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Executive summary 
 

This thesis aims to draw the big picture on the role played by the Credit Default Swap (CDS) in the 

midst of the Wall Street financial crisis of 2008. The CDS is a financial derivative that essentially 

provides the purchaser insurance against default on a series of bond payments by a third party 

against a series of premium payments. 

The impact of the CDS on the financial system during the 2000’s is interesting to examine as it has 

been at the receiving end of much criticism from many parties including academics, politicians and 

the media.  

The CDS is a fairly young derivative and its use was largely obscure and trivial until it gained 

notoriety in its use to build what the Federal Crisis Inquiry Commission called “The Engine that 

Powered the Mortgage Supply Chain” – known as the Collateralized Debt Obligation (CDO).  

In this thesis I trace the roots of the CDS and describe the basic functions of the derivative itself, 

how it trades, where it trades, who the primary users/dealers are and how the market has evolved 

in size over the years. I find that CDS trading normally happens in fairly illiquid transactions of 

large denominations between relatively few agents. As a result of this and the newness of the 

product, over-the-counter trading done directly between large companies or through one or more 

specialized intermediaries was the name of the game in the 2000’s. For this very same reason, not 

much data is available to the public, and this along with the short history of the product also 

explains why the research field on the subject is relatively limited. 

I come up with a list of generally accepted positive features of the CDS that explains why the 

derivative even exists, and then a more specific list that sums up the main arguments against the 

CDS in the context of the credit crisis. 

In order to examine the different points of critique I then take a closer look at the American 

mortgage market to explain how the motives of the different agents are aligned, and in what way 

the CDO changed the game. I find that the CDS was a major component in the CDO that helped 

fuel the credit bubble and bring about immense exposures towards the housing market on the 

balance sheets of the major U.S. financial institutions. I also find that the CDO corrupted incentives 

in a way that left banks extending loans to borrowers whom they knew were very likely to default 

on their payments, with the intention of reselling these loans.  

I then turn the attention towards the Credit Rating Agencies that facilitated this through ratings 

inflation that left the impression of a sound financial system, when in fact much of the mortgage-

related investment was extremely risky and left the system under-capitalized. I find incentives 

were perverted due to the issuer-pays model and ratings arbitrage. 
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Finally I analyze the role played by financial regulatory authorities and come to the conclusion that 

inadequate legislation that placed an undue amount of trust in rating agencies failed to regulate 

risk in the markets, partly due to the nature of complicated financial derivatives. 

The overall conclusion is that although the CDS as a tool played a role in the build-up and bursting 

of the bubble, it seems very unlikely that the bubble could not have happened without it. 
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1. Introduction 

1.1 Overview 

In 2008 a massive financial crisis swept across the world with its epicenter in the U.S. financial 

system. What started out as a bubble in the housing market led to some of the largest failures of 

financial institutions ever seen. These failures caused panic that led to a near freeze in the 

interbank lending system, causing the financial distress to spill over into otherwise healthy 

economic activity in what is known as financial contagion. In a matter of months billions of dollars 

had to be written off from the portfolios of especially the financial companies, but also the entire 

real estate sector including construction, sales and the home equity of property owners saw 

extensive losses. This crisis led to a general recession in most of the developed nations affecting 

the world economy for many years to come.  

For this reason the events leading to the crisis and the unfolding of the crisis itself has drawn an 

enormous amount of attention from economists, politicians and media alike. The public at large is 

naturally interested in knowing what caused the problems in order to implement changes that will 

prevent the recession from repeating itself in the future. The circumstances required action to be 

taken.  

As a result, economic policies have been changed and will continue to change over the coming 

years as a logical outcome of the events surrounding the 2008 crisis. Although economists agree 

that the makeup of the financial crisis is a very complex interplay of failures on behalf of 

governments, reserve banks, financial institutions, regulators, rating agencies and other parties 

most of the blame, especially from politicians and the media has been assigned to the financial 

sector itself.  

The saying goes, that in its hunt for profits Wall Street pursued any and all options to increase 

short term earnings at the expense of the well-being of the overall economy. Deregulation over 

the last few decades has received much of the blame for the behavior of the financial institutions, 

and because of that politicians around the world have spoken out against the financial sector and 

in many cases passed legislation limiting the freedom of these by inducing more supervision, 

tighter control over compensation schemes, higher reserve requirements and other initiatives.  

Special attention has been given to financial derivatives and other types of short-term dealings 

resulting from what is described as “speculation”. As will be covered in section 7, financial 

derivatives saw an explosive use in the years leading up to the crisis. This combined with the fact 

that the general size of the financial sector relative to the overall economy has been increasing 

over the years, has given rise to the notion that things have “gotten out of hand”. One of remedies 

suggested to get things back under control is a Financial Transaction Tax (FTT). The idea of taxing 

individual trading activity in the financial markets is not a new idea. In fact the oldest tax in Great 

Britain still in existence is the 1694 Stamp Duty at the London Stock Exchange. In a more modern 
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setting it has been proposed by John Maynard and James Tobin as initiative that are to curb 

speculation leading to instability in the financial sector. 

“…The introduction of a substantial government transfer tax on all transactions might prove the 

most serviceable reform available, with a view to mitigating the predominance of speculation over 

enterprise in the United States.” (Keynes:1936:105) 

“The proposal is an internationally uniform tax on all spot conversions of one currency into 

another, proportional to the size of the transaction. The tax would particularly deter short-term 

financial round-trip excursions into another currency.” (Tobin:1978:155) 

In relation to the current crisis financial transaction taxes on bond-, share- and derivatives trading 

have been proposed but not yet approved (USA) or implemented (EU) as of 2014. So far it seems 

that the main obstacle for the introduction of the tax lies in the feasibility of collecting the tax, and 

making sure the trading not just simply moves to another jurisdiction, not the political will to tax 

transactions of what is seen as a dangerous tool.  

It seems as if Warren Buffets famous 2002 statement; “… that derivatives are “Weapons of 

Financial Mass Destruction” carrying potentially lethal dangers […], and that central banks and 

governments so far have no effective way of monitoring and controlling them.”,(Buffet:2002:14) 

has become the adopted opinion of many lawmakers, and therefore indicates what needs to be 

done about the financial sector.   

1.2 Objectives of the study 

The purpose of this thesis is to examine the one derivative that has received the most attention in 

the aftermath of the economic crisis, the Credit Default Swap (CDS), and its role in the build-up 

and unfolding of the financial recession in 2008. 

The workings of the housing bubble and following financial collapse is extremely complex which is 

also why there are many different subjects within the subject focusing on either moral hazard due 

to internal compensation schemes, derivatives and their ability to distort incentives, rating 

agencies and their payment sources, lacking government oversight, over-the-counter trading 

increasing market opaqueness, the nature of exotic financial products such as collateralized debt 

obligations and the list goes on. 

Because most of the data needed to decode the financial crisis lies within a few large private 

financial institutions it is very hard to access, even for professors and government officials. As a 

result many articles that have been written on the financial crisis rely more on logical reasoning 

than on empirical measurable proof. This thesis seeks to sum up and analyze the various opinions 

economists have on Credit Default Swaps, with the aim of placing as much emphasis on theories 

that are measurable and provable, as possible. The sources that are used for this study are almost 

exclusively first-hand sources, in order to improve the quality of the analysis. 
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I have not been able to find any kind of studies that specifically deal with this broad analysis of the 

Credit Default Swap, nor any in depth economist articles on the subject that are either not 

opinion-based or cover more than a small portion of the subject. The study aims to give the big 

picture on Credit Default Swaps in order to evaluate whether or not the criticism directed against 

them is reasonable or exaggerated. 

When examining the large role CDS played in the build-up and subsequent bursting of the US 

housing bubble, it is impossible to provide a fulfilling picture without discussing the direct 

influence rating agencies and regulatory authorities had on the use of Credit Default Swaps, in 

particular the financial products involving CDS contracts such as Collateralized Debt Obligations 

(CDO’s). In order to evaluate the CDS as an economic tool, it is imperative to take into account the 

effects of the institutional framework governing the use of the CDS, as they are able to greatly 

alter and amplify its effects on the financial system as a whole. 

1.3 Problem definition 

The main problem to be answered is: 

What influence did the Credit Default Swap have on the financial crisis?  

With the closely related subquestion: 

How did rating agencies and regulatory authorities affect this influence? 

2. Delimitation 
 

The focus of this study is to document in which ways, and to what extent, Credit Default Swaps 

affected the buildup and the bursting of the credit bubble in the American economy. As the 

subject of the credit boom and bust of the 2000’s is a very extensive and complicated subject, a 

sharp delimitation is necessary to make sure that the study includes what is necessary to explain 

the research question, but leaves out other factors that are not central even though they might 

have a great deal of influence on the economic crisis. 

2.1 What is included 

Credit Default Swaps and the mortgage market 

Central to the study is the Credit Default Swap derivative. In order to examine their role in the 

financial crisis the study includes an examination of their central features, the history and size of 

the CDS market and the way they are created and traded. As the main point of critique against 

CDS involves their influence on the American mortgage market, a presentation of the relevant 

features of the housing market is included.  
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Collateralized Debt  Obligations 

The CDS played a central role in the creation of both the synthetic and real Collateralized Debt 

Obligations. These financial products were one of the main drivers behind the credit bubble and 

are therefore examined in detail. CDS did not only impact the amount of money that could be 

channeled into the mortgage market, but also affected the incentives of the parties involved. 

Rating Agencies 

Rating agencies played a major role in the use of the CDS derivative, as their ratings effectively 

governed what asset classes major financial institutions were allowed to invest in. Ratings also had 

a direct impact on the leverage allowed in investments. As thorough documentation suggests that 

rating agencies failed to provide reasonable and unbiased risk assessments, their involvement 

directly impacted the effect of the CDS on the mortgage market. Rating agencies are partly 

accountable for why many large financial institutions ended up with worthless assets on their 

balance sheets. 

Regulatory authorities 

Regulatory authorities such as the SEC and the Federal Reserve Bank were responsible for 

maintaining the rules and supervision under which the financial system functioned. Until the 

enactment of the Dodd-Frank Act in 2010 credit ratings performed by the large official credit 

rating bureaus held official status in risk management in the financial sector. This in turn had a 

tremendous impact on the use of the CDS and the size of the mortgage market, and is therefore 

included. 

2.2 What is not covered 

The crisis outside the United States 

First off this study revolves exclusively around the United States mortgage and financial markets. 

This focus is chosen both because of the existing academic studies and data overwhelmingly 

concentrating on the states, but also because it seems evident that even though the bubble and 

recession hit most parts of the western world, the only market large enough to cause massive 

global credit inflation and subsequent financial contagion, is the United States. 

Government policies 

Outside of CDS, rating agencies and regulatory authorities, many other factors besides the Credit 

Default Swap undoubtedly had a big and somewhat measurable impact on the credit bubble and 

the scope of the financial recession. However they are not found to be directly related to the CDS 

and are therefore left out. This includes government policies such as the American Dream Act of 

2003 aimed at increasing home ownership in the United States, by assisting families with down 

payments on their loans they could not otherwise afford. 
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Also government sponsored enterprises (GSE’s) such as the Federal National Mortgage Association 

(Fannie Mae) with the proclaimed goal of expanding the depth of the mortgage market through 

mortgage-backed securities (MBS) affected the shape and size of the US mortgage market. Quasi-

government intervention in the mortgage market through these GSE’s is not examined. 

Monetary policies 

The Federal Reserve has been increasingly intervening in the money market over the last 15 years.   

Real interest rates in the US have seen historically low - at many times even negative - levels. The 

effects on the real economy of such activist policies are complex and influence the availability of 

credit and the savings and investment rates. This however is not directly related to the CDS and is 

left out. 

Corporate Governance in the financial sector 

The financial sector in the US has been at the receiving end of massive criticism of their lack of 

corporate governance in the years leading to the financial panic and economic recession. They 

have been accused of maintaining short-sighted and ill-conceived compensation schemes, shady 

business activities and downright dangerous risk-management. This study on the whole does not 

deal with what can be considered corporate governance except in the case where financial 

institutions are found to be deliberately betting against mortgages they themselves originated and 

sponsored. 

Credit Default Swaps not related to the housing bubble (for instance sovereign or corporate 

debt) 

Only the effect of the CDS on the mortgage market is examined, as the credit bubble in this sector 

is agreed upon as being the main cause of, and the epicenter of the financial crisis of 2008. 

Whatever impact the CDS contracts written on corporate or sovereign debt might have had on the 

financial problems of certain corporations or nation states (including Iceland, Greece and others) is 

not included in the study as it is not found to be relevant to the financial crisis as a whole. It is 

generally after the government assumptions of massive quantities of poor-quality financial sector 

assets that their solvency in some cases has been questioned. 
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3. Methodology 
 

Credit Default Swaps in the context of the mortgage market represent a very difficult topic to 

examine closely, as they are conceived and kept far from the public eye. The large financial 

institutions on Wall Street tend to deal with each other directly over-the-counter, the CDS 

contracts are rarely traded and public disclosure is not required. Much of the CDS trading activity 

was limited to off-balance sheet separate entities called Special Purpose Vehicles. As a result of 

the very limited information provided by the banks I have turned to two secondary sources in my 

research. 

Scholars and academics provide the most substantial and credible knowledge base on the subject. 

Various professors have done research from an outside-in perspective in a number of different 

areas on the topic. Research has been tedious as information from different databases has to be 

pieced together to provide an indication on for instance the relationship between Credit Default 

Swap coverage on mortgages, and the subsequent delinquency rates on those mortgages. As the 

primary data rests with the banks and that data is considered confidential there are hardly any 

papers that have access to them directly. 

In my research I have browsed hundreds of papers on Google Scholar and the University’s 

scientific databases, and then looked up the references and subsequent papers that cite them. The 

main effort of this search has been to locate and use articles that are: 

i. Of high scientific value: A heavy bias is placed on including papers that are based on 

numerical data and statistical proof. The relationship between the hypothesis and the 

quality of the data available is taken into consideration. Articles that rely on sound logical 

reasoning instead of hard data is only included as background material. All major sources 

are either scientifically reviewed and published or from government agencies such as the 

National Bureau of Economic Research. Emphasis is placed on articles that have a lot of 

citations in subsequent papers on the subject. 

 

ii. Representative: It is evident that many researchers have an inclination either for or against 

derivatives and complex financial products. Emphasis has been placed on including any and 

all relevant source regardless of its position for or against the CDS, the Rating bureaus or 

the regulatory authorities, in order to minimize the chance of a scientific bias to either side. 

 

iii. Both academic and official: To add perspective to the outside-in view of most academics a 

section of the thesis is based on the Financial Crisis Inquiry Commission (FCIC) which was 

conducted on behalf of the United States Government. Through its 19 days of hearings, 

many key parties of the crisis were called to testify under oath in order to examine their 

roles in the buildup and bursting of the credit bubble. These parties include academia, 
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government officials and key personnel of the financial sector. These hearings provide 

evidence of a different kind than what is otherwise publicly available. 

 

iv. Recent: Even though the financial crisis is still fresh in the memory, some theories on the 

causes of the problems continue to evolve, along with new data being received. I have put 

effort into making sure that the most current and updated studies are used to avoid 

leaving out valuable data. 

4. Structure 
   

This thesis is split in 11 sections. Section 5 serves as an introduction to the Credit Default Swap, 

including its main features, its historic background and the market development in the years 

leading up to the crisis. Section 6 provides a brief overview of the generally accepted ways in 

which the CDS provides value to the financial sector. Section 7 presents and examines the main 

points of critique against the Credit Default Swap in the context of the US mortgage market and 

the financial sector from the early 2000’s and until the 2008 recession. Section 8 analyzes the role 

of the Credit Rating Bureaus with regards to the CDS, as they had a huge impact on the use of the 

derivative in the mortgage market.  Section 9 deals with the regulatory authorities, who as 

gatekeepers of the Rating Bureaus also had a big influence on the buildup of the credit bubble. 

Finally section 10 sums up the findings and provides concluding remarks. 

