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THE NET-SHORT
DEBT STRATEGY 
PARADIGM

Disputes between debtors and creditors are common 
if not ubiquitous in bankruptcy. The nature and scope 
of these disputes has evolved over time, however, with 
certain investors no longer motivated simply by the 
expectation that a debtor will make payments of interest 
and settle its obligation in full at maturity. Instead, these 
investors look to profit from establishing a position in 
a company’s debt, equity and derivative securities (i.e., 
credit default swaps, “CDS”) such that they are “net-
short” the company’s debt, and consequently have 
more to gain from a decrease rather than increase in its 
value. The actions taken to implement a net-short debt 
strategy observable thus far fall into two distinct but 
closely related categories: the “net-short debt activist” 
and the “manufactured default” approaches.   

CDS Basics
Initially developed as a way for banks to transfer credit 
exposure and free-up regulatory capital, the use of CDS 
has evolved as an active portfolio management tool.1  
Similar to insurance, a CDS is a contract in which a buyer 
of default protection pays a fee, to a seller of default 
protection on a reference entity, in exchange for a 
payment by the seller on the occurrence of a predefined 
credit event.2   Notwithstanding counterparty risk, CDS 
therefore serve to mitigate risks by transferring a given 
risk from one party to another without having to transfer 
the underlying bond or credit asset.  In effect, the 
position of the default protection buyer, who typically 
owns the credit asset, is comparable to shorting a bond, 
while the seller is effectively long. 

The terms of a CDS contract are determined via 
negotiation by the parties. The reference entity is the 
obligor to which the reference obligation, or underlying 
credit asset, belongs. The notional amount is the face 
value of the reference obligation, while the tenor is 
the period during which protection under the CDS is 
effective. The default swap premium, or swap spread, 

1  “Understanding Credit Default Swaps,” Pimco.com (October 2019), retrieved 
from https://www.pimco.com/en-us/resources/education/understanding-
credit-default-swaps/
2  Arvind Rajan, “A Primer on Credit Default Swaps,” in The Structured Credit 
Handbook, edited by Arvind Rajan, Glen McDermott and Ratul Roy (Hoboken: 
John Wiley & Sons, 2007), 17.

calculated as a fraction of the notional amount of the 
reference obligation,3 represents the fee the buyer 
agrees to pay the seller in exchange for transferring the 
credit risk of the obligation.

Credit events are circumstances that have to take place 
for a protection buyer to exercise its right to exchange 
a deliverable obligation to a protection seller and 
receive a payoff. For corporate entities, credit events 
include bankruptcy, failure to pay and restructuring. 
For sovereigns, credit events include repudiation, 
moratorium and obligation acceleration and default. 
Restructuring differs from other credit events in that 
there is no automatic trigger of the CDS. Rather, it is 
up to the protection buyer or seller to determine how 
to proceed.4

Whether a credit event has occurred is determined by 
the Determinations Committee (“DC”), comprised of 
buyers and sellers, for the geographic area in which the 
contract was written.5  Any market participant can ask 
for a determination; however, the scope is limited to 
credit events that have occurred in the 60 days prior 
to the request. If the DC finds that a credit event has 
occurred, the DC then determines whether to hold an 
auction to establish the market value of the obligations 
of the reference entity that qualify to be delivered in 
exchange for payment pursuant to the CDS contract.   

When two parties enter into a CDS, the spread is set 
such that the present value of the swap transaction is 
zero, with the value of the fixed, or premium leg, and 

