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ISDA Determinations Committee’s “External Review”, an Inside Job

Last week we focused on potential manipulations of the opaque and self-
regulated process by which the conflicted members of ISDA’s
Determinations Committee (“DC”) determine whether a triggering event has
occurred'. This week we will focus on the inherent problems in the
External Review process, as set out in the Determinations Committee’s
rules".

While many would argue that self-regulation is the best approach to markets,
this argument is baseless when 15 firms are able to, without independence
and transparency, oversee an entire market and make enormously impactful
decisions without disclosing conflicts or explaining their rationale to anyone.
At the end of the day, buyers and sellers of protection who enter into CDS
transactions after careful consideration of the contractual language could
find themselves catastrophically exposed to significant financial losses as a
result of a process that relies more on the whims of a conflicted few than on
the rule of law.

On the surface, the External Review process appears clear, well defined and
generally appropriate. In reality, the process reaffirms the power of the DC
majority to control the outcome. Problems with the operation of the
Determinations Committee are only reinforced in the External Review
process. As a result, even in External Review, the determination of
triggers on CDS remains in the hands of a few players who have
awarded themselves regulatory license, are operating without strict
prohibitions against conflicts of interest and appear to be encouraged to
front-run and manipulate the market.

We do believe that an independent External Review process, if
appropriately implemented and overseen, would render the inherently
conflicted DC process superfluous. However, until problems with the
External Review process are addressed, it should be viewed with the
same reasoned suspicion as the DC process. In reviewing the External
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Review process rules, there are a number of potentially significant flaws that
leave CDS holders exposed to further potential conflicts. These flaws
prevent the External Review process from living up to its potential. Instead,
market participants are left exposed to unforeseen risks in a world in which
decisions are made by those who “have no duty to research, investigate,
supplement or verify the accuracy of information on which a determination
Is based™, are ““not obligated to follow previous determinations or to apply
principles of interpretation such as those that might guide a court in
interpreting contractual provisions™, who “may have an inherent conflict of
interest in the outcome of any determinations™, and “may vote and take
other actions without regard to your interests under a Credit Transaction™"'.

The Process:

Recently, we highlighted the myriad of problems with the process by which
the Determinations Committees determine if CDS triggers have occurred. If
one of the regional DCs is unable to come to a decision, by a
supermajority of the 15 members, regarding whether an event has
occurred, then they may refer it to an “External Review” process.

The External Review process begins with the formulation of the
guestions to be reviewed and decided on by this External Review panel.
Once the question(s) have been agreed upon they are required to be
“promptly published by the DC Secretary on its Website, along with the
answer relating to each Presented Position and the Submission Deadline
with respect to such Reviewable Question”". After the question(s) have been
agreed upon and published on the website, the next step is the selection of
External Reviewers.

The DC Secretary for each region is required to maintain a list of
“Potential Pool Members”, who are nominated by the same firms that
serve on the Determinations Committee, and to “publish the members
of each External Review Panel List from time to time on its Website”.
From the pool of available Reviewers, the DC votes for five — three will be
panelists and two will act as alternates in case any of the other three are
dismissed or resign from the panel.
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Once the panel is selected, and within seven days of the referral of the
Eligible Review Question to the DC Secretary, written materials supporting
positions are to be submitted to the panel. At least two days after, but no
longer than four days after written materials are submitted, the panel is
required to hear oral arguments supporting the DC positions. Within five
days of the deadline for submission of written materials, the panel is
expected to render its decision.

The Problems:

Reviewable Question

In both External Reviews to date —- CEMEX (2010) and Caesars
(ongoing) — the reviewable question(s), which is required, by rule, to be
promptly published on the website before a panel is selected and
charged with a review, were not published “in a timely manner”.

Reviewer Selection

As we briefly noted last week, the notion that the External Reviewers are
independent and unbiased is undermined by the manner in which they are
selected as potential External Review pool members. While each DC
member has the ability to nominate External Reviewers, the voting
process to elect them to a panel is inherently flawed, biased and rife
with potential conflicts of interest.

