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Capital Structure ArbitrageCapital Structure Arbitrage

Involves taking long and short positions in 
the different instruments of a company’s 
capital structure. 
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We will also discussWe will also discuss……

Looking at one security in order to signal Looking at one security in order to signal 
the purchase (or sale) of another the purchase (or sale) of another 
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Types of Trading StrategiesTypes of Trading Strategies

Low risk / 
low P&L

“Arbitrage”

One-2-One

High risk / 
high P&L

Position

Historical / 
intuition

Medium risk / 
medium P&L

“Approximate”
relationship
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Traditional StrategiesTraditional Strategies

Set up trades between the debt and equity Set up trades between the debt and equity 
of a company.of a company.
Play between senior debt and junior Play between senior debt and junior 
securities. securities. 
Convertible bond arbitrage.Convertible bond arbitrage.
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Newer StrategiesNewer Strategies

Using optionsUsing options
–– Equity options Equity options 
–– Credit DerivativesCredit Derivatives
–– BothBoth
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Example Example -- Stocks vs. BondsStocks vs. Bonds
October 2002 – Household – a US, A-rated consumer 
finance company
Its benchmark 10-year bonds, in 2001 at a spread of 155 
basis points over US treasuries, had hit 800bp over. 
Default swap prices were even wider at 900bp over. 
Stock price high of $63.25 in April 2002. 
In October 2002 was still trading steadily at between $22 
and $28. 
Is it about to go bust or just too much fear?
Opportunity for loading up on its bonds. 
Problem – what if the bond markets are correct and the 
company is headed into bankruptcy?
Credit derivatives are too expensiveCredit derivatives are too expensive
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Partial HedgePartial Hedge

Boaz Weinstein, head of credit derivatives 
trading for the Americas at Deutsche 
Bank, shorted the stocks – putting on a 
partial hedge. 
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Growing in PopularityGrowing in Popularity

He’s one of a growing number of bank 
proprietary traders and hedge fund 
investors who see profits to be made by 
trading across asset classes to benefit 
from big discrepancies between the debt 
and equity prices
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Markets are not efficientMarkets are not efficient
At one point while the trade was still on, Weinstein says, 
“the spread tightened to 600bp from 800bp and the stock 
fell from $26 to under $23.”
That looks like nirvana. Had he closed the trade then he 
would have made money on both the main bet as well as 
the hedge.
As it was he kept it on, lost a bit on the hedge but made 
significantly more from spread tightening as this came in 
to 200bp on the day banking group HSBC announced its 
acquisition of Household. 
What would have happened to Household if HSBC 
hadn’t come along is anybody’s guess. 
It’s a smart trade but it smacks of gut feel and instinct as 
much as science.
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Example: Stock vs. Credit Spread ChartExample: Stock vs. Credit Spread Chart
(tracked by many hedge funds)(tracked by many hedge funds)
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CorrelationCorrelation

According to David Modest, Managing According to David Modest, Managing 
Director & Chief Risk Officer of Azimuth Director & Chief Risk Officer of Azimuth 
Trust: Trust: 
““The risk correlation on a debtThe risk correlation on a debt--equity trade equity trade 
is between 5% and 15%.is between 5% and 15%.””
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Academic StudyAcademic Study

““Capital Structure Arbitrage: An Empirical Capital Structure Arbitrage: An Empirical 
Investigation using Stocks and High Yield Investigation using Stocks and High Yield 
BondsBonds””, , ChatirasChatiras & & MukhterjeeMukhterjee, Isenberg , Isenberg 
School of Management, University of School of Management, University of 
Massachusetts, February 2004Massachusetts, February 2004
““Results indicate that the strategy does not Results indicate that the strategy does not 
work in a predictable manner at the firm work in a predictable manner at the firm 
level but does quite well at the aggregate level but does quite well at the aggregate 
portfolio levelportfolio level””
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Junior Debt exampleJunior Debt example

El Paso went through a Chapter 11 El Paso went through a Chapter 11 
reorganizationreorganization
Dickstein Partners calculated that even Dickstein Partners calculated that even 
after the senior bond holders were paid, after the senior bond holders were paid, 
there is enough to pay the junior bondsthere is enough to pay the junior bonds
They purchased the Junior debt for 50 They purchased the Junior debt for 50 
cents on the dollar cents on the dollar 
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Convertible Bond ArbitrageConvertible Bond Arbitrage

A common hedge fund strategyA common hedge fund strategy
Purchase the convertible & short the Purchase the convertible & short the 
shares (delta hedge ratio)shares (delta hedge ratio)
Positive carry = Coupon Positive carry = Coupon –– Delta (Borrow Delta (Borrow 
Rate + Dividend)Rate + Dividend)
Can be leveraged up many times Can be leveraged up many times 
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More complicated strategiesMore complicated strategies

