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Credit Insight: The Backbone of Counterparty Risk 
Management 
 
 

Abstract 

An effective counterparty strategy must provide clarity on counterparties’ credit 

strength, individually and collectively, and have a desired “benchmark” level. 

Changing credit landscapes, aggregation challenges and inconsistent and irregular 

policy practices are just some of the challenges facing treasurers transitioning from a 

reactive counterparty risk management practice to a proactive benchmarked 

approach. The difficulty in developing an effective strategy lies not in identifying the 

sources of risk, but in understanding the credit risk and managing it. In response to 

these challenges, separately managed accounts, when used as a risk management tool, 

may be beneficial for risk mitigation due to their exposure flexibility.  

 

Introduction 

For those entrenched in the capital markets during the week of Lehman Brothers’ 

bankruptcy, September 15, 2008 remains an important calendar marker. Later market 

events are often marked to the anniversaries of that day. As we pass the sixth 

anniversary, credit concerns with financial intermediaries continue to demand 

attention from corporate treasury professionals.  

 

Indeed, the subject of counterparty risk management remained front and center in 

treasury professionals’ line of sight for much of the last six years. Despite major 

efforts by financial regulators and the firms themselves to improve capital and 

liquidity positions, the treasury community still struggles to find an effective means to 

manage this risk.  

 

As managers of institutional liquid investments, we saw the need firsthand from our 

readers who tried to understand this risk, not only in their investment portfolios, but 

also from their deposit banks, line of credit providers, swaps and forwards 

counterparties and so on. Over the years, service providers have made progress 

towards consolidating many such exposures, but important questions remain: How can 

I build confidence in managing current exposures and evaluating new ones? What do I 

do with the myriad of information on financial intermediaries? Is my counterparty risk 

too much or just right? How do I separate real credit issues from the noises generated 

by headlines? 

 

As part of our FundIQ® research on institutional prime money market funds, we take 

special interest in the group of large financial institutions prominently represented in 

the funds as well as in deposits, commercial lending, corporate and investment 

banking, and derivatives underwriting. A little over a year ago, we started a series of 

commentaries on counterparty risk management for corporate treasury functions. For 

this installment, we summarize some of our earlier writings and delve more into the 

credit aspect of risk management. We believe that, ultimately, counterparty risk is 

credit risk. The task is not complete until one can make counterparty decisions with 

solid credit understanding.  
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Counterparty Risk Management – The Corporate Perspective 

Counterparty risk refers to the risk that a party in a contract may not fulfill its 

contractual obligations. In essence, counterparty risk is a form of credit risk. In recent 

decades, businesses have become more global, resource dependent and multifaceted. 

These new dynamics have resulted in an increase in interactions between trade finance, 

support agreements and hedging activities with multiple financial intermediaries. 

 

On the other hand, as financial instruments became more sophisticated and financial 

institutions more complex and interconnected, corporations felt challenged to identify, 

track, manage and mitigate counterparty risk due to the lack of expertise and resources. 

Large corporations also faced concentration risk due to the need to do business with the 

same large financial firms across business lines and national boundaries.  

 

New Challenges in the Post-Crisis Era 

While the failure of counterparty may occur at any time, the 2007-2008 financial crisis 

and resulting industry developments present new challenges to corporate treasury 

functions.  

 

Counterparties are more concentrated and complex: Since the mid-1990s, the wave 

of consolidations among banks and the combination of commercial and investment 

banks resulted in the top heavy structure of large financial intermediaries. The so-called 

universal banking model resulted in multiple touch points with the same large banks, 

such that the failure of counterparty may impact multiple areas within a corporation. 

The forced mergers and takeovers of failing institutions since 2008 exacerbated this 

concentration risk as the surviving intermediaries became larger and more concentrated. 

 

Top 20 Bank s in 1994 Surviving Banks in 2012 

Chase Manhattan JPMorgan Chase 

Chemical Bank JPMorgan Chase 

Great Western Bank JPMorgan Chase 

Home Savings of America JPMorgan Chase 

NBD Bank JPMorgan Chase 

Texas Commerce Bank JPMorgan Chase 

First Fidelity Bank Wells Fargo 

First Interestate Bank Wells Fargo 

First Union National Bank Wells Fargo 

Wells Fargo Wells Fargo 

World Savings and Loan Wells Fargo 

Bank of America Bank of America 

1st National Bank of Boston Bank of America 

NationsBank of Florida Bank of America 

NationsBank of Texas Bank of America 

The Bank of New York Bank of New York Mellon 

Mellon Bank Bank of New York Mellon 

Citibank Citibank 

Comerica Bank Comerica 

PNC Bank PNC Bank 
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Counterparties are less creditworthy: Despite efforts to repair balance sheets and 

improve capital and liquidity, the surviving banks are now perceived to be less reliable 

than they were before the crisis. Gone are the days of triple-A and double-A banks. 