While the list of potential pool members is required, by rule, to be on
the ISDA DC website, and updated from time to time, it is not and has
never been. In fact, and as example, there was no public information about
who served on the External Review panel for the CEMEX review until after
the panel had reached a decision”. This leads to questions about whether
there were undisclosed conflicts among panelists and whether there was
disagreement among the DC members regarding the nominated panelists.

When a question is to be decided by an External Review process,
members vote on Reviewers and “may Resolve by unanimity to select
up to five Potential External Reviewers”". This approach is clearly little
more than a fig leaf. If, in fact, there were meaningful constraints on the
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ability of members to nominate parties that are biased toward them, then it
would be expected that there would be few occasions in which there would
not be unanimity. Instead, as we saw with CEMEX, there was clearly not
unanimity. Where the DC cannot unanimously agree on five panelists
then a simple majority can vote to allow the DC Secretary to choose the
Reviewers needed to bring the panel to five"". However, the majority""
can ensure that the entire pool from which the DC secretary chooses was
selected by the majority, thus making a mockery of the idea that panelists
selected by the DC secretary are truly objective or random. Given the
inherent lopsided nature of the process, with dealers (more likely to be
sellers of protection) holding 10 of the 15 DC spots, it seems likely that the
DC Secretary would pick Reviewers amenable to the majority (which will
almost invariably be led by dealers). Thus, the majority controls the process
from start to finish.

In an ideal world these Reviewers, who are supposed to represent the
interests all buyers and sellers of protection on CDS, should be selected in a
public process, with rigorous and explicit policies intended to prevent
conflicts of interest or bias and with a requirement that they publicly
disclose their work histories, any income received by a member of the DC
and existing holdings of any reference security or CDS. Unfortunately, no
such requirements exist. The ISDA policy regarding conflicts of interest
for External Reviewers does not require any such public disclosure of
conflicts, nor does it require disclosure of any financial relationships
between Reviewers and DC member firms. With no definition of terms, it
only requires that Reviewers not be employees or affiliates of a DC
member™ and potential Reviewers are required only to “disclose to the
Convened DC any conflict of interest which exists or is foreseeable with
respect to either the Reviewable Question or the related DC Questions which
may be deliberated by the Convened DC™*. Moreover, even where a DC
member raises concerns about conflicts or bias, there does not seem to
be any mechanism for those concerns to be addressed™. Clearly, the
External Review process is not independent and its protections against
conflicts are threadbare. One merely has to look at past panelists and pool
members to recognize this.

In the CEMEX External Review, there was no public disclosure, ahead of
the panel’s decision, about who were potential pool members, potential
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panelists or those who were to be voted on. Only after the panel’s decision
was rendered was it disclosed that there were only four panelists, not the five
required. This suggests that either one panelist was dismissed or that there
was a failure to unanimously select five panelists and the DC Secretary
failed to choose the fifth. That failure to reach unanimous consensus might
well have been the result of the obvious conflicts of interest among those
who were selected. Unfortunately, the public will never know of the
concerns or disagreements among DC members, in the selection of
External Reviewers given that DC rules explicitly state, “the DC
Secretary shall not publish the binding vote taken for purposes of
confirming a Potential Pool Member ",

This should be of concern to regulators and the public given the
example and conflicts within the CEMEX External Review panel. Of
the four CEMEX panelists, one" had been an employee of Barclays,
Lehman Brothers and ISDA, another™ had been a senior executive at
both Citi and Nomura and a third*® had been an executive at Bank of
America and Paribas and was former CEO of ISDA. Thus, three of the
four have been employed by at least one dealer member of the DC. On
January 8, 2014 the DC met to consider External Reviewers for a
determination on Caesars entertainment. They failed to publish the
reviewable question that would be submitted to the panel, as required by the
DC rules™ and announced that there are only four Reviewers (as opposed
to the five required) in the Caesars pool, and that the chosen
Reviewers™" are the same conflicted External Reviewers used in the
CEMEX External Review.

