
ABSs see asset-backed securities
ACA Financial Guarantee 361�2
acceleration clauses, concepts 47�8
accounting tricks, profit boosts 188
accrued interest, CDS concepts 145
actuarial prices, concepts 34, 93, 340�3
add-on approach to credit exposure, concepts 78�9,

80, 85�90, 314�15, 330�1
additional termination events (ATEs), definition 45
additivity issues, pricing 49
adjusted CVAs, concepts 183�5
advanced IRB approach, concepts 311�32
aggregation netting agreements, concepts 26�7,

98�101, 334�49, 372�3
AIG 8, 16, 45, 351, 355, 384, 387
alpha factor

see also economic capital
asymmetric exposures 297�8, 381�2
concepts 290, 293�300, 314, 320�32, 341�2, 363
correct values 300
correlated exposures 297�300
critique 300, 321�2
definitions 293�4, 321�2
dependencies 296�300
examples 295�6
sensitivity analysis 296
special cases 296�300
wrong-way risk 298�300, 321�2, 327, 363

Ambac 355
annuity risk, CDS concepts 144, 173�4, 247�8,

302�4, 319�32
approximation methods, credit exposures 78�106,

111�12, 117�27, 180�1, 194�200, 306�7
arbitrage concepts 91�4, 244�5, 309�10, 339�40,

361
Asian crisis 59, 205
asset classes
CCPs 381�7
wrong-way risk examples 206�7, 381�5

asset correlations, concepts 284�7, 312�32, 357�67,
381�5

asset liquidity risk
see also liquidity . . .
concepts 2

asset swaps (ASW), concepts 135�7
asset-backed securities (ABSs), concepts 133, 160�1
ASW see asset swaps
asymmetric exposures 297�8, 381�5
asymmetric information problems, CCPs 10, 370�1,

379�80, 386�7
ATEs see additional termination events

auctions 145�7, 255�7
auditors 97

backtesting, models 97
backwardation 94, 249
bankers paradox 60
Bankers Trust 59�60
bankruptcies 16, 25�30, 46�9, 73, 139�40, 141�3,

145�6, 186�8, 353
bankruptcy-remote entities (swap subsidiaries),

concepts 25
banks 8�9, 11, 13�15, 44�7, 60, 181�91, 205,

235�8, 309�32, 333�49, 355�67, 387
see also capital requirements; financial institutions
compensation culture 8�9, 16�17, 309�10
trading activity reductions 11

Barings 1, 2, 16
barrier options 181
Basel Committee on Banking Supervision (BCBS) 35,

310�32
Basel I 2, 78�9, 310, 314�15
Basel II
approaches 311�32
concepts 60, 108�9, 121�2, 125, 281, 306�7,
309�32, 378�9

double-default approach 323�32
EAD 311�32
fixed exposures 311�18
IRB approach 281, 311�13, 319�32
origins 310
Pillars 310�32
standardised approach 311�21

basis risk, concepts 253, 255�6
BCVAs see bilateral CVAs
Bear Sterns 9, 16, 135
Bermudan swaptions 82, 181
beta

see also capital asset pricing model
definition 93

bid�offer spreads, concepts 23, 43�4, 124�5
big-bang ISDA settlement protocol, concepts 146�7
bilateral contracts, concepts 7, 14, 17, 19�20, 26�7,

32, 41�2, 44�5, 53, 70, 112�13, 169, 180,
181�91, 197�201, 216�17, 273�80, 314�32,
345, 369�73, 382�7

bilateral CVAs (BCVAs)
bankruptcies 186�8
break clauses 188�9
CDSs 222
concepts 180, 181�91, 197�201, 216�17, 222,
236�8, 273�80, 345
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credit spreads 185�6, 199�200
critique 186�8, 345
CVAs 186�8, 222, 345
definition 182�3, 185�6, 197�201
examples 183�91
hedging 273�80
unwinds 188�91, 236
walkaway features 190�1, 200�1
wrong-way risk 216�17, 222

Black, Fischer 5
Black Monday (19th October 1987) 5, 377�8, 385�6
Black�Scholes option pricing formula, concepts 196,

213�17, 240, 244�5
Black�Scholes�Merton option pricing formula

(BSM), concepts 5
Bohr, Niels 13
bonds 6, 17, 26�7, 63�4, 84�5, 111�12, 132�3,

136�44, 163�6, 169, 246�53, 257, 291, 339�49
cheapest-to-deliver options 141�3, 255�7
hedging 246�53, 257
risky bonds 163�6
typical credit exposures 84�5, 138, 291
zero-coupon bonds 95�6, 132�3, 151�3, 163

Box�Muller transforms 305�6
break clauses

see also walkaway/tear-up agreements
concepts 44�5, 188�9
Brownian Bridge 181
Brownian motion, concepts 93�6, 105, 239
BSM see Black�Scholes�Merton option pricing

formula
buy-to-hold investors 352�67
buying back debt, BCVAs 187�8

calibration issues 90�8, 175, 208�12, 248�53,
266�80, 339�49

call-and-return amounts, concepts 71�2
capital asset pricing model (CAPM) 93

see also beta
capital requirements
Basel II 60, 108�9, 121�2, 125, 281, 306�7,
309�32, 378�9

collateral 60, 108�9, 126�7
concepts 2, 34�5, 51, 60, 77�8, 108�9, 133,
293�307, 309�32, 336�49, 370�1, 378�9, 387

counterparty risk 2, 34�5, 51, 77�8, 108�9,
309�32, 336�49, 378�9, 387

definition 311�12
economic capital 281, 289�307

caps 54�8, 85
cash 63�4, 140�1
CCDSs see contingent credit default swaps
CCPs see central counterparties
CDOs see collateralised debt obligations
CDOs of ABSs, concepts 160�1
CDPCs see credit derivatives product companies
CDSs see credit default swaps
CEM see current exposure EAD calculation method
central counterparties (CCPs) 7�8, 10�11, 17, 18,

25�30, 41�4, 333�49, 351�67, 369�87
see also financial intermediaries . . .; monolines
advantages 378�87

asset types 381�7
asymmetric information problems 10, 370�1,
379�80, 386�7

collateral 374�87
competition considerations 380�1, 383�4
credit derivatives 384�7
critique 7�8, 10�11, 17, 18, 29�30, 43�4, 351�67,
369�87

default impacts 374�5
disadvantages 10, 370�1, 379�87
failures 377�8, 379, 381, 387
future prospects 385�7
historical background 371�2
initial margin 375�9, 381�7
legal issues 373�5, 378�9
loss mutualisation 377�8, 385�6
market coverage 381�7
novation concepts 371�2, 373�4
operations 373�5
participant types 373�7
reserve funds 377
roles 10, 18, 29�30, 43�4, 352, 369�87
systemic risk in derivatives markets 370�1, 376�7,
381, 384, 387

viability assessments 377�87
centralised clearing system
background 369�72
bilateral netting contrasts 372�3
concepts 11, 14�15, 18, 29�30, 54, 369�87
critique 30, 369�87
definition 369�70
historical background 371�2
netting mitigation method 54, 369�87
viability assessment 377�87

CFTC see Commodity Futures Trading Commission
chain reactions 370�1
cheapest-to-deliver options, concepts 141�3, 255�7
Cholesky decomposition 305�6
Churchill, Sir Winston 41
Citigroup 355
clearing systems

see also exchange-traded securities
concepts 11, 14�15, 18, 29�30, 54, 369�87
historical background 371�2

