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CDS and Bonds spreads are very closely linked usually

As of May 10, 
2007
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CDS and bond spreads diverge when credit risk is 
high, or with LBO or other event risk

As of May 16, 
2005
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The global Credit Derivatives market is larger than the 
global bond market

Source: British Banker’s Association, Bank for International Settlements, ISDA
*Cash Bonds through September 2006.
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(1). Other products include Basket Products, Options, Equity Linked Credit products

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

3.1%6.0%Credit linked notes

32.9%51.0%Single-name credit default swaps

7.6%2.0%Tranched index trades

10.0%16.0%Others (1)

16.3%16.0%CDOs backed by Credit Default Swaps

30.1%9.0%Credit derivative indices (CDX, iTraxx)

20062004Type

Credit Derivatives: Trading Volume by product
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Credit derivative indices are the most actively traded 
credit products

CDS 1

CDS 2
CDS 3

CDS 4
CDS 5

CDS 6

CDS 7
CDS 8

CDS 9
CDS …

CDX.NA.IG

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

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

Cash bond Index
Spread over

Rating Swaps, in bps

AAA 8816

AA 15

A 13940

BBB 78

BB 200

7yr tranche of
Invest. Grade
portfolio, bp

109

255

550

This makes them increasingly attractive to investors
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A standard portfolio of credits exposes an investor to 
default risk

Source: JPMorgan

If investor puts $100 in a portfolio:

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

100 
credits 
paying 

an 
average 

of 
45bps

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

Source: JPMorgan

100 
credits 
paying 
45bps

$100

Investor B

$97

Investor A

$ 3

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%)

Credit 
Portfolio

Tranched 
Risk
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How the structure works

Investor A loses all his investment if there are 6 or 
more defaults in the portfolio  

Investor B is safe until there are 6 defaults

Source: JPMorgan

Investor B

$97

Investor A

$ 3

Tranched 
Risk Number of 

defaults
Recovery 

Rate

Cumulative Loss to:

Investor A Investor B

1 40% $0.60

2 $1.20

4

6

7

8

40%

40%

40%

40%

40%

$2.40

$3.60

$4.20

$4.80

$0.60

$1.20

$2.40

$3.00

$3.00

$3.00

$0.00

$0.00

$0.00

$0.60

$1.20

$1.80

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

Source: JPMorgan

0-3% Tranche

$3

3-100% Tranche

$97

The terminology is that Investor A 
has bought the 0-3 % tranche of the 
portfolio, Investor B has bought the 
3-100% tranche 

The 0-3% tranche will pay a 
significantly higher spread than the 
3-100% tranche as it is more risky

Investor B

35bp

Investor A

900bp

Tranched 
Risk
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Who generally buys which tranche?

Super Senior,  Senior 
(the safest tranches) Financial Guarantors

Mezzanine (these 
tranches are usually rated 
by S&P or Moody’s

Banks
Asset Managers
Insurance Company

Equity (the riskiest 
tranche)

Hedge Fund
Asset Manager
Principal protected-
retail

Offers a higher spread than a 
similarly-rated portfolio of cash 
bonds or credit default swaps

High idiosyncratic single name 
risk

High return

Who? Why?

Leveragable, low risk

This is the traditional picture, newer products such as leveraged super 
senior and principal protected equity are beginning to change the investor 
landscape

15
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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

24
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Analyst Certification:
The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research analysts are primarily responsible for this report, the 
research analyst denoted by an “AC” on the cover or within the document individually certifies, with respect to each security or issuer that the research analyst covers 
in this research) that: (1) all of the views expressed in this report accurately reflect his or her personal views about any and all of the subject securities or issuers; and 
(2) no part of any of the research analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the 
research analyst(s) in this report. 

Conflict of Interest
This research contains the views, opinions and recommendations of JP Morgan credit research analysts. Research analysts routinely consult with JPMorgan trading 
desk personnel in formulating views, opinions and recommendations in preparing research. Trading desks may trade or have traded as principal on the basis of the 
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Explanation of Credit Research Ratings:

Ratings System: JPMorgan uses the following sector/issuer portfolio weightings: Overweight (over the next three months, the recommended risk position is expected to 
outperform the relevant index, sector, or benchmark), Neutral (over the next three months, the recommended risk position is expected to perform in line with the 
relevant index, sector, or benchmark), and Underweight (over the next three months, the recommended risk position is expected to underperform the relevant index, 
sector, or benchmark). JPMorgan’s Emerging Market research uses a rating of Marketweight, which is equivalent to a Neutral rating. 

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 
will underperform the average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] The analyst or analyst’s team’s coverage universe 
is the sector and/or country shown on the cover of each publication. See below for the specific stocks in the certifying analyst(s) coverage universe.

