be made. The credit event is defined as a non payment of one of the scheduled payments on the reference obligation. 
Noted that the Contingent Leg is where the terms reside which are currently (copied from FpML) in class "CDS Protection".
Settlement Terms

Identified two sets of these (both in FpML), and these are alternatives: settlement is either by cash or by delivery of the underlying under some terms. See also phone conversation afterwards with Martin Sexton. This relates to the related question, not addressed in the session, of whether or not the underlying is held by the party buying the protection. 

Note that physical settlement is different to what we would see in a conventional swap, since it is the buyer of the protection who settles by delivering the deliverable obligation at the agreed terms. The protection seller is agreeing to buy the bond under those terms. 

Added common concept of "Deliverable Leg" since this "either / or" means that there is always one deliverable leg, which may be of either form (this is not completely clear from the FpML schema). 

Deliverable obligations

Also cash versus physical, and index versus individual asset. 

Notional

The CDS has a notional amount. The notional amount is the price at which the protection seller agree to buy the bond in the event of a default. This is different to the recovery amount. 
Underlyings
Talked about underlyings, and for example what happens when the underlying is an index rather than an individual asset. 

Questions asked include whether, like a single asset CDS, there can be a CDS of a basket or an index. The consensus is that in this sense, no. A CDS which refers to a single asset is related to the credit of the issuer, which would make no sense in an index or basket of securities from more than one issuer. There are however credit indices. 
There is a kind of synthetic CDO which we discussed briefly, in this context. 
Deliverable Obligation

Question: what sort of thing it can be? 
This is usually the Reference Obligation, but in some cases the nature of the CDS contract is such that the reference obligation cannot be delivered, for example if it is an index or a loan. Therefore Deliverable Obligation exists as a distinct concept, with a relationship fact that it "can be" the Reference obligation. Facts about deliverable obligation from FpML to be added here. 
Reference Obligation

Revisited the class of thing which is "Reference Obligation" (a relative thing, with an identity as described above). Added the relationship fact "form", which refers to the logical combination of things that the Reference Obligation can be. 
Loan

Identified that another kind of reference obligation can be a loan. The model for loans has been added recently as part of the ongoing proof of concept work, so the term "Loan Contract" from that model was added to the diagram, and included in the logical combination of things that a Reference Obligation can be. 

Credit Event

This was already added to the model but is not explicitly stated in the FpML terms so there may be some duplication of terms if we are not careful. The credit event relates to events about the Reference Obligation. 

Added facts about this ("refers to"). 
Detailed Review notes

As usual, notes made on the day are indented, to distinguish from clarifications and commentary. 

Legs

CDS Fee Leg
Definition
The fee leg in a CDS contract

Review notes

REVIEW: whether this is any different to a regular Payment Leg.

Answers:

This is the !other! side of the swap. you are going to pay a set of fixed payments in return for a payment that occurs in the event of the credit event. 

so this is not incorrect but not a useful name for it. 

Swap is swap of a set of payments that equates thte credit margin in return for the payments that apply int he case of the credit event. 

does this mean there is another "Leg"? 

Contingent Leg

In discussion about other terms, came across a useful name for the "other" leg that is not the Fee Leg, as Protection Leg. 

Proposal: Better name would be Contingent Leg. All agreed. 

Agreed on Contingent Leg since this describes what it is as distinct from why it exists. 

Action: 

· Named as Contingent Leg 

· Added synonym of "Protection Leg"

Definition and Notes
For a protection leg the commitment is a conditional commitment to pay out in the event of the credit event. Typically this would be a default. 

Contingent Leg is another name for this, because it is contingent on the credit event. 

Contents: 

1. The payment to be made in the event of the credit event occurring

2. the Credit Event itself. 

This is called the calculation amount as it is the notional amount minus the recovery, to get a final calculation amount. 

There is a formula behind this. The Calculation Amount is how the calculation is driven not what the actual payment amount is.

