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“Standard” Credit Default Swaps on Greece Are a Sham and It’s Not a Surprise 
 
At least it’s not a surprise to any financial professional that has paid attention to the false reassurances 
that the International Swaps and Derivatives Association, Inc. (ISDA) has given over the years to naïve 
participants in the credit derivatives market.   
 
“Customers” that accepted ISDA documentation when buying credit default protection on Greece are 
now discovering that ISDA defends the position that a 50% discount on Greek debt is “voluntary” and 
therefore not a credit event for credit default swap payment purposes according to its documents.  
This makes the ISDA “standard” credit default swap (CDS) ineffective as a hedge for the widened 
spreads (reduced price) of Greek debt, and it makes it ineffective as a protection against default using 
reasonable standards of impairment to define default.  ISDA can defend ambiguous definitions so that 
payment on the credit default swap is virtually impossible.   
 
First Step in a CDS: Protect Yourself from the ISDA Cartel 
 
As previous sovereign problems have illustrated, the only way to buy protection is to rewrite the 
flawed ISDA “standard” document and agree to new more sensible terms, before concluding the initial 
trade.   One has to first protect oneself from the ISDA cartel “standard” documentation before one can 
buy sovereign default protection, or any other protection for that matter.  
 
I explained the need to rewrite ISDA documentation in some detail to the IMF in April 2005.  (A short 
excerpt is on my web site accessible via this link.)  In the intervening years ISDA documentation 
changed, but the need to rewrite it remained the same.  I cannot stress enough that the International 
Swaps and Derivatives Association, Inc. (ISDA) “standard” documentation touted by that organization 
does a grave disservice to unwary credit default protection buyers.  The first thing a credit derivatives 
trader needs to do when presented with such a document is to rewrite it and agree upon new terms 
before the trade.  There is no such thing as “standard” documentation in the credit derivatives market, 
particularly the sovereign credit derivatives market. 

Credit default swap documentation has a long history of problems.  This isn’t the first time investors 
have been burned in the sovereign credit default swap market.  Hedge funds Eternity Global Master 
Fund Ltd. and HBK Master Fund LP thought they purchased protection against an Argentina default and 
sued when J.P. Morgan refused to pay off on Argentina credit protection contracts they had purchased.  

At issue was the definition of restructuring.  Did Argentina's "voluntary debt exchange" in November of 
2001 meet the definition of a restructuring?  The Republic of Argentina gave bondholders the option to 
turn in their bonds in exchange for secured loans backed by certain Argentine federal tax revenues.  
J.P. Morgan claimed this didn't meet the definition of restructuring, at least for the protection it sold to 
Eternity. 

 

http://www2.isda.org/uploaded_files/tinymce/Update%20on%20Greek%20Q%20and%20A%2027%2010%2011.pdf
http://www.tavakolistructuredfinance.com/imf3.html
http://bickelbrewer.com/index.php?id=160&backPID=32&begin_at=500&tt_news=119&type=98
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J.P. Morgan's story was different when it wanted to collect on the protection it bought from Daehon, a 
South Korean Bank.  J.P. Morgan claimed its slightly different contract language met the definition of 
restructuring under the credit default protection contract it had with the South Korean Bank. 

In other words, J.P. Morgan made sure its contract language would allow it to get paid when it bought 
protection and would make it harder for its counterparty to get paid when it sold protection.   

Language Arbitrage: You’re Not a Sucker, You’re a Customer  

Banks that play this game call it “language arbitrage.”  Anyone that bought sovereign credit protection 
on Greece after accepting ISDA “standard” documentation without modifying the language now finds 
that they are on the wrong side of an “arbitrage.”  An arbitrage is a riskless money pump.  In this case, 
it means that money has been pumped out of credit default protection buyers with no risk to their 
counterparties, the financial institutions that ostensibly sold them credit default protection on Greece.   

 
 

 
 

Janet Tavakoli is the president of Tavakoli Structured Finance, a Chicago-based firm 
that provides consulting to financial institutions and institutional investors.  Ms. 
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positions, trading, structuring and marketing structured financial products. She is a 
former adjunct associate professor of derivatives at the University of Chicago's 
Graduate School of Business.  Author of: Credit Derivatives & Synthetic Structures 
(1998, 2001), Collateralized Debt Obligations & Structured Finance (2003), 
Structured Finance & Collateralized Debt Obligations (John Wiley & Sons, September 

2008), and Dear Mr. Buffett: What an Investor Learns 1,269 Miles from Wall Street  (Wiley, 2009), a 
book about early warnings and the causes of the global financial meltdown. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

http://www.amazon.com/Credit-Derivatives-Synthetic-Structures-Applications/dp/047141266X/ref=pd_bbs_sr_4?ie=UTF8&s=books&qid=1222351404&sr=8-4
http://www.amazon.com/Collateralized-Debt-Obligations-Structured-Finance/dp/0471462209/ref=sr_1_6?ie=UTF8&s=books&qid=1224586838&sr=8-6
http://www.amazon.com/Structured-Finance-Collateralized-Debt-Obligations/dp/0470288949/ref=pd_bbs_sr_1?ie=UTF8&s=books&qid=1221918040&sr=1-1
http://www.amazon.com/Dear-Mr-Buffett-Investor-Learns/dp/047040678X/ref=pd_bbs_4?ie=UTF8&s=books&qid=1221917976&sr=8-4
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Other Important Disclosures 

Copyright, User Agreement and other general information related to this report: Copyright 2011 Tavakoli Structured 
Finance, Inc. (“TSF”).  All rights reserved.  This report is prepared for the use of Tavakoli Structured Finance’s clients and 
may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express 
written consent of TSF.  Receipt and review of this report constitutes your agreement not to redistribute, retransmit, or 
disclose to others the contents, opinions, conclusion or information contained in this report.  The information relied on for 
any opinions expressed were obtained from various sources and TSF does not guarantee its accuracy. 

This report provides general information only.  Neither the information nor any opinion expressed constitutes an offer, 
or an invitation to make an offer to buy or sell any securities or other investment or any options, futures, or derivatives 
related to securities or investments.  It is not intended to provide personal investment advice and it does not take into 
account the specific investment objectives, financial situation and particular needs of any specific person who may receive 
this report.  Investors should seek financial advice regarding the appropriateness of investing in any securities, other 
investment or investment strategies discussed or recommended in this report and should understand that statements 
regarding future prospects may not be realized.  Investors should note that income from such securities or other 
investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall.  Accordingly, 
investors may receive back less than originally invested.  Past performance is not necessarily a guide to future performance. 

Under no circumstances will TSF have any liability to any person or entity for (a) loss or damage in whole or in part 
caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance or contingency within or 
outside the control of TSF or any of its directors, officers, employees or agents in connection with the procurement, 
collection, compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any 
direct, indirect, special, consequential, compensatory or incidental damages whatsoever (including without limitation, lost 
profits), even if TSF is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any 
such information.  The financial reporting analysis observations and other observations, if any, constituting part of the 
information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or 
recommendations to purchase, sell or hold any securities.  No warranty,  express or implied, as to the accuracy, timeliness, 
completeness, merchantability or fitness for any particular purpose of any opinion or information is given or made by TSF in 
any form or manner whatsoever.  Each opinion must be weighed solely as one factor in any investment decision made by or 
on behalf of any user of the information contained herein, and each user must accordingly make its own study and 
evaluation of each security and of each issuer and guarantor of, and each provider of credit support for, each security that it 
may consider purchasing, holding, or selling.  

 
 

 


