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In this month’s HORIZON: 
 

• CDS – A closer look at the Credit Derivatives Determinations Committee (DC)  
 

• Convertible Bonds – issuance ramps up, particularly in the US, as issuers look 
for cheaper financing. What are the potential areas of risk for lead managers? 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
CDS 
 
Following on from our discussions in last month’s Horizon regarding Credit Default 
Swaps (CDS), in this month’s issue we look at the body charged with making factual 
determinations on credit events. The International Swaps and Derivatives 
Association’s (ISDA) Credit Derivatives Determinations Committee. 
 
Decisions made by the DC need a supermajority of 80% in order to be ratified. The 
committee consists of up to 10 sell-side firms and up to five buy-side firms, along 
with central counterparty observer members.  At present, with 2 of the buy-side 
stalwarts quitting in the last 2 years (Cyrus and AllianceBernstein) the buy-side 
contingent currently only has 3 members: Elliott, Citadel and PIMCO. With 2 buy-
side seats unfilled, one sell-side seat unfilled, the committee is, in its current form, 
delicately balanced, with sell-side firms collectively accounting for 75% of votes. If a 
further buy-side member were to leave, the 9 and 2 structure would tip the balance 
and allow the sell-side to command a supermajority1. Food for thought, although 
something that we imagine DC members are aware of. 
 
Benchmark submissions were a focus for review work in the aftermath of the 
LIBOR scandal. Given that the factual determinations the DC opines on do not 
always result in a pricing determination, it is possible that DC activities fell outside 
of some firms’ benchmark review and remediation programs. Members of the 
SKADI Discord2 can see our commentary on the Credit Event Process. We were 
surprised to see that examples included names such as Lehman Brothers and Bear 
Stearns, implying that those materials may have not been reviewed since the DC 
was set up in 2009!   
 
For control staff at firms which are DC members, we feel the following areas should 
be considered: 

 
1 Assuming that all sell side firms voted the same way on a particular determination, which does not 
necessarily have to be the case. 
2 Link to the SKADI Discord (expires 16 October 2023) 
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• Risk Management: The reduced buy-side representation on the committee 

might lead to judgments favouring sell-side perspectives on bond defaults.  
 

• Control Staff should assess the risk of potential conflicts of interest as well as 
other consequences such as reputational risk impact. 

 
• Oversight and Governance: Control Staff should review the governance 

structures and practices in place for overseeing the activities of staff involved 
in DC decision making. Are there appropriate barriers between committee 
members and trading decisions? Control Staff should question whether 
internal and external parties could attempt to exert pressure on DC decision 
makers within their firm. 

 
• Transparency and Reporting: Given the high visibility of voting on the 

committee and the potential repercussions of decisions made, the DC may 
revisit how reporting takes place. Transparency on how decisions were made 
and who participated in those decisions may have been a catalyst for firms 
to leave the DC, or avoid joining in recent years. 

 
• Operational Efficiency: With advances in data analytics, and 14 years of 

history since the DC came into being, investing in categorising prior 
decisions may yield time and cost savings over future activities of the DC. 

 
• Legal Implications: Control Staff should assess the cost implications of being 

a member of the DC. Reaching determinations often incurs legal costs with 
many members relying on legal teams due to the complex nature of the 
DC's work. These costs may be borne outside of the DC itself. Control Staff 
should review whether their institution's legal teams are well-equipped to 
handle such responsibilities, and how they ensure compliance with all legal 
requirements, especially concerning confidentiality and securities law 
restrictions. 

 
• Contingency Planning: With the potential for further reduced buy-side 

participation, DC members should evaluate if there are contingency plans in 
place for scenarios where the DC might not function effectively or might be 
perceived as being biased. 

 
Convertible Bonds 
 
The steep rise in interest rates has prompted bankers to dust off their copies of the 
Convertible Bond (CB) playbook. CBs enable issuers to reduce their financing costs 
by giving holders the option to convert their bonds into stock during the life of the 
bond. This option has significant value and typically can enable issuers to bring 
down their cost of borrowing by around 10-20%3. This makes CBs an attractive 
alternative to issuing debt. 
 
