Appendix 1

Prom: Tin P Clark,

To: Ria C Proctor: Ronaid { Kohn; Kevin Warsh; Deborah P Bafley; Roger Coje; Conann Siefansson; Wiliam
Subject: Update on BAC_ML

Date: 12/19/2008 02:29 PM

The following is a quick update and some preliminary views in advance of
the call at 3:30 today.

We (FRB Richmond, FRB NY and Board staff) are continuing to gather needed info
for full assessment of ML through Bank of America (BAC) management, though
much of what is needed for a good preliminary assessment on ML is in our
possession and being analyzed. We also had a pretty dgocd sense already of
conditions at BAC, which have also deteriorated recently as evidenced by their own
projection for Q4 having gotten significantly worse in the past week or two, and we
are currently working to update are views on BAC as a stand alone entity. As they
themselves noted the other night at our meeting, even on a stand alone basis, the
firm is very thinly capitalized in terms of tangible common equity (TCE) relative to
assets and expostres.

« It is notable that a quick analysis of the TCE/assets ratlos of BAC and ML
on stand-alone basis and as a combined entity implies that the recent
decline in BAC's projected year-end 2008 stand alone number appears to
be driving as much of the decline in-the combined pro forma ratios as the
losses at ML, even as they are portraying the losses at ML as being the key
issue here. This is largely the result of declining ratio at BAC stand alone
an% the fact that most capital in the combined entity will be coming from
BAC.

The preliminary assessment on the ML loss numbers is that ML does not appear to
be being overly aggressive in some of its larger markdowns - though we can't yet
say that with certainty and for all positions -- so the size of the losses/write downs
may not be over-stating the problems at ML to a large extent in an attempt to
'kitchen sink' the losses in advance of the acquisition date. Details on the sources of
the 'new' $4 billion of losses are being sought right now and that will be included in

the analysis once we get a bit more clarity.

General consensus forming among many of us working on this is that given market
performance over past several months and the clear signs in the data we have that
the deterioration at ML has been observably under way over the entire quarter --
albeit picking up significant around mid-November and carrying into December --
Ken Lewis' claim that they were surprised by the rapid growth of the losses seems
somewhat suspect. At a minimum it calls into question the adequacy of the due
diligence process BAC has been doing in preparation for the takeover. [As an aside,
BAC management told us they could not provide electronic versions of ML files, and
one wonders how that is possible since they have been doing the due diligence for
months and having e-files would have made that much simpler and more effective

for them. May have helped limit their current surprise.]
As per our meeting with management the other night, BAC management has

Identifled a $78 blllion portfolio of positions and exposures that are causing the
problems at ML. Those are as follows:
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Merrill Lynch 'Leqacy Portfolio’

$ milions

Leveraged Finance 7,309
CRE 5.013
ABS CDO (Super Senior} 776
Residential Mortgages. largely Non-US 4.008
Current Exposure to Financial Guarantars (net of CVA/reserve) 9.325
CPI/PCG 3428
Investment Portfolio 20.968
Current Exposure to Credit Desivatives Product Companies 3732
Private Equity (nef) 10.784
Asset Based Lending 13.170
Total 78,513

NY Fed is working today to analyze the key positions as well as others at ML to see
how much further deterioration is likely or may be coming from this portfolio. The
firm has substantial continuing notional hedges purchased from financial guarantors
($53 billion) and from credit derivative product companies ($18 billion) that could
drive exposures to those sources higher and generate further assoclated write-
downs in the value of the hedges if those entities deteriorate further.

Charlotte Fed folks have the lead in updating our analysis of BAC on a stand alone
basis, bath the current and projected condition of the firm. Notable issues are the
thin level of tangible common equity relative to assets and exposures, the recent
deteriorating condition noted above and what appear to be quite optimistic
underlying assumptions for the economy and performance of assets and markets in
2009 that are driving a relatively positive projection for the firms' stand alone
condition out through 2009. Even if the projections are an adequate reflection of
expected losses from some portfolios going forward, they appear to clearly not be
well prepared for any further deterloration in economic conditions and/or asset
performance. Which is to say the firm is not well prepared to withstand substantial
unexpected losses that would result from further economic deterioration and market
disruptions. BAC has a number of sources of potential vulnerability in its own
portfolios, including consumer loans, particularly credit cards and mortgage-related,
as well as relatively large exposure to commercial real estate-related positions and a
commercial lending portfolio (funded and commitments) with a veruarge share of
the dollar value of exposures stemming from 'BB' and below-rated borrowers.

