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FEI Credit Derivatives
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Credit Derivatives Overview
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} Speculation
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Isolate and trade the credit Efficient alternative compared
risk of a particular issuer to cash bond trading

FINANCIALEDGE!
[~ — ]
Hedge default & Default view
credit spread risk Bet on the likelihood of default
CDS (Credit default swap) Trade iﬁr:: de‘cl:ltz‘::iv credit
acts like insurance, using S reoofljmoves
regular premiums to cover P
losses from default
FINANCIALEDGE!
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Single Name Credit Default
swap (CDS)

FINANCIALEDGE!

CDSs

Credit Default Swap

Pays CDS premium to receive
protection in case of a credit event -
CDS premium

(Premium leg)

Protection Buyer

Protection Seller

e
Receives CDS premium in

(Default leg) exchange for providing protection
in case of a credit event

FINANCIALEDGE!
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5-year CDS CDS spread = 1% per year Notional = $10,000,000 USD

Protection Buyer Protection Seller

.’Q@

Quarterly payments ($100,000 per year)

Reference entity doesn’t default

Payments for 5 years ($500,000 max.)

FINANCIALEDGE!

5-year CDS CDS spread = 1% per year Notional = $10,000,000 USD

............. One-off payment (defqult |eg) eeecccccccne .:

(1 - recovery rate) x notional

40% recovery rate = 60% of $10,000,000 ($6,000,000) .

Protecti;:n Seller

| \2,

Protection Buyer ‘

lﬂl D P e

teceseccscsce sscee All premium accrued is puid csccccce cscccccce .

FINANCIALEDGE!
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Insuring Against Default

FINANCIALEDGE!

o

Hedge Credit Risk
in a Bond Investment

o 53

Buys protection
($1(?rg:932te2|°ndqr) Bondholder ($10mn notional,
sswecerp spread 1% per year)

FINANCIALEDGE!
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o

Hedge Credit Risk
in a Bond Investment

(=] @ B2

Bond Protect!on
($10 d ) Bondholder ($10mn notional,
mvissued @ por spread 1% per year)
\ J

Net receipt Yield - 1%

FINANCIALEDGE!

o

Hedge Credit Risk
in a Bond Investment

= D
o B &= S

. Bond Protection
($10mn, issued @ par) Bondholder ($10mn notional,
’ @p spread 1% per year)

Price = recovery rate perception Bondholders' loss = 60% of $10mn Loss given default = 1-recovery rate

Trading @ 40% Loss = $6mn Payout = $6mn

Offsetting the loss on the bond

FINANCIALEDGE!
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Why buy a risky
bond if you plan to
hedge the risk?

I 4 \

i |

! Who would ]
sell protection here, |

J ?

| and why- |

) N /'

FINANCIALEDGE!
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Flexible Hedging
Opportunities

Net Yield >
Risk-free Rate
(investment opportunity)

Buyer hedges half
default risk via CDS
at half face value.

Bond yields and CDS
prices diverge,
creating occasional
pricing opportunities.

Expectation of
Wider Spreads

Buy CDS expecting
spreads to widen. Later
unwind to re-expose at

higher spreads.

FINANCIALEDGE!

Premium
. Express
overstating . . .
default risk .tlghtenmg view
! via CDS, not bonds

offering value

Market maker
trading CDS
both ways

FINANCIALEDGE!
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Determining If a Credit
Event Has Occurred

FINANCIALEDGE!

FINANCIALEDGE!
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Repudiation/

Bankruptcy/

Failure to Pay Restructuring

Moratorium
. Debt is restructured in .
The reference entity away that harms Debtor repudiates the
is bankrupt or has creditors (e.g, debt or pauses
missed a payment reduced coupon) repayment
and is in default (moratorium)

( Credit Event )

CDS trades use ISDA terms; ISDA reviews potential credit events.

FINANCIALEDGE!

Calculating the Recovery Rate

FINANCIALEDGE!
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Default Leg
A

' Recovery Rate |
(post-default bond price)

FINANCIALEDGE!

