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Subprime crisis affecting the globe

The Credit Squeeze Hits Global Properties

First came the U.S. housing bust. Now comes the overseas aftershock. As the global financial system
reels from the credit crunch, skyscraper projects have stalled in London, Tokyo developers have
gone belly-up, and Indian office space can be had for fire-sale prices.

What do bad U.S. home loans have to do with office buildings halfway around the planet? Plenty
Global lenders, chastened by the subprime mess, are denying credit to many builders and
demanding tougher terms on loans to buy or refinance commercial properties. And as those same
lenders lay off thousands of workers, they need less office space—putting downward pressure on
rents and spurring developers to rethink their plans.

Deal making has slowed sharply. The value of commercial real estate transactions worldwide in the
first six months of this year was only $306 billion, about half the level of the same period in 2007.

CHAMGE IN VALUE OF TOTAL
TRANSACTIONS, FIRST HALF OF

2008 VS. FIRST HALF OF 20007

T
us. -69%
sian | =405
rance | =570
e | =1 6%

el e | =B0%

Data: Raal Capital Analytica

British Blight

London may be suffering the most. As costs for commercial real estate financing in the British capital
have soared, only 3 of 19 major office projects announced since 2006 have gone ahead as planned.
Developer British Land is delaying construction of a 47-story skyscraper popularly known as the
Cheese Grater (owing to its triangular profile). Overall, purchase prices for British commercial
property are down 20% from mid-2007 and could fall 15% more by the end of the year.
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The Spanish property group spent $3.7 billion in 2007 for the London headquarters of bank HSBC.
Europe's biggest-ever real estate deal. HSBC agreed to remain in the building and extended
Metrovacesa $1.5 billion short-term loan, to be repaid this fall after the Spanish group lined up long-
term financing. The building has lost nearly 30%.

Subprime isn't the only source of trouble. In Japan, banks fared relatively well in the wake of the U.S.
mess. But a flagging economy and weak consumer confidence have clobbered smaller developers.
Nine publicly traded real estate and construction groups have filed for bankruptcy this year,
including Sohken Homes, which sought protection from creditors on Aug. 26. That, in turn, provoked
profit warnings by banks that lent to the companies.

Over exuberant development has been confined largely to fast-growing markets, particularly China
and India. In the Chinese cities of Chongging and Zhengzhou, more than 30% of existing space is
vacant after a building binge two years back, and an additional 4.8 million square feet of space is due
for delivery this year in the two cities, according to Jones Lang LaSalle. In India, inflation, high
interest rates, and stock market turmoil have taken a toll, with rents off by as much as 40%. The U.S.
slowdown, meanwhile, has dampened demand for "cubicle developments" used by outsourcing
shops. "Most IT companies said, 'No more expansion.
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So far damage to lenders has been limited. But banks in Ireland and the Netherlands might be forced
to take write downs, and investment funds targeting Western European property could be in
trouble. The outlook is even grimmer in Spain, where real estate prices have been in free fall.
Martinsa-Fadesa, a major property company, filed for bankruptcy. Colonial, is struggling with $14
billion in distressed debt. For all the bad news, the situation creates opportunities for those with
cash. Pension funds and sovereign wealth funds "still have money to invest.
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Subprime crisis affecting the globe

Boom and bust in the housing market

A combination of low interest rates and large inflows of foreign funds helped to create easy credit
conditions for many years leading up to the crisis. Subprime borrowing was a major contributor to
an increase in home ownership rates and the demand for housing. The overall U.S. home ownership
rate increased from 64% in 1994 (about where it was since 1980) to a peak in 2004 with an all-time
high of 80%.

