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ABSTRACT

The Financial Crisis of 2007-2009 was the biggest recession America had seen since the
Great Depression. Now known as the Great Recession, some scholars believe it was even worse
than the Great Depression. The inner workings of this financial crisis will be studied extensively
in the years forthcoming. Every new piece of research will continue to add different portions to
the already difficult equation of uncovering the truth. There will always be differences of
opinions on who, or what, caused America’s financial system to crumble. No matter how many
studies will be published on the Great Recession, there will always be a few common
denominators. The first is that the subprime mortgage lending market was growing at an
uncontrollable rate. This led to a housing bubble, which was the ultimate cause of the recession.
Reasons for the extreme growth in subprime lending can and will be argued for years to come.
The other common factor that arises when studying the crisis is that financial derivatives were
involved. The main types that were used are credit default swaps (CDS) and collateralized debt
obligations (CDO). There is a stigma towards the CDS because it is blamed for causing the
crisis. This thesis attempts to study a different view on how the CDS market was used in the lead
up to the crisis. In addition, the future of this market is very much in question, and regulation
may be the key to getting past this negative reputation. The evolution of the futures market may
be tied closely to how the CDS market can regain a positive view.
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Chapter 1
Introduction
Time has proven that markets will always contain bubbles and the bursts that follow.
There is no way to completely prevent human nature and the uncontrollable bad decisions that
will be continuously made. The next best thing is to study these time periods and find a way to
control the controllable. Getting to the root of any bubble is impossible because of the thousands
of moving parts. The financial crisis of 2007-2009 is the epitome of this. This crisis caused a
time period so rough in America that it is now known as the Great Recession. The root cause of
this crisis may never be uncovered. However, one common denominator that always gets blame
for being involved in causing the Great Recession is credit default swaps, or CDS.
CDS are a relatively new type of a derivative. A derivative is an asset whose value is
dependent on one or more other assets or factors. Financial derivatives have been around for
over a hundred years. They serve many benefits that would otherwise make the market less
efficient. However, these derivatives have been given an extremely bad reputation since the
crisis. These CDS have especially been targeted when researching the financial crisis of 2007.
Blame is easily placed, even without the full story. The objective here is to first identify
exactly how these CDS work. With so many moving parts, it is extremely hard to blame these
derivatives without understanding how they work. After understanding the mechanics, the next
objective will be to try and uncover how they were used back in the mid 2000s. There is no
doubt that CDS were used in the lead up to the Great Recession. Another key point is to put a
different spin on how exactly they were used based on original thoughts backed with research.
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The final aspect of CDS is the future of this market. Since the term “credit default
swaps” still has such a negative connotation, can this market push through and still be as useful
as it was meant to be? Changes will need to be made, and Dodd-Frank was a good start. Since
derivatives have been around for so long, what have other markets done to be successful and in
good-standing with the public? The futures market is a great example of this since it has gone
through so many changes. The final aspect of studying the CDS market will be to compare the
evolution of the futures market and make a connection to this new derivative market.
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Chapter 2
What are Credit Default Swaps?

Mechanics of CDS
Credit Default Swaps, or CDS, are a special type of a financial derivative that were
created in 1994 by a swap team member, Blythe Masters, working at J.P. Morgan (Lanchester,
2009). They are an agreement between two parties that allows risk to be shifted from one party
to another. CDS are traded over-the-counter (OTC) meaning they are not standardized and the
details of each contract are different. The simplest way to explain how the mechanics of CDS
work is relating to something that everyone knows and understands.
In their most basic form, CDS work very similarly to car insurance. Car owners buy
insurance in case of an accident and they need their car to be repaired. Car owners pay a certain
amount, called the premium, usually every six months to the insurance company. In return, the
owner gets protection that if their car needs a repair from an accident, the insurance company
will pay for it. The major difference from car insurance and credit default swaps is that the
buyer of the CDS “insurance” does not need to own the car, drive the car, or have any
relationship at all with the car. Essentially someone is able to buy car insurance on someone
else’s car. In addition to that, the car owner never knows if someone else bought insurance on
his or her car. The car owner may be completely unaware whether someone thinks they will
crash or not. This is a very simple example, but this is basically how CDS work except instead
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of buying insurance on a car, the CDS provides “insurance” against a bond in the case of
defaulting or missing a payment.
There are always at least three parties involved for a CDS. There is the protection buyer,
the protection seller, and the “reference entity”. The reference entity is the centerpiece around
the contract between the buyer and the seller. The financial health of the reference entity is what
will trigger actions between the buyer and seller of a CDS. The buyer will pay the seller a
periodic fee, usually quarterly, until the reference entity hits a specified credit event. The credit
event is specified in the contract and will vary with each different reference entity. The most
common events are failure to pay interest payments or bankruptcy. Once the credit event does
occur, the buyer is entitled to compensation from the seller, which is tied to a notional amount.
The way that these contracts have been settled has changed over the years. Usually, the
buyer would provide the seller with defaulted debt with face value of the CDS notional amount.
The seller would then pay the buyer the par value of that debt. However, a cash settlement has
been more popular recently. Basically, a post market value of that defaulted debt is determined
and the seller pays the buyer the difference from the CDS notional amount and that new value
(Mengle, 2007). This change to cash settlement allowed for notional value of CDS to be greater
than notional value of the reference. This settlement procedure is what opened the doors for
CDS contracts to be worth much more, leading to the main cause in the crisis. The amount that
is needed to be paid is relative, as the CDS notional amount of the contract may be higher than
the actual debt of that reference entity. Below is a visual representation of what this process
looks like (How Credit Default Swaps Work, n.d.).
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Figure 1: CDS Example

The protection seller is usually a bank or large corporation who will collect premium
payments from the buyer. The buyer is usually an investor who is hedging risk from their
portfolio, or a speculator betting against the financial health of a firm, government, or asset. The
former was the main reason that credit default swaps were created. The latter is where problems
arise in regard to the 2008 financial crisis.
As mentioned above, the main difference from CDS and car insurance is that an investor
is able to buy that insurance on something that they have no relationship to, which is the unique
nature of this market. The reference entity is not a party to the contact, nor do the buyer or seller
need to have permission from the entity to be able to write a CDS on them (Mengle, 2007). The
reference entity may be unaware when or if any credit default swaps are written on it. Evolution
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of this market allowed contracts to be written on nearly everything and speculate on almost every
asset possible without any knowledge from the reference entities.

