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Just days before the amortization of the PDVSA 20, prices 
of unsecured Venezuelan debt collapsed after the 
disclosure of bondholder’s worst nightmare. Venezuela 
and PDVSA bonds posted their largest monthly drop since 
the default announcement in November 2017, with 
several PDVSA securities briefly trading at fresh lows. The 
bearish trend began during mid-month, and then October 
24 saw a -10% plunge in the complex, especially in PDVSA 
low-dollar paper, where intraday losses topped -20%. 

 
Chart N°1: VENZ and PDVSA avg. bond prices vs prices of WTI Oil 

(Sep-Oct 2018). Source: Bloomberg BGN, own calculations. 

The trigger of the crash was a report by Argus Media 
published the night before. According to the piece, the 
National Constituent Assembly is weighing in a liquidation 
of PDVSA and founding a successor (Venezuelan Energy 
Corporation) that would absorb all local and foreign assets 
of the state oil company and repudiate all its liabilities, 
both bonds and their debts to suppliers and Joint Venture 
partners. After the market’s violent reaction, the alleged 
author of the proposal (David Paravisini, ANC deputy) 
clarified that it was still under discussion, leading the 
market to erase part of the losses in the final week. 

In parallel, the USD 950 MM principal and interest 
repayment of the PDVSA 20 was credited to investors on 
time. The bond was strongly bid up in the following days, 
finishing the month close to its all-time high of 95 cents. 
This performance reflects the stark contrast of the 
Venezuelan government’s treatment with regards to its 
multiple creditors, mainly driven by the Citgo Holding 
collateral pledge in the PDVSA 20 that forces them to 
continue servicing this maturity in order not to lose control 
of its US subsidiary. 

Although the payment was made expeditiously, the risk of 
an imminent liquidation of Citgo resurfaced almost 
immediately. A US federal appeals court rejected PDVSA's 
motion to annul the sale of PDV Holding (legal owner of 
Citgo Holding) in favor of Canadian miner Crystallex, which 
substantially increases the risk to the Republic of losing 
control of its assets on US soil beyond December 20th, the 
day that Judge Stark of the Delaware District Court 
prepares to issue a final decision on the terms of sale of 
part or all of the company. Of note, representatives of the 
holders of PDVSA 20 and Rosneft joined Crystallex at the 
hearing, which shows that all stakeholders have a valid 
right over Citgo's assets, and that the decision on who has 
priority of claims is not trivial. 

On the other hand, President Maduro announced yet 
antother reshuffling in the PDVSA board. The new VPs 
mainly come from the Armed Forces and it is widely 
speculated that the new figures are part of the internal 
circles of Maduro and Manuel Quevedo (who continues as 
president of the state oil company), to the detriment of 
civilians such as Nelson Ferrer who had survived the anti-
corruption "purge" carried out by Quevedo between the 
end of 2017 and the beginning of the current year. 

Additionally, new sanctions from the US and the European 
Union were revealed at the end of the month. Executive 
Order 13850 of President Trump aims to prohibit any type 
of transactions linked to corrupt practices of the 
Venezuelan government, with a focus on the gold industry. 
The European Commission doubled down on the US 
actions by extending an asset and travel ban for 18 leaders 
of the inner circle of Nicolás Maduro, as well as an 
embargo on the purchase of arms and anti-riot equipment 
by of the Venezuelan government, until November 2019 

 

Monthly Performance 

Measured by the JPMorgan EMBI + Venezuela index, VENZ 
bonds lost -6% in October 2018. On the other hand, the 
PDVSA curve showed a total disconnection between senior 
and unsecured debt. 

PDVSA 20s amassed a + 17.7% total return – driven by 
capital gains together with the amortization payment - and 
represents the only positive return in both curves in the 
month.  
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Table N° 1: Performance of Venezuela/PDVSA bonds, October 2018.  

*NOTE: Returns were adjusted to account for the accrued interest lost, per 

recent EMTA resolutions. 

 

Chart N°2: VENZ/PDVSA bonds by Total Return, October 2018. 

Source: Bloomberg, Knossos Asset Management. 

In contrast, PDVSA 24s and 26s - the main bonds affected 
by the rumor of the dissolution of the state oil company - 
fell almost 20% in the month and settled at 17 cents, their 
all-time lowest monthly close. 

