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Abstract

This document analyses the credit default swap (CDS) market, paying special atten-
tion to the main problems affecting the operation of this market and the various
regulatory initiatives recently set in motion. With regard to the structure of this
OTC (over the counter) market, the supply is highly concentrated in a few entities,
which seems to condition both the level of transparency and the management of
counterparty risk. In this context, we analyse the proposed regulatory amendments
initiated in the USA and Europe which, on the one hand, help increase the transpar-
ency of transactions and will lead to a better supervision of the participating entities
and more efficient price formation, and, on the other hand, help reduce counter-
party risk by clearing standardised contracts in central counterparties (CCPs) and
improve bilateral risk management for contracts which, due to their nature, cannot
be cleared in CCPs. Lastly, we evaluate the advisability and effectiveness of restrict-
ing the naked buying of CDS.

The credit default swap market: Areas of vulnerability and regulatory responses






Table of contents

1 Introduction 1
2 The essential features of CDS markets 13
2.1 Basic elements and recent trends in CDS and the structure of CDS markets 13
2.2 Therelationship between CDS and interest rate spreads 18
3 CDS and systemic risk 21
4 Proposals for more transparent and safer CDS markets 29
4.1 Counterparty risk, transparency and standardisation: recent initiatives 29
4.2 Restrictions on naked CDS 41
5 Conclusions 45
6 Bibliography 47







Index of figures

FIGURE 1 Gross outstanding notional balance of CDS 14
FIGURE 2 Outstanding notional balance of OTC derivatives 15
FIGURE 3 Outstanding notional balance of bought and sold CDS by sector 16
FIGURE 4 Net (+/-) buyers/sellers of protection 16
FIGURE 5 Number and value of collateralised positions 22
FIGURE 6 CDS in iTraxx Europe and the spreads of their reference bonds 23
FIGURE 7 Government debt spreads over the German Bund and CDS over government bonds (bps) 25
FIGURE 8 Electronic confirmation of derivative trades 37
FIGURE 9 Confirmations sent in CDS trades by number of business days subsequent

to trading day 38
FIGURE 10  Frequency of reconciliation of positions in the OTC derivative portfolios 39
Index of tables
TABLE 1 Net outstanding balance of sovereign CDS over volume of outstanding debt (%) 27
TABLE 2 Ranking of factors which delay the sending of confirmations of CDS transaction 39
TABLE 3 Comparative table of reforms in the USA and Europe 40







1 Introduction

The meteoric growth in the trading volume of credit default swaps (hereinafter,
CDS) is one of the more visible aspects of the intense process of financial innovation
that has taken place over the last twenty years. Particularly in the years preceding
the outbreak of the global financial crisis in the summer of 2007, CDS, together with
asset securitisation, emerged as instruments of massive credit risk transfer, and are
now used in practically every segment of government and corporate debt markets.

While these instruments provide some undeniable advantages by theoretically ena-
bling better risk allocation and management, with direct benefits for lenders and
borrowers alike, CDS have been the target of various criticisms since the beginning
of the current international financial crisis. The fact that some of the systemically
important entities who have run into the greatest difficulties during the crisis, such
as Lehman Brothers and the insurance company AIG, were leading players in the
world CDS markets was a contributory factor for focusing the attention of analysts
and regulators on these instruments. Later, the role of CDS as possible destabilising
elements in the context of the recent European sovereign debt crisis has rekindled
interest in these derivative products.

In this context, the purpose of this paper is twofold. Firstly, we provide an analysis
of the various risk factors, of a general nature, present in CDS markets, with special
reference to counterparty risk and the main drawbacks, mainly in terms of transpar-
ency, posed by the structure of bilateral and non-regulated trading which is typical
in these markets. At the same time, we present some of the main regulatory initia-
tives formulated recently in Europe and the USA as well as other initiatives set in
motion by the industry itself.

Secondly, our paper aims to throw light on the controversy aroused in connection
with the possible destabilising role played by CDS in some European government
debt markets in the context of the recent sovereign debt crisis. To this end, we
present a critical review of some of the arguments which are frequently used to
point out the possible harmful effects that CDS may have on sovereign debt markets
and, consequently, on the funding conditions of affected States. Within the frame-
work of the discussion, in the article we question the advisability of imposing, across
the board, measures which impose excessive restrictions on the naked buying of
sovereign CDS, in which the buyer of the derivative does not hold, at the time of
buying, a direct interest in the underlying bond.

The rest of the article is structured in the following manner. Section 2 contains a
description of the essential features of CDS contracts and of how these markets are
structured, including the key figures which have characterised their development in
recent years. Section 3 analyses the main risk elements present in CDS markets. Sec-
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tion 4 presents the most important measures which various authorities have re-
cently proposed to strengthen and improve the functioning of these markets. This
section also contains a critical discussion on restrictions to the naked buying of sov-
ereign CDS. The final section presents the main conclusions of this paper.
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2 The essential features of CDS markets

2.1 Basic elements and recent trends in CDS and the structure of CDS
markets

Credit default swaps or CDS are derivative instruments which allow the transfer of
the default risk of a credit instrument between two counterparties. These products
are mainly traded bilaterally on non-regulated, OTC markets. In the most common
type of these contracts, the buying party, by paying a premium to the seller, obtains
from that seller the obligation to pay the difference between the contractual value
of the underlying credit or bond to which the CDS is referenced and its market val-
ue, if a credit event should occur. A credit event may take various forms of varying
degrees of intensity, depending on the nature of the protected credit, including the
bankruptcy of the issuer of the reference asset, the one-off default on payment obli-
gations, and the restructuring of the debt. Thus, the buyer of a CDS hedges the
credit risk of the reference asset although, at the same time, they take on a certain
counterparty risk in respect of the seller of the contract, since if a credit event should
occur, the effective protection provided by the CDS depends on the capacity or avail-
ability of the latter to meet their obligations.

With regard to what type of underlying credit asset can be protected by a CDS, the
asset may be either government or corporate debt or may also be an index repre-
senting a basket of credits. This latter case is known as a ‘multi-name CDS’, due to
the fact that the contract has an index of multiple references, as opposed to when
the protection is linked to the debt of a single issuer, which is usually referred to as
a ‘single-name CDS'. Thus, generally speaking, the underlying asset may cover all
the issuances made by a company or a sovereign State, or only a single specific issu-
ance. Finally, there are also CDS which have structured products such as asset-
backed securities as their underlying.

Figure 1 shows the recent trend in the gross outstanding notional balance of CDS
worldwide for the various types of contracts mentioned above.! These historical
series illustrate some of the most significant aspects of the recent development of
these products, such as their exponential growth during the years immediately fol-
lowing the outbreak of the crisis (in 2007, the outstanding balance represented as
much as 105% of world GDP), the minor role played by sovereign CDS compared
with contracts whose underlying assets are corporate debt (although the latter was

1 The outstanding notional balance of CDS is the sum of the nominal values of all unsettled contracts at
the reporting date of entities filing declarations, adjusted to take into account transactions which would
involve duplicate accounting (a transaction between two entities reported twice). This figure represents
the maximum protection specified in the contract in the event of default.
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the only type to increase from June 2009 to June 2010, in line with the greater rela-
tive importance of government debt over corporate debt issues) and the increase in
the relative importance of multi-name CDS over the last five years.?

Gross outstanding notional balance of CDS' FIGURE 1
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1 Figures for the period 1997-2003 are from the IMF, while figures corresponding to subsequent years are
from the BIS. The breakdown between single and multi-name is available from 2004 on, while the
breakdown between single-name sovereign and non-sovereign reference assets is only available as of
2005.

The fall in the outstanding volume of CDS which occurred at the beginning of the
most acute phases of the crisis, mainly after September 2008, is another of the more
striking observations, although the main reason for the fall was not the general re-
trenchment of financial activity since then, but rather the introduction of opera-
tional improvements and new standardisation rules for the trading of these prod-
ucts, which have resulted in a marked compression of gross volumes due to the
netting of opposite positions.3

Figure 1 also shows that the trend in the gross market value of the outstanding bal-
ance of CDS, which represents the price that the market assigns to the insurance
provided by these derivatives, depends positively on the likelihood of a credit event
and on the expected loss in that case. We may thus intuit that, at the midpoint of the

2 Most multi-name CDS are referenced to corporate debt indices, although they may also be referenced to
certain sovereign indices. According to data from the US securities depository Depositary Trust & Clear-
ing Corporation (DTCC), at the end of May 2010 the outstanding notional balance of CDS referenced to
sovereign indices, in gross terms scarcely accounted for 1.8% of all multi-name CDS. Meanwhile, over
92% of the gross outstanding notional balance of sovereign CDS recorded at the end of May in the DTCC
were single-name CDS.

3 The compression of CDS contracts has enabled the gross outstanding notional balance to shrink to 25.3
billion dollars at the end of 2009, from estimates close to 62 billion dollars in 2008, according to DTCC
data.

Comision Nacional del Mercado de Valores



most acute phase of the global financial crisis, towards the end of 2008, this variable
would have reached its high point.

