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TED Spread & Components - 2008

The "TED Spread” is a measure of credit risk for inter-bank lending. It is the difference
between: 1) the three-manth 115, treasury bill rate; and 2 the three-month LIBOR rate, which
represents the rate at which banks typically lend to each other. A higher spread indicates

banks perceive each other as riskier counterparties.

Percent
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RISE OF MORTGAGE BOND MARKET

Cutstanding mortgage-backed secunties
(% billion)
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GROWTH OF SUB-PRIME LENDING

Annual volume of % share of
sub-prime Sbn mortgage market
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U.S. Existing Home Sales, Inventory, and Months Supply
December 2005 — September 2008

12

10 A

—&— Inventory (Maonths to Sell)

5]
‘/_,;/ \-\.\.—-——./‘. —B— Sales (Homes-Milliong)
Inventary (Homes-Millions)

Dec 05 Mar06 Jun 0B Sep 06 Dec 06 Mar 07 Jun 07 Sep 07 Dec 07 Mar 08 Jun 08 Sep 05

Each sales data paint (blue lineg) is annualized based on the most recent month's rate of sale.
The inventary figure {(green line) represents the number of hames for sale at a paint in time.
The inventary months ta sell {red line) is how many months it would take to sell the existing inventory.

Source Data: Mational Association of Realtors [MAR)
Chart Created by Contributor



US HOUSE PRICE TRENDS

% increase/decrease year-on-year

16.0

14.0
12.0

10.0

4.0

eI )

2.0

0.0

-2.0

-4.0

-6.0

-8.0

-10.0

Q2 2008 foracast

%ﬁ?ﬁfﬁﬁiiﬁfﬁf

SOURCE: Center for Rezpongible Lending/OFHED/NAR

27



800,000 -

700,000 4

600,000 -

500,000 -

400,000

300,000 -

200,000

100,000 -

Properties with Foreclosure Activity

739,714

649917

527,740

446,726

333,627

239,770

Q1 07 Q207 Q307 Q4 07 Q108 Q208

Source Data: RealtyTrac Press Releases of "U.S. Foreclosure Market Report”
Chart Created by Contributor

765,558

Q308




L1601 &by 7 #Ua AT

L OAU220)) &5 7R

b, BT RIE N X

ZIK J%\

29



o IRVTIGHLIRE R
- EELI&]\%LT%LE_; AR 3 /j_,\QXZE_; AN
FLHF §I’Ju TR ICIRAF N A I AR . UESF
B A IR T NG 5 = IR %%EI’LLLH

NGIRIESEE PN/ S I LT i s 8 REH]
e T A

\

J«J—L F'l

L

30



32

28 -

24 -

20

16

12

Quarterly U.S. Bank Earnings 2004 - Present

$ Billions
40 4 M Securities and Other Gains/Losses, Net 38.0 38.1
B Net Operating Income 36.9 36.8

318 4, 325 33.2 32.6

311

1 2 3 4 1 2 3 4 1 2 3 4 1 2 3 4 1
2004 2005 2006 2007 2008

Source: FDIC Quarterly Banking Profile Q1 2008



CURRENT INDEX VALUE OF
MORTGAGE BONDS, 2007=100

Implied value of morigage-backed
bonds izgued in Jan 2007
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SOURCE: Economist
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Mortgage-Backed Securities (MBS) Downgrades

Rating agencies (e.g., 3&F and Moody's) have downgraded
the credit ratings on nearly $1.9 trillion in MBS, This places
pressure on financial institutions holding these securities to
write down their value, potentially requiring banks to acquire
additional capital.
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Source data; Fortune Wagazine, 8408



Leverage Ratios For Major Investment Banks

The leverage ratio is a measure of the risk taken by a firm; a higher ratio indicates more risk.
Itis calculated as total debt divided by stockholders equity. Each firm's ratio increased between 2003-2007 .

35
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Source Data: Company Anhual Repors (SEC Form 10§)
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FED RATE MOVES
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CEREAL PRICES SURGED IN YEAR TO MARCH 2008

ittt

SOURCE: Bloomberyg, except rice: FAD/ Jackson Son & Co
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FiGURE 32

Changes in real rice prices in selected Asian countries, October-December 2003
to October-December 2007

Percentage change

= world price (Uss) [

K Warld price (NC)
A Domestic price (NC)
30 R
20 - | B
10 - | B

Bangladesh India Indonasia Philippires Thailand

f—J

Woter BC = natlona cumency Sowmas FAC, 2008,
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FIGUIRE 30

Long-term food and energy price trends, real and nominal

Index (2000 = 1)
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FIGURE 33

Agricultural production indices, total and per capita

Index {1999-2001 = 100)
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FIGURE 36
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Morigage
o Broker

Lender

step 1 — The Bonower obtains a ban fioma
Lender. This may be done wath help ficen a
Meottzaze Bioker. In mary cases the Lender and the
Meottzaze Broker have no finther iteraction wth the
Borrarer after the loan 15 mads.

