
 Despite the negative connotation that accom-
panies most discussions of credit default swaps 
(CDSs), 2    purely as a factual matter, since their 
genesis, CDSs have been used successfully by 
institutional investors, including registered open-
end investment companies (Funds), for a number 
of years. 

 This article sidesteps the debate over the toxic-
ity of  CDSs 3    and, instead, focuses on what mutual 
fund practitioners should know about CDSs. 
First, a brief  description of how a CDS is intend-
ed to work, along with a brief  history of CDSs’ 

genesis, is provided. After that background, the 
discussion describes the economic rationale for a 
Fund’s use of  a CDS and, at greater length, exam-
ines the principal issues that are implicated by a 
Fund’s CDS use under the Investment Company 
Act of  1940, as amended(ICA). 4    Finally, the 
article summarizes the effects that the recent eco-
nomic crisis is likely to have on Funds’ prospective 
use of  CDSs. Part I includes all of  the principal 
ICA issues, except the senior security issues that 
arise under Section 18 of the ICA. Part II of  this 
article, which includes the discussion of CDSs 
and Section 18, will appear in an upcoming issue 
of  The Investment Lawyer.  

 CDS Basics 

 A CDS is simply a means to transfer the risk 
that a debt issuer will default (credit risk) from 
one party to another. A CDS is a bilateral contract 
between a “protection buyer” and a “protection 
seller.” The CDS provides that, if  there is a default 
by a debt issuer on a particular debt instrument, 
the protection seller must pay the protection buyer 
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an amount calculated, in effect, to compensate for 
the debt instrument’s decrease in value. 

 The issuer of the debt protected by a CDS is 
called the “reference entity.” Under the terms 
of the CDS, when a “credit event” occurs with 
respect to the specified debt instrument, for exam-
ple, the reference entity’s insolvency or failure 
to pay amounts due on the debt instrument, the 
protection seller is required to purchase the refer-
ence debt instruments at their face (maturity date) 
value from the protection buyer. 5    The aggregate 
face value of the debt protected by the CDS is 
called the CDS’s “notional amount.” 

 In return for providing protection, the protection 
seller is entitled to receive from the protection buyer 
a periodic payment, usually payable in quarterly 
installments, until the expiration of the CDS or the 
occurrence of a credit event, whichever occurs first. 
The premium typically is a fraction, stated in basis 
points, of the notional amount. For example, if the 
notional amount of a CDS is $10 million, the pre-
mium would be expressed as, say, 330 basis points 
(3.3 percent), and the protection buyer would 
pay $330,000 annually to the protection seller. 

 CDSs were created by J.P. Morgan’s deriva-
tives group in 1994 to permit a bank to reduce 
its capital reserve requirement, which is based 
on a bank’s loan portfolio. 6    While 1994 marked 
the advent of CDSs, the International Swaps and 
Derivatives Association (ISDA) reports that it was 
not until 2002 that the number of CDSs began to 
expand rapidly beyond banks’ hedging their expo-
sure to large institutional borrowers. 7    The expan-
sion of CDSs that began in 2002 is attributed to, 
among other things, CDS protection purchased 
by trusts holding collateralized debt obligations. 8    
In January 2009, the Securities and Exchange 
Commission (Commission) similarly noted that 
CDSs were created to meet the demand of bank-
ing institutions looking to hedge and diversify the 
credit risk attendant with their lending activities. 9    
However, in recent years, the Commission stated, 
CDS market volumes had grown rapidly, with the 
growth coinciding with the significant increase in 
the types and number of entities participating in 
the CDS market, including insurance companies, 
pension funds, securities firms, and hedge funds. 10    

 Recent estimates of the total  notional  amount 
of outstanding CDSs vary—$30 trillion to $62 tril-
lion are cited—nevertheless, the estimates report 
that 2008 and 2009 saw significant decreases in 
the total notional amount of outstanding CDSs. 11    
With respect to notional amount estimates, it is 
worthwhile to note that the market value of the 
underlying CDSs is substantially less. ISDA’s 

2007 Year End Market Survey reported that the 
gross market (or replacement) value of outstand-
ing CDSs was just over $2 trillion, or less than 3.5 
percent, of the corresponding December 31, 2007, 
notional amount of $62 trillion. 12    

