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Market Outlook 
Investors are getting back to their workplaces, but see little respite from the 
environment they left in August. The markets remain extremely volatile and daily 
triple-digit Dow swings are becoming the norm. The good news is that 
policymakers are getting more proactive. The Fed is widely expected to introduce 
new unorthodox measures in September, while the ECB should cut rates at its 
next meeting. Unfortunately, these measures are not going to be viewed as 
game-changing and even QE3 (if enacted) is not likely to have anything other 
than a short-lived effect. Meanwhile, lack of decisive actions from European 
policymakers has allowed for the crisis to spread.  Concerns about credit quality 
of Greece and other periphery sovereigns continue to pressure credit spreads 
(see figures below). Thus far, we see little willingness by policymakers to finally 
resolve pending issues. As a result, we think that near term the market will 
remain volatile and, despite attractive valuations, investors should exercise 
caution when adding exposure. 
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We had a volatile start to September, a month which is typically cruel to risky 
assets. CDX IG index has widened by 15bp, while the index curves have 
continued to flatten (see figure below). CDX junior tranches got under pressure, 
especially the mezz tranches, which were pressured by CDO unwinds. The short-
dated HY equity tranches have been attracting a lot of attention from risk-takers. 
We continue to like HY11 10-15% 3yr (maturing in December) since we believe 
that the near-term risk of default remains low and its short duration mitigates 
price volatility.  Meanwhile, CDX implied vols have been inching higher and IG 
options have been quite active. The 1-mo ATM vols increased by 6% last week, 
while 3-mo was higher by only 2%, capped by sellers of long-term vega (see 
figure below). Trading in HY options has been spotty, and the skew has flattened.
 
The IG roll should take place next week. AT&T Mobility, Progress Energy, R.R. 
Donnelley, The TJX and Toll will be replaced by Boston Scientific, Heinz, Macy’s, 
Nabors and The Gap. We expect CDX IG17 to open 6-9bp wide to IG16, helping 
holders or long-dated IG16 receivers. The tranches should also roll this time 
around, but we think there will be little trading in the new series. 
 
CDX IG 5s10s Slope CDX IG 3-MO ATM Vol 
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IG versus HY: Indexes, Options and Tranches 
One would have expected to see spread decompression in the aftermath of the 
recent market selloff. However, given the systemic nature of the crisis and a 
much better liquidity of CDX IG, compared to other indexes (making IG the most 
popular hedging vehicle), CDX HY has outperformed CDX IG adjusted for beta 
(see figure below). We feel that this outperformance is temporary. If the credit 
market falls out of bed (as a result of either deteriorating economy in the US or a 
sovereign credit event in Europe), CDX HY has a lot more downside than CDX 
IG. Meanwhile, in the short covering rally CDX IG should regain the ground it 
lost.   
 
More specifically, the spread ratio of CDX HY to CDX IG (which is frequently 
used as a measure of the relative richness / cheapness) increased from 5.0 
earlier this summer to 5.4. At times of stress (2008-09) this ratio was as high as 
high as 8.0-9.0 (see figure below). Hence, we think that going long CDX IG 
versus CDX HY (via the 5 to 1 ratio) could make money in both the bullish and 
the bearish scenarios.  
 
IG16 vs. HY16 (Apr. 2011–Sep. 2011) HY Spread vs. HY / IG Ratio 
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One can execute the IG-HY idea via CDS indexes, but we also like implementing 
the trade via either CDX options or tranches. Firstly, we recommend buying Out 
of the Money HY CDX payer options, against selling CDX IG Out of the Money 
payers. The IG vol skew remains rather steep, while the HY skew flattened 
dramatically last week (see figure below). Hence, one would be selling 
“expensive” IG Out of the Money options, against buying “cheap” HY Out of the 
Money vol. One could sell $50mln CDX IG16 October 2011 payers struck at 
150bp versus buying $10mln CDX HY16 October 2011 payers struck at $89. This 
trade is effectively costless.  
 
Secondly, in the tranche space we recommend going long CDX IG9 7yr 3-7%, 
which has been underperforming the other IG9 mezz tranches against HY15 3yr 
15-25%. CDX IG9 7yr mezz has underperformed its delta by 2.1pts since August 
1 and by 4.0 points year to date. CDX HY15 did much better, underperforming its 
delta by only 0.75pts since August. Sell protection on $10mln CDX IG9 7yr 3-7% 
versus buying CDS on $20mln CDX HY15 3yr 15-25%. 
 
HY 1-Mo Option Skew IG9 3-7% 7yr vs. HY15 15-25% 3yr 
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Risks 
When buying calls and puts the maximum loss is the premium paid. When selling calls, the maximum potential loss is unlimited as the shares rise to 
infinity. For puts, the maximum potential loss (amount below the strike) would eventuate should the shares fall to zero. Sector index options are cash settled. 
The above calculations do not include any additional fees or transaction costs. 
 
OPTIONS RISK DISCLOSURE — PLEASE READ CAREFULLY 
This section discusses possible options strategies that you may choose to employ in conjunction with the company securities discussed herein. If you 
choose to engage in the options transactions discussed within this document, you must have an approved options account and will be subject to certain 
criteria which may ultimately prevent you from engaging in certain option strategies. It is important for you as an investor to know and understand that 
Options do involve risk and sometimes, significant risk, therefore may not be appropriate for all investors. If you buy options, the maximum loss is the 
premium. If you sell put options, the risk is the entire notional below the strike. If you sell call options, the risk is unlimited. The actual profit or loss from any 
trade will depend on the price at which the trades are executed. The prices used herein are historical and may not be available when you order is entered. 
Commissions and other transaction costs are not considered in these examples. Please speak to your Financial Advisor to ensure you have a full 
understanding  of the risk and reward of the strategy you are considering. Strategies that are opened or closed differently than what is discussed in this 
document could have a significantly different outcome from what is described. It should be noted that certain Index options might have special settlement 
dates or settlement requirements that are different from traditional equity options. Commissions, taxes, and margin costs have not been included but will 
affect the outcome of any option transaction and should be considered. However, they can have a significant impact on the profitability of options 
transactions and should be considered carefully before entering into any option strategy. Because of the importance of tax considerations to all option 
transactions, the investor considering options should consult with his/her tax advisor as to how their tax situation is affected by the outcome of contemplated 
options transactions. Certain options trades/strategies must be executed in a margin account. Transactions executed in a margin account can require the 
investor to periodically deposit additional collateral into the account in order to maintain the positions. The preceding language is not a full description of all 
possible risks associated with options trading. For a more complete description on the uses and risks of options, please see the  
5 document titled Characteristics and Risks of Standardized Options. If you would like an additional copy of this document please contact Citigroup Global 
Markets Inc., Options Department, 390 Greenwich Street, New York, NY 10013 or from your Morgan Stanley Smith Barney Financial Advisor. Options are 
not suitable for all investors. Before entering into any transaction using listed options, investors should read and understand the current Options Clearing 
Corp. Disclosure Document (Characteristics and Risks of Standardized Options) at  
http://www.theocc.com/about/publications/character-risks.jsp,  
http://www.theocc.com/components/docs/May_2010_ODD_Definitive_Supplement.pdf and  
http://www.theocc.com/components/docs/January_2011_ODD_Definitive_Supplement.pdf. Investing in options other than Standardized Options 
may entail additional risks. 
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material of the Firm, the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the 
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