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CONFIDENTIAL

Summary: We have dramatically changed our thought process with respect
to the monolines and their impact on banks and the larger financial market.
While we had previously believed the monoline insurers MBI and ABK were
too important to fail due to the threat of systemic risk and thus would likely be
bailed out, we no longer think systemic risk is even realistic or a bailout of the
monolines even viable. Accordingly, herein we assess what we believe is the
highly concentrated collateral damage to the banks under our coverage. We
estimate that additional write -downs could be as large as $70 billion, but would
more likely be roughly $40 billion throughout 2008. Importantly, however, we
believe the majority of those write -downs will be concentrated amongst three
institutions: C, MER, and UBS.

Among the myriad of negatives that surround financial stocks today, we
see no issue more critical than the fate of the monoline insurers. The fate of
the monoline insurers is of paramount importance to financial stocks, as
further downgrades of major monoline insurers by the rating agencies could
put another $100 billion in assets held by banks in jeopardy of further
write -downs. This is significant, as many investors are of the belief that the
fourth quarter was a "kitchen sink" for all of the outstanding capital hits this
credit cycle. When it becomes clear (as we think it will) that more charges
are on the horizon, we believe the market will take another turn for the
worse.

While a little over a month ago we argued that the failure of more than one
major monoline would create a risk of systemic proportions, we now no
longer believe this to be the case. We now believe that the risk of
downgrades the monolines is concentrated in so few that a systemic risk
is simply not a question. Further, as we believe C, MER, and UBS hold
over 45% of the entire market risk, few if any will feel the need for a
systemwide bailout. The implications of no rescue plan /bailout are clearly
negative for these companies. We believe the charges specific to these
companies will approach $40 billion at a minimum (note, MER has already
charged off $2 billion associated with ACA alone).

In aggregate, we believe the collateral damage to financial institutions
caused by the potential rating agency downgrades of the monolines is at
least $40 billion and could be as great as $70 billion. Importantly, because
we estimate that almost half of this risk is concentrated amongst 3 financial
institutions with the remainder broadly distributed amongst many, there is
no systemic risk at hand or immediate justification for a systemwide bailout,
in our view.

See pages 30 - 32 for important disclosures
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The Big "What If': $40 -$70 Billion In Additional Write -downs
Caused By Downgrades Of Monoline Insurers
Are the Monoline Insurers In Fact Too Important to Fail? We No Longer Think
So
We have dramatically changed our thought process with respect to the monolines and their
impact on banks and the larger financial market. While we had previously believed the
monoline insurers MBI and ABK were too important to fail due to the threat of systemic risk
and thus would likely be bailed out, we no longer think systemic risk is even realistic or a
bailout of the monolines even viable. Accordingly, herein we assess what we believe to be the
highly concentrated collateral damage to the banks under our coverage. We estimate that
additional write -downs could be as large as $70 billion, but will more likely be roughly $40
billion throughout 2008. Importantly however, we believe the majority of those write -downs will
be concentrated amongst three institutions: C, MER, and UBS.

Among the myriad of negatives that surround financial stocks today, there is no issue more
critical than the fate of the monoline insurers. Over the past few months, the monoline
insurance stocks such as ABK, MBI, ACA, and SCA have lost more than 75% of their market
value and their actual survivability has come into question. The fate of the monoline insurers
is of paramount importance to financial stocks as further downgrades of major monoline
insurers by the rating agencies could put another $100 billion in assets held by banks in
jeopardy of further write -downs. This is significant, as many investors are of the belief that the
fourth quarter was a "kitchen sink" for all of the outstanding capital hits this credit cycle. When
it becomes clear (as we expect it will) that more charges are on the horizon, we believe the
market will take another turn for the worse.

While a little over a month ago we argued that the failure of more than one major monoline
would create risk of systemic proportions, we now no longer believe this to be the case. We
now believe that the risk of the downgrades of the monolines is concentrated with so few that
a systemic risk is simply not a question. Further, as we believe C, MER, and UBS hold over
45% of the entire market risk, few if any will feel the need fora systemwide bailout. The
implications of no rescue plan /bailout are clearly negative for these companies. We believe
the charges specific to these companies will approach $40 billion at a minimum (note, MER
has already charged off $2 billion associated with ACA alone).

In aggregate, we believe the collateral damage to financial institutions caused by the potential
rating agency downgrades of the monolines is at least $40 billion and could be as great as $70
billion. Importantly, because we estimate that almost half of this risk is concentrated amongst
3 financial institutions with the remainder broadly distributed amongst many, there is no
systemic risk at hand or immediate justification for a systemwide bailout, in our opinion.

To Backstop The Monolines Creates Both Moral Hazard And A Bizarre Circular
Argument In Our Opinion

On January 23`d, New York State Insurance Superintendent Eric Dinallo met with industry
executives in an effort to formulate a rescue package with help from the banks and securities
firms for the bond insurers.

Dinallo's main area of concern, and we believe most politicians' main area of concern, is
safeguarding the municipal market from the potential resulting risks of the downgrades of the

See pages 30 - 32 for important disclosures Page 2
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monolines. In brief, local governments currently receive wider investor interest and therefore
lower borrowing costs as a result of the AAA insurance they buy from the monolines. If that
AAA rating disappears, it is believed that so too do their wide investor base and lower
borrowing costs. Specifically, we do not believe the municipal market is in jeopardy. Here
we believe there is a high degree of probability that businesses will be economically inspired
to reinsure these books of businesses without any type of government intervention. Further
Warren Buffet is already going through the motions to start a new insurer to underwrite this
very type of paper. As a result, we absolutely do not believe the downgrade of one or many
existing monoline insurers to below AAA would have a systemically detrimental impact.

What has created gaps in monoline insurers' capital positions and has in fact put their
survivability into question has been their exposures to structured CDOs involving sub -prime
mortgage securities, not municipal or corporate CDOs. As the value of the mortgage related
securities has dropped more than 75% in many cases, the capital required against these
securities and the losses associated with such securities have risen dramatically and in fact
threatened to erase the underlying capital bases of monoline insurers providing protection
against such securities. Further, as the value of homes has only begun to decline on a
national level and the losses on sub -prime and high LW homes have doubled on a sequential
basis for more than a few lenders, we believe the underlying fundamentals for these securities
will on deteriorate further. In sum. we believe the underlying value of these structured CDOs
will worsen, related pressure on the monolines will increase, and the chances of finding
interested investors to replace such insurance will be akin to finding reinsurers for the 91h Ward
after Hurricane Katrina_

During the meeting, Dinallo asked the banks and securities firms to provide $5 billion to $15
billion of funds for the bond insurance sector, according to the Financial Times. We also
understand that one of his proposals suggested that each firm put up the some amount to
backstop the monolines regardless of risk exposure and involvement. This not only creates
moral hazard in our opinion as the monolines' AAA rated future impacts so few specifically, but
this also seems economically impossible to rationalize with the publicly owned financial
institutions that are materially exposed. Three firms, C, MER, and UBS, have over 45% of the
total risk exposure by our estimate, no other firm has greater than 5% estimated exposure with
the exception of WB at 8 %.

In 2007, Merrill Lynch originated almost $31 billion of structured CDOs and garnered an 18%
share of the entire origination market. To put into context, Citi originated S28 billion with a
16% market share, UBS originated $21 billion with a 12% share, but Goldman Sachs, Bank of
America, Deutsche, and Lehman each originated less than one third of the volume Merrill
Lynch was responsible for. GS, BAC, DB, LEH, MS, and others all had a 5% market share or
less, less than 1/3 of the market share of MER and C and far less than 1/2 of UBS. The market
share of origination was so skewed toward the top 3 issuers that they encompassed the
equivalent of 13 of the top 20 issuers' volume between 3 companies.

As an aside, Superintendent Dinallo had served at the Office of Attorney Eliot Spitzer from
1999 to 2003. During that time, Dinallo led many investigations into Wall Street: cases such
as conflicts of interests in the financial services including research analyst cases and the
spinning of hot initial public offerings. Eric Dinallo was nominated by Governor Eliot Spitzer
and confirmed by the New York State Senate on April 18, 2007 as the 39th Superintendent of
the New York State Insurance Department.

Recapping our main argument, there does not have to be systemic risk created by allowing
these monoline insurers to fail, as we believe most of the major monolines' businesses will find

See pages 30 - 32 for important disclosures Page 3

CONFIDENTIAL BARC -ADS- 00263825



OPPENHEIMEk

interested buyers /reinsurers for their non-sub-prime mortgage related businesses, and the
sum of the parts may in fact be worth far more than their current market values. However,
getting an investor to take on the risk associated with all the monolines' exposure, inclusive of
their sub -prime mortgage related exposure, is simply not an obviously profitable enough
proposition to make it viable. Put there are parts of certain monoline books that have
real value, but the sub -prime CDO book is not one of them. We believe the desirability of
salvaging the sub -prime CDO book (the real root of the issue, as these books have been
hemorrhaging the monolines' capital) is akin to the desirability of reinsuring the 9th Ward after
Hurricane Katrina.

