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1. Growth in markets & instruments has outpaced the
developments in risk measurement, documentation, back-
office facilities, models and risk management safeguards.

2. Market is experiencing a rapid disintermediation of credit
risk and wider credit risk transfer than ever before.

3. Risk management opportunities have increased, but the
propagation of credit risk has a greater reach today.

4. Regulatory challenges have increased as a result of credit
derivatives.

Overview of Presentation
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Interest rate Derivatives grew almost 6 percent to
$213.2 trillion. This is a 16 percent increase from one
year ago, and is in line with gradually decreasing
growth rates for interest rate derivatives.

Credit default swaps grew 38 percent from $12.4
trillion to $17.1 trillion, compared with 48 percent
growth during the first half of 2005. Growth during all
of 2005 was 105 percent, compared with 123
percent during 2004.

ISDA Year 2005 Survey of Growth of Derivatives
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The conventional way in which one thought about
credit risky instruments less than 20 years ago
would be roughly as follows:

1. Bank loans -- senior claims.
2. Investment grade corporate bonds (often senior

claims).
3. Non-investment grade corporate bonds (more

typically junior and subordinated claims).

Credit-Risky Instruments 
Corporate Debt Claims & Bank Loans
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Bank Loans

Senior Debt

Junior Debt

Equity

Corporate Credit/Equity Structure

• Very difficult to short corporate debt
securities.
• Fixed range of maturities as dictated 
by the needs of the issuers.
• Limited Trading possibilities.
• Poor transparency until the introduction 
of TRACE.
• Impossible to alter the risks of corporate 
bond portfolios without outright transactions, 
which entail significant transactions costs.
• Limited risk-return profiles.
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Super Senior
Tranche

Senior Tranche

Mezzanine

Equity

CDO Credit/Equity Structure

• Reliance on Underlying pool of Collateral.
• Customized Attachment and Detachment Points.
• Ability to take long or short positions.
• Standardized indexes with daily pricing.
• Ratings goals met via investment in relevant 
tranches.
• Underlying single name CDS markets provide 
the ability to create synthetic indexes and tranches.
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Link Between Cash and Derivatives

• CDS contracts settle on the basis of the prices of 
deliverable cash bonds and loans. This provides a 
tight link between cash and derivatives markets.

• The probability of default depends on the specification 
credit events that are covered by the CDS. This provides 
the other link between cash and CDS markets.

• With the increase in CDO trading and hedging of tranches 
by the underlying single name CDS contracts, there are 
forces on the CDS markets that may not directly act on the 
underlying cash bonds, except through arbitrage
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The structured derivatives market has grown by leaps
and bounds in the last two decades. We now have
the following major categories of products:

1. Single Name CDS (Corporate and Sovereign)
2. Credit Linked Notes.
3. First to Default Baskets.
4. Cash CLOs and CDOs.
5. Synthetic CDOs (unfunded and partially funded).
6. Synthetic Indexes (TRACX, Dow Jones, etc.).
7. Single Tranche Issuances.
8. Customized Tranches.

Structured Derivatives, Their Growth and Diversity
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1. Cash CDOs were originated for regulatory and or
economic capital relief. They were motivated by
balance sheet or arbitrage considerations.

2. The movement towards synthetic CDOs and single
tranche customized CDOs implies that the market is
using the CDOs as a way to assume varying
degrees of credit exposure.

3. Varying risk-return profiles on standard or
customized baskets of credit risky instruments.

4. Achieving certain ratings profile at a lower cost.

Initial Economic Motivation & Evolution 
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1. Initially CLOs and CDOs were issued with bank
loans, and corporate bonds as the underlying
collateral.

2. Now, more and more of the CDOs are issued with
structured credit instruments such as ABS, CDS,
tranches of other CDOs as the underlying collateral.

Evolution of Underlying Collateral
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Source: Morgan Stanley -- Collateral for CDO has shifted to structured 
finance assets such as ABS, CDS and tranches of other CDOs
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Three decades ago, banks and corporate bond
markets were the dominant institutions for
absorbing credit risk of corporations and
sovereigns.

High Yield (HY) market was the first innovation
whereby non-investment grade firms were able to
access capital directly bypassing banks.

HY market coupled with loan sales already set the
stage for the disintermediation process.

Credit Derivatives represents a major innovation in
this process. For the first time in many years,
investors are able to take short positions in
portfolios of corporate credits.

Disintermediation of Credit Risk & Credit Transfer
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1. Diversification Benefits: More players now buy
and sell protection on individual names and
portfolios. This process helps to distribute and
diversify credit risk.

2. Ability to Short-sell: For the first time, investors
are able to take short positions in individual names
and portfolios. This has always been possible in
equity through options and stock index futures.

3. Customizing Credit Exposure: Through varying
attachment and detachment points and customizing
the underlying portfolios, it is now possible to tailor
exposure to credit risk.

Advantages of Disintermediation & Credit Risk Transfer
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Source: Bank of France -- Financial Stability Review
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Source: Bank of France -- Financial Stability Review
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1. Knowledge of Risk: Do players in the market who
take positions in credit derivatives fully understand
the risks? Is the risk being borne by institutions that
are in the best position to understand and absorb
it?

2. Proliferation of Risk: How would the regulators
measure and manage the quantum of credit risk
and its propagation through the financial system?

3. Models and Quality of Data: Historical data on
defaults and loss given default is limited. The
financial architecture (bankruptcy code, DIP
financing, etc) has changed over time, making the
historical data less meaningful.

Potential Problems with 
Disintermediation & Credit Risk Transfer
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4. Correlation Assumptions: Pricing and hedging
CDOs require assumptions about the likely
correlation of defaults and loss given default.
Correlation experience in “normal” times are likely
to be poor indicators of correlation in “protracted
recessions”.

5. Products Outpace Risk Management Systems:
Quality of pricing data, data integrity, their
dissemination, back-office systems, ability to
perform “what if’ analysis have lagged the growth of
products and strategies.

Potential Problems with 
Disintermediation & Credit Risk Transfer



Fordham Credit Derivatives
Symposium

21

Customized (bespoke) CDOs: These products
present unique challenges to regulators. Many
institutions are bearing credit exposures through
these products, and the central bank will have to
determine how a “shock” to the financial system
might be amplified by the presence of these
products.

Risk Management: How effective are “delta neutral”
hedging strategies in these markets? What are the
implications of such hedging when there is a
system-wide shock?

Customized CDO Trading
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Source: Bank of France -- Financial Stability Review


