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Tlre followlng ls a quld( uPdate and some pr€llm¡nary vlews ln advance of
the call at 3:30 bday.

We GRB Rlchmond, FRB NY and Board staff) are cont¡nu¡ng to gather needed info
for fù[ assessmentbf ML though Bank of America (BAC) managemenç though

plolection fur Qa havlng gotten slgnlficantly u
àrE cunenüy worklng to update are views 0n
themselves iroæd thé oÜrdr nþht at our meet¡ng, even on a stand-qþile basls, the
firm is very thinly capitalized iñ terms of tangiblé common equity (l'CE) relative b
assets and exposures.

. It is notable that a quick analysis of the TCVassets ratlos of BAC and ML

issue here. Th¡s 'ts largelY the re
and üre fact that most caPital in t

BAC.

s numbers is Ürat ML does not appear to
arger markdo$,ns - though we cant yet

n, ., nìiijo.$e 
size of the losses/write downs

of the acquisi of
the 'nevf $4 blllion of loses are being sought rig in

the analysis once we get a bit more clarity.

among many of us working on thls is that glven market
ral months and the dmr slgns ln the data we have that
been oboervabh

rey have been dolng the due dlllgence for
months and having e-files would have made that much simpler and more effectve
for them. May have helped limit heir current sutPrise.l

As per our meet¡ng with management the other nlght, BAC management has
ldei¡tlfled a $78 bll-llon portfolio of posltions and epooures that are causing the
problems at ML. Those are as follows:

BOG-BAC-ML-COCR.00009



tlenil Lynch'LcçacT Pordolb'
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Lererãged Fhence
CRE
ABS CDO (Super Senior)
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Gurrent Érposule tõ FinancialGuerantors (net of CVÁi/reserue)

CPI/PCG
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7,309
5.013

776
4.008
9.325
3.428

20.968
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Current Exposure to Credit DeÍvelives Roduct Companies 3.732

Pdvate Equity [nel] 10-784

nssdBedodt;ndúa lffi
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NY Fed is wod<ing today to analy¿e.the ke
how much furthei deteiloration is likely or
firm has substantial continu¡ng notional he
($53 blllion) and
ddve erpæuræ
downs in the val

We plan to finalize the analyses described ln-this note tod-ay/tonight and..wot ttt!:
weeiand to crcate a forward-looking view of the extent of the vulnenblllties for the
com¡ine¿ entity, which we wiìl shoo-t b wrap up by Sunday nlght and provlde the
full analpis Monday momlng,

please forward to any rele\rant part¡es I may have accidentally left of the distribution
and let me know if you hâve any quest¡ons
tim

T'lm P. Clarlt
Senfor Aô¡lsor
Banking SupeMslon & Regulatlon
Fedenl Reserue, Board of Govemors
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Anaþsis of Be¡k of A¡rericr & Merrill Lylch Merger

Rest¡ctcd FR
(Second Druft)

December 21,2008

L Summ¡rv Overview

Ba¡k of Amcrlca (BAC) h¡¡ sufficient r€sources to consirmm¡te the merger with
Merrilllynch (MER).
. Upon cousummation of the mergcr, based on cunent projections for both firms, the

combined entþ would have an 8.6%Tier I risk based capttal ratio and a Tiø 1

lcverage :,zlio of 5.2o/o. Hower¡er, the amount of tangible common equlty at the

combined firms will be among the lowest of the large BHC at 2,2Vo ot day one of the

acquisition.

r An immediate rnrlnerability would be BAC's access to ma¡ket funding. On a stand

alonebasis, BAC has a sigrificant short term fr¡ndiog depelrdence. MER has

sigrificant depende,ncc on the governmeirt fiurding progfams, and will likely increase

the short term firndingpressure on tbe combined fi¡m.
, Theprincipal vulnerability ofttre combined firm, similarlyto other large BHCs,

would be:

o Potential losses fiom BAC's q)nsumer and commercial credit portfolios,

which will be continge,nt upon the economic environm€nt going forward and

will be rcalized, over time.

o MER has the largest exposrxe to finansial guarantors aøoss US tnancial
instih¡tions. Unlikq the timing of loss recognition in the loan portfolios, losses

ass'ociated with finansial guarantor exposures could be realizcd in a more
compressed timefr¿rne, Moreover, the tinring ofpote,utial losses ûom these

exposures is highly uncertain.

