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GSEs Under Conservator ship-Implications for the GSEs and Beyond

Summary-- As a result of safety and soundness concerns by their regulator,
Fannie Mae and Freddie Mac were placed under conservatorship over the
weekend by the Federal Housing Finance Authority (FHFA), essentialy the
equivalent of a Chapter 11 bankruptcy. The U.S. Treasury will provide a capital
backstop for the two companies and stand by to purchase GSE mortgage-backed
securities, allowing the companies to continue to operate.

K

ey Points--

We believe the moves by Treasury and the FHFA should stabilize the market
for SE debt and mortgage-backed securities and narrow the spreads between
mortgage rates and Treasury rates, thus providing support to the conventional
mortgage market and the slumping housing industry. This is not, however, a
long-term solution for the GSEs. It is our view that the position of the GSEs
will be re-evaluated by Congress in 2009 and a permanent solution will be
found. That solution is unlikely to provide meaningful value for the current
preferred and common shareholders, in our view, unless there is a rapid
near-term rebound in the U.S. housing market. We believe that the government
has created a situation where the emergence of the GSEs from conservatorship
into its historic corporate structure with common and preferred shareholdersis
difficult to imagine

= Our most likely eventual outcome for the GSEs is for Congress to develop a

structure for them similar to the Federal Home Loan Banks that are essentially
cooperatively owned by financia institution members. Similar to the FHLBs a
capital structure could be set up such that future capital heeds are generated by
aportion of the guarantee fee charged to lenders. Under such a scenario, in our
view, Congress would likely provide only very limited reimbursement of
principal to common and preferred sharehol ders.

= We expect the broader equity markets to receive the news of conservatorship

for the GSEs well as it removes a mgor uncertainty from the market.
However, the added mortgage risk being absorbed by Treasury could result in
Treasury rates rising over time. The net effect on mortgage rates will still be
positive, in our view, achieving a modest overal benefit to the economy.
Specific financial sectorsto benefit should be MBS REITS, Title Insurance and
Student Lenders, in our opinion.
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GSEsUnder Conservator ship-Implicationsfor Fannie, Freddie and Beyond

As a result of safety and soundness concerns by their regulator, Fannie Mae and
Freddie Mac were placed under conservatorship over the weekend by the Federal
Housing Finance Authority (FHFA), essentially the equivalent of a Chapter 11
bankruptcy. The U.S. Treasury will provide a capital backstop for the two companies
and stand by to purchase GSE mortgage-backed securities, allowing the companies to
continue to operate. Key elements of the plan include:

« New Owners/New Management: Under conservatorship the FHFA now controls
the companies and has sole voting authority. It was announced that the CEOs of
both organizations would step down and that Herb Allison, chairman of
TIAA-CREF, will become CEO of Fannie Mae and that David Moffitt, CFO of
USB, would become the CEO of Freddie Mac.

« Capital Backstop: The Treasury will invest in senior preferred stock agreementsin
the GSEs, initially with a $1 billion investment in each, but with provisions to
invest up to $100 billion in each as needed to ensure that firms have positive net
wealth. The coupon on the new preferreds will be cumulative and is 10% per year,
unless the GSEs miss a payment, in which case the coupon goesto 12%.

= Secured Lending Facility for the GSEsand the FHL Bs: The Treasury has agreed
to become the "lender of last resort” for the GSEs and the Federal Home Loan Bank
system by creating a secured lending facility by which the GSEs and the FHLBs
can borrow at LIBOR plus 50 through the Federal Reserve Bank of New York
using agency guaranteed MBS and FHL B advances as collateral.

= Treasury MBS Purchase Facility: The Treasury committed to begin buying an
undisclosed level of GSE guaranteed mortgage securities later this month. The
program may continue through the end of next year with monthly reporting.

« Common Shareholders in Diluted First Loss Position: The position of the
common shareholders to claims on the companies was maintained in first loss
position and the Treasury received a warrant for 79.9% of the common shares at a
"deminimis’ price.

« Preferred Shareholders Lose Dividend and are in Second Loss Position: The
dividend payments on the current preferreds at Fannie Mae ($27.9 hbillion) and
Freddie Mac ($14.1 billion) were suspended by FHFA Director Lockhart. In
addition, the preferreds were put in a junior position to the senior Treasury
preferreds.

= Undetermined Fee to be Imposed on the GSEs Beginning 3/31/2010: The GSEs
will be required to pay to the Treasury a "commitment fee" to compensate the
Treasury for the explicit guarantee granted in the agreement. The fee is to be
determined by the Treasury and FHFA, with consultation from the Federal Reserve.

