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COMMENTS ON THE JPMORGAN ACQUISITION OF BEAR STEARNS, RECENT ACTIONS OF THE
FEDERAL RESERVE AND OUR VIEW OF THE IMPLICATIONS FOR FIXED INCOME INVESTORS
By: Taplin, Canida and Habacht (TCH) Subadviser to the Aston/TCH Fixed Income and Aston/ TCH Investment Grade Bond Funds

BACKGROUND

OTHER FEDERAL RESERVE ACTIONS

On March 11, the Federal Reserve announced a new liquidity initiative in a coordinated action with the other G-10 Central Banks. The
new provision, called the Term Lending Securities Facility (TLSF),
offers up to $200 billion of 28-day secured borrowing for primary
dealers “to promote liquidity in the financing markets… and thus
to foster the functioning of financial markets more generally.” The
TLSF notably allows agency and non-agency mortgage-backed securities as collateral and is scheduled to be effective on March 27.
On March 14, Bear Stearns, the nation’s fifth largest brokerage firm,
announced it had received emergency funding from JPMorgan
that, in turn, is backed by non-recourse borrowing from the New
York Federal Reserve. In a press release issued by the Federal
Reserve, the Fed noted it would “continue to provide liquidity as
necessary to promote the orderly functioning of the financial system. The Board voted unanimously to approve the arrangement
announced by JPMorgan Chase and Bear Stearns this morning.”
On March 16, JPMorgan announced the acquisition of Bear Stearns
for stock that valued the company at approximately $2 per share,
compared with a March 13 price of $57 and a March 14 price of
$30. The acquisition values Bear Stearns equity at approximately
$270 million while the Federal Reserve accepted $30 billion in
assets to provide liquidity to Bear Stearns. All three ratings agencies have affirmed JPMorgan’s ratings (AA2/AA-/AA-) following the
announcement. In an investor conference call on Sunday March
16, JPMorgan stated that the transaction is expected to add
approximately $1 billion in ongoing earnings on an annual basis.
JPMorgan expressly stated that Bear Stearns’ operations will have
the “full faith and credit” of JPMorgan until consummation of the
transaction. Following consummation, JPMorgan “assumes the
capital structure of Bear Stearns.” All three ratings agencies have
responded today (March 17) by either upgrading the rating of Bear
Stearns or changing its credit watch to “Positive”. These actions
follow negative credit actions on Friday, March 14. Currently,
Bear Stearns’ senior unsecured debt is rated Baa1/BBB/A-. The
JPMorgan acquisition is a credit positive for Bear Stearns, as
reflected in higher valuations for the outstanding debt following
the news.
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On March 16, the Federal Reserve announced its approval of the
financing agreement put forth in the JPMorgan acquisition of Bear
Stearns. The Federal Reserve also announced two other initiatives
“to bolster market Iiquidity and promote orderly market functioning.”
The Fed created a new lending facility beginning, March 17, that
immediately extends credit to all primary dealers and allows for collateralization of a wider set of investment grade securities, including corporate bonds, with borrowing costs set at the discount rate
and loans available for up to three months. This facility will remain
in place for no less than six months and may be extended. The
Federal Reserve also cut the discount rate by 25 basis points, to
3¼%, or 25 basis points above the current targeted Fed Funds rate.
In “normal” financial markets, borrowing at the discount window is
for overnight funds, with fewer types of available collateral, at a cost
of 100 basis points above the targeted Fed Funds rate.
The next scheduled meeting of the Federal Open Market Committee
(FOMC) is set for Tuesday, March 18. Trading in Fed Funds futures
currently indicates a market expectation for a cut in the targeted
Fed Funds rate of 100 basis points, from 3% to 2%. A cut in the
discount rate by a like amount is widely anticipated. Should the
Federal Reserve cut the discount rate to the same level or below
the targeted Fed Funds rate, it would affirm the Fed’s view that
“systemic risk is clearly present.” According to a recent speech
by Federal Reserve Governor Mishkin, “Any such lending should
be temporary and implemented only in the highly unusual circumstance in which systemic risk is clearly present; that restriction
should prevent market participants from expecting such lending to
become a normal part of doing business.”

IMPLICATIONS FOR FIXED INCOME INVESTORS
While it appears that Bear Stearns debt holders will benefit from the
creditworthiness of JPMorgan (AA2/AA-/AA- with a stable outlook
at all agencies), the rapidity with which Bear Stearns collapsed is of
concern to debt and equity investors of other brokerage firms and
financial institutions. Bear Stearns reportedly faced $17 billion in client withdrawals over the course of two days, forcing the company
to seek emergency funding and constraining its ability to survive as
a standalone firm. The withdrawals reflect a “crisis of confidence”
exacerbated by earlier market rumors.
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The sharp increase in derivatives transactions and the use of financial leverage in recent years has led to greater integration of credit
risks among major financial institutions. By way of example, the
notional size of the credit derivatives market exceeds $45 trillion
and market participants are not required to disclose their trades or
exposures. Financial markets are likely to remain fragile as investors
evaluate potential counter party risk issues. Such concerns could
have a marked impact on liquidity in the corporate bond market.
These concerns are likely to be magnified by large financing needs
for major banks and brokerages as significant debt comes due
throughout 2008.
Despite heightened perceived risks, we reiterate our view that a
positive resolution to the current problems will develop over time.
We note the Federal Reserve’s focus on the financial markets and its
desire to facilitate a normally functioning marketplace by providing
accommodative monetary policy and unprecedented liquidity provisions. As highlighted by Lehman Brothers’ CEO Richard Fuld, ``The
Federal Reserve's decision to create a lending facility for primary
dealers and permit a broad range of investment grade securities
to serve as collateral improves the liquidity picture and, from my
perspective, takes the liquidity issue for the entire industry off the
table.''
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Taplin, Canida & Habacht (TCH), Miami, FL, uses proprietary quantitative tools and fundamental credit and sector research to seek
relative value opportunities in the fixed income markets.
Process Driven
• TCH follows an integrated research driven investment process
that seeks to add value above the benchmark
Experienced
• Founded in 1985, the portfolio management team has an average of 34 years of investment experience with no turnover
Dedicated
• Entire professional staff is committed to fixed income account
management
For more information regarding the Aston/TCH Fixed Income Fund
or the Aston/TCH Investment Grade Bond Fund please call Aston
Asset Management Advisor Services at 800-597-9704 or visit
www. astonasset.com.

In our view, the collective influence, interests and resources of
the Federal Reserve and other central banks, the U.S. Treasury
Department, the Office of Federal Housing Enterprise Oversight
(OFHEO), the U.S. Congress and major financial institutions will
prevail in restoring order to the fixed income market.

Bond funds have the same interest rate, high yield, and credit risk associated with the underlying bonds in the portfolio, all of which could reduce
a fund’s value. As interest rates rise, the value of a fund can decline and an investor can lose principal. The information contained in this article is
provided by TCH which is one of the Subadvisers utilized by Aston Asset Management LLC for the Aston Funds. TCH is not an affiliate of Aston Asset
Management LLC and their views do not necessarily reflect those of Aston. This article contains forward looking statements. Forward-looking information is subject to certain risk, trends and uncertainties that could cause actual results to differ materially from those predicted. Past performance
is no guarantee of future results.
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