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Summary of presentation

Counterparty Risk is large and even more 
concentrated than year ago

Counterparty Risk has adversely impacted 
high-grade collateral flow and global  
liquidity 

Is Central Counterparties (CCPs) a solution?



What is Counterparty Risk from OTC derivatives 
(especially when a large LCFI fails)

Systemic/counterparty risk from OTC derivatives has typically been 
defined by using receivables, as viewed by OCC and other researchers.   

We define this risk (i.e. the risk to others in the global system if a large 
financial institution goes under) by looking at derivatives payables, after
netting for ISDA Master agreements and after considering the assigned 
cash collateral.

ISDA transactional  netting of OTC derivatives, executed under the Master 
Agreement, allows the parties to allocate capital only against the net 
figure, rather than the gross amount.

Such derivatives payable obligations will have to be re-priced 
immediately by others who would have lost their counterparty. 

Notional values of OTC contracts are not relevant if LCFI goes under

Notional, Gross and Netted 
-some definitions, source IMF WP 09/173

Notional amounts are defined as the nominal value of all OTC derivative deals. 
These amounts provide a measure of the size of the market, but do not provide a 
measure of risk. Risk arises from open derivatives stems from several factors including 
price changes, volatility, leverage and hedge ratios, duration, liquidity etc.

Gross market values are derived from the replacement cost of open contracts that 
are in a current position at current market prices and thus, in the event of a 
counterparty default, would roughly represent defaulted claims on counterparties. 
Although gross market values provide a rough aggregate measure of counterparty risk, 
these values do not account for netting and therefore overstate the risk from open 
contracts.

We define the exposure of the financial system to the failure of a particular 
counterparty as the derivatives liabilities of the counterparty to all others in the 
financial system. These liabilities stem from the counterparty’s OTC derivatives 
payables after netting under a master netting agreement such as ISDA, which have been 
further reduced by assigning cash or equivalent collateral.



Notional amounts of derivatives are sizable…
.…but do provide a measure of risk

(source: OCC Quarterly Report on Derivatives, 
in millions of US $, end March’09)

Why netting does not result in ‘zero’ derivative 
assets/liabilities

Netting : The reason there will always remain ‘residual’ derivatives payables,  
after ISDA’s netting agreements and after assigned cash collateral is:

1) Sovereigns, AAA insurers/corporates/large banks, the Berkshire Hathways 
do not post, or mark-to-market collateral.  Collateral is posted in an OTC 
derivatives context because it correlates to the requesting side’s analysis of that 
party’s likelihood of default, the risk of the transaction that is being 
collateralized, its tenor, relationship with the client, liquidity and so forth.

2) those who do post collateral only meet the threshold as per the ISDA Credit 
Support Annex (which does not mandate 100% cover)

CCPs will require collateral to be posted from all participants. It is not yet clear 
if the collateral requirements will vary based on the entity type, rating or 
riskiness of the portfolio.



An example: Goldman Sach’s Derivatives position 
(source 10Q filing for March-end’09, page 36, in $ mill)

•• Repricing can be sizable when a large Counterparty Fails Repricing can be sizable when a large Counterparty Fails 

AfterAfter--netting derivative payables  (and reducing this figure netting derivative payables  (and reducing this figure 
by the assigned cash collateral) is what we call by the assigned cash collateral) is what we call 
““counterparty risk counterparty risk ””
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Counterparty Liabilities at major U.S. Banks 
(source WP 09/173)
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Counterparty Risk has adversely impacted securities lending :Counterparty Risk has adversely impacted securities lending :

1)  Securities lending by major custodians is down sizably1)  Securities lending by major custodians is down sizably (snapshot from top  (snapshot from top  
three custodian show more than $800 bn decline by from endthree custodian show more than $800 bn decline by from end--07 to end 08); 07 to end 08); 
others major custodians (Citi and HSBC) also show significant deothers major custodians (Citi and HSBC) also show significant declinecline



Counterparty Risk has adversely impacted collateral pledging:Counterparty Risk has adversely impacted collateral pledging:

