
Counterparty 
Credit Risk (CCR)

Counterparty 
Credit Risk

Credit Risk

Risk of loss from one party not 
meeting their obligations to the 

other party (or counterparty) in a 
financial markets transaction

© 2025 Financial Edge Training 1



Counterparty 
Credit Risk

Lending
Risk

Credit Risk

The potential future loss is 
harder to estimate, since the 

owed amount depends
on the market conditions

Potential losses are known if the 
loan issued or the bond held 

defaults – fixed amount 
of money due for repayment

Counterparty 
Credit Risk

Often no central counterparty 
(clearing house) protecting 

the two counterparties

Over The Counter 
(OTC) Transactions

Derivative 
Contracts

Potential losses can be large, 
will require financing in the future
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Counterparty 
Credit Risk

Exchange 
Traded 
Derivatives

= Low Risk

Collateral is held by 
clearing houses 

(counterparty to every trade 
in a derivatives exchange)

Counterparty 
Credit Risk

Replacement cost is unknown 
until the breach of contract occurs

Securities Financing 
Transactions 
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Counterparty 
Credit Risk

Pre-settlement Risk

The risk that the counterparty 
defaults during the settlement 

process when the amounts owed 
have been calculated

Settlement Risk

The risk that a counterparty 
will default prior to the 

expiration date 
of the contract

Drivers of CCR
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Counterparty credit risk is a complex risk to measure and quantify

Counterparty Risk is Bilateral

You need to be winning from a trade 
to face counterparty risk

Counterparty 1 winning from the contract
Risk of not being paid what they are owed in future 

(Counterparty Credit Risk)

Counterparty 1 losing position from the contract
No longer owed any money

(no longer face Counterparty Credit Risk)

Risk exposure transferred to Counterparty 2 
Now owed money
(Counterparty Credit Risk)
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Counterparty risk is a hybrid between credit and market risk

Counterparty
Risk

Credit Risk Market Risk
Changes in the 

creditworthiness of 
the counterparty 

Movements in 
underlying market 

risk factors

Probability of Default (PD) Exposure at Default (EAD)

Internal Credit Ratings

External Credit Ratings

Credit Spreads

Credit Derivatives

Future Exposure is Unknown

Current Exposure

Netting Arrangements

Current Collateral

Counterparty
Risk
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Wrong Way Risk

Wrong Way Risk (WWR)

Probability of Default (PD)

Risk Exposure

The more money 
owed by the 
counterparty, the 
greater chance 
the counterparty 
will default
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General WWR

Counterparty creditworthiness 
and exposure are both driven by 

macro-economic conditions

Wrong Way Risk (WWR)

Specific WWR

Risk profile is driven by the 
specific risk profile of the 

counterparty or transaction

E.g. Short equity swap position
(In a stock market crash, they would 
experience a jump in their winning 

position while the counterparty may 
suffer from the economic downturn)

E.g. Interest rate swap
(Increase in interest rates increases 

amounts owed to the bank, but 
significant variable rate interest loans 

mean higher interest payments)

Wrong Way Risk (WWR)Counterparty Credit Risk (CCR)

Collateral

Effective when WWR is slow moving - as exposure increases (and counterparties credit quality erodes) 
more collateral is collected to reduce the size of potential losses
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Wrong Way Risk (WWR) Right Way Risk (RWR)

Probability of Default (PD)

Risk Exposure

Probability of Default (PD)

Exchange Traded 
Instruments
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Stocks Futures Contracts

Central Counterparty (CCP)

Party A Party B

Buyer to Party A Seller to Party B

NOVATION

Central Counterparty (CCP)
Party A Party B

CCP would potentially face a loss
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Central Counterparty (CCP)
Party A Party B

CCP collects margin from 
both counterparties

INITIAL MARGIN

Cover the losses it might suffer

Variation margin

Any offsetting exposure can also be netted off, reducing the overall exposure that the CCP faces to any one party

Margin example -
gold futures contract
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Initial margin requirements

9,130 for a speculator 8,300 for a hedger 

Trade
$214,000 worth of gold

Speculator would need 
to pay the exchange $9,130

Equating to just over 4% 
of the contracts’ value
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Mitigating 
Counterparty Risk

Netting & 
Marking to Market Collateralization Counterparty

Diversification
Standardized 

Documentation
Centralized 

Clearing Where 
Possible

High-quality 
Counterparties 

Hedging with 
Derivative 
Contracts

Tools to help mitigate Counterparty Risk
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Trade with high-quality counterparties 
with strong credit ratings

Having exposures to counterparties who are less likely to default

Collateralization Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Hedging with 

Derivative 
Contracts

Netting & 
Marking to Market

Participants in the wholesale financial markets 
will have multiple open trades with many counterparties 

Determined and analyzed so 
that the bank is fully aware of the 

true exposure that they face
Marking-to-market regularly 

Collateralization
Hedging with 

Derivative 
Contracts

Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Netting & 

Marking to 
Market
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Counterparties providing 
high-quality collateral

Cash Liquid securities 

Held against any loss-making positions of the counterparty

Collateralization Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Hedging with 

Derivative 
Contracts

Netting & 
Marking to Market

Banks may hedge their counterparty risk 

Derivative contracts e.g. Credit default swaps

Collateralization
Hedging with 

Derivative 
Contracts

Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Netting & 

Marking to Market
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Counterparty risk is 
likely to be lower 

Trading with multiple 
counterparties 

If one counterparty were to default

The impact on the bank 
would be more limited… 

…than if trades were entered 
into with a smaller number 

of counterparties

Collateralization Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Hedging with 

Derivative 
Contracts

Netting & 
Marking to Market

Large banks and institutions typically use 
standardized agreements for netting and collateral

International Swaps and Derivatives Association (ISDA)

Collateralization Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Hedging with 

Derivative 
Contracts

Netting & 
Marking to Market
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Centrally cleared where this is possible

Centralized clearing wherever possible will 
substantially reduce counterparty risk

2008 global financial crisis 

Some forms of 
standardized interest 

rate swaps 
Credit default swaps 

Collateralization Counterparty
Diversification

Standardized 
Documentation

Centralized 
Clearing Where 

Possible
High-quality 

Counterparties 
Hedging with 

Derivative 
Contracts

Netting & 
Marking to Market

Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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