CLNs see credit-linked notes
CLOs see collateralised loan obligations
close-outs, concepts 47�8, 375�7
closed-form formulas 82, 165�6
closeout netting mitigation method

see also netting . . .
concepts 27, 41, 46�59, 73�4
definition 27, 41, 46�7
needs 48�9
payments 48
trade types 48�9

coherent risk measures
see also expected shortfalls
concepts 87

collateral 8�14, 18, 23, 25�30, 32, 41, 45, 51�3,
59�74, 79, 80�1, 104�5, 107�27, 167�201,
217, 229�32, 235�8, 259�60, 275�80, 315�32,
334�49, 351�67, 370�87

see also margin . . .
agreement processes 61�4, 334�49
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basics 60�5
calculations 62�5, 71�2, 114�27
call-and-return example 71�2
capital requirements 60, 108�9, 126�7
CCPs 374�87
CDSs 8, 45, 275�80
correlations 111�12
counterparty risk pricing 167�201, 335�49
coupons/interest payments 70
coverage 62, 63�4
credit exposures 59�60, 66�7, 104�5, 107�27, 217,
315�32

credit quality links 65�6
critique 28, 60, 73�4, 107�27
CVA formula 175�81, 275�80
default risk 124
definition 27�8, 41, 59�60, 217
delays factors 107�9, 116�27
disputes 62, 64�5
effective EPE 322�3, 330�1
financial risks 123�5
full collateralisation 114�23
FX risk 124
grace periods 108�9
haircuts 14, 62�3, 68�70, 110�27, 315�32
hedging impacts 275�80
initial margin 67�8, 113�23, 126�7, 375�9, 381�7
legal issues 28
liquidation/close-out and re-hedge delay factors
108�9, 375�7

liquidity/liquidation risks 124�5
margin call frequency 66, 108�9, 112�14, 229�32,
276�7, 385�6

mechanics 65�72, 113�23
minimum transfer amounts 68, 113�27, 175�81
models 112�14
mortgages analogy 61
operational risk 123�4
origins 59
OTC derivatives 108�9
parameters 65�6, 113�23, 126�7, 175�81
PFE 109�11
post-processing of exposures 82, 114, 126�7
product considerations 63�4
re-lending (rehypothecation) issues 28, 63, 71, 74,
107

reconciliations 62, 64�5
remargin periods 107�27, 175�81, 328�9
repos 108�9, 314�32
returns 187�8
rounding 68, 113�23, 126�7
settlement delay factors 108�9, 116�23
statistics 28, 59�60
substitutions 71, 324�32
threshold levels 66�7, 113�23, 126�7, 176�81
types 27�8, 60, 63
uses 59�60, 73�4, 104�5, 107, 235�8, 259�60
valuation agents 62�5, 124
volatilities 110�11, 114�26
wrong-way risk 217

collateralised debt obligations (CDOs)
see also portfolio credit derivatives
ABSs 160�1
categories 160�1

concepts 133, 155�66, 222�9, 356�7, 381�7
credit ratings 162, 356�7
definition 160�1, 222�3
investors 161�2
pricing 166, 222�9, 356�7

collateralised loan obligations (CLOs), concepts
160�1

commercial paper 63
commodities 7, 15�16, 81, 94, 205�7, 249�53,

314�32, 372
Commodity Futures Trading Commission (CFTC)

384
compensation cultures, critique 8�9, 16�17, 309�10
competition considerations, CCPs 380�1, 383�4
computer errors 123�4
confidence levels in VAR, concepts 3, 5, 87, 386
Conseco Corp. 141�3
constant proportion portfolio insurance (CPPI)

see also structured credit products
concepts 5

contango 94, 249
contingent credit default swaps (CCDSs)
concepts 18, 33�4, 138, 245, 258�60, 277�8,
282�307

correlations 284�6
critique 259�60
definition 33, 138, 258, 282�3
hedging 245, 258�60, 277�8, 282�307
static-hedging strategies 258�60
uses 18, 33�4, 138, 245, 258�60, 282�307

continuous distributions, VAR critique 3
convertible bonds 142�3
corporate treasurers 13�14
correlations 32, 34�5, 55�8, 61, 74�5, 93, 97�8,

103�4, 111�12, 208�29, 237�42, 248�80,
282�307, 312�32, 344�9, 357�67, 381�5

CCDSs 284�6
collateral/exposures 111�12
credit portfolio losses 290�1
dependencies 208�12, 253�80, 282�307, 312�32
hedging 248�80
marginal EEs 103�4, 179�81
models 97�8, 283�307, 312�32
wrong-way risk 208�29, 253, 270�80, 357�67,
381�5

costs of hedging 243�80, 343�9
counterparties, concepts 7�8, 10�11, 17, 18, 25�32,

34�5, 55�8
counterparty risk

see also credit . . .; derivatives; market . . .; mitigation
methods; quantitative . . .

assessment methods 30�9, 74, 77�106, 107�27,
333�49

bilateral aspects 7, 14, 17, 19�20, 26�7, 32, 41�2,
44�5, 53, 70, 112�13, 169, 180, 181�91,
197�201, 216�17, 273�80, 314�32, 345, 369�73,
382�7

components 20�5
concepts 1, 7�8, 9�11, 13�40, 77�106, 107�27,
129�33, 167�201, 203�42, 243�80, 309�32,
333�49, 351�67, 387

contextual background 9�11
contributions 13�14, 101�5
definition 9�10, 13, 16�40
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derivatives markets today 11, 384�7
flawed notions 16�17
insurance approaches to counterparty risk 340�9
lending risk contrasts 17
other risk types 10, 129�33
players 17, 19�20
portfolio models 30�5, 133, 155�66, 222�9,
281�307, 309�32, 381�5

pricing 32�5, 49, 60, 77�8, 92�3, 167�201,
203�42, 253, 335�49

sources 13�14, 101�5, 112�14
structured credit products 222�9
terminology 20�5
third parties 20
trading desk approach to counterparty risk 342�9
wrong-way risk 16, 21, 54�8, 61, 86, 94, 155, 170�1,
182�3, 192, 194, 203�42, 253, 381�5

counterparty risk groups (CRGs)
see also financial institutions
concepts 333�49, 352
definition 335
insurance approaches to counterparty risk 340�9
organisational structure 336
profits 343
responsibilities 335�6
trading desk approach to counterparty risk 342�9

coupons/interest payments, collateral 70
covariance 3, 93
CPPI see constant proportion portfolio insurance
crash of 1987 5, 377�8, 385�6
credit cards 17
credit charges

see also credit value adjustments
CRG concepts 337�49

credit conversion factors (CCFs), concepts 316
credit crisis from 2007 1, 5, 11, 14�15, 16, 19�20,

29�30, 54, 63, 74, 90�1, 97, 167, 181�2, 188,
204�5, 237, 264, 309�10, 355, 361�2, 369,
384�7

credit default swaps (CDSs) 8, 9, 11, 13�16, 18,
33�4, 54, 86�9, 129, 133�66, 172�3, 182�3,
190�2, 194�201, 217�22, 240�2, 246�78,
297�300, 326�7, 333�49, 352�67, 381�7

see also credit events; hedging
ASW 137
auctions 145�7, 255�7
CCDSs 18, 33�4, 138, 245, 258�60, 277�8,
282�307

CCPs 381�7
centralised clearing system 11, 14�15, 18, 29�30, 54,
381�7

CLNs 136�8, 230�2
counterparty risk 8, 9, 11, 13�14, 33�4, 54, 86�9,
133�66, 217�22, 240�2, 246�78, 297�8, 381�7

critique 8, 9, 11, 14�15, 86�9, 247�8, 355�67
curves 154, 164, 171�2, 177�81, 184�5, 250, 260�4
CVAs 218�22, 262�4
definition 133�5
delivery squeeze considerations 143�4, 145, 164�5,
255�7

dynamic-hedging strategies 260�4, 265�80
hedging 246�78
index tranches 157�66, 222�9

ISDA 2009 settlement protocol 146�7
mechanics 134�5, 139�47, 217�22, 336�7
origins 133
parties 134�5, 217�22
payoffs under counterparty default 217�21
portfolio credit derivatives 155�66, 222�9, 381�5
premiums 134�8, 147, 154, 155�66, 188, 190�1,
195, 217�23, 240�2, 247�8, 256, 263�80,
352�67

pricing 153�4, 163�6, 194, 219�22, 240�2, 253,
336�7, 352�67

protection buyers/sellers 133�5, 139�47, 217�42
recovery rates 140�1, 144�6, 159�66, 219�22,
223�9, 254�80

risk types 144�6
settlement methods 140�7, 337�49
static-hedging strategies 257�60
statistics 15�16, 133�4
typical credit exposures 86�9, 138
uses 9, 15�16, 33�4, 54, 133�66, 217�22, 246�78
wrong-way risk 16, 21, 54�8, 61, 86, 94, 139, 155,
170�1, 182�3, 192, 194, 203�42, 253, 381�5

credit derivatives
see also asset-backed . . .; collateralised debt . . .;
credit default . . .; derivatives; mortgage-backed . . .;
portfolio . . .

