Semantic Repository SME Review - OTC Wrap-up (2): CDS Terms

Credit Default Swaps Wrap-up Session Notes
Wed 26 May 2010
Summary
This week we went back over the CDS model with a view to wrapping up any open questions, identifying areas that still need research, and achieving consensus on those sets of terms that need no further work. 

Consensus was reached on the terms for credit events and the relationships between credit events, reference entity and reference obligation. Other terms are largely unchanged since the previous reviews, however, additional clarification was reached on non single name CDS contracts, with model actions identified to complete this model. 
Next week we will take a week off. 
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Overview

We started off by looking at the terms for Credit Event and Reference Entity. The Credit Event terms were derived directly from FpML, where these were entries in a selection of possible credit events. Some of these events implied additional terms which were also modeled in the draft model. In addition we looked at whether these could or should be disposed as hard and soft credit events. 

Also looked at the relationship between Credit Event and what it is an event about. Started by describing the assumptions made in modeling this part of the model, and these seemed to be OK. These changes involved adding a new "Thing" called "Reference Entity" (which is often mentioned but was not an FpML term), and then having added this, some credit events are identified as being "about" the Reference Obligation as before (this being a security or similar), while others are "about" the Reference Entity itself, a legal entity and generally the issuer of the Reference Obligation. 

Prior Changes Made
The following significant changes were made to the model, and presented today for review: 

· Credit events added to CDS model
· Addition of Reference Entity and relationship with Credit Events 

Also to be reviewed were the remaining questions around Reference Entity, particularly for Loan and Index, and the FpML term for Basket Reference Obligation.  
New items

New item: Reference Entity

This is the entity that some Credit Events are about. It has a property "identity" relating to the term "Legal Entity". This is on the basis that of all the sorts of business entity that may exist, only a Legal Entity may incur debts or be sued at law (indeed, that is the formal definition we have for Legal Entity), and so a Reference Entity can only be a Legal Entity.
New Credit Event terms

Here are the Credit Event terms in the original draft model: 

· Soft Credit Event*
· Failure to pay interest

· Failure to pay principal

· Hard Credit Event*

· Failure To Pay

· Reference Obligation Credit Event

· Distressed Ratings Downgrade

· Maturity Extension

· Writedown

· Obligation Default

· Obligation Acceleration

· Repudiation or Moratorium

· Restructuring

* these were changed during the review - see notes. 
Open Questions
The area around "what kind of thing may be a Reference Obligation" still has questions. This refers to securities but also to loans and to index. In FpML there is also a Basket type of reference entity, which has not been modeled yet. 

It is hoped that the new model detail around Reference Entity versus Reference Obligation will result in a clearer view of what kinds of thing can be the RE and the circumstances under which the Deliverable Obligation (which has to be a security or cash, else it can't be delivered), differs from the Reference Obligation. It is therefore hoped we can close down those questions this week. 

Model Changes Notes

The working assumption behind these model changes is as follows: 

A party (the protection buyer) wishes to protect itself against the risk that a debt security it holds may prove to be worthless because the issuer gets into financial difficulties. These difficulties are detected by the fact that the issuer experiences a credit event. Therefore the protection buyer takes out a contract with another party in which, typically, that party agrees to sell them the security in the event that one of a set of possible events takes place (the credit events). The events themselves may or may not relate directly to the security that the party was buying protection on, and may not apply to any security at all. Also protection may be sought against a loan rather than a security. Also the agreed delivery in the event that the credit event takes place may be the delivery of the reference obligation (the security), it may be delivery of another security or it may be cash. There are also CDS contracts which are not "single name" CDS contracts at all - we will deal with these separately. 

Having dealt with the range of variations on the CDS theme, the most common scenario is much simpler. Most corporates which you might wish to insure against with a CDS contract would typically only have one issue of debt in the market. So insurance against loss on the individual security more or less amounts to insurance against the reference entity getting into financial difficulties. It's only in the range of variations that these semantic distinctions become relevant. 

So for instance, if a company fails to pay interest on a debt security that it has issued, this serves as a warning that all is not well with that company, and that other creditors (who have other securities, or loans) may be about to experience losses. For example, you might hold one security, and another security may be the one that experiences a payment default because the one you are holding is not due to be paid yet, and therefore cannot be in default. So by having a CDS contract with a suitable counterparty, you would draw up the terms of that CDS such that it may identify a number of events which may happen to that company or reflected by events on other securities issued by that company, which would act as an early warning on the debt that you hold, and allow you to close out the CDS before being impacted by such losses. 

