Eye on the Market  March 30, 2010 J.PMorgan
Topics: Are there signs from the bond and swap spiad markets that government debt risks will deraithe expansion?

“Tremors”. A good way to describe the psyche of some itorssight now is to imagine being a resident afi Eeancisco or
Los Angeles. Everyone is extremely jittery abawt aign of a tremor coming from the big fault linbsit as long as nothing
happens, life goes on and things improve at a ngsate. In the case of the U.Biere are noticeable improvements which
may be self-reinforcing production, consumption (retail sales, vehiclpsjfits, inventories, delinquencies, confidencd an
possibly even employméntEven California tax collections appear to hasttdmed. Equity and credit markets reflect these
improvements, with YTD gains on target for our 2@d@casts.

But these improvements all lie close to the San The Recovery and its Fault Lines, Reimagined

Andreas fault lines of U.S. Treasury funding
needs Chinese demand for Treasuries, the end of
Federal Reserve purchases, crowding out of prival
sector _demand, rumors of a Moody's downgrgde (o Rising industrial activity
the United States, etc, etc. Rates generallyatitiee (steel production, railcar
end of a recession, so there’s nothing new in that. *“\loadings) and trade/exports
But there’s a point at which very high long terrtesa
could derail the expansion. Let's examine wheee t
greatest concerns are coming from. ",

Treasury debt

---------------- State/local debt

Labor market surveys (recruiters seeing largest gains since start of
® recession; rising Online Help Wanted ads as per Conference Board;
falling jobless claims; gains in temporary employment)

Just how biq is the U.S budqet deficit? @ Rising CEO confidence and share buybacks

» Largest peacetime deficit and debt/GDP ratio
» Deficits harder to reduce today given much —
larger component of mandatory spending (vs.
discretionary or defense spending Massive improvements 4@
» Unlike the Office of Management and Budget, inhigh grade and high "

@ Improving retail and vehicle sales, sales to
China; surging leading indicators

@ S&P valuations of 14x consensus
earnings look reasonable

the independent Congressional Budget Office  vield credit markets -
does not project a stable long-term debt/GDP Capital spending surveys © @ @ \iome prices no fonger falling;

i i i i showing improvement considerably better.than worst-case

» Consider the foI_Io_wmg options for reducing the . _ “—-_\_L Fed assumptions folbank recap plan
U.S. budget deficit to 3% by 2015: Sixth straight week of .
: 0 retail buying of U.S.

o Al f[a_xes raised by.l5/0, or o equity mutual funds ‘\\\\. Improvingfconsumer and
o Individual taxes raised by 30%, or mortgage Helinquency trends

0 Raise top to brackets to 70%, or N

0 VAT tax of 7.7%
These large budget deficits are inextricably linkedo many of the improvements The only way to sustain the biggest
collapse in private sources of income in 60 yeatskeep consumer spending going is through magsivernment transfers.
That's why disposable income has not changed muahglthe recession.

Who owns the $8.2 trillion in publicly tradable U.S Federal debt?

Central banks and other non-U.S. public/privatéiesf mostly. They own half the Treasuries outdiag, with China and
Japan representing the largest amounts ($890 b&#5&ibn, respectively). A variety of US-domicilectities own the rest,
including households, state & local governmentstaed-ederal Reserve (all ranging from 7-10%). &omarket funds are
5%, with pension funds, banks, broker-dealers d@dnsurance companies each owning even less (2-3%

Any change to non-U.S. demand for Treasuries? Nget....

The elephant in the room being non-U.S. demaniticlseanging? Not yet. The most recent data shavdemand for Treasury
bonds has been stable after a dip in late 2008 Wwhkman failed (see charts on following page). réfee many reasons for
this, most having to do with Treasury purchdseing in the mercantile self-interest of the counies buying them Asia is

still fighting a ferocious battle to prevent theurrencies from appreciating, with Treasury purelsdseing a by-product of this
strategy. But this symbiotic approach is contirigeminflation and political considerations in teeuntries, which are opaque
and subject to changé&his factor remains the largest macroeconomic imbaince of our times The analogy to a geological
fault line is apt, since if it broke, damage cob&lsubstantial

! Labor markets are improving in Brazil, Mexico, kind, Germany, Sweden, Australia, Canada, TurkeyPhilippines, Taiwan, Singapore
and even Japan (where January employment growthhedargest in 30 yrs).

2 After WWII, defense spending made up 90% of goment expenditures. In 2015, entitlements and éstgrayments will make up 71%
of government expenditure3here are not enough levers to pull to materially at spending without changing entitlements.