Benefits of CDS
The early years of the credit default swap market allowed for beneficial risk shifting
between parties. Especially for those heavily involved in the bond market, CDS was a necessary
innovation. This is largely in part because it is nearly impossible to go short in the bond market.
Going short is the process of anticipating or hoping for a fall in the prices of securities. This
process allows firms to hedge risk in the event of falling prices to offset losses that would have
otherwise been occurred in a long only portfolio.
Since the bond market has virtually no way of going short, this leaves very few options
for banks and other lending corporations. CDS allowed them to hedge risk since most of their
portfolio is comprised of loans and other bonds. CDS also allowed other firms with bonds in
their portfolio to protect themselves from the downside risk, mainly defaulting and not receiving
payments. These swaps were initially created against very safe investments, such as municipal
bonds (Clark, 2008). This innovation also opened the door to different ways to invest in the
bond market.
An investor may not be able to buy a certain municipal bond or go short on that bond.
Credit default swaps allowed for both to occur. Since these contracts are bilateral, they can be
negotiated between almost anyone. This changed the way everyone invested in the bond market.
The protection buyer could essentially short the municipal bond if the buyer believes that
municipality is financially weak. They could do this without any actual interaction with the
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municipality or the bonds they issue. The other side of the contract allowed for a party to be
long on that municipality without actually owning it. The protection seller would be getting paid
so long as that government did not default on its loans. This new market originally helped hedge
risk and allowed other investors to be invested in the bond market indirectly. Since bond
issuance size and time is very limited, CDS opened the door to other institutions to invest when
they otherwise were unable to.
The best way to understand the benefits of CDS is by a simple example. If an investor
currently holds General Motors bonds in their portfolio they may be worried about potential
default by GM. Since there are very few options to protect for the downside of bonds, a credit
default swap would do that perfectly. They would enter into a CDS contract with the reference
entity as GM. Over time the investor would pay the protection seller a premium for essentially
an insurance policy on their GM bond position. Then, in the event if GM does default on its
bonds, the investor is covered with the CDS. While the long position in the GM bond would be
nearly worthless, the investor gets a payment from the protection seller covering the now
worthless long bond position. Even if the GM bond does not become completely worthless, the
buyer would be made whole based on how much the bond’s new value is worth.
The other key door that CDS opened was for other firms to invest in bonds they
otherwise would not be allowed to invest in. A great example of this would be pension funds, or
mutual funds. Most of these funds have restrictions to whom they are allowed to lend money,
usually based on credit rating. If a pension fund wants to lend to a company that has a lower
rating than the restrictions allow, then it previously was completely shut out. However, with the
use of CDS, this door now opens. The pension fund would be allowed to buy “insurance” on the
loan it wants to lend out using CDS. As long as the protection seller of the CDS is at or above
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the rating that is required for the pension fund, the investment would be allowed (Credit default
swaps, n.d.).

Risks of CDS
As with every financial product there are always risks that arise on both sides of the
contract. There are two main inherent risks that the protection buyer takes on. First is that the
counterparty of the contract, the protection seller, fails to pay if the reference entity does hit the
credit event. The second is that the CDS does not match exactly what the buyer wants to hedge.
This is very similar to basis risk in futures hedging. Since these swaps were mainly used for
hedging and transferring risk, it is possible that the contract does not hedge the underlying asset
perfectly. In return for these risks, the buyer is taking a short position on the reference entity and
is no longer exposed to the default risk that they would have without the swap (Mengle, 2007).
The protection seller also takes on risks when entering a CDS contract. They too take on
counterparty risk in that the protection buyers could fail to make the premium payments that are
owed to the seller. If the protection buyer stops making those premium payments, the seller
would lose expected income payments. This is similar risk to a typical bond owner in that if
default does occur, the bond buyer loses expected income. However, CDS contracts do not pose
as much of this risk for the protection seller as the seller does not pay money upfront for those
premium payments. Since the seller only needs to pay out the notional amount if the credit event
occurs, the seller is essentially taking a long position on the reference entity. This means the
seller is effectively taking on default risk as if directly involved with the loan given to the entity.
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There are also some lingering risks with how the overall CDS market works. The main
issue is how the payment is triggered. Since the basis of a CDS contract is an action of the
reference entity and not a physical asset, it leads to a potential crisis. (Clark, 2008). The trigger
of a payment from the protection seller to the protection buyer is completely based on the action
of the reference entity. It could be almost impossible for recovery of all owed money if the
protection seller enters bankruptcy or becomes financially unstable. This would lead to a lot of
litigation and court battles to try and recover owed money. The protection buyer has a claim of
income on the seller, but there is nothing tangible to try to recover. This is different from
mortgage-backed securities or other asset-backed securities. In that situation, the lender could
follow the trail and at least recover the house or asset and salvage some value. Credit default
swaps do not have this luxury.
Since a CDS can be written on any reference entity with any notional amount, there is
nothing physical to recover, there is just a claim based on the contract. This leads to the true
value of a CDS to be intangible, leading to a potential problem of attempting to create those
assets and liabilities out of thin air. In an event where one company becomes the protection
seller of too many CDS, there could be a large amount of money owed in the marketplace
without an asset to gain back or sell. One would think that a single company would not expose
themselves to this much risk being the protection seller on so many different credit default swap
contracts; however, this situation will be revisited later.
Another general risk that comes with the nature of the credit default swap market is that
protection buyers and sellers can transfer their obligation to another party. The counterparties
are allowed to sell their respective positions in the CDS contract. These transactions would
occur fairly often and cause issues with trying to follow the trail of money. Before any
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regulation within this market, the party who is transferring its obligation did not even need to
notify the counterparty of the change (Clark, 2008). This would make it nearly impossible to
find the true obligator if a settlement is needed.
A final and most concerning issue with these swaps is that since they are traded OTC and
had nearly no regulation on them, there was no need to prove if either counterparty could make
the payments if ever necessary. When regarding one contract, this is the responsibility of each
party to understand the financial stability of the counterparty. However, this becomes a much
larger issue for the overall health of the economy when one firm becomes the protection seller on
so many CDS contracts and is unable to pay them off if a credit event is triggered.
When credit default swaps were used for hedging risk and minor speculation on
governments or firms, they worked very well. The problem came when the evolution of this
market allowed for CDS contracts to be written on even more obscure entities. A credit default
swap itself is hard to value, price, and keep track of, but when the CDS is written on an even
more opaque product, the web of valuing becomes even more complex.

