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Abstract

In a naked credit default swap (CDS) position, a party pays an income stream to a seller

of protection to swap away default risk on an underlying defaultable security without

actually holding this reference instrument. Using mark-to-market returns on a large

cross section of CDS positions, held independent from their reference entity, we

implement a novel test to establish whether their inclusion in an optimised portfolio is

replicable by a large set of alternative assets. Overall, we find significant excess returns

of over 28% per annum against an optimised benchmark, we speculate that it is these

characteristics that could be driving a bubble in the CDS market.
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Notes

1 Generally, practitioners refer to capital structure arbitrage as holding, for example, a

short naked CDS position and an equivalent sized position in the equity of the same

firm. However, we extend this definition to simply holding a large cross section of CDS

and alternative instruments. A better description for this paper could be macro-

structure arbitrage as we include a very wide variety of money market and other

investment instruments across the financial spectrum.

2 Source: Bloomberg, news wire 11 March 2010, ‘Naked Swaps Crackdown in Europe

Rings Hollow Without Washington’, by Ben Moshinsky and Aaron Kirchfield, US House of

Representatives Committee of Financial Services Hearing. 17 July 2009, Serial No. 111-

62, 5-17.
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3 Wall Street Journal, 17 April 2010 ‘Goldman Sachs Charged With Fraud’ by Gregory

Zuckerman, Susanne Craig and Serena Ng. By 2008, 99% of the underlying assets and

hence the majority of the tranches in this CDO product had been downgraded.

4 Source: CMA Vision, 20 April 2010.

5 Capital risk is the variation in the value of a portfolio due to market fluctuations in the

constituent assets.

6 Depository Trust & Clearing Corporation, August 2009 CDS Market Report.

7 For the fictional perpetual protection case it is . Recall that the value of a perpetuity

with a coupon of  at 2.5% is $40 million.

8 We gratefully acknowledge the assistance of Thomson Reuters and CMA in assisting

in building the instrument baskets. Thomson Reuters DataStream CMA currently

provides sector-level basket data using the cross section of assets available in the CMA

database and we use this list to build our CDS sector funds.

Related research 

Recommended articles Cited by 

13

People also read



Information for

Authors

R&D professionals

Editors

Librarians

Societies

Open access

Overview

Open journals

Open Select

Dove Medical Press

F1000Research

Opportunities

Reprints and e-prints

Advertising solutions

Accelerated publication

Corporate access solutions

Help and information

Help and contact

Newsroom

All journals

Books

 Sign me up

   

Keep up to date

Register to receive personalised research and resources by email

Copyright © 2026 Informa UK Limited Privacy policy

Cookies Terms & conditions Accessibility

Registered in England & Wales No. 01072954 

5 Howick Place | London | SW1P 1WG

Taylor and Francis

Group

https://authorservices.taylorandfrancis.com/
https://taylorandfrancis.com/who-we-serve/industry-government/business/
https://editorresources.taylorandfrancis.com/
https://www.tandfonline.com/page/librarians
https://www.tandfonline.com/societies
https://www.tandfonline.com/openaccess
https://www.tandfonline.com/openaccess/openjournals
https://www.tandfonline.com/openaccess/openselect
https://www.tandfonline.com/openaccess/dove
https://www.tandfonline.com/openaccess/f1000
https://taylorandfrancis.com/who-we-serve/industry-government/marketing/
https://taylorandfrancis.com/partnership/commercial/advertising-solutions/
https://taylorandfrancis.com/partnership/commercial/accelerated-publication/
https://taylorandfrancis.com/who-we-serve/industry-government/business/purchasing-options/
https://help.tandfonline.com/
https://newsroom.taylorandfrancisgroup.com/
https://www.tandfonline.com/journals?&pageSize=3000
https://www.routledge.com/
https://taylorandfrancis.formstack.com/forms/tfoguest_signup
https://facebook.com/TaylorandFrancisGroup
https://twitter.com/tandfonline
http://linkedin.com/company/taylor-&-francis-group
https://www.youtube.com/user/TaylorandFrancis
http://www.weibo.com/tandfchina
https://bsky.app/profile/tandfresearch.bsky.social
https://www.informa.com/
https://informa.com/privacy-policy/
https://privacy.informa.com/trackers/en/
https://www.tandfonline.com/terms-and-conditions
https://www.tandfonline.com/accessibility
http://taylorandfrancis.com/

