Counterparty Risk Management Policy Group Il: OTC Documentation

Practices in a Changing Risk Environment
By Zdenka Seiner Griswold

Introduction

In January 1999, in the wake of the near demise of the hedge fund Long Term Capital

Management, twelve global banks and securities firms formed the Counterparty Risk Management
Policy Group (CRMPG I). The group was established to address counterparty credit and market risk,
and to recommend sound risk management practices among financial market participants. Chaired by
E. Gerald Corrigan, Managing Director at Goldman Sachs and former President of the Federal Reserve
Bank of New York, the group published its findings in a June 1999 Report titled “Improving

Counterparty Risk Management Practices.”

The CRMPG | Report established a strong set of risk management principles focusing on
improvements in four key areas: (i) counterparty credit assessment, (ii) risk management,

measurement and reporting, (iii) market practices and conventions and (iv) regulatory reporting.

Since 1999, much progress has been made in implementing the principles contained in the
CRMPG | Report, both in internal firm policies and procedures and in trade industry initiatives to
standardize practices and market conventions. Firms are better able to measure aggregate
counterparty credit exposure, use collateral as a risk mitigant, and evaluate potential exposures by
means of stress testing. Many documentation standards have been updated to achieve greater

conformity across products.

But much has also changed. Perhaps most significantly, the number of hedge funds has grown
dramatically, while the funds’ trading activities and strategies largely remain less transparent than those
of other market participants. According to the European Central Bank, global assets under hedge fund
management amount to an estimated USD 1 trillion.! At the same time, the derivatives market has seen
“spectacular growth,” as Alan Greenspan observed in May 2005 remarks to a conference held at the
Federal Reserve Bank of Chicago.? Most notable in the growth of the derivatives markets has been the
development of credit derivatives, with an aggregate outstanding notional amount of USD 12.43 trillion
as of mid-year 2005 according to the International Swaps and Derivatives Association (ISDA),? although
it is worth noting that the Joint Forum concluded in a March 2005 study, “Credit Risk Transfer,” that “the
aggregate amount of credit risk that has been transferred via credit derivatives and related transactions,
particularly outside the banking system, is still quite modest as a proportion of the total credit risk that

exists in the financial system.”
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Since 1999, the markets have also successfully weathered several disturbances, including the
bursting of the technology bubble in the late 1990s, the terrorist attacks of 9/11, and several corporate
bankruptcies. The lengthy period of extremely low interest rates and today’s availability of credit present
new potential risks and challenges. The passage of time, combined with these risks, events and market
developments in a different economic climate prompted a new financial industry initiative to revisit and

update the CRMPG | recommendations.

In January 2005, the first meeting of the Counterparty Risk Management Policy Group |l
(CRMPG I, Group or Policy Group) was held in New York. The Policy Group was again chaired by
Gerald Corrigan and was comprised of representatives from investment and commercial banks as well
as the hedge fund and investment management communities.’ The Group built on the work of CRMPG
I, with the goal of identifying additional measures to be taken by the financial community to “promote
the efficiency, effectiveness and stability of the global financial system.”® While Policy Group members
recognized that financial disturbances occur from time to time and do not generally lead to widespread
systemic risk, they noted that “rare but potentially virulent financial shocks may occur with little, if any,

warning.”’

Such financial shocks can lead to sudden declines in asset prices and concerns about
counterparty creditworthiness, position liquidations, and concerns about the adequacy of collateral, in

turn causing liquidity to disappear as investors sell off positions.

The Policy Group noted that focusing on ten fundamentals can help anticipate financial shocks

and mitigate their severity when they occur. These are:

1. Counterparty credit risk.

2. Evaporation of market liquidity.

3. Change in value of complex financial instruments.

4. Determining the value of financial instruments.

5. Use of a broad range of risk management techniques.

6. Integrity and reliability of the financial infrastructure, including effective payment and
settlement systems and back office operations.

