Credit default swap
do not hold the loan instrument and who have no direct
insurable interest in the loan (these are called “naked”
CDSs). If there are more CDS contracts outstanding than
bonds in existence, a protocol exists to hold a credit event
auction; the payment received is usually substantially less
than the face value of the loan.[2]
Credit default swaps have existed since the early 1990s,
and increased in use after 2003. By the end of 2007, the
outstanding CDS amount was $62.2 trillion,[3] falling to
$26.3 trillion by mid-year 2010[4] but reportedly $25.5[5]
trillion in early 2012. CDSs are not traded on an exchange and there is no required reporting of transactions
to a government agency.[6] During the 2007-2010 ﬁnancial crisis the lack of transparency in this large market became a concern to regulators as it could pose a systemic
risk.[7][8][9][10] In March 2010, the [DTCC] Trade Information Warehouse (see Sources of Market Data) announced it would give regulators greater access to its
credit default swaps database.[11]

If the reference bond performs without default, the protection
buyer pays quarterly payments to the seller until maturity

CDS data can be used by ﬁnancial professionals, regulators, and the media to monitor how the market views
credit risk of any entity on which a CDS is available,
which can be compared to that provided by the Credit
Rating Agencies. U.S. Courts may soon be following
suit.[1]
Most CDSs are documented using standard forms drafted
by the International Swaps and Derivatives Association
(ISDA), although there are many variants.[7] In addition
to the basic, single-name swaps, there are basket default
swaps (BDSs), index CDSs, funded CDSs (also called
credit-linked notes), as well as loan-only credit default
swaps (LCDS). In addition to corporations and governments, the reference entity can include a special purpose
vehicle issuing asset-backed securities.[12]

If the reference bond defaults, the protection seller pays par value
of the bond to the buyer, and the buyer transfers ownership of the
bond to the seller

Some claim that derivatives such as CDS are potentially
A credit default swap (CDS) is a ﬁnancial swap agreedangerous in that they combine priority in bankruptcy
ment that the seller of the CDS will compensate the buyer
with a lack of transparency.[8] A CDS can be unsecured
(usually the creditor of the reference loan) in the event of
(without collateral) and be at higher risk for a default.
a loan default (by the debtor) or other credit event. This is
to say that the seller of the CDS insures the buyer against
some reference loan defaulting. The buyer of the CDS
makes a series of payments (the CDS “fee” or “spread”)
to the seller and, in exchange, receives a payoﬀ if the loan
defaults. It was invented by Blythe Masters from JP Morgan in 1994.
In the event of default the buyer of the CDS receives compensation (usually the face value of the loan), and the
seller of the CDS takes possession of the defaulted loan.[1]
However, anyone can purchase a CDS, even buyers who
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Description

CDSs can be used to create synthetic long and short positions in the reference entity.[9] Naked CDS constitute
most of the market in CDS.[15][16] In addition, CDSs can
also be used in capital structure arbitrage.
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DESCRIPTION

tn

Buyer purchased a CDS at time t0 and makes regular
premium payments at times t1 , t2 , t3 , and t4 . If the
associated credit instrument suﬀers no credit event, then
the buyer continues paying premiums at t5 , t6 and so on
until the end of the contract at time t .

Protection buyer
t1 t2 t3 t4 t5

A “credit default swap” (CDS) is a credit derivative contract between two counterparties. The buyer makes periodic payments to the seller, and in return receives a payoﬀ
if an underlying ﬁnancial instrument defaults or experiences a similar credit event.[7][13][17] The CDS may refer
to a speciﬁed loan or bond obligation of a “reference entity”, usually a corporation or government.[14]
As an example, imagine that an investor buys a CDS from
AAA-Bank, where the reference entity is Risky Corp.
The investor—the buyer of protection—will make regular payments to AAA-Bank—the seller of protection.
If Risky Corp defaults on its debt, the investor receives
a one-time payment from AAA-Bank, and the CDS contract is terminated.

If the investor actually owns Risky Corp’s debt (i.e., is
owed money by Risky Corp), a CDS can act as a hedge.
But investors can also buy CDS contracts referencing
t0
tn
Risky Corp debt without actually owning any Risky Corp
Protection seller
debt. This may be done for speculative purposes, to
However, if the associated credit instrument suﬀered a bet against the solvency of Risky Corp in a gamble to
credit event at t5 , then the seller pays the buyer for the make money, or to hedge investments in other compaloss, and the buyer would cease paying premiums to the nies whose fortunes are expected to be similar to those of
Risky Corp (see Uses).
seller.
If the reference entity (i.e., Risky Corp) defaults, one of
A CDS is linked to a “reference entity” or “reference two kinds of settlement can occur:
obligor”, usually a corporation or government. The reference entity is not a party to the contract. The buyer
• the investor delivers a defaulted asset to Bank for
makes regular premium payments to the seller, the prepayment of the par value, which is known as physical
mium amounts constituting the “spread” charged by the
settlement;
seller to insure against a credit event. If the reference
entity defaults, the protection seller pays the buyer the
• AAA-Bank pays the investor the diﬀerence between
par value of the bond in exchange for physical delivery
the par value and the market price of a speciﬁed debt
of the bond, although settlement may also be by cash or
obligation (even if Risky Corp defaults there is usuauction.[7][13]
ally some recovery, i.e., not all the investor’s money
is lost), which is known as cash settlement.
A default is often referred to as a “credit event” and includes such events as failure to pay, restructuring and
bankruptcy, or even a drop in the borrower’s credit rating.[7] CDS contracts on sovereign obligations also usually include as credit events repudiation, moratorium and
acceleration.[6] Most CDSs are in the $10–$20 million
range[14] with maturities between one and 10 years. Five
years is the most typical maturity.[12]
An investor or speculator may “buy protection” to hedge
the risk of default on a bond or other debt instrument, regardless of whether such investor or speculator holds an
interest in or bears any risk of loss relating to such bond
or debt instrument. In this way, a CDS is similar to credit
insurance, although CDS are not subject to regulations
governing traditional insurance. Also, investors can buy
and sell protection without owning debt of the reference
entity. These “naked credit default swaps” allow traders
to speculate on the creditworthiness of reference entities.

The “spread” of a CDS is the annual amount the protection buyer must pay the protection seller over the length
of the contract, expressed as a percentage of the notional
amount. For example, if the CDS spread of Risky Corp
is 50 basis points, or 0.5% (1 basis point = 0.01%), then
an investor buying $10 million worth of protection from
AAA-Bank must pay the bank $50,000. Payments are
usually made on a quarterly basis, in arrears. These payments continue until either the CDS contract expires or
Risky Corp defaults.
All things being equal, at any given time, if the maturity
of two credit default swaps is the same, then the CDS
associated with a company with a higher CDS spread is
considered more likely to default by the market, since a
higher fee is being charged to protect against this happening. However, factors such as liquidity and estimated loss
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Risk

3

given default can aﬀect the comparison. Credit spread 1.2 Risk
rates and credit ratings of the underlying or reference
obligations are considered among money managers to be When entering into a CDS, both the buyer and seller of
the best indicators of the likelihood of sellers of CDSs credit protection take on counterparty risk:[7][12][22]
having to perform under these contracts.[7]
• The buyer takes the risk that the seller may default.
If AAA-Bank and Risky Corp. default simultane1.1 Diﬀerences from insurance
ously ("double default"), the buyer loses its protection against default by the reference entity. If AAACDS contracts have obvious similarities with insurance,
Bank defaults but Risky Corp. does not, the buyer
because the buyer pays a premium and, in return, receives
might need to replace the defaulted CDS at a higher
a sum of money if an adverse event occurs.
cost.
However there are also many diﬀerences, the most im• The seller takes the risk that the buyer may default
portant being that an insurance contract provides an inon the contract, depriving the seller of the expected
demnity against the losses actually suﬀered by the policy
revenue stream. More important, a seller normally
holder on an asset in which it holds an insurable interlimits its risk by buying oﬀsetting protection from
est. By contrast a CDS provides an equal payout to all
another party — that is, it hedges its exposure. If
holders, calculated using an agreed, market-wide method.
the original buyer drops out, the seller squares its
The holder does not need to own the underlying security
position by either unwinding the hedge transaction
and does not even have to suﬀer a loss from the deor by selling a new CDS to a third party. Depending
[18][19][20][21]
fault event.
The CDS can therefore be used
on market conditions, that may be at a lower price
to speculate on debt objects.
than the original CDS and may therefore involve a
The other diﬀerences include:
loss to the seller.
• the seller might in principle not be a regulated entity
In the future, in the event that regulatory reforms re(though in practice most are banks);
quire that CDS be traded and settled via a central
• the seller is not required to maintain reserves to exchange/clearing house, such as ICE TCC, there will
cover the protection sold (this was a principal cause no longer be 'counterparty risk', as the risk of the counof AIG’s ﬁnancial distress in 2008; it had insuﬃ- terparty will be held with the central exchange/clearing
cient reserves to meet the “run” of expected payouts house.
caused by the collapse of the housing bubble);
As is true with other forms of over-the-counter derivative,
• insurance requires the buyer to disclose all known
risks, while CDSs do not (the CDS seller can in
many cases still determine potential risk, as the debt
instrument being “insured” is a market commodity
available for inspection, but in the case of certain
instruments like CDOs made up of “slices” of debt
packages, it can be diﬃcult to tell exactly what is
being insured);
•

•

•

•

CDS might involve liquidity risk. If one or both parties
to a CDS contract must post collateral (which is common), there can be margin calls requiring the posting of
additional collateral. The required collateral is agreed on
by the parties when the CDS is ﬁrst issued. This margin
amount may vary over the life of the CDS contract, if the
market price of the CDS contract changes, or the credit
rating of one of the parties changes. Many CDS contracts
even require payment of an upfront fee (composed of “reinsurers manage risk primarily by setting loss re- set to par” and an “initial coupon.”).[23]
serves based on the Law of large numbers and
actuarial analysis. Dealers in CDSs manage risk pri- Another kind of risk for the seller of credit default swaps
[7]
marily by means of hedging with other CDS deals is jump risk or jump-to-default risk. A seller of a
CDS could be collecting monthly premiums with little
and in the underlying bond markets;
expectation that the reference entity may default. A deCDS contracts are generally subject to mark-to- fault creates a sudden obligation on the protection sellmarket accounting, introducing income statement ers to pay millions, if not billions, of dollars to protecand balance sheet volatility while insurance con- tion buyers.[24] This risk is not present in other over-thetracts are not;
counter derivatives.[7][24]
Hedge accounting may not be available under US
Generally Accepted Accounting Principles (GAAP)
1.3 Sources of market data
unless the requirements of FAS 133 are met. In
practice this rarely happens.
Data about the credit default swaps market is available
to cancel the insurance contract the buyer can typi- from three main sources. Data on an annual and semically stop paying premiums, while for CDS the con- annual basis is available from the International Swaps
and Derivatives Association (ISDA) since 2001[25] and
tract needs to be unwound.
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from the Bank for International Settlements (BIS) since with Risky Corp as the reference entity, at a spread of
2004.[26] The Depository Trust & Clearing Corporation 500 basis points (=5%) per annum.
(DTCC), through its global repository Trade Information Warehouse (TIW), provides weekly data but pub• If Risky Corp does indeed default after, say, one
licly available information goes back only one year.[27]
year, then the hedge fund will have paid $500,000 to
The numbers provided by each source do not always
AAA-Bank, but then receives $10 million (assummatch because each provider uses diﬀerent sampling
ing zero recovery rate, and that AAA-Bank has the
methods.[7]
liquidity to cover the loss), thereby making a proﬁt.
AAA-Bank, and its investors, will incur a $9.5 milAccording to DTCC, the Trade Information Warehouse
lion loss minus recovery unless the bank has somemaintains the only “global electronic database for virtuhow oﬀset the position before the default.
ally all CDS contracts outstanding in the marketplace.”[28]
The Oﬃce of the Comptroller of the Currency publishes
quarterly credit derivative data about insured U.S commercial banks and trust companies.[29]

2

Uses

• However, if Risky Corp does not default, then the
CDS contract runs for two years, and the hedge
fund ends up paying $1 million, without any return,
thereby making a loss. AAA-Bank, by selling protection, has made $1 million without any upfront investment.

