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Summary: The current system of regulation lacks broad authority to monitor, oversee, and reduce
risks to the financial system that are posed by entities and products that are currently not fully
regulated, such as hedge funds, unregulated subsidiaries of regulated institutions, and other non-bank
institutions. This absence limits the managing of potential risks related to concentrated CDS exposures
taken by any market participant. Thus, a system-wide regulatory framework is vital.

Regulatory Oversight and Recent Initiatives to Address Risks Posed by Credit Default Swaps

Currently, there is not one regulator with authority over all participants in the CDS market.
The extent to which regulators routinely monitor the CDS activity of unregulated market
participants is unclear.

CDS pose a number of risks to institutions and markets, such as counterparty credit,
operational, concentration, and jump-to-default risks.

Regulators and market participants have made efforts to mitigate these risks by improving the
operational infrastructure of CDS markets, creating a clearinghouse or central counterparty
process to clear CDS trades, and establishing a central trade registry for CDS.

However, the effectiveness of these initiatives is limited because participation is voluntary and
regulators lack the authority to require all market participants to report their trades to a
repository.

Moreover, the more customized and highly structured CDS generally lack the standardization
necessary for centralized clearing.

The degree of risk associated with CDS can vary depending on (1) the type of CDS, (2), the
reference entity for the CDS, and (3) how the CDS is used.

OTC derivatives may share some similar types of risks as CDS, namely equity derivatives, and
could benefit from similar efforts to mitigate their impact.

Federal Regulation of CDS Generally Focuses on the Activities of Dealer Banks

Although federal banking regulators can oversee the CDS activity of the financial institutions
they supervise, bank regulators do not regulate the CDS markets.

Also, bank regulators do not differential CDS from other types of credit derivatives in their
supervision of institutions, because most credit derivatives volume is comprised of CDS.
Banking regulators’ oversight of CDS activity is limited to activity that is deemed to pose risks
to the safety of the particular institutions they regulate.

CDS Are Not Generally Regulated As A Product, Making Monitoring a Challenge

According to the SEC, investigations of OTC CDS transactions have been far more difficult
than those involving exchange traded equities and positions because of the prohibition on
requiring record keeping and reporting for CDS.

Collaborative Efforts

Federal financial regulators state that they address systemic risks by working closely with each
other and international regulators to exchange information and coordinate the supervision of
regulated market participants that could pose risks to the financial system.

The extent that unregulated market participants are also being reviewed as part of these
initiatives is unclear.
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In the UK, the FSA generally has broader authority than US regulators collectively; however,
its regulatory efforts have generally been pursued in collaboration with US regulators.
Recently, the FSA has been monitoring all aspects of OTC infrastructure and industry
commitments, including central clearing for CDS, credit event settlement, collateral
management processes, trade compression, and position transparency.

More Risks Posed By CDS and Other OTC Derivatives

Other challenges posed by CDS include a lack of transparency in the CDS market, the potential
for manipulation related to the use of CDS as a price discovery mechanism, and the use of CDS
for speculative purposes.

OTC derivative products including interest rate, foreign exchange, and commodity derivatives
pose similar risks and challenges.

However, the CDS market differs from other OTC derivatives markets as it poses greater risks
due to the potential for greater increases in payment obligations and larger impacts from life-
cycle events such as those associated with jump-to-default risk.

Actions Associated with Managing Risks Related to CDS

These actions have focused on three main areas previously mentioned: (1) operational and
infrastructure improvements, (2) creation of a central trade repository, and (3) development of
clearinghouses to clear CDS contracts.

Operational and Infrastructure Improvements:

o The industry has worked to reduce the backlog of CDS processing events, including
unconfirmed trades.

o The industry has worked to improve novation.

o The industry has attempted to reduce the amount of outstanding trades via “portfolio
compression”

o The industry has taken steps to implement a cash settlement protocol for CDS contracts.

Central Trade Repository

o InNov. 2006, DTCC created the TIW to serve as the industry’s central registry for
CDS.

o TIW helps address operational and transparency concerns.

o Despite the important benefits of TIW, it is limited in its usefulness in monitoring the
market and it illustrates the limits of a voluntary system.

Clearinghouses

o Clearinghouses can reduce risks associated with CDS while also improving
transparency.

o However, like the other options for improving the CDS market, only certain
standardized trades would be cleared by a clearinghouse, and market participants would
decide which trades to submit for clearing.

o Because clearing is voluntary, it is uncertain what portion of CDS will be cleared and
whether this volume will be sufficient to support the clearinghouses.

o Regulators and market participants suggested that robust risk management practices
were critical for clearinghouses because clearinghouses concentrated counterparty credit
and operational risk and CDS presented unique risks.

o Failure to sufficiently manage these risks could threaten the stability of financial
markets and major institutions if a clearinghouse were to fail.

o Although several groups have announced plans to create clearinghouses for CDS, none
of the groups currently are clearing trades

Page 2



Berkeley Center for Law, Business and the Economy
UC Berkeley School of Law

- Other Ideas to Manage CDS Risks
o Mandatory clearing, mandatory exchange trading, a ban on uncovered CDS, and
mandatory reporting of CDS trades have been among the ideas suggested to address
concerns related to CDS.
Seven Goals To Improve the OTC Derivatives Markets
. Global use of clearinghouse processing and clearing.
2. Continuing portfolio compression efforts.
3. Electronic processing of eligible trades.
- 4. Elimination of material confirmation backlogs.
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. Risk mitigation for paper trades that are not electronically processed.

. Streamlined trade life-cycle management.

. Central settlement for eligible transactions.

- Any regulator tasked with a system-wide focus would need broad authority to gather and
disclose appropriate information, collaborate with other regulators on rule making, and take
corrective actions as necessary in the interest of overall financial market stability.
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