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I. Introduction
In recent years, financial institutions have developed several innovative derivative
products. These products are typically born out of an unmet need in the financial marketplace.
Credit derivatives, for example, were created in order to let financial clients mitigate credit risk. 1
A well-known type of credit derivative is the credit default swap (“CDS”), a privately held,
negotiable bilateral contract that allows a lender to transfer the credit risk of a borrower to a third
party.2 In return for periodic premium payments, a buyer of CDS protection is entitled to a large
one-time payout if the underlying reference entity triggers a “credit event.” 3 Since the inception
of CDS in the early 1990’s, their use and popularity has grown tremendously. 4 The total gross
notional amount of outstanding CDS as of the second quarter of 2019 was approximately $9.4
trillion.5
In recent years, companies have been increasingly forced into litigation by highly
sophisticated investors who, incentivized by large profits tied to CDS positions, scrutinize a
firm’s credit documents in order to force or “manufacture” a corporate default or other credit
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event. In many cases, some borrowers in response to those credit events have even been
compelled to file for bankruptcy.6
Realizing that manufactured credit events have become a cause for concern, industry
associations and finance lawyers have proposed various credit agreement amendments or clauses
that have attempted to make it more difficult for CDS buyers to force an otherwise financially
sound firm into bankruptcy.7 Some commentators have suggested that these amendments and
proposals still leave open many loopholes. To reduce the scrutiny and economic costs that
manufactured credit events have been accused of producing, this article proposes that a
mandatory arbitration clause in corporate credit documents could be utilized to promote an
alternative dispute resolution mechanism in lieu of litigation.
II. Background
a. Current Oversight
The International Swaps and Derivatives Association (“ISDA”) was created to address
the challenges that the derivatives market posed to financial institutions.8 The goal of ISDA is to
help reduce counterparty risk and increase transparency by providing some form of
standardization and oversight.9 The main tool that ISDA uses in this regard is the ISDA Master
Agreement (“Master Agreement”).10 The Master Agreement “delineates the obligations of
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parties, defines what constitutes a credit event, and details procedures for early termination and
transfer of CDS contracts.”11
Assessing whether a default or credit event has occurred isn’t as straightforward as it
seems and has caused aggressive litigation between CDS counterparties (see Solus Alt. Asset
Mgmt. LP v. GSO Capital Partners L.P.).12 These disagreements compelled ISDA to establish a
“Determinations Committee” to make binding decisions on credit event occurrence. 13 Some say
that ISDA, by using a textualist approach to its rules and regulations, has made its decisions with
“little regard for the negative effects that arise from strict application.” 14
b. Manufactured Credit Events
In June of 2019, the heads of the Securities & Exchange Commission (“SEC”),
Commodities Futures Trading Commission (“CFTC”) and the UK’s Financial Conduct Authority
issued the following joint statement regarding manufactured credit events:
“The continued pursuit of various opportunistic strategies in the credit derivatives markets,
including but not limited to those that have been referred to as “manufactured credit events,” may
adversely affect the integrity, confidence and reputation of the credit derivatives markets, as well
as markets more generally. These opportunistic strategies raise various issues under securities,
derivatives, conduct and antifraud laws, as well as public policy concerns.”15

A manufactured credit event occurs when a CDS protection buyer entices, persuades or
otherwise forces a company to default or trigger a credit event so that the investor will receive
the large one-time credit default payment associated with their CDS. 16 According to the CFTC,
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there have been approximately fourteen manufactured credit events over the past three years. 17
Net short debt activism is the latest form of manufactured credit event strategy in which an
investor simultaneously purchases a small debt position in a reference company, establishes a
large short position through CDS and then uses the contractual rights associated with their debt
position to take legal action against the company. 18 Commentators have described net short debt
activists as using their position to drive otherwise solvent companies into bankruptcy over minor
technical defaults.19
c. Recent Examples of Manufactured Credit Events
Several recent examples of manufactured credit events illustrate how savvy investors
have been able to persuade companies to take or be subject to certain corporate actions that are
beneficial to the investor but may not be in the best long-term interests of the company.