I'rom tåe penpective of regulatorT capitrl, B¡nk of America (aBAC') currently
cxcccds regulatory oinim¡ for well-capitalized on a st¡¡d-elonc basls, with an
erpected Tier I capitel ratio oI9.2To et year-end 2008. Eowever, only ¡bout one
thlrd of the fi¡n's Tier I capitrl is in the form of tangible comdon equity,
¡ When viewed &om the standpoint oftangible cio¡nmotr equity to total assets (the TCE

ratio) the firm is among the mo¡e ihinly capitatized of ttre five largest domætic

BHCs. This ratio is closely watched by analysts and ínvestors and further

deterioration of the fimr's TCE ratio would likoly cause increased uncertainty among

marka particþants about the 6rm's prospects,

Since September, continued economic dcterioration ¡nd subst¡nd¡l market
dlsnrptÍonr have weakened fùe co¡dldon of both firms.
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r MER's deterioration has been substantially worse than BAC's and all but ensures that

the firm could not s¡rrrive æ a stand-alone entity without raising substa¡tial new

capital (andbr govemme,nt supporÎ) that is rurlikely to be available given the

uncertainty about its prospects and fi¡rther firtu¡e losses.

¡ Management now projects Q4 afler-tar( losses of roughly $14 billion for MER, and

approximately a $1.4 billion afrer-tar( quarterly net loss for BAC, which for BAC
represents more than for¡r tímes manag€ment's projected losses from just two wecks

ago. Ttre losses at MER urill erode over 50% of MER's tangible coÍlmon equity.

ìilùile the extent of the msrket disruptions that hsve occurred since mid-September
were not necessaril¡r predictrble, BAC management's contention that the scverity of
MER's losses only cemc to Ugbt in recent days is problematic and irrplies substantial
deficiensies in the due diligencc carried out in advance of and subsequent to the
acquisition.

. ln ttre merger proxy statemerit and investor presentations the firm explicitly
asserts that it has an undastanding of MER's br¡siness activities, financial
condition and prospects as well as an understanding of the outlook for the ûrm
based on prospective econornic and market conditions.

o Staffat the Fede'ral Resem¿e has been awa¡e of the firm's potentially large losses

sternming from exposures to financial guarantors, which is the single largest area

ofrisk exposure and driver ofrecent losses that have been identified by
managørnent. These were clearly shown in Merrill Lynch's internal risk
management reports that BAC reviewed during their due diligence.

o The pote,ntial for losses Aom other ¡isk exposures cited by managerreoÇ

including those coming ûom leveraged loans and tading in complo<

structu¡ed credit derivatives pmduc'ts ('correlation trading') should also have

beeri reasonably well understood, particularly as BAC itself is also active in
both these products.

o Having done a quick analysis on the specific positionVexposures at MER that
generated the largest losses for MER in Q4, FRS staffsee no clea¡ indic¿tion
that they were driveri by overly aggressive marking down of positions in
advance of the acquisition. This gencral conclusion no¡rithstanding, some of
the marks do appear somewhat conservative and the appropriateness of the

timing 6f ¡þs ímFairment charge taken against goodwill is hard to assess. On
the other ha¡d, øedit valuation adjruhe,nts against financial guarantors are

not partiorlæly aggressivc relative to those staffhas observed at olher fi¡ns.

The comblned flrm remefns vulnerable 1o g se¡fþrring downturn.
r At the time of the completion of thc merger, based on cunent pmjections for both

6rms, tbe combined entity would bavc an 8.6% Ticr I capital ratio, and a TCE ratio
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of less thanz.z%. ftís is in relation to BAC's stand-alone ratios of 9.2% and2.6or6,

respecfively.

Based ou stress analysis pcrformed by staff, under moderatc and swere sEess

sccna¡ios tbe combincd BAC-MER firm would be a¡noog the most rn¡lnerable of the

largest domcstic BHCs, but not'substantially more wlnerable than many others.

Iq the w€nt that actuâl losses wcre in lioe with stsess projections, TCE and Tier I
capital would be zubstantially eroded, with Tier I risk based capital ratios of 6.4% and

4.0%, respectively, under the rnoderate and sevcre skess tests.

Resulting from the impacts of a moderate or swsre rcsessioq our scenario analysis

suggests that the combined entity would nead to raise rougþly $21 billion and $67

billion of Tier I capítal, achíeve a Tier I risk-bæed capital ratio of 7.5% at yeæ-cnd

20t9.
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Thanks, Sott Just to be clear, though we did not order Lewis b go foruard, we
did indlcate that we believed that going fonrard would be detimental to the health
(safety and soundness) of his company. I think this is remote and so this question
may be just academlc, but anyway: What would be wrong with a letÞr, not in

he defense in the litigation, to the effect
soundness case fur proceeding wih the
Lew's?

