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Credit derivatives

Traditional definition: bilateral OTC contracts designed to reduce or 
eliminate credit risk exposure and enable credit risk to be taken on 
or reduced synthetically

The modern definition: a means of investing in assets (not “credit-
risky assets” – what about sovereign CDS) using derivatives

Forget the insurance premium idea: credit derivatives are doing to 
the corporate markets what interest-rate derivatives did for 
interest rates in the early 1980s

Single-name and basket (or “portfolio”) credit derivatives
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Benefits of the synthetic market

Meets specific requirements of issuer and investor; flexiblity
of OTC and OBS instruments

Enables long- and short-position taking with ease and 
liquidity

More flexible risk management (the original use – bank risk 
management, asset portfolios, client relationships, etc)

Isolates credit as an asset class in its own right, making 
possible a credit term structure and more transparent 
markets
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Instrument types

Asset swap

Credit default swap (below)

Total return swap (synthetic repo)

Credit-linked note

Portfolio products (basket CDS, FtD, nth-to-default, etc)

Bank A Bank B
"Beneficiary" "Guarantor"

Fee or premium

Default payment on triggering event

Reference Asset
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First – securitisation

One of the great contributions of investment banking to 
global economic developments

Realising value from asset portfolios, diversifying investment 
opportunities, greater intermedation, cheaper funding, the 
list of advantages is very long…

ABS, MBS, CDO…

A picture is worth, if not a thousand words, at least a slide of
text or two…
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Class "A" Notes (AAA)

Originator

SPV
("Issuer")

Asset Pool
(Mortgages, loans, etc)

Credit 
enhancement

Investors

Note structuring

Class "B" Notes (A)

Class "C" Notes (BBB)

True sale Proceeds from sale of assets

Issue securities Proceeds from sale of 
notes

Credit 
tranching

Class "D" Notes
(Equity or excess spread)
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Synthetic securitisation

Traditional securitisation is “true sale” securitisation

We can use credit derivatives – usually CDS but sometimes also TRS 
and CLN – to replicate the effect of a true sale without actually 
doing so

Advantages: 

more tailored structures

quicker to market

easier across multiple legal jurisdictions

unified ISDA documentation

enables separation of funding and credit risk management
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Combine securitisation with credit derivs

An SPV used to transfer credit risk via credit derivatives, not 
by actually selling/purchasing any cash assets

Variations included funded (CLN), unfunded and partially 
funded

Various forms: static, managed, single-tranche, hybrid

They DO use tranching to obtain the range of credit ratings 
traditional in cash securitisation: super-senior swap, swap, 
CLNs, equity piece, etc



Generic partially funded synthetic CDO

Page 10

P+I

SPV

Reference Portfolio
 

[100% RW
 corporate credits]

Class A Notes (AAA)

Retained first-loss piece

Collateral pool

Swap premium

Proceeds

Super Senior 
credit default swap

Credit event 
payment

Credit Default Swap 
Counterparty

Class B Notes (AA)
S$30m (1.07%)

Class C Notes (BBB)

Class DNotes (BB)

Swap premium

Credit event 
payment
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Motivation for issuance

“Arbitrage” CDOs: exploiting yield mismatch between asstes
and liabilities

Balance sheet CDOs: regulatory capital and ALM management

Synthetic CDOs are sometimes easier to execute than cash 
structures

Better ability to transfer credit risk, especially partial claims 
on a specific reference asset

Risk transfer at lower cost

Lower risk weightings on OECD bank CDS counterparties
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Jazz CDO

A structure from 2002 so not exactly new! But innovative 
nevertheless…

This is in effect a fund management vehicle for its sponsor, 
AXA IM, that combines both a cash and synthetic CDO

Combines super-senior swap and note issue. Note proceeds 
can be used to purchase cash bonds, or placed in collateral 
account. 

Swap and notes assume credit risk of the reference portfolio. 
Cash assets can be bonds, HY, ABS, etc

In effect, an SIV-type [??] structure that combines 
securitisation, portfolio management expertise and cash and 
synthetic credits in one vehicle
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Issue proceeds

Principal + interest

Cash bonds

Reference portoflio 
(Notional credit exposures 

to financial institutions 
and corporates)

Credit default 
swaps

Total Return Swaps

Credit default swaps

Credit default swaps

Cash obligations
Jazz CDO I B.V.

