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Current market situation o

The current market situation can be summarized as c&l Loans

follows: Net % of Banks Tightening Standards
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E  Rising foreclosures and delinquencies in the U.S.
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housing market.
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E  Re-pricing of risks leading to a sharp decline in the oV
asset backed securities market. -40% -
(] -— (o] =t L) [(a] I~ [s)] (] -— (o] =t L) [(a] I~
[s)] [s)] [s)] [s)] [s)] [s)] [s)] [s)] (] (] (] (] (] (] (]
()] ()] ()] ()] ()] ()] ()] ()] (] (] (] (] (] (] (]
-— -— -— -— -— -— -— -— (o] (o] (o] (o] (o] (o] (o]

E  Confidence crisis among financial institutions as

|arge financial institutions take huge hits. ——Loanstolarge and medium-sized firms Loansto small firms

Source: Federal Reserve Board
E  Some bond insurance companies  get

downgraded. Consumer Credit
Net % of Banks Tightening Standards

E  Temporary shutting down of markets for non- 50% -

agency mortgages due to funding difficulties and

collapse of asset-backed paper market. g
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E  Fear of a slowdown in U.S. consumption spending

on account of housing market collapse. Credit cards Other consumer loans

Source: Federal Reserve Board
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The Backdrop B

E  The roots of the present crisis can be traced back to Subprime 60-Day Delinquencies by Mortgage Vintage Year
the excesses in the credit markets and slack (In % of payments due)
regulatory oversight practiced in the aftermath of the — 2001 —10
dot-com bust and the September 2001 terror attacks
which pushed American economy into recession. o Joos T, NZ000 —®
E Credit was made easy and lending practices were — 2005 —
relaxed on the false premise of continuous growth in _ e " a4
housing prices. This created a bubble in housingand  //7 _ /T~ o)
other asset markets. — 2002, —2
E As interest costs rose borrowers faced payment . L0111 111110

i 1
. L . 1 5 10 15 20 25 30 35 40 45 50 55 6065 70 75 80 85
shocks due to a rise in interest rate during late 2006, Source: IMF Months after origination

which resulted in delinquencies and foreclosures.

E  Losses were transferred to lenders directly or through Delinquencies and Foreclosure Trends
derivatives based on subprime loans. 4% 16%

E Banks and other financial institutions started 2:/’:: 12:
reporting losses. All these led to fear psychosis and . -
loss of confidence among market participants due to 0% - e~~~ 6%
lack of transparency regarding exposure of each g 55 g g g g g g g g g g g
participant to the subprime mortgage market. 3 g 3 g 3 g 3 g 3 g 3 g 3 g

—— Foreclosures (%oftotal loans) (LHS)
90 day subprime Delinquency (% of subprime loans) (LHS)
——subprime loan delinquencies(% of total subprime loans) (RHS)

* Please refer to Annexure 1 for a Primer on U.S. mortgage markets Source: Bloomberg
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The Housing Mar ket Started thi s BC

E  As interest costs rose borrowers faced payment .
US Pending Home Sales Index

shocks due to a rise in interest rate during late 2006,

140 -
which resulted in delinquencies and foreclosures. 105 /\/A«"_’\_\
E Leads to steady fall in U.S. existing homes sales; 110 \/W —
pending home sales index gives indication of a 95 1
further slowdown in U.S. housing market. 80 . . . . . . . . .
o) o) =+ =+ un un w w M~ M~
= harp decline in building permits and housing starts t 2 T Z T I T I I 12
E  Sharp dec gp g starts. s 3 & 3 & 3 & 3 & 3
E  Property values, even in cases where mortgage ——Pending Home Sales Index 5Year Average
) Source: Reuters
payment was made on time, had a sharp fall because
of foreclosures in neighborhoods. US Building Permits + US Housing Starts
E Introduction of stricter lending standards; reduced 2.5 -
o Anr AN
liquidity supply for borrowers. i 2.0 1 P 7% \\
S 15 {weaf Mo
E  Drop in the number of fi q u a | bufersamddrise in = . N
the COSt Of funds. 0 5 T T T T T T T T T T T T T T T
.OO\—!HNNO’)C")Q'#LOLOQDLOI\I\
2 R RYPYYRYP R K R K Q K K §
E  Consequently, rising inventory in the housing market. § 3 § 3 é% 3 § 3 é% 3 § 3 é% 3 § 3
—— US Building Permits US Housing Starts

