Credit Derivatives

Credit derivatives are globally used risk management instruments that are traditionally employed by lenders to transfer the credit risk of an underlying asset to another party. The credit derivative market is worth 8.2 trillion USD worldwide. 

A credit derivative is:  

· an individually negotiated over-the-counter transaction or a note-structure, 

· between two parties one of which can be referred to as the buyer of protection and the other as the seller of protection,  

· in which the value of at least one  of the  obligations is based on performance by a third party (‘Reference entity’) or parties under specified debt obligations  or on the change in credit worthiness of the Reference entity,

· Which obligations are often but not necessarily triggered by the occurrence of a specified credit event or events.

Credit events include bankruptcy, insolvency, merger, price decline, a downgrade in rating, etc, of the underlying asset/issuer.

A credit derivative contract is typically settled on the happening of the agreed credit event in any of the following ways:  

Physical delivery - The protection seller pays the protection buyer an agreed consideration or par value of the underlying asset in exchange for the underlying asset (or a variety of assets)  (‘deliverable obligation’).  

Cash settlement - The protection seller pays the protection buyer an agreed consideration/par value less the recovery value, if any, of the deliverable obligation.

Credit derivatives particularly find favour with FI’s and banks to move the risk underlying their credit assets off their balance-sheet thereby reducing their exposure to a particular sector/investor and increase lending activities while adhering to capital adequacy norms.

The three methods of credit risk assessment:

The traditional assessment of credit risk is done by focusing on qualitative factors with analysis in the form of examination of financial statements.

By gathering historical data related to the borrowers repayment history.

By appointing credit rating agencies to assess the credibility of the borrower.

But all these methods are not completely reliable and in spite of following the techniques there are still reasonable chances of a default occurrence. 

Corporate defaults are reaching never before dimensions, and been assumed to have a far more catastrophic effect. Financial frauds leading to bankruptcies in major companies have lead to the loss of confidence in the corporate system amongst banks and financial institutions.

A precise answer to all these problems is “Credit Derivatives”. It was to the merit of this instrument which helped the American financial system to sustain the melt down during the collapse of giants like Enron and WorldCom. So let’s learn more about what credit derivative is all about and what are the prospects of credit derivative in India.     

Origin of Credit Derivatives 

The origin of credit derivatives can be traced back to the securitization of mortgaged-back market of 1980s. In securitisation, the credit risk was hedged only by eliminating the credit product from the books of credit provider altogether. The credit derivative, in the present form, was formally launched by Merrill Lynch in 1991.

In 1992 credit derivative emerged openly in the market, ISDA (International Swaps and Derivatives Association) first used the term “credit derivative” to describe a new type of over – the – counter contract.

Credit derivative market begins to evolve by the end of 1994.

J P Morgan launches CreditMetrics in April 1997.

Credit Suisse launches CreditRisk+ in October 1997.

Credit derivative definitions issued by ISDA – July 1999.

Market size

There is a tremendous opportunity growth in the credit derivative market worldwide. According to the estimated figures provided by British Bankers Association (BBA), the total notional amount of credit derivative grew from 180 billion in 1997 to 5 trillion by the end of 2004. The market could touch 8.2 trillion by the end of 2006.

(the above amounts are denominated in USD)
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(The above diagram shows the estimated growth in the credit derivative market through a survey conducted by British Bankers Association)

 Credit Derivative in India

In the middle of the year 2002 RBI appointed a Working Group on introduction of Credit Derivatives in India, comprising officers from the Reserve Bank of India and industry. The working group was to study the need and scope for allowing banks and financial institutions to use credit derivatives, the regulatory issues involved and to make suitable recommendations in this regard. In the year 2003 RBI implemented and provided drafted guidelines for application and usage of credit derivatives for scheduled commercial banks.

Guidelines:

The  guidelines are applicable only to banks and financial institutions.  

· Banks will initially be permitted to use credit derivatives only for managing their credit risk and not for market making activities i.e. banks are permitted to buy protection on loans and investments made and to sell protection for diversifying their credit risk.  

· Banks should hold credit derivatives in their banking book and not in the trading book except in ca se of CLNs that may be held as investments in the trading book if the bank so desires. 

· RBI proposes not to allow credit derivative transactions between related parties till the players gain experience and maturity in the use of credit derivatives.

· Non-resident entities cannot be parties to credit derivative transactions given the current Indian exchange control regulations and the intention of RBI to initially develop credit derivatives as a domestic product for the loan and investments market.

CREDIT DERIVATIVES

Innovation of credit derivative is an extension of the ever growing field of derivatives trading in the markets all over the globe. The objective of derivative is to create a contract that transfers the volatility in price or performance of a reference contract or assets. Thus the contract or the assets stay with the original entity and the volatility is transferred. The originating entity continues to hold the underlying asset without risk or volatility. The counterparty, on the other hand, bears the risk and enjoys the rewards of the volatility, without the assets. Separating assets from its risks and rewards are one of the essential features of derivative contracts.

