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For The U.S. Bond Insurance Market, There
May Be No Turning Back

What began in the 1970s as a relatively stable business--insuring U.S. municipal bonds against default--grew
significantly in the early 2000s as U.S. bond insurers increased their coverage of structured finance instruments. The
exposures in that sector led Standard & Poor's Ratings Services to downgrade many bond insurers. Now, only one
active bond insurer remains--Assured Guaranty Corp. (AAA/Negative/--)--and the future of the bond insurance
industry is uncertain. Taking into account the recent market stress, the decline of the large well-established insurers,
the potential for new entrants, and possible alternatives to bond insurance in the municipal market, we believe the
prospects for a revival of this industry are modest.

At their peak in 2005, bond insurers covered about 57% of new municipal bond issuance (see the chart). That fell to
about 9% in 2009, leaving Assured Guaranty as essentially the only provider. In 2007 and 2008, banks offered
letters of credit as an alternate form of credit enhancement. But that form largely dried up by 2009 as credit markets
seized and bank lending diminished greatly. There is still demand for municipal bond insurance, though less than in
the past. So, in our view, there are several possible scenarios, which might include: Bond insurance could remain a

small niche market, or recover to more moderate levels, or emerge in a new form, offering new types of credit

enhancement.
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The Beginnings Of The Crisis

Bond insurers began to diversify out of U.S. public finance in the 1990s. This trend accelerated during the 2000s in
part because the structured finance business generated higher returns, even as tight credit spreads and highly
competitive conditions led to lower risk-adjusted pricing for traditional bond insurance. For example, MBIA
Insurance Corp. (BB+/Negative/--), which had long been one of the largest bond insurers, had 87% of its insured par
in U.S. public finance and only 8% in structured finance products as of Dec. 31, 1995. By 2000, structured finance
had grown to 34% of MBIA's insured portfolio, and by 2006, insured structured finance accounted for more than
half of the company's total gross par written. Across the industry, the insured exposures in structured finance varied.
But the structured finance exposures typically included residential mortgage-backed securities (RMBS) and
collateralized debt obligations, which often contained RMBS.

In 2007, as the U.S. housing crisis began to take hold, many banks turned to bond insurers for protection and many
bond insurers continued to insure these exposures. As housing markets declined and losses on structured securities
mounted from late 2007 through 2008 and 2009, and the bond insurers' capital eroded, Standard & Poor's lowered
its ratings on most bond insurers to below investment grade (lower than 'BBB-'). The market's loss of confidence in
complex, highly leveraged institutions was such that even 'AAA' rated Assured Guaranty's credit default swap
spreads traded far higher than historical investment-grade levels.

New Entrants Are Emerging, But No Successes Yet

In our view, there's still a need for municipal bond issuance, historically the sector's bread and butter. In particular,
smaller and less-creditworthy governments and institutions have relied on the credit enhancement provided by bond
insurers to gain access to the market and to lower their cost of issuance. But by 2008, these institutions had few

options for credit enhancement.

Warren Buffett's Berkshire Hathaway entered the municipal bond insurance market with great fanfare in late 2008,
and Standard & Poor's rated the company 'AAA' based in part on a guaranty from an affiliate. However, Berkshire
Hathaway Assurance Corp. (AAA/Watch Neg/--), the new municipal bond insurer, never staffed up to insure
significant volumes, based on our analysis, and it focused on the limited market of secondary or tertiary bond
insurance on top of other bond insurers. As a result, after a surge in late 2008, it quickly decreased its writings.

Today, it writes a minimal amount of new coverage.

Other new ventures have received attention in the media. One of these, a mutual insurer that the National League of
Cities (NLC) sponsors, has yet to ramp up because of a lack of government-sponsored seed capital. However, we
believe the NLC's interest implies that issuers strongly value a viable municipal bond insurance market.

Another new entrant, Municipal Infrastructure Assurance Corp. (MIAC), sponsored by Macquarie and Citadel, has
gotten media attention, but it has yet to launch. This is likely a reflection of the difficulties these start-ups are facing
in obtaining capital and establishing a structure and business plan consistent with the financial strength necessary in
this credit-sensitive market.

