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Dear Sirs,

Convertible bonds as Deliverable Obligations – draft Memorandum to Members dated October 11, 2001

We are writing in connection with the draft Memorandum to Members dated October 11, 2001 (the “Memorandum”).

As a Member of ISDA and an active participant in the credit default swap market Enron has concerns regarding the substantive points made in the draft Memorandum and implications these may have for the credit default swap market.

The draft Supplement Relating to Convertible, Exchangeable or Accreting Obligations (the “Supplement”) has been drafted to standardize a piecemeal approach that the market has up to now been taking to value, and allow for delivery of, obligations which are not otherwise considered deliverable under a standard credit default swap documented under the Credit Derivative Definitions (the “Definitions”).  It is counter-intuitive to incorporate language in the Supplement explicitly stating that particular convertible bonds shall not be disqualified from being deliverable obligations and then to state that those same obligations are deliverable obligations even if the language in the Supplement were not included in a Transaction.  

Considering the wording of Section 2.18(b)(vii)(A) itself, this states: ““Not Contingent” means any obligation…which is not subject to any contingency…”.  The language is opaque at best.  However, it is difficult to construe as having the precise meaning the Memorandum propounds, namely that “[an obligation that is] convertible, in whole or in part, into equity securities of the issuer of such obligation solely at the option of holders or a trustee acting for the benefit only of holders” is not to be considered a “contingency”.

The plain reading of “any contingency” in the context of a convertible bond would be that any convertible bond, regardless of conversion rights at the option of the holder, issuer or trustee (automatic or otherwise), is subject to a contingency.  

The current market practice for pricing credit default swaps which include “Not Contingent” as a Deliverable Obligation Characteristic, but no other language directly addressing whether or not a convertible obligation can be delivered, is to price such transactions based on a “vanilla bond” viz. a bond which (i) has a fixed date for repayment of principal, and (ii) pays a standard coupon.  In contrast, the pricing of a credit default swap which allows for delivery of a convertible bond has a fundamentally different pricing dynamic.  For example, for a credit default swap with a convertible bond as the sole Reference Obligation, and no other deliverable obligations specified, the buyer of the credit default swap would expect to pay an additional ten to fifteen per cent in premium than it would otherwise pay if a vanilla bond was the sole Reference Obligation.  Our experience and view of market practice is that if parties wish to allow convertible obligations (other than a Reference Obligation) to be delivered upon the default of a Reference Entity this contingency needs to be explicitly agreed at the time a transaction is entered into and to be explicitly documented in a confirmation to a transaction.

We also wish to raise the following points on the text of the draft Memorandum (such text as set out in italic print below).

“ISDA would like to point out that the proposed Supplement recently distributed to the Credit Derivatives Market Practice Committee states that no inference shall be made as to the interpretation of the “Not Contingent” Deliverable Obligation Characteristic for transactions that do not incorporate the Supplement or that do not otherwise specifically address the issue of whether convertible bonds are deliverable.”  

The underlined text, or words to that effect, are not included in the Supplement.  Furthermore, the language that is contained in the Supplement [viz. “By incorporating this Supplement in a document, no inference shall be made as to the interpretation of the “Not Contingent” Deliverable Obligation Characteristic in any other document in which this Supplement has not been incorporated.”] cannot be construed as solely applying to the interpretation of “Not Contingent” in the context of convertible bonds because the Supplement also addresses deliverability of “Accreting Obligations”.

“The principal reason for including this statement is to reinforce the position expressed in the final draft User’s Guide to the 1999 ISDA Credit Derivatives Definitions to the effect that bonds convertible at the option of the bondholder (or a trustee for the bondholders) should not be excluded by the “Not Contingent” Deliverable Obligation Characteristic.  Accordingly, ISDA is issuing this Memorandum to Members in order to reiterate the position expressed in the final draft User’s Guide that convertible bonds should be so deliverable unless the parties have agreed otherwise.”

We consider the approach set out by this text is fundamentally flawed for two reasons.  Firstly, the User’s Guide is merely that: a user’s guide. The nature of the document is that it is not a binding on parties to a credit derivative transaction and as a matter of practice parties do not incorporate this into credit derivative transactions.  Secondly, the function of the User’s Guide should be to explain, to the extent possible, how the Definitions work.  The User’s Guide should not be attempting to deal with or rectify any deficiencies or lack of clarity in the Definitions.  The Definitions should drive the content of the User’s Guide, not vice versa.  On the basis that the User’s Guide is not finalized there should be no issue with removing language therein which is inconsistent with current market practice or accepted interpretation of provisions contained in the Definitions.  Difficulties with interpretation of, or deficiencies in, the Definitions should be dealt with by formal amendment to the Definitions or inclusion of a Supplement as agreed between parties to a Transaction.

In conclusion, it is clear that the credit default swap market needs certainty and stability in order to continue to function successfully.  Any intervention by ISDA should be to promote certainty and stability not to add confusion and inconsistencies to which the draft Memorandum would clearly lead to if formally promulgated.

Yours faithfully,


_______________
For Enron Credit Limited
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