Credit derivative apply the same notion to a credit asset. Credit assets are the asset that a provider of credit creates, such as a loan given by a bank or a bond held by a capital market participant. A credit derivative enables the stripping of the loan or the bond from the risk of default, such that the loan or the bond can continue to be held by the originator or holder thereof, but the risk gets transferred to the counterparty i.e. It transfers specific or all the inherent risks of a credit position from one partner in the transaction viz., the risk seller, to another viz., the risk buyer, against payment of a premium. Premium represents the reward of the counterparty.

The areas of application are the traditional credit and bond business as well as risk and portfolio management.

Derivatives deal with credit risk or risk of debtor default as pure debtor risk and not general market risk. The hedge refers directly to a particular debtor. The credit risk is typically debtor specific. The focus is placed on individual solutions designed to fulfil customer-specific wishes with an eye on their balance sheets. The products are hardly standardised, and there is practically no secondary market trade.

To understand the concept of credit derivative lets go through an example; “ABC” a bank has lent to “D” an upcoming company. “D” has asked for further loans. “ABC” is worried and stagnant about investing all its money in the same company, but at the same time it does not want to lose its client to its competitor, so the banks gives the loan a 10% and at the same time enters into a credit derivative contract with a third party institution who is not having any credit exposure with “D”. “ABC” bank agrees to pay 2% interest in exchange of third party covering the default risk.

Credit derivative are a useful means of spreading default risks. They do not alter the lender – borrower relationship. In the above example, the borrower is in no way involved in the swap. Credit derivative allows lenders to continue to lend and earn normal banking profits (deposits – to – loan) without assuming the credit risk.

Definition of credit derivative:

Credit derivative can be defined as arrangements that allow one party (protection buyer or originator) to transfer, for a premium, the defined credit risk, or all the credit risk, computed with reference to a notional value, of a reference asset or assets, which it may or may not own, to one or more other parties (the protection sellers).

In other words;

Credit derivatives are over the counter financial contracts. They are usually defined as "off-balance sheet financial instruments that permit one party (beneficiary) to transfer credit risk of a reference asset, which it owns, to another party (guarantor) without actually selling the asset". It, therefore, "unbundles" credit risk from the credit instrument and trades it separately.

Participants of Credit Derivatives

Credit derivatives are very widely used by many institutions that are benefiting from their use. These include: 

· Commercial banks which use credit derivative not only to protect their credit risk operations but also to own a more sophisticated management of these risks. As much as 90 percent of the total risks of commercial banks are credit risk. Banks utilize credit derivatives also to gain wide exposure to a wider range of markets than they currently have. Credit derivatives offer banks an opportunity to sell off concentrated risks as they issue credit derivatives, as well. In other words, credit derivatives provide banks with a method of distributing the credit risk created in the loan or trading portfolios to outside investors. Credit derivative enables banks to both originate and distribute risk that was non – transferable in the past. They can also be very effective at reducing a bank’s exposure to large corporate clients. However, banks should be careful not to neglect their relationship with their corporate borrower. Many are worried that in a credit crisis, they may not know who they are dealing with if the bank sells off their loan.

· Community banks, which use the market to obtain loan data and fixed income security pricing as well as market perceptions about sources and directions of credit risk.

· Investment firms with large amount of liquidity bonds.

· Investors buy credit derivatives to hedge market vulnerabilities.

· Insurance companies that are required by regulators to hold certain assets to maturity.

· Investment funds and institutional investors around the world.

Sellers include:

· Insurance companies 

· Hedge funds and investors who prefer high risk, high return products.

Nature of Participants in the Indian Market

Though initially the scheme is to start in a limited phase, as experience gains it is to be made more comprehensive and diversified. In order to ensure that the credit market functions efficiently, it is important to maximise the number of participants in the market to encompass banks, financial institutions, NBFC’s, mutual funds, insurance companies and corporates.

Banks would typically be both buyers and sellers of credit risk in the market. There may be cases where a bank believes that it is overexposed to a particular credit or industry. In such case, the bank will wish to buy protection. Conversely, there may be sectors or highly rated companies or fast growing companies to which a bank has little or no exposure. Entering the consortium may be a time consuming exercise. In such case, the bank will wish to sell protection. Buying and selling of participation in the priority sector is one example where credit derivatives, albeit in a different form, has been practiced for several years.

Financial Institutions and NBFC’s may also find themselves in a similar position to the banks and are thus likely to be both buyers and sellers in the market.

Mutual funds and insurance companies that have an investment where they anticipate spread widening would typically be buyers of protection. Similarly, mutual funds and insurance companies that are looking for yield enhancement and believe that spreads of a given company are expected to narrow would typically be sellers of protection. Mutual funds and insurance companies may also sell protection as a means to diversify their portfolio and broaden their asset base.

