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The government Agency component of the CDX credit derivative index Figure 1: Agency CDSlessvolatilethan CDX.IG,HY

will be traded for the first time as a futures contract, tapping into the tens 90

of trillions of dollars of notional value that is now locked up in the index. o | A oorent coxarcon Y

A separate government tranche of the index including Freddie Mac and -\ -.-Spread, Agency CDS / CDX.IG

Fannie Mae opens the door for new credit spread strategies as well as the 70 A

creation of synthetic Agency notes. Agencies are the largest issuers of 2 |

corporate debt and deserve a prominent place in credit derivative trading. S

Agency credit default swap futures are arare example of a product that is £ 50 7

relevant to both credit and interest rate traders. 3 40 4 4

In an innovative arrangement the exchange will list two versions of the 30 1 j;_,vf " “fm"w,\,\,,\

same contract, appealing to two distinct groups of traders. One version of N -

theindex is “unfunded” and will solely represent the cash flows of Fannie 207 b

Mae and Freddie Mac credit default swaps. The second contract is 10 ‘ ‘ ‘ ‘ ‘

“funded” and includes the same credit default swap cash flows as the first Mar-06 | May-06  Ju-06  Sep-06  Nov-06\ [Jan-07

contract plus an interest rate swap. Pooling liquidity of the two contracts

should be easy enough since the spread between them is simply an CDX.IG and HV are too highly Agenlcy CDS is less correlated

interest rate sw ap. corrglated to make effective wnh other parts of the CDX
credit spread bets. index, allowing for more

Traders who want to use the Agency index for credit spread trades against volatile spread trading.

the CDX or its components may gravitate to the “unfunded” contract.
Traditional Agency investors creating synthetic positions may gravitate to
the “funded” form that includes the interest rate swap, since it replicates a
cash note and efficiently bundles three trades in one: two Agency CDS as
well as an interest rate swap of the same tenor. Protection

Buyer

Figure2: “Unfunded” CDSfutures: credit risk only

Quarterly premium

>

Buyer delivers cash note*

Protection
Seller

The new futures contract brings all of the advantages of an exchange-
traded product while matching the OTC contract specifications. Previous
attempts to bring credit derivatives to US exchanges have been stymied Seller pays par*

by the SEC, which prohibits futures on registered securities like corporate

bonds. In order to list credit default swaps the CBOT and CME have been

forced to create alternative designs, like fixing the payout rate in case of a * If there is no credit event the protection buyer pays the

default, leading to different economic results than OTC market. However, seller the quarterly premium without change for the life of the
Agency debentures are exempt from registration with the SEC, alowing contract. The protection seller pays nothing unless there is a
the USFE to match OTC contracts exactly, without basis risk. credit event, defined by ISDA.

The hallmark of al successful markets is diversity of users. The  Agency CDS futures call for physical delivery of any of the
advantage of Agency credit default swap futuresis that they appeal to two $1.5 trillion senior notes from the GSEs in a credit event.
distinct groups. traditional Agency investors interested in creating

synthetic structures as well as corporate managers who solely trade credit ~ Figure 3: “Funded” CDSfutures: credit + raterisk
risk. The new futures contract allow for the creation of:

Synthetic Agency bullets at positive LIBOR spreads Protection Quarterly premium Protection
. - . , Buyer " Seller
Spread trades against CDX indices for high-octane credit trades Buyer delivers cash note*
The Agency component of CDX is the ultimate high-grade index for

spread trades against the investment grade (1G), high-yield (HY) and Seller pays par*

crossover credit indices, as well as sovereign and emerging market CDS. Fixed rate for interest rate swap

