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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 MB] 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 wiil} 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 of 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’: $40-370 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 MB! 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 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 opinion.

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

On January 23" 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 LTV 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 9" 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 same 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 $28 billion with a
16% marketl 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 % 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
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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
i their sub-prime mortgage related exposure, is simply not an obviously profitable enough
proposition to make it viable. Put simply, 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 9" Ward after
Hurricane Katrina.

Median Housing Prices By Region
Median Sales Price of Existing Homes

Northeast Midwest South West uU.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
f 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: Nalional 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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i
| ~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 Nel Grass Net Net

Exoosuras {USS in billions) 11,3072007 111302007} +2/31/2007] = 11912007} 11/3C2007 | 11/30/2002] 12/31i2007} 12/31/2007] 12/3172007] 12/31/2007]
(ALS COO Scper Sanir Exposus

High-Grade $0.0 33.1 344 02 $265 $38 50.0

Mezzanine 3.9 39.6 322 07 336 31.2 50.6

CDO-Squared $0.1 302 303 00 $0.2 332 30.0

Totat ABS CDQ Super Sentar Exposure $4.0 5129 36.8 S09F <304 30.0 §29.3 382 50.6
Otror Rerained ano Warshouse Exposire

ABSCDO CDS {$1.5)| 209

ABS CDO Bonds $1.1

CDO Warehouse $0.0 00 $0.2

Total Other Retained and Warenouse Exposure $0.4)| 30.0 ($2.0; 09 302 508 30.2

Subtotal ABS COO Related Exposure $3.8 $12.9 348 $18 <304 $0.0 $295 302 $9.0 50.8
US. Sutprine moncege Releted Expesure

Subprime Loans $0.8 D5 332 340 307 $03

Subprime Securities 513 2.1 $38 502

Subprime Residuals 503

Drawn Liquidity Facilties %03

Tolal Rate of Retim Swars 500

ABS Eonds $27 §1.2

ABSCDS 135.1) (519

Subtotal U.S. Subprime Mortgage Related

Exposure {81.8) 516.0 $27 (50.05] $15 $5.3 $7.80 $2.50 $0.50 $1.70

Totat ABS CDO & Subprime Exposure $1.8 C 528.9 37.5 $17] <320 $53) ¢Sar3y  s27 $9.5 52.5

(1) JPMS $2.7 gross exposure to subpfime and CDO related exposures is off-set by $2 bilion in hedges (as-of 12/31/2007).

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 na 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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Sub-prime Related Exposures for Select Brokers and Banks

Subprime and Mortgage Related Write-downs

: and Charges Reported Pre-announced Reported Total
{USS$ in millions) 3Q07 4Q07 4Q07 3Q & 4Q
: Morgan Stanley (1,420) (3,700) (9,400) (10,820)
Bear Stearns (700) (1,200) (1,900)  (2,800)
Lehman Brothers (700) {1,500) (2,200)
Goldman Sachs (1,500) (1,500)
Merrill Lynch (7,900) (11,500)  (19,400)
UBs (3,799) (10,000) (3,799)
Citigroup (6,400) (11,000)  (18,100) (24,500)
Bank of America (1,647) (3,500) (5,280) (6,827)
JPMorgan (1,639) (1,300) (2,939)
Wachovia (1,300) {1,100) (1,700)  (3,000)
Total (27,005) (50,680) (77,685)

Source: Company reports and Oppenheimer

Out of the brokers and banks that we follow that have reported in the 4Q07, Citigroup took the
largest sub-prime related write-down with $18.1 billion in 4Q07. Merrill Lynch came in second
with $11.5 billion of sub-prime related write-downs in 4Q07. Morgan Stanley came in third
with $9.4 billion of sub-prime related write-downs in 4Q07.

Capital Raises

' Uepdsitory. secuntiesand rofncumi
convertible’ preferted s1ock *

Total $71.5

Source: Company reports and disclosures; Oppenheimer & Co.

Since October 2007, the banks and brokers under our coverage raised over $71 billion of
capital to shore up their regulatory capital base. Citigroup raised the largest amount of capital
with $22 billion capital from investors that include Abu Dhabi and the Government of
Singapore Investment Corporation. UBS raised the second largest amount of capital with
$15.6 billion from investors that include the Government of Singapore Investment Corporation
and an undisclosed Middle East investor. In third place, Merrill Lynch raised $12.8 billion of
capital from investors that include Temasek, Davis Advisors, Korean Investment Corporation,
Kuwait Investment Authority, and Mizuho Corporate.

See pages 30 - 32 for important disclosures Page 6
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Potential Write-Downs to ACA, MBIA, and Ambac

Analysis of ACA, MBIA, and Ambac Exposures and Potential Write-Downs

. Estimated Exposures to ACA, MBI1A,
18 ir rmitons) and Ambac Potential Markdewns Based Carrylng Values (cents on $)
Pos. Bookrunner Parents Q1 Q2 Q3 Total 80% 70% £50% 5C% 40% 30% 20% 10%
1 Merrill Lynch 8.888 4,750 1.091 147293 2946 4419 5892 7364 8837 10310 11,783 13,258
2 Cai 5442 5618 1.871 12931] 2586 3879 5172 6,465 7,758 9.052]10345|11,633
3uBss 4273 4,191 2.381 10,8461 2,169 3.254 4338 5423 6,508 7.592| 8677] 9.761
4 ‘Wachovia 1685 3,956 914 8556 1311 1967 2622 3,278 3933 4589 5244 5900
5 Goldman Sachs 1.068 3,198 484 4750 950 1425 1900 2375 2850 3325 3800 4275
6 Banc of America 2.028 1,653 596 4277 855 1283 1711 2139 2566 2994 3422 3849
7 Deutsche Bank 1559 2,227 0 3,786 757 1,138 1514 1,893 2271 2850 3,029 3,407
8 Lehman Brothers 1.982 852 1,102 3.936 787 1181 1575 1968 2382 2755 3,149 3543
9 R8BS 2760 383 126 3.268 654 980 1307 1634 1961 2288 2615 2941
10 Morgan Stanley 780 893 1,352 3,025 605 903 1,210 1513 1815 2,118 2420 2,723
Subtotal 30465 27,722 9.917 68,104 ] 13,621 20,431 27,242 34,052 40,863 47,673 54483 61,294
Total 35163 37,371 15.020 87,554 | 17,511 26,266 35,022 43,777 52,532 61,288 70,043 78,799
Total industry SF CDO
Deal Transactions 81489 69,230 20949 171,668
Est. Exposure to ACA,
MBIA, and Ambac as %
of Total industry 432% 54.0% 7% 51.0%

* Estimated exposures based on applying an estimated market share to total industry newly issued CDO transaction industry cata fer 2007.

Estimated Exposure to ACA, MBIA, and Ambac
(1Q07 through 3Q07)
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2,000
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(ACA, MBIA, Ambac)
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Source: Dealogic, ACA. MBIA Inc., and Ambac Financial Group compary repors, and Cppenheimer & Co.
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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 $8.7 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

200,000
180,000
160,000+
140,000
120,000-
100,000 +”
80,0004
60,000
40,000
20,000 |

0

($ in million)

2000 2001 2002 2003 2004 2005 2006 ‘ 2007 2008

See pages 30 - 32 for important disclosures Page 8

CONFIDENTIAL BARC-ADS-00263830



Deal Pricing Date by Year

2000
2001

2002
2003
2004
2005
2006
2007
2008
Total

* 2008 YTD is as of 1/28/2008
Source: Dealogic and Oppenheimer & Co.

(_JPPENHEIMER

Deal Value $ (Proceeds) {m)

11,875.30
14,049.59
30,341.53
46,959.52
76,596.73
108,847.61
188,727.92
177,588.29
17.45
653,003.94

YoY Chg

18%
116%
55%
83%
42%
72%
-5%
-100%

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 monalines to support an effectively non-

existent market here.

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

Q12007 Q22007 Q3 2007
Pos. Bookrunner Parents Deal Vaiue {$ in millions Deal Value ($ in millions; Dea! Value ($ in millions
1 Merril Lynch 20,597.86 8,799.25 1.521.34
2 Citi 12,611.04 10,408.04 2.609.03
3uBs 9,903.41 7,764.45 3.321.14
4 Wachovia 3.905.47 7.328.50 1.275.3%
5 Geldman Sachs 2,474.52 5,925.27) €75.00
6 Banc of America 4,70C.00] 3,062.12) 831.51
7 Deutsche Bank 3,613.01 4,125.10
8 Lehman Brothers 4,593.20 1,578.28 1,537.5()
9RBS 6,395.21 710.00) 175.008
10 Morgan Stanley 1,807.00 1,655.05) 1,885.96}
Subtotal 70,600.73 51,356.06] 13,831.79
Total 81,489.00) 69,230.09] 20,948.69)
" Rankigns are based an deal value YTD as-of Dacember 20, 2007
~
Rankings of Structured Finance CDO Underwriters
January 2007 to September 2007
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Source: Dealagic and Oppanheimer.

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.
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Ranking of Structured Finance CDO Underwriting

Pos.  Bookrunner Parents Deal ‘_’?'“e ($in No. % share
millions}

1 Merrill Lynch 30,918.48 37 17.61
2 Citi 27,555.26 24 15.79]
3 uBs 20,989.00 34 11.99
4 Wachovia 14,435.41 21 8.22
5 Goldman Sachs 9,074.79 17 5.17]
6 Banc of America 8,593.62 11 4.90]
7 Deutsche Bank 7,738.11 13 4.41
8 Lehman Brothers 7.708.98 14 4.39
9 RBS 7,280.21 13 415
10 Morgan Stanley 5,355.33 73 3.05
11 Bear Steams 4,650.67 12 289
12 ABNAMRO 440526 2 2.51
13 Credit Suisse 4,256.50 5 2.42
14 JP Morgan 4,204,968 9 2.40
15 Fortis 2,971.82 4 1.69
16 Calyon 2,558.85 4 1.46]
17 Dresdner Kieinwort 2,000 00 1 1.144
18 KBC 1,927.81 3 119
19 Barclays Capital 1,450.00 2 0.83
20  Nalixis 1,249.22 3 0.71
Subtotal 169,325.05 289 96.4ﬂ

Total 175,662.37 307 100.01

Lehman Brothers

ABN AMRO
Credit Suisse
JP Morgan
Foris
Calyon
Dresdner Kleinwort |
KBC
Barclays Capital
Natixis

Rankings of Structured Finance CDO Underwriters
Jan 1, 2007 - Dec 18, 2007

Deal Value ($ in millions)

5,000 10,000 15,000

20,000 25,000 30,000

35,000

Memill Lyneh
Citi

UBS

Wachovia
Goldman Sachs
Banc of America
Deutsche Bank

RBS |
Morgan Stanley
Bear Stearns

Source: Dealogic and Oppznheimer.
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Credit Rating Downgrades Since July 2007

Credit Ratings Downgrade on LS. Subprime Mortgage Related Securities
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i NOTE: The graph above has been revised from prior publications to exciude negative watch actions from credit rating agencies.
* Jan-2008 is as of 01/25/2008

Source: Bloomberg and Oppenheimer

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 roughty $30 miltion. 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 greatest concentrations of
structured CDOs as a percentage of total exposures cary the lower valuations, in general.

See pages 30 - 32 for important disclosures Page 12
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- . i
Financial Guara ntoq Comp Table
Current

Ticker sz:;et E“;::latly l:sosteatls R:\?;Le In::rtne

MBIA Inc, : MBL 1,862 6,531 45,329 58 -37 0% -2% 0.3x 0.3x 3x 9%
Ambac Financial Group, Inc. ABK 1,130 5,650 21,981 -301 -361 -7% ~-25% 0.5x 0.5x NM 8%
Assured Guaranty Ltd. AGO 1,802 1,604 3,138 -133 -115 -15% -28% 0.9x 1.0x 9x 1%
Security Capital Assurance Ltd SCA 209 1,584 2,985 -53 -81 -11% -20% 0.2x 0.2x 1x 3%
Primus Guaranty, Ltd. | PRS 207 310 927 -112 -128 -47% -137% 0.7x 0.7x NA 0%
RAM Holdings Ltd. RAMR 49 390 790 -3 -15 -8% ~15% 0.1x 0.1x NA 0%

CA Capital Holdings, Inc. ACAH 30 -883 4,953 -1,505 -1,041 -75% NM NM M NA 0%
AVERAGE 755 2,171 11,443 -293 -254 -23% -38% 0.4x 0.5x 4x 3%

" Current market cap as of 1/29/200;
Source: SNL Financial

Stock Price of the Monolines
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Source: Bloomberg and Oppenheimer & Ca.

