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INTERVIEW ANGLE
"The same instrument, the credit default swap, deepened markets and then helped blow up the
world in 2008. What separates a useful hedging tool from a speculative time bomb, and can a

regulator reliably keep them apart?"

Source: Original editorial #  Business Standard

(® Every fact web-verified against primary sources (https://ujiyari.com/how-we-verify/)

WHY THIS MATTERS NOW

The RBI’s revised credit-derivatives directions came into force on June 25, 2026, widening the use of
credit default swaps (CDS) and introducing total return swaps (TRS) to deepen the corporate bond
market. For an aspirant, this is a GS3 case on financial markets, systemic risk, derivatives and the

lessons of the 2008 crisis.

THE CRUX IN 60 WORDS

India’s corporate bond market is shallow because investors cannot easily hedge credit risk. The RBI’s

new framework expands CDS and adds total return swaps so risk can be transferred, deepening liquidity.
But the same CDS, when opaque and speculative, magnified 2008. The gains depend on central clearing,

disclosure and limits on naked, exposure-free bets.
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THE ISSUE, DECODED

CONCEPT

WHAT IT MEANS

WHY IT MATTERS

Corporate bond market

Credit default swap
(CDS)

Total return swap
(TRS)

Naked position

Firms raise debt from investors

Insurance against a borrower’s
default

Transfers both credit and market

risk

A bet with no underlying exposure

Shallow in India; over-reliant on banks and

G-secs

Lets investors hold riskier bonds and hedge

Improves price discovery and risk-sharing

Source of 2008 systemic risk

THE ANALYSIS

o Why depth matters. A shallow bond market forces firms onto bank balance sheets and starves

lower-rated but productive borrowers. Hedging tools draw investors into corporate debt.

© What the framework adds. Wider CDS use and the new total return swap let participants

transfer credit and market risk, improving liquidity and price discovery, with banks, primary

dealers, NBFCs and HFCs as market-makers.

O The 2008 shadow. The global crisis was amplified by an opaque CDS market full of naked

positions. Easing the exposure link, however calibrated (https://ujiyari.com/vocab/calibrated /), must not

reopen that door.

o India’s safeguards. Unlike the pre-2008 US market, India is building this with central clearing,

reporting and regulatory oversight, which is precisely what was missing then.

DATA AND INSTITUTIONS VAULT

Deepening the Bond Market Without 2008

RBI Master Direction on credit derivatives, effective June 25, 2026; expands CDS and introduces total
return swaps (TRS); eases the exposure-linkage requirement for resident non-retail users; non-residents
restricted to hedging. The market-makers: scheduled commercial banks, standalone primary dealers,
NBFCs and HFCs meeting prescribed conditions. The bodies: RBI; SEBI (bond market regulation); CCIL
(Clearing Corporation of India) for central clearing; market infrastructure for reporting. The lesson: the

2008 global financial crisis and the role of unregulated, naked CDS exposures.
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THE DEBATE

Argument for the framework: India’s bond market needs depth, and hedging tools are how investors gain
confidence to hold corporate debt. Built with central clearing and reporting, the framework reaps the benefit

of derivatives while avoiding 2008’s opacity (https://ujiyari.com/vocab/opacity/).

Argument against: Easing the link between hedging and exposure invites speculation. Naked CDS positions
amplify systemic risk, and a young market with thin liquidity could see derivatives detach from fundamentals,

repeating the very mistake that fuelled 2008.

Balanced verdict: Derivatives are not the danger; opacity is. With mandatory central clearing, transparent
reporting and prudential limits on speculative positions, the framework can deepen the market safely. The risk

lies not in the instruments but in lax plumbing around them.

HOW TO THINK ABOUT THIS (TRANSFERABLE SKILL)

The same instrument can be stabilising or toxic depending on clearing, disclosure and limits. When
evaluating any market reform, ask three questions: Is risk centrally cleared? Is the position transparent?

Are speculative bets capped? The answers, not the instrument’s name, determine systemic safety.

DIAGRAM-IN-WORDS

Shallow bond market -> investors cannot hedge credit risk -> RBI expands CDS + adds TRS
-> risk transfer + liquidity -> IF central clearing + disclosure + limits -> safe

deepening || IF opacity + naked positions -> 2008-style systemic risk

THE WAY FORWARD

o Mandate (https://ujiyari.com/vocab/mandate/) central clearing and reporting. Route credit

derivatives through CCIL with full transparency so regulators can see concentration build up.

