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Capital vs. Leverage

» Everyday We All Deal With Regulatory Capital
Ratios vs. Gains From Financial Leverage

» We Want More Capital — You Want To Put Up
Less

» The Once Comfortable Capital Markets Are
Struggling To Find A New Balance Point




Capital vs. Leverage

Why Are Mortgage Products
Priced Like This?

— Higher Perceived Risk =» Higher Returns
— De-leveraging = More Capital

— Greater Distrust Among Counterparties
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Mortgage Market Overview: It Is All About De-Leveraging!

Summary and Recommendation

. De-leveraging in financial markets continues to wreak havoc, not only on the pricing of non-agency securities, but
now also on agency securities. In August 2007, during the first leg of the de-leveraging, FBR estimated that either
the system had to attract $150 to $250 billion of permanent capital, or the pricing of mortgage assets would adjust
downward, which appeared to be the more likely outcome. Today, we estimate the financial industry needs $1
trillion of permanent capital to maintain current pricing, which it will be unable to obtain. Without additional capital,
prices will fall to levels where the buyers can earn a 15% rate of return. This de-leveraging phenomenon is the
main driver of non-agency AAAs trading down to the mid 70s, and agency spreads widening out to a 23-year high.
As we wrote back in August 2007, price adjustment will be painful, with many existing portfolios and mortgage
originators either failing or becoming much smaller. Already, the adjustment has eliminated most non-agency
structured finance companies. We believe that it will take about six to 12 months for the pricing pressure to
alleviate on these mortgage assets. There is no quick fix here; it will take time, but will create plenty of
opportunities for those financial entities that can take advantage of the current pricing environment.
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Mortgage Price Distress

» Global Investors Have Lost Confidence In
Mortgage Collateral

» Agency Spreads To UST Near All-time Highs
Generating ROEs In 15% Range

» The Capital Markets Are De-leveraging
Mortgage Investments




Mortgage Price Distress

» AAA Agency Mortgage Security Carry Trades
Require Real Capital; Not Just 20% Risk Based
Capital

» Super Senior AAA Tranches Of Mortgage
Securitizations Are No Longer Viewed As Risk
Free

» AAA Rated SIVs Are No Longer Viewed As
Riskless




Mortgage Price Distress

» Non-agency Mortgage Products Are No Longer
Viewed As “Almost Agency” Risks

» Non-agency To Agency Spreads Have
Increased

» Deleveraging Greater For Non-agency Mortgage
Products




Mortgage Price Distress

» Non-agencies Require Even Higher Returns To
Attract Investment

» More Capital & Higher Returns =» Prices Must
Decline!

» For the Riskier Mortgages, The Decline Is Even
More Dramatic!




Mortgage Price Distress

» Compared To Agency Prices Of 98 to 101
» Would You Require 10% to 22% ALLLS?

» Non-agency Pricing Appears To Be Based On
FEAR, Not Fundamentals
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NATIONAL DELINQUENCY RATES: PRIME, ALT-A & SUBPRIME LoANS
(CHART 10} (CHART 11)
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NATIONAL
(CHART 13)

ForRecLOSURE RATES: PRIME, ALT-A & SUBPRIME LOANS

Prime: Foreclosure
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<HELP> for explanation, <MENU> for similar functions.
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<HELP> for explanation, <MENU> for similar functions.

Enter 2<go> - 8<go> for loan level details
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Mortgage Price Distress

» Substandard? — Most Likely
» OTTI? — Not My Call!
> 9% -12% Losses? — Nowhere Near Yet!

> Are These Prices Irrational?
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TED SPREAD

A Measure Of Uncertainty In
Today’s Financial Distress
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{HELP> for explanation, <MENU> for similar functions. Index DEF

Page: 1/ 1
TED SPREAD

Bloomberg Financial Definition

Ted Spread. The price difference between three-month futures contracts for U.S.
Treasuries and three-month contracts for Eurodollars having identical expiration
months.