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. Since the end of June 2007, MBI, Ambac, and ACA lost 76%, 87%, and 94% of
their stock value, respectively.
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CDS Historical Spreads for MBIA and Ambac
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The CDS spreads for MBIA and Ambac have spiked up dramatically since the summer of
2007, reflecting the increased risk of bankruptcy for these companies. These spreads have
fallen recently due to prospects of a rescue package for the bond insurers coordinated by New
York Insurance Superintendent Eric Dinallo.
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Timeline of Monoline Events

Date  Action
Aug 2007 -YTD  Since August 2007, over $60 billion of U.S. structured finance CDOs have been downgraded by Fitch, Moody's
andsS&pP.
ug 2007-YTD! Since Aliglist 2607, monatine stox oven7Eh:
1219/2007  Standard & Poors downgrades ACA Capital Holdings to CCC from A. Standard & Poors downgrades Ambac to
AA Negative fi i

0 radesiam
W23/2008  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, ard Yahoo Finance.

On December 18, 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). The announcement
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

MBIA’s Insured Portfolio is Large and Diverse

Muricipat Lkiliey.

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

$432.7 billion Public Finance $240.2 billion Structured Finance
Insured Portfolio Insured Partfolio
Percent of Net Par Outstanding by Bond Type Percent of Net Par Outstanding by Band Type

3 Conaumer Asses, Corparate Azsct
a ation.
Fenere et Backed, 712 Backed. 11%
L

Commaercial Real
Esmate COOs, 4%
Commercial
e  Real Estale
Loan Fools. 2%

Strucansd CIB
Soverzign!Gub Poats, 13%

Sovereign. 2%
Multti-Sector CDOs,
139,

-Giher, 2%
—— Houzing, 1%

Imvestor-Owned
itities, 3%

Corporate COOs, 24%
~ Higher Educalion, 8%

Transpartation, 10%.

cooe
Speeixl Revanus, 13% Health Care, 3%

Dirgat RMBS, 10%

High Grade ah quality, low risk book
Mezzaning 37 *Only 1 US deal wiitten since 2004
Secondary Market 8 «Diversified across 2000-2004 grigination
C00s of CDOs 9.0 +70% of coliaterai Triple-A rated with 41%
arigumata CF frior
+$200mm irmpairment in portfolio
Total Multi-Sector CDO $30.6 Bn 13% of Structured Finance Insured Portlolio;

< 5% of Total Insured Poitfolio

Source: MBIA company reports

,  MBIA's total insured portfolio, composed of public finance and structured finance, net par

© outstanding amounts to $672.9 billion as of 9/30/2007. The structured finance insured
portfolio net par outstanding was $240.2 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 finance asset
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
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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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Analysis of MBIA Exposures and Potential Write-Downs

& i mitons) Estimated Exposures to MBIA Potential Markdowns Based Carrying Values {cents on §)
Pos. _ Bookrunner Parents Q1 Q2 Q3 Total B0% 70% 60% 5C% 40% 30% 20% 10%
1 Merrill Lynch 4255 1927 304 6487 | 1297 1945 2595 3244 73892 4541§ 5190 5839
2 Citi 2608 2,279 522 5407 1081 1622 2163 27C4 3244 3785| 4326| 4868
3uU3ss 2043 1,700 664 4,411 882 1323 1764 2206 2647 3,088{ 3,529] 3,970
4 Wachovia 807 1,605 255 2,667 533 800 1,067 1334 1600 1,867 2,134 2400
5 Goldman Sachs 511 1,298 135 1,944 389 583 778 972 1,766 1,361 1,555 1,750
6 Banc of America 971 671 166 1.808 362 542 723 9G4 1085 1266 1446 1627
7 Deutsche Bank 747 903 0 1,650 330 495 €60 825 99¢ 1,155 1,320 1.485
8 Lehman Brothers 949 346 308 1,602 320 481 €41 8G1 961 1,122 1,282 1.442
9 RBS 1321 155 35 1512 302 454 605 786 907 1,058 1210 1361
10 Morgan Stanley 373 362 377 1113 223 334 445 587 668 779 890 1,002
Subtotal 14588 11,247 2766 28602} 5720 8581 11441 143C1 17,161 20,021 22882 25742
otal 16,838 15,162 4,190 36,190} 7,238 10,857 14,476 18,085 21,714 25333 28952 32,571
Total Industry SF CDO
Deal Transactiona 81,483 69,230 20,949 171,668
Est. Exposure to MBIA
as % of Total Industry 20.7% 21.9% 20.0% 21.1%)

* Estimated exposures based on applying an estimated market share to total industry newly issued CDO transaction industry cata fer 2007.

($ in millions)

Estimated Exposure to MBIA
{(1Q07 through 3Q07)

~\

Potential Markdown At Various Carrying Values (cents on $)

| (MBIA)
|
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Source: Dealogic, MBIA Inc. company reporis. and Oppenheimer & Co.
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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

Intemational
Finance
14%

Public Finance

Structured Finance™ 53%

33%

$ in millions net par value % of
Portfolio 12/31/2007 Total
Public Finance 280,953 54%
Structured Finance 170,698 33%
International Finance 72,374 14%
Total 524,025 100%
* As of 12/31/2007

Source: Ambac company repons

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 morigage-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 Obtigation (“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 ABS > 25% MBS experienced the
most stress and as a resulz, Ambac has not underwritten transactions in that market since the second
quarter of 2007. CDO transactions underwritten since the secand quarter 2007 have been limited to
Cotlateralized 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
ratingsi!):

Ambac Collateralized Debt Obligations Exposure

Total = $66.9 billion

Business Mix by Net Par Ambac Ratings by Net Par
As of December 31, 2007 As of December 31, 2007®

ABS >25% MBS S A
Cther
$2.9
4%

$28.7 bn

Pooled ABS

<25% MBS -~
§3.1
5%
< v
Investment-” HY Yield
Grade !
$3.9 Market Value
6% cDOs
$4.1
6%

{1)  Amounts exclude an outstanding commitmenz with respect to spproaimataly 52.9 bill'on of AB5 CDOs. This commiument is disclosed in further
detail in Sactlan D heretn 3nd in Ambac’s June 3, 2007 and Septamber 30, 2007 Form 16-Q flied with the Securities and Exchznge Ccmmisston.

{2} Internal Ambac credit rating: are provided sclely tc indicate the underlying crecit quatity of guaranteed ebligations based on the view of
Ambac. in cases where Ambac has insured mult'cle tranches of an issue with varying internal ratings, or more than an» obligation of an fssuer
with varying nternal ratings, & weigited average rating is used. ambac ratings set forth above reflect the internal Ambac ratings as of
Cecembar 31, 2007, and may be changad at any time based cn our intarnal credht review. Amhac undertakss ro obligation to update such
ratings more frequanty than as of the enc cf each quzrter. This does not coastitute 1vestmenc advice. Ambac or ore of its affsliates, has
insured the chiigations listed and may also provide other products or servces to the iszuiers of these obiigations for which Ambsc may have
raceivad premiums or fees

13)  “BIG represent: ratings below BBB-/Baal.

Source: Ambac company reports

the CDO portfolio.

securities insured by Ambac.

. Inmid-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

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

See pages 30 - 32 for important disclosures
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Analysis of Ambac Exposures and Potential Write-Downs

15 mibtons) Estimated Exposures to Ambac Potential Markdowns Based Carrying Values (cents on $)
Pos. _ Bookrunner Parents Q1 Q2 Q3 Total 80% 70%  60% 5C% 40% 30% 20% 10%

1 Merrill Lynch 3.808 2471 304 6583 1317 1975 2633 3282 3950 4608| 5267f 5925
2Cti 2332 2923 522 5776 | 1155 1733 2310 2888 3466 4,043] 4621} 5198
3u3s 1831 2,180 664 4,675 935 1403 1870 2338 7805 3,273} 3,740} 4,203
4 Wachovia 722 2,058 255 3035 607 910 1214 1517 1821 2124 2428 2731
5 Goldman Sachs 457 1,664 135 2,256 451 677 903 1,128 1354 1579 1805 2031
& Banc of America 869 860 166 1,895 379 569 758 948 1,137 1327 1516 1708
7 Deutsche Bank 668 1,158 0 1,826 365 548 731 913 1,096 1,278 1,481 1644
8 Lehman Brothers 849 443 308 1,600 320 480 €40 800 960 1,120 1,280 1440

f 9 RBS 1182 199 35 14147 283 425 567 708 850 992 1,133 1275

¢ 10 Morgan Stanley 334 465 377 11786 235 353 470 588 706 823 941 1,058

Subtotal 13053 14,420 2766 30239| 6048 9072 12096 15120 18,144 21,168 24,192 27215

: Total 15,068 19.439 4.190  38.695] 7,739 11608 15478 19,347 23.217 27.086 30,956 34.825

: Total Industry SF CDO

! Deal Transactions 81,489 69,230 20,949 171,668

|

F Est. Exposure to Ambac

f as % of Total Industry 18.5% 28.1%  20.0% 22.5%

* Estimated exposures based on applying an estimated market share to total industry newly issued CDO transaction industry cata fcr 2007,

i Estimated Exposure to Ambac
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Source: Dealogic, Ambac Financial Group company reports, and Oppenheimer & Co.

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 Ambac. First, we estimated Ambac's
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market share for each quarter in 2007. We estimated | that Ambag’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 Sector Distribution
Structured Credit Portfolio $B Total CDO/CSO
$80
$70 J’ Multisector
$60 1
$50 -
$40 - ABS/MBS
I $30- 37%
© 820
$10 - > %5 | / _Corporate
$0 - $1 il i i iz 13 62%
o~ fas) < . 0 0 0
Q < < G S @ 2
3 ® © & & S §
o o [ a] = sl 0 \. S

Source: ACA company reports and bppenheimer& Co.

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 1stand 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,
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Merritl 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

Analysis of ACA Exposures and Potential Write-Downs

(8 n mtions) Estimated Exposures to ACA Potentiai Markdowns Based Carrying Values {cents on §)
Pos. Bookrunner Parents Q1 Q2 Q3 Tolal 80% 70% B0% £0%  40%  30% 20% 10%)|
1 Merrill Lynch - 824 352 482 TES8 | 332 97 663 829 998 1161 1.327 | 1.492
2ci 504 827§ 1748 350 524 699 eva 10s¢ 1.223) 1398] 1,673
3ues 39 311 o538 _ 1760] 352 528 704 880 1,056 1,232 1,408 [ 1.584
4 Wachovia 156 293 404 854 171 256 L 427 312 598 683 768
5 Goldman Sachs 90 237 214 580 110 165 220 275 33¢C 385 440 495
6 Banc of America 188 122 264 574 115 172 230 87 344 402 459 517
7 Deutsche Bank 145 165 0 310 62 a3 124 155 186 217 248 278
8 Lehman Brothers 184 63 487 734 147 220 294 367 441 514 587 681
9 RBS 256 28 55 30 68 102 136 170 204 238 272 306
10 Morgan Stanley 72 6 598 736 147 221 295 368 4.2 515 589 663
Subtotal 2,824 2,054 4,385 9,263 ) 1,833 2779 3.705 4,831 5558 6484 7.410 8337
Total 3,260 2,769 6,641 12669 | 2534 3,801 5068 6335 7602 8869 10.136 1:403
Total Industry SF CDO
Deal Transactions 81,489 69,230 20949 171668
Est. Exposure to ACA as|
% of Total Industry 4.0% 4.0% 31.7% 7.4%

* Estimated exposures based on applying an estimated market share to total industry newly issued CDO transaclion industry data for 2007,

Estimated Exposure to ACA
{1Q07 through 3Q07)

($ in miltions)

1,600

Potential Markdown At Various Carrying Values (cents on $)
(ACA)
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Source: Dealogic, Ambac company reports, and Oppenheimer & 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 1Q to 3Q 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 fsad estinased that Mery Lynch's exposure (0 ACA was 87.7 bitfon versus
ve 87.9 biion) exposure reported by Meriy L prIch? i 4Q07 (Merm Lynch mcured a 4Q07
B7.9 bithion crealt vatuation acjustinent to @ rnon-ivestnesnt Qra0e 1inarncial guarantor widl
700% credfi reserve to the exposure).