CBs are also attractive to issuers who might choose to raise funds by selling equity. 
Liquidity events for equity tend to occur at a discount, whereas holders converting 

 
3 The more value that can be ascribed to the embedded option, the greater the financing advantage that can 
be achieved.  



 

CBs will begin to do so at a premium to where the underlying share price was at 
the time the CB was issued. 
 
In reality, CBs are an ever-present tool for Issuers to raise finance. It is normally the 
case though that it is smaller, less mature companies that choose them as a source  
 
 
of financing. However, the pace of interest rate rises has meant that larger 
companies are now revisiting the CB market. 
 
Pre-issuance risk 
 
Successfully pricing CB issues for the primary market relies on accurate 
information as to where other issues are trading in the secondary market. 
Judgement is then needed as to where the new issue needs to price in order to be 
successfully received. This is challenging in itself, but the challenge increases when 
the universe of potential issuers changes. 
 
The result is that the pricing of CBs, in large part, relies on “sounding”. That is the 
process of asking where issues are likely to need to price. Internal sounding of the 
trading or sales desk. External sounding of key CB accounts. Sounding in the CB 
market has historically been an area of risk4.  
 
In particular, control staff should be alert to the risk posed by “soft sounding”. This 
is where Bankers, Capital Markets or customer-facing staff may be tempted to test 
the market without formally logging those they are talking to about a potential 
issue. They may rationalise this to themselves by judging the information that is 
being discussed is too vague, is discussed on a no-names basis, and so on. This 
creates significant problems and exposes staff, the firm and its customers to the 
risk of breaching the Market Abuse Regime5. 
 
Nicolas Corry, SKADI’s MD, and a former head of CB trading, explains: 
 
“It can be tempting for capital markets staff to approach the desk, or for the desk 
to be directed to approach customers for a soft sounding. Soft sounding is a risk 
where the discloser of information fails to understand that portions of the CB 
market can have few actors, and where information can be reasonably used to 
identify the security in question.” 
 
“Even in the case where receivers of information are formally logged, the tight 
structure of desks, and the close-knit nature of the investing community where the 
relevant pool of pricing information resides, means that it can be a challenge to 
manage price-sensitive information surrounding a potential new issue.” 
 
Issuance risk 
 
For the purposes of this edition of Horizon we want to highlight two areas of the 
issuance process that are challenging to control. These are the allocation process 
and grey market trading. The key control of surveillance, which may be assumed 

 
4 Hedge fund and high-flier manager fined £1.5m https://www.theguardian.com/business/2006/mar/02/3 
5 MAR Guidelines – Persons receiving market soundings 
https://www.esma.europa.eu/sites/default/files/library/2016-1477_mar_guidelines_-_market_soundings.pdf 

https://www.theguardian.com/business/2006/mar/02/3
https://www.esma.europa.eu/sites/default/files/library/2016-1477_mar_guidelines_-_market_soundings.pdf


 

to detect untoward activity, will likely be bypassed for structural and timing 
reasons. 
 
CBs are typically allocated and issued by way of an accelerated book-building 
process, which will tend to follow a typical timeline… 
 

i. the market for the underlying share which the CB converts into closes 
ii. a summary term-sheet is distributed 

iii. the books open 
iv. the syndicate takes orders 
v. a centralised software platform is used to share information and record 

when orders are received, taking place on a real time basis 
vi. the deal is allocated and distributed before the market for the underlying 

shares reopens for the following session 
 
The process can be compromised. Staff can shadow book-build, opting to compile 
and aggregate orders outside of the software platform. This can enable staff to 
gauge the success of a transaction, before inviting favoured clients in, or protecting 
them from poorly performing deals. It can also give in-house investors the 
opportunity to see how deals are performing before finalising an order. The risk of 
this is higher where a bank acts as the sole lead manager6. 
 
