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US IG CDS-bond basis review

The commodities slump in recent weeks has opened up several basis opportunities as cash bond
spreads have not keep up with their CDS peers in the US investment grade space.

— 63 CDX NA IG constituents trade with a CDS-bond basis greater 50bps
— Positive basis trades have been driven by commodities slump over the last month
— Two of the names currently trading at a positive basis have limited supply of bonds to short

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 bond’s swap spread subtracted from its
CDS spread.

CDS-bond basis = CDS spread — cash bond
spread

Fluctuations in the basis give rise to arbitrage
trading opportunities, since in theory the basis
should be zero. Capturing 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
concurrently buying protection (pay spread)
on the same credit.

An analysis of the most liquid US investment
grade 5 year CDSs which make up the 125
constituent of the Markit CDX NA IG and their
corresponding reference bonds sees many
such 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
four entities trading with a positive basis. The
negative basis trade offers many more
possibilities in the CDX NA IG, with 59
constituents of the index currently trading with
a negative basis of greater the 50bps.
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Positive basis

Basis asof Basis asof Monthly Bond CDS Sec lending
Name 22/06/2015 22/07/2015 change liquidity liquidity Utilisation inventory
FreeportMcMoRan Inc 52 95 43 1
Teck Res Ltd 53 95 42
Transocean Inc 44 68 24
Nabors Inds Inc 34 61 26
Barrick Gold Corp -8 41 48

36 142574640
94 154995840
39 110907664

CDN NAT RES LTD 24 37 13
Weatherford Itl Ltd -34 23 57
APACHE CORP 14 22 9

10 129920408
207455088
11 123231424
122572280
7 248324704

Enbridge Inc 9 19 10
Berkshire Hathaway Inc 10 11 1
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The positive basis universe is dominated by
the commodity sector, which has seen the
largest widening in basis over the last months.
This phenomenon means that CDS traders
have started to treat commodity names much
more sceptically than their cash bond peers
over the last month. This trend is no doubt
driven by the recent slump in commodities
prices, which has seen investors rush to buy
protection, as well as prompting a slowdown
in primary market bond issuance over the
past few months; suppressing bond spreads

This trend has been seen in Freeport, which
saw its CDS spread widen 161bps to 411bps
over the past month. Its cash bond spread
has also deteriorated in the last month, but to
a lesser extent. This means that the basis
trade is now 95bps, over twice the level seen
a month ago. This gives Freeport the largest
positive basis out of any index constituent.

Also near the top of the list is oil and gas
producer Transocean and diversified mining
firm Teck Res Ltd, with basis of 94bps and
67bps respectively. Both entities have a bond
liquidity score of 1 and a CDS entity liquidity
of 1; the highest possible grade.
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But taking advantage of the trade would not
be straightforward as it would involve shorting
bonds in the cash market which would involve
sourcing to borrow first. This would prove
difficult for two of the four names currently
trading with a positive basis. None of the
reference Freeport five year bonds are
currently in sitting in lending programs
tracked by Markit Securities Finance, while
over 90% of the $154m of Transocean five
year bonds sitting in lending programs are
currently out on loan.

Negative basis

Basis asof Basis asof Monthly Bond  CDS Sec lending
Name 22/06/2015 22/07/2015 change liquidity liquidity Utilisation inventory
MeadWestvaco Corp 258 226 32 4 2 0 31504814
Ingersoll Rand Co -196 -208 12 5 1 0 36852200
Cox Comms Inc -98 -130 -32 2 2 0 166486976
Norfolk Sthn Corp 117 124 7 5 1 0 32279288
Beam Suntory Inc 112 -116 4 4 2 [ 80509992
Kinder Morgan Engy Partners
LP -119 112 7 2 2 9 90954176
ARROW ELECTRS INC -111 -110 1 1 2 0 55262248
Avnet Inc -107 -110 3 2 2 1 13090501
Caterpillar Inc o7 -105 8 5 1 [ 81928360
Duke Energy Carolinas LLC 92 -104 13 4 2

It comes as no surprise that most names in
the list trade on a negative basis, as this
follow the historic trend in the US over the
past few years. This has been driven by the
low interest rates seen in recent years, which
has seen many reference bonds trade above
par.

The above phenomenon throws off the basis
trade as the seller of the CDS contract
guarantees a par amount, usually 100, will
settle for a lower spread in a case of default.

This is can be seen in MeadWestvaco Corp,
the company with the widest basis, whose

five year bond trades at 125 cents on the
dollar.

Biggest monthly movers

Basis asof Basis asof Monthly Bond CDS Sec lending
Name 22/06/2015 22/07/2015 change liquidity liquidity Utilisation inventory
Barrick Gold Corp -8 41 48 1 1
Cox Comms Inc -98 -130 -32 2 2 0 166486976
FreeportMcMoRan Inc 52 95 43 1 1
Intl Paper Co -51 -89 -37 1 1 0 222279712
Kohls Corp 20 -17 -37 1 1 47 83820480
MeadWestvaco Corp -258 -226 32 4 2 0 31504814
Newmont Mng Corp -58 -7 51 1 2 11 128014272
Teck Res Ltd 53 95 42 1 1 36 142574640
Time Warner Cable Inc -29 74 -45 1 2 8 270894528
Weatherford Itl Ltd -34 23 57 1 1 4 207455088
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