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We noted last month that realised volatility in the European investment grade CDS market, as measured by the
Markit Vol X index, was at its lowest for two years. By the end of October, volatility had dipped to 18%, which
was the lowest level since the heady days of June 2007. A number of future events were mooted that had the
potential to trigger market uncertainty, including next month’s Italian referendum.

But avictory for Donald Trump in the US presidential election was viewed by most as a highly unlikely
occurrence. Spreads rallied in the run up to the vote, with the Markit CDX.NA.IG tightening from 81bps to

75bps and the Markit i Traxx Europe moving from 76bps to 73bpsin the two days prior to the election on
November 8.
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So the shock win for Trump, widely viewed as a maverick compared to the establishment figure of Hilary
Clinton, might have been expected to produce volatility on a Brexit-like scale. And theinitial reaction in the
credit markets was indeed negative, with the Markit iTraxx Europe widening by 8bps on the morning of
November 9. But the US markets took the news in their stride, and by the end of the session both European and
US CDS indices were dightly tighter compared to the previous day’ s close. The Vol X Europe rose to 30% this
week, a modest move in comparison with Brexit, when the Vol X Europe ballooned to over 100% in the wake of
the referendum.

Perhaps the markets have confidence in Trump’s ability to deliver on his promises of economic growth and jobs.
An expansionary fiscal policy could achieve this goal, though it won't be easy to implement in a country with
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over 100% debt-to-GDP ratio. Trump’s gaffes may have not cost him the election, but serious missteps as
president could reignite credit volatility.

Political risk isthe order of the day, with Trump as president-elect and the Italian referendum due next month.
But CDS users also need to be aware of micro event risk, such as orphaning. We saw an example this week with
the merger of Nordic credit management services firms Intrum Justitiaand Lindorff. The latter’ s debt was i ssued
from Lock Lower Holdings, but its debt will be paid back as part of the merger. Thisleavesthe CDS referencing
an entity that will have no obligations. Lock Lower’s 5-year spreads dropped from 600bps to 136bps after the
announcement. Thiswill have been particularly painful for buyers of protection that gained from recent credit
deterioration.
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