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Abstract:  
 
In this paper, we review dynamics of the CDS-bond basis during the 2008 Crisis and how it behaves in this 
new period of market distress.  We explore the risk modeling challenges posed since 2008, and suggest a 
new model for keeping pace with the market today.    
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rior to 2007, Credit Default Swaps (CDS) 
and bonds of the same issuer were tightly 
linked, as any rational market participant 

would expect.  Not only did this relationship 
break down during the Crisis, it has never 
returned to its pre-crisis state, and market 
events of late 2011 have shown a trend back to 
levels characteristic of the Crisis.  For the post-
Crisis risk manager, the CDS Basis is one of 
many risk modeling challenges. 

Prior to the 2008 Crisis, theory1 held that the 
CDS Basis should above all be stable, since both 
the CDS and bond ultimately priced the same 
issuer’s likelihood of default.  Departures from 
the stable level should (and did) attract 
arbitrageurs who pushed the basis quickly back.  
Moreover, theory said that the CDS Basis should 
be moderately positive, since the arbitrage 
trade to monetize a positive basis involves the 
difficulty of short selling a corporate bond. 

A negative basis, therefore, was a rare and 
valuable find, presenting an opportunity to buy 
a bond and earn more in spread income than 
the cost to protect against the bond’s default.  A 
negative basis would either persist, with the 
trade generating risk-free cashflows over the 
life of the bond, or would converge to zero, 
allowing the trade to be unwound at a profit.  
The risk in the trade – that the basis would 
become even more negative, leading to mark-
to-market losses – was seen as remote.  Indeed, 
many banks attributed zero risk to these 
trades.2 

The market events of 2008 upset the notion of 
the negative basis trade as an arbitrage.  Rather 
than persisting or converging, the basis on 
almost all bonds widened to ever larger 
negative levels:  minus 400bp was not an 
unusual value.  Most participants in the basis 
trade could not survive the mark-to-market 
losses that these levels implied, and were 
                                                            
1 See Blanco et al (2005). 

2 See Senior Supervisors Group (2008) and Finger (2008). 

forced to unwind their trades at a heavy loss.  
For the risk manager, the task is clear:  add the 
basis to the set of modeled risk factors.  But 
before discussing the risk model, it is worth 
reflecting on what caused such a radical change 
in this market. 

The explanation for the change3 involves two 
main characters of the 2008 drama:  
counterparty and liquidity risk.  Credit default 
swaps are bilateral contracts; the buyer of 
protection faces the risk that in the event that 
he is owed a default payment, the seller of 
protection (the counterparty) does not fulfill his 
obligation.  Since sellers of protection for the 
most part are large broker-dealers, the 
counterparty risk on CDS trades was seen as 
negligible prior to 2008.  This clearly changed 
during the crisis, when a material risk emerged 
that CDS counterparties would not be able to 
meet their obligations on CDS contracts.  Buyers 
of CDS protection thus were not willing to pay 
as much for this unsure protection.  As a result, 
CDS spreads tightened, though the credit of the 
underlying issuers did not improve. 

On the other side of the trade was the impact of 
liquidity.  For one, institutions overall were in 
need of cash, and selling corporate bonds was 
an attractive source; the resulting selling 
pressure, again unrelated to issuer credit, drove 
bond spreads up.  Second, the bond purchases 
that formed part of the negative basis trades 
were largely financed through the short-term 
repo market.  When that financing source dried 
up, would-be arbitrageurs were forced to 
unwind their basis trades, driving bond spreads 
up, CDS spreads down and the basis into more 
negative territory.  Finally, the rush to exit what 
had become a crowded trade, motivated by 
nothing other than the panic of being last, had 
the same market impact. 

From a risk modeling perspective, the basis 
appears in at least two contexts.  One is 

                                                            
3 See Bai and Collin-Dufresne (2011). 
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obvious:  an explicit trade on the basis where 
other sources of risk are mostly hedged away.  
The other stems from the practice of using CDS 
market data to model the risk of other spread 
products.  Since CDS liquidity is in many cases 
greater than bond liquidity, it has become 
common practice to proxy the risk of bond 
spreads by their CDS counterparts, even when 
there is no explicit exposure to CDS.  There is 
thus a “model basis”—a difference between the 
true risk of the position and the risk captured by 
the CDS proxy.   

To discuss basis risk modeling more concretely, 
we consider the basis on six bonds from three 
different financial issuers (BNP Paribas, 
Citigroup and Bank of America/Merrill Lynch).  
The bonds all mature in 2015 or 2016.  We 
express the basis in bond terms, as the  

difference between the CDS-implied bond 
spread4 and the yield spread given by the actual 
bond price.   