Introduction to CDOs
Collateralized debt obligations, or CDOs, are a relatively new financial innovation in the
marketplace. They are also a derivative, meaning their value is derived from one or more other
assets. A collateralized debt obligation is a pool of assets that are repackaged and sold in
different risk levels, called tranches. They usually combine all different types of debt instrument
based on mortgages, car loans, and other consumer debt (Mishkin, 2013). The instruments that
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are being packaged together in the CDO are usually mortgage-backed securities (MBS) or assetbacked securities (ABS).
Each tranche within a CDO is given a specific risk level and rated differently. Since each
level has a different credit rating, each offers different coupon rates depending on that rating.
Higher rated tranches will have lower coupon rates, but are more likely to be paid back, and
vice-versa for lower rated tranches.
Since every CDO packaged together so many different types of debt, it was assumed that
diversification made these derivatives significantly less risky than other debt instruments. An
issue that was occurring in the CDOs was that too many subprime mortgages were being
packaged and sold in the same tranche. The top three rating companies, Standard & Poor’s,
Moody’s, and Fitch, were still rating some these tranches at AAA even though they contained
significantly more credit risk than that. At the time it may have been hard to see the amount of
risk within these products. A way that these rating agencies were able to justify these ratings
was because of the assets that were contained in them. Since most of these CDOs contained
securities related to the housing market, it was easier to claim them as safe. America had not
seen a nationwide fall in housing prices since the 1930s, so it was possible to say these assets
were relatively safe. However, it also helps to have an incentive to rate them high. The
underwriters of these CDOs were actually paying these rating agencies to “convey the
impression that these bonds were rock-solid” (Barnett-Hart, 2009).
A question that becomes very hard to answer when talking about collateralized debt
obligations is why there was such a huge spike in the outstanding amount. Up until about 2003,
the level of CDO issuance was relatively stable, and then there was a very large spike. Below is
a figure that illustrates this spike (SIFMA, 2015).
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Figure 2: CDO Issuance

There is a very clear increase in CDO issuance that seems out of the ordinary. There may
be more than one explanation for this. One key reason ties more closely into the problems of
2007. The ability for so many mortgages and mortgage securities to be packaged into CDOs
caused a huge jump in the issuance. Especially when subprime mortgages were able to be
packaged together and be considered investment grade.
This is where the connection to the evolution of the credit default swap market ties back
in. Since these contracts could be written on anything, they were written on the different
tranches of these CDOs that were being built. Many investors were able to go long and short on
the different tranches available on the CDOs. Hindsight would also prove that a major problem
was that many tranches were rated well above what they should have been and did not correctly
reflect the credit risk that each posed. The rating agencies were not as diligent as they should
have been, but also had a monetary incentive to stamp on high ratings. This caused a huge
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asymmetric problem between the protection seller and the protection buyer. This was largely
due to the mispricing of CDOs from the less than perfect ratings that were placed on them.
Then, CDS contracts were written on those CDOs with not so accurate ratings that caused even
more of an asymmetric problem.
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Chapter 3
Credit Default Swaps in 2008

Background into 2008
Now that the mechanics of CDS are known, a large connection can be made. The
financial crisis of 2008 is an academic’s dream. The causes, potential preventions, and future
implications will be debated for decades. There are endless aspects of this crisis to study, and
the depth to which one can study each aspect adds even more to the debate. Through all of this,
every financial analyst, CEO, Harvard professor, student, economist, and American citizen can
all agree on at least one thing about that crisis; it was one of the worst time periods in our short
history.
There is no questioning that this crisis was one of the worst ever, but the true magnitude
may underestimated. Former Federal Reserve Chairman Ben Bernanke is quoted saying, “As a
scholar of the Great Depression, I honestly believe that September and October of 2008 was the
worst financial crisis in global history, including the Great Depression” (Indiviglio, 2011). This
carries a lot of weight seeing as Bernanke studied the Great Depression in more depth than
anyone ever had before, and was placed in the most powerful position a financier could be in the
United States.
The severity or specific causes of the crisis is not in question here. However, to make the
connection of the crisis to credit default swaps, there are a few facts of the crisis that need to be
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touched on. These facts will be used in determining the usage of the CDS market within the
crisis.

Subprime Mortgage Lending
There is no doubt that the housing market played a major role in the causation of the time
period that is dubbed as the Great Recession. The specific area of the housing market that was
the center of all problems during this time period was the subprime mortgage lending. Subprime
lending is essentially writing mortgages to borrowers who have a higher default risk, or lower
credit rating. These types of mortgages carry more risk for lenders, as the likelihood of being
paid back is significantly lower. For some reason there was a spike in this lending before the
2008 crisis.
The early 2000’s showed a very large increase in newly originated subprime mortgages.
At its peak, nearly 25% of all U.S. home mortgages lent out were considered subprime, when
historically that number hovered around 10%. The figure below shows this jump (The Financial
Crisis Inquiry Report, 2011, p.70).
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Figure 3: Newly Originated Subprime Mortgages

Previously, banks and other lending institutions would be very conservative when
creating subprime mortgages. There seems to have been a fundamental change for these lenders
when considering riskier candidates for mortgages. Why would financial institutions want to
lend risky, meaning higher probability of defaulting, borrowers mortgages when it would be
reflected on their balance sheets? The banks would receive a higher return with these riskier
loans, but why the sudden shift? There must have been a fundamental change in the financial
system. An interesting fact here is that lenders did not have this risk reflected on their balance
sheets, as they would sell these loans to other institutions almost immediately in what is known
as the “originate-to-distribute” model.
In this model, lenders give loans to borrowers with the full intention of selling that loan
to another financial institution or investor. Once the original lender sells the loan, they no longer
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have that inherent risk that came with the borrower who was considered risky. This causes a
major principal-agent problem. Now there is less incentive for the lender to fully screen the
borrower to see how eligible they are to pay back their debts. These lenders are receiving fees
and earnings strictly from selling these mortgages to bigger banks. It becomes a numbers game
for the mortgage lender to see how many mortgages they can produce and sell in any given
month (Mishkin, 2013).
One would assume that the larger banks would not buy these loans from mortgage
lenders if the borrower had too much risk attached. However, just as the mortgage lender had
little incentive about payments on the loan, the buyer does as well, just for a different reason.
These larger institutions used the securitization process to effectively rid themselves of risk.

