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Capital Markets Overview

Capital Market Issuance Reached $1.6
Trillion in Third Quarter of 2009

Third quarter 2009 started off with a steady stream of
financial reform proposals from the Obama
Administration, continued with the announcement of
the expiration and wind-down of several government
intervention programs, and closed with the first
legacy PPIFs announced.

Securities issuance continued to recover in the third
quarter as the market began to recover its appetite.
Issuance totaled $5.1 trillion in the first three
quarters of 2009, a 22.7 percent increase over the
$4.1 trillion issued in the first three quarters of 2008.
On a quarterly basis, issuance in the third quarter
declined slightly to $1.6 trillion, from $1.9 trillion in
the second quarter, the decline stemming from
seasonal activity, but still 15.2 percent less than third
quarter 2008.

Municipal issuance in the third quarter continued
with strong Build America Bond (BAB) issuance;
more than half of all issuance in the third quarter
were in the form of taxable BABs. Federal agency
debt issuance remained in to decline even as agency
mortgage-related issuance continued to rise and
dominate the mortgage-backed market. Issuance in
the asset-backed securities market continue to be
steady, although down slightly in the third quarter,
with the seasonal decline moderated in part by the
U.S. roll-out of the Car Allowance Rebate System
(CARS) in the summer; while the Term Asset-
Backed Securities Loan Facility (TALF) continues to
remain in use, tightening spreads have encouraged
investors to buy TALF-eligible securities without the
aid of TALF financing.

Equity  underwriting,  particularly  secondary
offerings, declined in the third quarter as financial
firms completed their regulatory capital raisings at
the end of the second quarter. Third quarter saw the
return of share buybacks on both the NASDAQ and
NYSE, although at a substantially smaller pace than
in prior years.

While preliminary GDP figures have been reported
at a positive 3.5 percent, annualized, in the third
quarter and the Federal Reserve reports a tentative
stabilization of the economy, headwinds still remain,
particularly  relating to unemployment and
commercial real estate.

Issuance of U.S. Capital Markets
2008:Q3vs 2009:Q3
1800 g Billions

W 2008:Q3 ytd 2009:Q3 ytd
1600 Q3 yt Q3y!
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1]j]1t

Mortgage-Related  Corporate(1) ~ Asset-Backed ~Federal Agency(1)  Treasury (1) Municipal(1) Equity

(1)Includes long-term issuance only
Source:Thomson Reuters, U.S. Treasury, U.S. Federal Agencies

Issuance Highlights

$ Billions 2009:Q3 only 2008:Q3 ytd 2009:Q3 ytd % Change
Municipal ® 91.7 321.3 288.9 -10.1%
Treasury @ 574.5 668.4 1,434.8 114.7%
Federal Agency 143.3 1,019.1 847.8 -16.8%
Mortgage-Related 512.8 1123.3 1,526.0 35.8%
Asset-Backed 48.4 134.5 118.1 -12.2%
Global CDO 0.1 56.2 2.8 -95.1%
Corporate ® 212.1 665.3 686.1 3.1%

Equity 43.2 198.2 168.0 -15.2%
* Percent change between 2009:Q3 and 2008:Q3
@ Includes long-term issuance only
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Municipal Bond Market

Short-and Long-Term Municipal Issuance
2001-2009:Q3
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Includes maturities of L3 months orless
Source: Thomson Reuters

Long-Term Municipal Issuance by Enhancement Status?!
2006:Q1 - 2009:Q3

500 — s$Billions
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tIncludes maturities of 13 months ormore
Source: Thomson Reuters

Build America Bond Issuance
2009:Q3

Long-term Municipal
Issuance (non-BAB)
$17.1B
46%

Municipal Issuance Volume Declines

Short- and long-term municipal issuance totaled
$343.9 in the first nine months of 2009, 5.4 percent
below the $363.5 issued in the same period of last
year. Third quarter issuance declined by 2.0 percent
to $125.2 billion, but was 13.4 percent above the
$110.4 billion issued in the third quarter of 2008.
Issuance is expected to remain at high levels for the
rest of 2009 as issuers will likely take advantage of
some of the lowest tax-exempt borrowing costs in 40
years as well as the Build America Bond (BAB)
program, which was introduced in April as part of
President Obama’s stimulus package.

Municipal GO AAA and 10-Yr Treasury Ratio
Jan. 2002 - Sept. 2009
1.80 [ % Yield

|
I
iy
S v

Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08 Jan-09

Source:Bloomberg Finance L.P.

