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CDS and Bonds spreads are very closely linked usually
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CDS and bond spreads diverge when credit risk Is
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CENTRAL BANK CONFERENCE

The global Credit Derivatives market is larger than the
global bond market
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Source: British Banker’s Association, Bank for International Settlements, ISDA
*Cash Bonds through September 2006.
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Credit Derivatives: Trading Volume by product

Type 2004 2006
Single-name credit default swaps 51.0% 32.9%
Credit derivative indices (CDX, 1Traxx) 9.0% 30.1%
CDOs backed by Credit Default Swaps 16.0% 16.3%
Tranched index trades 2.0% 7.6%
Credit linked notes 6.0% 3.1%
Others @ 16.0% 10.0%

(1). Other products include Basket Products, Options, Equity Linked Credit products

Source: British Bankers’ Association Credit Derivatives Report, 2006.
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CENTRAL BANK CONFERENCE

Credit derivative indices are the most actively traded

credit products

CDX.NA.IG
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Credit derivative indices such as the CDX (in the
US) or iTraxx (in Europe) are widely traded for the
following reasons:

®m Access to a broad portfolio of credits with one

position - either long risk or short risk

Very low transactions costs and liquidity -
multiple dealers are traders

CDX indices have a fixed maturity, fixed
portfolio and fixed coupon

New, “on-the-run” indices are launched every
6 months, with a new maturity date and
slightly modified portfolio of underlying credits

Equal risk to each underlying credit in
portfolio: similar cash flow in default to having
traded each credit default swap individually
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Structured credit positions (CDOs) offer a significant
spread pickup over cash bond portfolios

This makes them increasingly attractive to investors

Cash bond Index
Spread over

7yr tranche of
Invest. Grade

Rating Swaps, in bps portfolio, bp
JAVAVAN 16 88
AA 15 109
A 40 139
BBB /8 255
BB 200 550
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A standard portfolio of credits exposes an investor to
default risk

Credit
Portfolio

If investor puts $100 in a portfolio:
m She earns 45bp or $0.45 per year

= |If one credit defaults, and post default the bonds
trade at $0.40, she loses $0.60. Her position is now
worth $99.40

Source: JPMorgan
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CENTRAL BANK CONFERENCE

Instead lets assume there are two Investors, one with
$3 and the other with $97 to invest

Credit
Portfolio

Tranched
Risk

Source: JPMorgan
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The investors agree the following:

= Investor A (with $3) will absorb all losses in
the portfolio until his $3 is wiped out

= Investor B (with $97) will not suffer any losses
unless investor A is wiped out (i.e. losses
exceed 3%)
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CENTRAL BANK CONFERENCE

How the structure works

Tranched : .
Risk Number of Recovery Cumulative Cumulative Loss to:
defaults Rate Portfolio Loss Investor A Investor B
8 40% $4.80 $3.00
7 40% $4.20 $3.00
40% $3.60
4 40% $2.40 $0.00
2 40% $1.20 $0.00
1 40% $0.60 $0.00
Source: JPMorgan m |Investor A loses all his investment if there are 6 or

more defaults in the portfolio

m [nvestor B is safe until there are 6 defaults
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CENTRAL BANK CONFERENCE

The investors have agreed to allocate the risk and
return in an unequal way

Tranched
Risk

® The terminology is that Investor A
has bought the 0-3 % tranche of the
portfolio, Investor B has bought the

3-100% tranche
3-100% Tranche

$97

® The 0-3% tranche will pay a
significantly higher spread than the

0-3% Tranch i )
Anene 3-100% tranche as It is more risky

$3

Source: JPMorgan
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Who generally buys which tranche?

Who? Why?

Sl[pEr SEnor, SEnies Financial Guarantors Leveragable, low risk
(the safest tranches)
Mezzanine (these EULE Offers a higher spread than a
tranches are usually rated  Asset Managers similarly-rated portfolio of cash
by S&P or Moody’s Insurance Company bonds or credit default swaps

Hedge Fund High idiosyncratic single name
Equity (the riskiest Asset Manager risk
tranche) Ferj[g(izlipal protected- High return

This is the traditional picture, newer products such as leveraged super
senior and principal protected equity are beginning to change the investor
landscape
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Newest Developments: Loan CDS and LCDX: the loan
CDX Is scheduled to launch May 22

LCDS is similar to CDS, but triggers only if there is a default on
a loan (CDS triggers with default on bonds or loans)

LCDX is an index of LCDS. It will give loan market participants
ability to hedge broad market risks

Results of a collaboration between dealers, ISDA, and LSTA

5Y tenor, with new portfolio launching every 6 months
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Explanation of Credit Research Ratings:
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Valuation & Methodology: In JPMorgan’s credit research, we assign a rating to each issuer (Overweight, Underweight or Neutral) based on our credit view of the issuer
and the relative value of its securities, taking into account the ratings assigned to the issuer by credit rating agencies and the market prices for the issuer’s securities.
Our credit view of an issuer is based upon our opinion as to whether the issuer will be able service its debt obligations when they become due and payable. We assess
this by analyzing, among other things, the issuer’s credit position using standard credit ratios such as cash flow to debt and fixed charge coverage (including and
excluding capital investment). We also analyze the issuer’s ability to generate cash flow by reviewing standard operational measures for comparable companies in the
sector, such as revenue and earnings growth rates, margins, and the composition of the issuer’s balance sheet relative to the operational leverage in its business.

Price Charts for Compendium Reports: Price charts are available for all companies under coverage for at least one year through the search function on JPMorgan'’s
website https://mm.jpmorgan.com/disclosures/company or by calling this toll free number (1-800-477-0406).

Explanation of Equity Research Ratings and Analyst(s) Coverage Universe:

JPMorgan uses the following rating system: Overweight [Over the next six to twelve months, we expect this stock will outperform the average total return of the
stocks in the analyst’s (or the analyst’s team’s) coverage universe.] Neutral [Over the next six to twelve months, we expect this stock will perform in line with the
average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] Underweight [Over the next six to twelve months, we expect this stock
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Valuation and Risks: Please see the most recent JPMorgan research report for an analysis of valuation methodology and risks on any securities recommended herein.
Research is available at , Or you can contact the analyst named on the front of this note or your JPMorgan representative.
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