
Hedge funds transfer billions of dollars to their
trading counterparty banks and their affiliates to

collateralize their obligations under derivatives transactions, and
most of this collateral — referred to as initial margin, upfront
collateral or the Independent Amount in an ISDA Credit
Support Annex (CSA) — remains with the bank counterparty
without regard to the mark-to-market value of the trades. The
banks generally have free use of these funds and securities to
invest, sell or repledge as they are commingled with the bank’s
other assets. 

What happens to all this collateral if the bank becomes
insolvent?

Unfortunately for a hedge fund or other bank counterparty
(e.g., pension plans or corporate entities), unless its collateral is
segregated from its bank’s other assets, the counterparty may not
be able to recover it. While Rule 15c3-3 of the Securities
Exchange Act of 1934, as amended, requires U.S. registered
broker-dealers to segregate “fully paid securities” and, together
with Rule 15c3-2, imposes limitations on a broker-dealer’s use of
“free credit balances,” these rules do not apply to collateral held
by the broker-dealer’s unregulated affiliates. Commercial banks as
well are not required to segregate counterparty collateral.  

Market Practice
U.S. registered broker-dealers enter into derivatives transactions
through their unregulated affiliates in order to reduce capital
reserve requirements but also to be able to use counterparty
collateral. Therefore, unless the parties agree that collateral will be
segregated from the general assets of the secured party, the
secured party’s only obligations with respect to such collateral
derive from the parties’ agreement. The market practice with
respect to the secured party’s possession of collateral is reflected in
Paragraph 6(c) of the ISDA CSA (New York law), which permits
the secured party to “sell, pledge, rehypothecate, assign, invest,
use, commingle or otherwise dispose of, or otherwise use in its
business any posted collateral it holds, free from any claim or
right of any nature whatsoever of the pledgor, including any
equity or right of redemption by the pledgor” — i.e., to treat the
collateral as though it were its own. While Paragraph 13(g)(ii) of
the CSA requires the parties to choose whether Paragraph 6(c)
will apply, the provision’s disapplication is the exception rather
than the norm. A bank will sometimes set conditions for the
“use” of its own collateral by its hedge fund or other counterparty

(based on, for example, a net asset value (NAV) decline trigger or
Specified Condition as defined in the CSA) but will generally
insist upon its own free use of its counterparty’s collateral.  

Consequences Of Bank Insolvency
So, what is the practical risk to a hedge fund or other derivatives
counterparty if its bank becomes insolvent?  Because bankruptcy
is an event of default under the ISDA Master Agreement, the
hedge fund will be entitled to terminate and close out all existing
transactions, determine the net payment owed by one party to the
other and, under Paragraph 8(b) of the CSA, demand the return
of any collateral held by the bank in excess of amounts owed to
the bank.  If, as is usually the case, the hedge fund pledged
collateral to its counterparty and Paragraph 6(c) of the CSA
applies, then the insolvent bank will have “used” the collateral
either by selling it or repledging it. In either case, the collateral
will have been commingled with other bank assets, and the bank’s
counterparty will likely find itself with nothing more than a
general unsecured claim in the bank’s insolvency proceeding.   

Upfront Versus Mark-to-Market Collateral
While the risk with respect to variation margin, or mark-to-mark
collateral, is limited because the amount is based on the daily net
value of the portfolio, the initial margin amount is not related to
which party is in or out of the money and by how much. When
the bank is also acting as a prime broker for a hedge fund or other
end-user and the initial margin is calculated based on the bank’s
proprietary “portfolio” margining regime, the amount of collateral
pledged to the bank will in most cases far exceed the actual
exposure of the bank to the fund. This means that, if a bank
becomes insolvent and its hedge fund counterparty exercises its
close-out rights, the hedge fund in all likelihood will be entitled to
the return of collateral even if the net termination amount is owed
to the bank. The amount of excess collateral subject to return may
amount to hundreds of millions of dollars.  The risk to hedge
fund pledgors with respect to initial margin has exacerbated over
the last several months as banks have responded to their own
losses by subjecting counterparty portfolios to more severe stress
testing resulting in substantially higher margin requirements.

The Lesson Of Bear Stearns
As we now all know, the risk that a prime broker or financial
institution derivatives counterparty may suffer a liquidity crisis or
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become insolvent is not merely theoretical.  And, while initially
there may be a slow bleed, once the hemorrhaging begins it
becomes fast and furious. Bear Stearns was sold to JPMorgan for
USD10 per share 14 months after the stock reached its all time
high of more than USD170 per share and less than three months
after Bear Stearns reported its first quarterly loss ever. 

During this period, many of Bear Stearns’ derivatives
counterparties novated their trades to other more stable financial
institutions. Their aim was to get out ahead of the pack and
before the commencement of formal insolvency proceedings
where they would be vying with other unsecured creditors for a
piece of a shrinking pie. What was at stake was not only Bear’s
ability to make payments under transactions but Bear’s ability to
return counterparty collateral.  

Segregation of Collateral
When collateral is in the possession of a custodian, the non-
debtor pledgor can exercise its rights under the CSA and the
custodial agreement, if any, to recover its clearly identifiable
assets. There are two routes to accomplish this: (1) by giving
hedge fund pledgors the option to have their collateral segregated
at any time (in exchange for, e.g., a reduction of interest on cash
collateral from the typical Fed Funds rate to Fed Funds minus a

spread); or (2) by using the segregation of collateral as a remedy
based on a financial trigger. Historically, except when segregation
of collateral is legally required, banks have not been willing to
give up their right to use freely counterparty collateral. First,
banks strongly resist any restriction on their use of counterparty
collateral because it is a component of what they earn from the
counterparty relationship. For this reason, banks frequently
caution that their inability to use counterparty collateral will
result in increased pricing of trades. Second, the only way to
ensure that collateral is being segregated is to set up a third-party
custodian arrangement, which entails additional expenses. Even
when banks are willing to discuss the segregation of collateral
with their most valued customers, the difficulty of negotiating
with a healthy financial institution the hard and soft costs of a
third-party custodian may make the arrangement unfeasible.

Part II of this Learning Curve, which will appear in next week’s
issue, will discuss, among other things, using a decline in book
value as a trigger event for the segregation of collateral.

This week’s Learning Curve was written by Sherri Venokur,
member of the firm and chair of Lowenstein Sandler’s derivatives
practice group, and Richard Bernstein, associate in the investment
management group.

17-19 September, 2008
Westin Tokyo
Tokyo, Japan

For the latest program information, visit www.futuresindustry.org

Program Topics include:
 

 Japan Commodity Market: Regulatory Perspective
 Japan Financial Market Center: Regulatory Perspective

  What Drives Commodity Prices?

In cooperation with FIA Japan Chapter 
Host Exchanges:

 
Gold Sponsor:

 
Silver Sponsor:

 
Sponsors:

 
 
 

 

 
 

Media Sponsors:
Automated Trader    DW Online    Profit & Loss   
Securities Industry News    The Wall Street Journal Asia

dw090808  9/5/08  11:51 AM  Page 9




