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CHAPTER 1

Explain why the ability to separate credit risk exposure
from a credit-risky asset is an important driver of market
growth.

. Discuss why legal and operational risks must be consid-

ered as part of the overall risk management framework.
Give two examples of each type of risk as related to credit
derivatives.

CHAPTER 2

Fundamental Credit
Derivative Products

INTRODUCTION

We noted in Chapter 1 that the global credit derivative market has
expanded rapidly over the past decade in terms of both depth and
breadth. The market has also grown in terms of product offerings
and innovation. The fundarmental “building blocks” that were orig-
inally introduced in the mid- to late-1990s have become relatively
standard ond liquid, and basic product construction and transac-
tion procedures have become widely accepted. The “next genera-
tion” of credit derivatives, which creates additional risk/return
opportunities for intermediaries and end-users, has started to
appear and promises to extend market capabilities even further. |

We divide our discussion of credit derivative products into
two broad sectors: fundamental credit derivative instruments and
structured /synthetic credit derivative instruments. Qur focus in
this chapter is on the essential credit derivative products intro-
duced in Chapter 1, including asset swaps, credit default swaps,
credit spread forwards, total return swaps, basket swaps, and
credit spread options. We also consider certain innovations and
extensions, including asset swap switches, asset swaptions, CDS
index swaps, first to default baskets, senior baskets, and subordi-
nated baskets. We will build on this base in the next chapter when
we consider various structured and synthetic credit derivative
assets.
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ASSET SWAP STRUCTURES

The asset swap is often regarded as a pioneering, if somewhat
limited, version of the modern credit derivative, enabling partic-
ipants to trade the credit spreads of selected reference assets; the
ability to trade credit spreads via an asset swap suggests that an
institution can benefit from spread widening or tightening, just as
it might with certain other types of credit derivatives. Asset
swaps predate credit derivatives by nearly a decade and remain
an integral, and relatively commoditized, element of the capital
markets. In this section we consider standard asset swaps,
callable and puttable asset swap packages, asset swap switches,
and asset swaptions.

Asset Swaps

Investors routinely seek to deploy their capital in specific asset
classes, currencies, or rates. If appropriate assets already exist in
the marketplace, then an investor simply buys the desired asset by
funding it through normal sources. However, if the precise char-
acteristics are not available, then the asset can often be created
synthetically by combining a host security with an interest rate or
currency swap. Similar}y, there are times when the asset swap
structure can be used to capitalize on market inefficiencies, mis-
pricings, and illiquidity. Both of these factors have proven impor-
tant drivers of activity over the past two decades.

The corporate capital markets feature an embedded quality
differential that allows low-quality issuers to obtain a comparative
advantage in the floating-rate markets and high-quality issuers to
achieve a comparative advantage in the fixed-rate markets (and an
absolute advantage in both markets). Depending on market condi-
tions and the size of the quality ditferential, investors can therefore
purchase high-rated fixed-rate bonds directly, or high-rated FRNs
asset swapped into fixed rates; similarly, they can purchase lower-
rated FRNSs directly, or lower-rated fixed-rate bonds asset swapped
into floating rates. For instance, if an investor seeks to invest in
Company XYZ’s bonds on a floating-rate basis, but XYZ has only
issued fixed-rate liabilities, the imtermediary can sell the investor
the fixed-rate bonds and attach a swap that converts the fixed-rate
coupons into LIBOR. In practice the swap flows are adjusted to
provide investors with a synthetic investment trading at par with
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FIGURE 2.1

Asset Swap Packages

(a) Synthetic FRN Investment Package
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a stated yield." Though no specific floating-rate XYZ asset actually
exists, the intermediary synthesizes one by combining the fixed
bond and the interest rate swap. The reverse transaction is also
possible: if XYZ only features LIBOR-based liabilities and an
investor seeks a fixed-rate return, the investor can buy the FRN and
enter into an associated swap where it receives fixed and pays
LIBOR plus a spread. The periodic flows on these fundamental asset
swap packages (i.e., after the investor has purchased the asset from
the swap bank and entered into the associated swap) are high-
lighted in Figures 2.1 (a) and (b). Note that the same concept

1 The adjustments may relate to premium/discount on the underlying asset, as well as any
difterences in accrued interest
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applies to asset swaps created with currency, rather than interest
rate, swaps; in such cases the transaction also involves initial and
final exchange of principal, as in any conventional currency swap.
Asset swaps involving basis flows (e.g., CP versus LIBOR, EURI-
BOR versus EONIA) and nonstandard/amortizing/zero-coupon
cash flows can also be created. Regardless of the specific structural
details, the intent is to provide the investor with an opportunity to
benefit from XYZ's credit spread levels and movements. Asset
swaps are typically arranged on notional amounts ranging from
$5 million to several hundred million, with maturities extending
from approximately 1 year up to 10 years.