This demand helped fuel housing price increases and consumer spending. Between 1997 and 2006,
American home prices increased by 124%. For the two decades until 2001, the national median
home price went up and down, but it remained between 2.9 and 3.1 times the median household
income. By 2004, however, the ratio of home prices to income hit 4.0, and by 2006 the ratio was 4.6.
Some homeowners used the increased property value experienced in the housing bubble to
refinance their homes with lower interest rates and take out second mortgage against the added
value to use the funds for consumer spending. U.S. household debt as a percentage of income rose
to 130% during 2007, versus 100% earlier in the decade. A culture of consumerism is a factor "in an
economy based on immediate gratification". Americans spent $800 billion per year more than they
earned. Household debt grew from $680 billion in 1974 to $14 trillion in 2008, with the total
doubling since 2001. During 2008, the average U.S. household owned 13 credit cards, and 40 percent
of them carried a balance, up from 6 percent in 1970.

Existing homes sales, inventory, &
and months supply, by guarter.
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Subprime crisis affecting the globe

Overbuilding during the boom period eventually led to a surplus inventory of homes, causing home
prices to decline, beginning in the summer of 2006. Easy credit, combined with the assumption that
housing prices would continue to appreciate, had encouraged many subprime borrowers to obtain
adjustable rate mortgage (ARMs) they could not afford after the initial incentive period. Once
housing prices started depreciating moderately in many parts of the U.S., refinancing became more
difficult. Some homeowners were unable to re-finance and began to default on loans as their loans
reset to higher interest rates and payment amounts.
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An estimated 8.8 million homeowners — nearly 10.8% of total homeowners — had zero or negative
equity as of March 2008, meaning their homes are worth less than their mortgage. Increasing
foreclosure rates and unwillingness of many homeowners to sell their homes at reduced market
prices had significantly increased the supply of housing inventory available. Sales volume (units) of
new homes dropped by 26.4% in 2007 versus the prior year. By January 2008, the inventory of
unsold new homes stood at 9.8 months based on December 2007 sales volume, the highest level
since 1981. Further, a record of nearly four million unsold existing homes were for sale, including
nearly 2.9 million that were vacant. This excess supply of home inventory placed significant
downward pressure on prices. As prices declined, more homeowners were at risk of default.
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Subprime crisis affecting the globe

IS HOUSE PRICE TRENDS, 1988-2008
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U.S. housing prices had fallen approximately 29%. By September 2008. The price decline in
December 2007 versus the year-ago period was 10.4% and for May 2008 it was 15.8%.Housing prices
are expected to continue declining until this inventory of surplus homes (excess supply) is reduced to
more typical levels

Speculation

Speculation in real estate was a contributing factor. During 2006, 22% of homes purchased (1.65
million units) were for investment purposes, with an additional 14% (1.07 million units) purchased as
vacation homes. During 2005, these figures were 28% and 12%, respectively. In other words, nearly
40% of home purchases (record levels) were not primary residences. "Speculators left the market in
2006, which caused investment sales to fall much faster than the primary market."
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High-risk mortgage loans and lending practices

A variety of factors have caused lenders to offer an increasing array of higher-risk loans to higher-risk
borrowers. The share of subprime mortgages to total originations was 5% ($35 billion) in 1994, 9% in
1996, 13% ($160 billion) in 1999, and 20% ($600 billion) in 2006.And it was increasing week by week
The average difference in mortgage interest rates between subprime and prime mortgages (the
"subprime markup" or "risk premium") declined from 2.8 percentage points (280 basis points) in
2001, to 1.3 percentage points in 2008. The risk premium required by lenders to offer a subprime
loan declined. This occurred even though subprime borrower credit ratings and loan characteristics
declined overall during the 2001-2006 period, which should have had the opposite effect. The
interest-only adjustable-rate mortgage (ARM), which allows the homeowner to pay just the interest
(not principal) during an initial period. Still another is a "payment option" loan, in which the
homeowner can pay a variable amount, but any interest not paid is added to the principal. Further,
an estimated one-third of ARM originated between 2004 and 2006 had "teaser" rates below 4%,
which then increased significantly after some initial period, as much as doubling the monthly
payment.