Agency CDS futures offer the closest proxy possible for US government > Interest rate
risk, given the direct credit line between the Agencies and the US 3-month LIBOR swap
Treasury, allowing for comparisons against sovereign credit worldwide. —
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The data underlying the information contained
herein has been obtained from sources that we
believe are reliable, but we do not guarantee
the accuracy of the underlying data or
computations based thereon. The information
in this report is illustrative and is not intended
to predict actual results, which may differ
substantially from those reflected herein.
Performance analysis is based on certain
assumptions with respect to significant factors
that may prove not to be as assumed. You
should understand the assumptions and
evaluate whether they are appropriate for your
purposes. Performance results are often based
on mathematical models that use inputs to
calculate results. As with all models, results
may vary significantly depending upon the
value of the inputs given. Models used in any
analysis may be proprietary making the results
difficult for any third party to reproduce.
Contact your registered representatives for
explanations of any modeling techniques and
the inputs employed in this report. The
securities referenced herein are more fully
described in offering documents prepared by
the issuers, which you are strongly urged to
request and review. Bear, Stearns & Co. Inc.
("Bear Stearns") and/or its affiliates or
employees may have positions, make a market
or deal as principal in the securities referred to
herein or related instruments, while this
document is circulating. During such period,
Bear Stearns may engage in transactions with,
or provide or seek to provide investment
banking or other services to, the issuers
identified in this report. Bear Stearns may have
managed or co-managed a public offering of
securities within the last three years for the
issuers identified in this report, including
regularly acting as an underwriter for
Government Sponsored Enterprise issuers.
Directors, officers or employees of Bear
Stearns or its affiliates may be directors of
such issuers. This document is not a
solicitation of any transaction in the securities
referred to herein which may made only by
prospectus when required by law, in which
event you may obtain such prospectus from
Bear Stearns. Any opinions expressed herein
are subject to change without notice. We act
as principal in transactions with you, and
accordingly, you must determine the
appropriateness for you of such transactions
and address any legal, tax or accounting
considerations applicable to you. Bear Stearns
shall not be a fiduciary or advisor unless we
have agreed in writing to receive compensation
specifically to act in such capacities. If you are
subject to ERISA, this report is being furnished
on the condition that it will not form a primary
basis for any investment decision.

Copyright © 2007 Bear, Stearns & Co. Inc. All rights
reserved. Unauthorized duplication, distribution or public
display is strictly prohibited by federal law.

DOMESTIC

(Bear, Stearns & Co. Inc.)

Atlanta

3424 Peachtree Road, NE, Suite 1700
Atlanta, GA 30326

(404) 842-4000

Boston

One Federal Street
Boston, MA 02110
(617) 654-2800

Chicago

Three First National Plaza
Chicago, IL 60602

(312) 580-4000

Dallas

300 Crescent Court, Suite 200
Dallas, TX 75201

(214) 979-7900

Denver

3200 Cherry Creek South Drive, Suite 260
Denver, CO 80209

(720) 570-2327

Los Angeles

1999 Avenue of the Stars
Los Angeles, CA 90067
(310) 201-2600

Memphis

1715 Aaron Brenner Drive, Suite 400
Memphis, TN 38120

(901) 757-6900

San Francisco

Citicorp Center

One Sansome Street, 41st floor
San Francisco, CA 94104
(415) 772-2900

San Juan

270 Mufioz Rivera Avenue, 5th Floor
Hato Rey, Puerto Rico 00918

(787) 753-2327

INTERNATIONAL

Beijing

Bear, Stearns & Co. Inc.
Representative Office

Room 1608

China World Tower

1 Jian Guo Men Wai Avenue
Level 16, Units 06-08

Beijing 100004

People's Republic of China
86-10-6505-5101

Dublin

Bear Stearns Bank plc
Block 8

Harcourt Center, Floor 3
Charlotte Way

Dublin 2 Ireland
353-1-402-6200

Hong Kong

Bear Stearns Asia Limited
26th Floor, Citibank Tower
Citibank Plaza

3 Garden Road, Hong Kong
852-2593-2700

London

Bear, Stearns International Limited
One Canada Square

London E14 5AD

England

44-207-516-6000

Lugano

Bear, Stearns & Co. Inc.
Corso Elvezia 14

P.O. Box 5155

6901 Lugano, Switzerland
41-91-911-7333

Milan

Bear, Stearns International Limited
Via Pietro Verri 6

20121 Milano

Italy

39-02-3030-1730

Séo Paulo

Bear Stearns do Brasil Ltda.
Rua Joaquim Floriano,

72 - 8 andar - ¢j 83

Séo Paulo, SP Brazil 04534-000
55-11-3457-3200

Shanghai

Bear, Stearns & Co. Inc.
Representative Office

Unit 09, 20th Floor, Building One,
Corporate Avenue

No. 222 Hu Bin Road

Luwan District, Shanghai 200021
People’s Republic of China
86-21-6340-6600

Singapore

Bear Stearns Singapore Pte Limited
30 Raffles Place

#21-01 Caltex House

Singapore 048622

65-6437-3300

Tokyo

Bear Stearns (Japan), Ltd.
Shiroyama JT Trust Tower
3-1 Toranomon 4-chome
Minato-ku Tokyo 105-6022
Japan

813-3437-7800