 

5. Credit Default Swaps – Characteristics and uses 
 

This section aims to provide an overview of what Credit Default Swaps are, including the typical 

contractual features and cash flows over the life time of a CDS. Also a presentation of the size of 

the market both now and over time is provided along with an overview of the main agents dealing 

with and holding CDS in their portfolios. Finally two fundamentally different ways of holding CDS 

contracts – hedging and naked - are defined. 

5.1 General features 

A Credit default swap (CDS) is a fairly simple derivate designed to provide insurance against the 

default on a bond payment. It is a contract where the seller of the contract is to uphold the 

payments of a fixed income security, should the issuing entity of the underlying bond fail to do so. 

It was originally invented in 1997 in order to minimize risk on the balance sheets of large financial 

institutions (Tett:2006). This very important feature is something that the CDS shares with many 

other derivatives such as put/call options, futures/forwards and interest rate swaps.  
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Like ordinary insurance policies, a CDS contract is paid for in a series of payments. The size of 

these is known as the spread. The spread is a direct measure of the riskiness of default. If for 

instance a 5 year CDS on a $10 million bond comes with a spread of 100 basis points, this means 

that the protection buyer will pay the issuer $100,000 each year as long as there is no credit event. 

The typical contracts have basis points ranging from 25 to 1000 basis points. In the US, 100 and 

500 basis points are the standard. If the indicated spread is different from the spread in the 

contract, the buyer or seller will compensate the other party at initiation of the contract to reflect 

this. In this way a Credit Default Swap shares some similarity to a regular fixed-rate bond when it 

comes to pricing.  

For the seller of the CDS contract this situation replicates a leveraged long position in the 

underlying bond: the safer the bond, the higher the difference between the premium payments 

and the compensation to be paid out following a credit event. 

On the other hand the buyer of CDS protection is taking a short position on the bond, in which 

they are only to gain on the contract if a credit event does happen. 

Should the bond payments experience a credit event, the issuer of the CDS assumes responsibility 

of the remaining payments in one of several ways:  

In a onetime payment, the protection seller either buys back the bond for its par value, or 

compensates the protection buyer with the difference between par value and the real value of the 

asset. These are known as physical and cash settlements respectively. Any one of these two events 

terminates the contract following settlement. 

Figure 5. 1 

 

 

In a default event, the bond issuer might default on the entirety of the remaining bond payments. 

However in the cases where the payments from the bond are only partially defaulted upon, the 

bond will still provide recurring payments that represent some fraction of the nominal coupon.  

In this scenario of a recurring payment where the bond payments are only partially defaulted on, 

the protection seller compensates the buyer with the difference between the amount owed each 

payment, and the amount actually paid.  
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Types of CDS and their market share (Depository Trust & Clearing Corporation:2011) 

Single-name – The most simple CDS written on a single such as a corporation or a sovereign 

nation. Allows investors to gain or limit exposure against one particular entity. 

Index – A CDS that references an index of entities, for instance high-yield tech companies 

in, say, the U.S. These indice allows investors to gain or limit exposure against a broad 

category of bond investments. 

Tranche – A CDS that is written on a debt obligation in which a number of underlying bonds 

are pooled together, and then sold off to investors in slices (or tranches) based on 

seniority. In this way multiple entities that may individually experience credit events are 

covered by a single CDS. 

 

57% 
35% 

8% 

Distribution of CDS types, 2011, 
notional amount 

Single-Name

Index

Tranche

This is relevant in the case where the CDS does not cover a bond with only one debtor (single 

name CDS), but rather a large number of debtors of whom some percentage have defaulted 

(“indice” or “tranche” CDS). The collateralized debt obligation - which will be one of the main 

focus points of this thesis – is an example of how payments on a bond are funded by an underlying 

pool of bonds. In this case the CDS protection on a CDO is known as a “basket CDS” where partial 

defaults are much more common than complete defaults. 

 

 

 

 

Figure 5. 2 
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5.2 Counterparty risk and collateral 

Like other derivatives the value for the buyers of the credit default swap contract is entirely 

dependent on the counterparts’ ability to meet the obligation to pay, should the entity covered by 

the CDS go into default. To this end almost every CDS contract involves collateralization posted 

either to a centralized dealer, or directly between the parties through a bilateral agreement 

(Arora:2011:283) 

The collateralization through a CDS dealer involves the dealer requiring the parties to post an 

initial up-front margin, which is then followed by a daily call for extra collateral if the value of the 

contract changes. Typically if the CDS is written as a standard contract on a large corporation or 

institution, the liquidity of the CDS insures that market prices are readily observable. Based on the 

spread changes the party which is out-of-the-money is required to post extra collateral. 

In many cases CDS contracts that are either smaller issue or custom-tailored to specific assets lack 

the liquidity to provide a readily observable spread. This is typically the case when it comes to 

assets like mortgage-backed securities. In these cases rating agencies are relied upon to assess 

changes in the underlying risk of default. This practice has been criticized for a number of reasons 

due to incentive problems and problems in rating complex securities. This will be further discussed 

in section 8 on the role of rating agencies. 

When parties make a direct bilateral agreement without a broker the general idea behind 

collateral remains the same. However the amount of collateral posted and the types of collateral 

accepted can vary somewhat unlike in the dealer-brokered contracts. This reflects the fact the two 

parties adjust the terms according to the reputation and perceived creditworthiness of the 

counterpart. If the two agents for instance have a lot of active derivative exposure towards each 

other, only the net exposure is taken into account in order to determine collateral posting. 

5.3 Overview of the market 

5.3.1 Size of the market 

It is difficult to estimate the size of the CDS market for at least three reasons:  

First off, much of the initiation and trading of CDS is done over-the-counter directly between two 

entities. This means that not all CDS contracts are available on record. Although the use of central 

clearinghouses has increased over time the market is still quite opaque. (IOSCO:2012:1) This fact 

means that the total market size based on available data on CDS contracts will be an estimate with 

a high degree of uncertainty.  
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Graph 5. 1  

(IOSCO:2012:5) 

  

 

 

 

Graph 5. 1represents The International Organization of Securities Commisions’ (IOSCO) estimate 

of the notional value of the global CDS market based on data from the Bank of International 

Settlements and the Depository Trust & Clearing Corporation. All amounts are in billions of dollars, 

indicating a high of $60 trillion in late 2007. It is interesting to notice that the CDS market grew 

more than 500% in just three years from December 04 to December 07 in terms of notional value. 

Since then the market has decreased in size but leveled out, thus still as of 2011 remaining above 

the 2006-levels, indicating that the popularity of the CDS remains high. 

Secondly, it is not at all uncommon for dealers in CDS to act as both buyers and sellers of 

protection on the same bonds at the same time. Say a company has a notional exposure of $50 

million towards a series of bonds, but at the same time has bought protection for $30 million 

towards the default of those same bonds. In this case a notional $80 million of contracts results in 

a net exposure of just $20 million should a credit event unfold. This means that the total notional 

value of contracts will be far greater than the net notional value of the market, and therefore 

overestimate the impact credit events would have on the economy. 

Furthermore the notional value of a contract only takes into account how much money is to 

change hands should a credit event occur, but not the likelihood of said event. At a time where the 

default probability on an underlying bond is less than 1, the market value of the CDS contract will 

be less than notional value. In the case of a AAA-rated bond, the market value of the contract 
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should approach zero. This need for risk-adjustment makes sense to the extent that one uses the 

size of the CDS market to measure the likely effect on economic stability posed by CDS contracts.  

 

 

   

Graph 5. 2  

(IOSCO:2012:5) 

Graph 5. 2 above represents the estimates of the notional size of the market (netted out for actual 

exposure) and total market value which adjusts for default probabilities. 

An observation to be made from these graphs is that a lot of CDS trading is done by dealers who 

have hedged most of their exposure, as the net exposure on average is only around one tenth of 

the notional value of the market. In fact 60% of all CDS trading is done exclusively between dealers 

that regularly post buy and sell quotes (IOSCO:2012:6) 

As can be observed the netted notional exposure varies less than net gross size of market (only 

25% difference between min and max) and is in the range of 5 to 10 percent of gross notional 

value. According to the IOSCO the biggest reason for the reduction in notional market size since its 

peak is the standardization of contracts leading to fewer transactions between dealers as more 

and more “redundant” CDS contracts with no real hedging purpose are eliminated. 

Gross market value follows the gross notional value in the sense that correlation is high, although 

the percentage of market value versus notional value fluctuates greatly. This is logical as the 

overall changes in default probabilities dictate the potential “value” of the market in real terms. 

The peak in 2008 in default probabilities resulted in a gross market value of all CDS contracts of $5 

trillion. This figure translates as roughly one third of the US GDP at the time.   
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All in all these figures indicate that the actual net notional size of the CDS market and hence its 

popularity has not decreased since 2008. 

However there seems to have been a shift from CDS on private debt towards sovereign debt since 

the height of the debt crisis in 2008, as the share of sovereign CDS has increased from 15% of total 

in 2008 to 25% in 2011 (IOSCO:2012:8). This makes sense as many governments around the world 

have explicitly assumed the responsibilities of its largest financial institutions, thus increasing their 

own likelihood of default. At the same time as these banks have been saved from distress and 

granted an official too-big-to-fail label, the incentive to purchase CDS on their debt has been 

drastically reduced. 

5.3.2 How they trade 

CDS contracts were initially invented by large financial institutions as a means to redistribute risk 

between them. In many cases the contracts have been modified for specific use, and agreed upon 

directly between the two parties involved. As the contracts are freely tradable after initiation, 

counterparty risk can change from one day to next as the owner of the contract changes. This 

leaves the market somewhat opaque and difficult to monitor.  

Over time the International Swap & Derivative Association (ISDA) has issued standardized rules 

regarding CDS that have resulted in fewer and simpler contract types. It is entirely optional for the 

industry to follow these guidelines, however most CDS contracts issued today adhere to these 

general rules set forth by the ISDA. This has had the positive effect of fewer redundant contracts, 

and more centralized clearinghouses being established. This in turn has led to the creation of 

financial services like Markit and iTraxx that function as central trading platforms for CDS. These 

services also offer various indices for CDS across different industries where liquidity is high enough 

to warrant continuously updated indices. 

The CDS market is characterized by a relatively low trade frequency but high average trade value 

compared to bond markets. The end-users are mainly institutional investors and other non-dealer 

financial institutions. The dealer side is represented mainly by the G14 banks that control over 

90% of the notional amount of outstanding CDS contracts (IOSCO:2012:18).1 

The Credit default swap as a tool is generally only relevant for larger financial institutions as a 

means to manage their debt portfolio. This is because the typical notional amount of debt covered 

by a CDS is at least $5-10 million. As such CDS contracts do not have a very broad audience, unlike 

equities for instance.  

                                                      

1
 The G14 banks as of 2011 include: Bank of America, Barclays, BNP Paribas, Citibank, Citizens State, Deutsche Bank, 

Goldman Sachs, HSBC, J.P. Morgan, Morgan Stanley, Royal Bank of Scotland, Société Générale, UBS and Wells Fargo 
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Because of the relative low trading volume and the highly professional nature of the parties 

involved in the CDS business, the push towards regulation and standardization has been 

somewhat less pronounced than other derivatives.  

5.4 Hedging and naked CDS 

Generally there are two ways of holding Credit default swaps – hedging or naked; 

In case the buyer of protection is hedging risk in his portfolio, the end result resembles insurance 

of other assets such as houses – the risk associated with an asset is transferred from the owner of 

the asset to an insurance company. The price paid for this service is the spread which in turn is 

derived from the perceived probability of default on the security.  

As the coupons from the security and the payments on the CDS covering that very same security 

are simultaneous the overall yield on the investment falls, reflecting the lower risk now associated 

with the bond. In theory the closer the protection issuer is to being default-free the closer the 

combined yield on a CDS contract and the equivalent underlying bond should approach the risk-

free rate. 

Unlike a house which can only be insured once and only by the owner of that house, several CDS 

contracts can be initiated for each individual security, and the protection buyer does not have to 

own the security in question. In this case of a naked contract, the CDS allows the participants to 

take a short position in the market not owning the actual securities. 

In technical terms, if the portfolio of an investor is negatively correlated to the default probability 

of an entity covered by a CDS, then the purchase of that CDS contract serves to hedge the risk of 

the investor’s portfolio. It does not matter if this correlation comes through equity ownership, 

bond ownership, debt ownership or other types of affiliations; If the value of the assets owned fall, 

the value of the CDS increases, and vice versa.  

On the other hand if the investor has no or minimal exposure towards a given entity or index 

covered by a CDS, then the purchase of said CDS will be considered naked. In this scenario the 

investor is taking a position in the market, where the counterpart is taking the exact opposite 

position. This is a zero-sum game with two players. 

This is one of the features of CDS-trading that has received a lot of criticism and blame in relation 

to the financial crisis. For instance the European Union in 2011 banned traders from buying CDS on 

sovereign debt unless the traders themselves hold at least an equivalent amount of the sovereign 

debt in question in their portfolio. The reasoning behind this regulation is exactly the same as 

when it comes to banning the short selling of stock in the financial markets: To avoid market 

manipulation and aggravated price declines in distressed markets (Barker:2011). 

This criticism will be covered in section 7.3 on transparency and manipulation. 
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In the end the contract is a zero-sum game where risk is transferred between buyer and seller, 

much like a lottery ticket. Therefore the value of the contract at initiation is zero. However just like 

other derivatives contracts the value changes over time if the fundamentals of the underlying 

assets change. This leads to the next and very important issue on counterparty risk associated with 

CDS-trading. 

5.5 Summary 

The Credit Default Swap as a derivative can be considered a type of insurance on either the debt 

of single entities, an index of securities or on a tranche consisting of an underlying pool of 

securities. The derivative is relatively new, and has only in the mid 2000’s seen extensive use.  

Because the CDS trading is heavily concentrated around the biggest financial institutions in the 

world and happens in low liquidity and large denominations, the market is largely exempt from 

official regulation. Although this leads to a market that for the most part trades over-the-counter, 

standardization around some common guidelines has become commonplace nevertheless. 

The opacity of the market, especially during the years before 2008, means that the amount of data 

readily available is limited. Estimating the size of the market is not easy, estimating the real value 

of the contracts and the real exposures of the participants is even harder.   

One important feature of the CDS contract is that it may be used both to hedge or gain exposure. 

In this way even though the derivative resembles insurance, it can be used to greatly increase 

exposure and risk towards a given entity or market.     

 

6 Social benefits of Credit default swaps 
As all sections following this one deal exclusively with the perils and negative impacts of the Credit 

Default Swap, this section seeks to outline the generally accepted benefits of the CDS to the 

financial sector and thus the real economy. The idea is to provide a brief reference overview of 

what kind of economic value that the CDS adds to the market participants. For this reason I 

present only generalized views that academics largely agree on. 

As a tool the CDS has received praise from several sides, but in general it has lived a life in 

obscurity with little public attention being drawn to it. This likely has to do with the few number of 

people who actually come in contact with it, due to its nature of trading in low volumes, large 

denominations, and relatively low liquidity. The market is often not mediated by an “open trading 

platform” but rather between large institutional investors with no or few intermediaries.  

For economists there are three standard arguments for why CDS assists in improving markets and 

thereby adding value (Stulz:2009:3) CDS primarily serves as means of redistributing risk to the 

parties most able to bear it (analogous to insurance companies). Furthermore they improve the 
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efficiency of the market by allocating capital more effectively. Finally credit default swaps increase 

liquidity in the markets which in turn improves price discovery by uncovering credit risk of assets. 

6.1 Risk redistribution 

In the case of a traditional creditor lending money, the entity issuing the loan is also the one taking 

the risk on its books. Stulz identifies a problem that theoretically arises from this arrangement and 

an explanation on how risk redistribution through CDS might alleviate this, adding benefits to the 

real economy (Stulz:2009:7) : 

Issuance of loans in a given sector or with a given large client requires two main competences: 

ability to bear risk and ability to perform due diligence. An increase in either one of these areas 

improves the ability of the financial system to allocate resources and thereby facilitates real social 

benefits. 

The problem is that these two competences often times have an inverse relationship, the party 

best able to assess and issue the loans typically has a limit to how much risk it can take on before 

its portfolio loses diversification. Other financial institutions might have the better ability to bear 

the exposure of a client or sector, but inherently lacks the specialization to issue funding on the 

right terms on a large scale. 