The Ted spread can be used as an indicator of credit risk. This 1s because U.S.
T-bills are considered risk free while the rate associated with the Eurodollar
futures is thought to reflect the credit ratings of corporate borrowers. As the
Ted spread increases, default risk i1s considered to be increasing, and investors
will have a preference for safe investments. As the spread decreases, the
default risk 1s considered to be decreasing.
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TED Spread

» TED = 3 Mo. LIBOR vs. 3 Mo. UST

> Historica

> Previous

ly 25 — 50 BP Range
y 5 BP Swing Very Severe

» Spread More Than 2 X Average
» Peaked At Almost 7 X Average

» Now TED = Measure Of DIStrust Of Global
Capital Markets Players
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Counterparty Risk In The
Investment Grade Universe



Investment Grade Counterparty Risk

» Liquidity Constraints

» Risk Based Capital Changes
» Accounting Pains

» Changed Risk Profiles

» “New” Assets To Classify
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Investment Grade Counterparty Risk

Liquidity Constraints

— Reduced Wholesale Borrowing Avenues

— Deposit Costs Not Falling In Step With
Treasury Interest Rates

—“Long Term Liquidity” Plans Not Working

— Our Presumptions Are Not Aligning With The
Market's Realities
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Investment Grade Counterparty Risk

Liquidity Constraints

— For Some, FHLB Only Borrowing Source
— Agency Reverse Repos Uncertain
— Whole Loan RR No Longer Exists

— Brokered CD Rates Much Higher On Greater
Demand
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Investment Grade Counterparty Risk

Liquidity Constraints

» LRM Will Be A Regulatory Focal Point For The
Foreseeable Future

» Not So Simple Any More
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Investment Grade Counterparty Risk

Liquidity Risk Management

» TB 77 Remains The Primary Guidance On Best
Practices Of LRM

» LRM Article In Quarterly Review of IRR
— Basel W/G On Liquidity
— US Interagency LRM Guidance
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Investment Grade Counterparty Risk

R/B Capital — Mortgage Assets Can
Shift To Different Buckets

— Downgraded Non-Agency Mortgage
Securities Can Move To 100% Bucket

— RIK Of Downgraded Collateral — Scenarios
~or All Shifting To R/B Bucket Of Lowest
Rated Bond
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Investment Grade Counterparty Risk

Unexpected Consequences Of Previous
Investment Classification Decisions

—HTM vs. AFS — Coming Home To Roost

— A Material OTTI Charge Can Change
Reqgulatory Capital Position

— Prior HTM To AFS Transfers And OTTlI Is
Income Charge, Not OCI Adjustment
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Investment Grade Counterparty Risk

Changed Risk Profiles

— Previously Safe Muni Bonds Riskier Now
 Disintegration Of Auction Rate Market

e Termination Costs Encountered By Issuers To
Change Their Funding Structure

— Some AA & AAA Rated Private Label ABS At
Substantial Risk Of Loss

— Whole ARM Loan CMOs = Will They Lose
Their AAA Ratings?
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Investment Grade Counterparty Risk

“New” Assets to Classify

— Many Must Face And Resolve Securitized
Asset Classification Issues, Maybe For The
First Time

— Securities Are Classified Under Same
Guidelines As Loans

— Less Than Fully Realized Contractual Cash
Flows Should Be Classified
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Sensitivity To Market Risk

Implications Of Current
Marketplace Distresses
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Sensitivity To Market Risk

» “New” Market Pricing Is More Volatile!
» What Are Rate Shocked Prices Now?

» Different Credit Spreads Have Moved Prices
—Is This A New “IRR Sensitivity” Component?

» It Is A “Market Risk” Component!
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Sensitivity To Market Risk

Modeling Assumptions That Were
“Generally Accepted” Are Not Working!

— How Do You Estimate Cash Flow Now?

— What Is The Prepayment Rate For A Pool
With 20% Highly Delinquent, But 80%
Performing As Agreed?

— What LGD Is Right? =» But, Then Where Can
You Find It?
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Sensitivity To Market Risk

» OTS ENPV Model’'s Mortgage Pricing
Mechanism Starts With Quotes On A Huge
Universe Of Traded Debt Securities = We Start
From PRICES!

> If Your Model Is Cash Flow Driven But Not
Adjusted For Market Factors, Or A Level Il
Process, We WILL Have Differences!

» Document, Document, Document !!l
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Mortgage Mutual Funds

Market “Prices” vs. “Reasonable
Valuations”
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Schwab vs. Shay

» Schwab’s Action Different From Shay’s

» Schwab'’s Liquidations Took NAV To $7.50
» Maybe Not Institution Oriented?

» Conservative Today, Gains Tomorrow?

» Which Is Right?
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Schwab vs. Shay

» Shay |Is Protecting Shareholder Value Within
The Rules They Can Play By

» Valuation Efforts Are Extensive, No Specific
Concerns By Regulators Or FHLB, Yet.

» By Closing Fund To New Investors And
Implementing RIK, Avoided Being Forced To
Recognize “Last Executed Trade” As Fair Value
Of Entire Portfolio.
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Shay AMF Conference Call

> | Monitored The June 4 Call To Investors.

» | WIll Try To Help Clarify Any Capital Markets
Questions You Might Have, If | Can.
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