JPMorgan Equity Research Ratings Distribution, as of September 29, 2006 

 Overweight  
(buy) 

Neutral 
(hold) 

Underweight  
(sell) 

JPM Global Equity Research Coverage 42% 41% 17% 
    IB clients* 44% 46% 35% 
JPMSI Equity Research Coverage 38% 48% 15% 
    IB clients* 62% 55% 47% 

*Percentage of investment banking clients in each rating category. 
For purposes only of NASD/NYSE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating 
falls into a hold rating category; and our Underweight rating falls into a sell rating category. 
 

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 http://www.morganmarkets.com , or you can contact the analyst named on the front of this note or your JPMorgan representative. 
Analysts’ Compensation: The research analysts responsible for the preparation of this report receive compensation based upon various factors, including the quality 
and accuracy of research, client feedback, competitive factors, and overall firm revenues, which include revenues from, among other business units, Institutional 
Equities, Fixed Income, and Investment Banking. 
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27



C 
E 

N
 T

 R
 A

 L
  

B 
A 

N
 K

  
 

C
O

N
F

E
R

E
N

C
E

C R E D I T D E R I V A T I V E S M A R K E T

Country and Region Specific Disclosures
U.K. and European Economic Area (EEA): Issued and approved for distribution in the U.K. and the EEA by JPMSL.  Investment research issued by JPMSL has been 
prepared in accordance with JPMSL’s Policies for Managing Conflicts of Interest in Connection with Investment Research which can be found at 
http://www.jpmorgan.com/pdfdoc/research/ConflictManagementPolicy.pdf. This report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 
38, 47 and 49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001 (all such persons being referred to as "relevant persons"). This document 
must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this document relates is only available to 
relevant persons and will be engaged in only with relevant persons. In other EEA countries, the report has been issued to persons regarded as professional investors (or 
equivalent) in their home jurisdiction Germany: This material is distributed in Germany by J.P. Morgan Securities Ltd. Frankfurt Branch and JPMorgan Chase Bank, N.A., 
Frankfurt Branch who are regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht.  Australia: This material is issued and distributed by JPMSAL in Australia to 
“wholesale clients” only.  JPMSAL does not issue or distribute this material to “retail clients.” The recipient of this material must not distribute it to any third party or 
outside Australia without the prior written consent of JPMSAL.  For the purposes of this paragraph the terms “wholesale client” and “retail client” have the meanings 
given to them in section 761G of the Corporations Act 2001.  Hong Kong: The 1% ownership disclosure as of the previous month end satisfies the requirements under 
Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered with the Securities and Futures Commission. (For research published within the 
first ten days of the month, the disclosure may be based on the month end data from two months’ prior.) J.P. Morgan Broking (Hong Kong) Limited is the liquidity 
provider for derivative warrants issued by J.P. Morgan International Derivatives Ltd and listed on The Stock Exchange of Hong Kong Limited. An updated list can be found 
on HKEx website: http://www.hkex.com.hk/prod/dw/Lp.htm.  Korea: This report may have been edited or contributed to from time to time by affiliates of J.P. Morgan 
Securities (Far East) Ltd, Seoul branch.  Singapore: JPMSI and/or its affiliates may have a holding in any of the securities discussed in this report; for securities where 
the holding is 1% or greater, the specific holding is disclosed in the Legal Disclosures section above.  India: For private circulation only not for sale. Pakistan: For 
private circulation only not for sale.  New Zealand: This material is issued and distributed by JPMSAL in New Zealand only to persons whose principal business is the 
investment of money or who, in the course of and for the purposes of their business, habitually invest money. JPMSAL does not issue or distribute this material to 
members of "the public" as determined in accordance with section 3 of the Securities Act 1978. The recipient of this material must not distribute it to any third party or 
outside New Zealand without the prior written consent of JPMSAL.

General: Additional information is available upon request. Information has been obtained from sources believed to be reliable but JPMorgan Chase & Co. or its affiliates 
and/or subsidiaries (collectively JPMorgan) do not warrant its completeness or accuracy except with respect to any disclosures relative to JPMSI and/or its affiliates and
the analyst’s involvement with the issuer that is the subject of the research. All pricing is as of the close of market for the securities discussed, unless otherwise stated. 
Opinions and estimates constitute our judgment as of the date of this material and are subject to change without notice. Past performance is not indicative of future 
results. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The opinions and recommendations herein do not 
take into account individual client circumstances, objectives, or needs and are not intended as recommendations of particular securities, financial instruments or 
strategies to particular clients. The recipient of this report must make its own independent decisions regarding any securities or financial instruments mentioned herein. 
JPMSI distributes in the U.S. research published by non-U.S. affiliates and accepts responsibility for its contents. Periodic updates may be provided on 
companies/industries based on company specific developments or announcements, market conditions or any other publicly available information. Clients should contact 
analysts and execute transactions through a JPMorgan subsidiary or affiliate in their home jurisdiction unless governing law permits otherwise. 

Revised March 30, 2007.. 

Copyright 2007 JPMorgan Chase & Co. All rights reserved. This report or any portion hereof may not be reprinted, sold or redistributed without the written 
consent of JPMorgan.

28


