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____ Mitigating Counterparty Credit Risk

“Ehte onght sever fo b onte's Back on o teeatened dosger s Gy o v awaye feom i I vos dio
sheet, veens will eleselider e deengor . Bur i vou meet §t prompily and withoud fincling. vow will reduce
the danger by lalf.”

Sir Winston Charchell (1874-1965)

31 INTRODUCTION

It this chapter, we discuss ways of mitigating counterparty eredit risk. The methods Tor
doing this predominuntly focus on reducing current credit exposure and potential future
exposure. They often do not change the probability of suffering a loss but do reduce the
resulting exposure (for example. by increasing the amount that would ke recovered in
the event of defaule). The mam methods discussed will be:

o Defandi-resmoie eatiries, Whilst this has become a rather laughable concept m recent
years, the most simple and commonly used method of mitigating counterparty risk
has always been to trade with an institution or wehicle with an underlving default
probability that is very small. The "too g o il mentality discussed i Chapter |
has somewhat fuelled this practice and led to clear problems which will be discussed in
Fater chapters.

o Teemiinarion evenes, This represents the opporiunity to termimite a transaction at
some pomt{s) between mception and the maturity date, T may exist as an oplion
or be conditional on certain conditions being met (ratings downgrade, Tor example).

# Netring, This refers to the ability o ofTset all transactions (hoth in an institution’s
favour and against i) when a counterparty is in default.

o (fove-ont, This allows the termination of all contracts between the msolvent and
solvent counterparty without wanting for the bankruptey 1o be finalised {which can
lake many vears),

o Collateralivation. The agreement that cash or securities will be “posted™ as a
guarantee aginst an exposure according to pre-defined parameters.

L1 Two-way or one-way agreements

The above methods are rather distinet but, with the exeeption ol delaull-remote entitics,
share one commonulity in that they might be applicd 1o one or both partics to &
transaction. Henee, it may be worthwhile for both parties 1o agree 1o these mitigation
methods, biluterally. Such biluteral arrangements can be extremely useful in allowing
Both partics 1o mitigate current and potentinl future exposure,




42 Conmterparty Credil Risk

Risk mitigation is not always a two-way street though. In the case of a large difference
i credit quality of two parties, the better quality purly may demand strong mitigants
highly skewed in their Bvour such as one-way collateral agreements and independent
amounts {defined later). Historically, banks have always taken this stance when trading
with hedge funds, for example. Monoline insurers lave based their entire business model
on skewed risk mitigation in that their triple-A status supports the fact that they will not
agree 1o post collateral (covered in more detaal in Chageters % and 13 However, events
such as the bankruptey of Lehman Brothers and failure of monoline insurers are
reminders that the justification For one-way risk mitigation may net be alwayvs valid,

3 L2 Standardisation

A key high-level aspect of risk matigation is standardisation. Many OTC derivatives
contracts have become standardised in their contrasciuzl terms, which reduces trnsac-
twon costs and improves hguidity, Likewise, the standardisation of collateralisation has
reduced the costs related to managing collateral, Organisations such as 1503A have ulso
worked 1o reduce legal uncertainty through the use of standardised contract language
and termis, It is standard practice for Anancial institutions to enter derivatives contracts
documented using ISDA Master Agreements. ISDA contract holders are ranked poari
Jass 1o senior debt in terms of potential claims on the defaulted counterparty. The
credin support annexes (CSAs) cover in detail the risk nutiganon features and aspecis
such as bilateral marking to market of contructs.

3.2 DEFAULT-REMOTE ENTITIES

3.2.1  High-quality counterparties

The concept of high-quality, “too big to fil” counterparties for vears created an illusion
m financial markets that counterparty risk was not particalarly prevalent. Tlis was
particularly the case with smaller institutions trading with bigger and. supposedly, less
risky counterparties. Triple-A ratings mven o some institutions exageerated this prob-
lem sinee tniple-A wus perceived by many market participants o be almost defauli-free.
Unfortunately, triple-A entities have meluded  leelandic banks, monoline insurance
companies, Fannte Mae and Freddie Mac, The failure (or bailowt) of these and other
high-quality institutions such us Lehman Brothers has very much pulled the rug out
from under thase whe relied on the “owr counterparty will never Tail™ {or perhaps the
“our counterparty will not Dl before us™p stvie of counterparty risk mitigation,

322 Special purpose vehicles

A special purpose vehicle (SPV), sometimes called a special purpose emtity (SPE), is a
Tegab entity (For example, acompany or limated purtrershiph erented typically o isoliie o
firm From financial risk. A company will transler assets o the SPV for management or
use the SPV o finance o large project withount putting the entire frma or o connterparty it
risk. Jurisdictions may requare that an SPY s not owned by the enty on whose behall i
is being set up.

