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Capital Structure Arbitrage

Capital structure arbitrage1 is one of many 
strategies used by distressed-debt investors 
within the context of a firm’s bankruptcy.2 

The strategy is premised on the assumption that 
the market prices of equity, debt and credit default 
swaps (CDSs) can temporally diverge from their 
relative value in equilibrium due to the different 
types and strategies of investors active in the mar-
ket, as well as differences in investor expectations 
regarding the performance of an investee compa-
ny.3 The objective of capital structure arbitrage 
is to profit by exploiting the misinformation that 
may exist between equity and debt markets, and 
related mispricing of a single issuer’s securities,4 
thereby hedging the risk of the subject credit 
investment, or bet on the default of the firm and 
the secondary market trading levels of its securi-
ties on default.5

Background6

 The practice of capital structure arbitrage goes 
back to at least 2002. Based on the assumption that 
both equity and debt can be viewed as options on 
the underlying value of a firm, with default occur-
ring when the value of the asset falls below a pre-
determined default barrier,7 the concept is relatively 
straightforward: Take a position in a debt instru-
ment to hedge an equity position, and vice versa. 
This evolved out of fundamental changes in how 
the credit markets traded, given the development of 
the credit default market and, in particular, CDSs, 

which allowed investors to go long on equity and 
short on debt “synthetically” — that is, by using the 
CDS as a derivative instrument.

Credit Default Swaps
 A CDS is a derivative contract that allows an 
investor to hedge the risk of a credit investment or 
bet on a firm’s default and subsequent trading levels 
of its securities in the secondary market.8 In prac-
tice, the buyer pays the seller a periodic, upfront fee, 
referred to as the CDS spread or CDS premium, that 
is equal to a fraction (the premium calculated as a 
proportion of the notional value of the CDS in basis 
points) of the notional, or face, value9 of the under-
lying reference asset, whether it is a bond, loan or 
other liability,10 in addition to an annual premium 
to compensate the seller for taking the default risk. 
The spread reflects the probability of default and the 
recovery rate.11 In the case of a credit event, such 
as a failure to pay a debt or bankruptcy filing, the 
seller is obligated to pay the buyer the par value of 
the debt, regardless of where it is trading.
 CDSs may also be used to make speculative 
investments absent a position in a related debt. 
Sellers of CDSs are synthetically going long on the 
firm’s credit under the assumption that it will not 
default. Conversely, buyers of CDSs are synthetical-
ly going short the firm’s credit assuming that it will 
default. The implication is that CDSs can be used in 
place of debt-to-arbitrage disparities in the relation-
ship between the pricing of a firm’s debt and equity 
securities. The use of CDSs rather than bonds is also 
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preferable given the greater liquidity and responsiveness of 
CDSs to market dynamics.12

The Nature of Arbitrage
 Pure arbitrage is described as the process of producing 
riskless profit today by statically or dynamically matching 
current and future obligations to offset each other exactly, 
including known costs of financing.13 The underlying prin-
ciple is the law of one price, which holds that the same item 
cannot sell for two different prices simultaneously.14 Given 
the sophistication of the capital markets today, opportuni-
ties to profit from pure arbitrage are limited. Consequently, 
hedge funds and proprietary trading desks rely extensively 
on relative value arbitrage, which is trading to realize a prof-
it today by statically or dynamically matching current and 
future obligations that nearly offset each other, net of esti-
mated financing costs. In substance, relative value arbitrage 
is equivalent to capital structure arbitrage within the context 
of quantitative finance, which entails the use of quantitative, 
structural models to identify and take advantage of pricing 
discrepancies between related securities of a firm based on 
statistical and historical patterns and relationships.15