We plan to finalize the analyses described in this note today/tonight and work this
weekend to create a forward-looking view of the extent of the vuinerabllities for the
combined entity, which we will shoot to wrap up by Sunday night and provide the
full analysis Manday moming.

please forward to any relevant parties I may have accidentally left of the distribution
and let me know if you have any questions
tim

Tim P. Clark

Senior Advisor

Banking Supervision & Regulation
Federal Reserve, Board of Governors
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Analysis of Bank of America & Merrill Lynch Merger

Restricted FR
(Second Draft)
December 21, 2008

I Summary Overview

Bank of America (BAC) has sufficient resources to consummate the merger with

Merrill Lynch (MER).

e Upon consummation of the merger, based on current projections for both firms, the
combined entity would have an 8.6% Tier I risk based capital ratio and a Tier 1
leverage ratio of 5.2%. However, the amount of tangible common equity at the
combined firms will be among the lowest of the large BHC at 2.2% on day one of the
acquisition.

s Animmediate vulnerability would be BAC's access to market funding. On a stand
alone basis, BAC has a significant short term funding dependence. MER has
significant dependence on the government funding programs, and will likely increase
the short term funding pressure on the combined firm.

» The principal vulnerability of the combined firm, similarly to other large BHCs,
would be:

o Potential losses from BAC’s consumer and commercial credit portfolios,
which will be contingent upon the economic environment going forward and
will be realized over time.

¢ MER has the largest exposure to financial guarantors across US financial
institutions. Unlike the timing of loss recognition in the loan portfolios, losses
associated with financial guarantor exposures could be realized in a more
compressed timeframe. Moreover, the timing of potential Josses from these
exposures is highly uncertain.

From the perspective of regulatory capital, Bank of America (“BAC”) currently
exceeds regulatory minima for well-capitalized on a stand-alone basis, with an
expected Tier I capital ratio of 9.2% at year-end 2008. However, only about one
third of the firm’s Tier I capital is in the form of tangible common equity.

o When viewed from the standpoint of tangible common equity to total assets (the TCE

ratio) the firm is among the more thinly capitalized of the five largest domestic
BHCs. This ratio is closely watched by analysts and investors and further
detertoration of the firm’s TCE ratio would likely cause increased uncertainty among
market participants about the firm’s prospects.

Since September, continued economic deterioration and substantial market
disruptions have weakened the condition of both firms.
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e MER’s deterioration has been substantially worse than BAC’s and all but ensures that
the firm could not survive as a stand-alone entity without raising substantial new
capital (and\or government support) that is unlikely to be available given the
uncertainty about its prospects and further future losses.

e Management now projects Q4 after-tax losses of roughly $14 billion for MER, and
approximately a $1.4 billion after-tax quarterly net loss for BAC, which for BAC
represents more than four times management’s projected losses from just two weeks
ago. The losses at MER will erode over 50% of MER’s tangible common equity.

While the extent of the market disruptions that have occurred since mid-September
were not necessarily predictable, BAC management’s contention that the severity of
MER’s losses only came to light in recent days is problematic and implies substantial
deficiencies in the due diligence carried out in advance of and subsequent to the
acquisition.

» In the merger proxy statement and investor presentations the firm explicitly
asserts that it has an understanding of MER’s business activities, financial
condition and prospects as well as an understanding of the outlook for the firm
based on prospective economic and market conditions.

e Staff at the Federal Reserve has been aware of the firm’s potentially large losses

stemming from exposures to financial guarantors, which is the single largest area
of risk exposure and driver of recent losses that have been identified by
management. These were clearly shown in Merrill Lynch’s internal risk
management reports that BAC reviewed during their due diligence.

o The potential for losses from other risk exposures cited by management,
including those coming from leveraged loans and trading in complex
structured credit derivatives products (‘correlation trading’) should also have
been reasonably well understood, particularly as BAC itself is also active in
both these products.

o Having done a quick analysis on the specific positions/exposures at MER that
generated the largest losses for MER in Q4, FRS staff see no clear indication
that they were driven by overly aggressive marking down of positions in
advance of the acquisition. This general conclusion notwithstanding, some of
the marks do appear somewhat conservative and the appropriateness of the
timing of the impairment charge taken against goodwill is hard to assess. On
the other hand, credit valuation adjustments against financial guarantors are
not particularly aggressive relative to those staff has observed at other firms.