Average Daily Trading Volume of Municipal Securities®
2006:Q1 -2009:Q3
30 [ $Billions

06:Q2 06:Q3 06:04 07:Q1 07:Q2 07:Q3 07:Q4 08:Q1 08:Q2 08:Q3 08:Q4 09:Q1 09:Q2 09:Q2 09:Q3
“Includes both dealer-to-dealer and customer-to-dealer transactions.
Source: Municipal Securities Rulemaking Board

Build America Bonds
$20.1B
54%

Sources: Bloomberg, Thomson Reuters, SIFMA

Long-term municipal issuance volume, which
includes BAB issuance, was $91.7 billion in the third
guarter, down from $111.6 issued in the second
quarter, but above the $90.5 billion in the same
period last year. Short-term issuance was $33.5
billion in the third quarter, more than double the
$16.1 billion in the previous quarter and up from
$19.9 billion from the third quarter of 2008. Long-
term issuance in the first nine months of the year
reached $288.8 billion, slightly below the $321.5
billion issued in the same period of last year. Short-
term issuance in the first nine months of 2009 was
$55.1 billion, up from issuance of $42.0 billion in the
same year-earlier period.

Research Quarterly 2009 Q3 | Page 3
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Build America Bonds remained popular in the third
quarter with both investors of municipal bonds and
issuers. In an effort to provide transparency and
inform investors of BABs, Wells Fargo launched the
first BAB index in late August, which tracks the
performance of the larger BAB issues. BAB
issuance amounted to $20.0 billion in the third
quarter, 28.4 percent above the previous quarter’s
level and accounted for 27.9 percent of long-term
municipal issuance. More than a quarter of the
proceeds raised from BABs went to public work
projects. The building and repairing of roads, streets
and highways received the second largest amount
with $6.3 billion and higher education received the
third largest amount with $4.2 billion.

The ratio of the 10-year AAA-rated general
obligation (G.0O.) municipal yield to that of Treasury
securities of similar maturity ended the third quarter
at 89 percent, down from 95 percent at the end of the
immediately preceding quarter and the end-
September 2008 level of 108 percent.

New Money Volume Increases; Refunding
Volume Declines

New capital issuance totaled $176.9 billion in the
first nine months of 2009, a 4.4 percent increase
from the first nine months of 2008. Most of the
larger use-of-proceeds sectors increased from last
year. The general government sector issued $63.0
billion through September, 41.3 percent above the
$44.6 billion issued in the first nine months of last
year.  Education-related issuance totaled $47.4
billion in the first nine months of 2009, compared to
$43.1 billion in the same year-earlier period.
Transportation-related issuance declined 11.0 percent
to $19.5 billion in new money issued compared to
$21.9 billion in the first nine months of 2008.

Refunding activity totaled $107.6 billion in the first
nine months of the year, 28.8 percent less than the
$151.0 billion issued in the same year-earlier period.
Issuance volume was down across many of the larger
sectors. Education-related issuance fell 14.5 percent
to $26.0 billion in the first nine months of 2009 from
$30.4 billion in the first nine months of 2008, while
the healthcare sector declined to $14.6 billion from
$34.6 billion. In contrast, general government
issuance increased to $31.6 billion from $22.0 billion
during the same period.

Research Quarterly 2009 Q3 | Page 4
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Treasury Market

Gross Issuance of U.S. Treasury Securities?
2001 - 2009:Q3
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lIncludes onlymarketable coupon securities
Source:U.S. Treasury

Primary Dealer Credit Facility
Mar. 2008 - Sept. 2009
160 — $Billions

TreasuryYields and Fed Fund Rate
Jan. 2002 - Sept. 2009
6.0~ 9% Yield
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Note: Since December 2008, the rate has been 0 - 0.25%.
Source: Federal Reserve

Average Daily Trading Volume of Treasury Securities!
2006:Q1 - 2009:Q3
800 — gBillions
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Source:Federal Reserve

Net Treasury Issuance and Federal Debt
Increased; Effective Exit Strategy Important
Goal for the Fed Going Forward

Total third quarter net issuance of U.S. Treasury
securities (including bills and coupons and then
taking out redemptions) was $392.5 billion, slightly
above the previous quarter’s $343.2 billion recorded.
Excluding cash management bills, total net issuance
totaled $97.5 billion, as compared to $(16.8) for the
second quarter. In total, over $1.4 trillion Treasury
securities have been issued through the third quarter
of this year, approximately 115 percent above
issuance levels in the same year-ago period.

Net coupon issuance was $406.5 billion, 9.8 percent
above the $370.3 billion issued in the second quarter
and over four times the $97.8 billion issued in the
same year-earlier period. SIFMA’s recently
completed quarterly Government Forecast survey of
primary dealers® projected total net issuance (bills
plus coupons) of $444.5 billion for the upcoming
fourth quarter, compared with the net $392.5 billion
issued in the third quarter, reflecting concerns over
continued borrowing needs and increased

! The most recent SIFMA Government Forecast can be found at:
http://www.sifma.org/research/pdf/GovForecast-102009.pdf.

