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Finding Curves In The CDS Market

The explosive
popularity of so-called curve trading in that market.

This long-standing strategy of trading different maturities
siding in a curve was widely used last year by investors 1o
iard against potential leveraged buyouts and is expected 1o
in further momentum in 2007 in the credit derivatives space.

As the credit default swaps market has evolved. maturities
from one-year o 10-year have become increasingly
more liquid. providing investors with opportunitics to express
credit views with curve trades. just as they have done in the
bond market for many years.” said Michael Mutti. co-head of’
credit strategy at Bear Stearns in New York.

A curve trader dealing in the credit default swap market.
where investors buy and sell credit protection to bet on corpo-
rate credit worthiness. is concerned about whether the borrow-
credit curve will steepen or flatten.
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curve points behave in different types of credit situations.™ said
Ashish Shah. co-head of credit strategy at L.ehman Brothers in
New York. For a corporate borrower. a typical curve - mapping
the cost of credit protection along the varying maturities - will
be upward sloping. indicating that investors assign more risk to
longer-dated debt.

In times of financial distress or when a company is teeter-
ing on the brink of bankruptey. the curve tends to flatten or
even invert. This is because when the risk of default appear
imminent, investors buy protection on even a short-term peri-
od. that is. one or two years.

At the same time. a company with stellar credit ratings. for
instance. a financial institution, can have a flat curve as there
may be little difference between the markets risk perception of
the company’s short-term and long-term debt obligations.

In other words. if a trader wants to express a one-yes
it view on a particular company. it’s easier to do it through the
larger credit default swap market as the company may not even
have a one-year bond outstanding.
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