Credit default swaps can be used by investors for
Note that there is a third possibility in the above scenario;
speculation, hedging and arbitrage.
the hedge fund could decide to liquidate its position after
a certain period of time in an attempt to realise its gains
or losses. For example:

2.1

Speculation

Credit default swaps allow investors to speculate on
changes in CDS spreads of single names or of market
indices such as the North American CDX index or the
European iTraxx index. An investor might believe that
an entity’s CDS spreads are too high or too low, relative
to the entity’s bond yields, and attempt to proﬁt from that
view by entering into a trade, known as a basis trade, that
combines a CDS with a cash bond and an interest rate
swap.

• After 1 year, the market now considers Risky Corp
more likely to default, so its CDS spread has widened
from 500 to 1500 basis points. The hedge fund may
choose to sell $10 million worth of protection for 1
year to AAA-Bank at this higher rate. Therefore,
over the two years the hedge fund pays the bank 2 *
5% * $10 million = $1 million, but receives 1 * 15%
* $10 million = $1.5 million, giving a total proﬁt of
$500,000.

Finally, an investor might speculate on an entity’s credit
quality, since generally CDS spreads increase as creditworthiness declines, and decline as credit-worthiness increases. The investor might therefore buy CDS protection on a company to speculate that it is about to default.
Alternatively, the investor might sell protection if it thinks
that the company’s creditworthiness might improve. The
investor selling the CDS is viewed as being “long” on
the CDS and the credit, as if the investor owned the
bond.[9][12] In contrast, the investor who bought protection is “short” on the CDS and the underlying credit.[9][12]

• In another scenario, after one year the market now
considers Risky much less likely to default, so its
CDS spread has tightened from 500 to 250 basis
points. Again, the hedge fund may choose to sell $10
million worth of protection for 1 year to AAA-Bank
at this lower spread. Therefore over the two years
the hedge fund pays the bank 2 * 5% * $10 million
= $1 million, but receives 1 * 2.5% * $10 million =
$250,000, giving a total loss of $750,000. This loss
is smaller than the $1 million loss that would have
occurred if the second transaction had not been entered into.

Credit default swaps opened up important new avenues
to speculators. Investors could go long on a bond without
any upfront cost of buying a bond; all the investor need do
was promise to pay in the event of default.[30] Shorting a
bond faced diﬃcult practical problems, such that shorting
was often not feasible; CDS made shorting credit possible
and popular.[12][30] Because the speculator in either case
does not own the bond, its position is said to be a synthetic
long or short position.[9]

Transactions such as these do not even have to be entered
into over the long-term. If Risky Corp’s CDS spread had
widened by just a couple of basis points over the course
of one day, the hedge fund could have entered into an
oﬀsetting contract immediately and made a small proﬁt
over the life of the two CDS contracts.

Credit default swaps are also used to structure synthetic
For example, a hedge fund believes that Risky Corp will collateralized debt obligations (CDOs). Instead of ownsoon default on its debt. Therefore, it buys $10 million ing bonds or loans, a synthetic CDO gets credit exposure
worth of CDS protection for two years from AAA-Bank, to a portfolio of ﬁxed income assets without owning those

2.2

Hedging

assets through the use of CDS.[10] CDOs are viewed as
complex and opaque ﬁnancial instruments. An example of a synthetic CDO is Abacus 2007-AC1, which is
the subject of the civil suit for fraud brought by the SEC
against Goldman Sachs in April 2010.[31] Abacus is a synthetic CDO consisting of credit default swaps referencing
a variety of mortgage-backed securities.
2.1.1

Naked credit default swaps

In the examples above, the hedge fund did not own any
debt of Risky Corp. A CDS in which the buyer does not
own the underlying debt is referred to as a naked credit
default swap, estimated to be up to 80% of the credit default swap market.[15][16] There is currently a debate in
the United States and Europe about whether speculative
uses of credit default swaps should be banned. Legislation is under consideration by Congress as part of ﬁnancial reform.[16]

5
health of a company or country.[32][40]
Despite assertions that speculators are making the Greek
crisis worse, Germany’s market regulator BaFin found no
proof supporting the claim.[38] Some suggest that without
credit default swaps, Greece’s borrowing costs would be
higher.[38] As of November 2011, the Greek bonds have
a bond yield of 28%.[41]
A bill in the U.S. Congress proposed giving a public authority the power to limit the use of CDSs other than for
hedging purposes, but the bill did not become law.[42]

2.2 Hedging

Credit default swaps are often used to manage the risk of
default that arises from holding debt. A bank, for example, may hedge its risk that a borrower may default on a
loan by entering into a CDS contract as the buyer of protection. If the loan goes into default, the proceeds from
contract cancel out the losses on the underlying
Critics assert that naked CDSs should be banned, com- the CDS
[14]
debt.
paring them to buying ﬁre insurance on your neighbor’s
house, which creates a huge incentive for arson. Analo- There are other ways to eliminate or reduce the risk of
gizing to the concept of insurable interest, critics say default. The bank could sell (that is, assign) the loan
you should not be able to buy a CDS—insurance against outright or bring in other banks as participants. Howdefault—when you do not own the bond.[32][33][34] Short ever, these options may not meet the bank’s needs. Conselling is also viewed as gambling and the CDS market sent of the corporate borrower is often required. The
as a casino.[16][35] Another concern is the size of the CDS bank may not want to incur the time and cost to ﬁnd loan
market. Because naked credit default swaps are synthetic, participants.[10]
there is no limit to how many can be sold. The gross If both the borrower and lender are well-known and the
amount of CDSs far exceeds all “real” corporate bonds market (or even worse, the news media) learns that the
and loans outstanding.[6][33] As a result, the risk of default bank is selling the loan, then the sale may be viewed
is magniﬁed leading to concerns about systemic risk.[33] as signaling a lack of trust in the borrower, which could
Financier George Soros called for an outright ban on
naked credit default swaps, viewing them as “toxic” and
allowing speculators to bet against and “bear raid” companies or countries.[36] His concerns were echoed by several European politicians who, during the Greek Financial Crisis, accused naked CDS buyers of making the crisis worse.[37][38]
Despite these concerns, Secretary of Treasury
Geithner[16][37] and Commodity Futures Trading
Commission Chairman Gensler[39] are not in favor of
an outright ban on naked credit default swaps. They
prefer greater transparency and better capitalization
requirements.[16][24] These oﬃcials think that naked
CDSs have a place in the market.
Proponents of naked credit default swaps say that short
selling in various forms, whether credit default swaps, options or futures, has the beneﬁcial eﬀect of increasing liquidity in the marketplace.[32] That beneﬁts hedging activities. Without speculators buying and selling naked CDSs,
banks wanting to hedge might not ﬁnd a ready seller of
protection.[16][32] Speculators also create a more competitive marketplace, keeping prices down for hedgers. A
robust market in credit default swaps can also serve as
a barometer to regulators and investors about the credit

severely damage the banker-client relationship. In addition, the bank simply may not want to sell or share the
potential proﬁts from the loan. By buying a credit default
swap, the bank can lay oﬀ default risk while still keeping
the loan in its portfolio.[10] The downside to this hedge is
that without default risk, a bank may have no motivation
to actively monitor the loan and the counterparty has no
relationship to the borrower.[10]
Another kind of hedge is against concentration risk. A
bank’s risk management team may advise that the bank
is overly concentrated with a particular borrower or industry. The bank can lay oﬀ some of this risk by buying
a CDS. Because the borrower—the reference entity—is
not a party to a credit default swap, entering into a CDS
allows the bank to achieve its diversity objectives without
impacting its loan portfolio or customer relations.[7] Similarly, a bank selling a CDS can diversify its portfolio by
gaining exposure to an industry in which the selling bank
has no customer base.[12][14][43]
A bank buying protection can also use a CDS to free regulatory capital. By oﬄoading a particular credit risk, a
bank is not required to hold as much capital in reserve
against the risk of default (traditionally 8% of the total
loan under Basel I). This frees resources the bank can use
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to make other loans to the same key customer or to other tween diﬀerent parts of the same company’s capital strucborrowers.[7][44]
ture; i.e., mis-pricings between a company’s debt and eqHedging risk is not limited to banks as lenders. Hold- uity. An arbitrageur attempts to exploit the spread beers of corporate bonds, such as banks, pension funds or tween a company’s CDS and its equity in certain situainsurance companies, may buy a CDS as a hedge for simi- tions.
lar reasons. Pension fund example: A pension fund owns
ﬁve-year bonds issued by Risky Corp with par value of
$10 million. To manage the risk of losing money if Risky
Corp defaults on its debt, the pension fund buys a CDS
from Derivative Bank in a notional amount of $10 million. The CDS trades at 200 basis points (200 basis points
= 2.00 percent). In return for this credit protection, the
pension fund pays 2% of $10 million ($200,000) per annum in quarterly installments of $50,000 to Derivative
Bank.
• If Risky Corporation does not default on its bond
payments, the pension fund makes quarterly payments to Derivative Bank for 5 years and receives its
$10 million back after ﬁve years from Risky Corp.
Though the protection payments totaling $1 million
reduce investment returns for the pension fund, its
risk of loss due to Risky Corp defaulting on the bond
is eliminated.
• If Risky Corporation defaults on its debt three years
into the CDS contract, the pension fund would stop
paying the quarterly premium, and Derivative Bank
would ensure that the pension fund is refunded for its
loss of $10 million minus recovery (either by physical or cash settlement — see Settlement below). The
pension fund still loses the $600,000 it has paid over
three years, but without the CDS contract it would
have lost the entire $10 million minus recovery.
In addition to ﬁnancial institutions, large suppliers can use
a credit default swap on a public bond issue or a basket of
similar risks as a proxy for its own credit risk exposure on
receivables.[16][32][44][45]

For example, if a company has announced some bad news
and its share price has dropped by 25%, but its CDS
spread has remained unchanged, then an investor might
expect the CDS spread to increase relative to the share
price. Therefore a basic strategy would be to go long on
the CDS spread (by buying CDS protection) while simultaneously hedging oneself by buying the underlying stock.
This technique would beneﬁt in the event of the CDS
spread widening relative to the equity price, but would
lose money if the company’s CDS spread tightened relative to its equity.
An interesting situation in which the inverse correlation
between a company’s stock price and CDS spread breaks
down is during a Leveraged buyout (LBO). Frequently
this leads to the company’s CDS spread widening due
to the extra debt that will soon be put on the company’s
books, but also an increase in its share price, since buyers
of a company usually end up paying a premium.
Another common arbitrage strategy aims to exploit the
fact that the swap-adjusted spread of a CDS should trade
closely with that of the underlying cash bond issued by
the reference entity. Misalignments in spreads may occur
due to technical reasons such as:
• Speciﬁc settlement diﬀerences
• Shortages in a particular underlying instrument
• The cost of funding a position
• Existence of buyers constrained from buying exotic
derivatives.

The diﬀerence between CDS spreads and asset swap
Although credit default swaps have been highly criticized
spreads is called the basis and should theoretically be
for their role in the recent ﬁnancial crisis, most observers
close to zero. Basis trades can aim to exploit any difconclude that using credit default swaps as a hedging deferences to make risk-free proﬁt.
vice has a useful purpose.[32]

2.3

Arbitrage

Capital Structure Arbitrage is an example of an arbitrage
strategy that uses CDS transactions.[46] This technique relies on the fact that a company’s stock price and its CDS
spread should exhibit negative correlation; i.e., if the outlook for a company improves then its share price should
go up and its CDS spread should tighten, since it is less
likely to default on its debt. However if its outlook worsens then its CDS spread should widen and its stock price
should fall.

