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The unsustainable practice of financial gambling 

by Stefania Ricci [ENG] 

 

When we think about the 2007-08 financial crisis, the first thing we recall is 

probably the shocking fall down of Lehman Brothers and the partial rescue of 

other Wall Street’s giant institutions on the brink of collapse. As for the causes, 

we can certainly remember the proliferation of intricate arguments around the 

devastating role of financial products called derivatives, on the top of which we 

find credit default swaps (CDSs). For the ones who are now wondering “what 

on heart is such a thing?” let me reassure you: you are not alone.  

For non-specialist audiences is indeed very difficult not to get bewildered by 

the current financial jargon. Nevertheless, “ordinary readers” would find it 

useful to grasp just an unpretentious understanding of the logic behind 

derivative products, perhaps starting from CDSs, one of the ugliest monsters 

so far produced by the wizardry of financial engineering.  

The reason is simple: the triggers behind the current debt crisis in Europe are 

not very different from those generating the financial meltdown in 2007-08. 

Now, for the ones who have been wondering why financial markets pressures 

over European sovereign debts seem not to mitigate despite ECB’s money 

injections and austerity reforms, you may hopefully get an insight here about 

what is wrong today with global finance.  

Let us therefore shed some light on CDSs. The best way to look at them is as 

insurance products, like the ones we usually buy for protecting our cars against 

the risk of accident or robbery. Now, let us assume that instead of a car we 

own a bunch of company shares we want to protect against the risk of a 

certain decrease in their value (limit that is agreed on the CDS contract). As it 

would happen for the car, the insurance on our shares costs us a periodic 

premium to be paid to the insurance firm which usually is an investment bank. 

Said that, let us now envisage what occurs if the price of our shares drops 

under the agreed limit: the bank must now pay us compensation. Positions 

cleared, everyone is reasonably happy. As you can see, there is nothing wicked 
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here: we own shares and, since we are prudent investors, we insure them 

against value-loss or even default. 

Now it comes the tricky part. Imagine that someone else who DOES NOT own 

our shares buy an insurance against their default. It is much the same as if 

someone buys an insurance to cover our car in case of accident. What would 

we think about this bizarre individual? That he is probably wishing our car the 

ugliest of the destinies so that he can eventually cash up the compensation. 

The same logic applies to financial assets like shares and bonds. If we buy a 

CDS for insuring shares we do not own, we will be motivated to speculate 

against them in order for them to lose value and for us to make a financial 

gain. In very simplistic terms, CDSs are all about gambling against the 

disgrace of someone else and make money out of it. In more technical terms 

we can define them as trading positions which increase in value as market 

price fall.  

The ultimate step we shall take now regards the connection between CDS and 

the Euro crisis. In order to do that, we shall just substitute our company 

shares with Spain or Greece’s sovereign bonds and figure out how speculation 

can affect their value and the watch of rating agencies over them. Now, just 

think about very wealthy investors (e.g. hedge funds) buying thousands of 

CDSs against the value of Greece’s bonds. What would the market perception 

be about these bonds? That they are almost junk assets and that they might 

possibly default. It was not by chance that European Commission president, 

José Manuel Barroso, has recently expressed his believing that “speculative 

CDS trading has been an aggravating factor in the Greek debt crisis”.1 The 

same concept was delivered five years ago with regard to Lehman Brother’s 

bankruptcy2.  

Given the underlying gambling-logic of CDSs, you may be surprised that these 

sorts of financial contracts are allowed by law, especially with regards to 

sovereign debt. Well, bad news for you. Not only they are, but they are still 
                                                           

1
 The Guardian, 12th May 2012. 

2 See Financial Times’ article “Lehman exposes credit default swap faults”, 6th Oct 2008. 
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flawlessly regulated despite evidences that they can pose serious systemic risk 

over entire banking system. Unfortunately, regardless attempts of reforms and 

massive political debates, global finance has not moved very far from where it 

was five years ago. As a consequence, financial speculation has just found new 

gambling objects, but it is clearly unwilling to switch game.  
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