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We take you back to the credit basics to review everything you thought
you already knew but were too afraid to ask...
Mark Beeston, president of trade af rmation platform T-Zero, looks at novations

IN A NOVATION, a counterparty in a derivative contract
assigns the contract to a third party. Typically the counterparty
is a buy-side institution assigning a contract to a major credit
derivatives dealer.

Counterparties that want to exit a derivative position fre-
quently prefer doing so without entering into an offsetting
position. Maintaining two or more offsetting contracts with dif-
fering counterparties may tie up margin collateral and reduce
available credit limits as well as be more costly from an opera-
tional perspective. Therefore, the investor typically seeks the best
economics from the market in order to exit the position irrespec-
tive of whether these are with the original trade counterparty or
with a third party.

In the event of a third party winning the offsetting trade, the
investor will novate the original deal to the third party and take
or make an upfront payment to compensate for the gap in value
of the two contracts.

Why are novations such an industry issue?

As overall volumes of CDS have grown, so have novations. Incon-
sistent communications processes for the details of novations
were a huge contributor to the well-publicised CDS documen-
tion problem that required the intervention of regulators. Even
with advances in this area, many nancial institutions have had
dif culty keeping up with the faxes and emails used by counter-
parties to communicate trade and settlement details.

The operational processing of novation transactions is
aggravated by the numerous participants involved in a single
transaction (the investor, the original counterparty bank and the
new counterparty bank to which the trade is assigned, as well as
potentially a prime broker and fund administrator).

Ultimately, having a large portion of unsettled derivatives
trades represents a risk of inaccurate views of both market

position and counterparty credit risk. To combat this, banks
have added tremendous staff resources to process the emails
and faxes in the novation process. Yet they still experience dif-

culty handling the dramatic volume growth in a scalable way.
Furthermore, the growth of prime broker intermediation has
added new processing complexities by increasing the number
of parties involved in a novation to four from three.

What is the novation protocol?
In 2005, Isda sought to set basic guidelines to reduce the back-
log of unsettled novation transactions. These guidelines focused
on having investors seek consent to novate the trade from the
original bank (called the remaining party) and communicat-
ing that consent to the new bank (transferee) stepping into the
position by 6pm on the day of trade. This required the clear
communication of certain key details on the trades to allow easy
and orderly settlement.

Market participants were required to sign their consent to the
novation protocol using Isda-issued documents if they wanted to
bene t from access to novations with their bank counterparties.

Doesn t the DTCC solve the problem?

DTCC provides signi cant improvement in the legal execution
of novation documentation. However, with respect to novations,
the main issues currently facing the industry are timely commu-
nication of transaction details to all parties and agreement by
all parties on those transaction details. This requires work ow
and automation of processes that reside upstream from DTCC
Deriv/SERV.

One solution is T-Zero s derivatives trade af rmation platform,
which provides Isda-compliant novation work ow processing
and is fully integrated with DTCC Deriv/SERYV and the DTCC
trade warehouse. ®
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Glossary

CDS: Credit default swaps. Bilateral over-the-counter contracts
designed to transfer credit risk exposure.

DTCC: The Depository Trust & Clearing Corporation. An industry body

that provides clearing and settlement processes for banks and
broker/dealers in the equities and xed-income space.

Isda: The International Swaps and Derivatives Association. The trade
body for the OTC derivatives industry.

www.creditmag.com

credit OCTOBER 2007 57



