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1. The @rlglns -

IRIYOB FHEUSING Market 1ooKs attractive.
IR2001 after Internet bust, Fed eases money supply and
MOLIAGE rates go down.. housmg becomes attractive

BOI-artist realtors sprout out everywhere
SE} eII sell

ﬁ’ﬁks devise clever insurance packages that enable
__;__ = people to meet monthly payments (e.g. ARMS, GPMs, and
~— — nothing down)

:—_ ~lgnorant people get caught in frenzy and the buy mania is
on {story of HR friend]

e Fannie and Freddie never buy mortgages of low quality
(e.g. with no down payment), but begin to do so, with the
defaults covered by insurance companies




1. The @rigins -
- " T _—

IRVEStMENRT Panks hecome uyers off CDOSs and MBOS
Whehrare notes backed by mortgages of all types,
ICIMIngsub-prime.

BANKSHUY. ‘because YIELDS are attractive and so can
JJI‘J‘C’V "at low rates and invest at higher rates

_ amental Problem: Housing Prices are too high and
: ,_r Gple puying the houses on the clever schemes really
= can't afford them

.= -Market continues to explode with prices going ever so
high

* Now, banks are involved, FRE and FNM involved, and

Investment banks and insurance companies are involved.

e Why? Show me the money!




S The Origins

Greenspan Lifts us Out of Internet Doom into Housing Doom
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S The Origins

National Home Price Index
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"1 The Origins

” Woerstiorindividualllarge MetrerAreasiss -‘"" e

Average Home Prices in Selected Cities
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S The Origins

NEEUROCONSIHEr housing prces asialproportioniofinavidualisincome.
IUSAWET ook at the ratiorofftheiannuallcost of a'30-year fixed rate
Miergage to median US income

The Affordability of Median Housing in the USA

Housing is
becoming more
expensive for
people
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1" The Origins

In nugg di0ermetropolitan areas, rentingis:alime
Je-mortgage Woulaaﬂﬁi-

Ever) o _Jn HOUSING rm.:.‘s BHENOVERVAUED aSIearlyAasi2008, Con
BIISINERI OIS OINTTNETHLULLIE With mortgage ISSUers ready to offer
ARMES :m_] othlng down.

wha‘f‘P

.-_.._ 1:. = —

,@,ﬂum want to sell, sell sell and keep telling buyers “Owning a
OUISENT ‘the best investment you'll ever make.”

_.-.\-_d-

__a-
=

S ;J_‘njd_m'é sold is 3% for buyer realtor and 3% for seller realtor.
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» Banks find clever ways to package these mortgages into tranches of
- ,a‘ll sorts, including sub-prime.

= Investment banks and commercial banks begin buying up the sweet
looking stuff with a good yield.

- Insurance companies insure the stuff against default.



nvestment Ban ks -

IRVEsEeEntEhanks buysall sorts of mertgag returnst
T 2y ,1}~ Qruse denvatwes—té!ﬁ@gg Some of theserrisks and/or transfer

thefrisks. =

MIchiiRthennvestments and leverage by these banks'is with
solleileralized financing. That is, you borrow money to do things and
9USE co]]a_ﬁ* » lIke a pool of MBS or CDS.

A .na \/el ue of this pool falls, the investment banks need to find more
er}= 'r collateral to maintain their credit lines.
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= ﬂ*f|n|t|on Collateralized debt obligations (CDOs) are an unregulated type of

asset-backed security and structured credit product. CDOs are constructed
- from a portfolio of fixed-income assets. These assets are divided by the
ratings firms that assess their value into different tranches: senior tranches
(rated AAA), mezzanine tranches (AA to BB), and equity tranches (unrated).
Losses are applied in reverse order of seniority and so junior tranches offer
higher coupons (interest rates) to compensate for the added default risk.
CDOs serve as an important funding vehicle for fixed-income assets.
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“Investment Banks...
BEaIgStealns collapsedi=awhy? | - J ’

mers were withdrawing money, closing lines of credit.

—

».i‘” bashed their stock further causing capital raising problems.
d 8_.I|0Ut and JPM buys for $2, eventually $10.

e

£ i

e

sEnnietand Freddie — why?

-
=

=0 e
e

_";'-‘ | ors began spreading.

:_?—-L'f—*‘ eeded more capital to maintain capital standards imposed by OFHEO
~ = (Office of Federal Housing Enterprise Oversight).

