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English_General

This presentation was prepared exclusively for the benefit and internal use of the J.P. Morgan client to whom it is directly addresse d and delivered (including such 

clientõs subsidiaries, the òCompanyó) in order to assist the Company in evaluating, on a preliminary basis, the feasibility of a possible transaction or transactions 

and does not carry any right of publication or disclosure, in whole or in part, to any other party. This presentation is for discussion purposes only and is 

incomplete without reference to, and should be viewed solely in conjunction with, the oral briefing provided by J.P. Morgan. Neither this presentation nor any of 

its contents may be disclosed or used for any other purpose without the prior written consent of J.P. Morgan.

The information in this presentation is based upon any management forecasts supplied to us and reflects prevailing conditions and our views as of this date, all of 

which are accordingly subject to change. J.P. Morganõs opinions and estimates constitute J.P.Morganõs judgment and should be regarded as indicative, 

preliminary and for illustrative purposes only. In preparing this presentation, we have relied upon and assumed, without independent verification, the accuracy 

and completeness of all information available from public sources or which was provided to us by or on behalf of the Company or which was otherwise reviewed by 

us. In addition, our analyses are not and do not purport to be appraisals of the assets, stock, or business of the Company or any other entity. J.P. Morgan makes 

no representations as to the actual value which may be received in connection with a transaction nor the legal, tax or accoun tin g effects of consummating a 

transaction. Unless expressly contemplated hereby, the information in this presentation does not take into account the effects of a possib le transaction or 

transactions involving an actual or potential change of control, which may have significant valuation and other effects.

Notwithstanding anything herein to the contrary, the Company and each of its employees, representatives or other agents may d isclose to any and all persons, 

without limitation of any kind, the U.S. federal and state income tax treatment and the U.S. federal and state income tax str ucture of the transactions 

contemplated hereby and all materials of any kind (including opinions or other tax analyses) that are provided to the Company relating to such tax treatment and 

tax structure insofar as such treatment and/or structure relates to a U.S. federal or state income tax strategy provided to t he Company by J.P. Morgan.

J.P. Morganõs policies prohibit employees from offering, directly or indirectly, a favorable research rating or specific price target, or offering to change a rating or 

price target, to a subject company as consideration or inducement for the receipt of business or for compensation. J.P. Morgan also prohibits its research analysts 

from being compensated for involvement in investment banking transactions except to the extent that such participation is int ended to benefit investors.

IRS Circular 230 Disclosure: JPMorgan Chase & Co. and its affiliates do not provide tax advice.  Accordingly, any discussion of U.S. tax matters included 

herein (including any attachments) is not intended or written to be used, and cannot be used, in connection with the promotio n, marketing or 

recommendation by anyone not affiliated with JPMorgan Chase & Co. of any of the matters addressed herein or for the purpose o f avoiding U.S. tax -related 

penalties.

J.P. Morgan is a marketing name for investment banking businesses of JPMorgan Chase & Co. and its subsidiaries worldwide. Securities, syndicated loan arranging, 

financial advisory and other investment banking activities are performed by a combination of J.P. Morgan Securities Inc., J.P. Morgan plc, J.P. Morgan Securities 

Ltd. and the appropriately licensed subsidiaries of JPMorgan Chase & Co. in Asia-Pacific, and lending, derivatives and other com mercial banking activities are 

performed by JPMorgan Chase Bank, N.A. J.P. Morgan deal team members may be employees of any of the foregoing entities.

This presentation does not constitute a commitment by any J.P. Morgan entity to underwrite, subscribe for or place any securitie s or to extend or arrange credit or 

to provide any other services.
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Products
Variance Swaps
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Products ðVariance Swaps

Variance Swaps

Â Variance swaps are a method of trading volatility

Â Basically, they allow to trade realized volatility against implied volatility .

Â For a given volatility strike K, a variance swap pays

where RV(T) is the realized variance up to maturity T,
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Example Variance Swaps HIS

ñTerm structure of variance swaps

Products ðVariance Swaps
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Products ðVariance Swaps
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Products ðVariance Swaps

Variance Swaps
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Products ðVariance Swaps

Variance Swaps

Â In theory, variance swap can be replicated by

1. Enter into a static European hedge

2. Execute a simple daily delta -hedging strategy
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Products ðVariance Swaps

Variance Swaps

Â In theory again, this is no problem:
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Products ðVariance Swaps

Variance Swaps
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Products ðVariance Swaps

Variance Swaps

However, the payoff can be approximated from above/below by vanillas
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Products ðVariance Swaps

Variance Swaps

Â òNatural Productó from a theoretical point of view

Â Practical restrictions

ñ OTM puts not very liquid Ą end up with unhedged downside Vega

ñ Daily delta -hedge can be expensive for single stocks.

