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Introduction

The International Swaps and Derivatives Association (“ISDA”) is highly appreciative of the opportunity to comment on the Hong Kong Monetary Authority’s (“HKMA”) revised guidelines to credit derivatives. 

ISDA in particular welcomes the fact that credit derivatives are now eligible for trading book treatment under the proposed rules and that maturity mismatches and multiple name products in the banking book have been specifically addressed. We have also noted that the treatment of asset mismatches has been reviewed. 

The International Swaps and Derivatives Association, Inc (“ISDA”) is keenly interested in the regulatory treatment of credit derivatives. ISDA’s primary purpose is to ensure that the benefits accruing from the use of these products for risk management purposes are adequately reflected in their capital treatment. ISDA has commented on draft policy guidelines issued by several regulators around the world, and has carried out extensive work on documentation, which includes the development of standard definitions and confirmations for credit derivatives within the scope of the ISDA Master Agreement.  

ISDA firmly believes that credit derivatives provide a useful contribution to the management of credit risk. Unfortunately, the current international capital adequacy framework does not deal adequately with these instruments. It is hoped that the on-going review of the Basel Accord will ensure that the treatment of credit derivatives mirrors more accurately their risk mitigation benefits. Meanwhile, clear regulatory guidelines from the HKMA will allow banks operating in Hong Kong to use and trade credit derivatives in a more transparent and risk sensitive regulatory framework.

This paper is divided into five parts covering definitions; the treatment of protection buyers in the banking book; the trading book regime, the consistency of large exposures treatment with capital requirements and the reform of international rules on capital adequacy. 

It is our sincere hope that the HKMA will find our comments useful and we look forward to a further exchange of views. 

I. Credit derivatives: definitions 

To add further clarity to the definitions laid out in the guidelines, ISDA suggests that the HKMA make use of the credit derivatives definitions recently published by ISDA. These definitions attempt to codify and standardise the terms used in credit derivatives contracts. 

The following clarifications might be of particular interest (references to the HKMA guidelines are printed in italics):

Para 1.1. Background

“Credit derivatives are financial instruments based on forward contracts, options or a mixture of the two and may be entered into exchanges or over the counter.”

ISDA recommend to add swaps to the list of instruments. Total Return Swaps (TRS) are indeed a form of credit derivative since the total return payments include price variations due to changes in credit spreads. A TRS may be viewed as akin to an equity swap, but on a debt instrument.

Para 1.2. Key concepts

“ Reference entity: the party, corporate or sovereign, to which a credit event occurs. “

The reference entity could also be an individual, for example in the case of collateralised loan obligations on baskets of retail exposures. In addition, we suggest to change the second underlining by “upon whose credit status the contract is based”. 

Para 1.3.2. Use of credit derivatives

“ In the former case AI’s reduce (in the case of protection buyer) or acquire (in the case of protection seller) credit risk exposure. Such instruments can also be used to manage portfolio assets and to create new assets for investors. 

Although ISDA agrees that credit derivatives create new assets for investors, we recommend to mention this characteristic under para 1.3.3.

Para 1.4. Types of credit derivatives - Credit default swap

“The protection buyer pays a fee to the protection seller in exchange for a guarantee against any loss incurred if a credit event occurs.”
Credit events trigger defined payments and/or deliveries which are not necessarily related to actual losses incurred. 

Para 1.5.2. Types of payment - Type 1
“The protection seller pays the principal amount specified in the contract to the protection buyer in exchange for delivery of the deliverable obligations with the same principal amount, which are specified in the credit derivative contract, e.g. debt obligations of the reference entity ranking equally with, or higher in priority of payment than, the reference obligation. “
It is not clear to us why this example is included in this paragraph and how it has to be understood. It seems to refer to, but contradicts, the rules for asset mismatches in the banking book, where substitution is accepted if the reference asset ranks pari passu or is more junior than the underlying. Defining “reference obligation” in the definitions section would bring more clarity. 

Para 5.2.2. Protection buyer

“ In a credit linked note which is recognised as a protection of the underlying asset for capital adequacy purposes, the protection buyer (the note issuer) should report its exposure to the counterparty of the underlying asset as an exposure secured by a cash deposit.”

