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Coronavirus May Infect Derivatives Markets, Sending Counterparties Crashing

As the novel coronavirus spreads rapidly around the world, financial markets are becoming increasingly volatile. Equities have
plunged into bear market territory, upending a decade-long expansion, and corporate credit markets are facing the possibility
of widespread downgrades and defaults. Against this backdrop, derivatives markets are seeing activity spike. Over time,
mounting margin calls and economic disruption may see counterparty credit risk (CCR) emerge as a key financial market
vulnerability.

By March 23, confirmed cases of the coronavirus topped 340,000,

affecting almost every country in the world. As the death toll rises and the What iS CCR?

spread of the virus accelerates, many nations are grappling with potentially

enormous economic costs and financial markets are reeling in the face of CCRis the risk of loss due to a

rising global risk. counterparty defaulting before the maturity

of one or more transactions.
Economic Impact
It is primarily a form of credit risk but is
different from other forms of credit risk —
some of its risk characteristics are more
akin to market risk.

The spread of the coronavirus — which the World Health Organization
(WHO) has declared a pandemic - is causing both supply and demand
shocks.

Production lines and workplaces are being affected by quarantines, This is because:
closures, and absent workers, reducing the production and supply of
certain goods and services. At the same time, consumers are curtailing
their activities, traveling less, and reducing their spending in fear of job

» Either party could be exposed —there is
bilateral risk as either, but not both,
parties could face a loss

losses, reducing demand. These combined disruptions are threatening Risks change over time — the value of

global economic growth. derivatives contracts change with the
market:

In response, investors have sold off equities, sending global stock markets Risk exposure could be zero — a party is

decisively into bear territory and pushing down yields on government only exposed to CCR where it is due to

debt amidst a flight to safety. At the same time, yields on corporate debt receive payment from the counterparty

have spiked as investors worry about the rising risk of defaults by )
companies affected by the coronavirus. . INTUITION

Against this backdrop, some are sounding a note of caution in other key
markets, especially derivatives markets. As volatility rises, firms on both
sides of derivatives contracts may face rising counterparty credit risk (CCR).

CCR in a time of market chaos
The use of derivatives contracts is widespread among both banks and nonbank companies. For example, many nonbank

corporates use foreign exchange or interest rates derivatives to hedge key risks. In normal times, these contracts inevitably
create a degree of CCR. In times of extraordinary volatility, however, that risk can spike.
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Market Turmoil
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Many over-the-counter (OTC) derivatives require the party that is out of the money to provide collateral to cover potential
losses. When the market moves and potential losses mount up, the party on the losing side of the transaction may face
collateral calls.

As markets become increasingly volatile and market movements increase in size, such margin calls may become larger and
more frequent. For companies already facing disruptions associated with the economic shock of the coronavirus, the need to
provide liquid assets as collateral against mounting derivatives losses may put extreme pressure on cash flows, potentially
tipping otherwise healthy businesses into default. This would greatly increase CCR throughout derivatives markets.

OTC derivatives also face potential payment and settlement disruptions. Quarantines and lockdowns may disrupt workflows
and affect companies’ ability to make timely payments. This could potentially trigger force majeure clauses in trading
agreements that reference the 2002 ISDA Master Agreement, leading to the unexpected early termination of contracts.

As the coronavirus pandemic continues to evolve, companies must monitor and evaluate a growing pool of risk. Rising CCR
may become an increasingly important component of this risk as market volatility and disruption increase.

Intuition Know-How has a number of tutorials that are relevant to CCR and other topics discussed above:

e Risk — Primer

¢ Risk Management — An Introduction

¢ Risk Management — Risk Types & Measurement

e Counterparty Credit Risk (CCR) — An Introduction

e Counterparty Credit Risk (CCR) — Measurement

e Counterparty Credit Risk (CCR) - Management

e Asset Management - Credit Risk & Counterparty Credit Risk (CCR)
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How Pension Funds Can Lead The Way In Responsible Investing

Globally, pension funds hold an estimated $20 trillion in assets, making them the single largest asset pool in the world. Given
their size — and the fact that they are long-term investors — many have looked to pension funds for leadership in the field of
socially responsible investing (SRI). Unfortunately, faced with rapidly aging populations and solvency issues, many funds have
been slow to adopt investment practices that consider environmental, social, and governance (ESG) factors. However, as
regulations such as the European Union’s IORP Il and Action Plan on Sustainable Finance come into force, this may be
changing.

