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Letter From Sandie O’Connor

Disciplined Risk Management Essential to Navigating
Challenging Market Conditions

In the third quarter 2007, the markets experienced a pronounced liquidity/credit crunch
triggered by a surge of delinquencies in the sub-prime mortgage market. During this
period, we continued to use a highly disciplined risk management approach in our
lending and reinvestment operations. We worked closely with you providing increased
levels of communication and transparency as we navigated through market turbulence.
During these market events, the significant value of having access to the entire JPMorgan
franchise is more evident than ever. Our investment desk uses the independent credit
analysis and reviews performed by JPMorgan’s Asset and Wealth Management business
for cash reinvestment within the guidelines that you establish. The direct access to
professional analysts with expertise to evaluate risks is crucial and their performance to
date has been notable. Our collateral management teams focus on ensuring that pricing
and margin collections are accurate and timely. The Investment Bank and our broad
relationships with the broker dealer community at large give us insights into market flows
and areas of both risk and opportunity. While we leverage the firm to deliver results for you under all market conditions, we believe
our risk management discipline has served you particularly well during this period.

Sandie O’Connor

Impacts On Revenue By Asset Class

The liquidity crunch provided revenue opportunities for clients with fixed income portfolios. The flight-to-quality, in which investors
sought Treasuries, particularly short-term issues, coupled with the seasonal decline in Treasury bills, increased the intrinsic value of
treasuries. As borrowers financed positions in highly rated assets, spreads on agency debentures and agency mortgage-backed
securities substantially increased during the quarter. Market turmoil in international bond markets led to widened spreads between
repo and money market instruments, and, as central banks injected cash into the overnight markets, rates were volatile. Abundant
supply in Europe drove spreads lower for lenders, but healthier earnings were captured in select emerging markets, particularly the
Philippines and Turkey.

In the equity markets, lending conditions varied based on geography. For U.S. equities it was a period of volatility. Late July and
August saw sharp declines, followed by a strong recovery that left the S&P 500 only marginally down for the quarter. Despite this,
concerns that the slump in the housing market could hurt corporate earnings growth remains. With financing drying up, M&A activity
was markedly down versus previous quarters.

In non-U.S. markets, the end of third quarter marks the close of the European dividend season and while balances fell as a result,
new deal activity was strong. The high number of potential M&A deals caused demand and a growth in directional trades. In Asia,
Japanese stocks declined due to the sub-prime crunch and political uncertainty but new deal activity was nevertheless robust.
Elsewhere in Asia-Pacific, Hong Kong and Australian stocks gained this quarter, driving increased lending activity.
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Letter From Sandie O’Connor (contd)

Continuing Industry Leadership

During the recent European Beneficial Owners’ Conference held
in Dublin, JPMorgan participated in panels regarding many of
the critical issues shaping our industry, through the
experienced perspective of our senior team members who
advocate on behalf of our clients’ interests. Summit sessions
featured Paul Wilson, our global head of client management
and sales, in an industry leaders’ roundtable on “Peering into
the Future”. John Shellard, global head of equity trading, was
part of a panel on “Sustained Earnings Growth: Market Threats
and Opportunities” and Richard Steele, head of our securities
lending product development, participated in a session on
proxy voting.

[ recently attended the RMA’s 24" annual conference on
Securities Lending where | was on an industry leaders’ panel,
discussing the outlook for the remainder of 2007, as well as
issues for 2008. Some points of discussion included the recent
market volatility, economic/compliance challenges, agent-
lender disclosure and Basel Il. Nick Rudenstine, global
securities lending product head, participated in the 130/30
strategy panel and its impact on Securities Lending. As the line
between asset managers and more mainstream hedge funds is
becoming blurred and investment strategies differences
between the two diminish, service providers face a new array of
demands and opportunities. JPMorgan has been developing its
capabilities around financing and servicing this growing
segment of asset managers.

New Markets Update

JPMorgan’s leadership role in opening new lending markets
continued this quarter. Following approval to lend in Turkey
earlier this year, we continue to work closely with regulatory and
financial authorities there and we anticipate our first live lending
trade by year-end, in what we believe is a lucrative market.

Brazil remains in our focus, as our product development team
continues to review market, credit and operational risk in this
potentially rewarding market. Meanwhile, as Japanese interest
rates trend higher, our trading desk continues to view lending
in Japanese government bonds as an opportunity for client
revenue growth. In Malaysia, we continue to develop a broader
operational framework in order to attract foreign participants.