7. Valuation and stress testing of illiquid assets.

8. Allocation of adequate resources to risk management and control functions.

9. Shift from traditional restructurings to the use of credit default swaps.

10. Cooperation among industry groups, industry leaders and supervisors in the interest of

financial stability.®

With these fundamentals in mind, on July 27, 2005, the Policy Group issued “The Report of the

Counterparty Risk Management Policy Group Il — Toward Greater Financial Stability: A Private Sector
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Perspective” (Report or CRMPG Il Report).” In addition to the Introduction and Executive Summary, the

CRMPG Il Report contains four substantive sections:

1. Risk Management and Risk-Related Disclosure Practices.
2. Financial Infrastructure: Documentation and Related Policies and Practices.
3. Complex Financial Products: Risk Management, Risk Distribution and Transparency.

4. Emerging Issues.

Each section includes Recommendations and Guiding Principles, the first more specific and the
latter more general and forward looking, with the stated goal of encouraging the financial sector to
support and implement both. Each Recommendation and Guiding Principle is placed in one of three

categories:

1. Actions to be taken by individual institutions (Category I).
2. Actions to be taken by industry participants together with trade associations (Category II).

3. Actions which require the cooperation of financial sector supervisors (Category lll).

The documentation component of the CRMPG Il Report, “Financial Infrastructure:
Documentation and Related Policies and Practices,” has attracted significant attention from the
financial services community, including supervisors. It is the primary focus of this article. The article will
also provide a brief summary of the Recommendations and Guiding Principles contained in the other

three sections.

Financial Infrastructure -- Documentation and Related Policies and Practices
The 1999 Report led to the formation of the Global Documentation Steering Committee (GDSC),

whose mission was to implement the original Report’s documentation-related recommendations.
Importantly, this mandate included minimizing “documentation basis risk'—the risk that market, credit
and legal risk will be exacerbated by disparities in documentation.”'® Several GDSC members took the
lead in compiling the documentation section of the report under the direction of GDSC Co-Chair and
CRMPG | and Il member Thomas A. Russo, Vice Chairman and Chief Legal Officer of Lehman

Brothers.

In this chapter, the Policy Group updates recommendations made in 1999 and includes new
Recommendations and Guidelines as necessary. Significantly, the Group focuses on two new areas:
the growth of credit derivatives, and the trend to, and need for, straight through processing and the
automation of back-office systems. The Group notes that since 1999, three general areas are worthy of

note:
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1. The development of a “robust” set of contractual tools, including the Bond Market
Association’s Cross-product Master Agreements, publication of the 2002 ISDA Master
Agreement and recommendations made by the GDSC to facilitate documentation
harmonization." As market participants trade a wider variety of products across multiple entities
and collateral is used to manage risk, parallel provisions across documents and efficient cross-
default and cross-margining tools are critical. While some of these tools are not yet widely used,

they provide much of the “plumbing” needed to manage risk through documentation.

2. The continuing evolution in regulatory capital rules, including those of the Basel Committee
on Banking Supervision and various national rules governing the calculation of regulatory
capital. The Group notes that these rules, which have a significant impact on the financial
markets, should “encourage the use of risk-mitigating tools such as cross-product and cross-

affiliate netting agreements.”"?

3. Straight through processing (STP), described as the “integration of trading, reporting and
control functions,” includes automated trade and confirmation matching and has great potential
to facilitate efficiencies and accuracy in processing trade information, payments and collateral
requirements. The derivatives markets have grown dramatically over the past few years, and
today’s massive trade volumes have been accompanied by large backlogs in trade
documentation and trade processing as the support infrastructure has struggled—and often
failed—to keep up. STP provides the ultimate solution by replacing outdated, often manual
systems and enabling market participants to better manage trade volume and exercise greater
control over the trading process. Once STP’s risk reduction effects are demonstrated, it is

hoped that its use may be taken into account in assessing regulatory capital charges.™
The documentation section is divided into four parts.