Companies may participate in the credit derivatives market to either buy or sell protection. One instance where a company would wish to buy protection is when it is overexposed to one or more buyers. Conversely, parent companies sometimes provide guarantees to banks on behalf of subsidiaries and these could easily be structured as credit derivatives.

Types of Credit Derivatives

The product menu in the credit derivatives market is changing every day, but there are four major instruments that make up the bulk of the trading volume today: Credit Default Swaps, Total Return Swaps,

Credit Default Options and Credit Linked Notes, Credit Linked Deposits/ Credit Linked Certificates of Deposit, Repackaged notes, collateralized debt obligations.

Terminology varies among market participants, sometimes based on geography. For example, Credit Default Swaps are sometimes called Credit Swaps.
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In India RBI has also introduced the above mentioned instrument, lets try to understand more about these instrument;

Credit Default Swaps

The credit default swaps (CDS) have grown rapidly in the credit risk market since their introduction in the early 1990s. It is believed that current usage is but a small fraction of what it will ultimately represent in the credit risk markets. In particular, the CDS market will become as central to the management of credit risk as the interest rate swap market is to the management of market risk. 

Credit Default Swap (CDS) is a bilateral derivative contract on one or more reference assets in which the protection buyer pays a fee through the life of the contract in return for a contingent payment by the protection seller following a credit event (e.g. failure to pay, credit rating downgrade, etc.) of the reference entities. 

In a Credit Default Swap (CDS), one party agrees to pay another party periodic fixed payments in exchange for receiving "credit event protection", in the form of a payment, in the event that a third party or its obligations are subject to one or more pre-agreed adverse credit events over a pre-agreed time period. Typical credit events include bankruptcy, failure to pay, obligation acceleration, restructuring, and repudiation/moratorium.

It is the CDS market's convention to refer to the party that makes the periodic payments for credit event protection as the Protection Buyer. Conversely, the party that provides the credit event protection is referred to as the Protection Seller. The third party and the specific obligation, if any, on which credit event protection is concurrently bought and sold are referred to as the Reference Entity and Reference Obligation, respectively.

[image: image2.emf]
In most instances, the Protection Buyer makes quarterly payments to the Protection Seller. The periodic payment is typically expressed in annualized basis points of a transaction's notional amount. In the instance that no pre-specified credit event occurs during the life of the transaction, the Protection Seller receives the periodic payment in compensation for assuming the credit risk on the Reference Entity/Obligation. Conversely, in the instance that any one of the credit events occurs during the life of the transaction, the Protection Buyer will receive a compensating payment. 

The form of the compensation will depend on whether the terms of a particular CDS calls for a physical or cash settlement. In a physically settled transaction, the buyer of protection would deliver the reference obligation (or an obligation of equal or higher payment priority) to the Protection Seller and receive the face value of the Reference Obligation.
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Alternatively, in cash settled transaction, the Protection Seller makes a cash payment to the Protection Buyer based on a formula that the two parties agree upon at the inception of the contract. Generally, the formula specifies that the Protection Seller pays the Protection Buyer the difference between par and the then prevailing market value of a Reference Obligation following one of the specified credit events. In some cases, the cash payment is a fixed amount decided at the inception of the contract.

The other such credit derivatives are credit default option and credit linked notes. If the fee is paid fully in advance, the transaction is referred to as a credit default option. If the credit default swaps or options are embedded in a bond issuance, it is called a credit linked note. In this case, the investor in the credit linked note is the protection seller, while the issuer is the protection buyer. The interest rate risk and liquidity risk of the reference assets remain with the protection buyer until maturity or occurrence of a credit event, whichever is earlier.

Cash Settled Credit Default Swaps
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Credit Derivatives 

V/s

Financial Guarantees

Credit Default Swap has a very close similarity with some traditional financial guarantee contracts such as:

· Bond Insurance (an insurance contract that promises the bondholder a payment in case the bond issuer default.)

· Letter of Credit (A letter issued by a bank authorizing the bearer to draw a stated amount of money from the issuing bank, its branches, or other associated banks or agencies.)

· Revolving credit (Credit repeatedly available up to a specified amount as periodic repayments are made.)

· Financial Guarantees 

The traditional guarantee contract provides for payment by the guarantor to the creditor in case of a default by the debtor. Credit derivatives, particularly credit default swaps, might have an apparent similarity with traditional guarantees.

In a traditional guarantee, the intent of the guarantor is to protect the creditor from looses and put him at par with what he would have received had the original debtor not defaulted. Thus the payments by a guarantor are typically due only when:

· When the principle debtor has defaulted

· To the extent of the loss of damages suffered by the creditor.

Credit default swap, on the other hand, are not limited to default as such, but generally extend to cover events such as bankruptcy, compromise, restructuring, failure to pay, repudiation/moratorium.

In the case of credit default swap, the payment to be made by the protection seller might either be a prefixed amount or may be based on a valuation, which may or may not equal to damage suffered by the protection buyer.