Our conclusions are that UBS has the greatest potential write-down exposure at $1.41 billion,
C with slightiy 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-investment grade 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.
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Anaiysis of ACA, MBIA, and Ambac Exposures and Potential Write-Downs

P, Estimated Exposures to ACA, MBIA,
(8 2 mitons) and Ambac Potential Markdowns Based Carrying Values (cents on §)
Pos. Bookrunner Parents Q1 Q2 Q3 Total 80% 70% 60% 50% 40% 30% 20% 10%
‘ 1 MerriliLynch 8.888 4,750 1.091 14729 2,946 4419 5892 7364 8,837 10,310 [ 11,783 13,256
2 Ci 5442 5618 1.871 12931) 2586 3879 5172 8465 7758 905210345} 11,638
3uss 4273 4,181 2.381 10846 | 2,169 3.254 4338 5423 €508 7,592 | 8677 9.761
4 Wachovia 1685 3,956 914 6556 | 1311 1967 2622 3278 3933 4589 5244 5900
5 Goldman Sachs 1.068 3,198 484 4,750 950 1425 1900 2375 2850 3325 3800 4275
€ Banc of America 2.028 1,653 596 4,277 855 1283 1711 2,139 2566 2994 3422 3849
7 Deutsche Bank 1559 2,227 [} 3.786 757 1136 1514 1,893 2,271 2650 3,029 3,407
8 Lehman Brothers 1.982 852 1,102 3,936 787 1181 1575 1,968 2,362 2,755 3,149 3543
i 9 R3S 2760 383 125 3,268 654 980 1307 1624 1961 2288 2615 2941
i 10 Morgan Stanley 780 893 1.352 3025 605 908 1210 1513 1815 2118 2420 2723
Subtotal 30465 27,722 8917 68104 | 13,621 20431 27,242 34,052 40,863 47,673 54,483 61,294
i Total 35.183 37,371 15020 87554 117,511 26266 35022 43777 52,532 61.288 70,043 78.799
j Total Industry SF CDO
i Deal Transactions 81489 69230 20949 171668
H Est. Exposure to ACA,
; MBJA, and Ambac as %
of Total Industry 432% 54.0% 71.7% 51.0%

* Estimated exposures based on applying an estimated market share to total industry newly issued CDO transaction industry data fcr 2007.

Estimated Exposure to ACA, MBIA, and Ambac
{(1Q07 through 3Q07)

{$ in millions)

| )
Potential Markdown At Various Carrying Values (cents on $)
{ACA, MBIA, Ambac)
14,000
12,000
i @ 10,000
i s
: = 8,000 -
: E
: £ 8000 |
: © 4000 tpHl | ‘
| [ ] R
! 2,000 { g l‘ ! _riie] & 3 4
5 Lol | I I
MeTll Tt JBS ‘Machovia  Galdman Banc of Dzutsche Lehman RBS Mergan
Lynch Sachs America Bank Brothers Stanley
: B 70% m60% O50% M40% W30% 20%| J
‘ Source: Dealogic, ACA. MBIA Inc., and Ambac Finandial Group comaany repons, and Cppenheimer & Ca.
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f Banks and Brokers

Net Net Avg Marks
Exposure  Net Net Net Net Exposure  Net (centson
Pre-3Q07 Exposure Exposure Estimated| Exposure Exposure Estimated| pre.zqoy Exposure Estimated $)-3Q

Net Write- as-of Sep. as-ofDec. Carrying as-of Sep. as-of Dec. Carrying | Net Write- as-of Nov. Carrying and
($ in billions) Downs 28,2007 31,2007 Value™ | 30,2007 31,2007 vaiue™ | Downs 30,2007 Value " OctiNov™

AAA-rated super senior exposures:

ABCP/CDO - - - 249 206]  827%) - - -
High-grade $10.8 $8.9 $4.4 40.5%) 95 4.9 51.6% 38 31 81.6% 81.0
Mezzanine 8.3 52 22 26.2%| 83 3.6 43.4% 16.8 9.6 57.1% 57.5
CDO-squared 14 06 0.3 19.0%)| 02 0.2] 100.0% 0.8 0.2] 25.0% 22.0
Total ABS CDO super senior exposures $20.6 $14.8 $6.8 33.2% $42.9 $29.3 58.3%)| $21.4 $12.9 60.3% 60.0
Other @ 2.1 1.0 (20) _ (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
Totat U.S. sub-prime mortgage related
exposures 6.7 57 2.7 40.3% 17 8.0 68.4% 16.8 16.0 95.2%7 (long onty)
Totals for Sub-prime and CDO related
exposures $29.4 $215 $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
|

f

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 seniers 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,

I 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) Increase % Increase
U.S. Super Senior ABS CDOs 9/28/2007 12/31/2007 (Decrease) (Decrease)
Long exposures $46.1 $30.4 ($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 in income and other net chariges.
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: Memill Lyrch 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) Increase % Increase
U.S. Super Senior ABS CDOs 9/30/2007 12/31/2007 {Decrease) {Decrease)
Long exposures 5534 8398 ($13.6) (25%)
Short exposures 10.5 10.5 00 0%
Net Position $42.9 $29.3 ($13.6) (32%)

Source: Citigroup 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: UBS company regorts 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 8/30/2007. We note UBS did not disclose any details regarding its gross
exposures and offsetting hedges.
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Bank Tier 1 Capital Ratios

Tier 1 Capital Ratio

Source: SNL Financial anc Oppenheitner & Co.

6.0% ——r———r L L s e o L A s e o S B S
N N
FSFELS S S S F TS ST E S S S
N7 o7 N a7 N7 N a7 N o7 N a7 N a7 N a7 N a7 N o
| —+—BAC —@—C JPM -~ WB —%-— WFC ——GROUP AVERAGE |

Tier 1 Ratio (% 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06 3Q06 4Q06 1007 2Q07 3Q07 4Q07

BAC 8.3% 8.2% 8.3% 8.3% 8.5% 8.3% 8.5% 8.6% 8.6% 8.5% 8.2% 6.9%

c 8.8% 8.7% 9.1% 8.8% 8.6% 8.5% 8.6% 8.6% 8.3% 7.9% 7.3% 7.1%

M 8.6% 8.2% 8.2% 8.5% 8.5% 8.5% 8.5% 8.7% 8.5% 8.4% 8.4% 8.4%

wB 7.9% 7.9% 7.4% 7.5% 7.9% 7.8% 7.7% 7.4% 7.4% 7.5% 7.1% 7.2%

WFC 8.4% 8.6% 8.4% 8.3% 8.3% 8.4% 8.7% 9.0% B.7% 8.6% 8.2% 7.6%

GROUP AVERAGE B.43% B8.27% 8.29% 8.26% 8.44% 8.40% 8.50% B.51% 8.33% 8.23% 7.98% 7.58%

Source: SNL Financial anc Oppenheimer

Brokers Comp Tables

Price to Book Ratio

Company Hame 1880 1991 1392 <993 1994 1995 4996 1997 1990 1993 2000 2001 2002 2004 2005 2006 2007 Current HIGH LOW MEAN

Eeaw Sieams Companies ing, 13x 13 15 18« 1.2t 15 140 1.7 24s 1.5x 1.5x T % Bx 1.5 17x 1.8x 1.8« 120 1 24x 1.0x 150

Goldman Sachs Group, Irc. KA NA NA NA HA A NA MA NA 3.6x 26x 244 2.0x 2.2x 2 2.3% 27 25x 21 36x 20 24ax

Letman Brethers Hzldings Inc. NA  NA  NA NA 06 09 1O 15 1.3x 1% 4T 23x &x e W7 2%k 2x: 1€ 1.5¢ 22 06x 16x

Marmill Lynzh 1 Co., Inz. C7x 17x t.4x 15¢ 1.2t 16> 2. 3x 2.5 2.5 3 22x ".4x 2.0x 1.8x 1.8x 2.3c 182 1.9 31 C.7x 192

hicrgan Stanky NA NA HA NA NA 1€y 1.9 25 2.9x Ax 3 30x 2% 2.4x ZCx 206k 2.3 181z 17x EREY 161 24x
HIGH 13x 17r 1& 18¢ 10y 15x 24x 3 2.9x% A1x 37x 3.0x 2.2 2.ax 21 23 27 25z 24x 432 20 24y
! Low O7x 13 14z V16 Cér BEr 1.2x 3 i 1.3x 1.5 1.5% 17x Tax 1.5x 1.7% 1.5¢ 168z 12x 1.0t 22z cex 1.5

MEAN 10x 157 1 de 17 10 1ay 18 23 23 27 25¢ T3 18x 1.9x 18¢ 22¢ 22 187 16¢ 21 121 20

SNL Broxes/Oeaier inoex A Na ha NA K 19 34 25 62 €1 43 e ] 25 2z 4 9 a3 26 €3r 19 231

S4P 300 NA NA NA Na NA Na 22 39 a7 Eal 41 EL) 28 2 K1 e E] 28 25 21 231 24x

Sourve Comaary Jils 3% SNL SBrotenTedier ircex orovided by SVL: SEF 5 Inaex dala proviied by Soondey
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|
- | Company Name Current 2008E 2009E HIGH LOW MEAN

i

i
| Bear Stearns Companies Inc. 1.1x 1.0x 0.9x 1.1x  0.9x 1.0x
Goldman Sachs Group, Inc. 2.2x 1.7x 1.4x 2.2x 1.4x 1.8x
| Lehman Brothers Holdings Inc. 1.6x 1.4x 1.2x 1.6x 1.2x 1.4x
 Merrill Lynch & Co., Inc. 2.0x 1.8x 1.6x 20x  1.6x 1.8x
Morgan Stanley 1.7x 1.4x 1.2x 1.7x 1.2x 1.5x
HIGH 2.2x 1.8x 1.6x 22x  1.6x 1.8x
Low 1.1x 1.0x 0.9x 1.1 0.9x 1.0x
MEAN 1.7x 1.5x 1.3x 1.7x 1.3x 1.5x

*FPrice fo forward book ratios are based on Oppentiefner forward book estinales
Source: SN Financial and Opperntieimer & 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 Banking

Department. 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 company
that such analyst covers. In addition to 1% ownership positions in covered companies that are required to be specificaily
disclosed in this report, Oppenheimer & Co. Inc. may have a long position of less than 1% or a short position or deal as
principal 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, LEH, 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 a
potential 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 employ
the 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/IB Services Firmwide

1B Serv/Past 12 Mos.

Rating Count Pearcent Count Percent
OUTPERFORM [O] 373 47.82 58 15.54
PERFORM [P} 376 48.20 44 1.70
UNDERPERFORM [U] 23 294 0 2.00
NOT RATED [NR] 8 1.02 0 2.00

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 WB.
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
in C, JPM.

In the past 12 months Oppenheimer & Co. Inc. has managed or co-managed a public offering of securities for WB.

in the past 12 months Oppenheimer & Co. Inc. has received compensation for investment banking services from WB.