Instead, most of the banks in the U.S. and Europe carry credit ratings of single-A or 

triple-B. One cause of the lower credit strength is from legacy problem assets and 

lingering legal liabilities associated with those assets. Another reason is the assumption 

of reduced government support and the global regulatory push to impose losses to 

creditors of  large, failing banks. This trend forces corporations to do business either 

with banks with lower credit quality or to increase concentration risk to the stronger 

ones.  

 
Source: Average Moody’s/S&P/Fitch ratings on banks designated as G-SIBs between 2007 and 2013 by the Basel Committee. 
Credit Insight – The Backbone of Counterparty Risk Management  
Because counterparty risk essentially represents the credit risk of the financial 

intermediary, we should be more concerned with the creditworthiness of our 

counterparties than simply their identities. Thus, the process of capturing, identifying, 

attributing and aggregating risk only accomplishes half, and perhaps the less important 

part, of the task. Credit insight into whether a counterparty meets our minimum credit 

requirement is the more meaningful and difficult half. This step, unfortunately, is the 

most lacking among commercially available data transparency and aggregation services.  

 

Additionally, without the anchor of “current” versus “desired” levels of counterparty 

risk, we may find it difficult to identify the appropriate level of exposure. We may be 

swayed by headlines and follow others into actions we regret afterwards. We may pick 

counterparties indiscriminately or pull back from all of them without analytical backing.  

 

With this in mind, we introduced a credit risk scoring system based on our earlier 

FundIQ® credit scoring model. In addition to properly attributing and aggregating 

exposures to the ultimate support entity, we developed a hybrid credit research tool that 

combines fundamental credit research, macro influences, and market implied signals 

into a single scoring system.  
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Fundamental Credit Analysis: Fundamental analysis takes a bottom-up approach to 

credit risk assessment. A firm’s operating conditions and profitability, liquidity, capital 

and leverage, asset quality of loans and trading portfolios, growth strategies and risk 

culture are some of the major categories of input variables to the risk scoring system. 

This process is similar to quantitative ratings methodologies at credit rating agencies 

and large asset managers. Financial ratios analysis is combined with analyst assessment 

to derive a final credit score for each counterparty.  

 

Macro Analysis: Addressing the impact of macro conditions on counterparties, macro 

analysis focuses on sovereign, macro economy, industry and sector trends, and interest 

rate and credit cycles. For each category, a few key variables are identified and 

assigned as either positive or negative adjustments to the fundamental credit scores. 

Each credit is assigned a probability and level of sovereign support as well as their 

positive or negative sensitivities to macro factors. The end product is an adjusted 

fundamental credit score for each counterparty.  

 

Market Signals: Since market forces may cause a counterparty credit to behave in 

ways different from their fundamental credit profile, implied credit signals derived 

from indicative trading levels may be helpful. These signals may include share price 

volatility, changes in bond yield spreads and credit default swaps. A composite market 

signals score is then combined with the fundamental score to represent an overall credit 

score for each counterparty.  

 

Based on individual credit scores, the analytical system can compute the weighted 

average credit score of a specific counterparty. Individual counterparty scores can then 

be summarized into a weighted average score to determine an enterprise’s overall credit 

exposure. This final score forms the basis for further risk analysis and credit decisions, 

such as what-if analysis on the impact of adjusting counterparty positions. We believe 

this systematic approach simplifies the decision-making process as both qualitative 

assessment and quantitative ratio analysis went into score construction.  
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The Capture-Analyze-Manage Model 

For effective counterparty management, we introduced a Capture-Analyze-Manage 

(CAM) framework. For treasury organizations with limited internal resources, this 

framework, when combined with a credit scoring system, helps to effectively simplifies 

and standardizes risk management.  

 

Capture: This refers to the process of cataloging and updating risk exposures 

throughout the organization. Through a flexible combination of automated and manual 

input methods, the organization may capture risk positions in various parts of the firm, 

such as deposits, money market funds, direct purchases, repurchase agreements, letters 

of credits, and notional values of derivative contracts and credit lines. The positions can 

be either at stated values or assigned dynamic values based on expected use of 

contingent instruments. Account aggregation products and services may be 

commercially available to simplify this process.  
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Analyze: With relevant data collected and standardized, the next step is to analyze and 

attribute risk. An important part of this step is to resolve the transparency issue in many 

financial instruments and attribute exposures back to the financial parent or support 

entity. Some common types of risk reporting, such as credit/industry concentration, 

types of exposures/instruments, and countries of domicile may be inaccurate if risk 

attribution does not identify the parent or support entity. Duration of risk is another 

concept that is often overlooked when attention is solely on the amount of exposure at 

risk.  

 

 
 

Manage: With a sound understanding of the sources and magnitude of counterparty 

risk, the next step is to manage it. Armed with actionable information, a treasury 

organization may use a number of tools based on the “constant risk aversion (CRA)” 

principle to optimize and monitor risk across the enterprise. One such tool is a 

fundamental credit scoring system that assigns unique credit scores to all counterparty 

exposures in a standardized fashion. The weighted average score at the enterprise level 

of all underlying exposures can be compared to the “benchmark” CRA score level 

established beforehand. Changes in scores due to credit developments and market 

conditions may prompt readjustment in risk positions to return the enterprise level score 

to the desired level. 

