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Subprime Crisis

A deep-seated crisis of confidence reflected in an indiscriminate drying up of the securitisations market

The markets for securitised debt instruments are experiencing a major liquidity crisis whose origin is to be found in the
insolvency of certain American mortgage borrowers, those with sub-prime mortgages to be more precise. What lies at the
heart of this crisis is minor by the scale of the world economy but has nevertheless produced generalised mistrust vis-a-
vis all securitised loan instruments, whose complexity often makes them poorly understood by certain operators. This
mistrust, illustrated by the absence of liquidity, has spread to all securitised loan instruments, regardless of their quality,
and in so doing has increased the scale of the real problem many times over and given it the dimensions of a global crisis.
The leverage of the hedge funds exposed to subprime securities has also tended to amplify the tensions, as they were
obliged to sell liquid assets in order to repay credit lines that were not being renewed by the banks. The larger markets
were accordingly affected, with all risky assets weakening (equities and even certain segments of the money market) in
favour of "safe havens" (cash, government bonds). The mistrust created by the indiscriminate drying up of the market for
securitised products, the massive withdrawals by investors in funds suspected of holding American real estate and the
virtual paralysis of the primary credit and securitisations markets went so far in August as to have an adverse effect on
the functioning of the American and European interbank markets. However, the central banks rapidly took the measure
of the risk and injected massive amounts of liquidity into the market. In addition, the Fed took action to influence the
financing price of central bank liquidity by reducing its discount rate by 50 bp to 5.75% in order to facilitate the
refinancing of second-rank financial establishments.

The exit from the crisis could turn out to be gradual and uneven

The exit from this crisis of confidence, which is deeper than the one seen in February, is obviously impossible to predict
precisely. It is nevertheless likely to turn out to be gradual and uneven, with numerous factors of uncertainty liable to
continue to weigh on the level of confidence of investors suffering from the generalised drying up of liquidity and from
the impact on assets still being held in portfolios. It will in fact take time before there is a transparent evaluation of the
real level of risk attaching to the various securitisation instruments and the various financial players. Uncertainty regarding
upward adjustments in the interest charges on a substantial volume of subprime loans (240 billion dollars over the next 12
months, including almost 100 billion between now and the end of the year and 150 billion at the end of Q1 2008),
concerning the redemptions of shares in hedge funds is and specialised investment vehicles (including conduits) and
concerning the impact of the crisis on the economic situation will in all probability remain high.
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Rate Reset on subprime mortgages will be spread over several quarters
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The central banks will aim at containing the contagion

Pending this exit, we are counting on even more pronounced support from the central banks, aware of the risks of
contagion from the financial sphere to the real sphere. The Fed is likely to take rapid action by cutting its key rate by 25
bp as early as September. The tone of its statements is also likely to become more accommodative. The ECB, meanwhile, is
likely to abandon the rate rise initially planned for September as long as tensions persist on the interbank market. It should
be noted, moreover, that we do not envisage a recession in the United States and are still counting on world economic
growth remaining robust, although slightly down on previous years. The American economy will remain on a below-
potential growth path until such time as the wounds from the mortgage crisis are healed, while Europe should remain
close to potential, as should the emerging world. Japan is also likely to pick up again towards the end of the year, following
several quarters' hesitation. Our estimate of the damage related to the American housing market shows that losses will be
limited on a world scale. This crisis will admittedly affect the upswing in the world economy that began in 2003 but even
so should not create any major upheaval.