2) Fair value of securities received as collateral, which can be2) Fair value of securities received as collateral, which can be pledgedpledged
is down sizably at major banks (almost $2.5 trillionis down sizably at major banks (almost $2.5 trillion——see change from   see change from   
Nov 07 to Nov 08).Nov 07 to Nov 08).
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Counterparty Risk has led to sizable build up of liquidity Counterparty Risk has led to sizable build up of liquidity 
buffers with large banks:buffers with large banks:

3) Liquidity buffers are sizable at major banks ( almost $1.5 trillion across 
all major  banks with big derivative  books)



Typical reasoning for hoarding good quality collateral

Goldman Sachs’s in their recent 10Q, page 135:

“Our most important liquidity policy is to pre-fund what we estimate will be 
our likely cash needs during a liquidity crisis and hold such excess liquidity in 
the form of unencumbered, highly liquid securities that may be sold or pledged 
to provide same-day liquidity”

“The U.S. dollar-denominated excess is comprised of only unencumbered U.S. 
Government securities, U.S. agency securities and highly liquid U.S. agency 
mortgage-backed securities, all of which are eligible as collateral in Federal 
Reserve open market operations, as well as overnight cash deposits.  Our non-
U.S. dollar-denominated excess is comprised of only unencumbered French, 
German, United Kingdom and Japanese government bonds and overnight cash 
deposits in highly liquid currencies.”

Market sources indicate that LCFIs have deposited AAA (and lower rated) 
collateral with NY Fed and ECB. However, AAA collateral varies between sub-
prime/CDO products that are/were AAA, and unencumbered US, French, 
German and UK government bonds that are also AAA. 

Adverse impact of counterparty risk

Think of it almost $5 trillion (i.e. from reduced repo, reduced Think of it almost $5 trillion (i.e. from reduced repo, reduced pledged pledged 
collateral, and large liquidity buffers) of risk capital and balcollateral, and large liquidity buffers) of risk capital and balance sheet ance sheet 
capacity that may have otherwise been applied to proprietary tracapacity that may have otherwise been applied to proprietary trading, ding, 
marketmarket--making and arbitrage activities. making and arbitrage activities. 
……..and the velocity of collateral is not unity (but higher); so i..and the velocity of collateral is not unity (but higher); so impact on mpact on 
global liquidity > $5 trillionglobal liquidity > $5 trillion

Thus global liquidity has suffered due to “ineffective/ reduced” high-
grade collateral use

What does this entail for monetary policy?What does this entail for monetary policy?



Will central counterparties (CCPs) reduce counterparty risk?
some policy considerations

A Central Counterparty  (CCP), or more than one, may reduce systemic risk from LCFIs by 
transferring it to the CCP(s) that are sufficiently capitalized.

It is increasingly likely that globally there will be more than one CCP, although optimally, 
one global CCP that address all OTC contracts would have the most efficient capital 
allocation. (Duffie and Zhu, 2009) 

Collateral requirements are likely to increase overall, despite cross-netting capabilities 
between CCPs.  Is there sufficient capital at large banks for higher (initial) collateral/margin 
posting to the CCPs, in light of the scarcity of collateral flow discussed above ?  In general, 
CCPs will require more capital than the status quo. (Discuss “standardized” contracts)

What would constitute adequate capital for a CCP?  Counterparty Liabilities (shown earlier) 
is a good starting point.

Most regulatory efforts, until recently, were focused only on CDS, which is less than 10 
percent of all OTC derivatives.  Risks may increase if clearing was only applied to one 
category of OTC derivatives, as big dealers in OTC derivatives offset CDS and other OTC 
derivative positions. 

Is CCP a public good with associated implicit (national) guarantees, or members will 
underwrite all costs, including those when a large member defaults? Will there be 
interoperability (or linking) of CCPs?

Will the existence of CCPs encourage more derivative activity?

Conclusion

Removing the “too-big-to-fail” notion requires 
additional capital from those LCFIs that are 
dominant in the OTC derivatives space.  

Otherwise, regulators risk the possibility that the 
present tax payer bailouts in containing systemic 
risk will merely be switched to future implicit 
guarantees via CCPs


