
Debt Funding in India Series

July 05, 2022

CREDIT DEFAULT SWAP: GROOMING THE INFAMOUS DEVICE

I .  O R I G I N  O F  C R E D I T  D E F A U L T  S W A P  I N  I N D I A                                       

Capital infusion is often required for a company to carry on its business and broadly there are two ways to furnish this

need: (a) to infuse equity into the organization, and (b) to avail loans. When a company avails a loan, even if the same

is secured by an underlying asset, such loan translating into a non-performing asset for the lender, is a reality. Credit

Default Swap (“CDS”) is one such mechanism through which the lenders try mitigating their risk.

Simply put, CDS functions like an insurance for the lenders against the defaults which may be committed by the

borrowing entity. CDS is a derivative contract, wherein the lender pays a periodic amount to a CDS protection seller,

and the CDS protection seller agrees to repay the defaulted amount including the principal and the interest upon the

occurrence of a contractually agreed default event. Thereby, the lenders ‘swap’ their default risk with the third party

CDS protection seller, hence, the name ‘credit default swap’.

CDS has been in existence, since the early 1990s, however, it is J.P. Morgan that has been credited with bringing

CDS to prominence, in order to reduce their credit risk from their books to comply with the capital adequacy norms and

make more funds available for lending.1 In the Indian context, the Reserve Bank of India (“RBI”) has issued the Master

Direction – Reserve Bank of India (Credit Derivatives) Directions, 2022,2 (“Master Directions”) in suppression of the

existing guidelines3. This article is an attempt to deconstruct the Master Directions.

I I .  F U N C T I O N I N G  O F  C D S  V I S - À - V I S  T H E  M A S T E R  D I R E C T I O N S                                                    

The below illustration depicts the functioning of CDS as per the Master Directions. For the purposes of the illustration,

Borrower & Co. Private Limited (a borrower), avails financial assistance from Lender Limited (an NBFC) and secures

the financial assistance by issuing debt instruments like a non-convertible debenture. To mitigate its risk, Lender

Limited enters into a credit default swap contract with Protector Limited (an Insurance company). Simply put, the CDS

mechanism works as demonstrated below:

 

A. Applicability: The Master Directions shall come into force on May 09, 2022. It shall apply to the derivative contracts

whose value is derived from the credit risk of an underlying debt instrument if such transactions are undertaken in

over-the-counter (OTC) markets and on recognized stock exchanges in India. Accordingly, these regulations will not

be applicable to derivatives which are traded privately.

B. Eligible Participants and Classifications:

The various market players involved in a CDS transaction can be classified as follows:
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1. Reference Entity: The entity issuing the debt instruments (“Reference Entity”) against whose credit risk the CDS

contract is entered into shall be a resident entity eligible to issue any of the following instruments:

I. commercial papers4 and non-convertible debentures of original or initial maturity of 1 (one) year;

II. Rated INR corporate bonds and debentures; and

III. Unrated INR corporate bonds and debentures issued by the special purpose vehicles set up by infrastructure

companies.

2. Resident and Non-Resident: Both (i) residents, and (ii) the following non-residents (a) foreign portfolio investors

(FPIs), (b) non-resident Indians (NRIs) and (c) overseas citizens of India (OCIs) on repatriation basis are eligible to

undertake the credit derivative transactions.5 Further, the aggregate limit of the notional amounts of CDS protection

sold by FPIs shall not exceed 5% (five percent) of the outstanding stock of corporate bonds.6

3. Market-Maker: The following entities shall be eligible to act as market-makers in credit derivatives:

i. Scheduled Commercial Banks, except Small Finance Banks, Payment Banks, Local Area Banks and Regional

Rural Banks;

ii. Non-Banking Financial Companies (NBFCs), including Standalone Primary Dealers (SPDs) and Housing

Finance Companies (HFCs), with a minimum net owned funds of Rs. 500 crores as per the audited balance

sheet as of March 31 of the previous financial year and subject to specific approval of the Department of

Regulation, Reserve Bank;7 and

iii. Export Import Bank of India, National Bank of Agriculture and Rural Development, National Housing Bank and

Small Industries Development Bank of India.

To bring in control and transparency in the derivatives market, the Master Directions mandate that at least one of

the parties to a credit derivative transaction shall be a market-maker (listed in (i) to (iii) above) or a such other

entities authorized by the RBI.