Looking Ahead

While the quarter was marked by challenging market
conditions, we believe this highlights the effectiveness of our
on-going highly disciplined risk management approach, which
ultimately translates into value for clients. The scale and
strength of our franchise allows for greater efficiencies and cost
controls as well as product innovation, global distribution and
depth of firm-wide resources. We know that our increasingly
sophisticated client community expects nothing less.

As we approach year-end, we want to remind you that we
continue to manage your investments within the context of
changing markets, applying the framework of your individual
guidelines. At the same time, we continue to develop and
deliver new and innovative products to provide you with value
generating opportunities.

Thank you for your business and trust. We hope you find this
edition of JPMorgan’s Securities Lending Quarterly useful and
informative. We welcome your feedback on this and other
issues of the Quarterly.

Sandie O’Connor
Global Head JPMorgan Financing
& Markets Products
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New Markets

The third quarter 2007 brought
significant activity in the regulatory
environment, which, combined with
JPMorgan’s continuing product
development focus, positively affected
existing and potential markets.

Turkey

Since we announced Turkey as an
approved market in the 2Q07 edition of
the Quarterly, JPMorgan has been actively
discussing the viability of lending in
Turkey with eligible clients and we are in
the process of on-boarding clients from a
trading and operational perspective.
While Turkey presents some unique tax
concerns (related to the treatment of
holdings pre- and post-January 1, 2006),
opportunities for increased revenue do
exist. We anticipate that the first live
JPMorgan lending trade will be executed
before year-end 2007.

Brazil

Opening this challenging but potentially
lucrative market remains a focus for our
product development group. Through our
detailed review of credit and operational
risk in this market, we are developing an
operating model that matches the
objectives of incremental revenue for our
clients within a control/risk-based
approach to doing business. To this end,
JPMorgan continues to use its expertise
and local market presence and will keep
clients informed of significant
developments.

Japan

As Japanese interest rates trend upward,
our trading desk continues to view
lending in Japanese Government Bonds
as a strong opportunity for client revenue
growth. In that connection, we have
obtained local counsel opinion and our
tax and legal departments are completing
due diligence. Initial results look
favorable for a standard SBL offshore
model, but with the additional

complexities of taxation nuances and
client-sale notifications required on trade
date. We anticipate that this asset class
will be available for our lenders by year-
end 2007.

Malaysia

Per our announcement in the first quarter
2007 edition of the Securities Lending
Quarterly, SBL in Malaysia was re-
introduced on January 3, 2007, using a
Central Lending Agency model (CLA).
While this operating model is currently
not attractive to offshore borrowers and
lenders, the Bursa Malaysia is striving to
improve liquidity and make the market a
more attractive one to foreign
participants. At an industry roundtable in
October, the Bursa Malaysia outlined a
broad operational framework for the
incorporation of an Over-The-Counter /
Negotiated Transaction type offering. The
main features appear to be much more
aligned to the standard SBL model, with
an expected implementation date of
either Q1 or Q2 2008. As such, JPMorgan
is actively pursuing this opportunity to
find the most viable option based on our
clients’ requirements.

Taiwan

While Taiwan is currently an approved
lending market, significant complexities
have stifled activity. Based on our
understanding on the ground and
through market announcements, it
appears that Taiwan is keen to bring its
environment more in line with standard
industry practices.

The Taiwan Ministry of Finance, for
example, has proposed a number of
changes:

e Revision of the SBL trade-related taxes
in an attempt to eliminate double
taxation.

e Proposal to implement changes
whereby foreign institutional investors
will benefit from reduced taxation on
SBL activities.
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Paul Wilson

e Reduction in the cost of completing SBL
transactions for both borrowers and
lenders in negotiated transactions.

e Further relaxation to short-selling
regulations and up-tick rules.

For more information on new lending

opportunities for clients in the global

arena, please contact your securities
lending relationship manager.

JPMorgan’s Reinvestment
Program: Designed to
Maximize Value for Clients

JPMorgan’s Reinvestment Program is
designed to help clients maximize the
efficiency of their cash collateral
investment portfolios.

There is often an overlooked connection
between a straightforward transaction
like a stock recall and the investments in
a lender’s cash portfolio. When properly
monitored, this subtle yet important
correlation can be leveraged to help
maximize the efficiency of a lender’s cash
investments.



3Q07 EDITION

Securities Lending

Industry News and Updates

JPMorgan’s Reinvestment
Program: Designed to
Maximize Value for Clients

(contd)

There are a number of reasons a lending
client may want to recall a stock out on
loan: to sell it, restrict it from being put
out on loan for a designated period, vote
the proxy, or simply not lend it anymore.
As clients know, our lending program
permits the recall of a stock for any such
purpose, within fairly liberal parameters.