Meanwhile, Figure 2 shows the trend in the composition of OTC derivatives. As this
figure shows, despite the rapid expansion of CDS in recent years, it should be
stressed that these products still represent only a very small part of the total volume
of OTC derivatives. In particular, the volume of notional balances of CDS in June
2010 accounted for just 5.4% of the total volume of derivatives traded on OTC mar-
kets, where interest rate swaps, which have existed for longer than CDS, account for
the lion’s share of trading.

Outstanding notional balance of OTC derivatives FIGURE 2
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Source: BIS.

With regard to the type of participants in these markets, it should be noted that, by
and large, on both the demand side and the supply side, the most active players tend
to be major financial institutions. In particular, according to data published by the
British Bankers Association (BBA, 2006) based on a panel of participants active in
the trading of CDS worldwide, the demand for CDS in the period 2000-2006 mostly
came from banks, although their market share in the purchase of protection shrank
progressively during those years in favour of hedge funds (see the left-hand side
panel of Figure 3). Other regional reports also show that banks are the main custom-
ers for these products. Thus, according to a survey conducted by the Banking Super-
vision Committee of the European System of Central Banks (see BCE, 2009), for 47%
of European Union banks CDS were an ‘important’ tool for protecting against credit
default risk, while for 23% these instruments were ‘very important’. For the subset
of larger European banks, in both cases the above percentages were higher still,
reaching as much as 50%. Meanwhile, according to data from the International
Swaps and Derivatives Association (ISDA),* in 2009, 88% of banks in the USA regu-
larly used CDS.

4 These figures can be found in Litan (2010).
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Outstanding notional balance of bought and sold CDS by sector’ FIGURE 3
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1 According to the data from a panel of 30 participants active in the trading of CDS, resident in various geographic areas. The
outstanding notional balance of CDS estimated by the BBA in 2006 accounts for 71% of the figure published by the BIS for that year.

Net buyers/sellers (+/-) of protection FIGURE 4
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With regard to the most active sellers in CDS markets, in gross terms they tend to
be major institutions operating on a global scale, mainly banks. According to the
panel of participants surveyed by the BBA, the supply of CDS between 2000 and
2006 was concentrated, albeit to a lesser extent than on the demand side, in Banks.
As occurred on the demand side, hedge funds accounted for a growing share (see the
right-hand side panel of Figure 3).

In terms of net positions by sector, as shown in Figure 4, the banking sector has
typically been a net buyer of protection, while insurance companies (including
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monolines) continue to be more important as net sellers. However, after the US
government’s bailout of AIG in 2008, the relative exposure of insurance companies
must have fallen drastically since AIG was the most active participant in the CDS
market in this sector.>

The fact that the banking sector occupies a dominant position as both seller and
buyer of CDS reflects the fact that this sector contains the most active dealers in
these markets. Meanwhile, due to the high level of concentration in a relatively
small number of large corporations, the structure of the dealing industry in these
markets constitutes one of its most characteristic features, with significant implica-
tions on how they operate, as we will see later. Thus, according to data from the USA
Treasury,® at the end of 2008 five commercial banks (JP Morgan Chase, Bank of
America, Citibank, Goldman Sachs and HSBC) accounted for practically all (99%) of
the buyers and sellers in that country. Meanwhile, according to data from the DTCC,
in April 2009 the five largest sellers of CDS worldwide accounted for 49% of the
total supply of these instruments, and the ten largest sellers accounted for 72% of
the supply.”

A survey conducted by Fitch in 2009® on a sample of 29 active participants in the
CDS market from various countries points to a recent increase in the level of concen-
tration in the sector: in that year the five participants with the greatest exposure
accounted for 95% of the outstanding notional balances of bought and sold CDS,
compared with 88% in 2008. Moreover, the level of concentration in this market,
taking into account the ten most mentioned participants in the survey, rose from
67% of the total exposure in 2008 to 78% in 2009.

The fact that the entities offering CDS are normally large is to a certain extent a
natural consequence of the positive relationship which tends to exist between size
and the ability to raise funds, on the one hand, and solvency in terms of capacity as
insurers against the default risk of large corporations and even sovereign States, on
the other. However, some authors (see, for example, Litan, 2010) point out that the
existence of implicit government guarantees for major financial institutions is a
decisive factor in their capacity to supply this type of asset.

Thus the high level of concentration of the CDS market and the large average size of
the sellers of these products, together with the risk profiles of the contracts them-
selves, differentiate these contracts from other OTC derivatives. These characteris-
tics exert an influence on the management of counterparty risk but do not mean
that improvements cannot be incorporated in response to a number of deficiencies
that have come to light during the crisis.

5 In fact, in the survey conducted by Fitch Ratings (2009) on the global CDS market in 2008, the insurance
industry was excluded due to its low exposure to these derivatives in comparison with the banking sec-
tor. In the 2009 survey (see Fitch Ratings, 2010), the sector was also excluded.

6  See http://www.occ.treas.gov/ftp/release/2009-34a.pdf.

7 This high degree of concentration increased on the back of the crisis as a result of the disappearance of
participants who were very active in these markets, such as Lehman Brothers, Bear Stearns and the pur-
chase of Merrill Lynch by the Bank of America.

8  See Fitch Ratings (2009 and 2010).
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2.2 Therelationship between CDS and interest rate spreads

In theory, the spreads or differentials of bonds over risk-free assets and the premi-
ums of the corresponding CDS should be closely related, since both are indicators of
the default risk of the reference debt. In fact, in a frictionless economic environ-
ment, the two variables should coincide absolutely since otherwise there would be
unexploited arbitrage opportunities. Empirical evidence regarding this point sup-
ports the existence of a close correlation between the two variables, especially when
their behaviour is evaluated over a long period of time.9 However, the presence of
some friction affecting the functioning of these markets may give rise to not incon-
siderable differences between the price of CDS and the spread of the underlying
bond.*® These differences which, in principle, may be either positive (if the spread
is lower than the price of the CDS) or negative (in the opposite case) are normally
referred to as ‘bases’.

Among the factors which may drive the value of the bases most directly are:*!

- Factors tending to generate a positive basis:

+  The existence of an implicit option of delivering the cheapest bond of the
class of bonds hedged by the same CDS contract to the buyer in the event
of a credit event occurring (cheapest-to-deliver option). This possibility
enables the buyer of the CDS to obtain an additional benefit and, conse-
quently, the value of the corresponding option is incorporated in the
form of higher CDS premiums.

*  Possible divergences between the clauses defining a credit event in a CDS
contract and what, in effective terms, a default of the reference bond
means for the holder of that bond. Under many CDS contracts, credit
events much less severe than default, including several soft credit events,
will trigger the seller’s obligation to compensate. In exchange for a great-
er scope of coverage, the CDS premiums can consistently exceed the
spread of the underlying bond.

. In scenarios of high demand for protection against default, protection by
purchasing CDS may be a more accessible option for some investors than
naked short selling the reference bond, which constitutes a transaction
equivalent to the acquisition of a CDS on the spot market. Thus, the pres-
ence of friction in credit markets (for example, debt limits) may limit the
accumulation of short positions in the bond and/or increase the cost of
maintaining those positions, giving rise to a greater increase in the de-
mand for CDS than would be seen if such friction was not present and,
consequently, to an increase in the basis.

9  See, for example, Hull et al. (2002), Blanco et al. (2005), Zhu (2006) and Alexopoulou et al. (2009).

10 Inarecent study using data for the period 2005-2009, Mayordomo, Pefia, and Romo (2009) found that in
the European corporate fixed income and CDS markets there were persistent deviations between the
CDS premium and the spread of the corresponding bond.

11 For a more detailed analysis of the mechanisms by which these factors affect CDS and bond prices, see,
Longstaff et al. (2005), De Wit (2006) and Attinasi et al. (2009).
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Factors tending to generate a negative basis:

The existence of counterparty risk, which is understood as the possibility
that the seller does not meet the terms of the agreement in the event of a
credit event, and tends to reduce CDS premiums.*?

In situations of strong demand for long positions in the underlying bond
risk, the sale of CDS tends to be a more accessible option than the direct
acquisition of the bond, as it does not require any initial disbursement.*3
In this context, the presence of friction limiting or reducing the financing
of long-term bond transactions may give rise to negative bases.

In addition, and generally speaking, there are a number of factors that may give rise

to either a positive or negative basis, contribute to its persistence, or extend it. Listed

below are some of these factors:

The degree of relative liquidity in the various markets tends to tilt the
value of the basis in one direction or another. For example, a higher level
of liquidity in the bond market compared with the CDS market causes,
ceteris paribus, an increase in the price of the bond, reducing its spread
without this directly affecting the value of the CDS, at least not in princi-
ple.*4

As was pointed out in section 3 of this article, the poor transparency of
CDS markets, in which, generally speaking, there is no real-time public
information on prices and transactions, makes it difficult to arbitrate
positive or negative bases, which may add an element of persistence to
those bases.

The high level of concentration of CDS suppliers in a relatively small
number of entities may also give rise to these products having premium
spreads which do not reflect the risk incurred but rather are the result of
a lack of competition between the selling parties. Up until now, however,
there has hardly been any information or analysis on the size of these
possible monopoly profits and their behaviour over time.