Another significant different lies in the fact that a guarantee is always a trilateral contract, the guarantor, debtor and creditor are all a party to the contract of guarantee. Credit default swaps on the other hand, are purely a contract between the protection buyer and seller, and the obligor may not come to know about the contract at all.

Difference between Credit Default Swap and Financial Guarantee

	
	Credit Default Swap
	Financial Guarantee

	Nature of the contract
	A contract whereby the protection seller makes predefined payments to the protection buyer on happening of certain events. In contract law parlance, it is an independent contract, neither a contract of guarantee, nor indemnity.
	A contract whereby the guarantor will pay the sum due payable by the principle debtor, if the debtor defaults in making the payment.

	Parities to the contract
	The protection seller and the protection buyer, there is no

contractual relation between the projection seller and the obligator.
	The creditor, debtor and the protection provider, there is a contractual relation between protection provider and debtor.

	Consideration 
	Payment of certain fees or premium by the protection buyer to the protection seller.
	Consideration needs to exist between the guarantor and the principal debtor – normally a guarantee commission.

	Assumption of rights against the obligator 
	Before the default the rights against the obligator stays with the protection buyer, after the default as soon as the reference obligation is handed to the protection seller the rights are transferred.
	If the protection seller makes any payment on behalf of the obligator, protection seller becomes creditor of the obligator up to that amount.

	Nature of protection 
	Protection is provided on the pre defined credit events, not limited to defaults.
	Protection is normally provided against default by the obligator.

	Nature of payments upon default
	Where the predefined credit events take place, the protection seller is to make the predefined credit event payments to the protection buyer.
	Where the default by the obligor takes place, the surety is first expected to proceed against the obligor. Having exhausted remedies, the surety can claim defaulted payments from the guarantor. 

	Relationship between the protection provided and the obligation. 
	Credit default swap are not necessarily connected with the existence and extent of the payment obligation of the obligator: while the obligation may be different, the default swap might be referenced to a different asset. The notional amount for the swap might also differ from the actual obligation.
	Guarantees are necessarily connected with a specific obligation of the obligor.

	Tradability 
	Credit default embedded in credit linked notes are tradable.
	Guarantees are bilateral contract and are not tradable.

	Pricing 
	Credit default swap are priced by the markets.
	Guarantees are priced bilaterally.

	Marking to market
	CDS are marked to market.
	Guarantees are not marked to market.

	Documentation 
	Standard documentation as developed by ISDA
	No standard documentation.


Total Rate of Return Swap

Another very important credit derivative prevailing in the international market is total rate of return swap. During the evolution phase total rate of return swap was one of the widely used credit derivative instruments but as the times passed credit default swap took over as credit derivative is more definitive and limits the risk of the protection seller.

A total rate of return swap tries to transfer the total volatility in the rate of return on a credit asset to the protection seller. In a total rate of return swap, the protection buyer agrees to transfer, periodically and throughout the term of the contract, the actual return from a reference asset, to the protection seller, and the latter, in return, agrees to transfer returns calculated at a certain spread over a base rate.

For example, if the base rate were LIBOR and the agreed spread is 60 bps, a typical total rate of return swap would be, the protection buyer will swap the actual proceeds from a reference assets to protection seller against LIBOR + 60 bps. If there is any appreciation the market value of the reference obligation, the protection buyer will transfer that as well to the protection seller; if there is any depreciation, the protection seller will pay for the same. 
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The swapping of appreciation/depreciation in market value is done to ensure that the total return of the protection buyer, which includes such appreciation/depreciation, is swapped with the protection seller.

A similar example can be taken into study where a bank is the protection buyer and a financial institution or an investor is a protection seller.
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· Bank “B” invests in an unsecured bonds of X at a fixed coupon of 6.5%.

· Bank “B” get into a total rate of return swap with investor “I”, agreeing to receive LIOBR + bps for the exchange of actual returns of X.

· In terms of the swap Bank “B” will keep transferring periodically the actual coupon plus/minus any changes in the market value of the bond.

· Investor “I” will periodically pay LIBOR + 100 bps.

· Bank “B” who is technically invested in X bonds in reality neither has neither exposure in X bonds nor exposure in the returns from it.

· Investor “I” on the other hand is exposed to X bonds and its returns.

· In other words bank “B” has hedged his position in X bonds to investor “I”. 

There are number of significant differences between a credit default swap and total rate of return swap,

· Unlike a credit derivative swap, there pay – offs in a total rate of return swaps are not based on any event of default. The parties exchange the relative cash flows on a regular basis. Here the credit event leads to termination of swap.

· However if during the tenure of a total rate of return swap, a defined credit event takes place , the swap will be terminated and the protection seller will make compensatory payments to the extent of the difference between the last settled market value and the current market value of the defaulted obligation. Thus whereas in the credit default swap, the payoff by the protection seller is merely contingent upon a credit event, the payoff in the case of total rate of return swap is both ongoing and contingent upon credit event.