= Portfolio Growth Limited: As part of the covenants on the new preferred, the
GSEs have agreed to limit their growth to have retained portfolios of no more than
$850 hillion each at the end of 2009 and then to shrink by 10% per year after that
until they reach $250 billion. Fannie Mae had a retained portfolio of $758 billion at
the end of July and Freddie Mac had aretained portfolio of $798 billion.
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We believe the moves by Treasury and the FHFA should stabilize the market for GSE
debt and mortgage backed securities and narrow the spreads between mortgage rates
and Treasury rates, thus providing support to the conventional mortgage market and
the slumping housing industry. This is not, however, a long-term solution for the
GSEs. It is our view that the position of the GSEs will be re-evaluated by Congressin
2009 and a permanent solution will be found. That solution is unlikely to provide
meaningful value for the current preferred and common shareholders, in our view,
unless there is a rapid near-term rebound in the U.S. housing market. We believe that
the government has created a situation where the emergence of the GSEs from
conservatorship into its historic corporate structure with common and preferred
shareholders is difficult to imagine. There are at least three reasons for our
conclusion:

« Treasury Statement GSEs "will no longer be managed with a strategy to
maximize common shareholder returns': Without management to maximize
shareholder value, it is difficult to imagine the companies under private control.

« Future Access to the Equity Capital Markets is in Doubt: By putting the
preferred dividends on unlimited hold and removing control of the company by the
common shareholders, the companies will have difficulty accessing private equity
to support future operations, in our view.

= With an Undisclosed Fee to Reimburse Taxpayers, Value is Nearly Impossible
to Determine: At a minimum, it is unlikely that the deferred tax assets at each
company ($20.6 billion at Fannie Mae and $18.4 hillion at Freddie Mac), which
represent future tax refunds, would be allowed to be realized by the companies to
benefit shareholders.

Our most likely eventual outcome for the GSEs is for Congress to develop a structure
for them similar to the Federal Home Loan Banks that are essentially cooperatively
owned by financial institution members. Similar to the FHLBS, a capital structure
could be set up such that future capital needs are generated by a portion of the
guarantee fee charged to lenders. Under such a scenario, in our view, Congress would
likely provide only very limited reimbursement of principal to common shareholders.

It isinteresting to think of what has to happen for the common shareholder to receive

any returns:

= First, the GSEs would have to absorb future losses and return to profitability under
the constraints of shrinking the balance sheet from 2010, limiting the guarantee fee
level so as to support the mortgage market and managing themselves not to
maximize shareholder value.

« Second, the GSEs would need to pay Treasury 10% on al of its preferred
investments and pay afee to compensate for the explicit guarantee.

= Third, the GSEs would need to reinstate the preferred dividends.

= Then, common shareholders would then get diluted by 80% as Treasury exercised
its warrant.
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Implicationsfor the Broader Financial Services Sector

We expect the broader equity markets to receive the news of conservatorship for the
GSEs well as it removes a magjor uncertainty from the market. However, the added
mortgage risk being absorbed by Treasury could result in Treasury rates rising over

time. The net effect on mortgage rates will still be positive, in our view, achieving a

modest overall benefit to the economy. Key affected areas should include:

« GSE Common and Preferred Shares Under Pressure: As discussed above, we
expect the shares of the Fannie Mae and Freddie Mac common and preferred to be
under significant downward pressure in the next few weeks.

« MBS Mortgage Spreads Should Tighten Providing Strength to MBS REITs:
With the Treasury backstop for GSE mortgage securities, we expect mortgage
spread to tighten toward Treasury rates. This should improve the outlook for the
MBS REITs.

= Improve Mortgage Volumes, but Higher Prepayment Speeds Should Help
Title, Hurt Servicing: We would expect the volume of mortgages to pick up with
tighter spreads (assuming Treasury rates increases are not enough to offset spread
tightening). Higher volumes should help title insurance. However, mortgage lenders
are likely to face tighter gain on sale margins and declining servicing revenues,
offsetting higher volumes.

= Banks without GSE Preferred Investments Should Benefit Modestly: We
expect stabilization of the GSE activities will provide liquidity to the mortgage
market, providing support to the housing market. However, this will not, in our
opinion, create a near-term turnaround to housing as foreclosures are not expected
to peak until the first half of next year.

« Limited Support to the Non-Agency Securitized Market: The Treasury was very
clear in the proposal that GSE guaranteed loans and securities would be supported,
but that support would not extend to other asset-backed securities. We believe that
there could be a positive spillover into the student loan market, but that there will be
limited intermediate impact on other areas of the securitized market.
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Rating and Price Target History for: Freddie Mac (FRE) as of 09-05-2008
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Rating and Price Target History for: Fannie Mae (FNM) as of 09-05-2008
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Distribution of Ratings/IB Services

KBW
*|B Serv./Past 12 Mos.
Rating Count Percent Count Percent
Outperform [BUY] 151 26.73 26 17.22
Market Perform [HOLD] 347 61.42 47 13.54
Underperform [SELL] 49 8.67 4 8.16
Restricted [RES] 0 0.00 0 0.00
Suspended [SP] 18 3.19 5 27.78

* Keefe, Bruyette & Woods, Inc. and Keefe, Bruyette and Woods Limited maintain separate research
departments; however, the following chart, "Distribution of Ratings/IB Services," reflects combined U.S.
and U.K. information related to the distribution of research ratings and the receipt of investment banking
fees.

We, Frederick Cannon, Robert Bohlen, and Jacquelynne Chimera, hereby certify that the views expressed in this
research report accurately reflect our personal views about the subject company and its securities. We also certify
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that we have not been, and will not be receiving direct or indirect compensation in exchange for expressing the
specific recommendation in thisreport.

