

	
	

	









	




	







	









		

		
		

	
	




	
	


	
	



	
	


	
	
	
	
	
	
		
			
			
		

		
		
	

	

	



	
	
	
	

	







	















	Skip to main content












	

	

	
	

	

	
	












			

			





			






	




	


	
	





	








	

	
	
		
		
		
		
		
		
		
		
		
		
		
		
		
	

	
	
		
		
		
	


















	
		
	

	

	
		
	

	







	
		
		
		

		
		
		
		
			
				
				









	
	    












    
    






    
    







    




    






    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    






    
        
    


    
            
            
                
            
            
                
        Add Paper to My Library
        
        

    















	














	
	    







 



	




	







	




































    



			

			
				
				
				
				
				
						
				
				
				
					
						Share:
							
	
	
	


					

					
				
				
				




				
				

    
        
        
        
            

		
		
		
			
				
			
				
			
				
			
				
			
				
			
				
			
				
			
				
			
				
			
				
			
		

		
            

		
		
		
			
				
			
		
			
				
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		

		
            

            
        

        
    

    


    




				
				
					

					
					Permalink

						Using these links will ensure access to this page indefinitely

						
							
							Copy URL
						

						
				

				
			

		


		
			
				
				




	
	
		
	

	
	
		
		
	

	
	

	
	
	
	Transitive Counterparty Risk and Financial Contracts

	
    
        
            
            







    
    










    
    
    
    











			
                    Brooklyn Law Review, Vol. 78, No. 4, p. 1441,  2013
 
                    FSU College of Law, Law, Business & Economics Paper
 
        

    
	

	
	
		
		
			46 Pages
		
		

		Posted: 21 Jan 2014
		
			Last revised: 28 Jan 2014
		
		
	

	
		
			
			




	See all articles by Manuel A. UtsetManuel A. Utset
Florida State University College of Law


		

	
	
	
	
	



	
	
	
	
		
	
	
		
			Date Written: October 20, 2013

		
	

	
	
		
		
	

	
	
		
	
	
		Abstract

		This article develops a new theory of interconnected financial contracts.  It focuses on a common type of interconnected contracting scenario, in which party A enters into a contract with B, and B enters into a separate contract with C.  While A and C are not in privity of contract, their common relationship with B exposes them to â€œtransitive counterparty risk.â€�  Party B, in short,  is a conduit which transmits  risk.  If C enters into a contract with D, both A and B are exposed to potential transitive risk, and so on.  There are at least four reasons why it is important to develop  a better understanding of transitive risk contract relationships.  First, the most basic type of transaction involving financial institutions - in which the institution acts as a financial intermediary - creates a transitive risk relationship.  For example, the relationships among bank depositors, between depositors and bank borrowers, and between depositors, borrowers, and the FDIC all involve transitive risk contracts, in which the bank acts as a conduit.  Second, transactions in financial markets often involve transitive risk contracts: derivative transactions, repos, and the securitization process all involve transitive risk relationships.  Third, even a relatively simple financial contract can nonetheless have a high degree of complexity, if it is part of a larger chain of transitive risk contracts.  Fourth, parties  must account for transitive counterparty risk  in order to price financial contracts, and regulators charged with implementing the Dodd-Frank Act must account for counterparty risk  in order to determine whether or not financial institutions are too interconnected or the proliferation of a particular type of contract threatens the financial stability of the United States. 
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