Arce, Mayordomo and Pena (2010) analyse the effect that some of the above men-

tioned factors may have on deviations between the bond spread and the CDS pre-

mium, using data corresponding to bonds and sovereign CDS in the context of the

recent European government debt crisis. These authors find that funding costs,

counterparty risk, the relative liquidity of CDS compared with bonds, the transpar-

12

13

14

However the impact of this factor should be significantly reduced once a major part of CDS contracts are
settled in central clearing houses, as analysed previously.

In transactions in which the selling party has to provide guarantees (see later in this document), this dif-
ference is logically reduced.

Available data on the relative liquidity levels of different bonds, whether private or sovereign, does not
however allow us to conclude with any degree of generality that either one of these two markets tends
to be systematically more liquid than the other, but rather these differences vary depending on the
particular bond and CDS in question.
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ency of the CDS market, and global risk (estimated by means of the VIX) have a
significantly negative effect on the basis. In other words, an increase in any of these
variables will tend, on average, to reduce the difference between the spreads of the
CDS and its corresponding bond. On the other hand, the cheapest-to-deliver option
and investor preference for sovereign bonds over any other type of asset have a
significantly positive effect on the bases.'>

15 Elizalde and Doctor (2009) provide evidence in favour of the influence of funding costs on the basis.
Trapp (2009) finds that the base is closely linked to the specific risk of the underlying company, liquidity,
and other market conditions. A detailed description of the base from various perspectives with regard to
its development, trading and calculation can be found in Elizalde, Doctor and Saltuk (2009).
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3 CDS and systemic risk

Since the start of the crisis, CDS have often been highlighted as a generator of sys-
temic risk. In order to shed some light on this issue, this section analyses some of
the main aspects of CDS markets which might contribute to the high level of vulner-
ability of the financial system as a whole. Specifically, the analysis presented below
refers firstly to several widely-agreed risk factors, such as the non-regulated nature
of these markets and their lack of transparency and, secondly, the controversy gen-
erated around the role of CDS in the context of the recent turbulence in several Eu-
ropean sovereign debt markets

The bilateral nature of CDS trading, in which trades are often carried out verbally,
has facilitated the development of these products, which in many cases respond to
very specific needs of the buying counterparty. However, this trading structure is
partly to blame for the lack of transparency of these markets and the not inconsider-
able level of counterparty risk.

With regard to this latter type of risk, it should be noted that CDS contracts nor-
mally involve some temporary but highly uneven obligation flows between the buy-
ing and the selling party. Thus, in the event of a credit event, the potential risk to
which the buyer of the derivative is exposed in the event of the seller defaulting is
substantially higher than the seller’s risk throughout the entire life of the contract
since, if the buyer fails to pay the premium, the seller of the CDS can simply opt out
of the liability to which the contract binds him. As several authors have recently
pointed out,'¢ this circumstance normally results in the counterparty risk associated
with these products being much higher than that of other OTC derivatives, such as
interest rate or exchange rate swaps, in which the obligation flow during the life of
the contract is much more balanced between the two parties.

In practice there are several mechanisms which can mitigate the counterparty risk
arising from credit derivative transactions, among which we should mention the
opening of opposite positions to the existing ones, the provision of financial guaran-
tees from third-party entities which will reimburse any losses incurred, and capital
maintenance against the exposure by requiring collateral or guarantees which can
executed in the event of default.'”

With regard to this latter mechanism, Figure 5 shows how the use of guarantees or
collateral in credit derivative contracts has increased considerably over the last ten

16 See, for example, Duffie and Zhu (2010) and Litan (2010). Arora et al. (2009) provides evidence regarding
the level of counterparty risk through its impact on the spread of CDS issued by a broad spectrum of
corporate issuers, which suggests that counterparty risk is a significant factor.

17 SeeISDA (2010).
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years, in line with the trend for OTC derivatives as a whole. However, since the mid-
dle of the last decade there has been a certain stagnation in the growth of the degree
of coverage, such that by the end of 2009, 34% of all credit derivative exposures
were not backed by any collateral (in terms of number of contracts, naked positions
represented 29% of the total).

Number and value of the collateralised positions FIGURE 5
Value Number
OTC derivatives — CDS OTC derivatives — CDS
% of total % of total
80 80
60 60
40 ¢ 40
20 20
0 0
2001 2002 2003 2004 2005 2006 2007 2008 2009 2001 2002 2003 2004 2005 2006 2007 2008 2009
Source: ISDA.

In any event, recent experience suggests that the level of usage of guarantees in
these contracts in recent years may have been insufficient to contain counterparty
risk in situations of high financial instability. In particular, in a context of instability,
it may be more difficult to increase guarantee requirements subsequent to the origi-
nation of the contract, which, in turn, may lead to greater level of aggregate risk, as
happened in the case of the US insurance giant, AIG. At the end of the summer of
2008, this company had sold CDS to a net value of over 370 thousand million
dollars,’® many of which had complex structured products as their underlying as-
sets, such as collateralised debt obligations (CDO). A major percentage of the con-
tracts sold by AIG were under-collateralised and, at the time, there was little infor-
mation available, not only for AIG’s various counterparties but also for the
supervisory authorities. In that context, the rating agency Standard & Poor’s sub-
stantially reduced AIG’s debt rating, which immediately prompted its counterpar-
ties to ask for more collateral. The inability of the insurance company to raise the
necessary funds led to its near collapse.

Thus, one of the lessons we can learn from that episode is that the markedly cyclical
behaviour of the value of both CDS contracts and the assets which normally serve
as collateral for those contracts and the equity position of the entities selling CDS
may cause sharp and significant variations in the perception of counterparty risk.

Another of the episodes in this crisis which has demonstrated the significant counter-
party risk existing in these markets was the collapse of Lehman Brothers. In the years
prior to its collapse, this investment bank was one of the most active CDS global coun-
terparties. However, unlike AIG, Lehman basically acted as a dealer rather than a net
provider of protection. In addition, the data available shows that the positions held by

18 See European Central Bank (2009).
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this bank were better collateralised than in the case of AIG.'9 However, the fact that
many counterparties offset opposing positions with Lehman by executing new con-
tracts and not by cancelling pre-existing positions helped increase the number of such
contracts linked to this investment bank over many years. The sudden collapse of
Lehman triggered fears about a collapse of the CDS market worldwide.

In short, the episodes described above served to produce a broad consensus regard-
ing the systemic risk that could be generated by a CDS market model based on bilat-
eral trading which, on occasions, is very under-collateralised. Figure 6, which sets
out the recent trend in the European corporate CDS index iTraxx, together with the
average spread of the bonds making up that index, shows the appearance of a sig-
nificantly negative basis coinciding with the worsening of the global crisis in Sep-
tember 2008. This observation, which tallies with the arguments put forward previ-
ously, may be a reflection of the sudden increase in the general perception of
counterparty risk in CDS markets which occurred as a result of the problems that
AIG and Lehman ran into.

CDS in iTraxx Europe and the spreads of their reference bonds’ FIGURE 6
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Source: Bloomberg. Data up to September 17.

1 The index iTraxx Europe refers to an equally weighted average of CDS referenced to the most liquid
European corporate bonds. The spread of these bonds is calculated by subtracting their yields from the
five-year IRS (interest rate swap) curve. This latter reference is a financial derivative whereby variable rate
interest flows are swapped for fixed rate ones.

The very structure and nature of the sector of CDS sellers may have exacerbated
other risks present in these markets. Thus, the disappearance of some of the most
active investment banks in these markets, such as Lehman Brothers and Bear Sterns,
brought about an automatic increase in the level of concentration of CDS sellers,
with the consequent increase of the market risk illiquidity. Also, the concentration
of growing volumes of positions in a shrinking number of entities may have caused
substantial difficulties for the management of credit risk hedges. Since buyers of
CDS tend to hedge part of the counterparty risk by acquiring a CDS from a third

19 See Stulz (2010).
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party entity, as the number of entities selling these contracts shrinks so risk spread-
ing becomes more difficult while the possibility of circularity problems arising in
the allocation of risks increases, with the consequent reduction in the capacity of
the system as a whole to absorb negative distortions.>°

One of the ways CDS can generate systemic risk lies in the possibility they provide
of assuming/transferring the credit risk of any reference asset. The most obvious
example of this is the sub-prime crisis in the USA. Without the use of synthetic se-
curitised bonds structured as CDS contracts, the effects of the property crisis would
probably to a large extent have been limited to the volume of mortgage loans grant-
ed in the USA. However, the issue of synthetic bonds allowed investors from all
over the world to take a credit risk position in the US residential property market far
greater than the outstanding balance of mortgages granted, with very adverse con-
sequences for investors with no direct interest in that market.

