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SECTION 1

Subprime Mortgage Loan Losses
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Predicting 2006 Subprime Mortgage Loan Losses

¢

¢

K UBS ™

Multi Factor Regression aka the “Physics Model” => 5% losses

Social Science Model Dec 2006: Default Timing Curve Model =>
11% losses

Social Science Model Oct 2007: Shutdown Model => 16% losses
Social Science Model Nov 2007: Higher LGD => 20% losses
Social Science Model Apr 2008: Still Higher LGD => 25% losses
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The Failure of the Physics Model

¢ Explanatory variables: FICO, LTV, HPA, Payment Shock, Debt to
Income, iIncome verification

¢ Mortgage application data was inaccurate
¢ “Soft” unreported underwriting variables deteriorated

¢ Explanatory variables were out of the range of historical
observation

¢ The multiplicative effects of explanatory variables were out of the
range of historical observation
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The Social Science Model

¢ Default timing curves predict how many more defaults are going to
occur in a mortgage pool given how many defaults have already
occurred and the WALA (or seasoning) of the mortgage loan
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¢ The “Shutdown Model” reflects the loss of re-financing opportunity
and higher delinquency “roll rates”

¢ Higher loss given default reflects worse HPA prediction

3 UBS :



Behavioral Feedback Loops

Home Price Appreciation

¢ High home price appreciation decreased mortgage loan defaults
and losses

¢ Low loan losses decreased loan underwriting vigilance, made
mortgage credit more readily available

¢ “Affordability’mortgage loan products embed payment shock or
high LTV or both

¢ Easy mortgage lending supported HPA

Unfortunately, the process can also work in reverse
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Behavioral Feedback Loops

No Skin in the Game

¢ Mortgage brokers were paid to originate loans, not screen
applicant credit risk

¢ Mortgage originators transferred almost all risk to Wall Street
¢ Wall Street transferred almost all risk to subprime investors

¢ ABS CDO managers were paid for assets under management and
early payments from mortgage loans

Unfortunately, when the music stopped,
participants up and down the chain were left holding the risk
they hadn’t passed on
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Next Behavioral Effect

Change in Willingness to Pay
¢ Homeowners who can pay their mortgage will choose not to

¢ www.youwalkaway.com

¢ Homeowners can be educated to increase their wealth by “walking
away” just as they were educated to save money by refinancing
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SECTION 2

ABS CDO Losses
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Russian Dolls

Risk Profile of Subprime Mortgage Loans
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Residential Mortgage Deals in 420 ABS CDOs

Using the old November 2007 model of mortgage loan losses
Number of Deals by Vintage and Mortgage Loan Type

Vintage Subprime Alt-A Seconds Prime Total
1997-2002 175 31 2 43 251
2003 215 71 7 136 429
2004 368 259 27 182 836
2005 483 473 64 191 1,211
2006 516 497 72 135 1,220
2007 150 115 21 2 312
Total 1,907 1,446 193 713 4,259

Average Predicted Losses by Vintage and Mortgage Type

Vintage Subprime Alt-A Seconds Prime Average
1997-2002 5.0 0.7 4.7 0.3 3.7
2003 2.9 0.4 4.5 0.0 1.6
2004 3.0 0.5 6.5 0.1 1.7
2005 7.5 1.5 17.8 0.2 4.5
2006 19.5 4.6 46.9 0.3 12.9
2007 22.8 6.2 65.1 0.6 17.7
Average 10.3 2.7 31.6 0.2 7.0

These statistics are of mortgage deals whose bonds were purchased by ABS CDOs
(;l% UBS and are not necessatrily representative of all mortgage deals



Subprime Mortgage Bond Losses

Using the old November 2007 model of mortgage loan losses

Number of Subprime Mortgage Bonds by Vintage and Rating in 420 ABS CDOs All
Vintage AAA Aal Aa2 Aa3 Al A2 A3 Baal Baa2 Baa3 BIG NA  Ratings
1997-2002 24 24 55 1 10 76 24 5 28 247
2003 22 42 2 5 100 42 69 122 73 1 15 493
2004 117 75 204 87 92 270 176 274 326 279 61 43 2,004
2005 269 294 416 332 314 425 382 420 409 405 198 121 3,985
2006 174 253 416 378 391 460 435 448 444 403 195 127 4,124
2007 62 30 81 61 59 73 88 82 84 57 8 19 704

All Vintages 668 652 1,183 860 861 1,383 1,124 1303 1,461 1,241 468 353 11,557

Average 120% Shutdown Losses of Subprime Mortgage Bonds in 420 ABS CDOs All
Vintage AAA Aal Aa? Aa3 Al A2 A3 Baal Baa2z Baa3 BIG NA  Ratings
1997-2002 12% 28% 17% 0% 8% 11% 8% 60% 48% 19%
2003 6% 19% 41% 12% 18% 22% 12% 14% 18% 71% 12% 16%
2004 12% 6% 9% 7% 17% 11% 10% 10% 12% 20% 30% 36% 13%
2005 10% 4% 8% % 11% 14% 20% 30% 41% 53% 69% 35% 24%
2006 22% 30% 47% 59% 66% 69% 80% 83% 89% 91% 97% 88% 70%
2007 27% 55% 57% 74% 7% 2% 80% 84% 84% 2% 88% 89% 71%
All Vintages 15% 17% 26% 35% 41% 35% 46% 46% 48% 56% 76% 57% 41%

These statistics are of subprime mortgage bonds purchased by ABS CDOs and are
not necessarily representative of all subprime mortgage bonds. Many highly-rated
securities are from scratch-and-dent deals.
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Collateral Losses of 2006-7 Mezz ABS CDOs

Using the old November 2007 model of mortgage loan losses

Threshold Collateral % of CDOs Whose Loss Tranche

Losses That Predicted Losses Given Expected

Tranche Threaten Tranche Exceed Threshold Default Losses
Sr. AAA 37% + 86% 51% 43%
Jr. AAA 24% + 93% 97% 90%
AA 16% + 96% 99% 95%
A 12% + 97% 100% 96%
BBB 7% + 99% 99% 98%
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Why Haven’t We Updated CDO Loss Estimates?