[ Recovery Rate ]

(post-default bond price)

@ We don't use the formal bankruptcy recovery rate @

=
AR
e — =

FINANCIALEDGE!

b
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Recovery Rate
(post-default bond price)

@ Payouts are based on a market-implied recovery rate @

Payment can be calculated & made quickly @ @ Loss comes from immediate market price drop

NN NI NN NN N NN NN NN NN NN NN NN NN NS NN E NSNS NN NSNS NSNS E NSNS EEEEEEEEEEEEEEEEN,
.

*

] S, = :
: < O y :
. On S & "
. Credit event Auction held to Recovery rate CDS contracts .
. determined establish market price determined settled .
“ L4

*
NS NN I NN NI E NN NI NN NS NN NS EE NS SN NS SN NS SN NS SN NS NN NS NN SN NS NN EEEEEEEEEEEEEEER®

FINANCIALEDGE!

Settlement Style

FINANCIALEDGE!
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5 £2) [$)
£
° Protection O <=—= _( Notional x (1 - recove )) -0 Protection
& Buyer v Seller
8
‘é ﬂ‘ ( Notional ) e
5 = - =
S Protection Od=—mmmmmeeeeemm==m—=— =0 Protection
5 Buyer O e O Seller
2
.% ( Reference bond )
o
FINANCIAL EDGE!
Notional = $10m Recovery = 40%
2\ [s)
£
3 Protection O 4== -( Notional x (1 - recovery) = $6m )— =0 P ey
5 Buyer Seller
8
E ﬂ‘ ( Notional = $10m ) e
£ Protection Od==== Net value = $6 = =) Protection
3 Buyer (o SpuNp—— stvalue=3om L »0 Seller
°
é‘ ( Reference bond = $4m )
FINANCIAL EDGE!
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Central Clearing for CDS

FINANCIALEDGE!
(m Prior to the
===,’ financial crisis
g\ |
REILEEEERY Bilateral: Between the buyer and seller EREEEEEEN
. .
| | n
n n
| | n
: O, :
| | n
n u
[ ] ql 0 L
P (D Z =f :
n L]
[ ] / \ L]
| | n
| | n
L] L
. ¥
.lIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII"
Seller’'s ability % ﬁ Reference entity
to pay out ° oo I I I I bankruptcy
E.g. CDS on banks being sold by banks
FINANCIALEDGE!
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Default correlation problem Central clearing

N e

, Initial margin ; Initial margin .,
L
[ s
Margin calls ‘e Margin calls Margin calls E) Margin calls
- -

Clearing House (central counterparty)

(5N

Daily margin calls generally
remove credit risk

FINANCIAL EDGE!
Credit Default Swaps (CDSs) are still an over-the-counter (OTC) market
o Trade agreed bilaterally >
e Trade given up to a mutually agreed clearing house>
FINANCIAL EDGE!
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Standardized Contracts

FINANCIALEDGE!

BT
Central Clearing

A

AVAYA

A4

CDS Premiums

almla
m—— ooo
ooo

CDS Maturity

Standardized Contracts Dates

Easier clearing Trade Neat unwinding of
and netting compression existing positions
FINANCIALEDGE!
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A
Standardized
Contracts
< O
N~/
Standardized Credit event language Standardized
maturities and recovery assumptions coupons
Most liquid: 40% (senior debt) Most common:
5-year and 20% (junior debt) 100 and 500 bps
B SNAC STEC STAC
: Standard North Standard European Standard Australian
. American Contract Contract Contract
FINANCIALEDGE!

Standard 2 year I : standard fixed maturity dates

: —o—

: 4 -

: — % ——ttt —

: Standard 5 year . . e H

maturities
On the run 5-year contract Off the run 5-year contract
A A
'4 hY4 \

A
o)

g 1 o)

\\ J
Y

On the run 5-year contract

There is always a standard 5-year contract

FINANCIALEDGE!
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CDS Upfront Amounts

FINANCIALEDGE!

Unlikely to be exactly Won'tone side
100 or 500 bps/year lose out?

Agree a market level of the CDS spread
One-off upfront cash flow

= Value difference between o
the market spread and the /0 : $
standardized coupon

FINANCIALEDGE!
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.............................................................................................................................................

Buyer pays the present -
Trcw):e2 :grsad/agreed @ | value of difference e CtlearCI W|t: 100 bps
@ ps/year (150 bps) to the seller \d standard coupon

.............................................................................................................................................

