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ITEM Club Special Report:
How hard will the credit crunch hit the economy?

Key points

Financial markets have been in turmoil over the m@mas default risk aversion
has spilled over from the US subprime market. Tasidoproblem was that high
risk mortgages had been bundled up with corporabt dn structured debt
products, causing much wider contamination.

Default risk aversion has made investors very wéras already collapsed the
demand for commercial paper (CP) and other delut tssénance hedge funds and
special investment vehicles that were investingtinctured debt products.

Banks have been using these vehicles to take gtadctdebt off their balance
sheets and reduce the regulatory requirement farekblder capital. Now, as the
CP falls due they are being forced to finance thiesels directly, effectively
bringing them onto the balance sheet and straicepgtal adequacy ratios.

Unless these regulatory requirements are relaxadkshave to raise capital or
shrink their balance sheets to accommodate thesdsfuThey also have to
accommodate the LBO and other loans they were &rgeto move off balance
sheet to pension funds and other investors.

Their initial response has been to reduce theiditen to other banks in the
interbank market. This liquidity squeeze has alygagshed UK 3-month rates up
to 6.9%. The risk is that if this situation persighey will attempt to reduce their
lending to consumer and corporate borrowers.

Disorderly conditions in money markets have conted to losses in equity
markets. Central banks have added large volumdgudlity to try to offset this.
However, the extra liquidity does nothing to reéehe strain on capital adequacy
ratios and the likelihood of a consequent ‘crediinch’ impacting economic
activity.

The prospect of a ‘double-dip’ in the US housingrke& poses a further risk to
global growth. There are also downside risks irpprty markets in some European
countries, which may be exacerbated by recent moragiet developments,

The financial sector is also likely to slow. Thiashgrown rapidly in recent years,
particularly in the UK. A halving of the rate ofayth of this sector would take
0.4% off UK growth. Additional knock-on-effects melated activities, such as the
legal and business services sectors, would al$iddg. Negative multiplier effects

from reduced employment and lower bonus paymentsldvbe expected — the
latter could have important ripple effects on the tdsidential housing market.
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Default risk aversion...

Financial market volatility has risen sharply siribe start of June. The VIX equity

volatility index spiked in August to its highestvé# since 2003, and credit spreads
widened substantially — junk bond spreads rosedmyes150bp between early June
and late August. As risk aversion rose, issuandenves in credit markets collapsed.
This rise in volatility and risk aversion origindtédrom concerns about the growing
distress in the US subprime mortgage market. Agreges of institutions revealed

significant losses resulting from subprime exposunevestors fled from risky assets
to safe havens such as government bonds — driawg ¢bng-term yields.

Chart 1: Risk spreads and equity volatility
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But alongside this traditional ‘flight to qualitythere was also a collapse in liquidity
related to concerns about counterparty risk. Thispart reflected considerable
uncertainty about the extent and distribution s6ks among financial institutions — an
uncertainty fed by the complicated nature of mahthe structured products in which
exposures to subprime mortgages and other riskgt &$ssses are embedded. This
uncertainty then caused the CP and inter-bank rsatéeseize up.

...has paralysed the commercial paper market...

The asset backed commercial paper (ABCP) markeéfup as the normal purchasers
of CP such as pension funds became concerned pbtaritial losses at hedge funds
and structured investment vehicles (SIVs) and dleed®ank conduits that use the CP
market to raise much of their funding. The gloB&BICP market was thought to be
worth US$1200 billion over the summer. At the satimae, investment grade
companies like Sainsburys and BAE that rely heamiyCP have found themselves in
difficulty, having to pay 30-40bp over LIBOR, 145{dbp over Bank rate.
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...and hence the inter bank market...

This in turn contributed to a squeeze in the irdakblending market as banks became
reluctant to lend to one another, preferring indtéa conserve cash to meet the
upcoming redemptions of commercial paper. US$7%obilof paper is due for
redemption over the next month in the dollar maédene. In the UK, Barclays has
agreed to lend its ‘SIV-lites’ more than US$4 bifli (Golden Key: US$1.5 billion;
Mainsail 1l: US$1 billion; Cairn US$1.6 billion)The point is that although the losses
on these transactions may be small — Barclays sléat its total loss on SIV-related
transactions is unlikely to exceed £75 million € thalance sheet stress is likely to be
very significant.