SPVs essentially chamge bankruptey rules so that, of o derivative coumterparty is



Minigatmg Counterparty Cradil Risk 45

thought of as an extreme and diserete form of collateralisation. which can be made more
subtle vin o more continuous posting of collateral.

Mouore recently, with the advent of bilateral counterparty risk pricing, break cliuses
have an interesting role in mitigating possible severe costs in unwinding transactions
with o counterparty with an impaired credit quality, with the unwind cost being @
recognition of mark-to-market losses due 1o this impairment (CVA as it is known).
We discuss this point in more detail in Chapter 7.

3.3.2  Additional termination events

Break clauses arc often linked to specific events. normally termed additional termination
events (ATEs) which enable an mstitution to termmate and close out @ particular
transiction or transactions with the counterparty only i the ATE event oceurs. There
is no [SDA standard ATE and events ane therefore @ result of negotintions between the
parties concerned. Some common ATE events mclude:

e ratings teiggers (the ATE s often then referred 1o as a credit trigger);

® merger:

» change of management;

o net assel value INAVE declines (in the case of fundsh

® o key person event (again in the case of fumds where a key person ceases 1o make
investment decisions for the fund).

Whilst ATEs of this type have been popular and might seem a0 usele] risk mitigation
feature, consider the case of American International Growp Inc, (AIG), winch luiled in
September 2008 due 10 liguidity problems. The liguidity problems stemmed from the
requirement for AIG 10 post an additional $20 billion” of collateral (refating 1o CDS
trades) as a result of its bonds being downgraded. An institution trading with AIG may
have thought the requirement for AIG o post collateral as a result of a downgrade
would provide a safety net. However, since the downgrade was linked to the extremely
poor performance of AIG's positions and collateral would be required to he posted to
many institwtions, in retrospect it in unhkely that a featore such as this would do
anyihing more than catalyse o counterparny’s demise.

333 Walkaway features

Walkaway clavses (also called limited two-way pavments and one-way payments) allow
@ surviving institulion to avoid (walk away) from net habilities 10 a counterparty in
default whilst still elatming in the event of a positive MM (exposure). A walkaway
clavse therefore allows an nstitution o benefit from the default of o counterparty.
They were conunoen prior to the 1992 ISDA Master Agreement, have been less common
since and are mot part of standardised 1812A documentation. However, they have
sometimes been used in transactions since 1992, Whilst walkaway features do not
mitigate counterparty risk per se, they do result m potential gains due to counterparty
risk aspects,

Walkaway agreements were seen m the Drexel Burnham Lambert (DBL) bankrupicy
of 1990, Interestingly. in this case the counterparties of DBL decided not to walk away
and chose to settle negative MtMs. This was largely due o relatively small gains
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compared with the potential legal cost of having to defend the validity of the walkaway
agreements, although the reputational cost of being seen as wking advantaze of the
DBL default may bave also been an issue.

Ancther interesting case is that between Enren Austrubiz (Enrond and TXU
Electricity that traded a number of electricity swaps which were against TXU when
Enron went into liguidation in carly 2002, Although the swaps were not traded with a
walkaway feature, TXU was able w avoud paying the MM owed 10 Enran by not
terminating the transaction {elose-out) but also not making payments 1o their delaulted
counterparty. The Eonron liquidator went o court to try and force TXU effectively 1o
seltle the swaps but the court Tound o faveur of TXTL

Walkaway leatures seem (o have been present in some Lehmun Brothers transactions
following their bankruptey in 2008 but scem more limited and at risk from liigation and
reputational aspects, There has been critivism of these Features by market purticipanis
and bankruptey litigants since they cause additional problems for o bankrupt party.
Walkoway Features are rather unpleasant and should be avoided fand possibly legishted
against) for the following reasons:

& They create an additional cost for a counterparty i the cvent of default.

