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The Credit Index Call 
 

 Technicals Remain Dominant 
  
  

 
Commentary and Trade Ideas on Index Options and Tranches   

 
Credit and equity markets seem likely to remain locked in their current range as 
negative fundamentals in the form of concerns about growth and European 
sovereigns balance against positive technicals in the form of cheap money and 
credit fund inflows. The strength of these technicals was demonstrated by the 
way risky assets managed to ignore the volatility in commodities and short-end 
rates. A correction in commodities brings mixed messages for credit. On the one 
hand lower input costs, less inflationary pressure, but on the other it reflects 
concerns over the recovery. On balance, we are inclined to think that leaving 
policy rates on hold for longer will have the most influential effect on demand for 
credit. For option investors, the cancelling out of these influences means that the 
low vol and mean reverting environment is likely to persist through to the June 
expiry, in the absence of more definitive macroeconomic data. 
 
Investing in options is not suitable for all investors. Please see the disclosures 
concerning the risks of investing in options below and discuss with your Financial 
Advisor whether this particular options strategy is suitable for you.  Note that all 
option prices are indications, based on intraday prices on 17 May 2011. 
Interested investors should contact our trading desk for updated price and 
liquidity information. Also, complex option strategies may entail higher 
commissions costs.  
 
Volatility is still at historical lows in both Europe and the US (Figure 1) and is still 
going lower as investors continue selling vol and US rate hikes look more distant. 
Specifically, we have seen appetite for selling strangles (Sell June receivers at 
90 strike and payer at 120 strike) or even butterflies for those that don’t want tail 
risk exposure.  

Figure 1: iTraxx and CDX implied vol for IG and HY credit (%) 
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Historically, credit vol and credit spreads are positively correlated; both are 
approaching new lows not seen since pre-crisis. Credit is at the very tight end of 
the range that it has been trading since last summer. Although iTraxx IG15 ATM 
vol is low the skew is very steep, which suggests that investors are nervous 
about the potential for downside, with payers much more expensive, in relative 
terms, than receivers. Figure 2 illustrates that the ratio between iTraxx IG15 OTM 
payers and OTM receivers is at historic extremes. 
 

Figure 2: iTraxx Europe 120% / 80% strike option skew vs iTraxx Europe (%,bp) 
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CDXIG16 vol is low relative to HY vol which is at odds with the significant rally 
we’ve seen in high yield. This probably reflects investor nervousness at the 
extent of the rally and some heightened expectation of downside. 
 

Figure 3: CDX HY – IG implied Volatility (%) 
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In tranche space, activity has been muted but the majority of investors have been 
interested in leveraged trades. This has seen most activity in equity tranches with 
investors looking to maximise returns. The assumption being that current 
spreads overstate the short-dated risk, especially if idiosyncratic risks are hedged 
out as we suggested in our previous edition of The Credit Index Call. 
In delta-adjusted terms, the long end of the CDX curve has outperformed as the 
curve steepened (Figure 4). 10Y CDX9 0-3% has outperformed the 7Y for quite a 
while, but it looks like 7Y has started to outperform for the past week as the curve 
steepens (Figure 5) 

https://www.citivelocity.com/geo/pdf/SGL02753.pdf�
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Figure 4: 5y CDX9  and 7y CDX9 0-3% delta adjusted performance (5 day average return, bp) 
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Figure 5: CDX 7Y and 10Y 0-3% delta adjusted performance (2 day average return, bp) 
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Buying a June Butterfly 

 
Given that we expect credit and equity to remain range-bound and we fail to see 
any short-term trigger to disrupt the balance between technicals and 
fundamentals, we continue to suggest selling vol. Previous pieces have 
suggested selling a variety of different structures but this week we suggest 
buying and holding a June butterfly to maturity. If the iTraxx Europe remains 
unchanged by June at 96, this trade realises €14,750 on a notional of €10M, and 
if things go wrong the downside is limited at €10,250. 
 
                           Type           Maturity    Strike    Premium 
Buy      10m      Payer           June 15      90        €48,500 
Sell      20m      Payer           June 15      95        €61,000 
Buy      10m      Payer           June 15     100       €22,750 
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Figure 6: Pay-off profile of a June 1x2 ‘costless’ receiver spreads 
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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 
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_Suppleme
nt.pdf and 
http://www.theocc.com/components/docs/January_2011_ODD_Definitive_Supple
ment.pdf.  
Investing in options other than Standardized Options may entail additional risks. 
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