 At present, CDSs are unregulated. The 
Commodity Futures Modernization Act of 2000 
(CFMA) 13    amended the Securities Act of 1933, 
as amended, (Securities Act) 14    and the Securities 
Exchange Act of 1934, as amended, (Exchange 
Act) 15    to specify that swap contracts between “eli-
gible contract participants” are not securities for 
purposes of each Act’s registration provisions. 16    
Thus, today, CDSs remain exempt from the reg-
istration provisions of the Securities Act, and no 
provision of the Exchange Act requires periodic 
reporting or disclosure from participants in the 
CDS market. 17    

 CDSs, as well as other OTC derivative trans-
actions, are documented using the agreements 
and definitions published by ISDA. The ISDA 
Master Agreement, the Schedule to the ISDA 
Master Agreement and the Credit Support Annex 
(together, the Master Agreement) set forth both 
standard and negotiated terms that apply to all 
CDSs between a Fund and the bank or broker-
dealer counterparty to the Master Agreement. 
The Master Agreement contains terms that are not 
transaction specific and specifies the credit rela-
tionship between the Fund and counterparty. The 
specific terms of a CDS or other OTC derivative 
transaction are memorialized in a trade confirma-
tion, which supplements the Master Agreement. 18    

 In addition to identifying the reference entity 
and providing the definition of what constitutes 
a “credit event,” the trade confirmation specifies 
the assignability (novation) provisions that permit 
CDSs to be traded. A party also can unwind a 
CDS position with the original counterparty by 
entering into an offsetting CDS based on the same 
reference entity, but with the buyer-seller roles 
reversed, or by a party entering into a similar off-
setting CDS with a different counterparty. 

 CDSs are OTC instruments. Large banks serve 
as dealers in the market for CDSs, and publish 
bid and offer prices with respect to CDSs in the 
same manner that market makers for traditional 
fixed-income instruments publish bid and offer 
prices. 

 Corporations, banks, and sovereign entities serve 
as CDS reference entities. In addition to CDSs 
with a single reference entity, investors may obtain 
exposure to a broad index of issuers through credit 
default indices, which, in some cases, are based 
on the CDSs of more than 100 refer ence entities 
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(for example, North American investment grade 
issuers). 19    

 Mutual Funds’ Use of CDSs  

 The most straightforward use of a CDS by a 
Fund is to hedge the Fund’s credit risk with respect 
to a bond already owned by the Fund. Thus, if  a 
Fund owns a bond of a particular reference entity, 
buying credit protection for the bond by entering 
into a CDS moves the risk of the reference entity’s 
default from the Fund to a protection seller. 20    

 In addition to hedging, Funds utilize CDSs 
when they do not own the debt of the reference 
entity. A Fund may seek incremental returns by 
buying or selling credit protection for a reference 
entity’s bond when the total return profile (which 
includes any protection premiums paid or received) 
of buying or selling protection is perceived to be 
more favorable than transacting directly in a com-
parable bond of the reference entity. For example, 
an adviser that believes that a particular reference 
entity’s credit risk will increase can direct a Fund 
to purchase protection on the reference entity by 
entering into a CDS. Thereafter, as the reference 
entity’s default risk changes, the market value of 
the protection accorded by the CDS increases or 
decreases. If  the adviser’s expectations are correct, 
the value of the CDS will increase as the credit 
risk of the reference entity increases, and the Fund 
will earn a positive return. Thus, a CDS permits a 
Fund to obtain exposure to the reference entity’s 
debt without ever owning the debt. 

 CDSs also are used when the pricing and 
liquidity of a CDS for a single reference entity 
appear more attractive to an adviser relative to the 
cash market for the underlying reference entity’s 
bond. For example, without a CDS, an adviser 
that wishes to underweight a particular reference 
entity can reduce a Fund’s holdings of the entity’s 
bonds only to zero. If  the bond is unavailable or 
in limited supply for borrowing, a CDS permits 
a Fund to underweight its holdings of the refer-
ence entity’s bond (that is, take a short position) 
without borrowing the bond and, then, selling the 
bond short in the cash market. 

