 FAQs on CREDIT DEFAULT SWAPS
1. What is a  Credit Default Swap?
A. Credit Default Swap is a derivative product designed to transfer credit exposure. It is a Financial Swap Agreement. It is a credit derivative contract where the purchaser of the swap makes payments up until the maturity date of a contract. 
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The buyer of a credit default swap receives credit protection, whereas the seller of the swap guarantees the credit worthiness of the debt security. In doing so, the risk of default is transferred from the holder of the fixed income security to the seller of the swap. (Ref.: Investopedia) 
2. How is a CDS different from a Guarantee or Indemnity or an Insurance Policy?

A. CDS contract  is  compared with Insurance Policy  as  the buyer of a CDS also  pays premium and receives money if one of the events specified in the contract occurs. However, CDS contract is different from insurance policy in the following ways:

a. Insurers manage risk primarily by setting loss reserves based on the Law of large numbers, while dealers in CDS manage risk primarily by means of offsetting CDS (hedging) with other dealers and transactions in underlying bond markets;
b. CDS contracts are generally subject to mark–to–market accounting, introducing income statement and balance sheet volatility that would not be present in an insurance contract
c. An insurance contract provides an indemnity against the losses actually suffered by the policy holder, whereas the CDS provides an equal payout to all holders, calculated using an agreed, market-wide method
d. The cost of insurance is based on actuarial analysis. CDSs are derivatives whose cost is determined using financial models and by arbitrage relationships with other credit market instruments such as loans and bonds from the same 'Reference Entity' the CDS contract refers to.
e. To cancel the insurance contract the buyer can simply stop paying premium whereas in case of CDS the protection buyer may need to unwind the contract, which might result in a profit or loss situation.
f. Insurance contracts require the disclosure of all known risks involved. CDSs have no such requirement. Most significantly, unlike insurance companies, sellers of CDSs are not required to maintain any capital reserves to guarantee payment of claims. (Wikipedia)
3. Who is an “Obligor”?

An entity legally obliged to make payments of certain nature. E.g.:- With reference to CDS a Bond Issuer, who is contractually bound to make all principal repayments and interest payments, on outstanding debt. 

4.  What is a “Reference Entity “?

A. The reference entity in a CDS contract, against whose default the protection is bought and sold, shall be a single legal resident entity [the term resident will be as defined in Section 2(v) of Foreign Exchange Management Act, 1999] and the direct obligor for the reference asset/obligation and the deliverable asset/obligation. (RBI Circular)
Reference Entity: is one of the underlying parties involved in a credit derivative contract bearing the credit risk of the contract. If a credit event such as a default occurs and the reference entity is unable to satisfy the conditions of the bond, the buyer of the credit default swaps receives payment from the seller. 

The reference entity is essentially the party upon which the two counterparties in the transaction are speculating. The seller of the transaction is selling protection against the default of the reference entity. The buyer of the securitized credit derivative believes that there may be a chance that the reference entity will default upon their issued debt and is therefore entering the appropriate position. (Investopedia)
5. What is a “Reference Obligation”?

A. The obligation used to calculate the amount payable when a credit event occurs under the terms of a credit derivative contract. [A reference obligation is relevant for obligations that are to be cash settled (on a par-less-recovery basis).]  (RBI Circular)
For Example: If the “Reference Entity“ is Power Finance Corporation Ltd., the Reference Obligation would be a listed bond of Power Finance Corporation Ltd., e.g.:- Power Finance Corp. Ltd. 9.36% NCD, Maturity 1st August, 2021.
As per RBI’s Circular: Reference obligation (eligible underlying for CDS) - eligibility criteria: 

(i) CDS will be allowed only on listed corporate bonds as reference obligations.  
(ii) However, CDS can also be written on unlisted but rated bonds of infrastructure companies. Besides, unlisted/unrated bonds issued by the SPVs set up by infrastructure companies are also eligible as reference obligation. Such SPVs need to make disclosures on the structure, usage, purpose and performance of SPVs in their financial statements. In the case of banks, the net credit exposure on account of such CDS should be within the limit of 10% of investment portfolio prescribed for unlisted/unrated bonds as per extant guidelines issued by RBI.

