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Preface

The purpose of the thesis is to provide the reader with a good understanding of the
risk analysis of a single name Credit Default Swap (CDS) in accordance with the New
Product Process (NPP). This incorporates the risk content analysis of the product
and the implications for risk management and risk control. In order to understand the
thesis, the reader must be knowledgeable of the NPP and what is meant by risk
analysis of a new product.

The paper is intended for capital market managers, portfolio managers and the trade
support management of a bank, who have essential knowledge of risk control, risk
management and credit derivatives. The paper may provide useful information that
can be incorporated in a new product concept for a single name CDS. The paper
confines itself to the application of theory and does not strive to develop theories or
mathematical formulas.

In my previous position at the SEB AG bank, one of my major challenges was the
implementation of the NPP. Based on my experience of the impact that a new
product can have on risk, staff requirements, processes and technology, I believe
that the NPP adds significant value to a bank. This is excellently demonstrated by a
single name CDS.

I would like to express my sincere thanks to Professor Dr. Theile for enabling me to
do my thesis on a risk management topic and to Professor Dr. Daxhammer, my
“Betreuender Professor” for guiding and supporting me through the process. I would
also like to thank my parents for their assistance during my MBA and especially
during my thesis. Many thanks also to my colleagues and my friends from the Risk
Management Department of the NRW.BANK and from other institutions for providing
me with information.
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Summary

In accordance with the MaRisk AT8, activities in new products or on new markets,
banks must use a structured approach, the NPP, before the commencement of
business activities relating to new products or new markets. This thesis examines this
process by investigating the implementation of a single name CDS as a new product.
Specifically, it demonstrates the meaning of risk content analysis of a new product
and the assessment of the impact on risk management and risk control.

A key element of the NPP is the completion of a concept that details the
implementation of a new product. The concept must incorporate a thorough risk
analysis of the new product and the implications for risk management and risk
control. A single name CDS is a product that synthetically transfers credit default risk
and to some extent credit spread risk of a bond or a loan from a protection buyer to a
protection seller. A CDS can be used as a trading product, a hedge or risk
management instrument. This thesis explores the risk content of this product when it
is used by a bank as a hedge instrument or for risk management purposes by
analyzing the basic components of the product.

The implementation of a single name CDS as a hedge or a risk management
instrument changes the risk profile of the bank and requires the bank to use new
valuation methodologies. From a protection buyer’s perspective, the new product
influences mainly counterparty risk and operational risk. Regarding counterparty risk,
the buyer exchanges credit default risk and some credit spread risk for pre settlement
risk, double default risk and basis risk. The protection seller can use the CDS to
manage concentration risk of the bank’s credit portfolio and therefore gain credit
default exposure to an industry, a country or a company by selling a single name
CDS. However, the new product exposes the seller also to pre settlement risk and
operational risk. As well, the protection seller is exposed to funding risk due to the
potential settlement payment required in the case of a credit event. Both as
protection buyer or seller, the bank will need to assess the impact that single name
CDSs have on the credit portfolio by examining correlation and concentration risk.

The MaRisk requires that risk management and control processes guarantee that all
the major risks are identified, evaluated and assessed, managed, controlled and
communicated. In a first step, the bank must ensure that it captures all of the single
name CDSs in order to incorporate them in risk management and control processes.
Regarding risk evaluation and assessment, new methodologies such as for the
calculation of double default risk will need to be implemented or old methods such as
for the calculation of pre settlement risk or credit spread risk will need to be adjusted
in order to reflect peculiarities of the new product. From a risk management’s
viewpoint, the bank will need to review its limits in order to ensure that the single
name CDS is incorporated correctly. Netting and collateral management as risk
mitigation instruments can be used to reduce pre settlement risk. However, these are
complex processes that expose the bank to other risks that also need to be analyzed.
Risk control and communication processes will also need to be reviewed in order to
ensure that the risk analysis is incorporated and that the management of the bank
fully understands the risks and changes.
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The risk content analysis of the single name CDS demonstrates the importance of
completing a thorough risk analysis of a new product before it is implemented.
Without this process, the bank would not have been able to mark the product to
market and have taken serious risks. As well, calculations of the bank’s earnings,
economic and regulatory capital, risk reserves and limit utilizations would be
distorted.

The implementation of a single name CDS results in changes for other areas of the
bank such as treasury, back office, finance and controlling, regulatory reporting,
strategy, internal audit and organization and compliance. Each of these areas must
be analyzed and the new product concept must include how the new product will be
managed.

