Observation Log Details

Detailed text of emails where these are too long to replicate in the Issues Log. 

# 63: Relationship Hierarchies

Raised by: Willi Brammertz, Brammertz Momentum

· Relationship hierarchies: This is a very important information for credit risk analysis. the core is to know, how much a firm (sometimes a person) owns of another firm. As you said, you have to work on this yet (and I guess, there was not enough time left...)

· Simple relationship: In most cases a financial contract is a 1:1 relationship with a simple creditor and a simple debtor. For this reason, every financial contract must have two links for the two sides.

· Complex relationships

· That can be solved simply: There are some complex relationship that can be solved simply. For example a government bond issue is bought by many. This is a 1:n relationship. This is solved by allocating to each counter-party the part it owns. We turn it into a 1:1 relationship. Most of the complex relationships are of this sort and can be cleanly solved this way.

· That cannot be solved simply: A complex relationship is a n:m relationship. A group of people owning a portfolio of contracts. Or a mortgage owned by a couple where both partners are fully liable.
Such a relationship at the end must be brought to a 1:1 by for example forming an entity (for example husband and wife form an entity). The unlimited liability must be solved via a Guarantee (which is a financial contract, see below) etc.

#65: Autonomous Entity Label

Raised by Ted Hills, BAML. 

Suggests improvements to the FIBO introductory slide deck. Uses the word “Entity” as synonymous with “Thing” in the context of Business Entities. Sample slide provided.

MB Response

Entity as used is not intended as a synonym for Thing, but it is the suffix used (informally) for Legal Entity, Autonomous Entity and so on. No real formal semantics intended by the use of this word. 

TH Response
Thanks, Mike. This makes perfect sense. In fact, I had almost come to the conclusion that this was the approach you were taking (standardizing on the word “thing” rather than employing the overloaded term “entity”). However, the ontological diagram on slide 5 led me to believe that this was not the approach being taken. My confusion arose from the name of the set of things called “Autonomous Entity”. Given that the word Entity is being qualified by the adjective Autonomous, this definition implies that there are Entities that are not autonomous. Presumably such non-autonomous Entities are also a subset of Independent Things, but different from Autonomous Entities. Thus, all Entities, whether autonomous or not, would always be a subset of Independent Things, and therefore Entity and [Independent] Thing appear to be synonyms in this context, implying that there was not a discipline to use the word Entity as less general than Thing.

I think this confusion could be cleared up by taking two steps:

1. [bravely?] renaming Autonomous Entity to be simply, Entity. Then, the change in type of Independent Thing to a more specialized kind of Thing with its own type name, Entity, stands out.

2. Adding some text on slide 4 explaining that, in FIBO, the word Entity is not used as a synonym for Thing, but rather for “any thing that can act on its own part”.

#123 – Trust and SPV Terms Details

From Richie Barter

As mentioned in the chat on the call there were a couple of other

points that came to mind when I was reviewing the Youtube video from

November 8th's session on Trusts:

> You may well have covered this in the securities section earlier however once concept that might be worth considering is the idea of a multi-issuance vehicle (applies to either an SPV or a Trust) where legally segregated issuances of units or notes can be issued under different series names. They all come from the same vehicle but are in effect stand alone. This structure relies on a master set of vehicle docs (which themselves refer to terms from the ISDA Master Definitions) and each series being issued from the vehicle having their own specific set of issuance docs, trust agreements, swap contracts, etc.

[logged as Issue #124] > The role of the custodian: This function is an important part of the Trust structure which wasn't really discussed. The custodian can be, although not always, a separate role within the overall operation of the SPV or Trust, which is governed by a separate sub-custodial agreement between the Trustee. This might be worth considering further in the model.

http://www.bloomberg.com/news/2011-05-28/funds-sued-by-madoff-trustee-file-claims-against-custodian-hsbc.html
> To further highlight the point I was making on the call regarding Corporates that issue from various points within their capital structure, please see the following link to a Virgin Media Debt Prospectus: http://sec.edgar-online.com/virgin-media-inc/8-k-current-report-filing/2011/03/03/section10.aspx
VIRGIN MEDIA SECURED FINANCE PLC: as Issuer

VIRGIN MEDIA INC.: as Parent

VIRGIN MEDIA FINANCE PLC: as VM FinanceCo

VIRGIN MEDIA INVESTMENT HOLDINGS LIMITED: as the Company

Now compare this against the possible CDS Reference Entity for

purchasing (or selling) CDS protection on Virgin Media:

http://www.markit.com/cds/most_liquid/markit_liquid.shtml
VIRGIN MEDIA FINANCE PLC

Add to this situations where any derivative hedging where the bank is

Swap Counterparty, this may also occur at another point in the legal

structure. For any banking using the FIBO model it needs to somehow

capture these complexities and enable banks to quickly monitor and

aggregate the exposure.

#130, #131 Beneficial v Registered Owner

From John Gemski (email thread)

Mail 1

On the BE session – couldn’t believe the disagreement on Beneficial Owner.  This is the definition from Barron’s Finance and Investment Handbook:

A person who enjoys the benefits of ownership even though title is in another name.  When shares of a mutual fund are held by a custodian bank or when securities are held by a broker in street name, the real owner is the beneficial owner, even though for safety or convenience, the bank or broker holds title.
You’ll find similar definitions on Wikipedia and Investopedia.

Mail 2

P.S. When you think about it, beneficial owner applies to almost all instances.  If I buy IBM, it’s in book-entry form and stored in the US at DTC.  DTC registers it in its own name.  So DTC is the owner and I’m the beneficial owner.  The only instance where beneficial owner wouldn’t apply is if I held a physical security and it was registered in my name – very rare today…

Mail 3

Even more interesting, stocks held at DTC are registered under the name “Cede & Co” and not DTC.  From what I can find out Cede & Co is a partner with DTC.

Saw this on the internet:

just learned something astonishing this weekend.
We don't own ANY stock
.
Think you do? You do not.
All stock is owned by "CEDE & COMPANY
".
They are not the custodian of your stock. They are the legal owners.
You are the beneficiary of their ownership - whatever that means.

When you think about it, it makes sense.  DTC and other depositories hold millions of shares of each stock.    By law, the stocks must be registered in a name thus those at DTC are registered to Cede & Co.  The depository doesn’t even know you and I.  What the depository knows is how many shares of a specific stock they’re holding for a participating member – normally a bank or brokerage.  So of the say 10 million shares of IBM that DTC is holding, they know that 1 million shares belong to Bank A – a custodian.  Bank A knows that of the 1 million shares it has at DTC, 10 shares belong to you and 10 shares belong to me.  We’re the beneficial owners.

And if there’s an electronic burp somewhere along the line – goodbye investments!

Luckily there are plenty of safeguards.  I once worked on the reconciliation process.  The banks do a 2-way reconciliation.  They reconcile securities and cash daily to DTC and they also reconcile their portfolio accounts (you and I) to what their records show to be at DTC.