The risk is magnified for CBs compared with other products, due to the accelerated 
nature of book-building, with events occurring at a rapid pace. Staff can give the 
impression of having legitimately “overlooked” orders, or having been too busy to 
add orders in a timely basis. Our own experience at SKADI has shown us that Front 
Office staff have even had success presenting to Control staff that CBs are a “special 
case” and their hybrid properties makes it necessary to build a shadow book! 
 
Control staff should be alert that staff compiling a shadow book may do so using a 
range of means. A spreadsheet in a shared drive is a convenient way of enabling a 
number of users to accompany process of a transaction. There is heightened risk 
of internal desks accessing information to determine whether to enter a 
transaction based on initial success. 
 
The progress of a shadow book can also be simply recorded on a manual blotter. 
However compilation occurs, communication channels will be utilised to convey 
the orders received. These could be internal messaging channels, such as email, 
Teams, Skype or IB chat, which would be captured within the firm’s record keeping. 
These are the channels likely to be used where the staff are ignorant of their 
obligations around managing the information surrounding a new transaction. 
Those that are aware of their obligations will likely opt for communication channels 
that lie outside of the firm’s record-keeping regime such as Whatsapp, Signal, 
Telegram, iMessage or the myriad of other mediums. 
 
Once an issue is launched and the market becomes aware that a new deal is 
imminent, it can be the case that a grey market begins to be quoted by banks 
outside of the lead syndicate. Inter-dealer brokers will be active quoting prices. The 
grey market can quickly become a barometer by which the likely success of a deal 
is measured. If a deal begins to trade up in the grey, above issue price, then orders 

 
6 Where banks are in a syndicate, then an element of collusion would be required 



 

being submitted to the syndicate will likely increase as a range of accounts eye the 
opportunity of subscribing for bonds, which they hope to sell profitably in the 
secondary market7. An issue trading up in the grey will also put accounts under 
pressure to subscribe without fully considering all of the terms in the summary 
term-sheet, for fear of missing out (FOMO!).  
 
One often overlooked consequence of the issue trading up in the grey is that the 
syndicate may come under fire from the issuer, who may get the sense that they 
have been misled into offering their issue too cheaply. 
 
 
 
It should be clear that the grey market offers the possibility to manipulate the 
market around a new issue. If interest around a deal is low, then members of 
syndicate could be tempted to lift bonds in the grey. If a deal is trading up too 
much and there is a fear of the issuer becoming upset, then the temptation could 
be to short some bonds in the grey. 
 
Surveillance controls face challenges in capturing grey market activity. The 
primary one is that the terms on the bonds have not yet been fixed. This means 
that transactions are unlikely to be booked in the firm’s systems until the bonds 
are set up (it won’t have an ISIN for starters). The other main challenge is that of 
geography. Since an accelerated book-building process occurs once the local 
market is closed, activity will likely be occurring outside of the hours that the local 
surveillance team are present. 
 
In the case of shadow book building or grey market activity, Control staff should be 
asking themselves… 
 
If a new issue was brought to market today in my firm, using an accelerated book 
build process: 
 

1. are our surveillance controls likely to be effective? 
2. will communications surrounding the bookbuild be captured as part of the 

firm’s record-keeping? 
3. are staff applying and adhering to need-to-know principles around the 

progress of a transaction? 
4. should surveillance staff be represented on issuance committees, so that 

they can be prepared to enhance surveillance ahead of a new transaction? 
 
 
 
 
 
 
 
 
 
 

 
7 It is possible to sell bonds in the grey in anticipation of an allocation, but that can be risky if an account fails 
to receive an allocation, or receives less than they expect. 
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Parts I and II are out now! Keep an eye out for the final instalment! 
 
We are all familiar with the Greek debt crisis that started in 2009. The fallout 
was far-reaching, impacting large international organisations and causing 
the European Union to step in. 
 
How exactly did everything happen? What went so wrong and why was 
Greece known as one of the worst economic crises in history? 
Join SKADI’s team of experts as we take a deep dive into the intricate details 
and analyse the lessons learned. 
 

The SKADI Podcast – The Greek Debt Crisis 
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