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Subprime... the sequel

The current financial crisis has its root in the mortgage issuance boom that
began in 2001 and peaked, with the net issuance of USD 1.1 trillion of
household mortgages, in the first half of 2006. For much of the post-war
period, net new mortgage origination by households averaged about 3% of
GDP but peaked close to 9% in the second quarter of 2006. It is reasonable
to assume that the borrowers early in the cycle represented the comparably
high quality part of the borrower spectrum (hard as it seems to describe
“subprime borrowers” in that way), with the credit quality of borrowers
deteriorating markedly as the boom approached its peak.

At the peak in 2006, a record 50% of total mortgage applications were for
Adjustable Rate Mortgages (so called, ARMs, with very low teaser rates that
would generally reset 5 years forward). The upper chart shows the huge
wave of subprime ARM resets in 2007/08: the resets cycle for the sub prime
mortgage genre peaked in late 2008 and accounts for the sharp decline in
overall resets in 2009 that has given respite to banks and a degree of relief
to borrowers. Unfortunately, as the chart shows, the Iull in ARM resets hits
its low point now, before the surge of a second wave of resets in 2010/11. In
fact, the lower chart shows almost USD 750 bn of resets in the next two
years, concentrated this time in the Option ARM and Alt-A genre of
mortgages. Option ARMs are mortgages that required little or no
documentation, where borrowers had the option of making monthly
payments (with the interest rate generally negatively amortizing on the
mortgage) and, given the shocking borrower quality, the hope was that
house prices would continue to rise and homeowners could simply “flip” the
property when the mortgage came to reset. There are almost USD 200 bn of
Option ARMs to reset in the years ahead (Fitch estimate that 90% of those
have yet to reset) and, given that delinquency rates are already running
near 40%, the scale of this reset time-bomb is equal in magnitude to that of
subprime in 2007/08. Alt-A mortgages sit somewhere in quality between
prime and subprime.

Looking at the lower chart, in excess of USD 1 trillion in mortgages reset in
the next 3 years: resets in the next 3 years are equal in magnitude to those
of the last 3 years. Whoever said the credit crisis was over is severely
misguided!

Whilst taxpayers will remain in their wrongful place in the capital structure of
banks, the much needed debt for equity swap process absent, the
consequence of “subprime the sequel” is that further substantial losses will
be taken by the government purse and the financial sector is a long way
from being able to function normally. It may, also, be premature to allow
banks to escape TARP constraints, simply to pay staff bonuses.
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IMPORTANT INFORMATION

This document reflects the opinion of Lombard Odier Darier Hentsch & Cie or an entity of the Group (hereinafter "Lombard Odier") as of the date of issue. It is not inten-
ded for distribution, publication, or use in any jurisdiction where such distribution, publication, or use would be unlawful, nor it is directed to any person or entity to which it
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This document is furnished for information purposes only and does not constitute an offer or a recommendation to purchase or sell any security. The opinions herein do
not take into account individual clients’ circumstances, objectives, or needs. Each client must make his own independent decisions regarding any securities or financial
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The information and analysis contained herein have been based on sources believed to be reliable. However, Lombard Odier does not guarantee their timeliness,
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Performance data of mutual funds do not take into account the commissions and fees charged on the issue and redemption of the units or shares.

The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally speaking, products with
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only for sophisticated investors who are capable of understanding and assuming the risks involved. Upon request, Lombard Odier is available to provide more information
to clients on risks associated with specific investments.

If opinions from financial analysts are contained herein, such analysts attest that all of the opinions expressed accurately reflect their personal views about any and all of
the subject securities or issuers. In order to ensure their independence, financial analysts are expressly prohibited from owning any securities that belong to the research
universe they cover. The description of the rating system used by Lombard Odier for its financial research is available on www.lombardodier.com.

United Kingdom: UK regulation for the protection of retail clients in the UK and the compensation available under the UK Financial Services Compensation scheme do
not apply in respect of any investment or services provided by an overseas person. This document has been issued in the UK by Lombard Odier Darier Hentsch (UK)
Limited (LODH (UK)), Queensberry House, 3 Old Burlington Street, London. W1S 3AB. LODH (UK) is authorised and regulated by the Financial Services Authority, 25
The North Colonnade, Canary Wharf, London E14 5HS. LODH (UK) does not provide tax advice.

This document may not be reproduced (in whole or in part), transmitted, modified, or used for any public or commercial purpose without the prior written permission of
Lombard Odier.
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