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Agenda

� Development of the subprime crisis and spill over to the ABS 
market

� Evolution of selected markets 

� What is the emotional impact that the subprime crisis has had on
the market? 

� What are the key economic drivers in the European market and 
how they are affecting the asset backed markets ?



2

The Impact of US Subprime was Quick and Global
UK 5yr Prime RMBS Spreads (EUR, USD and GBP)
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This Unprecedented Widening has seen Issuance Volumes 
Tumble

Source: SG research, Bloomberg

2007 Cumulative Issuance Volumes in the US, European and Australian ABS markets

0

50

100

150

200

250

300

350

400

Jan Feb Mar Apr May Jun Jul Aug Sep Oct

Month

Is
su

an
ce

 (
E

u
ro

 b
ill

io
n

)

AUS (€)

EUR (€)

US (€)



4

Market Evolution –European RMBS 

� In Europe the first half of the year was very strong but fell off 
significantly in the last quarter

Source: Standard & Poor’s

European RMBS Issuance Volumes
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US RMBS and Europe RMBS - Borrower Behaviour 

� Non Conforming borrower characteristics are very different in Europe 
(and Australia) to the US  – ie documentation requirements, teaser 
rates, lower LTV and borrower liability etc

� Thus arrears in Europe are not following the patterns seen in the US

U.S. Subprime Mortgages: Total Arrears (Indexed)
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U.K. Nonconforming Mortgages: Total Arrears (Indexed)
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US RMBS and Europe RMBS –Underlying Economic Factors 

� Interest Rates
� US Rates have been rising 

significantly. Highest 2 year increase 
in 2004 – impacting borrowers 
refinancing in 2006

� UK has seen a much more steady 
rate increase but refinance may 
prove difficult in a tight credit 
environment

� House Price Inflation (HPI)
� Large fall off of HPI since the end of 

2005 in the US – deflation since late 
2006

� UK HPI has been positive since 2002 
with the most stressful period 2004. 
Increasing growth since end of 2005

Typical Two-Year Rise In Index Rates
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Market Evolution –CashflowCDOs

� Until 2007 CLO issuance has been breaking records every year since 2003. In 
2006, issuance reached €32bn, with 71 new deals brought to the market

� Default performance of the loan market and CLOs remains stable, the ongoing 
market liquidity crunch has severely diminished demand for CLOs. 

� Loosening of the underwriting standards is prompting comparisons with subprime 
– but mitigated by low default rates, lower leverage and low use of Cov-lites

European Leveraged Loans 
Issuance Volumes

European Leveraged Loan Spread High Yield Default Rate
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Market Evolution –Vanilla Synthetic CDOs

� Global credit spreads have widened out significantly

� CDX / iTraxx has widened to levels only previously seen during the 
correlation dislocation in May 2005

O n  th e ru n  CDX an d  iTrax x  Sp read s
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Market Evolution –Vanilla Synthetic CDOs

� Largest spread widening has been in the financial sector – but there 
has been very little CDO issuance as market is not sure the worst 
has passed

� Secondary Mark-to-Market (MtM) on transactions is significantly 
negative given large spread widening of underlying credits

� BUT underlying credit ratings are not significantly effected thus 
CDO rating stability is currently unchanged!

� However - defaults of underlying credits would significantly change 
this!

� Also changes to Rating Agency methodologies could impact 
existing tranches of CDOs
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Market Evolution –Market Value Synthetic CDOs

� Generally good performance on CPDO – However less diversified 
structures are obviously more prone to greater MtM movements (eg
Elm downgrade by Moody's to Ba2)

� Spread widening in CDX & iTraxx reduces Net Asset Value (NAV) 
of CPDOs

� BUT spread widening can be a positive for these structures as 
increase in spreads means greater ability to increase NAV from 
Excess Coupon Spread
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What is the Emotional Impact that the Subprime Crisis has 
had?

� Investor confidence in the market

� Confidence in the Rating Agencies
� Credit ratings vs. Market value ratings

� General Confidence on information 
and sources – i.e. How can you Mark-
to-Market if there is no market?

� Over reliance on quantitative models 
and lack of liquidity modeling

� Effect on pricing

� Trading mentality vs. traditional credit 
analysis

Rating Agencies Stock Price Over Time
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European Key Drivers

� Effect of the crisis in European market is split into two:

• Direct exposure and indirect exposure

� Direct exposure limited to CDOs of US subprime or corporates
dependant on mortgage activity

� Indirect exposure much more prevalent and driven by lack of 
liquidity

� Seen particularly strongly in the SIV-lite and SIV markets

� SIV-lite – Very little industry diversification combined with relatively 
lumpy portfolios and higher leverage meant that as liquidity dried up 
the NAVs dropped very quickly – and they were forced to unwind or 
restructure

� The end of the SIV-lite asset class
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SIV Market

� SIV asset class was more resilient – mainly due to diversification

� As term spreads widen this is usually good news for SIV managers!

� BUT - CP spreads widened more causing pressure on the funding 
gap and forcing vehicles to sell assets in a distressed market thus 
crystallising losses 

Source: Bloomberg
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SIV Market (2)

� Worse still – CP Investors are reluctant to invest in ANY SIV CP 
paper or CP where there is market value risk

� Some SIVs are heavily exposed to US subprime – but not 
necessarily the effected tranches. However contagion has 
dramatically reduced NAVs

� SIV NAVs also impacted by secondary market liquidity

� Some SIVs forced to unwind if NAV falls below 50%

� To date 3 SIVs are unwinding – many senior and capital note rating 
actions

� “M-LEC” Super SIV may help - but in the longer term CP markets 
must re-open if SIVs are to continue!

� SIVs are historically big buyers of ABS term debt - thus this asset 
class has a large Global impact
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Summary

� Currently outside of the US the crisis is a liquidity crisis and not a 
credit crisis

� Losses in European and Australian RMBS are very unlikely to reach 
US levels due to:
• Borrower behaviour 

• Underlying economic factors
• Lending Practices

� Euro Impact mainly due to liquidity of the market rather than credit 
(ie indirect rather than direct)
� Direct – CDO referencing sub prime
� Indirect – MV structures (SIV, SIV Lite)
� BUT – SIV Impact has large global scope

� Expectation is this will not last forever but:
� When will it end ?

� Will it change into a global credit crisis?
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Disclaimer

� The information in this document and any presentation given in connection with it is 
intended only to provide a summary and general overview on the matters the subject of 
the document or presentation. It is not intended to be comprehensive nor does it 
constitute advice.  We have attempted to ensure that its content is current and accurate 
but we do not guarantee its currency and accuracy.  You should seek your own advice 
as to the suitability of any investments described in or connected with the matters in this 
document or any presentation for your own financial and tax circumstances.

� Société Générale Australia Branch (ABN 71 092 516 286) and holding AFSL no. 
236651 is not responsible to you or anyone else for any loss suffered in connection with 
the content of this document or any related presentation and we exclude to the 
maximum extent permitted by law any liability which may arise as a result of the use of 
such content.

� Société Générale Australia Branch owns the copyright in the content of this document.  
This document should be considered private and confidential and you must not 
distribute the document in whole or in part to third persons other than those persons 
directly involved in your investment assessment.
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