 Although beyond the scope of this article, pricing dis-
crepancies between related securities of a firm might also 
be identified and traded based on strategies developed using 
fundamental credit analysis.16 The objective of financial due 
diligence is to understand the value of the firm and its short-
term financial issues for use in connection with the findings 
of legal due diligence to develop a valuation and strategy 
with respect to a specific security in the firm’s capital struc-
ture. A nonexhaustive list of analyses typically performed 
include (1) historical financial information; (2) the outlook 
for the industry and firm position within it; (3) projections 
of future operating results; (4) identification of the corporate 
location of key operations and significant liabilities; (5) a liq-
uidation analysis; and (6) valuation of tax attributes.17

 The documents analyzed in legal due diligence18 might 
include credit agreements, indentures, registration state-
ments, 10-Ks and 10-Qs. The issues assessed arise as a mat-
ter of law, or in contracts or documents pertinent given the 
situation. Bankruptcy brings additional considerations that 
surface when the debtor has filed or may file for bankruptcy. 
Matters to be considered could include voidable preferences, 
substantive consolidation, equitable subordination, claims in 
nonnegotiable instruments, and whether the firm has entered 
the zone of insolvency.19

General Approach
 In a quantitative finance setting, arbitrageurs generally 
use a structural model such as that introduced by Black and 

Scholes (1973),20 Merton (1974)21 or CreditGrades22 to pre-
dict what a fair CDS spread should be given the price of a 
subject firm’s equity.23 The inputs of the structural model 
(including the volatility of the asset price, amount of debt 
outstanding, barrier below which default is expected, and 
percent recovery expected in case of default) are calibrated 
using CDS market quotes and maturities.24 If the relation-
ship between equity and CDSs observed in the market is 
mispriced based on a comparison with that predicted by the 
model, the arbitrageur might sell overvalued CDS protection 
and short equity, or buy undervalued CDS protection and 
buy equity. The arbitrageur will only profit, however, if the 
instruments traded revert toward equilibrium.
 For background, the Merton Model posits that a firm can 
be divided into two parts: debt and equity, both of which can 
be thought of as derivative securities on the value of a firm’s 
assets.25 Specifically, the model illustrates that equity is a call 
option (a contract that gives the holder the right — but not the 
obligation — to buy the underlying security for a specified 
price on or before a specific date26) on the market value of a 
firm’s total assets, with a strike price equal to the book value 
of the firm’s debt. Debt can also be regarded as a put option 
(gives the holder the right, but not the obligation, to sell the 
underlying security for a specified price on or before a spe-
cific date)27 on the market value of the total assets of the firm, 
with a strike price equal to the book value of the firm’s debt.

Strategies and Outcomes
Generally
 Strategies that have developed for arbitrage between debt 
and equity from the Merton Model28 include shorting stocks 
of highly levered firms while going long on their bonds; 
trading the misalignment of CDS spreads (CDS as an alter-
native to debt) and declining stock prices; and selling the 
high implied volatility (a measure of how much the price 
of the asset is expected to change in the future) of one asset 
class and buying the lower volatility of the other asset class. 
Differences between theoretical credit spreads and traded 
spreads in the market, and between different classes of debt, 
junior and senior, may also be arbitraged.
 For example, assume that an arbitrager has sold a CDS 
and shorted equity. For purposes of this example, if an arbi-
trager take such a position, the investor believes that four 
potential outcomes can be identified.29
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 The case in which both the CDS spread and stock price 
fall indicates convergence, with both positions profitable. 
First, if the CDS spread falls while the price of equity rises, 
the trade will still be profitable on net if the CDS spread falls 
quicker than the increase in the price of equity, facilitating 
convergence. Second, where the CDS spread increases and 
the equity price decreases, the position will still be profitable 
provided that the equity price falls faster than the CDS spread 
increases. Third, both the CDS spread and equity price rise 
in the case of divergence. Fourth, both sides of the trade will 
suffer losses regardless of the size of the equity hedge.

