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Credit Default Swaps: Looming on the Horizon

With the recent turmoil in the credit markets, the Credit Default Swap (CDS) market has exploded in the past
few years and, in the opinion of many investment experts, the next credit disaster on the horizon. Once an
obscure financial instrument for banks and bondholders, the CDS market has grown to $45 trillion according to
International Swaps and Derivatives Association. That is twice the size of the U.S. stock market ($22 trillion) and
far more than U.S. Treasury market ($4.4 trillion). So, what is this impending instrument of possible doom?

A Credit Default Swap is an insurance like contract that promise to cover loss in the event of a default. Typically
written for municipal, corporate and mortgage security debt, the “buyer” of a CDS pays a premium in exchange
for protection from credit default over a specific period, while the “seller” receives the premium and provides
credit protection over that same period. A CDS can be used as a hedge for a debt holder against a credit event,
but because there is no requirement to actually hold the debt, a CDS can be used for speculative purposes
as well. In fact, CDSs are actively traded in the OTC market and have been used as a barometer of credit
worthiness for the underlying debt issue.

The CDS market is so large, that in many instances, the amount of outstanding derivatives can vastly outnumber
the actual amount of the underlying security. Here lies the problem. If a company has $1 billion in outstanding
debt and $10 billion in CDS contracts outstanding and defaults recovering only 40 cents on the dollar, losses for
bondholders would be $600 million. However, losses for CDS sellers would be $6 billion. This sort of leveraged
counter-party risk was central to the failure of Bear Stearns in March of this year. In fact, because of the lack of
strict regulation in the CDS market, the exact exposure on Wall Street is not known.

Fortunately, this may change with proposed rules form the Financial Accounting Standards Board (FASB)
requiring new disclosures to be in effect by this fall. The FASB proposal requires full disclosure for CDS sellers
including the amount of payment to be made in event of default, the fair value of the derivative and the terms
of default payment. Warren Buffet described derivatives bought for speculation as “financial weapons of mass
destruction”. Hopefully these new requirements can head off another looming financial debacle.
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