In general terms, PDVSA's bonds fell twice as much as 
VENZ's of similar term/coupon and sport double-digit 
negative returns year-to-date. In contrast, bonds such as 
VENZ 24s and 28s posted a much smaller, -5% in the month 
and are up nearly +10% in 2018. After the movement in 
October, unsecured PDVSA bonds are trading at a 6 point 
discount (25% market value) with respect to VENZ, the 
largest gap in valuations in recent history. 

 

 

Evolution of the curves 

Graphs 3 and 4 show the evolution of the price curves of 
Venezuela and PDVSA bonds at the end of October 2018. 
VENZ 34 stands out in the Sovereign curve as it trades with 
an over 3 point premium to the rest of the curve. The rest 
of the curve trades at levels around 25%, with slight 
differences attributable to coupon rates. On the other 
hand, the PDVSA curve has strongly inverted after low-
dollar value and long-term bonds posted much larger 
losses than high coupon and short term securities. 

 
Graph N°3: Venezuela Price Curve evolution, October 2018. 

Source: Bloomberg CBBT. 

 
 
 
 

Security 28/09/2018 31/10/2018
Total 

Return

Total Return 

(2018 YTD)
VENZ 13 5/8 08/15/18 27.70 25.40 -8.30% -51.61%

VENZ 7 12/01/18 26.30 24.50 -6.84% -34.80%

VENZ 7 3/4 10/13/19 25.85 24.75 -4.26% +3.03%

VENZ 6 12/09/20 27.05 24.95 -7.76% +6.41%

VENZ 12 3/4 08/23/22 27.70 25.70 -7.22% -3.95%

VENZ 9 05/07/23 27.20 25.55 -6.07% +8.88%

VENZ 8 1/4 10/13/24 26.60 25.30 -4.89% +10.42%

VENZ 7.65 04/21/25 26.90 25.25 -6.13% +9.66%

VENZ 11 3/4 10/21/26 27.80 25.70 -7.55% +5.35%

VENZ 9 1/4 09/15/27 27.65 25.45 -7.96% +4.66%

VENZ 9 1/4 05/07/28 26.05 25.15 -3.45% +9.71%

VENZ 11.95 08/05/31 27.70 25.85 -6.68% +1.30%

VENZ 9 3/8 01/13/34 29.55 28.75 -2.71% +5.52%

VENZ 7 03/31/38 26.20 24.60 -6.11% +9.80%

PDVSA 8 1/2 10/27/20 85.00 93.65 +17.67% +20.60%

PDVSA 9 11/17/21 23.35 20.90 -10.49% -30.43%

PDVSA 12 3/4 02/17/22 24.10 21.30 -11.62% -36.10%

PDVSA 6 05/16/24 22.10 17.90 -19.00% -20.27%

PDVSA 6 11/15/26 21.95 17.65 -19.59% -19.03%

PDVSA 5 3/8 04/12/27 22.05 17.90 -18.82% -18.50%

PDVSA 9 3/4 05/17/35 23.40 21.50 -8.12% -26.15%

PDVSA 5 1/2 04/12/37 22.10 18.05 -18.33% -17.79%
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Chart N°4: PDVSA –Unsecured- Price Curve evolution, October 2018. 

Source: Bloomberg CBBT. 

 

Return analysis – Short term 

Acknowledging that a study of the term structure of 
Venezuelan debt by traditional methods is unfeasible in 
the current context, we reroute our analysis to an 
extension of the binomial model for valuation of 
contingent claims of Cox, Ross and Rubenstein (1979). We 
start by determining equilibrium prices for the securities 
according to their expected returns under risk-neutral 
probabilities, based on the following assumptions: 

• Bonds accrue past due interest (PDI) at the security-
specific coupon rate, even if past its maturity date. Accrued 
PDI is taken into account for the ‘all-in’ market value. 

• A decision horizon of 1 year and two possible scenarios. 

• 'Up' scenario: subject to an improvement in the political 
crisis that allows for a debt restructuring in the near future. 
We assume a conservative Recovery Rate for the claim of 
principal plus accrued PDI (of 30 cents) to take into account 
the delays and expenses associated with the renegotiation. 
We start from the assumption that VENZ and PDVSA would 
receive the same terms in the hypothetical restructuring. 

