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Difficulties with existing CDS

1 The current market Credit Derivatives Is
estimated to be about $27 trillion

1 About half is single name Credit Default
Swaps

1 In the next few slides, we'll discuss some
problems and then how the new CBOE
product (CEBQO) addresses them
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Prices are opaque

1 Only selected prices can be observed via
specialized services (e.g. Markit, Reuters,
Bloomberg, Advantage Data etc.)

1 In general not avallable to the public
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Highly concentrated market

1 "Although banks use the credit derivatives market to transfer risk, the top 15
global banks and broker dealers held 75% of gross sold and 81% of gross
bought positions ... The market making function in relation to credit derivatives
is therefore highly concentrated and market liquidity could be vulnerable
should one or more of these institutions choose to withdraw from the markets
or encounter a problem" said lan Linnell, Managing Director, Fitch Ratings.

1 The top four counterparties were Deutsche Bank (‘AA-'(AA minus)), Morgan
Stanley ('AA-'(AA minus)), Goldman Sachs (‘AA-'(AA minus)), and JPMorgan
Chase (‘A+").
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Existing OTC Credit Default Swaps are based on
the recovery rates

1 They are tied to the recovery rate
— Physical settlement
— Cash settlement

1 When Delphi defaulted, bond prices went
UP

1 There were $20 billion credit derivatives
but only $2 billion outstanding bonds
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Complex Settlement

Anatomy of ISDA Credit Default Confirmation (source: Claude Brown,
Clifford Chance)
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Default Correlation

1 Can brokers participate in the single name CDS market?
1 The brokers solicit business by maintaining anonymity.

Purchasers of credit protection are increasingly worried
about the correlation between the seller and the
reference credit.

Dealers are most concerned about the Japan-on-Japan
risk, especially when both belong to the same keiretsu.
Fuji Bank and Nissan both belong to the Fuyo keiretsu.
Default protection on Nissan written by Fuji Bank would
be considered worthless.
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Example

1 What Is the default correlation between
Ford and General Motors

— Positive : if systemic risk
— Negative : Iif idiosyncratic risk
1 You don’t know until the default happens

1 Perhaps that's why they trade credit
Indexes (ITraxx or DJ CDX index etc.)
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CEBO
(Credit event binary option)

A single name CEBO is a binary option that provides protection
against defaults on debt securities guaranteed by corporations

A CEBO is similar to an OTC fixed recovery CDS with a zero
recovery rate

CEBO binary payoff is $100,000 or $0

$100,000 payoff is triggered when a credit event occurs and option
IS automatically exercised

If no credit event occurs prior to last trading date of option, payoff is
$0

Source: CBOE Research
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CDS are not a "swap”

1 Since the buyer pays a small amount
1 And the seller potentially pays a huge

amount

1 There is nothing “swap like” here

1t1s more of ac

igital or binary option

1 CEBO use the

Su

proper terminology
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Conclusion: CEBO solves the
problems mentioned

1 Prices will become transparent and viewable by
all

1 The market will become more widely distributed
1 Not dependent upon recovery rates
1 Settlement: automatic, determined by the CBOE

1 Default correlation: not a factor in single name
CEBO since guaranteed by the CBOE (and
OCCQC)
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Implied Recovery Value

1 CEBO prices are independent of recovery
values

1 OTC CDS are a function of recovery values

1 The difference between these prices will allow
the market to discover the expected recovery
value
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DSINDEX