3 History
3.1 Conception

Forms of credit default swaps had been in existence from
at least the early 1990s,[47] with early trades carried out by
Bankers Trust in 1991.[48] J.P. Morgan & Co. is widely
credited with creating the modern credit default swap
in 1994.[49][50][51] In that instance, J.P. Morgan had extended a $4.8 billion credit line to Exxon, which faced
the threat of $5 billion in punitive damages for the Exxon
Techniques reliant on this are known as capital structure Valdez oil spill. A team of J.P. Morgan bankers led by
arbitrage because they exploit market ineﬃciencies be- Blythe Masters then sold the credit risk from the credit
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line to the European Bank of Reconstruction and Development in order to cut the reserves that J.P. Morgan was
required to hold against Exxon’s default, thus improving
its own balance sheet.[52]

the end of 2007, the CDS market had a notional value
of $62.2 trillion.[3] But notional amount fell during 2008
as a result of dealer “portfolio compression” eﬀorts (replacing oﬀsetting redundant contracts), and by the end of
outstanding had fallen 38 percent
In 1997, JPMorgan developed a proprietary product 2008 notional amount
[57]
to
$38.6
trillion.
called BISTRO (Broad Index Securitized Trust Oﬀering)
that used CDS to clean up a bank’s balance sheet.[49][51] Explosive growth was not without operational headaches.
The advantage of BISTRO was that it used securitization On September 15, 2005, the New York Fed summoned
to split up the credit risk into little pieces that smaller in- 14 banks to its oﬃces. Billions of dollars of CDS
vestors found more digestible, since most investors lacked were traded daily but the record keeping was more than
EBRD’s capability to accept $4.8 billion in credit risk all two weeks behind.[58] This created severe risk manageat once. BISTRO was the ﬁrst example of what later be- ment issues, as counterparties were in legal and ﬁnancame known as synthetic collateralized debt obligations cial limbo.[12][59] U.K. authorities expressed the same
concerns.[60]
(CDOs).
Mindful of the concentration of default risk as one of the
causes of the S&L crisis, regulators initially found CDS’s
3.3
ability to disperse default risk attractive.[48] In 2000,
credit default swaps became largely exempt from regulation by both the U.S. Securities and Exchange Commission (SEC) and the Commodity Futures Trading Commission (CFTC). The Commodity Futures Modernization Act of 2000, which was also responsible for the
Enron loophole,[6] speciﬁcally stated that CDSs are neither futures nor securities and so are outside the remit of
the SEC and CFTC.[48]

3.2

Market as of 2008

Market growth

At ﬁrst, banks were the dominant players in the market,
as CDS were primarily used to hedge risk in connection
with its lending activities. Banks also saw an opportunity to free up regulatory capital. By March 1998, the
global market for CDS was estimated at about $300 billion, with JP Morgan alone accounting for about $50 bil- Composition of the United States 15.5 trillion US dollar CDS
market at the end of 2008 Q2. Green tints show Prime asset
lion of this.[48]
The high market share enjoyed by the banks was soon
eroded as more and more asset managers and hedge
funds saw trading opportunities in credit default swaps.
By 2002, investors as speculators, rather than banks
as hedgers, dominated the market.[7][12][44][47] National
banks in the USA used credit default swaps as early as
1996.[43] In that year, the Oﬃce of the Comptroller of
the Currency measured the size of the market as tens of
billions of dollars.[53] Six years later, by year-end 2002,
the outstanding amount was over $2 trillion.[3]

CDSs, reddish tints show sub-prime asset CDSs. Numbers followed by “Y” indicate years until maturity.

Since default is a relatively rare occurrence (historically
around 0.2% of investment grade companies default in
any one year),[61] in most CDS contracts the only payments are the premium payments from buyer to seller.
Thus, although the above ﬁgures for outstanding notionals are very large, in the absence of default the net cash
ﬂows are only a small fraction of this total: for a 100 bp
= 1% spread, the annual cash ﬂows are only 1% of the
Although speculators fueled the exponential growth, notional amount.
other factors also played a part. An extended market could not emerge until 1999, when ISDA standardized the documentation for credit default swaps.[54][55][56] 3.3.1 Regulatory concerns over CDS
Also, the 1997 Asian Financial Crisis spurred a market
for CDS in emerging market sovereign debt.[56] In addi- The market for Credit Default Swaps attracted considtion, in 2004, index trading began on a large scale and erable concern from regulators after a number of large
grew rapidly.[12]
scale incidents in 2008, starting with the collapse of Bear
[62]
The market size for Credit Default Swaps more than dou- Stearns.
bled in size each year from $3.7 trillion in 2003.[3] By In the days and weeks leading up to Bear’s collapse, the
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HISTORY

the risk involved in CDS transactions.
In 2008 there was no centralized exchange or clearing
house for CDS transactions; they were all done over the
counter (OTC). This led to recent calls for the market to
open up in terms of transparency and regulation.[64]
In November 2008 the Depository Trust & Clearing Corporation (DTCC), which runs a warehouse for CDS trade
conﬁrmations accounting for around 90% of the total
market,[65] announced that it will release market data
on the outstanding notional of CDS trades on a weekly
basis.[66] The data can be accessed on the DTCC’s website here:[67]

Proportion of CDSs nominals (lower left) held by United States
banks compared to all derivatives, in 2008Q2. The black disc
represents the 2008 public debt.

bank’s CDS spread widened dramatically, indicating a
surge of buyers taking out protection on the bank. It has
been suggested that this widening was responsible for the
perception that Bear Stearns was vulnerable, and therefore restricted its access to wholesale capital, which eventually led to its forced sale to JP Morgan in March. An
alternative view is that this surge in CDS protection buyers was a symptom rather than a cause of Bear’s collapse;
i.e., investors saw that Bear was in trouble, and sought to
hedge any naked exposure to the bank, or speculate on its
collapse.
In September, the bankruptcy of Lehman Brothers
caused a total close to $400 billion to become payable
to the buyers of CDS protection referenced against the
insolvent bank. However the net amount that changed
hands was around $7.2 billion.[63] (The given citation
does not support either of the two purported facts stated
in previous two sentences.). This diﬀerence is due to
the process of 'netting'. Market participants co-operated
so that CDS sellers were allowed to deduct from their
payouts the inbound funds due to them from their hedging positions. Dealers generally attempt to remain riskneutral, so that their losses and gains after big events oﬀset each other.
Also in September American International Group (AIG)
required a federal bailout because it had been excessively
selling CDS protection without hedging against the possibility that the reference entities might decline in value,
which exposed the insurance giant to potential losses over
$100 billion. The CDS on Lehman were settled smoothly,
as was largely the case for the other 11 credit events occurring in 2008 that triggered payouts.[62] And while it
is arguable that other incidents would have been as bad
or worse if less eﬃcient instruments than CDS had been
used for speculation and insurance purposes, the closing
months of 2008 saw regulators working hard to reduce

By 2010, Intercontinental Exchange, through its subsidiaries, ICE Trust in New York, launched in 2008, and
ICE Clear Europe Limited in London, UK, launched
in July 2009, clearing entities for credit default swaps
(CDS) had cleared more than $10 trillion in credit default
swaps (CDS) (Terhune Bloomberg Business Week 201007-29).[68] [notes 1] Bloomberg’s Terhune (2010) explained
how investors seeking high-margin returns use Credit Default Swaps (CDS) to bet against ﬁnancial instruments
owned by other companies and countries. Intercontinental’s clearing houses guarantee every transaction between buyer and seller providing a much-needed safety
net reducing the impact of a default by spreading the risk.
ICE collects on every trade.(Terhune Bloomberg Business Week 2010-07-29).[68] Brookings senior research
fellow, Robert E. Litan, cautioned however, “valuable
pricing data will not be fully reported, leaving ICE’s institutional partners with a huge informational advantage
over other traders. He calls ICE Trust “a derivatives dealers’ club” in which members make money at the expense
of nonmembers (Terhune citing Litan in Bloomberg Business Week 2010-07-29).[68] (Litan Derivatives Dealers’
Club 2010).” [69] Actually, Litan conceded that “some
limited progress toward central clearing of CDS has been
made in recent months, with CDS contracts between
dealers now being cleared centrally primarily through one
clearinghouse (ICE Trust) in which the dealers have a signiﬁcant ﬁnancial interest (Litan 2010:6).” [69] However,
“as long as ICE Trust has a monopoly in clearing, watch
for the dealers to limit the expansion of the products that
are centrally cleared, and to create barriers to electronic
trading and smaller dealers making competitive markets
in cleared products (Litan 2010:8).” [69]
In 2009 the U.S. Securities and Exchange Commission
granted an exemption for IntercontinentalExchange to
begin guaranteeing credit-default swaps. The SEC exemption represented the last regulatory approval needed
by Atlanta-based Intercontinental.[70] A derivatives analyst at Morgan Stanley, one of the backers for IntercontinentalExchange’s subsidiary, ICE Trust in New
York, launched in 2008, claimed that the “clearinghouse,
and changes to the contracts to standardize them, will
probably boost activity”.[70] IntercontinentalExchange’s
subsidiary, ICE Trust’s larger competitor, CME Group
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Inc., hasn’t received an SEC exemption, and agency 3.4.1 Government approvals relating to ICE and its
spokesman John Nester said he didn’t know when a decicompetitor CME
sion would be made.
The SEC’s approval for ICE Futures’ request to be exempted from rules that would prevent it clearing CDSs
was the third government action granted to Intercontinental in one week. On March 3, its proposed acquisition of
Clearing Corp., a Chicago clearinghouse owned by eight
3.4 Market as of 2009
of the largest dealers in the credit-default swap market,
was approved by the Federal Trade Commission and the
Justice Department. On March 5, 2009, the Federal ReThe early months of 2009 saw several fundamental serve Board, which oversees the clearinghouse, granted a
changes to the way CDSs operate, resulting from con- request for ICE to begin clearing.
cerns over the instruments’ safety after the events of the
previous year. According to Deutsche Bank managing Clearing Corp. shareholders including JPMorgan Chase
director Athanassios Diplas “the industry pushed through & Co., Goldman Sachs Group Inc. and UBS AG, re10 years worth of changes in just a few months”. By late ceived $39 million in cash from Intercontinental in the
2008 processes had been introduced allowing CDSs that acquisition, as well as the Clearing Corp.’s cash on hand
oﬀset each other to be cancelled. Along with termina- and a 50-50 proﬁt-sharing agreement with Intercontinention of contracts that have recently paid out such as those tal on the revenue generated from processing the swaps.
based on Lehmans, this had by March reduced the face SEC spokesperson John Nestor stated
value of the market down to an estimated $30 trillion.[71]
Other proposals to clear credit-default swaps have been
The Bank for International Settlements estimates that made by NYSE Euronext, Eurex AG and LCH.Clearnet
outstanding derivatives total $708 trillion.[72] U.S. and Ltd. Only the NYSE eﬀort is available now for clearing
European regulators are developing separate plans to sta- after starting on Dec. 22. As of Jan. 30, no swaps had
bilize the derivatives market. Additionally there are some been cleared by the NYSE’s London- based derivatives
globally agreed standards falling into place in March exchange, according to NYSE Chief Executive Oﬃcer
2009, administered by International Swaps and Deriva- Duncan Niederauer.[74]
tives Association (ISDA). Two of the key changes are:
1. The introduction of central clearing houses, one for
the US and one for Europe. A clearing house acts as 3.4.2 Clearing house member requirements
the central counterparty to both sides of a CDS transaction, thereby reducing the counterparty risk that both Members of the Intercontinental clearinghouse ICE Trust
(now ICE Clear Credit) in March 2009 would have to
buyer and seller face.
have a net worth of at least $5 billion and a credit rating
2. The international standardization of CDS contracts, to of A or better to clear their credit-default swap trades. Inprevent legal disputes in ambiguous cases where what the tercontinental said in the statement today that all market
payout should be is unclear.
participants such as hedge funds, banks or other instituSpeaking before the changes went live, Sivan Mahade- tions are open to become members of the clearinghouse
van, a derivatives analyst at Morgan Stanley,[70] one of the as long as they meet these requirements.
backers for IntercontinentalExchange’s subsidiary, ICE A clearinghouse acts as the buyer to every seller and seller
Trust in New York, launched in 2008, claimed that
to every buyer, reducing the risk of counterparty defaultIn the U.S., central clearing operations began in March ing on a transaction. In the over-the-counter market,
2009, operated by InterContinental Exchange (ICE). A where credit- default swaps are currently traded, partickey competitor also interested in entering the CDS clear- ipants are exposed to each other in case of a default. A
clearinghouse also provides one location for regulators to
ing sector is CME Group.
view traders’ positions and prices.
In Europe, CDS Index clearing was launched by IntercontinentalExchange’s European subsidiary ICE Clear Europe on July 31, 2009. It launched Single Name clearing 3.5 J.P. Morgan losses
in Dec 2009. By the end of 2009, it had cleared CDS contracts worth EUR 885 billion reducing the open interest In April 2012, hedge fund insiders became aware that
down to EUR 75 billion[73]
the market in credit default swaps was possibly being afBy the end of 2009, banks had reclaimed much of their
market share; hedge funds had largely retreated from the
market after the crises. According to an estimate by the
Banque de France, by late 2009 the bank JP Morgan alone
now had about 30% of the global CDS market.[48][73]