E  Ratings were downgraded in RMBS and Mortgage

. . . Source: Reuters
Credit derivative market.
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eAf fecting financi al Il nstituti oi®S

E Two Bear Sterns sponsored hedge funds were forced to liquidate assets after subprime losses.

E IKB subprime positions were taken over by a state-owned German bank in the first instance of a
bailout.

E French bank BNP Paribas halted redemptions in two asset-backed funds.
E Aegis Mortgage, an American mortgage lender, filed for bankruptcy.

E German regional bank SachsenLB was sold to the ¢ o u n tlarggsbregional bank, Landesbank
Baden-Wuerttemberg, as it was on the verge of collapsing due to its exposure to subprime debit.

E  Bank of China ($9.7 billion) and ICBC ($1.23 billion) reported exposure to securities backed by
subprime mortgages.

E British mortgage lender Northern Rock applied to the Bank of England for emergency financial
support, prompting hasty withdrawal of savings by worried customers.

* Please refer to annexure 2 for the list of mortgage lenders affected by the crisis
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éeCreating a fear psychosi s adve s

E Spreads in the money market widened due to
loss of confidence among market participants.
Lack of transparency regarding the actual
exposure of financial entities to the subprime

Weekly Outstandings
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market led to a confidence crisis among i »’/J' Y l
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participants. A~
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E  The situation became worse at the end of the S &§ 8 8 3 & 5 5 5 &
o o = = o o p= = o o
third-quarter leading to widespread inability to 8 8238823 § 8
raise short-term funds, including highly rated —— CP Outstanding; SA (LHS) ABCP; SA (RHS)
short-term commercial paper. This crisis of  Source: Federal Reserve
confidence was evident from the large drop in
Outstanding Commercial Paper Market. TED Spread
. . . ] 250 -
E Spreads in money markets continue to remain 200 4
high. 150 -
&
. . .. 2 100 +
E Central banks are keeping a close vigil on the s
. . 1 4 #& o WY
overnight rates and stand ready to intervene o WM T AA MV AT TN
whenever required. 50
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E Commercial paper segment of the money § 3 § 3 § 32 8§ 3 § 3 &
market is still closed for highly leveraged ——3M Libor USD-3M UST Spread 5Y Average
borrowers. Source: Reuters
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eAnd troubled t he

Spreads widened on structured credit securities,
primarily on securities that were backed by
subprime mortgages. Spread on investment
grade CDX of 5 years reached 77.88 which is far
greater than its two-year average of 45.06.
Default spread between CDXHY 5Y and CDXIG
5Y is also floating above its two-year average
though it declined slightly in the second week of
December.

Increased use of leveraged loans as a primary
form of debt financing has made them
unattractive due to the adverse market
conditions. This would increase the cost of LBO
financing and may make them unappealing.

Turmoil in the credit markets is leading to a flight
in treasury prices as investors are looking for
safer avenues to park funds.

Market participants are expecting more write-offs
by financial institutions which is putting pressure
on the prices of debt instruments of financial
companies.
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éLeading to heavy | osses for | e®c¢

E  Banks in the U.S. and the U.K. incurred heavy losses . :
. o Banking Sector Write-Offs
due to their direct and indirect (SIVs) exposure to

subprime MBS and related derivatives. Total banking Institution Name Business Losses
Type (In Billion $)

sector losses have crossed $75 hillion.