Therefore there is a range of credit events, some of them explicitly about the entity (like restructuring), and some of them explicitly about the reference obligation security itself (like failure to pay interest or principal). Some are also about securities other than the reference obligation, or about all securities issued by that company. 

So in practice all credit events tell us something about a company (reference entity) but allow us to explicitly protect against losses on a particular debt for which we are a creditor (the reference obligation). 
From comments at a previous review session, we started to identify some events as "Hard" or "Soft" credit events. In the event it was agreed that this is not a vital term or one that is identified within the CDS contract, but it threw up one important distinction which is worth bearing in mind, namely the distinction between "Failure to Pay" on the one hand, and "failure to pay interest" / "failure to pay principal" on the other. The names would suggest that the latter two are sub-types of the first, but this is not so. In the first instance there may be a failure to pay interest or principal. This then causes a certain amount of renegotiation in many cases, possibly with some agreed grace period, as well as noting whether a grace period is already defined in law or in the original loan contract and whether this may be extended. A later, more serious event would occur if, after the stated grace period and any extensions to that period, there is still a failure to pay. 

So some CDS contracts would be based on the later, more serious ("hard") event and not on the initial failure to make an individual payment. It is also worth noting that it is not always in the interests of the protection buyer to be forced into closing out the contract too early in the process, for example the price they would obtain in the contingent transaction might not be beneficial. 

Detailed Review Notes and Discussions

Reference Entity

Added a new class of "Party" to the model, which is the Reference Entity. This is defined as the entity in respect of which the credit events are defined (either directly about that entity or indirectly as being about a security issued by that entity). 

Definition:

The legal entity about which any Credit Event refers. 

Further Notes:

Although the CDS is made out with reference to some security (issued by some party) or some loan to some party, the underlying purpose of the CDS is to protect that instrument in the event of some Credit Event that is to do with the issuing (debtor) party itself. Credit Events are therefore defined in relation to the Legal Entity and not in relation to the Security itself. 

Discussion: Credit Events are defined so as to reflect the credit performance of the Reference Entity, and may or may not be defined with reference to the security which is defined as the Reference Obligation. 
Discussion Note around Ref Entity

Reference Entity:

Possible not to have reference obligation out there so you look at the party

Clause:

"If you default on anything you default on my security as well. "

This clause would be in a contract for borrowing. Otherwise all the assets of the company are distributed to other creditors, before they have defaulted for you yet, because there isn't a payment due, for this to be a default against, but you already know that a bad thing has happened to the Reference Entity. 

This means that addressing the reference obligation you are indirectly referencing the default of the company. 

Comment: Here we have a new term, which is a term of any borrowing, in which the borrower agrees that a default on any other debt is treated as a default on this debt as well. This should be added to the legal terms for a Loan Contract. It may also be a term for a bond or other debt security, so we should review the debt security terms for this clause. 

Action: Add to Loan model (see later note).

Credit Events

New Class: Bankruptcy

Looking at the list of credit events, it seemed strange that bankruptcy itself was not included. Added this class to the model and discussed.

Note: 

Bankruptcy would not be a Credit Event since the defined credit events are set up as earlier identification of the risk.
Consensus: it was agreed this would not itself be a credit event, in that once this event has taken place it is a bit late, therefore CDS would not be written with this event as the credit event. 

However, an event that would be of interest would be when a company initially files for bankruptcy. Therefore added this to the Credit Events hierarchy, since it was not one of the FpML terms. Assume this would be a "Hard" credit event. 
New class: Filing for Bankruptcy

Definition:

An event in which an organization files for bankruptcy. 

Further Notes: 

This may be defined as the Credit Event in a CDS. 

Note on Filing for bankruptcy

(1st part is Martin's note from Chat Log)

Filing for bankruptcy is important as it's not possible to issue a failure to pay notification by the non defaulting party.

Implications: 

This may also vary between jurisdictions, but it looks as though it would not be possible to issue a F2P notice in the event that they have already filed - by this time things are in the hands of the legal people. 