The average basis for each of the three issuers 
is displayed in Figure 1.  The basis was 
moderately negative for significant periods prior 
to the crisis, in seeming contrast with our earlier 
comments.  Financial firms, however, correlate 
strongly with both liquidity and counterparty 
risk, and as such tend to display lower (or more 
negative) bases than the average issuer.5  Other 
than these slightly lower levels, the basis data in 
Figure 1 seem to follow the general pattern 
discussed above: a huge drop in 2008, followed 
by a recovery in 2009, though back to 2007 
levels, and heightened volatility and somewhat 
more negative levels in 2011.   

 

                                                            
4 That is, the bond spread derived from the default rates implied 
by the CDS levels. 

5 See and Collin-Dufresne (2011). 

Figure 1:  CDS-bond basis on three financial issuers.
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To assess the risk of the basis, we compare five 
different time periods:  Pre-Crisis (prior to May 
2007), Early Crisis (May 2007 through August 
2008), Full Crisis (September 2008 through July 
2009), Crisis Recovery (August 2009 through 
May 2011), and New Distress (June 2011 to the 
present).  Statistics are presented in Table 1, 
where each row presents the average 
computed over the six bonds in the sample. 

The volatility of the basis (measured on daily 
changes) displays the expected pattern, moving 
from an insignificant 3.1bp prior to the Crisis to 
27.9bp in the most volatile period.  It is striking 
that after a relatively benign stretch in 2009 and 
2010, recent volatility has been almost back up 
to crisis levels.  Correlations between the basis 
and the issuer’s CDS show a similar, though 
more muted, pattern, rising with the Crisis, 
falling in the Recovery, and rising again recently.  
The heightened correlation in periods of 
distress is consistent with another of the Bai 
and Collin-Dufresne (2011) findings:  credit 
quality is linked to the basis, since poorer 
quality bonds carry more stringent financing 
terms. 

As a proxy for bond risk, the CDS produce the 
average volatilities on the third line of the table.  
Including the basis for a full treatment of bond 
spread volatility results in the volatilities on the 
fourth line.  In most periods, the inclusion of the 
basis increases the total volatility – indicating 
the bonds are more volatile than their CDS 
counterparts – but during at least one period, 
the effect is the opposite.  For bond risk, the 
addition of the basis to the CDS as a risk factor 
is a refinement, while for an actual basis trade, 
the basis risk factor is paramount. 

The data presented thus far demonstrates that 
the basis became an important source of risk in 
the Crisis, and that the same measurable risk 
derived from the basis is on the upswing again.  
Where basis data is available, it is clear that it 
should be part of the risk model for credit 
products.  But the use of the CDS proxy has 
spread precisely because of the lack of reliable 
price data for many bonds.  If bond data is 
unavailable, then basis data is as well.  The next 
challenge to the risk modeler is the search for 
an index to proxy for basis risk. 

 

 
 

Table 1:  Statistics on the basis as a risk factor.  Averages across the six sampled bonds. 

  
Pre-

Crisis 
Early 
Crisis Crisis Recovery 

New 
Distress 

Entire 
Period 

Basis volatility (bp) 3.1 10.9 27.9 10.9 22.6 17.0 
Corr(basis,CDS) 20% 53% 53% 46% 63% 53% 
CDS volatility (bp) 3.6 0.9 9.2 28.1 7.2 16.0 
Bond spread volatility (bp) 5.1 3.1 9.8 27.8 9.9 18.2 
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Two candidates for the basis risk proxy are 
presented in Figure 2.  The first is the difference 
between the spreads on two standard indices 
for investment grade credit in derivative and 
bond form,6 whose constituents are 
comparable, but not identical.  The second 
candidate is the spread between the three-
month US Overnight Indexed Swap (OIS) and 
three-month USD Libor.7  The OIS-Libor spread 
is an indicator of broad market liquidity and 
counterparty risk, both of which drive the CDS-
bond basis.   

                                                            
6 The CDX North American credit derivative index and the 
Barlcay’s corporate bond index. 

7 For this spread, the convention is to quote Libor-OIS.  We work 
with OIS-Libor here to obtain similar directional moves as the CDS-
bond bases. 

Figure 2 shows that both indices display a 
similar pattern to the individual bases, and 
merit further analysis as proxy candidates. 

The CDS-Bond basis, while perhaps not the 
most visible trade to go badly in the Crisis of 
2008, was emblematic of the radical shift in 
assumptions about risk that the Crisis spurred.  
Far from disappearing, the risk in the basis has 
become elevated again in this new period of 
market distress.  The model in this paper is a 
critical step in keeping pace with the market, in 
the hope that risk managers do not miss the 
same risk twice.    ❚ 

 

Figure 2: Candidate proxies for CDS-bond basis risk.