Documentation Policies and Practices. While the OTC documentation framework includes the

execution of master agreements and trade confirmations, the Group notes that policies should be in
place to address trading in the absence of a master agreement. The Group recommends that any
documentation policies should emphasize a “risk-based assessment of documentation risk rather than
strict timelines.” The Group also recommends review of the GDSC publication, “How to Improve Master
Agreement and Related Trading Agreement Negotiations - A Practitioner’s Best Practice Guide.” This
guide draws attention to factors such as portfolio exposure, unsigned confirmations of existing trades,
collateral, counterparty type and jurisdiction, and “prospective versus live” negotiations in assigning risk
and priority to master agreement negotiations.™ These factors are key in prioritizing master agreement

negotiations at a time when the range of market participants has expanded to include not just financial
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institutions and hedge funds, but also municipalities, insurance companies, pension plans, mutual
funds, not-for-profit institutions, special purpose vehicles and others. Negotiations have become more
complex, requiring greater expertise and more time. At the same time, many, if not most, master
agreement negotiations are with prospective counterparties: while these “prospects” may not represent
existing risk, they do affect potential business. Thus, efficient prioritization helps to manage risk and

build future trade volume.

The Policy Group also notes that all relevant groups, such as the credit and legal departments
and the relevant businesses within each institution, should have access to and understand the content

of master agreements.15

Operational Efficiency and Integrity. In this section, the Policy Group focuses on a critical and

urgent issue—unsigned trade confirmations. The unprecedented growth in derivatives trading volume in
recent years, together with resource limitations, have led to a large industry-wide backlog of unsigned
confirmations. The Policy Group identifies this backlog as a critical issue, notes that market participants
“recognize the immediate need to address” the backlog, and recommends that, “as a matter of urgency,
market participants apply additional resources to this task, take part in and strongly encourage the
development of electronic trade matching and confirmation generation systems and work together as
well as cooperatively with trade associations to identify and implement solutions.” Moreover, the Report
states that “CRMPG Il endorses the convening of an industry-wide roundtable in the near term to focus
on aggressively reducing confirmation backlogs by working toward further technological and operational
enhancements, and by strengthening back-office operations.”*® Concurrently with the development of
the CRMPG Il Report and since its publication, the supervisory community has also focused on

unsigned confirmations.

Most recently, on September 15, 2005 the Federal Reserve Bank of New York convened a
meeting to discuss credit derivatives with several “big Wall Street players.” ' At the meeting, which was
attended by fourteen dealers, Federal Reserve Bank of New York President Timothy Geithner
emphasized the need to address problems in credit derivatives documentation and trading and
stressed the need for a market solution. The Fed team went on to discuss the confirmation backlog and
the need to address market-wide novation practices. In early October, the fourteen dealers who
attended the September Fed meeting undertook in a letter to Tim Geithner to improve novation
practices; reduce confirmation backlogs; increase the use of electronic matching platforms; and

address the credit default swap settlement process.'®

The Policy Group devotes significant attention to increased automation of the documentation

and back-office processes associated with OTC trading. The industry faces trading volumes today not
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contemplated a few years ago, with infrastructures originally developed for a smaller market where
many transactions were individually negotiated. Today’s derivatives trading market includes such
structured trades, but is also characterized by significant volumes of “plain vanilla” transactions which
are, with the exception of the economic terms, virtually identical. Confirmation matching and clearing
services such as, for example, SwapsWire, the Depository Trust Clearing Corp.’s DerivServ (DTCC),
Swapclear’s LCH.Clearnet and a host of others, provide a roadmap and the ultimate solution to the
documentation backlog and infrastructure limitations presented by this “mismatch” between a market
that has rapidly developed in volume and become somewhat commoditized and a documentation and

back office infrastructure that was initially built to support a different scenario.

Thus, the Policy Group notes that “[e]lectronic trade assistance services promote efficiency and
confidence in the markets, and both market participants and trade associations should strongly
encourage automation in the processing of OTC transactions. Automation, including electronic trade
affirmation and matching and straight through processing, is a key risk mitigation device, at least in part
because most risk metrics assume the existence of an underlying, undisputed transaction. Automation

must be pursued whether or not it presents any short-term economic benefit.”?