= Value difference between o
the market spread and the /0 : $
standardized coupon

standard ISDA model and

@ Calculated using the swap’s PVOI Pragtifioners Usq ths
(Present Value of a Basis Point) assume a flat CDS curve

150bps =1.5% . & Pv0oI=40 P & Notional = $10m

= Buyer pays $600,000 to seller

FINANCIALEDGE!

o

Accrued interest is exchanged
(like a bond transaction)

CDS seller pays accrued interest to the buyer (reflecting the partial accrual of coupon)

alanla o &

aooo
ooo

Fixed maturity dates Full first coupon always paid Not fixed maturity lengths

almla ($) i
o/ | Entitled to the full coupon
g \" but pay the proportion of
On-the-run 20th Dec Quarterly rolls: 20th Sell contract coupon which has accrued
5-year maturity Mar, Jun, Sep, and Dec  for 7th Nov from 20th Sep to 7th Nov

FINANCIALEDGE!
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CDS Pricing — Part 1

FINANCIALEDGE!

% How to price a
credit default swap?

Like providing protection to somebody for a 1-year period

: Pay out Reference Reference Pay out :
. $1 million entity defaults entity endures $0 _

How to decide how much to receive upfront:

gh‘ Probability
w of default

FINANCIALEDGE!
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LN

O

Default payout Probability of default Average payout

“Loss given default” “Expected loss”

Ignore for simplicity

............................................................................................

i In practice we'd need to discount future loss back to today

............................................................................................

............................................................................................

.............................................................................................

FINANCIALEDGE!
Providing protection for a 2-year period
Default payout $1Million
InYearl InYear 2 Not at all
5% 4.75% 90.25%
(as per 1-year scenario) (100%-90.25%) or (95% X 5%) (95%?2)
Conditional probability
I
Provided it doesn’'t default in year 1
A
r N\
Amountreceived mmm Xatthe startofyear] + X at the start of year 2

FINANCIALEDGE!
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5% Default

ERE 10,000 BRE ©.500

500 companies defaulted
5% of the starting

companies

5% Default

BRE 9.025

475 companies defaulted

4.75% of the
starting companies

Unconditional probability

== (4.75% x $1Million) =

1.95X (1.95X = $97,500 -> X = $50,000)

Expected loss (5% x $1 Million)

\&

X (Year 1 start) + 0.95X (Year 2 start)

Constant branchin — Same compensation
probability (5“3 per period ($50,000)

o Default intensity
Hazard rate

FINANCIALEDGE!
In practice, Credit Default Swaps (CDS) tend to
/10 have quarterly payments and the
,4] premium leg will accrue up to the point of default
n = number of coupon periods
DF, = discount factor
n n Pt = survival probability from today to t ]
ap = accrual factor from time t-1to t
> BlpFlede = YJoR]prea-p)] s
t=1 t=1 (pey-py) = probability of a default between
t-1and t
FINANCIALEDGE!
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CDS Pricing — Part 2

FINANCIALEDGE!

-

5-year Credit Default Swap (CDS)

Notional Recovery Coupon (bppa)
100 40% 300.0
Rates Defaultintensity P (survival) P (default) Ppremium P default
0 100.00%
1 5.00% 0.9524 5.00% 95.00% 5.00% 2.8571 2.8571
2 5.00% 0.9070 5.00% 90.25% 4.75% 25250, 2.5850
3 5.00% 0.8638 5.00% 85.74% 4.51% 2.3388 2.3388
4 5.00% 0.8227 5.00% 81.45% 4.29% 216l 21161
5 5.00% 0.7835 5.00% 77.38% 4.07% 1.9146 1.9146
cum P(default) n.sn7

NPV

J

Cumulative default probability - 1 minus the
probability of surviving all 5 years (with 5% default

intensity, there's 22.6% chance of default over 5 years)

Default and survival
probabilities
(extended to 5 years)

FINANCIALEDGE!

© 2026 Financial Edge Training

23



FINANCIALEDGE!