3  George Chacko et al., Credit Derivatives: A Primer on Credit Risk, Modeling, 
and Instruments (Upper Saddle River: Wharton School Publishing, 2006), 152.
4  “A Guide to Credit Events and Auctions,” Creditsuisse.com (October 2019), 
retrieved from https://research-doc.credit-suisse.com/docView?language=ENG
&source=emfromsendlink&format=PDF&document_id=803733390&serialid=F
WHCx3yCrSE3FoEvAbEKa6fRKhqLoKs0jL1gR5W2Dfs%3D
5  Fabien Carruzzo, Stephen Zide and Daniel King, “Opportunistic Credit 
Default Swap Strategies,” Kramerlevin.com (October 2019), retrieved from 
https://www.kramerlevin.com/images/content/4/9/v2/49130/Opportunistic-
Credit-Default-Swap-Strategies-w-014-1708.pdf
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value of the contingent, or protection leg, equal.6 
Stated differently, the present value of all CDS premium 
payments should equal the present value of the expected 
payoff from the CDS in order for the NPV to be zero 
for both parties.7 If the reference entity subsequently 
defaults, the CDS buyer will receive a payment from 
the seller. However, as the recovery rate (i.e., degree to 
which the principal and accrued interest on defaulted 
debt can be recovered) is typically greater than zero, the 
payoff will differ from the face value of the obligation. 
Accordingly, the payoff from a CDS is equal to the face 
value of the credit asset minus its market value just after 
default at time t, with the market value just after time t 
equal to the recovery rate multiplied by the face value 
of the bond plus accrued interest. So with a failure to 
pay or other credit event under a CDS contract, credit 
protection sellers must pay credit protection buyers the 
amount of the percentage decline in the par value of 
the “cheapest to deliver” debt of the reference entity 
deliverable under the CDS, multiplied by the applicable 
notional amount.8  

Overview of Net-Short Debt Activism
“Net-short debt activism” involves the acquisition of a 
“long” position in a debt instrument such as a corporate 
bond, in order to assert a default that will result in a profit 
on a larger “short” position in the reference firm’s debt, 
equity or derivatives.9  The investor does not seek to 
work with or support the debtor in restructuring. Rather, 
the objective of the investor is to force the debtor to 
accelerate payment.10 Based on the Cash America case, 
investors have also asserted they are entitled to a make 
whole premium as an alternative to acceleration as 
covenant defaults are equivalent to an indirect optional 
redemption. Both claims differ from customary disputes 
where the creditor is trying to enforce its contractual 
right to payment, or challenge a transaction that may 
diminish the debtor’s ability to pay.11 Net-short debt 
activism also differs from that in the equity markets, 
as bondholders do not vote to approve significant 
transactions or elect directors.  

To implement a net-short debt activist strategy, the 

6  Ali Hirsa and Salih N. Neftci, An Introduction to the Mathematics of Financial 
Derivatives, 3 (London: Elsevier, 2014), 380.
7  Yuan Wen and Jacob Kinsella, “Credit Default Swap–Pricing Theory, Real 
Data Analysis and Classroom Applications 
Using Bloomberg Terminal,” Bloomberglp.com, retrieved from https://data.
bloomberglp.com/professional/sites/10/WhitePaper_Wen.pdf .
8  Carruzzo, Zide and King, “Opportunistic.”
9  “CDS market: Beware the net-short-debt activist,” Euromoney.com (October 
2019, retrieved from https://www.euromoney.com/article/b1b9kgb7fyx0m5/
cds-market-beware-the-net-short-debt-activist
10  Roy Zhang, “Sirius Computer Solutions: An Analysis of Net Short Debt 
Activism Safeguards,” Medium.com,  retrieved from https://medium.com/@
royanderson_1518/sirius-computer-solutions-an-analysis-of-net-short-debt-
activism-safeguards-ac519f2dbd1b
11  Steven A. Cohen, Joshua A. Feltman, Emil A. Kleinhaus, and John R. 
Sobolewski, “Default Activism in the Debt Markets” (memorandum: Wachtell, 
Lipton, Rosen & Katz, November 16, 2018).

investor identifies a transaction it can argue violated 
an issuer’s debt covenants.  The investor then creates 
a position in which it holds both long and short claims 
in the company’s debt, with the long claim smaller than 
the short, so on balance, the investor is “net-short” 
the company’s debt.  While usually comprised of CDS 
that increase in value on the default of the reference 
entity, the short leg may also be structured with equity 
or junior debt.  The investor may then assert the default 
in a letter to the borrower, offering to drop the assertion 
in exchange for the payment of a fee.12  If the investor’s 
long position is sufficient (customarily 25 percent of the 
bond tranche), it may also serve a formal default notice, 
precipitating litigation.13