The Policy Group further recommends that “trade associations and market participants must
pursue and develop straight through processing of OTC transactions, a critical risk mitigant in today’s
high volume markets,” and observes that “STP reduces the number and frequency of trade disputes
and maximizes market efficiency, opportunity and access,” thereby fostering “legal, credit, market and

operational certainty.”*’

The focus on automation and straight through processing in the CRMPG Il report is one
indicator of the change in the market since 1999; STP was not a major focus of the 1999 CRMPG |
Report, yet is a major component of the issues addressed in 2005. It is evident that the Group
considers automation and STP essential components of a viable risk management infrastructure. Since
the meeting with regulators on September 15, dealers are increasingly expected to focus on electronic
processing of credit derivatives transactions with customers, and to urge hedge funds to participate in
DTCC (which supports credit derivatives trading), particularly in instances where a fund trades at high

volumes.?

Netting, Close-Out and Related Issues. A critical area addressed in the 1999 CRMPG | Report

is the methodology used when a portfolio is closed out due to the occurrence of a termination event or

event of default. Differing close-out valuation methods present significant documentation basis risk—a
single company may have various types of transactions and several master agreements with a

counterparty. If each master agreement provides for its own timing and method in a close-out scenario,
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the non-defaulting party may not be able to close out all positions in an efficient and orderly manner,

thus incurring additional credit and market risk and difficulty in unwinding related hedge positions.

The MRA, GMRA, FEOMA, the recently published IFXCO, and similar master agreements
provide for flexibility in closing out positions and are generally considered to be workable in an
expanding market. The 1992 ISDA Master Agreement Market Quotation method, on the other hand,
evidenced some weaknesses during periods of market stress in the late 1990s—more specifically,
during the Russia crisis and the near-demise of Long Term Capital in 1998. In particular, Market
Quotation can be difficult to use in a major market disruption involving large portfolios because it
requires multiple quotations from third-party dealers, which may not be easy to obtain and are subject
to market volatility. It is also cumbersome as a close-out method for difficult-to-value structured
transactions. The 2002 ISDA Master Agreement adopted a single new process, Close-out Amount, to
replace the 1992 alternatives of Loss and Market Quotation. Some market participants, including many
hedge funds, are hesitant to adopt Close-out Amount, however, preferring the Market Quotation
formula in most circumstances. Others, including some dealers, elect either Loss or Close-out Amount
as their methodology of choice. To some extent, the view taken by any given market participant is
influenced by the perceived likelihood of its own default versus counterparty risk, and the size and
nature of the underlying portfolio. Recognizing this disparity in viewpoints, the Policy Group
recommends that market participants bilaterally decide which of the three ISDA methodologies they
wish to use, keeping in mind “the objective of achieving close-out valuations that benefit both from the
transparency and objectivity obtainable through market quotations for liquid products during normal
markets, and the flexibility necessary to determine close-out valuations across the range of products

they trade and the conditions of market stress they are likely to confront over time.”?®

In addition to close-out methodologies, the group also addresses in some detail the capital,
margin and accounting rules published by the Basel Committee on Banking Supervision, the U.S.
Securities and Exchange Commission and GAAP, among others. The Group notes that since 1999,

several developments have occurred:

1. Market participants have developed better and broader systems to monitor counterparty
exposure.

2. Several agreements have been developed by the industry that contemplate set-off and
collateral rights across products and master agreements, including the Bond Market
Association’s two Cross-Product Master Agreements. These “CPMAS” provide for
termination across product-specific master agreements and, under one of the CPMA

agreements, across affiliates. They also allow for the allocation of collateral across products
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and agreements. ISDA has also published a Bridge Agreement which provides for cross-
master agreement netting.

3. Significantly, legislation has been enacted in many jurisdictions which provides for
collateral and close-out netting rights across products. The United States Bankruptcy Code
has recently been amended to provide for broad cross product netting, and the European
Union has adopted netting provisions in the Insolvency Regulation, Winding-Up Directives
and Collateral Directive. Many countries have adopted close-out netting legislation based on
the ISDA Model Netting Act.* These rules and statutes permit a non-defaulting party to
close out all transactions under a single master agreement at the same time and set off
collateral against the trade exposure, thus greatly reducing counterparty risk. Similarly,
cross-master, cross-margining and cross-affiliate agreements further expand the ability to

achieve simultaneous close-out on a net basis.