(Issuer)

Liquidity Facility

Super-senior 
CDS

€1.235 bln

Class A [AAA]
€78m

Class B [AA]
€78m

Class C1 [A-]
€18m

Class C2 [A-]
€9m

Class D [BBB]
€27m

Equity[n/r]]
€60m

Purchase proceeds

P+I

CDS premium

Credit event

CDS premium

Credit event

Up-front proceeds

Total return (P+I)
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Conduit is just another name for SPV but for some reason this 
term is used in the money markets

Asset-backed conduits employ securitisation techniques to 
raise funds at shorter-term liabilities, hence they are used in 
the money markets. In the same way as an ABS, the conduit 
purchases assets (receivables, etc) and uses these to back an 
issuance of CP

A synthetic ABCP conduit does not purchase cash assets, 
rather it uses TRS instruments to reference assets 
synthetically

The conduit credit rating is in effect a rating of the 
guarantee or backing behind the TRS
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Irish SPVs

Issue $ CP sale
Issue € CP sale

Sponsor Bank
Ownership or interest in  

KBC INV

KBC Investments Ltd
Originator

Picaros Funding plc
CP Issuing Vehicle

Purchasing Company 
Holds assets and Note 
referended on assets

Total Return Swap
KBC INV pays CP interest
Picaros pays performance

Picaros Funding LLC
Delaware co-issuer

CP interest and 
repayment

Loan

TRS: pay asset-linked return

US ABCP market
Investors

Sell  assets direct 
or synthetically 
as referenced 
Note

Purchase proceeds

TRS: receive CP-
linked interest

Euro-ABCP market
Investors

Sponsor Bank
TRS guarantee
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“Repacks” is short for “repackaging” or “repackaged security” and 
is the art of using an SPV to repackage an existing security into 
something with added features and enhancements so it can be sold
on to new investors

An early form of securitisation – the first repacks were of illiquid 
Japanese convertible bonds

The example overleaf is an existing issue – a note from a CDO [??] –
that has been repackaged using a CLN

The structure was employed when the existing noteholder wanted 
to hedge out its holding so repackaged it to a client (another 
investor)
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Super Senior credit default swap

Tranched risk: 11% - 100%

ABC Securities Ltd
Protection Seller

Swap premium

Unhedged investment 
in junior piece CDS

CDS counterparty
(Monoline insurance 

company)
Credit 
protection

Originating Bank

Reference Asset 
Pool

Mezzanine credit default swap
10% - 11%

Junior credit default swap
2.5% - 10%

Equity piece
0% - 2.5%

Black Island Finance Ltd SPV

Swap premium

Credit 
protection
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Red Sea Finance Ltd
(Repack vehicle)

Super Senior credit default swap

Tranched risk: 11% - 100%

Red Sea 

Eligible assets
(Repo counterparty)

ABC Securities Ltd
Protection Buyer

HEDGED

CDS counterparty
(Monoline insurance 

company)

Mezzanine credit default swap
10% - 11%

Junior credit default swap
2.5% - 10%

Equity piece
0% - 2.5%

Swap premium

Credit 
protection

Swap premium

Credit 
protection

Note issue and coupon

Note proceeds

Repo facility
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The material in this presentation is based on information that we consider to be reliable, but we do not warrant that 
it is accurate or complete, and should not be relied on as such. Opinions expressed are current opinions only. We are 
not soliciting any action based upon this material. Neither the author, his employers, any operating arm of his 
employers nor any affiliated body can be held responsible for any outcomes resulting from any action or inaction 
arising as a result of delivering this presentation. 

This presentation does not constitute investment advice nor should it be construed as such. 

The views and opinions expressed in this presentation represent those of the author in his individual private capacity 
and do not represent those of any employing institution or any affiliated body including YieldCurve.com. Views and 
opinions cannot be taken to be those of Moorad Choudhry as an employee, officer or representative of his employing 
institution. 

The information in this presentation is based upon current knowledge and reflects prevailing conditions and our views 
as of this date, all of which are subject to change. The information in this presentation does not take into account 
the effects of a possible transaction or transactions which may cause the nature of the data represented herein to 
change.

This presentation is © YieldCurve.com 2005. No part of this presentation may be copied, reproduced, distributed or 
stored in any form including electronically without the express written permission in advance of YieldCurve.com.
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