2] Cap speculative exposure. Retain prudential limits on naked positions so derivatives stay

tethered to economic purpose.

©® Grow market-maker depth gradually. Build liquidity in stages to avoid thin, volatile markets

that detach from fundamentals.

® Fix the fundamentals too. Strengthen credit ratings and the insolvency (https://ujiyari.com/vocab/ins

olvency/) regime, since derivatives price risk only as well as the underlying credit information allows.
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THE TAKEAWAY BOX

Credit derivatives can deepen India’s bond market or import 2008-style risk; regulation, not the instrument,

decides which.
“The lesson of 2008 was never that derivatives are evil, only that opacity is.”

RBI credit-derivatives directions (June 25, 2026); credit default swap (CDS); total return swap (TRS);

naked position; CCIL central clearing; corporate bond market depth.

Can a regulator reliably tell prudent (https://ujiyari.com/vocab/prudent/) hedging from reckless speculation in

real time, before a crisis reveals the difference?

UPSC has asked on the corporate bond market, financial stability and the role of derivatives; this connects

them to a live RBI reform.

Financial stability, NBFC regulation, insolvency resolution, capital market deepening.

Sources: Business Standard (https://www.business-standard.com/opinion), ANI (https://www.aninews.in)

Source: Deepening the Bond Market Without 2008 — Ujiyari.com | Free UPSC & State PCS Editorial Analysis
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Ujiyari Current Affairs - ujiyari.com - Free Daily Current Affairs for UPSC & State PCS

The RBI's new credit-derivatives framework, expanding credit
default swaps and introducing total return swaps, can deepen
India’s shallow corporate bond market, but the gains depend on
disclosure, central clearing and guarding against the speculative
excess that turned unregulated CDS toxic in 2008.

v SUPPORTING
* Aliquid CDS market lets investors hedge credit risk, encouraging them to hold corporate
bonds and widening a market long dominated by government securities.

* Total return swaps let participants transfer both credit and market risk, improving price
discovery and risk distribution across the financial system.

* India is building this market with central clearing, reporting and regulatory oversight that
the pre-2008 US market lacked.

\
(
A COUNTER

Critics warn that derivatives can detach from underlying exposures and become speculative
bets, that naked CDS positions amplify systemic risk, and that easing the link between
hedging and exposure repeats the very mistake that fuelled the 2008 crisis.

\

(

— WAY FORWARD

Mandate central clearing and transparent reporting, retain prudential limits on naked
exposures, build market-maker depth gradually, and pair derivatives growth with stronger
credit ratings and bankruptcy resolution.
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QUESTION

"Credit derivatives can deepen India's corporate bond market or import the risks of 2008, depending on

how they are regulated."” Critically examine the RBI's revised credit-derivatives framework. (250 words)

INTRODUCTION

Credit default swaps once deepened markets and then helped detonate the global financial system. The
RBI's task is to harvest the first effect while forestalling the second.

Its revised framework is a calculated bet that regulation has learned the lessons of 2008.

BODY

India’s corporate bond market is famously shallow, dominated by government securities and top-rated
issuers, leaving few avenues to fund lower-rated but productive firms. A core reason is that investors
cannot easily hedge credit risk.

The RBI's revised credit-derivatives directions, effective June 25, 2026, address this by widening the use of
credit default swaps and introducing total return swaps, which transfer both credit and market risk. By
letting investors offload the risk of default, these instruments make holding corporate bonds less daunting,
deepening liquidity and improving price discovery.

The framework also eases the requirement that non-retail users hold an underlying exposure, granting
flexibility in managing credit risk. Herein lies the tension.

The 2008 crisis was magnified by an opaque, lightly regulated CDS market where naked positions, bets
without underlying exposure, multiplied systemic risk. Loosening the exposure link, however calibrated,
edges toward that territory.

India’s safeguard is structural: central clearing, mandatory reporting and active regulatory oversight that
the pre-2008 US market lacked. The decisive variables are therefore disclosure, the integrity of credit
ratings, and prudential limits on speculative positions.

Done right, the framework deepens a market the economy badly needs; done loosely, it imports a familiar

danger.

CONCLUSION

The RBI is trying to deepen the bond market without repeating 2008. Success turns less on the instruments
themselves than on the plumbing around them: clearing, transparency and limits.

The lesson of 2008 was never that derivatives are evil, only that opacity is.
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