In addition to the above mentioned risk factors we should also include the absence
of any pre- or post-trade transparency regimes. In fact, buyers of CDS do not nor-
mally have access to information about buying or selling prices. Instead the price of
each transaction is agreed directly with the issuer in question. In this respect several
authors have suggested that the high level of concentration of sellers may be a bar-
rier to the implementation of pre-transparency standards in this industry.?* Moreo-
ver, in spite of the fact that there are several private suppliers of data on trading
prices and volumes, they rarely provide daily information on actual transactions but
rather provide average values published with a certain time lag. There is also a high
degree of disparity between the various sources of information available, which re-
sults in a very low level of post-transparency. Thus, Mayordomo, Pena and Schwartz
(2010) compare six of the main sources of CDS prices using information relating to
the most liquid references in the period 2004-2010, and they find systematic differ-
ences between the various sources. Furthermore, these authors argue that the dispar-
ity between the various sources is not random but is partly due to idiosyncratic fac-
tors. The same study also provides evidence suggesting that not all sources of data
concerning CDS trades reflect the information with the same degree of accuracy.>*

In addition to the above deficiencies — trading based on non-regulated bilateral rela-
tionships with limited transparency — another possible generator of systemic risk in
CDS markets has appeared on the scene, which is related to the hypothetical role of
CDS as a destabiliser of sovereign debt markets. Thus, as a result of the recent tight-
ening of funding conditions for a number of European countries, several analysts
and even some political and economic authorities have pointed to the possible exist-
ence of speculative and even manipulative practices in sovereign CDS markets,
whose effects on the government debt markets would, according to this hypothesis,
have manifested themselves in higher risk premiums and generally less favourable
tunding conditions for those States with a more vulnerable fiscal condition.

20 BCE (2009) contains a detailed analysis of how the problem of risk circularity may arise and presents
some evidence in this respect.

21 This matter is analysed in detail by Litan (2010) in the more general context of the incentives that might
cause the major CDS sellers to oppose an in-depth reform of these markets.

22 Specifically, these authors find that the information from one of the sources analysed behaves like an
advance indicator of credit risk in respect of the other sources.
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Government debt spreads over the German Bund' and CDS over FIGURE 7
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Source: Thomson Reuters Datastream. Data up to October 5.

1 To calculate the spread the CDS premium of the German government bond has been added to the spread
of that bond in order to approximate the price of a risk-free asset, using the following formula: spread of the
bond of country A = (Interest of the bond of country A - Interest of the German bond) + CDS Germany.

One of the observations which has sometimes served to provide empirical support
for the above argument concerning the destabilising role of CDS is the fact that,
coinciding with the rise in CDS prices and in spreads compared with German debt
— which is typically considered to be the safest asset in the Eurozone — the difference
between the two risk indicators has widened in recent months in a number of Euro-
pean countries, giving rise to a positive basis (see Figure 7).
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However, the strength of the above argument concerning the destabilising role of
CDS lies in a number of elements, the validity of which is not assured, as we will see
below.

Firstly, as was pointed out in section 2, there are objective reasons justifying the
existence of temporary deviations between CDS and spreads and the apparent ex-
cess of volatility in sovereign CDS markets, among which are the following:

- In a macro-economic climate such as the one which has prevailed since the

start of tensions in the European debt markets, characterised by a sharp dete-
rioration in the perception of fiscal strength in some economies, the demand
for hedging against default by means of CDS will normally tend to increase
considerably, while demand which, as has been stressed previously, is concen-
trated in a small number of entities, may display a certain rigidity in the short
term, which tends to augment the positive effect on CDS premiums and lead
to an apparent excess of volatility.

- However, it is necessary to recognise that leadership of the CDS market in

price discovery in response to variations in the perceived risk in the bond
market is not assured on the basis of empirical evidence. Thus, despite the
fact that the first studies to address this issue reached this conclusion using
figures for corporate debt,?3 other more recent studies have found that the
bond market in question is sometimes more efficient when it comes to incor-
porating new information in prices. Thus, Mayordomo, Pena and Romo
(2010) use data from a sample of European companies and find that, while the
CDS market led bond markets and asset swap packages (ASP) prior to August
2007, this leadership changes subsequent to that date in favour of the latter
two markets, largely due to changes in the relative level of liquidity between
the various markets. With regard to European sovereign debt markets, Arce,
Mayordomo and Pena (2010) provide evidence that in some jurisdictions and
at some moments during the recent government debt crisis, bonds have re-
flected credit risk information more efficiently than CDS. Ammer and Cai
(2007) make the same analysis applied to the sovereign debt of emerging mar-
kets and find that the bond spread leads the CDS price more often than we
think. However, it must be recognised that the leadership of one market over
another in the price discovery process does not necessarily mean that there
are causal relationships in the setting of prices in the two markets. This latter
observation makes it more difficult to argue, for example, that some distor-
tion in the functioning of the CDS market will necessarily be reflected in price
variations in the underlying bond.

Secondly, it should be stressed that any friction, rigidity or anomaly in the CDS
market will not necessarily transfer in any significant manner to the market of the
underlying bond, nor will it affect its prices in any significant way, for the following

reasons:

23 See, for example, Norden and Weber (2004), Blanco et al. (2005), Zhu (2006), and Alexopoulou et al.
(2009).
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A higher CDS price than one compatible with the real risk of the bond will only
transfer to the debt market if the market participants are willing to validate
prices by their assets which are below their intrinsic or fundamental value.
However, it is very difficult to imagine that this could occur in a systematic
and persistent manner, since it would be tantamount to assuming that, in a
bond market dominated by professional brokers, there would be sure win op-
portunities (arbitrage) unexploited over a long period of time.

Neither does it appear to be feasible for there to be trades on the CDS markets
aimed at intentionally affecting the prices of underlying bonds, since the bond
market is normally much larger than the CDS market, as is shown by the data
on the relative size of the two markets for various European countries set out
in Table 1. What is more, these figures show that for some of the countries
whose sovereign debt markets have suffered the greatest volatility throughout
the year, the size of the CDS market in comparison with that of the underlying
bond market has shrunk or has remained the same. Specifically, between
March 2009 and May 2010, when the turbulence in both markets was at its
height, this ratio shrank (as in Ireland) or remained practically unchanged (as
in Greece or Spain).?4

Net outstanding balance of sovereign CDS over volume of TABLE 1
outstanding debt (%)

Nov 08 Mar 09 May 10 Sep 10
Eurozone 1.1 1.1 13 1.4
Germany 0.7 0.6 0.8 1.0
Spain 2.8 20 2.1 2.1
France 0.4 0.4 0.7 0.7
Greece 24 2.1 2.0 1.9
Ireland 8.6 6.2 4.2 34
Portugal 4 4.1 57 4.6

Italy

Source: DTCC, Reuters and CNMV

In short, while the existence of major risk elements in the functioning of CDS

markets, linked to their bilateral nature and their lack of transparency, is unques-

tionable, at the same time we need to recognise that their role as a causal or exac-

erbating factor of the recent turbulences in several European government debt

markets is based on considerably weaker evidence.?5 In any event, any increase in

24

25

In terms of relative trading volume rather than outstanding balances the conclusion is similar, at least in
the case of Spain. Thus, the daily average between June 2009 and June 2010 of the ratio between the
trading volume of CDS and that of Spanish government debt was 13%, according to DTCC figures (aver-
age trading volumes of CDS) and Spanish Treasury figures (simple transactions of Spanish government
bonds).

For example, in a recent piece of research (the results were published in March 2010), the German BaFin
concluded that there was no basis for supposing that the high volatility of prices of Greek sovereign debt
could be attributed to the presence of significant speculative elements in the market of CDS referenced
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the transparency and safety of CDS trading will facilitate a better analysis of other
possible problem factors, such as the presence of destabilising speculative activi-
ties or conduct aimed at manipulating the market, as is argued in the following
section.

to that debt. Meanwhile, the ISDA analysed the trend of the outstanding balance of Greek sovereign CDS

during the first quarter of 2010 and concluded that the balance had not significantly increased during
that period.
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4 Proposals for safer and more transparent CDS
markets

In the context of the analysis presented in the previous point, this section analyses
several recent proposals aimed at countering the main deficiencies in the function-
ing of CDS markets. Specifically, point 4.1 presents the main initiatives put forward
for reducing counterparty risk, increasing transparency and raising the level of
standardisation in contracts. Point 4.2 assesses the advisability of restricting naked
purchases of CDS, those in which the buyer of the derivative does not simultane-
ously hold a position in the reference asset

4.1 Counterparty risk, transparency and standardisation: recent initiatives

Reduction of counterparty risk

The actions which in principle have the greatest potential to improve the manage-
ment of counterparty risk are the establishment of incentives for clearing CDS in
central counterparties (hereinafter, CCPs) and strengthening the bilateral manage-
ment of collaterals for those contracts less fitted for clearing in a CCP.

There is a general consensus on those contracts which are, in principle, better suited
to being settled in CCPs, which would include those with the highest degree of
standardisation. On the other hand, other contracts developed to meet very specific
needs would remain outside the CCP system due to their limited liquidity and great-
er complexity, since both factors complicate risk management. Thus, if a member of
the CCP fails to meet its obligations, the CCP takes over the position of the defaulter
and, from that moment on, is exposed to market risk. Faced with this contingency,
the clearing house could choose to transfer the position to the rest of the clearing
members or keep it and manage its orderly closing. In this latter case, if the con-
tracts have a minimum of liquidity it would be more feasible to opt for the orderly
and efficient closing of the position in the market, thereby limiting any possible ad-
ditional losses. Otherwise, the clearing house would hold the contracts for longer
and therefore the market risk assumed by the CCP would be greater.