4. Retail and Non-Retail Users: The users, i.e. a party to the CDS contract other than the market-maker, shall be

classified either as a retail user or a non-retail user. The definition of the non-retail user is exhaustive, and the

following is the list of the same8:

i. NBFCs, including SPDs and HFCs, other than market-makers;

ii. Insurance Companies regulated by Insurance Regulatory and Development Authority of India (IRDAI);

iii. Pension Funds regulated by Pension Fund Regulatory and Development Authority (PFRDA);

iv. Mutual Funds regulated by SEBI;

v. Alternative Investment Funds (AIFs) regulated by SEBI;

vi. Resident companies with a minimum net worth of Rs. 500 crores as per the latest audited balance sheet; and

vii. FPIs registered with SEBI.

The non-retail users have the option of being classified as retail users. On the other hand, the definition of retail

users is residuary in nature, i.e., any user not eligible to be classified as a non-retail user shall be a retail user,

which will include an individual as well.

5. Protection Sellers and Buyers: Both, retail as well as non-retail users are entitled to buy protection against credit

risk (“Protection Buyer”). However, only the non-retail users listed above in paragraph 4, excluding NBFCs, are

allowed to sell the protection against the credit risk, subject to obtaining approval from their respective regulator

(“Protection Seller”).9

The various market participants as discussed in this Section II (B) are illustrated below10:

Market Participants Residents; and

Non-residents:

(a) foreign portfolio investors (FPIs),

(b) non-resident Indians (NRIs), and
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(c) overseas citizens of India (OCIs)

Reference Entity (the borrowing

entity for simplicity)

A resident entity allowed to issue:

(a) commercial papers and non-convertible debentures

of initial maturity of 1 year;

(b) Rated INR corporate bonds and debentures; and

(c) Unrated INR corporate bonds and debentures issued

by the special purpose vehicles set up by infrastructure

companies.

Market-Maker (a) Scheduled Commercial Banks;

(b) NBFCs

(c) Export Import Bank of India, National Bank of

Agriculture and Rural Development, National Housing

Bank and Small Industries Development Bank of India

Non-retail users (a) NBFCs;

(b) Insurance Companies;

(c) PFRDA;

(d) Mutual Funds;

(e) AIFs;

(f) Resident Companies; and

(g) FPIs

Retail users Any user other than the above listed Non-retail users

Protection Sellers (a) Insurance Companies;

(b) PFRDA;

(c) Mutual Funds;

(d) AIFs;

(e) Resident Companies; and

(f) FPIs

Protection Buyers Any retail or non-retail user

I I I .  R E G U L A T O R Y  C O N T R O L S  A N D  G O V E R N A N C E  O F  C D S  U N D E R  T H E  M A S T E R  D I R E C T I O N S                                                                        

CDS contracts though devised to offset the risk of the lenders have often been infamously credited for the global

financial crisis of 2008-2009. American International Group, one of the biggest insurance companies with strong

fundamentals, which had been selling the CDS protection, had to be bailed out by the government due to its inability to

pay off the CDS protection buyers.11 This was a direct result of the lack of control and regulatory atmosphere over the

CDS contracts and no requirement to maintain regulatory capital in cases of CDS contracts. Further, as CDS does not

fall in the bucket of insurance, it remained unregulated and anyone could buy or sell the CDS, without the requirement

of setting aside any reserve or regulatory capital.12

The RBI, taking a cue from the history of the CDS, has tried to place certain mechanisms to regulate and make the

system more transparent and reliable for the participants. Some of these measures are discussed below:

1. Single-Name CDS: The CDS contracts can be entered into between the market-makers and users in relation to the

credit risk where there is only a single Reference Entity.13

2. Regulator Restrictions: In addition to the requirements under the Master Directions, the Protection Sellers are

required to obtain prior approval from their respective regulator for selling the protection in relation to the CDS

contracts.14 Further, the users and the market-makers are prohibited to enter into CDS transactions if there are any

regulatory restrictions on them which shall include non-compliance with the applicable prudential norms and

capital adequacy requirements for credit derivatives issued by their respective regulators.15

3. Reference Obligations and Deliverable Obligations: The reference obligations refer to the instruments issued by

the Reference Entity which shall be utilized for determining the value of the instruments. The deliverable

obligations refer to the instruments issued by the Reference Entity which shall be delivered by the Protection Buyer

to the Protection Seller during the settlement of the CDS contract upon the occurrence of a credit default event.

