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SummaryHeading 1

In March 2007 the Financial Stability Forum (FSF) asked that the Joint Forum consider the
extent to which its March 2005 report “Credit Risk Transfer” (CRT) required updating as a
result of the continued growth and rapid innovation in the CRT markets. The market turmoil
since the summer of 2007 led to a desire for the Joint Forum to be able to report quickly and
present a brief paper at the March 2008 meeting of the FSF. Accordingly the Joint Forum
sought to keep the scope of its work focused on what is achievable in that time scale, yet
provide as much useful information as possible.

Highlights
The main findings of the paper are summarised as follows:

e Some of the more complex CRT instruments developed since 2004 are associated
with increased leverage and — in the case of certain tranches of structured finance
products — a high variance of loss or high vulnerability to the business cycle. This
increased complexity, combined with a more diffuse investor base (including
participants that are only recent entrants to the CRT markets), means that some
investors may not fully appreciate the higher-risk nature of these products.

e A failure to understand some of these risks contributed to the market turmoil of 2007.
A few fundamental tenets of sound financial judgment appear to have been violated.
The originate-to-distribute model created incentives that resulted, in some cases, in
weak origination standards for products such as subprime mortgages. Some
investors placed excessive reliance on credit rating agency ratings, doing minimal or
no in-house due diligence on the CRT products employed. Firms also appear to have
had few, if any, risk management processes in place to address risk exposures
associated with off-balance sheet entities such as structured investment vehicles
(SIVs).

o Despite these shortcomings, the structured credit market is likely to survive, but will
remain weak for a period of time. Market participants thought that “one-layer” CRT
products, such as CLOs or corporate CDOs, make economic sense and will continue.
Their assessment of the prospects for “multi-layer” securitizations was less optimistic,
and a common view was that the market for ABS CDOs would either shrink
dramatically or disappear.

e Supervisors remain concerned about several aspects of the CRT market: its
complexity; valuation issues; liquidity, operational and reputational risks; and the
broader effects of the growth of CRT. Supervisors believe that market participants
must better understand the structure and risks of the CRT products in which they
invest, as well as how the rating agencies assign ratings to specific instruments and
what circumstances would lead them to downgrade ratings.

e With continued innovation in the CRT markets, the effort and resources that firms and
regulators will need to expend to properly understand these instruments increases
significantly. Any future “misunderstandings” of risks involving CRT instruments will
probably involve a new and different flavour of products and may be no more likely to
be detected in advance, with the current level of supervisory resources. Nonetheless,
there are steps that the industry and regulatory community can take to enhance the
robustness of their risk management and oversight of these products, which are
described in Section 10 of this paper.


http://www.iosco.org/library/pubdocs/pdf/IOSCOPD194.pdf

THE JOINT FORUM

BASEL COMMITTEE ON BANKING SUPERVISION
INTERNATIONAL ORGANIZATION OF SECURITIES COMMISSIONS

INTERNATIONAL ASSOCIATION OF INSURANCE SUPERVISORS
C/O BANK FOR INTERNATIONAL SETTLEMENTS
CH-4002 BASEL, SWITZERLAND

Credit Risk Transfer
Developments from 2005 to 2007

Consultative Document

Comments by 16 May 2008

April 2008



29 November 2007 Restricted



Contents

RS T0 0] 4= USSR 1

F Y oo 10 8 1 01 (= 0T SRR 2

PartI: CRT market developments since 2005..............oooiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeee 4

1. Selected developments in CRT products and participants............................... 4

2. Whobears the risk in CRT? ..o 8

Part Il: CRT in the current credit market turmoil ..., 12

3.  Weaknesses in CRT markets in 2007 .........ccooiiiiiiiiiiiieee e 12

4.  Risk management challenges for banks and securities firms.......................... 15

Part lll: CRT questions from the Financial Stability Forum and supervisors ..........cc............. 19

5. Where are there information gaps in CRT?......ooo i, 19

6.  What effect could CRT have on WOrkoutS? ...........ccccooiiiiiiiiiiiii i 20

7.  Are there concerns about insider trading?...........ccccciiiiiie i 21

8.  Are there concerns about market infrastructure? ..............cccccociiiiiinniiins 22

Part IV: Supervisors’ concerns and recommendations..............ccccccoovvviiiiiiiiii 24

