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Subprime — Broken Business Model
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What Went Wrong?

Two thirds of exceptional losses reported in past 9
months relate directly to US subprime exposure

» Modelling: Assumed a pool of uncorrelated assets

» Modelling: Unrealistic HPA (late 07 structures assumed

+7% HPA in perpetuity)

» Modelling: New subprime had little to do with legacy

subprime data
» Originate to distribute model
— End investors 4-6 levels removed

— Incentive structures

» Traded by credit structurers, not mortgage specialists

» Business selection: Direct correlation between big

originators and big losses

Source: Citi Fixed Income research

Policy Response

Asked by the G7
Finance Ministers

&

DICU-10SC0

Reviewing and
considering refinements
to their Code of Conduct
for Credit Rating
Agencies

IIF

Coordinating
industry’s input and
response to the
work and
conclusions of the
FSF and G7

UNIFED STATES and Central
: H I T ol Bankers to prepare
» Rating Agencies DE?.}RTNIIENT OF A report on the
Loy | “ “SU“Y market turbulence
» Originate to Distribute model Treasury Secretary Henry and make
Paulson proposed the recommendatlons
broadest overhaul of U.S. on policy responses
» Market Transparency financial regulation since the
Great Depression, saying
American capitalism needs
» Off Balance Sheet structures 0 be better prepared for
R ) ) “inevitable market
— Liquidity considerations disruptions”.
» Enhanced Financial Institution Risk ECOFIN ¢ & interim February
g report. Will act
Management Has a work “expeditiously” on
ey e programme, running recommendations
» Upgrade authorities’ crisis risk management  |unii the end of 2008, in its final April
capabilities reviewing / rerent
assessing,
. along with the EU's
» Mark to Market Accounting intemationsl
partners, further
improvements in
» Basel Il transparency,
valuation process
. and risk
» Regulatory Supervision management

— Bear Stearns — Fed

— Northern Rock - Triumvirate

Basel Committee
on Banking Supervision

Will, in the context of the FSF’s work and
conclusions, consider whether refinements to the
Basel Il framework are required. Will also
reemphasise Pillars 2 and 3 as complementary
components of the framework with particular
relevance to recent events in the context of forward
capital planning and disclosure




Previous Crises and Current Outlook
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Within the wide range of headline estimates, the range of losses
to be borne by the banking sector (including securities firms) is
tighter — more recent estimates have been in the $350-$500bn
range. Reported losses in this sector currently total approx.
$200bn

IMF estimates that losses from the current crisis may total
$945bn, with around half borne by banks and securities firms

This may be the largest crisis in nominal terms in recent history,
however, it is more modest as a proportion of GDP
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Total capital raising in the financial sector (both completed and
announced) totals just over $100bn

For comparison, the top 1000 banks in the world (source: The
Banker's 2007 survey (based on 2006 results)) have Tier 1 capital
totalling $3.4trn

Also from the Banker, profitability peaked in their 2007 survey with
aggregate pre-tax profits of $786bn, or 23.4% as a percentage of
Tier 1 vs. 22.7% a year previously and 19.9% the year before that

Assuming a depressed 15% return (equates to pre-tax income
$280bn lower than 2006) and an average 30% tax rate, net income
among the top 1000 banks would be $350bn

Issue will remain the concentration of losses and the loss
absorption capacity of sectors and individual firms rather than the
aggregates




