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Secretariat to the Financial Stability Forum

Bank for International Settlements

Centralbahnplatz 2

CH-4002 Basel

Switzerland

Attention:  Roger W. Ferguson, Jr., Chairman

Re:  Working Together to Reduce Documentation Basis Risk

We are writing to you on behalf of the Global Documentation Steering Committee ("GDSC").  We hope to encourage the interest of the Financial Stability Forum in the important issue of "documentation basis risk", which the GDSC believes represents a challenge to the reduction of legal risk in the international financial markets and thus serves as a potential catalyst of systemic risk.  Accordingly, the GDSC would like to work with the Financial Stability Forum in formulating constructive recommendations on how to reduce this growing problem.  

The GDSC was established to implement the documentation-related recommendations in the 1999 Report published by the Counterparty Risk Management Policy Group ("CRMPG"), which was a group of twelve major, internationally active commercial and investment banks formed with the objective of promoting enhanced practices in counterparty credit and related risk management after the market disruptions of 1997 and 1998.  It is a primary goal of the GDSC, consistent with the recommendations of the 1999 Report, to create standardized and strengthened documentation provisions in order to avoid documentation weaknesses and inconsistencies and, thereby, reduce risk and improve functioning of markets.

Besides encouraging adoption of its own recommendations for improved contractual provisions, the GDSC also generally encourages harmonization in the standard documentation already in use in the over-the-counter markets - so that when firms transact in different over-the-counter markets through different agreements, disparities in documentation will not (as they currently may) exacerbate market, credit or legal risk.  The industry standard documents now in use were developed prior to the globalization of the markets and the increased interrelationship among financial markets and participants.  Current inconsistencies across documentation give rise to what the CRMPG characterized as "documentation basis risk" - the risk that economically similar transactions (often used to hedge one another) can be documented differently and that different provisions, such as those involving the termination of agreements, valuation of terminated transactions and related matters, can produce different economic results on close-out.


The GDSC is sponsored by, but independent of, the Federal Reserve Bank of New York.  Comprised of senior representatives from multiple sell-side and buy-side firms, as well as from trade associations, the GDSC is uniquely positioned to offer market-wide recommendations that cut across various products and industry standard documentation.  The GDSC also has proved to be an effective forum for addressing various documentation concerns of its collective members and then addressing those concerns with a single voice.  Please see the GDSC website for a compendium of the GDSC's work (www.newyorkfed.org/globaldoc).

Recently, the GDSC has been greatly encouraged by the positive steps that certain U.S. and international trade associations have taken to address, and in some instances reduce, documentation basis risk in existing industry standard documentation.  At the same time, however, the GDSC has become aware of the development of new regionally-oriented master agreements, especially in Europe.  In many instances, those regionally-oriented master agreements reduce documentation basis risk because they replace multiple country-specific master agreements governing the same products.  We are concerned, however, that, if the groups sponsoring the new agreements do not consult at a senior level with other interested groups (including the groups responsible for the global masters) regarding divergences between the regional and global master agreements covering the same products, there is a potential for needless divergences that increase documentation basis risk.  Yet, we do not think there have been many such consultations intended to eliminate this potential source of risk.

The GDSC invites the Financial Stability Forum to join with us in (i) increasing the awareness of the financial markets that documentation basis risk may be incurred by the introduction of standard form documents that needlessly diverge from existing global industry masters, and (ii) fostering initiatives to minimize this risk.  The GDSC believes that the fundamental goal of the Financial Stability Forum “to promote international financial stability through enhanced information exchange and international cooperation in financial supervision and surveillance” would be well-served by joining us in these efforts.

We appreciate your consideration of this important issue, and we look forward to further discussing it with you at your earliest convenience.


Very truly yours,

Thomas A. Russo, Committee Co-Chairperson





Vice Chairman, 





Lehman Brothers Inc.

Jane D. Carlin, Committee Co-Chairperson

Managing Director,

Credit Suisse First Boston
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