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Leveraged LCDS: 
Introduction
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European Leveraged LCDS
Benefits to Buyers Benefits to Sellers

Basis Risk • Buyer avoids basis risk by LCDS 
contract terminating at zero cost on 
full refinancing of underlying loan

• Buyer pays premium on running 
basis, thus not required to monetize 
up front loss

• Seller avoids prepayment risk on 
LCDS as premium is received on 
spread basis and accrues up to 
termination date at full repayment

Private Loans • Buyer able to hedge private loans

• Buyer mitigates risk without alerting 
borrower/financial sponsor

• Buyer retains all voting control of loan 
up to NOPS delivery

Anonymity and 
Control

Capital Efficiency • Buyer able to obtain reduced 
Regulatory Capital

• Basel II will create greater Regulatory 
Capital burden on leveraged loans

• Seller obtains voting rights at delivery 
of NOPS

• Seller able to significantly leverage 
returns

• Seller does not incur financing charges
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European Leveraged LCDS
Benefits to Buyers Benefits to Sellers

Settlement • Only Seller has cash settlement option

Liquidity • Ultimately greater liquidity should 
develop from this product given the 
synthetic nature of the product

• Seller able to access private credits 
that may not be actively traded in cash 
market or less liquid public loans

• CLO managers can access new credit 
in vintage vehicles

• Buyer can participate if consent not 
received

Margin Ratchet and 
Trade Size

Currency Diversity

• Seller is not impacted by margin 
ratchets or amortizations/partial 
prepayments

• Premium and notional size remain 
constant over life of LCDS trade

• Seller can sell in currency that differs 
than underlying asset
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European Leveraged LCDS
Benefits to Buyers & Sellers

Accrual Date • T+1, unlike loan settlement, which can take T+10 or more

Tenor • Buyer or Seller can select tenor of exposure at inception of trade (1-10 yrs)

Tax Efficient • Unlikely to attract withholding tax payments at source

Consent • No borrower / agent consent issues

Fees • Avoid agency and / or security transfer fees
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Differences Between: European & US LCDS and 
Euro Bond CDS

European Bond CDS European LCDS US LCDS

Reference Entity • ABC plc and any
Successor

• Any borrower/guarantor/
obligor or surety under the 
credit agreement

• Successor provisions do 
not apply

• ABC plc and any
Successor

Reference 
Obligation

• Typically a Bond • All tranches or facilities 
under the credit 
agreement (including new 
tranches)

• Loan of the Designated 
Priority specified on the 
Reference Obligation 
Secured List

Obligation • Borrowed Money • Reference Obligation Only • Borrowed Money

Credit Event • Bankruptcy

• Failure to Pay

• Modified Modified
Restructuring

• Bankruptcy

• Failure to Pay

• Modified Modified
Restructuring

• Bankruptcy

• Failure to Pay
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• Trade terminates if no 
Substitute Reference 
Obligation is identified

• Trade terminates if all of 
Reference Obligations are 
redeemed/repaid

Differences Between: European & US LCDS and 
Euro Bond CDS

European Bond CDS European LCDS US LCDS

Deliverable 
Obligation

• Bond or Loan
• Not Subordinated
• Specified Currency
• Not Contingent
• Assignable Loan
• Consent Required Loan
• Transferable
• Maximum Maturity: 30 yrs
• Not Bearer

• Reference Obligation or 
any obligation of the 
Reference Entity that is 
senior to the Reference 
Obligation and secured on 
same assets

• Loan
• Not Subordinated
• Specified Currency
• Not Contingent
• Assignable Loan
• Consent Required Loan
• Participation Loan
• Maximum Maturity: 30 yrs
• Syndicated Secured

Excluded 
Deliverable 
Obligations

• None.  Usually the 
Reference Obligation is a 
Deliverable Obligation

• The Reference Obligation if 
security is released and 
materially diminished 
following a Restructuring 
credit event exercised by 
the Buyer

• Reference Obligation if it 
fails the Syndicated 
Secured or Specified 
Currency characteristic

Early Termination • Not Applicable
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• Buyer delivers DO with an 
outstanding principal 
balance equal to the 
Physical Settlement 
Amount

• Seller can elect for Cash 
Settlement to apply if 
assignment/participation 
not completed within the 
required time period

• Buyer/Seller may elect 
settlement at any time in a 
form which reflects the 
economics of the trade

Differences Between: European & US LCDS and 
Euro Bond CDS

European Bond CDS European LCDS US LCDS

Physical Settlement • Buyer delivers 
Deliverable Obligations 
with an outstanding 
principal balance equal to 
the Physical Settlement 
Amount

• Buyer delivers Deliverable 
Obligations with an 
outstanding principal 
balance equal to the 
Physical Settlement 
Amount

• Seller can elect for Cash 
Settlement to apply in 
relation to all/part of the 
Deliverable Obligations

Delivery Timeline • Notice of Physical 
Settlement (“NOPS”) must 
be sent within 30 calendar 
days of Event Determination 
Date (credit event notice 
and notice of publicly 
available information)

• NOPS must be sent within 
30 calendar days of the 
Event Determination Date

• NOPS must be sent within 
30 calendar days of the 
Event Determination Date
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Differences Between: European & US LCDS and 
Euro Bond CDS

European Bond CDS European LCDS US LCDS

Delivery Timeline 
(continued)

• Deliverable Obligations 
must be delivered within 
30 business days of 
satisfaction of Conditions 
to Settlement (i.e., delivery 
of NOPS)

• Deliverable Obligations 
must be delivered within 
30 business days of the 
day that is 30 calendar 
days after the Event 
Determination Date

• Deliverable Obligations 
must be delivered within 
30 business days of 
satisfaction of Conditions 
to Settlement
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Panel Discussion
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Convergence of US & European Markets?
Institutional Investors’ Share of the Primary Market for Leveraged Loans
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When  Two Years of Exposure =                
One Level of Subordination

Source: Morgan Stanley

• A CDS contract on leveraged loans has an 
extensive number of ‘natural users’, 
particularly in the interplay between banks 
(CDS buyers) and Hedge Funds (CDS 
sellers)

• It should facilitate relative value trading in 
high yield markets: 

− Capital structure relative value, i.e., view on 
loss severity given default. 

