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· Thank you for that very gracious introduction.  I am very pleased to be speaking to such a distinguished group of academics and practitioners today.  My job is to speak, and, your job is to listen.  With luck, we’ll both finish at the same time.

· By no means do I have to explain to this distinguished group the degree to which the proliferation of derivative securities has changed the financial landscape – that is something all of us witness every day.

· However, today I would like to take this opportunity to address a topic that not as many of you may be familiar with – what I refer to as “documentation basis risk” – a legal issue with significant economic implications. 

· This issue was first noted some time ago in July 1993, when a group called the “Group of Thirty” cautioned that the greatest risk facing the derivatives industry was not market, credit or operational risk, but legal risk.  

· Now this statement probably will come as a surprise to many in this room, particularly since most of us have spent a tremendous amount of quantitative effort working on such things as refining pricing models, designing intricate credit and market risk models, and trying to model out operation risk.  Or maybe for the less familiar, simply the remarks of Warren Buffet are proof enough.  

· Yet, for all this effort, a relative small amount of resources have been devoted to modeling and addressing legal risk.  

· By no means, should this group assume that nothing is being done on this issue.  In fact, over the past decade, there has been great progress in the advancement of legal certainty for privately negotiated derivatives.  

· Such achievements include, standard documentation, credit support agreements, legal opinions for close-out netting, legal opinions for the taking and enforcement of collateral and legislation of such issues as close-out netting.  

· One would be hard pressed to argue that standard documentation has not been the most significant driver of derivatives market growth.  And, this has been largely through industry groups, such as the efforts of the International Swaps & Derivatives Association (ISDA). 

· A good example, is the emergence within the last few years of a US$1 trillion plus credit derivatives market based on the Standardized ISDA Default Swap Documentation.  

· To this crowd, standard documentation is certainly not glamorous nor a fascinating read, but it plays an often-overlooked role in the underpinning of this growth of financial liquidity.  

· Why might you ask is this standardized documentation such a powerful driver of derivatives growth?  The answer is that it creates certainty and predictability about the underlying nature of the financial contract in question.  

· After all, people have more confidence about entering into derivatives trades when they better understand what their rights and obligations are under the contract.  

· Not to understate the obvious, but the type of derivative security and counterparties, are rather determinative of the level of legal risk.  In this regard, the legal risks associated with a plain vanilla interest or currency swap are minimal, but the risk associated with an innovative Libor-squared or accrual swap are not.  

· Just as these transactions are exposed to risk from lack of transparency and hidden leverage – parties may be subject to unexpected legal risk derived from simple misunderstanding of their respective rights and obligations under a contract and,  therefore, during times of crisis or stress, fail to perform as expected.  

· A good example of this is the unanticipated losses arising from close-outs of transactions in which trading desks suffer unforeseen market and credit losses during contractual grace and notice periods – something that I will address in a moment.

· It is useful to view legal risk in the following context.  Contracts should be viewed as the infrastructure or “pipes” for the derivatives market.  They provide the means by which trades can be confidently executed.  Just as the pipes in a building need to be in good order, the same rule would apply to contracts underlying the derivatives market.  How firms address such legal issues as authority to sign and suitability of a company or individuals as parties to that contract, will ultimately be determinative of their respective risk.

· In keeping with this analogy, one must also consider the overall environment in which the infrastructure is intended to function.  In this case, it is always good advice to think of Murphy’s Law.  

· In identifying the problems that cause firms to lose money, it’s clear that legal risk arises in many forms.  When clients lose a lot of money in financial markets, they often call their lawyer to avoid the loss, as opposed to calling their banker to pay up. Risks such as the enforceability of contracts (including jurisdiction) and operational risks, such as whether a trade was documented or booked correctly, become necessary to control, particularly in declining or volatile markets. If, hypothetically, there could be 100 possible reasons for a client to renege on a losing trade, lawyers will examine every one of them, including the authority to enter into trades, whether and how trades are documented and how the product was marketed and sold. In many cases, financial firms settle cases with only a portion of the amount owed paid, simply to avoid the fortuities and expense of litigation.

· And before I finally get to the main point of this address – documentation basis risk – I would like to point out that documentation is only a subset of the overall infrastructure I have just mentioned.  The overall infrastructure being the law itself, and clearly in some cases such as bankruptcy, reform is an issue.  

