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CREDIT DERIVATIVES IN BANKING: BENEFITS AND THREATS

Abstract.

of bank counterparties. Thus, among various threats, credit risk, caused by lending, 
remains the main source of problems for commercial banks. However, globalization 

comprehensive approach to risk management and the long-term success of a banking 

credit risk to a third party for a fee and, thus, avoid the additional costs for forming 
reserves, has become one of the ways to prevent negative consequences. However, 
despite the many advantages associated with the risk hedging, credit derivatives, like 

This article discusses the advantages and disadvantages of using credit derivatives 

the bank and regulators.
Keywords

Introduction. Banks can use mechanisms such as collateral, insurance, reserves, 
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real position, while the use of credit derivatives allows banks to solve the problems they 
face when trying to mitigate risk.

Nowadays, the world derivative market exceeds the volume of trades in major 

reason for the popularity of this market is providing the wide range of opportunities for 

In the context of the instability of global economic development, market participants 

other hand, derivative transactions in countries with transition economies are quite risky 
for all subjects of the market. Taking this fact into account, market participants need 
to constantly monitor the implementation of transactions with derivatives in order to 

In international practice, derivatives are an important element in the functioning 

and supervision by governments. Despite the widespread use of derivatives, this market 

and Merrill Lynch, JP Morgan Chase and Bank of New York, as well as the bankrupt 
Lehman Brothers.

The purpose of this article is to analyse the advantages and disadvantages of using 
credit derivatives by commercial banks, as well as to emphasize the need for timely 

them by both the risk management of the bank and regulators.
Literature review and the problem statement. The increase in the volume of 

transactions in the credit derivatives market, accompanied by greater interest in it from 

in the risk management process. In general, the emergence of these instruments was 

from a third party. However, at the moment, their scope is not limited only to banking 
or the framework of any market. The ability to separate credit risk from the underlying 
asset and transfer a third party has led to new ways of using derivatives, in which they 
provide a viable alternative to traditional insurance instruments.

At the same time, the development of credit derivatives has given rise to a number 

many researchers name the development and increase in the volume of transactions with 
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literature.
Among foreign works, the development and functioning of derivatives markets 

The main aspects of derivative markets, raised in these works, relate to the study of 
its functioning and importance for participants of economic activity. In addition, special 
attention is paid to substantiating the probability of negative consequences in the result of 

the problems of derivative markets in the global economy are considered in studies of large 
investment banks, audit companies and government regulators.

Research results. Due to the process of the global economic globalization, derivative 

markets of developing countries and countries with transitional economy. However, 

Before determining the advantages and disadvantages of using credit derivatives in 

approaches to determining the nature of credit derivatives, the most common of which 
we are going to consider below.

supervisors, the approach to understanding credit derivatives as instruments designed 
to transfer credit risk from one person to another has become quite widespread. Thus, 

derivatives are “instruments ... the purpose of which is to transfer credit risk present in 
loans, bonds or other risky assets or market positions to a third party acting as a seller 

contracts designed to transfer credit risk on loans or other assets from one party (buyer 



protection receives a premium or interest payments in exchange for an obligation to 
make a payment to the buyer of protection, the performance of which is directly related 
to the credit position of the underlying asset.

Another approach involves interpreting the concept of “credit derivative” based on 
the peculiarities of pricing. These views are shared by experts of the largest international 
audit company PriceWaterhouseCoopers, who call credit derivatives “contracts, the 

Management and Control”. Thus, in his opinion, credit derivatives are instruments, 
“based on changes in the credit characteristics of any asset or group of assets that are 

"weapons of mass destruction", "time bombs that threaten the economic system", 

As can be seen from the above approaches to understanding the nature of credit 

controversial not only the interpretation of the concept of “credit derivatives”, but also 

have forced commercial banks to “turn a blind eye” to the threats posed by the same 

 
CREDIT DERIVATIVES 

 are financial instruments that transfer credit risk of an underlying 
portfolio of securities from one party to another without transferring the underlying 

portfolio. 

  

 Hedging Risk 
 Portfolio Diversification 
  
 Allow to avoid additional 

costs for reserves 

 Distortion of the risk 
assessment system 

 Moral Hazard 
 Information failure 
 Extension of “off-balance 

sheet” loan 

Figure 1 – Advantages and disadvantages of using credit derivatives in banking
Source: developed by the authors
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The rapid growth of the credit derivatives market is explained by the fact that their 

1. A borrower does not participate in the conclusion of a contract. A bank and a 
party, purchasing the risk, are not obliged to notify a borrower about agreement. Credit 
derivatives are in high demand by commercial banks due to the fact that they allow 
to transfer credit risk without actually selling the loan asset and, accordingly, without 

