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Media sector CDS bond basis tightens in August

Oil & gas credits continued to exhibit the widest positive basis, while media names saw their

negative basis tighten.

— 78 Markit CDX NA IG constituents trade with a CDS-bond basis greater +/- 50bps
— Barrick Gold saw its basis move from positive to negative as the price of gold rebounded
— Four of the top ten credits that exhibited tightening in the positive direction were media

companies

The CDS bond basis captures the relative
value between a cash bond and CDS contract
of the same credit entity. Loosely defined, it is
the difference between a bond’s swap spread
and its CDS spread.

CDS bond basis = CDS spread — cash bond
spread

Fluctuations in the basis give rise to arbitrage
trading opportunities, since theoretically the
basis should be zero. To take advantage of
these opportunities a positive basis would
involve selling the cash bond (pay spread)
and concurrently selling protection (receive
spread) on the same credit entity. Likewise a
negative basis trade would involve buying the
bond (receive spread) and simultaneously
buying protection (pay spread) on the same
credit.

An analysis of the most liquid US investment
grade five year CDS which makes up the 125
constituents of the Markit CDX NA IG and
their corresponding reference bonds show
many discrepancies which could be
arbitraged away. This analysis is based on
the actual CDS bond basis (mid) as
calculated by Markit’s Bond Pricing service.

Using a 50bps threshold, there are currently
two entities trading with a positive basis,
down from four in July. On the negative side,
there are more possibilities in the CDX NA IG,
with 76 names, up 17bps since July 22"
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Biggest monthly movers

Bond cos
Basis asof Basis asof Monthly liquidity liquidity Sec lending Inventory  On Loan (as % of

Name 31/07/2015 31/08/2015 change  score  score Utilisation (nominal ) face Value)
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Media names dominated the list which saw
the biggest monthly change in basis on the
positive side. Time Warner, 21% Century Fox,
CBS Corp and Viacom all saw their cash
bond spread increase at a greater pace than
the CDS spread. The media sector has come
under scrutiny over the past month amid the
possibility of slowing international demand.

Bond cps

Basis asof Basis asof Monthly liquidity liquidity Sec lending Inventory  On Loan (as % of
Name 31/07/2015 31/08/2015 change  score  score Utilisation (nominal ) ace Value)

CAMPBELL SOUP CO a1 72 31 1 3 106707000

Newmont Mng Corp -16 52 -35 2 16 117065000

2 [ 27951000

1

1

Ingersoll Rand Co -166 201 35
ARROW ELECTRS INC 120 155 35
Tyson Foods Inc 50 88 38
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Motorola Solutions Inc -51 -90 -39 1 2 2 98140752 0
Nabors Inds Inc 50 1 -49 2 2 77 95062552
I Ltd 32 -105 72 1 2 8 193433200 1

Among names which saw the biggest monthly
move on the negative side, Nabors, an
offshore driller, wiped out its basis over the
past month. Its basis tightened from 50bps to
-1bps.

Positive basis
Bond cDS Sec lending  On Loan (as

Basis asof Basis asof Monthly liquidity  liquidity Inventory % of face
Name 31/07/2015 31/08/2015 change score score Utilisation (nominal) Value)
FreeportMcMoRan Inc a7 90 13 1 1
Teck Res Ltd 79 60 -19
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As of the end of August, there are only seven
entities that exhibit a positive basis, down
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from ten last month. Barrick Gold, the largest
global gold miner, dropped off this list. Its
basis was 41bps on July 22" but reversed to
-20bps as of August 31%. In particular there
was sustained pressure on the price of gold
mid-July as levels hit five year lows and

investors duly sought protection through CDS.

All seven of the names with a positive basis
belong to the oil & gas sector. Freeport, Teck
and Transocean remain the three credits with
the widest positive basis, 90bps, 60bps and
26bps, respectively. Volatility in the price of
oil has continued into the month of August
and CDS levels remain wide as investors
remain cautious.

In terms of taking advantage of the positive
basis trade, Freeport’'s cash bond currently
does not sit in a lending programme tracked
by Markit Securities Finance. So in practical
terms it would be difficult to short.
Transocean’s $154m bond is nearly fully
utilised (already out on loan), while Teck’s
five year cash bond is only 44% utilised, but
is up from 36% last month as arbitragers took
advantage of the spread.

Negative basis

Bond cps Sec lending
Inventory  On Loan (as %

Basis asof Basis asof Monthly liquidity liquidity
score  score Utilisation  (nominal ) of face Value)

Name 31/07/2015 31/08/2015 ~change

o
Ingersoll Rand Co -166 201 -35 5 2 0 27951000
MeadWestvaco Corp 224 -196 27 4 2 0 24789000
ARROW ELECTRS INC -120 -155 -35 2 1 0 45929000 0
Ford Mtr Co -127 -135 -8 3 2 0 14463950 0
Avnet Inc -114 -132 -18 2 1 0 11539950 0
Norfolk Sthn Corp -125 -131 6 4 1 0 24913000
Duke Energy Carolinas LLC -115 -128 14 4 2
Starwood Hotels & Resorts Wwide Inc -119 -126 7 2 1 3 25433470 0
Cox Comms Inc -139 -119 19 2 2 0 137272096
EXPEDIA INC -101 119 -18 3 2

Most names in the Markit CDX NA IG index
trade on a negative basis. This follows the
historic trend in the US over the past few

years and is mainly driven by low interest
rates as many reference bonds trade above
par. CDS sellers guarantee a par amount,
usually 100, and will therefore settle for a
lower spread in a case of default.

While shorting the reference bond is not as
straightforward with positive basis trades,
going long and taking advantage of the
negative basis trade may prove to be just as
difficult. Ingersoll Rand, a diversified industrial
conglomerate, now has a negative basis of
200bps, the widest on the list, having
widened 35bps in August. It has a liquidity
score of 5, the lowest possible score
according to Markit's Bond Pricing service,
indicating that the bond is very thinly quoted.
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