The combined firm remains vulnerable to a continuing downturn.
* At the time of the completion of the merger, based on current projections for both

firms, the combined entity would bave an 8.6% Ticr 1 capital ratio, and a TCE ratio
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of less than 2.2%. This is in relation to BAC’s stand-alone ratios 0of 9.2% and 2.6%,
respectively.

e Based on stress analysis performed by staff, under moderate and severe stress
scenarios the combined BAC-MER firm would be among the most vulnerable of the
largest domestic BHCs, but not substantially more vulnerable than many others.

¢ In the event that actual losses were in line with stress projections, TCE and Tier I
capital would be substantially eroded, with Tier I risk based capital ratios of 6.4% and
4.0%, respectively, under the moderate and severe stress tests.

¢ Resulting from the impacts of a moderate or severe recession, our scenario analysis
suggests that the combined entity would need to raise roughly $21 billion and $67
billion of Tier I capital, achieve a Tier I risk-based capital ratio of 7.5% at year-end
2009. .
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From:

Yo: Sootk Abvarez
Subfect Re: Fw: BAC

Date: 12/23/2008 11:08 AM
Encypted

Thanks, Scott. Just to be clear, though we did not order Lewis to go forward, we
did indicate that we believed that going forward would be detrimental to the health
(safety and soundness) of his company. I think this is remote and so this question
may be just academic, but anyway: What would be wrong with a letter, not in
advance of a litigation but if requested by the defense in the litigation, to the effect
that our analysis supported the safety and soundness case for proceeding with the
merger and that we communicated that to Lewis?

v deress deleted

Scott

Alvarez/ddress doleted To address deleted
«

12/23/2008 10:18 AM Subject Re: Fw: BAC

Mr. chairman,

Shareholder suits against management for decisions like this are more a nuisance
than successful. Courts will apply a "business judgment" rule that allows
management wide discretion to make reasonable business judgments and seldom
holds management liable for dedisions that go bad. Witness Bear Stearns. A
different question that doesn't seem to be the one Lewis is focused on is related to
disclosure. Management may be exposed if It doesn't properly disclose information
that is material to investors. There are also Sarbanes-Oxley requirements that the
management certify the accuarcy of various financial reports. Lewis should be able
to comply with all those reporting and certification requirements while also
completing this deal. His potential liability here will be whether he knew (or
reasonably should have known) the magnitude of the ML losses when BA made its
disclosures to get the shareholder vote on the ML deal in early December. I'm sure
his lawyers were much involved in that set of disclosures and Lewis was clear to us
that he didn't hear about the increase in losses till recently.

All that said, I don't think it's necessary or appropriate for us to give Lewis a letter
along the lines he asked. First, we didn't order him to go forward--we simply
explained our views on what the market reaction would be and left the decision to
him. Second, making hard decisions is what he gets paid for and only he has the
full information needed to make the decision--so we shouldn't take him off the hook
by appearing to take the decision out of his hands.

Let me know If you'd like any more info on this.

Scott
h ] address deleted
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From: Scott Avarez

To:

Subject: Re: Fw: BAC

Data: 12/23/2008 11:23 AM
Encrypted

I ?‘gree we and Treasury gave our views on what we thought the likely effects
would be of not proceeding, but that's different than ordering Lewis to proceed. We
didn't take the decision out of his hands or threaten punitive supervisory action if he
didn't proceed. I want to avoid the Fed being the centerpiece of the litigation.
Lewis needs to have every incentive to analyze the facts and document and justify
his decision. If he thinks he can rely on us, he'll assert there was nothing he could
do and he can be reckless--not the right incentive. Moreover, once we're in the
litigation, all our documents become subject to discovery and, as you'll remember
from Deborah's presentation, some of our analysis suggests that Lewis should have
been aware of the problems at ML earlier (perhaps as early as mid-November) and
not caught by surprise. That could cause other problems for him around the
disclosures BA made for the shareholder vote. In any event, we can always decide
at the time of litigation whether to help even if now we hold fast.

Scott
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To Chairman Dennis Kucinich:

At the request of the Domestic Policy Subcommittee, | have done a statistical
analysis of the Merrill Lynch weekly loss data for the 12 weeks from September 26 to
December 12, 2008. The purpose of the analysis was to determine what loss trends
could reasonably be deduced from the loss data available to decision makers at three
points in time: November 7, November 14, and December 12. | have used the widely
accepted and highly standardized least squares regression curve fitting technique to
test both a straight (linear) and a curved (parabolic or second order) fit to the data. This
has resulted in the following conclusions:

1. Looking first at the 7 weeks of loss data available by November 7 shows:

a. It is clear that there is a strong downward trend in the data that is almost
certainly not due to chance.

b. A straight line downward trend showing a steady $701 million loss per week
fits the data quite well.