As a result of these pressures, short-term monekeneates have been driven up to
unusual levels — at the time of writing three momiterbank rates in the UK were at
6.9%, 115 bp above Bank rate. Meanwhile, therebkas a surge in demand for ‘safe’
short-term government paper, the yields on whidrsferply.

...threatening the equity market...

Losses on risky assets such as structured prodaodtshe liquidity squeeze in money
markets combined to cause sharp losses in equitiyetsaof up to 10-15% from their
July peaks. In the face of these disorderly coodgj global central banks stepped in
to add large volumes of emergency liquidity. The B&leral Reserve also cut its
discount rate (the emergency lending rate) by 50bp.

Chart 2: US 3-month and 10-year yields
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We have consistently argued that this is primaailgredit market rather than a stock
market problem. Despite the headlines, privatetgdudders are still in the minority
in the takeover market — involved in about a tlufcdids seen over the last year. So
far, most of the big UK takeovers (like BAA, Coraad Pilkington) have been by
foreign trade buyers. Sovereign (overseas goverf)mevestment funds are
increasingly involved, as in the mammoth Delta 2t@p) bid for Sainsbury. Stock
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markets have been inflated by global liquidity mili now be supported by global
growth and profitability, which remain very strong.

...and now this will hit the economy

Nevertheless there remains a serious question abheueffect that this financial
market turmoil will have on the real economy. Thare several channels by which
real activity could be affected, but concerns icerd weeks have focused mainly on
the possibility of a ‘credit crunch’. The fear st balance sheet problems at financial
institutions could lead to a general contractionlending, spilling over into lower
investment and weaker asset prices.

These balance sheet problems include both thetdmgmact of potential losses on
risky assets and a more subtle effect linked tontied to bring off-balance exposures
back on to the balance sheet. Looking at potelassles first, their potential scale does
look large. The subprime mortgage market is US$dllfon in size, and estimated
losses (assuming a default rate of 15-20% and aflémecovery of say 50% of the
underlying assets) here could be in the region®$100-150 billion.

But on top of this, there are also potentially &atgsses looming in other markets.
Some US$300 billion of low grade (rated B- and b@l@orporate debt has been
issued in the last three years, encouraged by aliydow default rates — in 2006 just

1% on speculative grade debt and just 7% even db-@@per. There is a risk markets
may have assumed these low default rates wouldne@ntin which case unexpected
losses may emerge - just applying historical defees (29% over three years for B-
credit and 44% for CCC+ and below) suggests paklusses of US$30-40bn. Banks
are likely to withdraw support from ailing compasig@ushing up these default rates.
Looking at LBO lending, which has totalled US$50idn in the last year, even a 5%

write-off would yield losses of US$25 billion.

Table 1: The potential scale of risky assets, US$

Total Value Potential Losses
Subprime mortgages 1.5 trillion 100-150 billion
Low grade corporate debt* 300 billion 30-40 billion
LBO loans** 500 hillion 25 billion

* |last three years' issuance
** |last twelve months' issuance
Source:ITEM

Perhaps even more important than these directdess least in the short-term — is
the constraint imposed on the banking sector bytalapdequacy rules. In recent

years, banks have been getting round capital adgquées by setting up off balance

sheet vehicles such as SIVs. Typically, these laveowed funds in the commercial

paper (CP) market and invested in longer-term &irad products. But the CP market
has now dried up, making it difficult to roll ovére funding of these off balance sheet
vehicles.
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As a result, banks are being obliged to extenditcdaectly to replace the expiring CP
— this implies bringing a large volume of assetskban to their balance sheets,
possibly infringing capital adequacy ratios. Estiesaof upcoming CP redemptions
over the next month are of the order of US$80bthenUK and US$250bn in the US.
Banks also face another, related, problem in the fof unsold inventories of assets
originally intended for on-sale to end investorhieTscale of these inventories is
estimated at around US$200 billion in the LBO mar&ne. If these cannot be
unloaded, then they too will have to be broughtmthe balance sheet.

The need to cover losses on risky assets and fumdreépatriation’ of off-balance
sheet exposures leaves banks with a pressing oeethsh, and limited options for
raising it. In principle banks could try to raisddiional capital via issues of new
equity or subordinated debt, but in the currentkeiaenvironment this might be risky
— if only because it might be misinterpreted aslymg the issuing institution was in
trouble. Alternatively, banks can sell high qualagsets, putting further downward
pressure on asset prices. Finally, there is theomtf shrinking their balance sheets
by cutting back on lending.

First signs of credit tightening...