Y Scott Alvaredddress deleted

Scott
Alrenz¡6ddress deleted

LAZI|?.ÛDS 10118 Al4

To address deleted

cc

Subþct Re: Rv; BAC

Mr. chairman,

Shareholder su¡b agalnst management for dec'lsìons lfke this are more a nu¡snce
than successful. Courts will apply a "business judgment' rule that allows
management wide dlscretion to make reasonable business judgmenB and seldom
holds management liable for decisíons that go bad. Whess Bear Stearñs. A
dlfrerent ouestion that doesn't seem to be the one Lewis is foqrsed on is related to
disclosure. Management may be o<posed if lt doesn't properly dlsclose information
that ls material to investors. There are also Sarbanes-Odey requiremenb that the

.¡s financial reports. Lewis should be able
tification requirements while also
r here will be whether he knew (or
ih¡de of the ML losses when BA made its
, the ML deal ín early December. I'm sure
rt of disclosures and Lewis was clear to us

that he didn't hear about the increase in losses Hll recently.

All that said, I don't think its necessary or appropriate for us to give Lewís a letter
along the línes he asked, First, we didn't o¡der him to go forward-we slmply
explained our views on what the rnarket reaction would be and lefr the decision to
him. Second, making hard decisions is what he gec paid for and only he has the
full informatircn needed to make the decislon--so we shouldn't take him off the hook
by appearing þ bke tlre decísion out of his hands.

Let me know if you'd líke any more info on this.

Scott
address deleted
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I on what we thought the likely effects
wou rent than ordering Lewis to proceed. We
didn e
didn't proceed. I want to avoid the Fed
Lewis needs to have every incentive to
hls decision. If he thinks he can rely on us

do and he can be reckless--notthe rleht incentive.#:tiJr?:!i.i,fi'ËS.ffi".'

analysis suggests tfpt Lewis should have
(perhaps as early as mid-Novernber) and
other problems for him around the
ote. In any event, we can always decide

at the time of lltigation whether to help wen if now we hold fast.

Scott
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To Chairman Dennis Kucinich:

At the request of the Domestic Policy Subcommittee, I 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.I 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. lt 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. lf 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 57o, so the case for increasing losses per week by November 7 is not
ovenruhelming.

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 40o/o 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
identicalto 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 14o/o 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
yield s 1 4o/o 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, I have attached the detailed results of the
computer runs on which I have based these conclusions.

Pierre M. Sprey
June 9, 2009
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P'ierre sprey letter attachment 060909.txt

. li'

Data

qtd ytd week week2

1.
2.
3.
4.
5.

6.
7.
8.
9.

10.

11.
L2.

-84L2
-323
-6s0
-907

-1609

-L9824
-1_9039
-20312
-20569
-2L27L

1
2
3
4
5

1_

4
9

16
25

-3778 -23440
-345'J, -231L3
-7897 -27559
-8933 -28s96

-LL037 -30699

-91_82 -28845
-1_3863 -33041_

6
7
8
9

10

36
49
64
81- I

100 I

L2L I

L44 I

I

11
L2

+-------- ------+
plot ytd week

-19039 +

week L2

T
D

. reg ytd

weeks 1-7

week if -n<8 eage 1
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Pjerre Sprey letter attachment

Source I SS df MS
----+----wodell 13759228 L 73759228

Resi dual | 2574094.86 5 51-481-8.971-
----1----

tota11t6333322.962722220.48

060909. txt
ruumber of obs
F( L, 5)prob > r
R-squared
ndj n-squared
ROOt MSE

7
26.73

0.0036
0.8424
0. 8109
777 .5L

vtd I coef. std. Err- t p>ltl [95% conf. rnterval]
week I -70L 1_3 5 . 5964 -5 .r7 0 . 004 -L049.562 -3s2.4383

-19835.96 -r_6718.33-cons I -L8277.t4 606.4057 -30.1-4 0.000

. * F-test and (equivalent) t-test'indicate 0.36 percent chance of. * random occurrence 'if there is no l'inear relat'ion