Mar07 Sep07 Mar08 Sep08 Mar09 Sep09 Mar10 Sep10 Mar11 Sep11
-400

-350

-300

-250

-200

-150

-100

-50

0

 

 

CDX-Barclays

OIS-Libor



 

  

 
© 2011 MSCI. All rights reserved.  
Please refer to the disclaimer at the end of this document 
 

Missing the Same Risk Twice 

 

6 of 6

Client Service Information is Available 24 Hours a Day 
clientservice@msci.com 

Notice and Disclaimer 
 This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCl Inc. or its 

subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI, the 
“Information Providers”) and is provided for informational purposes only.  The Information may not be reproduced or redisseminated in whole or in part without prior written permission 
from MSCI.  

 The Information may not be used to create derivative works or to verify or correct other data or information.   For example (but without limitation), the Information many not be used to 
create indices, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios, financial products or 
other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.   

 The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.  NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR 
IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT 
PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF 
ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE 
INFORMATION. 

 Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the 
Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The foregoing shall not 
exclude or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent that 
such injury results from the negligence or wilful default of itself, its servants, agents or sub-contractors.   

 Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction.  Past 
performance does not guarantee future results. 

 None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy.   

 MSCI’s indirect wholly-owned subsidiary Institutional Shareholder Services, Inc. (“ISS”) is a Registered Investment Adviser under the Investment Advisers Act of 1940.  Except with respect 
to any applicable products or services from ISS (including applicable products or services from MSCI ESG Research Information, which are provided by ISS), none of MSCI’s products or 
services recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and none of MSCI’s 
products or services is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. 

 The MSCI ESG Indices use ratings and other data, analysis and information from MSCI ESG Research.  MSCI ESG Research is produced ISS or its subsidiaries.  Issuers mentioned or included 
in any MSCI ESG Research materials may be a client of MSCI, ISS, or another MSCI subsidiary, or the parent of, or affiliated with, a client of MSCI, ISS, or another MSCI subsidiary, including 
ISS Corporate Services, Inc., which provides tools and services to issuers.  MSCI ESG Research materials, including materials utilized in any MSCI ESG Indices or other products, have not 
been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body. 

 Any use of or access to products, services or information of MSCI requires a license from MSCI.  MSCI, Barra, RiskMetrics, ISS, CFRA, FEA, and other MSCI brands and product names are 
the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States and other jurisdictions.  The Global Industry Classification Standard (GICS) was 
developed by and is the exclusive property of MSCI and Standard & Poor’s.  “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s. 

About MSCI  
MSCI Inc. is a leading provider of investment decision support tools to investors globally, including asset managers, banks, hedge funds and pension funds. MSCI 
products and services include indices, portfolio risk and performance analytics, and governance tools.  

The company’s flagship product offerings are: the MSCI indices which include over 148,000 daily indices covering more than 70 countries; Barra portfolio risk and 
performance analytics covering global equity and fixed income markets; RiskMetrics market and credit risk analytics; ISS governance research and outsourced proxy 
voting and reporting services; FEA valuation models and risk management software for the energy and commodities markets; and CFRA forensic accounting risk 
research, legal/regulatory risk assessment, and due-diligence. MSCI is headquartered in New York, with research and commercial offices around the world. 

Americas  Europe, Middle East & Africa Asia Pacific  

Americas 
Atlanta 
Boston 
Chicago 
Montreal 
Monterrey 
New York 
San Francisco 
Sao Paulo 
Stamford 
Toronto 

1.888.588.4567 (toll free)  
+ 1.404.551.3212 
+ 1.617.532.0920 
+ 1.312.675.0545 
+ 1.514.847.7506 
+ 52.81.1253.4020 
+ 1.212.804.3901 
+ 1.415.836.8800 
+ 55.11.3706.1360 
+1.203.325.5630 
+ 1.416.628.1007 

Amsterdam
Cape Town 
Frankfurt 
Geneva 
London 
Madrid 
Milan 
Paris 
Zurich 

+ 31.20.462.1382
+ 27.21.673.0100 
+ 49.69.133.859.00 
+ 41.22.817.9777 
+ 44.20.7618.2222 
+ 34.91.700.7275 
+ 39.02.5849.0415 
0800.91.59.17 (toll free) 
+ 41.44.220.9300 

China North
China South 
Hong Kong 
Seoul 
Singapore 
Sydney 
Tokyo 

10800.852.1032 (toll free)
10800.152.1032 (toll free)  
+ 852.2844.9333 
+827.0768.88984 
800.852.3749 (toll free) 
+ 61.2.9033.9333 
+ 81.3.5226.8222 