9. Issues raised in Survey of Supervisors for Update of 2005 Paper.................. 24

10. RecomMmMENatiONS. .......coiiiiiiiiiiiiiii e 27

Appendix A: Developments in CRT ProdUCES ..........cooiiiiiiiiiiiiei e 31

Appendix B Developments in CRT participants ...........ccc.ueiiiiioiiiiiiee e 41

Appendix C: Understanding the credit risk of ABS CDOS .......cooiiiiiiiiiiieee e 46
Appendix D: Constant proportion debt obligations: A case study of model risk in ratings

E= TS oo 00T o | TP 60

Appendix E The recommendations from the 2005 Report ... 73

Appendix F List of members of the Working Group on Risk Assessment and Capital ........ 79

Credit Risk Transfer






Credit Risk Transfer

Summary

Credit risk transfer has grown quickly, often with complex products, and provides concrete
benefits to the global financial system. The benefits of credit risk transfer (CRT) are well
understood and have not changed since the Joint Forum’s first CRT report in 2005. CRT
allows credit risk to be more easily transferred and potentially more widely dispersed across
the financial market. CRT has made the market pricing of credit risk more liquid and
transparent. But CRT also poses new risks. A failure to understand and manage some of
these risks contributed to the market turmoil of 2007.

Like the Joint Forum’s 2005 report, this report focuses on the newest forms of credit risk
transfer, those associated with credit derivatives. These new forms of CRT were the impetus
for the 2005 report, and their continued evolution and growth motivated this update.

Several developments in CRT markets are important for understanding the evolving risks of
CRT and the role of CRT in the market turmoil of 2007. Since 2005, CRT activity has
become significant in two new underlying asset classes: asset-backed securities (ABS) and
leveraged loans. Investor demand for tranched CRT products, such as collateralised debt
obligations referencing ABS (ABS CDOs) and collateralised loan obligations (CLOs), was
high. This demand encouraged significant origination and issuance of products in these
underlying asset classes. ABS CDOs focused their portfolios on US subprime residential
mortgage-backed securities (RMBS), while CLOs focused their portfolios on leveraged loans
sourced from corporate mergers and acquisitions and leveraged buyouts.

Across all CRT asset classes, the growth of indexes since 2005 is an important
development. Indexes now represent more than half of all credit derivatives outstanding, up
from virtually nothing in 2004. Indexes are widely used to trade investment-grade corporate
credit risk across the major markets (North America, Europe and Asia). Indexes also have
been created in the ABS and leveraged loan markets, the ABX and LCDX, respectively. In
each of these markets, indexes provide a relatively liquid and transparent source of pricing,
though the corporate indexes are much more liquid than the indexes in other market
segments. Market participants have come to view the credit derivative indexes as a key
source of pricing information on these markets. The liquidity and price transparency that
indexes provide has enabled credit risk to become a traded asset class.

The 2005 report noted the growing complexity of CRT products, and this trend has
continued. The 2005 report discussed in some detail the complex risks of CDOs, with a
particular focus on investment-grade corporate CDOs. This report focuses to a significant
degree on ABS CDOs, which are an order of magnitude more complex than investment-
grade corporate CDOs, since their collateral pool consists of a portfolio of ABS. Each of
these ABS is itself a tranche of a securitisation whose underlying collateral is a pool of
hundreds or thousands of individual credit assets. Referring to this complexity, one market
participant described ABS CDOs as “model risk squared.”

At the same time that CRT products have become more complex, the investors in CRT have
grown more diverse and global. More market participants have become comfortable
investing in CRT, which is an important factor explaining its growth. On balance, CRT activity
has transferred credit risk out of the United States into global markets. In addition, since
2005, hedge funds have become an important force in CRT markets.
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obligors differed sharply from that of the rating agencies. Figure D.6 depicts how the CDS
spreads on three names widened dramatically over the course of 2007. By year-end, their
CDS spreads were several times those of BBB bond spreads.

Figure D.6
Spreads for select financial names in 2007

Source: CDS spread data from Marklt. Bond spreads constructed from Merrill Lynch database.

We have focused on Moody’s methodology only because we were granted sufficiently
detailed information on calibration. The S&P model (Wong and Chandler, 2007) differs in
important respects, but we see no reason to expect that this model would have fared better
in our ex-post evaluation. The S&P model allows for correlated default events, but not
correlated rating migrations, and the index spread is modelled directly (ie not as a composite
of the spreads on the underlying CDS). Therefore, sectoral shocks would be even more
difficult to incorporate in such a framework.