· However, market participants are largely aware of most of these legal risks and have sought to address these concerns through the use of standard form documentation.

· However, lurking beneath the calm surface of this infrastructure comprised of such standard form agreements as the TBMA Master Repurchase Agreement, PSA/ISMA Global Master Repurchase Agreement, ISDA Master Repurchase Agreement, and the FEOMA Agreement is a greater problem called “documentation basis risk”.

· This legal problem with profound economic implications was first highlighted during the market events of 1998.  

· That period of market stress revealed that close-out and valuation procedures did not function well in adverse market conditions.  Perhaps even more interesting, the market disruptions highlighted overlooked inconsistencies between standard documentation that led to differences in the valuation of functionally equivalent transactions documented with different standard agreements; i.e., what I refer to as “documentation basis risk”.  

· For example, a single party may have different master agreements covering swaps, foreign exchange transactions and repurchase agreements.  Similarly, a party may have different master agreements covering the same product, e.g. it may do foreign exchange transactions under both ISDA Master Agreements and the IFEMA or FEOMA forms, or repos under both Bond Market Association or BMA/ISMA forms and the European Market Master Agreement.  Finally, a party may hedge interest rate exposure under a swap agreement with Treasury securities that are subject to repurchase agreements documented under a Bond Market Association form.

· Use of multiple master agreements allows the parties to tailor the basic terms of their financial transactions to the particular transaction.  However, it also results in this documentation basis risk – the risk that transactions that hedge each other will not exactly have matching terms, because they are documented on masters that have inherent differences.

· These inconsistencies were clearly highlighted during close-outs of ISDA-documented swap transactions based on a particular asset using Market Quotation, hedged by TBMA-documented repos on that same asset.  

· In that scenario, firms valued close-outs of repos in a commercially reasonable and good faith manner as prescribed by the applicable TBMA form and were able to do so quickly and efficiently.

· In contrast, the corresponding swap valuation was subject to delays and, and in some instances, produced an implied value of the underlying asset that was different from that produced in the repo hedge valuation.

· These documentation infrastructure inconsistencies were also similarly highlighted by different time-sensitive notice periods for close-outs following a failure to make payments or deliver collateral.  

· The market stress of 1998 drove an important message home to risk management professionals – documentation basis risk lurked beneath industry standard infrastructure – creating a discrepancy between the market risk to which parties were actually exposed and the measurement of those risks by internal risk management systems.  

· This documentation basis risk called into question the reliability of the whole risk management process; i.e., now one had to consider the possibility that one leg of the transaction could be unwound at a different time and at a different price from a related leg.

· Recognizing the severity of these issues, in January 1999, a group of 12 major international active commercial and investment banks formed the Counterparty Risk Management Policy Group, which I will simply refer to as the Policy Group, with the objective of strengthening the market disciplines related to counterparty and market risk management.  

· I was in fact a member of this group, which had the blessing of Chairman Greenspan, then Chairman Levitt and former Secretary Rubin.  

· The result of our efforts was a paper entitled “Improving Counterparty Risk Management Practices,” released in June 1999.  

· The Policy Group engaged in an extensive dialogue with working group firm members, as well as end-users and certain of the trade association sponsors of the standard documents and eventually reviewed all standard form documentation in existence at that time, including the 1996 TBMA Master Repurchase Agreement, PSA/ISMA Global Master Repurchase Agreement, 1992 ISDA Master Repurchase Agreement, and the 1997 FEOMA Agreement.

· The objective of the Policy Group was to review all of this documentation in light of market practices and the market disturbances of 1998 to determine instances in which: (1) provisions of agreements did not function as expected, (2) lack of consistency amongst product documentation led to inconsistent results, (3) certain provisions which where not commonly included in such documentation were identified as necessary, and (4) as a result of documentation provisions, credit or market exposure was greater than intended or previously understood.

· The Policy Group particularly focused on issues of documentation content, including (1) close-out and valuation procedures, (2) risk reduction agreements, including netting, and (3) contract termination provisions.  This was because these areas posed the greatest problems during the 1998 market environment.

· Ultimately, the Policy Group made a number of important recommendations.  The call for improvements in documentation content, with specific reference to close-out and valuation issues was one of those; as was documentation basis risk.  

