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Freddie
Mac

Quarterly mark-to-market items

2 Line 1: Declines in swap interest
rates resulted in fair value losses in the
net pay-fixed swaps portfolio, partially
offset by gains on swaptions.

Losses on derivatives excluding accrual of
periodic settlements and swaps denominated in {$2,253)
oreign-currency

= Line 2: Declines in interest rates
resulted in mark-to-market losses on

2 Mark-to-market on guarantee asset (843) (3,430) the company’s guarantee asset.
3 Gains (losses) on trading securities 203 4,127 ¢ Line 3: Net gains on trading
4 Subtotal interest-rate related items (2,893) (9,661) Securities reflect mark-to-market gains
(Lines 1, 2, 3) ' ' from declining interest rates and mark-
5 Losses on certain credit guarantees (1,269) 2  to-market losses due to spread
widening.
6 Losses on loans purchased {736) {959)
7  Subtotal credit-related items “ Line 6: An increase in volume and
{Lines 5, 6) (2,005) (957)  declines in loan prices related to
modified loans purchased from PC
8 AFS security impairments {13) 1,641  pools drove increased losses during 4Q
2008.
9 Other {46) {27)
10 Total mark-to-market items ($4,957) ($9,004) © Line 8: The company recognized

additional impairment losses on AFS
securities in 4Q 2008 due to sustained
deterioration in the performance of the
underlying collateral.
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MORGAN STANLEY

1

Exhibit 7

Yield Pickup Arbitrage: An Example

Assumptions * Anunleveraged inveslor owns (fully paid for) $100 million par value of the 8% 11/ 15/21,
* Dealer bids 4 1/2% for these securities for one month,
* Investor reinvests cash in Euro Time Deposits (or any other higher yielding instrument) at a
rate of 4 5/8% for 1-month, .
¢ Customer eams a spread of 12.5 basis points for the period.
Market prce of bond = 101
* Accrued interest = 0,125

* Haircut = 0.25
Day 1
Evre Time
Deposit
{1-Month)
$100,875,000 ) , _
) ) 300,875,000
. ¢ : Morgan
Customer p Stanley
100 Million UST 8% 11/15/2]
Day 30

Euro Time

Deposit
{1-Month)

$101,263,789.06

$101,253,281.25

—

Customer

< -
100 Million 8% 11715121

Calenlations ¢ All-in Price of Bond = 101 + 0,125 - 0.25=1007/8
* Principal = S100 million x 100 7/8 = $1Q0,875,000

* lnicrest Expense @ 4 1/2% = S100875.000 x 0,045 x 0. = §378281 25

s Interest Income from Euro Time Deposils @ 4 5/8% =

$100,875,000 X 0.04625 x % = $388,789.06

+ Profit on Trade = $10,507.8}

Nota: This trads is assumed to transpire bebween codpon payments,
Source: Morgan Stanley

15
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MC% w.?.o»x Murk +o Merket N\g\o._

UST 3.5 02/15/39 Position

Date Quantity Clean Price Clean Cost Accrued Interest Total Value
3/30/2009  $ 100,000,000 98.984375 $98,984,375 $425 414 $99,409,789
8/20/2009 $ 100,000,000 87.265625 $87,265,625 $57,065 $87,322,690

[ UST MTM P&L -$12,087,000 |}
Eurodollar Futures Hedges
3/30/2009 93 98.845
5/18/2009 93 99215 } EDK9 P&L $86,025 |
3/30/2009 93 98.87
8/17/2009 a3 99.5687 | EDQY P&L $162,448 |

Interest-Rate Swap Position

3/30/2009 -$23,084
8/20/2009 $14,691,879
l IR Swap P&L $14,714,963 |
Cash Flows and Accrued Repo
5/15/2009 IRS Receive Float $80,703
8/17/2009 Short-Term IRS Receive Float $215,653
8/17/2009 Accrued Repo Cost -$130,475
8/17/2003 Remaining Repo MTM -$24 852
8/17/2009 Long-Term RS Pay fixed -$1,134,086
8/17/2009 Bond Coupon $1,750,000
Total P&L 8/20/2009
Net P&L, no interest $3,633,279

Swap MTM P&L Reconciliation

DVO1 Par Swap Rate Change in Rate Average DV01 Rough Swap P&L
3/30/2009 -$180,222 3.21
8/20/2009 -$143,560 4,12 a1 -$161,891 | $1a4,732,081 |

Bond MTM P&L Reconciliation

Modified Duration Yield Change in Yield Average DVO1 Rough Bond P&L
3/30/2009 $182,960 3.56
8/20/2009 $174,030 4,263 70.3 $178,495 _ -$12,548,199 _
P&L from Spread Change $2,627,864
Linear P&L. from Spread $2,183,883
P&L fror Cash Flows $756,042

3-month ED outperformed term repo, so P&L from repo hedge $248,473
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An Introduction to Correlation in the Financial Markets
Blaise Morton, Whitebox Advisors

Abstract:

We cannot reliably predict how the price of a single asset will fluctuate over time; but sometimes there
are predictable patterns in the relative movements of related asset prices. The tendency of relative asset
prices to move in predictable ways is called correlation. While we do not have a general theory of
correlation, there are some basic examples that are important and easy to understand. In this presentation
I will present some of these basic examples as motivation for some of the general modeling and analysis
problems associated with correlation.

The simplest example of a correlation position is a spread trade between two assets. Basis trading, swap
trading and relative-value trading are strategies for reducing risk (hedging) when the spread is fairly
priced, or for making money (speculating) when the price spread between pairs of assets move out of
line.

In the standard course of business, financial institutions often find it advantageous to trade some of the
assets they naturally accumulate for other types of assets in order to diversify their risk. Correlation
models are necessary to quantify the benefits of these hedging and risk management activities,

When dealers find themselves stuck with large levels of correlated portfolio risk that they cannot easily
hedge (e.g. catastrophic risk), they sometimes repackage and offload some of this risk in the form of a
derivative product. The counterparty (typically a hedge fund) will want an attractive expected payoff for
taking the other side of the trade. One example of such a product is a correlation swap. On account of
financial engineering inventions like these, correlation trading has become a growing market with its
own set of specialized, evolving products.
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