ﬁ ~3. Most exposure to non sub-prime mortgages, but entire company exposed
I(Heal estate market.

4. Worry that central banks would lose or dump FRE and FNM paper.

: 5. Internally, perhaps could make it, government determined not and took
control of company by backing them with $200B for 80% of preferred shares.

il
T
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EEHITIEITRETOHETS — W2 -

egan spreadl__q

elo 0Se dramatice

d that Lehman had too much risk in mortgae and housing market and could not
tcy

._x et Tnanagement unit for $250. A few days earlier they walked away...the big
vhen you're in trouble.

mo s:gegan spreading.
4 |t agencies downgraded their company. This meant that they had to post enormous
_-_..# —eeHateraI to back their Credit Default Swaps (lots of losses on these as well).

= ~ 3. They need capital desperately, but no one could take it on — no one even wanted too.

~ = 4. Paulson and government take over 80% of company in exchange for $85B lifeline.

- Merrill Lynch — why?

1. Very similar — trading at $17.
2. Thain does deal with BAC at $29 to get out before it's too late.
3. Larger capital base and customer deposits.
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Avestment Banks

-

prices began falling on Monday the 15™ through Thursday

lers killing stock on fears of similar problems.
‘down 7.5% in less than one week — MS down at one point
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“_S_O ugly about these investment banks? The Case of

I'I
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~ = Leverage of 24-to-1 (Balance Sheet)
- = lLots of exposure to housing market through mortgage portfolio and
_direct real estate.
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27 Investment Banks
A Prigigr ol rage---! - J"’

INAUETA 185 $10,000,0005 He then invests $240,000,000 by
90rrOWisle) Tl @ictral att 2%,

MENVESts 1 MBS securities paying 6.5% (he may even hedge out
IETESiate sk and some of the default risk with derivatives).

.l-

'r-l-'

lf tolinlef —;stay calm, every year makes: $15,600,000 pays interest of
_F‘ (’)—OOO \Wow, a profit of $11M and a return on equity of 110%!!!

l

i,

—'-'--

___- _—-_
it

_a.'--*' ut_what happens if real estate prices fall? And mortgage rates rise,
= causing a loss on the value of the assets? And what if defaults rise

- ———
= _.-_ —_—

~ andithe 6.5% interest rate begins falling lower than 2%67?
el Then, you owe more to your borrowing that you’re making...

® If the value of your assets fall, other people interacting with you may.
ask for extra collateral to support all of your leverage — where do you

get It?
14
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2y Ihvestment Banks

WihaRBUSIHESS Was [lehiman, Brothersiin? P

Capital Markets

The Capital Markets segment 13 drmded into two components:

Fived Income — The Company makes markets in and trades muruecipal and public sector instruments, miterest rate and credit
products, mortgage-related secunties and loan products, currencies and comumodities. The Company also orginates
mortgages and structures and enters into a vanety of dermvatve transactions. The Company provides research covernng
econonuc, quantitative, strategic, credit, relatrve value, mndex and portfolio analvses. Addinonally, the Company provides
financing, advice and servicing actvities to the hedge fund commuity, known as prime brokerage services. The Company
ENgAges 1 Ceffail propretary trading actmtes and in poncipal nvestng in real estate that are managed witlun thus
COMpPOonert.

Investment Banking

The Company takes an integrated approach to clhent coverage, orgamzing bankers into mdustey, product and geograpluc
Pail] I = ¥a I =
groups within the Investment Banking segment. Business services promded to corporations and governments worldwide

can be separated mto:

Giobal Finance — The Company serves clients’ capital rarsing needs through underwnting, prvate placements, leveraged
finance and other acuvities associated with debt and equty products.

Advisory Servicer — The Company provmides business advisory sermices with respect to mergers and acqusitions, divestitures,
restructurmngs and other corporate actvities.

Investment Management
The Investment Management business segment consists of:

Asset Management — The Company provides customuzed investment management services for high net worth clients, mutual
funds and other mstitutional mvestors. Asset Management also serves as general partner for prvate equuty and other
alternatve wvestment partershups and has munority stake investments 10 certai altermative ivestment mAanagers.

Private Investiment Management The Company provides mnvestment, wealth advisory and capital markets execution
services to lugh net worth and mnsttutional chients.