However, a high level of specificity limits the potential for achieving economies of
scale in settlement, which is one of the main benefits of a CCP. Also, one of the most
important requirements for a contract to be settled in a CCP is that its risk profiles
are easily recognisable so as to enable the margin requirements to be frequently and

easily calculated.?®

26 Contrary to the approach set out here, Hull (2010) proposes that all OTC contracts be settled in central
clearing houses in order to maximise the benefits derived from reduced counterparty risk and increased
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In addition to the reduction in counterparty risk, the settlement of a significant per-
centage of OTC contracts in CCPs may help mitigate the problems of lack of trans-
parency which OTC markets suffer from. This would not only benefit most of the
participants in these markets, but it would also facilitate access to prudential infor-
mation of great importance to market supervisors.

As has recently been highlighted by Duffie and Zhu (2010), among others, the clear-
ing of CDS in a central counterparty with a suitable risk control system, appropriate
capital levels, and strict supervision could substantially mitigate counterparty risk
in these markets. However, the design and implementation of clearing in a CCP in-
volves significant conceptual and practical difficulties. Some of the most complex
aspects, about which there is little analysis, are those related to the optimum number
of CCPs and the type of contracts that should be cleared in them, as we explain be-
low.

One of the strategic decisions which needs to be taken in a coordinated manner be-
tween the supervisors involved is the decision as to the number of CCPs to be au-
thorised to clear CDS. This decision involves a complex trade-off in which, on the
one hand, the possibility of achieving economies of scale and network externalities
intrinsic to a central counterparty requires a relatively small number of CCPs. How-
ever, the smaller the number of competing clearing houses, the greater the risk of
monopolistic activity and concentration of high risk levels in individual entities. On
this subject, Duffie and Zhu (2010) recognise the systemic importance which a cen-
tral counterparty dealing with all CDS clearing could have, with all the problems in
terms of aggregate risk in the event of a collapse and, consequently, of moral risk in
the conduct of the managers of an entity of this nature. Given the systemic impor-
tance that CCPs might have in a scenario in which only a very few such entities ex-
isted, Cecchetti et al. (2009) suggest that it might be advisable for these entities to
have access to the liquidity facilities of a central bank and other instruments of gov-
ernmental support in order to anticipate and resolve possible simultaneous large-
scale defaults.

Another aspect to be considered is the exclusivity of the activity of a CCP and, in
particular, the advisability of restricting its operations to CDS contracts and not ad-
mitting the clearing of other derivative contracts. On this issue, Duffie and Zhu
(2010) advise against creating single purpose CCPs specifically for CDS. According
to these authors, the current CDS market lacks the volume to offset the losses in-
volved in not allowing the multilateral netting of different types of contracts, both
in terms of potential risk mitigation for the CCP in question, and in terms of cost
savings as a result of the lesser need to maintain guarantees which they would oth-
erwise require if the CCP was not allowed to perform the simultaneous clearing of
assets other than CDS.

As has already been mentioned, it should be borne in mind that, due to the particu-
larities of the risk profile of CDS contracts, with their binary pay-off, which tend to
give rise to greater price volatility than other derivatives, the guarantees demanded

transparency. However, the author does not explicitly consider the problems that might arise as a result
of settling the very specific contracts referred to in this document in CCPs.
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from the sellers of CDS tend to be of a marked pro-cyclical nature. The clearing of
CDS in CCPs could partially mitigate this behaviour, but it would not seem to be
very feasible to expect it to eliminate it totally as credit risk itself has a high pro-cy-
clical component.

Another aspect to consider is that a CCP may exacerbate the problem of the circular-
ity of CDS market risk mentioned earlier. In this respect, the role played by the risk
management regime within the CCP and, in particular, the clearing fund, is espe-
cially important. The clearing fund is fed by the contributions of the members of
the CCP and is used to resolve any default of a participant in the clearing house.
Therefore, insofar as the current structure of the CDS market, with trading concen-
trated in a relatively small number of major entities with similar characteristics and
business lines, will be transferred to the participatory structure of a CCP, significant
risks may arise as a result of the close correlation between the positions of the par-
ticipants in the CCP. This latter possibility suggests that, in order to increase the
effectiveness of a CCP in terms of reducing idiosyncratic risk (with regard to the
possibility of an individual participant defaulting on their obligations) it would be
advisable to open up participation to a wider number of members and, possibly, to
other derivatives other than CDS, in line with the argument forwarded by Duffie
and Zhu (2010) mentioned earlier.

Finally, one risk which will not be automatically eliminated with the establishment
of CCPs is in connection with the enormous influence that the major dealers exert
over the CDS market, for whom a decrease in the volume of bilateral transactions
and an increase in the level of transparency and supervision could lead to a reduc-

tion in their profits.?”

With regard to regulatory matters, several authorities have already taken the first
steps to promote the use of CCPs. One example is the G-20 which, in its September
2009 summit, proposed that all OTC contracts of standardised derivatives should be
traded on organised markets or multilateral trading facilities (MTFs) and cleared in
CCPs on a compulsory basis. For contracts with a lesser degree of standardisation,
the G-20 proposed the establishment of greater capital requirements for participant
entities, in order that they properly internalise the aggregate risk of OTC bilateral
trading. The communiqué from the latest summit of G-2o leaders held to date (To-
ronto, June 26-27, 2010) reiterated this same proposal and set year-end 2012 as the
deadline for all standardised OTC derivatives to be traded on organised markets or
MTFs. Also, in this latest communiqué, the G-20 were in favour of introducing meas-
ures relating to the margins and guarantees applied to derivative contracts to en-
hance the stability of these markets and mitigate their pro-cyclical nature.?® Re-
cently, in October 2010, the Financial Stability Board (FSB) published a document
(see FSB, 2010) in which they set out in detail the general guidelines established by
the G-20 in this respect and propose 21 specific recommendations for the reform of

27 Litan (2010) addresses this issue in great depth and identifies some possible elements of resistance to
change on the part of major CDS dealers.

28 The regulatory initiatives set in motion in the USA and in the EU are a direct reflection of the general
principles agreed on by G-20. Consequently, most of the new rules enjoy a high degree of consensus
and coordination and will be implemented in the major financial markets of the world in a harmonised
manner, thereby reducing the possibility of regulatory arbitrage.
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the OTC derivatives market. This same document contains some estimates regard-
ing the volume of OTC contracts which are being cleared in CCPs, on the basis of
data published by the DTCC and Trioptima. To be precise, according to these sourc-
es 31% of all interest rate swap contracts are already cleared in CCPs, a percentage
which in the case of CDS drops to 13%. The percentage of other OTC derivatives
(with shares, commodities, and currencies as their underlying) cleared in CCPs is far
below the two above mentioned categories.

Meanwhile, in October 2009 the European Commission (EC) announced its first
proposals for regulatory change in this area, in order to implement the changes in
the course of 2010 (see European Commission, 2009). In September 2010, the EC
published its final proposal for the regulation of the CDS markets (see European
Commission, 2010c), which will be submitted to the European Council and Parlia-
ment. Its main proposals in this area are centred on reducing counterparty risk and
increasing transparency. More specifically, the EC proposes to oblige financial coun-
terparties to clear all their OTC derivatives which meet a series of requirements, to
be determined prior to 30 June 2012 by the future European Securities Market Au-
thority (ESMA), in consultation with the European Systemic Risk Board (ESRB), in
CCPs. As an exception to this general principle, non-financial counterparties of OTC
derivatives will be exempt from this obligation, provided that their positions are
hedges of trade risks or whenever a threshold to be set by the ESMA before June
2012 is not exceeded.

One of the most significant and novel aspects of the EC proposal is the incorpora-
tion of requirements affecting the CCPs, which follow the recommendations set out
in the CPSS-IOSCO (2010) document. These requirements can be grouped in the
following categories:

- Organisational requirements. New requirements are included in the area of

corporate governance, with clearly defined lines of responsibility, including
certain requirements for managers in matters of experience and reputation,
and the creation of a risk committee composed of representatives of the clear-
ing members and independent members of the Board, whose function will be
to advise in the design of the risk management model of CCP’s. The EC pro-
posal also contains instructions regarding the procedures to be followed in the
case of default and the criteria to be applied for the authorisation of new mem-
bers and instruments.

- Transparency requirements. The CCPs are required to maintain records of all

their transactions for ten years. The information stored must enable the origi-
nal terms of the transactions to be identified and it will be necessary for them
to have a business continuity and contingency plan. The proposal also estab-
lishes some thresholds for the disclosure of significant holdings in the capital
of CCPs, which must be disclosed to the supervisory authority.