Previous periods of financial market volatility leageen credit supply weakening as
lending standards have tightened — but the scaledaration of this effect has varied.
In the wake of the 1998 Russia/LTCM crisis, thesiniption to credit supply was
relatively short-lived. The Fed Loan Officers’ seaywshows banks tightened credit
notably in 1998 Q4 but soon loosened them agammasdihg to only a limited impact
on investment. By contrast in the wake of the bogsof the dotcom bubble in
2000/2001 the tightening of lending standards wag-asting and fixed investment
weakened sharply.

Chart 3: Lending standards and financial volatility

VIX Index ) Tightening Balance
45 - Il C&l lending standards - 70
—VIX
40 - - 60
35 | Russian\irisis - 50
30 | - 40
- 30
25 A
J - 20
20
I - 10
15 1 IIIIIIll IIII L
10 1 - -10
5 - - -20
0 -30

T T T T T T T T
1990 1992 1994 1996 1998 2000 2002 2004 2006
Source : ITEM/Haver Analytics




ITEM CLuB SPECIAL REPORT—- SEPTEMBER2007

Chart 4: US lending standards and investment
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The scale of the recent rise in financial volatiliertainly looks historically consistent
with a significant tightening in lending standardibe latest information suggests such
a tightening may already have begun, with the W8yl oan Officers’ Survey showing
standards for commercial and industrial loans mgwirto mildly restrictive territory.
This survey excludes the most serious period aneeolatility, however, so that the
likelihood is that standards have tightened soméWnther since.

If lending standards do tighten significantly, titee historical evidence suggests there
could be a significant impact on fixed investmeéasimple regression model suggests
that tightening on the scale seen in 1998, if sosth could see US fixed investment
growth cut to less than 2% per annum.

Chart 5 - commercial paper and investment
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The recent developments in the commercial papekehalso point to the risk of a
disruption in credit supply to the wider econommy.recent weeks, the outstanding
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volume of commercial paper in the US has droppeddige 13% - a greater decline
even than that seen in the wake of 9/11. Once aganhistorical evidence suggests
such a drop ought to be associated with a periodeatker fixed investment. In both
the 1990/1991 and 2000/2001 US recessions, thectoajes of fixed investment and
the supply of corporate paper were closely aligned.

In opposition to the above analysis, there are soeasons to think that fixed
investment could hold up reasonably well. Firsthg rise in borrowing costs so far
seen by most firms has been modest, with mainstEaporate spreads only up 40-
60bp — from what were low initial levels. Secondiyrong profitability means that
internal funds for investment are plentiful. It doeevertheless seem likely that
investment will slow to some degree in the neamteas marginal borrowers are shut
out and macroeconomic uncertainty dampens the &@nspirits’ of the corporate
sector. It is also worth noting that Q2 data alyeathowed surprisingly weak
investment in both Japan and the Eurozone — tlentewlatility could have come at a
time when corporate investment was already showigugs of cyclical fatigue.

...and double-dip in US housing...

Property markets represent a further risk to glgpalvth. The US housing sector has
been weakening for some time, but towards the €20@6 there had been some signs
of a possible stabilisation. These have disappearéte wake of the subprime crisis,
and the housing sector now faces a ‘double dipttvhwill continue to depress overall
growth. The NAHB housing index dropped in Augustitt® lowest level since the
early 1990s recession, while pending home salesdty dropped by an unusually
steep 12% on the month.

Chart 6: US pending home sales and NAHB index
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The renewed weakening of the housing sector podes@ threat to growth via lower
construction activity, but also via negative weaditiects on consumption - most
measures now show house prices dropping at arodl¥d Ber annum. The risk also
looks to be for a further rise in mortgage delinggies, which would add to the risk of
a generalised credit crunch. Q2 data from the MBA/esy showed 5.1% of all loans

v
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were delinquent (up 73bp on a year before), indgdi4.8% of subprime loans (up
304bp on the year) and 2.7% of prime loans (up 23bipe foreclosure start rate is
running at the highest level since the survey began

Chart 7: US mortgage delinquencies
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There are also concerns about the outlook for smmperty markets outside the US.
In some of the smaller European countries, not&8plgin and Denmark, the housing
sector is already cooling rapidly, and concerns aésnain about the outlook in the
UK. Some two million households in the UK face gndlicant rise in mortgage
interest costs toward the end of this year as chirag rate mortgages expire.