• 'Down' scenario: Associated with a continuation of the 
status quo and greater likelihood of a total debt 
repudiation. Bonds continue to earn PDI (reflected in their 
market prices) but we assume a market value of 15 cents 

in this stage. In addition, PDVSA paper would be quoted at 
a 25% discount to VENZ (ie, the market would value the 
average PDVSA bond at 11.25 cents), in line with the 
current relative discount, which we assume reflects the 
latent risk of PDVSA’s dissolution. 

 

Chart N°5: VENZ one-year forward return scenarios,  

October 2018. Source: Knossos Asset Management 

 

Chart N°6: PDVSA one-year forward return scenarios,  

October 2018. Source: Knossos Asset Management 
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Graphs 5 and 6 show the returns by scenarios for both 
issuers. The most attractive bonds of each curve can be 
determined based on their risk-return ratio, with VENZ 
13.625% 18 and PDVSA 26, respectively. 

Next, risk-neutral probabilities1 are determined according 
to the implied up- and down-moves. Intuitively, a higher 
implied probability of an up move means that the bond is 
priced higher than the rest of the curve and therefore has 
a less favorable risk/return ratio. Chart 7 below shows that 
the probabilities are relatively stable and symmetric for 
VENZ, but strongly downward-biased for PDVSA (reflecting 
the risk shared by investors of a selective repudiation in 
this issuer). Additionally, we conclude that VENZ 34 and 
PDVSA 35 are relatively expensive to their curves. 

 
Chart N°7: VENZ/PDVSA risk-neutral probabilities,  

Octubre 2018. Fuente: Knossos Asset Management 

A key assumption of our model for predicting prices is that, 
at least at the issuer level, all bonds would be subject to 
the same scenarios - restructuring or repudiation - so their 
equilibrium market prices should yield the same odds of 
ups and downs. In order to determine if market valuations 
are consistent with our expectations, we change neutral 
probabilities to risk by our own criteria. In a 12 month 
horizon, we consider that the probabilities of occurrence 
are: 

𝑃(𝑢𝑝) = 𝟏/𝟑       ;         𝑃(𝑑𝑜𝑤𝑛) = 𝟐/𝟑 

1Risk-neutral probabilities: a probability measure that is defined under 
the assumption that the expected return of all assets in the economy is 
the risk-free rate (the equilibrium result if economic agents as a whole 
have zero risk aversion). This trick allows us to derive implied 
probabilities of up- and down-moves according to return scenarios on 
assets. It is a methodology widely used in the valuation of financial 
assets showing non-normal return distributions (such as options and 
distressed debt). 

Even though we consider that the Maduro government is 
inviable in the medium term - due to the collapse in oil 
production, as well as the sanctions regime that 
increasingly restricts the nation’s financial operations - we 
consider that growing divisions among opposition parties 
and the unwillingness of the international community to 
intervene directly in the country (at least for now), 
together with Chavismo’s old-time strategy of ‘political 
survival at all costs’ means that, in the short run,  status 
quo is twice as likely as a political transition that allows for 
a debt restructuring. 

With these probabilities we estimate equilibrium present 
values (discounting the expected payoff by the risk free 
rate) and determine potential returns by comparing model 
prices with current market values. Predictably, only PDVSA 
low-dollar value bonds offer a favorable risk / return ratio 
at current levels. VENZ returns are negative for the entire 
curve, except for VENZ 18o (+ 0.1%). We conclude that for 
short-term investment horizons, the only sensible course 
is an opportunistic position in PDVSA 24s/26s. 

 
Table Nº2: Market vs. Equilibrium prices, VENZ / PDVSA, Oct 2018 

Note: market prices at the end of October. 1-year US Treasury yield 

(2.5875%) as a proxy for the risk-free rate. 'Up' and 'down' returns 

derived from custom scenarios, with probabilities p (up) = 1/3 and       

p (down) = 2/3, respectively. 
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Return analysis – Long term 

In the previous section, we identified VENZ 18o and PDVSA 
26 bonds as the cheapest in both curves, as well as the fact 
that VENZ 34 seems to be overvalued. Under the 
assumption that all bonds will receive the same treatment 
in a restructuring, we can use these bonds to represent the 
range of potential returns of a long-term debt investment. 
To do this, we add the time dimension to the analysis and 
determine the Yield to Restructuring (YTR), which is simply 
the annualized rate of return of the 'Up' scenario that we 
defined in the previous section, now for time horizons 
beyond a year. We can then compare the resulting YTRs 
against market supply of investment alternatives. 