The market is overestimating the impact of the subprime crisis on the financial sector

The financial institutions most affected by the subprime crisis are the American banks. According to financial analysts'
estimates, the profits of those in the S&P 500 financials will feel an impact of around 5% (see, for example UBS, Investment
Research - Asset Allocation Comment dated 3 August 2007). A stress test by Moody's (quoted by Bloomberg on 29 August)
puts the reduction in the income of the five largest American banks at 10% as a maximum. The agency estimates that,
despite the downturn, their profits are likely to remain in positive territory and that the level of profitability will remain
"respectable”. However, the present valuation of the financial sector suggests, taking a historic PE of 16, that the market
is expecting a decline in their profits of the order of 20%. In the light of the data available at present, the market therefore
seems to be overestimating the impact of the subprime crisis on the financial sector. Concerning the portion held outside
the banking sector (institutional investors, hedge funds, insurance companies, etc), one must assume - and this after all is
the underlying principle of securitisation - that the losses are spread over a vast number of investors. The losses dispersed
in this way over the global investor community represent, for the purpose of comparison, a fall in the order of 2% in the
S&pP 500. The impact will admittedly be amplified by the overdone fall in bank stocks (which account for between 30 and
40% of the stock-market indices in the developed countries). However, smoothed over two years, the capital losses can be
absorbed without too great difficulties by the investor community as a whole.
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Present credit spreads are denoting very pessimistic expectations

Moreover, corporate credit fundamentals remain sound, in our view. Solvency ratios are still excellent. The recent tendency
for corporate borrowing to accelerate corresponded to a rational trade-off between debt and equities (buyback of
undervalued shares through the issue of low-interest debt). This type of trade-off is likely to come rapidly to an end
following the revaluation of the relative cost of debt versus equity financing, but without appreciably curbing investment
spending, which can easily be selffinanced. Valuation levels on the high-yield market are currently exaggeratedly
pessimistic regarding the future level of default rates, which are now at a historic low (see graph). A simple calculation
shows that present spreads on the high yield imply an expectation of a rise in the default rate from the present level of
1.8% to over 5% on average over the next five years, which seems much too pessimistic - in the absence of a world
recession, a possibility we rule out (see graph).

Corporate Credit: sound fundamentals
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The “growth crisis” on the securitised debt market is unlikely to derail growth

In the final analysis, we interpret the current turbulence as a "growth crisis" for the securitised debt market whose impact
on the world economy, although real, must not be overestimated. The shakeout can admittedly last for several months yet.
Fresh knockon selling is possible in September because of redemptions of shares in hedge funds with quarterly liquidity.
But we believe that opportunist investors have already launched a movement based on more realistic repricing of the risks
incurred by securitised products. The central banks, and even possibly governments, will be vigilant in seeing that the
macroeconomic impact is limited. Inevitably, this crisis will lead to a tightening of world lending conditions, a curb on
credit and a distinct decline in housing-related wealth effects in numerous countries in Europe as well as in the United
States. However, the sound state of corporate balance sheets, the absence of major inflationary pressures, the strength of
demand in the emerging countries and the abundant liquidity created by the central banks (in both developed and
emerging countries) should permit a soft landing for the world economy.

This document is issued by BNP Paribas Private Banking and it is produced for information only and does not constitute, and is not part of, an
offer or solicitation to buy or to sell any securities. The information and opinions contained in this document have been obtained from, amongst
other things, public sources believed to be reliable, but no representation or warranty, express or implied, is made that such information is accurate
or complete and it should not be relied upon as such. Opinions included herein constitute the judgement of BNP Paribas Private Banking at the
time specified and may be subject to change without notice, they are not to be relied upon as authoritative or taken in substitution for the exercise
of judgement by any recipient and are not intended to provide the sole basis of evaluation of any strategy or instrument discussed herein. Any
reference to past performance of any market or instrument should not be taken as an indication of future performance. No BNP Paribas Group
company accepts any liability whatsoever for any loss arising, whether direct or indirect, from the use of any part of such information. Any BNP
Paribas Group company may, to the extent permitted by law, have acted upon or used the information contained herein, or in the research or
analysis on which it was based, before its publication. This document is for the use of the intended recipients only and may not be delivered or
transmitted to any other person without the prior written consent of BNP Paribas Private Banking. Furthermore, any translation, adaptation or
total or partial reproduction of this document, by any process whatsoever, in any country whatsoever, is prohibited unless BNP Paribas Private
Banking has given its prior written consent.

Flash 4 BNP Paribas Private Banking

September 3", 2007





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