Securitization
Frederic Mishkin writes in the tenth edition of his The Economics of Money, Banking,
and Financial Markets about the causes of the 2008 financial crisis. One of his main points
regarding derivatives is about the agency problem. He writes about the principal-agent problem
with mortgage brokers and then continues to say:
The agency problems went even deeper. Commercial and investment banks, which
were earning large fees by underwriting mortgage-backed securities and structured
credit products like CDOs, also had weak incentives to make sure that the ultimate
holders of the securities would be paid off (Mishkin, 2013, p.193).
The process of securitizing loans is by no means a negative innovation. It allows more
mortgages to be lent out because the buyers of the securities are now receiving the interest
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payments and taking on the risk that the bank would otherwise take on. Many loans are pooled
together into an asset-backed security (ABS) or mortgage-backed security (MBS). These
payments are then pooled and paid out to different investors of these assets. This process been
around for many years and utilizes the idea of diversification to lead to higher returns with a
lower risk.
However, the usage of diversification can only go so far in this process. If too many
MBS contain subprime mortgages, then diversification will not be able to save a large downfall
of prices. For MBS and other CDOs, diversification is two-fold because of the geographic
aspect. Home prices tend to rise or fall with other homes in that same region. Since these MBS
contained so many different mortgages from different areas, if one region prices fell, it would not
affect the overall value of the MBS that heavily because it contained mortgages from another
region whose prices are still rising.
Another interesting difference in this jump in subprime lending is the percentage of these
mortgages that were being securitized. Before the 2000s, only around half of the subprime
mortgages were being securitized. By 2005, nearly 75% of them were being pooled together in
this securitization process. These securitization pools are then sold to investors of 401(k) plans,
pension plans, and hedge funds. They were marketed as “diversified” and very safe even though
more were being produced using subprime mortgages.

19

Below is a figure that simplifies and displays this process. (Inside job [Motion picture],
2011).

Figure 4: Securitization Process

In this figure, the mortgage lenders are making more subprime mortgages by
implementing the “originate-to-distribute” model. Then the investment banks are buying all
these newly distributed subprime loans and packaging them together in ABS, MBS, and CDO.
The largest issue in this process came from those CDOs that were explained earlier. The
investors accept these securitized pools of assets since they are seemingly diversified. By the
end of this entire process, the homebuyers are essentially paying the investors who bought these
packaged assets. The end investors know little about how risky these pooled assets truly are due
to the large agency problem from both the mortgage brokers and the investment banks creating
these assets.
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The securitization process tied with the “originate-to-distribute” model lead to inflated
home prices that were never seen before. It appears that all this securitization started to
overvalue the homes that were contained in these securities. The S&P Case-Schiller Home Price
Index shows this very clearly (S&P/CASE-SHILLER… ,2015).

Figure 5: Case-Shiller Home Price Indices

There is a very large jump in the American home prices in the early 2000s. This largely
comes from that securitization process. “… they bundled and repackaged the loans into
securities that could be repackaged again (and marked up) by Wall Street” (Boberski, 2009, p.9).
Even assets that were already securitized could be bundled again with an even higher value.
Effectively, Wall Street artificially raised home prices through securitization by creating demand
for mortgages. Their demand created an incentive for lending agencies to lend out more
mortgages, meaning that availability for mortgages was also rising very quickly. The end of the
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bundling of mortgages and mortgages-backed securities stopped with those convoluted CDOs,
which caused a problem once home prices finally reached their peak.
As stated, the largest problem when referring to CDS and the subprime market comes
from the CDOs that were being built. This is also because valuing CDOs was nearly impossible.
“Individually, CDOs are hard to value. Suffice it to say, legend has it that constructing the cash
flow payments on the first theoretical 3-tranche CDO (the simplest type of CDO) took a Cray
Inc. (CRAY) supercomputer 48 hours” (Gilani, 2008). Since the true value of a CDS would
depend solely on CDOs, how would it be feasible to accurately represent what those CDS are
worth?