JPMorgan’s reinvestment program
emphasizes features that allow clients to
maximize the efficient performance of
their cash investments given the client’s
investment guidelines, when conducting
traditional lending activities. Our
program’s superior overall transparency,
detailed and state-of-the-art reporting,
and the flow of communication between
lender and JPMorgan Securities Lending
Relationship Manager all help assure that
lenders factor in the correlation between
traditional securities lending activities
and the investments in a cash
reinvestment portfolio, so as to keep the
portfolio operating at a high level of
efficiency.

Stock-Recall and Cash Reinvestment:
What's the Connection?

The connection between a loan closure or
a stock recall and the investmentsin a
lender’s cash portfolio is not an obvious
one; hence, many seasoned and well-
informed clients could overlook it. The
good news is that clients can adhere to
best practices through a few simple
steps. First, it is important to “connect the
dots” in terms of how a stock recall can
impact cash investments.

In the cash reinvestment program, it is
typical to maintain anywhere between
roughly between 10% and 25% overnight
liquidity in most cash portfolios,
determined by the lender’s self-
designated reinvestment guidelines. With
this in mind, let’s consider an example.

Client X wants to transition its underlying
portfolio from largely equities to largely
fixed-income securities. If its cash
portfolio is structured to maintain, say,
30% liquidity available within a week, but
the wholesale change in the investment
portfolio will require at least 75%
liquidity within a month, it’s easy to begin
to see the fundamental connection
between a traditional securities lending
transaction and the client’s short-term
assets. With adequate notice, the lending
agent’s reinvestment desk can assure
that the necessary adjustments are made
to transition the cash collateral
investment portfolio smoothly to a higher
level of liquidity that will accommodate
the client’s desired asset allocation shift.
A proactive strategy can be put in place
wherein longer-term investments are
permitted to roll off as they mature, with
the proceeds reinvested in much shorter-
term maturities to increase the cash
portfolio’s liquidity to the desired level.

A gap occurs, however, when such
wholesale changes are effected by the
client absent a healthy flow of
communication from client to lending
agent. Let’s suppose Client X does not
provide ample notice to its lending
relationship manager in regard to the
substantial shift in its non-cash assets. To
accommodate the client’s request, the
lending agent might then need to sell
investments in order to build sufficient
liquidity.

JPMorgan’s Reinvestment Program:
Efficient by Design

JPMorgan manages most client cash
reinvestment portfolios on a stand-alone
basis, an approach that allows clients to
customize guidelines to their own specific
requirements, in terms of credit risk,
interest-rate risk and liquidity. Because
client-specific guidelines lie behind each
such cash-reinvestment portfolio, our
program provides clients with the one of
the highest level of detail and disclosure
regarding their cash investments in the
industry today. Our client reporting
application offers daily reporting of cash
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collateral investments, including each
holding’s maturity, credit rating and
earnings among other factors, bringing a
high degree of transparency and
ultimately, control to the client. As such,
JPMorgan’s reinvestment program makes
it easy for clients to adhere to best
practices to ensure that transactions like
stock recalls don’t get in the way of their
investment strategies. Two simple steps
can afford clients greater control over the
link between the lending and
reinvestment part of the equation.

Frequent Review of Reports — We
encourage clients to review reports
frequently, if not daily, to enable more
informed decisions around lending
activities in regard to short-term
investments.

Communicate Wholesale Changes in
Advance - By providing your Securities
Lending Relationship Manager
notification of plans to make wholesale
changes in your investment portfolio,
JPMorgan’s Investment Desk can
implement proactive strategies to avoid
having to sell short-term assets to meet
required liquidity needs. Advance
notification need not be detailed—even a
general sense of planned shifts in a
client’s portfolio is adequate—and will
enable us to adjust our trading strategies
to be aligned with the client’s overall
objectives.