· No fixed premium is received by the protection seller in case of a total rate of return swap. The premium is inherent in the difference between the actual returns from the underlying obligation and the spread over LIBOR.

· Credit default swap seeks insurance only against specified credit default swaps; a total rate of return swap seeks to transfer the total risk of volatility in return, including interest rate risk, to the counterparty. Therefore, there risks hedged in a total rate of return swaps are comprehensive.  

The protection seller in case of a total rate of return swap is also referred to as total receiver and the protection buyer is similarly called total return payer. 

The impact of a credit default swap is to transfer the volatility of inflow or market values on account of certain specified events, which are listed in “credit events”. There is no transfer of any risk unless the credit events take place.

As against this, a total rate of return swap synthetically replaces the entire cash flows from a reference asset for an agreed spread on a risk free or reference rate.

Technically, if the credit events in a credit default swap were listed so widely that any change in the cash flows or market value of the reference obligation were to be covered thereby, there will be no difference between a credit default swap and a total rate of return swap. So, a total rate of return swap has the most comprehensive implicit listing of all those events which have any bearing on the cash flows from a reference asset. 

Credit Default Option

Credit default options are one of the basic building blocks of credit derivative. They operate in the same way as equity or fixed income options. Credit default options are not related to events of default directly, but they are directly related with the movements in spread, which depend on various factors besides credit events.

Credit default options are also know as credit spread options they protect against shifts in credit spread, which occur due to credit exposure.

Credit default options are used when investor believes that a corporate credit rating may change, which would affect its credit spread over the base rate and affect the principal value of the debt instrument. The buyer of credit option pays a premium, either in full or amortized over the term of the option. The seller in turn agrees to make lump sum payment if a particular borrower’s credit spread moves over a stated limit. Investors can also protect themselves against the risk of a bond’s credit rating, which would widen the credit spread of the bond causing the bond price to fall. Credit default option allows the buyer to have an option, but not an obligation to sell a reference obligation of a predetermined spread, which is the strike price, throughout the term of the transaction. A credit option hedges the risk that the obligation’s credit spread will increase above a predetermined level. Thus credit spreads allow a spread of earnings above London Interbank Offer Rate (LIBOR). These have become very popular in emerging markets because it allows an extra-yield for riskier loans, which have increased and become volatile. Thus it limits exposure against credit spreads. As credit quality becomes worse, the credit option moves towards being in the money, thus it can be exercised. If a bank has exposure to a particular debt issuer and thinks that the credit spread will worsen, the bank can buy an option’s contract.

Credit default options are usually executed on publicity traded bonds and the strike price of these is above the current market rate.

Credit default options are leading towards the development of a new type of credit derivatives: risk transfer bond and catastrophic risk transfer bond. Risk transfer bonds are being utilized to manage the default risk within residential mortgages, interest rate movements, bankruptcies and natural disasters.

Credit linked notes

Credit-Linked Note (CLN) market is one of the fastest growing areas in the credit derivatives sector. The origin of credit linked notes lies in several contingent coupons or contingent principal bonds that emerged around early 1990’s. Yet another bond type that emerged was variable principal bonds where the principal repayable on the maturity was variable based on certain contingencies. Synthetic equity deals make use of similar instruments. In the field of credit derivative, the word “credit linked note” is now well accepted and generally understood.

Credit linked notes have given a completely new window to credit derivative. Credit derivative being a commodity in the capital markets could not have been thought of, in absence of credit linked notes.

Credit linked notes are investments products. They are not a new type of credit derivative difference from credit default swap or total rate of return swap, but rather a method of implanting a credit default swap or total rate of return swap in an investment product. Thus credit linked notes make it possible for credit derivative to be mounted on capital market vehicles and carry them into the capital market. While both credit default swap and total rate of return swap by themselves are bilateral OTC products, Credit linked notes make credit derivatives a capital market product.

Unlike  credit  swaps,  credit-linked  notes  are  funded  balance  sheet  assets  that  offer synthetic  credit  exposure  to  a  reference  entity  in  a  structure  designed  to  resemble  a synthetic corporate bond or loan. Credit-linked notes are frequently issued by special purpose vehicles for the purpose of a capital market transaction, a special purpose vehicle is a trust or a corporation specially formed for this purpose and constituted as a bankruptcy remote entity (bankruptcy remote entity is one which one cannot enter into any other business to have an obligations, cannot issue liabilities, cannot burden itself with expenses that allow the right to take it to bankruptcy and denies a voluntary winding up or merger option to the equity holders).
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Special purpose vehicle hold  some  form  of  collateral  securities financed  through  the  issuance  of  notes  or  certificates  to  the  investor.  The investor receives a coupon and par redemption, provided there has been no credit event of the reference entity.  The  vehicle  enters  into  a  credit  swap  with  a  third  party  in  which  it sells   default   protection   in   return   for   a   premium   that   subsidises  the   coupon   to compensate the investor for the reference entity default risk.