The Case of Windstream

The litigation between Aurelius Capital Management, 
LP and Windstream Holdings, Inc.14 is an illustration 
of the net-short debt activist strategy.   In April 
2015, Windstream spun-off and then leased back its 
copper and fiber assets in a transaction that created 
Communications Sales & Leasing, Inc., subsequently 
renamed  Uniti Group Inc.15  Following in October 2017, 
U.S. Bank National Association filed suit on behalf of 
Aurelius, who as beneficial owner of more than 25 
percent of the senior unsecured notes due 2023 (and 
who purportedly had purchased CDS worth as much as 
10 times the debt it owned)16 filed a notice of default in 
September 2017,17 alleging that the transaction violated 
the sale and leaseback covenant in the indenture to the 
notes.18

In deciding the case, U.S. District Judge Jesse 
Furman concluded the spin-off constituted a default 
and awarded Aurelius approximately $310.5 million, 
plus interest of $61,347 per day after July 23, 2018.19  
Windstream responded it would challenge the ruling, 
and announced “The Company believes that Aurelius 
engaged in predatory market manipulation to advance 
its own financial position through credit default swaps at 
the expense of many thousands of shareholders, lenders, 

12   Ibid.
13   Joshua A. Feltman, Emil A. Kleinhaus, and John R. Sobolewski, “The Rise 
of the Net-Short Debt Activist” (memorandum: Wachtell, Lipton, Rosen & Katz, 
August 1, 2018). 
14   Shanthi Rexaline, “The Windstream Plunge, Explained,” finance.yahoo.com 
(Benzinga.com), retrieved from  https://finance.yahoo.com/news/windstream-
plunge-explained-174236901.html
15  “Communications Sales & Leasing, Inc. Formed Through Spinoff,” 
Uniti.com,  https://investor.uniti.com/news-releases/news-release-details/
communications-sales-leasing-inc-formed-through-spinoff
16  William D. Cohan, “What Hedge Funds Consider a Win Is a Disaster for 
Everyone Else,” Nytimes.com (May 12, 2019), retrieved from https://www.
nytimes.com/2019/05/12/opinion/windstream-bankruptcy-cds.html
17  Debtwire.com, retrieved from https://www.debtwire.com/document-
repository/document/BkJSgdVAb
18   Rexaline, “Windstream.” 
19  Joan Engebretson, “Aurelius Decision Could Trigger a Windstream 
Bankruptcy, With Implications for Uniti Too,” Telecompetitor.com,  https://www.
telecompetitor.com/aurelius-decision-could-trigger-a-windstream-bankruptcy-
with-implications-for-uniti-too/
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employees, customers, vendors and business partners. 
Windstream stands by its decision to defend itself and 
try to block Aurelius’ tactics in court.” 20   However, as 
the ruling effectively cut Windstream off from its $450 
million credit facility, with $5.6 billion funded debt and 
only $6 million cash on hand, it was forced to file for 
Chapter 11.21, 22 

Manufactured Defaults
In an unconventional or narrowly tailored credit event, 
also known as a “manufactured default,”23 the investor 
works with the company, agreeing to provide financing on 
favorable terms contingent on the company voluntarily 
defaulting on an obligation it is capable of paying. 
When the company defaults, the investor profits from 
the default protection provided by the CDS contract it 
bought to cover the risk of the company’s obligation, 
enabling it to provide financing on favorable terms. The 
relatively low $1 million failure-to-pay threshold in the 
standard CDS contract also permits most CDS contracts 
to be set off without triggering cross-defaults in other 
debt securities of the company.24 

To manufacture a default, the investor purchases a CDS 
on the company from another hedge fund, insurance 
company or large bank that pays off on the occurrence 
of a failure-to-pay credit event.25 The investor then 
contacts the company and offers to provide it with 
favorable, low interest financing, conditioned on its 
defaulting in a manner that triggers payouts on the 
investor’s CDS. The company implements the plan, 