-

5-ye

Notional Recovery Coupon (bppa)
100 40% 300.0
Rates Defaultintensity P (survival) P (default) P premium P default

0 100.00%

1 5.00% 0.9524 5.00% 95.00% 5.00% 2.8571 2.8571
2 ( simplified )8 5.00% 90.25% a75% (_ simplified ) 25850
3 | 500% 0863 5.00% 85.74% 451% 2.3888 23388
4 5.00% 0.8227 5.00% 81.45% 4.29% 2.161 2.1161
5 5.00% 0.78349 5.00% 77.38% 4.07% 1.9/46 1.9146

G

Cum P(default) 22.62%

nsnz

n.8n7 —

NPV

J

Annual steps are too crude for accurate pricing -
should use a continuous probability distribution

(measure the probability of default at any point in time)

Premium leg pays based on the
probability of surviving to start of
year N, rather than the end of year N

FINANCIALEDGE!

-

5-year Credit Default Swap (CDS)

Notional Recovery Coupon (bppa)
100 40% 300.0
Rates Defaultintensity P (survival) P (default) P premium P default
0 100.00%
1 5.00% 0.9524 5.00% 95.00% 5.00% 2.8571 2.8571
2 5.00% 0.9070 5.00% 90.25% 4.75% 2.5850 2.5850
3 5.00% 0.8638 5.00% 85.74% 4.51% 2.3388 2.3388
4 5.00% 0.8227 5.00% 81.45% 4.29% 216l 21161
5 5.00% 0.7835 5.00% 77.38% 4.07% 1.9146 1.9146
NPV
Cum P(default) 1.8117 n.8117 0
g J
FINANCIALEDGE!
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e 5-year Credit Default Swap (CDS) ~
Notional Recovery Coupon (bppa)
100 40% 300.0
Rates P (survival) P (default) Ppremium P default
0 100.00%
1 5.00% | 0.9524 5.00% 95.00% 5.00% 2.8571 2.8571
2 5.00% | 0.9070 5.00% e384 4.75% 2.5850 25850
3 5.00% | 0.8638 5.00% 85.74% 451% 2.3388 2.3388
4 5.00% | 08227 5.00% 81.45% 4.29% 21161 21161
5 5.00% | 0.7835 5.00% 77.38%4) 4.07% 1.9
Cum P(default) 22.62%] n.sn7 n.sn7
Fixed at 40%, as it's not possible to Constant Equal and constant
solve for both default intensity and default (flat €DS curve assumption for
recovery rate (we must fix one) intensity calculating valuations for margining)
FINANCIALEDGE!
e 5-year Credit Default Swap (CDS) ~
Notional Recovery Coupon (bppa)
100 40% 300.0
Rates Defaultintensity P (survival) P (default) Ppremium P default
0 100.00%
1 5.00%  0.9524 5.00% 95.00% 5.00% 2.8571 2.8571
2 500%  0.9070 5.00% 90.25% 4.75% 2.5850 2.5850
3 5.00%  0.8638 5.00% 85.74% 4.51% 2.3388 2.3388
4 5.00%  0.8227 5.00% 81.45% 4.29% 21161 21161
5 5.00% 07835 5.00% 77.38% 4.07% 1.9146 1.9146
NPV
cum p(default) B n.snz n.8n7 “
= Model the Project $ Compare to
default expected other sources
probability cash flows of data
FINANCIALEDGE!
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Risk-neutral pricing ignores the risk premium

Risk-neutral pricing assumes Someone taking on an uncertain
people don't care about uncertainty commitment normally asks for more
(in practice they do) than the risk-neutral expected value

- J
Y

CDS spreads will be higher than breakeven due to the risk premium (tempt the seller to take on the risk)

gh‘ CDS pricing above overestimates the default probabilities
but establishes upper bound

FINANCIALEDGE!

Standardized coupons

100 bps contract

500 bps contract

Upfront PV = (Coupon — par CDS spread) * PV01cpg PV0lcps = Z P(survival); « DF;

Buyer pays ~ 7.87% of notional Buyer receives ~ 7.87% of notional

Notional Recovery Coupon (bppa) Notional Recovery Coupon (bppa)
100 40% 100.0 100 40% 500.0

Time Rates DF PV premium PV default Time Rates DF PV premium PV default

0 0

1 5.00% 0.9524 0.9524 2.8571 1 5.00% 0.9524 4.7619 2.8571

2 5.00% 0.9070 0.8617 2.5850 2 5.00% 0.9070 4.3084 2.5850

3 5.00% 0.8638 0.7796 2.3388 3 5.00% 0.8638 3.8981 2.3388

4 5.00% 0.8227 0.7054 21161 4 5.00% 0.8227 3.5268 21161

5 5.00% 0.7835 0.6382 1.9146 5 5.00% 0.7835 31909 1.9146

NPV NPV
3.9372 n.8n7 7.8745 19.6861 n.snz -7.8745

Clearing house assigns a standard coupon and calculates the upfront PV to be paid to compensate for the change in coupon

FINANCIALEDGE!
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CDS Risk

FINANCIALEDGE!

