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B3 Credit Derivatives

Seminar outline (3 ½ days)

DAY ONE

Morning:

Overview:

1. Underlying market size and participants.

2. The credit markets.

3. The reasons for a credit derivative market.

4. Risk splitting.

5. Understanding the concept of credit risk and credit derivatives.

6. The roles of the protection buyer and protection seller.

7. Constraints of transactions.

8. The role of the intermediaries.

9. Analysis of credit spreads.

10. Calculation of credit spreads.

11. Construction of credit spread curves.

12. The three main variables: credit spread, default probability and recovery value.

13. Rating agencies.

14. Historic default rates and their interpretation.

Afternoon:

The basic instruments:

1. The antecedents to credit derivatives.

2. Credit swaps.

3. Default puts.

4. Total Return Swaps (“TRS”).

DAY TWO

Morning:

Other products:

1. Contingent default swaps.

2. Dynamic default swaps.

3. Sale and TRS packages.

4. Equity TRS leveraged notes.

5. First loss credit swap.

6. Credit-linked notes.

7. Cross guarantees.

8. Spread options.

9. Credit put option.

10. Substitution option.

Afternoon:

Hedging and arbitraging of credit derivatives:

1. Dealing alternatives in credit derivatives.

2. Market transparency.

3. Arbitrage opportunities between cash, repo and credit derivatives market.

4. Managing related risk:

a) correlation,

b) liquidity,

c) basis;

d) residual.

5. The credit-linked note market-place:

a) structures;

b) understanding the buyer;

c) elements in the production process;

d) vehicles for issuance.

DAY THREE

Morning:

Risks and control:

1. Risks in credit derivatives:

a) practical issues;
b) moral risk;
c) hidden exposures;
d) other risks.

2. Legal, documentary and regulatory considerations:

a) the standard inter-market documentation;

b) the standard drafted client agreement;

c) trigger clauses;

d) confidentiality and transferability;

e) impact of regulatory capital on credit derivatives.

Afternoon:

Measuring and managing the risk:

1. Value-at-risk and its application to credit derivatives:

a) evolution of risk management;

b) managing market risk;

c) calculating value-at-risk (“VAR”);
d) implementing VAR;
e) types of VAR;
f) issues in using VAR;
g) applications of VAR to credit derivatives;
h) utility of loss and credit risk.

2. Credit risk modelling:

a) different approaches (the KMV approach, other models);

b) liquidity;

c) “distance to default”;

d) problems and issues;

e) applications in pricing credit derivatives.

3. Credit risk management:
a) CreditMetrics (JP Morgan).

b) Portfolio Manager (KMV).

4. Advantages and disadvantages of different approaches

DAY FOUR

Morning:

Credit derivative applications:

1. Structuring issues:

a) how to construct a credit derivative structure;

b) pricing issues;

c) documentation;

d) settlement;

e) risk management.

2. The role of credit derivatives in securitisation and in loan portfolio management:

a) Using credit derivatives to manage and securitise credit risk.

b) Overcoming the problem of illiquid credit markets.

c) Introducing modern portfolio theory to credit risk management.

d) Optimising bank loan portfolios via credit portfolios.
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