EnronCredit.com  -  Bankruptcy Swap Pricing Methodology

Executive Summary

Systematic Commercial Pricing Approach:

Conceptually, EnronCredit’s pricing methodology can be broken down into three manageable parts:

Pricing  -  EnronCredit currently uses Fair Market Curves (FMCs) for 12 industry sectors broken down into 12 rating categories.  These curves are currently calculated from static data.  Effective Jan 1, 2001 these curves will be actively priced and updated, the ambition is that each curve will move to reflect specific industry and the credit levels risk premium.  Development is underway to increase the number of available base curves to over 400 (33 market sectors x 16 ratings bands).  Company-specific curves will be created where data permits.

Placement  -  Placement is affected by two primary parameters:  company position relative to curve peer group, and bankruptcy event correlation to curve event (bond default) trigger.  Additionally, since the bankruptcy swap price quoted is for 100 percent payout, final swap prices are adjusted by recovery rates assumptions implicit in base pricing curves.  The placement process is run weekly at a minimum in order to verify and recalibrate price movement functions.
Movement  -  Movement functions address several objectives:  

Trader Alerts / Real-Time Price Adjustments: Each priced name has a series of real-time triggers (e.g., equity price moves beyond a 45-day running average; Rating downgrades/ improvements, Debt issuance effecting key ratios, profit warnings, news, etc.) which will cause an alert within the trader information system with recommended price adjustments.  Triggers will also be generated across an entire sector (e.g., changes in a sector index or critical commodity price).  Initially, all triggers will require manual trader responses and verification of new prices.  Future plans are to have the system automatically adjust prices.

Knowledge Capture: Each alert and response is captured along with trader comments and categorisation of price-change drivers (what was the leading cause of price change).  This event history is used to calibrate existing models, provides a training database for future neural net models, and allows identification of process flow improvements.

Management Control and Review: Event capture also allows for overall system monitoring of price movements and process efficiencies.  Examples of management review include consistency of trader decisions (individually, or within the group), timeliness of price adjustments, and correlation of trading or web-site interest in active equity market names.

Individual Pricing Models:

From an academic perspective, pricing is triangulated from five different theoretical approaches (see attached model schematic):

Reverse-engineering existing liquid credit information (e.g., CDOs, bond prices, etc.) to get bankruptcy prices, adjusting as necessary for liquidity premiums, trigger events or covenants, recovery rates, and company position within peer groups.  See attached EnronCredit white paper on this subject;

Balance sheet and other traditional (sometimes manual) analysis of individual companies to directly estimate equivalent corporate rating or estimate company health;

Required return on portfolio credit investments to estimate floor prices required in order to meet market investment expections;

Peer group associations (using either regression or neural net techniques) which include 3rd party tools (e.g., expected default frequencies “EDF”; financial stress scores, etc.); and

Continuous learning via knowledge capture, application of neural net methodologies, and recalibration of models.

Risk Management:

Integrated with, but autonomously modelled and managed, the risk management system…. [David Wall to complete section]

System Integration and Architecture:

All system components are reviewed for integration and scalability.  See attached system architecture diagram for relationships.  

Resources:

There are over 30 individuals working full time on pricing system development and implementation.  In addition, there are approximately 10 individuals allocating a significant portion of their time to pricing system support. See attached resource schematic.  
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