The thesis shows that the NPP is not merely an administrative duty required by the
regulators, but a process that adds considerable value to the bank. As can be seen
by the implementation of a single name CDS, the risk content analysis of a new
product and the examination of the consequences for risk management and control
are of significant importance to the NPP.
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Zusammenfassung

Gemäß MaRisk AT 8, „Aktivitäten in neuen Produkten oder auf neuen Märkten“,
müssen Banken einen strukturierten Prozeß, der neue Produkte Prozeß (NPP), zur
Einführung von neuen Produkten und zur Erschließung neuer Märkte einführen.
Diese These ermittelt diesen Prozeß durch das Überprüfen der Anwendung einer
Single Name Credit Default Swap (CDS). Insbesondere, erläutert diese These die
Analyse des Risikogehaltes einer Single Name CDS und die sich daraus ableitenden
wesentlichen Konsequenzen für das Risikomanagement.

Ein wichtiger Teil des NPPs ist das Konzept, das alle wesentlichen damit
verbundenen Konsequenzen aufzeigt. Das Konzept muß das Ergebnis der Analyse
des Risikogehaltes dieses neuen Geschäftes und die daraus resultierenden
Auswirkungen für Risikomanagement und -controlling beinhalten. Bei einer Single
Name CDS wird der Kreditausfall und zum Teil das Credit Spread Risiko einer
Anleihe oder eines Kredites synthetisch von einem Sicherungsnehmer auf einen
Sicherungsgeber übertragen. Ein CDS kann als Handelsprodukt, als
Absicherungsinstrument oder als Instrument für das Risikomanagement eingeführt
werden. Diese These untersucht den Risikogehalt des Single Name CDSs bei der
Einführung als Absicherungsinstrument oder als Instrument des Risikomanagements
durch die Aufteilung in Basiskomponente.

Die Einführung einer Single Name CDS als Absicherungs- oder Risikomanagement
Instrument verändert das Risikoprofil einer Bank und erfordert die Einführung von
neuen Bewertungsmethoden. Aus der Perspektive eines Sicherungsnehmers,
werden hauptsächlich das Adressenausfallrisiko und das operationelle Risiko durch
das neue Produkt verändert. Bezüglich des Adressenausfallrisiko tauscht der
Sicherungsnehmer das Ausfallrisiko und zum Teil das Risiko einer
Bonitätsverschlechterung (Credit Spread Risiko) gegen Wiedereindeckungsrisiko,
Double-Default-Risiko und Basisrisiko. Der Sicherungsgeber kann das
Konzentrationsrisiko von einem Bankkredit- und Wertpapierportfolio steuern und
durch gezielte Verkäufe eines oder mehrerer CDSs das Ausfallrisiko gegenüber
einem Industriezweig, einem Land oder einer Firma diversifizieren. Allerdings, geht
der Sicherungsgeber auch ungewollte Risiken ein, wie zum Beispiel
Wiedereindeckungsrisiko und operationelles Risiko. Zusätzlich, sollte ein
Kreditereignis eintreten, muß der Sicherungsgeber den Ausfall finanzieren und somit
trägt er auch ein gewisses Refinanzierungsrisiko (Liquiditätsrisiko). Als
Sicherungsnehmer oder als Sicherungsgeber wird die Bank die Auswirkung der
Single Name CDS auf das Kredit- oder Wertpapierportfolio durch die Analyse des
Korrelationsrisikos und des Konzentrationsrisikos untersuchen müssen.

Eine weitere Anforderung des MaRisk ist daß die Risikosteuerungsprozesse und
Risikocontrollingprozesse eine Identifizierung, Beurteilung und Steuerung sowie
Überwachung und Kommunikation aller wesentlichen Risiken gewährleisten. In
einem ersten Schritt muß die Bank sicherstellen daß die Risikosteuerungsprozesse
und die Risikocontrollingprozesse alle von der Bank abgeschlossenen Single Name
CDSs beinhalten. Bezüglich der Risikobeurteilung müssen neue Methoden (für zum
Beispiel Double-Default-Risiko) eingeführt werden und vorhandene Methoden
angepaßt werden, wie zum Beispiel, die für die Kalkulation des



8 of 87

Wiedereindeckungsrisikos oder für das Risiko einer Bonitätsverschlechterung, um
die Eigenarten des Produktes wiederzuspiegeln. Aus der Sicht des
Risikomanagements muß die Bank ihr Limitsystem überprüfen um zu gewährleisten
daß der Single Name CDS korrekt berücksichtigt wird. Netting und
Sicherheitenaustausch können als risikomindernde Techniken für das
Wiedereindeckungsrisiko eingeführt werden. Es muß jedoch beachtet werden, daß
die Bank durch diese komplexen Prozesse neuen Risiken ausgesetzt wird und daß
diese analysiert werden müssen. Die Risikoüberwachungsprozesse und die
Kommunikationsprozesse müssen auch überprüft werden um sicherzustellen, daß
die Risikoanalyse integriert ist und daß das Bankmanagement die Risiken und die
Veränderungen vollständig versteht.