 

Chart N°8: term structure of Yield to Restructuring, VENZ/PDVSA sample, 

October 2018. Source: Knossos Asset Management 

 
Table 3: Yield To Restructuring (YTR) vs US Treasury yield term structure, 

October 2018. Source: Knossos Asset Management 

Our estimates show a YTR that ranges from 27 to 95% in a 
one-year horizon and decreases exponentially as we 
extend the waiting period; but it remains above the risk-
free rate throughout the relevant time horizon, a 

significant finding. This suggests that capital gains, instead 
of accrued interest, is the main driver of expected 
profitability in this strategy. We can also conclude that the 
optimal position for waiting periods of less than 7 years is 
in the PDVSA 26, under the assumption that the debt of 
the state oil company would receive the same treatment 
of Sovereign bonds in the restructuring. 

Valuation – PDVSA 2020 

To derive an estimate of the fair value of the bond, we start 
by estimating the value of the Citgo Holding equity 
collateral with a simplified balance sheet. Citgo has not 
issued the SEC's 10-Q form since 2005, and its latest 
balance sheet, published with figures updated as of 
FY2015 as an annex to the PDVSA 20 bond offering, may 
not be a reliable guide to the current state of the 
company’s financial position. In any case, the most up-to-
date statistics suggest that Citgo’s net worth (net of 
liabilities) amounts to USD 3,930 MM. We applied a 20% 
discount for uncertainty in collateral execution. Lastly, we 
determine the collateral as 50.1% of the residual value of 
Citgo: USD 1,570 MM. This implies that the bond is 93.51% 
collateralized at present, and in the event that PDVSA will 
pay the amortization of 2019, this ratio would increase to 
1.87x. The data can be verified in table 5 below. 

 
Table 5: Citgo Holding balance sheet and PDVSA 2020 collateral 

valuation, October 2018. Source: Knossos Asset Management 

 

We can them estimate one-year forward returns under 
three scenarios: 

YTM

US Treasuries PDVSA 26 VENZ 18o VENZ 34

1y 2.7 95.5 54.3 27.3

2y 2.8 43.4 30.5 17.1

3y 2.9 29.3 23.1 13.7

5y 3.0 18.8 16.9 10.7

7y 3.1 14.4 14.0 9.3

10y 3.1 11.1 11.6 8.0

20y 3.3 7.0 7.9 5.9

30y 3.4 5.4 6.3 4.8

Yield to Restructuring (YTR)
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• Scenario 1: PDVSA remains solvent with the security until 
the October 2019 amortization. The payoff would consist 
in the 25% principal amortization, accrued interest on 50% 
of the capital (currently alive) and a terminal value for the 
remaining 25%, which would be the minimum between 
1.87 times the remaining 25%, and the price that PDVSA 
would have to pay to call the issue by triggering the Make-
Whole clause and buying back the bonds at a yield of a 
comparable-term US Treasury + 50bps. 

• Scenario 2: Whether by a PDVSA decision to default on 
the bond, or as a result of the December 20 hearing in 
Delaware court, the sale of Citgo is forced. However, in this 
scenario we assume that holders of PDVSA 20 (and 
Rosneft) have collection priority over Crystallex and 
therefore receive the full amount corresponding to 50.1% 
of the liquidation value of the company, equivalent to the 
current collateralization ratio (93.5%). 

• Scenario 3: Citgo is liquidated, but the Delaware court 
imposes a three-part separation of the amount collected 
between Crystallex, Rosneft and the holders of PDVSA 20. 
This would reduce the bondholder's share from 50.1% to 
33.33%. 

Due to a severe lack of visibility on the outcome, we 
assume that the three scenarios have the same probability 
of occurrence, which gives us an expected payoff of 89.69c 
in the next year, implying a negative expected return            
(-4.23%) from current levels. 

 
Table 6: PDVSA 20 one-year forward payoffs and return scenarios,  

October 2018 
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PDVSA 20 scenario Payoff

Current price 93.65                            

113.35                           

93.51                             

62.22                             

Expected payoff 89.69                             

Expected return -4.23%

1 - PDVSA pays P20 through the 

third amortization (Oct 19)

2 - Citgo is iquidated, 

bondholders keep 50.1%

3 - Citgo is liquidated,holders 

receive 33.33%
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