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The Baseline Scenario is our periodic overviewhef ¢urrent state of the global economy
and our policy proposals. It includes three sestion

1. Updates that have caused us to modify the basslice the last version
2. Analysis of the current situation and how we gathe
3. Policy proposals

Please note that we do not currently publish osidgand downside risk scenarios in
detail.

UPDATES

This edition of the Baseline Scenario has beemsitely updated to reflect recent
events, in particular the adoption by the worldading economic powers of the first two
of our proposals in our original Baseline Scenénitp://baselinescenario.com/baseline-
080929).

Europe and the USrecapitalize

Last week was a momentous week in the financiaissiwith Europe and the US taking
their largest steps yet to stem the credit cru@hMonday
(http://baselinescenario.com/2008/10/13/bank-reabpdtion-monday, the UK
implemented its bank recapitalization plan, ancesgvEuropean countries announced
plans for recapitalization and loan guaranteesvé@gound out that night, Henry Paulson
spent the day twisting the arms of nine US bank §E@d the next morning
(http://baselinescenario.com/2008/10/14/bank-reabpétion-arrives-in-the-usthe US
announced that $250 billion of TARP money was gairtig recapitalization.

Isthecredit crisiseasing?

There are real signs that the credit crisis isnggsi
(http://baselinescenario.com/2008/10/17/credit-chueasing), at least as far as

interbank lending is concerned. LIBOR is coming dpWreasury bill yields are going

up, and the market for high-quality commercial payees started to come back to life. To
track this on a daily basis, try Calculated RislPanet Money. (However, although
banks are finding it slightly easier to raise mgmagrtgage rates have actually gone up.)




The real economy continues slowing

A barrage of economic indicators shows the econslipping further into recession, at
least in the USh({tp://baselinescenario.com/2008/10/18/slouchiwgatad-recession/

Emerging market problems deepen

The other major development of the week has bezmtiteasing problems faced by
emerging marketshftp://baselinescenario.com/2008/10/18/emergingkatar
development3/ even potentially China
(http://baselinescenario.com/2008/10/18/recessierhina)).

OVERVIEW (largely rewritten this week)
Theroots of thecrisis

For at least the last year and a half, as banksgoccessive writedowns related to
deteriorating mortgage-backed securities, the conweal wisdom was that we were
facing a crisis of bank solvency triggered by fajlihousing prices and magnified by
leverage. However, falling housing prices and Heylerage alone would not necessarily
have created the situation we are now in.

The problems in the U.S. housing market were remngelves big enough to generate the
current financial crisis. America’s housing stoakjts peak, was estimated to be worth
$23 trillion. A 25% decline in the value of hougiwould generate a paper loss of $5.75
trillion. With an estimated 1-3% of housing wealins going into consumption, this
could generate a $60-180 billion reduction in te@sumption - a modest amount
compared to US GDP of $15 trillion. We should hagen a serious impact on
consumption, but, there was no a priori reasoretieve we were embarking on a crisis
of the current scale.

Leverage did increase the riskiness of the systertndid not by itself turn a housing
downturn into a global financial crisis. There s lvasis on which to say banks were too
leveraged in one year but were safe the year hbefiome leveraged a bank can be
depends on many factors, most notably the natutelaration of its assets and liabilities.
In the economy at large, credit relative to incornas been growing over the last 50
years, and even assuming that credit was overextenaday's crisis was not a foregone
conclusion.

There are two possible paths to resolution fornamess of credit. The first is an orderly
reduction in credit through decisions by institnsand individuals to reduce borrowing,
cut lending, and raise underlying capital. This caour without much harm to the
economy over many years. The second path is momgedaus. If creditors make abrupt
decisions to withdraw funds, borrowers will be fido scramble to raise funds, leading



to major, abrupt changes in liquidity and assetq®i These credit panics can be self-
fulfilling; fears that assets will fall in value wdead directly to falls in their value.

A crisis of confidence

We have seen a similar crisis at least once imtagees: the crisis that hit emerging
markets in 1997 and 1998. For countries then, baads (or markets) today. In both
cases, a crisis of confidence among short-termtorsccaused them to pull out their
money, leaving institutions with illiquid long-terassets in the lurch.