~c. If one were trying to determine whether the loss per week might be increasing
or decreasing rather than staying steady at $701 million per week (i.e. by fitting a curved
rather than a straight line), there is i) no evidence that the loss per week is decreasing,
and ii) some evidence that the losses per week are increasing.

The best curved (parabolic) line fit to the data shows the weekly losses
worsening to $1250 million loss per week by November 7--and, when projected forward,
worsening every week thereafter due to the downward curvature of the fitted line. Note
that this curved line fit only improves the accuracy (root mean square error) of the fit by
about 5%, so the case for increasing losses per week by November 7 is not
overwhelming.

2. Adding one more week of data to assess the situation as of November 14
shows:

a. Fitting a straight line downward trend yields a steady $1007 million lost per
week, over 40% worse than the November 7 assessment.

b. Adding in the November 14 week significantly strengthens the evidence for
deteriorating (as opposed to steady) weekly losses. The curved line fit now shows the
weekly loss deteriorating to $2400 million per week by November 14, nearly double the
November 7 curved line assessment. Relative to the straight line fit, the curved line
now improves the accuracy of the fit by 51% (root mean square error)--an improvement
in accuracy that it would be imprudent to ignore.
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3. Looking at the 12 weeks of loss data available by December 12 shows:

a. Assuming steady weekly losses, the best straight line fit shows $1276 million
lost per week, over 80% worse than the November 7 weekly loss estimate--and almost
identical to the November 7 curved line assessment.

b. Assuming the possibility of a deteriorating trend, the curved line fit yields a
weekly loss that has worsened to $2030 million by December 12, not as bad as the
November 14 estimate but still 62% higher than the November 7 curved line weekly
loss. The curved line fit yields 14% better accuracy (root mean square error) than the
straight line fit, stronger evidence for a deteriorating trend than on November 7, but not
strong enough to make the curved line fit an obvious choice.

c. Given the weekly loss data available to decision makers on November 14 as
compared to the data available on December 12, the evidence for a constantly
deteriorating (i.e. curved) trend is much stronger on November 14 than it is on
December 12. This follows from the fact that the November 14 curved fit improves
accuracy over the straight line fit by 51% whereas the December 12 curved fit only
yields 14% improvement.

As a caveat to the above conclusions, it is important to keep in mind that all of
the above numerical estimates are necessarily quite imprecise because statistical
sample sizes of 7 to 12 data points are much too small for, say, plus or minus 10%
accuracy. That caveat does not invalidate any of the above conclusions as to what a
decision maker could reasonably conclude on November 7, November 14, and
December 12.

For documentary support of the above, | have attached the detailed results of the
computer runs on which | have based these conclusions.

Pierre M. Sprey
June 9, 2009
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Pierre Sprey letter attachment 060909.txt

* Data
*
. T1d
- +
qtd ytd week week2
1. -8412 -19824 1 1
2. -323 -19039 2 4
3. -650 -20312 3 9
4, -907 -20569 4 16
5. -1609 -21271 5 25
6. -3778 -23440 6 36
7. -3451 -23113 7 49
8. -7897  -27559 8 64
9. -8933  -28596 9 81
10. -11037 -30699 10 100
11 -9182 -28845 11 121
12 -13863 -33041 12 144
e e PP +
. plot ytd week
-19039 +
* 3
W
T
D
w*
*
*
-33041 + .
Bttt i +
1 week 12
*
i weeks 1-7
*

: reg ytd week if _n<8
Page 1
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1 13759228
5> 514818.971

Number of obs
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7
26.73
0.0036
0.8424
0.8109
717.51

Source | SS
_____________ +______.____..___
Model | 13759228
Residual | 2574094.86
_____________ +—._.__________..
Total | 16333322.9
ytd | Coef
_____________ +
week | -701
cons | -18277.14

std. Err. t
135.5964 -5.17
606.4057 -30.14

FC 1, 5)