Involving shorting US TreasuriesInvolving shorting US Treasuries
Also, buying credit protections (e.g. CBAS Also, buying credit protections (e.g. CBAS 
-- Convertible Bond Asset Swaps)Convertible Bond Asset Swaps)
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High historical returnsHigh historical returns
(from CSFB Tremont)(from CSFB Tremont)
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With low With low drawdownsdrawdowns
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Highly Analytical ToolsHighly Analytical Tools
((ConvBConvB –– by by SuperccSupercc))
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Newer StrategiesNewer Strategies
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The next big thingThe next big thing
“The most significant development since the invention of 
the credit default swap itself nearly 10 years ago.”
“Trading default protection versus equity is going to 
become the hottest strategy in the arbitrage community 
next year.”
“For bank prop desks, it’s the next big thing, a handy 
strategy to replace the riches several garnered from 
playing the interest rate and forex markets.”
–Euromoney, December 2002
“During May and June, capital structure arbitrage was 
one of the few hedge fund techniques in positive 
territory.”
–Financial Times, July 21, 2004
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Hot Hedge Fund Strategies for Hot Hedge Fund Strategies for 
20052005

Hedge fund strategies are getting more complicated, says Goldman
Sachs fund of funds chief.
FinanceAsia.com, February 23, 2005
Nadja Pinnavaia, head of Goldman Sachs Hedge Fund Strategies Group for 
Europe and Asia, explains why some hedge fund managers are delving into 
more illiquid, complex strategies to generate attractive returns.
There are certain strategies that are naturally capacity constrained and 
where the overcrowding argument is more valid. For instance it's natural 
that when an arbitrage trade is easily accessible the returns will diminish. 
This has been the case with convertible bond arbitrage strategies where the 
source of issuance is cheap and entry barriers in terms of skill level are 
relatively low.
This is why, when we look at arbitrage strategies, we're looking to invest in 
managers who are at the cutting edge of arbitrage innovation. The constant 
evolution of financial instruments in the industry will enable new types of 
arbitrage opportunities to be exploited. We look for strategies with a high 
intellectual barrier to entry to ensure the opportunity can be protected. 
We've seen interesting arbitrage strategies using credit instruments as well 
as capital structure arbitrage.
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CDS vs. StockCDS vs. Stock
“In early November credit protection on building materials group 
Hanson was trading at 95bp–while some traders’ debt equity models 
said the correct valuation was 160bp. Its share held steady. That 
was the trigger that capital structure arbitrageurs were waiting for.
One trader who talked to Euromoney bought €10 million-worth of 
Hansen’s five-year credit default swap over the course of November 
5 and 6 when they were at 95bp. At the same time, using an equity 
delta of 12% derived from a proprietary debt equity model, he 
bought €1.2 million-worth of stock at £2.91 (€4.40). Twelve days 
later it was all over. On November 18, with Hanson’s default spreads 
at 140bp and the share price at £2.95, the trader sold both positions.
Unusually, both sides of  the trade were profitable. Sale of credit 

default swaps returned €195,000. Selling the shares raised €16,000, 
for a total gain of €211,000.”
EuromoneyEuromoney, Currie & Morris (2002), Currie & Morris (2002)
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Credit Derivative PlaysCredit Derivative Plays
From the Financial Services Authority (FSA) report: From the Financial Services Authority (FSA) report: ““Financial Risk Financial Risk 
Outlook 2004Outlook 2004””
Credit default swaps can also be used by traders to influence thCredit default swaps can also be used by traders to influence the e 
underlying price of new bond issues. In the last year, there havunderlying price of new bond issues. In the last year, there have e 
been more examples of this. The strategy involves selling the bobeen more examples of this. The strategy involves selling the bond nd 
short prior to issuance and buying protection through the use ofshort prior to issuance and buying protection through the use of
credit default swaps, helping reduce the price of the underlyingcredit default swaps, helping reduce the price of the underlying
bond. Traders can then make a profit on their short positions. bond. Traders can then make a profit on their short positions. 
In some cases over the last year this has led to significant losIn some cases over the last year this has led to significant losses for ses for 
traders when they found they were unable to cover their short traders when they found they were unable to cover their short 
positions by buying the bond when it is issued. This was becausepositions by buying the bond when it is issued. This was because
the bond issue turned out to be oversubscribed, partly because othe bond issue turned out to be oversubscribed, partly because of f 
the popularity of this strategy amongst traders.the popularity of this strategy amongst traders.
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Academic Study IIAcademic Study II
““How profitable is capital structure arbitrage?How profitable is capital structure arbitrage?””, , 
Fan Yu, University of California, Irvine, Sept. 30, Fan Yu, University of California, Irvine, Sept. 30, 
20042004
Capital structure arbitrage is primarily a bet on Capital structure arbitrage is primarily a bet on 
convergence convergence 
It works well when most firms in financial It works well when most firms in financial 
distress survive. It works poorly when most of distress survive. It works poorly when most of 
them end up in bankruptcythem end up in bankruptcy
In particular the risk arises when the arbitrageur In particular the risk arises when the arbitrageur 
shorts CDS and the market spread subsequently shorts CDS and the market spread subsequently 
skyrockets, resulting in market closure and skyrockets, resulting in market closure and 
forcing the arbitrageur to liquidateforcing the arbitrageur to liquidate
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Equity derivativesEquity derivatives
CSFB (Credit Suisse First Boston) issued CSFB (Credit Suisse First Boston) issued ““Credit Credit 
Driven Single Stock Option UpdateDriven Single Stock Option Update””, Feb 27, , Feb 27, 
20032003
A deterioration in a companyA deterioration in a company’’s creditworthiness s creditworthiness 
is often highly predictive of a future decline in the is often highly predictive of a future decline in the 
firmfirm’’s equity stock price.s equity stock price.
Theoretically, equity options should accurately Theoretically, equity options should accurately 
reflect any information introduced into the credit reflect any information introduced into the credit 
markets. markets. 
However, at times, the equity markets either However, at times, the equity markets either 
overcompensate for or under react to a shock to overcompensate for or under react to a shock to 
the credit markets.the credit markets.
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Two StrategiesTwo Strategies
Companies whose equity implied volatilities 
have overcompensated for an increase in credit 
risk would make good call overwriting 
candidates as their calls are expensive and their 
underlying stock prices are likely to decline.
Similarly, companies whose equity implied 
volatilities have under reacted to an escalation in 
credit risk would make good put buying 
candidates as their stock prices are also 
expected to fall while their implied volatilities are 
relatively cheap.
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The Journal of Credit RiskThe Journal of Credit Risk