This, coupled with the seeming inability to remove External Reviewers for
undisclosed conflicts of interest™"", leads us to believe that the process of the
External Review panel is a sham, that the DC doesn’t keep a list of potential
Reviewers as required by rule and that they do not have a panel of five, also
as required by the DC rules. In searching the web for other potential
panelists who might have been selected, we were only able to find two™”,
both of whom appear to have potentially serious conflicts of interests.
One was a former COO at Goldman and continues to advise broker
dealers and the other has regular engagements from Deutsche Bank.

Ending External Review
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While the DC is expected to base its decisions on publicly available
information, and all such information “shall be deemed to have been
available to the Convened DC™, and the External Reviewers are only
allowed to decide based on information available to the DC, the rules
allow a simple majority to withdraw the Reviewable Question from the
External Review panel if new information becomes available to them or
the External Review panel is made aware of new information™'. This
appears to be circular logic that allows a majority to end the panel if it
appears the Reviewers are likely to vote against them. Given that the original
DC process is run under the allowance that “neither the DC Secretary nor
any DC Voting Member is under any obligation to research, investigate,
supplement, or verify the veracity of, any information on which the relevant
Convened DC bases its decision”", it seems that there is an inherent
conflict in the rules. As a result, it seems that the only way a withdrawal
could actually occur is if non-public information becomes available to either
the panel or to the conflicted members of the DC, members who have no
express prohibition — in the rules — against trading ahead or trading on non-
public information.

Decision

In making a decision, the External Review panel, is once again biased in
favor of the decision made by the majority of DC members. The ISDA
rules state that unless the External Review panel is unanimous in their votes,
and the original DC vote was less than the 80% supermajority required to
render a decision but more than 60%, the External Reviewers decision
automatically becomes the vote of the majority of the originally convened
DC*™™. In other words, as long as the majority can assure that they can get to
a split decision among External Reviewers, which should be easy given the
allowable financial conflicts among External Reviewers, they will have used
the External Review process to give the appearance, rather than the reality,
of a credible External Review.

How it Should Work:

As we previously stated, if the External Review process was rigorous,
transparent, clear from conflicts of interest, and applied from the
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outset, as it should be, with respect to every reviewable question, it
would render the biased, opaque and almost certainly manipulated
Determinations Committee superfluous. Unfortunately, rather than
being a fair process, imbued with independence and integrity, it appears
to merely further the goals of that conflicted DC. As regulators and
investigators investigate the self-regulatory structure of the CDS market, in
which the largest players are able to control outcomes of CDS triggering
events, regardless of the language in underlying debt contracts, we expect
them to force necessary changes to the process and put in place proper
regulatory oversight of the market. As we saw in the financial crisis, the
manipulation of markets, by a concentrated handful of interested parties,
undermines the integrity of those markets.

' Josh Rosner, “Is The CDS Market Manipulated?”, December 31 2014,
http://www.zerohedge.com/news/2014-12-31/cds-market-manipulated

" International Swaps and Derivatives Association, Inc. (ISDA), Credit Derivatives
Determinations Committees Rules, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf

" International Swaps and Derivatives Association, Inc. (ISDA), ISDA DF Disclosures,
September 13, 2014, http://www?2.isda.org/functional-areas/legal-and-
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documentation/disclosures/ (See: Updated Credit Derivatives Disclosure Annex,
September 3, 2014)

"V International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See 4.1 at
pg. 46)

¥ International Swaps and Derivatives Association, Inc. (ISDA), “Determinations
Committee Decision”, November 6, 2009,
http://www.isda.org/dc/docs/200911062009100901DCDecision_2_.pdf and “Decision of
the External Review Panel of the International Swaps and Derivatives Association, Inc.”,
http://www.isda.org/dc/docs/CEMEX_External_Review_Panel_Decision.pdf

"' International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: ISDA
rules at 4.3(b) “Convened DC may Resolve by unanimity to select up to five Potential
External Reviewers ... If the Convened DC fails to select a total of five Potential
External Reviewers and Resolves by a Majority to have the DC Secretary select the
remaining Potential External Reviewers required, the DC Secretary shall select, at
random, the number of remaining Potential External Reviewers necessary in order to
reach a total of five selected Potential External Reviewers.”)