fected by the activities of Bruno Iksil, a trader for J.P.
Morgan Chase & Co., referred to as “the London whale”
in reference to the huge positions he was taking. Heavy
opposing bets to his positions are known to have been
made by traders, including another branch of J.P. Mor-
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CREDIT DEFAULT SWAP AND SOVEREIGN DEBT CRISIS

gan, who purchased the derivatives oﬀered by J.P. Morgan in such high volume.[75][76] Major losses, $2 billion,
were reported by the ﬁrm in May 2012 in relationship to
these trades. The disclosure, which resulted in headlines
in the media, did not disclose the exact nature of the trading involved, which remains in progress. The item traded,
possibly related to CDX IG 9, an index based on the default risk of major U.S. corporations,[77][78] has been described as a “derivative of a derivative”.[79][80]

gation characteristics that limit the range of obligations
that a protection buyer may deliver upon a credit event.
Trading conventions for deliverable obligation characteristics vary for diﬀerent markets and CDS contract types.
Typical limitations include that deliverable debt be a bond
or loan, that it have a maximum maturity of 30 years, that
it not be subordinated, that it not be subject to transfer restrictions (other than Rule 144A), that it be of a standard
currency and that it not be subject to some contingency
before becoming due.

The premium payments are generally quarterly, with maturity dates (and likewise premium payment dates) falling
on March 20, June 20, September 20, and December 20.
Due to the proximity to the IMM dates, which fall on the
A CDS contract is typically documented under a conﬁrthird Wednesday of these months, these CDS maturity
mation referencing the credit derivatives deﬁnitions as
dates are also referred to as “IMM dates”.
published by the International Swaps and Derivatives Association.[81] The conﬁrmation typically speciﬁes a reference entity, a corporation or sovereign that generally, although not always, has debt outstanding, and a reference 5 Credit
default
swap
and
obligation, usually an unsubordinated corporate bond or
sovereign debt crisis
government bond. The period over which default protection extends is deﬁned by the contract eﬀective date and
Main article: Causes of the European sovereign-debt crischeduled termination date.
sis
The conﬁrmation also speciﬁes a calculation agent who The European sovereign debt crisis resulted from a comis responsible for making determinations as to successors bination of complex factors, including the globalisation
and substitute reference obligations (for example neces- of ﬁnance; easy credit conditions during the 2002–2008
sary if the original reference obligation was a loan that period that encouraged high-risk lending and borrowing
is repaid before the expiry of the contract), and for per- practices; the 2007–2012 global ﬁnancial crisis; interforming various calculation and administrative functions national trade imbalances; real-estate bubbles that have
in connection with the transaction. By market conven- since burst; the 2008–2012 global recession; ﬁscal poltion, in contracts between CDS dealers and end-users, the icy choices related to government revenues and expenses;
dealer is generally the calculation agent, and in contracts and approaches used by nations to bail out troubled bankbetween CDS dealers, the protection seller is generally ing industries and private bondholders, assuming private
the calculation agent.
debt burdens or socialising losses. The Credit default
It is not the responsibility of the calculation agent to deter- swap market also reveals the beginning of the sovereign
mine whether or not a credit event has occurred but rather crisis.
a matter of fact that, pursuant to the terms of typical con- Since December 1, 2011 the European Parliament has
tracts, must be supported by publicly available informabanned naked Credit default swap (CDS) on the debt for
tion delivered along with a credit event notice. Typical sovereign nations.[82]
CDS contracts do not provide an internal mechanism for
challenging the occurrence or non-occurrence of a credit The deﬁnition of restructuring is quite technical but is
event and rather leave the matter to the courts if neces- essentially intended to respond to circumstances where
sary, though actual instances of speciﬁc events being dis- a reference entity, as a result of the deterioration of its
credit, negotiates changes in the terms in its debt with its
puted are relatively rare.
creditors as an alternative to formal insolvency proceedCDS conﬁrmations also specify the credit events that will ings (i.e., the debt is restructured). During the current
give rise to payment obligations by the protection seller 2012 negotiations regarding the restructuring of Greek
and delivery obligations by the protection buyer. Typi- sovereign debt, one important issue is whether the recal credit events include bankruptcy with respect to the structuring will trigger Credit default swap (CDS) payreference entity and failure to pay with respect to its ments. European Central Bank and the International
direct or guaranteed bond or loan debt. CDS written Monetary Fund negotiators are trying to avoid these trigon North American investment grade corporate refer- gers as they may jeopardize the stability of major Euroence entities, European corporate reference entities and pean banks who have been protection writers. (An altersovereigns generally also include restructuring as a credit native would be to create new credit default swaps (CDS)
event, whereas trades referencing North American high- which clearly would pay in the event of any Greek reyield corporate reference entities typically do not.
structuring. The market could then price the spread beFinally, standard CDS contracts specify deliverable obli- tween these and old (potentially more ambiguous) credit
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Terms of a typical CDS contract

6.2

Auctions

11
pany. In the event of a default, the bank pays the
hedge fund $5 million cash, and the hedge fund must
deliver $5 million face value of senior debt of the
company (typically bonds or loans, which are typically worth very little given that the company is in
default).
• Cash settlement: The protection seller pays the
buyer the diﬀerence between par value and the market price of a debt obligation of the reference entity.
For example, a hedge fund has bought $5 million
worth of protection from a bank on the senior debt
of a company. This company has now defaulted,
and its senior bonds are now trading at 25 (i.e., 25
cents on the dollar) since the market believes that senior bondholders will receive 25% of the money they
are owed once the company is wound up. Therefore, the bank must pay the hedge fund $5 million *
(100%−25%) = $3.75 million.

The development and growth of the CDS market has
meant that on many companies there is now a much larger
outstanding notional of CDS contracts than the outstanding notional value of its debt obligations. (This is because
many parties made CDS contracts for speculative purposes, without actually owning any debt that they wanted
to insure against default.) For example, at the time it ﬁled
for bankruptcy on September 14, 2008, Lehman Brothers had approximately $155 billion of outstanding debt[84]
but around $400 billion notional value of CDS contracts
Sovereign credit default swap prices of selected European coun- had been written that referenced this debt.[85] Clearly not
tries (2010-2011). The left axis is basis points, or 100ths of a all of these contracts could be physically settled, since
percent; a level of 1,000 means it costs $1 million per year to there was not enough outstanding Lehman Brothers debt
protect $10 million of debt for ﬁve years.
to fulﬁll all of the contracts, demonstrating the necessity
for cash settled CDS trades. The trade conﬁrmation prodefault swaps (CDS).) This practice is far more typical in duced when a CDS is traded states whether the contract
jurisdictions that do not provide protective status to in- is to be physically or cash settled.
solvent debtors similar to that provided by Chapter 11 of
the United States Bankruptcy Code. In particular, concerns arising out of Conseco's restructuring in 2000 led 6.2 Auctions
to the credit event’s removal from North American high
When a credit event occurs on a major company on which
yield trades.[83]
a lot of CDS contracts are written, an auction (also known
as a credit-ﬁxing event) may be held to facilitate settlement of a large number of contracts at once, at a ﬁxed
6 Settlement
cash settlement price. During the auction process participating dealers (e.g., the big investment banks) submit
6.1 Physical or cash
prices at which they would buy and sell the reference entity’s debt obligations, as well as net requests for physical
As described in an earlier section, if a credit event occurs settlement against par. A second stage Dutch auction is
then CDS contracts can either be physically settled or cash held following the publication of the initial midpoint of
settled.[7]
the dealer markets and what is the net open interest to
deliver or be delivered actual bonds or loans. The ﬁnal
• Physical settlement: The protection seller pays the clearing point of this auction sets the ﬁnal price for cash
buyer par value, and in return takes delivery of a settlement of all CDS contracts and all physical settledebt obligation of the reference entity. For exam- ment requests as well as matched limit oﬀers resulting
ple, a hedge fund has bought $5 million worth of from the auction are actually settled. According to the
protection from a bank on the senior debt of a com- International Swaps and Derivatives Association (ISDA),
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who organised them, auctions have recently proved an effective way of settling the very large volume of outstanding CDS contracts written on companies such as Lehman
Brothers and Washington Mutual.[86] Commentator Felix
Salmon, however, has questioned in advance ISDA’s ability to structure an auction, as deﬁned to date, to set compensation associated with a 2012 bond swap in Greek
government debt.[87] For its part, ISDA in the leadup to
a 50% or greater “haircut” for Greek bondholders, issued
an opinion that the bond swap would not constitute a default event.[88]

PRICING AND VALUATION

• either it does not have any default at all, so the four
premium payments are made and the contract survives until the maturity date, or
• a default occurs on the ﬁrst, second, third or fourth
payment date.
To price the CDS we now need to assign probabilities
to the ﬁve possible outcomes, then calculate the present
value of the payoﬀ for each outcome. The present value
of the CDS is then simply the present value of the ﬁve
payoﬀs multiplied by their probability of occurring.

Below is a list of the auctions that have been held since
This is illustrated in the following tree diagram where at
2005.[89]
each payment date either the contract has a default event,
in which case it ends with a payment of N (1 − R) shown
in
red, where R is the recovery rate, or it survives with7 Pricing and valuation
out a default being triggered, in which case a premium
payment of N c/4 is made, shown in blue. At either side
There are two competing theories usually advanced for of the diagram are the cashﬂows up to that point in time
the pricing of credit default swaps. The ﬁrst, referred with premium payments in blue and default payments in
to herein as the 'probability model', takes the present red. If the contract is terminated the square is shown with
value of a series of cashﬂows weighted by their proba- solid shading.
bility of non-default. This method suggests that credit
default swaps should trade at a considerably lower spread
N(1-R)
than corporate bonds.
1-p1

The second model, proposed by Darrell Duﬃe, but also
by John Hull and Alan White, uses a no-arbitrage approach.