Securitization practices

Securitization is a structured finance process in which assets, receivables or financial instruments are
acquired, classified into pools, and offered as collateral for third-party investment. Due to the
securitization, investor appetite for mortgage-backed securities (MBS), and the tendency of rating
agencies to assign investment-grade ratings to MBS, loans with a high risk of default could be
originated, packaged and the risk readily transferred to others. The traditional mortgage model
involved a bank originating a loan to the borrower/homeowner and retaining credit (default) risk.
With the advent of securitization, the traditional model has given way to the "originate to distribute"
model, in which the credit risk is transferred (distributed) to investors through MBS. The securitized
share of subprime mortgages (i.e., those passed to third-party investors via MBS) increased from
54% in 2001, to 75% in 2008.

The securitization of home loans for people with poor credit — not the loans themselves — were to
blame for the current global credit crisis.

However, instead of distributing mortgage-backed securities to investors, many financial institutions
retained significant amounts. The credit risk remained concentrated within the banks instead of fully
distributed to investors outside the banking sector. Some argue this was not a flaw in the
securitization concept itself, but in its implementation.

Some believe that mortgage standards became lax because of a moral hazard, where each link in the
mortgage chain collected profits while believing it was passing on risk.
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A bank gets credit originating loans or buying on a whole loan basis, but not holding the loans. So,
this gave the banks the incentive to originate loans and securitize them, passing the risk on others.
Since the banks no longer carried the loan risk, they had every incentive to lower their underwriting
standards to increase loan volume. The mortgage securitization freed up cash for banks and thrifts,
this allowed them to make even more loans.

The US sub-prime mortgage crisis has led to plunging property prices, a slowdown in the US
economy, and billions in losses by banks. It stems from a fundamental change in the way
mortgages are funded. Traditionally, banks have financed their mortgage lending through
the deposits they receive from their customers. This has limited the amount of mortgage
lending they could do. In recent years, banks have moved to a new model where they sell on
the mortgages to the bond markets. This has made it much easier to fund additional
borrowing, But it has also led to abuses as banks no longer have the incentive to check

carefully the mortgages they issue.
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Inaccurate credit ratings

Credit rating agencies are now under scrutiny for giving investment-grade ratings to securitization
transactions (CDOs and MBSs) based on subprime mortgage loans. Higher ratings were believed
justified by various credit enhancements including over-collateralization (pledging collateral in
excess of debt issued), credit default insurance, and equity investors willing to bear the first losses.
These high ratings encouraged the flow of investor funds into these securities, helping finance the
housing boom. The reliance on ratings by these agencies and the intertwined nature of how ratings
justified investment led many investors to treat securitized products — some based on subprime
mortgages — as equivalent to higher quality securities.

Rating agencies lowered the credit ratings on $1.9 trillion in mortgage backed securities from Q3
2007 to Q2 2008. This places additional pressure on financial institutions to lower the value of their
MBS. In turn, this may require these institutions to acquire additional capital, to maintain capital
ratios. If this involves the sale of new shares of stock, the value of existing shares is reduced. In other
words, ratings downgrades pressured MBS and stock prices lower.
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Financial institution debt levels or leverage

Many financial institutions borrowed enormous sums of money during 2004-2007 and made
investments in mortgage-backed securities (MBS), essentially betting on the continued appreciation
of home values and sustained mortgage payments. Borrowing at a lower interest rate to invest at a
higher interest rate is using financial leverage. This is analogous to an individual taking out a second
mortgage on their home to invest in the stock market. This strategy magnified profits during the
housing boom period, but drove large losses after the bust. Financial institutions and individual
investors holding MBS also suffered significant losses as a result of widespread and increasing
mortgage payment defaults or MBS devaluation beginning in 2007 onward.
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Impacts and downturns in financial markets, 2007—2008

Financial institutions from around the world have recognized subprime-related losses and write
down exceeding U.S. $501 billion as of August 2008 Profits at the 8,533 U.S. banks insured by the
declined from $35.2 billion to $646 million (89%) during the fourth quarter of 2007 versus the prior
year, due to soaring loan defaults and provisions for loan losses. It was the worst bank and thrift
quarterly performance since 1990. For all of 2007, these banks earned approximately $100 billion,
down 31% from a record profit of $145 billion in 2006. Profits declined from $35.6 billion to $19.3
billion during the first quarter of 2008 versus the prior year, a decline of 46%.