 A large company might see it fit to work closely together with a single bank, but that bank 

might need to cap its financial involvement at one point in order to limit exposure to that 

single company to a manageable level. Through a CDS the bank could hedge some part of 

this risk and thereby at least partially negating this barrier. 

 

 A bank with a large involvement in one sector, i.e. the housing market, might be able to 

hedge some of the risk associated through a CDS, which in turn allows it to continuing its 

specialization in this specific area. If other creditors are more able to bear this financial risk 

– they should be paid to do so. 

The traditional way of overcoming the problem of exposure towards one company is 

diversification through syndicating the deal with other banks. However this introduces costs of its 

own and limits the upside of the deal by sharing potential profits with other parties. In this case 

CDS works like obtaining debt instead of issuing stock: it is paid for at a fixed cost, without sharing 

the potential upside should the deal go well. 

Since risk redistribution was the main reason for the introduction of the credit default swap it 

seems obvious that CDS’s enrich the market by allowing risk to be redistributed towards the 

companies best equipped to bear it much like other insurance. 
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6.2 More efficient capital allocation 

As a result of the benefits just mentioned, banks and other financial institutions are able to 

increase their lending and involvement in successful business enterprises by providing a tool to 

circumvent overexposure towards a given company or a given sector of the economy. The risk can 

be transferred to those more able to bear it such as pension funds and insurance companies. This 

lowers the cost of capital and in turn improves the allocation of capital (Partnoy:2006:1024).  

6.3 Price discovery 

Credit default swaps are derivatives. This means that through CDS it is possible to take positions in 

the market without actually dealing in the equities or bonds in question directly. Buying CDS 

resembles short selling. A downturn in a market or for a specific company or entity leads to a 

higher price of the CDS-contract. This is an especially attractive feature in markets where liquidity 

limits the effectiveness of the price mechanism, or where traditional short-selling is next to 

impossible (Diamond:1987:303). 

Short selling in general is a sensitive issue when it comes to politics, however economists in 

general agree that short selling is essential to asset price discovery 

(Chang:2007:2119)(Boehmer:2013:33). In turn the accurate pricing of risk improves the viability of 

trading this risk, either through directly trading the bonds or by using CDS. 

Since credit default swaps are a derivative this also improves liquidity in two ways; CDS can be 

traded at relatively little cost since no real asset changes hands in the process. Also, creditors in a 

company can own a wide array of different long- and short-term debt, but still diversify their risk 

by buying one simple 5-year CDS contract, as it hedges against default in general. Improved 

liquidity means more trading and in turn also improves price discovery. 

As it is evident that price discovery and market effectiveness are important to the financial 

markets, it is clear that CDS on this account contributes to the real economy by improving 

information. 

7 Credit Default Swaps and the debt crisis 
The previous sections have provided an overview of what Credit Default Swaps are and of their 

beneficial characteristics that have led to their widespread use and praise. It is however in 

connection with the debt crisis of 2007/8 and up until today that much negative attention has 

turned to the derivative. 

Points of critique are numerous and have led many to suggest limiting the use of Credit Default 

Swaps through restricting, taxing or even outlawing their use. This criticism stems from journalists 

over politicians to economists as well.  
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So far the introduction has pointed to the general features of CDS. When it comes to the criticism 

most of it is intimately linked to the debt crisis and the housing market of the US in particular. The 

number of articles on the negative consequences of derivatives in general and credit default swaps 

in particular has increased dramatically since 2008. To sum up the critics, 3 different adverse 

impacts on the financial industry and general economy are presented here. They will each be 

covered in detail.  

 

1) Fueling the credit bubble and causing systemic risk: 

The Credit default swap was one of the tools that facilitated the lending bubble of the mid 

2000’s. This created an exposure for the largest financial institutions measuring up to 

trillions of dollars (nominal) in the US alone. This development contributed greatly to the 

increase in systemic risk in the debt markets that ultimately led to panic and necessitated 

large government bailouts in order to prevent widespread contagion in the financial 

markets. Credit Default Swaps in particular were primarily to blame for this development 

through their use in creating Synthetic Collateralized Debt Obligations (Arentsen:2012:26). 

 

2) Perverting incentives and creating moral hazard: 

Credit Default Swaps along with other derivatives are believed to be inherently 

destabilizing the economy by promoting reckless behavior and perverting incentives. A 

large portion of the immense credit extension that was experienced during the mid-2000’s 

was made possible by misaligned incentives and general underestimation of the risk 

involved with the credit markets. Derivatives such as the CDS bear a large part of the blame 

for this. 

 

3) Lacking transparency, regulation and oversight: 

Transparency in the market for Credit Default Swaps is low due to its over-the-counter 

nature of trading. The absence of regulation increases the likelihood of market 

manipulation, creating unnecessary uncertainty. Naked credit default swaps represent one 

such way of gambling in the markets that can ultimately lead to manipulation and financial 

instability.  

Section 7.1 will examine both how overall lending and especially how counterparty risk increased 

through use of the CDS. In particular the role of the Collateralized Debt Obligation will be 

analyzed. 

Section 7.2 studies in which ways the CDS can be used to pervert incentives and create moral 

hazard that destabilizes markets further. The asymmetric information issue in connection with the 

American housing market is also discussed. It should be noted that both points of critique in 

section 7.1 and 7.2 are interlinked. 
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Section 7.3 provides an overview of the over-the-counter nature of trading. 

Following the analysis of the three main points of CDS critique, section 7.4 deals with the direct 

role played by the CDS in the failure of some of the largest US financial institutions in 2008/2009. 

The source of this data relies mainly on the findings of the Financial Crisis Inquiry Commission, as 

quantifiable data on this issue is hard to come by. The section serves as suggestive evidence on 

the scale of the CDS impact and to provide perspective to the other sections. 

7.1 Fueling the bubble: How Credit Default Swaps increased market risk 

7.1.1 Increase in systemic risk 

As previously stated, it can be argued that one of the major positive effects of the Credit Default 

Swap is its ability to reduce financial risk by allowing agents with unacceptable exposures towards 

other entities to effectively hedge the risk by buying protection from those more able to bear it. 

This reduces the chances of defaults in the market as risk management is made easier. 

Critics however have argued for some time that credit derivatives can have the exact opposite 

effect by increasing systemic risk though their use. Partnoy and Skeel, Jr (Partnoy:2006:1032) in a 

2006 paper point to the enormous size of the CDS market to be a source of systemic risk in itself. 

The reasoning is that because CDS can be used to make bets and take highly leveraged positions in 

the market, this allows market participants to take on exposure many times larger than the debt 

positions that are actually covered through the CDS contracts. They identify hedge fund investors 

as a major source of this behavior in purchasing and selling naked CDS contracts. In a crisis 

situation where one or more companies default, this could trigger a cash liquidity crisis in the 

market as a large amount of positions will have to be unwound in a short timeframe. In this 

manner CDS can contribute to contagion in the financial markets, which may ultimately result in a 

frozen interbank credit market and mass-panic. 

The previous section on market size showed that the CDS market grew exponentially in the years 

leading up to the crisis, a fact that supports the line of reasoning presented by Partnoy & Skeel, Jr.  

To examine whether this increase in systemic risk caused the crisis, additional insight is provided 

by the Financial Crisis Inquiry Commission in section 7.4   

7.1.2 Increase in counterparty risk 

Mirochnik (Mirochnik:2010:13)in his 2010 paper outlined how naked CDS issuance fueled massive 

exposures of the agents involved – the counterparty risk issue. The importance of this is tied to the 

CDS “daisy chains” that were covered in the overview of the market section; It is very normal for 

companies that deal in CDS to be both at the buying and selling end of CDS coverage at the same 

time.  

Company A might buy CDS coverage from Company B, who then buys protection from C, who in 

the end buys protection from D. In this scenario company A ultimately relies on the ability of 
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company D to cover its obligations should a default occur. This opacity of the markets makes 

company A unable to reliably do their own background check on the solvency of their ultimate 

counterpart, as this entity might not be identifiable at the time of CDS purchase. Alternatively the 

end seller might be known but can change as company D might buy protection from company E 

later on. In the cases where the ultimate counterparty is unable to fulfill the contract in the event 

of default, CDS contracts are next to worthless. 

Figure 7. 1 

 

To mitigate this risk, the effectiveness of the collateral system is very important. In theory, if the 

assessment of risk of default is correct at all times, the amount of collateral can change on a daily 

basis reflecting the change in perceived default risk. At any one time, if a link in the chain is unable 

to post additional collateral, the positions can be easily unwound as the vast majority of losses 

incurred will be covered by the previous collateral.  

However if the riskiness of the underlying bonds are underestimated and an unanticipated 

powerful shock to the economy sets in, for instance the collapse of Lehman Brothers, the posted 

amounts of collateral might be insufficient to avoid a chain of defaults. In this case a large amount 

of outstanding credit default swaps can act as a destabilizing factor in an already troubled market. 

Mirochnik presents Table 7. 1 to illustrate the amount of collateral posted on the notional amount 

of outstanding CDS contracts in the years from 2001 until 2009. These numbers are based on a 

series of anonymous surveys, as the majority of the CDS market is traded over-the-counter with no 

official publicly available recording of the amount of collateral posted. It is remarkable how much 

the percentage of collateral fell from 2001 to 2007, from 47.56 % to just 3.42 %. 

Table 7. 1 
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It should of course be noted that the amount of collateral cannot be directly compared over time 

without some considerations given to the changes in circumstances. The amount of collateral as a 

percentage of notional CDS amount is by design directly connected to the perceived risk of default 

in the underlying entity. In 2001 the US economy was in a recession as the dot.com bubble burst 

causing a chain of defaults in the IT-technology sector. At the same time one would expect a large 

portion of the CDS contracts to be concentrated on the stocks that were involved with the IT-

sector and therefore experiencing an increased likelihood of default. This partly explains the very 

high collateral rates at the start of the series. 

Graph 7. 1  

The %-change of real GDP of the US from 2000 to 2010.  

 

(FRED, St. Louis Federal reserve:2014) 

After 2002 growth returned causing default rates to decrease. There was no doubt a lot of 

optimism in the markets in the years from 2004 to 2007, however according to Mirochnik it seems 

as if the 2007 survey of collateral postings amounting to just 3.42% were very low indeed. The 

capital reserves kept to cover for potential future losses in CDS contracts were thus extremely 
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limited, especially considering how the economy would plunge into a deep recession just a year 

later. 

His point with the whole collateral debate is that the markets were underestimating the risk of 

default, and that this in combination with the exponential growth of the CDS markets destabilized 

the entire financial system.  “If the ultimate seller of protection had written a substantial number 

of contracts, the counterparty risk can easily transform into systemic risk.” (Mirochnik:2010:6) 

7.1.3 The Synthetic Collateralized Debt Obligations 

When examining how the CDS-contracts contributed to the increased riskiness of the markets – 

whether through increased systemic risk or increased counterparty risk it is imperative to take a 

look at the Collateralized Debt Obligation. These financial innovations were at the heart of the 

credit bubble in the American housing market. 

As previously mentioned CDS contracts can be seen as a way of decreasing risk by hedging 

exposures, but they can also greatly enhance risk via other uses.  

The most important way the naked CDS functioned like this, was in their use of creating synthetic 

collateralized debt obligations. Indeed according to sources of the Arentsen et. Al paper synthetic 

CDO’s covered 90-95% of all CDS (Arentsen:2012:9) written on mortgage backed securities in the 

period from 2003-2007. 

This tool allowed investors to take huge exposures towards the development of the residential 

mortgage backed securities market. According to estimates the size of the markets exposure 

towards synthetic CDO‘s eclipsed the entire real-asset-backed CDO market (Cordell:2011:26). This 

in combination with the high-leverage-capabilities of the product makes it an important study in 

relation to the crisis. 

Because these derivatives are very complex, a separate introduction is needed for the 

collateralized debt obligation (CDO), then the synthetic CDO and finally the partially funded (or 

leveraged) synthetic CDO.  

7.1.3.1 The makeup of a Collateralized Debt Obligation 

A Collateralized Debt Obligation is series of bonds that receive payment streams from a pool of 

debt obligations. The CDO is split into tranches of different seniority that receive payments in a 

waterfall-like structure, with the most senior tranches receiving payments first. This means that 

potential defaults in part of the asset pool will result in losses for the junior tranches first, 

spreading upwards as credit events increase. See Figure 7. 2. A CDO is by definition based on a 

pool of debt obligations that can vary in composition. They can include residential mortgages, 

commercial mortgages, auto loans, credit card loans, student loans, commercial paper etc. 
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Figure 7. 2 

 

A CDO is legally managed by a separate legal entity known as a Special Purpose Vehicle (SPV). The 

originating bank sells the pool of loans to the SPV, and receives in return the proceeds from the 

sale of the CDO tranches. The originating bank generally only retains the “equity” tranche. The 

benefit with this setup was that up through the late 1990’s and 2000’s the reserve capital 

requirement in this case was decreased to 4% as opposed to 8% had the loans been held directly 

in the banks portfolio (Goodman:2002:63). 

7.1.3.2 The Synthetic Collateralized Debt Obligation 

The difference between a synthetic CDO and a real CDO is the absence of the actual CDO asset 

pool. No traditional CDO assets (mortgage bonds, auto loans etc.) are actually funded in the 

process. Instead the CDO managers SELL a Credit Default Swap, referenced to a real life CDO, to 

the bank originating the CDO. At the same time, an amount equal to the reference CDO bonds will 
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be invested into cash-equivalent risk-free bonds. The combined payment streams from the Credit 

Default Swap (which represents the pure risk element of the CDO debt pool) and the risk-free 

bonds (representing the overall interest rate) will then exactly mimic that of the reference CDO in 

question. This is called a fully funded synthetic CDO, and it is important to remember that with 

this setup, the originating bank is acting as a short investor, as opposed to the cash-CDO in which 

the originator was a long investor. 

 

 Figure 7. 3 

 

As long as the reference CDO performs, the cash flows from the CDS are positive. When defaults 

occur in the reference CDO, the synthetic CDO will have to pay out on the Credit Default Swap it 

has issued. This negative cash flow is funded by selling off the risk-free assets. This in turn reduces 

the monthly payments the synthetic CDO produces, causing losses to the investors. Losses are 

distributed by tranche seniority just like in the real CDO. In the worst case scenario of a total 

default, all the assets of the CDO will be transferred to the CDS-buyer and the investors will have 

lost 100% of their committed funds. 

If the originating bank holds the real CDO that is referenced by the synthetic CDO, the synthetic 

CDO acts as a hedge as the bank is effectively both long and short in the same pool of loans. For 
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this reason the capital requirements on the synthetic CDO was even lower than the real CDO – 

typically around 1-3% (Goodman:2002:66).  

7.1.3.3 The partially funded Collateralized Debt Obligation 

The synthetic CDO described in the previous section, that exactly mimicked the cash flows of the 

reference CDO is known as a fully funded CDO. In a partially funded – or leveraged – synthetic 

CDO, the SPV only extends notes for the bottom tranches, leaving the super senior part unfunded. 

The super senior notes typically account for 80-90% of the entire CDO, so this is by far the majority 

of the referenced CDO. Instead the bottom tranches are funded and sold to investors, with only a 

tiny portion covered by the equity stake.  

The super senior part (80-90%) is hedged by the issuer by buying CDS protection separately for this 

part from a third party. This third party makes no upfront investment, but only receives small 

periodic CDS payments in return for covering losses in the apparently safe super-senior tranches. 

The bottom 10-20% of the CDS – the funded part – extends credit protection to the issuing bank 

just as per usual with a fully funded CDO. 

The leverage provided by the partially funded CDO provided the market participants with a new 

set of opportunities that increased their popularity beyond that of the fully funded CDO. To 

illustrate these opportunities, we use the example of the Abacus 2004-1 partially funded 

collateralized debt obligation originated by Goldman Sachs. This example is featured in the 

Financial Crisis Inquiry Commissions 2011 report on the causes of the financial crisis 

(FCIC:2011:143): 

This CDO was the first major synthetic CDO that Goldman sponsored, worth a nominal $2 billion of 

reference CDO coverage. This case study shows the parties involved, their incentives to join, and 

the implications for the finance markets. 