2006:Q1  2006:Q3  2007:Q1  2007:Q3  2008:Q1  2008:Q3  2009:Q1  2009:Q3

Primarydealer activity
Source: Federal Reserve Bank of NY

government spending. Similarly, net coupon issuance
projected for the fourth quarter is $451.5 billion,
above third quarter levels.

The budget deficit for FY2009 was reported to be
$1.42 trillion, over three times the recorded $455
billion deficit for FY2008. This was lower than the
previously released Congressional Budget Office
(CBO) estimate of $1.58 trillion, due mainly to lower
than expected TARP funds disbursement as well as
increased receipts stemming mostly from individual
and corporate income tax collections. Net federal
borrowing from the public increased to a total of
$6.7 trillion, or 47.2 percent of GDP.

Currently, the national budget deficit rests at
approximately 11 percent of GDP, versus the
approximate 3 percent of GDP for FY2008.
Previously released CBO deficit projections in
August forecast a nearly $4 trillion deficit for 2010-
2014 and over $7 trillion for 2010-2019.

Gross coupon issuance volume, which typically is
affected by expected refunding of maturing and
callable debt as well as Treasury’s new cash needs,
increased 135 percent year-over-year (y/y) between
3Q’08’s $244.8 billion and the 3Q’09’s $575.1
billion. Gross redemption of coupons rose slightly
from $147.0 billion in 3Q08 to $168.7 billion in

Research Quarterly 2009 Q3 | Page 5
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3Q°09. Gross issuance of bills rose from $1.54
trillion in 3Q’08 to $1.63 trillion in 3Q09, including
cash management balances. Gross retirement of bills
similarly rose y/y from $1.11 trillion in 3Q’08 to
$1.64 trillion in 3Q’09.

Daily trading volume of Treasury securities by
primary dealers averaged $417.8 billion in the third
quarter, 4.3 percent higher then the $400.5 billion
recorded in the second quarter but 26.1 percent
below the $565.6 billion daily average volume in the
third quarter of 2008.

The number of primary dealers totaled 18 at the end
of the third quarter after the addition of Nomura
Securities International, Inc. in July. The Federal
Reserve’s primary dealer credit facility (PDCF),
which loans funds to primary dealers on an overnight
basis, has remained unused since May of this year.

Overall, the spotlight in the third quarter remained on
signs of economic improvement and normalization,
as well as suggestions for an upcoming exit strategy
by the Fed in order to combat potential inflationary
impacts in the long-term.

Inflationary concerns have largely been driven by
worries over the extent of federal spending and
stimulus initiatives combined with other proposed
programs, most notably the ongoing health care
overhaul currently under debate. Ongoing federal
programs such as TALF and the agency and federal
securities purchase programs are largely scheduled to
expire in early-mid 2010, although timeline
extensions are still possible. For the most part,
federal lending programs have seen a gradual wind
down from their height in late 2008—early 2009.
Significant voices, however, have argued that the
Fed’s growing balance sheet does not present an
imminent danger because banks are not using their
reserves and therefore cannot transmit the increase to
the economy.

The 2-year Treasury yield was 0.95 percent at the
end of the third quarter, down from 1.11 percent at
the end of the second quarter but above the 0.76
percent at year-end 2008. Similarly, the 10-year
Treasury yield decreased to 3.31 percent at the end of
the third quarter from 3.53 percent at the end of the
previous quarter, yet remained above the year-end
2008 percent yield of 2.25. The 2-year to 10-year
yield spread decreased slightly to 236 basis points
(bps) at the end of the third quarter from 242 bps at
the end of the second quarter, but remained well
above the 149 bps at the end of December 2008. As a
reminder, traders track this spread, or difference, in
yield between the 2—year and 10—year U.S. Treasury
notes because it represents expectations about the

direction of Fed monetary policy, as well as
inflationary expectations in the economy.

Looking ahead, primary dealers polled by SIFMA in
the Government Forecast survey® expect yield rates
to generally increase through the remainder of 2009
and into the first quarter of 2010, suggesting a lesser
demand for government-guaranteed and -sponsored
debt as the overall economy appears to have started a
path to normalization.

Research Quarterly 2009 Q3 | Page 6
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Federal Agency Debt Market

Long-Term Federal Agency Debt Issuancel
2000:Q1 - 2009:Q3
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1Excludes maturities of one year or less
*Beginning in 2004, Sallie Mae has been excluded due to privatization
Sources: FHLB, FNMA, FHLMC, SLMA, TVA, FCS

Agency Long-Term Debt Issuance Continues
to Fall

In the third quarter of 2009, federal agency long-term
debt (LTD) issuance continued to fall to $143.3
billion, a decrease of more than 50 percent from the
$305.0 billion issued in the previous quarter. As of
September 30, overall average daily trading volume
of agency securities was approximately $81 billion
for the year, a decrease of 31.0 percent from the
same year-earlier period.