Underlying mortgage bond losses are only one part of ABS CDO
losses. Other issues, just as important are:

¢ Interest and principal “waterfalls” in CDO structure

¢ Effect of ABS CDO collateral downgrades in changing cash flow
waterfalls

¢ Tranche voting rights
¢ CDO documentation issues
¢ All of these factors vary across ABS CDOs
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Thinking About Losses: Physics vs. Social Science

¢ Increased default correlation?
¢ Fatter tail distributions?
¢ Higher default and loss rates?
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This report is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific investment objectives, financial situation
or particular needs of any specific recipient. It is published solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities
or related financial instruments. No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information
contained herein, except with respect to information concerning UBS AG, its subsidiaries and affiliates, nor is it intended to be a complete statement or summary of the
securities, markets or developments referred to in the report. The report should not be regarded by recipients as a substitute for the exercise of their own judgement. Any
opinions expressed in this report are subject to change without notice and may differ or be contrary to opinions expressed by other business areas or groups of UBS as a
result of using different assumptions and criteria. The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially different
results. The analysts) responsible for the preparation of this report may interact with trading desk personnel, sales personnel and other constituencies for the purpose of
gathering, synthesizing and interpreting market information. UBS is under no obligation to update or keep current the information contained herein. UBS relies on
information barriers to control the flow of information contained in one or more areas within UBS, into other areas, units, groups or affiliates of UBS. The compensation of the
analyst who prepared this report is determined exclusively by research management and senior management (not including investment banking). Analyst compensation is
not based on investment banking revenues, however, compensation may relate to the revenues of UBS Investment Bank as a whole, of which investment banking, sales
and trading are a part.

The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. Options, derivative products and futures are not suitable
for all investors, and trading in these instruments is considered risky. Mortgage and asset-backed securities may involve a high degree of risk and may be highly volatile in
response to fluctuations in interest rates and other market conditions. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange
may adversely affect the value, price or income of any security or related instrument mentioned in this report. For investment advice, trade execution or other enquiries,
clients should contact their local sales representative. Neither UBS nor any of its affiliates, nor any of UBS' or any of its affiliates, directors, employees or agents accepts any
liability for any loss or damage arising out of the use of all or any part of this report. Additional information will be made available upon request.

United Kingdom, Sweden and Netherlands: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who
are market counterparties or intermediate customers (as detailed in the FSA Rules) and is only available to such persons. The information contained herein does not apply
to, and should not be relied upon by, private customers. France: Prepared by UBS Limited and distributed by UBS Limited and UBS Securities France SA. Germany:
Prepared by UBS Limited. Distributed by UBS Limited and UBS Deutschland AG. UBS Limited is regulated by FSA. UBS Deutschland AG is regulated by Bundesanstalt fur
Finanzdienstleistungsaufsicht. Spain: Prepared by UBS Limited and distributed by UBS Securities Espana SV SA, a member of the Comision Nacional del Mercado de
Valores. Russia: Prepared and distributed by the Moscow Representative Office of UBS Cyprus Moscow Limited. Switzerland: Distributed by UBS AG to persons who are
institutional investors only. Italy: Should persons receiving this research in Italy require additional information or wish to effect transactions in the relevant securities, they
should contact UBS ltalia SIM S.p.A. South Africa: UBS South Africa (Pty) Limited is a member of the JSE Limited. UBS South Africa (Pty) Limited is an authorised
Financial Services Provider. United States: Distributed to US persons by either UBS Securities LLC or by UBS Financial Services Inc., subsidiaries of UBS AG; or by a
group, subsidiary or affiliate of UBS AG that is not registered as a US broker-dealer (a “non-US affiliate”), to major US institutional investors only. UBS Securities LLC or
UBS Financial Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when distributed to US persons by UBS Securities LLC or
UBS Financial Services Inc. All transactions by a US person in the securities mentioned in this report must be effected through UBS Securities LLC or UBS Financial
Services Inc., and not through a non-US affiliate. Canada: Distributed by UBS Securities Canada Inc., a subsidiary of UBS AG and a member of the principal Canadian
stock exchanges & CIPF. A statement of its financial condition and a list of its directors and senior officers will be provided upon request. Hong Kong: Distributed by UBS
Securities Asia Limited. Singapore: Distributed by UBS Securities Pte. Ltd or UBS AG, Singapore Branch. Japan: Distributed by UBS Securities Japan Ltd to institutional
investors only. Australia: Distributed by UBS AG (Holder of Australian Financial Services Licence No. 231087) and UBS Securities Australia Ltd (Holder of Australian
Financial Services Licence No. 231098) only to “Wholesale” clients as defined by s761G of the Corporations Act 2001. New Zealand: Distributed by UBS New Zealand Ltd.

© 2006 UBS. All rights reserved. This report may not be reproduced or redistributed, in whole or in part, without the written permission of UBS and UBS accepts no liability
whatsoever for the actions of third parties in this respect.
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