The crisis started in June 1997 in Thailand, wigespeculative attack on the currency
caused a devaluation, creating fears that larggdgorcurrency debt in the private sector
would lead to bankruptcies and recession. Invesiinost instantly withdrew funds and
cut off credit to Malaysia, Indonesia and the Pipines under the assumption that they
were guilty by proximity. All these countries Iastcess to foreign credit and saw runs on
their reserves. Their currencies fell sharply tadr creditors suffered major losses.

From there, the contagion spread for no appareasbreto South Korea - which had little
exposure to Southeast Asian currencies - and thBussia. Russia also had little
exposure to Asia. However, Russia was funding defibrough short-term ruble bonds,
many of which were held by foreign investors. Wikaort-term creditors panicked, the
government and the IMF could not prevent a devadngand a default on those ruble
bonds). GDP fell 10% the following year. After Riasshe story repeated itself in

Brazil. In December 1998 Brazil let the currenmati, leading to a sharp depreciation
within one month.

In each case, creditors lost confidence that tleeydcget their principal back and rushed
to get out at the same time. In such an environpaemntinstitution that borrows short and
lends long is vulnerable to such an attack. Themi&had one common trait: if credit
were cut off they would be unable to find fundifi@pe decision of credit markets became
self-fulfilling, and policy makers around the woddemed incapable of stopping these
waves.

Thecurrent crisis

The evolution of the current financial crisis seaem®arkably similar to the emerging
markets crisis of a decade ago.

America’s crisis started with creditors fleeingrfreub-prime debt in summer 2007. As
default rates rose, investment-grade debt - oftdlateralized debt obligations (CDOSs)
built out of sub-prime debt - faced large lossdg &xodus of creditors caused mortgage
finance and home building to collapse.

The second stage began with the Bear Stearns icrislarch 2008 and extended through
the bailout of Fannie Mae and Freddie Mac. As itmesit banks evolved into
proprietary trading houses with large blocks ofjilid securities on their books, they



became dependent on the ability to roll over thkort-term loans, regardless of the
quality of their assets. Given sufficient paniaGan become impossible to roll over those
loans. And in a matter of days, despite no majarspd8ear Stearns was dead. However,
while the Federal Reserve and Treasury made sat®#ar Stearns equity holders were
penalized, they also made sure that creditors maide whole - a pattern they would
follow with Fannie and Freddie. As a result, creditlearned that they could safely
continue lending large financial institutions.

This changed on September 15 and 16 with the &adéit.ehman and the "rescue" of
AIG, which saw a dramatic and damaging reversalolity. Once Bear Stearns had
fallen, investors focused on Lehman; again, asidente faded away, Lehman's ability
to borrow money evaporated. This time, however Ribe let Lehman go bankrupt,
largely wiping out creditors. AlG was a less ob\waandidate target. Despite large
exposure to mortgage-backed securities throughtatethult swaps, no analysts seemed
to think its solvency was truly in question. Oveint, however, without any fundamental
changes, the markets decided that AIG might bislatand the fear became self-
fulfilling. As with Lehman, the Fed chose not tmfact creditors; because the $85 billion
loan was senior to existing creditors, senior dedd left trading at a 40% loss.

This decisive change in policy reflected a growpadjtical movement in Washington to
protect taxpayer funds after the Fannie Mae anddieeMac actions. In any case,
though, the implications for creditors and bondeistors were clear: RUN from all
entities that might fail, even if they appear solvé\s in the emerging markets crisis of a
decade ago, anyone who needed access to theroaattets to survive might lose access
at any time.

As a result, creditors and uninsured depositoadl aisky institutions pulled their funds -
shifting deposits to Treasuries, moving prime brage accounts to the safest institutions
(read JPMorgan), and cashing out of securitiexge@ with any risky institutions. The
previously invincible Morgan Stanley and Goldmarmwt&asaw large jumps in their credit
default swap rates. Washington Mutual and Wachearashed. LIBOR shot up and
short-term US Treasury yields fell as banks stogeeding to each other and lent to the
US government instead. The collapse of one monelehfund (largely because of
exposure to Lehman debt), and the pending collepsere, sent the US Treasury into
crisis mode.

At the same time, the credit market shock wavesagpquickly throughout the world. In
Europe, interbank loan rates and EURIBOR rates ghoand banks from Bradford &
Bingley to Fortis were nationalized. Further afidRiissia and Brazil each saw major
disruptions in their interbank markets and Hong ¢{erperienced a (small) bank run.
From late September, credit markets around thedweere paralyzed by the fear that any
leveraged financial institution might fail due tde&k of short-term credit. Self-fulfilling
collapses can dominate credit markets during thpeseds of extreme lack of

confidence.