Additional Information Available

Please log on to http://www.opco.com or write to Oppenheimer & Co. Inc., 125 Broad Street, New York, NY 10004,
Attention: Research Disclosure

Other Disclosures

This report is issued and approved for distribution by Oppenheimer & Co. Inc., a member of the New York Stock Exchange
("NYSE"), NASD and SIPC. This report is provided, for informational purposes only, to institutional and retail investor
clients of Oppenheimer & Co. Inc. and does not constitute an offer or solicitation to buy or sell any securities discussed
herein in any jurisdiction where such offer or solicitation would be prohibited. The securities mentioned in this report may
not be suitable for all types of investors. This report does not take into account the investment objectives, financial situation
or specific needs of any particular client of Oppenheimer & Co. Inc. Recipients should consider this report as only a single
factor in making an investment decision and should not rely solely on investment recommendations contained herein, if
any, as a substitution for the exercise of independent judgment of the merits and risks of investments. The analyst writing
the report is not a person or company with actual, implied or apparent authority to act on behalf of any issuer mentioned in
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the report. Before making an investment.decision. with respect to any security recommended in this report, the recipient
should consider whether such recommendation is appropriate given the recipient's particular investment needs, objectives
and financial circumstances. We recommend that investors independently evaluate particular investments and strategiss,
and encourage investors to seek the advice of a financial advisor.Oppenheimer & Co. Inc. will not treat non-client
recipients as its clients solely by virtue of their receiving this report.Past performance is not a guarantee of future results,
and no representation or warranty, express or implied, is made regarding future performance of any security mentioned in
this report. The price of the securities mentioned in this report and the income they produce may fluctuate and/or be
adversely affected by exchange rates, and investors may realize losses on investments in such securities, including the
loss of investment principal. Oppenheimer & Co. Inc. accepts no liability for any loss arising from the use of information
contained in this report, except to the extent that liability may arise under specific statutes or regulations applicable to
Oppenheimer & Co. Inc.All information, opinions and statistical data contained in this report were obtained or derived from
public sources believed to be reliable, but Oppenheimer & Co. inc. does not represent that any such information, opinion or
statistical data is accurate or complete (with the exception of information contained in the Important Disclosures section of
this report provided by Oppenheimer & Co. Inc. or individual research analysts), and they should not be relied upon as
such. All estimates, opinions and recommendations expressed herein constitute judgments as of the date of this report and
are subject to change without notice.Nothing in this report constitutes legal, accounting or tax advice. Since the levels and
bases of taxation can change, any reference in this report to the impact of taxation should not be consirued as offering tax
advice on the tax consequences of investments. As with any investment having potential tax implications, clients should
consult with their own independent tax adviser. This report may provide addresses of, or contain hyperlinks to, Internet web
sites. Oppenheimer & Co. Inc. has not reviewed the finked Internet web site of any third party and takes no responsibility
for the contents thereof. Each such address or hyperlink is provided solely for the recipient's convenience and information,
and the content of linked third party web sites is not in any way incorporated into this document. Recipients who choose to
access such third-party web sites or follow such hyperlinks do so at their own risk.

This report or any portion hereof may not be reprinted, sold, or redistributed without the written consent of Oppenheimer & Co. Inc.
Copyright © Oppenheimer & Co. Inc. 2008.
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From: victor hong fvhong_1959@yahoo.com]

Sent: Monday, February 4, 2008 2:23 PM
To: Victor Hong

Subject: Monotine insurer losses
Attachments: pat174599674

S&P assumes very light losses at the monolines on
ABS CDO's....around 6%. Mnust be based on credit ratings.
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Assessing the impact of monoline downgrades

Summary points
- Despile bailoul eTorls, monoline downgrades slill look quite likely

- The main problem is a potential $34 billion in losses, primarily on CDOs of ABS
- This would likely creale nasty headlines and (urther writedowns [or 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 ofthe
glue which holds together the world financial system and prevents it coming apart? A potential bank
consortium for bailing out the monolines, reporied 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 litfle shallow;
rather than provide a comprehensive treatment, this note tries to tie together opinions and informalion
gleaned from a varicty of internal experts at Citi across credit, equities, munis and clscwhere. 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
preblems 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, thec monelings arc indeed a big deal, and downgrades scem 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 despitc our longer-term gloom about non-financial corporate credit, 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 1o step
in. Having had a seemingly profitable franchisc for many ycars, and with stock prices now typically irading
at far less than 1x book value, it is striking to us that no one has snapped them up. While MBIA has now
secured a 52 billion capital injection, the most notable entrant to the sector, Warren Bullett, chosc 1o sct up
a new business — with all the administrative ¢ffort that this entails — rather than {o buy into any of the
existing incumbents

Citigroup Globat Markets T.1d,
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But a moment’s reflection explains why new ventures may he 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 lock 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, cither 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.

Flgure 1. Monoline Portfolio Sizes and S&P Loss Estimates {Dollars in Millions)

FGIC SCA CIFG MBIA Ambac Assured FSA TOTAL
AAA status at S&P eurrently AA  CreditWaich  Affirmed  CreditWare  CreditWarch Affimed,  Affimmed
Negative » Neg. h Kegative Negative Stable Stable
Outloak
Tetal RMBS portfolio in focus 28977 8,770 3,348 25,674 34,728 10,325 18,636 134,458
Tolal CDO porlluliv in focus 10,934 16,377 9,394 30,403 29,154 8 364 57,614
Total portfolio 39,910 25,646 12,742 60,017 63,922 10,773 19,000 232,070
Current Loss Estimntes as of Jan 18
Stress oase after-tax. PV of losses
RMBS porttolio 1,315.0 - 3394 90.3 1,6942 968.9 29.4 219.6 4,657
CDO portfolio 1,239.7 633.7 909.2 1,826.5 1,280.1 22 1.1 5,893
Total stress case after-tox, PV of 2,554,7 9731 1,000 3,520.7 2,249.0 31.6 220.7 10,550
[osses
Change in PV loss expenses 384 89 2087 340 410 0 4 3,314
RMBS losses % ol exposure 4.5% 3.9% 2.7% 5.7% 2.8% 0.3% 12%
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 afterstax. PV of Josses
RMBS porttolio 1,297.5 335.4 90.8 1,693.8 2171 29.0 2153 4,579
CDO portfolie 873.6 645.6 701.6 1,486.7 921.8 21 1.1 4,633
Total slress case after-tax, PV of losses 2,171.1 884.0 7925 3.180.5 1,838.9 311 216.4 5,934
Capita]l Adequacy
Capilal cushion 300-350 500-550  150-200 1,750 1,550-1,600 250-300  700-750
1,300
Identified capital raises n‘a nfa 1,500 2,000 255 n/a n'a
Total capital cushion 325 32s 1,675 3,750 1,805 275 728
New capital neaded / (excess) {2,255) (375) 675 229 (444) 243 504
Change in capital needed (4.126) {657y 1.532 798 (478) 462 983
Original capifal needed 1,871 284 (B57 (369 34 (219} (434)

Sotrce: SEP, Ci Investmen Research, MBIA and Ambac — Curling to Hold, 7 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 raling in the first place. The exira 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
wortried 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 RMBS, 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 2™ lien HELOC exposures
which do seem significantly riskier and with which the monolines were often associated. In sum, though,
the estimated RMBS/HELOC 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 elsewhere® that their
very consiruction — 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.

Flgure 2. Latest Known Subprime-Related GDO Fxposure at Insurers {Dollars In Millions)
Fstimated 06-07

Totz] ABS C13Os 06-07 HG 06-17 Mezz write down

Ambac 25,248 15,044 2,910 7.459
ACA 22408 10,495 10,280 9,217
MBIa 17,339 14,361 473 4,392
XLCa 16,078 14,587 - 4,376
FGIC 10278 5,949 2,228 3,122
CIF'G 9414 1,600 4,718 331
Radian oY - - -
Assured 594 - - -
FSA 373 - - -
Toal 106,502 66,036 20,609 32,176

Source: S&), Giti, Excerpted from The Effect of tha ARS 000 Meltdown or Mondling insurers (R. Roy & E. Trampalsky, 29 Hovembar 20073

' Sce Dond Market Roundup: Strategy, (R. Parulckar, 11 Jannary 2008, page 31)
2 Gee Quoniifving the credit crunch, (H. Lorenzen. 21 December 2007)

* See Quantifving the credit crunch, (H. Lorenzen. 21 December 2007, page 16) and *AA CDOs of ABS more
vulnerable than BBB’, p13, TetalCredit, 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 o have better subordination
protection on the underlying RMBS (because of the way in which the deals work, with excess spread
accumulaling {o provide prolection over time). The combination of the two shouid 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 1o their credil 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 cventually return to AAA status and begin underwriting new business
again. If they absolutely needed to raisc capital sooner, they ought to be able to sell off existing healthy
parts ol their busincsscs, 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 camings — things remain 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 dilficult to rule it out enfirely.

Who else would be affected?

In the event even of downgrades, and definitely of bankrupicies, the parties most directly affected are the
banks who own protection on CDOs of ABS. Counterpartics holding wrappers on other products ought to
be far less affected.

i See Estimening CDO of 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 nof. Bul since downgrades 1o single A or below will necessitate
the holding of greater capital against monoline CDS, dealers may be tempted simply to take the

wriledowns 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 oaly 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)*

Notional SS Exposure

Wrliedowns, 30% HG, 60% Mezz

Total issuance Increase % increase
{HG + Mezz) All vintages, Al vintages, all when all Is Recent vintages, Recent vintages, when all
Arranger all vintages  partretalned ratafned retained part retained all retained retainad
Merrill Lynch 84,520 38,029 63,869 25,840 10,17€ 16,559 53%
uBs 45197 18,110 30,327 12,227 7172 11,658 53%
Deutsche Bank 22,509 9081 15,257 §,176 3334 5,506 55%
Goldman Sachs 40,839 19,067 3THN 12,664 4,276 7,000 64%
RBS 12,427 5,02t 8,434 3413 1,933 3,594 65%
Calyen/Cred Ag 20127 8,804 15,039 8,235 2,582 4,510 75%
Mergan Stanky 12,022 4670 7,808 3,228 1,723 2717 61%
Barclays 24,258 11,512 19,234 TI21 2,857 4,790 58%
Lehman Brothers 12473 5738 9,031 3.295 1,382 1,868 35%
Credit Suisse 29,851 13,252 22,535 9,283 2,180 3,652 68%
Bear Stearns 13,5584 5434 9,430 1,998 1,518 2,593 Ti%
Wachovia 25817 12,394 20,854 8,460 1,853 383 T2%
Bank of America 13,258 5852 10,128 4,276 1,412 2,486 76%
BENP Paribas 2,120 959 1,500 541 275 99 45%
JPMorgan 3871 1,486 2,525 1,038 238 299 25%
WesiLE 21,162 10,380 17,249 5,969 684 1,139 57%
Tetal{including all banks} 474,853 212,169 355,742 143_,5?2 53,388 £7,678 84%

* Inthis table we assume atlachment peints of 83% and 60% fer G and Mezz super senicr ABS CODS respoctively; recent vintagas refer 1o 2006 and 2007; *part rotained” ralates 1o
60% of HG and 50% for Mezz pre 2007 and 80%: for Mezz in 2007.

Source: Creditfiu, Citi.

The bank write downs for 2006 and 2007 vintages assuming a partial relention of super-senior CDO of
ABS (853 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
ali 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
writcdowns (at least initially). Whilc it might be thought that the prospeet of this would spur the banks into
buying oul the monolines, in practice we consider Lhis unlikcly. The banks most directly exposed are
typically those who have just raiscd lots of capital thanks to their existing CDO of ABS losscs. Their new-
found shareholders would be unlikely Lo take gladly to immediately spending their hard-earned capilal on
additicnal 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 (finds 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)

Financinis 251
Insurance 385
Funds 896
Households 911
Other* 128
Total 5hn

*Other includes nonfarm nonfinancial corporate busingss, nonfarm noncorporate business, locat government and sponscred enterprises, foreign holdings

Source; Flow of Funds Accounts of the United States, Federal Reserve Siatistical Refease

The reasons [or (hinking (he risks are exaggerated are effeclively twolold. 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 (here is some variation among names (most munis’ siandalone 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 has 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
bardly a catastrophe.

Secondly, for any investors who are indeed extremely rating-sensitive, it is possible to buy secondaty
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 cven 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 concemed.

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 (he simultancous
default of both the underlying and the counterparty. Qutside 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
meonoline 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 cxpect them to have to take much by way of
writedowns at all.

* For more details — and some subsidiary reasons why not to be overly concerned — see Muni market looks for
answers, G. Friedlander, 24 January 2008,
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Similarly, as we look at markels 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 cenls 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 o resull in downgrades (o Lhe
securities concerned,

One possible exception is for AAA paper held by conduits. If conduits are holding wrapped AAAs and
finding 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
RMBSS (which most ABCP buyers have been wary of already), we would not expect follow-on downgrades
to the underlyings.

Our conclusion

To sum up, momnolines arc a big issue, and the market is right to focus on them. But, tn us, they are a big
issue primarily because of their impact on the major banks, not because of the broader fallout some
investors seem concemned about, Any further weakening of the banks is, of course, a significant concern.
But here — as clsewhere — 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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Decoding the Fed and monolines

Credit views on'a page 2
Key drivers 3
Strategic market overview 4
Monoline downgrades — implications for the financial sector 8

We focus on the potential monoline-related exposures and capital impact on the
financial sector If further downgrades for monolines materfalise In the coming
weeks/months. Weakness in credit and equity markets has curtailed the monolines'
ability to raise fresh capital. While moves are in place to avert further downgrades, we
note that these may take some time — and leadline risks are likely to mean that holders
of monoline wrapped securities will continue to face pressure to set aside provisions.