The Federal Home Loan Banks (FHLB) continued to
act as an important and lower-cost source of liquidity
for lending for depository institutions during
sluggish credit market conditions in the third quarter.
FHLB issuance in the third quarter totaled $141.2
billion, an increase over the previous quarter’s $97.2
billion issuance and bringing total FHLB debt
issuance for the year to end-September to $349.1
billion.

Late in the third quarter of 2008, the U.S.
government put Fannie Mae and Freddie Mac into
conservatorship. Fannie Mae reported a net LTD
issuance, or LTD issued over LTD repaid, of $36.7
billion year-to-date, through the end of August, and
appears on track to exceed the total net issuance of
$84.0 billion recorded for the full second quarter of
this year. Freddie Mac reported gross issuance of
$193.8 billion in the third quarter, with a recorded
net issuance of $(29.0) billion due mainly to matured
securities. Total outstanding debt at the end of the
third quarter totaled $829.2 billion, below
outstanding levels of $858.2 billion at the end of the
second quarter.

Total bond issuance by the Farm Credit System, the
oldest GSE created to provide credit to those in the
farming and agricultural businesses, totaled $22.8
billion in the third quarter, 18.9 percent below
second quarter’s $28.1 billion. This brings total

2001 2002 2003 2004 2005 2006 2007 2008

1Q-3Q08 1Q-3Q09

Primarydealer activity
Sources:FRBNY

issuance for the year to end-September to $79.6
billion, as compared to $100.5 billion recorded for
all of 2008. The Tennessee Valley Authority had no
issuance of long-term debt for the fourth consecutive
quarter®.

Total agency debt issuance levels have for the most
part been steadily falling throughout 2009, although
primary dealers polled by SIFMA for the
Government Forecast survey?® expect issuance levels
to rise in the fourth quarter to $192.5 billion,
compared to the $143.3 billion issued in the third
quarter.

2 SIFMA Government Forecast can be found at:
http://www.sifma.org/research/pdf/GovForecast-102009.pdf.
®No third quarter results available yet.

Research Quarterly 2009 Q3 | Page 7
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Funding and Money Market Instruments

Financing by U.S. Government Securities Dealers
Average Daily Amount Outstanding
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Outstanding Money Market Instruments
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Repo Average Daily Amount Outstanding
Declined

The average daily volume of total outstanding
repurchase (repo) and reverse repo agreement
contracts totaled $3.8 trillion in the first three
quarters of 2009, a 42 percent decrease from the
average in the same year-earlier period. Daily
average outstanding repo totaled $2.2 trillion through
the third quarter for the year, and reverse repo
agreements averaged $1.6 trillion. These data
represent financing activities of the primary dealers
reporting to the Federal Reserve Bank of New York,
which includes repurchase and reverse repurchase
agreements involving U.S. government, federal
agency, agency mortgage-backed, and corporate
securities.

Money markets have been increasingly focused on
potential exit strategies from the Fed’s numerous
liquidity support programs, especially given growing
concerns over inflation. The idea of large-scale
reverse repurchases has been suggested as one such
potential exit strategy. In addition, other strategies
suggested have included paying interest on excess
bank reserves held at the Fed, issuance of new

Source: BBA, Bloomberg Finance L.P., Federal Reserve

Treasury debt and depositing the proceeds with the
Fed, sales of longer-term Fed assets, and the creation
of a “Term Deposit Facility” for banks whereupon
the deposits pay interest but are not available for the
federal funds market.

CP Outstanding Continued to Decline in the
Third Quarter

The outstanding volume of total money market
instruments (MMI), including commercial paper
(CP) and large time deposits, totaled $3.4 trillion as
of the end of the third quarter of 2009, approximately
the same as in the previous quarter and 13 percent
lower than the $3.9 trillion recorded in the same
year-earlier period. The decline in MMI is mainly
attributed to lower CP outstanding, which has been
falling since its peak of $1.96 trillion reached in
2006.

CP outstanding totaled $1.2 trillion at the end of
third quarter, down 8.6 percent from the end of the
second quarter. Financial CP outstanding decreased
2.7 percent to $560.0 billion at the end of the third
quarter, from $575.6 billion at the end of the second
quarter. Non-financial CP outstanding fell to $108.9

Research Quarterly 2009 Q3 | Page 8
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billion, a 16.6 percent decline from the $130.5 billion
recorded at the end of the second quarter 2009.

Concerns over establishing an effective system to
settle daily CP and other money market instruments
have persisted for years, but have recently gained
more attention due to the significant role that CP is
playing in short-term funding needs. Because CP
settles on a same-day basis, harmonizing daily
issuance with maturity presentments can often
present challenges, especially if maturity obligations
arise faster than issuance proceeds are made
available.

