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Credit Derivatives

Bear Sterns

Co. Lehman Brothers. Nomura International PLC.

1



Bond Insurance Guarantee
L/C

Put Option
Put Option

Put Option

Netting

Netting
BIS
Mark to Market

Collateralization

Termination

Reassignment



Loan Sale

Credit Derivatives

Credit Derivatives
50 25
25 41
13 8

Credit Derivatives

2-1
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Figure2-1 A Breakdown of Who Buys and Sells Protection by
Market Share at the Start of 2000.

counterparty Protection  Protection
Buyer Seller

Banks 63 a7

Securities Firms 18 16

I nsurance Companies 7

Corporations 6 3
Hedge Funds 3 5
Mutual Funds 1 2
Pension Funds 1 3

Government/Export Credit Agencies 1 1
Source British Bankers Association Credit Derivatives Report 2000.

Credit Derivatives
Credit Default Swaps Default
Swaps Collateral Loan Obligation CLO
Credit Derivatives
Credit Default Swaps

Credit Default Swaps
Floating-Rate Notes

FRN Credit Derivatives FRN
Credit Derivatives Default swaps spread
Assets Swaps

I nterest Rate Swaps
Credit Default Swaps

Default swaps spread
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Figure2-2  Credit Default Swap
Between trade initiation and default or maturity. Protectionbuyer makes regular

payments of default swap spread to protection seller

Protection
Buyer

Default swap
Spread

4

Protection
Sdler

Following the credit event one of the following will take place

Cash Settlement

Protection
Buyer

100-Recovery Rate

Physical Settlement

Protection
Buyer

Credit Default Swaps
Derivatives Association

Protection

Sdler
Bond »

Protection

Sdler
100
International Swap and
ISDA

Reference Entity

Reference Assets

Cash Settlement
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Credit Event

Physical Settlement



Protection Sellers
Protection Buyer

Figure3

Reference
entity

Credit Default Swap

Credit-Linked Note
Credit-Linked Note

Credit-Linked Note

Proceeds at inception

| ssuer

<

CLN Coupons

< Credit protection

Proceeds at maturity’

16

Investor

or
Physical or cash
settlement on default




Funded Underlying Asset

Principal Protected CLN
Credit Linked Note

2-4 CLN LIBOR  50bp
2005 2005
CLN CLN
2005
CLN
CLN 2-5 CLN
CLN 2005
2010

Figure 2-4 Principal Protected Note

If acredit event occurs before 2005 coupons terminate
and the investor receives the principal 100
redemption paid at the bond maturity 4

Note pays LIBOR plus 50 bp
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Credit Event 2005
Figure 2-5 The Adjustable Redemption Principal Protected

Structure
100%
Note pays LIBOR plus 150 bp Credit Event before 2005 4
i Allcoupon payments
i terminate or are reduced and
: the note extends to 2010 when
| it redeems with full notional
|
| >
Credit Event 2010

(Tota Return Swap)
Total Return Swap
2-6
LIBOR+Fixed Spread
( ) "

Figure 2-6 Total Return Swap
Coupons from reference

During Swap Asset
> Total Return

Total Return Payer < Receiver (Investor)

Libor Fixed Spread

At Maturity
Any increase in the market
value of the notional
amount of the reference
asset
4 Total Return

Total Return Payer < Receiver (Investor)

Any decrease in the market
value of the notional
amount of the reference
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asset

( Basket Default Swaps)
Basket Default Swaps
(First to
Default Basket)
2~3 2-
7 98bp
275bp

Figure2-7 Exampleof a First-to-Default Basket on Five Reference

Credits.
Basket

Company Type Rating Spread (bp)
Airline (Baa2/BBB-) 120
Household Appliances (Baa2/BBB) 100
Consumer Products (A2/A+) 80
Transport Services (Baa2/BBB) 110
Machinery (A3/A-) 80

Default contingent payment

Of par minus recovery
Following first default event
4
Lehman Brothers > Investor

275 bp per annum
Basket Spreadon  50m
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Second to Default Firs to Default

Second to
Default
(Portfolio Default Swaps)
Portfolio Default Swaps
Basket Default Swaps 40~100
50 5
Portfolio Default Swaps 10%
90%
10%
50% 10
10%
2.5
2.5 2.5



Portfolio Default Swaps

Portfolio Default Swaps

Debt Obligations)

(Collateralized Debt Obligations)

Collateralized Debt Obligations
(Debt Instruments)