Median Housing Prices By Region
Median Sales Price of Existing Homes

Northeast Midwest South West U.S.
2004 243,800 154,600 170,400 286,400 195,400
2005 271,300 170,600 181,700 335,300 219,600
2006 271,900 167,800 183,700 342,700 221,900
Dec -06 284,000 166,200 180,900 348,300 221,600
Jan -07 262,200 161,300 175,200 321,700 210,900
Feb -07 263,000 155,300 178,600 336,700 213,600
Mar -07 272,500 160,900 179,900 335,000 217,400
Apr -07 283,000 164,000 179,800 343,400 219,800
May -07 285,400 166,100 182,800 342,000 222,700
Jun -07 293,000 170,100 189,500 347,400 229,200
Jul -07 292,300 173,800 185,500 349,400 228,700
Aug -07 282,300 177,800 183,200 332,300 224,400
Sep -07 260,800 166,000 174,200 312,300 210,400
Oct -07 258,400 160,500 171,100 315,900 206,900
Nov -07 258,000 160,500 172,700 325,800 208,700
Dec -07 258,600 159,800 173,400 309,800 208,400
YoY Change -9% -4% -4% -11% -6%

Source: National Association of Realtors

For the month of December 2007, U.S. median housing prices dropped 6% YoY to $208,400.
The West and Northeast realized the sharpest YoY declines in median housing prices, falling
11% and 9 %, respectively.

The Remaining Exposures

Clearly, those companies with remaining CDO exposures are the most at risk here. While
only MER has disclosed its exposure to date at roughly $12 billion, we believe C's exposure
could be $10 billion. Thus far, UBS has provided no disclosure with respect to its hedges and
as a result our estimates are the rawest in nature. As there is literally no disclosure and
therefore no way for us to know who specific monoline's actual counterparties are, we simply
look at the banks that had the greatest structured product underwriting market share in 2007
and apply a best guess on the possible exposure those banks could have. As shown below,
Merrill Lynch had an almost 18% market share in CDO underwriting in 2007 followed by C at
16% and UBS at 12 %. We believe however this doesn't tell the full story as market shares
shifted throughout the year. While Merrill was the biggest underwriter of ABS CDOs for the
year and during the 1st quarter, C was the largest underwriter in the 2nd quarter and UBS was
the largest underwriter in the 3rd quarter, when, for example, ACA placed the greatest amount

See pages 30 - 32 for important disclosures Page 4
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of exposure: What we also know is -what remaining CDO exposures are at the banks. C,
MER, and UBS also have the greatest gross exposures by several multiples of their peers.

Comparison of U.S. Sub -Prime and Sub -Prime CDO Related Exposures by Brokers

Net Net Net Net Net Net Nei Gross Net Net
Exposures CUSS in billions) 11;302007 11 :302007 12,31,2007 /1/92007 11/30/2037 11,3012007 12/31/2007 12/3',í2037 12131/2007 12)31/2007

ABS COO ScyeiSemói Errwsoa
High-Grade $0.0 $3.1 $4.4 932 $255 $3.8 $0.0

tdeiianine $3.9 $9.6 $2.2 $1.7 $3.6 $1.2 506
CDO- Squared $0.1 $02 00.3 SOD $0.2 $3.2 $0.0

Total ABS CDO Super Sentor Exposure $4.0 512.9 $68 00.8 <$0.4 $0.D $29.3 $82 50.6

OdierBef nedand Wamboase Lwow.
ABS CDO C DS ($1.5) SOB

ASS CDO Bonds $1.1
CDO Warehouse $0.0 51.O 50.2
Total Otter Retained and Warehouse Exposure ($0.4) $0.0 (02.0) SOB $0.2 $0.8 50 2
Subtotal ABS CDO Related Exposure $3.6 $t2.9 $4.8 $1.8 <30.4 $00 $29.5 $02 $9.0 50.8

OS S(/,)orinel onr pe RNeledErpcsure
Subprise Loans $0.0 505 $3.2 34.0 007 $0.3

Subprise Securities 513 02.1 $38 S02
Subprise Residuals 50.3
Drawn Liquidity Facil1ies 603

Total Rate of ReUrn Straps 50.0
ABS Bonds $2.7 $12
ABS CDS 1$5.11 IS1.9;
Subtotal U.S. Subprima Mortgage Related
Exposure (61.81 016.0 92.7 (S0.05) 015 $5.3 $7.00 $2.50 $0.50 $1.70

Total ABS CDO 8Subprino Exposure $1.8 $7.0 $1.7 <$20 $53 CST73Th S27 $9.5 02.5528.9_,)

(1) JP415 $2.7 gross exposure lo subprima and CDO related exposures a o8 -set by $2 billon in hedges (as-of 12/01/200 ).

Source: Company reports and Oppenheimer

The table above highlights that Citigroup and UBS have the highest sub -prime and CDO
related net exposures with $37.3 billion and $28.9 billion. Merrill Lynch reduced these net
exposures to $7.5 billion at the end of 4Q07 from $21.5 billion at the end of the 3Q07. C's and
MER's ABS CDO super senior exposure is more weighted to the high -grade while UBS is
more weighted to the mezzanines. We note Merrill Lynch still has roughly $30.4 billion of long
exposures as of 12/31/2007. As we have stated repeatedly, apart from Goldman Sachs, none
of these institutions have actually sold down any of their exposures. Therefore the reduced
exposures can only play "catch -up" with market values which continue decline. In other
words, there is absolutely no certainty against (but rather greater probability of) further write-
downs.

As shown below, a total of $78 billion in write -downs has already occurred amongst the
companies under our coverage alone. Such directly led to the single greatest dilutive round of
capital raising in Wall Street history.

See pages 30 - 32 for important disclosures Page 5
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Shown above, we performed a market share analysis on the banks by quarter and then
estimated potential write -down scenarios to the three monolines (ACA, MBIA, and Ambac).
Our conclusions are that Merrill Lynch has the greatest potential write -down exposure ranging
from $7.4 billion to $11.8 billion, Citi ranging from $6.5 billion to $10.3 billion, and UBS ranging
with $5.4 billion to 88.7 billion in potential write -down exposure based on a markdown to 50 or
20 cents on the dollar. We note that Merrill Lynch took a $1.9 billion negative credit valuation
adjustment to a non -investment grade counterparty hedge which we believe is ACA.
Therefore, Merrill Lynch's potential write -down exposure, accounting for the credit valuation
adjustment, would be roughly $5.5 billion to $10 billion. In aggregate, we believe the collateral
damage to financial institutions caused by the potential rating agency downgrades of the
monolines is at least $40 billion and could be as great as $75 billion. Importantly, because we
estimate that almost half of this risk is concentrated amongst 3 financial institutions with the
remainder broadly distributed amongst many, there is no systemic risk at hand or immediate
justification for a systemwide bailout, in our opinion.

We note that our rating on Merrill Lynch, Citigroup, and UBS are at Underperform as these
companies have the greatest downside risk to potential write -downs.

Structured Credit CDOs and the Financial Guarantors

Structured Finance CDO Underwriting
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Deal Pricing Date by Year
2000

Deal Value $ (Proceeds) (m) YoY Chg
11,875.30

2001 14,049.59 18%
2002 30,341.53 116%
2003 46,959.52 55%
2004 76,596.73 63%
2005 108,847.61 42%
2006 186,727.92 72%
2007 177,588.29 -5%
2008 17.45 -100%
Total 653,003.94
2008 YTD is as of 1/28/2008

Source: Dealogic and Oppenheimer & Co.

The new issuance activity for structured finance CDOs grew to $177.6 billion in 2007 from
$11.9 billion in 2000, according to data compiled from Dealogic. The growth in structured
finance CDO new issues started accelerating in 2002 with a growth rate of 116 %. Thereafter,
structured finance CDO origination grew more than 40% each year from 2003 to 2006. In
2007. structured finance CDO origination declined for the first time in seven years, down 5%
YoY to roughly $177.6 billion. However, since 1Q07, structured product issuance has steadily
grinded to a halt. We are not optimistic of a near or even medium term revival. As a result,
there is absolutely no present need for AAA rated monolines to support an effectively non-
existent market here.

See pages 30 - 32 for important disclosures Page 9
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Structured Finance CDO Underwriting By Quarter For Top 10 Underwriters 2007

Pos. Bookrunner Parents
Q1 2007

Deal Value ($ in millions)
02 2007

Deal Value ($ in millions)
Q3 2007

Deal Value ($ in millions)1 Merrill Lynch 20,597.86 8,799.25 1.521.342 Citi 12,611.04 10.408.04 2.609.033 UBS 9,903.41 7,764.45 3.321.144 Wachova 3,905.47 7,328.50 1.275.315 Goldman Sachs 2,474.52 5,925.27 675.006 Banc of America 4,700.00 3,062.12 831.50
7 Deutsche Bank 3,613.01 4,125.10
8 Lehman Brothers 4,593.20 1,578.28 1,537.509 REIS 6,395.21 710.00 175.0010 Morgan Stanley 1,807.00 1,655.05 1.885.96Subtotal 70,600.73 51,356.06 13,831.79Total 81,489.00 69,230.09 20,948.69

Rankigns are based on deal value YTD as-of December 20, 2007

m

25,000

20,000

15,000

Ç 10,000
eN

5.000

Rankings of Structured Finance CDO Underwriters
January 2007 to September 2007

y a ce oa cv 5J0
aGro,

ya° ei 0a
\aF ó eJ`e ac

00 0,C` Q
ar

I 1ul 01 2007 iv,i Q2 2007 03 2007

Source: Dealogic and Oppenheimer.