Do we model the formula? Depends whether there is physical or cash settlement. 

Simple Fact: Calculation Amount

Definition and Notes

The amount used for the calculation. with the Reference Obligation defined as a particular instrument, you have to define the amount of your obligation to it. This may be the face value or some other amount, and is really the notional value of the swap.

Usually a monetary amount, we can't think of a case where it would be a percentage or something. 

Relationship Fact: specifies 

Target = Credit Event
Added this relationship fact to Contingent Leg
Diagram note for Contingent Leg and CDS Protection Terms
These "Protection Terms" in FpML are the Protection Leg.
Action: Move terms from "CDS Protection Terms" (the FpML "Protection Terms" sequence), to Contingent Leg. 
CDS Physical Settlement
Definition
Physical settlement is where you deliver the reference obligation (e.g. a bond) itself. 
CDS Deliverable Leg

New class added as common parent of Cash Settlement and Deliverable settlement, as these are both CDS settlement arrangements. Made it the common parent of CDS Cash Settlement and CDS Physical settlement.

Deliverable Obligation

Diagram note

Deliverable Obligation is usually but not necessarily the Reference Obligation. 

If the Ref Ob is an index for example, this can't be delivered. For an index CDS the delivery would be cash. 
Credit Default Swap (class)
Added the following new Simple Fact to this class. Consensus was that this term applies to the deal as a while and is not a fact about an individual leg or other term. Therefore it was added to the "Contract" class of Credit Default Swap. 
Simple Fact: Notional Amount

Definition and Notes

The notional amount is the price at which the protection seller agree to buy the bond in the event of a default. 

Recovery amount: once the credit event happens the bond's value is reduced. the recovery amount - the protection seller reduces the notional amount (by what?)
If you deliver the security you agree the price. If you don't then the bond has value and so the calculation of the amount of the cash settlement will take into account the recovery value. 

Also there will be an option of determining the price of the defaulted bond after the credit event. Terms to capture such as who determines those things? See Calculation Amount. 

Credit Index

Added this term. 
Diagram note

Won't have a CDS against a Basket of securities or an Index of that kind. 

You can have a basket of CDS Indices. For example CDX is an index. Single name CDSs are combined in a Credit Index. 

Single Name CDS is one with only one reference entity. A basket of single name CDSs makes up a credit index. Who then is the party to those single name CDSs. all the people who run the index do is quantify the exposure to that basket. They are not buying any risk themselves tey are measuring the performance of that basket of CDSs. With baskets you can have portions of the basket triggered and therefore have payoff. There are 100 single name CDSs in the index, each with a .01 amount of the index, so if one defaults then you are left with 0.99 i.e. you would get a proportional payout rather than a complete payout. 

Diagram note

Basket: Probably not. This is more like a CDO, where you build a CDS on a basket and parcel them into a lending instrument to give you exposure across those baskets. So this may be a theroreitcal possibility i.e. you would be creating your own index. 

See for example CSO which is a synth CDO, which is a slicing of the index * into different tranches so there would be an attachment point and a detachment point. 0.1 to 0.3 and 0.3 to 0.7 and so on - (up to 1). So if you buy the bottom tranche you pick up the 1st 10% of defaults; if you buy the top tranche you don't get any losses until the others have come along, so it's a very secure thing. So for instance the 70 - 100% slice means that you only take losses once 70% ofthe portfolio is degraded. 

Index: not simple credit index? 

CDX is a credit index. Can divide this into tranches as described above, to create a synthetic CDO. The tranche is based on the index, so the terms of the contract will reference the index and define the tranching of that. 

Logic ANY Combination for Reference Obligation identity
The draft model included a logical combination for the kinds of things that may be the Reference Obligation. Each possible entity is identified by having a "selection" relationship from this logical combination. 

See email feedback - there is a defined list of things that can be a reference obligation. 
New selection on the above logic
Target = Tradable Debt Instrument. 