D.5 Aftermath

The structured credit market is said to be experiencing a flight to simplicity. As discussed in
the main text of this report, it appears that issuance of CDO of ABS, leveraged super senior
notes, and other nested structures has dried up, and many market participants believe that
the most complex products may never appear again. Perhaps surprisingly, this does not
imply that CPDOs will necessarily vanish. The flight to simplicity should more precisely be
understood as a flight to pricing transparency. Model prices for CDO of ABS are highly
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sensitive to assumptions on dependence across assets in the collateral pool. The CPDO
may be difficult to model for ratings and risk-management purposes, but its pricing is entirely
transparent. ABN Amro, for example, has quoted prices on its own CPDOs throughout the
recent period, and in November revealed plans to issue USD 230 million in new CPDOs.%

Less obvious is whether the CPDO market can withstand a more conservative rating regime.
Even before the recent troubles, market analysts appeared to expect that future CPDOs
would be rated more conservatively. If coupons must be dramatically reduced in order to
maintain investment grade rating, demand for CPDO notes will naturally dwindle. The CPDO
is implicitly an arbitrage, as it merely repackages existing instruments in a form that can
garner an investment grade rating. If CPDO notes cannot offer a substantial premium over
comparably-rated debt, the costs of the arbitrage (ie the management fees) cannot be
covered.
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Appendix E

The recommendations from the 2005 Report

Appendix E is taken from pp. 5-10 of the 2005 report.

The Working Group has developed recommendations in relation to risk management
practices, disclosure, and supervisory approaches. The individual recommendations are
included in the main text of the report at the end of the relevant sub-section and thus their
ordering largely reflects the order in which the relevant topics are discussed in the main text
of the report. Some of the recommendations have several parts, consistent with the nature of
the issue being discussed. There are a few issues that cut across several of the
recommendations. In particular, the role of external ratings as applied to CDO transactions is
relevant to recommendations concerning risk management practices as well as disclosure
practices.

Recommendation 1: Role of Senior Management

Market participants should use CRT instruments in a manner consistent with the overall risk
management framework approved by their board of directors or equivalent senior
management body, and implemented by their senior management. Before entering the CRT
market, policies and responsibilities governing CRT instruments use should be clearly
defined, including the purposes for which these transactions are to be undertaken. These
policies should be reviewed as business and market circumstances change, for example as
the firm enters into increasingly complex transactions. Senior management should approve
procedures and controls to implement these policies and management at all levels should
enforce them. Senior management should have access to appropriate management
information systems covering the extent of CRT transactions undertaken by the firm.

Recommendation 2: Credit Risk

Market participants transacting in CRT instruments should have the capacity to understand
and assess the credit-related risks inherent in these instruments. This should include the
capacity to understand the major variables on which the valuation of the instrument depends
and how the valuation of the instrument will be affected by changes in these variables. Firms
that undertake CRT transactions on both the asset and the liability side of the balance sheet
should have the ability to assess on a comparable basis the relevant credit risk regardless of
how the transaction appears on the balance sheet.

Aggregation of credit risk: Market participants should seek to ensure that their measures of
credit exposures to individual obligors are as comprehensive as possible, for example by
including both direct exposures (eg loans and OTC derivatives exposures) as well as indirect
exposures from CRT transactions.
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Recommendation 3: Credit Model Risk

Firms that rely on models to assess the valuation and risks of CRT instruments should have
sufficient staff and expertise to properly understand the assumptions and the limitations of
those models, and to manage their usage appropriately. It is essential that the usage of such
models be subject to periodic validation independent of the trading or business area,
including independent audits conducted by capable internal or external auditors. Firms
should undertake efforts to regularly compare model-based valuations with available market
proxies and/or valuations of similar instruments produced by other firms. Management and
risk monitoring staff should take into account the assumptions and the limitations of those
models in making decisions in relation to CRT instruments.

Correlations: Firms should thoroughly understand the sources for and roles of correlation
assumptions in models used for valuation and risk management of CRT instruments. Firms
should regularly assess the impact of changes in correlation assumptions on model outputs,
for example via stress testing.

Extent of risk capture: Firms should assess the extent to which trading/hedging approaches
in CRT instruments may leave the firm exposed to risks that are not routinely captured in the
firm’s risk management calculations (eg “jump to default” or other issuer-specific risks and
basis risks). In particular, firms should have the capacity to monitor the extent of potential
build-up in such risks and be able to incorporate the results of such monitoring into their risk
management approach. Firms should regularly evaluate the need to incorporate such risks
into their routine risk measurement calculations.