. ."g ytd week week2 jf -n<8
source I SS df MS

----1----
tvrodel I L4457747 2 7228873.52

Resi dual | 1-875575.81- 4 468893.952
----1----

tota11L6333322.962722220.48

Number of obs
F( 2, 4)
prob > r
n-squared
Rdj R-squared
ROOt MSE

7
]-5.42

0.01_32
0. 88s2
0. 8278
684.76

vtd I coef. std. Err. t P>ltl [95% conf . rnterva]]
week

week2
_cons

28. 52381 6L1,.5544 0.05 0.965
-91.1_9048 74.7L326 -r.22 0.289
-L9371.43 t067.ttg -18.15 0.000

-L669.423 L726.47t
-298.6277 tL6.2468
-22334.23 -r-6408.63

F-test 'indi cates
that there is no
si on'i fi cant even
onTy marginally

1.32 percent chance of
quadratic relation, but
at the 10 percent level

improves the fit.

random occurrence given
neither coefficient is
and the second-order term

Number of obs
F( 1, 6)
prob > r
n-squared
ndj R-squared
ROOt MSE

weeks l--8

. reg ytd week if -n<9
source I ss df MS

----1----

tvlodell 426031-50 1 42603150
Residua1 1L0447476.9 6 L74L246.1,4

----1----totall 53050626.9 7 7578660.98

8
24.47

0.0026
0.8031_
o.7702
131-9.6

vtd I coef. std. Err. t P>ltl 195% conf. rntervall
week I -1007.1-55 203.613 -4.95 0.003 -1-505.378 -508.931-8

-cons | -l-7358.68 1-028.1-95 -1-6.88 0.000 -19874.58 -14842.78

. * F-test and (equivalent) t-test'indicate 0.26 percent chance of

. * random occurrence if there is no linear relation

eage 2
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reg ytd week

Source I

Pierre Sprey letter attachment
week2 if -n<9

SS df MS

060909. txt

Number of obs
r( 2, 5)prob > r
R-squared
Rdj n-squared
ROOt MSE

uodel | 49234246
nesidual I 3816380.86

2 246I7L23
5 763276.L73

total I 53050626.9 7 7578660.98

8
32.25

0. 0014
0. 9281_
0. 8993
873.66

vtd I coef. std. Err. t P>ltl 195% conf. rntervall
week

week2
_cons

780. 8988 62L.4349 L.26 0 .264 -81_6. 5 506 2378 .348
-t98.6726 67.40408 -2.95 0.032 -37L.9403 -25.4049
-20338 .77 r_21_8 . 878 -16. 69 0.000 -2347L.99 -17205 .54

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

. * that there is no quadratic relation and the second-order tèrm

. * 'improves the fit.

weeks 1-12

reg ytd week

source I ss

wrodel | 2329389L7
nes'i dual I 211-60593 . 7

r 2329389L7
10 2Lr6059.37

ruumber of obs
F( L, 10)
Prob > F
n-squared
ndj n-squared
ROOt MSE

df L2
110.08
0.0000
0.9L67
0. 9084
L454.7

----T----
total | 254099511- 11- 23099955.5

vtd I coef. std. Err- t P>ltl 195% conf. rntervall
----T----

week | -L276.30L L21,.6455 -L0.49 0.000 -L547 .344 -1005.258
-cons | -16396.38 895.2863 -1-8.31- 0.000 -18391-.2 -]-44O]-.56

. * F-test and (equivalent) t-test indicate 0.00 percent chance of

. * random occurrence if there is no linear relation

. reg ytd week week2

source I ss df MS
- - ---- :- - - ---+- - - -- - --

----1--------total | 25409951-1 1-1 23099955.5

vodel | 2392O982L
Residual | 14889690

2 1196049L0
9 L654470

Number of obs
r( 2, 9)prob > r'
n-squared
ndj n-squared
ROOI MSE

L2
72.29

0. 0000
0.94L4
0.9284
L286.2

vtd I coef. std. Err. t P>lrl 195% conf. rntervaìl
week

week2
_cons

-38s.2098 470.1662 -0.82 0.434
-68 . 54545 35 .2075 -1. 9s 0. 083
-1847s . s9 1329. 365 -1_3 . 90 0. 000

-1448. I 678.3801_
-148.1_903 7r.09944
-2t482.82 -1_5468.36

0.00 percent chance of
quadratic relation and

Page

random occurrence given
the second-order term
3

. * F-test 'indi cates

. "" that there is no
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pierre sprey letter attachment 060909.txt
. "É 'improves the fit.

eage 4
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