Die Risikoanalyse einer Single Name CDS demonstriert die Bedeutung einer
gründlichen Risikoanalyse eines neuen Produktes bevor es eingeführt wird. Ohne
diesen Prozeß, hätte die Bank das neue Produkt nicht bewerten können und wäre
schwerwiegende Risiken eingegangen. Zusätzlich wären die Kalkulation der
Bankergebnisse, das ökonomische und das regulatorische Eigenkapital, die
Rücklagen für Risiken und Limitausnutzungen, verzerrt worden.

Die Einführung von Single Name CDSs resultieren auch in Veränderungen in
anderen Bereichen wie zum Beispiel Treasury, Abwicklung, Rechnungslegung,
Meldewesen, Unternehmenssteuerung, Innenrevision sowie Organisation und
Compliance. Jeder Bereich muß analysiert werden und das Konzept zur Einführung
einer Single Name CDS muß beschreiben wie jede Abteilung das neue Produkt
handhaben wird.

Diese These zeigt, daß der NPP nicht nur eine von den Regulatoren aufgetragene
administrative Pflicht ist, sondern daß der Prozeß einen erheblichen Mehrwert für die
Bank darstellt. Durch die Einführung einer Single Name CDS wird ersichtlich, daß die
Analyse des Risikogehaltes und die sich daraus ergebenden Auswirkungen auf die
Steuerung und die Überwachung der Risiken sehr wichtige Komponenten des NPP
sind.
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Table of Abbreviations

AT Allgemeiner Teil der MaRisk/General Part of the MaRisk
BaFin Federal Financial Supervisory Authority
Basel II International Convergence of Capital Measures and Capital Standards
BBA British Bankers’ Association
bp Basis Point
BT Besondere Anforderungen der MaRisk/Specific Part of the MaRisk
BTO Requirements for the organizational and operational structure MaRisk
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monitoring and communicating risks, MaRisk
CDS Credit Default Swap
CGFS Committee on the Global Financial System
CRMPG II Counterparty Risk Management Policy Group
CRT Credit Risk Transfer
DRSC Deutsche Rechnungslegungs Standards Committee e.V.
EAD Exposure at Default
GoB German Principles of Orderly Accounting
GroMiKV Large Exposures and Million Loans Reporting Regime
IAS International Accounting Standards
IASC International Accounting Standards Committee
ICAAP International Capital Adequacy Assessment Process
IFRS International Financial Reporting Standards
ISDA International Swaps and Derivatives Association
IT Information Technology
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MaH Minimum Requirements for Trade
MaK Minimum Requirements for Lending
MaIR Minimum Requirements for Internal Audit
MaRisk Minimum Requirements for Risk Management
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TRS Total Return Swap
VaR Value at Risk
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Glossary

General Terms
BaFin The BaFin is a federal institution governed by public laws. It

belongs to the Ministry of Finance. Its primary responsibilities
include the supervision of banks, financial service companies
and insurances that comprise all of the key functions of
consumer protection and solvency supervision.

Basel Committee on
Banking Supervision

The Basel Committee on Banking Supervision was
established by the central bank governors of the Group of Ten
countries in 1975 and consists of senior representatives of
bank supervisory authorities and central banks from Belgium,
Canada, France, Germany, Italy, Japan, Luxembourg, the
Netherlands, Spain, Sweden, Switzerland, the United
Kingdom and the United States.
The Committee’s goal it to improve the understanding of key
regulatory issues and to improve the quality of banking.

Committee on the
Global Financial
System (CGFS)

The CGFS, which was established in 1971, is a central bank
forum with a mandate to identify and assess potential sources
of stress in global financial markets and to enhance the
understanding of and to promote improvements of the
functioning and stability of financial markets. Its members
include Deputy Governors and senior officials of central banks
who are responsible for financial policy, financial stability
assessments and international issues from the following
institutions: National Bank of Belgium, Bank of Canada,
European Central Bank, Bank of France, Deutsche
Bundesbank, Bank of Italy, Bank of Japan, Central Bank of
Luxembourg, Netherlands Bank, Sveriges Riksbank, Swiss
National Bank, Bank of England, Board of Governors of the
Federal Reserve System and Federal Reserve Bank of New
York.