(Collateralized Loan Obligation)
(Collateralized Bond Obligations)

Collateralized Debt Obligations(CDO)

CDO

2-8

Figure2-8 Structureof a Typical CDO

(Collateralized

Asset Manager
, Reports
|
|
|
____________________ s
Underlying :
Securities '
|
Underlying > CDO
Securities (Bonds < Special Purpose
And/or Loans) Vehicle (SPV)
Cash

L

Hedge Provider
AAA
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CDO
CDO
P Trustee
|
|
____________ | Aaa& Aa2
Floating Rate
| ssued Notes
Securities
» Baa3 & B3
4— Fixed/Floating
Notes
Cash
Unrated
Notes/Equity




CDO
(Specid Purpose Vehicle) SPV
(senior) (Subordinate)

(Equity)

Waterfall Structure

(BBB) AAA
(Equity Tranch)

CDO
Mood's  Standard and Poor's

CDO (Arbitrage
CDO) (Cash Flow CLO) (Synthetic CLO)
1 (Arbitrage CDO)

CDO
(High-yield portfolio) CDO
CDO

CDO



(Cash Flow CLO)

Cash Flow CLO
500 8% 40
98%
2% 10 (500mx2%)
100% 10
30

Synthetic CLO

Portfolio Default Swap
Speciad Purpose Vehicle SPV
Synthetic CLO
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Figure2-9 Synthetic CLO Structure
OECD Bank Repo
Counterparty Counterparty
Eligible Notes Proceeds Senior Note
Senior Investment Plus Plus Periodic AAA
Premium | Default| Default  Repo Interest Payments on
Swap | Protection ligible Investments
Premium I ssued Notg
Sponsori ng Subordinated SpeCIaI Senior .
Default Swap Purpose Mezzanine
Bank Vehicl BBB/A
an ICle
Default Protection Proceeds
First Lossis
retained Subordinate
Mezzanine
BB
Reference
Portfolio
2—
3
100
2—3 10 Portfolio Default Swap
SPV
SPV Portfolio Default Swap
AAA
Senior Note  BBB
Senior Mezzanine BB Subordinate
Mezzanine
Repo Counterparty AAA OECD
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0 OECD
20
8 344 2-10

Basal Capitd Accord Synthetic CLO

Figure 2-10  Example Regulatory Charge for a Synthetic CLO

Subordination  Tranche of BIS Risk Capital Charge
Level Rating Pool Weight notional
Super Senior AAA 0 20 144
Offered Notes  Ba2-AAA 8 0 0.00
Equity Not-Rated 2 One-for-one 2.00
Totd 344

Credit Derivatives

Collaterized Debt Obligation

25



CDO

(The New Basl e Caj
AccorBlls
2005 BI S
OECD

|l nternal Rating- Based A@egdriagdach
Ri sk Model ing
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1 Risk Management, By Michel Crouhy Dan Galai and Robert Mark
The McGraw—Hill Companies Inc.2001
2 Credit Derivatives Explained, —Market, Products and Regulations
By Dominic O’ kane Lehman Brothers 2001
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1990~1999

2.355 10.37
4.34 14.15
Assets Management Portfolio
Management Investment M anagement

()



JP.Morgan Chase
71% 29%
50%

31 JP.Morgan Chase & Co.

2000
9,512
23,422

2000
6,811
11,468

2000
4,313
4,291

CommeizBank Group

2000
3,516
2,124

-7.50
13.45

2.90
41.90

7.60
24.80

9.60
24.20

1999
10,285
20,645

1999
6,619
8,084

1999
4,007
3,437

1999
3,207
2,193

3-1

4.40
29.80

19.50
52.20

4.50
2.10

3.30
31.20

63.7%

1998
9,847
15,906

1998
5,539
5311

1998
3,834
2,837

1998
3,104
1,671



(

)

(fee-based income)

2000
4,828
3,277

770
367
795
1,481
11,468

2000
1,943
1,237

1998 2000

1999
45.4 3,320
49.€ 2,153
10.C 700
9.2 336
17.€ 676
64.7 899
8,084

1999
18.0 1,647
50.5 822

31

65.C
74.C
20.1

2.1
24.5
46.€

28.7
234

1998
2,011
1,237

579
329

612
5311

1998
1,279
666



(

)