Figure 7. 4 
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The deal involves the following parties: 

In blue: The short investors. In this case Goldman Sachs alone. The originating bank and the 

Special Purpose Vehicle (SPV) are legally separated for several reasons, but the SPV is wholly 

owned by Goldman Sachs. 

The SPV is a separate company, set up with the exclusive purpose of creating a Collateralized Debt 

Obligation and managing its sale of bonds, collateral, and its cash flows. There are two main 

reasons why the SPV is a separate company, and not a part of the originating bank: 

- Because the Special Purpose Vehicle operates off balance sheet, the collateral 

requirements are different (lower) than normal as previously mentioned. Where regular 

bank operations require a capital reserve (either cash or cash equivalents) of 8%, this 

requirement can be lowered to as little as 1%. This makes it relatively easy to sponsor new 

CDO-deals. 

- Because the synthetic deals represent a short position on a “real” CDO Goldman can use 

this to either hedge their existing exposures or assume a significant short position. As 

Goldman in this case owns the reference collateral, they are in fact shorting their own deal.  

- A Special Purpose Vehicle enjoys fewer disclosure requirements to the public. This makes it 

less obvious to what extent the issuer is long or short on certain assets or CDO’s 

(Goodman:2002:67). 
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In green: The long side includes two groups; the funded and the unfunded investors. The funded 

investors put up an amount of collateral and in return receive the mezzanine and junior tranches. 

In the Abacus example, the funded investors are: IKB (a German bank), the TCW group and 

Wachovia. Their funding amount was $ 195 million, or just shy of 10% of the $2 billion notional 

amount covered. 

- For funded investors the synthetic CDO provided an option to gain long exposure towards 

the subprime market. As the market began to “run out” of qualified subprime borrowers 

this option became increasingly valuable (see table 7.2). 

As the unfunded investors, TCW and GSC Partners (Goldman Sachs) received premiums on the 

senior rated tranches without providing funding. Instead they would offer a promise to pay off the 

short investor if defaults should increase to an amount above the $195 million of posted collateral 

(This is called a super senior credit default swap). This leaves them with a very high chance of 

making a small profit on no initial investment, but also with a minute chance of incurring very 

large losses. 

- For the unfunded investors the apparent risk-free exposure that provided a positive yield 

against a small chance of losses was appealing in a “reach for yield” environment in which 

interest rates were low. 

By deal initiation Goldman was on both the short ($2 billion) and long ($1.8 billion) side of the 

deal. The year after in 2005, Goldmans long position was sold off to insurance giant subsidiary AIG 

Financial products. By April 2010 Goldman had received $930 million in CDS protection, 87% of it 

coming from AIG (FCIC:2011:172). 

This example of a CDO is very important to remember as it is a textbook example of what the 

credit bubble looked like in practice, but it is also worth noticing that very large and important 

financial institutions (Goldman Sachs in this case) were enabled to make short investments against 

mortgages that they themselves originated. The implications of these actions will be covered in 

the next main section (7.2) on moral hazard issues caused by the CDS. 

7.1.4 Criticism of Synthetic CDO’s 

Synthetic CDO’s have not surprisingly received a lot of criticism during and especially after the 

crisis of 2008. It is commonplace to point to this financial product as one of the worst examples of 

financial engineering designed to maximize returns by increasing leverage. Critics argue, that as no 

investments in the real economy is made this is to be considered a large scale casino bet, which 

ultimately resulted in the losers being bailed out, and the winners receiving their lottery price paid 

for by tax payers bail-out money. As the previous example showed, banks like Goldman Sachs 

could make millions, if not billions of dollars on betting against AAA-rated securities that 

ultimately defaulted en masse.  
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This raises some serious issues: 

- Do synthetic CDO’s add value to the market that justifies their existence? 

- Or are they the result of regulatory-, ratings- or other arbitrage scenarios? 

Proponents of credit derivatives generally point to three advantages of credit derivatives that 

improve financial markets and therefore the real economy. Better risk management through risk 

dispersion, better price formation and a lower transaction costs than dealing in the underlying 

securities directly. 

7.1.4.1 Risk  management 

Synthetic CDO’s theoretically have the ability to reduce risk in the market, by allowing agents to 

custom-tailor their desired risk profile. It seems unlikely though that the short side investors 

entered into synthetic CDO deals just to hedge their own risk, for this purpose they could simply 

have bought credit default swap protection on either their own loan portfolios or on the market 

indices of subprime CDS. It seems more likely that these synthetic deals were initiated as what is 

referred to as arbitrage deals in which expected yields on investment can be pushed much higher 

due to lower capital requirements. Also synthetic CDO’s have the advantage for the originator that 

they allow them to receive underwriting fees amounting to between 0.50% and 1.50% of the CDO 

deal total. 

In this way the synthetic CDO market can be seen as an extension of the US CDO market. As 

subprime home-ownership increased dramatically in the years up until 2004, demand slowed 

dramatically in 2005 and 2006, as the market began to run out of subprime-borrowers. This in turn 

forced lenders to make riskier loans that resulted in an increasing loan delinquency rate from 2007 

and onwards (Mason:2007:76). 

Graph 7. 2 



34 
 

 

Table 7. 2 shows how the ratio of synthetic CDO’s to cash CDO’s changed over time. From the turn 

of the millennium and up until mid-2005, the issuance of CDO was increasing at a steady pace, but 

with a fairly low share of synthetic deals, making up on average 5 to 10 percent of total issuance.  

After this point the share increased to almost half of total new CDO origination. This supports the 

view that subprime lending became increasingly difficult and unprofitable, prompting a demand to 

set up synthetic deals on already existing CDO tranches.  

 

 

 

 

Table 7. 2 



35 
 

(Cordell:2011:33) 

Evidence seems to suggest that the rapid increase in creation of synthetic CDO’s was not due to 

market participants trying to hedge their exposures, but rather arbitrage deals in where parties 

with opposing views on the housing market could make leveraged bets.  

While price formation on CDO’s might be more accurate with the existence of a large synthetic 

market, and even if transaction costs are indeed lower when setting up synthetic deals, it seems 

likely that overall counterparty risk in the financial markets increased, rather than decreased due 

to synthetic CDO’s. When the market for synthetic CDO’s is so large compared to the cash CDO’s 

this increases the total market exposure towards the mortgage backed securities to an amount 

greatly in excess of the entire real mortgage market. In this way the severity of the financial 

turmoil was almost certainly increased due to their existence. 
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7.2 Moral Hazard: How Credit Default Swaps pervert incentives 

The recent financial crisis was sparked by a bubble in the mortgage market in the United States. As 

described in the previous section, critics of credit default swaps argue, with justification, that this 

derivative had a major role to play when it came to the over-issuing of debt in the residential and 

commercial mortgage markets. This section examines another angle of how the Credit default 

swaps might have distorted markets, besides their ability to increase the amount of credit beyond 

an optimal level; The CDS as a tool did not only provide a way to increase exposure and leverage, it 

also provided a given investor a motive to do so through an option to hedge his risk against default 

on mortgage payments (as seen in the Abacus Synthetic CDO deal).  

The reasoning is that if the investor can separate the risk from the profits associated with his 

investments, then obviously the quality of the investments suffer as a result. This can have a 

tremendous impact on lending standards and therefore contribute greatly to the financial crisis. 

The idea of the asymmetric level of information between borrower and investor and how the CDS 

might have changed the game is examined after a brief introduction to the American mortgage 

origination model. 

7.2.1 The Originate-to-distribute mortgage model 

In the context of the American residential mortgage market, Arentsen et. al. show that the further 

the final investor with real net exposure is from the originating broker - the higher the probability 

of mortgage default, indicating the lowering of credit evaluation criteria and due diligence on 

behalf of the broker (Arentsen:2012:26).  

In order to examine this argument one has to take a closer look at the loan originating process of 

the US housing market especially in the years from 2000 and up until 2007 as it can highlight how 

lending incentives have changed over time. 

Before the 1960’s and 1970’s local thrift institutions were the default way in which home 

ownership was financed. The nationwide secondary mortgage market was designed to replace the 

thrift institutions providing two major advantages; improved geographical scope in order to make 

sure that funds are matched with borrowers across a larger area, and improved diversification by 

bundling mortgages from different parts of the country into single securities. 

The originate-to-distribute model means that the local mortgage broker only acts to set up the 

loan for a fee and then quickly re-sells the mortgage to a securitizing agency. 
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Figure 7. 5 

  

Figure 7.5 describes the typical method of setting up mortgage loans in the American housing 

market. This model is called originate-to-distribute (OTD) and can involve many different parties. 

The different steps are as follows: 

Step 1: Loan origination 

The mortgage broker initiates the loan directly with the homeowner. He is responsible for general 

due diligence and for setting up the terms of the loan contract. 

Step 2: Mortgage distribution 

The mortgage broker sells the mortgage shortly after initiation to the securitizer. The broker 

receives the principal to pay for the loan, plus a fee for the efforts in the loan origination process. 
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The buyer of the mortgage can be either a private entity such as an investment bank or a semi 

government agency like the Federal National Mortgage Association (also known as Fannie Mae)2.  

Step 3: Securitization 

These agencies then collect hundreds of mortgage loans and bundle these into larger Mortgage 

Backed Securities (MBS)3. The Mortgage Backed Securities are then split up into different slices, 

called tranches, and assigned seniority. On the basis of the overall quality of the loans each 

tranche is then rated by one or more of the big rating companies.4 An example of a subprime MBS 

is shown in Table 7. 3. 

Step 4: Sale of the MBS to investors. 

In the final stage, the securities are sold off to investors, completing the financing of the 

mortgages. There might be more intermediaries in the deal, but these are the general agents. 

Table 7. 3 

 

Source: (Longstaff:2010:439)  

Table 7.3 shows a Mortgage Backed CDO issued by Countrywide Home Loans, through Lehman 

Brothers in February 2006. The MBS is sold off in 12 tranches ranked in seniority from 1 to 7. This 

                                                      

2
 The Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie 

Mac) are two government sponsored enterprises that were created in order to facilitate home-ownership in the US 
Housing market. They are implicitly backed by the government and therefore have lower funding cost than other 
agents in the mortgage market. In return for implicit government backing these companies have charters that limit 
their business activity. 
3
 A Mortgage Backed Security (MBS) is a form of Collateralized Debt Obligation (CDO) that is only backed by mortgage 

loans from a regulated and authorized financial institution. They are also known as Collateralized Mortgage Obligation 
(CMO). A CDO can be backed by many different debt obligations including auto loans, student loans, commercial 
paper and so forth. 
4
 This process of securitization originated in the corporate debt markets, and the product is known as a Collateralized 

Debt Obligation (CDO). Only later has this business model entered the mortgage markets. This is why the terms 
Collateralized Debt Obligation and Mortgage Backed Security are used frequently in the same topics. A MBS is a type 
of CDO. 
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arrangement follows the waterfall structure described in section 7.1.3, as payments from the 

subprime loans are assigned to the MBS owners in the order of seniority. This means that the first 

$5.525 million of potential losses are borne solely by the MF-6 owners. Then the next $6.188 

million in losses are borne by the MF-5 owners etc. The potential buyers of the lower ranked 

tranches are compensated by both a lower price (down to 98.5371 cents on the dollar) and a 

higher interest rate (up to 6.2%). Finally the rating agencies have assigned ratings from top notch 

to A or A3.  

Coles & Hardt (Coles:2000:5) identify three advantages of the secondary housing market over the 

more traditional European mortage system that almost exclusively relies on only one set of 

intermediaries between lender and borrower. 

- A more efficient use of capital due to the distribution of risk to third parties more able to 

bear it than the originating mortgage bank  

- Higher liquidity in the secondary mortgage market, as the original lender does not need to 

provide funding for the lifetime of the mortgage loan. 

- Better risk management as investors in the secondary mortgage market are better able to 

re-balance their portfolio of loans should they lose diversification. This could be due to for 

instance geographical concentration of the loan portfolio.   

7.2.2 Credit default swaps leading to lax lending standards 

Like in all other finance and loan industries, some percentage of loans will turn out delinquent or 

outright default on the principal. In order to ensure an effective housing market and ample 

funding, the credit evaluation process is very important.  

Logically the secondary mortgage market has weaker control over the credit evaluation process 

than the old thrift institutions, as this task is now carried out by the primary brokers who are not 

directly affected by subsequent mortgage defaults. This in itself can create an agency problem 

resulting in over issuance of mortgage loans. On the other hand the cost of this agency problem 

has been shown to be smaller than the gains from better risk management. At least up until the 

2000’s.  

Things took a dramatic turn in the years following that. In the run-up to the financial crisis Credit 

Default Swaps were used extensively by the mortgage banks in order to hedge exposure from 

newly originated loans. This meant that both the mortgage broker and the securitizer can have 

less or no net exposure towards a default in the mortgage after selling the mortgage backed 

security. Every bit of the risk is transferred to the third and last part in the origination chain – the 

end investor. 

Arentsen et. Al. in their 2012 paper argue that Credit Default Swaps in this way had a direct role to 

play when it came to the over issuance of loans to unqualified subprime borrowers. The theory is 

that the further the originator and the ultimate lender are from each other, the greater the 
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temptation to relax the lending standards gets. This resulted in aggressive lending to subprime 

borrowers with a high probability of ultimately defaulting on their loan, since practically no one 

involved in the origination process cared if the loan performed or not. 

In particular Arentsen et al.’s study examines a large sample of mortgage backed securities 

originated from 2003 to 2007 and their subsequent default rates. They then identified the cases in 

which the securitizer bought CDS protection on their newly acquired loans concurrently (within 

180 days) in order to eliminate exposure. The previous example of section 7.1.3.3 of the Abacus 

partially funded CDO originated by Goldman Sachs is a perfect example of a long securitizer that 

makes a short bet on mortgages they themselves own. Under the right circumstances billions of 

dollars can be made by originating loans that ultimately fail. A recap of how this can be done is 

described below. 

Figure 7. 6 

 

Not surprisingly, Arentsen et al. find that the delinquency/default rate of loans that were 

ultimately covered by Credit Default Swaps was almost 70% higher than in the cases where the 

securitizing agent actually bore exposure to default indicating a clear moral hazard problem made 

possible by the credit default swap. 

This highlights the problem with CDS coverage on mortgage backed securities; the relaxed lending 

standards due to asymmetric information which in turn leads to a greatly increased appetite for 

subprime loans as the originating agencies of both the mortgages and the mortgage backed 
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securities act on a fee-like basis with an interest in selling as many loans as possible, even if the 

quality of the borrowers is very poor.  

The study concludes that credit default swaps contributed to the financial crisis by forcing lending 

standards down and increasing lending to risky borrowers dramatically through asymmetric 

information, or as they put it: 

“…commercial banks used their comparative advantage in the entire supply chain of subprime loan 

origination, securitization, and ready access to the credit derivatives market to allocate the riskiest 

subprime loans to mortgage pools in MBS deals which they insure with CDS contracts.” 

(Arentsen:2012:26) 

This indicates that investors bought bonds with a risk component that far outweighed the 

promised return due to a change in the financing regime. The faulty ratings of the securities and 

the subsequent mispricing of the product of the final investors is not addressed in this study. 

Arentsen et. Al. with their study show how Credit Default Swaps can act as a destabilizing factor 

increasing aggregate risk in the housing market because of perverse incentives. The agents 

originating low quality loans on a large scale can sell them disguised as high quality loans and 

alleviate their exposure to – or even gain from - subsequent defaults through CDS.  

7.2.3 Arbitrage in the mortgage industry? 

History has shown that scenarios creating potential problems in the efficiency in the bond markets 

need not necessarily be a bad thing as long as the rewards are greater than the agency costs 

resulting from the unhealthy incentives. The originate-to-distribute model in fact separated the 

ultimate lender from the due diligence process – and thrived for almost 50 years prior to the crisis. 

It is safe to assume that any rational investor in the secondary housing market must factor in a 

discount for the information asymmetry that necessarily results from the OTD-model. 