Counterparty Risk
Management Policy
Group (CRMPG II)

CRMPG II, which includes senior officials from major financial
institutions and is chaired by the Managing Director of
Goldman Sachs, focuses on making recommendations to the
private sector to promote the efficiency, effectiveness and
stability of the global financial system.

International Swaps
and Derivatives
Association (ISDA)

ISDA has more than 600 members, which incorporate
institutions from 46 countries on six continents. It has played a
significant role in providing standardized derivatives
documentation and expertise. Its principle undertaking in the
CDS market has been to establish a robust documentation
with legal certainty which is considered as the market
standard.

Mark-it Partners Mark-it Partners supplies independent CDS data derived from
its partner banks, which include 13 major investment and
commercial banks and nearly 30 other contributing banks and
institutions.
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Risk Glossary
Banking Book
Products

The banking book incorporates all commercial banking
activities. It includes all lending and borrowing and follows
traditional accounting rules of accrued interest income and
costs. The transactions in this book are expected to be held
until maturity.

Basis Point One hundredth of a percentage point (0.01 %).
Basis Risk Basis risk is the risk associated with an imperfect hedge. It is

the risk that the profits generated from the hedge will not
cover all of the losses of the primary position.

Calibration Calibration (or parameterization) means the subjective choice
of parameters used as inputs to a risk model.

Counterparty Risk Counterparty risk is defined as the risk of an adverse
movement in profits or a loss due to the deterioration of a
counterparty credit standing or a counterparty default. It
incorporates the following risk dimensions: Credit risk (or
issuer risk), pre settlement risk, settlement risk, country risk
and investment risk.

Country Risk Country risk is the risk that is caused by the country in which
the counterparty is located.

Correlation Correlation is the degree with which random variables move
together or not; for instance the degree with which they move
in the same direction or the opposite direction. In terms of
credit risk, it results from common factors influencing risk
drivers and the individual credit standing of the borrowers. It is
a critical factor for modeling portfolio credit risk.

Credit Concentration
Risk

Credit concentration risk is the risk associated with
inordinately high levels of direct or indirect exposures to a
single or related group of borrowers. See portfolio credit risk.

Credit Risk Credit risk can be divided into credit default risk and credit
spread risk. Credit default risk is the risk of a loss due to the
default of the counterparty. Credit spread risk is the risk of an
adverse movement in profit or a loss due to the deterioration
in the credit standing of the counterparty or an issuer.

Double Default Risk Double default risk is the risk that both the reference entity
and the counterparty default at the same time. It is dependent
on the default correlation between the two parties. See also
correlation

Economic Capital Economic capital (or risk-based capital) is the capital required
to cover unexpected losses at a given confidence interval
calculated using a bank’s internal models. The confidence
interval reflects the risk appetite of the bank.

Exceptional Loss An exceptional loss is the loss arising from defaults of
catastrophic magnitude.

Expected Loss An expected loss represents the average loss that a bank can
expect to incur on a portfolio over the period up to a specified
horizon. It is used as a basis for loan provisions.
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Risk Glossary
Lending Business In accordance with MaRisk, lending business comprises all

transactions in accordance with section 19 (1) KWG, which
incorporates all balance sheet assets and off balance sheet
transactions that have counterparty risk.

Liquidity Risk Liquidity risk can be decomposed into funding risk, market
liquidity risk and asset liquidity risk. Funding risk is the risk that
a bank cannot raise funds to meet cash flow requirements.
Market liquidity refers to the risk associated with trades made
in illiquid markets. Asset liquidity refers to how quickly an asset
can be changed into cash.

Market Risk Market risk is the risk of a transaction relating to a change in
the value of a market parameter such as interest rate, foreign
exchange rate, equity or commodity prices. It encompasses
price changes in shares, bonds and currencies due to market
movements and changes in the term structure of the interest
rate or volatility.

Marked-To-Market The discounted value of future cash flows using appropriate
discount rates.

Operational Risk Operational risk can be defined as the risk of a direct or an
indirect loss resulting from deficiencies in processes, people or
technology or from external events. It does not incorporate
strategic risk, but does incorporate legal risk.

Pre Settlement
Risk

The risk that a counterparty could default before the settlement
of the final cash flow of a transaction. It is a two-way risk which
shifts from one counterparty to another depending on whether
the market value is positive or negative.

Portfolio Credit
Risk

Portfolio credit risk is the risk associated with a portfolio or a
group of transactions as opposed to an individual transaction.
See correlation and concentration risk.

Regulatory Capital Regulatory capital is the capital that is imposed by regulators
on banks that must be maintained to absorb losses.