By following these simple steps, clients
gain a greater understanding of the
performance and nature of their short-
term assets, and in turn, greater control
over the implications certain lending
activities can have on those cash assets.
In turn, this can help strengthen the
relationship between JPMorgan and our
valued clients, maximize efficiency and
potentially enhance earnings.
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From the Investment Desk

Highlights

e The third quarter of 2007 was marked by a pronounced liquidity crunch, set off
by a wave of delinquencies in the sub-prime mortgage market and resulting in
a broad flight-to-quality.

e The Federal Reserve took significant measures this quarter to inject liquidity
into the financial markets, cutting the federal funds target rate in September by
a more-than-expected 50 basis points.

e In an effort to temper the impact of the liquidity crunch, the Fed also lowered its
discount rate. In August, it had lowered the difference between the rate at the
discount window relative to the fed funds target from 100 to 50 basis points.
When the Fed cut the fed funds target rate in September, it again lowered the

discount rate so as to keep the spread at 50 basis points.

e The Investment Desk continued to deploy liquidity effectively through the
purchase of secondary floating rate notes in the six month to eighteen

month sector.

Market Recap

The third quarter of 2007 was a tale of
two markets. July brought a continuation
of conditions that generally prevailed
throughout most of 2007—tightening
credit spreads and a stable interest-rate
environment. In August, however, the
markets were surprised when a surge in
sub-prime mortgage loan defaults led to a
markdown in certain types of hedge-fund
collateral, forcing some companies to
fund their own internal hedge funds in
order to avoid substantial losses. The
resulting flight-to-quality prompted a
crunch in overall liquidity.

Recognizing that a liquidity crunch is
symptomatic of a loss in investor
confidence, the Fed aptly employed the
tools it has at its disposal. As noted
above, in August the Fed lowered the
penalty for banks to borrow at the
discount window from a 100 basis-point
differential over the Fed funds rate to 50
basis points. In addition, the Fed
expanded the type of collateral investors
could pledge at the discount window,
permitting high-quality asset-backed
commercial paper—an instrument among
those bearing the brunt of the liquidity
crunch. Then, in September, the Fed cut

the fed funds target rate by a more-than-
expected 50 basis points, and again cut
the discount rate so as to maintain the
reduced differential with fed funds.

The liquidity crunch has been largely
attributed to the events surrounding the
sub-prime mortgage sector. However,
JPMorgan has taken a more holistic view
around the causes of the market
dislocation. We believe that what shocked
the market this quarter was actually
threefold: a liquidity crunch, a re-pricing
of risk, and a subsequent reset of asset
valuations. In addition to a reduction in
liquidity, there was an overall re-pricing
of risk via a technical correction of credit
spreads which caused spreads to widen in
a concentrated timeframe, beginning with
asset-backed securities collateralized with
sub-prime mortgages and spreading out
to most financial and even non-financial
debt issuers. This was a drastic departure
from the past few years, when historically
low price differentials (or credit spread)
existed between AAA-rated and A-rated
names, as well as between 1- and 2-year
or 2- and 3-year maturities. As a result, we
also saw a sharp refinement around asset
pricing in regard to the credit quality of
the issuer as well as an instrument’s risk
based on maturity.

Jim Wilson

Michael Morin

Strategies & Successes

In recent months, we’ve discussed with
clients our preference for floating-rate
notes (FRNs) and, in particular, our
emphasis in the last 18-24 months on
extendable notes. These notes give us
flexibility in managing the overall book
through the option to extend the notes,
while providing clients an attractive
step-up in yield. Given recent events and
the rapid widening of spreads, we
re-examined our extendable note
portfolio to ensure these instruments
remained appropriate for those clients
holding them.
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Correctly anticipating that credit spreads
could not continue to tighten forever,
earlier this year we began not to extend
these notes within the portfolio. Even
with the step-up in coupon, we did not
believe the yields they offered would be
commensurate with margin levels should
spreads widen significantly. This is
exactly what materialized, and our
expectations have enabled us to favorably
position the book given recent market
events. Only two months into the
market’s re-pricing of risk, virtually our
entire extendable, medium-term note
portfolio has not been extended. Instead,
these notes will mature at the earliest
possible date, affording us an influx of
cash which we can use to purchase the
same name at much wider credit spreads.

In addition:

e Typically, we carry approximately 10%
liquidity per portfolio. At the onset of
the credit crunch, we increased target
liquidity to more targets of 15% to
20%, to ensure that we had the
flexibility in the portfolios to deal with
the risk-management aspects of the
crunch.

e Earlierin 2007, we had shared with
clients that our direct exposure to the
U.S. sub-prime mortgage sector was
minimal and solely through the
purchase of asset-backed securities
(ABS) backed by such mortgages. As
the credit spreads on these
instruments narrowed in the second
quarter of this year, we opted not to
participate in many new issues due to
an unfavorable risk/return profile. After
reducing our exposure to this sectorin

the second quarter, the onset of the
liquidity crunch compelled us to
suspend any new purchases of ABS
until our proprietary models indicate
that re-entering this space is
warranted and within our risk-
management guidelines.

e As always, we continue to work very
closely with our credit analysts to
reaffirm the credit rating of everything
we buy. We have specifically directed
our analysis to ensure that all existing
holdings in the portfolio have no
“reduce exposure” mandates attached
to them due to potential exposure to
the sub-prime mortgage sector.

e Given current headline risk in ABS, we
have focused on new purchases of
asset-backed commercial paper in the
overnight to one-month sector.