CCPs 3847
concepts 5, 7, 9, 14�15, 18, 64, 73�5, 86�9, 129�66,
277�8, 300, 319�32, 336�49, 351�67, 370�1,
378�9, 384�7

credit exposures 133
critique 5, 7, 9, 14�15, 16�17, 73�4, 351�67,
386�7

definition 133
origins 133
overview 129�66
single-name/multi-name types 133�5, 155�66,
231�2, 264, 277�8, 376�7, 381�7

statistics 7, 14�15, 133�4, 363, 371�2
types 9, 15�16, 18, 133�6
typical credit exposures 86�9
uses 8, 9, 15�16, 18, 73�4, 129�66, 336�49,
351�67, 370�1

wrong-way risk 16, 21, 54�8, 61, 86, 94, 139, 155,
170�1, 182�3, 192, 194, 203�42, 253, 381�7

credit derivatives product companies (CDPCs)
see also monolines
concepts 29, 161�2, 236�8, 355�67, 370�1, 386�7
critique 237�8, 355�67, 386�7
definition 236�7, 355
empirical evidence 363, 365�7
examples 357�9
future prospects 364�5, 386�7
value assessments 356�7

credit events 2�3, 16�17, 44�5, 87�90, 134�66,
217�22, 262�4, 301�4, 352�67, 384�5

see also credit default swaps
concepts 134�8, 139�43, 144�5, 155�6, 163�4,
262�4, 301�4, 352, 384�5

definition 139�40
types 139�43, 144�5

credit exposures
see also wrong-way risk
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approximation methods 78�106, 111�12, 117�27,
180�1, 194�200, 306�7

collateral 59�60, 66�7, 104�5, 107�27, 217,
315�32

concepts 2�3, 13�21, 22, 23�4, 28�9, 30�2, 35�8,
46�8, 51�3, 54�9, 77�106, 107�27, 167�201,
203�42, 253�80, 311�32, 333�49

contributions 13�14, 101�5
correlations 111�12
credit derivatives 133
definition 13, 20, 23�4, 35�8, 77
‘‘drill down’’ concepts 101�4, 339
exercise dates 89�90
hedging 253�80
metrics 24�5, 30�2, 35�40, 55�9, 74�5, 77�106,
107�27, 208�17, 333�49

models 90�8, 112�14
netting mitigation method 51�3, 54�9, 98�101,
102�6, 314�32, 372�3

operational costs 122�3
payment frequencies 89
PFE 24�5, 30�2, 36�40, 78�80, 83�90, 96�8,
101�6, 109�12, 118�25, 147�54, 251�2, 256,
257�60, 314�32, 337�49

post-processing 82, 114, 126�7
quantification methods 77�106, 107�27, 333�49
recovery rates 22, 31�2, 46�7, 129�66, 170�201,
219�22, 223�9, 254�80

right-way risk 203, 205�17, 294
semi-analytical approaches 79�80, 105, 121�5,
174�5, 305�6

short option positions 24
typical credit exposures for different products
84�90, 138

credit indices, concepts 155�66, 223�9, 264, 275�80
credit insurers

see also credit derivatives product companies;
monolines

concepts 356�67, 370�1, 386�7
definition 356
future prospects 364�5, 386�7

credit limits
see also diversification mitigation method
concepts 29, 30�2, 102�4

credit lines
see also potential future exposure
concepts 30�2, 60, 77�8, 334�49

credit migrations
concepts 21�2, 93, 246�53, 301�4, 313�32, 342�9
definition 21, 301

credit portfolio losses, concepts 287�307
credit quality 2�3, 20, 21�2, 65�8, 95, 181�201,

203�42, 252�3, 254�80, 301�4, 311�32,
334�49, 351�67, 375�87

see also wrong-way risk
credit rating agencies 5, 21�2, 25, 32, 43, 45, 47�8,

60, 65�8, 95, 124, 132, 139, 148�54, 155�6,
162, 205, 217�22, 236�8, 301�4, 311�32,
334�49, 354�67

see also Moody’s . . .; S&P . . .
CDOs 162, 356�7
critique 5, 45, 162, 354�67
default probabilities 148�54
monolines 354�67

ratings arbitrage 361
SPVs 43

credit risk
see also credit spreads
concepts 1, 2�3, 7�11, 13�40, 129�66, 169, 188,
278, 287�307, 311�32, 335�49

definition 2�3, 10, 17
credit spreads

see also credit risk; default probabilities; loss given
default

actual/required comparisons 132�3
BCVA formula 185�6, 199�200
concepts 1�2, 65�6, 87�90, 94�5, 96�8, 129�66,
170�201, 204, 234�8, 244�80, 302�4, 317�32,
334�49, 352

CVAs 185�6, 195, 199�200, 262�4, 303�4
definition 129�33, 204
hazard rates 165�6, 210�17, 220�2, 223�9, 239,
279�80

statistics 132�3
credit support amount (CSA), concepts 62�3, 108�9,

126�7
credit value adjustments (CVAs)

see also default probabilities; discount factors;
expected exposure . . .; loss given default; pricing

BCVAs 180, 181�91, 197�201, 216�17, 222,
236�8, 345

calculations 171�85, 217�18, 228�9, 247�8,
253�80, 337�49

collateral 175�81, 275�80
components to be hedged 253�80
concepts 32, 34, 45, 169�201, 207�10, 214�17,
243�80, 289�91, 303�4, 337�49, 357�9

credit migrations 303�4, 342�9
credit spreads 185�6, 195, 199�200, 262�4, 303�4
critique 186�8, 345
definition 32, 34, 169�81, 192�7, 218�19, 243,
253�4, 279�80, 289�90

dynamic-hedging strategies 260�4, 265�80, 345�9
EE calculations 174�85, 217�18, 253�80, 338�9
examples 171�4, 228�9, 347�9, 357�9
exotic products 180�1
hedging 243�80
incremental CVAs 176�81, 344�9
individual instruments 195�6
marginal CVAs 178�81, 289�91, 349
Monte Carlo simulations 177�81, 219, 338�9
netting mitigation method 176�81, 183�4, 197,
245�6

new trades pricing 175�81
practical formula with no wrong-way risk 170�1,
182�3, 194

recovery rates 254�7, 279�80
running spread calculations 171�4, 228�9, 247�8
semi-analytical methods 174�5
sensitivities 260�80
stand-alone CVA calculations 346�9
swaption payoffs 174�5, 196
technology aspects 337�9
trade sizes 178�81
walkaway features 190�1, 200�1
wrong-way risk 207�10, 214�22

credit wraps, monolines 353�67
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credit-linked notes (CLNs)
concepts 135�7, 155�66, 229�32, 233�8
definition 135

CreditGrades 153, 208
CreditMetrics 301
CRGs see counterparty risk groups
cross-currency swaps

see also FX . . .
concepts 15�16, 54�8, 85�8, 92�3, 98, 99�101,
104�5, 177�81, 189�91, 204, 207, 208�9, 250�4,
376�7, 381�7

typical credit exposures 85�8, 104�5
wrong-way risk examples 207, 381�5

cross-dependencies, hedging 270�80
cross-gamma, concepts 270�80
cross-product netting see netting mitigation method
CSA see credit support amount
current exposure EAD calculation method (CEM),

concepts 314�15, 330�1
CVAs see credit value adjustments

databases 139, 338
DD see distance to default measures
‘‘death spiral’’ dangers of liquidity risk 2, 66, 360�1
debt seniority, recovery rate statistics 130�3, 141
debt-to-equity swaps 144�5
default probabilities

see also credit risk; credit spreads; credit value
adjustments; loss given default; wrong-way risk

capital requirements 311�32
concepts 2�3, 20�2, 31�2, 93, 107�9, 129�66,
167�201, 204�42, 253�80, 282�307, 311�32,
333�49, 359�67