Return on Equity A measure of profitability of equity indicating the return that a
company achieves on the capital it employs.

Risk Risk can be defined as uncertainties regarding adverse
movement in profits or in losses.

Settlement Risk Settlement risk is the risk that funds or a financial instrument
will not be delivered to the bank as expected.

Trading Book The trading book includes all transactions that can and are
intended to be traded in the market. The primary purpose of
the transactions is to buy and sell to earn profit. The
accounting rules in the trading book are based on market
values of transactions and profit and loss (P&L).
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Risk Glossary
Trading Business The MaRisk defines trading business as all money market

transactions, securities transactions, forex business,
transactions in marketable receivables, commodities and
derivatives, which are concluded in the credit institute’s own
name and for their own account.

Unexpected Loss Unexpected losses are potential losses in excess of expected
losses. They are measured by the Value at Risk (VaR)
approach and serve as a basis for economic capital
calculations.

Value at Risk VaR is a statistical measure of financial risk over a specified
time horizon. It is the worst-case loss expected over the
holding period within the probability set out by the confidence
interval. The VaR methodology serves to define economic
capital.

Credit Default Swap Glossary
Cash Settlement If a credit event is triggered, cash settlement or physical

settlement may be agreed. In the case of a credit event, the
protection seller pays nominal amount less market value of the
defaulted debt of the reference name less accrued premium
and subject to a minimum of zero.

CDS – Bond Basis CDS-Bond basis is the difference between a CDS spread and
a bond’s par equivalent CDS spread with the same maturity.
Basis can either be negative, positive or zero.

Cheapest to Deliver
Option

In the case of physical settlement, the protection buyer has the
option of which debt to deliver within certain constraints as
defined in the documentation. Hence, the buyer will deliver the
cheapest deliverable obligation available to the protection
seller.

Credit Event A credit event triggers the settlement payment by the
protection seller of the CDS. Based on the 2003 ISDA Credit
Derivative Definitions, it incorporates bankruptcy, failure to pay,
restructuring, repudiation and obligation acceleration. Cash or
physical settlement may be agreed.

Default Rate The default rate is the rate of default at a future time under the
assumption that the entity is alive now.

Hazard Rate The hazard rate is the rate of default at any time assuming the
entity has survived up to that point.

Maturity The maturity is the expiration of the contract. This is usually on
the 20th of March, June, September or December.

Nominal Amount The nominal amount (or notional amount) is the amount of
credit risk that is transferred. It is agreed between the
protection buyer and the protection seller and may or may not
be equal to the nominal amount of the reference obligation.

Physical Settlement If a credit event is triggered, cash or physical settlement may
be agreed. In the case of physical settlement the protection
buyer delivers the bond and receives par less the accrued
spread.
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Credit Default Swap Glossary
Protection Buyer The protection buyer is the counterparty in a CDS transaction that

purchases the credit protection.
Protection Seller The protection seller is the counterparty in a CDS that sells the

credit protection.
Recovery Rate The value of the deliverable obligation received by the protection

seller when a credit event occurs. It is calculated as a percentage
of par.

Reference Entity The reference entity is the precise name of the legal entity on
which the CDS provides default protection. It is the entity or
entities specified as such in the confirmation.

Reference
Obligation

The bond or loan specified in a CDS contract, used to determine
other deliverable obligations in case the reference entity defaults.

Restructuring Restructuring is included as a credit event and is intended to
guard against the eventuality of the debt of a reference entity
losing value after the restructuring of its debt.

Risky Duration Risky duration is a measure for sensitivity of a CDS. It is the
sensitivity of the Mark-To-Market value of a CDS trade to a 1
basis point shift in the CDS spreads.

Spread The spread is the payment made by the protection buyer to the
protection seller for the CDS.

Z-Spread (Zero
Spread)

The z-spread is a constant spread over the Libor zero curve that
equates the present value of a bond’s cash flows to its market
price.
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Exhibit 1-1: Legal Framework for the NPP

Source: Own Development

Hence it can be seen that regulators view new products as a source of risk and
believe that a structured approach to implementing new products prevents institutes
from being exposed to unexpected risks.

1.2 The Credit Derivatives Market in Germany

Credit derivatives can be classified as a credit transfer product. (CGFS, 2003, Pg.5)
As can be seen by the developments in the credit transfer market and the
developments in the German credit market, credit derivatives are an important
product category for German banks. This section focuses on developments in the
CRT market and changes in the German credit markets that have led to the
development and the rapid growth in the credit derivatives market in Germany. The
last part of the section provides an overview of the German credit derivatives market.