20  “Windstream Files Ch. 11 Following $310M Judgment,” Law360.com, 
retrieved from https://www.law360.com/articles/1132530/windstream-files-ch-
11-following-310m-judgment
21  “Windstream Gets Judge’s OK To Tap $400M In DIP Funds,” Law360.com, 
retrieved from https://www.law360.com/articles/1133148/windstream-gets-
judge-s-ok-to-tap-400m-in-dip-funds
22  Joan Engebretson. Windstream Chooses Bankruptcy Filing Over Appeal of 
Negative Decision Involving Uniti Group Spinoff.” Telecompetitor.com. https://
www.telecompetitor.com/windstream-chooses-bankruptcy-filing-over-appeal-
of-negative-decision-involving-uniti-group-spinoff/
23  Scott O. Malia. “An Important Milestone.? Isda.org. https://www.isda.
org/2019/03/14/an-important-milestone/
24   Carruzzo, Zide and King, “Opportunistic.”
25  FinancialTimes.com, retrieved from https://www.ft.com/
content/5e23e516-5cdc-11e8-ad91-e01af256df68

perhaps by delaying making an interest payment until 
after the grace period. This default triggers the CDS, 
causing the counterparty to the investor’s CDS to pay a 
lump sum to settle the contract. 

Codere SA: First in the Series

In 2013, Codere SA, an operator of betting parlors and 
racetracks in Europe and Latin America, undertook an 
effort to restructure €1 billion of debt after incurring 
losses over a number of quarters.26  In the process, GSO 
Capital Partners LP (“GSO”), a subsidiary of Blackstone 
Group LP, offered Codere a loan contingent on Codere 
forgoing an interest payment on one of its obligations 
until after the associated grace period. This constituted 
a failure-to-pay credit event with respect to the CDS that 
GSO had purchased with Codere as the reference entity.  
In settlement of the CDS, GSO purportedly received a 
payment of $15.6 million from its CDS protection seller, 
increasing the returns on its loan to Codere.

Codere’s failure-to-pay credit event did not violate the 
cross-default thresholds of its other debt instruments. 
Consequently, through the use of CDS, Codere was able 
to obtain favorable financing, while GSO was able to 
realize a greater return, absent any harm to the capital 
structure of Codere altogether.  Capital was drawn from 
the protection sellers in the CDS market and invested 
in Codere, precluding further degradation of its credit.

The iHeart Restructuring

As part of its efforts to restructure $20 billion of 
outstanding debt, iHeart Communications Inc. arranged 
for its wholly owned subsidiary, Clear Channel Holdings, 
to buy $57.1 million of certain 5.5% senior notes due 
December 15, 2016.27 When the Notes matured, iHeart 
repaid all amounts outstanding except for those owned 
by Clear Channel. In making this election, iHeart’s 
intention was to avert a springing lien over its assets in 

26  Carruzzo, Zide and King, “Opportunistic.”
27  Ibid.
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favor of certain creditors that would have been triggered 
had all of the 2016 Notes been repaid.

While reserving its right to claim the unpaid principal 
of the 2016 Notes, Clear Channel agreed to forbear 
exercising its remedies. Concurrently, iHeart sought a 
declaratory judgement in District Court to establish that 
the 2016 Notes held by Clear Channel would be viewed 
as outstanding. As in Codere, iHeart’s failure-to-pay 
did not create a cross-default, as the amount was lower 
than the $100 million threshold of iHeart’s other debt 
instruments. 

On review, the International Swaps and Derivatives 
Association (ISDA), Americas Credit Derivatives 
Determinations Committee, determined that iHeart’s 
decision not to repay the principal balance of the Notes 
held by Clear Channel constituted a failure-to-pay 
credit event. Consequently, buyers of default protection 
were entitled to collect on their CDS contracts. In the 
auction held by ISDA to determine the value of iHeart’s 
obligations, the market value of the obligation that 
qualified to be delivered in settlement of open iHeart 
CDS contracts was 35.50 cents on the dollar. On 
settlement, approximately $154 million was paid out as 
a result.

Hovnanian’s Exchange Offer

In a restructuring substantially financed by GSO, in 
February 2018, Hovnanian28 tendered $170 million of its 
8% senior notes due November 2019 (“2019 Notes”) in 
exchange for cash of $155 million, $90.6 million of new 
13.5% unsecured notes due 2026 (“New 2026 Notes”), 
and $90.1 million of new 5% unsecured notes due 2040 
(“New 2040 Notes”), the lowest trading debt instrument 
and obligation on which CDS payments would have been 
expected to be based. Further, GSO gave Hovnanian 
a 5%, $132.5 million term loan maturing in 2027 (with 
up to $80 million more available as a delayed draw) to 
refinance other debt, and a $125 million revolver to 
use for general purposes and refinance an existing $75 
million secured term loan.

