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Agenda
The over-the-counter (OTC) credit derivatives environment

Credit Default Swaps (CDS)
Definition
Cash Flows
CDS Example

CBOE’s offerings within the credit derivatives space
Advantages of trading credit derivatives on an exchange
Defining Credit Event Binary Options (CEBOs)

Single-Name CEBOs
Basket CEBOs
Contract Specifications

CEBO Price History
Trading Applications

Theoretical Pricing
Margin Requirements

Quoting / Trading CEBOs on TWS
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Credit Derivatives
Dominated by the OTC market

Credit Default Swaps (CDS)

Notional value projected to reach $33 trillion by the end of 2008

CDS Notional Amounts in Trillions 
Sources: BIS and BBA

26
BBA forecast for 
2008 global credit 

market is $33 trillion

$-

$5

$10

$15

$20

$25

$30

06
/01

/01

06/0
1/02

06/0
1/03

06/0
1/04

06/0
1/05

06/0
1/06

Single Name CDS 53%
Multi Name CDS 47%



4

Credit Event Binary Options October 2007

What is an OTC Credit Default Swap?

A bilateral agreement between two counterparties to isolate the 
credit risk of a reference entity
CDS are like insurance contracts on corporate debt

‘Protection Buyer’ and ‘Protection Seller’
Protection Buyer agrees to make periodic payments (quarterly) to the 
Protection Seller

Payments expressed in basis points based on credit spreads
Protection Seller collects premium and agrees to deliver par value of 
bonds upon confirmation of a credit event (e.g. bankruptcy, failure-to-
pay, restructuring)

5 years is the standard length of a typical CDS
CDS contracts written on single names and baskets
Hedge funds, banks, and insurance companies are the major 
players

ISDA master agreement required to trade CDS
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CDS Cash Flows
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CDS Example

Investor has a bullish view on the credit quality of 
XYZ Corp.
Sell 5-year protection through CDS

Why sell CDS if bullish on XYZ’s credit quality?
CDS will increase in value if the credit quality of XYZ decreases
CDS will decrease in value if the credit quality of XYZ increases

Dealer quotes 5-year protection on XYZ as 37 / 39 basis 
points

Protection seller would receive 37 basis points per annum on 
the notional value of the contract for the life of the contract
Protection buyer would pay 39 basis points per annum on the 
notional value of the contract for the life of the contract



7

Credit Event Binary Options October 2007

CDS Example (continued)

Investor wants to sell $1 million worth of protection
Sells at 37 basis points = Receives $3,700 per year; 4 
quarterly credits of $925
If there is no credit event before expiration, the Protection 
Seller simply keeps the premiums received

Maximum gain to seller is $18,500 ($3,700 x 5 years)
If there is a credit event prior to expiration:

The value of XYZ’s debt will fall significantly
Recovery rate ~40%

Protection Buyer delivers appropriate bonds (at their market 
value after the credit event) to the Protection Seller in 
exchange for the par value of the bonds

Protection Buyer Receives
Notional value of CDS * (1- Recovery Rate)
$1 million * (1-0.40) = $600,000
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Exchange Traded Advantages
Streamlined market place with easy access through securities 
accounts

All investors, not just institutions, can now trade credit derivatives
Transparent pricing and anonymous trading
Reduced counterparty risk

Cleared through AAA-rated Options Clearing Corporation
Operational efficiency

Standardization of contract terms
Minimal documentation
Immediate and unambiguous resolution of credit events

Accessibility to other highly related CBOE products
VIX Options / futures
Equities (CBSX)
Equity & Index options

Consistent liquidity provided by Designated Primary Market 
Makers
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What are CEBOs?
Credit Event Binary Options (CEBOs) are the CBOE’s 
translation of credit default swaps (CDS) to a 
regulated and centralized marketplace
CEBOs pay a fixed amount if a credit event is 
confirmed in a reference entity.
CEBOs expire worthless if no credit event is 
confirmed before expiration
‘Credit Event’:

Bankruptcy
Failure to pay
Debt restructuring
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CBOE’s Credit Options Complex

Single Name CEBOs
Ford Motor Co.
General Motors Corp.
Hovnanian Enterprises
Standard Pacific Corp

Each CEBO currently has two expirations
September 2008
September 2012

More CEBOs with more expirations will be listed
New products in the pipeline

Credit spread options

Basket CEBOs
Auto Sector
Homebuilder Sector
High-Yield Composite
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Ford Stock vs. Ford Sept. 2008 CEBO
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Homebuilder Sept. ‘08 CEBO price history