In 2007, the top three structured finance CDO underwriters were Merrill Lynch, Citigroup, and
UBS. During 2007, Merrill Lynch underwrote approximately $31 billion, Citigroup $28 billion,
and UBS $21 billion of structured finance CDOs. These three companies took over 45%
market share of the structured finance CDO underwriting in 2007.

See pages 30 - 32 for important disclosures Page 10
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OPPENHEIMEk

Credit Rating Downgrades Since July 2007

70,000

ó

60,000

50,000

40,000

30,000

20,000

10,000

Credit Ratings Downgrade on US. Subprime Mortgage Related Securities

7/2007 8 2007 9/2007 10/2007 /2007 12/2007 1/2008

NOTE: The graph above has seen revised from poor publications to exclude negative watch actionsfrom credit rating agencies.

Jan.2008 is as of 01 125!2008

Source: Bloomberg and Oppenheimer

ED Fitch
I Moodÿs
S&P

According to data compiled from Bloomberg, in the month of December, the three rating
agencies downgraded in aggregate roughly par amount of U.S. sub -prime and mortgage
related securities of $76 billion on par amount in December. That compares to an aggregate
downgrade of $54 billion on par amount in November and $107 billion on par amount in

October.

Financial Guarantors
The Financial Guarantor industry consists of seven public players with a total market cap of
under $7 billion. MBI is the largest by market cap (roughly $2 billion), while ACAH is the
smallest at roughly $30 million. ACAH was delisted from the NYSE late last year as its market
cap fell below the $75 million threshold for more than 30 days. The group on average is
trading well below 1X book value. The companies with the greatestconcentrations of
structured CDOs as a percentage of total exposures carry the lower valuations, in general.

See pages 30 - 32 for important disclosures Page 12

CONFIDENTIAL
BARC- ADS -00263834



O
m

c 
°' 

<
al

 Ñ
 N

N O
6
(
7
=

n
m

v
=

g
v

(D
C

D
C

D
C

D é
m

m
3

ÿ -p
 C

D
 J

 O
o 

D
 U

l 7
n G

 ° 
ó

w

E
 3

m
C

D
C

D
'

N
o

I
ó

o 
v

O
J

C
D

C
D

W
C

n
i
n

D
m
 
Ç

9 
v

C
T 

O
 C

)
Q
)

Q
 C

D
0 m

m
 ó N

D C) c
o

b 
C

ll
C

)

N c- W
o 

á w
'

0
W

_
N

C
D

 N
 D

C
) C

)
nO

 y
C

O
 m

m
o
s

ó 
ó 

C
n n D

12
/3

1 
/2

00
3
o

Ó
 Ó

ó
0

Ó
Ó

2/
29

/2
00

4 
-

4/
30

/2
00

4 
-

6/
30

/2
00

4 
-

D

8/
31

/2
00

4 
-

m D
á C

I"i

10
/3

1/
20

04
 -

12
/3

1/
20

04
-

Ì

2/
28

/2
00

5 
-

(p
4/

30
/2

00
5 

-
5- o

6/
30

/2
00

5
13

8/
31

/2
00

5 
-

1
ry

10
/3

1 
/2

00
5

11

i

op 9h
12

/3
1/

20
05

5-
2/

28
/2

00
6 

-
,

ta g
4/

30
/2

00
6 

-
3

6/
30

/2
00

6 
-

o 5.
8/

31
/2

00
6 

-
ÿ

10
/3

1/
20

06
-

12
/3

1/
20

06
-

2/
28

/2
00

7 
-

D
4/

30
/2

00
7 

-

6/
30

/2
00

7 
-

8/
31

/2
00

7 
-

10
/3

1/
20

07
-

12
13

1/
20

07
-

ñ

D
 3

 v
pi

 D
 O

 w
T

3
O

m
x
 
z

r
 
r
 
r

'C
O

0
0

yl
llj

C
1.

0
sC

o 
O

 Ó
N

co
V
 
w

Ó
ìn

 m
 b

+
v
l

O
 A

 Á
 O

 V
I

1,
1 +

V
Á

W
 O

 V
 W

 W
 O

J N
w íN

D
 ìn

w
1-

1 
tn

w
w

0.
W

w
 U

l
w

N
 `O

á
'

w
N oo

Ñ
 
V

G 0

Ñ O ó

w
IV

C
O

In
o 

m
vi

 c
c

ó
C

F.
0

o
o 

ó 
ó 

0 
ó 

ó
?

3'
V

 N
D

 ll
i W

x
X

 X
 X

 X
 X

 X

lA
 3

V
 N

 O
ln

W
X

X
 
X

X
 
X

X
X

A
X

D
 
D
 
D
 
X

3

W
 o

 o
ó
0
 
0

0
0

o
a

o

m
i

.o <
-

o o m 9 .. C
O

m
9 r

in
 3



D

.
-

, I

rIr-PIFIrEii-g-S.

. I - a 0 : . . ' i .

for explanation CMANP226 CurncyCDSH
ETU7 7.i MIFS ' 'I ' ' ' I'' ' ''Ir

Pegiun MIZTA Soctoi IhMalp;(1111,M Ref tiame5 g I

'
FA

View
Penod

'6,74',:::rgizt: P Currerc., UK) liebt IA),
Frpquency Elm n Sen or

COI_ 4i3 r lozifir.or isz. ..z.iyi,, r!
2500

.ro yr jEj

2000 '
,111111111

.7g :;) 3'i
,, 1500

f-f

4) 4 (I
I

n 5) 5 'er

?17) 7(r
SOD (3.

AC; 10 Vi 1111

_

07109 WA, 11;07 01101

20) Spre3d5(5D0H) 1-77-2.) 74rniStra5A1T4014F7-'7715) S"WitcrItalSki '
'5.0151f(dE512,4'

'

Australia 61 2 9-77 8E00 Broa1, 5511 E048 4500 Eurore 44 20 7330 7500 Gernand 49 e9 9204 1210 Hong Korg 852 23,7 6000
Japan 31 3 C201 e900 ngopor,3 6212 1000 U S 1 212 3182000 Copyright zcoe Bloomberg Finance L P

H342-492-3 30-Jan-031 5 14 24

I

' for explanation F226 CorncyCDSI-1

'"FTRI,i`g
" -""ditlfairiaffp'rékr"

Renon 774.-7ffil 7 Sector toNgl,,,Tmmom Homes
'

,

Sen or1/10W Currency USD Debt Type
Perio.1 la= - mign Trecuency

'

600

_0O0 - -

400

07/07 09/07 11/07 01=

5. n ir

.1 2) 2 sr

re 3) 3 Yr

51 4) 4 Yr

f45) 5 Yr

o

E111111

1E111

31
lir

1O) 10 Yi 111

no) spreAs(cosu) "4 '),1 SS1Ot7UO c ' S, 0) ' S dot%
Australia 61 2 9777 8600 Brazil 5511 2048 4500 Etrope 44 20 7330 7500 Carnong 49 69 9204 1210 Hong Kong 852 29,7 CO
Japan 81 3 2201 0900 S.ogapore 65 6212 1000 U S 1 212 318 2000 Copyright 2008 Bloomberg Panance LP

H342-492-3 30-Jan-08 5.15 21

IC N

I * "'S.' : ' . 41 S. . - S 1-* 6 0 . . 0

11 1 0 I. II 0 - -. -
. - -II 9 - . '0 -

II U .

II O

II :011 1/. Øi



OPPENHEIMEk

Timeline of Monoline Events
Date Action

Aug 2007 -YTD Since August 2007, over S60 billion of U.S. structured finance COOS have been downgraded by Fitch, Moodys
and S&P.

Aug 2007 -1TD Since August 2007, monoline stocks have fallen over 75%
12/19/2007 Standard & Poors downgrades ACA Capital Holdings to CCC from A. Standard & Poors downgrades Ambac to

M Negative from AA Stable and downgrades MBIA to AAA Negative to AAA Stable.
1:1Ï1E/;2Qt?8..`:..; FitcFüdöwr:, grades: Amha_ ;c.ip:AAfrámAAN.:::::.:.::.:.. `. :::.......: ...;.: ..:::..........; ..:.:.:...

1/23/2008 New York Insurance Superintendent Eric Dinallo with banks and securities firm executives to formulate a rescue
plan for the bond insurers.

Source: Financial Times, Bloomberg, CNN, and Yahoo Finance,

On December 19, 2007, S &P announced that it had reduced the credit rating of ACA Financial
Guaranty Corp. (ACA FG) to 'CCC' from 'A. The reduction in ACA FG's credit rating will likely
have severe consequences for banks that have securities insured with ACA FG. Specifically,
banks will likely be on the hook for losses generated by the insured securities, as the
insurance or hedges will be valued lower or even worthless in some cases.
In early November, S &P placed ACA FG's 'A' credit rating on CreditWatch with negative
implications. ACA FG is a subsidiary of ACA Capital Holdings (ACA). Theannouncement
was directly attributable to a quarterly net loss of $1 billion reported by ACA just days earlier.
The loss was triggered by $1.7 billion in net unrealized marked to market losses on the
company's structured credit portfolio. Specifically, losses were concentrated in the residential
mortgage backed securities market.