i. Hovnanian
In 2017, with a large amount of debt about to mature, Hovnanian Enterprises
(“Hovnanian”) started to seek new sources of capital and began negotiating with GSO Capital
Partners (“GSO”), the debt investing unit of Blackstone.20 Before negotiating with Hovnanian,
GSO purchased approximately $330 million in CDS that referenced the company’s existing
bonds.21 After establishing this CDS position, GSO then approached Hovnanian and proposed a
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unique refinancing deal.22 The GSO deal, which was very attractive to Hovnanian and would
help the company shore up its balance sheet, was contingent upon Hovnanian skipping a small
interest payment on a very specific bond that served as the reference asset for GSO’s $330
million CDS position.23 At the time, Hovnanian was not facing imminent bankruptcy and GSO’s
main objective in requiring Hovnanian to skip that interest payment was so that Hovnanian
would trigger a credit event and GSO could profit off its related CDS position. 24 If Hovnanian
were to accept GSO’s deal and trigger a credit event by skipping a nominal interest payment, the
CDS protection seller, Solus Alternative Asset Management (“Solus”), would have been
responsible for a very large one-time payout to GSO and other CDS protection buyers. Amid
public criticism and a lawsuit filed by Solus that accused GSO of market manipulation, the
refinancing deal was ultimately abandoned. 25
ii. Windstream
Certain CDS transactions have even indirectly forced otherwise financially sound firms
to file for bankruptcy. In 2015, Windstream Communications (“Windstream”) decided to spinoff certain copper wire and fiber optic cable assets into a separate, publicly traded company that
is now known as Uniti Group (“Uniti”). 26 Concurrent with the spin-off, Windstream entered into
a sale-leaseback agreement whereby Windstream agreed to lease from Uniti a number of the
assets that it had previously owned.27 Although the agreements governing certain of
Windstream’s bonds had included specific covenants restricting sale-leaseback transactions,
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many of Windstream’s bondholders did not object to the transaction. 28 In 2017, two years after
the successful Uniti spin-off, Aurelius Capital Management (“Aurelius”), a New York-based
hedge fund founded by a former bankruptcy attorney, purchased Windstream bonds and began
its own analysis.29 It is widely believed that at the time of its Windstream bond investment,
Aurelius had also purchased a large amount of CDS protection that would pay off if Windstream
subsequently triggered a credit event. 30 Presumably incentivized by the large profits tied to a
potential default payment, Aurelius subsequently revived the fact that the sale-leaseback
covenant had been violated in order to assert that Windstream had indeed defaulted on its bonds
over two years prior.31 The Windstream case exemplifies how certain opportunistic investment
strategies can result in negative repercussions for stakeholders beyond just the sophisticated
counterparties engaged in the CDS transaction.32 Aurelius and Windstream eventually ended up
in hostile litigation in order to determine whether there actually had been a credit default. 33
“The Windstream situation, regardless of how it is resolved, exemplifies the risks that net-short
debt activism can pose to companies. Aurelius has publicly questioned Windstream’s financial
position and threatened Windstream with an outcome—defaults on its bond debt—that could
cause significant damage to Windstream’s other stakeholders, including other creditors,
shareholders and employees. While short sellers in the equity markets might “talk down” a stock,
they have no similar legal mechanism to inflict such wide-ranging harm on a target.”34

In February of 2019, Judge Jesse M. Furman of the Southern District of New York ruled
in favor of Aurelius and Windstream subsequently filed for bankruptcy protection. 35
iii. Thomas Cook
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Another scenario has arisen where bond or loan investors have attempted to block
companies from engaging in friendly corporate actions under the premise that such action would
decrease the value of their CDS positions. In the summer of 2019, United Kingdom-based travel
firm Thomas Cook, which had been under enormous financial pressure, negotiated a consensual
restructuring and financing deal with the owner of ClubMed Resorts, Fosun International
(“Fosun”).36 This rescue deal needed to be approved by Thomas Cook’s debtholders who had
also purchased large CDS positions in the company. Fearing that the rescue deal would not
trigger a credit event, these CDS investors grouped together in order to block the Fosun deal. 37
With no Fosun-led rescue deal available, Thomas Cook ultimately entered into a liquidation
proceeding.38
d. Manufactured Credit Event Criticism
Although the misuse of credit derivatives has certainly been associated with some
noteworthy negative events, such as the global financial crisis, many commentators have noted
that credit derivatives such as CDS actually play an important role in the global financial
system.39 Proponents argue that the original function of CDS, the ability to successfully insure
against credit risk, has increased overall lending to companies, municipalities and governments
which in turn has had a net positive impact on the economy. 40 On the other hand, skeptics have
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cited the outsized profit opportunities associated with specific financial derivatives such as CDS
as indirectly leading to unnecessary bankruptcies, economic waste and other negative
consequences.41 In order to balance the key advantages and disadvantages associated with these
financial products, a neutral, fair, and informed dispute mechanism, such as arbitration, is
needed.