The questions to be asked is: Why was there an insatiable demand for securitizing agents to 

extend an ever increasing amount of loans to a customer base with a continuously decreasing 

credit quality?  
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Figure 7. 7 

 

The business model of the securitizer under the OTD-scheme is to lend money to the ultimate 

borrowers (homeowners) through its associated broker (not shown in graph for simplicity), in 

exchange for monthly payments on the mortgage. They then bundle a lot of packages of 

mortgages consisting entirely of subprime, or a combination of subprime and other mortgages, 

into a mortgage backed security. This security is then in turn sold off to investors for a higher price 

and/or a lower promised interest rate than the original loans. The securitizer earns the difference 

in value between the two transactions – a reward for assuming and bearing the credit risk of the 

mortgages involved. 

When the securitizer buys a credit default swap on the subprime mortgages from an outside agent 

- such as an insurance company – he effectively upgrades the creditworthiness of his investment 

from that of the home-owners to that of the insurance company. In this case he has outsourced 

the credit risk to a third party, thereby only receiving payment for packaging the loans into an 

MBS.  

An arrangement like this where an agent profits through setting up a deal that involves virtually no 

risk and can be repeated time and time again is not an equilibrium.  The main reason why the OTD 

system has succeeded in replacing the previous mortgage system with only one intermediary 

between mortgage borrowers and lenders is due to the securitizers’ ability to diversify risk both 

geographically and by bundling different kinds of debt certificates (Coles:2000:5). When they no 

longer bear this risk they lose the main value adding component of their operation. For this setup 

to be profitable for the securitizer it therefore seems as if there are only two possible scenarios: 
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- The ultimate investors paid too much for the MBS. 

- The insurer sold the CDS too cheaply. 

In either case the outside agent knows too little about the real default risk of the mortgages 

involved and therefore too little about the quality of the MBS in question. 

Even though it seems plausible that credit default swaps were used as a tool in an attempt to sell 

bonds with an inferior credit quality it does not seem fit to appoint CDS as one of the main culprits 

behind the subprime bubble.  

The due diligence of CDS sellers and investors in the secondary mortgage market seemed to be 

severely lacking, providing the basis for an arbitrage opportunity on behalf of the securitizing 

banks. The information asymmetry between the primary and secondary housing markets is 

nothing new. It has been a part of the dominating OTD-model since the 1960’s. Large professional 

companies such as the CDS insurance sellers should be able to evaluate and price the products 

they buy and sell as they had for 50 years. Furthermore they should have known that securitizers 

had the ability to limit their exposure through acquiring CDS contracts, and therefore the fact that 

some agents in the market could have incentives to create securities of questionable quality. 

This all indicates that there might have been reasons for investors to not analyze the quality of 

debt in much detail. Rating agencies that will be examined in section 8 seem to provide a much 

better explanation of this failure than simply pointing to Credit Default Swaps and how they might 

have created assymetric information as this was not a new concept. 

Regardless of what one’s opinions is towards CDS though, it seems very troubling with a financial 

market in which banks earn tremendous amounts of money by lending money to homeowners 

with the hopes that they actually default. This should be of great concern to the well-being and 

functioning of the economy as a whole. Although the status of behavior is more of a legal matter, 

it is clear that economic efficiency and stability cannot be assured when companies have what 

Partnoy and Skeel (2006:1034) call an “Incentive to Affirmatively Destroy Value”  

7.3 Transparency: The effects over-the-counter trading and the lack of 

oversight  

As opposed to the two previous arguments against the CDS in the setting of the financial crisis, the 

issue of the opacity of the over-the-counter (OTC) derivatives market is much less researched. This 

is in some ways self-evident as a lack of central clearinghouses, oversight and recordkeeping 

leaves very little data to be researched and put into use in quantitative studies.  

For this very reason, this section aims to represent and analyze the main points represented in the 

papers that do deal with this problem, although conclusions are hard to draw. However these 

points do make sense and are worth including at least for reference.  
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Frank Partnoy has done a lot of research over the years concerning the regulation of the 

derivatives market. In his 2006 paper with David Skeel called “The Promise and Perils of Credit 

Derivatives” the two describe the features of the derivatives including the CDO, the CDS and to 

some extent the role of the rating agencies. In this way, out of all existing literature, their paper 

most closely resembles the topics of this thesis, even though it was published in 2006. 

They identify two main problems related to the obscurity of the increasingly important but 

exclusive CDS market: 

(Partnoy:2006:1033) 

 

Even if history somewhat justified the beliefs held above, that the over-the-counter trading nature 

of derivatives such as the CDS contributed to the risk management problems and the panic of 

2008, it is not quantifiable nor verifiable that these risks actually caused major damage. As likely as 

it may appear that there are downsides to OTC-trading, Rene Stulz of the National Bureau of 

Economic Research points out that the very nature of derivatives such as the CDS makes exchange 

trading problematic for several other reasons.  

Lack of oversight between CDS dealers: 

The possibility of reselling stakes in the CDS deal often causes the different parties to “lose 

track” of their counterparties and this potentially leads to bad risk management, both for 

you both also your counterparty. As will be explored in section 7.4.2 on the Financial Crisis 

Inquiry Commision, risk management indeed seemed “chaotic” in many cases in the years 

leading up to the crisis. A more standardized way of organizing the exchange of CDS 

contracts might have prevented this. 

 

Lack of disclosure to outsiders: 

Self regulation within the industry (ISDA or International Swaps and Derivatives Association) 

mainly helps the large traders that form the majority of the market:  

“to the extent that industry self-interest and social welfare are aligned, the role of industry 

players in unproblematic” –(Partnoy:2006:1037) 

This can happen when standardization minimizes transactions costs and therefore 

broadens the scope of the market for derivatives. An example of a downside is that the 

major market makers have interests against providing disclosure as their inside information 

gained from participating in the small club that make up the CDS is very valuable. This 

asymmetric information can be used to “manipulate” markets, or at least benefit 

economically at the expense of less informed parties. 
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To sum up, it is clear that there are negatives to the opacity of the derivatives markets. Some firms 

experience a lack of risk management, and regulator might have a harder time of monitoring the 

systemic risks and risk of contagion in obscure markets. On the other hand there is an optimal 

level of transparency in every market. The larger and more informed the parties involved are, the 

less they benefit from “laying all the cards on the table”. Consumer protection is not always good, 

and should in the case of large institutions be unnecessary.  

An overall regulation of the market in order to simply limit the size of the market has its costs and 

benefits, but it remains undocumented whether this tighter regulation would benefit the system 

as a whole. 

This discussion on the potential negative effects of derivatives and the way they trade, naturally 

leads to the next section which aims to examine whether or not they contributed to the direct 

failure of some of the largest financial institutions. 

7.4 The bust: How much damage did the Credit Default Swaps do? 

A key part in understanding the role of the credit default swap in the financial crisis lies not just in 

examining its ability to contribute to the credit market boom, but also to determine to what 

extent losses directly attributable to CDS caused financial distress and if so - how much they 

contributed to the failures or near-failures of some of the largest financial institutions in the US. 

This maneuver is not straight-forward as most sources do not differentiate between credit default 

swap losses stemming directly from CDS settlement, from losses on structured finance products 

containing CDS contracts (synthetic CDO’s) or from losses on the real (cash) subprime market. For 

this reason it is hard to identify to what extent CDS caused the failure of the large corporations 

such as Bear Stearns, Lehman Brothers, Merrill Lynch, AIG and Citigroup.  

Exchange trading harming flexibility of trading: 

Derivatives such as the CDS have provided market participants with a number of valuable 

options to hedge or otherwise optimize risk profiles. The whole concept of derivatives such 

as the interest-rate swaps (early 1980’s) and CDS (1994) is a new and evolving concept, 

unlike for instance the bond or the stock. Exchange trading means standardization, and this 

has a negative effect on “financial engineering” in which derivatives can be tailor made to 

suit purposes that might be economically valuable but too small to justify standardization. 

Also the ability to customize provides end-users with an option to specify dates and 

volumes exactly as they like, as opposed to the standardized contracts. In short when 

liquidity is low, and when counterparties are limited – OTC trading simply works better than 

exchange trading. 
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The firms in question do not have obligations nor an interest to publish information on their 

portfolios. Therefore it should be noted that research in this area has so far been scarce due to the 

lack of data, and for this reason the background literature relies mainly on sources within the 

industry, especially through their testimony in the congressional hearings resulting in the Financial 

Crisis Inquiry Commission report (FCIC). 

7.4.1 The settlement of the CDS-contracts 

From an outside perspective, Rene Stulz (Stulz:2009:21) points to the fact that the overall CDS 

market worked “remarkably well” at least until late 2008, and that it handled the large defaults 

well. The bankruptcy filing of Lehman Brothers – the largest ever in US history – triggered at least 

$72 billion worth of notional CDS contracts. This was the amount registered at the Depository 

Trust & Clearing Corporation (DTCC), although the real number may be as high as $400 billion. 

However as many of the registered contracts were held by dealers who were both at the buying- 

and selling side of the table, the net exchange that was settled through the DTCC was just $5.2 

billion. These settlements went smoothly.  

Secondly, to address a concern regarding the gross exposure of the dealers of CDS contracts, Stulz 

points to the fact that even though the largest banks had large nominal exposures on CDS, the real 

size of potential CDS losses accounted for only a fraction of their shareholder value.  

For instance, JP Morgan Chase had $8 trillion of nominal CDS contracts outstanding at the end of 

2008. Although a staggering number, the actual estimated cost of replacing the CDS contracts in 

the event that every single of their counterparties were to fail was “just” $44 billion, or about 1% 

of the nominal purchased CDS contracts. This – much smaller – number is the result of netting the 

CDS contracts (many agents who owe JP Morgan are also owed money through CDS) and due to 

the fact that the large majority of the CDS contracts are subject to collateral agreements (JP 

Morgan Chase:2008:101). As a comparison to the potential loss of $44 billion dollars, should the 

counterparties fail, total shareholder equity of JPMorgan Chase at year end 2008 was reported at 

$166 billion in comparison. 

7.4.2 What caused the failures? 

It seems as if even though the CDS market itself apparently functioned in settling even the largest 

credit events it was in the very buildup of risk in the market through synthetic collateralized debt 

obligations that they potentially did the most damage. The massive off-balance sheet exposures 

are accounted for as Write-Downs due to “losses on Asset Backed Securities Collateralized Debt 

Obligations”or ABS CDO’s in Table 7. 4. The data stems from Creditflux, which is a leading 

information source globally for credit trading and investing, and shows losses from the largest 

financial institutions. They were all heavily involved in the subprime market, and most of them 

failed or experienced significant distress. The full table reveals that 42% of all crisis-related write 

downs were due to collateralized debt obligations and that the majority of losses were borne by 
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North American banks (This is partly the case because the US. Banks are among the largest in the 

world, and therefore dominate this selection). 

Table 7. 4  

(Benmelech:2009:38 table9)  

The Financial crisis inquiry commission (FCIC) released its report on January 2011 in which it 

examines the details of the financial crisis through testimonies of management and employees of 

the companies in question. This gives a different insight than academic research can give. The 

following sections will examine the most important case studies from the FCIC report and 

summarize on the main causes of the failures. 

7.4.2.1 Bear Stearns 

Although the smallest of the 5 big investment banks (the other 4 being Goldman Sachs, Morgan 

Stanley, Merrill Lynch & Lehman Brothers) it was still a top three underwriter of mortgage-backed 

securities from 2000 to 2007, following a vertical business model covering everything from loan 

origination to collateralized debt obligation bundling and selling. As late as February 2007 just 

months before mortgage delinquency rates exploded (see Graph 7. 2), Bear acquired a large 

mortgage originating company that doubled its capacity to extend new loans. This move was in 

line with the company’s strategy of buying into distressed markets and wait for them to turn 

around (FCIC:2011:281).  

In august 2007, at a Securities and Exchange Commission (SEC) visit, regulators found $13 billion of 

recently originated adjustable-rate mortgages that were waiting to be securitized. This indicates 

that Bear Stearns was indeed very active in originating and selling real loans, even at a time when 
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the housing market was showing signs of slowing down. The credit rating of Bear Stearns was 

downgraded during the summer and the following 6 months was a race to reduce the amount of 

subprime-mortgage exposure on the balance sheet, although it was too late. As mortgage 

delinquencies increased and Bear’s subprime products were downgraded, overnight funding costs 

rose driving leverage to 38:1 in November 2007. 

(FCIC:2011:291) 

7.4.2.2 Citigroup, Wachovia, Washington Mutual 

Having suffered the second largest write downs of the financial crisis, Citi management received a 

lot of criticism in for their enterprise-wide lack of risk-management and stress testing. In the 

words of the FCIC the company was simply too large and diverse to have a coherent strategy for 

balancing the exposures of the different divisions. The large exposure towards the subprime CDO-

market had grown rapidly in just two years (2006-2008) as the company until then had been under 

close supervision following the Enron scandal (FCIC:2011:303). Citi lost more than $55 billion in 

total and $34 billion on CDO’s alone. 

Wachovia was a large financial services institution with a broad range of businesses, but 

eventually it became their direct subprime exposure through their subsidiary Golden West’s 

adjustable rate mortgages that would erode the company’s solvency. Again managements’ lack of 

firm-wide risk-assessment implementation and stress testing was named as a root cause of the 

problems. 

The largest thrift in the US, Washington Mutual or (WaMu), also collapsed due to extensive losses 

on their adjustable-rate subprime mortgages. They did not have a lot of business in the CDO 

market, instead they had significant exposure to interest rate changes due to the creatively 

engineered mortgage deals that featured virtually no down payment, grace periods of up to 5 

years and following adjustable-rates. Up until 2007 the business made a lot of money and for that 

reason regulators were largely unaware of the potential risks involved. 

 

Verdict of the FCIC: 

In the end Bear Stearns experienced a run from its creditors, hedge fund customers and 

derivatives counterparties that made the company lose $16 billion liquidity in 4 days, and 

ultimately resulted in the takeover by JP Morgan assisted by government loans. It was the 

conclusion of the FCIC that the failure was due to its high exposure to the subprime 

mortgage market in combination with aggressive leverage and short-term funding 

methods. Derivatives such as the CDS do not appear as a direct cause for the failure. 
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(FCIC:2011:308) 

7.4.2.3 Fannie Mae and Freddie Mac 

The Federal National Mortgage Association (FNMA or Fannie Mae) and the Federal Home Loan 

Mortgage Corporation (FHMC or Freddie Mac) were central in the demise of the US residential 

mortgage market. As privately owned, privately funded but implicitly government backed in 

exchange for following public policies on home-ownership, these two organizations functioned as 

a hybrid between the private and the public sector in mortgage financing.  

Although they generally did not utilize many of the most exotic and dangerous loan types private 

companies did, they still played a significant role in the subprime-crisis. The FCIC blames the 

charters of home-ownership to the un-creditworthy imposed on Fannie Mae and Freddie Mac, 

alongside extremely poor corporate governance and downright fraudulent reports of solvency and 

liquidity for their poor financial condition when the mortgage markets started to experience 

turbulence in late 2007 (FCIC:2011:321). 

When the federal government alongside the two companies themselves decided that they should 

take on the role of refinancing large amounts of non-performing subprime-mortgages of failing or 

heavily distressed private banks and thrifts, Fannie and Freddie simply did not have enough capital 

to bear the losses that would accrue during the general housing market failure.  

Verdict of the FCIC: 

In all these three instances of financial collapse the FCIC puts the primary blame on various 

regulators such as the Federal Reserve, the Office of Thrift Supervision and the Office of the 

Comptroller Currency for failing to properly monitor the riskiness of the portfolios and 

exposures of the firms. Until just months before their collapse all three were rated as 

“satisfactory” with regards to corporate governance and risk management, although proper 

stress testing would have shown more weaknesses and prompted earlier action. Although 

derivatives in the form of synthetic CDO’s did play a role at least in the case of the 

collapsing Citigroup, the failure of banking supervisors and the Federal Reserve to utilize 

their mandate remains the primary culprit in the eyes of the FCIC. 
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(FCIC:2011:323) 

7.4.2.4 Lehman Brothers 

Ever since the demise of Bear Stearns in March 2008, many observers viewed Lehman Brothers as 

the next big worry among the four remaining big investment banks. Even though Lehman 

successfully raised more than $10 billion in less than a year eclipsing total losses of $6 billion, 

markets were far from convinced by the soundness of Lehman’s business. The cost of insuring $10 

million of Lehman Brothers 5-year bonds against default had risen to $310,000 annually, indicating 

an ongoing crisis of confidence in Lehman Brothers future abilities to service their obligations 

(FCIC:2011:326). The main issues was the accounting value of Lehman’s real estate loans, which 

was by many seen as far too high compared to its real market value.  

