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Financial crisis update

The aim of this publication is to provide an overview of current stories/issues in relation to the financial market
crisis. We will update this regularly going forward. Key points are:

e The troubles facing the bond insurers, also called monaoliners keep mounting, and further downgrades
are looming on the horizon. Warren Buffett's offer last week to be paid for taking over responsibility for
USD 800bn in municipal bonds did little to ease concerns. The primary source of the current stress
among monaoliners is their exposure to mortgage-backed securities - not their exposure to municipal
bonds. Reports that investors have begun to shun Auction Rate Securities, ARS, which constitute
around USD 330bn of the USD 2,200bn municipal bond market, is yet another indication that perceived
risks of further downgrades among monoliners are on the rise.

e |Leveraged loans to finance buyouts, LBOs, have been a burden for many banks since last summer. How-
ever, the prices of these loans in secondary markets have started to decline. Last week, S&P warned that a
growing number of leveraged loans are in danger of breaching covenants or defaulting. Any relief to banks’
balance sheets from the LBO front are unlikely in the near term. Against this background of persistent con-
cerns, credit spreads keep widening, and now stand at record wide levels during this crisis.

® The reports last week on ‘material weakness” relating to the valuation of AlG's CDS portfolio highlight
that independent auditors will be particularly thorough in their auditing of the 2007 annual reports for
financial institutions. In the coming weeks, similar news stories may therefore emerge as the auditing
processes for the annual reports progress. In the short term, this may pull down sentiment on financials.

® The size of asset-backed commercial papers in the US keeps contracting as SIV's are being unwound.

® Recently, money market tensions have picked up slightly after declining materially at the turn of the
vear. \We see risks of further widening of money market spreads.

® The initial source of the shock driving the current crisis was the decline in the value of US subprime
mortgages. Judged by ABX indices, the prices of US subprime mortgages have far from recovered.
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Monoliners

The heat remains on the monoliners. Moody's down-
graded FGIC below AAA on 14 February. Rating agencies
seem to be on the verge of delivering further downgrades
of monoliners, monaliners’ share prices are falling as they
struggle to raise new capital. The current credit spread
widening is a serious issue for them as it generates mark-
to-market losses on a lot of their outstanding insurance
Tiabilities. US regulators are working closely with the in-
dustry on a coordinated effort rescue effort.

The free rider problem (individual banks have a strong in-
centive to let the other banks bail out the monaliners)
should not be underestimated, though. The situation is very
similar to that of the SIV issue where the free rider problem
was present, too. In that case, banks ended taking SIVs
back onto their balance sheets rather than engaging in the
coordinated rescue action M-LEC. The monaliner issue
might end up being resolved that way, too.

\Warren Buffet's offer to take responsibility for USD 800 bn
municipal bonds, at a compensation, would do little to ease
the pressure on the monaliners. The source of the current
stress among monaliners is their exposure to mortgage-
backed securities - as opposed to the muni exposure. The
chart to the right displays how municipal bonds have lost
against Treasuries since October last year. This is consis-
tent with market comments on the muni market indicating
that many municipal bonds are trading as if the value of the
underlying insurance protection, provided by the monalin-
ers,is close to worthless.

Leveraged buy-out loans

Leveraged loans to finance buy-outs, LBOs, have been a
burden for many banks since investors started to shun
them last summer. Earlier this month, Wall Street Jour-
nal estimated that banks are sitting on a USD 152bn
pipeline of loans that they have promised to make but
have vet to sell to investors. This has been an issue for
some time. However, there are two new developments.
1) These loans are now reeling in the secondary market,
making it even more difficult for banks to unload the
loans. 2) S&P warned on 12 February that a growing
number of leveraged loans are in danger of breaching
covenants or defaulting. The background is that many of
the companies are carrying much more debt than they
should, and this is worrying - particularly in the event of a
US recession or further market turmail. The bottom line
is that recent price falls on LBOs in secondary markets,
combined with the warning from S&P on the future per-
formance of these loans, are unlikely to provide any relief
to banks’ balance sheets from the LBO front.
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Commercial property loans

According to CMBX indices of credit default swaps on
US commercial property, the cost of insuring against
defaults on US property loans is surging. This is an issue
because it poses a negative risk factor for US non-
residential construction spending which has held up well
so far in this cycle, in contrast to residential invest-
ments. The bottom chart illustrates how credit stan-
dards on commercial property loans in the US have
been tightened substantially.

As can be seen in the chart in the middle (right], the non-
residential investments have been particularly strong in
the past two years, thus compensating for some of the
weakness in residential construction. This is important
because the non-residential sector is almost as big as
the residential construction sector. To a large extent, job
losses in residential construction have thus been ab-
sorbed by job creation in non-residential construction. If
the latter starts to weaken as well there is a risk of a
bigger hit to construction employment with negative
implications for the overall job market and hence private
consumption.