What happens when a monoline insurer is downgraded is simply that the underlying value of
its written protection declines. If a monoline insurer were to file for bankruptcy, the underlying
protection would effectively be worthless. The consequence for a bank that bought insurance
or protection from such a monoline would be for such bank to take such assets back on
balance sheet and appropriately mark those assets at fair value. Interestingly though, as
banks have carried such exposures "protected" by insurance as "netted" positions, any inkling
of such exposures is unknown to investors, as we simply see "netted" values and rarely if ever
gross values. One exception here is Goldman Sachs, which on the fourth quarter call gave its
gross exposure to ABS /CDO at under $400 million.

See pages 30 - 32 for important disclosures Page 15
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MBIA

MB1A's Insured Portfolio is Large and Diverse

Total of $673 billion Net Par Outstanding as of 9/30/07

$432.7 billion Public Finance
Insured Portfolio

Percent of Net Per Outstanding by Bond Type

$240.2 billion Structured Finance
Insured Portfolio

Percent of Net Par Outstanding by Bond Type

1` IÍ' ÌlI1IkkfUli_`Írm/141

I II! 19T'i,'14r"
`jj j;

I
l,i.1!1'11.

Con er Meer
Booked, 11 %

L.-

SYuchaad CUBS
Pools, 13°.i

Corporate A.sel
Booked_ 11?5

Comrreerc :3r Roil
Beere CDOs. 4%

Commercial
^- Real Ella.

Loan 2rn

D'vicet RThES, 'C9%

-Cirer. 2%

Corporate CCOs, 24%

'Íl tiitiS ctórdDO' Net0arlsB1 !`tpmmënt
High Grade $16 -1 High quality, low risk book
Mezzanine 3.7 Only 1 LIS deal written since 2004

Secondary Markel 1.8 Diversified across 2000 -2004 origination

CDCs of CDGs 9.0 -70% of col itaterM Triple -A rateo with 41%
oritiinatto 299rii cr prior

$200rnm impairment in portfolio
Total Multi-Sector COO $30.6 $n 13% of Structured Finance Insured Portfolio:

< 5./s of Total Insured Portfolio

Source: MBIA company reports

MBIA's total insured portfolio, composed of public finance and structured finance, net par
outstanding amounts to S672.9 billion as of 9/30/2007. The structured finance insured
portfolio net par outstanding was S240.2 billion, or 36% of the total insured portfolio. Within
the structured finance insured portfolio, multi- sector CDOs represent roughly $31 billion or
13% of the structured finance insured portfolio (or less than 5% of the total insured portfolio).
The Multi -Sector CDOs are transactions that include a variety of structured financeasset
classes in the collateral pools. The collateral in MBIA's multi -sector CDOs includes asset-
backed securities (e.g., securitizations of auto receivables, credit cards), commercial
mortgage- backed securities, CDOs and various types of residential mortgage- backed
securities including prime and sub -prime RMBS. The CDO sub -prime related exposures that

See pages 30 - 32 for important disclosures Page 16
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have been most stressed in this environment would be most prevalent in the multi- sector CDO
portion of the structured finance portfolio, according to a representative at MBIA.

The $31 billion net par multi- sector CDOs is composed of 53% high grade, 12% mezzanine,
6% secondary markets, and 29% CDO- squared.

MBIA, the specialist bond insurer, on December 10, 2007, secured a $1 billion funding
commitment from Warburg Pincus, the US private equity group. Warburg will initially invest
$500 million into MBIA by purchasing 16.1 million of MBIA's shares at $31 each. Warburg
Pincus will then receive a $500 million rights issue which MBIA expects to complete early next
year.

See pages 30 - 32 for important disclosures Page 17
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OPPENHEIMEk

In the exhibits above, we apply a more precise market share analysis on the banks by quarter
and then estimate potential write -down scenarios to MBIA. First, we estimated MBIA's market
share for each quarter in 2007. We estimated that MBIA's market shares for 1Q to 3Q were
20.7 %, 21.9 %, and 20 %, respectively. Next, we applied MBIA's market share to the quarterly
underwriting volume for each underwriter to come up with an estimated exposure to MBIA for
each underwriter.

Our conclusions are that MER has the greatest potential write -down exposure to MBIA at $5.2
billion, C with $4.3 billion, and UBS with $3.5 billion in potential exposure based on a
markdown to 20 cents on the dollar.

AMBAC

Ambac's Total Financial Guarantee Exposures Totals $524.02 billion

Ambac Financial Guarantee Exposures Outstanding
Total = $524.02 Billion

Structured Finance
33%

International
Finance

14%

Public Finance
53%

$ in millions net par value % of
Portfolio 1213112007 Total
Public Finance
Structured Finance
International Finance
Total
A5 of 12131;2007

Source: Ambac company reports

280,953
170,698 33%
72,374 14%

524,025 100%

54%

Ambac's total financial guarantee exposures totaled $524.02 billion as of 12/31/2007.
Ambac's total structured finance guarantee exposures totaled $170.7 billion, or 33% of the
total portfolio, as of 12/31/2007. Within the structured finance portfolio, pooled debt
obligations represent 30% ($51.2 billion) of the portfolio. Asset -backed and conduits represent
21% ($35.8 billion) and mortgage- backed and home equity represent 25% ($42.7 billion) of
the portfolio.

See pages 30 - 32 for important disclosures Page 19
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A. Overview of Ambac's participation

Ambac has participated in the Collateralized Debt Obligation ( "CDO ") market since 1998. The majority of
CDO exposure has been executed through credit default swap agreements. In mid 2007, the CDO market
began to experience stress and significantly reduced issuance. CDOs of as > 25% MESS experienced the
most stress and as a resut:, Ambac has not underwritten transactions in that market since the second
quarter of 2007. CDO transactions underrmtten since the second quarter 2007 have been limited to
Collateralized Loan Obligations and even that market has experienced significantly reduced volume.
Ambac's current outstanding CDO exposures are comprised of the following asset types and credit
ratings- n:

Ambac Collateralized Debt Obligations Exposuret'1

Business Mix by Net Par
As of December 31, 2007

Other
$2.9
4%

PooledÁ85
MBS<25%

53. 1
5%

Investment /
Grade
$3.9 Market Value
6% CDOs

$4.1
6%

Total = $66.9 billion

ABS >25% MSS

95 Yield

Ambac Ratings by Net Par
As of December 31, 2007i3)

BIGIaI

53.0 bn
4%

BBB
$1.3bnJ

2%

A
$11.3 bn

17%

Ill Amounts exclude an outstanding commitment with respect to approximately 35.9 billon of MSS ceo,. This commitment is disclosed in further
detail In Section D herein and in amines June 3C, 2007 and September 30, 2007 Form IC vs filed with the Securities and Exchange Commission.

Ill Internet amber credit ratings are provided solely to indicate the underlying croon quality of guaranteed obligations based on the view of
Ambac. In cases where amber has Insured mulrale trenches of an Issue with van /Ing internal ratings, or more than one obligation of an Issuer
with varying internal ratings, a weighted average rating is used. Ambac ratings set forth above relied the internal Ambac ratings hi of
necember 31, aro . and may be changed at any rime based en our internal credt review. Ambac undertakes r.o obligation to update such
ratings more frequently than as of the one cf each quarter. This does not constitute investment advice. amber or ore of Ira affiliate,. has
insured the obligations listed and may also provide o:her products or seMces to the issuers of these obligations for which Ambac may have

13!
"received premiums or fees

BIC" represents ratings below BBB.; Bae2.

Source: Ambac company reports

Ambac's collateralized debt obligations exposure totaled $66.9 billion as of 12/31/2007. This
represents approximately 13% of the total financial guarantee exposure and 40% of the
structured finance portfolio. CDOs of ABS with greater than 25% MBS have experienced the
most stress in 2007. These exposures represent 43% ($29.1 billion) of the CDO portfolio. On
a ratings basis, AAA represent of 43% ($28.7 billion) and BBB represent 2% ($1.3 billion) of
the CDO portfolio.

In mid -January 2008, Fitch cut Ambac's insurer rating to AA from AAA after Ambac
abandoned a plan to raise $1 billion in capital to cover potential losses from downgraded
securities insured by Ambac.

See pages 30 - 32 for important disclosures Page 20
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OPPENHEIMEk

market share for each quarter in 2007. We estimated that_Ambac's market shares for 1Q to
3Q were 18.5 %, 28.1 %, and 20 %, respectively. Next, we applied Ambac's market share to
the quarterly underwriting volume for each underwriter to come up with an estimated exposure
to Ambac for each underwriter.

Our conclusions are that MER has the greatest potential write -down exposure to Ambac at
$5.3 billion, C with $4.6 billion, and UBS with $3.7 billion in potential exposure based on a
markdown to 20 cents on the dollar.

ACA

Dissecting ACA and Estimating Write -Down Risk Exposures

ACA's structured credit portfolio had an outstanding notional amount of $69 billion as of 3Q07.
Asset backed and mortgage backed securities accounted for 37% or $26 billion of the
portfolio. ACA classifies almost its entire structured credit portfolio as AAA, but within such a
classification, we are necessarily unsure as to the concentration of high grade, mezzanine,
and CDO squared.