1.2.1 Developments in the Credit Transfer Market

Credit derivatives can be viewed in general as an instrument to transfer credit risk.
Credit Risk Transfer (CRT), which is not new to the financial markets, encompasses
a large range of products. Guarantees and credit insurance have been used to
transfer credit risk for a long time. During the 1970’s, banks used syndicated loans in
order to provide a client with a significant credit and then reduce the risk by selling
parts of the loan to investors. Securitization, which is a more complex form of selling
credit risk, began in the US during the 1970’s and a secondary loans market
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developed in the 1980’s. Parallel credit risk, credit portfolio management and risk-
return concepts were being developed and were increasing the demand for CRT
products. (CGFS, 2003, Pg. 1-9) Credit derivatives alter the original credit
relationship and hence make credit tradable on the market. They are similar to
insurance contracts given that they only provide funds if the insurance is triggered.
The protection buyer pays a premium for the insurance. His motive could be to
eliminate or reduce the exposure to a certain client or portfolio grade. The protection
seller receives an insurance premium and his motive could be to diversify his credit
portfolio. Intermediaries trade in the product earning fee income or speculation profit.

1.2.2 Developments in the German Credit Market

In Germany, companies have traditionally used bilateral credit agreements as a main
source of external funds whereas in other markets, such as the US, the capital
markets have taken on this role. Disintermediation and the emergence of new
entrants, regulatory changes and the increasing importance of Return on Equity
(ROE) are the main trends that have caused major changes to the German credit
market and supported developments in CRT.

The development of the information economy has changed the way in which banking
business is done. Due to lower costs, investors have better access to information,
which has led to an increase in demand for securitized products and other structured
products. The emergence of new competitors from the non-banking sector and on-
line banks has intensified the competition in the banking sector. Through the use of
the Internet, investors are also able to contact potential borrowers directly. In the US
a number of bond issuers (e.g. GM, GE) and equity issuers (e.g. Google) have gone
directly through the Internet to sell their bonds and equities without using a bank.
These trends pose a threat for banks since only high-risk clients such as poorly rated
companies that have no chance to obtain capital on the markets or small to medium
sized companies that have no external rating will continue to use banks to raise
capital. In response to these threats, German banks began developing credit
strategies and positioning themselves on the market. Regional banks began focusing
on building strong relationships with clients in order to assist them with meeting their
financial needs throughout the business cycle while large international banks and
investment banks concentrate on innovations (e.g. securitization, project finance,
credit derivatives). Innovations such as credit derivatives enable banks to manage
their credit portfolios and offer their clients better financing alternatives. (Burghof,
Henke, Rudolph, Schönbucher, Sommer, (Hrsg.), 2005, Pg. 18-27)

The implementation of the Minimum Requirements for Lending (MaK) in 2002 clearly
indicates that German regulators (BaFin) reacted to the large losses in the credit
market (e.g. Schneider, Flowtex) and increased their focus on credit risk. Parallel to
the Minimum Requirements for Trade (MaH), which provided a risk management
framework for trading products, the MaK provided a risk management framework for
lending products. A key element of the MaK is the credit risk strategy, which must be
aligned with the overall strategy of the bank. Other elements of the MaK include
credit risk classification, early warning and limit system and also credit risk reporting.
The implementation of Basel II (SolvV, MaRisk) will require banks to directly link
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capital to a professional rating for credit risk. Banks are in the process of developing
and aligning their tools for risk management, rating and capital calculation. (Burghof,
Henke, Rudolph, Schönbucher, Sommer, (Hrsg.), 2005, Pg. 18-27) It is not within the
scope of this research paper to provide an in depth overview of the regulatory
changes. It is, however, important to recognize that the changes in the regulatory
framework will continue to lead to developments in the credit and in the CRT market.

ROE has been a key indicator used by investors in the international capital markets
for a number of years. This factor became important for German banks when they
started raising capital on international markets. American banks and European banks
excluding German banks had an ROE of approx. 14 % and 10 % respectively.
Therefore in comparison German banks with an ROE of approx. 6.2 % were a poor
investment. The main reasons for the relatively low ROE were related to the credit
business. Low margins, large credit losses and expenses in credit due to increasing
regulatory requirements (MaK) have led to poor profitability. (Burghof, Henke,
Rudolph, Schönbucher, Sommer, (Hrsg.), 2005, Pg. 18-27) From an investor’s
perspective, foreign banks seemed to have a better business model. One key factor
is the general acceptance and development of rating and the risk-return concepts.
The sale of risk provides an additional income from the exposure, which increases
the overall return. As well, the sale reduces risk and hence the capital requirement.
Overall, the higher return and the lower capital requirement lead to an increase in the
ROE. Also from an investment perspective, topics such as risk-return, CRT products
and risk management will become increasingly important.