DD 151�3
definition 21, 148, 163
equity-based estimation methods 151�3
estimation methods 147�54, 170�2
historical estimations 148�54
joint default probabilities 258�60, 282�7, 313�32
KMV approach 151�3, 313
marginal default probabilities 148, 150�4, 281�307
market-implied probabilities 153�4, 248�53,
266�80, 339�49

Merton firm-value model 151�3, 283�5, 312
statistics 130�3, 147�54
term structures 21�2, 31�2, 148�54, 165�6,
211�12, 312�32, 341�2

default rates, concepts 129�66
default risk, concepts 61, 124, 281�307
default-remote entities

see also central counterparties; credit insurers; high-
quality counterparties; special purpose vehicles

concepts 41�4, 271�80, 351�67, 387
delays, collateral 107�9, 116�27
delivery squeeze considerations, CDS concepts 143�4,

145, 164�5, 255�7
delta hedging 246�8, 260�80

see also dynamic . . .
dependencies
alpha factor 296�300
correlations 208�12, 253�80, 282�307, 312�32
wrong-way risk 203�42

derivatives
see also credit . . .

concepts 1, 5, 6�9, 11, 15�16, 26�7, 48�59, 73�4,
133�66, 277�8, 293�300, 319�32, 333�49,
351�67, 370�2, 378�9, 384�7

critique 1, 5, 6, 7�11, 14�15, 16�17, 73�4, 351�67,
384�7

definition 6, 133
netting mitigation method 26�7, 41, 46�59, 381�5
pricing 6, 20, 24, 32�5, 378�9
product types 15�16
systemic risk susceptibilities 8, 10, 73�4, 133, 238,
370�1, 376�7, 381, 384, 387

‘‘too big to fail’’ perceptions 7�8, 9, 11, 16�17,
41�4, 181�2, 351�67, 387

uses 6�7, 8, 9, 15�16, 18, 73�5, 129�66, 336�49,
351�67, 370�1

derivatives markets
see also exchange-traded . . .; over-the-counter . . .
concepts 6�8, 11, 14�15, 73�4, 133�4, 363, 371�2,
384�7

statistics 7, 14�15, 133�4, 363, 371�2
structure 6�7
today 11, 384�7

derivatives product companies (DPCs)
concepts 29, 161�2, 236�8, 351�67, 370�1, 385�6
definition 352�3
uses 352�3, 364�5, 370�1, 385�6

detachment points, index tranches 156�66
devaluation approach, wrong-way risk 212�17
digital CDSs, concepts 138, 357�60
discount factors 95�6, 165�6, 170�201, 319�32

see also credit value adjustments; risk-free prices
discrete distributions, VAR critique 3
disputes, collateral 62, 64�5
distance to default measures (DD), concepts 151�3
distressed exchanges, concepts 145
distributions, concepts 3�5, 25, 36�9, 74�5, 93,

110�12, 116�23, 125, 181, 239, 284�307, 331�2
diversification mitigation method
concepts 25, 29�30, 56�8, 132�3, 243�4, 364�7,
386�7

definition 25, 29
DJ CDX NA IG credit index 155�9, 228�9
DJ iTraxx Europe credit index 155�9, 224�8
double-default approach
concepts 258�60, 282�7, 323�32
definition 282�3, 324, 331�2

DPCs see derivatives product companies
Drexel Burnham Lambert (DBL) 45�6
drifts 91�8, 210�17, 248�80, 284�307, 344�9
‘‘drill down’’ concepts 101�4, 339
dynamic approaches to risk management 5
dynamic-hedging strategies

see also delta . . .
concepts 5, 244�5, 247, 260�4, 265�80, 326�7,
345�9

EAD see exposure at default
early termination options (ETOs), concepts 44�5,

188�9
economic capital (EC)

see also alpha factor
concepts 281, 289�307, 309�10, 311�32, 336�49
definition 290
regulations 309�10
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Edison, Thomas A. 309
EE see expected exposure metric
EEPE see effective EPE
effective EE

see also expected . . .
concepts 38, 320�32

effective EPE (EEPE)
see also expected . . .
concepts 38, 320�32

Einstein, Albert 167
electricity swaps 46, 94
emerging markets 94
ENE see expected negative exposure
Enron 1, 16, 46
enterprise risk management (ERM), concepts 10
EONIA 70, 187
EPE see expected positive exposure
equities 1�2, 15�16, 26�7, 63, 65�6, 93, 151�3,

156�66, 222�9, 372
ETOs see early termination options
European swaptions 82, 181
EVT see extreme value theory
exchange-traded securities

see also clearing systems; derivatives markets
concepts 6�7, 14, 43�4, 371�2, 386�7

exercise dates, typical credit exposures 89�90
exotic products, concepts 64, 81�2, 96�7, 180�1,

244�5
expected default frequency (EDF), concepts 151�3
expected exposure metric (EE)

see also credit value adjustments
concepts 35�9, 40, 55�9, 74�5, 80, 82, 83�4, 87, 97,
98, 99�106, 110�12, 117�25, 170�201, 209�17,
239, 251�80, 287, 292�6, 319�32

CVA calculations 174�85, 217�18, 253�80, 337�9
definition 35, 40, 125
effective EE 38, 320�32
examples 36�7, 55�8, 80, 83�4, 99�104, 110�12,
117�25, 209�17

hedging 251�80
marginal EEs 102�6, 179�81
wrong-way risk 209�17, 239

expected losses, concepts 129�66, 281�307, 319�32,
333�49, 356�67

expected MtM metric, concepts 35�6, 80, 209�17
expected negative exposure (ENE), concepts 185�6,

190�200, 273�80
expected positive exposure (EPE)
concepts 37�8, 40, 99�101, 102�6, 117�25, 171�4,
185�6, 191�200, 243�4, 273�80, 292�6,
320�32, 338�49

definition 37, 40
effective EPE 38, 320�32
marginal EPEs 102�6
pricing basis 37, 171�4

expected shortfalls
see also coherent risk measures
concepts 87

expected values, pricing definition 34
experiential/intuitive risk assessments 5, 97, 273�4
exposure see credit exposure
exposure at default (EAD)
calculation methods 314�23, 330�1
concepts 281, 311�32

extreme value theory (EVT), concepts 376�7

failure-to-pay credit events 23, 124, 139�40
Fannie Mae 9, 16, 42, 63, 140�1, 145, 351
Federal Reserve Bank 8, 70
financial disasters 1�2, 5, 7�8, 9, 11, 14�15, 16,

19�20, 29�30, 54, 63, 74, 90�1, 97, 167, 181�2,
188, 204�5, 237, 264, 309�10, 355, 361�2, 369,
370�1, 384�7

financial institutions 1�2, 4�5, 7�10, 11, 16�17,
19�20, 25�30, 41�4, 64, 181�201, 235�8,
271�80, 281�307, 333�49, 351�67, 370�87

see also banks; default-remote entities
compensation culture 8�9, 16�17, 309�10
counterparty risk management 333�49
CRGs 333�49, 352
financial disasters 1�2, 7�8, 9, 16, 370�1
‘‘too big to fail’’ perceptions 7�8, 9, 11, 16�17,
41�4, 181�2, 351�67, 387

types 19�20
financial intermediaries (dealers)

see also central counterparties; over-the-counter . . .
concepts 7�11, 19�20, 333�49, 370�87
types 19�20

financial risk
see also counterparty . . .; credit . . .; liquidity . . .;
market . . .; operational . . .; quantitative . . .;
systemic . . .

collateralisation 123�5
compensation culture 8�9, 16�17
concepts 1�4, 7�11, 13�40, 61, 129�66
short-termism cultures 8�9, 16�17, 352�3
types 1�3, 9�10, 61, 133, 144�6

financial risk management, concepts 1�4, 77�106,
107�27, 174�5, 248�9, 333�49, 386�7

Fitch 162, 355
fixed exposures, joint default losses 286�93, 313�32
fixed premium CDSs, concepts 147
fixed recovery CDSs, concepts 138, 256�7
floors 54�8, 85
foreign exchange . . . see FX . . .
forwards 13�14, 22, 54�8, 85�8, 92�4, 105, 180�1,