Discussion: What are the implications of a filing for bankruptcy, on the definition of credit events and the issuance of notifications to pay? Credit Events have a term which is the "Notifying Party". This may be either the buyer or the seller of the CDS contract (and therefore, not the Reference Entity). It seems that it would not be possible to issue such a notice if the reference entity has already filed for bankruptcy. In this sense therefore, this event is different to other events, which have the notice term. 

Further thinking: 

In effect these events are all events in their own right, as well as being defined as "Credit Events" in the terms of the CDS contract. Therefore we should possibly model the term "Credit Event" as a relative term. However, apart from filing for bankruptcy, these are all events as defined in the CDS contract itself and therefore part of the contract, identifying real world events that are not themselves part of the contract. 

Jurisdiction variations

Discussed the possible variations on some of these terms as they may be effected by statue law in different jurisdictions. Captured the following thoughts on a diagram note: 

Jurisdictional variations:

e.g. in US there may be greater alternatives available, e.g. in Aus there may not be the potential for filing to seek protection while they do restructure. 

Statutory law would define these possibilities. Can negotiate around this to some extent, but some jurisdictions will have statutory provisions. 

Discussion: the implication here is that facts like whether or not a company can seek further protections while they are restructuring, would be defined in some body of national company law that covers bankruptcy and restructuring activities. 

This should not have an effect on contractual terms for a CDS contract itself, as long as all the possible ways in which a credit event may be defined in a CDS contract, may be defined. Note however that ISDA contract terms are explicitly set up under New York law, whereas the legal framework in which the Reference Entity operates may be any jurisdiction at all. 
Failure To Pay

Reviewed the "Failure To Pay hard credit event type. This has terms and definitions from the FpML schema. 

This is not the same as a simple failure to pay interest or principal, but is a more serious event in which after some grace period (if there is one) and any extension to the grace period (if one is allowed for in the debt terms and negotiated after the failure to make that payment), there is still a failure to pay. This is also known as a "Failure to Repair" which might be more meaningful.

See notes text in "Credit Event" from previous reviews: 

Failure to Repair event (May equate to ISDA "Failure To Pay")
This means that the Failure To Pay (failure to repair) event really happens after the expiration of any grace period. That suggests that the grace period should really be a fact about the initial, soft event of failure to pay interest or principal. In FpML it is included with the Failure To Pay term, but so is a flag about whether this term is applicable. 

Action: Think through the disposition of these terms. 

Reviewed the simple facts given for this event type. Made comments in one:
Simple Fact: Grace Period Extension Applicable

Definition:

Whether the grace period extension provision is applicable.

Further notes:

Whether this is applicable or not would vary by jurisdiction. 

Would in fact be a clause in the Loan Contract. 

There may also be statutory clauses that would override those in a contract, for a given jurisdiction.  

Discussion: In fact, it looks as though the question of whether a grace period extension is allowed, would be a fact about the initial failure to pay interest or principal, rather than a fact about the later, "Failure to pay" hard credit event. Consider whether to change this. Also took a note on the diagram, against Soft Credit Event: 

Hard v Soft credit events

Diagram note:

These distinctions exist but are not discernible in the FpML terms because they are not normally defined as such in CDS contracts - events are simply defined as what they are. 

Most (all?) CDS Contracts don't distinguish between Soft and Hard Credit Events. 

These are modeled as logical unions so that if a meaningful term "Hard event" or "Soft event" is needed in some context, it can be defined as the logical union of whatever kinds of event are defined as such. 

Consensus: These are not terms defined as such in the CDS contract and have narrative value only, though we did not definitively establish that no CDS defines these terms. If they are to exist at all, they would be defined as logical unions. This means that they are not part of the taxonomy or ancestry of any term, but if one wants to define such a term as "Hard Credit Event" or "Soft Credit Event" then this can be achieved by making each of these a logical union of the kinds of term that would be referred to in that way. 

Changed the model to reflect this. Failure to Pay is a Hard Credit Event, and it was agreed that "Filing for Bankruptcy" should be too. So that was added to this logical union. 

Also noted that the two terms we originally had under Soft Credit Event, should be identified as kinds of "Reference Obligation Credit Event" since they relate to payments status on the security that is the Reference Obligation. Added these parent relationships in. 
Note on Soft Credit Event

Grace period applicability would in principal apply to the soft credit event. The hard credit event (Failure to Pay) is after such a period, if it exists, has passed. 
Discussion: Looking at the model terms for Hard and Soft credit events, introduced at an earlier review, we focused in on the "Failure To Pay" event type. It would appear to make more sense to define the yes/no term about whether a grace period was applicable, as being a fact about the initial payment failure. 