3 | am baffled by the logic of pushing China to rexeawhile the U.S. is running enormous deficitsitagould almost certainly reduce their
demand for Treasuries substantially. China ishgiyvay more than Germany or Japan did during th&rventionist periods.
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Non-U.S. demand for Treasuries as per Fed custody holdings
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Chinese Treasury/Agency purchases as per TIC data

Billions
$1,400 -

$1,200
$1,000
$800 -
$600 -
$400 -
$200 -

$0 T
Mar-00 Aug-02
Source: U.S. Treasury.

Jan-05

Jun-07

Nov-09

Art vs Science Most analysts rely on Treasury International iGhTIC) data. But TIC data is frequently revdsepward after
the fact. So, for real-time data, we look at maceurate Fed Custody Holdings. Their shortfalh&t hot every country holds
Treasuries and Agencies at the Fed (roughly 80% Tidangulating both sources tells a consistent mesga: Treasury
demand is still running high. As for China, it's not totally clear what they owA former IMF Chief Economist believes that
China’s State Administration of Foreign ExchangAKE) places orders through entities in Britain, sdreasury holdings
rose from $130 bn in 2008 to $300 bn in 2009.0/fGhina’s ownership of Treasuries may approacttitibn.

Avoid misreading 2009 as a sign of perpetual calm iTreasury markets: 2 tailwinds are now fading

Once the recession began, U.S. funding needs hasplg. The surprise of 2009 was how 10 year Tngagields did not
exceed 4% despite a $1.4 trillion deficit. But nmboser inspection, was it that much of a sur@ris&hen funding needs rose,
the Treasury initially relied almost exclusively ©#bills to finance them (first chart)t was only recently (September 2009)
when issuance of paper longer than one year caughp, and even more recently that paper longer than $ears is being
issued in bulk. As shown in the second chart, the U.S. has arttambpwest average debt maturities in the OECD. ewfrect
the Treasury to push its average maturity profdekoto 5-6 years, which will require a lot of longkated issuance.

Net issuance of U.S. Treasuries
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U.S. looking to increase average maturity of its debt

Average maturity of federal debt, years
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Second, the impact of Fed purchases in 2009 wadaitmnant factor in fixed income markets. Heretheenumbers:
» 2009 neissuanceby Treasury, state, local, housing, asset-badkgt,grade and high yield entities = $1.75 trillion
* 2009 Federal Reserprirchasef Treasuries and Agencies = $1.6 trillion

So, in other words, Fed demand accounted for 90% @fll net US$ fixed income issuance in 2009 his is why we do not
assume that 2009 bond or credit market conditiahgersist in 2010 and 2011. Corporate de-levierggeduced supply in
2009, buthe longer tenors of upcoming Treasury issuance, arthe lack of support from the Fed, suggest that threal
challenges for Treasury supply absorption are jusbeginning. Only a continuation of Fed purchases could chahge t
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Are collapsing interest rate swap spreads tellingsianything? It depends whom you ask (and you mayhwant to)
Ten-year swap spreads vs Treasuries are negatitheefdirst timé&. Market interpretations differ sharply on whyu&j

technical noise, please move along” vs “a scarglitepindicator for bond yields”). The argumentsynsaem esoteric, and they
are. But interest rate swaps ar814 trillion market (that's market value; notional values are 25x bighso it's important to
understand what negative swap spreads might mean:

» Just noise Companies are desperate to improve net income by year swap spreads have turned negative
whatever means possible, resulting in a crush of companies 10 yr swap spread (bps)
looking to swap interest rate exposure from fixed to flggtin  1¢q
thus reducing their interest expenses. 140

* Just noise Pension funds and endowments went into the cris'§0
underweight fixed inconfeowning equities and alternatives
instead. When the crisis hit, they added duration thrtugh
interest rate swap market since it required much less cash thaf
outright Treasury purchases would have; this suited cash- 60
strapped endowments well. [Some governments did the samey
and reportedly borrowed against the fixed leg of the swap. g
Loose disclosure rules may have allowed them to include the ‘ ‘
proceeds as tax revenue or other organically earned income]_.20 J !

« Just noise The natural payer of fixed rate swaps in a rising 89 '00 '92 '93 '95 '96 '98 '99 ‘01 '02 '04 ‘05 ‘07 '08 10
rate environment had always been mortgage owners. But NQurce: U.S. Treasury, Bloomberg.
that mortgages have lost their convexity (don't ask), there’s
less of a need to hedge interest rate sensitivity, leadingdrncass of fixed rate swap receivers vs. payers.

