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HEH's ultimate recourse will be to the assets of NewCoSPV2, being the SPV2 SnrCLN and the cash collateral.
Whilst we are still awaiting the exact details of the HRE portfolio to be included in this transaction it is
understood that it will be largely European based commercial real estate. In view of the short time available it is
proposed that this application is on the basis that approval is subject to a satisfactory due diligence of the
portfolio by BU Real Estate Department analysts plus KRM. As the HRE portfalio is likely to be denominated
largely in Euro, HRE will assume the cross currency risk with NewCoSPV2 HSH is protecled as the SPV2

SnrCLN and the cash collateral will be in USD.

In addition to the detailed review of the HRE portfolio, NewCoSPV2 and NewCoSPV3, and therefore HSH via
the repo and possibly the BLF, will benefit from the credit enhancement provided by HRE. Over and above
rating agency methodology it is proposed that the credit enhancement is sized at approximately 20% thus
ensuring a AAA risk profile. For the avoidance of doubt neither the Senior CLN's will be rated and therefore the

AAA rating is /mplied only.

In order to mitigate against the risk of a default of HRE creating losses for NewCoSPV2, NewCoSPV3 or
potentially HSH via the repo or BLF, Clifford Chance have advised that protection against this is afforded under
German law. Immediately prior to a HRE bankruptcy HRE's CDS contract with NewCoSPV2 would be
cancelled and the cash collateral returned. At this point it is highly likely that HSH would tooc choose to unwind
it's protection from NewCoSPV1.

Notwithstanding the legal assessment and whiist of course HSH provides both the BLF and the repo to
NewCoSPV1 and NewCoSPV3 respectively, given the restricted nature of transactions that the SPVs will
conduct it is reasonable to assume that HSH has a degree of indirect exposure to HRE via this transaction as
contemplated and vice versa. A separate application for limits on HRE Is therefore being prepared. As a
mitigant against potential long dated counterparty exposure the transaction it is proposed that the HSH and
HRE will retain regulatory call features at the option.

5.5 Economic Situation

The main driver for the transactions contemplated is to optimise HSH's Basel | capital charge. As a resuit of
executing the transactions HSH stands to make significant Basel | capital savings as follows:

Description Risk Weight | Capital Ratio Basel | Capital
Existing $3.8bn Portfolio as currently booked 100'% 8% $304,000,000
$3bn Protected Portfolio 0% 8% $0
$0.8bn Unprotected Portfolio {less 1* loss) 100% 8% $61,600.000
First Loss of Unprotected Portfolio 100% * 3 100% $7,100,00
NewCoSPV?2 Liquidity Facility 0% 8% $0
NewCoSPV3 $3bn Repo Facility | _100% See below S0 (minimal)
— maximum Totai Basel | Capital “Saving” to HSH | _$235,300,000

Whilst the Portfolio remains to be finalised an initial draft provided by BU Real Estate has an expected loss of
approximately 6 2 basis points. Based on this expected loss, the above table is consistent with Legal and
Compliance Department's approach to the capital treatment of retained first loss pieces, such as that for the
Unprotected Portfolio, which requires that 3 times the amount of the expected loss must be treated as a one for
one deduction of capital. Any residual portion of the first loss that is outside of this calculation may be treated

as a 100% RWA with an 8% capital ratio applied.

Reflecting the fact that the HSH CDS will be cash collateralised by NewCoSPV1, the Protected Portfalio will
enjoy 0% RWA. In addition as the BLF wil be structured as a 364 day contingent facility to be drawn in the
event that the repo cannot be rolled and not against defaulted assets th's too will enjoy a 0% RWA treatment.

The repos are to be booked onto the Global Markets Trading Book. In discussions with Group Risk
Management as the repos are for less than one year the required line Is calculated as the total nominal repo
line times by 2% (i.e. 2,250,000 x 2% = €45mn equivalent). However, as advised by Group Risk Management,
capital charges will only be incurred to the extent that the ling is utilised. Utilisation will only be as a result of

* Please nole that the portlolio is not certain at this point and that a Jower a erage risk weight on the portfolio reduces the
RWA savings.
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mark to market movements in the underlying collateral, which in this case for HSH will be the SPV2 SnrCLN.
As the SPV2 SnrCLN will benefit from the 20% cregit enhancement and be referenced to a bespoke portfolio of
HRE originated assets it is expected that the price will not significantly deviate from par. Assuming this is the
case and the SPV2 SnrCLN does not experience negative credit events within the underly ng reference
portfolio, little to no capital charges are expected as a result of the repo line.