On June 12th 2008 Lehman reported second quarter losses of $2.8 billion. Even though its numbers 

regarding liquidity were seemingly better than the previous quarterly announcement due in part 

to decreased exposure towards real-estate and to capital increases, the markets weren’t 

convinced, and the situation deteriorated rapidly. The New York Fed supervisor assigned to 

Lehman reported that several large financial institutions were either limiting exposure towards 

Lehman, demanding more collateral before doing business or altogether eliminating all trading 

activity.      

As with Bear Stearns, Lehman Brothers was heavily reliant on overnight REPO borrowing5 to 

secure liquidity. Dependence on short term funding placed the bank at the mercy of the 

counterparties in order for the funding to be rolled over continuously. As the situation at Lehman 

deteriorated an increasing part of the REPO security they borrowed against consisted of so-called 

nontraditional securities such as illiquid mortgage-securities. This worried REPO counterparties 

and forced Lehman to move a large part of their liquidity-borrowing to the Primary Credit Dealer 

Facility emergency lending program established by the FED in March 2008 (FCIC:2011:328).  

                                                      

5
 Repurchase Agreement – A form of short-term borrowing where a dealer sells highly liquid securities to investors in 

exchange for cash-in-hand and an agreement to repurchase the securities within a short time-frame (often day to day) 

Verdict of the FCIC: 

In the end the mortgages held or taken over by Fannie Mae and Freddie Mac never lost 

value during the financial crisis. Instead the placement of the firms under government 

conservatorship channeled the losses over to the taxpayers. Because the government 

explicitly resumed all responsibility of these loans the financial sector was not directly 

affected by the failures of Fannie  Mae and Freddie Mac. In total though, the Fannie Mae 

and Freddie bail-outs were the two largest by dollar terms during the course of the entire 

financial crisis, totaling close to 200 billion dollars. (ProPublica:2014) 
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Former Lehman CEO Richard Fuld attested in the FCIC report that liquidity concerns were grossly 

overstated and that speculators taking naked short positions – short selling without borrowing the 

securities first – were actively pursuing a strategy that would erode confidence in Lehman and 

bring down the value of its assets. As a result the company tried to convince the SEC to ban the 

short selling of Lehmans bonds. SEC chairman Mary Schapiro testified that the commission found 

no evidence that manipulative short selling was the cause of either the Bear Stearns or Lehman 

failures. 

On September 9th an expected capital increase at the hands of Korea Development Bank was 

cancelled causing a shock in the market, sending Lehman stock down at 55% in one day. Following 

this, third quarter write-downs of $5.6 billion resulting in losses of $3.9 billion were announced 

indicating that the collapse of Lehman was near. At this point the Federal Reserve had three 

options 

1) Find a buyer for Lehman 

2) Government takeover and wind-down of Lehman’s assets and obligations. 

3) Force Lehman into bankruptcy 

Due to the size of Lehman Brothers, the cost to be borne by the taxpayers and the signals it would 

send to markets should the Fed take over the failing investment bank through equity ownership, 

option 2 was simply ruled out to begin with. The government-assisted takeover of Bear Stearns 

through extending a credit line of $30 billion to JP Morgan to get involved should not be repeated 

and thus set a precedent for moral hazard and placing a huge burden on the tax-payers. Not only 

was Lehman twice the size of Bear Stearns, it was also politically unviable to risk even more 

federal money on stabilizing Wall Street.  

At this point there were two options left: bankruptcy or an unassisted market takeover – 

realistically by Bank of America. On September 12th 2008 executives at Bank of America informed 

the New York Fed that Lehman was worth nothing to them and that a takeover would have to be 

combined with substantial government support to go through. That same night the top CEO’s of 

Wall Street were summoned to a meeting at the New York Federal Reserve to find a solution. 

During the course of the weekend, there were talks of Bank of America and later Barclays of 

England to take over Lehman, possibly assisted by a consortium of the remainder of the big Wall 

Street firms. A rescue plan never materialized as Barclays were effectively vetoed by the UK 

Treaury Chief Alistair Darling, and Bank of America reached an agreement to takeover Merill Lynch 

- another huge, troubled investment bank – a deal that seemed much more promising than 

Lehman (FCIC:2011:336). Lehman executives agreed to file for bankruptcy on Sunday the 14th the 

same day Bank of America acquired Merill Lynch for $29 per share. 
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(FCIC:2011:343) 

7.4.2.5 AIG 

Racking up a staggering 67 billion dollars of crisis-related write-downs, AIG ranks among the 

biggest of any private enterprise ever to be bailed out. Unlike the other institutions covered in this 

section, AIG had massive exposure towards the housing market through their extension of $441 

billion notional of credit default swaps on CDO’s – both synthetic and real. (Stulz: 2009) In other 

words they did not appear to hedge their derivatives in any significant way. 

Part of the reason for this long-exposure in the derivatives market was due to the fact that CDO’s 

offered insurance companies such as AIG an option to invest with relatively high-yield despite the 

fact that all CDO’s insured were super-senior tranched and rated AAA. Of the $441 billion insured, 

$55.1 billion, or more than 12% of the underlying collateral, were subprime.  

The situation for AIG escalated quickly. As late as August 11th 2008, the Office of Thrift Supervision 

(OTS) stated that they were:  

“generally comfortable with the firms current liquidity… and confident that the firm could access 

the capital markets with no problem if it had to” (FCIC:2011:346).  

At the same time Goldman Sachs had a different view posting this internal note just 4 days later:  

Verdict of the FCIC: 

The commission concluded that Lehman brothers failed partly due to lack of oversight from 

regulatory institutions, partly due to the hidden risk of the over-the-counter derivatives 

market that Lehman dealt extensively with, and - as with Bear Stearns – because of an 

overly leveraged exposure to the real-estate market combined with inadequate short term 

funding. 

The blame for Lehman’s default was, unlike the previous failures, attributed in part directly 

to the derivatives markets, the opacity of which made it possible for them to take on risks 

that the regulators were unable to monitor and assess. As such regulatory institutions are 

assigned a smaller portion of the blame, and Lehman executives conversely accused of 

excessively poor risk management and corporate governance. 

There is no mention of what the nature of the derivatives are and no estimation of how big 

losses on credit default swaps were, but according to table 7.4 60% of all Lehman’s crisis 

related write-downs were directly in the corporate credit and residential mortgage backed 

securities categories and only 2% in the collateralized debt obligation category. 
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(FCIC:2011:346) 

There can be little doubt that the “other stock” is a reference to Bear Stearns that collapsed earlier 

that year in March. 

As opposed to Lehman Brothers that faced difficulty at roughly the same time, AIG was a giant 

company with over $1 trillion in assets. Furthermore AIG had their risk exposure concentrated to 

the 12 largest international banks (US and European). These two factors meant that an AIG failure 

would not only have tremendous impact on these 12 banks, but most certainly also spread beyond 

those 12 banks and become a systemic failure. In the end this was what saved AIG as compared to 

Lehman. 

On the 18th of November 2008 a credit line of $85 billion was extended from the Federal Reserve 

to AIG. This was later to be increased to $182 billion in total. 

Once again supervisors receive part of the blame for the failure. The Office of Thrift Supervision 

did not even notice the Credit Default Swaps AIG held when they evaluated risk and solvency until 

2006, even though they were noted in the annual report. In July 2007, when Goldman (AIG’s 

largest CDS customer) first demanded AIG to post collateral on their CDS deals due to increased 

risk of default, the OTS concluded that “The risk in the CDS book was too small to be measured” 

and that it would therefore not be reviewed until 2008. The OTS themselves state that their 

resources simply were not substantial enough to enforce supervision across the globe at various 

subsidiaries such as the London based AIG Financial Products, who were responsible for the credit 

derivatives.  
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(FCIC:2011:352) 

7.5 Summary of the Credit Default Swap 

Based on the previous analysis on the role of the Credit Default Swap in the formation and 

bursting of the credit bubble, it seems safe to conclude that the CDS was an important ingredient.  

The CDS played a key role in the formation of the Collateralized Debt Obligations that were a 

major factor in the lending explosion. They also featured prominently in the more exoticly derived 

synthetic-CDO’s in which financial institutions took on incredibly bold positions in the mortgage 

market in order to boost profits. 

Furthermore there seems to be evidence that CDS’s enabled banks to separate risk from reward 

and allowing for the deterioration of lending prudence. 

However on the other hand the CDS seems to be only a part of the explanation.  

Due diligence seems to have been greatly lacking in a market where asymmetric information of 

the quality of mortgages was nothing new. The CDS in itself is unlikely to be the main cause of the 

perverse incentives. 

Also, losses attributed to the general housing market decline were far greater than what can be 

reasonably assigned to the CDS derivative itself. With the exception of AIG, the CDS was just 

another component of an already large mixture of problematic financial engagements and events 

that caused the distress, takeovers and failures of the large North American financial institutions. 

Verdict of the FCIC: 

The FCIC concluded that AIG failed and was rescued by the government primarily because 

of its enormous exposure towards Credit Default Swaps. These arrangements were entered 

into without collateral, capital reserves or any kind of hedging – which is deemed a 

“profound failure in corporate governance, particularly its risk management practices”  

The commission blames deregulation and over-the-counter trading for allowing AIG to set 

themselves up for such a fall without government intervention. Regulatory arbitrage was 

heavily utilized by selecting an abroad office location in London and selecting a weak 

supervisory instutition – the Office of Thrift Supervision. 

The supervisory institution failed both due to lack of skill and resources, but also because 

the official labeling of Credit Default Swaps as “not-insurance” prevented regulators from 

demanding that adequate capital reserves be held in case of value deterioration. 

Finally the FCIC concludes that the bail-out of AIG was indeed necessary as financial 

contagion resulting a collapse could have endangered the entire financial system. 
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When it comes to the most interesting and significant application of the CDS in the pre-crisis years, 

- the Collateralized Debt Obligation - it is evident that the use of the CDS to minimize collateral 

requirements and thereby deliberately increase the leverage ratio is the key to fully evaluate its 

role. This cannot be done without a thorough analysis of the role of credit rating agencies and 

regulators, who through their officially vested authorities were thought to be the gatekeepers of 

risk in the financial system as a whole. 

 

8 The role of Credit Rating Agencies 

8.1 An overview 
As previously described in section 7.1, the Collateralized Debt Obligation (CDO) lies at the core of 

the mid-2000’s bubble in the American housing market. It was primarily through the purchase of 

these structured finance products (either directly through cash CDO’s, or indirectly through 

synthetic CDO’s) that billions of dollars ended up on the balance sheets of the financial 

institutions, that would later suffer severe write-downs leaving many of these institutions 

threatened by severe liquidity and solvency problems. (See Table 7. 4) 

A 2011 estimate by Cordell, Huang & Williams from the Philadelphia Federal Reserve regarding the 

size of the total CDO market stands at $ 641 billion issued in 727 publicly traded deals between 

1999 and 2007 (Cordell:2011:7). Of this amount, they calculate the expected total write downs to 

be $ 420 billion, or roughly 65% of the nominal value of the bonds. 70% of these losses had 

already been realized by the time of publication in 2011. 

Error! Reference source not found. from their paper shows total expected losses according to 

tranche seniority, as well as sorted by the vintage of the creation of the CDO. 

It is interesting to note that while loss percentages were extremely high among the subordinated 

tranches (anything below senior-AAA); it wasn’t much lover in the top-notch tranche. These 

securities are supposed to be as unlikely to default as the government bonds of only a few select 

high-rated countries; yet the estimate of total losses is at 55% of the nominal bond value. This 

indicates that ratings were extremely misleading. 

The second part of the table where losses are sorted by vintage confirms the earlier findings that 

CDO quality deteriorated rapidly from 2005 and until 2007. This was not adjusted for properly in 

the credit ratings, where the amount of losses on senior-AAA securities reached an astonishing 

76% in 2007. 
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Table 8. 1 

(Cordell:2011:39) 

The findings above documenting the apparent mis-rating of the CDO market are important 

because they point to a potential market failure for risk assessment. Rating agencies are accused 

of having a conflict of interest due to the way they are compensated, which could explain inflation 

in credit ratings. 

This in turn explains the scenario where dependence on credit ratings alone would grossly 

underestimate the risk exposure born by investing in the CDO market. Subsequently the official 

status of credit ratings in financial regulation combined with the prominent use of structured 

finance products such as the CDO partly explain how enormous amounts of funds could be 

invested in the US mortgage market with the investors having to hold only a very limited amount 

of collateral to cover for losses (Partnoy:2009:7). 

In section 7 the attention was turned to how the Credit Default Swaps affected the markets 

adversely during the 2000’s by being used to inflate the credit bubble and create exposures that 

turned into systemic risk, endangering the well-functioning of the entire financial sector. This was 
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analyzed by studying the direct impact on the size of the market, the worsening of the lending 

standards, the moral hazard issues in the housing market and the incentives to manipulate 

markets by taking advantage of the absence of regulation in over-the-counter trading. 

It is imperative however, to study the impact of the Credit Rating Agencies, because of their 

central role as a gatekeeper and conveyor of risk-information to market participants. It is argued 

that they participated in inflating ratings in order to satisfy their customers – the Collateralized 

Debt Obligation Securitizers – who needed a stamp of approval on their credit products in order to 

maximize sales. 

The following sections presents three theories on how the development of the securitizations 

market led to complex debt products that were hard to risk assess; how conflicts of interest arose 

between issuers and rating agencies undermining ratings credibility; and finally how financial 

regulation aimed at limiting the amount of risk borne by financial institutions actually worsened 

financial stability in the markets in the years leading up to the financial and economic crisis.  

8.2 How CDO’s changed the game 

Rating agencies primarily exist because of the information asymmetry between buyers and sellers 

of securities. Without these agencies and with little information transparency the buyers would 

expect the quality of the products to be the average of the market. It is therefore in the interest of 

sellers with above-average products to disclose information regarding this, in order to achieve a 

higher price (Partnoy:2009:2). For several reasons such as market complexity and because of 

disclosure concerns it can be very costly for the seller to provide ample information to the buyer, 

and for the buyer to make an informed estimation of the credit risk. 

This introduces an incentive for a credit rating agency to fill the role as an intermediary that 

gathers and conveys this information to the seller. The rating agencies are not directly liable 

should an apparent highly-rated security ultimately default, but the track record and image of 

these companies largely dictate the value and usefulness of their future ratings, creating an 

incentive to provide as accurate credit evaluations as possible. 

In order to achieve reliable ratings, it is important that the rating agency has invested capital that 

it can lose if its ratings are of low quality or appear to be biased. Therefore it makes sense for this 

market to be dominated by a few powerful players that are large enough to have substantial 

capital at stake through their reputation. Today the market for credit ratings is centered on three 

large providers: Standard & Poors, Moody’s and Fitch. 

Over time Credit Ratings became an integral part of regulations as these were used to calculate 

minimum capital requirements of banks, insurance companies and broker-dealers, as well as 

dictating the riskiness of assets that other financial institutions such as pension funds are allowed 

to invest in (Benmelech:2009:3). As a result, the big rating agencies achieved an official license as 



58 
 

“Nationally recognized statistical rating organizations” (NRSRO) and thereby de-facto becoming a 

part of the regulatory framework governing the financial markets. 

Originally the ratings were primarily purchased by the investor-side in order to achieve a credit 

evaluation before purchases of equity or debt from an entity. This however has changed up until 

today, where it is common for the seller of assets to pay for their credit evaluation. Partnoy partly 

attributes this change of practice to the gradual shift of regulatory institutions to rely more and 

more on Credit Rating Agencies when setting forth regulatory requirements (Partnoy:2009:3).  

According to Mason & Rosner (Mason:2007:5) the credit rating problems of the 2000’s trace their 

origins all the way back to the shift in the housing mortgage financing regime of the 1970’s where 

secondary securitization of mortgages by private-label (non-government-sponsored) investors was 

introduced. This model replaced the old thrift-institutions on the basis of more efficient risk-

diversification (see section The Originate-to-distribute mortgage model).  

