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The Current Crisis in the
Credit Default Swaps Market

by Trevor Robinson, Associate, AllenbridgeEPIC Investment Advisers Limited

ver the last few years, several new

derivative instruments have found their

way into pension fund portfolios.
Often these are hidden beneath other
“structured products” and it is not easy
for pension fund trustees to see the
potential impact on their investment
portfolio. The Credit Default Swap
(“CDS”) is just one of these new
instruments but many such swaps have
been embedded in other derivatives,
for example, Collateralised Debt
Obligations (“CDOs”). This article
explains the mechanics of these
instruments and also how they have been
used by institutional investors.

Unfortunately, Credit Default Swaps are
badly named; they are not a swap — such
as an interest rate swap — and they are
triggered by more events than simple
defaults. A more accurate name would be
“Credit Event Insurance Policies.”

During the 2000-2003 bear market in
equities, institutional investors were
advised by their actuarial consultants to
move their portfolio weightings away from
equities and into bonds. Bond prices
moved higher and therefore their yields
moved lower. The total return on bonds
proved to be much lower than the usual
returns that had been experienced by
investors in equity markets in the Nineties
— and when the bear market ended, also
proved to be lower than the annual returns
actually experienced in equity markets
after March 2003. Not wanting to reverse
the asset allocation decision, institutional
investors sought ways to increase returns
from their bond portfolios. A move from
risk-free bonds such as Governments into
Corporate Bonds increased the yield on
the portfolio, because of the increased
credit risk of the corporation issuing the
bond. However, an increase in yield of
one percent is small reward if the bond
defaults and the owner loses 100 percent

of the capital invested in that bond.
Therefore, the market for “insuring” these
credit-risky Corporate Bonds against
“default” grew dramatically. A “Credit
Default Swap” is the formal version of
this insurance policy.

In a similar manner to life insurance, this
insurance policy is set up between a
“protection buyer” and a “protection
seller.” The former typically owns a
Corporate Bond and wishes to insure
against its default; the latter believes that
the default will not occur, or believes that
if he builds up a portfolio of these
insured risks, he will have reduced his total
risk via diversification. The protection
buyer pays an annual insurance premium
to the protection seller for the duration of
the insurance policy.

In the event of a default, the protection
seller guarantees that he will buy a
specified amount of a specified bond
from the protection buyer at the maturity
price (typically 100 or par), even if those
bonds are worthless.

These insurance policies can be purchased
on an individual corporation, covering just
its own bonds, or on an index of
corporations, covering a specified group
of their bonds.

After a short period of buying such
insurance, paying annual premiums to
protect their credit-risky bond portfolios,
investment managers realised that they
could further increase the return on their
clients' portfolios, by selling such
insurance and receiving the annual
“insurance premiums.” As a result,
nowadays, the total expected return from a
bond portfolio might comprise not only
any expected increase in the price of the
individual bonds as yields continue to fall;
not only the coupon (interest) payments
from the individual bonds; but also this
annual insurance premium. Of course,

the selling of such protection introduces
far more risk into a portfolio, as well as far
greater potential return.

Credit Default Swaps now constitute the
most rapidly growing part of the
worldwide derivatives market. As the
market has developed, it has become
divorced from its original intention, so
that now an investor can buy or sell,
transfer or manage, pure credit risk,
without necessarily holding any underlying
corporate bonds. To return to our earlier
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analogy of life insurance, it is like being
able to buy and sell life insurance policies
regularly on certain well-known people
and so take advantage of — i.e. make a
financial profit from — any news that they
have become ill, or that they have
recovered from an illness.

Investment Banks have built a large
business in packaging Credit Default
Swaps into financial instruments called
CDOs — Collateralised Debt Obligations —
and selling them as investments to
institutional investors. Typically, these
CDOs contain cash plus lots of the above
sold insurance polices. The interest
payments (“coupons”) on these CDOs
come from the insurance premiums
received plus interest on the cash. If there
are no defaults during the life of the
CDO, the CDO pays out to its buyer a
high annual return and then, at the
maturity date, also pays back his full initial
investment; if there are defaults, a high
annual return is still paid out by the CDO,
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but some of the cash in the CDO is paid
to the protection buyers because of the
default and therefore less cash is available
in the CDO at the maturity date.

Typically, these CDOs are geared, or
leveraged, so that still more insurance
policies can be sold, still more annual
insurance premiums received and still
higher annual payments distributed by the
CDO. Unfortunately, the higher the
number of insurance policies sold, the
higher the chance of a default reducing
the capital value paid back to the investor
on maturity. In this way, a default affecting
one corporation in a CDO portfolio
which contains 100 corporations might
not have a one percent adverse impact on
the value of the CDO, but a ten percent
adverse impact.

A further complication is that some credit
derivatives have been created, packaged
and sold which purport to contain
“tranches of risk”; these different tranches
have then been given different credit
ratings by specialist agencies. The
investment banks have used such ratings
to persuade investment managers that the
highest rated tranche of the credit
derivative, carrying an AAA rating, is
equivalent to sovereign debt which carries
an AAA rating. The justification is that the
mechanism underlying these credit

derivatives means that, as defaults occur,
the lowest rated tranche suffers first, until
its capital is exhausted, then the next
lowest tranche suffers etc, etc. As few
defaults have occurred in the past, these
AAA rated derivatives are deemed to be
“safe” from any default, ever.
Unfortunately, recent events have shown
that, once the capital in the lower tranches
is exhausted, there is less “cushion” for
the higher tranches and so a pension fund
might find that a tranche that had been
valued at AAA might suddenly be valued
in the market as if it was only a single-A
rated instrument. That will not look good
in the valuation of the investment
portfolio — and especially so if leverage
has been added to the mix.

Having now learnt something about these
new derivative instruments and the
problems associated with them, you might
ask, “How does an investment institution,
such as a pension fund, keep track of its
risk and reward when selling such
insurance policies via CDS or CDOs?”
The quick answer is that these instruments
are “risk-analysed” in terms of “Value at
Risk” (VaR) parameters by specialised
computer models. In an article on a similar
subject published in June 2007, we stated
that we stated that “In our opinion, these
models are sharp instruments if small

changes occur in markets, but blunt
instruments if large changes occur. In a
‘perfect storm’ in financial markets, VaR
models will be useless.” We take no
pleasure in being proved correct, when
some pension funds are only now finding
out how much their investment portfolios
have suffered in recent weeks.

We are now in a situation in the credit
markets where the computer pricing
models have been rendered almost useless.
As far as pension funds are concerned, it
is certainly the case that some bond fund
managers have been given wider
investment powers over the past year or
two. This may well have involved some
exposure to CDS / CDO, but hopefully
the professional advisers to the Trustees
will have kept this exposure within
clearly defined limits. Whilst some losses
may have been incurred as a result, it is
unlikely that they will be of an order that
will cause serious concerns by contrast to
the increasingly well-publicised experience
of certain investment banks and some

hedge funds.

As investment advisers, our experience in
dealing with Pension Funds shows that
some Trustees are starting to ask the right
questions to their external fund managers.
Long may it continue!
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