Super Computer Consulting, Inc.Super Computer Consulting, Inc.

Credit Default Swaps and Equity OptionsCredit Default Swaps and Equity Options

Merton's Model, Credit Risk and 
Volatility Skews
by John Hull, Izzy Nelken and Alan 
White
The Journal of Credit Risk, Vol 1, No 1

http://db.riskwaters.com/public/showPage.html?page=jcr_story_2005_v1n1_1
http://db.riskwaters.com/public/showPage.html?page=jcr_story_2005_v1n1_1
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Two marketsTwo markets

The Credit Default Swap market (OTC, 5 The Credit Default Swap market (OTC, 5 
year swaps)year swaps)
The equity Options market (exchange The equity Options market (exchange 
traded, short term expiration)traded, short term expiration)
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We found thatWe found that

The implied volatility skewThe implied volatility skew
…… is related tois related to……
The credit spread of the same issuerThe credit spread of the same issuer
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MappingMapping

σ50
σ25

L, σ y – r

T CDS
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WeWe’’ve developedve developed

A relationship between the skew in the A relationship between the skew in the 
equity options marketsequity options markets
……and the Credit Default Swap priceand the Credit Default Swap price
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Merrill Lynch Merrill Lynch ––
Spreads from Spreads from VolsVols

Rank Correlation = 0.83

MER: CDS vs Implied Spread
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Merrill Lynch Merrill Lynch ––
Spreads from EquitySpreads from Equity

Rank Correlation = 0.40

MER: CDS vs Implied Spread
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CAT: CDS vs Implied Spread
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QuestionQuestion

Would the clearing firm give you a margin Would the clearing firm give you a margin 
relief for these strategies?relief for these strategies?
Do they recognize this as a Do they recognize this as a ““hedgehedge””??
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The opportunitiesThe opportunities
““Have hedge funds eroded market Have hedge funds eroded market 
opportunities?opportunities?”” ((JPMorganJPMorgan, October 1, 2004), October 1, 2004)
As hedge funds grow larger, they will eventually As hedge funds grow larger, they will eventually 
erode the same market opportunities and erode the same market opportunities and 
mispricingsmispricings they have relied on to create their they have relied on to create their 
superior returns.superior returns.
Opportunities remain ample where there are Opportunities remain ample where there are 
fewer hedge funds, where derivative markets fewer hedge funds, where derivative markets 
are not deep yet, and where funds use new are not deep yet, and where funds use new 
trading rules, proprietary information, or trading rules, proprietary information, or 
advanced analytics.advanced analytics.
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New strategiesNew strategies
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The futureThe future
Relative value is becoming more and more complex: it Relative value is becoming more and more complex: it 
requires new models and sophisticated analysis, and requires new models and sophisticated analysis, and 
increasingly will need to be played in the volatility  increasingly will need to be played in the volatility  
markets, or new markets and productsmarkets, or new markets and products
Relative value remains also more attractive where there Relative value remains also more attractive where there 
are more supply/demand shocks (e.g., the US rate are more supply/demand shocks (e.g., the US rate 
market), and hedge funds are relatively small market), and hedge funds are relatively small vsvs other other 
players. players. 
Credit has so far not been fully arbitraged yet as Credit has so far not been fully arbitraged yet as 
derivatives have not yet permeated the credit world. derivatives have not yet permeated the credit world. 
But But CDOsCDOs and CDS are steadily growing and will soon and CDS are steadily growing and will soon 
create the liquidity needed for hedge funds and other create the liquidity needed for hedge funds and other 
participants in the credit world to fully exploit, and participants in the credit world to fully exploit, and 
eventually eliminate, credit eventually eliminate, credit mispricingsmispricings..
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