Name Term Ccy Sen Bid Ask Time Date Open High Low Close
GALAXY CASINO 5Y USD | SENIOR 375.00120:21 |28JAN
GALLAHER GROUP 1Y EUR]SENIOR|2.50 |3.50 |O1:58|18FEB|+2.50 |+2.50 +2.50
GALLAHER GROUP |2Y EUR| SENIOR :
GALLAHER GROUP |3Y EUR]SENIOR|3.25 [8.25 |21:31]|28JAN +3.25
GALLAHER GROUP |5Y EUR|SENIOR|8.25 |11.75 |15:00]|16FEB +8.25
GALLAHER GROUP |7Y EUR| SENIOR 14.50 |21:31|28JAN
GALLAHER GROUP 10Y |EUR|SENIOR 20.00 |01:25]|18FEB +17.00
GANNETT CO 5Y USD | SENIOR|30.00 |35.00 |01:45]18FEB|+30.00|+30.00|+30.00|+30.00
GANNETT CO 7Y USD | SENIOR|42.00 |52.00 |21:33]28JAN +42.00
GANNETT CO 10Y |USD|SENIOR]82.00 |91.00 |22:53|28JAN +82.00
GAP INC 6Y USD | SENIOR|190.00]200.00119:06 |28JAN 190.00
GAP INC. 1Y USD | SENIOR|20.00 |20.00 |14:30|30AUG +20.00
GAP INC 3Y USD | SENIOR|54.00 |59.00 |21:31|28JAN +54.00
GAP INC. 4Y USD | SENIOR|60.00 |90.00 |08:07 |O6FEB +60.00
GAP INC 5Y USD|SENIOR|98.00 |107.00J20:12|18FEB|+98.00|+98.00|+98.00|+98.00
GAP INC 7Y USD | SENIOR 160.00]18:54 |11FEB
GAP INC 10Y |USD|SENIOR]|170.00 11:08 |08FEB 170.00
GAS NATURAL SDG |1Y EUR| SENIOR 6.00 |22:06|18FEB
GAS NATURAL SDG |2Y EUR| SENIOR :
GAS NATURAL SDG |4Y EUR|SENIOR|11.00 02:32 |0O2FEB +11.00
GAS NATURAL SDG |5Y EUR| SENIOR 14.50 |21:22|18FEB
GAS NATURAL FINA|5Y EUR]SENIOR|12.00 |16.00 |23:15|18FEB|+12.00]+12.00|+12.00|+12.00
GAS NATURALSDG7Y EURTSENTOR T8 0012024 128FAN
GAS NATURAL SDG |10Y |EUR|SENIOR 25.00 |00:13|18FEB +23.00
GATX CORP 5Y USD | SENIOR 30.00 |09:11|30JAN
GATX FINANCIAL 3Y USD | SENIOR 30.00 J00:12128TAN
GATX FINANCE CRP|4Y USD | SENIOR|25.00 04:38|31AUG +25.00
GATX FINANCIAL C|5Y USD ] SENIOR 28.00 |20:31|11FEB
GATX FINANCIAL |7Y USD | SENIOR|33.00 |39.00 |07:15]|01FEB +33.00
GATX FINANCE CRP|10Y |USD|SENIOR]|42.00 08:57|16FEB +42.00
GAZ DE FRANCE 3Y EUR| SENIOR 10.00 |21:39|28JAN
GAZ DE FRANCE 4Y EUR| SENIOR 11.00 |01:57|11FEB
GAZ DE FRANCE 5Y EUR]SENIOR|10.00 |13.00 |22:57|18FEB|+10.00(+10.00|+10.00| +9.50
GAZ DE FRANCE 7Y EUR| SENIOR|13.29 |16.29 |00:36|28JAN +13.29

| |GAZPROM 1Y  |USD|SENIOR|35.00 |38.00 |04:16 |O6FEB]| +35.00] |
GAZPROM 2Y USD | SENIOR|43.00 |47.00 |04:16 |0O6FEB +43.00
GAZPROM 3Y USDSENLIORTSZ.00 157001047 To|O6FED 52,00
0AO0 GAZPROM 5Y USD | SENIOR|75.00 |77.00 |00:13|18FEB|+75.00|+75.00|+75.00|+76.00
GAZPROM TOY—USD SENTOR] 106001 10-00j04+ 16 [O6FEB 10600
GE CAPITAL CORP |1Y USD | SENIOR|5.00 |5.00 |15:47]08NOV +5.00
GE CAPITAL CORP 14Y USD 1 SENIORY9.75 19.75 109:01116SEP +9.75
GE CAPITAL CORP |5Y USD|SENIOR|11.50 |12.50 128 |28JAN +11.50
GE CAPITAL CORP I7Y USDISENIORI14.00 114.00 106:43]03FEB +14.00
GE CAPITAL CORP |8Y USD | SENIOR 22.00 |21:30|28JAN
GE CAPITAL CORP |10Y |USD|SENIOR]15.00 |19.00 J00:18|28JAN +15.00
GECINA 3Y EUR]SENIOR|72.00 |72.00 |05:21]160CT +72.00
GECINA 4Y EUR]SENIOR]|95.00 |95.00 |11:10]240CT +95.00
Sunday, February 18, 2007 8:59:59 AM:04#CDSG 1= for user 050406152 5inelken@UKBP-XTCMF336 [Reuters 3000 Xtra] Page 1
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