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Momentum Builds for CDS Oversight--But in What Form?
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Regulation is coming to the credit default swaps (CDS) market. That outcome was virtually assured long before Securities and Exchange Commission chairman Christopher Cox asked Congress to grant the agency authority to oversee credit derivatives. 

Cox made his request during the Senate Banking Committee's tense Sept. 23 hearing, where a collection of the nation's regulatory heads gathered to discuss solutions to the ongoing financial crisis. However, the initial steps in what experts suggest will be a large-scale movement to standardize and streamline the CDS marketplace came weeks earlier, when the Financial Accounting Standards Board (FASB) made changes to its rulebook. 

The lack of standards, infrastructure and transparency in the CDS sector, and the role derivatives played in the demise of Bear Stearns, Lehman Brothers and American International Group, have led to calls for an overhaul. 

A day before Cox's testimony, Eric Dinallo, chairman of New York's Insurance Department, announced that his agency in January will begin regulating all credit default swaps bought by investors who own the debt to which the derivatives are linked. The contracts, he said, should be considered insurance. CDS used by firms to speculate, or short, a firm's debt would not be covered, added Dinallo. 

What portions of the CDS market the SEC would supervise is an open question. All the major independent broker-dealers have transitioned to, or been acquired by, commercial banks--entities the Federal Reserve, which is seeking greater regulatory powers in the securities markets, oversees. 

Many see a tussle developing among industry participants and regulators over how, and even whether, the sector can be reined in. Robert Pickel, executive director and CEO of the International Swaps & Derivatives Association, cautioned that regulations "are likely to deter healthy economic activity." Regardless of how it plays out, new rulemaking will likely be a boon to electronic trading and centralized clearing platforms. The banks, say observers, will move to adopt tools that can cut risk and add transparency to the over-the-counter market, protecting their business from both systemic failure and the regulators. 

One solution advanced by the industry is Clearing Corp. (CCorp), which a consortium of banks, interdealer brokers and processing providers are tapping to operate a centralized clearinghouse for OTC derivatives. Originally expected last month, CCorp's launch has been delayed. On Sept. 29, the Chicago-based clearer announced that it will be regulated by the New York Fed and New York Banking Department. Pending regulatory approval, CCorp will act as a New York trust bank. 

Testing of the central counterparty services are nearing completion, said CCorp, adding that it is "moving aggressively" to launch the platform by year-end. 

FASB Amends Rulebook
The regulatory ball started rolling with the FASB's amendment of Statement 133, which requires CDS sellers to disclose details about the transactions in their quarterly and annual reports, beginning with Nov. 16 filings. The amendment pertains to hybrid derivatives with embedded CDS, such as credit-linked notes, as well as single-name swaps, credit spread options and credit index products, said FASB. 

Among other things, the amendment requires sellers of CDS to disclose the approximate term of the derivative; why the transaction was entered into; the status of the derivative's payment/performance risk, via external credit ratings or internal risk management groupings; and the maximum potential amount of future payments the seller could be required to make, or the reasons why that amount cannot be determined. 

"Institutions that sell credit default swaps should be disclosing all kinds of information, which they don't have to disclose now," said an attorney who represents buy-side firms. Those clients have asked that her law firm not discuss CDS issues with the press. "Hedge funds are players, they don't disclose this stuff," she said. "The rest depends largely on self-reporting, so it's hard to get an accurate assessment of what the actual exposure is, and how much trading there is." 

The attorney said buy-side clients began calling the firm early this year to complain about sometimes billion-dollar differences between the amount of collateral their counterparties were posting and their own calculations. "We started seeing disputes between our clients and their counterparties to the tune of $100 million, $500 million, $1 billion," she said. "If they don't pay up the collateral, they're in default of that payment obligation. That's grounds to terminate the entire relationship. So you're not just closing out two transactions, you're closing out 200 transactions. And you're netting them all to get a number that you either owe your counterparty or they owe you." 

Accurate Valuations Tough 

In a volatile, fragmented market that lacks real-time pricing, accurate valuations can be difficult. Tracking transactions and counterparties is also challenging, since CDS trades are typically done bilaterally and then often assigned to other firms. 

"Institutions were for the first time finding out who their counterparties were and that these counterparties were unbelievably overburdened with exposures," the attorney said. "With an actual interest in an underlying bond or loan, you could sell that interest to someone. But you had people coming in who had no interest, and the total amount that's changing hands is huge. We've already written off more than the entire savings-and-loan crisis." 

"The client demand and the regulatory demand for central trading venues and central clearing is growing demonstrably," said Richard McVey, CEO of New York-based bond-trading platform operator MarketAxess. "The amount of counterparty risk that is in the market today is considered to be way too high. Most participants in the market are looking for more efficient, liquid ways to not only trade but to clear the instruments. I think it is inevitable that there will be momentum building toward central electronic trading venues and central clearing for the CDS market." 

"The U.S. hasn't really taken off in terms of electronic trading," said a source at a large interdealer broker. "We've had an oligopoly essentially run by the investment banks for quite some time, whereby they've wanted to keep a lot of the markets opaque and they've wanted to keep the brokers away from having screens." He added, "What's happened in the last few weeks could help a broker with a strong electronic offering." 

Most of those who spoke to Securities Industry News said the calls for regulation could serve to boost adoption in the U.S. of screen-based platforms that deal in CDS linked to the debt of single corporations, such as those offered by GFI Group, Creditex Group--a subsidiary of IntercontinentalExchange--and MarketAxess. 

For many interdealer brokerages, such trading is long overdue. "Live screen trading needs to be put into place," said Jamie Cawley, founder and chief executive of IDX Capital in New York. He added that there needs to be an electronic communications network-like system for CDS, "so anyone executing a trade can be clear as to who's on the other side, and where the risk lies." 

Single-name CDS strategies are no longer novel, added Cawley, and additional transparency is needed. "For the longest time, as this market has developed, people have perceived that they get some type of asymmetric advantage over the next guy as they trade," he said. "To think that perceived advantage is still in existence is being naive." 

"Regulation is coming," said Cawley. "One can decide to stick their head in the sand or one can embrace it and be proactive and try to work with the regulatory agencies and industry trade groups to ensure that that regulation comes in a thoughtful, metered package and is not subject to the political whim of the day." 
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