Z

0
2,
%

Credit Default Swaps (CDS) Risk Measurement Bonds & Interest Rate Swaps

Sensitivity to changes in
the par CDS spread is
called €S01 or Spread DVO1

FINANCIALEDGE!
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Sensitivity to changes in {mll @
the par CDS spread is
called €S01 or Spread DVO1 Buyer of a CDS and Market spread Make $250,000
had a €s01 of 25,000 increased by 10 bps profit

15.00%

10.00%
Z
< 5.00%
()
2
g 000%
I 0.00% 5.00%
? -5.00%
[
x
-10.00%
-15.00%
Par CDS spread
=== 1% coupon === 5% coupon
Risk is impacted by the choice of standard coupon
FINANCIALEDGE!
Par CDS - Default — Expected maturity
spread rises ™= o probabilities rise ™= shortens
15.00%
10.00% E. Bigger effect as cash reduction on
S T . the premium leg will be larger
2 coon P YNNG AP A
()
=)
g 0.00%
I 0.00% 1.00% 5.00%
2 -5.00%
8 :
& -10.00% Gl‘qdient = CSO'l .\
-15.00%
Par CDS spread
=== 1% coupon == 5% coupon
$100,000 per year $500,000 per year
Risk is impacted by the choice of standard coupon
FINANCIALEDGE!
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Credit Default Swaps (CDS) are convex instruments

A

(Driven by the changing expected life (short position benefits lower spread - longer expect life to make money in))

15.00%
10.00%
5.00%
0.00%

0.00% 1.00% 2.00%
-5.00%

5.00%

Present Value (PV)

-10.00%

-15.00%
Par CDS spread

1% coupon = 5% coupon
FINANCIALEDGE!

Hedging Non-Par Bonds

FINANCIALEDGE!
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“IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII.
*

We have assumed that to hedge a bond against default we would
match the notional size of the CDS with the face value of the bond

‘IIIIIIIIIIIIIIIIIII..
.IIIIIIIIIIIIIIIIIII“

*
‘tannnnns Only true if the bond is trading at par ETTETE e
How do we adjust our
hedge if the bond is
i ?
trading away from par?
FINANCIALEDGE!
(A R R R R RERRERRRRRERERERERERERNERRERERERERNERNENENRERERNEDRY,)
.0‘ .‘

We have assumed that to hedge a bond against default we would
match the notional size of the CDS with the face value of the bond

) $$$
Z M —
AR

&
1 —-recovery rate
\v (par - recovery)

CDS payout > loss on bond A bond bought at 85% has a
= netgain, over hedged loss on default of 85% - recovery

Depends on the
price you paid

“IIIIIIIIIIIIIIIIIIIIIIIIIIIIII..
..lllllllllllllllllllllllllllllll‘

*
‘tannnnns Only true if the bond is trading at par ETTTTE
FINANCIALEDGE!
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How do we adjust our
hedge if the bond is
trading away from par?

We need to adjust the CDS notional so that..

@ () } s Price — R
® " Neps = Npong e 8

- AN 3Z vescssscsascsssscsassss?

) - (colculcting the ratio of the bond

loss, to the CDS payout)

- J

FINANCIALEDGE!

We need to adjust the CDS notional so that..

-----

FYey Bond face value: $10,000,000

Purchase price: 85% NCDS = Nbond *
»< Assumed recovery: 40% %

e
.......................................

Zol
" CDS payout: 100% - 40% = 60% (@ Q) Bond loss: 85% - 40% = 45%
g

= $7,500,00D

Zol
) CCDS payout: 60% x $7.5M = $4.5l\D — C® Q) Bondloss:  45% x $10M = $4.5M
K\ /
CDS payout = the loss on the bond on default

FINANCIALEDGE!

b i .
Z CCDS notional: 10,000,000 x

© 2026 Financial Edge Training 31
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How do we adjust our
hedge if the bond is
trading away from par?

