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Conditions in the market for credit default swaps this year
look to have unearthed that holy grail of investment - the risk-
free trade.

With the premiums for protection on high-grade corporate
debt in particular around all-time lows. even the most conser-
vative investors are able to benefit from a trade that pays them
for holding both the corporate bond and the insurance-like
product that is based on the debt.

It looks like a sure thing. The premiums the bondholder
pays to protect his investment are lower than what the corpo-
rate bond is yielding. At the very least. he pockets the differ-
ence - which has generally averaged around 10 basis points.
But where the investor stands to gain most is from any spike in
value of the protection contract - as would happen should the
corporate debt issuer encounter any risk of default.

This is a very effective tool right now. particularly in man-
aging corporate bond portfolios.” said Mark Kiesel. vice presi
dent of portfolio management at bond giant PIMCO. which
manages $641.6 billion in assets. “Over the last few months
we've been putting on more of these trades as the opportunities
have come up.
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known as negative basis, that took hold in August. as premiums
on credit default swaps increasingly undercut yields on the cor-
porate bonds they reference. Credit default swaps are insur-
ance-like products for bonds because the seller reimburses the
counterparty in the event of a default, in exchange for regular
premium payments.

It comes about as the popularity of credit default swaps has
outpaced demand for the underlying bonds. While tightening in
risk premiums on corporate bonds has been curbed by supply
fears. demand has mounted for their derivative siblings. mainly
to bundle them into structured products known as collaterized
debt obligations.





