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Bank of America, Citigroup Inc. (C) and Morgan Stanley also don’t
list gross amounts of CDS on GIIPS debt in their filings. All three

banks provide figures within their disclosures that they say include a net of their credit-default
swaps bought and sold on the five countries.
Citigroup’s net funded exposure as of Sept. 30 was $7.2 billion, and its unfunded
commitments were $9.2 billion, the New York-based bank said in a filing and a presentation.
Bank of America, based in Charlotte, North Carolina, said total net exposure was $14.6
billion for the five countries, while New York-based Morgan Stanley (MS) listed $2.1 billion.
Jon Diat, a Citigroup spokesman, declined to comment, as did Bank of America’s Jerry
Dubrowski, JPMorgan’s Howard Opinsky and Morgan Stanley’s Mark Lake.
Banks exchange collateral, usually cash or liquid securities such as U.S. government debt,
with trading partners as the value of their credit-default swaps fluctuates and their perception
of one another’s ability to repay changes.

Bungee Cords
If the value of Italian bonds drops, as it did last week, a U.S. firm that sold a credit-default
swap on that debt to a French bank would have to provide more collateral. The same U.S.
company might be collecting collateral from a British bank because it bought a swap from that
firm.
As long as all three banks can make good on their promises, the trade doesn’t have much
risk. It could all unravel if the British firm runs into trouble because it’s waiting for a payment
from an Italian company that defaults. The collapse of Lehman Brothers Holdings Inc. in 2008
demonstrated some of the ripple effects that one failure can have in the market.
“We learned from Lehman that all of these firms are tied together with bungee cords -- you
can’t just lift one out without it affecting everyone else in the group,” said Brad Hintz, an
analyst at Sanford C. Bernstein & Co. in New York who previously worked at Lehman
Brothers and Morgan Stanley. More disclosure “may push the stock prices down when it
becomes clear how big the bungee cords are. But it certainly would be a welcome addition for
an analyst.”

FASB Rule
The Financial Accounting Standards Board in 2008 started requiring companies to disclose
the worldwide gross notional credit protection they’ve written and bought. As of Sept. 30,
JPMorgan said it had sold $3.13 trillion of credit-derivative protection and purchased $3.07
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trillion, up from $2.75 trillion sold and $2.72 trillion bought at the end of 2010, filings show.
Goldman Sachs disclosed it had written $2.07 trillion and bought $2.20 trillion, about the same
amount it reported at year-end.
At the end of the second quarter, those two firms accounted for 43 percent of the $24 trillion
of credit derivatives sold and bought by the 25 largest banks in the U.S., according to the
Office of the Comptroller of the Currency. The top five account for 97 percent of the total, the
data show.
Guarantees provided by U.S. lenders on government, bank and corporate debt in Greece,
Italy, Ireland, Portugal and Spain rose by $80.7 billion to $518 billion in the first half of 2011,
according to the Bank for International Settlements.

‘Ultra-Transparency’
Neither FASB nor the SEC requires banks to disclose how many of those derivatives are
written by country or region. That’s something Richard Fisher, president of the Federal
Reserve Bank of Dallas, would like to see changed.
“We should have ultra-transparency on those institutions,” Fisher said of the biggest financial
firms in a Nov. 14 interview at Bloomberg headquarters in New York. “They should report both
their gross and their net CDS exposure, and they should do it country-by-country. After all,
they need to inform their shareholders.”
Banks are reluctant to provide the figures in part because doing so would reveal too much
information about their positions and operations, said Jon Fisher, a portfolio manager at Fifth
Third Asset Management in Minneapolis, which manages more than $16 billion. The sheer
size of the numbers may also be a deterrent, investors said.

‘Biggest Fear’
“I think the biggest fear is the numbers are so large that even though they offset, it would
maybe shock people,” said Ralph Cole, a senior vice president in research at Ferguson
Wellman Inc. in Portland, Oregon, which manages $2.8 billion including JPMorgan stock.
“Maybe they don’t think that disclosure will be treated fairly or understood well.”
Still, “they need to give us a good reason why we shouldn’t see that,” he said. “More
disclosure is better, and you can see that in their valuations right now.”
Bank of America, Citigroup, Goldman Sachs and Morgan Stanley have each fallen more than
40 percent this year, while JPMorgan has dropped 23 percent. Each of the lenders trades at
least 24 percent below book value, indicating investors are questioning the assets on the
firms’ balance sheets.
Lloyd C. Blankfein, 57, Goldman Sachs’s chairman and chief executive officer, said in an
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interview with the Financial Crisis Inquiry Commission staff last year that the amount of the
firm’s derivatives trades shouldn’t be a cause for alarm.

‘Longs and Shorts’
“We either have netting agreements, or they foot, or they cancel each other out, or they’re
longs and shorts on the same instrument,” he said, answering a question about how the firm
manages so many contracts in a crisis. “The only way you can run a business like that is to
have these systems work so they can aggregate stuff, so you can run the business on a
macro basis, and also so you can get the details quickly if you need them. And that’s all
systems and technology.”
Lindsey, the former SEC official who’s now president of New York-based Callcott Group LLC,
which consults on markets and market operations, said few firms have systems that can
portray their real-time exposure to trading partners.
“That’s very difficult for any firm to have a good handle on all of that -- you know large
positions and you know what certain positions are, but to be able to say I’ve adequately
aggregated all of my long exposure and all of my short exposure to a specific counterparty
may be very difficult,” Lindsey said. “I don’t know of a firm where it’s not pulled together by a
phone call, where somebody says, ‘OK, we need to know our exposure to X,’ and a lot of
people stop their day jobs and try to find an answer.”

‘Needlessly Cause Reaction’
Lindsey said banks may be wary of disclosures that could confuse investors. Figures such
as gross notional exposure -- the total amount of debt insured by credit derivatives -- give
investors an exaggerated sense of the risk and could “needlessly cause reaction,” he said.
Other methods, such as stress-testing, scenario analysis or so-called value-at-risk
estimates, rely on models that may underestimate risk because historical data on sovereign
defaults show them to be unlikely.
“If you’re looking at your exposure to a defaulting sovereign, there’s a relatively low frequency
rate,” Lindsey said. “So it really depends on what they’ve done internally to back up their
ideas of what their assessment of the probability of default is.”
To contact the reporters on this story: Christine Harper in New York at
charper@bloomberg.net; Michael J. Moore in New York at mmoore55@bloomberg.net
To contact the editor responsible for this story: Rick Green at rgreen18@bloomberg.net
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