7.1

p1

N(1-R)

Probability model

1-p2

Under the probability model, a credit default swap is
priced using a model that takes four inputs; this is similar to the rNPV (risk-adjusted NPV) model used in drug
development:
Nc/4

p2

N(1-R)

• the “issue premium”,

1-p3

p3

• the recovery rate (percentage of notional repaid in
event of default),
N(1-R)

• the “credit curve” for the reference entity and
• the "LIBOR curve”.
If default events never occurred the price of a CDS would
simply be the sum of the discounted premium payments.
So CDS pricing models have to take into account the possibility of a default occurring some time between the effective date and maturity date of the CDS contract. For
the purpose of explanation we can imagine the case of a
one-year CDS with eﬀective date t0 with four quarterly
premium payments occurring at times t1 , t2 , t3 , and t4
. If the nominal for the CDS is N and the issue premium
is c then the size of the quarterly premium payments is
N c/4 . If we assume for simplicity that defaults can only
occur on one of the payment dates then there are ﬁve ways
the contract could end:

Nc/4 Nc/4

Nc/4 Nc/4

1-p4

Nc/4

The probability of surviving over the interval ti−1 to ti
without a default payment is pi and the probability of
a default being triggered is 1 − pi . The calculation of
present value, given discount factor of δ1 to δ4 is then
The probabilities p1 , p2 , p3 , p4 can be calculated using the credit spread curve. The probability of no default
occurring over a time period from t to t + ∆t decays exponentially with a time-constant determined by the credit
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spread, or mathematically p = exp(−s(t)∆t/(1 − R))
where s(t) is the credit spread zero curve at time t . The
riskier the reference entity the greater the spread and the
more rapidly the survival probability decays with time.

certain bondholders might beneﬁt from the credit event of
a GM bankruptcy due to their holding of CDSs. Critics
speculate that these creditors had an incentive to push for
the company to enter bankruptcy protection.[90] Due to
to identify the
To get the total present value of the credit default swap we a lack of transparency, there was no way[91]
protection
buyers
and
protection
writers.
multiply the probability of each outcome by its present
It was also feared at the time of Lehman’s bankruptcy
value to give
that the $400 billion notional of CDS protection which
had been written on the bank could lead to a net payout
of $366 billion from protection sellers to buyers (given
7.2 No-arbitrage model
the cash-settlement auction settled at a ﬁnal price of
In the 'no-arbitrage' model proposed by both Duﬃe, and 8.625%) and that these large payouts could lead to furHull-White, it is assumed that there is no risk free ar- ther bankruptcies of ﬁrms without enough cash to settle
bitrage. Duﬃe uses the LIBOR as the risk free rate, their contracts.[92] However, industry estimates after the
whereas Hull and White use US Treasuries as the risk free auction suggest that net cashﬂows were only in the region
rate. Both analyses make simplifying assumptions (such of $7 billion.[92] because many parties held oﬀsetting poas the assumption that there is zero cost of unwinding the sitions. Furthermore, CDS deals are marked-to-market
ﬁxed leg of the swap on default), which may invalidate the frequently. This would have led to margin calls from buyno-arbitrage assumption. However the Duﬃe approach ers to sellers as Lehman’s CDS spread widened, reducing
is frequently used by the market to determine theoretical the net cashﬂows on the days after the auction.[86]
prices.
Senior bankers have argued that not only has the CDS
Under the Duﬃe construct, the price of a credit default
swap can also be derived by calculating the asset swap
spread of a bond. If a bond has a spread of 100, and
the swap spread is 70 basis points, then a CDS contract
should trade at 30. However there are sometimes technical reasons why this will not be the case, and this may
or may not present an arbitrage opportunity for the canny
investor. The diﬀerence between the theoretical model
and the actual price of a credit default swap is known as
the basis.

8

Criticisms

market functioned remarkably well during the ﬁnancial
crisis; that CDS contracts have been acting to distribute
risk just as was intended; and that it is not CDSs themselves that need further regulation but the parties who
trade them.[93]
Some general criticism of ﬁnancial derivatives is also
relevant to credit derivatives. Warren Buﬀett famously
described derivatives bought speculatively as “ﬁnancial
weapons of mass destruction.” In Berkshire Hathaway's
annual report to shareholders in 2002, he said, “Unless derivatives contracts are collateralized or guaranteed,
their ultimate value also depends on the creditworthiness of the counterparties to them. In the meantime,
though, before a contract is settled, the counterparties
record proﬁts and losses—often huge in amount—in their
current earnings statements without so much as a penny
changing hands. The range of derivatives contracts is limited only by the imagination of man (or sometimes, so it
seems, madmen).”[94]

Critics of the huge credit default swap market have
claimed that it has been allowed to become too large
without proper regulation and that, because all contracts
are privately negotiated, the market has no transparency.
Furthermore, there have been claims that CDSs exacerbated the 2008 global ﬁnancial crisis by hastening To hedge the counterparty risk of entering a CDS transacthe demise of companies such as Lehman Brothers and tion, one practice is to buy CDS protection on one’s counterparty. The positions are marked-to-market daily and
AIG.[49]
collateral pass from buyer to seller or vice versa to proIn the case of Lehman Brothers, it is claimed that the
tect both parties against counterparty default, but money
widening of the bank’s CDS spread reduced conﬁdence
does not always change hands due to the oﬀset of gains
in the bank and ultimately gave it further problems that
and losses by those who had both bought and sold proit was not able to overcome. However, proponents of the
tection. Depository Trust & Clearing Corporation, the
CDS market argue that this confuses cause and eﬀect;
clearinghouse for the majority of trades in the US overCDS spreads simply reﬂected the reality that the comthe-counter market, stated in October 2008 that once oﬀpany was in serious trouble. Furthermore, they claim that
setting trades were considered, only an estimated $6 bilthe CDS market allowed investors who had counterparty
lion would change hands on October 21, during the setrisk with Lehman Brothers to reduce their exposure in the
tlement of the CDS contracts issued on Lehman Brothcase of their default.
ers’ debt, which amounted to somewhere between $150
Credit default swaps have also faced criticism that they to $360 billion.[95]
contributed to a breakdown in negotiations during the
Despite Buﬀett’s criticism on derivatives, in October
2009 General Motors Chapter 11 reorganization, because
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9 TAX AND ACCOUNTING ISSUES

2008 Berkshire Hathaway revealed to regulators that
it has entered into at least $4.85 billion in derivative
transactions.[96] Buﬀett stated in his 2008 letter to shareholders that Berkshire Hathaway has no counterparty risk
in its derivative dealings because Berkshire require counterparties to make payments when contracts are inititated,
so that Berkshire always holds the money.[97] Berkshire
Hathaway was a large owner of Moody’s stock during the
period that it was one of two primary rating agencies for
subprime CDOs, a form of mortgage security derivative
dependent on the use of credit default swaps.

along to company C.

The monoline insurance companies got involved with
writing credit default swaps on mortgage-backed CDOs.
Some media reports have claimed this was a contributing
factor to the downfall of some of the monolines.[98][99]
In 2009 one of the monolines, MBIA, sued Merrill
Lynch, claiming that Merill had misrepresented some of
its CDOs to MBIA in order to persuade MBIA to write
CDS protection for those CDOs.[100][101][102]

As described above, the establishment of a central exchange or clearing house for CDS trades would help to
solve the “domino eﬀect” problem, since it would mean
that all trades faced a central counterparty guaranteed by
a consortium of dealers.

8.1

9 Tax and accounting issues

Systemic risk

During the 2008 ﬁnancial crisis, counterparties became
subject to a risk of default, ampliﬁed with the involvement
of Lehman Brothers and AIG in a very large number of
CDS transactions. This is an example of systemic risk,
risk which threatens an entire market, and a number of
commentators have argued that size and deregulation of
the CDS market have increased this risk.
For example, imagine if a hypothetical mutual fund had
bought some Washington Mutual corporate bonds in
2005 and decided to hedge their exposure by buying CDS
protection from Lehman Brothers. After Lehman’s default, this protection was no longer active, and Washington Mutual’s sudden default only days later would have led
to a massive loss on the bonds, a loss that should have been
insured by the CDS. There was also fear that Lehman
Brothers and AIG’s inability to pay out on CDS contracts
would lead to the unraveling of complex interlinked chain
of CDS transactions between ﬁnancial institutions.[103] So
far this does not appear to have happened, although some
commentators have noted that because the total CDS exposure of a bank is not public knowledge, the fear that
one could face large losses or possibly even default themselves was a contributing factor to the massive decrease
in lending liquidity during September/October 2008.[104]

The problem lies if one of the companies in the chain
fails, creating a "domino eﬀect" of losses. For example,
if company A fails, company B will default on its CDS
contract to company C, possibly resulting in bankruptcy,
and company C will potentially experience a large loss
due to the failure to receive compensation for the bad debt
it held from the reference company. Even worse, because
CDS contracts are private, company C will not know that
its fate is tied to company A; it is only doing business with
company B.

See also: Category:Systemic risk

The U.S federal income tax treatment of CDS is uncertain
(Nirenberg and Kopp 1997:1, Peaslee & Nirenberg 200807-21:129 and Brandes 2008).[106][107][108] [notes 2] Commentators have suggested that, depending on how they
are drafted, they are either notional principal contracts or
options for tax purposes,(Peaslee & Nirenberg 2008-0721:129).[107] but this is not certain. There is a risk of having CDS recharacterized as diﬀerent types of ﬁnancial
instruments because they resemble put options and credit
guarantees. In particular, the degree of risk depends on
the type of settlement (physical/cash and binary/FMV)
and trigger (default only/any credit event) (Nirenberg &
Kopp 1997:8).[106] And, as noted below, the appropriate
treatment for Naked CDS may be entirely diﬀerent.
If a CDS is a notional principal contract, pre-default periodic and nonperiodic payments on the swap are deductible and included in ordinary income.[109] If a payment is a termination payment, or a payment received on
a sale of the swap to a third party, however, its tax treatment is an open question.[109] In 2004, the Internal Revenue Service announced that it was studying the characterization of CDS in response to taxpayer confusion.[110]
As the outcome of its study, the IRS issued proposed regulations in 2011 speciﬁcally classifying CDS as notional
principal contracts, and thereby qualifying such termination and sale payments for favorable capital gains tax
treatment.[111] These proposed regulations—which are
yet to be ﬁnalized—have already been subject to criticism
at a public hearing held by the IRS in January 2012,[112]
as well as in the academic press,[113] insofar as that classiﬁcation would apply to Naked CDS.

Chains of CDS transactions can arise from a practice
known as “netting”.[105] Here, company B may buy a CDS
from company A with a certain annual premium, say 2%.
If the condition of the reference company worsens, the
risk premium rises, so company B can sell a CDS to company C with a premium of say, 5%, and pocket the 3%
diﬀerence. However, if the reference company defaults,
company B might not have the assets on hand to make The thrust of this criticism is that Naked CDS are indisgood on the contract. It depends on its contract with com- tinguishable from gambling wagers, and thus give rise in
pany A to provide a large payout, which it then passes all instances to ordinary income, including to hedge fund
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managers on their so-called carried interests,[113] and that
the IRS exceeded its authority with the proposed regulations. This is evidenced by the fact that Congress conﬁrmed that certain derivatives, including CDS, do constitute gambling when, in 2000, to allay industry fears
that they were illegal gambling,[114] it exempted them
from “any State or local law that prohibits or regulates
gaming.”[115] While this decriminalized Naked CDS, it
did not grant them relief under the federal gambling tax
provisions.
The accounting treatment of CDS used for hedging may
not parallel the economic eﬀects and instead, increase
volatility. For example, GAAP generally require that
CDS be reported on a mark to market basis. In contrast,
assets that are held for investment, such as a commercial
loan or bonds, are reported at cost, unless a probable and
signiﬁcant loss is expected. Thus, hedging a commercial loan using a CDS can induce considerable volatility
into the income statement and balance sheet as the CDS
changes value over its life due to market conditions and
due to the tendency for shorter dated CDS to sell at lower
prices than longer dated CDS. One can try to account for
the CDS as a hedge under FASB 133[116] but in practice
that can prove very diﬃcult unless the risky asset owned
by the bank or corporation is exactly the same as the Reference Obligation used for the particular CDS that was
bought.

11 See also
• Bucket shop (stock market)
• Constant maturity credit default swap
• Credit default option
• Credit default swap index
• CUSIP Linked MIP Code, reference entity code
• Inside Job (2010 ﬁlm), an Oscar-winning documentary ﬁlm about the ﬁnancial crisis of 2007–2010 by
Charles H. Ferguson
• Recovery swap
• Toxic security
• IntercontinentalExchange

12 Notes
[1] Intercontinental Exchange’s closest rival as credit default
swaps (CDS) clearing houses, CME Group (CME) cleared
$192 million in comparison to ICE’s $10 trillion (Terhune
Bloomberg Business Week 2010-07-29).
[2] The link is to an earlier version of this paper.
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LCDS

A new type of default swap is the “loan only” credit default swap (LCDS). This is conceptually very similar to a
standard CDS, but unlike “vanilla” CDS, the underlying
protection is sold on syndicated secured loans of the Reference Entity rather than the broader category of “Bond
or Loan”. Also, as of May 22, 2007, for the most widely
traded LCDS form, which governs North American single name and index trades, the default settlement method
for LCDS shifted to auction settlement rather than physical settlement. The auction method is essentially the same
that has been used in the various ISDA cash settlement
auction protocols, but does not require parties to take any
additional steps following a credit event (i.e., adherence
to a protocol) to elect cash settlement. On October 23,
2007, the ﬁrst ever LCDS auction was held for Movie
Gallery.[117]
Because LCDS trades are linked to secured obligations
with much higher recovery values than the unsecured
bond obligations that are typically assumed the cheapest to deliver in respect of vanilla CDS, LCDS spreads
are generally much tighter than CDS trades on the same
name.