The crisis caused panic in financial markets and encouraged investors to take their money out of
risky mortgage bonds and shaky equities and put it into commodities as "stores of value." Financial
speculation in commodity futures following the collapse of the financial derivatives markets has
contributed to the world food price crisis. On 15 September 2008, a slew of financial concerns
caused the indices to drop by their sharpest amounts since the 2001 terrorist attacks. That day, the
most noteworthy trigger was the declared bankruptcy of investment bank Lehman Brothers
Additionally, Merrill Lynch was joined with Bank of America in a forced merger worth S50 billion.
Finally, concerns over insurer American International Group’s ability to stay capitalized caused that
stock to drop over 60% that day. Poor economic data on manufacturing contributed to the day's
panic, but were eclipsed by the severe developments of the financial crisis. All of these events
culminated into a stock selloff that was experienced worldwide.

The much anticipated passage of the $700 billion bailout plan was struck down by the House of
Representatives in a 228-205 vote on September 29. In the context of recent history, the result was
catastrophic for stocks. The Dow Jones Industrial Average suffered a severe 777 point loss (7.0%), its
worst point loss on record up to that date. The NASDAQ tumbled 9.1% and the S&P 500 fell 8.8%,
both of which the worst losses were those indices experienced since the 1987 stock market crash.

Despite congressional passage of historic bailout legislation, which was signed by President Bush on
Saturday, Oct. 4, Dow Jones Index tumbled further when markets resumed trading on Oct. 6. The
Dow fell below 10,000 points for the first time in almost four years, losing 800 points before
recovering to settle at -369.88 for the day. Stocks also continued to tumble to record lows ending
one of the worst weeks in the Stock Market since September 11, 2001.

It is also estimated that even with the passing of the so-called bailout package; many banks within
the United States will tumble and therefore cease operating. It is estimated that over 100 banks in
the United States will close their doors because of the financial crisis. This will have a severe impact
on the economy and consumers. As a result of the crisis it is expected that it will take years for the
United States to recover from such a mess.
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Conclusion

The subprime crisis had a series of other economic effects. Housing price declines left consumers
with less wealth, which placed downward pressure on consumption. The meltdown in the US
subprime real-estate market has led to a global loss of 7.7 trillion dollars in stock-market value. Now
in US the financial institutions are helping the borrowers by designing the programs to help
borrowers manage their mortgage payments regardless of the type of subprime loan they have or
whether they have already fallen behind on payments. About 1.04% of the mortgage loans, or
93,961, are still pending and it is expected that this crisis will end soon by March 2009.Thus once this
subprime crisis stabilizes we expect the inflow of FIl again into Indian markets. Once this stabilizes
other economics concerns will get improved like it will help to improve the GDP and help generating
jobs and that will directly help us to increase the consumption.

Important Disclaimer: -

The information and views in this newsletter & all the service we provide are believed to be reliable,
but we do not accept any responsibility (or liability) for errors of fact or opinion. Users have the right
to choose the product/s that suits them the most. Investment in equity shares has its own risks.
Sincere efforts have been made to present the right investment perspective. The information
contained herein is based on analysis and up on sources that we consider reliable. We, however, do
not vouch for the accuracy or the completeness thereof. This material is for personal information
and we are not responsible for any loss incurred based upon it & take no responsibility whatsoever
for any financial profits or loss which may arise from the recommendations above. The stock price
projections shown are not necessarily indicative of future price performance. The information
herein, together with all estimates and forecasts, can change without notice.

Capital Via does not purport to be an invitation or an offer to buy or sell any financial instrument.
Analyst or any person related to Capital Via may or may not be holding positions in the stocks
recommended. It is understood that anyone who is browsing through the newsletter has done so at
his free will and does not read any views expressed as a recommendation for which either the site or
its owners or anyone can be held responsible for. Our Clients (Paid Or Unpaid), Any third party or
anyone else have no rights to forward or share our calls or SMS or Report or Any Information
Provided by us to/with anyone which is received directly or indirectly by them. If found so then
Serious Legal Actions can be taken.

Any surfing and reading of the information is the acceptance of this disclaimer.
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