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The Classic Parable

One day a little Dutch boy was walking
home when he noticed a small leak in a
dike that protected the people in the
surrounding town. He stuck his finger in
the hole, called for help, and became a
hero to all.




What a Difference a Month Makes!

Freddie and Fannie: taking the “S” out of GSE

Investment Banks: ruin and restructuring

AlG: the Fed takes out insurance

Money Market Funds: sleepy no more

The TARP: A bad asset plan?
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Home Prices
Year over Year Change, Case-Shiller Index

— Composite Chicago — Detroit — Miami
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Past Their Prime

Home mortgages 30 or more days past due
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MBS Issuance

Issuance of Collateralized Mortgage Obligations by Collateral Source
Monthly, December 1990 to August 2008, Trailing 12-month Cumulative (Value for most recent date in parentheses)
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Senior Loan Officer Survey: Home Mortgages
Net Percentage of Respondents Tightening Credit

All Mortgages — Prime — Nontraditional — Subprime
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Senior Loan Officer Survey: Commercial Loans
Net Percentage of Respondents Tightening Credit
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Rationing the Balance Sheet

Quarterly Growth of Loans & Leases
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GSE Equity

($/share of common stock) ($/share of class H pfd stock)
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The Parable According to Milton Friedman

One day a little Dutch boy was walking home when he noticed a leak in a
dike that protected the people in the surrounding town. He started to stick
his finger in the hole, but then he remembered his moral hazard lesson.
“The companies that built this dike did a terrible job,” the boy said. “They
don’t deserve a bailout. And doing that would just encourage more
shoddy construction. Besides, the dumb people who live here should
never have built their homes on a floodplain.” The boy continued on his
way home.
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The Lehman Bankruptcy
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Too Connected to Fail?
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Spooked counterparties and made them
hesitant to transact
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Spiraling Downward
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Next Up: AIG

AIG Share Price
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Money Fund Stress
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Roiling the Funding Markets

LIBOR/OIS
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“The End of Wall Street”
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The Biggest Failure

No cost to FDIC,

but...
w ...Senior note
Washington holders were
Mutual unprotected
How many deep-
pocketed

acquirers are
left?
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The Bad Asset Fund

Pros cons
4
$ C
$ $
8 9. Prices will be key!
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Chart 1: Factors Adding to Reserves and

Off Balance Sheet Securities Lending Program
8/8/07 - 9/25/08
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Source: Federal Reserve Board of Governors Statistical Release H.4.1. Data through 9/25/08.
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Words to Live By

“The markets can be wrong longer than you can stay
solvent.”

) N ¢ <

“You don’t find out who'’s been skinny dipping until the
tide goes out.”

)8 $$

“There are no atheists in foxholes, and no ideologues
In financial crises.”
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4

Average CDS Spreads for Various Banking Groups
Weekdays, September 1, 2007 to September 18, 2008, (Value for most recent date in parentheses)
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The Parable According to Carl Tannenbaum

The little Dutch boy worried about the horrors of the flooth
stuck his finger in the dike and held it there. He realized
that he was creating moral hazard, be he also realized that
he and his family would be washed out if the dike burst.

As the help took time to arrive, he noticed another leak
opening a few feet away. So he stretched and plugged it
with his other hand.

Then, a leak opened below the first one. So he stuck his
toe in it. Another leak opened...another toe.

en, the fifth leak opened...
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Conclusions

The American financial landscape has
changed historically in just the past four
weeks; maybe more ahead?

The Treasury and the Fed have been
exceptionally active

Critics say that steps taken haven’t always
been consistent

We’ll be learning from and debating recent
events for years to come
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