The Master Directions clarifies that asset-backed securities/mortgage-backed securities and structured obligations

such as credit enhanced/guaranteed bonds, convertible bonds, etc. shall not be permitted as reference

obligations. Further, the reference obligations and deliverable obligations shall be in dematerialized forms. This

shall ensure that there is a record of settlement and the settlement is completed in an efficient manner.

4. Related party CDS contract: The Master Directions prohibit the market participants, i.e. the users and the market-

makers to enter into a CDS contract if the Reference Entity is related to either the Protection Seller or the Protection



Buyer. This shall protect the un-related party from any loss that it may incur due to additional information available

to the related party. For instance, if the borrowing entity has a common director in the Protection Buyer (investor) or

the Protection Seller, then CDS contract is not permissible.

If the related parties are government-owned entities, then the aforesaid restriction shall not apply, but such

transactions shall be on an arm’s length basis. Market-makers shall be bound to ensure that such related party

CDS transactions are undertaken on an arm’s length basis and adequate measures are put in place for the

same.16 Therefore, casting a duty on the market-maker ensures that the CDS transactions shall be in good faith, as

the market-makers shall always be one of the parties to the CDS transactions.

5. Exit from CDS Contract: The market participants can exit their CDS contract either by (a) novating the CDS contract

in favour of a third party, (b) settling the CDS contract upon the occurrence of a credit default event, or (c)

termination of CDS contract upon maturity of the underlying debt instrument.

i. Novation: Either party to the CDS contract can assign its right and obligation to any other eligible third party

(“Transferee”) by entering into a tripartite agreement with the Transferee and the party continuing with the CDS

contract (“Remaining Party”), after obtaining consent from the Remaining Party. In case of Novation the

Transferee is required to carry out a due diligence exercise.17 These provisions shall aid in protecting the

interest of the Transferee and ensure that the Transferee is not penalized due to the lack of any significant

details of the CDS contract.

ii. Settlement: The market participants are permitted to settle the CDS contracts either bilaterally or through any

clearing and settlement arrangement which has been approved by the RBI. Further, the CDS contracts can be

settled in cash, physically, or through auction. The mechanism for the cash and auction settlement of the CDS

contract is yet to be determined by the Credit Derivatives Determinations Committee, once it has been

formed.18

6. Control and Regulatory Mechanisms

The Master Directions have tried to protect the interests of the market participants and also endeavoured to

address some of the shortcomings of the CDS contracts by putting in place the following mechanisms:

i. The retail users are permitted to enter into the CDS contracts only for the purpose of hedging the credit risk

pertaining to the underlying debt instrument. Accordingly, the retail users shall not be permitted to enter into a

CDS contract for speculation and wagering purposes. The retail users need to have exposure to the debt

instruments. Further, (a) the notional amount of the CDS contract should not be higher than the value of the

debt instruments and (b) the CDS contract should not be for a period later than the maturity of the debt

instrument. The retail users are provided a period of 1 (one) month from the date they cease to have underlying

exposure, before which they need to exit the CDS contract.19

ii. Standardization of CDS contracts: This shall help in ease of business for the market participants as well as

provide terms that are based on international best practices, which in turn shall aid in attracting potential

investors and lenders to enter into the Indian CDS market. Further, the Fixed Income Money Market and

Derivatives Association of India (FIMMDA) shall be required to establish trading conventions and publish

important aspects for the CDS contract, including standard maturity period, standard premium, upfront fee

calculation, etc.20

iii. Non-Negotiable terms under the CDS Contract: The CDS contracts shall mandatorily provide: (a) reference

entity, reference obligation, and deliverable obligation(s); (b) credit event definitions; and (c) the method and

procedure of settlement.21

iv. Specific Exclusions under the CDS Contract: The following clauses shall not be incorporated under a CDS

contract that shall: (a) entitle the Protection Seller to unilaterally cancel the CDS contract, but for in the event

the Protection Buyer defaults; (b) prevent the Protection Seller from making the payment to the Protection Buyer