We suggest that the underlined part be replaced with “issuer of the underlying asset”. 

II. Banking book: Protection buyer

1. Maturity mismatches: the “sliding scale” approach

The draft rules read:

Para 3.2.6. “If the residual maturity to the credit derivative is less than one year, no protection is recognised.”

Para 3.2.7. “ “If the residual maturity of the credit derivative is one year or over, protection is recognised, but an add-on is made to account for the forward credit exposure to the underlying asset when the credit derivative contract matures. This forward credit exposure is treated as an exposure under other commitments, i.e. it attracts a 50 % credit conversion factor (CCF) if the maturity of the exposure is one year or over and a zero CCF if the maturity is less than one year. 

In our view, a simplified approach to maturity mismatches needs to approximate and give credit for the extent of hedging provided by a short credit risk position in relation to an underlying long credit risk position. In this respect, we believe that the most straightforward approach would be to adopt a “straight line” or sliding scale method. Under this method, offsets would be allowed to the extent that the maturity of the hedge covers the underlying. For example, a 10-year bond hedged by a 9-year credit default option on that bond would be treated as 90% offset. 

This approach does not address whether the residual exposure is a back-end or front-end risk or, in the case of the former, how soon this arises. Ideally, the credit risk capital regime needs to address these maturity related issues via accounting for term structure. However, our proposals are designed as a simple and discrete amendment to the regulatory framework set out in the  1988 Capital Accord which itself does not account for these factors. 

Importantly, the “sliding scale” approach has been retained as a basis for charging for maturity-mismatched protection and forward credit risk by a number of regulators. 

2. Currency mismatch

Where the credit derivative is denominated in a different currency from the underlying asset, the guidelines propose to reduce the amount of credit protection by 8% to take account of the contingent foreign currency risk. ISDA believes that it would be useful if the HKMA could clarify the economic underpinning of the 8% haircut applied to foreign currency mismatches. 

We would recommend that no haircut be applied if the foreign currency exposure is re-valued daily and protection is recognised only to the extent of the re-valued amount. 

III. Trading book

1. Trading book eligibility

With regard to credit derivatives referenced to relatively illiquid reference obligations (such as loans) in the trading book - see para 2.4.3. - HKMA requires institutions to consult them. 

ISDA wishes to point out that in some particular cases loans may be more liquid than bonds. Further, what appears to be key is the liquidity of the credit derivative, rather than that of the underlying, although some correlations may exist between the two. We would argue that as long as credit derivatives meet the general trading book eligibility criteria, they should be eligible for inclusion in the trading book. 

2. Trading book capital requirements

Concerning the trading book regime, ISDA agrees with the general approach adopted by the HKMA. As with other derivatives in the trading book, credit derivatives should be subject to capital charges under either the standardised rules or an internal model. Under the latter, the instruments would be subject to analysis by an approved value-at-risk (VAR) model subject to the Basel qualitative and quantitative models standards.  Under the former, specific and general market risk charges normally apply.  However, it is important to note that for credit derivatives, the general market risk requirement may well, in fact, be inapplicable.  This is because for some instruments the structure of the product allows for interest rate risk to be immunised.

2.1. VaR models

ISDA supports the use of models for trading book capital charges. The instruments will be subject to analysis by an approved value-at-risk (VaR) model subject to the Basle qualitative and quantitative models standards.  

Models make it possible for firms to incorporate offsets in the capital calculations by modelling:

· forward credit risk arising where the maturity of the hedge is shorter than that of the underlying (maturity mismatch), or 

· recovery rates and default correlation when the hedge is referenced to an instrument distinct from the underlying. Models by definition reflect internal risk management and offer a comprehensive, dynamic, portfolio view of risk. 

2.2. “Preprocessing” models

ISDA acknowledges, however, that some firms may not be able to run full risk models, at least in the short term. To foster firms’ endeavours to go beyond the standard rules, regulators should allow the use of simplified models. Although these models provide rougher measures of risk than full models, they approach risks with more accuracy than the standard method. More importantly, they can be calibrated to produce more conservative capital requirements than full models, notably with respect to the treatment of offsets. This should in our view appease possible prudential concerns. Regulators would recognise simplified models on a case by case basis, based on an extensive discussion of their relative advantages and drawbacks with the firms’ risk managers. 