The Group recommends that capital rules encourage the use of cross product collateral
arrangements and netting as a risk mitigating tool. Great progress has been made in extending close-
out netting provisions to more products in more jurisdictions, but to date, many of these protections
have been limited to partnerships, corporations and financial institutions. The Group notes that further
legislation is needed to make close-out netting principles applicable to entities such as pension plans,
insurance companies and government-sponsored entities, since they too are increasingly active in the
OTC markets.”®

The Policy Group also supports the increased use and adoption of systems to support payment
netting to reduce settlement risk; a clear definition of termination rights in no-fault scenarios such as
changes in tax laws or regulations; and the use of force majeure provisions, particularly in the wake of
September 11, 2001 and subsequent terrorist attacks in other countries. The Group encourages market
participants to harmonize counterparty credit risk assessment and develop systems to identify
counterparty credit exposure across product lines, and to continue efforts begun in 1999 to harmonize
documentation standards. With respect to collateral, the Policy Group suggests the exploration of
“standardized, automated processes for clearing, settlement and portfolio reconciliation of high volume

‘vanilla’ OTC products.”*®

Credit Derivatives. Credit derivatives were not a topic in their own right in 1999, while in the

CRPMG Il Report, they warranted a chapter in the documentation section as well as a separate
discussion under “Complex Financial Products.”?” Clearly, credit derivatives have come into their own

since 1999, when they were in their relative infancy in terms of scope, volume and complexity.

Reprinted with permission from Futures & Derivatives Law Report, Issue 25%#6. © 2005 Thomson/LegalWorks.



CRMPII Page 9 of 16

Credit derivatives include credit default swaps in which a buyer purchases credit protection from
a seller on an underlying reference obligation which the buyer need not own, thus making it possible to
trade credit default swaps based on a view of default probability. Today’s products also include “CDQO’s”
— collateralized debt obligations. These vehicles include pools of assets organized in tranches that

represent different returns and probabilities of default risk and may be purchased separately.?

Credit derivatives have become a critical risk management tool by allowing for the negotiated
allocation of credit risk. Participation in the credit derivatives markets has expanded to include hedge
funds, banks, insurance companies, pension plans, asset managers and others. According to ISDA, the
estimated outstanding notional amount of credit derivatives transactions grew from USD 5 trillion in the
first half of 2004 to over USD 12 trillion in the first half of 2005.%°

In this section, the Policy Group identifies several areas of risk associated with credit

derivatives:

1. Retained Credit Risk. The definition of a “default” is critical in credit derivative transactions.
Thus, if an event does not fall within the definition of a “Credit Event,” the buyer of credit default
protection may retain some credit risk of the “Reference Entity,” such as in the context of a
complex debt restructuring. Similarly, the term of a credit derivative transaction should be taken
into account in relation to the term of the obligation being hedged by the protection buyer, as

should the potential market risk associated with a credit deterioration.

2. Counterparty Credit Risk. The buyer of protection depends upon the seller to perform if a
Credit Event occurs with respect to the Reference Entity, and thus bears the risk of counterparty
non-performance. The seller of protection under a credit default swap bears some risk to the
buyer because the buyer is typically obligated to make quarterly payments. Collateral is
commonly used to mitigate counterparty credit risk, and is particularly important as hedge funds

increasingly enter the credit derivative trading markets, some of them highly leveraged.

3. Basis Risk. Buyers of credit protection should bear in mind two things: First, the credit
derivative transaction used to hedge a position may have characteristics that are different from
the hedged asset, and second, credit derivative products are different from other tools used to
transfer credit risk, such as surety bonds, financial guarantee policies or participations. These
differences in characteristics must be taken into account when seeking credit protection so as to

avoid position mismatches and inadequate hedges.