209�17, 239, 251�80
Franklin, Benjamin 129
fraud 2, 123�4, 384
Freddie Mac 9, 16, 42, 63, 140�1, 145, 351
‘‘front of the queue’’ claims, credit insurers 363
‘‘fudge factors’’ 293�4
full capital structures 160
full recourse TRS structures 229�32
funding liquidity risk

see also liquidity . . .
concepts 2

funding positions 2, 13�14, 145, 187�8
future prices, spot prices 249�53
futures contracts, concepts 6, 14, 377
FX derivatives 7, 13�16, 22, 51�3, 54�8, 85�8,

92�4, 98, 99�101, 104�5, 167, 177�81,
189�91, 204, 207�17, 239, 251�80, 372, 376�7,
381�7

FX forwards 13�14, 22, 54�8, 85�8, 92�4, 105,
180�1, 207, 209�17, 239, 251�80

FX options 54�8
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FX rates 1�2, 80�90, 92�4, 97�101, 167, 244�5,
250, 314�32

FX risk 107, 124, 133, 253�80

gamma, concepts 261�4, 269�80
gap risk

see also liquidity . . .
concepts 10, 67�8, 113�14, 229�32, 242

Gaussian copula model, CDO pricing model 166,
224�5

geometric Brownian motion, concepts 93�4
GMRA 108
grace periods, collateral 108�9
granularity issues, PFE 83�4, 89
greed 8
Group of Ten countries (G10) 310
guarantees 63, 323�32, 353�67

haircuts
concepts 14, 62�3, 68�70, 110�27, 315�32
definition 68�9

hazard rates
concepts 95, 153�4, 163�6, 210�17, 220�2, 223�9,
239, 279�80

definition 163
hedge funds 8�9, 16�17, 59�60, 67�8, 71, 386
hedging 1�2, 5, 8�9, 10, 11, 16�17, 18, 20, 25, 30,

32, 33�4, 49, 51�4, 59�60, 67�8, 71, 77�8, 93,
97, 133�66, 167�201, 206, 243�80, 315�32,
334�49, 364�5, 386

see also credit default swaps
BCVAs 187, 273�80
CCDSs 245, 258�60, 277�8, 282�307
collateral 275�80
concepts 1�2, 5, 25, 33�4, 51�4, 77�8, 93, 133, 167,
206, 243�80, 315�19, 364�5

considerations 244�5
costs 243�80, 343�9
counterparty risk 97, 133, 167, 243�80, 334-49
credit exposures 253�80
credit insurers 364�5
cross-dependencies 270�80
definitions 25, 33�4, 316
dynamic-hedging strategies 5, 244�5, 247, 260�4,
265�80, 326�7, 345�9

EPE 251�80, 338�9
errors 342�9
exotic products 244�5
mitigation methods 10, 11, 18, 25, 30, 32
monolines 271�80
non-linear market risk 1�2
parameters 248�53, 266�80, 339�49
portfolio models 30�5, 133, 155�66, 222�9,
281�307

pricing definition 34, 244�5
risk-neutral/real parameters 248�53, 266�80,
339�49

risky derivatives 245�6
sensitivities 260�80
sets 315�19
spot prices 249�53, 264�80
static-hedging strategies 246�7, 257�60
term structures 244�5, 253�80

traditional hedging of bonds/loans/repos 246�53,
257

wrong-way risk 270�80
high-quality counterparties 25, 29, 41�4, 181�2,

235�8, 271�80, 351�67, 369�87
see also central counterparties; monolines

historical data, uses 91�8, 148�54, 175, 208�12,
248�53, 266�80, 339�49

homogeneous approximations, portfolio models
306�7, 379�80

Hong Kong CCP failures 377
housing crisis 384
Hull and White interest rate model 95�6

ICE US Trust LLC 384
Icelandic banks 30, 42, 140�1
IMM see internal model method
imperfect markets 250
implied volatilities 80�1, 91�8, 252�3

see also risk-neutrality
in-between margin calls 112�14
in-the-money options 214, 274�80
incremental CVAs, concepts 176�81, 344�9
independent amounts see initial margin
index contracts, concepts 134�5
index returns, beta 93
index tranches

see also portfolio credit derivatives
concepts 156�66, 222�9, 232�8, 352�67, 381�7
definition 156�7
naming conventions 156�7
pricing 166, 224�9
upfront payments 228�9, 247�8
wrong-way risk 222, 224�9, 232�8, 356�67

initial margin, concepts 67�8, 113�23, 126�7,
375�9, 381�7

insurance approaches to counterparty risk 340�9
intensity (hazard) rates of default 95, 153�4, 163�6,

210�17, 220�2, 223�9, 239
interest rate derivatives 6, 7, 13�16, 51�3, 54�8,

78�80, 84�7, 89�90, 96�8, 99�101, 111�12,
116�23, 169�201, 205�7, 254�80, 314�32,
338�49, 353�67, 372, 381�7

statistics 7, 15�16
wrong-way risk examples 207
interest rate risk 133
interest rate swaps
concepts 6, 13�16, 54�8, 78�80, 84�7, 89�90,
96�8, 99�101, 111�12, 116�23, 169�201,
205�6, 254�80, 314�32, 338�49, 353�67, 381�7

credit exposures 16, 54�8, 78�80, 84�7, 96�8,
111�12, 116�23, 338�49

netting examples 99�101
pricing 81�2, 338�49
statistics 7, 15�16
typical credit exposures 84�7
yield curves 54�8, 81�2, 93, 97�8, 250, 260�4

interest rate swaptions, swap-settled (physical
delivery) 89�90, 255�7

interest rates 1�2, 17, 54�8, 62�72, 78�82, 92�3,
95�8, 111�12, 118�27, 135�66, 167�201,
205�17, 250, 264�80, 314�32

Hull and White model 95�6
models 92�3, 95�101, 167, 250
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negative interest rates 95�6
term structures 165�6, 266�80
Vasicek model 95

internal model method (IMM), EAD calculation
method 314, 319�32

internal ratings based approach (IRB)
concepts 281, 311�13, 319�32
definition 311

investment-grade default probabilities 148�51
IRB see internal ratings based approach
IRSs see interest rate swaps
ISDA 7, 42, 45�6, 50, 59�60, 63, 134, 146�7, 319,

322

joint default probabilities, concepts 258�60, 282�7,
313�32

jump events 82�90, 93, 96�8, 247�8, 262�4, 376�7
see also Poisson processes

jump-diffusion, concepts 94
jump-to-default risk 247�8, 262�4, 278

key person events 45
KfW bank 48
KMV approach 151�3, 313
Kuala Lumpur CCP failures 377

large homogeneous pool (LHP) 306�7, 311�32
lattice-based pricing methods 82, 180�1
LCH.Clearnet 384
legal issues 26�7, 28, 42, 45�6, 50, 123�4, 373�5,

378�9
legal risks 18, 28, 145, 378�9
Lehman Brothers 1, 9, 16�17, 28, 29�30, 42�3, 48,

71, 73, 140�1, 181�2, 384�5, 387
lending risk

see also credit risk
definition 17

letters of credit 63
leverage, concepts 6, 8, 161�2, 205, 230�8, 242,

353�67
leveraged CLNs, concepts 230�2, 233�8
leveraged super senior structures (LSS), concepts

161�2, 232�8, 242
LGD see loss given default
LHP see large homogeneous pool
LIBOR 135, 170�1, 231�2
linear market risk

see also market . . .
concepts 1�2

liquidation risk, definition 124�5
liquidation/close-out and re-hedge delay factors,

collateral 108�9, 375�7
liquidity risk

see also asset . . .; funding . . .
concepts 2, 7, 10, 13�40, 61, 66, 67�8, 74, 107,
124�5, 145, 360�1, 378�9

definition 2, 10
loan equivalents

see also expected positive exposure
concepts 293�6, 321�32

loans 84�5, 138, 246�53, 291, 293�6, 302�4, 321-32
Long Term Capital Management (LTCM) 1, 16,

59�60

lookup tables, credit charges 346
loss given default (LGD)

see also credit spreads; credit value . . .; default
probabilities; recovery rates

concepts 129�33, 170�201, 204, 311�32, 333�49
definition 130

loss mutualisation, CCPs 377�8, 385�6
loss-only LSS triggers, concepts 233�8
LSS see leveraged super senior structures
LTCM see Long Term Capital Management