On top of this, variable rate mortgage costs hdse laeen forced up due to the recent
liquidity crisis — three month interbank rates haisen to more than 1% above BoE
base rates, obliging institutions reliant on whalesunding to sharply increase their
lending rates. It also seems very likely that drethndards for mortgage applications
— especially of the non-traditional sort — will tightened going forward.

...bringing risks to consumption...

The US consumer has proved resilient in recent tlowa, with some evidence that
wealth effects from housing are asymmetric — sigaift when house prices are rising,
rather less so when they are weak. The drop intyequices so far has also been
relatively modest, compared with previous crisesplying that the overall wealth
effect is limited. Indeed, a 50-50 index based omse and stock prices suggests
wealth effects remain mildly positive.
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Chart 8: US consumption and wealth effect
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Another factor traditionally cited as limiting tldewnside to consumption in the US is
the robust labour market. But while employment giowas certainly robust in the

early months of this year, the latest payroll dauggests a significant weakening in
hiring. August data actually showed a net droploirdemployment — the first drop in

four years — while in the three months to August #iverage monthly payrolls gain
was just 44k compared to 147k in January-May. Tagepn of job losses in August,

with big losses in manufacturing and constructisnggested that housing sector
weakness was spreading to other sectors of theagoaven before the recent bout of
financial sector volatility.

Chart 9: US payrolls and consumption
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The latest evidence on loan standards also sugtpestonsumer could bear the brunt
of any credit crunch. In the quarter to July, stadd for ‘other consumer loans’ were
tightened by the greatest extent since 2003. Intiadd banks’ willingness to extend

consumer instalment loans fell to its lowest lesiate 2002. As a result, with personal

9
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consumption already having weakened notably in Q2 t1.4% annual rate, there
looks to be a real possibility of a sustained pkeobsubdued consumer spending.

Chart 10: US consumption and loan standards
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Elsewhere in the world, Eurozone private consunmptjcew at a relatively subdued
rate in 2007H1 of 1.6% annually, but the risk frammalth effects looks less significant
there with the exception of some of the smallerntoes — the Eurozone property
market peaked some time ago and the sensitivippo$umption to stock price moves
is lower than in the US.

Chart 11: UK Nationwide consumer confidence
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In the UK, there looks to be a greater risk of astoner slowdown, as real incomes
are stagnant and interest costs are rising. Sohiahard data has held up surprisingly
well, but there are indications of weakness in sahé¢he survey data. The major
purchase and spending indices of the Nationwideswmer confidence survey fell
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sharply in August — perhaps the first sign thaaficial market volatility is bringing a
more cautious attitude among consumers.

..on top of financial sector vulnerability

As well as the housing sector, there is a furtimgpdrtant subsector of the global
economy which is especially at risk in the currenvironment — the financial sector.
Recent years have seen strong growth in globahdiah services and the financial
sector has made a disproportionate contributiagraevth in the US and especially the
UK. In the US, financial services account for ard@% of GDP and having grown by
4.5% in 2006 accounted for 0.4 percentage pointsvefall GDP growth. In the UK,

the sector has been even more dynamic, expandiagdatuble digit rate in the first
half of 2007 and contributing 0.8 percentage pdiotsverall growth.

But this rapid growth has been intimately linkecetgansion of the markets for LBOs
and structured products — precisely the sectorsiwdaie now contracting rapidly. As a
result there is a risk of a significant direct irnpan growth from weaker financial

services GDP — even a halving in the rate of expangould cut 0.2 percentage
points off US growth and 0.4 percentage pointsuUif growth. Historical experience

suggests such a scenario is not unrealistic —arfdbr quarters from December 1998
to September 1999 UK financial sector growth drappe just 1.8% year-on-year

from an average of over 7% in the previous fourrtma.

Morever, the impact of a weakening financial sesgisector would be likely to extend
beyond the direct ‘output’ effect. Firstly, thereomid likely be negative knock-on-

effects on related industries in the ‘financial apither business services’ group —
which accounts for some 29% of UK GDP and has dmrted as much as 50% of
recent GDP growth. In addition, negative multipkéfects from reduced employment
and lower bonus payments might be expected — tter leould have important ripple

effects on the UK residential housing market.

Chart 12: UK stocks and financial sector GDP
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Emerging markets more resilient...

Thus far our analysis has centred mostly on theabk&other G7 countries, but what
about emerging markets? In the event of a credita@dr among the major economies,
we would expect to see a sharp drop in the volumiaternational capital flows —
traditionally bad news for emerging markets.