ACAH's Structured Credit Portfolio

Historical Notional Amount
Structured Credit Portfolio $B

\
$80
$70
$60 ';I
$50 -.
$40 -
$30 -
$20
$10-

I

$1 $2 $5
R3{

515

111

$24
$18

$39
31

$50

$61
$69

$0
ó ó

O

o

Q

9

0
ó 0 ó0 ó ó N

m c v n
F ., t°n' rn

Source: ACA company reports and 0ppenheimer8 Co.

Structured Credit Sector Distribution
Total CDO /CSO

ABS /MBS
37%

Multisector
1% -\ Otherf 0%

Corporate
62 %

Of greatest interest to us was the rate of growth in ACA's total portfolio since 2002 but
particularly over the past year. During 2007, ACA doubled its ABS /CDO portfolio from $12.9
billion at the end of 2006 to $26 billion at the end of the third quarter. ACA's market share of
total notional written climbed from 4% in the 1st and 2nd quarter to 32% in the 3rd quarter. In
the 3rd quarter, we estimate that ACA wrote a record $7 billion of credit insurance compared
with under $3 billion in the 2nd quarter and just over $3 billion in the 1st quarter.
As there is literally no disclosure and therefore no way for us to know who ACA's actual
counterparties are, we simply look at the banks that had the greatest market share in 2007
and apply a best guess on the possible exposure those banks could have. As shown below,

J
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Merrill Lynch had an-almost-18% market share in CDO underwriting in 2007 followed by C at
16% and UBS at 12 %. We believe however this doesn't tell the full story as market shares
shifted throughout the year. While Merrill was the biggest underwriter of ABS CDOs for the
year and during the 1st quarter, C was the largest underwriter in the 2nd quarter and UBS was
the largest underwriter in the 3rd quarter when ACA placed the greatest amount of exposure.
These three companies accounted for over 45% of the market share in ABS CDO underwriting
in 2007.

Analysis of ACA Exposures and Potential Write -Downs

/Sin mi / /ionsJ

Pos. Bookrunner Parents
Estimated Exposures to ACA Potential Markdowns Based Carrying Values (cents on 5)

Q1 Q2 03 Total 80% 70% 60% 50% 40% 30% 20% 10%
1 Merrill Lynch 824 352 482 1.558 332 497 663 829 990 1.161 1,327 1,492
2 CIt1 504 416 827 1.748 350 524 699 874 1,049 1223 1,398 1,573
3 UBS 396 311 1 05 1,760 352 528 704 880 1,056 1,232 1,408 1,584
4 4Vach0via 126 293 404 854 171 256 341 427 512 598 683 768
5 Goldman Sachs 9g 237 214 550 110 165 220 275 33C 385 440 495
6 Banc of America 188 122 264 574 115 172 230 287 344 402 459 517
7 Deutsche Bank
8 Lehman Brothers

145
184

165
63

0
487

310
734

62
147

93
220

124
294

155
367

186
441

217
514

248
587

279
661

9 RBS 256 28 55 340 68 102 136 170 204 238 272 306
10 Morgan Stanley 72 66 598 736 147 221 295 369 442 515 589 663

Subtotal 2,824 2054 4,385 9,263 1,853 2,779 3.705 4,631 5,558 6.484 7,410 8.337Total 3,260 2,769 6.641 12,669 2.534 3,801 5.068 6.335 7.602 8.869 10.136 11,403

Total Industry SF COO
Deal Transactions 81,489 69,230 20,949 171,668

Est. Exposure to ACA as
% of Total Industry 4.0% 4.0% 31.7% 7.4%

Estimated exposures based on applying an estimated market sham to total industry newly issued CDO transaction industry data for 2007.

2,000
1,800

^ 1,600
1,4001,200 -1.000 -

800
- 600
ta 400

0

Estimated Exposure to ACA
(1007 through 3Q07)

J0y ò`a m°,,
p

ac re`,0
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C,''''''
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6ac Sf`
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Ñ 1,200
ó 1.000
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0

Potential Markdown At Various Carrying Values (cents on $)
(ACA)

Meni
-m

clt U85 wacnonla commet Bane o Deutsche Rehm
Sachs Amen 3ank Death

r070% 860% 050% 04C% 1ID30°'o 020`/o 1

R35 Morgan
Sta I

Source: Dealogic, Ambac company reports, and Oppenheimer 6 Co.
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Above we apply a more precise market share analysis on the banks by quarter and then
estimate potential write -down scenarios to ACA. First, we estimated ACA's market share for
each quarter in 2007. We estimated that ACA's market share for 10 to 34 were 4 %, 4 %, and
31.7 %, respectively. Next, we applied ACA's market share to the quarterly underwriting
volume for each underwriter to come up with an estimated exposure to ACA for each
underwriter. We had esfirnated Mat Merrr/ /Lynch's exposure to ACA was $1.7bí /lion versus
the $1.9 bí// /on exposure repot/edby Merril /Lynchiì 4Q07 (Maze Lynch ü)curreda 4Q07
SA 9 b///íon credit valuation adjustment to a non!Hues /inentgradefürancia /guarantor with
100% creditreseive to the exposure)

Our conclusions are that UBS has the greatest potential write-down exposure at $1.41 billion,
C with slightly under $1.4 billion, and MER with $1.33 billion in potential exposure based on a
markdown to 20 cents on the dollar. We note that Merrill Lynch took a negative credit
valuation adjustment of $1.9 billion to a non -investmentgrade financial guarantor in 4Q07.
We believe that the $1.9 billion related to non -investment grade counterparty exposure was
primarily from ACA Capital Holdings given the fact that ACA was the only financial guarantor
rated below investment grade.

See pages 30 - 32 for important disclosures Page 24
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OPPENHEIMEk

Banks and Brokers

AM-rated super senior exposures:
ABCP!CDO

!r

- - - 249 20.6 - - -82.7%High -grade $10.8 $8.9 $4.4 40.5% 9 5 4.9 51.6% 3.8 3.1 81.6% 81.0Mezzanine 8.3 5.2 2.2 26.2% 8.3 3.6 43.4% 16.8 9.6 57.1% 57.5CDO- squared 1.4 0.6 0.3 19.0% 02 0.2 100.0% 0.8 0.2 25.0% 22.0Total ABS CDO super senior exposures $20.6 $14.8 $6.8 33.2% $42.9 $29.3 68.3% $21.4 $12.9 60.3% 60.0Other (2' 2.1 1.0 (2.0) (93.9 %) - - - -Total ABS CDO- related exposures $22.7 $15.8 $4.8 21.3% $42.9 $29.3 68.3% $21.4 $12.9 60.3% 60.0
Total U.S. sub -prime mortgage related
exposures 6.7 5.7 2.7 40.3% 11.7 8.0 68.4% 16.8 16.0 95.2 %' (long ony)
Totals for Sub -prime and CDO related
exposures $29.4 $21.5 $7.5 25.6% $54.6 $37.3 68.3% $38.2 $28.9 75.7%
(1) Estimated carrying -values are calculated by dividing the most recent reported net exposure by the ret exposure
pre -3Q07 net write -downs (if available).

(2) Other classified as "Secondary Trading" for Merrill Lynch. Previously disclosed as
'Other retained and warehouse net exposures."
(3) Source' UBS company reports

The exhibit above highlights the net sub -prime and CDO related exposures and estimated
carrying values for Merrill Lynch, Citigroup, and UBS. As of 12/31/2007, Merrill's total ABS
CDO related net exposure was $4.8 billion, down from $15.8 billion as of 9/30/2007. As of
12/31/2007, Citigroup's total ABS CDO related net exposure was $29.3 billion, down from
$42.9 billion as of 9/30/2007. As of 12/31/2007, UBS's total ABS CDO related net exposure
was $12.9 billion, down from $21.4 billion as of 9/30/2007.

We approximate the carrying values for U.S. ABS CDO super seniors as of December 31,
2007 by dividing the net exposure as of 12/31/07 (or as of 11/30/2007 for UBS) by the net
exposure as of September 28, 2007. This assumes that the 3Q07 net exposure is close to par
value. Based on these calculations, we approximate the carrying values for Merrill's high -grade at 41 cents on the dollar and mezzanine at 26 cents on the dollar. We estimate the
carrying values for Citigroup's high -grade at 52 cents on the dollar and mezzanine at 43 cents
on the dollar. For UBS, we estimate the carrying values for high -grade at 82 cents on the
dollar and mezzanine at 57 cents on the dollar. We note UBS reported average marks (3Q,
Oct/Nov 2007) for high -grade and mezzanine at 81 cents and 58 cents on the dollar,
respectively.

See pages 30 - 32 for important disclosures
Page 26
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Merrill Lynch: Long and Short Exposures to U.S. Super Senior ABS CDOs

($ in billions)
U.S. Super Senior ABS CDOs 9/28/2007 12/31/2007

Increase
(Decrease)

% Increase
(Decrease)

Long exposures $46.1 S30.4 ($15.7) (34 %)
Short exposures 31.3 23.6 (7.7) (25 %)
Net Position $14.8 $6.8 ($8.0) (54 %)

* Long and short exposures include associated gains and losses reported h income and other net charges.
Short exposures primarily consist of purchases of credit default swap protection from various third parties,
including monoline financial guarantors, insurers, and other market participants.