Credit Default Swaps Fuel Market
The subprime mortgage crisis connects with the CDS market fairly clearly. As explained
above, a CDS can be written on nearly anything, specifically in this case ABS, MBS and CDO.
Since this market is OTC, there was no one regulating the protection buyer or seller to screen if
either has the capital to pay as per the contract required. In this case, any company could
become the protection seller of many different assets without putting up any collateral or even
being checked for collateral. The company that fell largely into this trap in 2008 was AIG.
Again, one would believe that AIG would not expose itself to this much risk and the huge
potential loss by being the seller on so many CDS contracts. However, the probability of loss
was assumed to be minimal for these CDS contracts for two main reasons. First, as stated above,
the principal-agent problem made it hard for AIG to know exactly how well these assets would
perform. Second, knowing that these packaged assets contained mostly mortgages, it assumed
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that since housing prices normally rise, most debt owners would be able to pay with the small
fraction failing. This was a relatively safe assumption seeing as since the Great Depression,
America had never seen a nationwide drop in housing prices. This means that homes were
continuously worth more and more each year and defaulting on mortgages at a high rate was
unlikely.
The FCIC, or Financial Crisis Inquiry Commission, was a group of ten members chosen
specifically to, “…examine the causes, domestic and global, of the current financial and
economic crisis in the United States" (History of the Commission, n.d.). The United States
government appointed 10 people whose jobs solely comprised of figuring out what really
happened in 2008. They reported their findings in January 2011 in a 633-page document.
In the report they state that credit default swaps significantly contributed to the crisis in
three ways. Two of their main points are essentially explained above. The first point strictly
connects to the “originate-to-distribute” model.
In their report they say that CDS, “… fueled the mortgage securitization pipeline”.
Continuing to say, “Companies sold protection—to the tune of $79 billion, in AIG’s case—to
investors in these newfangled mortgage securities, helping to launch and expand the market and,
in turn, to further fuel the housing bubble” (Financial Crisis Inquiry Commission, 2011, p. xxiv).
Since financial institutions were able to buy “insurance” on those “newfangled mortgages
securities” (MBS and CDO), there was an incentive to build more of those securities that could
be insured which lead to the incentive for mortgage brokers to continue to give out more
subprime loans.
A different reason of how these CDS helped grow the CDO market so rapidly comes
from a hedge fund called Magnetar. This fund actually “encouraged” investment banks to
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include extremely risky assets in certain CDOs, in the hopes that they would fail. An
independent study by ProPublica would prove that they were successful in creating CDOs that
failed more often and faster than average. The results showed that 96% of those Magnetar
created CDOs were in default by 2008, while the average default rate was 68% for comparable
CDOs. Magnetar would then buy the riskiest tranche of these CDOs with almost full knowledge
that they were going to fail. They were betting against the same CDO they helped create
(Eisinger, J., & Bernstein, J., 2010).
The reason Magnetar wanted these CDOs to fail is because they were buying CDS on
them and getting paid as each one defaulted. The major problem was that the investment banks
that were creating these CDOs knew what was going on. J.P. Morgan had to pay $153.6 million
in fines to settle this issue. The SEC released this statement:
The SEC alleges that J.P. Morgan structured and marketed a synthetic collateralized
debt obligation (CDO) without informing investors that a hedge fund helped select the
assets in the CDO portfolio and had a short position in more than half of those assets.
As a result, the hedge fund was poised to benefit if the CDO assets it was selecting for
the portfolio defaulted (J.P. Morgan to Pay… , 2011).
The easiest way to understand this is to connect back to the car insurance example. This
would be the same as a car manufacturer building a car with faulty brakes. Then that
manufacturer would buy “insurance” on that car knowing with almost certainty that an accident
will occur. It may seem outrageous to think about, but there was a clear indifference in incentive
alignment between big Wall Street banks and their customers.
This may appear to be just one hedge fund pulling this off, but this was just the one that
made this trade more popular. “Magnetar wasn't alone in that: A few other hedge funds also
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created CDOs they bet against. And, as the New York Times has reported, Goldman Sachs did
too. But Magnetar industrialized the process, creating more and bigger CDOs” (Eisinger, J., &
Bernstein, J., 2010). This Magnetar Trade, as it is now known, epitomizes all the moral hazards
associated with CDS and connects to the extreme growth of CDOs. Without the ability to go
short on these CDOs, no investment bank or hedge fund would have wanted to create or own
such risky assets.
There was an extreme jump in the outstanding amount of CDS worldwide right before the
Great Recession. In 2004, there was about $6.4 trillion notional outstanding, and by the end of
2007 there was $58.2 trillion. The FCIC report recognizes that this jump was not due to the need
for more protection, but was for speculative reasons. When writing about the outstanding amount
of CDS worldwide, they state, “A significant portion was apparently speculative or naked credit
default swaps” (Financial Crisis Inquiry Commission, 2011, p.50).
The second reason for the committee’s belief that CDS had a significant impact on the
crisis referred to the underlying cause that there was no regulation on this market. The
committee was distraught with AIG’s decision and the responsibility that it effectively ignored
when writing so many CDS contracts without setting aside any capital. “Finally, when the
housing bubble popped and crisis followed, derivatives were in the center of the storm. AIG,
which had not been required to put aside capital reserves as a cushion for the protection it was
selling, was bailed out when it could not meet its obligations” (Financial Crisis Inquiry
Commission, 2011, p. xxv). The decision to bail out AIG was an extremely difficult one to
make, yet very necessary. Bernanke testified that not bailing out AIG would cause a much more
harsh rippling effect through the economy.
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AIG Bailout
The government had to spend nearly two hundred billion dollars specifically on AIG to
make sure it was able to meet its obligations to protection buyers. This money would effectively
come from U.S. taxpayers, all from the common issue of AIG not understanding the risks it was
taking. Since it did not have to set aside any money for CDS, it did not. AIG thought that since
the housing market only ever goes up, it would not be on the hook to pay off billions of
outstanding CDS contracts. Once the market stopped going up, the financial world was in a
scramble to find who owed whom money, and AIG stood at the middle of those fights.
2008 was a time of turmoil and uncertainty and the U.S. government needed to act
quickly and with a big statement. The approval of TARP, Troubled Asset Relief Program, was
their answer. It was approved to stabilize the financial system, start economic growth, and
prevent any more foreclosures and bankruptcies that were occurring. Congress authorized this
program for $700 billion in October of 2008 (TARP Programs, 2015). Ten percent of this
program was committed to AIG alone.
AIG was in extremely deep water at this time. They were already given a loan of $85
billion from the New York Fed and still could not make the necessary payments. The FCIC
report indicated that, “… it still needed to $27 billion to pay credit default swaps (CDS)
counterparties, despite earlier payments of $35 billion” (Financial Crisis Inquiry Commission,
2011, p.376). Below is a table of the payments made by to CDS counterparties that AIG had
obligations to (Financial Crisis Inquiry Commission, 2011, p.377).
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Table 1: AIG CDS Counterparty Payments

Even further, the Federal Reserve created two off-balance-sheet entities designed
specifically to hold AIG’s toxic assets. Maiden Lane III was the name of the entity that held
AIG’s CDS assets. As shown by the table above, this new entity was forced to also pay out
billions of dollars to AIG’s counterparties.
On top of the loan from the Federal Reserve, the newly found entity holding onto toxic
assets, and TARP money, there was still a large fear that AIG might fail. The Treasury acted
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with an even bigger statement by purchasing 92% of all outstanding common stock of AIG.
When all was said and done, there was $182.5 billion that was spent on saving this insurance
giant. Below is a table of the breakdown of money spent (Investment in American International
Group, 2013).

Table 2: Breakdown of AIG Bailout

The decision to bailout AIG will be argued for years to come. Many believe this supports
the “Too Big to Fail” mentality. However, allowing one of the largest investment banks in the
United States to fall into bankruptcy clearly disproves that theory. They let Lehman Brothers fail
and declare bankruptcy, and less than 24 hours later bail out AIG. Bernanke thought it was more
than necessary to save AIG because of what else it insured. The Department of Treasury agreed
because this company touched the lives of so many people, not just those involved in CDS
contracting. AIG was the largest provider of conventional insurance in the world, and allowing
it to fail would have a dramatic downfall for so many Americans (Investment in American
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International Group, 2013). Life insurance, health insurance, car insurance, and many more
types all would be worthless if AIG declared bankruptcy.
Some actually believe that the bailout was not a necessity to save AIG. A large
shareholder of their stock, Hank Greenberg, is actually suing the U.S. government for diluting
his shares. He believes that AIG would have been perfectly fine without the loans and the
government buying the shares and making the stock nearly worthless. The problem is that he is
arguing that he lost profits that he would have otherwise realized (The federal government…,
2014). The Federal Reserve and the United States government had the lives of millions
Americans in mind when bailing out AIG, not how it would affect investors’ profits.