[1] Simkovic, Michael, “Leveraged Buyout Bankruptcies, the
Problem of Hindsight Bias, and the Credit Default Swap
Solution”, Columbia Business Law Review (Vol. 2011, No.
1, pp. 118), 2011.
[2] Pollack, Lisa (January 5, 2012). “Credit event auctions:
Why do they exist?". FT Alphaville. Retrieved January 5,
2012.
[3] “Chart; ISDA Market Survey; Notional amounts outstanding at year-end, all surveyed contracts, 1987present” (PDF). International Swaps and Derivatives Association (ISDA). Retrieved April 8, 2010.
[4] ISDA 2010 MID-YEAR MARKET SURVEY. Latest
available a/o 2012-03-01.
[5] “ISDA: CDS Marketplace :: Market Statistics”. Isdacdsmarketplace.com. December 31, 2010. Retrieved March
12, 2012.
[6] Kiﬀ, John; Jennifer Elliott; Elias Kazarian; Jodi Scarlata;
Carolyne Spackman (November 2009). “Credit Derivatives: Systemic Risks and Policy Options” (PDF). International Monetary Fund: IMF Working Paper (WP/09/254).
Retrieved April 25, 2010.
[7] Weistroﬀer, Christian; Deutsche Bank Research (December 21, 2009). “Credit default swaps: Heading towards
a more stable system” (PDF). Deutsche Bank Research:
Current Issues. Retrieved April 15, 2010.

16

[8] Simkovic, Michael, Secret Liens and the Financial Crisis
of 2008.
[9] Sirri, Erik, Director, Division of Trading and Markets
U.S. Securities and Exchange Commission. “Testimony
Concerning Credit Default Swas Before the House Committee on Agriculture October 15, 2008”. Retrieved April
2, 2010.
[10] Partnoy, Frank; David A. Skeel, Jr. (2007). “The Promise
And Perils of Credit Derivatives”. University of Cincinnati
Law Review 75: 1019–1051. SSRN 929747.
[11] “Media Statement: DTCC Policy for Releasing CDS Data
to Global Regulators”. Depository Trust & Clearing Corporation. March 23, 2010. Retrieved April 22, 2010.
[12] Mengle, David (Fourth Quarter 2007). “Credit Derivatives: An Overview” (PDF). Economic Review (FRB Atlanta) 92 (4). Retrieved April 2, 2010. Check date values
in: |date= (help)
[13] International Swaps and Derivatives Association, Inc.
(ISDA). “24. Product description: Credit default swaps”.
Retrieved March 26, 2010. ISDA is the trade group that
represents participants in the privately negotiated derivatives industry

13

REFERENCES

[21] Frielink, Karel (August 10, 2008). “Are credit default
swaps insurance products?". Retrieved November 3,
2008. If the fund manager acts as the protection seller
under a CDS, there is some risk of breach of insurance
regulations for the manager.... There is no Netherlands
Antilles case law or literature available which makes clear
whether a CDS constitutes the ‘conducting of insurance
business’ under Netherlands Antilles law. However, if certain requirements are met, credit derivatives do not qualify
as an agreement of (non-life) insurance because such an
arrangement would in those circumstances not contain all
the elements necessary to qualify it as such.
[22] http://chicagofed.org/webpages/publications/
understanding_derivatives/index.cfm
[23] Kramer, Stefan (April 20, 2010). “Do We Need Central
Counterparty Clearing of Credit Default Swaps?" (PDF).
Retrieved April 3, 2011.
[24] Gensler, Gary, Chairman Commodity Futures Trading Commission (March 9, 2010). “Keynote Address
of Chairman Gary Gensler, OTC Derivatives Reform,
Markit’s Outlook for OTC Derivatives Markets Conference” (PDF). Retrieved April 25, 2010.
[25] “Surveys & Market Statistics”. International Swaps
and Derivatives Association (ISDA). Retrieved April 20,
2010.

[14] Federal Reserve Bank of Atlanta (April 14, 2008). “Did
You Know? A Primer on Credit Default Swaps”. Financial update 21 (2). Retrieved March 31, 2010.

[26] “Regular OTC Derivatives Market Statistics”. Bank for
International Settlements. Retrieved April 20, 2010.

[15] Kopecki, Dawn; Shannon D. Harrington (July 24, 2009).
“Banning ‘Naked’ Default Swaps May Raise Corporate
Funding Costs”. Bloomberg. Retrieved March 31, 2010.

[27] “Trade Information Warehouse Reports”. Depository
Trust & Clearing Corporation (DTCC). Retrieved April
20, 2010.

[16] Leonard, Andrew (April 20, 2010). “Credit default swaps:
What are they good for?". Salon.com (Salon Media
Group). Retrieved April 24, 2010.
[17] CFA Institute. (2008). Derivatives and Alternative Investments. pg G-11. Boston: Pearson Custom Publishing.
ISBN 0-536-34228-8.
[18] Cox, Christopher, Chairman, U.S. Securities and Exchange Commission. “Testimony Concerning Turmoil in
U.S. Credit Markets: Recent Actions Regarding Government Sponsored Entities, Investment Banks and Other
Financial Institutions”. Senate Committee on Banking,
Housing, and Urban Aﬀairs. September 23, 2008. Retrieved March 17, 2009.
[19] Garbowski, Mark (October 24, 2008). “United States:
Credit Default Swaps: A Brief Insurance Primer”. Retrieved November 3, 2008. like insurance insofar as the
buyer collects when an underlying security defaults ... unlike insurance, however, in that the buyer need not have
an “insurable interest” in the underlying security
[20] Morgenson, Gretchen (August 10, 2008). “Credit default swap market under scrutiny”. Retrieved November
3, 2008. If a default occurs, the party providing the credit
protection — the seller — must make the buyer whole on
the amount of insurance bought.

[28] “The Trade Information Warehouse (Warehouse) is the
market’s ﬁrst and only centralized global repository for
trade reporting and post-trade processing of OTC credit
derivatives contracts”. Depository Trust & Clearing Corporation. Retrieved April 23, 2010.
[29] “Publications: OCC’s Quarterly Report on Bank Derivatives Activities”. Oﬃce of the Comptroller of the Currency. Retrieved April 20, 2010.
[30] Lucas, Douglas; Laurie S. Goodman; Frank J. Fabozzi
(May 5, 2006). Collateralized Debt Obligations: Structures
and Analysis, 2nd Edition. John Wiley & Sons Inc. p.
221. ISBN 978-0-471-71887-1.
[31] “SEC charges Goldman Sachs with fraud in subprime
case”. USA Today. April 16, 2010. Retrieved April 27,
2010.
[32] Litan, Robert E. (April 7, 2010). “The Derivatives Dealers’ Club and Derivatives Markets Reform: A Guide for
Policy Makers, Citizens and Other Interested Parties”
(PDF). Brookings Institution. Retrieved April 15, 2010.
[33] Buiter, Willem (March 16, 2009). “Should you be able to
sell what you do not own?". Financial Times. Retrieved
April 25, 2010.
[34] Munchau, Wolfgang. “Time to outlaw naked credit default
swaps”. Financial Times. Retrieved April 24, 2010.

17

[35] Leopold, Les (June 2, 2009). The Looting of America:
How Wall Street’s Game of Fantasy Finance Destroyed Our
Jobs, Our Pensions, and Prosperity, and What We Can Do
About It. Chelsea Green Publishing. ISBN 978-1-60358205-6. Retrieved April 24, 2010.
[36] Soros, George (March 24, 2009). “Opinion: One Way to
Stop Bear Raids”. Wall Street Journal. Retrieved April
24, 2010.

[49] Philips, Matthew (September 27, 2008). “The Monster
That Ate Wall Street”. Newsweek. Retrieved April 7,
2010.
[50] Lanchester, John (June 1, 2009). “Outsmarted”. New
Yorker. Retrieved April 7, 2010.
[51] Tett, Gillian. “The Dream Machine: Invention of Credit
Derivatives”. Financial Times. March 24, 2006. Retrieved March 17, 2009.

[37] Moshinsky, Ben; Aaron Kirchfeld (March 11, 2010).
“Naked Swaps Crackdown in Europe Rings Hollow Without Washington”. Bloomberg. Retrieved April 24, 2010.

[52] Lanchester, John (June 1, 2009). “Outsmarted”. New
Yorker. Retrieved April 7, 2010.

[38] Jacobs, Stevenson (March 10, 2010). “Greek Debt Crisis
Is At The Center Of The Credit Default Swap Debate”.
Huﬃngton Post. Retrieved April 24, 2010.

[53] Simon, Ellen (October 20, 2008). “Meltdown 101: What
are credit default swaps?". USA Today. Retrieved April
7, 2010.

[39] “E.U. Derivatives Ban Won’t Work, U.S. Says”. New York
Times. March 17, 2010. Retrieved April 24, 2010.

[54] “Remarks by Chairman Alan Greenspan Risk Transfer
and Financial Stability To the Federal Reserve Bank of
Chicago’s Forty-ﬁrst Annual Conference on Bank Structure, Chicago, Illinois (via satellite) May 5, 2005”. Federal Reserve Board. May 5, 2005. Retrieved April 8,
2010.

[40] Kern, Steﬀen; Deutsche Bank Research (March 17,
2010). “Short Selling” (PDF). Research Brieﬁng. Retrieved April 24, 2010.
[41] “Greece Govt Bond 10 Year Acting as Benchmark”.
Bloomberg.com. March 8, 2012. Retrieved March 12,
2012.
[42] “Bill H.R. 977”. govtrack.us. Retrieved March 15, 2011.
[43] “OCC 96-43; OCC Bulletin; Subject: Credit Derivatives;
Description: Guidelines for National Banks” (txt). Oﬃce
of the Comptroller of the Currency. August 12, 1996.
Retrieved April 8, 2010.
[44] McDermott, Robert (December/January 1997). “The
Long Awaited Arrival of Credit Derivatives”. Derivatives
Strategy. Retrieved April 8, 2010. Check date values in:
|date= (help)
[45] Miller, Ken (Spring 2009). “Using Letters Of Credit,
Credit Default Swaps And Other Forms of Credit Enhancements in Net Lease Transactions”. Virginia Law &
Business Review 4 (1): 69–78, 80. Retrieved April 15,
2010. the use of an exotic credit default swap (called a
Net Lease CDS), which eﬀectively hedges tenant credit
risk but at a substantially higher price than a vanilla swap.
[46] Chatiras, Manolis, and Barsendu Mukherjee. Capital
Structure Arbitrage: Investigation using Stocks and High
Yield Bonds. Amherst, MA: Center for International Securities and Derivatives Markets, Isenberg School of Management, University of Massachusetts, Amherst, 2004.
Retrieved March 17, 2009.
[47] Smithson, Charles; David Mengle (Fall 2006). “The
Promise of Credit Derivatives in Nonﬁnancial Corporations (and Why It’s Failed to Materialize)" (PDF). Journal
of Applied Corporate Finance (Morgan Stanley) 18 (4):
54–60. Retrieved April 8, 2010.
[48] Tett, Gillian (2009). Fool’s Gold: How Unrestrained
Greed Corrupted a Dream, Shattered Global Markets and
Unleashed a Catastrophe. Little Brown. pp. 48–67, 87,
303. ISBN 978-0-349-12189-5.