As was the case in both the Windstream and Thomas Cook examples, manufactured
credit events can ultimately lead to an unnecessary bankruptcy. In a bankruptcy, a company can
be liquidated or restructured, and many employees may potentially lose their jobs. 42 “An
unnecessary bankruptcy imposes deadweight losses on society as a whole” 43 and can result in a
large amount of both direct and indirect costs. In addition, when a firm is in bankruptcy a
substantial amount of management’s time and focus must be spent tending to bankruptcy-related
matters instead of normal day-to-day business operations. 44 The distraction of having to oversee
a bankruptcy proceeding can deprive certain business areas from much needed management
attention and result in the deterioration of value. 45
Others argue that by allowing manufactured credit events to exist, investors are motivated
to scrutinize debt documents which in turn is good for markets because it acts as a monitoring or
policing mechanism by enforcing previously agreed upon covenants. 46 In addition, some
commentators have said that manufactured credit events should be allowed to occur because
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counterparties involved in CDS transactions are highly sophisticated investors who can price the
risk associated with the potential for a forced default.47
e. Current Solutions for Manufactured Credit Event Disputes
In response to manufactured credit events, corporate issuers have sought to develop and
insert contractual provisions into their debt documents to limit the abilities of potential net short
debt investors.48 However, as recently noted in the New York Law Journal, “provisions
addressing these issues are far from uniform, are by no means widely accepted and are a work in
process.”49
i. Net Short Lender Provisions
A recent solution that has been introduced to the market is the net short lender
provision.50 This provision first attempts to identify which investors qualify as “net short” by
describing a specific formula that must be applied in calculating an investor’s long and short debt
and credit derivative positions.51 The provision then goes on to apply certain restrictions to net
short lenders such as taking away their voting rights or blocking their submitted notices of
default.52 More onerous net short lender provisions have even included clauses that force a net
short lender to transfer its long debt position to a third party. 53
Although the net short lender provision is a positive development, it still leaves open
many potential loopholes. First, creative net short lenders can possibly use separate subsidiaries
and affiliates to hold their long and short positions in order to avoid the net short restriction and
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not raise any red flags.54 Second, the formulas that are used to calculate the defined “net short”
amount could potentially be subject to dispute as many investors (especially large financial
institutions with multiple divisions) might have short debt positions that were entered into as a
result of normal day-to-day activity or inadvertently acquired in the course of the purchase of a
portfolio of debt instruments.55 Finally, net short lender provisions only seek to protect against
potential notices of default and don’t provide protections against other opportunistic CDS
strategies such as blocking consensual restructurings, accepting rescue capital or merging with or
selling to another company, in each case depriving the company an avenue to avoid filing for
bankruptcy.
ii. Default Statute of Limitations
Historically, under New York law, 56 the applicable statute of limitations for a notice of
default has been six years.57 In Windstream, the sale-leaseback transaction that Aurelius
scrutinized had occurred over two years prior to the litigation and had been assumed to have
been accepted by the company’s bondholders. 58 To deter this type of behavior, credit agreement
provisions have been adopted by the market in order to limit the time in which a debtholder can
assert a claim.59 These provisions shorten the statute of limitations to around two years to deter
potential activists from seeking out strategic litigation opportunities. 60 A potential drawback of
this provision is that two years may not be enough time for a good-faith, neutral debtholder to
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assert a real, non-opportunistic default.61 For instance, a good faith debtholder may only learn of
a material breach of a certain covenant months after it was initially disclosed due to it being
buried in the footnotes of a company’s required financial forms. If the statute of limitations were
to be reduced to two years, then this hypothetical debtholder might not be able to appropriately
assert a default.62
iii. ISDA Amendments
In March of 2019, ISDA published proposed amendments to its 2014 ISDA Credit
Derivatives Definitions in order to address the issue of manufactured credit events. 63 The
primary solution that ISDA proposed was to include a “credit deterioration” requirement under
the definition of a failure to pay credit event. This proposed amendment was developed to deter
net short activists by making sure that only actual financially distressed companies could trigger
CDS contracts under a failure to pay credit event. 64 The ISDA Amendments, which have yet to
be adopted, don’t consider other opportunistic credit strategies such as those that were present in
Windstream and Thomas Cook.