X .,

5% Bond face V.Cl|uei $10,000,000 :: Price — R
— Purchase price: 85% i Ncps = Npong ¥ ——————
@ Assumed recovery: 40%

Hedging non-par bonds is
an approximate hedge

Actual recovery may differ

FINANCIALEDGE!

How do we adjust our
hedge if the bond is
trading away from par?

Default risk Pricerisk

. .,

Price — R

i Neps = Npona * —-r
Cso1 — DVO1

_______

Match sensitivities:

1
el

FINANCIALEDGE!
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Managing risk
(@)
\\ — g

Viable way of Useful tool for
managing the o speculators to use
creditriskona Credit Default Swa P to express a view

bond on credit

Speculation

FINANCIALEDGE!

CDS-Cash Basis

FINANCIALEDGE!
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D <

Selling a CDS Leaves you with credit spread exposure
'
-
=

]
CDS-Cash Basis

The market compares the price
levels of these two trades

Buying a corporate bond
and asset-swapping it

K e, When bonds trade close to
B % ar, this basis should be
. . - Asset swap spread par.

' CDS-Cash Basis - Par CDS spread - (AS\?V) P O e close to zero.
“’. o In practice, there are some
o m i m e AR AN N R A AR AR AR AR EEEAEENEEEEEEEEEEEEEEEEEEE o structural differences.

FINANCIALEDGE!

(@Jl Buy the bond and enter into a par-par asset swap
Negative Basis Scenario

US corporate bond ul(@l (3]
1 =
[shieM Receive floating

g@ == Synthetic floating-rate note paying: SOFR + 200 bps

Las s

CDS spread: 150 bps .
Ip(o:O Fund the bond: borrow money in the repo market

e KO)
Repo cost offsets

— Net cash flow = receiving 200 bps per year

ASW spread: 200 bps

Basis: 150 - 200 = -50 bps

In this case, buy the
asset and the CDS

FINANCIALEDGE!
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Negative Basis Scenario
US corporate bond

=3

L2
CDS spread: 150 bps
ASW spread: 200 bps

Basis: 150 - 200 = -50 bps

In this case, buy the
asset and the CDS

N4
|"(90 Fund the bond: borrow money in the repo market

0. &
itz ~ @B

— Net cash flow = receiving 200 bps per year

Repo cost offsets
the SOFR received

C@Jl Buy the CDS at 150 bps

+200 bps (asset swap) JN 150 bps (CDS) B m
-q'ﬁ No default Default

You earn 50 bps per year

&

CDS pays losses and the
trades are unwound

FINANCIALEDGE!

Negative Basis Scenario
US corporate bond

=3

L2
CDS spread: 150 bps
ASW spread: 200 bps

Basis: 150 - 200 = -50 bps

In this case, buy the
asset and the CDS

E@Jl Buy the bond and enter into a par-par asset swap

‘4
o I (90 Fund the bond: borrow money in the repo market

-,

C@)l Buy the CDS at 150 bps
Y
rofit?

Risk-free p|

Usually a relative value
opportunity, not an arbitrage.

Unwinding the interest rate
swap after default can
expose interest rate risk.

FINANCIALEDGE!
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CDS-Cash Basis Drivers

FINANCIALEDGE!

Why the CDS-Cash Basis does not trade at zero

Negative Basis
(cDbs < AsSW)

Positive Basis
(cbps > ASW)

FINANCIALEDGE!
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Why the CDS-Cash Basis does not trade at zero

Positive Basis

(cbs > Asw)

/\/i The choice of asset swap benchmark.
[ ] l '@ EUR government bonds can asset swap to negative
spreads vs. EURIBOR. A CDS spread cannot go negative.

the trade than shorting cash bonds.

Convertible bond hedging.
Relative value traders hedge convertible bonds by buying

<¢) CDS as an efficient shorting mechanism.
‘ Buying a CDS is a much cleaner way to express
- -
CDS, creating excess demand that pushes CDS prices up.