Source: Meniil Lynch company reports and Oppenheimer

For Merrill's U.S. super senior ABS CDO exposures, long exposures decreased $15.7 billion
and short exposure decreased $7.7 billion from the third quarter to the fourth quarter. These
exposures include the net write -downs and other net changes. The reduction in short
exposures suggests that the hedges against the long exposures were not entirely effective.
Some of the losses on the hedges were due to reserves taken against the monolines,
according to management. We note that MER has $30.4 billion of long exposures as of
12/31/2007.

Citigroup: Long and Short Exposures to U.S. Super Senior ABS CDOs
(s in billions)
U.S. Super Senior ABS CDOs 9/30/2007 12/31/2007

Increase
(Decrease)

% Increase
(Decrease)

Long exposures 553.4 S398 ($13.6) (25 %)
Short exposures 10.5 10.5 0.0 0%
Net Position 542.9 529.3 ($13.6) (32 %)

Source: Ciligroup company reports and Oppenheimer& Co.

As of 12/31/2007, Citigroup's total CDO super senior gross exposures was $39.8 billion offset
by hedged exposure of $10.5 billion.

UBS: Long and Short Exposures to U.S. Super Senior ABS CDOs

($ in billions)
U.S. Super Senior ABS CDOs 9/30/2007 11/30/2007
Long exposures NA NA
Short exposures NA NA
Net Position $21.5 $12.9

Source: U85 company reports anc Oppenheimer & Co.

As of 11/30/2007, UBS's total CDO super senior net exposures was $12.9 billion, down from
$21.5 billion as of 9/30/2007. We note UBS did not disclose any details regarding its gross
exposures and offsetting hedges.

See pages 30 - 32 for important disclosures Page 27
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OPPENHEIMEk

Company Name Current 2008E 2009E HIGH LOW MEAN

Bear Stearns Companies Inc. 1.1x 1.0x 0.9x 1.1x 0.9x 1.0xGoldman Sachs Group, Inc. 2.2x 1.7x 1.4x 2.2x 1.4x 1.8xLehman Brothers Holdings Inc. 1.6x 1.4x 1.2x 1.6x 1.2x 1.4xMerrill Lynch & Co., Inc. 2.0x 1.8x 1.6x 2.0x 1.6x 1.8xMorgan Stanley 1.7x 1.4x 1.2x 1.7x 1.2x 1.5x

HIGH 2.2x 1.8x 1.6x 2.2x 1.6x 1.8xLOW 1.1x 1.0x 0.9x 1.1x 0.9x 1.0xMEAN 1.7x 1.5x 1.3x 1.7x 1.3x 1.5x

'Price to foiward book ratios aie based on Oppenheinerfoiward book estimates
Source: SM Financier / and Oppenheimer& Co.
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Important Disclosures and Certifications
Analyst Certification - The author certifies that this research report accurately states his/her personal views about the
subject securities, which are reflected in the ratings as well as in the substance of this report.The author certifies that no
part of his /her compensation was, is, or will be directly or indirectly related to the specific recommendations or views
contained in this research report. Potential Conflicts of Interest: Equity research analysts employed by Oppenheimer & Co.
Inc. are compensated from revenues generated by the firm including the Oppenheimer & Co. Inc. Investment BankingDepartment. Research analysts do not receive compensation based upon revenues from specific investment banking
transactions. Oppenheimer & Co. Inc. generally prohibits any research analyst and any member of his or her household
from executing trades in the securities of a company that such research analyst covers. Additionally, Oppenheimer & Co.Inc. generally prohibits any research analyst from serving as an officer, director or advisory board member of a companythat such analyst covers. In addition to 1% ownership positions in covered companies that are required to be specifically
disclosed in this report, Oppenheimer & Co. Inc. may have a long position of less than 1% or a short position or deal asprincipal in the securities discussed herein, related securities or in options, futures or other derivative instruments based
thereon. Recipients of this report are advised that any or all of the foregoing arrangements, as well as more specific
disclosures set forth below, may at times give rise to potential conflicts of interest.

Other companies mentioned in this report: MS, UBS, MER, BSC, GS, LEN, C, JPM, BAC, WB, ACA, MBI, ABK, DB, ABN,AGO, CS, PRS, RAMR, SCA

All price targets displayed in the chart above are for a 12 -month period. Prior to March 30, 2004, Oppenheimer & Co. Inc.
used 6 -, 12 -, 12- to 18 -, and 12- to 24 -month price targets and ranges. For more information about target price histories,
please write to Oppenheimer & Co. Inc., 125 Broad St., 13th Fl., New York, NY 10004, Attention: Research Disclosure.

Oppenheimer & Co. Inc. Rating System as of January 14th, 2008:
Outperform(0) - Stock expected to outperform the S &P 500 within the next 12 -18 months.
Perform (P) - Stock expected to perform in line with the S &P 500 within the next 12 -18 months.
Underperform (U) - Stock expected to underperform the S &P 500 within the next 12 -18 months.
Not Rated (NR) - Oppenheimer & Co. Inc. does not maintain coverage of the stock or is restricted from doing so due to apotential conflict of interest.
Oppenheimer & Co. Inc. Rating System prior to January 14th, 2008:
Buy - anticipates appreciation of 10% or more within the next 12 months, and /or a total return of 10% including dividend
payments, and /or the ability of the shares to perform better than the leading stock market averages or stocks within its
particular industry sector.
Neutral - anticipates that the shares will trade at or near their current price and generally in line with the leading market
averages due to a perceived absence of strong dynamics that would cause volatility either to the upside or downside,
and /or will perform less well than higher rated companies within its peer group. Our readers should be aware that when a
rating change occurs to Neutral from Buy, aggressive trading accounts might decide to liquidate their positions to employthe funds elsewhere.
Sell - anticipates that the shares will depreciate 10% or more in price within the next 12 months, due to fundamental
weakness perceived in the company or for valuation reasons, or are expected to perform significantly worse than equities
within the peer group.
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Distribution of Ratings/ID Services Firmwide

IB Serv/Past 12 Mos.

Rating Count Percent Count Percent

OUTPERFORM [O] 373 47.82 58 15.54
PERFORM [P] 376 48.20 44 11.70
UNDERPERFORM [U] 23 2,94 0 0.00
NOT RATED [NR] 8 1.02 0 3.00

Although the investment recommendations within the three -tiered, relative stock rating system utilized by Oppenheimer &
Co. Inc. do not correlate to buy, hold and sell recommendations, for the purposes of complying with FINRA rules,
Oppenheimer & Co. Inc. has assigned buy ratings to securities rated Outperform, hold ratings to securities rated Perform,
and sell ratings to securities rated Underperform.

Company Specific Disclosures
In the past 12 months Oppenheimer & Co. Inc. has provided investment banking services for WE.

The Oppenheimer & Co. Inc. analyst(s) who covers this company also has a long position in LEH, JPM.

A member of the household of an Oppenheimer & Co. Inc. research analyst who covers this company has a long position
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Assessing the impact of monoline downgrades 
Summary points 
- Despite bailout efforts, monoline downgrades still look quite likely 

The main problem is a potential $34 billion in losses, primarily on CDOs of ABS 

This would likely create nasty headlines and further writedowns for dealers 

Broader forced selling in municipals and elsewhere should, however, be limited 

All of a sudden, the world has been gripped by monoline fever. Are they indeed the next example of the 
glue which holds together the world financial system and prevents it coming apart? A potential bank 
consortium for bailing out the monolines, reported today by Bloomberg, underlines their importance. Yet 
we think the recent mammoth intra -day swings in equities and credit probably have more to do simply with 
macroeconomic uncertainty. 

As the impact of monoline downgrades would be quite broad -based, this note is inevitably a little shallow; 
rather than provide a comprehensive treatment, this note tries to tie together opinions and information 
gleaned from a variety of internal experts at Citi across credit, equities, munis and elsewhere. Effectively, 
we argue that downgrades themselves seem quite likely, and would indeed have a significant effect in 
terms of further writedowns at a number of the banks, but that they are unlikely to create more systemic 
problems of forced selling. In addition, large though the associated writedowns would be, we think they 
would fall far short of the $200 billion or so referenced in some of the recent headlines. 

In sum, the monolines arc indeed a big deal, and downgrades seem likely to cause further negative pressure 
on a number of financials. However, because we expect the impact to be limited to relatively few 
institutions, and despite our longer -term gloom about non -financial corporate crcdit, in most markets 
significant fallout following downgrades would probably make us more inclined to buy. 
Why has no one bailed them out already? 
Perhaps the first surprising feature of the monolines' story is that it has taken so long for investors to step 
in. Having had a seemingly profitable franchise for many years, and with stock prices now typically trading 
at far less than lx book value, it is striking to us that no one has snapped them up. While MBIA has now 
secured a $2 billion capital injection, the most notable entrant to the sector, Warren Buffett, chose to set up 
a new business - with all the administrative effort that this entails - rather than to buy into any of the 
existing incumbents 
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But a moment's reflection explains why new ventures may be the more rational strategy. Even now; equity 
and credit analysts alike are grappling with the true extent of monolines' CDO of ABS exposures. 
Obtaining information on total portfolio sizes is easy enough; estimating the size of potential writedowns is 
not. Not all RMBS are subprime; not all CDOs are CDOs of ABS; not all CDOs of ABS are based on the 
recent vintages which are most vulnerable. Most importantly, non existent primary and illiquid secondary 
markets make valuation challenging and risk profiles hard to gauge. 
Berkshire Hathaway, FSA and AGO are re- wrapping much of FGIC and SCA's muni books selectively, 
which enables them to take on the lower -risk munis while avoiding CDOs. It is also relatively easy 
business to write because it has already been wrapped, so the paperwork is squared away, there is 
reasonable dispersion, the performance is known and yet spreads are very attractive. 