· Starting with the most obvious but still very important point, the Policy Group noted that the failure to document a transaction accurately, completely and expeditiously creates risk that a party will attempt to “disavow the transaction or dispute the nature of its rights and obligations.”  In times of market stress and disruption, this risk becomes even more problematic.

· The Policy Group recommended that firms adopt written policies to manage documentation risk based on their respective business and risk profile as follows:

· documentation of privately negotiated OTC Transactions, including master agreements and confirmations;

· documentation risk factors such as counterparty credit quality, jurisdiction and transaction complexity;

· procedures to ensure timely completion of master agreements and confirmations;

· exception and exemption procedures and reporting; and

· procedures for tracking violations and backlogs.

· The Policy Group also highlighted a number of specific types of documentation provisions that might benefit from harmonization across documents, including clauses covering notices, grace and cure periods, definitions of events of default and insolvency and close-out valuation standards.

· To give you a good example, take close-outs of ISDA-documented swap transactions based an on asset using ISDA’s Market Quotation method, hedged by TBMA-documented repos on that same asset.  

· Under the ISDA document, parties were required to obtain price quotes from five dealers , which proved either extremely difficult or impossible under the stressed market conditions of the summer and fall of 1998.  

· As a result, swap valuations were delayed as firms attempted to comply with the Market Quotation method (reluctant because of legal risk to revert to the Loss method provided for in ISDA documentation as a fall-back).  

· In contrast, firms were able to quickly value the close-outs of repos “quickly and efficiently” applying the “commercially reasonable, good faith” standard of the TBMA document.  

· As a result, firms that attempted to comply with the Market Quotation method produced a different implied value of the underlying asset than that produced in the repo hedge valuation. 

· Another good example is the difference in grace periods across documentation where there is insolvency; i.e., TBMA had a 15-day, ISDA had a 30-day and FEOMA had a 5-day cure period.  

· Events of Default are another example of the lack of consistency across products that result in anomalies in close-outs.

· During times of crisis, this renders non-defaulting parties uncertain of their ability to terminate agreements, notwithstanding concurrent defaults under other agreements with the defaulting counterparty.

· Cross-default provisions also vary in breadth of application across standard documentation – some are limited to counterparty default, while others may be triggered by counterparty affiliate defaults or reach default under agreements with unaffiliated third parties.  

· Events of Default with respect to financial condition also vary among standard documentation – with respect to both scope of coverage and the consequences of the defaults.  It is even the case that Events of Default with respect to financial condition can differ from document to document with respect to the same firm thereby further compounding uncertainty and risk.

· Additionally, the concept of “No-fault Termination Events (such as change in tax laws) which render performance substantially more difficult, expensive or introduce substantial uncertainty, exist in ISDA’s standard documentation, but not in TBMA/GMRA or FEOMA.

· Now all these differences raise the question of what is being done to address the Policy Group’s recommendations and realize a goal of document harmonization?

· In response, I think I have some first hand knowledge. With the support of Bill McDonough, President of the Federal Reserve Bank of New York (and now headed to the Public Accounting Oversight Board), I co-founded the Global Documentation Steering Committee with Jane Carlin.

· The GDSC’s mission is to continue to contribute to the earlier efforts of the Policy Group by attempting to reconcile some of the more difficult documentation inconsistencies among industry-standard documents.

· Many institutions that were original members of the Policy Group are members, as are industry associations such as The Bond Market Associations, ISDA, and the EMTA.

· The GDSC has prioritized its work by selecting the most important issues that it views are not being addressed consistently by trade associations that sponsor standard documentation and other groups. 

· To date, the GDSC has selected various provisions for study: concentrating on cross-default, involuntary insolvency, adequate assurances, force majeure and notice.   

· In each case, the GDSC has reviewed these provisions across industry-standard documentation and worked through successive drafts of standard provisions where appropriate – ultimately arriving at model provisions which it recommended to the major trade associations for adoption.

· The first recommendation was a uniform cross-default provision allowing for the termination of a trading relationship upon the occurrences of matured defaults under indebtedness or trading transactions in amounts in excess of a materiality threshold.