Responsibility
Something interesting to consider is how almost none of smartest financiers who were
using these derivatives saw this coming. That or they just did not want to admit what was
coming. They will always hold to the claim that hindsight is 20/20 and it was impossible to
predict this massive burst occurring. However, there is one famous finance mogul who saw
derivatives as extremely dangerous from the start. That mogul would be the Warren Buffett. He
called them “time bombs” back in 2002. In that same annual report Buffet says, “… derivatives
are financial weapons of mass destruction, carrying dangers that, while now latent, are
potentially lethal” (Berkshire Hathaway, 2003).
That quote comes from the Berkshire Hathaway annual report from 2002, many years
before derivatives were globally seen as a large problem. Buffett was not shy to express his
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discontent with the way derivatives were created and how they were valued on balance sheets.
In that same report, he calls the “mark-to-market” accounting, “mark-to-myth”. This is from the
fact that if there is no certain “market” for the asset, accounting rules allows for valuations to be
determined by “mark-to-model”. Models that each counterparty used in a contract may be
completely different showing different gains and losses, hence the myth within the balance
sheets. The founder and owner of one of the most successful companies saw what potential
harm certain derivatives carried well before the market even came close to crashing (Berkshire
Hathaway, 2003).
It is hard to believe that Warren Buffett, who had no involvement with these derivatives,
saw how dangerous these instruments were while those investment banks and hedge funds did
not.
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Chapter 4
The Future of Credit Default Swaps

Overview of Dodd-Frank
There is no doubting that credit default swaps, CDS, serve many benefits in the financial
world. While they serve many benefits, they do not come without risks. They definitely are very
useful and powerful tools; however, when used improperly they can cause a large amount of
unintended harm. Whether or not they were truly used improperly may never get answered, but
there are many unanswered questions with their uses within the 2008 Financial Crisis. The
largest issue when concerning the uses of CDS is the lack of regulation that came with them.
Given that the Great Recession was one of the worst time periods not only nationally for
America, but globally as well, there needed to be an equally impactful response by the U.S.
government. On July 21, 2010, President Barack Obama signed one of the most comprehensive
financial regulations act into law called The Wall Street Reform and Consumer Protection Act
(Maramba, 2012). It is now affectionately know as the Dodd-Frank Act for the involvement of
its main sponsors, Chris Dodd and Barney Frank.
There are endless research papers and studies that examine the Dodd-Frank Act’s
progress and impact. Some reports go into so much depth and detail that consumers get more
confused than they originally were about what this Act should be doing. There is one law-firm,
Davis Polk & Wardwell, that summarizes the progress simply enough for any average reader.
They produce what is called the “Dodd-Frank Progress Report” every month to show the
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progress of all the required rulemakings broken down by sector, agency, and due date. The
actual progress of these rules is shocking.
Of the total 395 rulemaking requirements, only 231, or 58.5%, have been finalized. Of
the remaining 164, only 73 have made progress with a proposal. It is to no one’s surprise to
know that governmental bodies take a very long time to get thing passed and approved. In an
attempt to combat this, within the Dodd-Frank Act there were several rulemakings, 277, that
came with deadlines attached. The only problem with this is that there are effectively no
repercussions if these deadlines are not met, meaning Frank and Dodd were just being naïve
thinking that a deadline on its own would help. Of the 277 rulemakings with deadlines, 101 have
been missed, or 36.5% (Dodd-Frank Progress Report, 2015).
The purpose of this act was mainly to protect consumers and give more transparency in
the marketplace, yet the U.S. government is unable to get the job done in a timely fashion. The
average worker would lose their job immediately if they missed 36.5% of their work by a
specific deadline. Interestingly enough, Davis Polk added a note to their Progress Report saying,
“In recognition of the decreased pace of rulemaking, the Davis Polk Dodd-Frank Progress Report
will now be published quarterly, at the beginning of January, April, July and October” (DoddFrank Progress Report, 2015). This extreme lack of movement could prove to be harmful in the
long run for the consumers that this act was intended to protect.
The other key research that Davis Polk provides in connection with CDS is the
breakdown of rulemaking by category. In total, there are 87 required rulemakings for financial
derivatives. Of those, only 50 have been finalized, the other 37 have missed their deadlines.
These are the very derivatives that played a pivotal role in the Great Recession. The regulations
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need to start getting passed before another financial crisis comes with a whole new host of issues
to be resolved.

Major Advancement
Within the entire Dodd-Frank Act, there is one section that is particularly interesting for
CDS. Title VII of this act is known as the Wall Street Transparency and Accountability Act.
This section is supposed to, “…impose a comprehensive and far-reaching regulatory regime on
derivatives and market participants” (Morrison and Foerster, 2010). Another law firm, Morrison
and Foerster, created a quick summary or “cheat sheet” of the entire Dodd-Frank Act. There are
a few key takeaways from their summary that fix many of the underlying issues during the crisis.
One major advancement of this act created two new participants when involved in swap
market, the “Swap Dealer” and the “Major Swap Participant”, or MSP. The upside to this
regulation is that every swap participant must register themselves under either of these two
categories with either the SEC or CFTC. Both have relatively clear descriptions and definitions.
The swap dealer is very straightforward. This is an entity that would be regarded as a
dealer of swaps that regularly enters swaps with counterparties. If they are considered a market
maker in swaps, they are a swap dealer. The other participant will be the MSP. There are a few
criteria that describe this swap player, and two are most interesting.
First, a MSP is anyone who holds a “substantial position” in any swap that is used in any
position other than hedging risk. This regulation would be extremely forward-looking especially
since the problem with CDS in 2008 was not those companies hedging risk; it was those who
were speculating heavily on certain areas of the housing market. The CFTC came out with two
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different tests to see if a participant is involved in a “substantial position”. These tests include
collateral exposure, notional amounts and risk factors, and specific discounts with mark-tomarket margins (Final Rules Regarding…, n.d.). As noted above, the original process with no
regulation for mark-to-market for these CDS contracts lead to very mismatched values on
balance sheets between counterparties.
The other main criterion of a MSP is one who has, “…substantial counterparty exposure
that could have serious adverse effects on the financial stability of the United States banking
system or financial markets” (Final Rules Regarding… , n.d.). It would appear as though
regulators realized that some firms were taking on too much counterparty risk by not having
capital set aside when they would be obligated to pay out billions of dollars if credit events
occurred. Again, the CFTC has specific definitions for defining “substantial counterparty
exposure” that includes all outstanding swaps that one party owns. This will include
uncollateralized exposure that one party currently has, along with future exposure across every
swap position.
Just having to register itself under a certain category, in it of itself, does not
fundamentally change anything. Having all swap parties registered will allow either the CFTC
or the SEC to then further regulate the swap contract that both parties are entering into. The
biggest change of regulation to these OTC derivatives is the requirements that are imposed on
both swap dealers and MSP.
When referring to Dodd-Frank adding a new section to the Commodity Exchange Act
(CEA), the CFTC released that; “Section 4s(e) explicitly requires the adoption of rules
establishing capital and margin requirements for SDs and MSPs…” (Proposed Rules, 2011).
The amount of initial margin is a percent of the notional value of the contract and also changes
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for different types of swaps. For example, a credit swap that has a lifespan between two and five
years requires a margin of 5% of the notional value, while an interest rate swap with a lifespan of
more than five years requires 4% (DavisPolk, 2014).
This was by far the biggest problem when looking back to 2008. Too many entities were
taking short positions in CDS contracts with no margin or capital requirements to set aside. This
issue fell largely on AIG because they were the protection seller on so many contracts and
further were on the hook to shell out billions of dollars to the protection buyers once the housing
market started to fall.