upon the occurrence of a credit event and fulfilment of other conditions in accordance with the terms of the CDS

contract; and (c) provide the Protection Seller to claim any relief from the Protection Buyer on account of

payment made for credit event.22

v. Reporting Requirements for OTC CDS Transaction: Market-makers are required to report all OTC CDS

transaction, to the trade repository of the Clearing Corporation of India Limited (CCIL) within 30 (thirty) minutes

of such transaction. Further Clause 8.6(ii) of the Master Directions states “market-makers are required to report
all unwinding, novation, settlement transactions, any credit, substitution or succession event to the trade
repository of CCIL.” However, no timeline has been mentioned for reporting the aforesaid transactions stated in

Clause 8.6(ii).

vi. Reporting Requirements for Exchange-traded CDS Transaction: Exchanges shall report all CDS transactions

to the trade repository authorized for the purpose by the Reserve Bank on a daily basis by the end of the day, in

the form and manner prescribed by the Reserve Bank, which shall include the gross notional amount of

protection sold by FPIs to CCIL.23



vii. Penalty for Violation: The RBI is entitled to take any penal or regulatory action against the person or agency

which violates the provisions of the Master Directions or any other applicable law, and can disallow such

person or agency from dealing in the credit derivatives market for a period not exceeding 1 (one) month at a

time, after providing a reasonable opportunity to such person or agency.24 The penalty provision seems to be

appropriate, as it empowers the RBI to take action against the violators which includes prohibiting them from

the derivative market, but the same should have been limited to the violation of these provisions as a violation

of ‘any other applicable law’ is very wide and such violations may not even impact or be in relation to the

derivative transactions.

I V .  H I T S  A N D  M I S S E S  B Y  T H E  R B I                            

At the time of writing this paper, the Master Directions seems to be a little incomplete as there are many mechanisms

like cash and auction settlement, valuation of premium, calculation of maturity dates, etc. remains undecided. Further,

there is a requirement of clarity on some significant aspects, as discussed below, which may turn the tides:

1. It is only known that the Credit Derivatives Determinations Committee shall comprise of the market-makers as well

as the users, but the voting percentage of the exact composition has not been revealed.

2. The timelines for reporting any novation, settlement transactions, any credit, substitution, or succession event

related to the OTC CDS transactions to the trade repository of CCIL are not provided.

3. The non-retail users are allowed to buy protection for hedging or ‘otherwise’. The term ‘otherwise’ is very wide in

nature and in absence of any clarification or qualifier, it may be understood to include ‘speculations’. Accordingly,

the non-retail users can buy protection for speculative purposes without having any underlying exposures to any

debt instrument. Therefore, such naked CDS contracts may lead to a rise in the manipulation of the ratings of a

debt instrument.

4. The auction settlement mechanism of the CDS contract needs to clarify whether a related party to the reference

entity can take part in the auction of the reference/deliverable obligation.

5. Whether the Protection Sellers, after the settlement of the CDS contract with the Protection Buyer, shall have any

recourse to the Reference Entity as a financial creditor or a lender under the applicable laws.

On the other hand, the Master Directions are not devoid of positives. Some significant features are discussed below:

1. The Master Directions have set up necessary regulatory control and linked the eligibility of the market participants

to the approval of their respective regulators.

2. Capital adequacy norms for the Protection Sellers are made applicable as per the applicable laws, which was one

of the dominant reasons for the failure of the CDS contracts which ultimately snowballed into the global financial

crisis of 2008-09.

3. Adequate protection mechanisms and necessary terms to be incorporated and prohibited under the CDS contracts

have been listed out to safeguard the Protection Buyers.

4. Strong penal provisions along with the strict reporting timelines shall assist in transparent and good corporate

governance.

V .  C O N C L U S I O N           

The provisions of the Master Directions clearly demonstrate that the object of the RBI is to develop the CDS market in

India and attract potential market players to be part of the same. At the same time, the RBI has tried to maintain a

stance that there shall be adequate checks and balances on the CDS transactions, through the regulatory regime.

Such measures shall definitely go a long way in assisting the CDS to shed its disreputable history. For now, it remains

to be seen whether these measures are good enough to tame the CDS contracts in the Indian market.

– Akash Kumar & Basava Rao
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