" International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.3(a)
at p. 48)

""" International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf( See 4.2(c)
at p. 47)

" International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.2(c)
at p. 47 “Approval and Adherence. A Potential Pool Member shall be able to participate
in External Review only after (i) a Convened DC Resolves to confirm the nomination of
the relevant individual as a Potential Pool Member by a Majority; provided that a
Convened DC may not confirm the nomination of an individual that is a current
employee of either a DC Member or an Affiliate of a DC Member and (ii) such Potential
Pool Member adheres to the Terms of Engagement described in Section 4.2(a) (Terms of
Engagement) (each such approved and adhering Potential Pool Member, a "Pool
Member"). Notwithstanding Section 2.5(d) (Publication on the ISDA Website), the DC
Secretary shall not publish the binding vote taken for purposes of confirming a Potential
Pool Member.”)

* International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
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http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.3(a)
at p. 48)

' International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.3(a)
at p. 48 “Conflicts. Upon the existence of an Eligible Review Question, any Convened
DC Voting Member may identify any Pool Member from the External Review Panel List
for the same Region as such Convened DC for purposes of analyzing their availability
and potential conflicts of interest with respect to such Eligible Review Question each
such Pool Member, a "Potential External Reviewer™). Each Potential External Reviewer
shall notify the Convened DC, via the DC Secretary, by 5:00p.m. Relevant City Time on
the first Relevant City Business Day after being designated a Potential External Reviewer
or such other time as the Convened DC Resolves by a Majority, of its availability and
disclose to the Convened DC any conflict of interest which exists or is foreseeable with
respect to either the Reviewable Question or the related DC Questions which may be
deliberated by the Convened DC. Any Convened DC Voting Member or Convened DC
Consultative Member may also raise an existing or potential conflict of interest with
respect to a Potential External Reviewer or may ask for additional information to be
disclosed.” (Comment: there is no mechanism to ensure these are addressed or
adjudicated)

X" International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.2(c)
at p. 47)

X LinkedIn, “Kimberly Summe”, https://www.linkedin.com/pub/kimberly-
summe/b/49/99a

X Panel of Recognized International Market Experts in Finance (PRIME Finance),
Charles Kenji Whitehead, http://primefinancedisputes.org/wp-
content/uploads/2014/11/Charles-Kenji-Whitehead.pdf

* Rutter Associates LLC, http://www.rutterassociates.com/staff.htm?no_redirect=true
! International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.1(d)
at p. 46 “Publishing Reviewable Questions. All Reviewable Questions shall be
promptly published by the DC Secretary on its Website, along with the answer relating to
each Presented Position and the Submission Deadline with respect to such Reviewable
Question.”)

' Americas Credit Derivatives Determinations Committee Statement “Caesars
Entertainment Operating Company, Inc. External Review”, January 8, 2015,
http://dc.isda.org/documents/2015/01/010815-americas-credit-derivatives-
determinations-committee-statement.pdf

! International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
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http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See 4.2(e)
at p. 47 “Removal. A Convened DC may Resolve to remove a Pool Member by a
Majority; provided that a Pool Member that is currently serving as an External Reviewer
may be removed from the External Review Panel only for fraud, wilful misconduct or
voluntary breach of an express term of the Terms of Engagement ("Cause").”)

XX Attorney Julia Lu, Richards Kibbe & Orbe LLP, http://www.rkollp.com/attorneys-
Julia-Lu-Bio.html and Timothy Howe QC, Fountain Court Chambers,
http://www.chambersandpartners.com/uk-bar/person/231177/timothy-howe

* International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.5(c)
at p. 49 “Reviewable Information. When deciding a Reviewable Question, the External
Reviewers shall only consider information that was available to the Convened DC on or
prior to the binding vote held for the DC Question corresponding to such Reviewable
Question and shall make their Decision solely based on such information. For purposes of
this Section 4 (External Review), all information that was publicly available on or prior to
the binding vote held for the DC Question corresponding to the Reviewable Question
shall be deemed to have been available to the Convened DC. With respect to a
Reviewable Question, the Convened DC may disclose to the External Reviewers and
Advocates what information was available to the Convened DC for purposes of its
deliberations with respect to such Reviewable Question and the Advocates may jointly
agree a list of the information that was available to the Convened DC and may be used
for purposes of External Review. Any disputes among the Advocates regarding the
composition of such list of information shall be resolved by the External Reviewers. Any
agreed list of information shall be published by the DC Secretary on its Website.”)

