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The market for eredit de-
fault swaps om California
bonds, allowing investors es-
sentially totake out aninsur-
ance policy on the state’s
debt, has grown sharply in
thelast twovears.

Here is how a swap deal
works, according to Mare
Barrachin, the director or
credit products at Marlkdt, a
financial data company.

. I an investor such as a
hedge fund, Hedge Fund A in
Barrachin’s exarmple, . be-
lieves that California is going

to have difficulty repaying ifs ,

debt, it can go to a Wall
Btreet firm that deals in mu-
nicipal eredit default swaps.

'To obtain protection on,

say, $10 milion of five-year

California bonds, the hedge

fund eurrently must agree to
pay the swap dealer about

$280,000 a year for five years.

— or 2.8% of the amount of
bonds tobe protected.

In this transaction the
deater is the seller of protec-
tion, but it doesn't want to
risk a big loss il the state
misses a payment. To coun-
ter that risk, the dealerlooks

for another party, say Hedge -

Fund B, that is confident

-about California honds and

wants to sell protection as a
way to generate income.
They enterinto a deal, creat-
ing a second credit default
swap confract, calling for the
dealer fo pay Hedge Fund B

about $260,000 a year.

The dealer has perfectly
hedged itsrisk and will make
aprofit of about $20,000 each.
year - the difference be-
tween what it will receive
from Hedge Fund A each

" guarter and what the dealer

willpay Hedge Fund B,

Inmost cases, thiose regu-
lar payments are the only -

things that happens until
the swaps expire, :
But if California has a

“credit event” — missing a

payment to bond holders or
reaching an agreement with
bondholderstoradiice or de-
lay its payments — the deal-
er must pay the hedge fund
an amount equal to the de-
cline in the bonds’ market

value.

The drop invalue is deter-
mined in an auctionrun by a
trade association of swap
dealers. .

If the auetion determines
that the $10 miilion in bonds
are now worth $7 million, the
dealermust pay Hedge Fund
A the $3 million difference.
Atd Hedge Fund B has to

-pay the dealer the same

amount, making the dealer
whole.

I Hedge Fund A actually
owned $10 million in Califor-
nia bonds, it would also now
be made whole. But if Hedge
Fund A does not own the
bonds, it makes a $3 miltion
profit.
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