167/
281
663
4,291

47.4%

2,530

4.3 16C -7.0
-0.7 282 0.3
26.2 525 19.9

3,437
1970
1990 ~1999
12% 21.6%
1970
2000

2.27

32

172
282

2,837

v



(

)

100

1.8

1996

1980

4,218

1978



1989~1999

3-3

34
33
10.8% [ 15.9% | 9.8% | 11% | 9.8% | 7.5% | 9.2%
1989~1999
11.8%|16.0% | 14.1% | 10.9% | 10.6% | 9.7% | 11.0%
10 1896 97 607 594 | 436 162 | 14840
34
10
2000| 100 | 420 | 700 | 490 | 270 |11,200
1,000| 40 220 | 130 | 200 | 380 [15,000
21 [251(191|541|241|0.71]| 061







(

)

(direct finance)

US Trust Corp.



(Mercury Corp.)

Group.
()
1.
(Merrill Lynch)
mutual fund MMMEF)
b.
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SSBCITI Asset Management

(money market



e ATM

(financial supermarket)

(one-stop financid
services shopping)
a
b.

(Index Fund)
S&P500

(Hedge Fund)



(Fund of Fund)

(George Soros)
(Haussmann Holdings N. V.) 23%
(Quandum Fund)

(Venture Fund)



(

Fund)

)

account

CMA)

(Fiddlity)

(Periodical Income Distribution

(cash management

401(K)



o > w DR

()

()

(futures)
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(securitization)
(stock option)



(International Monetary Fund, IMF)
(World Trade Wrganization, WTO)

(Morgan Stanley Dean
Witter) (emerging country)

Commerz Bank

Commerz Bank

1,000

(1) Retall — Customers (2)
HNWI High Net Worth Individuas (3)
(Institutions)
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3-5

35
Products — by Customer Segments
Retall Customers  |Ingtitutions HNWI
Mutual funds: Service Orientation Service Package:
Standardized Asset Class Tax Optimization
Products Optimization Asset Class
Outsourcing Optimization
Know — How Transfer  |Inheritance
Structuring
Pooled funds ‘primary segregated Pooled and
funds’ Segregated
Capita building Capita Structuring
Sales Structures
Producer Digtribution * Intermediary”

Customer=Investor

Asset Manager

(Bank,
Insurance,
FundManager)

Bank branches

Independent
Financia Advicer

Sales Force

! | Direct Banking

Sales
Representative

Direct Banking

Discount & Full-
Service Broker

Institutions

High Net Worth
Individuals

\ /| Retail Customers




Pricing by Product Type

Standardized No individual service standardized
reporting
low Pooled funds
high 4
Volume
per Price per Unit
Customer ¢
high Segregated funds low
Custom-made Individual service Thorough
Reporting
Charge
General:
One off fees: Up-front fee & redemption fee
Running fees: Management fee (fix or performance-
related)

By Customers:

I nstitutions: Flexible pricing layout - negotiable
HNWI: Flexibility dependent on volume;
Service packages

Retail: Market driven



Asset Management Vaue Chain

Research

Markets/
Securities

Products

11

Production

Asset Security
Allocation Sdlection

1l

Operations
Trading Settlement Custody

1l

Marketing/Sales

Customer .
Sdes Communication

Rdations




19.2%

8%



5.

6. Commerz Bank Asset Management 9,18,2001

7. JP. Morgan Chase, Deutsche Bank, Dresdner Bank, Commez
Bank

a7






(

)

49



(mismatch)



%

51



52




(

)



(trustee)



(

)

(ROA)

(ROE)



(

(

)

)



(building
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(

(

(

(

)
1 1970 1997 2.3
( )
2. 1986
1990
4-1 1997.12.31
U.S.Treasury 35 28.6
Corprate Bonds 2.3 19.0
Agency Mortgage-backed Securities 1.8(Loans 3.8) 15.1
Municipal 13 111
Money Market 1.7 13.8
Federal Agency 1.0 8.3
Asset-backed Security 0.5 4.1
12.1 Trillion 100.0

Source of detail : Republic Securities Association

)
1 1987
2 1995
3 1993
)
1986
)



1. 1990
2. 1994

() (Pass-Through Securities)

%

P

(originator)

%
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(turnover)

b)

(refinancing)



(seasoning)

FNMA
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FHLMC

GNMA
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) (Collaterdlized Mortgage
1970

1980

NT 100

NT 30
NT 40
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Obligation : CMO )

(Tranche)
7%

NT 20

%



(Planned Amortization Class Bond)