Citigroup B 24.10

E  This has put a significant strain on the risk capital of the sl el )2 22.50
banks who had to seek funds from sovereign wealth UBS AG B 13.70

] ] ] Morgan Stanley B 10.30

funds based in Korea, Singapore and the Middle East. Crédit Agricole Bank 4.80
Citigroup is raising $14.5 billion from the Middle East HSBC Bank 3.40
while UBS is securing $11.9 billion from Singapore Bank of America Bank 3.30
gover nmaevestdent arm and Middle East CIBC Bank 3.20
investors. Funds were also made available by rich Deutsche Bank 1B 3.10
individuals of these countries, e.g. Saudi Ar abi a éz:;cr'zz;::ita' :E 2'28
Prince Alwaleed bin Talal, who invested in Citibank. - Bark G0

E  Banks are also initiating cost cutting measures to Lehman Brothers 1B 2.10
sustain jumbo losses. Citigroup has announced a job LBBW Bank 1.10

cut for 4,200 employees. JP Morgan Chase B 2.90
Goldman Sachs IB 1.50

E  Also, the banks are facing high borrowing costs due to Credit Suisse Bank 1.90
the confidence crisis. Wells Fargo Bank 1.40
Wachovia Bank 2.40

E All these have led to the poor performance of the RBC Bank 0.36
banking stocks in the bourses. Commerzbank Bank 0.43

Source: Wikipedia  * IB= Investment Bank
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é Al

S 0, pPposSi ng a

E According to IMF, macroeconomic risks have
increased substantially in the last three months but
have not reached a level that can pose a serious
threat to the global financial system. Moreover,
world economic outlook still remains positive.

E U.S. macroeconomic risks have diminished in
some areas that are mentioned below:

A The growth differential between regions is
lessening due to a rise in domestic demand in
Europe and emerging markets.

A U.S. growth dependence on domestic
consumption is declining. It is slowly and
steadily being replaced by consumption in
developing economies which implies that U.S.
export will continue to increase in coming
months. This is further supported by the
weakening of the dollar.

A The much required sense of balance has
returned among investors due to the present
crisis resulting in re-pricing of risk.

| sk to the st aliPl

Global Financial Stability Map (September 2007)

Risks

Emerging market Credit
risks risks

- April 2007
GFSR

Current
(October 2007

Market and
liquidity risls

Macroeconomig
risks

Monetary and Risk
financial appetite

Source: IMF

Conditions

Global Confidence Crisis T Jan 2008



éand creating worries about US ®&c

E  Personal consumption expenditure forms 71%
of U.S. GDP.

E  Most recessionary arguments are based on the
premise of slowdown in personal consumption
due to the depreciation in home equity.

E  However, mortgage equity withdrawal does not
form a major chunk of personal consumption
expenditure 1 It was 1% of PCE in the first
quarter of 2007.

E  Moreover, recent data suggests that i

A U.S. core personal consumption was up
3.0% in Q3 of 2007.

A  Though U.S. savings are dismal, the
country remains the major destination of
investment for foreign savings, which will
continue to feed domestic consumption.

Equity Extraction i Contribution to PCE
(Portion used for personal consumption, % of PCE)

3.07
2.5
2.04

1.5
1.04
0.54
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Source: BEA

E  However retail sales are slowing down i declining 0.4% in December on month-on-month basis.

E  The major risk to the U.S. consumers is the tight lending standards adopted by the banks. This can affect
consumption, as it would be difficult for them to sustain current levels of consumption spending with the low

savings.
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€ I mpacting US economic growth 'B

E U.S. economy shows signs of a slowdown ISMManUfacturing Survey
with the banking sector adopting tight
lending standards.

E Retail sales declined by 0.4% in December
on month-on-month basis and industrial
production declined by 0.3 % in November.

E Employment data is also far from exciting.
Non-farm private employment increased by
just 40,000 in December and
unemployment rate reached 5%. ADP Non farm Private Employment Change, SA

Source: Reuters

E U.S. consumer confidence is below the five-
year average.

E Dollar continues to decline against all major
currencies except for Canadian dollar and
GBP i positive for U.S. exports.

Source: Reuters
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