DANSKE BANK

Basis Points

CMBX Index, Series 1-1

United States, Markit, Spread

1000

S

i

06
— - — CMBX Index, AAA Rated, Series 1-1
— = — CMBX Index, AA Rated, Series 1-1
— - — CMBX Index, A Rated, Series 1-1

Mar

May Jul Sep  Nov Jan

07
CMBX Index, BBB Rated, Series 1-1
CMBX Index, BBB- Rated, Series 1-1

Source: Reuters Ecowin

Residential and non-residential construction spending

5010, o - 50
40- — ol - 40
30. Residentialinvestment (4.1 % of P) .30
20- - 20
10- - 10
0] 0
-10- -10
-20- -20
Zg Non-res, investment, structures (3.5% of GDP) Zg
80 82 84 86 88 90 92 94 96 98 00 02 04 06 08
Senior Loan Officer Survey: Credit standards on com-
mercialloans
90. Balance Balance  gg
70- 70
Commercial real estate loans
50- 50
30- 30
10- 10
-10- -10
-30, , , , , , , , , - =30
90 92 94 96 98 00 02 04 06 08



INTEREST RATE STRATEGY

Lending standards
According to the Fed's Senior Officer Loan survey, banks Senior Loan Officer Survey: Credit standards
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Asset-backed commercial paper
The size of the asset-backed commercial paper market US Asset-backed commmercial paper market, weekly
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Credit spreads

Credit spreads keep widening. Spreads are far above the
levels observed at the peak in November last year.

ITraxx EUR Main is composed of 125 investment grade
entities. iTraxx EUR Cross-over is composed of 45 sub-
investment grade entities. Markit CDX CDS index is
composed of 125 investment grade entities domiciled in
North America. Markit CDX index is composed of 35
sub-investment grade entities.

Money markets

Money market pressures, measured as the spread be-
tween Libor fixings and Overnight Interest Rate swaps
(QIS), have eased since the turn of the year, especially for
short maturities of 1-3 months. However, at longer ma-
turities, six months and beyond, money market pres-
sures persist. None of these spreads are back to the
levels observed before the crisis.

Looking at the very recent development in money market
spreads, it appears that they have started to widen
slightly during the past couple of weeks. \We see upside
risks to money market spreads going forward due to a
range of risk factors, including monaliners, credit spread
waorries, annual bank statements etc.
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Subprime mortgages
The initial source of the shock underlying the current crisis ABX Home Equity Index Series 7-1
was the decline in value of US subprime mortgages. ABX, 100 100
derivatives indices measuring price developments in the 90- 90
less liquid market for US subprime mortgage bonds, show 38: 38
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Mortgage interest rates facing US consumers
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This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank. Danske Bank is under su-
pervision by the Danish Financial Supervisory Authority.

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality research based on re-
search objectivity and independence. These procedures are documented in the Danske Bank Research Policy. Employees within the Danske
Bank Research Departments have been instructed that any request that might impair the objectivity and independence of research shall be
referred to Research Management and to the Compliance Officer. Danske Bank Research departments are organised independently from
and do not report to other Danske Bank business areas. Research analysts are remunerated in part based on the overall profitability of
Danske Bank, which includes investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate
finance or debt capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals’ Ethical rules and the Rec-
ommendations of the Danish and Norwegian Securities Dealers Association.

Major risks connected with recommendations or opinions in this report, including a sensitivity analysis of relevant assumptions, are stated
throughout the text.

First date of publication

Please see the front page of this research report.

Disclaimer

This publication has been prepared by Danske Markets for information purposes only. It is not an offer or solicitation of any offer to purchase
or sell any financial instrument. Whilst reasonable care has been taken to ensure that its contents are not untrue or misleading, no repre-
sentation is made as to its accuracy or completeness and no liability is accepted for any loss arising from reliance on it. Danske Bank, its
affiliates or staff, may perform services for, solicit business from, hold long or short positions in, or otherwise be interested in the invest-
ments (including derivatives), of any issuer mentioned herein. Danske Markets™ research analysts are not permitted to invest in securities
under coverage in their research sector. This publication is not intended for private customers in the UK or any person in the US. Danske
Markets is a division of Danske Bank A/S, which is regulated by FSA for the conduct of designated investment business in the UK and is a
member of the London Stock Exchange. Copyright (©) Danske Bank A/S. All rights reserved. This publication is protected by copyright and
may not be reproduced in whole or in part without permission.
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