Research Quarterly 2009 Q3 | Page 9
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Mortgage-Related Securities

Issuance of Mortgage-Related Securities
2001:Q1 - 2009:Q3
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Issuance of Non-Agency Mortgage-Backed Securities
2001 - 2009:Q3
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Mortgage-Related Market

Issuance of mortgage-related securities, including
agency and non-agency pass-throughs and
collateralized mortgage obligations (CMO), totaled
$512.7 billion, a decrease of 20.9 percent from the
prior quarter, but an increase of 78.9 percent from
the third quarter of 2008.

Agency and Non-Agency Issuance

As in 2008 and 2009, issuance has been driven
largely by the agency market, with $509.4 billion of
agency securities issued in the third quarter of 2009.
Ginnie Mae issuance continues to grow, with $130.6
billion issued in the third quarter of 2009 alone,
nearly half the full year Ginnie Mae issuance in 2008
and an increase of 11.6 percent from the second
quarter. While Fannie Mae and Freddie Mae MBS
outstanding has increased slightly or stayed
relatively even, Ginnie Mae outstanding has
increased 29.8 percent to $803.0 billion since
December 2008, and is on track to reach one trillion
by 2010.

In the non-agency, or private-label sector, $3.4
billion  residential mortgage-backed  securities
(RMBS) were issued, according to Thomson, a
decline of 66.9 percent of the revised $10.2 billion in

Issuance of Agency Mortgage-Backed Securities
2001 - 2009:Q3
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Sources: Federal Reserve Bank of NY

the second quarter. Re-securitizations (re-REMICs)
accounted for 65.0 percent of the total, with the
remainder stemming from a privately placed
seasoned loan securitization. While the private label
market continues to remain dormant, some “signs of
improvement continue to be noted” in the housing
market in general, according to the Federal Reserve
in their September Beige Book, particularly in the
lower-end of the market, aided in part by homebuyer
tax credits on the federal and state level and
relatively low mortgage rates. However, despite
evidence of stabilization in the housing market such
as the slight uptick in housing prices in the Case-
Shiller 20-city HPI, housing prices continue to
indicate “ongoing downward pressures,” which will
continue to affect the residential mortgage-related
market.

Commercial Real Estate Woes

No non-agency CMBS securities were issued in the
third quarter of 2009. Commercial real estate (CRE)
continues to be of concern; according to Fitch, 14
percent of the rating agency’s rated U.S. commercial
backed securities (CMBS) portfolio were in special
servicing, with a delinquency rate of 3.04 percent as
of August 31. On September 15, the U.S. Treasury
Department and Internal Revenue Service published

Research Quarterly 2009 Q3 | Page 10
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T.D. 9463, finalizing regulations that expand the safe
harbor for mortgage loans held in REMICs,
including certain commercial loans, easing concerns
from servicers over commercial loan modifications.

Reduced consumer spending, weak demand for
space, rising vacancies, refinancing uncertainty, and
falling CRE values will continue to unfavorably
impact both the CMBS and larger commercial CRE
market. The concern for the CRE market has been
reflected in Term Asset-Backed Securities Lending
Facility (TALF); in mid-August, the Federal Reserve
and U.S. Treasury extended the TALF program to
March of 2010 from December 2009, with the new
CMBS asset class further extended into June of
2010.

Government Assistance Continues

The Federal Reserve began purchasing agency MBS
and debt and longer-dated Treasuries in December
2008, committing to buy up to $1.25 trillion in
agency MBS, $200 billion in agency debt and $300
billion in Treasuries before the end of 2009. In the
third quarter 2009, the Federal Reserve purchased
net $305.11 billion of agency MBS, predominantly
in 30-year fixed rate securities within the 4.5 and 5.5
coupon range; $34.3 billion in agency debt; and
$105.0 billion in Treasury securities. These Federal
Reserve purchases have declined significantly in
pace and size from the second quarter; according to
the FOMC statement in August, the Federal Reserve
extended the end date, although not size, for the
purchase program to the first quarter of 2010 from
the fourth quarter of 2009 in order to “promote a
smooth transition in markets.”

While TALF expanded in the third quarter to include
both new and legacy CMBS, only legacy CMBS has
been financed in the three auctions held during the
third quarter of 2009, for a total of $4.4 billion. 141
unique CUSIPs were accepted and 4 rejected for
financing in the legacy CMBS TALF auctions, with
accepted CUSIPs from securities issued as early as
2003 to those issued in 2008.

The Administration’s Making Home Affordable
program, launched late in the first quarter 20009,
reached 487,000 trial modifications by the end of the
third quarter of 2009, on track its goal of 500,000 by
October 2009. However, the high re-default rate in
modified loans continues to be of concern and many
housing-related provisions, including cramdown,
could resurface in legislative reform.

