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Sumumary:

While the currert Term Securities Lending Facility {TSLEF) has been enormuously useful i terms of providing
tuidity to primary dealers for some of thelr most difficolt to finance assets, we believe there are some miodest
raedifications that could make the program an even bigger suecess particularly iy the futire, Specifically:
& We reconuhend expanding the vollateral ehigible in the Schedale 2 program 1o include off wnvestment
grade MBS szeurities.
¢ We reeommend that the teom of the Schedule 2 program be made consistent with the newly extended
TAF = with 3- vionth eoliateral swap auctions.
We believe these roodifications 10 the TSLE program will fncreass usage and help address the need fo fund
what's kely to be a growing sapply of aon-cligible mortuage assers,
Underutiization
Currently the TSLF program is endenuilized. When the program was first adopted in ewly March, the Fed
expactad to swap F200bn worthoof ita TSY collateral for primary dealers” MBS securities, However, nearfy every
auction over the last several months has falled 1o generate adequate demand and, a3 of 13 August, the total
amount 5F TSLF collateral ouistanding was just-under $130bi (35bln AGY, 75bln AAA)

Degiining Eligibility:

& Nearly 50% of the 2006 and 20807 vintage AAA-rated Subpritee nrortgage bonds have been downgraded,
ampunting to roughly 13% of the cutstanding AAA Non-Agzency Morgeges issued duriag those yvears..

»  Based on loss expectations and the tating agency oriteria we expect another 25% of the dollar value
outstaading of the 2006 and 2007 vintege AAA-raled mostgage securities will eventually be
downgraded.

= This would bring the total share of these vintages ineligible as TSLT collateral 1o 40% — or roughly
$400bn waorth of formerly AAA-rated securities that dealers could not finance at the Fed.

We believe the sohstion to the undenstilization of the TSLFE program is to expand the definition of Schedule 2
collateral to inchude 2l investimant grade MBS securities and extend the program to provide 3- moerah fnancing.
Thy primary reason for the Jack of dersand and repeated low hid-<4o-cover ratios at Schedule 2 TSLF auctions is
the fack of eligible tollateral on dealer balance shests,

We hope the Fed will consider expanding both the collateral eligible in the TSLF program and the length of the
collateral swaps to' 3 months. Unlike banks which have sccess o term funding for these “fallen angels” via the
TAF and discount window, dealers have only one mechanism —~ the TSLF. And the TSLF only provides TSY
collateral for 28-days. We do not believe it wag the Fed’s intention in sefting up the TSLF program in March to
exciude nearly half of non-azency mortgages from s liguidity operations. Allowing all ‘mvestrment zrade
mortgage collateral 1o beeligible together with an extension of the program to 3+ months wouldn necessarily
inerease the-risk or the Fed’s balance sheet. For-instance, the Fed could Emit the size of the 3- month operations
refative to the pne-month ones so that no more of the Fed’s balance sheet was comuitted. Unlike the TAF, the
TELF wiuld not require the sale-of other Federal Reserve assets; if #f was later decided to increase the size of the
3- month wictions,

PRCF

We strongly believe that the PDCF program, which currently accepts meost investment grade assets is not a good
substitute for the TSLE,
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#  The PDCF is an overnight program that while it can be rolled datly, isa’t meant to be 2 constant soaroe
of daily funding for mortgage assets as it imposes frequenoy of dse fees,

= PDCF borrowing has a considerable stipma in spite of the Fed's efforts 1o cloak access and gusrantee
anonyvmity, Instead, primary dealers view the PDCF ag a last resort and will exbaost all other finaneing
sowrces before pledging collateral here. For this reason, borowing at ¢idg program has evaporsted since
the BSL merger closed.

We belleve that 2 modification in the ferms of the TSLY would gu 2 long way to alleviating the pressure in
martpage funding markeds,
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252 2 :
Description e ers inexchange for a specified range of aligible collateral and is intended to
foster-the functioning of financial markets move generally

Term £

Offering Size C:m&:aa

Raie v Fed Funds + 25bps

Eligibiliiy Investment Grade mmnﬁwaaw

Utilization Not used since JPM - Bear merger completed
s R - ———

-

Peseription Collateral Upgrade Securities Lending Auction — FED Lends T8Y Collateral and Borrows Eligitle Collatera)
Term 28 days |
Eligibility Schodule | AGY DEBT, AGY PT's o
‘ Schedule 2 >m,.< CMGs, AAA MBS, AAA ABS - {NO CDRO - CLO ar Support Bonds)
?E....Ew Freg | ﬁmmw‘www‘\»:ﬁu@nzm Eiigibifity Schedules -
Austion Minimum Schedule § 10bps | o

Schedule 2 25bps

Ertilization Oifering Size Bid to Cover Uitilization Liending Fee Minimuns Fee
Schedule 1 35 55 182 106% 3 10
Schedule 2 139 T3 054 4% 25 25

194 136 490 67
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Functions as a safely valve in refleving pressures in seserve markets and helps ensure the basic stability of the payment system by supplving
Huidity during times of systemic stress

Term

upto 90.days

Offering Sice

Uniimited

Rate

Fed Funds + 25bps

Eligibility

Investmend Grade Securities and Loans

Deseription

Auction of Term Funds to depesitory Institutions that ave

rm

28 days and 84 days

Eligibility

investment Grade Securities und Loans

Auction Frey

Bi-weekiy

Auction Minimum .

Litilization

Award Size

125

ed Funds OIS
Offering Size
28 days 125
84 days o 23
150

LEH
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seredit discount window

Bid to Cover Lending Rate  Minimum Rate

2
Ll

o
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Yo Bualanee Bowngraided %4 Balauce Not Powagraded, su Waleh Y Balance: Mot _..:: :rZuﬁm fa on Wateh

2008 206 2803 2006 2087 IS 2006 2007

Jumbo 0% 0% 0% 1% % Higes 53%

All-A Fined 0% 3%, ) 8% 289,
Al-A ARM Ve W P 42% G55

Crption ARM 9% BE0s 0% Y 94 6% B0

AR $9% 7 5% B9 74% %

Suhprini %, 42%% ‘ 8% 2% 439

‘Faetad 3% 17% 1% 8% 8% A Gl%

Lollaterst

2005

2006

2HYT

otal

Jusnhio Fixed

18622944468

28.850,622.900

HRGA9,001130

45 32578 669

Tumibo ARM

$2.304,705.838

27.831,602.499

H

41,394.547.227

Alt-A Fised

32,694,820 #40

83,707.253.03%

Alt-A ARM

47,388 A1 408

49,044 964 055

33.108,019.798

Option ARM

47,520,602 417

97, O\EL 49,315

66,053 611874

AltB 2407 GIAKEIZSTT R IRTOISIRT 136184424961
Subprime 838301 IR Q61926994 101404, &Toa@ wmm“ommwfm;mwm.
Total una.kzm.mam?&dm ‘ &w&. ux u .G.: ....T Jw,ma.« W2 YRR DI04 954

IS 2430 2007 Totnl e of Oustauding
Totul _!?_:m_‘mnn; 8,416.827,43% $6,331.162.453 §2.274,555,138 Iﬂmﬁ_mnm,mwm ,
Yotul on Watch 21200685257 USA06451751  133TISOSATL  2MIISAIATS 29
Total Expected Downgrade 35617512095 F04.737,614,70 N_m?céﬁmw?ug ‘&mavumﬂ TR ) :
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