Â Liquid market for major indices

Ą Very hard to implement for Single Stocks
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Products
SPI
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Products ðSPI

Synthetic Portfolio Insurance 

Â Basically synthetic CPPI

Â Aim

ñ Equity offers better return but is risky

ñ We want to invest in equity but such that we will get our investment 

back if stock market suffers.

Â Classic Option Solution: 

Find a such that initial value is equal to 100.
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Products ðSPI

Synthetic Portfolio Insurance 

Â Classic Option Solution:

ñ Typically expensive due to risk premium on option.

ñ In particular, volatility right now very high.

Â CPPI

ñ Dynamic rebalancing between the equity and the zero bond (òbond flooró)

ñ If the value of the portfolio reaches the bond floor, we still guarantee the 

terminal payoff.
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Products ðSPI

Synthetic Portfolio Insurance 
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Evidence for jumps

Products ðSPI
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Products ðSPI

Synthetic Portfolio Insurance 
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Products ðSPI

Synthetic Portfolio Insurance 

Â SPI algorithm basics

ñ Compute next equity exposure

ñ In the next step, the new basket value is given as
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Products ðSPI

Synthetic Portfolio Insurance 

Â SPI algorithm basics

and

Â Risk Properties of the Basket Value (which is guaranteed at 100% at maturity)

ñ Crash risk: a drop in equity of up to C percent is protected.

Ą any crash over this is protected by the issuer

ñ Increase in crash protection reduces equity exposure.

ñ If CĄ 0, then the equity exposure becomes maxD$ until the basket hits the 

bond floor (cf. previous example).
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Products ðSPI

Synthetic Portfolio Insurance 
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Products ðSPI

Synthetic Portfolio Insurance 

Â Basic algorithm may get òcash lockedó

Ą equity market crash eliminates earlier gains

Note: the same happened to the classic option solution

Remedy ðMinimal Exposure

Â Equity exposure is floored

Â Leads to a true option value in the SPI  
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Products ðSPI

Synthetic Portfolio Insurance 
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Products ðSPI

Synthetic Portfolio Insurance 

Â Basic algorithm may get òcash lockedó

Ą equity market crash eliminates earlier gains

Remedy ðMinimal Exposure

Â Equity exposure is floored

Â Leads to a true option value in the SPI

Â Real Vega  

Remedy ðLock-In

Â Terminal payoff of previous

values bond values of òlock-inó

dates.
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Synthetic Portfolio Insurance 

Products ðSPI
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Products ðSPI

Synthetic Portfolio Insurance ðOther features

Â Coupons

ñ SPI can easily be extended to pay coupons

ñ TARN features possible

ñ Equity-linked coupons

Â Linear bond floor

ñ Avoids reduction in equity exposure due to rate movements

Â Advanced underlyings

ñ Bespoke baskets

ñ Best-Ofs

ñ SPI on SPI (high risk on low risk)
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Products ðSPI

Synthetic Portfolio Insurance ðSummary

Â Very natural alternative to principal protection with options

ñ Inexpensive

ñ Transparent

Â Risk Management

ñ Crash risk

ñ Operational effort for daily tracking and reporting of NAV etc.

ñ Efficient execution in particular for bespoke baskets

Â Real Vega

ñ Minimal exposure

ñ Best-Of SPI
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Products
S&P Vol Control
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Products ðRisk Control

S&P Risk Control

Â Recall the SPI ðhere, we defined a strategy D$ (equity exposure) to modify 

the behavior of the basket.

Â A VolControl is a similar approach with the aim of achieving a given 

predefined target volatility starget.
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Products ðRisk Control

S&P Risk Control

Â The volatility of a strategy D$  with basket value

is theoretically given as

Â Hence, lets set

realized$
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Products ðRisk Control

S&P Risk Control

Â Basic algorithm

Â Actual product

ñ Realized variance is the average of two horizons (e.g. 100 and 200 days)

ñ Maximum equity exposure used
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Products ðRisk Control

S&P Risk Control

S&P Global Infrastructure Risk Control Index: Historical performance
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Products ðRisk Control

S&P Risk Control

S&P Southeast Asia Risk Control Index: Historical performance
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Products ðRisk Control

S&P Risk Control

S&P 500 Risk Control Index: Historical performance
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Products ðRisk Control
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Products ðRisk Control
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Products ðRisk Control
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Products ðRisk Control

Performance smoothed out 

over the cycle.