As discussed, Global Markets are working with various third party external investors to purchase 100% of the
equity of NewCoSPV3 (the "Equity"). NewCoSPV3 will purchase the equity of NewCoSPV1 and NewCoSPV2.
The sizing requirement of both these equity stakes will be calculated as at least §1% of the total expected loss
of the underlying real estate portfolios. However, as both the HSH and HRE real estate portfolios are to be
finalised the exact amount of the Equity is unclear but it is expected to be in the region of $6mn. Terms have
not as yet been agreed on the return that will be payable on the Equity but it is expected to be in the region of
30%. Whilst a high number as the actual nominal amount is small the cost is deemed acceptable in view of the

RWA savings achieved.

Again, as the Portfolio remains to be finalised, the weighted average spread of the Portfolio is unknown but via
the structure will continue to accrue and be payable for the benefit of HSH. The cost of purchasing the HSH
COS, which gives rise to the Protected Portfolio achieving a 0% RWA, will be less than the margin on the
Portfolic. Whilst as not yet determined the premiums on the CDSs will be sufficient to pay the spread on the
repo, the commitment on the BLF, the return on the Equity and the SPVs running costs.

5.6 Commitment Strategy
This transaction is consistent with HSH's desire to optimise its Basel | RWA within an efficient framework.

5.7 Other ossential notes

It should be noted that whilst HSH does not take a direct exposure to HRE as both the BLF and repo facilities
are provided to NewCoSPV2 and NewCoSPV3 respectively and it is the view of Clifford Chance that the cash
collateral is not at risk due to a HRE bankruptey, there is none the less a potential indirect exposure given the
limited purpose nature of NewCoSPV2 and NewCoSPV3. Whilst technically no limit is required, KRM and
Group Risk Management are being consuited as to the most prudent way in which this indirect exposure
should be captured in HSH's systems. The approval of this application recognises that the indirect HRE
exposure that HSH assumes is a crucial element of the transaction which may require, in due course, an

appropriate line recorded against it.

Whilst HSH will purchase protection from NewCOSPV1 it is viewed that no lines are required for the vehicle
due to the facts that ) the exposure will be fully cash collateralised and ii) it is intended that settiement for all
parts of the structure wifl take place on a netted basis lo the extent possible. However in the event that the
lafter is not possible then seftiement lines might be required which again would be viewed as a pre-requisite of
the transaction, However with the approval of this application any subsequent line required by NewCoSPV1 as
contemplated herein is also considered to be approved.

5.8 Summary

Opportunities/Strengths
- This ftransaction meets HSH -

Risks/Weaknesses
Execution: Risk of HRE not completing the transaction as

requirements to optimise its RWA at

contemplated or in time.

58.1 minimal cost within an effcient Mitigant: HRE is a respected counterparty which has an
framework. equally pressing requirement for RWA optimisation.
The transaction has been initially Equity investor execution: Risk of the third party external
approved by Legal & Compliance investor not completing the transaction as contemplated or
Department as BaFin compliant for in time.
5.8.2 Basel | purposes, subject to Mitigant: Several existing clients have already been
satisfactory final documentation. identified and expressed a strong interest. The Equity
offers an attractive return for the small nominal risk
assumed.
Respected co-arranger in HRE who Additional exposure: Via the repo and BLF HSH will be
have the same drivers as HSH. exposed to both real estate assets from HRE and
6.8.3 potentially HRE itself.

Mitigants: HSH will conduct a due diligence review of the
HRE portfolio, which itself benefits from 20% credit
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|' Conditions

prproval is subjectto:

' Satisfactory legal review of documentation;

' o Satisfactory due diligence review of HRE real estate assets; and
Completed analysis by BU Real Estate of Portfolio, including expected loss.

C————— o —— e e ——— e ————

e  Name of Voteur . !
Originator  Market-BU ‘UB Real Estate I Global Heads
Steve Powell | Luis Marti Sanchez | Michael/S¢hwalpd " Paul Duffy /Frank Otten
General Manager Head of Originations
| Marc Schack | London Branch

; Lars Qyandel

| Structured Credit Analysis

| Y N . B
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Second Risk Assessment Credit Risk Management

. Financial Markets Divigion and BU Real Estate jointly ped a transaction tog
3 Real Estate Bank (HRE) to optimise both HSH's and HRE s Risk Weighted Assets (RWA).

