New York
March 18, 1998

J.P. Morgan Investment Management
Fixed Income Applied Research
Daniel Von Kohorn (1-212) 837-2699

JPMorgan
I nvestment

Municipal Derivative TradeNote

Mispricing of risk in the implied forward

BMA basis swap

Inefficienciesin theBM A swap market have caused
inconsistent implicationsin theforward market for these
contracts.

Theimplied forward ratioson BMA basisswapsare exhibitedin
the component slopes of the current BMA swap ratios.

Asmeasured by theimplied ratio for the basisswap 10yrs, 5
yearsforward, the market has been pricing more uncertainty
relativeto history, than the other implied forward swap rates
wouldindicate. The5into 10 swap hasanimplied ratio of
81.9%, closetoitshigh.

Chart 1
Implied forward ratio on the 5yr basisswap, 10 yrsfwd
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hedging and/or specul ation and the other swapsare somehow
ignored.

Thisseemsto bethecase. Theimplied ratiosof other forward
swapsarenot near their highs, some are nearer their lows.

Chart 1
Implied forward ratioson variousforward swaps

The slope of theratio curve cannot betrending inthelong term
without afundamental changein thetax exempt status of
municipal securities. Thereasonfor thisisthefundamental

rel ationship between the swap ratio and theratio of tax exempt
totaxable bonds. Theonly other fundamental driver of the swap
ratio isthe expectations of the futureratio of tax exempt to
taxable bonds.

The current ratio of tax exempt to taxablebondsisknown. In
the case of the BMA swaps, theratio isgiven by theratio of the
BMA index to 3 month Libor. Theonly thing left uncertainis
the expectationsof futureratios. Thetax exempt status of
municipalsand uncertainty about thetax legislationdrives
expectations. If municipal bondsweretolosetheir tax exempt
status, for example, theratio would moveto closeto 1.0.

The probability of thisoccurring isbetween 0 and 100 sothe
ratio of amedium to long term swap should be between the
current ratio of BMA/Libor and aratio of one.

When thereisthought to be high probability of material tax
legislation changes, it should effect swap ratiosalong theterm
structure of swaps. Uncertainty about tax reform should not
target aspecific swap unlessitisthe preferred vehicle of
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To position to take advantage of afall intheimplied forward
ratio on the 10yr, 5yrsfwd, buy the 15yr swap and short an
equal value of the Syr swap. Put onalong 15yr at 76.38% of
Libor, short a5yr at 69.01% of Libor.

The net position could be unwound immediately for aloss of
about 5 bps (.75% bid/ask spread on theratio, timesLibor)

The break-even shiftintheimplied forwardratiois 1.5%,
implying aforward ratio of 80.3% (assuming equal magnitude
shiftsintheratios of the5 and 15yr swaps). 80.3%is6.67%
higher than the current 10 year ratio of 73.63%, indicating that
rolldown worksin thetrade' sfavor.

Thereispositive carry of 41 bps per year under constant ratios
(No rolldown)

Therisk of thistradeisthat tax reform changestheratio of the
BMA with 3mo Libor. The percent changein the position’s
valuefor al% changeintheratiois0.33. (Ratio Duration, or
pricesensitivity to parallel shiftsintheratio curve)
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