Note on CDS Terms and event types. 

CDS Terms:

Risk appetite: would not always want to trigger the CDS contingent txn too soon. Could also declare a default event when in fact the triggering of that txn would not be beneficial to the protection buyer. 

Hence there would be a range of possible ways to determine the credit event - want to be sure it's not a false credit event. That's why some CDS would look at soft events and some would look at hard events. 

Discussion: The reason that one might want a CDS contract to reflect different kinds of credit event, is that the risk appetite of the protection buyer may vary from one party to another, so that one might want to buy protection against any (soft) event while another may consider it more beneficial to hold on to the reference obligation until there is a hard credit event, since it is not always beneficial to initiate the transaction whereby the protection seller buys the reference obligation from them. For example, the price they would get may not be as beneficial as what they would get from holding on to the security while the reference entity makes good on repayments. 

Remaining Credit Events

Discussing how they are arranged, what they are. Two that are not so clear are Obligation Default and Obligation Acceleration. 

Note on Obligation Default; Acceleration

Applies to Reference Obligation.

Discussion: These two events would apply to the Reference Obligation. According to the FpML narrative they may apply to more than one instrument. 

Note on Credit Events

Consensus:

Credit Event hierarchy seems OK. 
Comment: We are now in a position to mark up this set of terms as "Consensus". Definitions were not reviewed word by word but are all populated with the FpML definitions. 

Reference Obligation

Loans

Big note updated around Ref Obligation and Loans

Pre-review note and questions 14 April:

Or what?

The loan

the bond

Any obligation whose value is susceptible to default

Delivery: 

For loan: Might be an assignment of the loan or might be cash. Assignment = you become the beneficiary / you assign the benefits of payment to a third party and they collect any payments that might occur on the defective loan and give you your money up front. Like a loan factor. Once you step away from negotiable securities there may be a range of terms and possibilities. 

Answers 26 May:

To insure a loan: Recall that there is no obligation for Ref Obl and Del Obl to be the same instrument. If you are protection yourself against a loan default you would tie it to a reference instrument. 

Now we can see the contract in which that clause belongs, namely the loan contract. So the loan contract will specify the reference obligation.

Delivery: Delivering a loan implies assignment, i.e. a separate instrument. Or you can deliver instruments just by exchange. Very often you don't deliver the loan, but you could i.e. by passing off the rights underneath it. This means that the party which has bought protection would negotiate the liquidation on behalf of the protector, and the protector takes the credit but does not go through all the issues of assigning credit - once the company is in liquidation there are all sorts of things about whether the company could assign the debt or not. There is lot of tort and so on in this process. (litigation)

Discussion: 

Now that we have identified credit events as pertaining to either a Reference Obligation or the Reference Entity (legal entity), we asked whether this gave us enough information to fill the gap in the model around CDSs where the reference obligation is a loan. The existing model also had a relationship between "Deliverable Obligation" and "Reference Obligation" called "usually is", which raised the question of what else the DO would be when it is not the RO. 

The way this would work in the case of a CDS against a loan, is that the CDS would be drawn up with an issued debt instrument from the creditor as the Deliverable Obligation. This equates to assignment of the debt in the loan, to the instrument, in the case of some credit event. The loan contract itself would have a clause for "Assignment" which specifies the assigned instrument, regardless of any later CDS contract, and so this would effectively identify the Deliverable Obligation. 

It was also noted that it is possible to "deliver" a loan itself, by passing off the rights under that loan. There is also a scenario where the Protection Buyer is involved in the liquidation process, via the Protection Seller, but this seems to relate to a "hard" credit event situation where the issuer of the Reference Obligation is in liquidation, a scenario in which there are many calls on the debt of the company. Some of these scenarios would be hard to model and would not form part of the contractual terms of the CDS contract, which is the main thing we need to capture. 
Note on Loan

Add terms to loan contract, about reassignment in the event of defaults. 

This means there would be credit events defined in the loan contract, regardless of anyone later buying protection from some other party. 

In the contract, the grace periods and so on would be defined. 