Theresponse



There are two ways to end a crisis in confidencaréait markets. The first is to let
events unfold until so much deleveraging and soyna@fiaults have occurred that
entities no longer rely on external finance. Thergeny then effectively operates in a
“financially autonomous” manner in which non-fingaddirms do not need credit. This
is the path most emerging markets took in 1997-1888nned by the world investment
community, it took many years for credit marketseggenerate confidence in their
worthiness as counterparties.

The second is to put a large balance sheet behrtdentity that appears to be at risk,
making it clear to creditors that they can oncdragafely lend to those counterparties
without risk. This should restore confidence aoffen the coming economic recession.

Governmental responses to the crisis were fitfogrly planned, and abysmally
presented to the public. The US government, torédit, was the first to act, while
European countries boasted they would be littleca#d. Still, though, Paulson and
Bernanke had made the mistake of insisting rigtdugh the Lehman bankruptcy that the
system was fundamentally sound. As a result, tiagid reversal and insistence that they
needed $700 billion for Paulson to spend howevevisked was greeted coldly on
Capitol Hill and in the media.

The initial Paulson Plan was designed to increaséidence in financial institutions by
transferring their problematic mortgage-backed sges to the federal government's
balance sheet. The plan had many problems, rafiginguncertainty over what price the
government would pay for the assets to questionatabhether it would be sufficient to
stop the crisis of confidence. Our initial Basel®eenario
(http://baselinescenario.com/baseline-0809291 September 29, recommended passing
the plan and supplementing it with four additiomadasures: the first two were unlimited
deposit insurance and an equity injection prograniihancial institutions.

After the Paulson Plan was passed on Octobem&stquickly overtaken by events. First
the UK announced a bank recapitalization progr&en ton October 13, it was joined by
every major European country, most of which alssoamced loan guarantees for their
banks. On October 14, the US followed suit witraalorecapitalization program,
unlimited deposit insurance (for non-interest-beguaccounts), and guarantees of new
senior debt. Only then was enough financial foqmaliad for the crisis in the credit
markets to begin to ease, with LIBOR finally fafjiand Treasury yields rising, although
they are still a long way from historical levels.

Dangersfor emerging markets

Although the US and Europe have grabbed most did¢laglines, the most vulnerable
countries in the current crisis are in emergingkets. Just like highly leveraged banks,
highly leveraged countries - such as Iceland vaheerable to the flight of capital.
Countries that got rich during the commodities bamalso highly vulnerable to a
global recession.



The flight to safety is already destabilizing baaksund the world. For companies that
can get credit, the cost has skyrocketed. Thes@adial sector tremors are sending
shockwaves through emerging market economies. Wikaldthy nations can use their
balance sheets to shore up banks, many other il find this impossible. Like
Latin America in the 1980s, or emerging marketeraf©97-98, the withdrawal of credit
after a boom can lead to steep recessions and m&gonal disruptions.

Four sets of countries stand to lose.

1. The over-leveraged. With bank assets more #gmatires its GDP, Iceland cannot
protect its banks from a run. Other countries bmatowed heavily during the boom face
a similar situation.

2. The commodity-dependent. Oil has already fatielow $80 per barrel, and demand
continues to fall. All other major commaodities willl for the same reasons. Commodity
exporters facing sharply reduced revenues will neexlit spending and let their
currencies depreciate.

3. The extremely poor. Sub-Saharan Africa, whick w&eneficiary of the commodity
boom, will be hit hard by the fall in commodity pes. At the same time, wealthy nations
are likely to slash their foreign aid budgets. Tie¢ effect will be prolonged isolation
from the global economy and increased inequality.

4. China. The global slowdown has already had amiajpact on several sectors of
China's manufacturing economy. The collapse irBddéc Dry Index shows that demand
for commodities and manufactured goods is plumrgetivihile China's economic
influence will only grow in the long term, a globaicession could cause a severe crimp
in its growth.

The world's attention is currently focused on the But crises in the rest of the world
will inflict damage on G7 economies, increase glabequality, and create geo-political
instability.