6. What is a “Credit Event “?

A. A credit event occurs when a person or organization defaults on a significant transaction. Because the marketplace recognizes such events as related to one's credit worthiness, credit events can trigger specific protections provided by credit derivatives (e.g. credit default swap, credit default swap index, credit default swap index tranche). The events triggering a credit derivative are defined in a bilateral swap confirmation which is a transactional document that typically refers to an ISDA master agreement previously executed between the two swap counterparties. There are several standard credit events which are typically referred to in credit derivative transactions:

· Bankruptcy
· Failure to Pay

· Restructuring 
· Repudiation / Moratorium
· Obligation Acceleration

· Obligation Default 

7. What is Obligation Acceleration?

A. One or more obligations  become due and payable before they would otherwise have been due and payable as a result of, or on the basis of, the occurrence of a default, event of default or other similar condition or event (however described), other than a failure to make any required payment, in respect of a reference entity under one or more different Obligations in an aggregate amount of not less than the default requirement.

E.g.: XYZ-reference entity has a listed bond which is the reference obligation. If XYZ defaults on a loan and the same has been specified as an event leading to an Obligation Acceleration on the bond (reference obligation), then the credit event would be triggered. 
Thus, a situation occurs where, due to default on the loan, obligations on the bond issued by the reference entity becomes due and repayable prior to maturity and are set to have been accelerated by the holders.
8. What is Obligation Default?
A. One or more obligations have become capable of being declared due and payable before they would otherwise become due and payable as a result of, or on the basis of, the occurrence of a default, event of default, or other similar condition or event (however described), other than a failure to make any required payment, in respect of a reference entity under one or more obligations in an aggregate amount of not less than the default requirement.

9. What are Repudiation and Moratorium?
A. Repudiation describes a declaration by the promising party to a contract that he or she does not intend to live up to his or her obligations under the contract. 
B. Moratorium: It is a delay or suspension of an activity or a law. In a legal context, it may refer to the temporary suspension of a law to allow a legal challenge to be carried out.
10. What is “Credit Spread”?

A. It is the difference in yield between the risk-free rate (Government Securities) and the Corporate Bond yield(While a Sovereign bond  acrries no risk,a corporate bond carries a credit risk).
11. What is “Recovery Rate “?

A. Amount recovered through foreclosure or bankruptcy procedures in event of a default, expressed as a percentage of face value. It usually takes the form of the percentage of the par value of the security recovered by the investor. The key elements of the recovery rate include:
a. The level of the recovery rate

b. The uncertainty of the recovery rate based on current conditions specific to the reference credit;

c. The time interval between default and recovery value being realized.

Generally, it is related to the seniority of the debt. Therefore, if the seniority of debt changes then the recovery value of the debt may change. Also, recovery rates exhibit significant volatility.

12. What is “Credit Rating”?
A. An assessment of the credit worthiness of individuals and corporations. It is based upon the history of borrowing and repayment, as well as the availability of assets and extent of liabilities. (Investopedia)
A credit rating evaluates the credit worthiness of a debtor, especially a business (company) or a government. It is an evaluation made by a credit rating agency of the debtor's ability to pay back the debt and the likelihood of default.

Credit ratings are determined by credit ratings agencies. The credit rating represents the credit rating agency's evaluation of qualitative and quantitative information for a company or government; including non-public information obtained by the credit rating agencies analysts. (Wikipedia)
13. What are the internal policies and approvals necessary for a Bank to start Buying and Selling Credit Protection through Credit Default Swaps?

A. A written policy on CDS approved by Board of Directors, which  policy needs to be reviewed periodically. This policy should include:
a. Risk Limits on CDS Positions
b. Procedures

c. Risk Management Practices

d. Internal Control System – Procedure for Measuring, Monitoring, Reviewing, Reporting and Managing the Associated Risk 
e. Reporting CDS Activity to the Board and Regulator

f. Procedure to deal with Violations

g. The Strategy - whether to used for hedging or trading
h. Authorization Levels for engaging in such business

i. Appropriate Accounting and Valuation principles
j. Determination of Contractual Characteristics of the product

k. Use of market best practices and prevention of Mis-selling and Market Abuse

14. What is a Credit Support Annexe?

A. A Credit Support Annex, or CSA, is a legal document which regulates credit support (collateral) for derivative transactions. It is one of the four parts that make up an ISDA Master Agreement but is not mandatory. It is possible to have an ISDA agreement without a CSA but normally not a CSA without an ISDA.

A CSA defines the terms or rules under which collateral is posted or transferred between swap counterparties to mitigate the credit risk arising from "in the money" derivative positions.