L The price of the bond.
@ A bond trading below par can result in a positive basis.

¥
>

FINANCIALEDGE!

Why the CDS-Cash Basis does not trade at zero

Positive Basis

(cbps > ASW)

B The price of the bond.
A bond trading below par can result in a positive basis.
An

Basis = zero Buy the CDS
Bond price = below par @ and asset swap

o (7R No default = Default =
0] flat position over-hedged

Over-hedged = windfall gain

&

w  Traders may buy the basis above zero,

@ paying a small ongoing cost in return
for a possible windfall gain on default

FINANCIALEDGE!
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Why the CDS-Cash Basis does not trade at zero

Negative Basis

(cbs < AsSW)

Funding costs.
If you could not fund the bond at the benchmark rate,
selling the CDS at a negative basis may be cheaper.

CLN and synthetic CDO issuance.
9 These structures require issuers to sell CDS protection,
putting downward pressure on CDS prices.
$$3 The price of the bond.

A bond trading above par can result in a negative basis
(windfall gain effect).

O}

FINANCIALEDGE!

Why the CDS-Cash Basis does not trade at zero

Positive Basis Negative Basis

(cbps > ASW) (CDSs < ASW)

The choice of asset swap benchmark.
@ EUR government bonds can asset swap to negative
P spreads vs. EURIBOR. A CDS spread cannot go negative.

Funding costs.
If you could not fund the bond at the benchmark rate,
selling the CDS at a negative basis may be cheaper.

the trade than shorting cash bonds. 9 CLN and synthetic CDO issuance.

These structures require issuers to sell CDS protection,
putting downward pressure on CDS prices.
Convertible bond hedging.
Relative value traders hedge convertible bonds by buying
CDS, creating excess demand that pushes CDS prices up.

(a) CDS as an efficient shorting mechanism.
\ Buying a CDS is a much cleaner way to express
- -

$$$ The price of the bond.
A bond trading above par can result in a negative basis
(windfall gain effect).

j

— The price of the bond.
@ A bond trading below par can result in a positive basis.

¥

>
»
>
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CDS Indexes

FINANCIAL EDGE!
L Indexes S&P 500
: Used to describe O" Describes movements in
: movements in broad H the prices of 500 shares in
: markets : the US stock markets
CDS Indexes .
Describes movements in ’ Traded via
the prices of a basket of credit index swaps

single-name CDS spreads

v

z 2

CDS Indexes: baskets of reference entities

FINANCIALEDGE!
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L= CDS Indexes

Describes movements in *
Q the prices of a basket of

Traded via

credit index swaps
single-name CDS spreads

0®©©000000000000000000000000000000000000000000000000000,
.

( Protection buyer )
7\

They work like a basket of individual
single-name credit default swaps

é
-( Protection seller )

e00c0c0ccccccccccccccccco,
eecccccccce

)
.
.
©00000000000000000000000000000000000000000000000000000°

FINANCIALEDGE!
Magnitude of premium
paid reflects average CDS
spread of all 125 names
qu . Ba
Premium leg
iTraxx Europe
Index buyer (125 1IG names)
Buying iTraxx Europe in €125 million buys protection in €1 million on 125 names
FINANCIALEDGE!
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The difference is the scope of the underlying reference names

Credit Index Swaps Single-name CDS
Exposure to many » Exposure to
“'ll' companies 722 one company
(" Motivations A

Protection Buyer
Looking to put a macro hedge
e g s e G e

single, convenient trade

. J

Protection Seller
Looking to express a view
that credit spreads narrow

FINANCIALEDGE!

G Default 0

A credit event in an index CDS is . Trade carries on with
processed at the constituent level, DI 6 [0 200 remaining surviving names
while the rest of the index remains op ohe name in a reduced notional
unchanged.

=

® €125mn * coupon >
II Before default Index buyer 'T{]gg;:?s -
<--[ Protection on 125 names ]-- @
. (1_ iTraxx Europe
2 One name defaults Index buyer €imn* (1-R) (125 names
0 €124mn * coupon -
3 Continuation position Index buyer ITraxx Europe
_.[ (125 names

Protection on 124 names ]-- O
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FINANCIALEDGE!

www.FE.training

Please do not redistribute these materials without the
express permission of Financial Edge Training.
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