The current situation

Today, although it is by no means assured, it seelagvely likely that the financial

panic will gradually ease and the successive cedlagf many large banks in the US and
Europe will not occur. However, the resumptionrgérbank lending alone will not be
enough to reverse the downward trajectory of théeeonomy. Banks still need to
deleverage in a major way and there are doubtstdiooumuch lending to the real
economy will pick up. For example, mortgage ratethe US actually increased since the
recapitalization plan was announced. In a worst sgenario, even some wealthy
countries may not be able to absorb the losseairasdtby their banks. The US will have
to worry not just about its banks, but also abame insurance companies and quasi-
financial companies such as GMAC, Ford, and GE.



Before the severe phase of the crisis began ore®etr 15, the world was already
facing an economic slowdown. The credit crisish&f past month and the lingering
uncertainty seem certain to produce a global reaesk the face of uncertainty and
higher credit costs, many spending and investmecisibns will be put on hold. US and
European consumption decline along with housinggstiWith interest rates rising
around the world, companies will pay down debt sttlice spending and investment
plans. State and municipal governments will seeslaax revenues and cut spending.
No country can rely on exports to provide much eushas growth and spending around
the world have been affected by the flight fromdate

Recent economic indicators in the US show sigmificketerioration in the real economy.
Because these indicators are from the entire moinBeptember, they probably
understate the effect of the acute credit crundhe®second half of the month, which we
will not fully appreciate October data appear ie thiddle of November.

The damage will be particularly acute in emergirayket economies. As the wealthiest
nations protect their banking sectors, investotslanders will be less likely to put their
money in countries perceived as risky. Icelandresaaly facing default, either by its
banking sector or by its government. After Icelath@, psychology of fear is likely to

take over as creditors try to guess which counttiybg next, just as in 1997-98. Unless a
country has a sufficient balance sheet and a aggelamount of reserves, there will be
selective defaults and large devaluations. laisllio see how the IMF or anyone else
can provide resources on a sufficient scale to naatiéference. Some countries in
Eastern Europe and Latin America are clearly shgwigns of risk.

Falling commodity prices due to the coming recassvdl also hurt many exporting
countries. Even Russia, with its large foreign enay reserves (and vast oil and gas
reserves) may have a significant mismatch probletwéden short term liabilities and
longer term assets. This is complicated furthelabye private sector debt in foreign
currency. The government may be moving toward dlegiadthich companies they will
save. Hopefully, for the companies they do not supjit will be possible to have an
orderly workout.

POLICY PROPOSALS
TheG7

So far, the US response has included major incsdadeuidity, the $700 billion TARP
program, the dedication of $250 billion of that regrio bank recapitalization, unlimited
deposit insurance, guarantees of new senior babtk @@rogram for the Fed to buy
commercial paper directly, an interest rate cud, twe usage of Fannie and Freddie to
buy $40 billion per month of mortgage-related sé@s. Put together, this seems to have
stopped the panic from worsening, although it ¢eltdnas not yet dissipated.



The US and other leading economic powers will taveontinue to fight on several
fronts for months if not years to come. We recomdnigre following program of steps:

1. Ensure sufficient capital. While the credit metekhave reacted with cautious optimism
to the initiatives announced last week, they mtitog® implemented successfully to

have their desired impact. In the US, we recomnusaticating all $700 billion of the
TARP money for bank recapitalization, because $#Bi@dn may not be enough as a
percentage of the assets involved. Purchasing agetacked securities, if necessary,
can be done by Fannie and Freddie. Treasury anéeithevill also need to find a
meaningful way to encourage recipients of goverrtroapital to use the money to
increase lending to the real economy while maimagihealthy capital levels.

2. Lower interest rates. The monetary authoritidb@se countries need to lower interest
rates dramatically. Europe, Canada and the UnitatSrecently announced a
coordinated 0.5 percent reduction in rates. Thasgeod start, but only a start. More will
be needed, especially in Europe, where a histdiocails on inflation fighting risks

having the wrong effect. We are on course for dagloecession, in which commodity
prices will continue to fall and demand will remaweak. Inflation will be low and
deflation is a risk.

3. Maintain liquidity. Monetary authorities needraamain committed to pumping
liquidity into the financial system as long as ¢tenarkets and interbank lending remain
weak. This should be promised for at least one.year

4. Fiscal stimulus. A major fiscal stimulus packégaeeded to help restore confidence
back to the economy, and to encourage businessés postpone investment plans. All
industrialized countries and most leading emergnagkets should commit to a sizable
fiscal expansion (at least 1 percent of GDP), stinec so as to work within the local
political environment, to offset the coming largectine in global demand. We would
recommend cash payments and rebates to housemoldhart term investment tax
credits to businesses. This is a major way to heth homeowners and renters.