« Just noise Hedge funds have been looking for a cheap way to positichigher interest rates. The problem with
conventional rate and option strategies to execute this vighvegative carry”, since the yield curve is so steep. Given
the historical coincidence of rising interest rates and risiapspreads, hedge funds shorted trillions of swap spreads
instead, which has positive carry. But the strategy isatkimg, and they are being forced to cover their short positi

« A sign of the apocalypse The Treasury supply is monstrous and this is athafrit will not be absorbed well. P&G,

J&J and Lowe’s corporate bonds have traded tighter than Treaguriecent weeks, indicating that supply concerns
about the U.S. government are not confined to swap markets.

100

There’s a lot of conjecture here, none of it cosiele. I'm inclined to see this as more technical than fudamental. On
being short swap spreads, this is far from a aeatrade, given all the changes in the factorscdifig them. If needed, our
fixed income guru Brian Carlin and | could do afewance call for all the masochists who want tango greater detail.

Bottom line: we are preparing for higher long-termU.S. interest rates

Some humility is called for here, since Japanimgslebt burden was accompanied lealinein long-term interest rates. But
it's not clear that the Japanese experience isversal one. Rising long term rates do not haveetan insurmountable

problem for risk markets (credit, equities, reahts), when rising rates are a by-product of noizitaj market conditions.

Signs of a self-reinforcing recovery are risingd are all knew higher Treasury yields came with the teitory as risk

aversion fades However, given massive U.S. budget deficits, a chging demand/supply equation, and the bilateral
marriage of contempt and convenience between the &l.and China, 10-year Treasury rates that rise muchigher than

5% could be a big problem. Our fixed income durations are short, and we haildhanition in reserve for what may lay ahead.

Michael Cembalest If you missed it (investment themes we are currently working orwith EoOTM date)
Chief Investment Officer Middle market private lending strategy [February 1, 2010
J.P. Morgan Private Banking Bank roll-up strategies, including FDIC dispositions [ty 22, 2010]

Local-currency emerging markets bonds [March 15, 2010; M23¢2010]
Profiting from increased merger arbitrage activity [March 13020
Natural gas stocks [March 23, 2010]
Normal weighting to U.S. equities [March 23, 2010]
Investing in companies targeting the Asian consumer [pendin

* There’s no room here for a thorough review oftitstory of interest rate swaps. Here’s a synopBisfore interest rates swap markets,
suppose a company that had issued fixed rate dafited floating rate exposure instead. They coatddw at Libor, and buy a Treasury
bond. Their net exposure would be floating. Big fid not convey to the company the “lending"ueallreasuries have in repo markets.
So, the interest rate swap market was born, witipsspreads representitige lending value of Treasuries, the credit risk othe fixed-
rate swap payer, and expectations for future Libolevels.

® One indicative example: the $16.3 bn Yale Endowrhes $4 bn in private equity, and another $7.6hhmcalled commitments.
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The material contained herein is intended as a gdmaarket commentary. Opinions expressed hereairtlamse of Michael Cembalest and may differ fromsetof other J.P.
Morgan employees and affiliates. This informaiiono way constitutes J.P. Morgan research and Ehoat be treated as such. Further, the views esg®d herein may
differ from that contained in J.P. Morgan researelports. The above summary/prices/quotes/stadistive been obtained from sources deemed to béleslbut we do not
guarantee their accuracy or completeness, any yefiekenced is indicative and subject to changest Parformance is not a guarantee of future resd@esurities are offered
through J.P. Morgan Securities Inc. (JPMSI), MemK&SE, FINRA and SIPC. Securities products purahassold through JPMSI are not insured by the FatiBeposit
Insurance Corporation ("FDIC"); are not deposits ather obligations of its bank or thrift affiliatesnd are not guaranteed by its bank or thrift &fits; and are subject to
investment risks, including possible loss of thegipal invested. Not all investment ideas refesghare suitable for all investors. These recommgoda may not be suitable
for all investors. Speak with your J.P. Morgan Regantative concerning your personal situation.sThaterial is not intended as an offer or solid¢gatfor the purchase or
sale of any financial instrument. Private Investtsasften engage in leveraging and other speculativestment practices that may increase the rishvastment loss, can be
highly illiquid, are not required to provide perimdpricing or valuation information to investors @may involve complex tax structures and delayBstributing important
tax information. Typically such investment ideas oaly be offered to suitable investors througloafitiential offering memorandum which fully deseslall terms,
conditions, and risks. IRS Circular 230 Disclosul®Morgan Chase & Co. and its affiliates do notyide tax advice. Accordingly, any discussion @&.Uax matters
contained herein (including any attachments) isintegnded or written to be used, and cannot be lsetbnnection with the promotion, marketing ocoenmendation by
anyone unaffiliated with JPMorgan Chase & Co. of afithe matters addressed herein or for the piemfsaavoiding U.S. tax-related penalties. Note thR. Morgan is not
a licensed insurance provider. © 2010 JPMorgan §h& Co