Rate cuts: A bearish signal for credit? 14

The Federal Reserve's 75bp surprise cut of the fed funds rate this week has important
implications for credit. Empirically, we find that speculative grade default rates increase
in the 12 months after the inception of a perlod of rate cuts. Furthermore, based on the
tightening seen in Q4 07 and recent global lending standards tightening, we project the
Q1 08 net tightening in C&! lending standards to be around 34%.

Forecast revision: US federal funds outlook 21

We have lowered our forecast for the fed funds rate In response to the Fed's aggressive
inter-meeting cut this week. We now look for the Fed to cut 50bp at the next two
‘meetings and then to hold the funds rate at 2.5% through 2008, While the stock market
decline of recent weeks poses some near-term risk to business confidence and medium-
term risk to consumer spending, the lower funds rate will be stimulative and, on
‘balance, we have left our econamic forecast unchanged. We still .expect a period of
sluggish US GDP growth, but not a recession.

Please read carefully the important disclosures at the end of this publication.
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Key drivers
Next week The week after

Date Company Releass/event Economic data Relezse/event’

Economic data

Mon;28 an: o - w Home. Mun, 4 Feb Et: Eurozone PPL
C ‘ : US: Factory ordeérs
Tue, 290 .. Gitnir . Tue, 5 Feb KPN FY 07 results EL: Eurozane retail
' Prodential New business UPM FY 07 results sales
Iimperfal Tobscco | AGM: US:15M non
: ' manufacturing
{53.9}, ABC
consumer
confldence
Wed, 30Jan " Wed, 6 Feb FT FY 07 results UK: Natlonwide
A ] Dally Mail AGM cons, Confidence
Volvo FY07 results (85)
SAS Q4 07 results U&;th,ﬂ.ﬂg mortgage
El 7 applications, nor
Electolex 08 07 ot farm productivity,
unit labour costs
T SO (-2%)
Thur, 3Tlan ~Danske B Thur,7Feb BT 9M 08 results UK: ndustrtal
' Unllever FY 07 results production, BoE
Norske Skog FY 07 results ‘rates (5.25%,
Syngenta FY 07 restilts 5.5%)
BritishLand 03 results EU: ECB rates (4%.
GlaxoSmithKline Q4 results ;‘):gnconmmer
Vattenfall FY.07 results
“Fil;1Feb . - BritishAlrways US: Nerifam Fri, 8 Feb O Q2 08 results US: Whilesale
‘ : . payrolls (18K~ TellaSoriera FY.07 results triventorles (0.6%)
Unem efit - - Ciba FY 07 results
J Compass AGM

Note: Consensus economic forecasts in-bold, previous data release unboided where available. Source: Company reports, Barclays Capital
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Expect markets to
stay volatile with
elevated spreads

Global markets are
clearly concerned about
recessionary risks

Strategic market overview

Mahesh Bhirnallngarm, Eugene Regls

“The only thing we have to fear is fear itself...”

Fear-and panic gripped the markets at the beginning of this weel. Events on Monday
and the first half of Tuesday saw:

= Massive falls in European and Aslan Equities, pushing several major markets inta
bear territory;

= A fall in the yield-on the US 2yr note to sub-2% (a 140bp tightening in around four
weeks); and

= As Figure 1 shows, the iTraxx Crossover breaching 500bp, with the 5s/10s curve
moving to inverted territory and the cash-CDS basis between the high-yield index
and the.{Traxx Crossover remaining. in negative territory. Howeéver, it did not skew
further due to the underperformance of the crossover relative to cash.

= Though the EUR7bn in write-downs by Societe Generale, which included ¢.EUR5bn
In trading losses, were exceptional, the credit market was not spooked by this as the
bank was-able to fund the losses by a fully underwritten rights issue worth
EUR5.5bn. This clearly shows that banks are still able to raise capital when needed.

Clearly, markets have been spooked by the potential for what looks like-a slowdown In
the US to tum into a recession, regardless: of its potential length or severity, a lack of
llquidity due to the US holiday on Monday and further concern about the situation of
the monoline insurers and the implications for the securities they have wrapped, as well
as bank hedges to the monolines themselves.

Figure 1: Crossover 5yr and 5s/10s curve (Series 8) and cash-CDS basis
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Source: Markit, Batdqys Capital

Mixed reaction to a
surprise 75bp cutin
Fed Funds

Hence, in a rare intra-meeting decision, the FOMC cut the fed funds rate by 75bp to
3.5% as It sought to avold a big fall in equities on Tuesday’s opening. The FOMC's
statement highlighted a weakening economic outiook and downsides to growth but
also emphasised deteriorating financial market conditions and tightening C&l.lending, a
clear nod to banks restricting lending.

European Credit Research Barclays Capital
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Term funding rates fell
on the cut along with

a still-elevated IMM
OIS spread

Mare rate cuts ahead
but; credit will be
trading relatively wide,
especially if equities
underperform

Signs of an attempted
workout on‘the
‘monolines but there'isa
long way to go

450-500bp short-term
trading range on the
' Crassover

Markets greeted this cut cautiously with a small bounce, but US equities were still down
on the day by about 1% (versus the futures contracts initially pricing in falls of 5%),
while credit indices moved marginally tighter. The reaction In credit the following day -
seemed muted given a cut of this magnitude. However, the move did improve money
market conditions, with overnight USD Libor falling by over 50bp and avoiding the
prospect of some credits trading upfront in the CDS market when they were not
actually fundamentally distressed.

Looking forward, we do not expect markets to trade with full conviction, given that a
big short-covering rally does not seem to have happened so far. As such, our US
economists have revised thelr US fed funds view, now expecting a 50bp cut next week
and a 50bp cut'in March. While this loosening bias in monetary policy obviously helps,
the Issues driving the fate of credit valuations over the next few weeks will be thé link
with equitles, the performance of the econotny and housing market, the scope for
further bank write-downs and with it the fate of the monaline insurers.

The key issues for the monolines are: 1) the potential downgrade of-all structured
securities they wrap, ranging from municipal bonds to routine ABS transactions to

‘structured deals with the potential for forced selling and further writedowns; and 2)

whether there will have to be further bank. write-downs on the value. of the hedges
investment banks sell to them, While the New York State Regulator’s attempt to rescue
the monolines, by trying to encourage Wall Street banks to invest ¢.$15bn in fresh
capital, is encouraging (with an extremely positivé initial reaction in -spreads and
equities), this is obviously at a very early stage and potentially involves interested
parties with thelr own capital issues. Hence, the: 30bp rally on this news may well be
premature, and we could see spreads snap out again if'a rescue [s not forthcoming. On
the fitp side, credit could grind tighter if a monoline rescue is-quickly implemented and
rating downgrades are avoided. '

As Figure 2 shows, credit is still fair value relative to equities. [f the current [acklustre
performance of the equity markets continues, we would expect the crossover index to
mave in Hne with equitles but we could see a breakout and testing of new wides if
single-name credits begin to underperform radically. Given our current rate call we do
not expect a big breakout from the current trading range of 450-500bp on the current
on-the-run-index.

Figure 2: Rolldown-adjusted Series 7 iTraxx Crossover versus the S&P 500
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Q4 EPS numbers in the
US are reasonably
resilient, but financial
stocks are skewing
their overall index

EPS number

HY corporates have
termed out their
maturity profiles

Otherwise, corporate fundamentals in Q4 seem reasonably resilient so far. Of the 500
names in the S&P 500, 115 have reported earnings, with 67 reporting EPS growth and
32 reporting falls In EPS. Approximately 70 out of the 115 names have also reported
pasitive EPS surprises. However, there has been a clear dichotomy between financial
and corporate eafnings, with recent Q4 write-downs. in several names larger than
expected. This isleading to a negative skew in the overall EPS performance of the index
{tsélf. On an aggregate basis, corporate fundamentals still seem reasonably strong on
the investment-grade side despite high oil and soft commeodities costs, In high yleld,
defaults are still low, and many names used 2006 and early 2007 to refinance debt and
term out thelr maturity structures at both the bend and loan level.

As we discussed recently in our Europsan High Yield Qutlook for 2008, high-yleld
borrowers have termed out thelr maturitles {eaving relatively few leveraged loan
miaturities until 2013,

Figure 3: European HY Bond (LHS) and leveraged loan maturity profiles (RHS)
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Source: IBoxx, S&P LCD, Barclays Copital

Fed funds and GDP are
among the important
numbers out next week

As Flgure 3 shows, much of the scheduled high-yield bond maturities in 2008 derive
from fallen angel constituents, especially autos, and with the recent HY resulis season in
Q4 still showing significant cash generation, we do not expect a large deterioration in
fundamentals.in the short term. The key question will be how resillent fundamentals are
t0 the combinatlon of high Input costs and any economic downturn, especially In more
cyclical credits.

With the probability of default risk over the course of next year considerably lower than
over the 30yr horizon, we would capitalise on this by selling 1yr protection on names
our analysts have a positive view on and that have seen severe curve flattening. These
trades are likely to eam substantial carry and high breakevens even if there was no
normalisation of the curves, {(Further details were published in our recent Reiotive
Velue Recomimendgtion Summary, 16 lanuary 2008,)

With the recent FOMC statement obviously distracting growth concerns away from
inflation, next week’s data releases could be prescient. Monday sees new home sales
(0% consenisus) and Tuesday sees Durable goods (1.6%/0% . including/excluding
Transport conserisus) arid ABC corisumer Corifidence. Importantly GDP d4ta (1.2% Q4
annualised consensus) in published on Wednesday, followed by the PCE Core data
{0.2% m/m consensus) and the FOMC decistorron Wednesday. The consensus.view for
the FOMC is for a 25bp cut with the current optlons pricing in a 60% probability of a
50% cut. Finally, hon-farm payroll numbers are released on Friday (the market expects
+53k) along with University of Michigan Confidence numbers (79 forecast), 1SM

Eurvpean.Credft Research Bardays Capital
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manufacturing (47 forecast) and Auto sales (16.1mn forecast). For the eurozone, M3
numbers are released on Monday, the CPt estimate and Consumer Confidence on
Thursday and PMI ont Friday. The UK also has a relatively light data week; with M4,
Consumer Credit and mortgage Lending/Approvals on Tuesday, House Prices on
Wednesday and the PMI numbers on Friday.

Barclays Capital

European Credit Research
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Monoline downgrades: Implications for
the financial sector

Seth Glasser, Joseph Lesko, Vince Breitenbach, Paul Fenner-Leitao, Vincent Cooper,
Manish Bakhda

Monolines: The current state of play

The business modelis  Financlal guaranty insurance is a form of credit enhancement provided to bond issuers
run with extremely high  in the municipal and structured finance markets, both in the US and internationally.
operating leverage  Flnancial guaranty policies unconditionally and frrevocably guarantee payment when
due of the principal and interest on guaranteed obligations. The foremost principle of
the financlal guaranty business is underwriting to a so-called “no loss” standard, which,
though impossible to achieve in reality, has historically driven a conservative, “remote
loss” credit: culture that since the industry’s inception has contributed to an extremely
low level of losses. Because the industry has been so successful at avolding losses over
time, the business- model is run with extremely high operating leverage, meanhing that faitly
small capital and reserve positions have been held relative to the risk insured. In the past,
this was viewed as an acceptable way for the monolines to operate, but has become a
major concern now that financial guarantors are clearly heading into the first cyclical loss
period in their history.