ISDA would encourage the HKMA to refer explicitly to the possible recognition of simplified modelling. We would be happy to provide more details about these “pre-processing” models, which are allowed under the Basel Committee regulations.
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2.3 Specific risk

1. Treatment of credit linked notes (CLN’s)

The proposed rules read :

Para 4.3.4. “Credit linked notes are treated as a position in the note itself, with an embedded credit default product. The credit linked note has specific risk of the issuer and general market risk according to the coupon or interest rate of the note. The embedded credit default product creates a notional position in the specific risk of the reference obligation”
It is not clear to us why there is an additional charge in the trading book, where the banking book rules establish no such charge for CLN’s. 

2. Specific risk offset

We refer to para 4.3.13 of the draft guidelines. Under this approach, netting of notional positions in reference obligations created by credit derivatives with positions in underlying assets or other notional positions created by other credit derivatives is allowed if three conditions are met. 

The second condition states:

“the underlying asset and the reference obligation having specific risk positions meet the matching criteria set out in Section C of the Completion instructions of the Return of Market risk exposures; ...”

We believe that this requirement is too harsh and does not fit in with the manner in which an increasing number of transactions is structured. It is now common practice for the “obligations” which determine whether a credit event has occurred to be more widely defined than a particular bond. There may be a particular “reference obligation” specified, but credit events and physical settlement are frequently based on any obligation of the issuer which ranks pari passu with that reference obligation. Furthermore, it is likely that none of the range of obligations will have the maturity of the credit derivative, which is what determines the maturity of the specific risk of the notional position in the “reference asset”. So, the concept of a particular “reference asset” does not work anymore and we have now an opportunity to consider in some detail how this is best tackled. We therefore propose that a purchased/written credit derivative referenced to obligations should be treated for market risk purposes as a long/short position in a notional FRN (ie an instrument with the specific risk of the issuer but no general market risk) with the maturity of the credit derivative. 

The normal rule that offset of specific risk is only permitted between positions in “identical” instruments should be varied so that offset is permitted where the specific risk profile is identical. 

2.4. Other

The proposed rules read :

Para 4.3.7. “Where a total return swap is referenced to multiple entities, and the returns on the reference obligations are exchanged according to their share of protection in the basket, the AI should record long or short positions in all the reference obligations according to their respective proportions underlying the swap. “

Para 4.3.11 “ Where the credit default product or credit-linked note is referenced to multiple obligations under a proportionate structure, positions should be recorded in the reference obligations according to their respective proportions in the contract”

As both paragraphs deal with the same issue, ISDA would propose to remove para 4.3.7.

IV. Consistency of large exposures treatment with capital requirements

We note that the large exposures treatment of maturity and currency mismatches in the banking book for the protection buyer is not in line with the capital adequacy treatment, outlined in paras 5.2.3.,  5.2.4. and 5.3.2. 

For the sake of simplicity, ISDA recommends that the regulatory treatment of credit derivatives for large exposure and capital adequacy be aligned as much as possible.

V. Amending the international capital adequacy framework

A number of the prudential questions posed by credit derivatives can be solved if the regulators accept to place more reliance on the banks’ own risk management systems. Offsets are a case in point in this respect.

ISDA is taking an active part in the current review of the 1988 Capital Accord, which we believe provides the industry with a rare opportunity to  improve the capital treatment of credit derivatives.  Our response to the Basel Committee’s consultation paper, published in February 2000 (available on www.isda.org), contains detailed recommendations on how to address the various forms of risks arising from the use of credit risk mitigation instruments (see in particular Section III “Improving the credit risk mitigation regime”). 

