
Derivatives are financial contracts 
that “derive” their value from an 
underlying asset. The counter-
parties may have opposite require-
ments: for instance, the oil com-
pany may want to hedge the risk of 
falling oil prices and the airline 

may want to hedge the risk of ris-
ing oil prices.  By purchasing  or 
selling derivatives, investors can 
make bets on the direction of asset 
prices without owning the asset 
involved.   

Thus derivatives can transfer risk 
and be used for insurance as well as 
for speculation.  As risk is trans-
ferred to those who want it, the 
overall resilience of the financial 
system could be rising.  If inves-

tors’ exposure to shock is spread, 
this could make it easier to absorb 
blows.  

Credit derivatives derive their 
value from bonds issued by corpo-
rations.  There are several risks as-
sociated with bond investing in-
cluding: interest rate risk, maturity 
risk and credit risk.  Credit deriva-
tives separate this last risk from the 
other two.3 

Credit Default Swaps (CDS), for 
example, allow investors to insure 
themselves against the risk of de-
fault or to speculate that a default 
will occur.  Those who buy insur-
ance could make substantial profits 
if the company defaults since the 
value of the swap would rise 
sharply. Credit derivatives also al-
low individual corporate bonds to 
be separated into different 
“tranches” based on risk. Some in-
vestors prefer the safest or invest-
ment grade risk while others prefer 
more risk and higher potential re-
turns.   

Credit derivatives known as Collat-
eralized Loan Obligations (CLO) 
are backed by a portfolio of loans, 
usually those raised by private-
equity groups for takeovers.  Col-
lateralized Debt Obligations (CDO) 
bundle together bonds, loans or 
swaps into different tranches giving 
investors different rights. For in-
stance, interest payments coming in 

If just one person is making their 
way through tall grass, he will be 
alert for snakes.  If a group is bum-
bling along, one following the 
other, not as much attention may be 
given to placing one’s foot. This is 
similar to investing. 

Thanks to low interest rates the 
markets have done well these past 
four years. Global growth has in-
duced a remarkable complacency 
amongst investors, which is worri-
some considering the associated 
risks. Some risks on the financial 
landscape are well known: the 
American housing situation, vola-
tile commodity prices, rising inter-
est rates as well as geopolitical is-
sues such as terrorism or a global 
pandemic.   

One risk that may not be as well 
known is the use of credit deriva-
tives. Some people have worried 
about financial derivatives for 
twenty years but - so far - the opti-
mists have had the better of it; 
credit derivatives may have perma-
nently lowered the cost of capital 
for businesses and even help avert 
a banking crisis during the equity 
bear market of 2000 – 03.1   

Nevertheless, Warren Buffett 
called derivatives “financial weap-
ons of mass destruction”.2   

Might credit derivatives be the 
snake in the grass? 
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(Swahili for the unseen movement of a snake in the grass.) 



However, the one issue that most 
worries policymakers is what might 
happen when a really big shock oc-
curs. Could a “tipping point” be 
reached where the process of risk 
transfer led to a cascade of losses, in 
which a shock could be magnified 
rather than being absorbed?  

The next downturn could involve 
sudden and synchronous declines in 
asset prices as hedge funds try to 
unwind their positions. The down-
turn could be magnified by the ef-
fects of leverage.   

If this type of cascade occurred, 
could regulators stop it from spin-
ning out of control?  Markets are 
now so internationally integrated 
they cannot be controlled by any 
single authority. 

Nobody will be sure how robust 
credit derivatives are until they have 
been tested in a severe systemic fi-
nancial event.  The use of deriva-
tives has made it difficult to predict 
how credit markets will behave 
when prevailing benign conditions 
end. 6   

In short, the financial engineers 
have been so successful at inventing 
ways to transfer risk, that they may 
have created a whole new set of 
risks.   

The grass is getting taller. Watch 
your step. 
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from the underlying loans will first 
be allocated to the senior tranches. 
Only after these have been paid will 
the junior tranches get their share.  If 
a default occurs, the junior tranches 
take the initial hit unlike conven-
tional bonds where creditors bear the 
burden of default equally. 

The financial engineering does not 
stop there.  There are CDO2, CDOs 
that invest in other CDOs.  There are 
Constant Proportion Debt Obliga-
tions (CPDO) which can borrow up 
to 15 times their capital to insure an 
index of bonds against default; the 
result is a highly leveraged structure 
that pays up to 2% more than the 
highest rated bonds.   

The leverage does not stop there ei-
ther; some use 30 to 50 times their 
capital.  Imagine a highly leveraged 
hedge fund using highly leveraged 
CDOs.  How much of a decline in 
contract prices would it take to wipe 
out the hedge fund’s capital? 

It has been argued that derivatives 
have created a form of liquidity out-
side the control of central bankers. 
Derivatives are now worth US$450 
trillion - more than nine times global 
GDP.  The CDS market makes up 
only a small portion of this but it has 
doubled in the past four years to 
US$20 trillion and could double 
again by next year.4   

Credit derivatives may have altered 
investor behaviour, encouraging 
them to take more risk.  In today’s 
benign environment, investors have 
rushed to snap up riskier debt at ever-
narrower spreads to eke out a little 
more yield due to the combination of 
low government bond yields and in-
credibly tight spreads for the debt 
priced off of them.   

However, with world interest rates on 
the rise, the good times may be com-

ing to an end. In the American sub-
prime mortgage market, underwriting 
standards fell in recent years. If bank-
ers knew they could sell the loan 
within weeks by issuing credit de-
rivatives, they may not have worried 
whether the borrower would repay 
the loan in five years time. Indeed, if 
bankers were paid a fee to make 
loans, they may have cared more 
about quantity than quality. Conse-
quently, with increasing interest 
rates, there has been a rise in delin-
quent loans. 

In addition, confidence in the CDO 
rating system is showing signs of 
strain. Structured credit is developing 
so fast there is a perception ratings 
models are struggling to keep up.  
The way that the rating agencies as-
sign credit ratings to CDO tranches  
is also rife with what might be called 
“anomalies”.   

The research backing this argument 
is complex but clear: investors should 
view the highest credit ratings with a 
degree of scepticism.  

Most sophisticated investors already 
know this and ignore ratings.  Many 
also relish the arbitrage opportunities.  
But there is a large pool of invest-
ment money, such as pension funds, 
that depends on ratings, since these 
grades define the universe of assets 
that can be owned.5  
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