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“…counterparty risk is 

theoretically present in 

all asset classes: FX 

derivatives, interest-rate 

swaps, OTC equity 

derivatives, and credit 

derivatives.” (Barclays, 

Feb 2008)
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Counterparty Risk

• Liability exposure: Gross negative value 

of contracts minus all legally enforceable 

bilateral netting agreements & assigned 

cash collateral. Thus if X fails at T0, the 

liability exposure is the counterparty risk to 

the financial system at T0



OTC Counterparty Risk

• FX contracts: $1.8 trillion

• Interest rate contracts: $7.1 trillion

• Equity-linked contracts: $1.12 trillion

• Commodity contracts: $753 billion

• CDS contracts: $2.0 trillion

Source: BIS OTC Derivatives Survey, May 2008 (gross market values before 

netting and before cash collateral)



OTC Counterparty Risk

• BIS’s global OTC derivative survey (of 60 banks, non-

financials and dealers) shows a $3.2 trillion netted 

counterparty positions, including counterparty assets and 

liabilities. 

• These could be lower if cash collateral is deducted. 

• Because BIS is the largest sample, netted counterparty 

liabilities in aggregate should not be very different from 

netted counterparty assets. 

• So $1.6 trillion is assumed to be the netted counterparty 

liabilities. (…and even lower if cash collateral was 

reduced. BIS study does not do this.)



Counterparty Liabilities
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                For Credit suisse March 31 exchange rate CHF 1= $1.132.

Source: Segoviano and Singh, IMF WP 08/258. Data from 10Q filings, Call reports, ISDA, OCC, BIS 

and conversations with investor relations of the banks/primary dealers and ex-traders in the sample.



Counterparty Risk/Current Assets (March '08)
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What is CP Risk?

• Market Risk

• Credit Risk

• Interest Rate Risk

• FX Risk

• Operational Risk

• Liquidity Risk

• Brand Risk

• Reputational Risk

• Sovereign Risk

• Regulatory Risk

• Weather Risk

• Catastrophic Risk

• Technology Risk

• Fraud Risk

• Political Risk

• Interactions



Functional View of Regulation
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Financial Institutions

•Asymmetric information between investors 

and firm high: Intermediary may have other 

sources of information, such as deposit or 

payment relationships

•Acts as delegated monitor for 

unsophisticated investors

•Monitoring information need only be 

communicated to institution: simple

•Regulation to ensure safety and soundness

and protect unsophisticated investor

•Regulation such as deposit insurance may 

breed moral hazard

•*Unseasoned Firms

Financial Markets

•Asymmetric information between investors 

and firm low

•Sophisticated investors don't need third party 

monitor

•Monitoring information must be 

communicated to each investor: complex

•Regulation to ensure transparency

•Minimal regulation provides efficient, if 

harsh, incentives

•*Seasoned Firms
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Functional View of Regulation

Three Areas of Importance:

• Development (Pecking Order or APR)

• Innovation

• Stability
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Functional View of Regulation

Innovations:

• Assets

• Liabilities
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Functional View of Regulation

Ignore Innovation at your Peril:

• Great Depression

• Thrift Crisis

• Today
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Functional View of Regulation

Manage the Process:

• Protect Regulated Intermediaries

• Foster Maturity

• Create Next Generation

Transparent Translucent Opaque

Gov’t Bond 

Market

Stock Market Futures and 

Options Markets

Unit Trusts Mutual Funds Pension funds Finance 

Companies

Insurance 

Companies

Commercial 

Banks



Functional View of Regulation

Today’s Asymmetric Information:

• Used Wrong Structures

• No True Sale/Risk Transfer

• Other Perverse Incentives
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Does Recourse Violate GAAP?

• Many understand that 

recourse violates the 

spirit, if  not the word, of  

GAAP and FASB 140.
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Loans Repurchased or Substituted ($)

Loans Repurchased or Substituted (number)

Total $ Amount # of Loans Avg Loan size Rank ($)

Countrywide $ 3,234,770,231.52 6,295 $ 513,863.42 1

IndyMac $ 1,986,292,928.86 19,883 $  99,899.06 2

Greenwich Capital $   965,036,312.72 4,958 $ 194,642.26 3

Goldman Sachs $   581,899,010.03 4,457 $ 130,558.45 4

First Horizon $   321,216,980.82 776 $ 413,939.41 5
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Functional View of Regulation

Today’s Asymmetric Information:

• Used Wrong Structures

• No True Sale/Risk Transfer

• Other Perverse Incentives
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Functional View of Regulation

Big Cost of Getting it Wrong:

• Asymmetric Information Crisis

• Insolvency, not Illiquidity

• Different from Bagehot’s Rule
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“…counterparty risk is 

theoretically present in 

all asset classes: FX 

derivatives, interest-rate 

swaps, OTC equity 

derivatives, and credit 

derivatives.” (Barclays, 

Feb 2008)
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