The  investor  assumes  credit  risk  of  both  the  Reference  Entity  and  the  underlying collateral  securities.  In  the  event  that  the  Reference  Entity  defaults,  the  underlying  collateral  is  liquidated  and  the  investor  receives  the  proceeds  only  after  the  Credit Swap  counterparty   is  paid  the  Contingent  Payment. If  the  underlying  collateral defaults,  the  investor  is  exposed  to  its  recovery  regardless  of  the  performance  o f the Reference Entity. This additional risk is recognize d  by  the  fact  that  the  yield  o n the  Credit-L inked  Note  is  higher  than  that  of  the  underlying  collateral  and  the premium on the Credit Swap  individually .

Credit-Linked Notes may also be issued by a corporation or financial institution. In this case  the  investor  assumes  risk  to  both  the  issuer  and  the  Reference  Entity  to  which principal redemption is linked.

Example:  

A bank may sell some of its exposure to a particular emerging country by issuing a bond linked to that country's default or Convertibility risk. From the bank's point of view, this achieves the purpose of reducing its exposure to that risk, as it will not need to reimburse all or part of the note if a credit event occurs. 

However, from the point of view of investors, the risk profile is different from that of the bonds issued by the country. If the bank runs into difficulty, their investments will suffer even if the country is still performing well.

Credit Linked Deposits/ Credit Linked Certificates of Deposit

Credit Linked Deposits (CLDs) are structured deposits with embedded default swaps.  Conceptually they can be thought of as deposits along with a default swap that the investor sells to the deposit taker.  The default contingency can be based on a variety of underlying assets, including a specific corporate loan or security, a portfolio of loans or securities or sovereign debt instruments, or even a portfolio of contracts which give rise to credit exposure.  

The investor is selling protection on the reference obligation and earning a premium in the form of a yield spread over plain deposits (this is similar to the investor investing money or buying a bond issued by the Reference Entity to earn higher yield than plain deposits).  If a credit event occurs during the tenure of the CLD, the deposit accelerates and the investor would get the Deliverable Obligation instead of the Deposit Amount.
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· On start date, Protection Seller deposits/pays notional amount to Protection Buyer; and

· On periodic interim dates, Protection Buyer pays to Protection Seller pre-agreed coupon on notional amount; and

· If a Credit Event does not occur, Protection Buyer redeems deposit/note at full notional amount at maturity; or

· If a Credit Event occurs and physical settlement applies, the deposit/note shall accelerate and Protection Buyer shall deliver the Deliverable Obligations to Protection Seller; or

· If a Credit Event occurs and if cash settlement applies, the transaction shall accelerate and Protection Seller shall pay to Protection Buyer the prevailing market value of the Deliverable Obligations upon occurrence of the Credit Event.
Characteristics

· Notes can be structured as Medium Term Notes or trust certificates  - (This shall be subject to regulatory guidelines, if any)

· Amount of principal redemption is linked to the recovery value of the Reference Obligations.  In the event of default, principal redemption may be cash or physical delivery of the Reference Obligations

· In the case of no default, investors continue to have exposure to the Deposit taker/ issuer of the Medium Term Notes or the underlying collateral of the trust

· Deposits/ Notes can also be structured to provide varying  principal protection

 Uses and Benefits of CLDs

· Access - CLDs enable investments in credits when there are no cash markets available for that credit.

· Synthetic Maturity - CLDs can be created with customized maturity structures and credit features that are otherwise not available in the cash market.

· Credit Lines - Banks can issue CLDs that are linked to loan credits in their portfolios.  This can free up credit lines to a particular borrower, as well as give non-bank investors access to credit opportunities that may otherwise not normally be available in the capital markets. 

· Elimination of Counterparty risk - As the CLD is a funded transaction by the investor in the CLD, there is no counterparty risk as there would be with buying protection using a credit default swap.

Repackaged notes

Repackaging involves the protection buyer selling off its credit assets to a special purpose vehicle against which the special purpose vehicle issues coupons bearing notes to its investors for a consideration. The protection buyer may also provide additional collaterals to the special purpose vehicle that may be called upon if the credit assets default. The sums received from investors are utilized to pay- off the protection buyer for the credit assets purchased. The maturity and settlement of the contract under this structure is on the same lines as in the case of a credit linked deposits

The difference between repackaged notes and credit linked deposits is that unlike credit linked deposits repacked notes are backed by collateral (bonds loans cash and derivative contracts). Further, in a repackaged note structure, any issue by the special purpose vehicle has recourse only to the collateral of that issue.
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The motivation behind repackaging is to offer the investor a customised product.  Securities may have certain attractive features and other not-so-attractive features.  Repackaging helps eliminate these not-so-attractive features.  For example, a security may be unappealing because of denomination in an inaccessible currency or because of absence of a liquid market or simply because the interest rate risk may not be in the form the investor wants. Repackaging through an SPV helps eliminate these unappealing features.  Repackaged Notes, being clearable through recognised clearing systems can have greater liquidity and better delivery facilities. 