Figure 1 (reproduced from a piece by our equity analyst, Heather Hunt), shows the monolines' main 
exposures, and the sort of writedown assumptions that many equity analysts have been using, driven in turn 
largely by figures from the rating agencies. The total "stress case losses" of $10 billion or so are large, yet 
individually require capital injections which look quite manageable. The trouble is, the $10 billion pales 
into insignificance compared with the total portfolio exposures of just over $230 billion. While we would 
dismiss out of hand recent newspaper reports suggesting writedowns of north of $200 billion, for a 
potential investor the lingering possibility of larger losses may well prove enough to deter entry. The 
private owners of FGIC, for example, have refused to add more capital. For those who like the look of the 
business, either setting up anew - or at most buying better parts of the business, such as muni portfolios, 
without taking exposure to the CDOs of ABS - would seem a more logical course. 
Figure 1. Monoline Portfolio Sizes and S&P Loss Estimates (Dollars in Millions) 

AAA status at S&P currently 
FGIC 

AA 
SCA 

CreditWatch 
Negative 

CIFG 
Affirmed 

, Neg. 
Outlook 

NIEIA 
CreditWare 
h Negative 

Atubac 
CreditWatch 

Negative 

Assured 
Affirmed, 

Stable 

FSA 
Affirmed 

Stable 

TOTAL 

Total RMBS portfolio in focus 28,977 8,770 3,348 29,674 34,728 10,325 18,636 134,458 
Total CDO portfolio in focus 10,934 16,877 9,394 30,403 29,194 448 364 97,614 

Total portfolio 39,910 25,646 12,742 60,077 63,922 10,773 19,000 232,070 

Current Loss Estimates as ofJan 18 
Stress case after-tax. PV of losses 

INIBS portfolio 1,315.0 339.4 90.8 1,694.2 968.9 29.4 219.6 4,657 
CDO portfolio 1,239.7 633.7 909.2 1,826.5 1,280.1 2.2 1.1 5,893 

Total stress case after -tax, PV of 
losses 

2 ,554.7 973.1 1,000 3,520.7 2,249.0 31.6 220.7 10,550 

Change in IN loss expenses 384 89 2087 340 410 0 4 3,314 
RMBS losses % of exposure 4.5% 3.9% 2.7% 5.7% 2.8% 0.3% 1.2% 

CDO losses % of exposure 11.3% 3.8% 9.7% 6.0% 4.4% 0.5% 0.3% 

Loss Estimates at Dec 19 report 
Stress case after -tax. PV of losses 

RMBS portfolio 1,297.5 335.4 90.8 1,693.8 917.1 29.0 2153 4.579 
CDO portfolio 873.6 645.6 701.6 1,486.7 921.8 21 1.1 4,633 

Total stress ease after -tax, PV of losses 2,171.1 884.0 792.5 3.180.5 1,838.9 31.1 216.4 5,934 

Capital Adequacy 
Capital cushion 300.350 600 -650 150 -200 1,750- 1,550 -1,600 250 -300 700 -750 

1,800 
Identified capital raises n/a nia 1,500 2,000 255 n/a n/a 

Total capital cushion 325 325 1,675 3,750 1,805 275 725 
New capital needed I (excess) (2,255) (375) 675 229 (444) 243 504 

Change in capitalneeded (4,126) (657) 1.532 798 (478) 462 988 
Original capital needed 1,871 284 (857) (569) 34 (219) (484) 

Source:Sap. CM Investment Research MBlA and Ambac - Guyana to Hold 17 January 2008. 
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How severe would losses be? 
Strangely, estimating how much the monolines might lose is probably easier than estimating how much 
they may be downgraded. To our minds, the key is working out how much of their exposure lies in recent 
vintages of CDOs of ABS. 

Outside of the muni market, much of what the monolines have wrapped to AAA probably carried a 
standalone AAA rating in the first place. The extra capital costs associated with wrapping lower -rated 
underlying paper up to a AAA level - and the abundance of AAAs in structured credit space - made such 
lower -rated wraps unnecessary. But outside of CDOs of ABS, there actually are very few AAAs we are 
worried about - at least in terms of actual defaults. Even in subprime RMBS, our long -standing bearish 
analyst's new (and even more bearish!) assumptions imply some losses at AA level, but almost none at 
AAA.' And away from RIvMBS, AAA losses arc even more unthinkable to us - indeed, we have argued 
elsewhere' that their current spread levels stem entirely from technicals, and that they are one of the best 
long -term investments in fixed income markets today. The major exception is 2nd lien HELOC exposures, 
which do seem significantly riskier and with which the monolines were often associated. In sum, though, 
the estimated RMBSIHELOC portfolio "stress case" losses shown in Figure 1, which total some $4.7 
billion as of 18 January across all the monolines, seem to us fairly appropriate. 

CDO of ABS exposures, though, are a different kettle of fish. Again, we have argued elsewhere3 that their 
very construction - featuring an extra layer, or a securitization of a securitization - makes their payouts 
uniquely binary, and hence their senior tranches particularly vulnerable to default. While not all of the 
CDO exposures in Figure 1 are CDOs of ABS, the majority are. And yet the assumed "stress case" loss of 
less than $6 billion - on a total notional of close to $100 billion - is clearly well lower than the percentages 
banks reportedly have been taking on similar exposures recently. 

Figure 2. Latest Known Subprime- Related CDO Exposure at Insurers (Dollars In Millions) 

Total ABS COGS 06 -07 HG 06 -07 Mezz 
Estimated 06 -07 

write down 

Arnhac 29,248 19,044 2,910 7,459 

ACA 22,408 10,495 10,280 9,317 

MBIA 17,339 14,361 473 4,592 

XLCA 16,078 14,587 4,376 

FGIC 10,278 5,949 2,228 3,122 

CIFG 9,414 1,600 4,718 3,311 

Radian 770 - - - 

Assured 594 - - - 

FSA 373 - - - 

Total 106,502 66,036 20,609 32,176 

Source: SS), CIII. Excerpted Tram The Effect el the APE COO Meltdown on Monello Insurers (R. Roy & E. Trampelsky, 20 November 20071 

' See Bond Market Roundup: Strateov (R. Parulckar, 11 January 2008, page 31) 

2 See Ouantihina the credit crunch (H. Lorenzen. 21 December 2007) 

' See Oaantiftina the credit crunch (H. Lorenzen. 21 December 2007, page 16) and `AA CDOs of ABS more 
vulnerable than BBB', p13, TotalCredit 19 March 2007. 
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Figure 2 provides more detail on the crucial numbers. Within CDOs of ABS, it tends to be the more recent 
vintages which concern us most. Older deals should have not only better recovery rates on foreclosures 
(due to house price appreciation since origination), but are also likely to have better subordination 
protection on the underlying RMBS (because of the way in which the deals work, with excess spread 
accumulating to provide protection over time) The combination of the two should make older deals 
relatively immune, unless house prices fall very hard indeed, but conversely makes the recent ones 
relatively vulnerable. 

At banks, we have estimated elsewhere" that appropriate writedowns on super -senior are about 30% on 
high grade deals and 60% on mezzanine deals. We think those estimates are also appropriate for the 
insurers. There may be the odd exposure where, at a late stage, a bank bought protection on a senior 
tranche of its own super senior holdings from an insurer (in which case recoveries would be higher), but 
the vast majority of the monoline exposure seems likely to be standard super senior, guaranteed at deal 
origination or shortly afterwards. That leads us to estimate a total writedown on CDOs of some $32 billion, 
plus another $2 billion or so from HELOCs and other direct RMBS exposures. 
How large might downgrades be? 
If the monolines are sitting on potential losses of $34 billion, this would help explain why they have 
difficulty raising capital, but what might it do to their credit ratings? 
In our view, it remains extremely difficult to tell, despite recent clarifications from MBIA, for example, 
and is really rather binary. Our best guess (and what should happen in theory) is that downgrades should be 
modest, and that the insurers should go into `run -off mode. After all, the payouts on all the CDOs of ABS 
are 30 years or so in the future, so PVed reserves required today are significantly smaller. And even 
without capital injections, most insurers can in theory continue to receive premium on existing contracts, 
build up their capital bases, and eventually return to AAA status and begin underwriting, new business 
again. If they absolutely needed to raise capital sooner, they ought to be able to sell off existing healthy 
parts of their businesses, such as the muni portfolios. 
Yet as ACA shows, the situation in practice is more complex. The greater the downgrade, the larger the 
collateral payment required on existing contracts - and the greater the likelihood that existing 
policyholders would try to find some way out of paying future premiums. Even though we cannot see an 
easy way in which this would happen - and indeed, in municipals most protection is paid for entirely up 
front, and then released only gradually into earnings - things tumain quite finely balanced. If either the 
agencies or the insurance regulators were to look at the total losses and to take a sterner line, it might not 
take too much to push them over the edge to a point where they could not make collateral payments, and 
into bankruptcy. We reckon such an outcome is unlikely, but given the pressure on the agencies not to 
repeat mistakes made on CDOs of ABS, it is difficult to rule it out entirely. 
Who else would be affected? 
In the event even of downgrades, and definitely of bankruptcies, the parties most directly affected are the 
banks who own protection on CDOs of ABS. Counterparties holding wrappers on other products ought to 
be far less affected. 