III. Analysis
a. Opportunity for Arbitration in Manufactured Credit Event Disputes
In May of 2019, the former CEO of ISDA testified that:
“ISDA mechanisms would be insufficient to confront the threat of cleverly engineered defaults
because CDS market participants and the ISDA Determinations Committee require the certainty of
a bright-line rule, and that prohibiting engineered defaults would require a subjective inquiry into
a Reference Entity’s intent when defaulting”65
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As new mechanisms are being proposed to remove the threat of manufactured credit events,
loopholes and workarounds are being developed. The difficult task of balancing the benefits of
CDS to provide greater liquidity and resilience to the credit markets while at the same time
reducing their negative consequences, such as erosion of value, requires a neutral dispute
resolution method.
In recent years, there has been a significant increase in the popularity of using arbitration
as an effective tool in the financial sector. 66 Arbitration is “a method of dispute resolution by a
privately-constituted tribunal typically made up of one or three arbitrators, which culminates in
an arbitral award that binds the parties.”67 The fact that arbitration awards are binding on the
parties means that arbitration, unlike mediation, can serve as a complete alternative to costly
litigation.68 Although arbitration costs can vary based on complexity, the main expenses are
related to filing fees and the arbitrators’ hourly fees. 69
i. Benefits of Arbitration
There are many benefits to having borrowers and CDS market participants use arbitration
instead of litigation in order to resolve disputes. For one, the arbitration agreement could specify
a neutral forum in which both sides agree to arbitrate their matter, thus removing certain
concerns that the parties may have of jurisdiction related bias. 70 In addition, the fact that
arbitration allows the existence and details of the dispute to remain confidential would be very
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attractive to a variety of investors who don’t want their reputation publicly harmed or the
markets to be influenced by papers filed with a court. 71 Another important benefit that arbitration
can provide is the ability of arbitration agreements to specify that arbitrators be experts in a
certain field, a very integral aspect to resolving disputes as complex as manufactured credit
events. Perhaps the greatest benefit of having mandatory arbitration in manufactured credit event
disputes is its ability to provide a standardized dispute resolution mechanism. If investors lose
faith in credit derivatives by believing that some players “game the market,” then demand for
CDS will fall and the wider credit markets could suffer. Standardization, by raising investor
confidence, could allow markets to continue to benefit from the many positive aspects of credit
derivatives while also increasing efficiency and reducing transaction costs. 72
ii. Potential Drawbacks of Arbitration
Although arbitration in complex credit derivative disputes is a possible solution, there are
a few drawbacks that should be mentioned. For one, arbitration typically lacks a comprehensive
discovery process and must rely on the experience of the arbitrators to provide guidance on
streamlined procedures.73 In addition, arbitration typically disfavors summary judgment or
summary disposition even when there are only legal and not any material facts in dispute. 74
Finally, the inability to appeal (except in cases of proven arbitrator bias) has sometimes turned
parties away from choosing arbitration as the preferred method to resolve their disputes. 75
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The various proposals and amendments that have been introduced in order to combat the
negative consequences of certain opportunistic CDS strategies often utilize bright line rules in
order to deal with one aspect of a manufactured credit event and fail to consider other
consequences. In addition, “preventing all future loophole-exploitation” is nearly impossible as
sophisticated investors will create new and innovative ways in order to profit. 76
Incorporating a standardized mandatory arbitration clause in corporate debt documents
that is applicable to a wide net of debtholders could reduce value erosion and negative
externalities, provide a mutually beneficial solution for all parties and abolish the need for a
subjective inquiry into a reference entity’s intent when defaulting. Although more research into
this topic is warranted, mandatory arbitration agreements inserted into corporate debt documents
could potentially be an effective step in the right direction.
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