The exchange offer required subsidiary K. Hovnanian at 
Sunrise Trail III (“Sunrise”) to agree to buy and hold $26 
million of the 2019 Notes tendered. Included in the New 
2026 and New 2040 Note indentures was an intentional 
trigger of a failure-to-pay credit event barring Hovnanian 
from making the May 2018 interest payment due on 
the 2019 Notes held by Sunrise. As to why, a default in 
the amount of $1.04 million would have entitled GSO 
to receive payments on its approximately $330 million 
position in Hovnanian’s CDS protection contracts, and 
result in a profit of as much as $230 million29 but for the 

28  Ibid.
29  Jon Macaskill, “CFTC Intervention Raises Reputation Risks Over 
Hovnanian Default,” Euromoney.com, https://www.euromoney.com/article/
b180cxxl9jdk9y/macaskill-on-markets-cftc-intervention-raises-reputation-risks-
over-hovnanian-default

litigation brought by protection seller Solus Alternative 
Asset Management.

Risk-Benefit Trade-Offs
While perfectly legal and potentially highly profitable to 
the investor, net-short debt activism has not been viewed 
positively. The assertion that the subject company is 
in default may precipitate a fall in the market value of 
the claims and interests of non net-short creditors as 
well as shareholders.30 In the case of Windstream, for 
instance, other bondholders were willing to forgive 
the company’s covenant violation and subsequently 
attempted to help fend off Aurelius, but in doing so 
they purportedly incurred huge losses.31 Further, on 
Windstream’s bankruptcy filing the price of its stock 
declined by over 60 percent.32

Turning to engineered CDS, certain market participants 
regard the strategy as an innovative source of financing 
for distressed issuers, while others think of it as a 
means of CDS market manipulation.33 Regarding the 
former, there are no costs to the issuer upfront since 
it is not a counterparty to the CDS. Further, excepting 
for transaction costs, the benefits of favorable financing 
to the issuer, and of a CDS payoff to the protection 
buyer, are completely offset by the costs incurred by the 
protection seller. Conversely, though the counterparties 
may have sufficient expertise to price the risk of their 
specific positions, engineered CDS have the potential 
to adversely affect the broader CDS market and other 
stakeholders of the issuer including its creditors and 
shareholders.

CDS spreads represent the market’s view of an issuer’s 
default risk based on its financial condition, with a 
larger spread reflecting greater risk of default and vice 
versa. With an engineered CDS, however, an issuer’s 
default risk is decoupled from its financial condition. 
The informational asymmetry that results diminishes the 
relevance and reliability of the spread as an indication of 
the issuers’ default risk. This also impedes the efficiency 
of the market as a price discovery mechanism and 
reduces the informational value of the spread to other 
market participants. The additional risk for the broader 
CDS market is that the spreads for issuers viewed as 
likely candidates for the strategy may indicate the risk 
of an engineered CDS outcome rather than the issuer’s 
fundamental credit risk.

As with net-short debt activism, engineered CDS may 
have negative consequences for an issuer’s creditors, 

30  Zhang, “Sirius.” 
31  Matt Levine, “Aurelius Broke Windstream’s Bonds to Save Them,” Bloomberg.
com, retrieved from https://www.bloomberg.com/opinion/articles/2019-02-27/
windstream-bankruptcy-will-destroy-value-eliminate-profits
32  Cohan, “What.” 
33  Gina-Gail S. Fletcher, “Engineered Credit Default Swaps: Innovative or 
Manipulative?” (2019), New York University Law Review (forthcoming), Indiana 
Legal Studies Research Paper No. 403, available at SSRN: https://ssrn.com/
abstract=3345276 or http://dx.doi.org/10.2139.
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suppliers, employees and shareholders.34  For unsecured 
creditors, a CDS engineered to provide a short-term 
loan to temporarily avoid a default may decrease their 
chances of being paid anything from the assets of the 
debtor.35 For shareholders, the out-of-pocket cash 
costs and loss of management focus attributable to 
defending against litigation, such as the action brought 
by Solus Alternative Asset Management against GSO 
in response to the default GSO manufactured with 
Hovnanian, may similarly result in a loss in the market 
value of their stock.

