
Lecture 06 : Dynamic Credit Exposures 

Chapter 5 - Dynamic Credit Exposure 

• certain financial agreements generate a credit exposure whose amount is not a fixed 

number known at inception but rather the one that changes over time: the credit 

exposure is not fixed because it will fluctuate with the value of an underlying product 

in which the financial agreement is based - Dynamic credit exposures 

• Key features of dynamic credit exposures: 

•  

o involve transactions of financial instruments such as FX interest rates, goods 

that fluctuate 

o they have a long tenor - several years 

o in some cases no cash is exchanged upfront 

o Both parties commit to make a payment to buy/sell in the future. 

• What determines the dynamic credit exposure: difference between the predetermined 

conditions and the prevailing ones at the time of the expected payment: long term 

supply or purchase agreements of physical commodities and derivative transactions.  

•  

o Mark-to-market and Value at Risk are the methodologies to know if the 

firm has credit capacity to enable the transaction. 

Long term supply agreements 

• Involve one party committing to sell a product for a long period of time and another 

one committing to make payments: the price is set at the beginning 

•  

o e.g: utility corp, a major portion of the operating expenses: purchase of oil 

(fluctuates a lot). To avoid beig exposed to the volatility of prices, which 

would make financing nearly impossible, utilities enter into long-term 

contracts with commodity suppliers. By buying oil on a fixed price, they 

eliminate the exposure of fluctuations of the market price and know their cash 

outflows.  

o Using this example, what will be the consequence of signing a supply contract 

for both companies: 

o  

▪ Cash flow perspective, the suppliers and the corp will exchanged the 

fixed amount of capital 

▪ However, if there are variables affecting the market, the oil price goes 

up so the supplier will default and the company will have to seek for 

another company 

▪ The financial loss for the corp generated from the brankruptcy of 

Trader & Co, is fairly easy to calculate: 100,000 (gallons) * 12 

(months) * ($4-$3) = 1.2 m 



 

▪ The supply contract generated a credit risk for the corp because the 

corp suffered a financial loss. Three main parameters influenced the 

magnitude of loss: 

 

▪ The agreed price ($3) 

▪ The remaining lifetime of the contract (four years) 

▪ The market price at the time of Trader and Co's default ($4) 

▪ The two points alone would not differ from a bank loan, what creates 

the dynamic exposure is the fact that the magnitude of the credit 

exposure depends on the market price at the time of default - each time 

the price of the product underlying agreement changes, the credit 

exposure changes.  

▪ Credit exposure depends in the changes on the underlying prices - it 

cannot be calculated in advance. 

▪ The long term nature of the loan, generates a higher degree of 

uncertainty 

Derivative products 

• Derivatives are financial instruments that companies use to hedge against risk or to 

speculate price movements - interest rates, exchange, equities and commodities. 

• In most cases, there is no cash exchange in the beginning - simply the fact of entering 

into a contract generates a credit risk 

•  

o e.g: interest swap rate 
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