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CDS bond-basis tightens as sentiment improves

Positive market sentiment fuelled by global central bank action has tightened the CDS-bond basis

over the past month.

— European banks have seen their CDS-bond basis tighten over the last 30 days
— Buoyed by a bounce in commodity prices, EQT Corp has seen its basis tighten 340bps
— Improved sentiment around Japanese banks has seen their basis return to negative territory

Positive market sentiment fuelled by global
central bank action has tightened the CDS-
bond basis over the past month.

Fears in Europe’s banking sector have
subsided and credit default swaps (CDS)
have tightened, opening up a large difference
between bank CDS spreads and their cash
spread equivalent; known as the CDS-bond
basis. Likewise a bounce in commodity prices
has seen US energy companies’ basis move
more positive.

CDS-bond basis

The CDS-bond basis captures the relative
value between a cash bond and CDS contract
of the same credit entity. It is defined as an
entity’s bond swap spread subtracted from its
CDS spread.

CDS-bond basis = CDS spread — cash bond
spread

Both bond and CDS spreads measure an
entity’s credit risk, so theoretically the basis
should be zero. In practice other factors such
as liquidity and transaction costs come into
play, distorting the basis and giving rise to
arbitrage opportunities.

Taking advantage of a positive basis would
involve selling the cash bond (paying spread)
while selling protection (receiving spread) on
the same credit. Conversely, a negative basis
trade would involve buying the bond
(receiving spread) while buying protection
(paying spread) on the same credit.
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An analysis of investment grade corporate
bonds sees many such discrepancies that
could be arbitraged away. Our sample of
bonds is taken from Markit's iBoxx indices,
which incorporate bonds of specified issue
size and bond type. Since the 5-yr point on a
CDS curve is typically the most liquid tenor,
corresponding bonds maturing in 2020 and
2021 have been taken for practical reasons.
This analysis is based on the actual CDS-
bond basis (mid) as calculated by Markit's
bond pricing service.

Markit iBoxx € Corporates

Amid the global market volatility at the start of
the year, fear around Europe’s banking sector
was the prominent theme that saw a large
positive shift in the CDS-bond basis as
investors turned to CDS contracts to hedge
macroeconomic and counterparty risks.
However, sentiment has improved over the
past month, as major central banks have
reiterated their support for risky assets.

Actual CDS-Bond basis

Name Bond Feb March Change

Deutsche Bank AG DB 1.25 09/08/21 95 73 -22

Metro AG METFNL 1.375 10/28/21 76 70 -6
Mediobanca BACRED 1.625 01/19/21 75 67
UniCredit SpA USPA 4.375 01/29/20 68 66
HSBC Bank Plc HSBC-HSBCBank 4.0 01/15/21 60 55
UniCredit SpA USPA 3.25 01/14/21 43 53
Norddeutsche Landesbank Girozentrale NDB 1.0 01/20/21 44 50
Banco Bilbao Vizcaya Argentaria SA BBVSM 1.0 01/20/21 50 46
Commerzbank AG CMZB 4.0 09/16/20 41 39
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Global or defensive corporations such as
Heineken NV, Coca Cola HBC Finance BV
and Accor continue to exhibit a low or
negative basis, with little basis volatility. But
this group remains a minority as Europe
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remains predominately on the positive basis
side.

The European Central Banks’s decision
earlier this month to expand its current QE
programme and extend cheap loans to banks
has seen credit risk in the region subside.
This is best reflected among bank bonds with
Deutsche Bank AG’s 1.25% bond maturing in
2021 seeing its basis fall 21bps over the past
month, to 72bps. Likewise banks Metro AG,
Mediobanca, Unicredit and HSBC all saw
their basis tighten, although they continue to
exhibit a large positive basis.
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Large shifts in the CDS-bond basis among
US dollar investment grade corporate bonds
over the past month were dominated by the
bounce in energy prices and a brighter
outlook for the global banking system.

Actual CDS-Bond basis

Name Bond Feb March Change
EQT Corp ETABL 4.875 11/15/21 -387 -46 341
Buckeye Partners LP BPL 4.875 02/01/21 -323 -151 173
CITIC Limited CITILIM 6.625 04/15/21 102 221 119
Enbridge Energy Partners LP EEP 5.2 03/15/20 -265 -158 107
Nabors Industries Inc NBR-Inc 5.0 09/15/20 -255 -184 71
Gap Inc/The GPS 5.95 04/12/21 -133  -63 70

The oil & gas and basic materials sectors
have in particular seen risk tumble. Bond
prices have recovered in these sectors,
tightening asset swap spreads and shifting

the basis in a positive direction. Buckeye
Partners’ 4.875% 2021 bond exhibited a
basis of -323bps last month, but the recovery
has meant this has tightened to 150bps.
Likewise Enbridge Energy Partners’ 5.2%
bond maturing in 2020 and EQT Corp’s
4.875% bond maturing in 2021 have both
seen their large negative basis tighten
107bps and 340bps, respectively, over the
past month.

On the positive basis side, which is far less
dominant in the US than in Europe, reverse
Samurai bonds (Japanese entities issuing in
US dollars) saw their basis return back into
negative territory this month. Mizuho Bank Ltd
(-32bps), The Bank of Tokyo-Mitsubishi UFJ
Ltd (-29bps) and Sumitomo Mitsui Banking
Corp (-29bps) all had a positive basis last
month, due to heightened credit risk in
reaction the Bank of Japan introduction of
negative interest rates in late January.
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