CDS Today
The CDS market today appears to be remarkably different just on a numbers standpoint.
Near its peak in 2008, the total notional amount outstanding was over $60 Trillion (Financial
Crisis Inquiry Commission, 2011). This number is staggering considering it is nearly four times
of the GDP that the U.S. produces in a year. Today, the net notional amount outstanding is
around $710 Billion (Top 10 CDS Positions, 2015). That is just about 1% of the 2008 amount
outstanding.
It would be fairly hard to explain this extreme drop in CDS usage without connecting
back to that CDO market. Referring back to figure 2, there is a sharp decline in CDO issuance
right after the 2008 crisis. This would line up fairly well with the sharp decline in CDS
outstanding. However, since there was no one regulating this market before 2008, it is nearly
impossible to gather data that would support this hypothesis.
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The other key thing to take notice of is what the reference entity that these contracts are
written about. The ISDA, International Swaps and Derivatives Association, post the largest CDS
positions monthly. See table below (Top 10 CDS Positions, 2015).

Table 3: CDS Reference Entity

Here it is apparent that more contracts are being written on countries. This would be
more of a hedge bet than a speculative one. There is also very little influence that either party
has on these reference entities. As in 2008, the reference entities were being built to fail, but it is
impossible to influence these entities to go into default. This shows that CDS are back to being
used for their main use; to hedge or transfer risk. This is a completely different story than when
these CDS were being used to buy insurance on CDOs that were effectively built to fail.
The other difference for the CDS market today is how financiers are looking at how to
use them. One financial engineer, John “Mac” McQuown, developed a new way to combine
regular bonds and CDS into an “exchangeable bond” or eBond. The idea is that there will
always be a CDS attached to a bond, and regardless of the bond’s rating it would effectively
become AAA with the swap. (Robinson, E., 2015).
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There needs be a seller of the CDS that will be tied to that specific bond. That seller then
needs to post margin to cover for any potential losses that would occur, something that was not
needed back in 2008. The CDS contract and margin will need to go through a clearinghouse to
confirm that the protection seller is viable to pay if necessary. The eBond holder then is able to
buy a bond that is essentially default-risk free because if default does occur, the CDS contract
will pay out to cover any losses. McQuown believes this will bring more transparency to a
market that has had very little change over its tenure.
This is by no means something that it extremely popular or active yet. There are many
doubts and concerns with this connection. Many financiers fear that combining such a complex
product with a simple bond will cause more problems than solutions. Also, some believe this is
exactly what happened back in 2008 and the risk was not insured, just shifted elsewhere
(Robinson, E., 2015). Whether or not this eBond gains traction, it shows that there is a positive
outward thought with a derivative that has earned a bad reputation.

Evolution of Futures Market versus CDS
Derivatives themselves are nothing new. They have been around since the 1800s, just in
a different form than today. Forward contracts were created in the 1840s, as there was a need for
farmers to guarantee a sale of their crops at a future date. These contracts were fairly simply, yet
provided a much-needed solution. Farmers would promise to deliver a certain amount of a crop,
at a certain price, on a specific date. They become the sellers of a contract. The buyers of the
contract would promise to pay for that crop on that specified date.
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These forward contracts still exist today but are better known as futures contracts.
Futures contracts are very similar to forwards; however, they are standardized, traded on
exchanges, and regulated. Standardized, in this case, means that every contract is for the same of
amount of that asset, and the price “tick” movements are the same. The first futures contracts
were traded on CBOT, Chicago Board of Trade, in 1865 (Timeline of CME Achievements, n.d.).
Futures and forwards are still a form of a derivative because the true value is based on
more than just the current price of the underlying asset. Futures contracts are also very highly
leveraged and small movements in asset prices will cause huge gains or losses for portfolios.
Yet, these derivatives have been around for over 100 years and have never been directly involved
in a major financial crisis. The major argument for this is that governmental bodies continuously
took action by changing regulation as the market continuously changed. The CDS market is just
barely starting to act similarly.
The first piece of the futures regulation that was a move in the right direction was the
Commodity Exchange Act, CEA. Passed in 1936, this act enabled security that was needed for
this nearly unregulated market at the time. The major aspect of the CEA was that it required all
options and futures to be traded on exchanges (Commodity Exchange Act, 2012). This act was
amended many times throughout the years, but always provided the main framework that guided
this market. The biggest addition that the CEA had was with the creation of the Commodity
Futures Trading Commission, CFTC.
The CFTC was officially created when President Ford signed the Commodity Futures
Trading Commission Act of 1974, but the CEA was the act that provided guidance to this
commission. This independent agency was granted the exclusive jurisdiction of all futures
trading in commodities (History of the CFTC, n.d.). It is interesting to notice the time from when
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the CEA was passed, to when a governmental body was actually created, almost 40 years later.
Major changes similar to this will always take time, but it is necessary for the longevity of
certain markets.
Futures contracts are traded on many different exchanges, all with different rules and
penalties, yet all exchanges are heavily regulated by the CFTC. While each exchange may differ
in their rules, the commission will always have the responsibility of over watching and enforcing
these rules.
Margin is very important when talking about derivative contracts. One interesting point
to note is that there currently is no federal margin requirement in the futures market (Fortune,
2000). This leads to the concept of self-regulation as every exchange creates its own level of
margin requirements. While no federal law has made margin a requirement, it has been
commonplace for all exchanges to have it since the 1920s. The CFTC then ensures that the
exchange is properly taking those margin requirements as they regulate and over watch all
exchanges.
Efficiency is a large word that gets used when talking about government intervention.
Many believe that regulation and intervention makes certain markets inefficient and allowing
them to act on their own creates more competition and greater efficiency. The CDS market has
proven that this is not a market that is better without regulation.
Failure of a market is the key point to inefficiency. Over the years many have pointed
out the justifications for regulation based on history. In a book written by Franklin Edwards,
former Director of the Center for the Study of Futures Markets at Columbia, and Cindy Ma,
former VP of MG Futures, it points out the main market failures that justify regulation. Of the
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five justifications they mention, four are not only arguable for the CDS market, but 2008 proved
them to be major problems.
The first two they explain are very clearly problems within the CDS market. First is
excessive speculation. That was evident with these swaps being used solely to speculate on the
market crashing and hoping housing prices fell. The second is market manipulation. In
explaining the rationale for regulation in the futures market, Edwards and Ma state that the
history of the futures market proves that it is susceptible to manipulation (Edwards, F., & Ma, C.,
1992, p.185). The crisis of 2008 obviously proves that the CDS market is extremely susceptible
to manipulation.
The next justification pointed out is customer protection. Given that this book is
specifically about futures, it still applies to CDS very directly. It states, “Futures markets are
complex and sophisticated markets, and investors may not have the information and expertise to
protect themselves” (Edwards, F., & Ma, C., 1992, p.185). Speaking of complex and
sophisticated markets, where would that leave CDS? In addition, the idea that investors would
not have the information and expertise to protect themselves is the epitome of that “originate-todistribute” model that created the massive asymmetric problem from CDS. If any justification
applies most to the CDS market, it may be customer protection, which also may be the most
important.
The final point they make about rationalizing the need for regulation is financial stability.
There is no need to explain how this was a problem for the CDS market. The financial crisis of
2007 is the best illustration of the lack of financial stability for this market.
There is no arguing that there are justifications for the need of a regulatory agency for
this market. Dodd-Frank has helped to start changing the CDS market by increasing the CFTC’s
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responsibilities. Below is a table of just a few of the major rules implemented by Dodd-Frank
that the CFTC are currently working on (President's Budget Fiscal Year 2016, 2015).