- Solvency. The proposal calls for a minimum initial capital of five million euros

and the mandatory constitution of a default fund, which will be covered by the
settling members in proportion to the positions and risks they have registered
in the CCP. The amount of the fund must be enough to solve the hypothetical
default of the settling member with the largest risk position or, if the total is
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greater, of the members with the second and third largest risk positions jointly.
Furthermore, a different fund must be set up for each different class of instru-
ment settled in the CCP, although it has not yet been specified exactly what is
understood by “class of instrument”. Such clearing funds already exist in sev-
eral of the main CCPs currently operating, such as Eurex, LCH.Clearnet Ltd
and CME Group. The fund effectively mutualises losses, as all the settling
members assume any losses caused by the default of one of them up to the
amount of their contribution to the fund, and incorporates incentives for the
settling members themselves to increase their standards of rigour. The CCP
must also demand margins that cover 99% of the price variations of the posi-
tions over an appropriate period of time and will limit the volume of open
positions that the settling members can have to avoid the concentration of risk
in a small number of entities. The national supervisors of the CCP will validate
the parameters and models used for calculating the margins, for which they
will have access to the opinion of the ESMA and of the markets on which the
products settled in the clearing house are traded. The EC also stresses the need
for the CCP to have access to adequate sources of liquidity, including facilities
from the central banks.

With regard to supervision, in Europe it will be the ESMA which, at the request of a
CCP, will declare whether the contracts are eligible for settlement in a clearing
house. The ESMA will base its decision on the following criteria: reduction of sys-
temic risk in the financial system, liquidity of the contracts, availability of prices,
capacity of the CCP to manage a major volume of contracts, and level of protection
that the clearing house provides to the participants.

In the case of contracts whose characteristics make them unsuitable for clearing in
CCPs, bilateral risk management may also be improved and made more robust. To
do this requires acting on two fronts. One of these is the already mentioned need to
increase the use of margins and make daily mark to market of the contracts, as set
out in the EC proposal, which also calls for the increased use of electronic trade
confirmation whenever possible. These provisions will be applicable to both finan-
cial and non-financial counterparties. The ongoing review of the Capital Require-
ments Directive will differentiate capital consumption between positions in deriva-
tives settled in a CCP and those which continue to be settled bilaterally outside the
clearing houses. The second course of action is to increase legal robustness by set-
ting up netting agreements which will allow the number of settlements to be re-
duced in the event of default by one of the participating counterparties.

An internal difficulty facing European regulators, as the EC itself recognises in its
proposal, is the lack of harmonisation of the requirements and standards applica-
ble to CCPs. This regulatory disparity means that the provision of services be-
tween different countries may be potentially more costly and less safe and may
act as a barrier to the integration of the European financial markets. Thus, the
existence of a great many CCPs in various jurisdictions means that any default
will be treated in different ways, which will have negative consequences for par-
ticipants in international transactions. In this respect, given the possible coexist-
ence of several different legal regimes applicable to credit event situations, it
would be advisable to move towards a more homogeneous pan-European legal
treatment of defaults.
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In the United States, the Dodd-Frank Wall Street Reform and Consumer Protection
Act, passed in July 2010, contains specific measures incorporating the recommenda-
tions of the G-20, including, as its most innovative aspect, the need for specific pru-
dential supervision of the dealers and companies present in the CDS markets whose
activity results in significant risk positions for their counterparties. In particular,
the US legislator has entrusted the SEC and the Commodity Futures Trading Com-
mission (CFTC) with the task of implementing some of the aspects of the Dodd-
Frank Act, for the purpose of which a public consultation period has been set up
during which time proposals for the regulatory treatment of the various aspects
covered by the act can be submitted.

The Dodd-Frank Act creates two new categories of entities which must be registered
to act in the CDS market: swap dealers and major swap participants. Both types of
entities are obliged to settle all CDS that the CFTC considers to be standardised in
CCPs, and CDS must be traded on regulated swap markets or trading platforms. This
is one of the differences with the EC proposal, which does not include mandatory trad-
ing standardised CDS on regulated markets or multilateral trading facilities (MTFs).
The CFTC will use a series of criteria to assess whether OTC derivatives must be set-
tled in CCPs. Among these criteria are the level of liquidity of the CDS, the availability
of information on prices, the outstanding contracts, and their effect in terms of sys-
temic risk reduction, aspects which were also considered in the EC proposal.

When the CFTC considers CDS to be non-standardised, the dealers in the swap mar-
kets and the main participants will be subject to capital requirements for the posi-
tions they hold in portfolio. In these markets, the players will be obliged to maintain
and update their margins in a similar manner to what is established in CCP risk
control procedures.

One of the latest provisions to be included in the US reform is the 20% limit on
participation in the capital of the CCP applicable to banks and dealers in the swaps
market. This limit aims to mitigate the problem of the concentration of risk in a
small number of members of the CCP, which, as mentioned earlier, currently char-
acterises OTC activity, and the trading of CDS contracts in particular.

Given the structure of the CDS market, with a very significant presence of US banks
which frequently carry out proprietary trading, the bill known as the “Volcker rule”
may have been one of the decisive factors in the development of the CDS market. In
principle, the initial wording of the rule included a ban on proprietary trading af-
fecting all banks holding customer deposits and access to the Federal Reserve Dis-
count Window, which might have significantly limited the activity of liquidity gen-
erators. In the end, in its final version, the restrictions were partially relaxed and the
limitation was reduced to a limit to the assumption of risk of 3% of the tier 1 capital,
which, a priori, should not affect most institutions.

Finally, the Dodd-Frank Act calls for the withdrawal of access to Federal Reserve
facilities and even the insurance of the Federal Deposit Insurance Corporation
(FDIC) to any credit institution which does not segregate its trading operations in-
volving CDS not cleared in CCPs and CDS referenced asset-backed securities in a
separate, adequately capitalised entity. For this reason, in spite of the fact that the
new regulations came into force four years ago, some entities have already an-
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nounced their intention to cease proprietary trading activities in some areas such as
derivatives on commodities.?d

Increase in transparency

Transparency may refer to the level of information available on issuers’ terms of
sale (pre-transparency), to prices and volumes of transactions carried out in the
markets (post-transparency) or, in terms of risk, to aggregated information on the
positions held by each dealer. For market participants, especially for those with a
lower level of information, transparency makes it easier to take trading decisions
and reduces search costs. For the supervisory authorities, the availability of informa-
tion on aggregated positions in derivative contracts of market participants enables
them to improve their prudential supervision. In retrospect, it would seem clear that
the lack of information on the exposures held by AIG and Lehman Brothers in the
CDS market caused problems not only for their counterparties but also made it dif-
ficult for the supervisory authorities to monitor the risks really assumed by these
entities, and, especially in the case of the investment bank, limited the ability of the
economic authorities to evaluate the systemic effects of its collapse.

In this context, a number of recent academic analyses have stressed the benefits that
the establishment of transparency regimes in these markets might be expected to
bring. These benefits can be broken down into those whose main beneficiaries
would be the solvency supervisors of entities and those which would benefit market
participants in terms of improvements to liquidity and transaction costs. While the
advantages of having more information on transactions in terms of the effective-
ness of prudential supervision would seem to be unquestionable, the effect on mar-
ket participants are sometimes considered to be ambiguous, since most of the par-
ticipants in these markets are major financial companies for whom the access and
analysis of information is not a problem.

Thus, Avellaneda and Cont (2010) analyse the effects which an increase in transpar-
ency would have on the CDS market and conclude that the main beneficiaries would
be the less well-informed participants together with those who carry out small vol-
ume transactions (in this latter case, due to the reduction of transaction costs). How-
ever, according to these authors, the structure of the CDS market would only allow
these benefits to be partly exploited, since they are mainly wholesale markets. Con-
versely, the cost of major transactions could be increased due to increased transpar-
ency requirements and, possibly, due to a drop in the activity of market makers,
who, according to this argument, would see a drop in their profits. A possible solu-
tion to this latter state of affairs would be to establish delays in the publication of
transactions which exceeded a certain threshold, similar to the current regime pro-
vided for by the MiFID directive for shares.

Meanwhile, Acharya and Engle (2009) stress that transparency may help improve
evaluations of counterparty risk and lead to greater efficiency in the determination
and use of the margins required in contracts, since by improving information about

29 At the time this article was published, the European proposals for regulatory amendments do not in-
clude a similar provision limiting proprietary trading.
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the positions and risks of each participant, the bilateral margins could be calculated
in such a way as to be better aligned with each particular risk.3° Kiff et al. (2009)
highlight the fact that the fears of systemic risk in CDS markets could abate if super-
visors and participants had access to more detailed information about the reference
entities of the contracts and the counterparties.

With regard to the application of the post-transparency regime, it seems clear that the
transfer of CDS trading to regulated markets or MTFs when the contracts meet some
prior liquidity and standardisation requirements would help improve access to infor-
mation for all interested parties. At the same time, when the contracts are not suitable
for trading on regulated markets or MTFs, the alternative could be based on reporting
trades to a central trade repository, similar to the DTCC in the USA. Supervisors would
have access to information concerning entities’ positions and risks.3’

In this respect, some months ago the European Commission put forward a number
of proposals (see European Commission, 2009) to promote the trading of standard-
ised contracts on regulated markets and increasing the transparency of OTC mar-
kets through the establishment of central trade repositories. These proposals have
finally crystallised in the aforementioned document published by the EC in Septem-
ber 2010, which includes a specific title where the conditions and requirements to
be met by central trade repositories are set out. Thus, according to the EC proposal,
these repositories should be a legal entity resident in the EU and registered with the
ESMA 3% By June 2012 the ESMA will also submit to the EC the technical standards
to be met by requests for authorisation from a repository. In particular, the ESMA
will recognise any extra-Community entities which meet the following require-
ments: the repository has been authorised and is subject to the supervision of a
third country with which the EC has signed an international cooperation agreement
assuring the EU authorities immediate access to all necessary information.