Figure 4: Financial guaranty industry insured portfolio distribution (total $2.1trn)

‘Public finance net par insured (12 Dec 06} Structured finance net par insured (12 Dec 06}
Student Intl Other Investor-  Other - US Other - Nor-
Loan 6.3%  43% owned 3.3% us
Utllity 3
2.1% .
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R P 6o 6.0% /7 188%
evenue 24,43 /
2.8%
Other ABS -
University: Non-US
Revenue vy (nd.
5.0% CDOS)
i 18.8%
Transport
Revenue.
8:2%
—
MBS - Non-
e us Other ABS -
Care Tax-backed 5.7% \ o
Reverue Revenue Revenue 5 tnd
7.1% 15.0% 14.9% c00s)

Note: Public finance Is 62%, structured finance s 38%. Source: Assoclation of Ananclal Guaranty Insurers (AFGI)

During H2 07, itbecame  Concerns about the financial guaranty industry’s -exposure to current stress In the
more clear that the:  subprime mortgage and consumer lending arena tend to centre on two main areas of
monolines will need to  the insured portfolio: direct subprime mortgage risk within MBS-and ABS securities that
pay cyclical claimson  monolines have wrapped, and ‘CDOs, many of which contain various types of subprime
exposures -collateral (including residential mortgages) among the diversified assets underlying

deals. During the second half of 2007, it became Increasingly clear that the monolines

will need to pay cydlical claims on exposures in these this time around, whereas they

have never needed to do so before, In the last six weeks or so, Fitch, Moody's, and S&P

8 European Credit Research Barclays Capital
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Reinsurance is still an
option, and we
believe there is global
capacity available

We befieve Moody’s and
S&P:are likely to allow
more time before taking
any rating actions

have all completed changes to their monoline capital models to reflect a higher
expected incidence of downgrades to underlying deals and increases in' recognised

‘losses for which the monolines will ultimately need to boost reserves. The result of the

more stringent mode] assumptions was that several monolines have fallen short of the
minimum capital required to maintain their AAA ratings.

‘We believe that during the coming weeks, the monolines will continue their efforts to

raise capital and defend their AAA ratings. The capital markets are clearly closed to the
monolines at present, given the post-issuance performance of MBIA's $1.0bn surplus
note, which fell 28 points in the week following the deal’s launch, and Ambac's aborted

-equity raise last week. Reinsurance, however, is still an option, and we believe that there

is global capacity available, seeking to take financial guaranty risk at atiractive prices.
We also believe that at least a few monolines are exploring the possibility of-using a
sidecar structure, similar to those put in place by a number of property-catastrophe
underwriters after Hurricane Katrina. These vehicles would enable capital to flow Into
the financial guaranty business and take portfolios of risk off-monoline books, thereby
generating a capital benefit to the monoline.

So what is next on the ratings front? We would expect more downgrades from Fitch in
the very near term, with FGIC seemingly at greatest risk (SCA/XLCA has already been
downgraded to A). Fitch has been the most.aggressive of the three rating agencies thus
far, in terms of the four- to six-week timeline given to each monoline to complete its
capital raising. We have been of the view that such a tight window, which spanned the
slow holiday season, was perhaps not realistic. We had wondered if Fitch might be
encouraged by behind-the-scenes progress being made by the various companies, and
agree to allow more time for execution. In light of the' Ambac downgrade, this clearly
will not be the case. Given that FGIC is nearing the end of its four- to six-week window
as well, we expect that similar downgrades may take place, possibly this week. We
believe that Moody’s and S&P are likely to - wait a bit longer before taking any rating
actions, as each seemed muore realistic about the time that might be required for the
monolines to raise material amounts of capital in a-difficult market environment. Back
in mid-December, Moody’s indicated that it could give compariies up to one guarter to
complete their capital plans, and we sense that S&P will offer a similar degree of
flexibility. While all of the rating agencies appear to be under significant pressure on
various fronts — meaning that their decisions can change quickly — we nonetheless
believe that more time will be granted before the two arguably most important
agencies would announce monoline downgrades.

The nature of banks and insurer exposures

We care more about bank and insurance industry exposures than we do about
fund/asset manager exposures, since wrapped securities at the former will often be
held for their own account, Funds/managers, on the other hand, will hold the securities
on behalf of investors who take the ultimate investment risk. Figure 8, Figure 9 and
Figure 10 show the results of a survey we undertook of major banks and insurers to
understand the scale of the exposures. These can fall into three categories:

= Direct holdings in'the monoline equity/debt;
= Securities wrapped by monolines; and
= Potential liabilities via reinsurance and D&O coverages.

For insurers, we note that the bulk is in the form-of the monoline wrap on securities
held. Our sample suggests that, relative to the total asset portfollos, the monoline
wrapped exposures are relatively small. In addition, the insurers have indicated that the

Barclays-Capital

European Credit Research 8
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underlying credit quality of the wrapped securlties is strong and they would not be
forced sellers if the major monofine insurers wereto lose their AAA ratings. The larger
issue for these buyers would be the secondary impact on overall credit valuations were
there to be further rating downgrades by S&P-and Moady's of the major monolines.
Bank exposures could be relatively high, on the other hand. So far, they have been
reticent about giving too much detail.

How banks take on structured counterparty exposure

The super senior tranche (the most senior tranche of the CDO) is typically retained by
banks. Banks may then look to buy protection on this tranche from menoline insurers in
order to guarantee payments and potentially reduce risk-weighted assets. The banks
are then exposed to the mare creditworthy of the two — the underlying quality of the
super senior tranche or the counterparty risk of the monoline, typically AAA.

Figure 5: Monoline super senior exposure

Feesand

Payments Super Senior

* Cash ABS, CMBS,
CDOs

Proceeds

Source: Barclays Capital

‘The capital implications: More onerous for banks

Global banks could  :In terms of our understanding of how banks’ capital may be affected by monoline
end up requiringup  -downgrades, we believe it is double-edged. On the one hand, bank equity will be hit by
to $143bnin any negative mark to market on the difference in value between the wrapped (AAA)
additional capital - security and the underlying. On the other, as the security credit quality (and rating
falls), the risk-weighting attached to it should rise. This puts additional pressure on
bank capital requirements. Figure 6 exemplifies how, on aggregate, the combination of
wrtlte-downs and risk-weightings might work. In the example; we use three scenarios;
one where 75% of the structured exposure (insured by monolines) is held by banks, one
where half is held by banks, and one where only 25% of the structured exposure is held
by banks. Under these assumptions; global banks could end up requiring up to an
additional $143bn of fresh capital including: equity arid subordinated debt. The implied
need for pure equity or Tier 1 Is half that amount, or up to $72bn. This Is a huge
"amount, but the assumptions we use below are also very aggressive, designed.only to
show how, taken to its extreme and assuming all monolines get downgraded
significantly, bank capital could be influencead.

10 European Credit Reséarch Barclays Capital
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We would not expect a
material impact-on
insurers’ overall capital
requirements

Figure 6: The potential impact on global bank capital

" Exposure (sbr)

Bank holdings of structured monoline expasire: 5% 50%
615 410 205
1 Write-downs ($bn) 10 points 62 41 21
20 points 123 82 41
2 Risk weighting change Riskwtg  MinCap
AAA 10% 8%  08% 5
AA 20% 8%  16% 10
A 50% 8%  40% 25 16
142 implted-add capital:.
New rating AA 5 3 2
New rating A 20 13 7
Total 3dd capital re FalltoAA & 10pointmim . 66 44 i
s L Fallto A& 20 polntmim 143 95 .38

Note: Percentage of $820bri (38% of §2.1im) wrapped structured product as per Figure 1. Source: Barciays Capital

For -insurers, the potential capital requirements will vary across Europe due to the
differences in the local regulatory requirements. As an example, we use the UK to
lilustrate how the potential: capital requirements might change if downgrades to
monolinies feed through to thé wrapped securities. The UK capital requirements are
determined by the credit stress tests outlined in the PS04/16.

The credit stress test is based onthe following formula:

Stress spread = square root of current benchmark spread x spread factor

(where the spread factors are: 3 for AAA, 5.25 for AA and 6.75 for A).

The RCM.is determined (approximately) by multiplying the stress test by the duration.

Figure 7: The change ini Risk Capital Requirement (RCM) for a notional
monoline wrapped bond

Current
benchmark Spread Stresstest  Duration Change in
spread (bp) factor: (bp) (yrs) RCM (%) REM (%)
AAA 130 3 34 15 5.1
AA 145 525 63 15 9.5 185
A 180 675 91 15 136 265

Source: Barclays Capital

Figure 7 shows that if the monoliries are downgraded to AA {or lower) then we could
see the capital requirements under the UK regulations increase by almost.2x (or over
2.5x if the downgrades are imore acute). Any hedging or protection on these wrapped
securities could reduice the net capital impact of the monoline downgrades. i addition,
given the relatively limited exposures to monolinés in the sector, we would riot éxpect a
material impact on the overall capital requirements of insurérs.

Barclays Capital

European Crédit Research . H



Case 1:09-cv-01989-PAC Document 214-32 Filed 12/15/16 Page 13 of 24

Figure 8: European bank disclosure on monoline exposure

Europeanbanks

. Manoline exposure

ABN

AlB 3
Banco Popular
Bank of irekind
BBVA

BNP
Commerzbank
Credit Agricole
Credit Suisse
Dansk Bank
Deutsche Bank

Deutsche Postbank -

Dexia

DNB Nor
Glitnir

HSBC
Kaupthing
Landsbanki
Medisbanca
RBS -

RZB

SEB

‘Saclefe Gengiale
Swedbank

UBS.

Unicredito

Has not disclosed and Is In close perlod.

No dlrect exposure and fmmaterial indirect exposure. -

“Have no exposure whatsoever”.

€120mn, €20rmn of which is off balance sheet, Exposure is gross of any wraps.

No exposure. ’

Has niot disclosed exposure.

€55mn of direct exposure. No numbers for indirect.

€800mn of the €25bn writedown is related to ACA.

“Some risk, not significant”.

Within condult Polonlus, ~€300mn. of CDOs are guarantfecd by AAtbanks or AAA-Insurance.

No nurnerical, “Do not hedge exposures with monalines and have not bought meaningful protectlon from them”.
May have some direct aredit exposure and would likely be affected to some extent if larger one went down.

'€4Dm exposure towrapped strictures. Credit, €10mn: directexpusma. Munlcnpal bnnd porb‘olxo slze not:
‘disclosed; although average AA rating on underlying municipals: :

€6bn Indlrect exposure to ~Ambac guaranteed assets (at the Dexia level). 73% public sector, 18% project {finance,
9% ABS. No Ambac (B0s. AtFSA level - has €3.5bn of Ambac guaranteed investments and has also botight ~€1bn
of reinsurance from Ambac.

No direct exposure; ~E100mn of ndirect exposuré.
Not aware of any exposure.

. Neo info dhead of resufis.

No direct exposure and insignificant mdlrect exposure,

NG acp_qsure N

“We have no exposure®,

‘Has:not disclosed and s In close perlod.

Very small. €7mn of indirect exposure.

- €320mn - related to Altamirs conduit:

“Very limited”. » ‘
Net counterparty exposure of €1.2bn after €550mn of provisions for 2007.
“No exposure to monolines”.

“No infg:ahiead of results.

No direct. Indirect exposure not yet avallabla

Source: Company presentations and Investor relations

Figure 9: European insurer disclosure on monolines exposure

Insurer Comment

Axa
Acgon
Alllanz
Generalt
ING
Pruderiial
ZFS
HannoverRe:,
MunichRe
Scor.
Swiss Re*

<€750mn - monoline wrapped securltles in the UK with profit fund.

€’900mn - Répresents monollne protectionon $1.2bn-of a AAA segmerit of subpﬁme exposure.
"Minor® exposure via Dresdner. Part of a €10bn hedge on an €18bn ABS portfollo.

€70mn- €34mn-of direct exposure to MBIA, FSA and Ambac bonds plis €42m of wrapped bonds.
€555mn - Diversified over elght monolines and mix of credit enhancement/protectlon.

No matenal exposure and would not be fo’r’péd sellers.on any: duwngrade.

<€1,000bn - represents wrapped securitles spltt 50/50 US/non=US.

- *Small” exposure to wrapped product.

<€500mn reprsents wmpped securmes.

€1 .Sonmn wrapped exposures aaross slx monulln_es (mustly MBWAmbac)

Note: Swiss Re also has €10bn of notional Financial Guarantee reinsurance expasure (78% public finance, 22% structured)., Of this, €250mn Is RMBSS refated.
Source: Company presentations and Investor relotlons
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Figure 10: US banks disclosure on monolines exposure

Citlgroup

1P

Lehman Brothers
Merrlll Lynch
Morgan Stanlgy

‘Wachovia

Monoline exposure
$ 1bn of Insured CDO exposure - na speclﬂc dlsr.losure regardlng monollnes.