The whole idea behind securitization of the mortgages into collateralized debt obligations was 
achieve a higher degree of risk diversification through the pooling of different asset classes. At 
same time the waterfall payment structure of the CDO enables the issuer to split the bonds into 
different tranches with differences in expected yield. (see Table 7. 3 

 
for an example) 

This structure puts more emphasis on credit rating than the traditional form of pass-through 

securitization in which every bond that formed the funding of an Asset Backed Security simply 

represented a proportional claim to the cash-flow generated by the underlying pool of securities. 

In this way every bond sold had the same credit rating. Under the CDO scheme, the senior 

tranches are in theory a very high quality product: every single penny of the subordinated must be 

written off before the senior tranche is affected. This means that even an asset pool consisting 

entirely of relative risky investments such as student loans, home equity loans and subprime 

housing loans will result in some of the tranches receiving an AAA-rating. 

While it is clear that pooling of assets increases risk sharing and therefore adds economic value, 

the direct economic gain from tranching securities is more debatable. Benmelech & Dlugosz for 
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instance argue that risk diversification is not enhanced further as the asset pool remains the same: 

already securitized loans (Benmelech:2009:5). They argue, that if there was a problem with the 

pooling of loans into Asset Backed Securities, the market could have changed the procedure 

without inventing a whole new level of securitization (Partnoy:2009:5). 

Securitization costs time and money. Therefore there must be an offsetting gain larger than the 

costs in order for this product to be marketable. It must be possible to sell the tranches of the 

secondary mortgage market at a higher price than before the tranching for this maneuver to be 

profitable. 

The question is: Are there other answers to why there was there so high demand for AAA-rated 

CDO securities? Most answers suggest that there was a ratings and/or regulatory arbitrage 

opportunity that could be taken advantage of, facilitating a huge demand for the product: 

- Pension funds and certain other major investors were required by law to hold only 

investment-grade assets in their portfolio. CDO tranching enabled them to invest in 

securities they would otherwise be exempt from. Therefore securitizers had more potential 

customers if they tranche their products. 

- All financial institutions are required by regulation to hold a risk-adjusted amount of 

capital. According to the Basel II agreement, banks could use the ratings of the 3 big rating 

companies (the NRSRO’s) to calculate their capital requirements. Higher ratings lead to 

lower capital requirements. This in turns allowed higher leverage which increased the 

return on investment. 

In both of the above scenarios, profits for the issuers could be increased dramatically by 

securitization followed by a favorable credit rating, as demand for these product was extremely 

high throughout the mid 2000’s, in which period the sale of CDO’s skyrocketed. 

8.2.1 The complexity of rating CDO’s 

Credit evaluation of mortgage backed CDO’s is by default very different from rating securities 

backed by corporations. Still the rating agencies and the banks used models based on metrics used 

in calculating risk in corporate debt securities, or models based on historical and therefore 

statistical analysis rather than fundamentals 

(Mason:2007:17)(Partnoy:2009:5)(Benmelech:2009:21).  

The short history of CDO’s makes it appealing to model on historical data. However this data did 

not contain any instances of price correlation across the entire housing market as was seen (macro 

data). The mistakes made when estimating based on historical data amplifies volatility in cases like 

this.  

Also CDO’s are by definition “brain-dead” as Mason & Rosner calls it, meaning that in order for the 

special purpose vehicle to not be taxed like an active investment fund, it must never change the 
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composition of its assets, collateral nor its payment streams - unless of course defaults occur and 

collateral needs to be sold out to cover for losses. Corporate obligations are based on entities that 

are able to change the composition of their assets, withhold cash to anticipate future losses and in 

other ways respond to a changing environment. This leaves them less volatile. 

Benmelch & Dlugosz find that 7.2% and 6.7% of all structured finance (as opposed to sovereign 

debt and corporate debt) products rated by Moody’s experienced downgrades in 2007 and 2008 

respectively. The downgrades were severe at an average of 4.7 and 5.6 notches in those two 

years. The number of rated products affected by and the average severity of the downgrades were 

somewhat higher than in the 2002-2003 recession. During the time period from 1983 until 2008 

structured finance products have experienced much higher downgrade magnitudes than 

corporate bonds. For instance during the 2002/2003 recession, 30% of corporate bonds received a 

downgrade - but only by 1.8 notches - whereas structured finance downgrades averaged 3 

notches. 

This leads them to conclude two things:  

- Structured finance ratings show a boom-bust pattern where certain products become 

widespread during good macroeconomic times but perform far worse than the market in 

crisis situations. This indicates that the models used to credit evaluate the products have a 

tendency to underestimate risk.  

- The scale and severity of structured finance ratings downgrades was more severe in the 

recent crisis, than in 2002-2003. As the size of the structured finance market increased 

dramatically in the years in between, so did the economic impact of the mis-ratings.   

There is no doubt that adequately rating products like CDO’s is very difficult. Unfortunately their 

very nature requires accurate ratings in order to estimate a market price. This is also in part due to 

the infrequent trading of CDO’s leaving few other price signals.  

8.3 The conflict of interest 

Although some of the errors in the rating process might be due to lack of knowledge and 

understanding of the risk involved, there is much evidence suggesting ratings being deliberately 

inflated.  

As previously mentioned credit ratings were originally something that interested investors 

subscribed to. It was the buy side of the market that paid rating agencies to do their due diligence. 

For the rating agencies, it was the expertise at hand and the reputation at stake that secured their 

income stream. 
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Figure 8. 1 

 

In the mid 2000’s environment the credit rating of Asset Backed Securities was paid for by the sell-

side of the deal. This was done for two primary reasons: First off, the whole idea behind tranching 

a CDO is to split the bonds up according to credit rating. Therefore the securities are designed 

together with the rating agencies, rather than rated afterwards, in order to achieve specific 

ratings. This act of deliberately packaging the securities in order to exactly meet the rating 

thresholds is known as “rating at the edge”. Secondly the regulatory implications of ratings 

adopted over time meant that ratings did not only convey information on default probability, they 

de-facto functioned as a green light for sale to certain types of customers, who by law were 

limited to holding only investment-grade securities in their inventories. 

This fundamental change in the income structure of the rating agencies lead to a potential conflict 

of interest as their clients may have applied pressure to achieve favorable ratings on their 

products. Rosner & Mason have gone as far as asking the question: 

“Are Credit Rating Agencies still publishers or are they underwriters?” (Mason:2007:12) 
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Figure 8. 2 

 

 

Proponents of the issuer-pays model note that under an equilibrium model rating agencies know 

that failure to provide a fair credit evaluation would harm their reputation in the long run. This 

effect should offset the agency problems posed by the model, in which they would have an 

incentive to assign a credit rating the issuer demanded regardless of its fair and honest opinion. 

A growing literature on ratings inflation however challenges this notion, indicating a number of 

shortcomings in the credit rating business. Besides the dilemma of rating agencies being primarily 

paid by the companies they rate, critics points to two issues: ratings shopping and big issuer 

coercion.  

8.3.1 Ratings shopping 

As it is generally agreed upon that part of the reason for the bubble and the following financial 

and economic crisis lies in the complex nature of the CDO-risk assessment, it also follows that 

different rating agencies had different approaches to rating the products and therefore came to 

differing results. 

Benmelech & Dlugosz attribute a combination of poor risk modeling and ratings shopping – the act 

of actively select the rating agency that will apply the most lenient ratings – for causing the 

general understatement of risk in the CDO market.  

The theory is that securitizers make money from selling their products at the highest possible price 

(like any other salesmen). To the extent that a higher rating implies lower risk in the eyes of the 
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purchasers, it reduces the expected yield needed to sell the product which increases profits for the 

seller. 

Out of 534 Asset-backed-security CDO’s issued between 2005 and 2007, tranches rated solely by 

one rating agency were more likely to be downgraded by January 2008. They were also likely to be 

downgraded by more notches than CDO’s rated by multiple agencies (Benmelech:2009:16). This 

provides suggestive evidence of ratings shopping, where the securitizers actively seek out the 

most favorable preliminary ratings before agreeing into the actual rating procedure. 

 

8.3.2 Big Issuer coercion 

Where the former argument leaves room for the rating agencies to simply disagree on ratings, He, 

Qian & Strahan (He:2011:132) take the reasoning one step further to examine the level of 

coercion, or pressure, the securitizers can influence on the rating agencies in order to achieve 

more positive risk evaluation.  Their theory is that as the structured finance industry grew rapidly 

in the boom years 2004-2006, the rating agencies became increasingly reliant on deals with the 

securitizers behind these CDO’s as their main source of income. This increased the bargaining 

power of the largest CDO issuers substantially, which in turn caused the rating agencies to provide 

unduly favorable ratings to their products in exchange for large continuous income streams. This 

reasoning is a continuation of the “Credit rating agencies as underwriters-theory” presented by 

Mason & Rosner in 2007. 

The methodology of He, Qian & Strahan is as follows: 

- Big issuers are defined as the top 10% securitizers in the structured finance markets by 

issuance volume. In fact the CDO market was concentrated around a few key agents, with 

the top 5 comprising between 38% and 47% of total market size from 2000 to 2006.  

- Favorable ratings are measured by the proportion of AAA-rated tranches in a given CDO 

deal. All other things being equal; the less subordination in a CDO, the more favorable the 

rating.   

- One weakness of this approach is the lack of control on the ex-ante quality of collateral 

used, which influences the ratings. Instead ex-post price development of the AAA-rated 

tranches  in the CDO’s is used as a measure of quality. In theory there should be no 

statistical difference in performance of AAA-rated securities, given that ratings are 

assigned on an equal basis with no coercion. 
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Table 8. 2 

(He:2011:132) 

The empirical findings on the degree of subordination are clear-cut: The big issuers maintain a very 

low degree of subordination (tranches not rated AAA), whereas the smaller issuers experience an 

ever-increasing subordination in the years preceding 2006, at which point the gap is ten 

percentage points. 

Graph 8. 1 

 

(He:2011:133) 

To the extent that the lower subordination of big-issuer CDO’s is a result of coercion, rather than a 

pure difference in the quality of the collateral, these AAA-rated tranches should be more likely to 

experience distress and price drops in a falling market. This is tested for by examining the median 

price development for the cohort of AAA-rated CDO’s  rated and sold in the years 2000-2006. 

Error! Reference source not found.8. 1 illustrates that while the price development show no 

significant differences among 2000-2003 issues, there is a significant performance gap in the 

issues from 2004-2006 when the markets boomed. During this period prices dropped by 15% more 
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on AAA-rated tranches if sold by large-issuers, indicating inferior collateral quality, and hence 

suggesting inflated ratings.  

It is noticeable as well, that the 5 largest issuers of mortgage-backed-securities in 2006 from Error! 

Reference source not found. all subsequently failed. 

Graph 8. 2 

 

(He:2011:134) 

The article concludes that big issuers were successful in achieving unduly favorable ratings on the 

MBS in the boom years from 2004-2006. The rating agencies were thus under pressure to, and 

apparently did, inflate ratings in order to bring in more business. 

8.3.3 Market anticipation 

Based on the previous section on ratings inflation, it is natural to examine how the markets 

received these ratings, and if they accordingly discounted the CDO tranches on the grounds of 

being more risky than the AAA-ratings would traditionally suggest. 

As a follow up article on the literature of ratings shopping and big issuer influence, He, Qian & 

Strahan, (He:2012) examine the yields on AAA-rated CDO’s at initiation, and the ex-post 

development of the price. 
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The hypothesis is the following: If rating agencies treat issuers equally, then all MBS deals with a 

given rating should be sold at the same price (initial yield), ignoring issuer characteristics. If on the 

other hand the market participants are skeptical of some issuers receiving favorable ratings, they 

would demand a discount compared to the equally-rated products of a smaller issuer.  

He, Qian & Strahan control for effects such as Issuer Rating6, Issuer Type7, Deal Complexity8 and 

various other variables concerning the collateral that makes up the asset pool, and in the process 

make some interesting initial findings: 

- Even though smaller issuers have a higher degree of subordination (ie.less AAA-rated 

tranches), their collateral pools were of higher quality, enjoyed better diversification and 

had shorter maturity than the big issuers. 

- Smaller issuers more frequently had multiple rating companies rate their products, perhaps 

indicating a smaller degree of ratings shopping. 

Their main regression reveals that yields on MBS CDO’s issued by large agents (top 10% of market 

share distribution) experience an average yield which is higher than smaller issuers, although the 

effect is significantly stronger in the years from 2004-2006. The spread is positive along the entire 

sample period from 2000 to 2006, with an average difference of 18 basis points, and a maximum 

of 37 basis points in 2004. The reference yield from which the spread is defined is either the 

LIBOR-rate (for floating rate tranches) or the comparable-maturity US Treasury rate (for fixed rate 

tranches). 

                                                      

6
 The idea being that issuers with a higher credit rating might command a lower yield since the implicit recourse in 

event of MBS default is higher. 
7
 Banks and thrifts face tighter regulation than finance companies and investment banks. This could affect yield 

expectations by markets. 
8
 A variable including the log of the number of tranches, included as more complex deals might lead to greater ratings 

inflation. 
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Graph 8. 3 

 

(He:2012:2129) 

The fact that large issuers had a higher degree of AAA-rated tranches (Graph 8. 3) stresses the 

importance of the finding, as this should logically result in a lower yield (ie. smaller spread) due to 

the perceived lower risk of the bonds. 

8.3.4 A model explaining the conflict of interests 

In light of the three sections above Bolton, Freixas and Shapiro (Bolton:2012) establish a formal 

model explaining how the conflicts of interest in the rating industry leads to ratings inflation – 

especially in economic boom times. 

Their model incorporates a number of assumptions, all based on the conditions found in the 

market during the mid-2000’s, including: 

1) Issuers pay for the rating of their own products 

2) Issuers can choose whether or not to publish a rating, and only pays if published 

3) The rating models are prone to errors (As Mason & Rosner also indicated) 

4) Rating agencies can “tweak” their models on a case to case basis essentially allowing for 

some ex-post changes to the credit evaluation. This is related to the model errors.  

5) Future reputation is a concern for the credit rating agency 

6) Large entry barriers exist in the credit rating industry. This explains why there are 

essentially only three agents. 

7) Investors are divided into trusting investors that take ratings at face value, and 

sophisticated investors that see the potential conflicts and discount for them. This is  
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Their most important finding is that the current regime of an oligopoly (The big three: Standard & 

Poors, Moody’s and Fitch comprising the vast majority of the ratings business) is very prone to 

ratings shopping in which issuers are able to choose between different ratings after they have 

been conducted, but before they are published. Unwanted ratings are never published. 

The importance of this finding lies in the implication that a monopoly on ratings would be 

preferable to the current system as no ratings shopping would be possible. It contradicts the 

notion that multiple sources of information (competition) leads to better information - at least 

under the issuer-pays regime. Extending the model to multiple periods to allow for endogenous 

reputation does not change the result that ratings shopping will occur and lower market efficiency. 

Figure 8. 3 

  

The complicated methodology for rating structured finance products increase the opaqueness of 

the ratings, which in turn allows for more ratings shopping as opinions differ amongst the raters. 

This allows both issuers and rating agencies to leverage the economic benefit experienced from 

ratings shopping. 

The model also shows two other parameters that influence ratings inflation: Inflation increases 

with the percentage of trusting investors and decreases with the probability of getting caught 

(when highly rated investments fail). As both the amount of trusting investors and the probability 

of getting away with overrating is expected to increase in economic boom times, and because at 

the same time demand for rating complicated products should increase because of the boom 

times, this combined effect can explain why ratings inflation can create systemic risk 

(Bolton:2012:106). 
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Figure 8. 4 

 

8.4 Facilitating the bubble 

All in all the extensive literature and research documenting the incentives and actual behavior of 

credit rating agencies during the housing bubble point to an industry that was heavily biased 

towards inflating the ratings of the collateralized debt obligations. A number of factors such as the 

issuer pays model, the complicated nature of the products, ratings shopping and the economic 

boom times all contributed in this way.  

The literature furthermore documents that the market was aware about the misaligned incentives 

and to some extent anticipated and discounted the ratings as a result.   

