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IS THE MORTGAGE MARKET CRISIS OVER?

Prime borrowers are now falling behind at a faster pace on their mortgages than
subprime borrowers

Overall time on the market is ~9.5 months: >$1lmm h  omes average 21+ months
and <$300k average only 8 months

Government sponsored modification programs continue to yield mixed results
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Source: Bloomberg Mortgage Bankers Association as of 8/31/09
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COOKING CLASS
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PHYSICS CLASS

The Pendulum Swings from

Greed to Fear
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FLIGHT TO QUALITY? NO, FLIGHT TO LIQUIDITY.

Yield (%) U.S. Government Yields by Maturity*
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1|t should not be assumed that these yields exist today or will in the future.
Sources: Bloomberg and IR&M estimates as of 11/30/08. Current yields can be provided upon request.
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LIQUIDITY IN THE TREASURY MARKETS

Spread
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Treasury Bid/Ask Spreads vs. Yields
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MATH CLASS

Securities Lending lllustration

Assumptions: Supposed to be Low-Risk, but invested in:
Enhanced
Enhanced Cash Yield > Repo Rate Cash Longer Spread Duration ABS
ECV does not realize losses (maintains Vehicle Subprime
$1/share) (ECV) LEH, AIG, etc.
Bank can sell ECV shares and close 7y
repo positions
Invest Receive
Leveraged Enhanced Cash
Cash Spread
Collateral Pay Repo Rate
Cashflows Pledge Collateral
Clent INDEX FUND / | Repo
=t CUSTODIAL BANK Counterparty
« < (Dealer)
Enhanced Cash Borrow
Yield less Repo Leveraged Cash
Rate

Source: IR&M estimates as of 9/15/09
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MODERN U.S. CREDIT MARKET HISTORY CLASS

Excess Returns

Barclays Excess Returns 2008 YTD 9/15/09
U.S. Agency (1.10) 1.92
U.S. Credit (17.86) 16.93
U.S. Long Credit (27.19) 24.65
U.S. Corporate (19.88) 19.33
Asset-Backed Securities (22.23) 21.39
CMBS (32.74) 24.87
U.S. MBS (2.32) 4.01

Source: Barclays Capital




HIGH QUALITY SPREADS WIDENED IN 2008

oo 5 Year Corporate Bond Spread Change YTD 2008 *
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1Source: Bloomberg as of 12/31/08; (AT&T Inc 4.95% 1/15/13, Berkshire Hath 5.10% 7/15/14, IBM Corp 7.50% 6/15/13, PepsiCo 5.15% 5/15/12, Verizon 5.35% 2/15/11).
The securities listed are for illustrative purposes only. This is not a recommendation to purchase or sell any of the securities listed.
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FLIGHT TO QUALITY, WAS IT RATIONAL?

$ Price
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8/31/08: MCD debt
traded at $4.41 less
than the 30Yr Tsy

12/31/08: MCD vs. 30Yr
Tsy $ spread has
grown to $30.12

75
8/29/08

Source: Bloomberg as of 12/31/08. The securities listed are for illustrative purposes only. This is hot a recommendation to purchase or sell any of the securities listed.
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LESSON ONE - DO YOUR OWN HOMEWORK

Rating Agencies — A Lagging Indicator 1?2
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Source: Barclays Capital Corporate Index OAS 12/31/2007-8/31/2009; 2JPMorgan downgrade/upgrade ratio 1999 to 8/31/2009 by $par
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THE S&P SHUFFLE

CMBS AAA Super Duper Index
OAS (bp) Option Adjusted Spread
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LESSON TWO — KNOW YOUR MARKET

Bulge-Bracket vs. Regionals
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LESSON THREE — DON'T PANIC

lYields may change.

Yield Levels Across Sectors

Yield (%) Yields by Maturity?
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Sources: Bloomberg and IR&M estimates as of 11/30/08. Current yields can be provided upon request.

The securities mentioned are for illustrative purposes only. This is not a recommendation to purchase or sell any of the above mentioned securities.
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U.S. GOVERNMENT TEACHES A-B -C's
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THE ROAD AHEAD
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