 The main benefits of using repackaged notes are:

Increased market access - As the issued notes are frequently eurobonds or medium-term notes, the market for these types of products is wider.

Meets the needs of restricted investors - Several investors can invest in bonds/notes but cannot transact in swaps or other types of securities.  The repackage note allows the investor to receive the desired exposure without breaching internal guidelines.

Choice of documentation - The repackaged notes documentation is not limited to ISDA and so documentation is more flexible.

Tailor-made package of risk - Investors can tailor their risk to a single credit, portfolio of credits, leverage their risk or create exotic payout structures.

Collateralised Debt Obligations

[image: image10.emf]Collateralised debt obligations are specialized repackaged offerings that typically involve a large portfolio of credits.  Both involve issuance of debt by a special purpose vehicle based on collateral of underlying credit(s).  The essential difference between repackaging notes and a collateralised debt obligation is that while a simple repackaging usually delivers the entire risk inherent in the underlying collateral (securities and derivatives) to the investor, a CDO involves a horizontal splitting of that risk and categorizing investors into senior class debt, mezzanine classes and a junior debt.

Sponsor:  The entity that places the portfolio in the SPV

Senior Debt: That portion of funding, which has the lowest risk weight, or the highest rated debt

Mezzanine Debt: That portion of funding, which has debt in ascending order of risk weights, or in descending order of ratings

Junior notes: protection buyer may subscribe to junior notes issued by the special purpose vehicle. These notes generally do not have an assured return but are entitled to residuary profit after other obligations of the special purpose vehicle have been discharged.

Benefits and Uses of Credit Debt Obligations

The most important benefit of a CDO is that the underlying portfolio can be sliced into various risk categories and can be sold to different investors who have different risk appetites.  There is a first loss tranche of the portfolio that has the greatest risk of default and also therefore, the highest yield.  As the risk diminishes, the yield diminishes.  Banks find it very convenient to sell off entire portfolios to investors having different risk appetites by having different tranches, rather than selling investments individually. 

Credit derivatives: Is it possible in India?

Credit derivatives are contracts seeking to transfer an asset’s risk and returns from one counter party to another without transferring the ownership. Though these tools currently have a limited presence in India, their market could see an explosive growth given the needs for the product and thrust from key areas.

Most Indian nationalized banks are saddled with NPAs to the tune of 5-6% of their total asset base. Given the current disbursement patterns and government policies, NPAs are likely to accrue to these banks in the future as well. This creates an obvious need for credit protection for these banks. However, in the Indian context, the sell side market is absent. For the segment to develop, the sellers of credit protection need to be able to hedge their risks, enabling them to quote a price for the protection they are selling. It is in this regard that the government and the local regulators can aid the development of a credit derivative market by providing impetus in the following areas

· Improving the breadth of the Debt Market: Liquidity in the bond market is a must for the derivative market to take off. Current liberalization measures have led the insurance sector to open up, possibly improving liquidity at the long end of the curve. Due to its long-bond positions, the insurance sector, globally, has been historically a seller of credit derivatives (contributing 23% to the sell side in UK in 1999).

· Convertibility of INR: Currency conversion has been a long-standing demand of most corporates. Once implemented, this would attract more multinational banks to the Indian market. Given the freedom, they would definitely enter the FX option market, through which they can synthetically trace the long-term yield curve. And, as a direct consequence, the Swap market would also take off, given the high correlation between these markets.

· Need for Standardization: The proposed set of new regulations by the Bank of international settlements seek to attach a risk weightage commensurate with the credit ratings, giving in to long standing demands of industry insiders. This would force banks to buy protection against lower rated loans, to ensure that they fulfill the 8% adequacy norm. It is also proposed to provide significant capital relief to the protection buyer and capital charge to the seller.

· Need for Structured Products: Securitization is fast gaining acceptance in the Indian markets. Given the coupling with credit derivatives that exists in some securitization deals, the growth of securitization could possibly signal the entry of the related product. Such a product would look to transfer the credit risk from the bank to the SPV by way of a credit derivative.

· Consolidation in the Banking Industry: One of the major reasons for the success of Credit derivatives in the European markets is the extent of corporate loans. Additionally, a few large banks typically control most of the corporate debt. Therefore, finding a counter party for a credit swap is not too difficult. However, in India, the banking sector is fragmented, with the top 10 players commanding only 45% of the market.

Benefits from Credit derivatives

One of the successful products introduced in India in the recent past has been the Interest Rate Derivative product. Currently, there has been an increase in the use of this product with a number of hedging benchmarks and the entry of a large number of market players.  The success of this product is due to the fact that it has helped the market to transmit the interest rate risk from one participant to another.  This transmission of the interest rate risk allows for the risk to be hedged away by the risk averse players and reside in players who are risk takers and /or those who are able to bear the risk. 