Cach

Step 2 — The Lendersells the ban to the Ismer
and the Bomowrerbegins making monthly parments
to the Servicer,

Issuer

T ot e

Carh

Mondhhr

Pamonk

Investors

Trustee

Underwriter

Rating Agency

_____

Credit Enhance ment

Provider

Step 3 — The Ismer sells secrities tathe
Itvrestors. The Underaniter assists m the sak, the
Fatmgz & gency mtes the securities, and Creddt
Enhancemert may be obtamed.

StE]] d — The Servicer collects morthly payrnents
fiomthe Borroarer and remnats paymerts to the Isser.
The Servicer and the Tristes manage delmqert loans
according to terns set forth mthe Pooling &
Servicing A srecrnent .
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Understanding the Financial Leverage Profit Engine

W @

ou L
) i
*-._) ""_I) MOI’TQEQ@
i » Backed H
. . arme
Investors Financial Security ¢ Oweners
- Institution | (MBS Martgage
5% interest paid 8% interest received Portfolio s

to investor @ from MBS portfolio Fayments

11 Let's say an investment bank borrows money from an investor or money market fund and agrees to pay a 5% interest rate. The MBS portfolio is
callateral, which the investors can seize in the event of a default on interest payments.

21 The investment bank uses the funds to expand its MBS poartfolio, which is paying an 8% interest rate (perhaps due to some higher-risk mortgages
caomprising the MBS). The 3% difference between the amounts is called the "spread.”

31 For every $100 invested in this manner, the investrment bank gets §3 profit margin (5100 X 3%= §3). This provides an incentive to borrow and invest
as much as possible, known as "leveraging.” This was considered safe during the housing boom (through early 2007, as MBS portfolios typically
received high credit ratings and defaults were minimal. Since investrment banks do not have the same capital reserve requirements as depository banks,
many borrowed and lent amounts exceeding 30 times their net worth. By contrast, depository banks rarely lend maore than 15 times their net waorth.
Freddie Mac was leveraged nearly 70 times its net worth.

41 With increasing delinquencies and foreclosures during 2007-2008, the value of the MBS portfolios declined. Investors became concermed and in some
cases demanded their money back, resulting in margin calls {immediate need to sellfliquidate the MBS portfolios at fire-zale prices) to pay them. At such
a high leverage amount, many investment banks and maortgage companies suffered huge losses, bankruptey, or merged with other institutions.

5) Because MBS securities are now considered "oxic” due to uncertainty in the housing market and cannot be sold readily (i.e., they are "illiquid"), their
values have plurmmeted. The market value is penalized by the inability to sell the MES; it may be less than the value the actual cash inflaw would merit.

B) The ahility of financial institutions to obtain funds in this manner via MBS has been dramatically curtailed. Spreads have narrowed, as investors are
demanding higher returns to lend money to highly leveraged institutions.



Subprime Mortgage Crisis — Diagram 2 of 2

Housing
Bubble -
See Diagram
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Government & Industry
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Assistance Bailouts
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* Economic *Hope kow Alliance *Fannie & Freddie
Stimulus Act of * Housing & Economic *Bear Stearns
2008 Recovery Act of 2008 = Morthern Rock
AIG
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Fescue

* Emergency Economic
Stahilization Act (37008 Bailout)
* Bank recapitalizations globally



Subprime Mortgage Crisis
Diagram 1 of 2

F 3

Housing Bubble Formation

Y

Lending Decisions by Institutions Borrowing Decisions by Individuals
GSE : High Risk Cultural Home Haousing
Mortgage LeBr?cTiE Cg?ggilt& (gﬂrs;t Mortgage Fressure Ferceived || Speculation
Buying Practicegs Availabili Ratings Froducts For Home A Safe &
Fractices ty d {ARM Ownership || Investment | |Owverbuilding
| | | | | | | |
Outdated Expectation Media, Context Bubble
Folitical D'@ﬁ:ifﬂm Lo;waltr;tsr&est Credit That Hollywood Of Recent | | Psychology
Influence MBS Tax CLTs Fating Fefinancing & Sowt. Dot-Com Self-
FPolicies Available Fromaotion Eust Reinforcing
| | | |
Govt Securitization| | Dot-com Conflict of
Objectives And B_ust Interest: Rising Housing Price Trend (Profit f Security Wotive)
[Regardng || Creqit Risk || & Foreign || ('@ ¥ated
Housing Insurance Investment Raters High Household Debt Levels

High Risk Tolerance & Leverage (Borrowing to Invest)
This diagram summarzes some of the causes bahind

_ _ _ the housing bubble that peaked in 2006, The housing
Outdated Financial Regulatory Regime bubble sat the stage for the suborimae motigage crisis.
Many of these efements have complex interactions not
_ _ shown. The rippie ordomino effect through the
tanagement Bonuses / Short-Term Profit Incentives housing and financial markets as home prices declined
s dasceribed in a separate diagram.




JEPRIME CRISIS: S5IZE, DELEVERAGING AND SOME POLICY OPTIONS

Figure 4. Mortgage-backed securities
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