The Sirius Computer Solutions Net-Short 
Lender Provision
Sirius Computer Solutions (“Sirius”) was acquired in a 
leveraged buyout by Clayton, Dubilier & Rice in April 
2019. The debt issued to finance the transaction totaled 
approximately $1.2 billion, comprised of a $190 million 
1st-lien senior secured revolver, a $750 million 1st-lien 
senior secured term loan, and $300 million in senior 
unsecured notes.36 While otherwise not particularly 
noteworthy, the credit agreement included the first 
publicly reported effort of an issuer to insulate itself from 
net-short debt activism by depriving any lender with a 
net-short position of its voting and consent rights with 
respect to loans under the agreement.37 In particular, 
the provision provides that:

…any Lender (other than (x) any Lender that is 
a Regulated Bank and (y) any Revolving Lender 
as of the Closing Date) that, as a result of its 
interest in any total return swap, total rate 
of return swap, credit default swap or other 
derivative contract (other than any [such swap] 
entered into pursuant to bona fide market 
making activities), has a net short position with 
respect to the Loans and/or Commitments 
shall have no right to vote any of its [loans] 
and shall be deemed to have voted its interest 
as a Lender without discretion in the same 
proportion as the allocation of voting with 
respect to such matter by Lenders who are not 
[net short lenders].

Further, the provision specifies that a net-short position 
will be determined using the following rules:

1. derivative contracts with respect to the 
Loans and Commitments and such contracts 
that are the functional equivalent thereof shall 
be counted at the notional amounts thereof…; 

34  Ibid.
35  In re RadioShack Corp., Case No. 15-10197, 550 B.R.700 (Bankr. D. Del. Mar. 
12, 2015)(No. 304).
36   Zhang, “Sirius.”
37  “Net Short Lender Disenfranchisement: Is the New Anti-CDS Vaccine 
Safe and Effective?” Milbank.com, retrieved from   https://www.milbank.
com/images/content/1/1/v2/116063/Client-Alert-6.11.19-Net-Short-Lender-
Disenfranchisement.pdf

2. [notional amounts will be converted to 
dollars]; 

3. [derivatives referencing an index will be 
disregarded] so long as (x) such index is not 
created, designed, administered or requested 
by such Lender and (y) [the borrower’s or any 
other loan party’s obligations account for less 
than 5% of such index]; and 

4. [standard CDS contracts will be deemed 
short positions if, under such contract] (A) such 
Lender is a protection buyer and (B) (x) the 
Loans or the Commitments are a “Reference 
Obligation”, (y) the Loans or the Commitments 
would be a “Deliverable Obligation”, or (z) 
[the borrower or any other loan party] is a 
“Reference Entity.”

Despite its breadth, the complexities underlying the 
provision’s objective may belie its effectiveness.  Starting 
with how a net-short position is defined,38 a broad 
definition may be too limiting, while a reading that fails 
to account for all approaches to structuring a net-short 
position may undermine its efficacy. In not discussing 
the “long” leg of the structure, for instance, the Sirius 
provision may be over-inclusive in applying to a lender 
whose position in the borrower extends beyond the 
subject loan due to its holdings of equity or other debt. 
At the same time, the provision does not account for 
short positions in the subordinated debt or equity of the 
borrower, or more unusual credit derivatives that might 
incent a lender to push for default. The use of notional 
amounts to determine net positions may also fail if the 
payoff on a triggered CDS is larger than the decrease in 
the value of the loan, which might be true if the loan was 
purchased at a discount, or some other obligation was 
the cheapest-to-deliver for CDS settlement purposes.

While silent on the treatment of affiliates, the Sirius 
provision begs the question whether an affiliate’s 
positions in the issuer’s debt, equity or credit derivatives 
should be examined when determining if a lender is net-
short.39  As with the definition of a net-short position, 
the difficulty is in achieving the right balance between 
inclusion and exclusion. By not including lender affiliates, 
the risk is that a sister company, subsidiary or parent of 
the lender may hold a net-short position despite that 
the lender is fully compliant.