! The rationale of the structure is that HSH and HRE exchange the risk on USD 3. bin. real estates °
; loan portfolio. As such, each bank will purchase a CDS (USD 3 bin. notional credit line is applied for)
, i from an SPV, in respect of HSH it will be NewCO1. The CDS will reference a Real Estate Loan |

Portfolio of USD 3.8 bin., hence a first loss piece of 20% will be retained by each HSH and HRE. |

' NewCoSPV1 will provide cash-collateral to HSH to collateralize its exposure and hence reducs the
i RWA on the referenced USD 3 bin. portfolio to 0 %. This mechanism is taking place with HRE |
slmultaneously The refinancing of these structures creates credit risk for both HSH and HRE. In the |

! foliowmg we only focus on HSH s rigk: '

. NewCo2 will finance the collateral via the issuance of a USD 2.907 bin. Senior CLN and a USD 3 |
: mn. Junior CLN, which will be funded by NewCoSPV3 via repurchase agreements (same structure
applles to HRE's side). NewCoSPV3 will refinance it self via repos with HSH and HRE. The effect is |
. that HSH refinances via the CLN the cash-collateralization of the CDS and by this takes the credit '
i rigk of a 3 bin. HRE loan portfolio, protected by a first loss piece of 20%. The purpose of the cash- |
: collateral is to protect HRE against the default risk of HSH, because a default of HSH would lead to a |
{ collapse of the refinancing via repo agreement. From HSH perspective, the default risk of HRE is -
| mmgated fairly by this feature, however a significant indirect risk and an operational risk remains. ;

HSH will provide a 364 day Backstop Liquidity Facility (BLF) to support NewCoSPV2, in the event !
t that the repo facility with NewCoSPV3 is unavailable to provide funding. The NPNM process made it
i evident that neither HSH nor HRE are able to calculate market prices for the referenced portfolios, |
. hence both counterparties will have to calculate the repo prices for their portfolios on their own. As a |
; consequence both HSH and HRE have to rely on each others abilily to calculate accurate
' evaluations of the portfolios. i

, i The structure has been approved by BU Legal and BU Group Risk Management regarding Basle | |
treatment BU CRM only comments on the credit risk incurred. g

a) in accordance with the market-BU

The structure contains two risk profiles:
| 1. Default risk of Hypo Real Estate Bank:
I

{ Should HRE default during the life of the transaction, the whole transaction will coltapse. Hence
{ HSH's maximum rigk is at USD 3 bin. derived from the transaction. This risk is fairly mitigated by the
i ' cash collateralization of the obligations of HRE under the refinancing of the CDS. However, it has
i been agreed that HSH will allocate credit lines in an amount of USD 3 bin. on HRE to reflect this
‘ { indirect risk and therefore to limit HSH exposure to HRE. OU Financial institutions of BU CRM |
i provided the relevant credit application — see attached credit application.

l 2. Miscalculation risk
|

: HSH has to rely on the market prices for the referenced loan portfolio provided by HRE. This rigk is
i has to be accepted when incurring the transaction.

im 3. Default rigk under the CLN/ CDS referencing a USD 3.8 bin real estates loan portfolio:




14, Dez. 2007 19:12 1SH Nordbank AG HH Ni. 0262 S 2

Borrower. NewCo 2 . SPV | New Co 3. SPV | NewCo. 1 Date: 14.12.2007

e e - e trrm e e e sig =y
!
i

The refarenced loan portfolio has not been fully disciosed to HSH yet. Prior to execution of the | .
| transaction, BU Real Estates will analyse the credit quality of the portfolio and BU CRM will cross- |
, check. it is obligatory that the analysis results have to be acceptable. However, as the level of
i information provided by HRE ig not as detailed as available if HSH were holding the loans on !
lbalanoe the analysia undertaken can only be shallow. From the current status of information
i provided the currently seen granularity of the HRE portfolio is rathar low, which increases the risk
: that the subordination is consumed by very few defaults and the CLN is affected.

i
! We learned from BU Global Markets, that the relevant event of default has not been defined finally.
¢ b) in disagreement with/in addition to the market-BU

5 =
a) In accordance with market-BU

HRE is a well respected counterpart and the credit risk on HRE is considered to be acceptable. A 20

% subordination provides a rather comfortable position, especially with respact to the short tenor of
the transaction of max. one year. BU Real Estates will reject any loan from inclusion in the portfolio
that shows negative aspects or gives any reason to concem - as long as detectable by the shallow

; analysis possible.

The structure will be rolled-over on a monthly basis and contain a regulatory call, meaning that early
exlts will be possible — latest date of exit is maturity date at years end 2008.

b) in disagreement with/in addition to the market-BU

which is considered by the applied credit lines.
The remaining default risk within the referenced credit portfalio provided by HRE will be mitigated by
the prior assessment (very shallow basig) of the portfolio by BU Real Estates / cross-check by BU
CRM and the 20 % subordination provided by HRE. Nevertheless a certain degree of risk remains
which we deem acceptable with regard to the short tenor of the transaction.
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| As outiined by QU Financial Institutions, the indirect risk taken on HRE as a counterpart, though well
respected, is at the very limits acceptable. For future deals, we strongly suggest to contact the risk
responsible units for possible counterparts at an earlier stage of such transactions.