ANNEX I: Risk Management Benefits of Credit Derivatives

In the same way as equity, commodity, foreign exchange and interest rate derivatives enable the management and transfer of a variety of types of risk, credit derivatives enable institutions to manage credit risk. Banks and other financial institutions provide credit intermediation services.  As a result, they are constantly subject to credit risk.  Credit derivatives provide these institutions with powerful tools to manage such risk exposures. For example, credit derivatives allow banks to isolate and transfer their underlying loans in a way that may not otherwise be possible due to legal or relationship reasons.  In addition, the instruments may help strengthen the quality of a bank's loan portfolio, counteracting the loss of higher quality credits to the securities markets.

It is important to recognise, however, that the benefits of credit derivatives extend not only to the full range of exposures arising from commercial banking but also to exposures from trading activities.  Credit derivatives may, for example, be used to hedge a concentrated position in an issuer's bonds or securities.  Similarly, an institution could protect itself against default from a current net mark-to-market counterparty exposure in its swaps portfolio by entering into a credit derivative transaction.

Private sector financial institutions are moving towards such a "portfolio approach" to credit risk management, recognising that an institution's true net credit exposure can only be analysed across the full range of its instruments.  Credit derivatives are an important component in the development of this approach, as they can provide greater customisation, ease of execution, enhanced liquidity and price transparency for credit risk.  They are also of vital importance for the traditional credit risk management methods of diversification, securitisation, and the development of credit policies and limits.  In sum, credit derivatives make it easier for institutions to realise the July 1994 Basle/IOSCO risk management guidelines goal "to evaluate credit risk at the customer level across all products."  

We are convinced that the supervisory framework for credit derivatives should adequately encourage or accommodate this development toward an integrated approach to risk management.  The current rules apportion credit risk into three categories: banking book credit risk, trading book specific risk for each issue and counterparty risk from each book, rather than facilitating an integrated approach to this risk and its management with credit derivatives.  The attached figure shows an example of an integrated approach to risk management.  




ANNEX II: Credit Derivatives Documentation

One of ISDA’s primary roles is the development of standard form documentation for use in preparing privately negotiated derivatives transactions.  ISDA has developed detailed documentation for use in relation to a wide variety of transactions including equity, foreign exchange, commodity, government bond and bullion derivatives.

ISDA first became involved in the development of standard form documentation for the credit derivatives markets in 1996 and, in late 1997, published the Confirmation of OTC Credit Swap Transaction, Single Reference Entity, Non-Sovereign, a long form confirmation intended for use in the market for credit default products.  Experience with this long form confirmation led to the publication of the 1999 ISDA Credit Derivatives Definitions (the Definitions).  The Definitions are intended primarily for use in documenting credit default transactions, although a number of the provisions contained in the Definitions could be useful in documenting other types of credit derivative transactions.  ISDA is currently developing a User’s Guide to the Definitions.

As the markets for other credit derivatives products, such as total rate of return and credit spread transactions, increases, ISDA may become involved in the development of further standard form

Documentation for use in the credit derivatives area.

Loan Book





- £10 million 10 year





Bond Book





- 1 long £10 million 10 year 8%


- 1 short £5 million 11 year 8%


- £4.5 million net MTM





An Integrated Approach 


to Credit Risk Management





Three sources of exposure to bank “A”:





Swaps Book





- £100 million notional


- 1-5 year maturities


- £4.5 million net MTM





THEN, TO HEDGE £5 MILLION OF EXPOSURE:





TOTAL* CREDIT EXPOSURE TO BANK "A" : £20 MILLION





(£10 million loans) + (£5 million current + potential future exposure)


+ (£5 million net** specific risk)











* Risks for different books are simply summed, more advanced portfolio credit risk management might permit recognition of long and short credit risks in different books.


** Note that supervisory rules would not permit such netting because of maturity mismatch.





NET CREDIT EXPOSURE TO "A": £15 MILLION





£5 million payment if "A" defaults, etc.





Bank "X"





Credit Default Swap


(10 year maturity)





Premium





 Correlation recognised; diversification rewarded


 Consistent, integrated risk measure





Standardised Rules 





Figure 1. Appropriate Incentive Structure
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 Existing Basel Rules 


 Modification for offsets





 Differentiation of risk weighting by rating
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Overall Capital Charges
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Note: The intended overall calibration of capital charges is shown here; for particular low credit quality portfolios, model approaches could lead to higher charges.
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