2. Derivatives are instruments that insure risks throughout the existence of the 

of a credit or risk event, the seller of protection makes an immediate payment to the 

3. Opportunity for commercial banks with the help of credit derivatives to avoid 
additional costs for the formation of reserves. Practically in every country, the mandatory 
requirement of banking regulators is the formation of reserves for credit operations of 

allowed commercial banks for a fee to transfer credit risk to a third party and, thus, not 
incur the cost of forming reserves. The advantage of credit derivatives was that the 
amount of the fee depended only on the level of credit risk of the borrower, which was 

accordingly, the lower the fee. As a result, banks sought to purchase protection in the 

the cost of its acquisition was lower than the cost of forming reserves.

not require the investor to make initial investments related to the acquisition of any 

However, despite the many advantages, credit derivatives, together with the positive 

1. Information failure. The most common problem in the use of derivatives by banks 
is “information asymmetry”. Information asymmetry is an informational situation of 
interaction between two subjects, in which one subject has more knowledge about 

in preventing losses that it passes on to a seller of credit protection. The threat of 
“information asymmetry” leads to the problem of using dishonest methods when the 
insurance premium is too high and the quality of the insurance provided is too low 



2. Moral Hazard. Banks can create “moral hazard” by using credit derivatives to 
transfer their share of risk. Credit derivatives allow banks to manage their illiquid credit 
accumulation, as well as limit their credit position. This type of derivative encourages 
banks to take unnecessary risks and lend to less reliable borrowers in larger quantities 

weakens the control function of banks and reduces the quality of credit services [Umlauft 

At the same time, banks that enter into such agreements violate their own interests. 

of insurance, so a bank should weigh the risk it wants to hedge. Loans are divided into 

among credit protection sellers according to the level of risk, however, a bank issuing a 

unwise for banks to lend large sums of money to less reliable borrowers, and this forces 

3. Distortion of the risk assessment system. The apparent security that encourages 
banks to take greater risks than they can bear can be more dangerous than the problem 
of moral hazard. The division of credit risk should make the economic system safer, but at 
the same time the uncontrolled expansion of credit leads to panic and market collapse. 

accepting credit risks wisely, the bank is tempted to buy insurance coverage and simply 
remove the problem. Ultimately, the use of such a mechanism leads to an increase in 

restrictions, as it is not associated with direct investments. However, in reality, such 

under a separate derivative contract by one of the bank's clients, and secondly, in 
case of temporary imbalance of the bank's derivatives portfolio for payments to its 

The problem is that this capital competes with other possible areas of its investment, 
which largely depend on current market interest rates, including risk-free interest rates. 
Thus, lowering market interest rates reduces the cost of credit, and therefore allows 

extremely sensitive to many changes in market conditions, and above all – to possible 

in relation to the real capital derivatives involved in its market increases the credit risks, 



In addition, it can be argued that the consequences of the use of credit derivatives 

ambiguous. Given the above facts, the mechanisms of regulating the credit activities 

 –
 –
 –
 – forms and procedure for concluding the most frequently used types of derivative 

contracts.
Currently, the main documents of international banking regulation, which specify the 

above requirements and restrictions, include "Banking Standards", developed by the 
Basel Committee on Banking Supervision (Committee on Banking Supervision of the 
Bank for international Settlements), are known as the “Basel Recommendations” (“Basel 
I”, “Basel II”, “Basel II.5” and “Basel III”). Today, the application of the rules of “Basel III” 
is relevant. Central banks in more than 100 countries apply these standards to regulate 

Technically, the implementation deadline for Basel III was 2019, but the crisis events 
in the banking market necessitated the regulator to develop even stricter rules, which 
are called "Basel IV". This standard is expected to follow (Basel III) and imply new capital 

1. 
2.  Assumes simpler or standardized models for calculating capital requirements of 

a bank, uniform for all, and not internal banking models (the Basel Committee has 

3.  More detailed disclosure of information about formation of the capital reserves 

required to assess the risks of their operations and calculate capital requirements using 

to recover losses, banks will have to increase interest rates on loans and limit risks with 

Conclusions. 

of commercial banks without derivative transactions. In a stable economic situation, 



mechanism of the derivatives market may fail – the use of similar strategies by most 
market participants and the demand for payments on liabilities may lead to its collapse.

The main advantages and disadvantages of credit derivatives during their use by 

it possible to avoid additional costs for the formation of required reserves. However, the 
low level of the bank's risk management, as well as the desire to release capital with help 

credit.

balance sheets to end investors (companies), at the same time ensuring the stability 
of the banking system. Instead, when the crisis erupted in mid-2008, practically all the 
credit risk hidden in derivatives was concentrated in the largest international banks. 

of regulation banking operations with derivatives, as well as the lack of methods for 
assessing hidden risks in each type of instrument. Therefore, further research should be 
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