4. Legal Risk. According to the Policy Group, Fitch Ratings reported in September 2004 that
approximately 14% of credit events involved a legal dispute. These disputes, most of which are

privately resolved, center around four areas of contention: (a) the identity of the Reference
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Entity; (b) whether a Credit Event has occurred; (c) whether notices were delivered on a timely
basis; (d) the nature of the assets to be delivered in connection with a Credit Event; and (e) the
timeliness of such asset delivery. To minimize such disputes, the industry has developed a

centralized Reference Entity database and continues to work on refining and clarifying relevant

definitions and settlement processes.

5. Operational Risk. The explosive growth of the credit derivative markets means that, upon the
occurrence of a Credit Event with respect to a “popular” Reference Entity, many dealers will
need to settle thousands of transactions. Almost all credit default swaps provide for physical
settlement, and it is possible that deliverable obligations may be difficult to obtain following a
Credit Event, making such settlement cumbersome or even impossible to accomplish.
Additionally, the back-office mechanisms used to settle credit derivative transactions are largely
manual and operationally demanding, making large scale settlement a challenge.*® A May 2005
Credit Event with respect to a Collins & Aikman Chapter 11 bankruptcy filing presented some of
these challenges. The market, together with ISDA, addressed the potential difficulty of
physically settling thousands of transactions linked to certain credit derivative indices by
developing an alternative cash settlement auction process for the affected indices, which was
successfully implemented by means of a voluntary “Protocol.”®' This Protocol has been followed
by two subsequent ones, the 2005 Delta and Northwest CDS Index Protocol, which was
published in the wake of Chapter 11 filings by Delta Airlines, Inc. and Northwest Airlines on
September 14, 2005, and the Delphi Protocol, which came in the wake of an October 8, 2005
filing by the U.S. auto parts makers.*? These Protocols enable adherents to cash-settle index
transactions in spite of the fact that the trade terms call for physical settlement. Thus, they
provide a measure of order and certainty to a potentially unruly process of bilateral settlements
in a sizeable market. It is likely that similar Protocols will be used more widely to facilitate the

settlement of credit default swaps in other Credit Events.

The Policy Group recommends that the industry “develop a standardized multilateral process for
the exercise and settlement of both outstanding and future credit derivative transactions on a

simultaneous net basis.”

6. Trade Assignments. The derivatives market has long relied upon the ability of market
participants to assign transactions as a means of facilitating liquidity. The Policy Group reports
that in the credit derivatives market, this practice has grown to represent as much as 40% of
current trade volume. While the consent of the original party to the trade is required pursuant to
master agreement and trade documentation, in practice, such consent has not recently been

sought or obtained in many instances. This lack of consent, and thus of notice to the original
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party, has led to “uncertainty as to the identity of the counterparty, undermine[s] counterparty
credit and market risk metrics and impede[s] back-office trade reconciliations....”** It has also

resulted in a large backlog of unsigned novation agreements.

The Policy Group, cognizant of the urgency and potential risks of this trend, notes that “[t]rade
assignments require the same rigorous controls and discipline as new transactions. It is critical that
market participants know their counterparty, and therefore, prior consent to assignments must be
obtained. Specifically, CRMPG Il recommends that market participants should not assign or accept

assignments of transactions without the consent of all three parties.”®

Since publication of the CRMPG Il Report, ISDA and its membership have developed a
Novation Protocol which addresses the issue of consent and requires that it be obtained. The issue of
assignments without the remaining party’s consent was raised by regulators as an area of concern at
the September 15, 2005 meeting at the Federal Reserve Bank of New York, and dealers subsequently
committed to take aggressive steps to resolve the problem.*® 1150 market participants, including major
dealers and many hedge funds, have adhered to the Protocol, which became effective on October 24,
2005.%" Regulators have made it clear that resolution of the assignment issue should be an urgent

priority.

Brief Overview of the Balance of the CRMPG Il Report — Select Provisions

It should be noted that this summary is merely an overview of select issues addressed in the

CRMPG Il Report, and not a comprehensive inventory of each item. For an in-depth analysis, the

reader is encouraged to consult the CRMPG Il Report itself.