Outlook

The liquidity crunch created a dilemma for
the Fed, in that as late as July inflation
appeared to be the Fed’s biggest concern.
Then, in short order, so as to provide
much-needed liquidity to soothe the
markets, the Fed eased, which could
reignite its previous inflation-centric
focus of earlier this year.

Overall, we believe the Fed will remain
quite data-dependent given its current
quandary. It will remain vigilant in
corralling inflation, yet if economic
growth stalls significantly, we see a
potential for it to ease further. Currently,
the euro-dollar futures market shows that
the market expects a 25-basis point cut in
October and another in December. We, on
the other hand, anticipate only a 25-basis
point cut in October.
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Given our expectations, we don’t believe
this is an appropriate time to take on
incremental interest-rate risk by
extending the duration of the portfolio
and remain cautious on rate risk. While
putting liquidity to work as instruments
mature, we continue to purchase floaters
at the new, wider credit spreads,
providing clients with attractive
incremental yield over the fed target. We
see increased earnings opportunity
inherent in the recent re-pricing of
corporate bank risks, and view our
continual focus on risk management as a
boon to incremental income for our
clients. The recent liquidity crunch has
highlighted once again that disciplined
risk management should remain first and
foremost in our operations, lending and
reinvestment strategies, and it has
afforded opportunities for increased
revenue from those asset classes
benefiting from the flight-to-quality.
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Equities

Highlights

e The credit crunch in the U.S. spurred volatility in the cash and equity markets,
with a knock-on effect on securities lending.

¢ 3rd Quarter marked the end of the European dividend season.

e New specials activity was strongest in ex-U.S. markets, particularly in Japan,

Spain and Australia.

e Australian and particularly Hong Kong equities posted robust gains reaching
new highs, driving increased lending activity.

Market Recap

This quarter, the credit crunch caused
very high volatility and daily losses in the
equity markets. Investors liquidated
equity positions in favor of the perceived
safe haven of government bonds, as
benchmark blue-chip indices across the
globe tumbled. Although global markets
bounced back in September, fears
persisted about the financial sector’s
exposure to the sub-prime mortgage
market and the potential impact the
liquidity crunch might have on global
economies.

Volatility in the cash and equity markets
had a knock-on effect on securities
lending. Some hedge funds de-leveraged
and closed out shorts, leading to a
decrease in loan balances. As the spread
between LIBOR and the central banks’
target rates expanded dramatically,
borrowers’ funding on cash collateral
became significantly more expensive. This
resulted in a decrease in cash collateral
loans and an increase in non-cash loans.
At times, the spread between the rebate
on the loan and the reinvestment rate
earned on the cash either contracted or
expanded significantly, leading to
decreased or increased earnings. For
international equities, balances were
negatively affected as the European
dividend season ended. Nonetheless, new
deal activity outside the U.S. was strong
despite the cash-market turbulence. A
continuation in the high number of
potential M&A deals caused demand and

a growth in directional trades.

U.S. Equities

The third quarter was a period of
contrasts for U.S. equities. Late July and
August saw sharp declines, followed by a
strong recovery that left the S&P 500 only
marginally down for the quarter. Despite
this, trepidation that the slump in the
housing market could hurt corporate
earnings growth reigned. With financing
drying up, M&A activity was markedly
down versus previous quarters. The few
deals we did see included Advanced
Medical Optics Inc.’s $4.3 billion bid for
rival Bausch & Lomb, topping an offer by
buyout firm Warburg Pincus LLB. The
equity element of the deal presented
borrowers with a risk-arbitrage
opportunity. Elsewhere, Ev3 Inc.’s merger
with Foxhollow and Consolidated
Communications’ acquisition of North
Pittsburgh provided lending
opportunities.