Chart 13: Components of global monetary growth
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But while there are risks for some countries wittge external deficits, the emerging
market world as a whole looks much less vulner#ide in the past. Improvements in
policy frameworks and a turnaround in external aot® have made countries like
Brazil masters of their own destiny to a far grediegree than in the past. The BRICs
and other emerging economies are much less depeupen leverage and structured
finance than developed economies.

In addition, a subset of emerging market countmey even prove to be a important
source of support for global liquidity and growththe period ahead. It is notable that
in recent years broad money growth in China, Ruas the OPEC countries has
been around 35% of that of the UK, US, EurozoneJamin combined. This source of
liquidity is unlikely to dry up soon, given its basin structural trade surpluses
supported in some cases by high oil prices.

Conclusion — how big a slowdown?

At present, forecasting the ultimate impact of tieeent financial volatility is a
precarious undertaking. There is clear evidencea aderious interruption to the
corporate paper markets, and there have been sigew of weakness emanating from
the high frequency data on consumer confidencereTisealso evidence that financial
institutions have begun to tighten credit standandd pass the higher cost of funds
onto borrowers. Corporate rates are in the maketinto LIBOR, while the Bank of
England’s latest survey of mortgage rates showsmenease right across the board.
The average standard variable rate rose by 25bp6&% in August, having lagged
increases in the base rate in earlier months.
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However, the extent of the likely ultimate impact @al consumption and investment
will not become clear until a much greater volunfielata is at hand — a timescale of
months rather than weeks. The November bank regopsason will be critical this
year.

Table 2: Global impact of the credit crunch

2007 2008 2009
us 1.9 1.3-1.7 1.3-1.7
Eurozone 2.7 1.4-1.8 1.4-1.8
Japan 2.2 0.7-1.1 1.3-1.7
UK 2.9 1.2-1.6 1.7-2.1
Baseline scenario
us 2.0 2.6 3.0
Eurozone 2.7 2.3 2.1
Japan 2.2 1.7 2.2
UK 2.9 2.5 2.4
Source: ITEM

The channels by which a significant slowdown coaddur are, however, clear. Banks
currently face the need to cover their losses omcired products and absorb off
balance sheet items and inventories of unsold sse&i their balance sheets - a
process which could lead to a general reductidending and downward pressure on
asset prices. Ultimately, there could be a slowdoweconsumption and investment as
a shortage of credit and negative wealth effedts bi

We estimate that a full-blown ‘credit crunch’ sceaa featuring a 25% peak-to-
trough drop in stocks, a 1% rise in corporate heimg rates, a 2% rise in emerging
market spreads and faster yen appreciation - waagdce UK growth by around 1%
point in 2008 (to between 1.2%-1.6%) and 0.5% oimt2009 (to 1.7-2.1%). For the
US, growth in 2008-9 would be around 1.5% pointwdn For the Eurozone, the
reduction would be 0.8% points in 2008 and 0.5%{z0in 2009.

Such a scenario still seems some way off — the drquices so far falls some way
short of that modelled above and is also less thanseen in 1998-1999 and 2000-
2001. In the wake of those two previous crisis @#sj stocks fell 15-20% from their
peaks — around double the decline seen at thedimweiting.

It is also arguable that the latest real economg davhile having some notable weak
spots - still indicates a reasonably robust picttfewever the scale of the potential
downside risk does appear to be having an impadherthinking of global central
banks. Initially, central banks reacted to the néamlatility mainly by attempting to
offset the worst of the disruptions to market ldjty. This approach may be gradually
be shifting, however — the Bank of England, the lBahJapan and the ECB recently
kept rates on hold despite previously hinting &ellf hikes. The Fed has hinted
strongly at a possible Fed Funds cut as soon dsesk.

More ‘nursemaiding’ by central banks, along the$irof 1998/1999 may still prove to
be necessary to ward off the threat to growth fritva current financial market
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volatility. There may also be a need on the partthef authorities in the major
economies to consider a temporary relaxation inleggry requirements to ease the
impact of the balance sheet adjustments now fauamks. Such a move would carry
risks of creating ‘moral hazard’, but there is aem precedent in the shape of the
move in the UK in early 2002 to relax capital adsourules for pension funds in
order to reduce the pressure for forced sales witieg. Finally, the authorities may
also need to consider taking action to shed mgte bn the scale and distribution of
losses in the structured products sector — it nmayegodifficult for ‘normal’ lending to
resume until current concerns about counterpaskyare allayed.
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