& They create moral hozard since an institution is given the incemtive 1o contribute 1o
thear counterparty’s default due to the financal gaom ihey can make.

o A walkaway feature may be “priced in” to a transsction. The possible gains in
counterparty defuult will then offset the negative component due 1o potential losses
that may uitimately “hide™ some of the risk (see Scection 7.3.8),

3.4 NETTING AND CLOSE-OUT
I mast business relations, netting (or set-off as it is sometimes called) is not a significant
pssue, Generally, an institution either buys from or sells 1o another firm. but rarely does
both simultancously. Therelore, in the event of bankrupeey, few of any contracts could
he netied or set off, However, derivatives markets often generite large numbers ol bi-
directional transactions hetween couterparties. Close-out and nettimg consist of two
separite bt related righes, often combined into & single contract:

11 The right of o counterparty o terminate contracts unilaterally under certain
specificd comthtions jelose-out).

121 The right 1o offset amounts due at termination of individual contracts between the
sanme counterparties when determmng the linal obligation.

Bankruptey proceedings are by their nature long and unpredictable processes. During
such proceedings, hkely counterparty risk losses are compounded by the uncertainty
regarding the terminatzon of procecdings. A creditor who holds ap insolvent lirm’s debt
has a known cxposure, and while the eventual recovery is uncertain, it can be estimated
and capped. However, this is not the case for derivatives where constant rebalancing is
typically required o maintain hedged positions. Onece o counterparty is in default,
cashflows will cease and an institution will be likely 1o want or need o execute new
replacement contracts. Furthermore, netted positions are inherently more volatile than
their upderlying gross positions and require comtinuous monitoring and management,




3.4.4 The birth of netting

OF all risk mitigation methods, netting has had the greatest impact on the structure of
the derivatives markets. Without netting. the current size and liquidity of the derivatives
markets would be unlikely to exist. Netting means that the overall credit exposure in the
market grows at @ lower rate than the notional growth of the market itsell. This has
historically allowed dealers to build a large book on a limited capital base. The expan-
sion and greater concentrtion of derivatives markets has incrensed the extent of netting
from aroumd 50% i the mid-1990s to close 1o 100%: today.

345 Nedting agreemenls

A netting agreement is @ legal agreement that comes into force i the event ol a
bankruptey. 18 enables one 1o net the value of trades with o defaulied counterparty
before settling the claims. As such. netting agreements are erucial in order 1o recognise
the henelit of offsetting trades with a defaulted counterparty, We will use the concept off
a "netting set' which will correspond to a set of trades that can be legally netted together
in the event of a default, A netting set may be a single trade and there may be more than
ote netting set for o given counterparty. Across netting sets, exposure will then abways
be additive, whereas within a netting set MeM values comn be added,

Example. Suppose we have five different transactions with i1 certain counterparty
with current MM wolues given by 47, —, +5, 42, —4. The total exposure 1s:

+ 14 [withouwt netting)

+ 6 [with netting)

Spreadsheet 3.1, Simple netting calculation

Yo The ISDA Master Agreement

Central 1o the 1S13A approach o netting s the concept of a Master Agreement that
soverns transactions between counterparties. The Master Agreement is designed 1o
climinate legal uncertaintios and o provide mechamsms for mitigating counterparty
risk. [t specifies the general terms of the agrecment between counterpartios wath respeet
1o general questions such as netting. collieral, definition of default and other termina-
tion events, documentation and so on. Multiple individual transactions can be sub-
sumed under this general Master Agrecment Lo form a single legal comract ol indefinite
ternt, under which the connterpartivs teade with one another. Individual transactions are
mcorporated by reference in the trade confirmation to the relevant Master Agreement.
Placing individual transactions under o single Muster Agreement that provades lor
netting s intended to avoid any problems netting agreements may encounter under
differing treatments of bankruptey. Netting legislation covering dernvatives has been
adopted in most countries with major fnancial markets, 1SDA has obtained legal
opinions supporting their Master Agreements in most relevant jurisdictions,
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