As in the case of CCPs, the EC proposal calls for a series of requirements applicable
to repositories, including the obligation to have a clear definition of the organisa-
tional structure and the lines of responsibility within each repository. The members
of the Board should be people with appropriate and adequate experience. The condi-
tions required of the participants by the repository must be objective and non-dis-
criminatory and the fees must be public. An essential aspect to achieve the objective
of increasing transparency is to ensure that information is publicly available. To
achieve this objective, the rules will oblige the repositories to publish aggregated
information on positions for each class of derivative. Finally, the EC requires the
ESMA, the supervisors and the national central banks to have access to all the infor-
mation they need to perform their duties.

30 The Committee on the Global Financial System (see CGFS, 2010) has recently proposed encouraging
updating margins with greater frequency (it even suggests updating them on a daily basis) in order to
avoid requests for high-volume extraordinary margins, as happened in the case of AlG described above.
The CGFS also proposes that margins be calculated using long series of prices during an entire eco-
nomic cycle to dampen variations in margin requirements at times of greatest tension.

31 As a result of the increase in the demand for information prompted by the European sovereign debt
crisis, in March 2010 the DTCC announced its willingness to provide consolidated data regarding the
positions of participants and reference entities to any regulators requesting it.

32 In order to meet this requirement, the US DTCC set up a branch in the United Kingdom with a trade
registration and publication format similar to the one in the market of the parent company.
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With regard to the optimum number of repositories, the debate is similar to the one
currently underway concerning CCPs. From the point of view of access to consoli-
dated information by entity, a single repository would seem to be the most efficient
solution. Some analysts and members of the industry consider that the optimal solu-
tion would consist of a single repository for each class of derivative, so as to be able
to exploit economies of scale efficiently and reduce operating costs for the obligated
entities that reporting transactions to several repositories means. However, at the
same time the potential problems arising from some differences of a regulatory or
practical nature between the different jurisdictions involved, and the problems in-
herent to possible monopolistic situations need to be evaluated. In particular, we
need to take into account the fact that a structure with several repositories operating
in different countries would require the establishment of cooperation agreements
between supervisors for the exchange of prudential information.

Increase in the level of standardisation

The proposals described above, aimed at increasing transparency and promoting
the move to CCP settlement of a large percentage of the trading of CDS and other
OTC derivatives, could have significant effects, even in the short term, thanks to the
recent progress made in the standardisation of contracts, which will be described in
the following section.

Electronic confirmation derivative trades'2 FIGURE 8
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1 Transactions corresponding to new trades, new confirmations as a result of changes in the terms of the
contract, partial or total cancellations of contracts and novations. Credit events are not considered in this
definition, nor are intra-corporate transactions or transactions arising from the compression of redundant
contracts.

2 Trades eligible for electronic confirmation are those trades which have some advantage or facility enabling
their processing on an electronic trading platform (such as Markit Wire, GFI, DTCC or Swift), regardless of
the counterparties’ capability of handling such a process.
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In the early years of its development, CDS were typically traded over the phone and
their settlement suffered from major operational risks and delays since they were
settled manually. As from 2005, a minimum degree of standardisation began to be
achieved in the USA thanks to the joint work of the regulators (mainly the Federal
Reserve in the USA) and the industry itself. In 2005, a significant part of CDS were
still awaiting confirmation, registration, and settlement several days after trading,
which meant a major source of operational risk. Since then, considerable progress
has been made in electronic trading and the electronic confirmation of trades, as
shown by the fact that over 95% of credit derivative trades are now confirmed elec-
tronically, with the consequent reduction in operational risk (see Figure 8). As a re-
sult of these recent advances, confirmation periods were cut from more than twenty
days in 2002 to a little over four days in 200833 and, in 2009, according to ISDA
figures, practically all electronic confirmations of CDS trades occurred in the two
days subsequent to their trading day. The small percentage of trades which are still
not confirmed electronically are more complex transactions with a lower level of
standardisation, which slows down their confirmation and makes their incorpora-
tion into a automated settlement systems a complicated task. In fact, the average
time until receipt of CDS trade confirmations not made by electronic means has in-
creased to over six days in recent years. New or non-standardised products are the
main cause of these delays in sending confirmations (see Table 2).

Confirmations sent in CDS trades by number of FIGURE 9
business days subsequent to trading day’

Electronic confirmations Non-electronic confirmations
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Source: ISDA.

1 The value “0” refers to the trading day, “T+1" to the business day subsequent to that day, and so on.

Another way in which standardisation of contracts can help mitigate both operational
and counterparty risk is by increasing the frequency with which parties confirm their
respective contractual obligations in OTC transactions (portfolio reconciliation). Thus,
a greater degree of contract standardisation would lead to fewer discrepancies be-
tween the parties with regard to the terms or the value of the contracts, which makes
the reconciliation of positions less costly and, therefore, allows reconciliation to be
performed on a daily basis, thereby helping to mitigate these risks. In this respect, in
2009 a little over half the major dealers reconciled their positions on a daily basis, al-
though the other participants showed a lesser degree of rigour (see Figure 10). More

33 SeeKiff et al. (2009).
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specifically, 44% of all participants (37% of the major dealers) stated that reconcilia-
tions were carried out either less frequently (every quarter, six months, or year) or in
response to a particular discrepancy. From a regulatory point of view, and regardless
of the size of the participant, it would seem logical to require this practice to be carried
out on a regular basis and across the board, without waiting for discrepancies to ap-

pear in the contracts before making a reconciliation.

Ranking of factors which delay the sending of confirmations of CDS TABLE 2
transactions

2007 2008 2009

New or non-standard product 1 1 1
Large volumes 2 2 3
Non-standard language 3 4 4
Delays in information or approval from legal affairs 4 4 5
Delays in information or approval from traders 5 3 2
Technological or IT system problems 6 6 8
Delays in the information provided by external sources 7 7 6
Delays in the information or approval from credit risk control departments 8 8 7
Frequency of reconciliation of positions in OTC derivative portfolios'2 FIGURE 10
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Source: ISDA.

1 The category “Other” refers to a lesser frequency (quarterly, half-yearly, or yearly) and to ad hoc
reconciliations or those prompted by a particular dispute over the terms or the value of the contracts.

2 The percentages do not add up to 100 due to incomplete answers in the ISDA survey.

The introduction in 2009 by the ISDA3% of two protocols containing substantial
changes to the conventions of the less complex CDS contracts, has meant one of the

34 See Markit (2009a and 2009b). The Quarterly Bulletin of the CNMV for the third quarter of 2009 (chapter
1) contains a description of the main aspects of the two ISDA protocols. These protocols exclude some
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greatest efforts made by the industry to date to increase the fungibility and liquidity
of these contracts. The first of these protocols, known as Big Bang, incorporates a
number of changes of across-the-board application which are focused on improving
the efficiency of the settlement of contracts in the event of the bankruptcy of its
reference entity, via the harmonisation of settlement criteria. This protocol also con-
tains provisions applicable exclusively to the USA to promote the standardisation of
the payment of coupons so that there are only a limited number of possible alterna-
tives, which will ultimately increase their liquidity.

The second ISDA protocol, known as Small Bang, is an extension of the previous
one and includes changes to the convention of European CDS, very similar to those
introduced by Big Bang for US CDS, and changes to the definition of a credit event
applicable to European contracts, so that the debt restructuring of the reference en-
tity will continue to be a credit event.

Comparative table of reforms in the USA and Europe TABLE 3

USA

Europe

Targeted entities

Obligation of trading on
exchanges

Limitation on proprietary trading

Obligation of settlement in a CCP

Requirements for CCPs

Settlement of non-standardised
CDS

Transparency

Source: CNMV.

Financial counterparties and
participants which represent a
systemic risk (major swap
participants).

For standardised CDS. May also
be traded on specific swap
platforms.

Yes.

For standardised CDS. Non-
financial counterparties are
exempt unless they are
considered to be major swap
participants.

- Sufficient resources to cope
with the default of the largest
participant.

- Limitation al 20% of the capital
in CCP for banks and dealers

- Capital requirements and
initial guarantees.

- Communication of CDS
contracts to central
repositories.

Financial and non-financial
counterparties with different
hedging positions and which
exceed the threshold to be set
by the ESMA.

No.

No.

For standardised CDS. Non-
financial counterparties with
positions under the threshold
will be exempt.

- Five million euros.
- Sufficient resources to cope

with the default of the largest
participant.

- Creation of a settler’s fund.

- Capital requirements.

- Communication of CDS

contracts to central
repositories.

In the field of regulatory initiatives, the European Commission (2009) is evaluating
a possible change to the treatment given to operational risk in the Capital Require-
ments Directive in order to promote a greater level of contract standardisation in
OTC markets and a greater use of electronic confirmation. This measure aims to

of the more complex derivatives, such as those that have securitised assets as their underlying.
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reduce operational risks, by ensuring that transaction confirmation and registration
happen in real time.