 General Regulatory Issues Raised by 
Mutual Funds’ Use of CDSs 

 In the Hands of a Fund, Is a CDS a Security? 

 A preliminary and critical ICA question is 
whether a CDS is a “security” as defined in Section 

2(a)(36) of the ICA. The CFMA amended the 
Securities Act and the Exchange Act to provide, in 
effect, that CDSs are not securities for purposes of 
both Acts. 21    The CFMA did  not  make any compa-
rable or similar amendments to the ICA.  

 Although ICA Section 2(a)(36) does not spe-
cifically mention swap agreements, CDSs bear a 
close resemblance to several instruments enumer-
ated in the section. 22    Therefore, the plain language 
of Section 2(a)(36) supports treating CDSs as 
securities for ICA purposes.  

 Moreover, the Commission has given Section 
2(a)(36) of the ICA a broad construction, espe-
cially where exclusion of an instrument from the 
definition of a security under the ICA would seri-
ously undermine the protections contemplated by 
Congress. 23    

 Therefore, the better-reasoned approach is to 
deem a CDS to be a security for purposes of the 
ICA. This is true regardless of whether the Fund 
is the protection buyer or protection seller. 

 Who is the Issuer of a CDS? 

 The ICA’s provisions concerning diversifica-
tion, concentration, and purchasing the securities 
of an issuer in a securities-related business each 
depend on identifying the issuer of a particular 
security. Therefore, to apply these ICA provisions 
correctly with respect to a CDS, it is first necessary 
to determine the identity of the CDS’s issuer. 

 The definition of “issuer” in the ICA is circular 
and does not provide useful guidance. 24    Much 
of the guidance available on when an entity is 
deemed to be an issuer of a security has arisen 
from no-action letters. From this guidance, certain 
principles emerge. 

 The general rule is that the nominal issuer of a 
security is deemed to be the issuer of the security. 
Deviation from this general rule should occur only 
when the nominal issuer of an instrument either has 
no legal obligation to repay, or when a different per-
son’s assets and revenues secure repayment (whether 
or not the nominal issuer remains obligated). 

  Dreyfus New York Tax Exempt Bond Fund, 
Inc.  25    is an example of the general rule. In that 
no-action letter, the Commission Staff  differen-
tiated between bonds guaranteed by the State 
of New York and bonds that were mere “moral 
obligations” of the State. For purposes of Section 
5(b)(1), a security legally backed by the credit of 
the State of New York is a New York bond issue, 
while a security backed merely by the moral obli-
gation of the State is not deemed issued by the 
State. 



THE INVESTMENT LAWYER 4

 There are some interpretations from the 
Commission Staff  indicating the limited circum-
stances when it would be appropriate to deviate 
from the general rule. Securities for which the 
nominal issuer is a municipality may involve 
 complex legal structures in which the nominal 
issuer, a municipal conduit, bears no responsibility 
for payments on the bonds. 26    

  Institutional Equity Fund  27    is noteworthy because 
it illustrates a deviation from the general rule in 
the context of derivative instruments. The no-
action letter concerned exchange-traded stock 
index options issued by The Options Clearing 
Corporation (OCC), a clearing agency registered 
under Section 17A of the Exchange Act. The Fund 
requested that OCC be treated as a securities depos-
itory for purposes of Rule 17f-4. 28    The requesting 
Fund explained that such options were issued after 
the execution of a trade between two participating 
exchange-member brokers, or “Clearing Members,” 
one of which represents the purchaser and the other 
the seller, or writer. Each Clearing Member reports 
the trade to the exchange on which it occurred 
and issues a confirmation thereof to its respective 
customer. Upon exercise of a stock index option, 
OCC becomes obligated to pay the cash settlement 
amount by issuing a credit to the account of the 
exercising party’s Clearing Member. The request-
ing Fund stated that OCC’s bylaws: (1) permit 
only registered broker-dealers to become Clearing 
Members, and OCC could issue options only to 
Clearing Members; and (2) deem OCC to be the 
issuer of all exchange-traded options and require 
that OCC remain the ultimate obligor with respect 
to payment of the cash settlement amount upon 
exercise. Thus, the requesting Fund stated, because 
OCC is the issuer, the Fund’s purchase of an option 
does not contravene Section 12(d)(3) of the ICA. 