New IPOs were a good source of
borrowing demand, although activity
dropped significantly in September.
Notable IPOs included Orbitz Worldwide,
an internet travel services company with a
$1billion flotation, and comScore Inc., a
data-based internet infrastructure firm
with an $807 million float. In August, the
notable deal was the $2.8 billion float of
Lululemon Athletica Inc. Finally, a number
of new loans off the back of convertible
bond news, particularly Evergreen Energy
Inc.’s proposed offering of $95 million
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convertible secured notes and SonoSite
Inc., the world leader in hand-crafted
ultrasound equipment, announced the
offering of $200 million of convertible
senior notes.

European Equities

This quarter, European stocks posted
their first quarterly decline in a year as
the U.S. dollar traded near a record low
against the euro. This affected the value
of exports of European companies to the
lucrative U.S. consumer market.

From a securities-lending perspective,
there was a big increase in the number of
new deals, with a large number of both
directional trades and demand sparked
by M&A activity. The Spanish market was
the star performer with the main catalyst
for the additional demand coming from
directional plays on Spanish banking
stocks. Spanish banks have, on average,
expanded their lending at three times the
rate of deposit growth over the last 10
years to fund the country’s housing-
market boom. The disparity between the
two has led to reliance on wholesale
funding and they have suffered as a
result. Particular borrowing interest
focused on Banesto SA, Banco Pastor,
Banco Sabadelle and Banco Valencia.
Otherwise, we saw directional demand for
Mecalux, Cia De Petroleos SA and Sacry
Vallehermoso.

In Germany, we also saw a number of
directional deals, with interest in GPC
Biotech and Nordeutsche Affinerie in July,
and IKB Deut Industriebank in August. In
France, Bonduelle and Wavecom issued
new convertible bonds, with interest in
Avanquest Software after speculation that
it might bid for Emme & Software
Paradise. In August, notable deals
included the merger between Suez and
Gaz De France finally receiving regulatory
approval and a share-sale by Scor SE to
finance the takeover of Converium
Holdings.
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Equities
Asian Equities

In Japan, the Nikkei 225 Index suffered in
July and August due to the sub-prime
crisis and political worries. By contrast,
Australia and Hong Kong coped well and
gained on the quarter, supporting
comments from market observers that
Asia has become less dependent on
events in the U.S. and Europe. Hong Kong
was the region’s star performer, as China
“H” shares drew strong interest after the
Shanghai bourse hit a new high, as a
wave of investor money sought a limited
number of investment opportunities. In
Australia, the takeover boom continued,
driven in part by the bull market in
commodities.

U.S. Treasuries

Highlights

For securities lending, deal activity
remained strong, particularly in Japan.
The quarter started positively with a
number of new M&A deals, particularly
Fast Retailing Co.’s $120 million offer for
the half of Cabin Co. it doesn’t own,
drawing demand for both target and
acquirer. We saw demand for Promise Co.,
Japan’s third-largest consumer lender,
following reports that the company was in
takeover talks with Sanyo Shinpan
Finance. Elsewhere, companies sought
new financing through convertible-bond
and secondary issues such as Hitachi
Construction Machinery, Bank of Iwate,
Japan Logistics, Noel and NTT Urban.
August saw continued strength in deal
activity, with the falling markets providing

e The Treasury Department commenced its refunding in August with the

exclusion of the 3-year Treasury Note.

e The financial markets were besieged with a liquidity crunch, set off by a wave of

sub-prime mortgage delinquencies.

e A pronounced flight-to-quality, coupled with the seasonal decline in U.S.
Treasury Bills, caused spreads to peak for lenders, increasing to 275 basis

points.

e In an effort to alleviate liquidity conditions, the Federal Reserve reduced the
minimum fee for borrowing Treasury securities from the System Open Market
Account (SOMA) from 100 to 50 basis points.

¢ Both demand and spreads increased for agency debentures and agency
mortgage backed securities, as borrower demand increased to finance
positions in AAA-rated asset backed and corporate bond repo.

Market Recap

Third quarter 2007 began with the
Treasury general collateral (GC) spread to
Fed Funds open averaging 15 basis
points as soft funding levels compressed
spreads in July. The August refunding
announcement commenced with the

exclusion of the 3-year Treasury note.
Meanwhile, $13 billion of the 10-year
note and $9 billion of the 29-1/2 year
bond were auctioned in line with market
expectations, thereby paying down
approximately $40 billion in net
marketable securities.
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the catalyst for a spate of directional
deals, including GS Yuasa Corp.,
Kakuku.com, OMC Card Inc., Sparx
Groups Co. and Toto Ltd.