We cannot confirm the AAA rating for the transaction yet, as the underlying portfolio has not been
determined finally. However, given the subordination, the rating is most likely going to be a AAA

' rating.

for fast-track decision. : W

Gramr

(Torsten Eyimann, ext. 11212)

| Due to the tight time frame, FMD appligs

: Credit Risk Management
Rating/Votierung

| OE 3816 Real Estate

H
1
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'O  notapproved

' [0  approved based on the conditions Imposed by market-BU and non-market BU CRM

[0  with the following exceptions

O the fallowing recommendations are convarted to conditions:
[0  additional conditions:

i

|
|

Mr. Friedrich:

. Mr. Rieck:
|
| Mr. Berger:

| Mr. Strauf:

adwe e o

i e e R v

! Cancellation of conditions that are imposed by the non-madet Business Unit (BU CRM) are solely to be decided within the scope of
the escalation procedure pursuant to the Competence Guideline. Thareby, to make the decision In ling with the escaiation procedure,
the involvemant of the Head of BU CRM ("M1-Laitung") is required at competence level 4 respectively the involvement of HSH
Nordbank AG's CRO at Competence Levels 2 and 3 is required.



Christopher Tessler/London To "Tom Glynn" <thomas.glynn@hyporealestate.com>, "Steven
Powell" <Steven.Powell@hsh-nordbank.co.uk>, Michael

18/12/2007 20:54 McNicholas/London@UK, "Fiona Gregan”
cc

bce
Subject Fw: St Pancras mandate letter

I am pleased to forward the first loss underwriting commitment £rom dynamic.
When we met jim a couple of weeks ago we agreed to pay legal costs in the
event that the transaction was subject to a regulatory investigation and to
provide him with any legal opinions or comments that the deal is in order.. In
the interest of getting the mandate letter back tonight, executed, i asked jim
to insert a phrase to include that. If anyone has severe objections to the
paragraph inserted we can rephrase- hopefully its ok?!!

----- Original Message -----

From: "Edward Benton" [EBenton@dynamiccredit.com]
Sent: 18/12/2007 15:29 EST

To: Christopher Tessler

Cc: James Finkel" <jkfinkel@dynamiccredit.com>
Subject: St Pancras mandate letter

Dear Chris--

Please find attached a pdf version of the executed mandate letter which includes our proposed language
regarding regulatory matters at the end of section 2.

Best-Ed

Edward H. Benton, Esq.
General Counsel

Dynamic Credit Partners, LLC
690 Madison Avenue

New York, NY 10065
+1212.710.6609 (direct)
~1212.319.7027 (main)
~1518.929.2368 (mobile)
t1212.319.9206 (fax)

ebenton@dynamiccredit.com

This e-mail may contain confidential and/or privileged information. No confidentiality or
privilege is waived or lost by any mistransmission. If you are not an intended recipient, please
notify the sender and delete this e-mail, and do not read, act upon, print, disclose, copy, retain or
redistribute any portion of this e-mail. Access, copying, disclosure, dissemination, distribution or
re-use of the material in this e-mail by non-intended or non-authorized recipients is strictly
prohibited. The transmission and content of this e-mail cannot be guaranteed to be secure or
error-free. Therefore, Dynamic Credit Partners, LLC and its affiliates (“Dynamic’) cannot




represent that the information contained in or attached to this e-mail is complete, accurate,
uncorrupted, timely or free of viruses, and Dynamic cannot accept any liability for e-mails that
have been altered in the course of delivery. Replies to this e-mail may be monitored, reviewed
and retained by Dynamic for operational or business reasons. Any views or opinions presented
are solely those of the author and do not necessarily represent those of Dynamic.

This message has been scanned for viruses. All incoming and outgoing e-mail is monitored and you
are kindly

reminded that the e-mail system is intended for business use.
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This e-mail may contain confidential and/or privileged
information. No confidentiality or privilege is waived or lost
by any mistransmission. If you are not an intended recipient,
please notify the sender and delete this e-mail, and do not read,
act upon, print, disclose, copy, retain or redistribute any
portion of this e-mail. Access, copying, disclosure,
dissemination, distribution or re-use of the material in this
e-mail by non-intended or non-authorized recipients is strictly
prohibited. The transmission and content of this e-mail cannot
be guaranteed to be secure or error-free. Therefore, Dynamic
Credit Partners, LLC and its affiliates (Dynamic/l) cannot
represent that the information contained in or attached to this
e-mail is complete, accurate, uncorrupted, timely or free of
viruses, and Dynamic cannot accept any liability for e-mails that
have been altered in the course of delivery. Replies to this
e-mail may be monitored, reviewed and retained by Dynamic for
operational or business reasons. Any views or opinions presented
are solely those of the author and do not necessarily represent

those of Dynamic.
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