Recommendation 4: External Ratings

Market participants should understand the nature and scope of external ratings assigned to
CRT instruments, particularly CDOs, how these differ from external ratings assigned to other
types of instruments, as well as how ratings methodologies differ across the rating agencies.
In particular, market participants should seek to understand the extent to which the external
ratings are conveying information on probability of default or expected loss as opposed to
information on the potential for loss in unexpected circumstances.

Supplementary measures: Market participants should encourage the rating agencies to
continue their efforts to provide information that supplements the ratings themselves. Efforts
to provide information on the events and scenarios that would lead to CDO ratings
downgrades or information on ratings volatility are examples of additional information that
could help market participants better understand the risks of CDO instruments.

Recommendation 5: Dynamic Management of Structured Transactions

Market participants investing in dynamic structures should evaluate carefully the record of
the manager, the nature of the manager’s discretion, and the potential for conflicts of interest.
Key issues in this regard include triggers that call for or prevent certain actions, provisions
governing the diversion of cash flows to various tranches, and the ability/right to substitute
reference credits.
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Recommendation 6: Counterparty Credit Risk

Counterparty credit risk arising from unfunded CRT transactions should be managed
actively, at least to the same standards applied to other OTC derivatives. In particular, for
risk management purposes, counterparty credit exposures on derivatives, and all other credit
exposures to the same counterparty, should be aggregated taking into consideration legally
enforceable netting arrangements. Counterparty credit exposures should be calculated
frequently (in most cases, daily) and compared to credit limits. All counterparties, regardless
of collateral status, should be subjected to a sound due diligence process. Buyers of credit
protection should evaluate the potential correlation of reference entities and protection sellers
and take account of such assessments within their risk management processes.

Recommendation 7: Legal Documentation Risk

All market participants need to pay careful attention to the legal documentation relating to
CRT instruments, such as the range of credit events covered by the instruments and to the
clear and unambiguous identification of underlying reference entities. In particular, credit
hedging firms should specifically assess whether the reference entity in the underlying
contract is the one to which they have credit exposure. A clear understanding of
documentation is of particular importance for complex, structured CRT products.

Standardisation: To reduce legal risk arising from CRT transactions, market participants
should aggressively continue their efforts towards standardisation of documentation,
including for CDOs and other more complex products.

Recommendation 8: Legal Risk and Appropriateness of Transactions

Before entering into a CRT transaction, market participants should undertake the due
diligence necessary to clearly identify their legal responsibilities to the counterparty or
customer, based on their role in the particular transaction, and to determine that their
counterparty or customer has the legal authority to enter into the transaction. Furthermore,
originators, dealers and end-users should have in place processes to assess and control
potential reputational risks involved in the transaction.

Marketing: When marketing structured CRT products, originators and dealers should seek to
foster a complete understanding of the nature and material terms, conditions, and risks
involved and should not encourage exclusive reliance on external ratings as a measure of
risk associated with the transaction. Originators and dealers should have in place processes
for reviewing marketing materials to ensure that such materials present all relevant
information fairly and accurately.

Investor Information: Before entering into a CRT transaction, investors should ensure their
ability to obtain, both at the outset and on an ongoing basis, the necessary information to
properly evaluate and manage the risks associated with their investment. In particular, they
should take into account their ability to access information on the valuation and risk profile of
the investment.
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Recommendation 9: Use of Material Non-Public Information

Market participants, especially banks that lend to firms referenced by CRT instruments,
should take care to ensure compliance with all relevant laws and regulations as well as
industry recommendations concerning the use of material non-public information (MNPI) as it
relates to their participation in CRT transactions. Efforts by banks to ensure a comprehensive
approach to compliance with such restrictions can take a number of forms. In each case,
however, banks and other market participants with access to MNPI should adopt, and be
able to clearly demonstrate that they have adopted, policies and procedures sufficient to
address the concern. Supervisors, especially bank supervisors, should review the adequacy
of and compliance with such policies and procedures, taking corrective action where
necessary.

Recommendation 10: Documentation and Settlement Risk

Market participants should execute confirmations and any other documentation associated
with a CRT transaction promptly after the transaction has been agreed. Market participants
should establish clear standards or guidelines for the time periods that should be permitted
for the exchange of documents and confirmations. Supervisors should reinforce that
significant backlogs of unsigned documentation are unsound by requiring market participants
that are unable or unwilling to effectively manage their volume of transactions to adopt
corrective measures.