MacArthur, General Douglas 107
margin 2, 8, 10, 11, 14, 18, 23, 25�30, 32, 41, 45,

51�3, 59�74, 79, 80�1, 104�5, 107�27,
167�201, 217, 229�32, 235�8, 259�60, 275�80,
315�32, 374�87

see also collateral
definition 27�8, 67�8, 375�7

margin calls, concepts 2, 66, 70, 108�9, 112�23,
229�32, 276�7, 385�6

marginal CVAs, concepts 178�81, 289�91, 349
marginal default probabilities, concepts 148, 150�4,

170�201, 281�307
marginal EEs, concepts 102�6, 179�81
marginal EPEs, concepts 102�6
mark-to-market impacts (MtM) 2�3, 22�38, 44�59,

71�82, 85�93, 98�101, 102�6, 115�27, 137,
156�7, 173�4, 183�4, 189�200, 209�22,
231�2, 245�6, 258, 263�4, 278�80, 287, 293,
297�8, 301�4, 307, 314�32, 342-9, 353�67

see also replacement costs
credit migrations 301�4, 342�9
definition 22�3
positive/negative values 23�5, 26�7, 28�9, 45,
47�8, 49�59, 60�72, 78�9, 85�7, 92�3,
115�27, 190�200, 263�4, 278�80, 287, 297�8,
353�67

market risk
see also linear . . .; non-linear . . .
concepts 1�2, 3, 10, 13�20, 28, 61, 77�106, 109�27,
171�201, 229�32, 318�32, 335�49

counterparty risk factor 10, 13�25, 28
definition 1�2, 10
VAR origins 3

Market Risk Framework 318
market value LSS triggers, concepts 234�8
market-implied probabilities, concepts 22, 31�2,

153�4, 248�53, 266�80, 339�49
marking-to-market derivatives, credit migrations

303�4, 342�9
marking-to-market loans, credit migrations 302�4
Master Agreements 47�8, 50, 51, 334
maturity dates 81�90, 99�101, 116�23, 141�3,

223�9, 244�5, 303�4, 312�32
Maugham, W. Somerset 351
maximum PFE 38, 78

see also potential . . .
MBIA 355
MBSs see mortgage-backed securities
mean 39�40, 74�5, 125�6
mean reversion 21�2, 79, 93, 94�6, 252�3, 313
mergers 45
Merrill Lynch 16, 355, 363
Merton models 5, 151�3, 283�5, 312
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mezzanine tranches, concepts 156�66
Microsoft Excel 40
minimum transfer amounts (MTAs), concepts 68,

113�27, 175�81
mitigation methods

see also collateral; default-remote entities;
diversification . . .; hedging; netting . . .;
walkaway . . .

concepts 10, 11, 13, 17, 18, 25�34, 41�75, 98�101,
107�27, 167�201, 217, 235�8, 259�60, 314�32,
334�49, 351�67, 370�87

critique 73�4
standardised risk mitigation 14�15, 42, 384�7
termination events 27, 28�9, 41, 44�6, 47�8, 188�9
model risk 2, 4�5

see also operational risk
models

see also quantitative approaches . . .
advanced models 96�8
backtesting 97
calibration issues 90�8, 175
complexity/simplicity issues 34�5, 80�1, 90�8, 169,
174�5, 244�5

concepts 1�2, 4�5, 90�101, 112�14, 167�201,
208�17, 249�53, 281�307, 312�32, 372�3

credit spreads 94�5, 96�8, 250
critique 1�2, 4�5
FX rates 94, 97�101, 250
interest rates 92�3, 95�101, 167, 250
portfolio models 281�307, 309�32
risk-neutral/historical data considerations 91�3,
248�53, 266�80, 339�49

single/multi-factor models 90�8
validation of assumptions 97�8
wrong-way risk 208�17, 291, 294�5, 298�300, 307

modified modified restructuring limitations (MMR),
concepts 143, 147

modified restructuring limitations (MR), concepts 143
money market accounts 193�4
moneyness of options, concepts 85, 207, 214, 215�17,

226, 268�80
monolines

see also high-quality counterparties; triple-A ratings
concepts 29�30, 42, 66, 155, 161�2, 186�7, 189�91,
205, 235�8, 271�80, 336�7, 351�67, 370�1,
385�7

critique 29�30, 186�7, 205, 235�7, 351�67, 385�7
definition 29, 235�6, 353�5
empirical evidence 363, 365�7
examples 354�5, 357�60
future prospects 364�5, 386�7
hedging 271�80
negative MtM 353�4
premiums 237�8
run-offs 236�7, 361�7
value assessments 356�67

Monte Carlo simulations
complexity issues 80�1
concepts 77, 79, 80�4, 89, 95�6, 98�101, 104�5,
177�81, 219, 241�2, 292�6, 305�6, 330�1,
338�9

CVAs 177�81, 219, 338�9
definition 80�2
examples 82�3, 99�101, 104�5, 292�6

revaluation step 81�2
risk factors 80�2, 338
roll-off risk 81, 82�4
steps 80�2, 338�9
unexpected losses 292�6

Moody’s ratings 66�8, 148�54, 162
moral hazard problems 10, 30, 44, 46, 145, 356�67,

370
mortgage-backed securities (MBSs) 5, 63, 133, 160�1,

384�5
mortgages 5, 17, 61, 63, 133, 160�1, 384�5
MtM see mark-to-market . . .
multi-factor models, critique 90�8
multilateral netting

see also netting . . .
concepts 53�4

multiple defaults, portfolio models 282�307
Murphy’s law 204

negative equity, market risk 61
negative expected exposure (NEE), concepts 183�5,

189�91, 200, 216�17
negative interest rates 95�6
negative MtM
concepts 23�4, 26�7, 28�9, 45, 47�8, 49�58,
60�72, 85�7, 92�3, 115�27, 190�200, 263�4,
278�80, 287, 353�67

monolines 353�4
Nehru, Jawaharlal 281
net asset value (NAV) 45, 65�6
netting factor, concepts 56, 99�101
netting mitigation method

see also closeout . . .
advantages 51�3
aggregation netting agreements 26�7, 98�101,
334�49, 372�3

agreements 47�8, 50, 98�9, 334�49, 372�4
Basel II 314�32
CCPs 54, 369�87
centralised clearing system 54, 369�87
concepts 10, 18, 25�30, 32, 41, 46�65, 73�5, 79,
80�2, 98�105, 167�201, 259�60, 277�8, 281,
314�32, 334�49, 355�67, 370�87

correlation impacts 55�8, 74-5
counterparty risk pricing 167�201, 335�49
credit exposures 51�3, 54�9, 98�101, 102�6,
372�3

critique 51�3
CVA formula 176�81, 183, 197, 245�6
definition 26�7, 46�7, 98
disadvantages 51�3
legal issues 26�7, 50
Master Agreements 47�8, 50, 334
models 98�101, 372�3
multilateral netting 53�4
negative MtM 49�58
new trades added 98, 175�81
positive MtM 49�59
product coverage 51
statistics 50, 53

no netting (NN), concepts 75, 99�101, 103�6
non-linear market risk

see also market . . .
concepts 12
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non-recourse TRS structures 229�32
normal distributions
concepts 3, 36�40, 56�8, 74�5, 93, 110�12, 125,
239�40, 284�307, 331�2, 365

VAR critique 3
novation concepts 371�2, 373�4

Obama Administration 384
obligation acceleration credit events, concepts 140
obligation default credit events, concepts 140
obligators, concepts 17, 19�20, 133�66, 312�32
offsetting see netting mitigation method
oil swaps, wrong-way risk examples 205�7
operational costs, credit exposures 122�3
operational risk
concepts 2, 7, 9, 10, 13�20, 28, 61, 107, 123�4, 379,
384

definition 2, 10
options 5, 24, 41, 54�8, 82, 85�8, 89�90, 141�3,

174�5, 196, 207, 213�17, 240, 244�5, 252�3,
377

cheapest-to-deliver options 141�3, 255�7
moneyness of options 85, 207, 214, 215�17, 226,
268�80

pricing 5, 24, 196, 213�17, 240, 244�5, 252�3
strips 85
swaptions 54�8, 82, 89�90, 174�5, 181, 196,
255�7, 268�80

typical credit exposures 85�8
wrong-way risk examples 207, 213�17, 240

Orange County 2
OTC see over-the-counter derivatives markets
out-of-the-money options 207, 215�17, 226, 268�80,

