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		Abstract

		Following the recent introduction of new forms of Credit Default Swap (CDS) contracts expressed as upfront payments plus a fixed coupon, this note examines the methodology suggested by Barclays Capital, Goldman Sachs, JPMorgan, Markit (BGJM)/ISDA (2009), for conversion of CDS quotes between upfront and running. The proposed flat hazard rate (FHR) conversion method is to be understood as a rule-of-thumb single-contract quoting mechanism rather than as a modelling device. For example, an hypothetical investor who would put the FHR converted running spreads into her old running CDS library would strip wrong hazard rates, inconsistent with those coming directly from the quoted term structure of upfronts.    

This new methodology appears mostly as a device to transit the market towards adoption of the new upfront CDS as direct trading products while maintaining a semblance of running quotes for investors who may be suffering the transition. We caution though that   - the conversion done with proper hazard rates consistent across term would produce different results;   - the quantities involved in the conversion should not be used as modelling tools anywhere; and   - for highly distressed names with a high upfront paid by the protection buyer, the conversion to running spreads fails unless, as we propose, a third recovery scenario of 0% is added to the suggested 20% and 40%.     

This paper is not meant as a criticism of the proposed standardization of the conversion method but as a warning on the confusion this may generate when the method is not used carefully. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Credit Default Swap, Upfront Credit Default Swap, Running Credit Default Swap, Hazard Rates, Conversion Running Upfront

	
	

	
    

    
	

	
	
		JEL Classification: G13

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Beumee,  Johan and Brigo,  Damiano and Schiemert,  Daniel and Stoyle,  Gareth, Charting a Course through the CDS Big Bang (April 7, 2009).  Available at SSRN: https://ssrn.com/abstract=1374407 or http://dx.doi.org/10.2139/ssrn.1374407 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Johan Beumee

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				JODE GROUP LTD  ( email )

			

			
			
				
				
				
					20 Ensenada Reef
Eastbourne, East Sussex BN23 5AF
United Kingdom
01323478629 (Phone)
BN23 5AF (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Damiano Brigo

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Imperial College London - Department of Mathematics  ( email )

			

			
			
				
				
				
					South Kensington Campus
London SW7 2AZ, SW7 2AZ
United Kingdom

				

				
			

			
				
				
					HOME PAGE: http://www.imperial.ac.uk/people/damiano.brigo
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Daniel Schiemert

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				affiliation not provided to SSRN  ( email )

			

			
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Gareth Stoyle (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				affiliation not provided to SSRN  ( email )

			

			
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    1,167

			

		
		
		
			Abstract Views

			    4,791

		

		
		 
		
			Rank

			   33,909

		

		
	


	
		
            
            	       12 Citations
		

	

	
		
			
				       12 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    S&P Global Market Intelligence Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                S&P Global Market Intelligence Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,570

                                    

                                    
                                        PAPERS

                                           40,900

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Counterparty Risk for Credit Default Swaps: Impact of Spread Volatility and Default Correlation

                        
                            By
                                
                                
                                    
                                    Damiano Brigo
                                     and 
                                
                                    
                                    Kyriakos Chourdakis
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Bilateral Counterparty Risk Valuation with Stochastic Dynamical Models and Application to Credit Default Swaps

                        
                            By
                                
                                
                                    
                                    Damiano Brigo
                                     and 
                                
                                    
                                    Agostino Capponi
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Credit Default Swap Valuation with Counterparty Risk

                        
                            By
                                
                                
                                    
                                    Yue Kuen Kwok
                                     and 
                                
                                    
                                    Seng Yuen Leung
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Bilateral Counterparty Risk Valuation for Interest-Rate Products: Impact of Volatilities and Correlations

                            
                                By
                                    
                                    
                                        
                                        Damiano Brigo, 
                                        
                                    
                                        
                                        Andrea Pallavicini, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Credit Value Adjustment for Credit Default Swaps via the Structural Default Model

                            
                                By
                                    
                                    
                                        
                                        Alex Lipton
                                         and 
                                    
                                        
                                        Artur Sepp
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Collateral Margining in Arbitrage-Free Counterparty Valuation Adjustment Including Re-Hypotecation and Netting

                            
                                By
                                    
                                    
                                        
                                        Damiano Brigo, 
                                        
                                    
                                        
                                        Agostino Capponi, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Dangers of Bilateral Counterparty Risk: The Fundamental Impact of Closeout Conventions

                            
                                By
                                    
                                    
                                        
                                        Damiano Brigo
                                         and 
                                    
                                        
                                        Massimo Morini
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Completing CVA and Liquidity: Firm-Level Positions and Collateralized Trades

                            
                                By
                                    
                                    
                                        
                                        Chris Kenyon
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            One More Model Risk When Using Gaussian Copula for Risk Management

                            
                                By
                                    
                                    
                                        
                                        Massimo Morini
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	
		
	
		
	
		
	
		
			
				
			
			
		
	
		
			
				
			
			
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.106 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