Assignments: While the assignment of CDS transactions has the potential to reduce the
ongoing operational risks associated with maintaining large two-way books, market
participants should ensure that such assignment occurs in a manner consistent with the
underlying documentation and with sound risk management practices.

Recommendation 11: Operational Risk

Market participants should ensure that their CRT activities are undertaken by professionals in
sufficient number and with the appropriate experience, skill levels, and degrees of
specialisation. Reports to senior management on the performance of areas conducting such
activities should seek to encompass these issues as well as measures of financial
performance. In addition, before committing to this market, market participants should make
sure that their information and technology systems are commensurate with the nature and
level of their market activity.

Recommendation 12: Market Liquidity Risk

Market participants should understand the liquidity characteristics associated with the CRT
positions they have taken on, including those positions used for hedging purposes. In
particular, investors in CDOs and other structured products should be aware of the limitations
on secondary market activity associated with such instruments. Firms should periodically
consider how their positions in CRT instruments would behave under stressed liquidity
conditions and incorporate the results of such assessments into their risk management
approach.
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Recommendation 13: Disclosure

Market participants should continue to work to improve the quality of material public
disclosures concerning CRT transactions and the resulting distribution of credit risks.

While disclosures of CRT-related risks need to respect the frameworks within which
individual firms present their risk profiles, there is room for improvement in a number of
areas. Clearly, the need for improvements varies across firms and the relevance of these
recommendations will also vary with the level of CRT activity undertaken by firms. In certain
cases (eg asset managers), the recommendations may be appropriately targeted at internal
reports to boards of directors or trustees.

. Market participants should provide clear qualitative descriptions of the nature of their
activities, including a discussion of the purpose and nature of CRT transactions
employed.

. Market participants, such as banks, that typically provide summary information and

breakdowns (eg by credit quality, industry or geography) of credit exposures for
lending portfolios, should consider presenting information that describes how CRT
transactions affect these summary measures and breakdowns of credit exposure.

) Market participants that engage in CRT transactions as part of their trading activities
should consider providing breakdowns of trading risk exposure and revenue that
detail credit-related risks separately from other risk categories such as interest-rate
risks (eg disclose credit-related VaR separately).

o Market participants that report asset holdings by ratings categories should not
simply aggregate holdings of CDOs with holdings of other types of instruments that
are similarly-rated. Because of the differences in risk characteristics, it would be
more appropriate to consider distinguishing material holdings by type of instrument
(eg bond vs. CDO) and/or to consider structuring reporting categories by spread
amounts.

. Market participants, such as insurers, that take on credit exposures as an
underwriter, should consider providing information on the amount of such exposures
and associated provisions.

Recommendation 14: Aggregate information

The efforts of the Committee on the Global Financial System to develop mechanisms that
better identify aggregate information on credit risk should be strongly supported by
supervisory authorities and market participants.

Recommendation 15: Supervisory Efforts

Supervisory authorities should undertake the steps necessary to enhance their
understanding of evolving market developments in relation to CRT transactions. This
includes the need to attract and retain qualified staff and to implement procedures, such as
training programs, to improve staff knowledge and understanding on an ongoing basis.
Supervisors would benefit from periodic discussions with market participants regarding
developments in this area.
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Recommendation 16: Supervisory and Regulatory Review

Supervisory authorities should periodically review regulations, supervisory guidance and
reporting mechanisms that are pertinent to CRT transactions. In many cases, supervisory
guidance and regulations applicable to OTC derivatives are not tailored specifically to credit
derivatives transactions. While in many cases this is appropriate, there may be
circumstances where the regulations, supervisory guidance or reporting mechanisms need to
be adapted to some extent to better fulfil their specific objectives. Supervisors should
undertake efforts to understand thoroughly the accounting treatment of CRT transactions and
their implications, while also seeking to provide knowledgeable input into the development of
appropriate accounting standards for CRT transactions.

Recommendation 17: Supervisory Information Sharing

Supervisory authorities should continue efforts to share information on CRT activities with the
objectives of strengthening their mutual understanding of developments, promoting further
improvements in risk management practices by market participants, and enhancing
supervisory and regulatory approaches. In particular, supervisory authorities should share
information on the regulatory approaches adopted in such areas as minimum capital and
securitisation to better understand the potential interactions between the different
approaches and the incentives that these interactions could create for market participants.
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