Fallen legacy bond insurers--notably MBIA and Ambac Assurance Corp. (CC/Developing/--)--also have proposed
setting up new entities to serve the municipal market--separate from their structured finance exposures. But so far,

these strategies are on hold. MBIA faces legal obstacles to its restructuring, and both companies have been unable to
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raise capital and create corporate structures that will regain market confidence. So we believe that both companies
face uphill battles in getting off the ground and regaining the confidence of issuers and investors.

Three Scenarios For The U.S. Bond Insurance Sector

Formation of a small niche market

Many issuers and investors learned to go without bond insurance over the past year, so it is possible that the market
might never recover to more than low-double-digit penetration. This likely would leave little room for new entrants.
In our view, Assured Guaranty and perhaps another small competitor might end up being the only insurers serving
the market. If more new entrants emerge and the market doesn't expand, profitability likely will suffer. In such a
scenario, we believe that the negative impact on profit margins could reduce the creditworthiness of the

insurers--which might make bond insurance less attractive in the municipal bond market.

Recovery to more moderate levels of penetration

Another possibility we can imagine is that as market conditions improve and new bond insurers emerge, the industry
could end up insuring 20%-30% of the new issuance in the municipal market. In the past year, although many
larger municipal issuers successfully went to market without insurance, smaller and less-creditworthy issuers still
had difficulty issuing at reasonable spreads. Because of these factors, this scenario of a moderate-size market could
develop, but only, in our view, if investors (a large portion being retail investors) place a value on insurance and if
strong new bond insurers enter the market. Under this scenario, three or perhaps four bond insurers could function
successfully in the market. We think that more new entrants than that would, again, increase competition and
reduce profit margins.

Emergence of new forms of credit enhancement

As bond insurer ratings declined and market confidence eroded in 2008, banks significantly stepped up their
offerings of liquidity and credit enhancement through letters of credit. However, the credit crunch at U.S. banks
caused the U.S. municipal bond market to decline significantly during 2009. As banks grow stronger in the future,
they might see this market as a profitable and low-risk way to extend credit to the market. Furthermore, structured
finance approaches to credit enhancement through limited purpose vehicles could emerge. In our view, this could
limit the opportunities for bond insurance. We believe that bond insurance still offers a more complete solution to
municipal credit enhancement (letters of credit generally provide coverage that is much shorter than the term of the
bonds they enhance). But the market preference for the various options likely will depend on investor confidence in
bond insurers and issuers' perceived value of the different options.

It could be two or more years before it is clear which of these scenarios will shape municipal credit enhancement in
the future. The current market, with only one active insurer, means that investors and issuers are learning to live
without insurance. The longer this is true, the more limited the potential for the reemergence of a strong and vital

bond insurance sector, in our view.

The Sector Has The Potential To Thrive, But It Will Look Different Than It Has
In The Past

In other words, this year will be telling for the future of bond insurance. If one or two strong and highly rated new
insurers launch in 2010, and if they successfully penetrate the market, then it is likely that the sector will thrive in
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the next few years. But we believe the window of opportunity is small. Declining tax revenues and growing pension
and other benefit obligations are weighing heavily on state and municipal credit. These developments increase the

value of insurance. At the same time, however, they increase the risk to insurers.

We believe that demand for bond insurance could increase, but that will depend on insurers attracting strong
capitalization and achieving stable credit portfolios. Our view of any start-up company will depend in large part on
whether we believe management can create a sustainable business model and generate a profitable stream of revenue
that is sufficient to support the capital employed in the business. Furthermore, we believe it is critical for insurers to
demonstrate strong enterprise risk-management capabilities to achieve high credit ratings.

So the "new normal" for bond insurance remains unclear. But what is clear is that the future of the sector will be in
striking contrast to the past--with new names, new business models, and a redefined scope--as bond insurers attempt

to rebuild based on lessons learned from the recent crisis.
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