 

 

http://www.capitaladvisors.com/whitepapers/Applying_CRA_to_Cash_Investment_Management_4.1.13.pdf
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Separately Managed Accounts – The Key to Proactive Counterparty Management 
In our Capture-Analyze–Manage model framework, the ultimate goal is not to identify 

and understand risk, but to manage it. A proactive risk management practice may be a 

portfolio approach that rebalances exposures to a desired level of CRA tolerance. 

Designating a portion of one’s liquid portfolio to direct purchases or separately 

managed accounts (SMAs) may provide the flexibility to achieve this goal.  

 

In the normal context of cash investment strategies, SMAs are frequently thought of as 

yield enhancing strategies with higher risk potential. In the counterparty management 

context, however, SMAs may help reduce risk by adding higher quality, non-financial, 

non-correlated credits, or credits with more desirable characteristics. These credits may 

counterbalance concentrated credits in deposits, money market funds and commercial 

banking relationships to diversify overall exposures. The transparency and credit 

discretion associated with the SMA structure may enable the risk recalibration and 

optimization process as discussed in the “Manage” part of the C-A-M model.  

 

Our February 2014 research paper provides an illustration on how a hypothetical 

treasury organization with high exposures to a single bank deposit and to prime money 

market fund balances can reduce concentration risk and improve credit scores at the 

same time.  

 

Conclusions 

This paper recaps some of our earlier research on counterparty risk management for 

corporate treasury functions. We discussed new challenges to this age old subject from 

the corporate practitioner’s perspective. We believe that the difficulty in developing an 

effective strategy lies not in identifying the sources of risk, but in understanding the 

credit risk and proactively managing it. We briefly discussed the Capture-Analyze-

Manage model and went into some depth on how to gain credit insight through a credit 

scoring system based on fundamental and macro research, as well as from market 

signals. We concluded that separately managed accounts can be an essential risk 

reducing tool to proactively managing counterparty risk.  

 

As corporations continue to assign high levels of priority to counterparty management, 

the marketplace may try to satisfy the demand with more advanced transparency and 

aggregation products. At the end of the day, an effective product must provide clarity 

on the credit strength of the counterparties, individually and collectively, and allow a 

way to assess and compare current levels to a desired “benchmark” level of exposures. 

Short of this, treasury practitioners may get inundated by the flood of new data while 

still facing decision paralysis.  

 

 

 

 

 

 

 

http://www.capitaladvisors.com/whitepapers/SMAs%20in%20Counterparty%20Risk%20Management%202.1.14.pdf
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Any projections, forecasts and estimates, including without limitation any statement using “expect” 

or “believe” or any variation of either term or a similar term, contained herein are forward-looking 

statements and are based upon certain current assumptions, beliefs and expectations that Capital 

Advisors Group (“CAG”, “we” or “us”) considers reasonable or that the applicable third parties have 

identified as such. Forward-looking statements are necessarily speculative in nature, and it can be 

expected that some or all of the assumptions or beliefs underlying the forward-looking statements 

will not materialize or will vary significantly from actual results or outcomes. Some important 

factors that could cause actual results or outcomes to differ materially from those in any forward-

looking statements include, among others, changes in interest rates and general economic conditions 

in the U.S. and globally, changes in the liquidity available in the market, change and volatility in the 

value of the U.S. dollar, market volatility and distressed credit markets, and other market, financial 

or legal uncertainties. Consequently, the inclusion of forward-looking statements herein should not 

be regarded as a representation by CAG or any other person or entity of the outcomes or results that 

will be achieved by following any recommendations contained herein. While the forward-looking 

statements in this report reflect estimates, expectations and beliefs, they are not guarantees of future 

performance or outcomes. CAG has no obligation to update or otherwise revise any forward-looking 

statements, including any revisions to reflect changes in economic conditions or other circumstances 

arising after the date hereof or to reflect the occurrence of events (whether anticipated or 

unanticipated), even if the underlying assumptions do not come to fruition. Opinions expressed 

herein are subject to change without notice and do not necessarily take into account the particular 

investment objectives, financial situations, or particular needs of all investors. This report is intended 

for informational purposes only and should not be construed as a solicitation or offer with respect to 

the purchase or sale of any security. Further, certain information set forth above is based solely upon 

one or more third-party sources. No assurance can be given as to the accuracy of such third-party 

information. CAG assumes no responsibility for investigating, verifying or updating any information 

reported from any source other than CAG. Photocopying or redistributing this report in any form is 

strictly prohibited. This report is a confidential document and may not be provided or disclosed to 

any other parties than the intended recipient(s) without the prior written consent of CAG. 