Aside from mandatory disclosures and voting 
restrictions, provisions Sirius might have included but 
did not, perhaps due to objections from potential 
lenders, include default time-bars and anti-Cash 
America provisions.40 In the Windstream case, the 

38  Ibid.
39  Ibid.
40  Steven A. Cohen, Joshua A. Feltman, Emil A. Kleinhaus, John R. Sobolewski, 
“Debt Default Activism: After Windstream, the Winds of Change,” (memorandum: 
Wachtell, Lipton, Rosen & Katz, June 10, 2019).
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period between when Windstream completed the 
spin-off contested by Aurelius (April 2015) and when 
Aurelius asserted a default (September 2017) was nearly 
two and a half years. In response, a provision has been 
introduced that requires notice of any default claim to 
be given within two years of the date the challenged 
transaction was publicly reported.

In Cash America, the Court found that an issuer’s 
covenant default can be treated as an optional 
redemption, and that lenders may consequently be 
entitled to receive a redemption premium from the 
issuer. Previously, the conventional view was that the 
only remedy available to a creditor was the acceleration 
of their debt at par value. However, investors have since 
brought claims in which they assert a default on debt 
they have purchased and demand to be repaid at par 
plus a redemption premium. The response by certain 
borrowers has been to attempt to include a provision 
stating that a prepayment premium would never be due 
on an acceleration of debt 

Countervailing Consequences 

Although the use of net-short lender provisions may serve 
to reduce risk for issuers, the practice raises concerns 
with respect to the liquidity of the credit markets and 
cost of credit.41  Net-short lender provisions may reduce 
creditor incentives to actively enforce covenants, making 
them less effective. If so, creditors may be less willing 
to lend, with the result being an increase in borrowing 
costs. Lender provisions that condition transferability 
based on the specific characteristics of a particular 
creditor may also reduce the liquidity of the related 
instrument, thereby increasing the costs of lending to 
creditors, and the cost of credit to borrowers. Similarly, 
a proliferation of net-short lender provisions may 
cause the credit market to grow wary of CDS, thereby 
decreasing liquidity and the availability of applicable 
hedges, while increasing the price of credit.          

Key Takeaways
Though predicated on the debtor agreeing to 
facilitate a prearranged failure-to-pay credit event, in 
a manufactured default, the investor works with the 
debtor to provide it with favorable financing, profiting 
at the cost of CDS sellers. In contrast, a net-short-debt 
activist, despite owning debt of the borrower, as in 
Windstream, bets against it in the CDS or some other 
market, and works to assert a default and accelerate 
payment, if necessary, through litigation. The outcome 
has the potential to dilute the credit support for all 
other creditors, precipitate a drop in the market value 
of outstanding debt and equity and force the company 
into bankruptcy.
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Codere collaborated with GSO, an independent 
lender, to engineer a failure-to-pay credit event, while 
iHeart did so unilaterally between itself and its wholly-
owned subsidiary, Clear Channel.  Hovnanian was 
similar to Codere in that its voluntary default appeared 
constructed to transfer value from the CDS market to 
itself via favorable financing from GSO. However, as 
in iHeart, Hovnanian’s voluntary failure-to-pay would 
have been between Hovnanian and its wholly-owned 
subsidiary, Sunrise.  Further, Hovnanian (unlike Codere 
and, to a degree, iHeart) was not financially distressed 
despite having to refinance its debt maturing in 2019.

Conclusion
Each of the Windstream, Codere, iHeart and Hovnanian 
cases represents an evolution in the use of CDS contracts 
from straightforward default hedge to opportunistic 
investment. Certain market participants argue such use 
makes CDS pricing impossible and dissipates liquidity 
in the CDS market, and that CDS will no longer serve 
to spread risk.  Others counter that the CDS market is 
able to price the associated risks and that improved 
risk-reward prospects have resulted in an inflow of 
new participants that has deepened the liquidity of the 
market. The ISDA and the Commodity Futures Trading 
Commission have weighed in with the former, with ISDA 
updating its Credit Derivatives Definitions to make any 
failure-to-pay credit event determination subject to a 
deterioration in the creditworthiness of the Reference 
Entity. What effect this will have long term remains an 
open question given the propensity of the CDS market 
to innovate.
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