Action: There are terms from this review which need to be added to the "Loan" model. This is a new model, created as part of the ongoing Proof of Concept work, and was not in the original scope of the SR for financial securities. Some of these terms are quite complex, but essentially there would be a set of terms relating to what happens in the event of various non payments, which exist in the Loan contract, independently of anything in a CDS contract. 
Loan Contract Model

Note on similar terms in Loan Contract model
Went to the new model of Loan terms being developed as part of the ongoing Proof of Concept activities. It was clear that the terms for grace period and the like which are initially part of the contract for the loan itself, belong in this model. We looked and did not find these, so they need to be added. 

Note: 

Add relationships referring to the relevant terms within a Loan Contract. 

AND

A CDS could separately define a grace period, but this would be done with reference to the contractual terms for the same material. For example might specify a shorter grade period in the CDS than would be in the statutory or Loan Contract defined grace period. 

Consensus: The presence of grace period provision in a loan contract is independent of whether the CDS contract specifies an allowable grace period extension, and independent on any statutory laws that may be in force. As in all such things, it is possible for a contract to include something that is over and above what is defined in statute, or even something that is not supported by statue law (though this would be unlikely in this market). 
Reference Obligation choice (logic) group
Basket is not just a basket of securities but a basket of securities and/or reference entities. 

The basket has terms about the nth entity to default and so on. 

So it works like a home made credit index, which (maybe) works in a similar way. 

Discussion: The model for Basket reference entity looks like a complex one. With Index, we do not really need to worry about how the index is structured since any index is a figure provided by a provider (publisher) and does not need to be modeled internally within a contract that refers to it. However, it is possible to define similar terms locally within a CDS contract, in order to define that contract in relation to a number of entities, using both entity and instrument as constituents of the Basket. 

Action: Model the terms for Basket Reference Entity. Hopefully the FpML schema has the terms for these. Ensure that the above notes are reflected in this, i.e. the constituents may be instruments or legal entities, and there is some cascading of default terms, i.e. the occurrence of the event which triggers the Contingent Transaction, is not a simple "any" credit event against a component of the Basket, but some combination or cumulative sum of events within that basket. 

Credit Index class 

Added, with notes.
Definition

An index that is a function of credit events. There are Cr events occurring that change the value of the underlying portfolio. 

Review notes: 

How does this differ from a basket of debt securities? Basket is defined as part of the contract. Whereas, with the Index, you don't reference the components. The index is based on a basket of risks (not a basket of debt instruments as such). 

So this is an indirection to a circularity. In could be some form of valuation of underlying CDS (real or imagined). 

However this "is" the Reference Entity in the sense that it is what you refer to in order to determine the status of the portfolio,

One name CDS: Binary process; if there's a default it's all over

With indices if the index changes there would be partial payouts but the contract continues in existence,. It would pay out a portion of its value. 

The index indicates that some proportion has defaulted. Would deal with multi names. 

ALSO

not always a static portfolio, there may be provisions for replacing defaulted securities. Need further research on this details. However, we only need to know them as something with a number and a publisher. 
Discussion: 

Discussed credit indices. There was something of a mystery about these. If an index like CDX is an index of Credit Default Swaps then surely a CDS which refers to this introduces some kind of circularity? Is it rather an index of credit events rather than an index of CDS contracts? Or is there more than one kind of index? What is meant by a CDS which is not a "Single name" CDS? 

From the above notes, and comparing with the Basket term also, it seems more likely that what is meant by a Credit Index is not an index of CDS contracts but an index of Credit Events (i.e. an index of reference obligations and/or reference entities, with identification of credit events about those). In other words, descriptions of Credit Indices as being indices of CDSs may be inaccurate choice of wording. Since CDSs themselves have Reference Entity and Credit Event descriptions, it's easy to see how these could be referred to like this. We will assume that a credit index relates to the credit end of a CDS and not to CDSs, and the constituents are reference obligations and not CDSs. Then a consistent model can be completed which is in line with the above, and we can present this for review and see if it is accurate. 

Follow-up and Additional Research
Chat Log

Martin Sexton (to Presenter Only): e,g. If an organisations files for bankruptcy or chapter 11 then it affects your reference obligation.
Martin Sexton (to Presenter Only): Filing for bankruptcy is important as it's not possible to issue a failure to pay notification by the non defaulting party.
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