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The financial market turmoil of recent months has highlighted the
importance of counterparty risk. Here, we discuss counterparty risk
that may stem from the OTC derivatives markets and attempt to assess
the scope of potential cascade effects. This risk is measured by losses
to the financial system that may result via the OTC derivative contracts
from the default of one or more banks or primary broker-dealers. We
then stress the importance of "netting" within the OTC derivative
contracts. Our methodology shows that, even using data from before
the worsening of the crisis in late Summer 2008, the potential cascade
effects could be very substantial. We summarize our results in the
context of the stability of the banking system and provide some policy
measures that could be usefully considered by the regulators in their
discussions of current issues.
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