Similarly, credit risk also requires an effective transmission mechanism.  It is now imperative that a mechanism be developed that will allow for an efficient and cost effective transmission of credit risk amongst market participants.  The current architecture of the financial market is either characterized by lumpiness in credit risk with the banks and development financial institutions or lack of access to credit market by mutual funds, insurance companies, etc. 

The major hedging mechanism now available with banks and development financial institutions to hedge credit risk is to sell the loan asset or the debentures it holds.  Banks and Development Financial Institutions require a mechanism that would allow them to provide long term financing without taking the credit risk if they so desire. They could also like to assume credit risk in certain sectors / obligors.

On the other side, investors, including banks and development financial institutions, would also be looking for additional yields. In an environment of declining yields, investors would welcome mechanisms where they can earn an additional yield by taking on credit risk.  There exists now in India an investor base, which can be segmented along tenor lines.  The mutual fund industry has investment appetite in the short end - upto 5 years, the banking industry has appetite in the middle segment - between 5 and 8 years, while the insurance companies have appetite at the very long end - over 8 year band. It is now necessary to have a mechanism that will allow credit risk to be extracted from portfolios, tranched according to tenor and risk profile (i.e. credit rating) and transferred to those agents that are most comfortable holding the credit risk with the appropriate characteristics. 

Credit derivatives will give substantial benefits to all kinds of participants, including the financial system as a whole, such as:

· Banks would stand to benefit from credit derivatives mainly due to two reasons – efficient utilisation of capital and flexibility in developing/ managing a target risk portfolio.  Currently, banks in India face two broad sets of issues on the credit leg of their asset – blockage of capital and loss of opportunities, for example: 

(i) Banks generally retain assets – and hence, credit risk – till maturity.  This results in a blocking up of bank’s capital and impairs growth through churning of assets.

(ii) Due to exposure norms that restrict concentration of credit risk on their books, banks are forced to forego attractive opportunities on existing relationships.

· Asset portfolio of banks is largely constrained by distribution system and sales relationships.  New banks possess capital but have to overcome high costs in building an asset portfolio.  Similarly, existing banks may want to diversify portfolio but may be unable to do so because of stickiness of client relationships and switching costs.

Credit derivatives would help resolve these issues.  Banks and the financial institutions derive four main benefits from credit derivatives; viz:

· Credit derivatives allow banks to transfer credit risk and hence free up capital, which can be used in productive opportunities.  

· Banks can conduct business on existing client relationships in excess of exposure norms and transfer away the risks.  For example, a bank which has hit its exposure limits with a client group may have to turn down a lucrative guarantee deal under current scenario.  But, with credit derivatives, the bank can take up the guarantee and maintain its exposure limits by transferring the credit risk on the guarantee or previous exposures.  This will allow banks to maintain client relationships.

· Banks can construct and manage a credit risk portfolio of their own choice and risk appetite unconstrained by funds, distribution and sales effort.  Banks can acquire exposure to, and returns on, an asset or a portfolio of assets by simply writing a credit protection.

· Credit risk would be diversified – from “banks/DFIs alone” to other players in the financial markets and lead to financial stability.

Credit derivative as a supplementary tool for credit risk management are here to stay as is evident from the growing volumes of these products in the world market. Opinions on the efficacy of these products are sharply divided. Warren buffet, the celebrated global investor, had described credit derivative as being like hell – easy to get into but difficult to get out of. At the same time, US Federal Reserve Chairman Alan Greenspan had spoken on several occasions on the useful role credit derivatives have played in protecting banks could not be marked to market in the absence of secondary market for loans. An active credit derivative market would facilitate development of a secondary market for loans, thus enabling a significant portion of the loan book to be marked to market, thereby ushering in the much needed transparency in the loan portfolio of banks. At the same time, the possibilities of credit derivative themselves posing risk cannot be overlooked especially the dangers of entities offering credit risk protection without adequate credit risk assessment procedures. 
India has yet to realise the power of the credit derivative market. Of late, Reserve Bank of India has come out with a draft proposal in this regard which has recognised that though banks are dominant players in the loan market and thus are substantially exposed to credit risk, the market has not provided adequate protection against the credit risk to commercial banks.

This gap, as observed by RBI, can substantially be bridged through the introduction of credit derivatives which can involve other dominant market players such as insurance companies, mutual funds and corporate sector in these transactions.

Credit derivatives, if introduced, can not only supplement the ongoing process of securitisation but also help reduce the inefficiencies in the existing loan market. Credit derivative holds the promise of an effective complement to the interest rate swap. Credit derivatives provide a viable alternative to loan loss provision and loan sales, without imposing opportunity cost or discounting cost. Credit derivative allows the banks to implement a more dynamic and customized risk management program that can be altered based on the nature of economic environment.

In India the problem in implementing credit derivative is the lack of exposure that the banks have to such hybrid instruments and the financial markets not being that mature, but banks that have international presence are using credit derivative to help Indian companies raise funds abroad. State bank of India is no of the major protection sellers to the Indian companies in the financial markets abroad.
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