351, 359�60
over-the-counter derivatives markets (OTC)

see also derivatives . . .; financial intermediaries; FX
forwards; swaps

collateral 108�9
concepts 7�8, 13�20, 28�30, 42, 43�4, 67�8,
73�5, 108�9, 145�6, 289, 314, 319�32, 333�49,
352�67, 369, 371�2, 379, 384�7

counterparty risk sources 13�20, 352�67
critique 7�8, 14�15, 16�17, 43�4, 73�4, 371�2,
384�7

definition 7�8, 14�16
product types 15�16
profits 43, 387
standardised risk mitigation 42
statistics 7, 14�16, 28, 50, 53, 371�2

overview of the book 1011

par�par asset swaps, concepts 135�6
Paris CCP failures 377
Parmalat 1, 16, 144
partial recourse TRS structures 230�2
path dependency 80�2, 112�14, 181, 230�2
Patton, George S. 243
payment frequencies, typical credit exposures 89
payment netting

see also netting . . .
concepts 48

PFE see potential future exposure
physical CDS settlement, concepts 140�3, 145�7

physical delivery settlement 89�90, 255�7
Pillars, Basel II 310�32
Poisson processes

see also jump . . .
concepts 95, 163

portfolio credit derivatives
see also collateralised debt . . .; credit derivatives;
index tranches; structured . . .

concepts 133, 155�66, 222�9, 355�67, 381�5
definition 155�6
wrong-way risk 222�9, 355�67, 381�5

portfolio level counterparty risk assessments 30�5,
281�307, 309�32, 381�5

portfolio models
alpha factor 290, 293�300, 314, 321�32
concepts 30�5, 133, 155�66, 222�9, 281�307,
309�32, 355�67, 381�5

credit migrations 21�2, 93, 246�53, 301�4, 342�9
credit portfolio losses 287�307
economic capital 281, 289�307
stochastic exposures 291�300
unexpected losses 281�2, 289�307
wrong-way risk 291, 294�5, 298�300, 307, 321�2,
327, 331�2, 381�5

positive MtM, concepts 23�5, 26�7, 49�59, 60�72,
78�9, 85�7, 115�27, 190�200, 218�22, 263�4,
287, 297�8

post-processing of exposures 82, 114, 126�7
potential future exposure (PFE)

see also credit exposure; credit lines
add-on approach to credit exposures 78�9, 80,
85�90, 314�15, 330�1

collateral 109�11
concepts 24�5, 30�2, 36�40, 78�80, 83�90, 96�8,
101�6, 109�12, 118�25, 147�54, 209�17,
251�2, 256, 257�60, 314�32, 334�49

definition 24, 36, 39�40, 119, 125
examples 36�7, 78�80, 83�90, 96�8, 101�5,
109�11, 118�25, 251�2

maximum PFE 38, 78
technology aspects 337�9

premiums
CDPCs 237�8
CDSs 134�8, 147, 154, 155�66, 188, 190�1, 195,
217�23, 240�2, 247�8, 256, 263�80, 352�67

monolines 237�8
risk premiums 34, 91�8, 244, 252�3, 302�4, 339-49
risky options 214�17, 240

pricing 4�5, 6, 17, 20, 24, 32�5, 49, 60, 77�8, 81�2,
91�3, 153�4, 163�6, 167�201, 203�42, 253,
335-49, 352�67, 378�9

see also credit value adjustments
additivity issues 49
arbitrage pricing 91�4, 244�5, 309�10, 339�40
CDOs 166, 222�9, 356�7
CDSs 153�4, 163�6, 194, 219�22, 240�2, 253,
336�7, 352�67

complexity issues 169
counterparty risk 32�5, 49, 60, 77�8, 92�3,
167�201, 203�42, 253, 335�49

CRGs 335�49
CVAs 32, 34, 45, 169�201, 337�49
definition 32, 34, 129�33, 204
derivatives 6, 20, 24, 32�5, 378�9
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EPE basis 37, 172�4, 338�9
exotic products 81�2, 96�7, 180�1, 244

hedging 34, 244�5
index tranches 166, 224�9
interest rate swaps 81�2, 338�49
motivations 168�9
options 5, 24, 196, 213�17, 240, 244�5, 252�3
portfolio models 30�5, 133, 155�66, 222�9,
281�307

risk mitigation incorporation 346�9
risky bonds 163�6
synthetic CDOs 166

profits 3�5, 43, 187�8, 343, 387

put options, wrong-way risk examples 207

put�call parity 214�17
Pykhtin, Michael 309

quantitative approaches to risk management

see also model . . .; Monte Carlo . . .; value-at-risk . . .
concepts 1�2, 4�5, 20, 25, 30�9, 74, 77�106,
107�27, 174�5, 333�49

critique 1, 3�5, 90�8
quanto options 253

random exposures, joint default losses 286�93, 363
re-lending (rehypothecation) issues, collateral 28, 63,

71, 74, 107

real/risk-neutral parameters 248�53, 266�80, 339�49
reconciliations, collateral 62, 64�5
recovery rates 2�3, 13�14, 22, 27, 31�2, 46�7,

86�9, 129�66, 170�201, 219�22, 223-9,
253�80, 291�300, 333�49

see also loss given default

concepts 22, 27, 31�2, 46�7, 86�9, 129�66,
170�201, 219�22, 223�9, 253�80, 291�300,
333�49

credit exposures 22, 31�2, 46�7, 129�66, 170�201,
219�22, 254�80

debt seniority statistics 130�3, 141
definition 22, 130

hedging 253�80
sector statistics 130�1
statistics 130�3, 141
stochastic recovery rates 291�300
time scales 27, 255�7

recovery swaps, concepts 138, 256�7
RED see reference entity database

reduced-form frameworks 164�6, 167
redundant positions, multilateral netting 53�4
reference entities, credit derivatives 134�66, 217�32,

246�53, 273�80
reference entity database (RED) 139, 338

regulations 9, 14�15, 18, 73�4, 77�8, 111�12,
293�4, 309�32, 336�49, 384�7

see also Basel . . .; capital requirements
capital arbitrage 310

compensation culture 9, 309�10
concepts 309�32, 336, 384�7
economic capital 309�10

remargin periods, concepts 107�27, 175�81, 328�9

replacement costs
see also mark-to-market . . .
concepts 20�1, 23

reporting structures 101�4, 339
repos
concepts 13�14, 51, 71, 84�5, 108�9, 136�8,
2465�3, 314�32, 333

definition 14
repudiation/moratorium credit events, concepts 140
reputations 45�6
reserves 243�4, 281�307, 377
restructuring credit events, concepts 139�40, 141�3,

145, 147
returns 3�5, 43, 187�8, 343, 387
revaluation step, Monte Carlo simulations 81�2
reverse repos, counterparty risk sources 14
right-way risk, concepts 203, 205�17, 294
risk
homogeneity issues 379�80
Monte Carlo simulations 80�2, 338
positions 315�19
premiums 34, 91�8, 244, 252�3, 302-4, 339-49

risk-free prices 32, 70, 93, 132�3, 165�6, 170�201,
214�22, 223�9, 243�6, 263�80, 302�4, 351

see also discount factors
risk-neutrality

see also implied volatilities; market-implied
probabilities

concepts 22, 34, 35, 91�4, 163�6, 175, 192�3, 244,
248�53, 266�80, 339�49

risky bonds, pricing 163�6
risky derivatives, hedging 245�6
roll-off risk, concepts 81, 82�90, 320�32
rolls, portfolio credit derivatives 155�6
rounding, collateral 68, 113�23, 126�7
Royal Bank of Scotland 16
run-offs, monolines 236�7, 361�7
running spread CVA calculations 171�4, 228�9,

247�8
Russian default 59

S&P ratings 66�8, 148�54, 162, 355�6
saddle point approximations 307
Salomon Brothers 59�60, 353
scenarios 81�2, 90�8, 114�27

see also Monte Carlo simulations
Scholes, Myron 5
seasonality issues 93, 94
SEC 384
second-order risk 253, 279�80
sectors, recovery rate statistics 130�3
secured creditors 28
securities lending/borrowing, counterparty risk

sources 14
security-based swaps

see also credit default swaps
concepts 134�5

self-financing strategies 244�5
semi-analytical approaches to credit exposure
concepts 79�80, 105, 121�5, 174�5, 305�6
definition 79, 105

senior secured/unsecured/subordinated debt, recovery
rate statistics 132, 141

422 Index

pricing (cont.)