"Merr.hant bankmg funds own ACA stake, company exposure is:-not material, other wunterparty exposures to
monplines are benign and fully reserved; almost none on wrapped CDOs, some trading positions In wrapped munis
and debt/CDS",

~$10.5bn°0f nedged counterparty expasures = significant portion of this fo monolines. :
Did not. answer direct question on conference eall
- *Net exposure to monolines after hedgs and credit reserves is milnimal™.

$19.9bn of gross-exposure for ABS (DOs; carrying value of $3.5bn after hedges, MTM andcreditvaluatlon
adjustments.

$7.5b¢1 through its. Utah:-based ILG; $15bn ofwrapped municipal bonds, $761mn (net) counterparty expaosure,

%4$30m other.

$2.2b of hedged CDO exposure with monollne counterparties.

Source: Coimpaity presentatioris and Investor relations

Credit market implications

Although the credit spreads of monolines and financial institutions potentially exposed
to monoline downgrades have already widened to reflect the deteriorating outlook for
the sector, we belleve that, overthe short to medium term, valuations will continue to
be buffeted by headline risk.

The direct implications for the wider market are, however, to some extent limited — only
MBIA Insurance.Corp is a member of the CDX and most compantes in the sector have
limited index-eligible debt. None of the monolines are index-included in European cash
or CDS indices. Nevértheless, there are certainly indiréct ramifications on the broader
market, primarily via the negative sentiment generated by newsflow.

Meetings between regutators and US banks are at an early stage; few concrete details
about the structure of a bank-led recapitalisation are known. The last attempted
government-sponsoréd resolution for a financlal market problem — the:M-LEC “super-
Siv” — suffered from such opacity and eventually failed. This is a possible outcome. of
these talks. Yet, because the broader implications of non-functioning monolines are so
severe, we do believe that regulators and banks will be strongly incentivised to reach a
workable solution.

Barclays Capital
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Rate cut: A bearish signal for credit?

Ulf Edandsson, Graham Rénnison

The Federal Reserve'’s 75bp-surprise cut of the fed funds rate this week has important
implications for the credit market. Empirically, there is a strong link between the
inception of a sustained period of rate cuts and increases in speculative-grade default
rates over the short to medium term. Moreover, with lfending standards being flagged
explicitly as a growing concern, we revisit our quantitative frameworks for analysing
survey data. We project the January 2008 C& lending standards net number of
respondents reporting a tightening to be 34%, a significant uptick to the bearish side
Sfrom the November number of 19%.

Bearish signal or forcefully pre-emptive move?

Although the timing and scale of the FOMC's inter-meeting rate cut this week may well
have been motivated by the extreme equity market volatility over the preceding days, there
are akso indications from the Fed that they do see further concemns in the credit markets.
Specifically, the second sentence of the FOMC press release of 22 January 2008 says:

“While strains in short-term funding markets have eased somewhat, broader financial
market conditlons have continued to deteriorate and credit has tightened further for
some businesses and households.”

These concerns come at a time when there Is increasing interest from a broad range of
commentators on lending standard surveys from the world's central banks. The
highlighting of this comment in the press:release suggests to us that the tightening in
corporate lending standards, non-economical as well as economical, that we saw in H2
07 may well have continued, Potentially, the Federal Reserve has some preliminary
indications on the outcome of the Senlor Loan Officer Survey, due to be around the
offictal FOMC meeting on 29-30 January. In normal circumstances, the closing date of
the survey would be around now, as it is conducted (with some discretion) in the two
weeks prior to the FOMC meeting.

Based on a quantitative approach, not taking into account the FOMC statement, we
estimate thatthe January survey will show around a net 34% commercial and industrial
(C&)) lending standards tightening, with most of the risk to this forecast on the upside.
We base this forecast on the Q4 data together with recent negative lending standard
numbers in Europe and the UK {see £C8 Lending survey ~ the credit perspeciive, 18
January, 2008 and Lending standards consiriction: The UK joins in, 4 January 2008) . If
our forecast materialises, tightening would be markedly up from 19.2% in November
2007, Further detail on the methodology behind the forecast is provided below.

Figure 11 gives an idea why a number in the 30%+ range could be worrying as a signal
for an economic slowdown. it overlays C&l lending standards net tightening with NBER
offictal recesslon dates over 1967-2007. The dashed line indicates the 34% forecast
based on our statistical model. As we can see, the past. five recessions haye been
preceded by significant tightening of lending standards -with the only false signal
arourid the LTCM crisis in 1998. Obviously, this signal should be interpreted in

-conjunction with incoming macro. economic data and a broader economic perspective.

Please refer to “Forecast revision: US federal funds outlook” in this:Alpha for Barclays
Capital’s house view an the US econoniic outlook. For a perspective of the recent strong
tightening data in Europe, please see “ECB bank lending survey suggest credit
conditions moving to recessionary levels”; Global £Economic Daily 1, 18 January 2008).
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A further exposé of the relationship between the business and credit cycles and the
lending standards data can be found in “The Credit Cycle and the Business Cycle: New
Findings Using the Loan Officer Opinion Survey” (Journal of Money, Credit and Banking,
2006) by Donald Lown and Cara Morgan. In an earlier paper: “The Credit Crunch”
(Brooking’s Papers on Economic Activity, 1991), Ben Bernanke and Cara Morgan find a
significant effect of the 1990-91 credit crunch on the severity of that recession. They
argue, however, that the reduction in bank lending effect on growth at that time was
fairly srall.

Figure 11: C&l lending standards tightening and the business cycle

100 1 ng standards (% net tightening, LH

40 -
20 1
0

=20

40 -
Jan.67 Jan 72 Jan 77 Jan 82 JanB7 Jan 92 Jan 97 Jan 02 Jan 07

Source: Federal Reserve, Barclays Capitol
Taken together, with the recent FOMC statement as the most pronounced data point,
these earlier discussions indicate to us that the Federal Reserve is cognisant of the

tightening in credit standards that is occurring. Global lending standards trends are
clearly indicating a rapid tightening too (Figure 12),

Figure 12: Global C&l lending standards tightening monitor

‘ Region Tightening Date Historical
Euro 41.0%  17%an07
UK 42.2% 3Jan'2008
us 19.5% (frc 34%) 5:Nov 07
Japan -4,0% 23]an 08

Marg0 Jul01 Nov0Z Apro4 Aug05 Jan07

Source: Federal Reserve, European Gentrol Bank, Bark of England, Bank of lapan, Barclays Capltal

The tightening of corporate lending standards indicated in survey studies last year
appears to have correctly anticipated the downturn in the credit cycle. With the default
of Quebecor, a Canadian company in the CDXHY9 index, the increase in speculative
-grade default rates postulated in our empirical model of lending standards and the

Barclays Capital European Credit Research 15
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default cycle, gives the first tentative signs of an actual tum in the default cycle as well.
Recently, Mogdy’s upgraded its default projection for US speculative grade to 5.3% for
FY 08, just a shade south of our forecast of 5.4% (see 4 lending standards: Tighter
vgairt, 6 Novernber 2007).

Forecasting the C&I tightening of the Q1 08 survey

Similar to eatlier studles, we project a C&I tightening number In the new survey based
on a displacement between commercial real-estate lending standards and C&I lending
standards. As Figure 13 shows, these variables have correlated very closely over the
past two years, with only a displacement in the past few quarters. This displacement
appears to be driven by commercial real estate being hit earlier and harder-than C&l
lending, which sits-well with the subprime crisis being the inttial driver of the current
credit woe.

In the right hand panel, we see the direct statistical relationship between the variables,
Usirlg the estimated correlation coefficient, we can infer that the Q4 commercial real-
estate tightening number of 50% net tightening should imply a C&l tightening of 46%.
We believe that this gap will not close instantanepusly’, but potentially close by a factor
of % per quarter, So, if the net 50% tightening In cormmerclal real estate remains over
this quarter; a-scenario which Is not implausible in our view, we would compute our
forecast as 15.2% + 0.5-(46%-19.2%) = 34% of net C& tightening.

One can vary the assumptions a bit on this. For example, if commercial real-estate
tightening hits 60%, we wolild expect a nurnber around 38% of C&l instead. If there 15 a
quicker catch up (change the factor from 0.5 to 0.75), the number would be 40%. The
recent European numbers ceriainly suggest a higher number than the 34% in the
basic forecast.

We do notincorporate the recent rate cut inta this forecast as it has come very close in
fime to the actual survey. There Is a further discussion on the empirical relationship
between rate cuts-and adjustment in lending standards in the section below.

Figure T3: Historical correlation between commercial real-estate and C&l lending (LHS) and

regression analysis (RHS)
80 - -——Commerdal real-estate (% net tighteni A
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Source: Federal Réserve, Barclays Caplial

T We see strong outo-correlation In the regression errors over the past few quariers. There lsnip “best way” to
treat this temporary aute-correlgtion fram an econometric standpoint, hence we resort to a more ad hoc
approach. i terms of the reverston of this error teom.
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The rate cut and the default cycle — assessing
the empirical evidence

What effect can the Fed’s reduction of the fed funds target rate be expected 1o have on
the credit cyde? The initial reaction in credit markets was positive, but with a quick
reversion. Markets may come to agree with most central bankers that monetary policy
is a fairly blunt instrument with a substantial lagging effect. It is often assumed that
there is a lag of around 12-18 months before interest rate decisions actually affect the
“real” macro-economy.

Figure 14 tells an interesting story of how the Fed has, or has net, managed to avoid
downturns in the credit cycle/uptums in default rates. In 1891 and again in 2001/02,
the Federal Reserve was cutting rates fairly aggressively for a sustained period, and we
see default rates peak in the middle of those cuts. Hence, history from the two-latest
credit cycles suggests that the Fed has not been able avoid rapid increases in defautt
rates in the initial stage of the downturn despite being quite active. This is hardly
surprising. If one expects a lagging effect of monetary policy, and the central bank does
riot have perfect foreslght, then the rate cuts shouid be seén-as measures to reduce the
severity of a coming trough rather than avolding a downturn coinpletely.

Today’s stiuation shows up as an Important juncture in this chart. We are seéing fairly rapid
cuts after prolonged stability In rates. This type of rate cut regime (highlighted in Figure 14)
has historical precedents In 1989, 1996, 1998 and 2000, On each of these occaslons, default
rates appear to have tisen from recent historical lows in the year following the inception of
the rate cut regime, as shown by the arrows in the figure. In 1989 and 2000, we see a full-
biown downtum In the credit cycle, whereas 1995. and 1998 saw far more moderate
inceeases in default rates that eventually retraced to sdme extent.

Figure 14: Rate cuts and the default cycle
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Lead/lag relationship between rate cuts and changes in
default rates |

We provide some more detail on the lead/lag dynamics between rate cuts and default
rates in Figure 15. In the left-hand panel, we overlay the fed funds target rate with
default rates two years forward, and see a close relationship betwéen the two. Hence,
from this fairly simple exercise, we can identify a strong leading relationship where Fed
cuts appear to have the largest éffect at a two-yéar horizon: Cutting rates appears to
decrease defaults roughly 18-24 months forward, pretty much as one would expect on
the basis of the central bankers' rule of thumb of monetary policy; 1995 proves to be
slightly different: we can see that the lead/lag relationship in that period was
substantially shorter as the plick-up in default.rates (on a forward basis) appears to the
left of the rate cut period of 1995-1996.

In the right hand panel, we plot the impulse-response function of defaults to cuts in the
fed funds target rate, The function, based on a vector auto-regression, allows us to
analyse the time-varylng effect of rate cuts in a-statistically sound way, We can see that
empirically, a rate cut has started to push default rates down only at around an 18-
month horizon-{where the dark ling crosses below the horizontal axis). Before that, we
have actually séen increases in default rates. From a-statistical viewpoint, this appears
to be a strongly significant dynamic, as can be Inferred from the relatively tight
confidence interval.

Figure 15: Fed funds target rate versus 24~-month forward speculative grade default rates (LHS)
and behaviour of default rates following a 100bp rate cut (RHS)
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Source: Federal Reserve, Moody’s, Barclays Capital

Lead/lag relationship between rate cuts and easing of lending
standards

As rates are lowered, there is.a direct link to the cost of funding. In this credit crisis,
however, it seems that it is the banks' relative unwillingness to lend that is the problem
rather than the-cost of credit. In the. FOMC statement, which followed the recent inter-
meeting rate cut, Chairman Bernanke explicitly referred to lending standards:

“While strains in short-term funding markets have eased somewhat, broader financial

‘market conditions have continued to deteriorate and credit has tightened further for

some businesses and households.”