See Estimating CDO o(ABS Writedowns 6 November 2007 
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Effectively, the banks concerned (Figure 3) are the obvious suspects: the largest originators of CDOs of 
ABS. Different dealers used the monolines to differing extents, but we would expect all of them to increase 
their estimates of "gross" CDO of ABS exposures relative to the "net" ones already reported. Whether they 
would actually take writedowns is less clear. If downgrades are only modest, and monolines still seem 
likely to make eventual payouts, they may not. But since downgrades to single A or below will necessitate 
the holding of greater capital against monoline CDS, dealers may be tempted simply to take the 
writedowns and move on. 

Their total size would, of course, again be the same $34 billion loss we estimated for the insurers. While 
we emphasize that the full amount would be realized only in the unlikely event of bankruptcy of all the 
monolines, the prospect of a "double hit" - both to the insurers and then, once again to the insured - is 
nevertheless a worrisome one. 

Figure 3. Estimates of Different Banks' CDO of ABS Super Senior Exposure and Potential Writedown Sizes Assuming Similar Loss 
and Proportions Retained across all Banks (Dollars In Billions, ex Citi)' 

Arranger 

Total Issuance 
(HG + Mezz) 
all vintages 

Notional SS Exposure Writedowns, 30 %HG, 60% Men 

All vintages, 
part retained 

All vintages, all 
retained 

Increase 
when all is 

retained 
Recent vintages, Recent vintages, 

part retained all retained 

%increase 
when all 
retained 

Merrill Lynch 84,520 38,029 63,869 25,540 10,176 16,559 63% 
Dab 45,197 18,110 30,337 12,227 7,172 11,658 63% 
Deutsche Bank 22,509 9,081 15,257 6,176 3,334 5,506 65% 
Goldman Sachs 40,859 19.067 31.731 12,664 4.276 7,000 64% 
RES 12,427 5,021 8.434 3.413 1,933 3,194 65% 
Calyon /Cred Ag 20,127 8,804 15,039 8,235 2,583 4,510 75% 
MorganStanley 12,022 4,670 7,898 3,228 1,723 2,777 61% 
Barclays 24,250 11,513 19,234 7,721 2,857 4.790 68% 
Lehman Brothers 12.473 5,738 9,033 3.295 1,382 1.858 35% 
Credit Suisse 29,851 13,252 22,535 9,283 2,180 3,652 68% 
Bear Stearns 13,654 5,434 9,430 3.996 1,518 2,593 71% 
Wachovia 25,817 12,394 20,854 8,460 1,853 3,183 72% 
Bank of America 13,298 5,852 10,128 4,276 1,412 2,486 76% 
BNP Paribas 2,120 959 1,500 541 275 399 45% 
J PAM rgan 3,671 1,486 2,525 1,039 239 299 25% 
WestLB 21,162 10,380 17,349 6,969 684 1,139 67% 
Total (including all banks) 474,653 212,169 355,742 143,572 53,388 87,678 64% 

' In this table the assume allachment points at 83% and 60% for HE and Mau super senior A85 CODS respectively; recent vintages refer ta 2006 and 2007; °part retained' relates lo 
60% of HG and 50% for Mau pre 2007 and 80% for Mea in 2007. 

Source: Geditllux, Citi. 

The bank write downs for 2006 and 2007 vintages assuming a partial retention of super- senior CDO of 
ABS ($53 billion; see Figure 3) are probably underestimated. First, we are missing synthetic unrated 
issuance in our data sources and, second, there is a variation in retention rates among the issuers. 

Our larger writedown number of $88 billion for recent vintages (2006, 2007) assumes that banks retained 
all super senior and excludes any wrap or hedging. This estimate seems excessive because banks are likely 
to have sold some super senior and a monoline downgrade would not necessarily result in increased 
writedowns (at least initially).While it might be thought that the prospect of this would spur the banks into 
buying out the monolines, in practice we consider this unlikely. The banks most directly exposed are 
typically those who have just raised lots of capital thanks to their existing CDO of ABS losses. Their new- 
found shareholders would be unlikely to take gladly to immediately spending their hard -earned capital on 
additional losses at monolines. Given the near- certain prospect of losses in the event of bailing out the 
insurers, relative to the much vaguer future prospect of losses if the monolines go into run -off, we think 
most banks will choose the latter. 
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What about the muni market? 
Despite our pessimism about the immediate impact on the banks, we are surprisingly sanguine about the 
effect of downgrades elsewhere. Much has been made of the high proportion of retail ownership (funds and 
households in Figure 4) in the muni market and the prospect of forced selling as a result. Yet while it is 
true that muni wrapping has greatly facilitated and homogenized that market, and that the retail ownership 
creates a broader political sensitivity, we struggle to see much fallout from a sell -off. 

Figure 4. Municipal Bond Market Outstandings by Ownership, 3007 (Dollars in Billions) 

Financials 251 

Insurance 385 
Funds 896 

Households 911 

Other 128 

Total 2571 

'Other includes nonfarm nonfinancial caporale business, nonfarm noncorporale business, local government and sponsored enterprises, foreign holdings 

Source: Flow of Funds Accounts of The United States, Federal Reserve Slotislical Release 

The reasons for thinking the risks are exaggerated are effectively twofold. First, the muni market is 
relatively unusual in that it is quite straightforward to compare wrapped and unwrapped bond spreads for 
the same issuer. While there is some variation among names (most munis' standalone ratings are AA, with 
others in the A category), the typical difference is on the order of 0 -30bp negative value for wrapped 
bonds. Therefore, the fundamental risk of monoline default lias been largely taken into account. 
Widespread forced selling could conceivably cause widening of more than this, especially if monolines are 
downgraded to single A or lower, but we reckon it still suggests a worst -case scenario of 20bp or so - 
hardly a catastrophe. 

Secondly, for any investors who are indeed extremely rating -sensitive, it is possible to buy secondary 
wraps from other insurers (such as the still AAA -rated reinsurers, or such likely new entrants as Berkshire 
Hathaway)'. Such wraps often make economic sense, when the cost (around 30bp) of the secondary wrap 
is compensated by an even larger appreciation of the re- wrapped bond. 

As such, and even allowing for the natural tendency of muni market participants to want to downplay risks 
to their market, we struggle to become particularly concerned. 

And exposures and forced selling elsewhere? 
The same principle applies to almost every other place we look outside of CDOs of ABS. In principle, yes, 
monoline portfolios are massive. And counterparty capital charges elsewhere could increase slightly as a 
result of downgrades. But, by definition, counterparty credit risks are contingent upon the simultaneous 
default of both the underlying and the counterparty. Outside of CDOs of ABS - and especially on the sort 
of high -quality structured and municipal portfolios monolines have wrapped - we are simply not that 
concerned about defaults. Other market participants may likewise confess to having large nominal 
monoline exposures, but unless the exposures are on CDOs of ABS, or on low -rated securitized product 
tranches which were then wrapped to AAA, we would not expect them to have to take much by way of 
writedowns at all. 

5 For more details - and some subsidiary reasons why not to be overly concerned - see Mimi market looks for 
answers G. Friedlander, 24 January 2008. 
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Similarly, as we look at markets in general, monoline downgrades appear, by and large, priced in. Quite 
apart from the still- distressed CDS levels on the monolines themselves, in almost every product we look at, 
wrapped and unwrapped paper trades at about the same level -be that 5 cents in the case of CDO of ABS 
tranches, or 95 cents or more in the case of CLO or other securitized product AAAs. In the majority of 
cases in structured credit, we would not expect monoline downgrades even to result in downgrades to the 
securities concerned. 

One possible exception is for AAA paper held by conduits. If conduits are holding wrapped AAAs and 
funding them through ABCP, it is possible that the ABCP buyers have not "looked through" to the 
underlyings and could be disturbed by downgrades. But even here, unless the underlying was subprime 
RMBS (which most ABCP buyers have been wary of already), we would not expect follow -on downgrades 
to the underlyings. 

Our conclusion 
To sum up, monolines arc a big issue, and the market is right to focus on them. But, to us, they are a big 
issue primarily because of their impact on the major banks, not because of the broader fallout some 
investors seem concerned about. Any further weakening of the banks is, of course, a significant concern. 
But here - as elsewhere - there seems to be insufficient recognition of the massive damage caused by one 
particular product, namely CDOs of ABS, and of the relatively limited effect of writedowns on other 
securities. At the monolines, as at the banks and the rating agencies, to our minds the picture emerging is 
one of one enormous trade, which a large number of participants got wrong, with individually deleterious 
effects. Severe as this is, we think it is considerably less than a systemic meltdown; we reckon the glue will 
hold. 
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