Asset swap activity is influenced by a number of factors,
including the existence of arbitrage opportunities that permit the
development of a synthetic investment at a higher yield, or restric-
tions that bar the creation of conventional fixed income supply (or
which prohibit investors from acquiring certain classes of assets).
The arbitrage differential between the asset yield and swap levels
must be large enough to provide all parties with economic benefits.
The differential is a function of supply/demand for fixed versus
floating issues, asset liquidity, new issue supply, and, as noted
above, the credit spread differentials between strong investment
grade and weak investment grade/subinvestment grade issuers.
For instance, an investor seeking to invest in LIBOR + x bp assets
funded at LIBOR can do so on an outright basis, assuming it can
find appropriate floating-rate assets and its funding levels are set
at LIBOR (or sub- L[BOR). However, the investor may be able to
take advantage of an arbitrage opportunity and use an asset swap
to achieve the same goals. If fixed payments under the swap are less
than the payments received from a fixed asset, then a LIBOR + x bp
spread is created; if this spread is greater than the spread on a direct
FRN purchase (funded at LIBOR flat or sub-LIBOR), then the asset
swap arbitrage is effective. For example, if an investor can receive

5.5% on a three-year, fixed-rate bond and LIBOR + 15 bps on a three-
year FRN, and can enter into a three-year pay fix/receive LIBOR at
5.25%, the net return on the synthetic asset is LIBOR + 25 bps, or
10 bps more than the direct purchase.

Callable and Puttable Asset Swaps

We can now extend our discussion to consider callable and put-
table asset swap packages. A callable asset swan (alsa known ac a
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remarketable asset swap) is similar to the asset swap package
described above, except that the bank selling the package retains a
call option on the underlying asset, allowing it to repurchase the
asset at a given spread at some future time. The total package can
therefore be regarded as a combination of a callable swap (itself a
package of a swap and an option) and an underlying fixed or
floating-rate bond. The option generally features a European or
Bermudan exercise that is synchronized with the coupon dates of
the asset. The strike spread is typically set equal to the spread at
which the asset is placed with the investor; if the spread tightens
during the life of the transaction (e.g., the price of the asset rises as
a result of specific or general credit improvements), the bank calls
the package away from the investor, delivering cash proceeds
equal to the strike spread times invested principal. The bank can
then sell the underlying asset in the marketplace at a profit, or enter

into a new callable asset swap with a new investor at the tighter

market spread; this process helps realize mark-to-market value
arising from credit improvement. Naturally, if the spread widens
instead of tightens, the swap bank will abandon the option and the
investor will preserve its asset swap package until the contracted
maturity date. In exchange for giving the bank the right to call
away the package, the investor receives an incremental yield that
represents the premium from selling the option. This synthetic
structure gives both parties specific benefits: the bank preserves the
ability, on an off-balance sheet basis, to efficiently crystallize value
by liquidating or reselling the structure if asset spreads tighten,

while the investor earns an incremental yield for granting the
option. The callable asset swap structure (babcd on a fixed-rate
bond) is summarized in Figures 2.2 (a) and (b).

A puttable asset swap functions in a similar way, except that
the investor, rather than the bank, retains the option. Specifically,
the investor acquires a package comprised of an asset (e. g., fixed-
rate bond or FRN) and a puttable swap, where the put allows
the investor to sell the asset swap package back to the bank at a
predetermined strike spread. As with the callable structure above,
the put option generally has a European or Bermudan exercise that
is synchronized with the coupon dates of the asset (and, again,
the strike spread is typically set equal to the investor’s original
purchase spread). If the spread widens during the iife of the trans-

action (e.g., the price of the asset falls as a IE'bl.llt of specific or general
credit deterioration) the invector mitte the mankamra ta tha lhanl
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