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Counterparty and solvency risk means an exchange may not be able to return your crypto, fiat, or trading

collateral when you need it.

An exchange can face this problem because of hidden debt, poor risk management, hacks, affiliate losses,

illiquid reserves, legal issues, or misuse of customer funds. Proof of Reserves can be helpful, but it does not

fully prove that an exchange is solvent because it may not show all liabilities, loans, or off-chain obligations.

To reduce your risk, verify the exact legal entity behind the exchange, check its regulatory status, review its
Proof of Reserves and disclosures, avoid keeping unnecessary funds on one platform, and withdraw long-

term holdings to self-custody when appropriate.

In simple terms: use exchanges for trading, but do not blindly trust them as permanent storage for all of your

assets.

What ThisArticle Covers
This guide explains:
1. What counterparty and solvency risk mean in crypto exchanges
2. Why exchange trust matters for traders
3. How exchanges can become insolvent
4. What Proof of Reserves can and cannot prove
5. How to assess whether an exchange appears trustworthy
6. The main red flags traders should watch for
7. How to reduce exchange custody risk
8. What to do if you become concerned about an exchange

9. How regulation and self-custody fit into exchange risk management

brokerate.io


https://brokerate.io/exchanges
https://brokerate.io/library/crypto-exchange-account-hacked-phished-or-locked-the-complete-recovery-guide
https://brokerate.io
https://brokerate.io

brokerate.io

1. What Is Counterparty and Solvency Risk in Crypto Exchanges?
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Counterparty risk is the risk that the exchange holding your assets cannot, will not, or is not legally able to

return them.

Solvency risk is more specific. It means the exchange may owe more money or crypto than it actually owns or

can access.

For example, you may see 2 BTC in your exchange account. However, that balance depends on the exchange
being able to process your withdrawal. If the company has lost funds, lent customer assets, has frozen bank

accounts, or cannot meet its obligations, your displayed balance may not be fully accessible.
This is why traders should not only ask whether an exchange has low fees or many trading pairs. They should

also ask whether the platform can survive pressure and honor withdrawals.

2. Why Exchange Trust Mattersfor Traders

When you use a centralized exchange, you usually do not control the private keys to the crypto held in your

account.

The exchange controls the wallets and keeps internal records showing your balance. Inreturn, it has an

obligation to give you access to your funds based on its terms and conditions.
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This creates a trust relationship.

A trader may face several risks at the same time:

The price of crypto may fall.

Aleveraged position may be liquidated.

The exchange may suffer a security breach.

Withdrawals may be delayed.

The company may become insolvent.

A regulator may restrict the exchange’s services.

The account may be frozen for compliance checks.

Market risk is unavoidable when trading crypto. Exchange counterparty risk is different because it depends

on the platform you choose.

3. How Crypto Exchanges Can Become | nsolvent
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An exchange does not need to announce a bankruptcy before risks appear. Problems can build quietly in the

background.

Customer Funds Are Misused

The most serious risk appears when customer assets are used for lending, internal trading, affiliate financing,

or other activities that users did not clearly agree to.

If those activities create losses, the exchange may not have enough liquid assets available when customers

request withdrawals.

The Exchange Has Hidden Liabilities

An exchange may show large wallet balances, but that does not automatically mean it can meet all

obligations.

Its liabilities may include:

Customer spot balances

o Fiat deposits

e Margin collateral

e Futures collateral

e Lending obligations

e Earn-program balances

e Staking balances

¢ Institutional client assets

e Loans from third parties

e Legal claims and unpaid debts

A platform can look strong on the surface while its real liabilities are much larger than public information

suggests.

Reserves Arellliquid or Poor Quality

Not all reserves are equally reliable.
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Bitcoin, Ethereum, cash, and highly liquid stablecoins are generally easier to transfer or sell than low-volume

tokens, locked assets, private investments, or the exchange’s own token.

An exchange may report a large reserve balance, but that balance may become much less useful if the assets

cannot be sold quickly during a crisis.

A Withdrawal Run Createsa Liquidity Crisis

An exchange can have assets on paper but still struggle to meet a sudden wave of withdrawals.
This may happen when assets are locked, lent out, tied to third parties, or held in volatile collateral.

A liquidity problem does not always mean insolvency. However, repeated withdrawal delays, unclear updates,

and sudden restrictions should be taken seriously.

4. Proof of Reserves: What It Can and Cannot Prove

Proof of Reserves: What It Can and Cannot Prove

Proof of Reserves is a transparency method used by some exchanges to show that they control certain on-

chain assets.

In stronger systems, users can verify that their account balance was included in a liability snapshot through

methods such as Merkle trees or cryptographic proofs.

Proof of Reserves is useful, but it is not a complete answer to exchange solvency.
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What Proof of Reserves Can Show

Proof of Reserves may help show that:

The exchange controls certain crypto wallet addresses.

The exchange has reported holdings of selected assets.

Customer balances were included in a snapshot.

Users can verify that their account was included.

The exchange published a dated reserve report.

What Proof of Reserves Cannot Fully Show

Proof of Reserves may not show:

e Off-chain debt

Loans to related companies

Fiat liabilities

Legal claims

Borrowed funds used temporarily for a snapshot

Whether reserves are pledged as collateral

Whether customer assets are legally segregated

Whether the exchange can survive a major withdrawal run

Whether internal financial controls are strong

The key pointis simple:

Proof of Reserves is a helpful transparency tool, not a full guarantee that an exchange is solvent.
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5. How to Assess Whether a Crypto Exchange Is Trustworthy
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You cannot remove all exchange risk. However, you can compare platforms more carefully before depositing

meaningful funds.

Check the Legal Entity

Find the exact company that serves users in your country.

A global exchange brand may operate through several legal entities. The company handling your account
may have different protections, restrictions, and regulatory obligations than another branch of the same

brand.

Check Regulatory Status

Look for the exchange in official regulatory registers where relevant.

Do not rely only on claims such as “licensed,” “regulated,” or “compliant.” Check which entity is authorised,

where itis authorised, and what services it is permitted to offer.

Review Proof of Reserves and Financial Transparency

Look beyond a simple “100% backed” statement.

Check:
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When was the report published?

Which assets are included?

Does itinclude liabilities?

Can users verify their own balance?

Is an independent firm involved?

Does the report explain exclusions?

Is the exchange transparent about asset ownership?

Look at Reserve Quality

Ask whether reserves are mainly held in liquid and diversified assets.

Areserve system heavily dependent on the exchange’s own token, thinly traded coins, or locked assets may

carry more risk than one with a stronger mix of liquid assets.

Review Related-Party Exposure

Try to understand whether the exchange is connected to:

¢ A market maker

Alending company

A hedge fund

Aventure capital firm

A token issuer

A stablecoin issuer

A custody provider

Related-party relationships are not automatically bad. However, they can create conflicts of interest and

increase the risk that customer funds are exposed to other parts of a business group.
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6. Red Flags Traders Should Watch For

No single red flag proves that an exchange is insolvent. However, multiple warning signs should make traders

more cautious.

Repeated Withdrawal Delays

Temporary wallet maintenance can happen.

But repeated delays, changing explanations, reduced withdrawal limits, or unclear support responses may

indicate operational or liquidity problems.

Sudden Changesto Termsor Limits

Pay attention when an exchange suddenly changes:

Withdrawal limits

KYC requirements

Earn-product terms

Margin rules

Fee structures
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