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CBOT will launch a credit default swap index future that simplifies some 
of the mechanics of the over-the-counter (OTC) market while offering the 
advantages of an exchange-traded product. The contract’s underlying 
reference index will include 50 names selected by a series of rules - a 
departure from the OTC market where reference securities are added or 
subtracted according to the administering consortium. The new contract 
offers a smart combination of design choices and is the most promising 
structure to date for an exchange to tackle corporate bond credit indices. 

Index Includes Financial Firms 
One of the gaping holes of the CDS world is the inability of the financial 
community to trade default swaps on themselves, which is impossible 
because of the moral hazard it creates. The CDR Liquid 50 is a rules 
based index determined by liquidity of the reference instruments, and 
may include any financial firms, including dealers. Credit Derivative 
Research LLC publishes the index and the futures contracts settle to a 
constant maturity 5-year CDS spread. Rather than relying on a fixed 
coupon, like the CDX family of indices and iTraxx, the CBOT contract is 
a forward instrument, with no intermediate cash flows to contend with. 

Contract longs benefit, and contract sellers lose, if the forward credit 
spread (as reflected in the CDR Liquid 50 index) widens out, which turns 
the usual price/yield arrangement on its head. Conversely, if the forward 
credit spread narrows, contract longs lose, and contract shorts benefit. In 
effect the contract long position acts like buying protection on the index 
portfolio, and the contract short position behaves like selling protection. 
The basis point value of the contract is $500 and is fixed, which makes 
calculating the profit or loss from a position quite simple, as illustrated in 
Figure 2: change in the yield spread x $500. 

Maximum Running Spread 
To avoid referencing an SEC registered security, either by physical 
settlement or via an ISDA auction, the CBOT contract introduces the idea 
of a “maximum running spread” which is essentially a cap on how high 
spreads can trade for a particular name if a default is imminent. This cap 
on spreads is a new invention to the default swap world and vastly 
simplifies the mechanics of the contract. No matter what happens, all 50 
of the names in the index will continue to trade, but if there is a credit 
event then the highest the spread of a particular issuer can trade is the 
maximum running spread. Figure 3 illustrates that this spread is fixed at 
the inception of the contract, but it can be different for each expiration 
month, depending on the inputs for the calculation. 

The CBOT has gone to great lengths to create as simple a design as 
possible while faithfully representing the risks of the OTC market. As 
long as the settlement values by CDR are reasonable, there should be 
virtually no basis risk compared to the OTC market, aside from the fact 
that this is a forward contract and CDS contracts are not. One benefit of 
creating a forward contract is an easy combination with the CBOT swap 
futures to create a diversified synthetic corporate bond portfolio. 

Figure 1: Risk examples: interest rate and credit
 

Spread DV01 = $45.25   P$L from change in credit spreads
Interest Rate DV01 = $0.11 P&L from change in swap rates
 
Figure 2: Maximum running spread calculation 

 
Contract Value of a Basis Point: 

 
Tick Value =  $5        =  $500 / bp 
Tick Size  0.01 bp    

 
Implied Notional: 

 
Contract Value of a Basis Point · $1 

Index DV01 
 

$500 / bp · $1 =  $1,103,753 
             $0.000453 / bp    
 

Maximum Running Spread: 
 

(1 – Standard Recovery Rate)· Implied CDS Notional 
Contract Value of a Basis Point 

 
(1 – 40%)· $1,103,753 = 1,324.50 bps 

$500   
 
Note: The “contract value of a basis point” is different than 
the Spread DV01 of the index, which is $452.5 / mm face in 
this example. The contract value of a basis point never 
changes, but the Spread DV01 will fluctuate based on the
premium of the underlying CDS contracts, just like the 
DV01 of a Treasury note fluctuates with yields. 
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