Australian cash markets seemed
unaffected by the global credit crunch,
rising 4.7% and finishing the quarter at a
record high. Deal activity, specifically
M&A, continued to be strong. Notable
deals included Bank of Queenland’s
proposed takeover of Home Building
Society, Bendigo Bank’s merger with
Adelaide Bank, Australian e-health
company IBA Healthcare’s battle to
absorb British-based rival iSoft and Rio
Tinto’s proposed purchase of aluminum
producer Alcan Inc.

Shirley McCoy

The seasonal decline in Treasury bills was
accompanied by a liquidity crunch in the
financial markets, the magnitude of
which has not been seen since 1998. The
subsequent flight-to-quality led to
enormous demand for US Treasury
securities, causing spreads to widen very
dramatically (275 basis points (bps) to
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U.S. Treasuries

Fed Funds open on August 21). Since
Treasury bills are considered ultra-safe
and highly liquid due to their short
maturities, demand skyrocketed, causing
bill yields in the outright market to
plummet and creating supply shortages
in the repo market. Additionally, some
Treasury coupon securities had supply
concerns as massive amount of securities
left the market and were not available for
lending. Overall, Treasury GC spread to
Fed funds open averaged almost 60 basis
points for August.

To help alleviate the supply shortages,
the Fed lowered the minimum fee for
borrowing Treasury securities from SOMA
from 100 to 50 bps. SOMA, a lending
facility administered by the Federal
Reserve Bank of New York (available only
to Primary Dealers), provides a secondary
and temporary source of securities to the
Treasury financing market through a
securities lending program to promote
smooth clearing of Treasury securities.
Loans are awarded to these dealers
through competitive bidding, at a
minimum bid rate of 50 bps which will
limit borrowing to securities trading
special. The fee reduction led to a near
doubling of lending volume the very same
day of the announcement and we saw an
overall 20% decrease in volume for issues
trading at a premium to Treasury GC over
2Q07. This will likely continue as issues
will tend to trade less special with the
changes to the SOMA program.

Conditions stabilized somewhat after the
Fed cut both the Fed Funds rate and the
discount rate by 50 bps each to 4.75%
and 5.25% respectively. The Fed had
already lowered the Discount Rate on
August 17 from 6.25% to 5.75%. The last
time the FOMC cut its target level was on
June 25, 2003, when the Fed Funds rate
went from 1.25% to 1.00%.

Quarter-end (September 28 — October 1)
performance for lending Treasuries lived
up to expectations as a major securities
lending revenue event. Treasury GC spread
to Fed Funds open was 115 bps with Fed
Funds opening at 5.25% and Treasury GC
financing on average at 4.10%.

Term Markets Update

As the seasonal Treasury collateral
shortage of 2Q07 spilled over into this
quarter, we regularly reevaluated our
term lending strategy fully to maximize
client revenues and utilizations. Our
strategy was a strong success, as we
correctly anticipated the persistent
collateral shortages through the normally
benign summer months and were well
positioned to take advantage of
subsequent conditions.

During this volatile period, we saw more
downside risk to the credit crunch in the
short-term and, as such, greater premium
to be earned for lending Treasuries on an
overnight basis in the repo markets. As a
result, we maintained our conservative
stance of not extending maturing term
trades and moved those positions into
overnight trades.

As the September FOMC meeting
approached, there was growing market
consensus that the Fed was poised to
protect the economy from the possible
long-term harm that credit events and
liquidity dislocations could cause. At that
point, we decided to capture these
historical spreads for lending US Treasury
bills to maturity. Because the massive
flight to safety pushed Treasury yields
drastically lower and the yields for less
credit-worthy assets higher, the spreads
achieved for lending Treasury bills to
maturity with No Right of Substitution
reached 150 — 200 bps (versus Agency
Mortgage Repo) collateral. To maintain

JPMorgan )

our disciplined approach to lending while
maximizing revenues, we executed
various term trades all within a 3-month
duration. Clients who participated in the
“Bill to Maturity” trade earned on average
175 bps. The Treasury bill asset class that
was so valuable in the term markets had
little intrinsic value in the overnight repo
markets and generally traded at Treasury
GC levels, with a difference in spread
between the term and overnight market of
approximately 150 bps. Itis also
important to note that for the past two
years, this type of term trade earned an
average spread of 25 bps. For clients who
employed a buy and hold strategy for UST
Bills, this term trade was a virtual “home-

”

run-.