Without the overtly high credit ratings assigned to the financial products, the degree of leverage 

on behalf of the banks would likely have been smaller. This could have lessened the impact of the 

crisis. The pivotal reason why credit ratings are so important lies in their explicit status as legal 

measures of risk in the regulatory statutes governing the actions of the financial sector. The next 

section will deal with this issue and its implication in the use of credit default swaps in the years 

leading up to the crisis. 
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9 Regulatory authorities 
Tracing their origins back to the Great Depression of the 1930’s regulatory authorities such as the 

Federal Deposit Insurance Corporation (FDIC), the Securities and Exchange Commision (SEC) and 

their counterparts have been a key component in the political supervision of the financial markets. 

The need for oversight and supervision has evolved as a consequence of the central bank system 

effectively acting as a lender of last resort in order to ensure financial stability.  

According to Paul Volcker, former chairman of the Federal Reserve, the 1984 FDIC takeover of the 

Continental Illinois Bank marked a watershed in the financial markets, and the term “Too-Big-to-

Fail” became popularized (Stern:2004:forewordVIII). The mandate of regulators and the Federal 

Reserve was expanded from simply being a lender of last resort, into actively assuming 

responsibility for all liabilities of large troubled financial institutions. 

In turn this policy of implicit government backing has created an incentive for the banking system 

to relax due diligence and increase risk-taking, as the motivation and reward for prudent banking 

has been diminished. The insufficiency of the risk of loss to balance out the potential gains of risk-

taking - as seen from a bank owner’s perspective – is what has created the need for constant 

oversight and adaptation of regulation in order to increase market stability (Stern:2004:25).  

The following section examines how federal regulation directly affected the structured finance 

markets – especially the Collateralized Debt Obligations and Credit Default Swaps – in the years 

leading up to the crisis.  

9.1 The use of ratings in regulation 

Frank Partnoy in his 1999 article describes how there are two competing views of what the role of 

the Credit Rating industry is: the reputational view, and the regulatory license view. The 

reputational view is what originally drove demand for, and thus generated profits for the credit 

rating agencies. 

As with the previous section that describes the conflicts of interest between conveyors of credit 

information and purchasers of rated products, Partnoy argues that the incorporation of credit 

ratings into financial regulation changed the incentive of raters away from conveying truthful 

reputational building information. Instead they were effectively extending regulatory licenses to 

financial institutions that allow them to increase profits through conducting business that would 

otherwise be in conflict with regulation. This in turn gave impetus to the rapid rise of the 

derivatives markets, as they are the easiest way to take advantage of such regulatory arbitrage 

(Partnoy:1999:66).  

One indicative proof is the explosive issuance of collateralized debt obligations through special 

purpose vehicles (or Structured Investment Vehicles), in which already securitized assets are re-

securitized, assigned a higher average credit rating and then re-sold for a profit with very low 

capital requirements associated. 
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The first official use of ratings in regulation came in 1931 when the US Treasury Department ruled 

that the bonds held by the Federal Reserve should be carried at cost value when rated BBB or 

better as opposed to partially discounted if the rating was below investment grade. 

1973 was a watershed year as ratings were formally incorporated into market regulation acts. 

Following this ruling a number of rating agencies were designated Nationally Recognized Statistical 

Rating Organizations (NRSRO), and their ratings became an instrumental tool governing the capital 

requirements and investment opportunities for companies in the securities-, pension-, banking-, 

real-estate- and insurance sectors (Partnoy:1999:75).  

9.2 How regulation affects credit ratings 

Although it is widely believed that rating agencies bear a large part of the blame for the growth of 

the subprime-bubble, such as Paul Krugman simply pointing to the issuer-pays conflict of interest 

as a source of the problems (Krugman:2010), it has also come to the attention of academics to 

study how changes in the regulatory environment can directly affect and change how different 

asset groups are rated compared to each other. For instance Benmelech and Dlugosz 

(Benmelech:2009:177) point to the fact that corporate bond ratings stayed relatively conservative 

in the post-crisis years and as a result comprised just 1% of the downgrades of the recent crisis, as 

opposed to 95% of all downgrades being related to the residential mortgage-backed securities.  

This opens up for studies that deal with not only a cross-sectional view on the rating industry as a 

whole, but also a time-varying rating standard that - affected by regulatory framework - 

potentially destabilizes markets. One such paper published in 2013 by Opp, Opp & Harris seeks to 

establish a theory in which purely rational participants (rating agencies, issuers and investors) 

react to the regulatory changes presented to them by authorities (Opp:2013).  

As opposed to the popular view that rating agencies had everyone in the markets fooled and that 

everyone took subprime-ratings at face-value, this idea of rational expectations among agents falls 

well in line with the previous articles by  He et. Al. and Bolton et. Al. that simply provide a better 

explanatory power when tested. 
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(Opp:2010:3) 

In a scenario where no regulation is dependent on ratings, there is no incentive to inflate ratings. 

The Information gathering level depends on how costly it is to acquire information compared to 

the value of additional information added to the sale of the rating. Not surprisingly it is found that 

this ratio can differ according to asset classes. (regular corporate bonds require less information 

than complicated financial products, however information on them may also be acquired relatively 

cheaper.)  

Opp, Opp & Harris, 2013 model on credit rating standards across asset classes and 

time.  General features: 

- All agents are aware of “obvious” conflicts of interest, such as the issuer-pays 

model. This was proved by He. Et al. 

- The model features a monopolistic rating agency. Reality was more 

oligopolistic, but as shown by He et. Al., agents in the market tended to take 

into account the number of rating agencies and discount any rating inflation 

due to ratings shopping. 

- Rating agencies may disclose truthful information, biased information or no 

information at all. 

- Without any regulation involving ratings, rating agencies always put effort into 

acquiring information and discloses only truthfully. This is optimal as their 

future rents stem from their reputation. 

- Given no regulation the effort expended by the raters to acquire information is 

a tradeoff between additional costs of information gathering and additional 

resale-value of that  information. 

- Companies/projects that are to receive a rating can be either good type 

(positive NPV) or bad type (negative NPV).  
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Graph 9. 1 

 

As contrasted to Error! Reference source not found., Error! Reference source not found. shows 

the effects of rating-contingent regulation on the information gathering process for the rating 

agency. The more regulation decides what type rated securities a corporation can hold (sell) either 

due to reserve requirements or other legal obligations, the higher the profit from holding (selling) 

highly rated securities - regardless of their actual risk effect on the portfolio of the investor (issuer) 

in question. 

The result is a decrease in the value of additional credit information because the information 

receivers are aware of the bias. This is represented by the downward shift in the slope of the 

revenue from selling credit information. This effect reduces the incentive to acquire additional 

information. At the same time there is a dramatic shift upwards in the entire revenue-curve as the 

mere action of assigning the investments with a high-grade credit rating generates profits for all 

parties (this higher profit is of course associated with an equal increase in risk taking). The raters 

are endowed with a license to facilitate ratings arbitrage of which they receive rents. The results 

are higher profits for the rating company (Opp:2013:5). 
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Graph 9. 2 

 

Further the model shows that, as the level of potential for regulatory arbitrage increases, the 

problem of the diminishing value of additional information also increases until the point of 

breakdown. In this case all participants expect more and more ratings inflation and therefore are 

willing to pay less and less for actual truthful information gathering and disclosure. 

Because of this, at some point, it makes no sense for the credit raters to make any real effort to 

discover and disclose truthful information, as the value of information pales when compared to 

the value of the “regulatory arbitrage” 

This also explains why complicated structured finance products such as cash and synthetic 

collateralized debt obligations are more affected by regulatory changes than less complicated 

products such as corporate debt: the more complicated the rating process, the higher the cost 

borne to obtain that information for rating agencies. This minimizes the expected profits from 

rating said products under no-arbitrage circumstances, and therefore amplifies the relative gains 

that can result when regulatory arbitrage becomes a possibility. 

Finally the model predicts that given a fixed regulatory scheme, ratings inflation will wary with 

economic circumstances, reinforcing the findings made by Bolton et. Al. illustrated in Error! 

Reference source not found. The reasoning is that in boom times, the percentage of “good” firms 

and “good” projects receiving ratings is much higher than in crisis times. This implies that 

increased accuracy in rating projects will inevitably result in higher ratings overall than in non-
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boom times and that the overall value of the projects is higher relatively reducing costs of 

obtaining information. 

To sum up the theory developed by Opp, Opp & Harris, even small changes in regulations can 

induce large shifts in rating standards, in particular causing ratings inflation. This shift is likely to be 

heterogeneously affecting asset classes according to rating complexity. Also the state of the 

economy is likely to be amplifying (dampening) this effect in boom (crisis) times.  

9.3 Regulation and the recent crisis 

Regulation of the financial sector goes hand in hand with the concept of “too-big-to-fail”: If the 

society at large is to bail-out large financial institutions because they are systemically important to 

the overall functioning of the economy the society must set rules regarding the risk-policies of this 

sector. This regulation changes the game for the companies and in turn creates in incentive to try 

to go as close to the limits as possible in order to maximize profits, as the potential downside is 

reduced due to implicit government backing. The question is why this system largely worked from 

1984 until the mid-2000’s and then suddenly failed? 

The previous theory by Opp, Opp & Harris provides a theory that explains how the dangerous mix 

of:  

a) increased use of complicated derivatives,  

b) heavy reliance on credit ratings that allow for ratings arbitrage; and  

c) incredible economic boom times 

led to an unprecedented increase in risk-taking that overwhelmed the weak regulatory institutions 

in the U.S. and elsewhere.   

The conclusion of the Federal Crisis Inquiry Commission in section 7.4.2 also supports this 

monumental lack of supervision both within the companies, but also on the behalf of the 

administering public regulatory bodies.  

As a result of the economic consequences of the late 2000’s much has changed in the way 

regulation is now conducted in the US. With regards to credit ratings, the Dodd-Frank act of July 

21st 2010 paved the way for a fundamentally different way of handling financial regulation through 

enhancing the powers of the Securities and Exchange Commision and furthermore stating: 

“the Dodd-Frank Act requires every federal agency to review existing 

regulations that require the use of an assessment of the credit-worthiness of 

the security or money market instrument and any references to credit ratings 

in such regulations; to modify such regulations identified in the review to 

remove any reference to, or requirement of reliance on credit ratings; and 

substitute with a standard of credit worthiness as the agency shall determine 
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as appropriate for such regulations.” (Securities and Exchange 

Commission:2010) 

The legislation passed following this ruling means a shift of paradigm in the regulations industry, 

and a turn away from the “deregulation” of the last few decades. It also concludes my analysis 

part of the roles played by the Credit Default Swap, and subsequently the Rating Agencies and 

Regulatory Framework with regards to the build-up and unfolding of the financial crisis of 2008. 

10  Conclusion 
The Credit Default Swap as a tool is a relatively new financial derivative that has been immensely 

popular over the last few decades. Its use centers around the risk exposure needs of some of the 

largest financial institutions in the world. This leads to a market that is dominated by over-the-

counter transactions and not much transparency. However the expanding size of the market 

during the 2000’s stress the relevance of examining their economic impact. 

There is no doubt that the Credit Default Swap as a derivative played an important role in the 

financial boom times of the mid 2000’s and as a result also in the market crash of 2008 and 

subsequent recession. Markets hungered for short-term profits in an environment with high 

economical confidence and low interest rates.  

An abundance of credit rushed into the mortgage market in many countries including the U.S. 

which in turn saw unprecedented growth rates in housing prices. In order to opt-in on this new 

opportunity, investors in the U.S. increasingly sought out ways to expand the market. This 

included lending being extended on an increasingly large scale to sub-prime borrowers who did 

not meet traditional borrowing criteria. 

This new composition of the home-owners was made possible in part due to extensive financial 

innovation including the newly invented off-balance-sheet collateralized debt obligations. Large 

amounts of mortgage- and credit related assets were pooled into new debt obligations, which 

were then sliced into different tranches sorted by seniority. In this way the banks could resell debt 

of varying quality and composition, on a large scale, with most of the tranches being assigned an 

AAA-credit rating. This expanded the market for MBS’s and further stimulated demand. 

The market appetite for these investment opportunities were in fact so big that a large market 

appeared for synthetic CDO’s in which not a single penny is ever lent to a home-owner, the banks 

simply set up an arrangement of cash flows that mimicked the housing market. The end result was 

not only an enormous credit bubble in the housing sector, but also a financial sector that had such 

a huge exposure towards this bubble that the financial distress of these central institutions 

became an inevitable reality during 2008.  
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The Credit Default Swap was an integral part of this whole new financing regime, as a CDO by 

definition cannot exist without a CDS. The amount of leverage in the new financing regime 

increased to tremendous highs and caught the risk-regulating authorities off guard and 

unprepared.  

CDS’s were not only instrumental in increasing risk and exposure, they also had an unfortunate 

side-effect of perverting incentives by allowing agents to hedge even their own activities. In fact 

companies such as Goldman Sachs earned millions of dollars betting against their own lending 

activity at the ultimate expense of the taxpayers through expensive bailouts. 

The question is; why was the financial sector allowed to partake in such runaway activities that 

jeopardized the stability of the entire economy? At least part of the answer lies with the 

regulatory authorities who failed to monitor the companies, assess the riskiness of the market and 

intervene before it was already way too late.  

Much of the regulation had placed tremendous powers and trust in the hands of the Nationally 

Recognized Statistical Rating Organizations (NRSRO’s) represented by Standard & Poor’s, Moody’s 

and Fitch. As is shown in several studies, the incentive effects of the issuer-pays model combined 

with the tremendous economic value of regulatory arbitrage endowed to these agents, was simply 

too much to handle. Ratings inflation in the MBS’ market was substantial and only worsened over 

time.  

The fact that markets seemed to somewhat anticipate and discount for the ratings shopping and 

the coercion that large issuers had on raters, only stresses the fact that the ratings environment 

was severely impacting the soundness of the market. The result became a financial sector in which 

several of the biggest companies were severely undercapitalized in the event of an economic 

downturn.  

In the aftermath of the economic troubles much power has been granted to regulators, along with 

provisions to entirely remove NRSRO ratings from official reserve requirements. This action should 

at the very least minimize the risk that the CDS poses to the system in future settings. 

Besides from concluding that the main reason the CDS was allowed to contribute to the financial 

havoc was due to the institutional framework surrounding the financial sector, it is also relevant to 

assess how much damage was actually caused by the CDS directly. As per the Benmelech & 

Dlugosz study presented in section 7.5 the actual losses attributable to CDS were not the primary 

source of losses of any large financial institution that ended up failing. Even in the extreme case of 

AIG that had a staggering $441 billion of nominal exposure towards CDS, losses related to their 

general investment portfolio took even bigger hits.  

While the Financial Crisis Inquiry Commission (FCIC) points out that CDS played an important role 

in the demise of AIG, they also find it to be of secondary importance in all other large cases of 
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financial distress during 2008. Poor management and corporate governance, lack of resources and 

skills at the hands of regulators and the panic of the market combined with short-term overnight 

REPO funding is generally mentioned as the three leading reasons for the collapses. 

All in all it is likely that many, including politicians and media, assign too much of the blame for the 

crisis on derivatives such as the Credit Default Swap, perhaps because of psychological reasons 

related to their complicated nature and many potential uses, be that good or bad. Perhaps the 

very opacity and highly concentrated nature of the market inclines many to consider the derivative 

more dangerous than what can reasonably be attributed after careful examination of its nature 

and impact. 

This might be analogous to short-selling being banned either on certain types of companies or 

during certain periods without much academic research to support it, or to the outcry against CDS 

on sovereign nations debt that are perceived to bear a large part of the blame for the demise of 

the economies of certain countries such as Iceland and Greece.  

When taking into account that this thesis only touches on certain topics regarding the financial 

crisis, and leaves out major topics such as the actions of politicians, national banks, corporate 

governance and how the crisis developed in other countries where the CDS might not even have 

played a role in the banking sector, it seems fair to conclude that the Credit Default Swap was only 

one small part of a much larger puzzle. When considering the ecosystem that the entire financial 

sector operated under in the years from 2002-2008, it seems very likely that the economic crisis 

would have happened even if the CDS had never been invented. 
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