CBOE Home Builders 1- Year CEBO Basket (BBR)
Estimated Price
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When a default occurs:
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Basket CEBOs
Basket CEBOs pay-out a fixed cash amount each time 
there is a credit event in a basket component

Basket components are weighted equally
All multiple pay-out baskets

40% recovery rate assumed for each component
When a credit event occurs in a component, the option pays 
out the fixed amount

Basket continues to trade without that component until 
expiration or all components experience a credit event

3 baskets initially, with Sep. ’08 & Sep. ’12 
expirations:

Auto Sector
Homebuilder Sector
High-Yield Composite
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Auto sector basket



17

Credit Event Binary Options October 2007

Homebuilder sector basket
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High Yield Composite
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Trading Applications

Single Name CEBOs
Hedge corporate debt
Hedge equities
Speculate on the credit quality of corporate debt

Basket CEBOs
Hedge credit exposures to economic sectors, 
credit quality sectors or a cross-section of the 
market
Adjust the sector or quality profile of a broad-
based CDS index
Hedge volatility exposures
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Credit / Volatility Correlation
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Single Name CEBO Quotes

Equity Sep 2008 CEBO Sep 2012 CEBO

Company 
Name Ticker Ticker 9/17/07 Mid- 

day Quotes Ticker 9/17/07 Mid-day 
Quotes

General 
Motors Corp GM GCB 6.75B / 9.75A GCY 36.00B / 41.00A

Ford Motor 
Company F FDE 7.50B / 10.50A FDW 37.00B / 42.00A

Hovnanian 
Enterprises 
Inc HOV CKA 14.25B / 17.25A CKJ 57.00B / 62.00A

Standard 
Pacific Corp SPF JSV 19.00B / 22.00A JSW 61.00B / 66.00A
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Basket CEBO Quotes

Equity Sep 2008 CEBO Sep 2012 CEBO

Basket Name Ticker Ticker 9/17/07 Mid- 
day Quotes Ticker 9/17/07 Mid-day 

Quotes

Auto Sector

(ARM, 
AXL, F, 
GM, GT, 
TRW, VC) AFY 2.50B / 4.50A GCY 18.00B / 22.00A

Homebuilder 
Sector

(KBH, 
HOV, SPF, 
CTX, LEN, 
PHM, TOL) BBR 5.00B / 7.00A FDW 21.00B / 25.00A

High Yield 
Composite

50 
component 
s (e.g. F, 
GM, EP, 
CHK, NT, 
EK) HAU 1.50B / 6.50A HEU 16.00B / 19.00A
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CEBO Theoretical Pricing 
-summation of discounted probabilities of a credit event occurring 
over the contract’s life 
-estimated default probabilities can be found from Bloomberg, 
Moody’s KMV, Reuters, RiskMetrics
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Single-Name CEBO Margin Requirements

Qualified Investor (>$5 million)
Purchases = 20% * purchase amount

E.g. - purchase amount = $10,000; margin required = $2,000

Sales – the lesser of:
Option proceeds + 20% of the cash settlement value
The cash settlement value

E.g. – proceeds = $10,000; margin required = $30,000 ($10,000 
+ 20% of $100,000)

Non-qualified Investor
Purchases – option must be paid for in full
Sales – writers must maintain 100% of the cash settlement 
amount ($100,000 per contact)
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Basket CEBO Margin Requirements
Qualified Investor (>$5 million)

Purchases = 15% * purchase amount
E.g. - purchase amount = $10,000; margin required = $1,500

Sales – the lesser of:
Option proceeds + 15% of the cash settlement value
The cash settlement value

E.g. – proceeds = $10,000; margin required = $22,000 ($10,000 
+ 20% of $60,000)

Non-qualified Investor
Purchases – option must be paid for in full
Sales – writers must maintain 100% of the cash settlement 
amount ($60,000 per contract)
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CEBO Symbology on TWS

Single-Name CEBOs
GM = GCB
Ford = FDE
Hovnanian = CKA
SPF = JSV

Basket CEBOs
Auto Sector = AYF
Homebuilder Sector = BBR
High-Yield Composite = 
HAU
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CEBOs on TWS
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CEBOs from CBOE 

Matt McFarland, Director, Credit Derivatives 
(312) 786-7978; mcfarland@cboe.com

mailto:mcfarland@cboe.com
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