SO hvestment Banks

A OTRTES e businessidoing?. Income: Statementi2008 02

Capital Investment Investment
In millions Markets Banking Management Total
Three Months Ended May 31, 2008
5 revenues
est expense

Net revenues
Depreciation and amortization expense
Other expe

rment assets (1n billions) / /5

Three Months Ended May 31, .'EDI}

Depreciatc

Other expens
Income befo

Semment assets (in t:.uJJic

Oh no!
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2" Ihvestment Banks

exposurerdidithey, have torreal estate P

and other mventory po

of the follo

old But Wot Yet Purchased
Nov 30, 2007
S8 ; 332

Mortgage and asset-backed secunities. M\lortg: - : securiti
loans and interests in residental and 2 1

. bt are not linuted to mo
st of loans purchased
urities that are backed by mortgage
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" hvestment Banks

WHETENVESTtherleverage?, ~

In millions, except share data Tay 31, 2008 Nov 30, 2007
Liabilities and Stockholders’ Equity

161 HIVENtoLy

18



e

2y Ihvestment Banks

o Wheat agoueNley 3

{in milions, except per share data) (unaudited)

Three Months Six Months
Ended June 20, Ended June 20,
2008 2007 2008 2007
Revenues:
Premiums and other considerations $21,735 519,533 $ 42,407 $39,175
Met investment income 6,728 7.853 11,682 14,977
Met realized capital losses (6,081) (28) (12.,170) (98)
Unrealized market valuation losses on AIGFP super senior credit default swap
portfolio (5,565) — (14,672) —
Other income 3,116 3,792 6,717 7,741
= Total revenues 19,933 31.150 33,964 61,795

Benefits and expenses:
Incurred policy losses and benefits 18.450 18,221 34,332 32,367
Insurance acguisition and other operating expenses 10,239 8,601 19,652 16,928

28,689 24,822 53,984 49,295

(8,756) 6,328 (20,020) 12,500
(3,357) 1.679 (6,894) 3,405

Income (loss) before minorlty Interest (5,399) 4,649 {(13,126) 9,095
Minorlty Interest 42 (372) (36) (688)
$(5,357) § 4,277 $(13,162) § 8.407

Total beneflts and expenses

Income (loss) before Income taxes (beneflts) and minorlty Interest
Income taxes (benefits)

Net Income (loss)

Eamings (loss) per common share:
Basic 5 (208) § 184 § (511) § 322
Diluted 5 (208) § 184 § (511) § 3.21

19



“"ﬂ-.
3. Regulation
WHETENVESTBaEY :aﬁjg a'rmamoquina '

"--—-

WIBTEWa5 Christophier Co , Chairman of SEC?

Wiy eliel "they :r‘ _ov“thé uptick rule on shorting in 200672

S
_.#

IWHETEAVaSTA Tl Greenspan and the Fed?

Wnar.a W G)FHEO’>

-' 'fﬁr

= .f.dl :f'someone prohibit zero down mortgages and ARMS and
:;;__ er non -fixed rate mortgages?

yA0)



3. Regﬁ%tion

OINNUTSEaY; Septemerd.s, 2008, Moergan
iAcliddeEckiUp; to $24. - B —

i —
=

No riau@d Sgort s Hm _J JJ‘JJ r*nurs.errwnc.

-.—l-—.r h

Coraijp) Welp) "6 not lend their shares for shorting.

--l g
=
S

“around world pump $180B into money market to keep
I|qU|d|ty available.

SPal %n‘-announces a vehicle to dump bad debt by banks so capital
“can be freed up.

—_,-""""
" ___"
——-'_..-#-:-'___l_‘.____

e UKy prohlblts short selling on financial stocks.

=
—
=
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A The‘léhture

IRVESIOYISISHoUId not panic,— this enly:mak '
iiehicialimarkets. For exem‘tna}m had to
NGRENE to redemptions and $1"NAVissue.

——

The etre offfinancial markets are this way...we still"have more to go,
aplel iple ECor E)my will'feel the pain next as home owners lose real
yeralin) tnlre)tle h ‘declining heme values.

5o
. |-

SOME JJ»—“: ‘for thought

_uId We stop bubbles? They cause uncertainty,
on of Income and misuse of resources.

__;‘2;What would you change about the financial system? What would
- you worry about?

3. How much more is still to come?

22
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