[55] McDermott, Robert (December/January 1997). “The
Long Awaited Arrival of Credit Derivatives”. Derivatives
Strategy. Retrieved April 8, 2010. The lack of standardized documentation for credit swaps, in fact, could become a major brake on market expansion. Check date
values in: |date= (help)
[56] Ranciere, Romain G. (April 2002). “Credit Derivatives in
Emerging Markets” (PDF). IMF Policy Discussion Paper.
Retrieved April 8, 2010.
[57] “ISDA Market Survey, Year-End 2008”. Isda.org. Retrieved August 27, 2010.
[58] Atlas, Riva D. (September 16, 2005). “Trying to Put
Some Reins on Derivatives”. New York Times. Retrieved
April 8, 2010.
[59] Weithers, Tim (Fourth Quarter 2007). “Credit Derivatives, Macro Risks, and Systemic Risks” (PDF). Economic
Review (FRB Atlanta) 92 (4): 43–69. Retrieved April 9,
2010. Check date values in: |date= (help)
[60] “The level of outstanding credit-derivative trade conﬁrmations presents operational and legal risks for ﬁrms” (PDF).
Financial Risk Outlook 2006. The Financial Services Authority. Retrieved April 8, 2010.
[61] “Default Rates”. Efalken.com. Retrieved August 27,
2010.
[62] Colin Barr (March 16, 2009). “The truth about credit default swaps”. CNN / Fortune. Retrieved March 27, 2009.
[63] “Bad news on Lehman CDS”. Ft.com. October 11, 2008.
Retrieved August 27, 2010.
[64] “Testimony Concerning Turmoil in U.S. Credit Markets: Recent Actions Regarding Government Sponsored
Entities, Investment Banks and Other Financial Institutions (Christopher Cox, September 23, 2008)". Sec.gov.
September 23, 2008. Retrieved August 27, 2010.

18

[65] Bowers, Simon (November 5, 2008). “Banks hit back at
derivatives criticism”. The Guardian (London). Retrieved
April 30, 2010.
[66] Harrington, Shannon D. (November 5, 2008). “CreditDefault Swaps on Italy, Spain Are Most Traded (Update1)". Bloomberg. Retrieved August 27, 2010.
[67] “DTCC " DTCC Deriv/SERV Trade Information Warehouse Reports”. Dtcc.com. Retrieved August 27, 2010.
[68] Chad Terhune (July 29, 2010). “ICE’s Jeﬀrey Sprecher:
The Sultan of Swaps”. Bloomberg Business Week. Retrieved February 15, 2013.
[69] Robert E. Litan (April 7, 2010). “The Derivatives Dealers’ Club and Derivatives Markets Reform: A Guide for
Policy Makers, Citizens and Other Interested Parties”
(PDF). Brookings Institute.
[70] “IntercontinentalExchange gets SEC exemption: The
exchange will begin clearing credit-default swaps next
week”. Bloomberg News. March 7, 2009.
[71] Van Duyn, Aline. “Worries Remain Even After CDS
Clean-Up”. The Financial Times. Retrieved March 12,
2009.

13

REFERENCES

[83] Financewise.com
[84] “Settlement Auction for Lehman CDS: Surprises
Ahead?". Seeking Alpha. October 10, 2008. Retrieved
August 27, 2010.
[85] “In depth: Fed to hold CDS clearance talks”. Ft.com. Retrieved August 27, 2010.
[86] “Isda Ceo Notes Success Of Lehman Settlement, Addresses Cds Misperceptions”. Isda.org. October 21,
2008. Retrieved August 27, 2010.
[87] Salmon, Felix (March 1, 2012). “How Greece’s Default
Could Kill The Sovereign CDS Market”. Seeking Alpha.
Retrieved March 1, 2012.
[88] Watts, William L., “No Greek CDS payout on swap, panel
says”, MarketWatch, March 1, 2012. Retrieved 2012-0301.
[89] Markit. Tradeable Credit Fixings. Retrieved 2008-10-28.
[90] “Gannett and the Side Eﬀects of Default Swaps”. The New
York Times. June 23, 2009. Retrieved July 14, 2009.
[91] “Protecting GM from Credit Default Swap Holders”.
Firedoglake. May 14, 2009. Retrieved July 14, 2009.

[72] Monetary and Economic Department. “OTC derivatives
market activity in the ﬁrst half of 2011”. Bank for International Settlements. Retrieved Dec 15, 2011.

[92] "/ Financials — Lehman CDS pay-outs higher than expected”. Ft.com. October 10, 2008. Retrieved August
27, 2010.

[73] “Report Center - Data”. ICE. Retrieved March 12, 2012.

[93] “Daily Brief”. October 28, 2008. Retrieved November 6,
2008.

[74] Leising, Matthew; Harrington, Shannon D (March 6,
2009). “Intercontinental to Clear Credit Swaps Next
Week”. Bloomberg. Retrieved March 12, 2009.
[75] Zuckerman, Gregory; Burne, Katy (April 6, 2012).
"'London Whale' Rattles Debt Market”. The Wall Street
Journal.

[94] Buﬀett, Warren (February 21, 2003). “Berkshire Hathaway Inc. Annual Report 2002” (PDF). Berkshire Hathaway. Retrieved September 21, 2008.
[95] Olsen, Kim Asger, “Pay-up time for Lehman swaps”,
atimes.com, October 22, 2008.

[76] Azam Ahmed (May 15, 2012). “As One JPMorgan Trader Sold Risky Contracts, Another One Bought
Them”. The New York Times. Retrieved May 16, 2012.

[96] Holm, Erik (November 21, 2008). “Berkshire Asked by
SEC in June for Derivative Data (Update1)". Bloomberg.
Retrieved August 27, 2010.

[77] Katy Burne (April 10, 2012). “Making Waves Against
'Whale'". The Wall Street Journal. Retrieved May 16,
2012.

[97] Buﬀett, Warren. “Berkshire Hathaway Inc. Annual Report 2008” (PDF). Berkshire Hathaway. Retrieved December 21, 2009.

[78] Farah Khalique (May 11, 2012). “Chart of the Day: London Whale trading”. Financial News. Retrieved May 16,
2012.

[98] Ambac, MBIA Lust for CDO Returns Undercut AAA
Success (Update2) , Christine Richard, bloomberg, jan
22, 2008. Retrieved 2010 4 29.

[79] “Crony Capitalism: After Lobbying Against New Financial Regulations, JPMorgan Loses $2B in Risky Bet”.
Democracy Now!. May 15, 2012. Retrieved May 16,
2012.

[99] Credit Default Swaps: Monolines faces litigious and costly
endgame, Aug 2008, Louise Bowman, euromoney.com.
Retrieved 2010 4 29.

[80] Jessica Silver-Greenberg; Peter Eavis (May 10, 2012).
“JPMorgan Discloses $2 Billion in Trading Losses”. The
New York Times. Retrieved May 16, 2012.
[81] “2003 Credit Derivatives Deﬁnitions”. Isda.org. Retrieved August 27, 2010.
[82] “Euro-Parliament bans “naked” Credit Default Swaps”.
EUbusiness. Nov 16, 2011. Retrieved Nov 26, 2011.

[100] Supreme Court of New York County (April 2009).
“MBIA Insurance Co.
v Merrill Lynch” (PDF).
mbia.com. Retrieved 2010-04-23.
[101] MBIA Sues Merrill Lynch , Wall Street Journal, Serena
Ng, 2009 May 1. Retrieved 2010 4 23.
[102] UPDATE 1-Judge dismisses most of MBIA’s suit vs Merrill Apr 9, 2010, Reuters, Edith Honan, ed. Gerald E.
McCormick

19

[103] Investing Daily (September 16, 2008). “AIG, the Global
Financial System and Investor Anxiety”. Kciinvesting.com. Retrieved August 27, 2010.

• Barroso considers ban on speculation with banning purely speculative naked sales on credit default
swaps of sovereign debt

[104] Sam Fleming, Daily Mail16 October 2008, 12:00am Data
(October 16, 2008). “Banks caught in jaws of CDS menace”. This is Money. Retrieved August 27, 2010.

• “Systemic Counterparty Confusion: Credit Default
Swaps Demystiﬁed”. Derivative Dribble. October
23, 2008.

[105] Unregulated Credit Default Swaps Led to Weakness. All
things Considered, National Public Radio. Oct 31, 2008.

• CBS '60 minutes’ video on CDS

[106] Nirenberg, David Z.; Steven L. Kopp. “Credit Derivatives: Tax Treatment of Total Return Swaps, Default
Swaps, and Credit-Linked Notes”. Journal of Taxation
date=August 1997.
[107] Peaslee, James M.; David Z. Nirenberg (November 26,
2007). “Federal Income Taxation of Securitization Transactions: Cumulative”. Supplement No. 7. p. 83. Retrieved July 28, 2008.
[108] Ari J. Brandes (July 21, 2008). “A Better Way to Understand Credit Default Swaps”. Tax Notes.
[109] Id.
[110] Peaslee & Nirenberg, 89.
[111] I.R.S. REG-111283-11, IRB 2011-42 (Oct. 17, 2011).
[112] Diane Freda, I.R.S. Proposed Rules Mistakenly Classify
Section 1256 Contracts, I.R.S. Witnesses Say, DAILY
TAX REP. (BNA) No. 12 at G-4 (Jan. 20, 2012).
[113] James Blakey, Tax Naked Credit Default Swaps for What
They Are: Legalized Gambling, 8 U. Mass. L. Rev. 136
(2013).
[114] See Hearing to Review the Role of Credit Derivatives in
the U.S. Economy, Before H. Comm. on Agriculture, at 4
(Nov. 20, 2008) (statement of Eric Dinallo, Superintendent of New York State Ins. Dept.) (declaring that “[w]ith
the proliferation of various kinds of derivatives in the late
20th Century came legal uncertainty as to whether certain
derivatives, including credit default swaps, violated state
bucket shop and gambling laws. [The Commodity Futures
Modernization Act of 2000] created a ‘safe harbor’ by . . .
preempting state and local gaming and bucket shop laws .
. .”) available at http://www.dfs.ny.gov/about/speeches_
ins/sp0811201.pdf.
[115] Commodity Futures Modernization Act of 2000, H.R.
5660, 106th Cong. § 117(e)(2).
[116] “FASB 133”. Fasb.org. June 15, 1999. Retrieved August
27, 2010.
[117] “Final Results of the Movie Gallery Auction, October 23,
2007”. (archived 2009)

14

External links

• Interactive data visualizations of 680 Credit Default
Swaps (Sovereign, Corporate, Financial) and indices

• 2003 ISDA Credit Derivatives Template.
International Swaps and Derivatives Association
• Understanding Derivatives: Markets and Infrastucture Federal Reserve Bank of Chicago, Financial
Markets Group
• BIS - Regular Publications. Bank for International
Settlements.
• A Beginner’s Guide to Credit Derivatives - Nomura
International Probability.net
• “A billion-dollar game for bond managers”.
Financial Times.
• Duﬃe, Darrell. “Credit Swap Valuation”. Stanford
Graduate School of Business.
CiteSeerX:
10.1.1.139.4044.
• John C. Hull and Alan White. “Valuing Credit
Default Swaps I: No Counterparty Default Risk”.
University of Toronto.
• Hull, J. C. and A. White, Valuing Credit Default Swaps II: Modeling Default Correlations.
Smartquant.com
• Elton et al., Explaining the rate spread on corporate
bonds
• Warren Buﬀett on Derivatives - Excerpts from the
Berkshire Hathaway annual report for 2002. ﬁntools.com
• The Real Reason for the Global Financial Crisis.
Financial Sense Archive
• Demystifying the Credit Crunch. Private Equity
Council.
• “The AIG Bailout” William Sjostrom, Jr.
• Standard CDS Pricing Model Source Code - ISDA
and Markit. CDSModel.com
• List of CDS premiums of various countries in
English translation from German
• Calculators for Credit Default Swap. QuantCalc,
Online Financial Math Calculator
• Calculators for Credit Default Swap with hazard
rate. QuantCalc, Online Financial Math Calculator

20

14.1

14

News

• Zweig, Phillip L. (July 1997), BusinessWeek New
ways to dice up debt - Suddenly, credit derivativesdeals that spread credit risk--are surging
• Goodman, Peter (Oct 2008) New York Times The
spectacular boom and calamitous bust in derivatives
trading
• Pulliam, Susan and Ng, Serena (January 18, 2008),
Wall Street Journal: "Default Fears Unnerve Markets"
• Das, Satayjit (February 5, 2008), Financial Times:
"CDS market may create added risks"
• Morgenson, Gretchen (February 17, 2008), New
York Times: "Arcane Market is Next to Face Big
Credit Test"
• March 17, 2008 Credit Default Swaps: The Next
Crisis?, Time
• Schwartz, Nelson D. and Creswell, Julie (March 23,
2008), New York Times: "Who Created This Monster?"
• Evans, David (May 20, 2008), Bloomberg: "Hedge
Funds in Swaps Face Peril With Rising Junk Bond
Defaults"
• van Duyn, Aline (May 28, 2008), Financial Times:
"Moody’s issues warning on CDS risks"
• Morgenson, Gretchen (June 1, 2008), New York
Times: "First Comes the Swap. Then It’s the
Knives."
• Kelleher, James B. (September 18, 2008), Reuters:
"Buﬀett’s 'time bomb' goes oﬀ on Wall Street."
• Morgenson, Gretchen (September 27, 2008), New
York Times: "Behind Insurer’s Crisis, Blind Eye to a
Web of Risk"
• Varchaver, Nicholas and Benner, Katie (Sep 2008),
Fortune Magazine: "The $55 Trillion Question" - on
CDS spotlight during ﬁnancial crisis.
• Dizard, John (October 23, 2006). “A billion dollar game”. Financial Times. Retrieved October 19,
2008.
• October 19, 2008, Portfolio.com: "Why the CDS
Market Didn't Fail" Analyzes the CDS market’s performance in the Lehman Bros. bankruptcy.
• Boumlouka, Makrem (April 8, 2009), Wall Street
Letter: "Credit Default Swap Market: “Big Bang”?
".