 Without analysis, the Commission’s Staff agreed 
that it would not recommend any enforcement 
action under Section 17(f) of the ICA or the rules 
thereunder if  the Fund’s bank custodian main-
tained the stock index put options owned by the 
Fund at OCC. Implicitly, the Staff accepted that 
OCC was the issuer of the options instead of any 
individual Clearing Member broker-dealer (or the 
broker-dealer’s client) because the Staff did not 
disagree with the Fund’s Section 12(d)(3) analysis. 

 Specifi c ICA Provisions Implicated by 
Mutual Funds’ Use of CDSs 

 A Fund’s use of CDSs raises a number of inter-
esting issues under the ICA and rules promulgated 
thereunder. 

 Issuer Diversifi cation 

 Pursuant to the ICA, a diversified Fund is 
required to identify the issuers of its portfolio hold-
ings for purposes of calculating whether it meets 
the 75/25 diversification test of Section 5(b)(1). 29    
For a CDS, it is appropriate to use the market value 
of a CDS instead of its notional amount. 30    

 From a Fund’s perspective, identifying the 
issuer of a CDS follows the general rule described 
above; namely, the nominal issuer of a security 
is deemed to be the issuer of the security. This 
means that, with respect to any particular CDS, 
the counterparty to the contract, for example, the 
counterparty bank or a broker-dealer, should be 
deemed to be the issuer of the CDS. 31    

 Section 5(b)(1) applies to the (gross) value of 
a Fund’s total assets. Consistent with Section 
2(a)(41)(B) of the ICA, which defines “value,” the 
term “value” in Section 5(b)(1) logically means 
market value. In addition, because Section 5(b)(1) 
applies to the total assets of a Fund, liabilities 
would not be deducted from the value of the 
Fund’s assets when testing for compliance with 
Section 5(b)(1). Thus, the test would exclude any 
CDSs having a market value of zero or less. 32    

 For purposes of compliance with Section 5(b)(1), 
a Fund could net the value of any CDSs that exact-
ly offset each other (that is, a CDS based on the 
same reference entity with the same counterparty, 
but with the buyer-seller roles reversed). Thus, the 
effect of a Fund holding an offsetting CDS with a 
negative market value would be to reduce the value 
(and percentage) of the Fund’s assets that are rep-
resented by securities of the counterparty. 

 Industry Concentration 

 Section 8(b)(1) of the ICA requires a Fund’s reg-
istration statement to disclose the Fund’s policies 
with respect to concentration. The Commission 
takes the position that investment of more than 25 
percent of a Fund’s total assets in a single industry 
represents concentration. 33    

 While the ICA guidance does not discuss the 
appropriate treatment by a Fund of CDSs for con-
centration purposes, it would be reasonable, in light 
of the purpose of Section 8(b)(1)—to highlight 
concentrated economic exposure to an industry—
and the Commission’s general guidance concerning 
disclosure of Fund concentration, for the Fund to 
“look through” a CDS to the reference entity. 34    For 
a CDS, the Fund would disregard the contract’s 
counterparty and, instead, look to the industry or 
industries of the CDS’s reference entity. 35    
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 Securities Issued by Entities Engaged in a 
Securities-Related Business 

 Section 12(d)(3) of the ICA prohibits a Fund 
and any company controlled by such Fund from 
“acquiring any security issued by or any other 
interest in the business of any person who is a 
broker, a dealer, is engaged in the business of 
underwriting, an investment adviser to a registered 
investment company, or a registered investment 
adviser.” Because a Fund’s counterparty to a CDS 
may be a broker-dealer or underwriter, a Fund 
must monitor its CDSs to avoid violating Section 
12(d)(3). 

 Rule 12d3-1 contains two exemptions from this 
statutory prohibition. Rule 12d3-1(a) provides a 
blanket exemption for a Fund’s acquisitions of 
securities of an issuer that derives 15 percent or 
less of its gross revenues from “securities related 
activities,” 36    unless the acquiring Fund would con-
trol the issuer after the acquisition. 