− Credit curve relative value, i.e., view on 
timing of risk.

• Example: Invensys
− Spread difference from 3-year 1st Lien: Two 

years of risk almost equivalent to one level 
of subordination. 

Implications for Relative Value Trading?
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Source: S&P LCD

33
60 79

40 48 68
123

37

242 196 156

133 131

195

246

90

276
256

234

173 179

262

369

127

$0B

$100B

$200B

$300B

$400B

1999 2000 2001 2002 2003 2004 2005 1Q06

Europe US

Leveraged Loan Market
Overall New-Issue Leveraged Loan Volume



15 Please see additional important disclosures at the end of this report.

Leveraged Loan Market
Average Contributed Equity to Leveraged Buyouts

Source: S&P LCD
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Leveraged Loan Market
Average Leveraged Buyout Purchase Price Multiple

Source: S&P LCD
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Leveraged Loan Market
Average Total Leverage Ratio of Leveraged Buyouts

Source: S&P LCD
Population data includes LBOs with EBITDA of > €/$50 MM
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Leveraged Loan Market
Average Senior Leverage Ratio of Leveraged Buyouts

Source: S&P LCD
Population data includes LBOs with EBITDA of > €/$50 MM
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European Leveraged Loan CDS Market

1) Lev X – Senior
• 35 1st lien credits only

2) Lev X – Subordinated
• 35 2nd and 3rd lien credits only

• Weighting of 2nd and 3rd lien between 40% and 60%

• June 2011 maturity

• Traded on price with fixed coupon – only premium or discount exchanged

• Zero factor applied to credits refinanced or credits defaulted; coupon paid on remaining

• Physical settlement

LevX Indexes
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Q&A
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The information and opinions in this report were prepared by Morgan Stanley & Co. Incorporated ("Morgan Stanley"). Morgan Stanley does not undertake to advise you of changes in its opinion or information. 
Morgan Stanley and others associated with it may make markets or specialize in, have positions in and effect transactions in securities or instruments of companies mentioned and may also perform or seek to 
perform investment banking services for those companies.

Morgan Stanley & Co. Incorporated, Morgan Stanley DW Inc. and/or their affiliates will deal as principal in the securities recommended herein.

Morgan Stanley & Co. Incorporated, Morgan Stanley DW Inc. and/or their affiliates or their employees have or may have a long or short position or holding in the securities, options on securities, or other related 
investments of issuers mentioned herein.

The investments discussed or recommended in this report may not be suitable for all investors. Investors must make their own investment decisions based on their specific investment objectives and financial 
position and using such independent advisors as they believe necessary. Where an investment is denominated in a currency other than the investor’s currency, changes in rates of exchange may have an 
adverse effect on the value, price of, or income derived from the investment. Past performance is not necessarily a guide to future performance. Income from investments may fluctuate. The price or value of the 
investments to which this report relates, either directly or indirectly, may fall or rise against the interest of investors.  Price and availability are subject to change without notice.

To our readers in the United Kingdom: This publication has been issued by Morgan Stanley & Co. Incorporated and approved by Morgan Stanley & Co. International Limited solely for the purposes of section 21 
of the Financial Services and Markets Act 2000.  Morgan Stanley & Co. International Limited and/or its affiliates may be providing or may have provided significant advice or investment services, including 
investment banking services, for any company mentioned in this report.  NOT FOR DISTRIBUTION TO PRIVATE CUSTOMERS AS DEFINED BY THE U.K. FINANCIAL SERVICES AUTHORITY LIMITED.

This publication is disseminated in Japan by Morgan Stanley Japan Limited and in Singapore by Morgan Stanley Asia (Singapore) Securities Pte Ltd.

To our readers in Australia: This publication has been issued by Morgan Stanley & Co. Incorporated but is being distributed in Australia by Morgan Stanley Dean Witter Australia Limited, a licensed dealer, which 
accepts responsibility for its contents.  Any person receiving this report and wishing to effect transactions in any security discussed in it may wish to do so with an authorized representative of Morgan Stanley 
Dean Witter Australia Limited.

To our readers in Canada: This publication has been prepared by Morgan Stanley & Co. Incorporated and is being made available in certain provinces of Canada by Morgan Stanley Canada Limited.  Morgan 
Stanley Canada Limited has approved of, and has agreed to take responsibility for, the contents of this publication in Canada.

To our readers in Spain: Morgan Stanley Dean Witter, S.V., S.A., a Morgan Stanley group company, supervised by the Spanish Securities Markets Commission (CNMV), hereby states that this document has 
been written and distributed in accordance with the rules of conduct applicable to financial research as established under Spanish regulations.

Past performance is not indicative of future returns.  Certain assumptions may have been made in this analysis which have resulted in any returns detailed herein.  No representation is made that any returns 
indicated will be achieved.  Transaction costs (such as commissions) are not included in the calculation of returns. Changes to the assumptions may have a material impact on any returns detailed.

Disclaimer
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