One can conclude that the changing environment in Germany and globally will
continue to drive the CRT market and specifically the use credit derivatives. Based
on a study completed by the British Bankers’ Association (BBA), “Credit derivatives
represent one of the most significant markets in banking today”. (Barrett, Ewan,
2006, Pg. 5) The diversity in products – index trades, tranched index trades and
equity-linked products - is also expanding. Whilst hedge funds are becoming
increasingly important, international banks remain the main players. (Barrett, Ewan,
2006, Pg. 5) The German market entered the credit derivative market relatively late
when compared with their international counterparts. The main players are Deutsche
Bank, Commerzbank, Dresdner Bank, WestLB and HypoVereinsbank. The main
product is the CDS, which is often used as a building block for a new structure.
(Burghof, Henke, Rudolph, Schönbucher, Sommer, (Hrsg.), 2005, Pg. 157-158)

2. Problem Discussion

The primary goal of the thesis is to complete the risk analysis of a single name CDS
for a new product concept. More specifically the thesis is intended to examine the
risk content of the product and assess the implications for risk management and risk
control.

The research paper sets out to answer the following questions:

1) What are the key aspects of the NPP?
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2) Specifically what does “risk analysis of the product” encompass?

3) What is a single name CDS?

4) What are the inherent risks of a single name CDS?

5) What are the implications for risk management and risk control?

6) What other areas of the NPP are important for the CDS?

This thesis begins with a background review of the regulatory framework in which the
NPP is embedded and also an overview of the credit derivatives market in Germany.

The second chapter highlights the goals of the thesis and the main questions that this
paper sets out to answer. Chapter 3 provides a theoretical basis for the NPP and risk
assessment. It examines the components of the NPP. As well, it provides the basis
for a risk content analysis and an assessment of the implications for risk
management and risk control. Chapter 4 explains the product, CDS. Both chapters 3
and 4 are critical for understanding chapter 5.

Chapter 5 is the main focus of the paper. It combines chapters 3 and 4 to analyze the
inherent risks of a single name CDS when it is used as a hedge and a risk
management instrument. This chapter examines the impact that a single name CDS
has on the risk profile of the bank and the implications for risk management and risk
control.

Chapter 6 discusses other aspects of the NPP for a CDS, which need to be
considered when implementing the product.

The final chapter provides a summary of the results of the research.

3. Theoretical Framework: The New Product Process

This section focuses on the NPP and is divided into two main subsections. The first
subsection examines the NPP as defined by the MaRisk and the second subsection
covers risk analysis of a new product as a key component of the NPP.

The chapter begins with an introduction to the MaRisk and a comparison of the MaH,
MaK and MaRisk requirements for the NPP. The remaining part of the subsection
focuses in detail on the key components of the NPP.

The latter part of the chapter covers the risk analysis component of the NPP and
begins with an overview of the key sources of risk in accordance with MaRisk. It then
provides an overview of risk management and risk control.
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The goal of the section is to enable the reader to understand the key components of
the NPP and the meaning of “risk analysis of the product” and of “implications for risk
management and control”.

3.1 The New Product Process as defined in the MaRisk

The primary goal of the German banking regulation is to provide depositors
insurance against bank insolvency. The main component of the legal framework is
the KWG and related circulars. The framework regulates the amount of risk in relation
to capital, balance sheet structure, risk management organization and processes and
information requirements for a bank. (Hartmann-Wendels, Pfingsten, Weber, 2006,
Pg. 380-381)

The general organizational requirements for credit institutions are stipulated in
§ 25a KWG. The MaRisk circular provides a framework for risk management at credit
institutions and specifies this paragraph. As well, the circular aims to provide a
qualitative framework for the Basel II, P-2. In accordance with MaRisk, risk
management encompasses the development of appropriate strategies and internal
surveillance procedures, which include the internal control system and the internal
audit. The internal control system incorporates organizational structure and
processes and also risk management and control processes. (BaFin, 2005, Pg. 3)
The MaRisk combines and replaces the MaK, the MaH and the Minimum
Requirements for the Internal Audit (MaIR).