 Rule 12d3-1(b) provides a conditional exemp-
tion for a Fund’s acquisitions of securities of an 
issuer that derives more than 15 percent of its 
gross revenues from securities related activities, 
provided that the acquiring Fund meets each of 
the following three conditions immediately after 
any such acquisition: 

   1. For an equity security, 37    the Fund does not 
own more than 5 percent of that class of the 
issuer’s equity securities;  

  2. For a debt security, 38    the Fund does not own 
more than 10 percent of the outstanding prin-
cipal amount of all classes of the issuer’s debt 
securities; and  

  3. Regardless of whether the Fund acquires an 
issuer’s equity security or a debt security, the 
Fund does not have more than five percent of 
the value of its total assets invested in securi-
ties of that issuer.   

 From a Fund’s perspective, identifying the 
issuer of a CDS follows the general rule described 
above; namely, the nominal issuer of a security 
is deemed to be the issuer of the security. This 
means that, with respect to any particular CDS, 
the counterparty to the contract, for example, the 
counterparty bank or a broker-dealer, should be 
deemed to be the issuer of the CDS. 39    
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entity’s assets and revenues back the security). 

 27. SEC No-Action Letter (pub. avail. Feb. 27, 1984). 

 28. The requesting Fund stated that Rule 17f-1 under the ICA 
would require the physical segregation and the marking of 
securities certificates (as property of the Fund), as well as peri-
odic actual inspection by auditors, of all securities maintained 
by the Fund directly in the custody of a member of a national 
securities exchange such as a Clearing Member. However, 
because the stock index put options were uncertificated and, 
thus, could not be physically segregated, marked or inspect-
ed, the Fund could not maintain them in compliance with 
Rule 17f-1. 

 29. To be deemed a diversified Fund, no more than 25 percent of 
the Fund’s total assets may consist of: (i) securities of an issuer 
representing more than 5 percent of the total assets of the Fund, 
plus (ii) securities of an issuer of which the Fund owns more 
than 10 percent of that issuer’s voting securities.  See  ICA Section 
5(b)(1). 
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 30. The use of market value instead of notional amount is 
 discussed  infra . 

 31. The implications of deeming a central clearing corporation 
to be the issuer of a CDS, following Institutional Equity Fund, 
 supra  n.27, is discussed  infra . 

 32. The Fund’s Rule 38a-1 written policies and procedures 
should reflect the issuer-diversification testing methodology 
described here. 

 33.  See Registration Form Used by Open-End Management 
Investment Companies , Rel. No. IC-23064 (Mar. 13, 1998) (1998 
Form N-1A amendments). The ICA does not specify the mean-
ing of an “industry” for the purpose of a Fund’s concentration 
policy. However, the Staff has stated its view in Guide 19 to 
Form N-1A, which states that a registrant: 

  may select its own industry classifications, but such 
classifications must be reasonable and should not be 
so broad that the primary economic characteristics of 
the companies in a single class are materially different. 
Registrants selecting their own industry classifications 
must be reasonable and should disclose them . . . .  

 Guidelines to Form N-1A, Guide 19 (1983). 

 34.  See  Guide 19,  supra  n.33. The underlying purpose of 
Section 8(b)(1) and the Commission’s permissive guidance 
support departing from the general rule, which is that the 
nominal issuer of a security is deemed to be the issuer of the 
security. 

 35. The Fund’s mandated disclosure of its concentration policy 
should disclose this practice, and the Fund’s Rule 38a-1 written 
policies and procedures should reflect the concentration testing 
methodology described here. 

 36. Rule 12d3-1(d)(1) provides that “‘securities related activities’ 
are a person’s activities as a broker, a dealer, an underwriter, [or 
a registered] investment adviser.” 

 37. Rule 12d3-1(d)(3) provides that an “equity security” has the 
same meaning accorded to that term by Rule 3a11-1 under the 
Exchange Act. 

 38. Rule 12d3-1(d)(4) provides that a “debt security” includes 
all securities other than an equity security and, therefore, would 
include CDSs. 

 39. The implications of deeming a central clearing corporation 
to be the issuer of a CDS following Institutional Equity Fund, 
 supra  n.27, is discussed  infra . 
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