Table 4: CFTC Major Rules

These are only a few of the rules that CFTC must implement regarding swaps. They are
clearly moving in the right direction, but not with enough authority. When the futures market
first became regulated with the CEA back in 1934, it was for futures trading only. Then the
CFTC became the independent agency that made all futures contracts go through clearinghouses
and exchanges. Now, Dodd-Frank gave the CFTC more responsibility with regulating the entire
swaps market. The major problem with this added responsibility is that the swaps market has a
notional value of $400 trillion. The CFTC was created to regulate the futures market, which has
been done well for years after given the right power.
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The sheer size of the swaps market should warrant the creation of a new agency whose
job is solely to focus on this enormous swap market. Especially considering that these swaps
may be the most complex securities in the financial system. Regulatory agencies build
confidence in the market and allow for more transparency that otherwise would not be available.
A major issue with regulations is the enforcement of the rules that are created. Without a true
source of power, agencies do not provide much value. When the CFTC was given full
jurisdiction of all futures trades, the market gained confidence and became more efficient.
An interesting point is to notice the deregulation that first occurred to the OTC derivative
market. Once this market started growing so rapidly, some were worried that inefficiencies
would take place along with the governmental over watch. The Treasury Secretary, Larry
Summers, and the Fed’s chairman, Alan Greenspan, at the time of growth, both decided that the
little oversight that the government had on this market was still too much. They both felt that
there was no need for the CFTC or the SEC to watch over this market. This led to the
Commodity Futures Modernization Act (CFMA) of 2000. This act “… in essence deregulated
the OTC derivatives market and eliminated oversight by both the CFTC and the SEC” (Financial
Crisis Inquiry Commission, 2011, p.48).
The Financial Crisis Inquiry sums up the failure of AIG blaming that exact deregulation:
AIG’s failure was possible because of the sweeping deregulation of over-the-counter
(OTC) derivatives, including credit default swaps, which effectively eliminated federal
and state regulation of these products, including capital and margin requirements that
would have lessened the likelihood of AIG’s failure (Financial Crisis Inquiry
Commission, 2011, p.352).
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Barely ten years later Congress made a complete 180-degree flip by passing Dodd-Frank
and effectively forcing the CFTC to reform this market and become the oversight. It is very
evident that a mistake was made by in 2000 by deregulating this market. Now the government
must make up for that mistake by providing this derivative market with its own independent
agency. Without the full focus of an entire agency, the right moves may never be made to help
gain the confidence needed.
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Chapter 5
Conclusion
The financial crisis of 2007-2009 will be studied extensively for the foreseeable future.
There are so many aspects and contributions to this crisis that there will never be a final answer
as to what really happened. Derivatives are a great example that will always have a negative
view when regarding the Great Recession. Specifically, CDS are given a bad name from the
crisis. They were obviously used in the build up to the recession, but there are many different
views as to how.
Who gets the blame with the usage of these credit default swaps can also be widely
different. Whose fault was it in the end? The mortgage lenders for implementing the “originateto-distribute” in a fashion that led to extreme asymmetric information? The investment banks for
buying all those subprime mortgages and packing them into CDOs that appeared to be safe? The
rating agencies for rating these derivatives for the monetary incentives? AIG willing to be the
guinea pig in the game for the investment banks and other investors to buy CDS on a soon to be
failing market? Or is the government to blame for it all for not keeping a close enough eye on
this market and allowing this to happen?
This was clearly a systematic process and could not have continued if not for all aspects.
This paper shows that it in connection with CDOs, credit default swaps caused the biggest issue
within the financial crisis. If not for the derivative that packaged subprime mortgages into a
“AAA” security, mortgage-lenders would not have had a buyer for all those risky loans. A main
reason for all that CDO issuance was the hedge funds and investment banks wanting to buy CDS
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in the hopes that they fail. In turn, the credit default swap market fueled the subprime mortgage
bubble via CDO issuance.
The main conclusion that this paper revolves around the future of the CDS market. As
noted above, this market serves many benefits and makes the financial system more efficient. A
problem arises when regulation is not present enough. This market would still serve those
benefits even if there were a government agency watching over it. A main comparison comes
from the futures market that has been around for over a hundred years and is still running
smoothly. That market went through dozens of regulation changes through the years and
continues to get more efficient each time. Dodd-Frank was a step in the right direction, but there
are more steps that need to be taken to follow the prosperity of the futures market. Only time
will tell where this market will go; however, without regulation and reform, it is highly likely
that it will not have the longevity of other financial markets.
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