Agency & MBS Update

Higher demand for agency debentures
enabled increased utilization on both
term and overnight basis. The term
spread between agencies versus other
repo reinvestments increased from 7 bps
during June to as high as 50 by mid-
September, as borrowers sought
financing for both asset-backed and
corporate securities. While agency
mortgages demanded a higher rebate
rate, spreads increased from 4 bps (in
early June) to up to 30 by mid-September.
While we expect spreads to narrow in
4Q07, we do not expect a return to the
low spread levels seen earlier in this
reporting period.
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Securities Lending

From the Trading Desks (contd)

International Fixed Income

Highlights

e In the international repo markets, traders focused on liquidity factors and the
general collateral curve rather than on the relative value of specific collateral.

e Market turmoil led to widened spreads between repo and money-market

instruments.

e Central banks pumped emergency cash into the money markets, with overnight

rates volatile.

Economic Update

While the European Central Bank (“ECB”)
had actively intervened in the money
markets since the start of the market
turmoil, the Bank of England (BOE) had
initially remained on the sidelines until
market conditions required it to provide
emergency funding to one of Britain’s
largest mortgage providers (Northern
Rock PLC). As the credit crunch worsened,
Northern Rock’s inability to access the
capital markets to raise sufficient funds
led to the biggest bailout of a British
bank for three decades.

During the latter part of the quarter, the
BOE held a 10-billion pound ($20 billion)
auction in a three-month money market
operation. This, together with widening
its acceptable collateral, was designed to
ensure other lenders did not face the kind
of funding crisis that had hit Northern
Rock. However at a minimum lending rate
of 6.75% there were no bids from the UK
commercial banks. A drop in market
interest rates and cheaper rates from the
ECB enabled UK banks to avoid the
political stigma of borrowing at a penalty
rate from the BOE.

The ECB loaned banks an additional 75
billion euros ($104 billion) for three
months to reduce the cost of longer-term
credit in money markets. This was its

second longer-term cash injection in the
money markets since early August, when
inter-bank borrowing costs soared after
the US housing slump and sub-prime
delinquencies made banks reluctant to
lend. The ECB also shelved its planned
interest-rate increase due to the volatility
in the financial markets. However, a rate
increase is expected before December in
order to contain inflation. Overnight rates
were volatile as the ECB attempted to
manage the disconnect between the
short term liquidity in the system and the
seeming unwillingness of banks to lend
longer term funds to each other.

Specials

Emerging-markets (EM) specials were
concentrated in the Philippines,
Indonesia, and Turkey, while Brazil was
highly utilised but at lower spreads. We
captured the healthiest spreads in
Philippines 6.375% 32 (US718286BD89),
trading at 500 basis points (bps), and
Turkey 11.875 30 (US900123AL40),
trading at 425 bps for most of September,
although dropping back to 190 bps at
month-end. As the quarter closed, few
EM bonds traded at higher-than-GC levels
due to the increased spread between
LIBOR and repo.

In the Euro government arena, few bonds
traded special outside of Germany. Most

JPMorgan )

R

Richard Hetherington
issues were well-offered in repo, as
dealers concentrated on funding
requirements over specials trading. The
lack of European specials along with an
abundant supply of bonds drove the
intrinsic value of EUR sovereigns lower
but the elevated spread between LIBOR
and repo meant that overall spread on the
book was much higher than normal.
Unpredictable daily reinvest rates arising
as the ECB addressed the liquidity crisis
had bonds being offered at higher
rebates than cash reinvest, making it very
difficult to put on new open business for
clients with more restrictive guidelines.

In the UK Gilt market, many of the shorter
dated issues traded with some degree of
specialness during July. Examples were
UKT 5 12 which reached 175bps, UKT 4
16 at 30bps and UKT 4.75 10 at 150bps.
Market interest waned during August as
the credit crisis worsened and banks
concentrated solely on funding, but
demand for this sector returned near
quarter-end.
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Term GC Update for 1-month versus reinvest in bank CP term trades (with right of substitution)

Not surprisingly, August was a volatile began July at 8 bps, spreads then were the sole way to maintain utilization,

L expanded to as high as 80 bps. Lending as bonds continued to be offered at

month for the term markets. Liquidity . . . .

. . against well-sponsored asset-backed CP higher levels than cash reinvest in the
pressures yielded much higher-than- . . .

. .. in the same time period generated shorter dates.

average spreads for clients eligible for p high as 105 bos duri
term trades. Spreads earned by lending spreads as nigh as ps during

. s August.
euro sovereigns (with right of
substitution) with reinvest in AA-rated Over the quarter, clients able to reinvest
FRNs (3 month reset) started Julyat 11.5  jn term continued to benefit from much

bps and ended August at 65 bps. Lending  higher-than-average spreads. Matched
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