Global pension funds represent the largest pool of investment capital in the world. As such, they could have a major impact on
the world’s efforts to address issues such as climate change, inequality, and cybersecurity vulnerabilities. By allocating capital
to companies and assets that act ethically and for the long-term, pension funds could reshape the global economy.

However, relatively few have fully embraced socially responsible investing (SRI) or incorporated environmental, social, and
governance (ESG) factors in their investment processes.

There are many reasons for pension funds’ failure to embrace SRI.

Around the world, funds are grappling with falling birth rates and rising life expectancy, placing a strain on their ability to make
payments.

Fertility Rate & Life Expectancy

BIRTHS PER WOMAN
LIFE EXPECTANCY AT BIRTH (YEARS)

Fertility rate -Life expectancy at birth

Source: World Bank
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At the same time, a sustained period of low yields has reduced funds’ returns and forced them to turn to higher-risk assets for
the growth they need. As funds shift from their traditional sovereign debt allocations into more aggressive allocations to stock
markets and private equity, ESG factors have often fallen by the wayside.

However, the regulatory environment is slowly shifting, and new rules are likely to increase the pressure on pension funds to
make SRI a core part of their investment approach.

New rules, new approaches

In some respects, the European Union has led the way in the adoption of common standards for SRI. For pension funds, two
pieces of legislation, in particular, are changing the way they think about and engage with responsible investing.

The first is IORP II, the 2016 successor to the 2003 Institutions for Occupational Retirement Provision Directive (IORP). IORP Il
focused on improving the quality of pension fund governance, ensuring that fund members understand their fund’s approach
to investing and that investment flows support long-term economic growth that protects the natural environment.

As such, it includes various provisions related to SRI. The first such provision gives pension funds explicit permission to
consider ESG criteria as part of their investment management processes.

Historically, some investment managers have been reluctant to consider ESG factors as they feared that doing so would
conflict with their fiduciary duty to deliver the best possible returns for fund beneficiaries. Such managers worried that
consideration of ESG matters may result in lower returns.

IORP Il allows funds to consider ESG matters as part of their broader investment management processes, in a manner that a
“prudent person” would find acceptable. Funds must also explicitly disclose their ESG approach in their publicly available
Statement of Investment Principles, thereby allowing members to understand the role ESG considerations play in the
management of their retirement savings.

The second key provision relates to funds’ risk assessment processes. Funds are required to conduct regular own risk
assessments that incorporate “an assessment of new or emerging risks, including risks related to climate change,
use of resources and the environment, social risks, and risks related to the depreciation of assets due to regulatory change.”

This means that pension funds must assess and report on the risks that various ESG factors may pose to their funds -
including the risk of physical dangers related to climate change, such as increased flooding. This process is likely to
encourage pension fund trustees and investment managers to consider ESG factors and to incorporate responsible investing
practices to mitigate the risks they may pose.

The provisions of IORP Il will be supported by the European Commission’s Action Plan on Sustainable Finance. This detailed
plan seeks to connect finance to sustainability in order to ensure that economic growth objectives are aligned with the need
for sustainable development.

Among other things, the Action Plan will be supported by legislation that creates a taxonomy of sustainable financial products
and makes it easier for investors to find comparable and detailed information about ESG factors. These measures will help
pension funds’ efforts to assess their ESG risks and incorporate ESG factors into their investment processes.
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Beyond Europe

The EU is in the process of building a comprehensive framework for sustainable finance, seeking to ensure that investment
flows into companies that are aligned with the need for sustainable long-term economic growth that minimizes harm to the
environment.

In the US, many public pension funds have adopted their own SRI approaches — one estimate states that around $2.7 trillion of
US public pension assets apply some form of ESG/SRI screening or strategy. However, there is currently no federal legislation
governing issues such as ESG and SRI reporting or investment mandates - although the Department of Labor has clarified that
incorporating ESG factors is consistent with trustees’ fiduciary duties under the Employee Retirement Income Security Act
(ERISA).

Efforts are underway to implement reporting legislation but, at present, the US Congress has displayed relatively little appetite
for creating federal guidelines. Therefore, as nations around the world grapple with rising climate risks and growing investor
concerns around sustainability — as well as pension funding crises — many will look to the EU as a regulatory template.

IORP Il and the Action Plan on Sustainable Finance may ultimately have an extensive, global impact.

Intuition Know-How has a number of tutorials that are relevant to pension funds and sustainable investment:

e ESG & SRI Investing

e Business of Pensions & Retirement

e Financial Regulation = An Introduction
e Financial Authorities (Europe) — ECB

e Financial Authorities (Europe) — ESFS
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