Distressed Investor30

 Capital structure arbitrage strategies used by distressed 
investors include liquidity plays, legal analysis plays, 
insurance/overheated market trades, hedged convertible 
bond trades, pari passu securities with different maturities, 
and senior vs. junior securities. In a liquidity play, a firm’s 
short-term bonds are bought and its long-term bonds are 
sold short on the assumption that while the firm has suffi-
cient liquidity to attempt a turnaround, it will nevertheless 
file for bankruptcy. Also referred to as a “curve trade,” the 
strategy entails the arbitrage of different instruments across 
the yield curve.
 Getting the timing of the bankruptcy is important, how-
ever. Short-term bonds trade higher than long-term bonds, 
the former reflecting the probability of being paid and the 
latter the recovery value in bankruptcy. As all bonds with 
the same seniority and security converge to the same price in 
chapter 11, the loss on the long position will exceed the gain 
on the short.
 Legal analysis plays arise out of differences in a firm’s 
bond indentures that result in one bond in a company’s 
capital structure having better terms and conditions than 
another. In this case, the strategy is to buy the better bond 
and sell the other short. An example of this strategy is the 
LBO of Safeway. Certain of Safeway’s bonds had a change 
of control put that gave the owner the right to compel the 
company to repurchase the bonds at 101 in the case of 
an LBO. Alternatively, Safeway’s bonds that lacked this 
provision would “travel “with the company and likely 
decrease in value, as Safeway would have a significant 
amount of new debt. Hedge funds consequently bought 
the bonds with the change of control put and sold short 
those without it.
 In insurance/overheated market trades, when a market is 
overheated — with securities overvalued and at unsustain-
able levels due to factors, including asset bubbles, excessive 
growth and inflation, or otherwise disrupted such as in the 
Great Recession — risk might not be correctly priced. For 
example, in 2006 and early 2007, certain investors thought 
that the market was not pricing the spread between healthy 
firm secured and unsecured debt. Those investors opted to 
arbitrage the difference by going long on secured debt and 
shorting unsecured debt to insure against losses from a pri-
mary investment or exposure, and to profit from the conver-
gence of the difference.

 In hedged convertible bond trades,31 the arbitrageur pur-
chases a convertible bond and goes short on an appropriate 
amount of stock. Shorting the stock offsets the effect on the 
price of the convertible bond of changes in the price of the 
stock. This serves to “lock in” the coupon income with min-
imal capital investment.
 Where two bonds with different maturities in the cap-
ital structure are considered to be pari passu, but trade at 
a significant spread, there are usually two opportunities to 
arbitrage.32 The first is where the near-term maturity exhibits 
a price spread that may contract, and the second is where 
two securities trade at similar levels but have different claim 
statuses, suggesting that the spread may widen.
 Senior vs. junior securities trades33 might be put on when 
the relationship between the prices of a senior and junior 
security diverge from their relative value in equilibrium. 
Depending on the complexity of the capital structure, this can 
arise in a variety of contexts. For example, this could include 
senior secured vs. senior unsecured, senior vs. subordinated, 
or holding company vs. operating company. In each scenario, 
investors look to identify a discrepancy that misstates the 
actual value or potential recovery.

Conclusion
 Capital structure arbitrage is a complex trading strategy 
used to profit from misinformation that might exist between 
equity and debt markets, and the related mispricing of a 
single issuer’s securities. The strategy can serve to hedge 
the risk of a credit investment or bet on the default of a 
firm and the trading levels of its securities in the secondary 
market subsequently.
 The Merton Model, from which the strategy is derived, 
posits that a firm can be divided into two parts: debt and 
equity. Both can be thought of as derivative securities on the 
value of a firm’s assets. Equity is a call option on the market 
value of a firm’s total value, and debt is a put option on the 
market value of the total assets of the firm with a strike price 
equal to the book value of the firm’s debt. Depending on the 
investor’s investment thesis, the investor can employ one of 
the aforementioned strategies to take advantage of situations 
that the investor believes reflect misinformation in the equity 
and debt markets.  abi
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