If on any Valuation Date, the Delivery Amount equals or exceeds the Pledgor's Minimum Transfer Amount, the Pledgor must transfer Eligible Collateral with a Value at least equal to the Delivery Amount. The Delivery Amount is the amount the Credit Support Amount exceeds the Value of all posted Collateral held by the Secured Party. The Credit Support Amount is the Secured Party's Exposure plus Pledgor's Independent Amounts minus Secured Party's Independent Amounts minus the Pledgor's Threshold. The Collateral must meet the Eligibility criteria in the agreement, e.g., which currencies it may be in, what types of bonds are allowed, and which haircuts are applied. There are also rules for the settlement of disputes arising over valuation of derivative positions.

To distinguish between the Schedule to the Master Agreement and the Credit Support Annex, the schedules are numbered as Parts and CSA are numbered as Paragraphs. To customize the requirements of an OTC Transaction, the clauses which are required are added as Paragraph 11 (for London Agreements) and as Paragraph 13 (for New York Agreements).

15. What are the documents required to be executed between two counterparties before they undertake a CDS transaction?

A. The following documents are required to be filled in to start buying and selling of CDS:

(i) A CDS contract is typically documented under a confirmation referencing the credit derivatives definitions as published by the International Swaps and Derivatives Association (ISDA). This document is called as the Master Confirmation Agreement (MCA). 

a. The confirmation typically specifies a reference entity, a corporation or sovereign that generally, although not always, has debt outstanding, and a reference obligation, usually an unsubordinated corporate bond or government bond. 
b. The period over which default protection extends is defined by the contract effective date and scheduled termination date.
c. The confirmation also specifies a calculation agent who is responsible for making determinations as to successors and substitute reference obligations (for example necessary if the original reference obligation was a loan that is repaid before the expiry of the contract). By market convention, in contracts between CDS dealers and end-users, the dealer is generally the calculation agent, and in contracts between CDS dealers, the protection seller is generally the calculation agent.
d. CDS confirmations also specify the credit events that will give rise to payment obligations by the protection seller and delivery obligations by the protection buyer. 
Standard CDS contracts specify deliverable obligation characteristics that limit the range of obligations that a protection buyer may deliver upon a credit event.
ISDA Documentation:
· Master Agreement (including Schedules to Master Agreement)

· Confirmations

· ISDA Definitions

· Credit Support Document (CSA)

· Novation Agreement

16. What is Margining?
A. A margin is collateral that the holder of a financial instrument has to deposit to cover some or all of the credit risk of their counterparty (most often their broker or an exchange). This risk can arise if the holder has done any of the following:

· borrowed cash from the counterparty to buy financial instruments,

· sold financial instruments short, or

· entered into a derivative contract.

The collateral can be in the form of cash or securities, and it is deposited in a margin account.

17. What is netting?
A. Netting means to allow a positive value and a negative value to set-off and partially or entirely cancel each other out.

In the context of credit risk, there are at least three specific types of netting:

1. Close-out netting: In the counterparty bankruptcy or any other relevant event of default specified in the relevant agreement if accelerated (i.e. effected), all transactions or all of a given type are netted (i.e. set off against each other) at market value or if otherwise specified in the contract or if it is not possible to obtain a market value at an amount equal to the loss suffered by the non-defaulting party in replacing the relevant contract. The alternative would allow the liquidator to choose which contracts to enforce and which not to (and thus potentially "cherry pick"). There are international jurisdictions where the enforceability of netting in bankruptcy has not been legally tested.

2. Netting by novation: The legal obligations of the parties to make required payments under one or more series of related transactions are canceled and a new obligation to make only the net payments is created.

3. Settlement or payment netting: For cash settled trades, this can be applied either bilaterally or multilaterally and on related or unrelated transactions.

· Bilateral Net Settlement System: A settlement system in which every individual bilateral combination of participants settles its net settlement position on a bilateral basis.

· Multilateral Net Settlement System: A settlement system in which each settling participant settles its own multilateral net settlement position (typically by means of a single payment or receipt).

Netting decreases credit exposure, increases business with existing counterparties, and reduces both operational and settlement risk and operational costs.

18. What type of netting is permitted?

A. As per extant policies, netting is not permitted for CDS transactions.
Example: 


Notional: Rs 10 Crores


Spread: 100bps per annum


Quarterly payment frequency 


 Payment of Rs25,000 quarterly