Consensus is that in terms of securities, you can only have a credit event on a debt instrument. This is because for example an equity instrument is not a commitment to pay. 

Loans

Also agreed these should be included in the combination of things that may be a Reference Obligation. Added "selection" relation for this. 
Deliverable Obligation

New Relationship Fact: may be
Target = Reference obligation

Note that this may not be needed, it's not necessarily the case that the deliverable obligation, which is why FpML defines them separately. Added anyway. 

The reference obligation is what is referred to in the contract while the deliverable obligation applies only in the case of a delivery settlement, and refers to what is delivered. 
Reference Obligation

Class notes

This is what we are referring to when we refer to the credit event. 

Where does it go from here: thing or event?

Commonly refers to an instrument, i.e. "This is the instrument we are looking at; if this instrument defaults then we are going to pay out on the protection leg. 
New Relationship Fact: form
Target = logical combination 
Credit Event

Definition and Notes 

Determine whether this is an Event or Actor type i.e. whether or not there is always some Actor (making it an Activity though usually referred to as an Event because the actor does not form part of a data model). 

Credit Event Types note

ISDA has 6 combinations of credit event types. Add these to this model

Bankruptcy

Failure to Pay

Reconstruction

etc. 

to come

22 styles of ISDA agreements for CDS as well, with different combinations of terms. 

Relationship Fact: refers to

Target = Reference Obligation

Added during review. 

Diagram note

Located over next to CDS Protection Terms

Protection Buyer may be obliged to provide the Protection Seller with the bonds in return for the cash value of the bonds. Protection Buyer is covering themselves, so one would expect the buyer to have to supply the bonds to the seller who would provide a cash amount which is the difference between agreed price that they bought the protection at, and the par value. Deliverable Obligation refers. The party who is giving the protection is undertaking to the buy the bond off the party buying that protection; you are agreeing to buy it at an agreed rate (price). 
Further Notes and Follow-ups
Session Chat Log

(extract)
govind k (to All - Entire Audience): fee leg and contingent leg
Gil Elliot (to Organizer(s) Only): I agree with what I've been hearing and also maybe it might help to look at it like this -- you need to have a contract on "like" entities -- in other words, you can't really have a "credit" default on something that isn't credit... so to your example before, you couldn't really have a CDS based on the S&P 500 since there is no default so to speak... however perhaps you could have CDS on a basket of bonds issued by S&P 500 companies...I'm not really an expert on CDS but maybe that helps.
Gil Elliot (to Organizer(s) Only): not sure on that question
Gil Elliot (to Organizer(s) Only): I've never seen that
Gil Elliot (to Organizer(s) Only): but I haven't done that much with CDS except look at some potential portfolios/synthetic CDOs
Gil Elliot (to Organizer(s) Only): yeah, the attachment/detachment is like the "tranche", correct
Gil Elliot (to Organizer(s) Only): 0-1.5% means what you own will absorb the first 0-1.5% of losses
Gil Elliot (to Organizer(s) Only): 1.5-3% means that you will absorb the losses over 1.5% up to 3%, etc.
Gil Elliot (to Organizer(s) Only): the say, 70-100% slice means that you only take losses once 70% of the portfolio is degraded
Gil Elliot (to Organizer(s) Only): yeah
Gil Elliot (to Organizer(s) Only): can't default on equity
Gil Elliot (to Organizer(s) Only): well, i suppose that it could be ANY debt instrument
Email Submissions

From London Market Systems

Credit Transfer Products
Hi Mike, Is it worth considering Credit Transfer products as a whole? The Bank of International Settlement differentiates between Credit Default Swaps and Guarantee Insurance transactions and puts them under the superset of Credit Transfer Products. Guarantee Insurance transactions being considered corporate products, normally based on physical holdings/exposure, involving no major systemic risk for financial markets, unlike CDS which are traded by financial institutions. 