In short, the objectives pursued by regulators and the industry with regard to stand-
ardisation are focused on increasing the level of homogeneity of the main market
conventions so as to facilitate the settlement of CDS contracts in CCPs and to reduce
the volume of redundant contracts.

Finally, while in Spain financial institutions have not marketed products structured
with credit derivatives on a massive scale, it may be advisable to include a regula-
tory provision which places certain limits on the marketing of these products to re-
tail investors. Such a provision would be based on the binary nature of CDS risk
profiles and the difficulty to estimate potential losses, which is especially complex
when there are several reference assets.

4.2 Restrictions on naked CDS

Coinciding with the most acute period of turbulence seen in some European debt
markets during the first half of 2010, various analysts and European political au-
thorities proposed placing restrictions on naked sovereign CDS when the CDS buyer
does not hold the reference bonds of the contracts35 and therefore opens an outright
short position on the sovereign credit risk. In this section we make a critical review
of the argument for placing strong restrictions on or banning this practice. In par-
ticular, we go on to argue that banning naked sovereign CDS trades across the board
raises two significant types of problem, the first related to the harm that a measure
of this type would cause in terms of loss of efficiency in the functioning of both the
CDS and the reference sovereign bond markets, and the second relating to the dif-
ficulties in implementing it effectively.3¢

Firstly, with regard to the damaging effects of a ban, it should be pointed out that
denying investors who do not hold sovereign bonds access to CDS markets effec-
tively removes a source of information, the immediate effect of which is a reduction
in the information content of the prices of these products, which will normally
make it more difficult to estimate their true risk. In this regard, it is important to
bear in mind that an increase in the number of counterparties in any market in-
creases the market’s liquidity and, under normal conditions, also increases its effi-
ciency.

On the other hand, it is also important to bear in mind that some investors buy sov-
ereign CDS without holding any simultaneous position in the corresponding bond

35 Portes (2010) sets out several arguments in favour of the prohibition of the naked buying of CDS. In open
opposition to this thesis, the American Enterprise Institute for Public Policy Research (2009) considers
intervention in the CDS market regarding naked positions to be unnecessary, while being critical of the
idea of creating central clearing houses in which to settle these products.

36 Portes (2010) sets out several arguments in favour of the prohibition of the naked buying of CDS. In open
opposition to this thesis, the American Enterprise Institute for Public Policy Research (2009) considers
intervention in the CDS market regarding naked positions to be unnecessary, while being critical of the
idea of creating central clearing houses in which to settle these products.

The credit default swap market: Areas of vulnerability and regulatory responses

41



42

as a way to protect themselves against the default of other credit products for which
there is no CDS (or whose market has a low level of liquidity), but whose risk posi-
tively correlates with a default of the sovereign bond in question (for example, pub-
lic companies debt, debt issued by local and regional bodies, etc). In this respect, it
is clear that removing this last possibility of hedging such a risk is undesirable. In
fact, one of the exemptions provided for in the recent ban applied by the German
financial supervisory authority (BaFin) on naked sovereign CDS in the Eurozone
refers to naked purchases aimed at insuring positions which, while not the same as
holding the reference sovereign bond, do lose value when the solvency of the sover-
eign state in question worsens.

Secondly, it is important to point out that there are several practical difficulties for
implementing this type of ban effectively. Indeed, the exemption to the ban on na-
ked sovereign CDS provided for by the BaFin illustrates the immense complexity of
implementing this type of restriction, especially in the current circumstances of
exceptional macroeconomic uncertainty in which the relationship between sover-
eign risk and risk attributable to other issuers is intensifying. This makes it more
difficult for the supervisor to discriminate between naked purchases aimed at indi-
rectly hedging non-sovereign risk and purely speculative trades with no intention
whatsoever to protect against risk.

It is clear, then, that it is practically impossible to establish objective criteria that can
determine which exposures to non-sovereign risk actually have a positive relation-
ship with sovereign risk, and supervise fulfilment of those criteria. On the one hand,
making the scope of the definition of exempt naked purchases too limited would
prevent many investors who are looking for genuine protection for their non-sover-
eign debt assets from having access, which could increase the general sensation of
risk and trigger divestments in these positions. On the other hand, a scope which is
too wide would logically mean that the restrictions would have no practical effect.

Furthermore, it is important to bear in mind that, aside from naked CDS purchases,
investors have other alternative channels through which to hedge their expectations
of an increase in the risk of sovereign bonds, such as by trading in other derivatives
(for example, options), direct or short selling of sovereign bonds, etc. Also, a ban of
this nature could only produce tangible results if it is carried out worldwide. If this
were not the case, the global nature of the major players in these markets would
probably lead to naked buying moving from jurisdictions where there are restric-
tions to others where trading is unrestricted. This would probably mean that the
effect on aggregate prices and volumes traded would be limited.

Finally, in light of the arguments above, it would seem sensible to conclude that the
best way of preventing abusive or manipulative conduct in the European sovereign
CDS markets would be the rigorous application of the Market Abuse Directive
(MAD). At the same time, it might be a good moment to make changes to that direc-
tive if any were deemed necessary, taking advantage of the fact that the directive is
currently being reviewed by the European Commission. Specifically, it would be
advisable for the MAD reform process to broaden the scope of the instruments to
which it applies (including OTC derivatives and, especially, CDS) and to fine-tune
the definition of manipulation so as to include manipulation carried out on one in-
strument through another derivative. At the same time, Europe should take advan-
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tage of the current review process of the MiFID Directive (on markets and financial
dealers) so as to expressly require the open publication of data on the prices and
volumes of each transaction and daily reporting to supervisors by including OTC
derivatives in the transaction reporting system provided for in the MiFID Directive.

Fortunately, the situation in Spain does not require significant legislative changes
relating to market abuse or transaction reporting as it is already mandatory to in-
form the CNMV about traded CDS whose underlying asset is a security traded on
European markets. Also, Spanish legislation on market abuse is applicable to these
products

Meanwhile, the proposed regulation announced by the EC in September 2010 pro-
vides for the reporting of naked positions in sovereign CDS in line with those estab-
lished for net selling positions in shares and sovereign debt. The EC will delegate
the establishment of thresholds beyond which it will be necessary to report naked
selling positions in CDS and changes to those positions to the supervisory authori-
ties. Also, the recent EC proposal includes the possibility of limiting naked CDS
trades in situations which might constitute a serious threat to financial stability or
to confidence in one or several EU Member States. However, when a CDS is used as
a hedge, it will be exempt from the prohibition. Thus, although the specific defini-
tion is still to be reached, in principle the purpose of hedging will be accepted when
the buyer of a sovereign CDS holds a sovereign bond or debt from an issuer whose
bonds are closely correlated with the reference sovereign bond. However, the notion
of strong correlation has not yet to be quantified which, as mentioned earlier, evi-
dences the practical difficulty of defining what a naked position is in this context.

Finally, one regulatory possibility which is yet to be explored in the CDS segment is
the setting of limits on open positions for each entity according to the outstanding
balance of the reference assets. The purpose of this measure, initially used in regu-
lated commodity derivative markets, is to limit distortions in spot prices caused by
the naked trading of derivative instruments. However, as has been stated earlier, in
the case of sovereign debt the ratio of the volume of CDS to the outstanding balance
of debt will normally be very small (see Table 1).
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5 Conclusions

The controversy surrounding CDS has increased since the crisis began, firstly, as a
result of their connection with the bankruptcy of Lehman Brothers and the collapse
of AIG in 2008 and, subsequently as a consequence of the turbulence affecting sev-
eral European sovereign debt markets, especially during the first half of 2010. In the
context of growing disparity in the arguments in favour and against these products,
this article attempts to shed some light on those aspects of the functioning of CDS
markets which, to a high degree of certainty, require urgent and ambitious improve-
ments, as opposed to others for which available analysis and evidence suggest a
more cautious approach.

Among the former, the lack of transparency, both prior to trading and after it, and
the risk of default by the counterparties are highlighted as the most pressing prob-
lems. The solution to these problems requires a growing volume of these contracts
to be traded and settled in central counterparty clearing houses (CCPs), subject to
appropriate requirements of supervision, capitalisation and transparency. In this
respect, the proposals put forward by the G-20 have recently crystallised in concrete
regulatory measures in both the European Union and the USA, which should be
implemented urgently and ambitiously, in a spirit of close coordination and coop-
eration between the various economic and supervisory authorities.

Regarding the hypothesis whereby CDS play a destabilising role in public debt mar-
kets and the corresponding proposals to restrict some sovereign CDS trades, the ar-
guments put forward in this article suggest, first of all, that there is a lack of evi-
dence to suggest with any certainty that these derivative products have played a
decisive role in the recent episodes of high volatility in some sovereign debt mar-
kets. Secondly, the article sets out a series of arguments about the damage which
could be caused, barring extreme situations, by certain restrictive measures against
the naked buying of CDS. In particular, restricting this type of practice may give rise
to a loss of efficiency and liquidity in CDS markets, while their practical application
is no easy task either.
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