Research Quarterly 2009 Q3 | Page 11
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Asset-Backed Securities and CDO Market

Issuance of Asset-Backed Securities
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Asset-Backed Market

Asset-backed securities issuance in the third quarter
of 2009 reached $48.0 billion, a 10.8 decrease from
the second quarter of 2009 but an increase of 139.2
percent from the third quarter of 2008. As in prior
quarters, housing-related issuance (e.g., home equity
and manufactured housing) continue to be
nonexistent.

According to Bloomberg, $46 billion of TALF-
eligible securities were issued in the third quarter of
2009, comprising 95.8 percent of the total. While
nearly all issues in the third quarter were eligible for
the Term Asset-Backed Securities Lending Facility
(TALF), tightening spreads have made TALF
financing significantly less attractive over time.

Three TALF auctions for financing were held during
the third quarter 2009 for a total of $17.8 billion, a
reduction of 25.1 percent from the second quarter. Of
these TALF-eligible issues, 38.7 percent was
financed by TALF, with the remainder cash-
financed. Bids for TALF financing through the third
quarter continue to be dominated by auto and credit
card transactions, which account for 72.9 percent of
all TALF financing in the third quarter, similar in the
takeup in the second quarter of 2009.

ABS Issuance by Major Types of Credit
As of September 30, 2009 Manufactured

Equipment, $3.72B Housing, $0.008 _ yome Equity,

$4.238B
Student Loans, /

$15.568

Credit Card, $39.96B

Automobile Loans,
$38.668

_____Other,$15.938
Source: Thomson Reuters, Bloomberg
Global CDO Issuance by Transaction Structure
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However, despite tightening spreads, credit quality
continued to deteriorate in all asset classes as
unemployment continued to rise in the third quarter.

Auto Loan and Credit Card ABS Lead
Issuance Totals

Issuance continues to remain strong in the auto
($19.1 billion) and credit card ($16.2 billion) sectors,
with auto issuance comprising nearly 40 percent of
all issuance in the third quarter. Government efforts
to stimulate demand through its $3 billion program
(initially $1 billion but later expanded to $3 billion),
the U.S. Car Allowance Rebate System (CARS, or
more popularly known as “Cash for Clunkers”), have
proven successful, with nearly three-quarters of a
million vehicles purchased and $2.8 billion in rebates
approved for payment within two months.

The two housing-related sectors, home equity and
manufactured housing, remained weak. Home equity
issuance totaled $486.6 million in the third quarter,
decline of 83.6 percent from the prior quarter’s
revised issuance of $3.0 billion. Manufactured
housing continued to remain nonexistent.

Global CDOs
Global collateralized debt obligation (CDO) issuance

Research Quarterly 2009 Q3 | Page 12
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continued to remain anemic, with $134.6 million
issued in third quarter 2009 from two issues, a
decrease of 92.7 percent from the second quarter of
2009 and a decline of 99.1 percent from the third
quarter of 2008.

Of the two deals, one deal of $30.4 million, issued in
USD, was a cash flow deal for arbitrage purposes,
backed by high vyield loans; the other, a $104.2
million funded synthetic deal linked to structured
finance collateral, was issued for balance sheet
purposes and issued in Japanese yen.

Research Quarterly 2009 Q3 | Page 13
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Corporate Bond Market

Corporate Bond Issuance?
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Corporate Bond Issuance Declines; Near
Term Outlook Looks Good

Corporate bond issuance declined in the third
quarter, however, corporate bond spreads tightened
as credit market conditions continued to improve as
fears of a long global recession subsided. Total
corporate bond issuance fell 15.6 percent to $212.1
billion in the third quarter of 2009 from $251.4
billion in the second quarter, but was above the $90.1
billion issued in the same year-earlier period.
Investors became more optimistic following the
fairly positive results of the stress tests of the largest
U.S. banks, which in turn stirred demand for all
corporate debt.

7/08 10/08  1/09 4/09 7/09
Source: FINRA

Credit Quality Remains Weak; Spreads
Tighten in the Third Quarter

Although corporate credit quality has gradually
improved since the beginning of 2009, accelerating
speculative-grade defaults kept corporate bond
spreads at elevated levels. Corporate bond spreads
tightened in the third quarter, which was largely due
to an improved economic outlook and decreased
volatility within the credit markets. S&P reported a
U.S. speculative-grade spread of 739 basis points
(bps) at the end of September 2009, down from 976
bps at the end of June and from 1628 bps at the start
of the year. The Merrill Lynch high yield index
spread tightened to 793 bps at the end of September
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from 1,055 bps at the end of June and was well
below the 1,096 bps seen at the end of the third
quarter of 2008. As of September 30, the JP Morgan
U.S. Liquid Index spread, or JULI, was 187 bps,
compared to 258 bps in the immediately preceding
guarter and 355 basis points at the end of September
2008.