Risk Management and Risk-Related Disclosure Practices

Improving Transparency and Counterparty Credit Assessments. The Policy Group recommends
that when making credit decisions, market participants obtain entity-level portfolio information from
counterparties on a confidential basis; attempt to review the models and analytics used by counterparty
risk managers; and obtain disclosure of contingencies such as collateral requirements linked to ratings.
In this context of enabling credit providers to properly understand counterparty credit risk, a balance
between the preservation and sharing of proprietary information is critical. The Policy Group also
recommends that trade associations and market participants continue to work on standardizing industry
documentation for the treatment of confidential information.*® Such standardization will both facilitate
the smooth exchange of information and reduce the potential operational risks associated with

customized documentation, the terms of which may not be readily accommodated within existing
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procedures and tracking systems. The Policy Group also recommends that market participants improve

their understanding of their own portfolios and portfolio concentrations to securities or market factors.*°

Improving Risk Measurement, Management and Reporting. The Group notes that investment in
and validation and testing of risk management systems requires resources, and recommends that
collateral be used to address material differences in counterparty transparency and credit quality. The
Group also warns that market participants should be alert to the potential for overall systemic leverage
to increase, and recommends that risk analyses should capture the full range of actual and contingent
exposures. Robust credit pricing models should be implemented, and stress tests, scenario analyses
and liquidity-adjusted measurements should be used and refined. Finally, the recruitment, training and
retention of skilled credit analysts and risk managers, along with adequate staffing in the operations

and risk management areas, should be emphasized.*’

Prime Brokerage. As the volume of prime brokerage business grows and the range expands to
more complex products such as derivatives, the relationships between hedge funds and other
customers, prime brokers and executing dealers should be understood and defined across products
and businesses. In addition, market participants and industry groups should pursue standardized
documentation for give-up arrangements, and automated straight through processing systems

enhancements.*?

Complex Financial Products: Risk Management, Risk Distribution and
Transparency

Complexity is a recurring theme in the CRMPG |l Report, and is perhaps the defining premise
underlying the Report. Nothing about today’s financial markets is simple, and no analysis of the risks
inherent in participating in these markets can therefore be simple. In this respect, the Policy Group
states an “Over-riding Guiding Principle,” that “[s]enior management and business managers at
financial intermediaries must rely first and foremost on sound judgment based on experience and the
fundamentals of managing risk,” and expresses the “core belief’ that “this Guiding Principle provides

the foundation for strong risk management practices.”*?

Governance-Related Guiding Principles. The Group recommends that new products should be
reviewed at a senior Committee or similar level. Individual transactions that may involve unique
reputational issues should also be subject to some framework of internal escalation or review. Senior
management should ensure that control personnel reviewing new products and complex transactions
are"truly independent," and the "highest level of management" should review the new product and

transaction approval process at least annually.*
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Intermediary/Client Relationship. The relationship between financial intermediaries and end-

users with respect to complex financial products should be well understood.

To that end, the Policy Group suggests that client sophistication and experience should be
reasonably assessed pre-trade, and the arm’s-length nature of the relationship should be clear; term
sheets should be considered where appropriate; any written materials that may be provided relating to
the risks of a transaction should present material risks; and any significant issues relating to the
maintenance of open positions—such as “how a complex transaction will be recorded, valued and

margined”—should be considered.*®

Upon trade execution, the financial intermediary should review the material risks of a complex
transaction by either reciting key terms or referring to a previously provided transaction summary or
other document; reasonable efforts should be made to confirm the transaction in a timely manner, and

any delays should be noted.

Post-trade, the financial intermediary should understand the intended use of any valuations
requested and respond accordingly. Information about market changes that may affect the
counterparty’s original assumptions about the position may be shared, although the financial

intermediary is under no obligation to do this.*®

Risk Management and Monitoring. The Policy Group recommends that financial intermediaries
have an independent group of professionals who are responsible for all aspects of model verification
and final approval of all model design and specification changes. Firms should continue to invest in risk
measurement capabilities, and should stress test “key input variables of the models they rely on for
pricing and risk measurement of new and complex products.” Finally, financial intermediaries that have
acquired a material position in a complex product should trade a portion of the risk in the market to
promote price discovery, and lessen the potential for divergence between model-derived prices and

market prices.*’