5. Contain the damage in housing. In a credit cycieen recession, housing prices can
fall below their fundamental value just as theyerabove it during the boom. Direct
measures need to be taken to break the cycle @fliaures and fire sales that is driving
down prices and causing collateral damage to contiasnThe goal should not be to
prop up housing prices at artificially high levdisit to find outcomes that are better for
both homeowners and lenders than foreclosure< iarge-offs, and blighted
neighborhoods that harm all homeowners.

In addition, these nations also need to determave their financial sectors should be
regulated in the future. Most economists and patiakers agree that the crisis was
aggravated by some failure of the regulatory sysiétmile there are disagreements over
what that failure was, it is certain that a newutatpry system will be built.

Theinter national arena



The risk for the global financial system is thegpect of financial war. With his appeals
for assistance turned down by European countgetarid’s prime minister, Geir Haarde,
said it is now “every country for itself.” This sk of the financial autarchy that
characterized defaulters in the 1998 financiali€iis Asia, when countries changed the
rule of law to benefit domestic constituents ow@eigners.

Most of the time, financial war of this kind is p&il and costly. It will lead to decades of
lower international capital flows and could havkeestfar-reaching effects on politics and
even global peace. Unless the leading industriahttees take concerted action, there’s a
very real danger that we will all suffer more.

Highly leveraged countries are at risk of substdrivate or public defaults. They need
to assess their ability to cover their debts aradddewhich entities to protect and which

to let fail. If necessary, they should commit tolye®aris Club and London Club
negotiations to restructure external national dedotd encourage private sector entities to
begin negotiations with creditors.

Commodity exporters should let their currenciesréeipte instead of spending reserves
to slow down the adjustment process. Devaluatidhbs&inecessary to bring imports and
exports back into balance.

The IMF can work with countries needing fiscal dadance of payments support. It is
already signaling that it will reduce the detaitehditions for which it is so well known,
and increase its flexibility. The G7 should suppbis, and make additional resources
available. One widely expressed view is that aulyeghe IMF could save only 2-1/2
Icelands.

Finally, despite their domestic challenges, weaithtfons also need to do their part. We
are going to recapitalize our banks and exercieatgr control over them. We need to
make sure they continue to deal with emerging mdréieks. We should also avoid
cutting our aid to the world’s extremely poor.

Conclusion: The need for coordination

We believe the US economy, along with many othetspa the world, is entering a
recession precipitated by housing markets but priyneaused by an extreme loss of
confidence in global credit markets. The withdraafatredit undermines previously
solvent institutions, causes unnecessary econoam@agde and constricts consumption
and investment plans. Once confidence is gong gkiremely difficult to restore. This is
not a case of efficient markets, but a self-futidj series of credit panics causing
significant economic damage.

The outlook for the global economy continues toseor While the US and several
European countries are likely to go into recessiamare also likely to see substantially
more defaults and credit panics in smaller cousitaied emerging markets. These



developments point out the urgent need for intéwnat coordination to limit the depth
of the recession and avoid international financiaifare.

The last month has shown that partial and pieceastains will no longer work. Small
steps announced frequently, especially by a sicglatry acting alone, are neither
credible nor powerful enough to make much of aedéhce. It's worth bringing a
sufficient mass of economic power to bear, in aa@hensive program, to make an
impact on the markets.

There is also a need to let prices move to a lewaborted by the market, which
unfortunately means that wealth is likely to deelfarther. As we saw after the Asian
crises, this can mean that stocks, bonds and afisets become very cheap, and it may
take a long time for values to recover. Fiscal espan and help to homeowners will
reduce the pain from these losses, but it's impbottabe clear that the success of the
program should not be measured by rising assetgric

Finally, we are well past the days where even dtansteps could have prevented a
major recession. Under any scenario, we will seeynp&rsonal, corporate and perhaps
even national bankruptcies. Once the genie of pamicuncertainty is unleashed, it takes
years to put it back in the bottle. What we needdas prevent a chaotic collapse arising
from incomplete policies, lack of credibility anatérnational financial warfare.
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