Default rates have continued to rise from historically
low rates. According to S&P’s Global Fixed Income
Research, 171 of the 233 companies that accounted
for the global default total were located in the U.S..
As of the end of September 2009, the S&P
speculative grade default rate for the U.S. was 10.75
percent compared with 9.24 percent in the previous
quarter and 2.68 percent at the end of the third
quarter of 2008, and is forecast to reach 13.9 percent
by mid-2010.

Trading Volume Decreases in the Third
Quarter

According to the NASD’s TRACE system,
investment grade average daily trading volume
decreased in the third quarter to $5.4 billion, down
12.8 percent from the $13.2 billion average traded in
the second quarter, but 73.5 percent above the third
quarter 2008 average. The third quarter high yield
average daily trading volume of $5.4 billion marked
a 1.5 percent decline from the previous quarter’s
$5.5 billion, but was 52.7 percent higher than the
average in the same year-earlier period. Despite the
slight decrease in overall average daily trading
volume, quarter-over-quarter both investment grade
and high vyield trading volume reflects increased
liquidity in the financial markets compared to a year
ago.
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Equity and Other Markets

Daily Closing Stock Prices
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The equity markets rose in the third quarter, on
average, by 15 percent: the NASDAQ by 15.1
percent; the S&P 500 by 15.0 percent; and the Dow
Jones Industrial Average (DJIA) by 15.0 percent.

Share and Volume Trading Fell

The New York Stock Exchange’s (NYSE) third
quarter daily average share trading volume decreased
to 2.0 billion from last quarter’s 2.4 billion shares,
but was significantly lower than the 2.8 billion shares
in the third quarter of 2008. The NYSE’s average
daily dollar trading volume fell to $43.1 billion from
previous quarter’s $50 billion.

The NASDAQ’s daily average share trading volume
also declined, down 8.3 percent to 2.2 billion shares
from last quarter’s average of 2.4 billion.
NASDAQ’s average daily dollar trading volume also
declined slightly, to $41.2 billion from the prior
quarter’s $42.2 billion.

Short Interest Declines

NYSE short interest stood at 13.1 billion shares at
the end of the third quarter, a decrease of 16.1
percent from the previous quarter-end of 15.6 billion
shares.

Source:NYSE
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Total Equity Underwriting
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Equity Underwriting

Equity underwriting decreased substantially in the
third quarter, by 61.4 percent from the second
quarter by dollar volume, to $43.2 billion in 289
deals in the third quarter from $111.9 billion in 276
deals in the second quarter as pressures for
regulatory capital raising from financial firms eased
or were completed.

Third Quarter “True IPOs” Triple

“True” IPOs, which exclude closed-end fund IPOs,
more than tripled in the third quarter, to $7.1 billion
in 18 deals from $1.7 billion in 12 deals in the
second quarter of 20009.

Secondary Offerings Decline

Third quarter secondary market issuance totaled
$34.4 billion in the third quarter, down from $108.2
billion in the third quarter. The decline stems in part
from seasonal activity as well as the completion of
capital raising by financial firms in the second
quarter.

U.S. M&A Slows

Announced U.S. mergers and acquisitions (M&A)
deal volume decreased in the third quarter to $95.7
billion from the second quarter’s $130 billion.
However, announced deals in the third quarter
increased slightly, to 1,841 deals from second

Source: Thomson Financial

quarter’s 1,785, suggesting a smaller average deal
size.

Completed U.S. M&A deal volume for the third
quarter rose to $159.3 billion in 1,374 deals, up
120.6 percent from the $72.2 billion in 1,437 deals in
the second quarter.
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P/E Ratio Rose

The P/E ratio of the S&P 500 averaged 18.0 in the
third quarter, an increase of 33.0 percent from the
preceding quarter’s average of 14.4.

Share Buy Back Volume Returns

Corporate share repurchases returned in the third
guarter from second quarter’s virtually zero
buybacks recorded in the second quarter. On the
NASDAQ, $429.1 million in 47 deals were recorded
for the third quarter, while buy backs on NYSE
totaled $10.8 billion in 40 deals. However, despite
the return, buybacks on the NASDAQ and NYSE are
down by 99.1 and 50.2 percent respectively
compared to the third quarter of 2008, reflecting a
need to conserve capital.

CBOE VIX Edges Down, Albeit Still High

The Chicago Board Options Exchange Index (VIX),
a popular measure of market volatility, closed at 25.6
at the end of the third quarter, a 2.8 percent decline
from the prior quarter end of 26.4. Although the VIX
has declined by 57.2 percent from the high of 59.89
in October 2008, it still remains 44.5 percent above
the 2007 average of 17.73, and 59.8 percent above
the 5-year average from 2003-2007.