! ISDA rules 4.5(a) (See: “At any time before the Final Decision, a Convened DC may
Resolve by a Majority to withdraw a Reviewable Question from External Review if new
information exists that is relevant to the resolution of such Reviewable Question and was
not available to the Convened DC on or prior to the binding vote held for the DC
Question corresponding to such Reviewable Question. In addition, the External
Reviewers shall inform the Convened DC, and may decide to return the Reviewable
Question back to the Convened DC (even if the Convened DC has not withdrawn the
Reviewable Question), if they determine that new information exists that is relevant to
the resolution of such Reviewable Question and that it was not available to the Convened
DC on or prior to the binding vote held for the DC Question corresponding to such
Reviewable Question.”)

! International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 2.5(b)
at p. 32)

M International Swaps and Derivatives Association, Inc. (ISDA), “2014 ISDA, Credit
Derivatives Determinations Committees Rules”, September 16, 2014,
http://www.isda.org/credit/docs/ICM-2319997111-v10-DC_Rules_2014.pdf (See: 4.5(d)
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at 49 “The Decision. The External Reviewers must each, with respect to a Reviewable
Question, select, without alteration, one of the Presented Positions (each selection, a
"Selection™). The answer to the Reviewable Question shall then be determined according
to the sub-clauses below (such answer, the "Decision”, and the term "Decided" will be
interpreted accordingly).

(i)  More than 60% to less than 80%. If more than 60% of the Convened
DC Voting Members participating but less than a Supermajority voted
for a specific outcome in the binding vote held for the DC Question
corresponding to such Reviewable Question, the Reviewable Question
will be Decided in accordance with the DC Vote of such Reviewable
Question unless the External Reviewers unanimously conclude that
another Presented Position is "the better answer"”, in which case the
Reviewable Question will be Decided in accordance with the Selection of
the three External Reviewers.

(i)  Less than or equal to 60%. If less than or equal to 60% of the Convened
DC Voting Members participating voted for a specific outcome in the
binding vote held for the DC Question corresponding to such Reviewable
Question, the Reviewable Question will be Decided in accordance with
the DC Vote of such Reviewable Question unless at least two out of the
three External Reviewers conclude that another Presented Position is "the
better answer", in which case the Reviewable Question will be Decided
in accordance with the Selection of the Majority of the External
Reviewers.”)

1- This report is not directed to, or intended for distribution to or use by, any person or entity who is
a citizen or resident of or located in any locality, state, country or other jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation or which would
subject Graham Fisher or its subsidiaries or affiliated to any registration or licensing requirement
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within such jurisdiction. All material presented within this report, unless specifically indicated
otherwise, is under copyright to Graham Fisher & Co. (GF&Co). None of the material, nor its
content, nor any copy of it, may be altered in any way, transmitted to, or distributed to any other
party, without the prior express written permission of Graham Fisher & Co. (GF&Co).

2- The information, tools and material presented in this report are provided to you for information
purposes only and are not to be used or considered as an offer or the solicitation of an offer to
sell or buy or subscribe for securities or financial instruments. GF&Co. has not taken any steps
to ensure that the securities referred to in this report are suitable for any particular investor. The
contents of this report are not intended to be used as investment advice.

3- Information and opinions presented in this report have been obtained or derived from sources
believed by GF&Co to be reliable, but GF&Co makes no representation as to their accuracy or
completeness and GF&Co accepts no liability for loss arising from the use of the material
presented in this report where permitted by law and/or regulation. This report is not to be relied
upon in substitution for the exercise of independent judgment. GF&Co may have issued other
reports that are inconsistent with, and reach different conclusions from, the information
presented in this report. Those reports reflect different assumptions, views and analytical
methods of the analysts who prepared them.
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