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



senior/super-senior tranches
concepts 156�66, 225�9, 232�8, 242, 352�67,
381�7

wrong-way risk 225�9, 232�8, 242, 356�67, 381�5
sensitivities
aggregation 277�8
alpha factor 296
calculations 279�80
hedging 260�80

settlements, concepts 108�9, 116�27, 140�7, 337�49
Shaw, George Bernard 1
short option positions, credit exposures 24
short-termism 8�9, 16�17, 352�3
shortcut method, effective EPE for collateralised

counterparties 322�32
single-factor models, critique 90�8
single-name/multi-name credit derivatives

see also credit derivatives
concepts 133�5, 231�2, 264, 277�8, 376�7, 381�7

SIVs see structured investment vehicles
SM see standardised EAD calculation method
small-bang ISDA settlement protocol, concepts

146�7
Sorensen and Bollier CVA formula 174, 183
SPAN 376�7
special purpose vehicles (SPVs)

see also default-remote entities
concepts 25, 42�3, 351�67

speculation, wrong-way risk 206
spot prices
future prices 249�53
hedging 249�53, 264�80

spread LSS triggers, concepts 234�8
SPVs see special purpose vehicles
square of time, concepts 92
stand-alone CVA calculations 346�9
standard deviations 39�40, 74�5, 93, 95�6, 101, 293
standardised approach, Basel II 311�21
standardised EAD calculation method (SM), concepts

314, 315�19
standardised risk mitigation, concept 14�15, 42,

384�7
static-hedging strategies, concepts 246�7, 257�60
step-up coupons 363
stochastic exposures, portfolio models 291�300
stochastic recovery rates, concepts 291�300
stochastic volatility models, concepts 97
stress testing, concepts 5, 336�49
strips of options

see also caps; floors
concepts 85

structured credit products
see also constant proportion . . .; mortgage-backed
securities; portfolio . . .

concepts 5, 43, 133, 160�6, 222�9, 314�32
structured finance CDOs

see also collateralised debt obligations
concepts 160�6, 222�3, 354�67

structured investment vehicles (SIVs), concepts 234�8
structured notes 43
sub investment-grade default probabilities 148�51
subordinated debt, recovery rate statistics 132, 141
substitutions, concepts 71, 324�32

super-senior tranches, concepts 156�66, 225�9,
232�8, 242, 352�67, 381�7

survival probabilities

see also default . . .
concepts 148�54, 163, 194, 240-2
definition 163

suspension mode credit insurers 360�7
swap-settled (physical delivery), interest rate

swaptions 89�90, 255�7

swaps 8, 9, 11, 13�16, 18, 33�4, 46, 54�8, 59�72,
78�82, 86�9, 92�3, 129, 133�66, 169,
194�201, 256�7, 264�80

see also credit default . . .; cross-currency . . .; interest
rate . . .

counterparty risk sources 13�14
typical credit exposures 84�6

swaptions 54�8, 82, 89�90, 174�5, 196, 268�80
Syncora Guarantee 355

synthetic CDOs, concepts 160�6
systemic risk

CCPs 370�1, 376�7, 381, 384, 387
concepts 8, 10, 13�14, 73�4, 133, 238, 370�1,
376�7, 380�1, 384, 387

definition 8, 10, 370

derivatives 8, 10, 73�4, 133, 238, 370�1, 376�7,
380�1, 384, 387

technological developments 123�4, 139, 177�81, 219,
337�9

see also quantitative approaches to risk management

term structures

default probabilities 21�2, 31�2, 148�54, 165�6,
211�12, 312�32, 341�2

hedging 244�5, 253�80
interest rates 165�6, 266�80

termination events 27, 28�9, 41, 44�6, 47�8, 188�9,
361�3

see also break clauses

third parties, counterparty risk 20

threshold levels, collateral 66�7, 113�23, 126�7,
176�81

‘‘too big to fail’’ perceptions 7�8, 9, 11, 16�17,
41�4, 181�2, 351�67, 387

total return swaps (TRSs), concepts 68, 188, 229�32
trade level counterparty risk assessments 30�5,

102�4, 334�49
trade sizes, incremental CVAs 178�81, 344�9
trade types, netting mitigation method 48�9, 334�49
trading desk approach to counterparty risk 342�9
transaction costs 23

TriOptima 53�4
triple-A ratings 29�30, 42, 63, 70, 111�12, 148�50,

159�60, 162, 181�2, 205, 235�8, 301, 317�19,
351�67, 386�7

see also default-remote entities; monolines

TRSs see total return swaps

Twain, Mark 333

TXU Electricity 46

underlying assets, concepts 6�9, 11, 17, 78�9, 93�8,
267�80, 314�15, 359�67, 384�5

unexpected losses, concepts 281�2, 289�307, 334�49
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unwinds, concepts 45�8, 51�3, 144�5, 155�6, 187,
188�91, 229�38, 242, 265�6, 271�80, 352,
354�67

upfront payments 228�9, 247�8

Valery, Paul 77
valuation agents, collateral 62�5, 124
value-at-risk approach (VAR)

see also quantitative approaches . . .
concepts 1, 2, 3�4, 5, 35�6, 70, 77, 87, 91�2, 97,
109�10, 289�93, 318, 377, 386

definition 3
variance�covariance VAR approach 3
variation margin, concepts 375�7
Vasicek interest rate model 95
volatilities
concepts 4�5, 24, 63, 78�9, 91�8, 110�12, 114�26,
210�17, 234�8, 248�80, 284�307, 317�19,
335�49, 376�7, 381�5

risk 267�80
Voltaire 369

walkaway/tear-up agreements
see also break clauses
concepts 28�9, 45�6, 190�1, 200�1

‘‘winner’s curse’’ 380
Worldcom 1, 16
worst case scenarios 107�27, 175�81, 289�91,

340�9, 377
wrong-way risk 16, 21, 54�8, 61, 86, 94, 155, 170�1,

182�3, 192, 194, 203�42, 253, 270�80, 291,
294�5, 298�300, 307, 321�2, 327, 331�2, 351,
356�67, 369, 381�7

see also credit exposures; credit quality; default
probabilities

alpha factor 298�300, 321�2, 327, 363
analogies 204�5

asset classes 206�7, 381�5
BCVA 216�17, 222
calculations 208�17
causality aspects 208�9
CDSs 16, 21, 54�8, 86, 94, 139, 155, 170�1, 182�3,
192, 194, 203�42, 253, 381�5

collateral 217

correlations 208�29, 253, 270�80, 357�67, 381�5
credit derivatives 16, 21, 54�8, 61, 86, 94, 139, 155,
170�1, 182�3, 192, 194, 203�42, 253, 381�7

cross-gamma 270�1

CVAs 207�10, 214�22
definition 203, 204

empirical evidence 204�5, 363
examples 203�17
hedging 270�80
metrics 208�17
models 208�17, 291, 294�5, 298�300, 307
out-of-the-money options 207, 215�17, 226
portfolio models 291, 294�5, 298�300, 307, 321�2,
327, 331�2, 381�5

risky options 213�17, 240
senior/super-senior tranches 225�9, 232�8, 242,
356�67, 381�5

statistics 205, 363

structured credit products 222�9

XL Financial Assurance Ltd 355

yield curves

concepts 54�8, 81�2, 93, 95�8, 165�6, 250, 260�4
shapes/movements 96�8, 250

zero-coupon bonds 95�6, 132�3, 151�3, 163
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