The MaRisk differentiates between lending and trading business. The lending
business incorporates all transactions in accordance with section 19 (1) KWG, which
encompasses all balance sheet assets and off balance sheet transactions that have
counterparty risk. Money market transactions, securities transactions, forex business,
transactions in marketable receivables, commodities and derivatives which are
concluded in the credit institutions own name and for their own account are
considered trading business. (BaFin, 2005, Pg. 4)

The MaRisk provides requirements for counterparty risk, market risk, liquidity risk and
operational risk. It is divided into two sections with the first section covering general
requirements for risk management and the second section encompassing specific
requirements for the organization of the lending and the trading business. The
specific requirements also focus on the identification, analysis, management and
control of the different risk types. As well, this section incorporates a framework for
internal audit. (bank-verlag köln, 2006, Pg. 14-16)

The NPP was first introduced in the MaH for trading products and then in the MaK for
lending products. The MaRisk combines both the MaH and the MaK regulations for
new products and new markets.
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Exhibit 3-1: Process Diagram for the NPP

Source: Own Development

The classification of the product needs to incorporate a risk review since this will
determine the level of intensity required for implementation. Decisions regarding
product classification should be documented. (Eller, Heinrich, Perrot, Reif (Hrsg.),
2006, Pg. 142) A product variation may change the risk profile of the bank and have
significant implications for risk management and control processes. In this case, it
should be treated as a new product as shown in Exhibit 3-1.

3.1.3.3 The High Level Concept

The high level concept is not a MaRisk requirement. However, given that its purpose
is to assess the cost and benefit as well as the timeframe required for implementation
of the new product, it can be a good tool for new products. The high-level concept
can be viewed as a business case for a project. It is only suited when examining
products that are completely new to a bank or one-time transactions. This concept
should involve NPP members in order to get a high level analysis quickly.
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Credit risk is twofold. It incorporates the risk of a default and the risk of a
deterioration of the credit standing of the counterparty or issuer. Default risk is the
loss that will be incurred if a counterparty does not fulfil its obligations to service debt
as defined in the loan agreement. Default events include delay in payment
obligations, restructuring of debt obligations due to a major deterioration of the credit
standing of the borrower and bankruptcies. Simple delinquencies and payment
delays due to administrational errors do not result in a default. (Bessis, 2002, Pg. 13)

Credit spread risk is the risk of a material loss due to the deterioration in the credit
standing of the counterparty or issuer. Deterioration in credit standing of a
counterparty or an issuer results in an increase in the probability of default. Investors
then require a higher yield to compensate for the increase in risk. This in turn leads to
a decrease in the market value and hence a material loss. Therefore, while the
deterioration in a credit standing does not necessarily trigger a default, it results in a
material loss. (Burghof, Henke, Rudolph, Schönbucher, Sommer, (Hrsg.), 2005, Pg.
771)

The risk associated with a specific issue depends on the nature of the issue and the
credit enhancements (e.g. collateral, guarantees) specific to that issue. The risk of an
issue may differ from the credit risk or issuer risk relating to the counterparty.
(Bessis, 2002, Pg. 13)

Basel II defines pre-settlement risk as “the risk that the counterparty to a transaction
could default before final settlement of the transaction’s cash flows. An economic
loss would occur if the transaction or portfolio of transactions with the counterparty
has a positive economic value at the time of default”. (Basel Committee on Banking
Supervision, 2006, Pg. 19) It differentiates between a bank’s credit exposure and
counterparty credit risk. Credit risk is unilateral and only the lending bank faces a
loss. Pre-settlement risk creates a bilateral exposure and the bank only faces a loss if
the market value of the transaction is positive at the time of default. (Basel
Committee on Banking Supervision, 2006, Pg. 19)

Settlement risk refers to the risk that funds or a financial instrument will not be
delivered to the bank as expected. (Schwartz, Smith, 1997, Pg. 318)

Country risk is similar to credit risk except that it involves a country. Country risk
incorporates credit risk, settlement risk and pre-settlement risk that is not caused by
the actual counterparty but rather by the country in which the counterparty is located.
(Caouette, Altman, Narayanan, 1998, Pg. 338) Sovereign risk is the risk that a
sovereign issuer or counterparty (e.g. central bank or government sponsored banks)
defaults. This often incorporates the restructuring of debt within a country. Country
risk also includes the risk of political and financial instability, which may be reflected
by a decrease in the value of home currency. This may lead to a deterioration of the
credit standing of local borrowers. Transfer risk refers to the impossibility of
transferring funds out of a country due to the local legal restrictions or the inability to
convert the local currency. The country risk is often a cap for the local counterparty’s
rating. They serve as benchmarks for local clients and banks. (Bessis, 2002, Pg. 16-
17)

Investment risk is the risk of a loss on funds that a bank provides to a third party as
equity. (Krumnow, Sprissler et al, 2004, Pg. 1751)