Venture Capital/Private Equity Creeps Back

Venture capital investment increased by $691.1

01:Q1 02:Q1 03:Q1 04:Q1 05:Q1 06:Q1 07:Q1 08:01 09:01
Source: Dealogic
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million from the prior quarter, for a total investment
value of $4.8 billion on 637 deals in the third quarter.
The two strongest sectors in the third quarter, by
dollar ~ volume, were  biotechnology and
industrial/energy, with $905.1 million and $843.2
million invested in 104 and 52 deals, respectively.
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Leveraged Loans

LSTA Secondary Loan Market Review:
Third Quarter 2009°

Demand in the secondary loan market has exceeded
supply over the past several months, partially driven
by collateralized loan oblications (CLOs) buying into
a mid-80’s secondary price and furthermore by
anemic 2009 newe-issue institutional volume that
tallied only $19 billion. Repayment levels ($50
billion plus across all of 2009) have also tightened
supply, bringing the total level of institutional
outstanding within the S&P/LSTA Leveraged Loan
Index in the $550 billion range, down over 7 percent
for the year. Fundamentally, default rates, while at
record levels, are contributing to improved secondary
market conditions as well. Despite a 12-month
lagging default rate of 9.75 percent by principal
amount, September saw a continuation of the default
stabilization illustrated in July, according to S&P
LCD, which also noted that the default spike slowed
to an annualized rate of 4.8 percent in the third
quarter, from 8.7 percent during the prior three
months, and from a record 19.5 percent during the
first quarter.

12-Month Lagging Default Rate by Principal Amount
1% Jan 2008 - Sept 2009
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The 2009 loan market rally remained strong going
into 4Q09. The third quarter — and September in
particular — were good times for secondary loan
investors. Outpacing August’s performance, the
LSTA’s market dataset recorded mark-to-market
(MTM) price gains of 208 basis points (bps), or 2.4
percent, during September. The 380 U.S. term loans
(facility size greater than $500) that comprise the
dataset are now bid at an average price of 87.5. Over
the past three months, the average has increased by
623 bps or 7.7 percent, bringing 2009’s MTM gain to
36 percent. MTM prices now stand three percent shy

® The author of the Leveraged Loan discussion is Ted Basta, Loan
Syndication and Trading Association (LSTA), Vice President of Market
Data & Analysis

of their pre-Lehman level, but 13% shy of the June
2007 all-time high of 100.35. September was
obviously another strong month for loan returns as
well, with the S&P/LSTA Leveraged Loan Index
posting a 3.20 percent gain, up from a 2.26 percent
gain in August. The Index returned 10.1 percent
during the quarter and is now up 46.10 percent
through the first nine months of the year, after
plunging 29.1 percent in 2008.

MTM Price Performance
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Supporting stronger secondary market prices have
been a host of new trading partners (including high
yield crossover and other relative-value investors)
and resurging quarterly trading volumes, which have
been reported at pre-Lehman levels ($130 billion
plus) since the end of 1Q09. Positive technical and
fundamental factors continued to ease market
concerns, as the aforementioned supply and demand
imbalance had a positive effect on secondary price
levels. As a direct result, bid-ask spreads, commonly
referenced to measure liquidity, have tightened
accordingly. By month-end September, the average
bid-ask spread tightened by 10 bps to 138 bps —
representing the first time since the Lehman
bankruptcy filing that bid-ask spreads have been
below 140 bps. For the quarter, spreads have come in
by 35 bps, and for the year, an astounding 175 bps.
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Market breadth strengthened month-over-month
during September, but lagged that of the previous
four months, suggesting that the secondary might
have found its sweet spot somewhere in the upper
80’s price range. For every loan that declined in
September, 3.8 advanced. Although the percentage
of loans reporting monthly MTM loses fell to 20
percent, after spiking to 26 percent in August,
September’s reading represented a 100 percent
increase over the average monthly reading of the four
months prior to August. For the quarter, the market’s
advancer/decliner ratio stood at better than 25:1.
MTM Monthly Price Volatility
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Following five consecutive months of decline, the
percentage of substantial MTM price gains (greater
than five percent) rose to 23 percent in September,
besting the figures reported in July (20 percent) and
August (16 percent). Conversely, the percentage
(two percent) of loans that reported substantial MTM
price losses (worse than five percent) remained
within their six-month range of one percent to three
percent.
MTM Price Volatility
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Finally, the share of loans priced above 90 edged up
to 58 percent in September, from 54 percent in
August and 42 percent in June. At the opposite end
of the pricing spectrum, the percentage of loans
priced below 70 fell to 10 percent from 14 percent in
August and 22 percent in June. September’s below
70 reading represents a 12-month low while the
above 90 reading represents a 13-month high. Given

the substantial run-up in prices, it will be much more
difficult to find loans deemed to still be undervalued
moving forward. That said, even as equities began to
soften at quarter’s end, loans still continued to surge
— the LSTA market dataset registered daily MTM
gains on 17 of the past 18 trading sessions, including
two of the past three to end the quarter.

MTM Price Distributions
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