Prob > F

R-squared

Adj R-squared

Root MSE
P>|tl [95% cConf.
0.004 -1049.562
0.000 -19835.96

-352.4383
-16718.33

. * F-test and

(equivalent) t-test indicate 0.36 percent chance of

. * random occurrence if there is no linear relation

reg ytd week week2 if _n<8

2 7228873.52
4 468893.952

6 2722220.48

Number of obs

7
15.42
0.0132
0.8852
0.8278
684.76

Source | SS
_____________ +_________.._.__
Model | 14457747
Residual | - 1875575.81
_____________ +—————————————
Total | 16333322.9
ytd | Ccoef
_____________ +
week | 28.52381
week2 | -91.19048
cons | -19371.43

std. Err. t
611.5544 0.05
74.71326 -1.22
1067.119 -18.15

F(C 2, 4)

Prob > F

R-squared

Adj R-squared

Root MSE
P>|t| [95% conf.
0.965 -1669.423
0.289 -298.6277
0.000 -22334.23

1726.471
116.2468
-16408.63

¥

R

3 % o

) reg ytd week

Source

Model
Residual

weeks 1-8

F-test indicates 1.32 percent chance of random occurrence given
that there is no quadratic relation, but neither coefficient 1is
si?nificant even at the 10 percent level and the second-order term
only marginally improves the fit.

24.47
0.0026
0.8031
0.7702

1319.6

-508.9318

if _n<9
SS df MS Number of obs
—————————————————————————————— FC 1, 6)
42603150 1 42603150 Prob > F
10447476.9 6 1741246.14 R-squared
—————————————————————————————— Adj R-squared
53050626.9 7 7578660.98 RoOt MSE
oy | Coef.  std. Err t  Pp>ltl  [95% Conf. T
-1007.155 203.613 -4.95 0.003 -1505.378
-17358.68 1028.195 -16.88 0.000 -19874.58

-14842.78

. * F-test and
. * random occ

(equivalent) t-test indicate 0.26 percent chance of
urrence if there is no linear relation

Page 2
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reg ytd week week2 if _n<9

Number of obs
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32.25
0.0014
0.9281
0.8993
873.66

Source | SS df MS

_____________ +_—_——-—————————————.——-—-—_—_—_—_—
Model | 49234246 2 24617123
Residual | 3816380.86 5 763276.173
————————————— +-—————————————————————————_———.._
Total | 53050626.9 7 7578660.98
ytd Coef std. Err t

week 780.8988 621.4349 1.26

week?2 -198.6726 67.40408 -2.95

cons | -20338.77 1218.878 -16.69

FC 2, 5)

Prob > F

R-squared

Adj R-squared

Root MSE
P>|t]| [95% conf.
0.264 -816.5506
0.032 -371.9403
0.000 -23471.99

2378.348
-25.4049
-17205.54

. * F-test indicates 0.14 percent chance of random occurrence given

e
w

that there is no quadratic relation and the second-order term

Number of obs

12
110.08
0.0000
0.9167
0.9084
1454.7

Lo improves the fit.
= weeks 1-12
reg ytd week
Source | SS df MS
————————————— +———-—_———__———_—_—_—_—_—_—_—_—_.
Model | 232938917 1 232938917
Residual | 21160593.7 10 2116059.37
_____________ +__—__.__——————————————-—.—._—__—_—
Total | 254099511 11 23099955.5
ytd Coef. std. Err. t
week -1276.301 121.6455 -10.49
cons -16396.38 895.2863 -18.31

FC 1, 10)

Prob > F

R-squdred

Adj R-squared

Root MSE
P>|t] [95% conf.
0.000 -1547.344
0.000 -18391.2

-1005.258
-14401.56

. * F-test and (equivalent) t-test indicate 0.00 percent chance of
* random occurrence if there is no linear relation

: reg ytd week week?2

Number of obs

12
72.29
0.0000
0.9414
0.9284
1286.2

source | SS df MS
T = = — = =T — — e e e e
Model | 239209821 2 119604910
Residual | 14889690 9 1654410
————————————— +________..__...___._.__......_.....____,_..,,_.__
Total | 254099511 11 23099955.5
ytd Coef. Std. Err. t
week -385.2098 470.1662 -0.82
week?2 -68.54545 35.2075 -1.95
cons -18475.59 1329.365 -13.90

Page 3

FC 2, )

Prob > F

R-squared

Adj R-squared

Root MSE
P>|t] [95% conf.
0.434 -1448.8
0.083 -148.1903
0.000 -21482.82

. * F-test indicates 0.00 percent_ chance of random occurrence given
. * that there is no quadratic relation and the second-order term

678.3801
11.09944
-15468.36
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_ Pierre sprey letter attachment 060909.txt
* improves the fit.
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