EXTERNAL LINKS

21

15
15.1

Text and image sources, contributors, and licenses
Text

• Credit default swap Source: http://en.wikipedia.org/wiki/Credit%20default%20swap?oldid=652774434 Contributors: Taral, SimonP,
Ramin Nakisa, Edward, Nealmcb, Michael Hardy, Fred Bauder, Mic, Ronz, JASpencer, Hashar, Charles Matthews, Juxo, Tpbradbury, Taxman, Jeﬀq, Jni, Phil Boswell, Auric, Mervyn, Sternthinker, Elconde, BenFrantzDale, Timpo, P.T. Aufrette, Dratman, Allstar86, Jabowery,
Tristanreid, Neilc, Alexf, Bolo1729, OldZeb, Beland, CSTAR, Elektron, Rich Farmbrough, Rhobite, ArnoldReinhold, YUL89YYZ, LindsayH, Vhadiant, Diomidis Spinellis, Coolcaesar, Reiska, Giraﬀedata, Jerryseinfeld, Tritium6, Leifern, Spitzl, Polarscribe, L33th4x0rguy,
Uucp, Palea, HenryLi, Pulkit, Bobrayner, Jberkes, OwenX, Woohookitty, Guy M, Benbest, Lovingboth, Wikiklrsc, GregorB, SDC,
J M Rice, Igor47, Kbdank71, Mlewan, Rjwilmsi, Koavf, Robotwisdom, Helvetius, MZMcBride, Brighterorange, JanSuchy, Wragge,
FlaBot, Ground Zero, Bondwonk, Czar, Sperxios, Chobot, Wavelength, RussBot, Trondtr, Cartan, Manop, Mavaction, Dysmorodrepanis, Cmdrbond, Tinlash, Rjlabs, Pcuk, Zwobot, Ospalh, Vlad, Smaines, Wknight94, 21655, Abune, Shawnc, Smithj, Fsiler, Per Appelgren, Luk, DocendoDiscimus, SmackBot, Vald, Stiﬂe, AnOddName, Mauls, Relaxing, MerlinMM, SmartGuy Old, Quotemstr, Ohnoitsjamie, Hmains, Simon123, QTCaptain, Timneu22, Nbarth, ABACA, U, Darth Panda, KaiserbBot, Rrburke, Robma, Solarapex, Brianboonstra, Dyoung418, Iamorlando, Ohconfucius, Redlegsfan21, Pizzadeliveryboy, Kuru, Gorgalore, Mtraudt, Chabala, Ripe, Peterbr,
TastyPoutine, Abe.Froman, Hu12, Keisetsu, Andygoneawol, Eastlaw, Amniarix, JForget, Edward Vielmetti, Nunquam Dormio, Jonnay,
Shshao, Mlehene, Cydebot, Ntsimp, Chhajjusandeep, Msnicki, Kozuch, Sweikart, Thijs!bot, Epbr123, Rheras, Klaas1978, Headbomb,
Aadal, Nshuks7, SummerPhD, Jim whitson, Credema, Mikemacman, Yellowdesk, JAnDbot, Barek, Lan Di, Eurobas, Filnik, GoodDamon, Camerojo, LanceCross, Magioladitis, Jaysweet, VoABot II, Appraiser, Smooth0707, Ling.Nut, AliMaghrebi, Rmburkhead, Cyktsui,
Mobb One, Andyseaman, Flowanda, Jwbaumann, STBot, Duedilly, Nandt1, Rettetast, Mkosara, Vinjcir, Reedy Bot, Oceanﬂynn, AndyWong343, DMCer, Jewzip, MartinRinehart, Erdosfan, Paul Jorion CFC, Murphy99, Picoﬂuidicist, Amikake3, Ed.Markovich, TXiKiBoT,
Fishiswa, Servalo, FitzColinGerald, Gjwaldie, Mbutuhund, Liko81, Klip game, Johnsonb52, Madhero88, Zain Ebrahim111, Lamro, Tracerbullet11, Eehellﬁre, AlleborgoBot, Barkeep, Tpb, Swliv, BotMultichill, Quasirandom, Jvs, Investroll, Lightmouse, Authoress, Sethop,
Wyattmj, Leon Byford, Finnancier, WebSurﬁnMurf, Evitavired, Shmiluwill, ClueBot, Rdouglas2007, Catsqueezer, Terets, DragonBot,
Campoftheamericas, Deselliers, Alexbot, HHHEB3, Sun Creator, Arjayay, DO56, Jfew, Rutland Square, Muro Bot, Gnickett1, Anual, XLinkBot, Nathan Johnson, Rror, Dthomsen8, MagnusA, RP459, Unvarnishedtruth, MystBot, Sixtyninefourtyninefourtyfoureleven,
BrianDaubach10, Deineka, Addbot, Deepmath, Geitost, MrOllie, Download, CarsracBot, Mikenlesley, Ld100, Tassedethe, 84user, TaxHappy, Luckas-bot, Yobot, TaBOT-zerem, Donfbreed, Nallimbot, QueenCake, Extremepro, FeydHuxtable, AnomieBOT, DerivMan, VanishedUser sdu9aya9fasdsopa, Keithbob, Sz-iwbot, GordonGross, Ulric1313, Flewis, Mervyn Emrys, Jblasdel, JohnnyB256, Geregen2,
Ajb2029, ArthurBot, Quebec99, LilHelpa, Amys995, Dataleft, Stewartj76, LegalTech, Obersachsebot, Xqbot, EdWiller, Tripodian, Boffothebear, Ytchuan, Capricorn42, Bfrenkel, Jasper50, Pontiﬁcalibus, Piloter, J JMesserly, Almabot, DerryTaylor, Greghm, Omnipaedista,
Khaderv, Banquer, 7spinner, X17bc8, Mayank.singhi, Andyyso, PM800, Dan Wylie-Sears 2, FrescoBot, Unstable-equilibrium, Rkjackso,
Sanjaykankaria, Smusser, Cronos12, Mboumlouka, Workingsmart, Citation bot 1, CRoetzer, LittleWink, Bidaskspread, Sebculture, Cmlong, Gruntler, Calpass, Corbyboo, Trappist the monk, Blahfasel, Cds casey, Gzorg, WikiTome, Ammodramus, Skakkle, RjwilmsiBot,
Rwmcm, EmausBot, Hedychium, Marieduville, WikitanvirBot, Peterjleahy, Quantanew, Dewritech, GoingBatty, Feckler account, Ctk56,
Cecody, Auró, ZéroBot, John Cline, M colorfu, Bamyers99, Monterey Bay, Nudecline, Uspastpresentwatch2010, Dsg101, Financestudent, ClueBot NG, Cntras, Rick AUT, Helpful Pixie Bot, Oklahoma3477, Curb Chain, BG19bot, Penmark, JohnChrysostom, Bill carson,
Financial Sense, Cashﬂowtrader, Amacob, Mitchitara, BattyBot, Principesa01, Con Daily’s BL1Y, Dlefcoe, ChrisGualtieri, Calivaan45,
LApple2011, Prub79, Nunibad, BeachComber1972, Riteshmathur, I am One of Many, Ln23nen, Peter9002, Monkbot and Anonymous:
463

15.2

Images

• File:CDS-default.PNG Source: http://upload.wikimedia.org/wikipedia/commons/1/11/CDS-default.PNG License: Public domain Contributors: I (Lamro) created this work entirely by myself. (Originally uploaded on en.wikipedia) Original artist: Octoder 19, 2010 (Transferred by taweetham/Originally uploaded by Lamro)
• File:CDS-nodefault.PNG Source: http://upload.wikimedia.org/wikipedia/commons/6/64/CDS-nodefault.PNG License: Public domain
Contributors: (Originally uploaded on en.wikipedia) - Transferred by taweetham Original artist: Lamro
• File:Cds_cashflows.svg Source: http://upload.wikimedia.org/wikipedia/commons/e/e6/Cds_cashflows.svg License: CC-BY-SA-3.0
Contributors: Transferred from en.wikipedia Original artist: Original uploader was Ramin Nakisa at en.wikipedia
• File:Cds_paymentstream_protection_loss_event.svg
Source:
http://upload.wikimedia.org/wikipedia/commons/6/6b/Cds_
paymentstream_protection_loss_event.svg License: CC-BY-SA-3.0 Contributors: Original Image:Cds zahlungsﬂuss ausfall.svg uploaded by User:Gandi79 with summary “Andreas Griessner”. w:en:User:84user translated it to English and modiﬁed it on the English
wikipedia, and then moved it to Commons. Original artist: 84user
• File:Cds_paymentstream_protection_noloss.svg Source: http://upload.wikimedia.org/wikipedia/commons/c/c4/Cds_paymentstream_
protection_noloss.svg License: CC-BY-SA-3.0 Contributors: Original Image:Cds zahlungsﬂuss ausfall.svg uploaded by User:Gandi79 with
summary “Andreas Griessner”. w:en:User:84user translated it to English and modiﬁed it on the English wikipedia, and then moved it to
Commons. Original artist: 84user
• File:Credit_default_swaps_by_quality_size_coloured_sp_percent_years.png Source:
http://upload.wikimedia.org/wikipedia/
commons/8/8d/Credit_default_swaps_by_quality_size_coloured_sp_percent_years.png License: CC-BY-SA-3.0 Contributors: Transferred from en.wikipedia
Original artist: User:84user. Original uploader was 84user at en.wikipedia
• File:Credit_default_swaps_vs_total_nominals_plus_debt.png Source: http://upload.wikimedia.org/wikipedia/commons/f/f2/Credit_
default_swaps_vs_total_nominals_plus_debt.png License: CC-BY-SA-3.0 Contributors: Transferred from en.wikipedia
Original artist: User:84user. Original uploader was 84user at en.wikipedia
• File:Sovereign_credit_default_swaps.png Source: http://upload.wikimedia.org/wikipedia/commons/7/78/Sovereign_credit_default_
swaps.png License: CC BY-SA 3.0 Contributors: Own work Original artist: Spitzl

22

15

TEXT AND IMAGE SOURCES, CONTRIBUTORS, AND LICENSES

• File:Wiktionary-logo-en.svg Source: http://upload.wikimedia.org/wikipedia/commons/f/f8/Wiktionary-logo-en.svg License: Public domain Contributors: Vector version of Image:Wiktionary-logo-en.png. Original artist: Vectorized by Fvasconcellos (talk · contribs), based
on original logo tossed together by Brion Vibber

15.3

Content license

• Creative Commons Attribution-Share Alike 3.0