() (Senior Class)
(Subordinate Class)

NT 100
/
NT 80 NT 20
NT 1,000
NT 100



(Principa Only)
(Interest Only)



e-Banking

e
The HongK ong and Shanghai Banking Corporation Limited,
HSBC

6,500 2000 12 31 6,740

/OBU



(Personal Banking Service)

(Personal Banking

Service)



(

)

(EBPP)
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online@hshc

online@hshc
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online@hshbc
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Home Mortgage

Mortgage Planner
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Mortgage Planner



(

)
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MPF, Mandatory Provident Fund

71



SSL 128
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Persona Financial Services

Banking Services

HSBC Premier

Power Vantage

Super Ease

Business Vantage

Current

Saving

Fixed Deposits
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CombiNations Savings

Foreign Currency Time

Deposits

Card Services

HSBC Premier Credit

Card

Vi

a VISA Platinum

VISA

MasterCard

JCB Gold

ICAN

ICAN Card

Co-branded Cards

Private Label Cards

Corporate Card

Purchasing Card

Mondex

Mondex

Account Cards

Rewards

Mileage

Specia Offers

Merchant Services

Loan Services

Persona Installment
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Revolving Credit Facility

Persona Overdraft

Asst link

Car Loan Extra

Home Mortgage Plan

Government Scheme

Sandwich Class

Tenants Purchase Scheme

Insurance Services

Travel Insurance

Home Insurance

Mortgage Protection Plan

Accident Insurance

Credit Card Insurance

Living Insurance

Medi Insurance

Income |nsurance

HSBC Premier Insurance

|ntegrated Protection Plus

Savings Protection Plus

Target Protection Plus

Term Life Insurance
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I mportant |nformation

Investment Services

Securities

Unit Trusts

Interest Rates

Exchange Rates

Stock Indices

Residential Property

Gold Prices

Commentaries

(Corporate and Commercial Banking)
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(Treasury and Capital Markets)

(Trade Services)
130
1996 2000 "Trade Finance"
(Best Trade Document Bank)

1SO9002

(Payments & Cash Management)
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MPF Service




MPF
for Employers
& Employees

81




Custody

Clearing

Market
information
Our markets

About us
News extra
Contact us
Search

Global
Payment &
Cash
Manager

Products/Services
Country/Territory
Profiles

Seminars and
Conferences
Case Studies
News

FAQS

Products/Services

System Security
Training and
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Seminars
Screen Saver
Forms and
Documents
News

FAQS

Trade
Service

I mport
Services

Export
Services

Risk
management

E-Commerce
& Supply Chain
Trade
tools

Industry expertise
Financia
highlights
Our
Network
Contacts

Products &
Services
Research

Custody &
clearing

Global
payment & Cash
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Hexagon
Trade services
Treasury &
capital Markets
Market
Intelligence

Euro

Euro explained
Business issues
for Euro
Eurozone travel
Eurg
services
FAQ
Timetable

Contact us




(Data Mining)

Mall)

(CRM)

(e-Store)
(e-Marketplace)

MMA



IT IT IT Information Technology

Factory

HSBC Bank of New York JP Morgan  Deutsche
Bank
IT

Neura Network

Decision Support System DSS
Executive Information System EIS
Knowledge-Based Management
System Expeat System ES
Artificia Intelligence Al
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2)
3)
(4)
©)
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(Asset Management) Bancassurance
(Fee base)
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3)
(4)
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(6)
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e " e
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(1)1927 McFadden Act

(21933  Glass-Steagall Act

(3)1956 Bank Holding Act
(4)1990 ING Credit Suisse
(5)1999 (Financia Service
Modernization Act)
2001
5 25 537



Glass-Steagall Act

(1)

2

4 1987

3)

3,
(1)1980

(2)1992



(3)1996 (Big Bang)
(4)1997
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(Asset Management)

Bancassurance (Feebase)

Product-

centered . . Customer-centered

(one-stop shopping)
(universal banking)

@)
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)

(6)

(7)

(1)
2
3)
(4)

()

(scale economy)

(cross-sdlling)

(economics of scale)
1+1>2 ?

(cross-sdlling)

X-efficiency?
(vauation effect)
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11.
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13. Christopher D Spooner Holding Company Presentation HSBC
Holding Plc

14. Eurobond Credit Research The European Banking sector Barclays
Capital

15. 2001 Annual Report-Mizuho Financial Group UFRJ SMBC
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