Enhanced Transparency. Large and complex intermediaries should, on an informal and
confidential basis, regularly provide their supervisors with risk-related information; and firms should

work to enhance qualitative public disclosures with respect to complex products.*®

Emerging Issues

Sale of Complex Products to Retail Investors. Internal product controls should be reevaluated to
ensure that they address the heightened reputational and related risks which may arise in connection

with the sale of complex products to retail investors; and financial intermediaries should evaluate the
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risks associated with third parties who may be involved in the distribution and marketing of complex
products.*®

Conflict Management. The group recommends that financial intermediaries should have in place

a Business Review Process to identify conflict categories and strengthen conflict management.*

Risk Management for Institutional Fiduciaries. This section again emphasizes the goals of
transparency, risk management, market discipline and financial stability. The Group suggests that
helpful tools in this regard include the Final Report of the Multidisciplinary Working Group on Enhanced
Disclosure, published in 2001; Enhancing Public Confidence in Financial Reporting, published by the
Group of Thirty in 2004; the 2005 Sound Practices for Hedge Fund Managers, published by the
Managed Funds Association; and the publication of industry surveys. The Group also recommends that
fiduciaries taking on new and/or additional risks “associated with ‘alternative’ investments and complex
products continue to conduct and, as applicable, enhance the due diligence and monitoring practices

relating to their investments and investment managers.”’

Official Oversight of Hedge Funds. The Group recommends that “hedge funds, on a voluntary
basis, adopt the relevant Recommendations and Guiding Principles contained in [the CRMPG |l Report]
as well as the relevant Sound Practices contained in the 2005 report of the MFA.” The Policy Group
also recommends that “the private sector, in close collaboration with the official sector, convene a high
level discussion group to further consider the feasibility, costs and desirability of creating an effective
framework of large-exposure reporting at regulated financial intermediaries that would extend — directly
or indirectly — to hedge funds.” In this scenario, large-exposure data would either be collected indirectly

via regulated financial institutions or submitted voluntarily by hedge funds to the appropriate regulator.*?

Conclusion

Like the CRMPG | Report, the CRMPG Il Report is a bold effort by the financial services
industry to identify and confront risk management issues and challenges in a dynamic and changing
market. Many of the goals and recommendations set forth in 1999 were adopted by market participants,
and have served to ameliorate systemic and counterparty risk. The 2005 Report addresses more recent
challenges and developments, and sets forth an aggressive conceptual framework intended to lessen
the likelihood of a major systemic shock to the financial system. While identifying major risk factors and
suggesting ways to deal with them, the CRMPG Il Report also provides for flexibility in implementing its
recommendations and guidelines. Thus, it represents a meaningful risk management tool which
recognizes that the market needs to be well equipped but also nimble and quick to adopt and tailor

responses to crises as they arise.
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Zdenka Seiner Griswold is a Senior Vice President in the Corporate Advisory Division at Lehman
Brothers. She was a member of the CRMPG Il “Financial Infrastructure — Documentation and Related
Policies and Practices” Working Group, which was chaired by Thomas A. Russo, Vice Chairman and
Chief Legal Officer of Lehman Brothers. She also serves on the Global Documentation Steering
Committee, which is co-chaired by Mr. Russo. Any views or opinions she expresses in this article are
solely her own and not those of the Policy Group or any of its members, the GDSC or any of its members,

or Lehman Brothers.
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September 15, 2005.

18 See IFR, “Dealers get tough,” September 17, 2005 (IFR Article); “Statement Regarding
Developments in the Credit Derivatives Markets,” Federal Reserve Bank of New York, www.ny.frb.org,
October 5, 2005 (Fed Statement).

19 CRMPG Il Report, pp. 77-79.

20 CRMPG Il Report, p. 79.

21 CRMPG Il Report, p. 84.

22 See IFR Article, Fed Statement.

Reprinted with permission from Futures & Derivatives Law Report, Issue 25%#6. © 2005 Thomson/LegalWorks.



CRMPII Page 16 of 16
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