This communication is not an offer to sell or a solicitation to buy the securities mentioned. The information relating
to any company herein is derived from publicly available sources and Keefe, Bruyette & Woods, Inc. makes no
representation asto the accuracy or completeness of such information.

Disclosures

K eefe, Bruyette & Woods (KBW) Research Department provides three core ratings: Outperform, Market Perform
and Underperform, and two ancillary ratings. Suspended and Restricted. For purposes of New York Stock
Exchange Rule 472 and FINRA Rule 2711, Outperform is classified as a Buy, Market Perform is classified as a
Hold, and Underperform is classified as a Sell. Suspended and Restricted ratings are classified as described below.
Stocks are rated based on an absolute rate of return (percentage price change plus dividend yield).Outperform
represents a total rate of return of 15% or greater.Market Perform represents a total rate of return in a range
between -5% and +15% .Underperform represents a total rate of return at or below -5% .Suspended indicates that
KBW:'s investment rating and target price have been temporarily suspended due to a lack of publicly available
information and/or to comply with applicable regulations and/or KBW policies.Restricted indicates that KBW is
precluded from providing an investment rating or price target due to the firm'srolein connection with a merger or
other strategic financial transaction.Companies placed on the KBW Best Ideas Outperform List are expected to
generate a total rate of return (percentage price change plus dividend yield) of 20% or more over the following 12
months.Companies placed on the KBW Best Ideas Underperform List are expected to generate a total rate of
return (percentage price change plus dividend yield) at or below -20% over the following 12 months.Research
analysts employ widely used multiple valuation methodologies including, but not limited to, absolute, relative and
historical Price/Earnings (P/E) and Price/Cash Flow multiples, absolute, relative and historical Price/Book Value
multiples and Discounted Cash Flow Analysis.All KBW research analysts are compensated based on a number of
factors, including overall profitability of the company, which isbased in part on KBW's overall investment banking
revenues.

Please be advised that KBW providesto certain customers on request specialized resear ch products or services that
focus on covered stocks from a particular perspective. These products or services include, but are not limited to,
compilations, reviews and analysis that may use different research methodologies or focus on the prospects for
individual stocks as compared to other covered stocks or over differing time horizons or under assumed market
eventsor conditions.

KBW either expectsto receive or intends to seek compensation for investment banking services from Freddie Mac
during the next three months.

Keefe, Bruyette & Woods, Inc. and/or Keefe, Bruyette & Woods Limited have received compensation for
investment banking services from Freddie Mac in the past 12 months.

KBW currently makesamarket in this security FRE.

KBW either expects to receive or intends to seek compensation for investment banking services from Fannie Mae
during the next three months.

Keefe, Bruyette & Woods, Inc. and/or Keefe, Bruyette & Woods Limited have recelved compensation for
investment banking services from Fannie Mae in the past 12 months.

KBW currently makesamarket in this security FNM.

Please refer to the following website for price chart detail and additional disclosure information:
http://www.kbw.com/r esear ch/disclosur es.html
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UK Disclaimers

1. This communication is only made to or directed at persons who (i) are outside the United Kingdom or (ii) have
professional experience in matters relating to investments or (iii) are persons falling within Article 49(2)(a) to (d)
("high net worth companies, unincorporated associations etc") of the Financial Services and Markets Act 2000
(Financial Promotion) Order 2001 and (iv) who are Market Counter partiesand/or Intermediate Customers asthose
terms are defined in the Rules of the Financial Services Authority (all such persons together being referred to as
"relevant persons'). This communication must not be acted on or relied on by persons who are not relevant
persons. Any investment or investment activity to which this communication relates is available only to relevant
persons and will be engaged in only with relevant persons.

2. This communication has been prepared by Keefe Bruyette & Woods Inc. (KBW) and while Keefe, Bruyette &
Woods Limited (KBWL) believes this communication to be reliable, KBWL has not reviewed and/or approved the
information contained herein. KBWL does not guarantee its accuracy, adequacy or completeness and is not
responsiblefor any errorsor omissions or for theresults obtained from the use of such information.

3. Certain assumptions may have been made in connection with the analysis presented herein and changes to the
assumptions may have a material impact on the analysisor results. Information with respect to past performance of
a security is not necessarily a guide to its future performance. The research and information has been prepared as
of a certain date and KBW and KBWL do not undertake to update or advise you of changes in the research and
information. The investments discussed herein may be unsuitable for investors depending on their specific
investment objectives and financial position. KBW and KBWL make no representation or recommendation as to
investments discussed herein. Investors should independently evaluate each investment discussed in the context of
their own objectives, risk profile and circumstances.

Additional Disclaimers

4. This communication is only intended for and will only be distributed to persons resident in any jurisdictions
wher e such distribution or availability would not be contrary to local law or regulation. This communication must
not be acted upon or relied on by personsin any jurisdiction other than in accordance with local law or regulation
and where such person is an investment professional with the requisite sophistication and resour ces to under stand
an investment in such securities of the type communicated and assume the risks associated therewith.
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