· The GDSC studied both cross-default and cross-acceleration provisions that are designed to protect against a situation where a party to an agreement is unable to find a basis to terminate that agreement while its counterparty's impeding financial collapse is revealed and perhaps hastened through the default structure of another agreement. 

· The GDSC reviewed many factors including the differences between the two basic types of cross provisions, the scope of the other agreements that might trigger the cross provisions, the entities that might be involved in those other agreements and the effect of grace periods, materiality concepts and other potential limits of cross provisions. 

· The GDSC recognized the need to balance a financially sound party's desire for a swift means of terminating deteriorating relationships against a weakened credit's interest in stability. 

· In this particular case, the GDSC concluded that the historical reasons for maintaining both cross-default and cross-acceleration provisions did not outweigh the virtues of having a single, consistently applicable cross provision which will mitigate risk, and promote market stability and liquidity. 

· The GDSC’s recommended provision is a cross-default that may be triggered by matured defaults under both indebtedness and various trading transactions.  It gives effect to grace periods in the underlying agreements, which have moved to one business day.  It includes the disaffirmance clause frequently seen in the cross-acceleration provision in some industry-standard documents.  In other words, the GDSC cross-default provision allows a firm to respond to its counterparty defaulting under a transaction between the counterparty and a third party.  

· This contrasts with the ISDA 2002 master, which allows a party to exercise an early termination right to respond only to its counterparty defaulting under a derivative transaction between them, which is not governed by the 2002 Master Agreement (i.e., under a “Specified Transaction”).

· The GDSC's provision includes a materiality feature, a "Threshold Amount" test, also frequently seen in industry-standard documents having cross-default today.  The Threshold Amount test requires a valuation of sums due under the agreements in default. The GDSC recognized that, in the case of trading transactions, these values might not be immediately apparent.  The GDSC's provision therefore, defers to the claiming party's statement of the sum due or in the absence of a claim, the non-defaulting party's calculation of fair market value.  In regard to this particular aspect of the cross-default, and generally, the GDSC's premise is that parties will operate the provision in good faith and in a commercially reasonable manner.

· With respect to the default grace period, the GDSC noted that moving to a grace period of no longer than one business day would not result in uniformity.  Some of the master agreements, particularly the repo agreements, provide for no grace on payment defaults.  Since many transactions under these agreements are overnight agreements, providing no notice or grace was concluded as being reasonable and understandable.  Moreover, the GDSC concluded that a one business day difference between close-out valuations on repos and longer-term transactions is likely to produce an acceptable difference in close-out valuations.  ISDA’s 2002 document adopts the one business day standard.

· The GDSC also reviewed involuntary insolvency provisions and ultimately recommended that industry standard documentation provide for the termination of the underlying trading relationship following the filing of an involuntary insolvency petition unless such petition is dismissed within 5 business days.  

· The GDSC was of the view that such a provision is useful, if used appropriately, since it allows for the termination of the underlying relationship when the worst has come to pass and a speedy resolution and access to remedies is desirable. 

· The recommended provision reflects an effort by the GDSC, based on a review of relevant precedent, to establish a consistent definition of an "involuntary insolvency event" that appropriately accommodates the interests of defaulting and non-defaulting parties.

· The 5-day recommendation was based on GDSC research, which concluded that a longer grace period would entail an excessively high degree of uncertainty and risk for the non-defaulting party.  In addition, the GDSC concluded that 5 days would afford the defaulting party an opportunity to seek to reassure counterparties regarding its continuing ability to perform under the agreement; in contrast, 15 days was found to be too long a period and yet still not enough time for judicial proceedings to resolve the matter.

· Finally the GDSC has also recommended a default notice provision and addressed differences in close-out timeframes under various master agreements. The Committee espoused a single principle: a party to a financial contract should enable the declaration of an event of default for any non-payment no later than one local business day after notice of nonpayment.

· There is much left to do.  Industry groups must put aside politics for the pursuit of the greater good.  

· The Bond Market Association is now moving in that direction.  It recently formed working groups to review the GDSC proposals to determine which recommendations should be adopted as an optional provision for certain standard documentation. This is a step in the right direction.  

· Harmonization facilitates greater certainty and thereby mitigates risk.  Ironically, this is what the instrument was originally designed to accomplish.  It’s time to tear down the walls that prevent its efficient application.
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