A natural question, then, is how rate cuts affect banks' willingness to lend. An indication
of this can be seen in Figure 16, which shows how decreases in the fed funds rate ‘are
paired with a reduction in tightening of commercial and industrial (C&l) lending

European Credit Research Barclays Capital
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standards approximately one year after the rate change. This implies that recent rate
cuts, if we look. at historical evidence, should start having an effect on lending
conditions in H2.08.tp H1 09,

We have previously-argued that a tightening in commerclal and industrial (C&t) lending
standards appears to be d good leading indicator of a pick-up In default rates (Lending
standards and defoult rates: Some numbers, 5 October 2007). The Q4 survey showed a
net 19.2% tightening, which in our framework has translated into a projected
speculative grade default rate of 5.4% towards the end of 2008.

Figure 16: Fed funds target rate versus C&I lending tightening 12-month forward (LHS)-and
behaviour of C&l tightening after a 100bp rate cut (RHS)
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Source: Barciays Capital
The credit cycle turn of 2001/02 —a closer look
Lastly, we take a closer look at the last downtum in the credit cycle, as in Figure 17. In 2000,
the fed funds target rate was held constant, whereas the C&1 lending was continually
tightening. The Federal Reserve skarts cutling rates in the first half of 2001, which Is the
same time at which C&I tightening peaked. Lending standards kept on tightening at a rate
of around 50% per quarter for the next 12 months, and really started their trend towards
credit easing 12 months later. Secondly, default rates peaked in mid 2002, between 14-18
months after the monetary policy easing had started Hence, rate cuts were positively
correlated with increases in defaults in the short term in the period after the initial wave of
rate cuts, Thirdly, we see that the Fed was continually cutting rates thraughout the period
where default rates were above 6%,
Barclays Capital European Credit Research 1
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Figure 17: The 2001-02 credit cycle downturn
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Forecast revision: US federal funds
outlook

Dean Maki, Julia Coronado

The FOMC cut the federal funds rate and discount rate by 75bp Tuesday moming in an
inter-meeting move, In response to this, we revised our forecast for the federal funds
rate. We now think it will be cut 50bp to 3.0% at next week’s meeting and by another
50bp to 2.5% at the March meeting. Following that cut, we expect the Fed to keep the
federal funds rate at 2.5% through the end of 2008. The combination of a more
aggressive Fed easing combined with a notable stock market decling has not led us to
change our economic forecast. We continue to expect GDP growth of 1.0% in Q407
and Q1 08, followed by a gradual pick-up to 3.0% in H2 08.

Figure 18: Forecast summary: New versus old

Q407 Q108 Q208 Q308 Q408 Q109 Q209 Q309 Q409

New 425 2.50 250 2.50 250 275 3.25 3.25 3.25 .
ol 4.25 3.50 3.50 3.50 350 3,75 4,25 4.25 4.25
Source: Bardays Capital

‘'We view Tuesday’s move as a response to recent declines in global stock markets, so

market movements will likely be the biggest factor in determining what the Fed does
next week. If the stock market tone improves markedly by the time of next week’s
meeting, the Fed may consider a smaller, 25bp.cut, but if it continues to fall sharply,
another 75bp- cut is possible. Qur baseline forecast of 50bp assumes markets do not
improve materially by next week but that the pace of decline does not intensify.
Economic data will likely play a more important role by the time of the March 18
trieeting, but stock market movements also will likely-remain a critical variable. We do
not expect a dramatic improvement in eéconomic data by the time of that
meeting. Tuesday's move signals that the Fed very much wants front-load easing, so
we are most comfortable looking for a 50bp ease in March. We forecast the tone of
economic data will have improved by the time of the April 30 meeting and so think:the
Fed will remain on hold at 2.5% at that meeting and keep the fed funds rate there
through year-end. We believe the Fed will begin taking back rate cuts in-early 2009,
with the federal funds rate ending 2009 at 3.25%.

The statement announcing the decision said that the FOMC “took this action. in view of
a weakening of the economic outlook and increasing downside risks to growth.” It
noted that “strains in short-term funding markets have eased somewhat,” but that
“broader financial market conditions have continued to deteriorate and credit has
tighteried further for some businesses and households.” It added that “incoming
information indicates a deepening of the housing contraction as well as some softening
in labour markets.”

In our view, the near-term risk ratsed by-the stock market drop, which appeared to be
spurred by fears of a global economic downturn, is.the:loss of business confidence, If

‘businesses stop hiring workers. and investing In new capital, the economic outlook

could deteriorate sharply, as has been the case in most prior recessions. The loss of
wealth also poses a risk to consumer spending over the medium term, although
changes in wealth affect spending gradually and the current decline would start being
felt in-H2 08. While the jump in the unemployment rate in December 2007 was an
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indicatlon of slowing-economic activity, initial claims for unemployment insurance have
declined: in January, suggesting that labour market conditions remain soft but are not
deteriorating sharply, as typically happens during recessions, Likewise, while the
‘December 1SM manufacturing index pointed to: contraction, the ISM nonmanufacturing
index indicated that the service sector, which has been the engine of job.growth during
the cuirent expansion; ¢ontinues to grow. Thus we still conclude that the economy,
while weak, is not currently on the brink of 3 recession and that the key indicator will be
the heatth of the [abour market.
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MarketWatch

Banks may need $143 billion in fresh capital

By Alistair Barr
Published: Jan 25, 2008 6:48 p.m. ET

If bond-insurer ratings are cut deeply, banks' capital will be tested:
study

SAN FRANCISCO (MarketWatch) -- If bond insurers are downgraded a lot, banks will need as much as $143 billion
in fresh capital to absorb the impact, Barclays Capital estimated Friday.

Citigroup Inc. C, -1.48% Merrill Lynch & Co. MER, -1.94% Bank of America Corp. BAC, -2.03% and Wachovia Corp.
WB, -0.65% are among U.S. banks most exposed to bond insurers, or "monolines" as they're also known, Barclays
Capital wrote to investors.

In Europe, Credit Agricole (004507), Dexia (000379613) and Societe Generale (013080) are among the most
exposed, the firm said.

The consequences of bond-insurer weakness are so severe that regulators and banks in the United States have
strong incentives to pump more capital into the sector to avoid downgrades, according to Barclays Capital analyst
Paul Fenner-Leitao.

"Meetings between regulators and U.S. banks are at an early stage; few concrete details about the structure of a
bank-led recapitalisation are known," he said.

The last attempted government-sponsored resolution for a financial-market problem -- the M-LEC "super-SIV" --
failed and the current bond-insurer talks could suffer a similar fate, Fenner-Leitao added.

Two bond insurers -- Ambac Financial Group ABK, -1.61% and Security Capital Assurance Ltd. SCA, +0.00% --
already have had their crucial AAA ratings cut by Fitch Ratings. Without top ratings, bond insurers' business models
may be imperiled.

Downgrades also cut the value of the guarantees bond insurers have sold. Some banks have hedged complex
mortgage-related securities known as collateralized debt obligations, or CDOs, by buying these monoline
guarantees. That means more write-downs could come if bond insurers are downgraded. See full story.

Fenner-Leitao said that his $143 billion estimate is based on "very aggressive" assumptions about how exposed
banks are to bond insurers and how far monoline downgrades will go.

The estimate assumes that 75% of insured structured products like CDOs are held by banks. It is also based on
bond-insurer ratings being cut to A from AAA and big write-downs following those downgrades, he indicated.

A more benign scenario, in which a quarter of insured structured products are held by banks and bond insurers are
cut to AA from AAA, would leave banks needing as little as $22 billion in fresh capital, according to Fenner-Leitao.

"Yet because the broader implications of nonfunctioning monolines are so severe, we do believe that regulators and
banks will be strongly incentivised to reach a workable solution," he said.

More from MarketWatch

o Donald Trump, Barack Obama Appear at White House Together

http://www.marketwatch.com/story/banks-may-need-new-capital-if-bond-insurer-ratings-fall/print 12



11/16/2016 Case 1:09-cv-01989-P Aatks RpreethEpibion 43 capipedVagt8it6  Page 3 of 3
e Trump’s Infrastructure Investment Plan Evokes Ayn Rand
« Dow snaps 7-session win streak as financial stocks retreat

MarketWatch

Copyright ©2016 MarketWatch, Inc. All rights reserved.

By using this site you agree to the Terms of Service, Privacy Policy, and Cookie Policy.

Intraday Data provided by SIX Financial Information and subject to terms of use. Historical and current end-of-day data provided by SIX
Financial Information. Intraday data delayed per exchange requirements. S&P/Dow Jones Indices (SM) from Dow Jones & Company,
Inc. All quotes are in local exchange time. Real time last sale data provided by NASDAQ. More information on NASDAQ traded symbols
and their current financial status. Intraday data delayed 15 minutes for Nasdaq, and 20 minutes for other exchanges. S&P/Dow Jones
Indices (SM) from Dow Jones & Company, Inc. SEHK intraday data is provided by SIX Financial Information and is at least 60-minutes
delayed. All quotes are in local exchange time.

http://www.marketwatch.com/story/banks-may-need-new-capital-if-bond-insurer-ratings-fall/print

22



Case 1:09-cv-01989-PAC Document 214-34 Filed 12/15/16 Page 1 of 3

EXHIBIT 85




1/16/2016 Case 1:09-cv-01989-PAES T®sedheliendTie=0f- THEiNed W2/M8716 Page 2 of 3

Ehe New Hork Times

WORLD BUSINESS

UBS Takes a $14 Billion Write-Off

By DAVID JOLLY JAN. 30, 2008

PARIS — UBS, the largest Swiss bank, said Wednesday that it would write off $14
billion in losses on the troubled U.S. housing market and post a net loss for 2007.

The write-offs will result in a record fourth-quarter net loss of approximately
12.5 billion Swiss francs, or $11.4 billion, the bank said in a preliminary earnings
statement. It also said it expected to report a full-year net loss of 4.4 billion francs

for 2007.

The numbers “include around $12 billion in losses on positions related to the
U.S. subprime mortgage market and approximately $2 billion on other positions
related to the U.S. residential mortgage market,” the bank said.

UBS said Dec. 10 that it was writing off $10 billion of subprime investments for
the fourth quarter, so the numbers Wednesday represented $4 billion more in losses
than it had previously disclosed.

“Once again this is a negative surprise,” said Andreas Weese, a banking analyst
at UniCredit in Munich. “I had assumed additional losses, but not of this

magnitude.”

The bank had already announced a $4.4 billion loss on subprime investments in
the third quarter. The figures Wednesday bring its 2007 U.S. residential mortgage-
related losses to $18.4 billion.

Mr. Weese said the bank had not provided much detail, but he theorized that

the downgrades of “monoline” bond insurers in the United States had weighed on

http://www.nytimes.com/2008/01/30/business/worldbusiness/31ubs.html 12



11/16/2016

Case 1:09-cv-01989-PAES TBaedtetiend i3 TEiNed W26 Page 3 of 3

the results.

Because the values of U.S. mortgage securities have continued to deteriorate,
there could still be more write-offs to come in the first quarter of 2008, Mr. Weese
said.

UBS shares in Zurich slipped 64 centimes, or 1.3 percent, to 46.12 francs.

The UBS chairman, Marcel Ospel, has come under fire from investors for the
recent losses and for plans to raise billions of dollars in capital from investors in the
Middle East and the Government of Singapore Investment Corp.

Influential Swiss investors, including Dominique Biedermann, director of the
Ethos Investment Foundation, which manages money for the Swiss public pension
funds, has called for an independent audit of the bank’s accounts and for
shareholders to elect a new chairman. Ospel’s tenure as chairman is set to end in
April, but he must face shareholders at a special meeting scheduled for next month
to approve the funding plans.

The bank, formed through a merger of Union Bank of Switzerland and Swiss
Bank Corp. in June 1998, had never reported an annual net loss before, said
Christoph Meier, a UBS spokesman.

Banks worldwide have announced more than $135 billion in credit losses and
write-downs since the turmoil in the U.S. housing market started last year, and some

analysts estimate that total write-downs could reach $800 billion.

UBS said it would provide further details on its financial performance on Feb.

14, when it publishes its final full-year and fourth quarter 2007 results.

The bank also said it had taken efforts to strengthen its capital base in the last

quarter.

© 2016 The New York Times Company
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