CESR has written a few paragraphs on CDS products, this is a good starting point (VIII. Credit Default Swaps - page 23).

http://www.cesr.eu/popup2.php?id=6479
As I mentioned in previous correspondence I feel it's important to differentiate reference obligation(s) and deliverable obligation.  
References
I always find the following useful:  

http://www.fpml.org/spec/fpml-4-7-4-lcwd-1/html/index.html
I am also aware that there is 22 styles of CDS agreements (Asian Corporate, Asia Sovereign, Australian Corporate...). I'm trying drag out the spreadsheet of the different styles.
From OTPP

Deals we have expertise on are

· Single-Name deals (premium, notionals, upfront-fees, credit-event terms/conditions, maturity, payment frequencies, credit spreads for valuations)

· CDS Index deals (same as above + reference index of companies - eg: CDX index of 125 NIG companies, with standard credit-event definitions)

· CDS Index tranche deals (same as above + reference index, % tranche - eg first 3% to 7% default loss protection x 100MM Notional is ~ 4MM protection)

· Standardization of contracts (up-front fees to cover spreads over 500bps, etc, 

· standardization of contract maturities)

· Funded vs Unfunded credit derivatives

· Valuations using JPMorgan model, credit spreads, etc

Follow-up Phone Conversations

Martin Sexton

Settlement auctions: agree mechanism for buy sell of u/lying at agreed price

Big bang protocol: ISDA to standardize this see lms.com article.

Pricing: CDS spread, price curve. Contract based on spread. Published by someone e.g. Reuters.

Third party may hold reference obligation. This means there are CDS where the protection buyer holds the reference obligation, and CDS where they do not. The protection seller agrees to buy the reference obligation at the agreed terms. If there are a number of deals where the reference obligation is not held by the protection buyer, then all those protection buyers have to go into the market place to buy the instrument which is the reference obligation. This can cause problems. 

fallback settlement terms may also exist. 

US munis always physically hold the reference obligation. 

3 kinds of referene obligation:

· bonds

· loans

· borrowed money (sovereign and corporate)

Online Research

Looking into the above question, whereby the protection buyer may or may not hold the underlying reference obligation, I came across the following definition in an article: 

Naked CDS
Source: New York Times at

http://dealbook.blogs.nytimes.com/2010/04/01/the-fight-to-regulate-derivatives/
The [Representative Peterson, proposed Feb 2009] legislation also sought to ban naked credit default swaps, a particularly contentious form of the contracts that pay out if a specified loan or bond suffers a default. Unlike those standard instruments, however, naked swaps don’t require the purchaser of default protection to own the underlying security. Critics have charged that naked credit default swaps, like naked short selling, can lead to dangerously unchecked bets against companies.

Email Follow-ups

From London Market Systems
Standard ISDA  Credit Event default combinations
Hi Mike, there are 6 standard ISDA  Credit Event default combinations:

	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


22 Standardized CDS styles

· Standard North American Corporate (fixed income payments)

· North American Corporate 

· European Corporate

· Australia Corporate

· New Zealand Corporate

· Japan Corporate

· Singapore Corporate

· Asia Corporate

· Subordinated European Insurance Corporate

· Emerging European Corporate LPN

· Emerging European corporate

· Latin America Corporate B

· Latin America Corporate BL

· Japan Sovereign

· Australia Sovereign

· New Zealand Sovereign

· Singapore Sovereign

· Latin America Sovereign

· Western European Sovereign

· US Municipal Full Faith and Credit

· US Municipal General Fund

· US Municipal Revenue
Documentation for the above
Hi Mike, You may find the link below useful, this web page contains a set of spreadsheets, updated regularly, that provide a breakdown of the various styles of CDS agreements:

 

http://bit.ly/bHDMBg
 

As you will appreciate from this material, there are a fairly limited set of attributes used and a lot are common to all agreements.
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