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What We Learned About Stocks within Our Financials
Coverage Universe During the 2Q18 Earnings Season

As the conclusion of the 2Q18 earnings season draws near we have been
reflecting on what we learned during the past three-plus weeks with

regard to the stocks within our Financials coverage universe. In general,
the earnings reports that we analyzed and the conference calls to which we
listened provided confirmation of our investment theses and, in many
cases, further boosted our level of conviction.

Strong rallies in the growth-oriented stocks within our coverage universe
have resulted in most of them being fairly valued or overvalued, in our
view. In contrast, many of the value-oriented names that we cover appear
attractive, with the municipal bond insurers and private mortgage insurers
looking particularly inexpensive relative to their inherent values and near-
term prospects.

Among our takeaways from the 2Q18 earnings season are the following:

Municipal Bond Insurers

» While the 2Qa8 earnings season was a highly consequential period for
municipal bond insurers Ambac Financial Group (AMBC, Buy, $26 PT),
Assured Guaranty (AGO, Buy, $52 PT) and MBIA (MBI, Buy, $14 PT),
most of the significant takeaways involved consequential
announcements of settlements and court rulings that were almost
entirely positive for the group.

» The short thesis on AMBC, AGO and MBI has been based in large part
on the expectation that Puerto Rico’s bonds would be crushed during
its ongoing debt restructuring. The upshot would be that the insurers
would incur huge losses given their significant insured exposures to
Puerto Rico’s debt that would prompt their regulator to block capital
flows from their operating subsidiaries to their holding companies.
During the past few weeks that bearish stance has become
increasingly untenable, in our view.

» In particular, the announcement by Puerto Rico’s government and its
financial oversight board on August 8 that they had reached an
agreement in principle with holders of the COFINA sales tax bonds and
the insurers in which the senior bondholders would realize a recovery
of 93 cents on the dollar was a game-changer.
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The oversight board for more than a year had made it clear through
their refusal to negotiate with bondholders and their certification of
fiscal plans providing scant funding for debt service that they were
not interested in reaching consensual agreements with creditors,
even though such deals had been the outcome that authors of the
Puerto Rico Oversight, Management and Economic Stability Act
(PROMESA) had in mind when they drafted the legislation. The
Puerto Rico government under Governor Ricardo Rossello was
similarly disinclined to engage with the island’s creditors.

What inspired Puerto Rico’s government and the oversight board to
change their stance? We believe it is likely that they had been under
increasing pressure from the U.S. Congress, and Rep. Rob Bishop (R -
UT) in particular, to engage in negotations with bondholders. Bishop,
one of the authors of PROMESA and the Chairman of the U.S. House
Committee on Natural Resources that oversees U.S. territories
including Puerto Rico, had sent several letters to the oversight board
noting that their actions had been counter to the plain language of
the legislation. He raised the stakes on June 29 when he filed an
amicus brief on behalf of AMBC with the First Circuit Court of appeals.

Bishop's amicus brief emphasized that PROMESA was written with
the protection of creditor rights in mind, a point that had been
consistently ignored by the oversight board, whose actions it slams. It
further criticizes the board for jumping ahead to Title Ill bankruptcy
when the law was designed to facilitate a consensual resolution. We
believe this expression of legislative intent by one of PROMESA’s
authors would have made it much more difficult for the oversight
board to argue in court that their actions had been consistent with the
requirements of the legislation, and their likely realization of this
reality may have driven them to the negotiating table.

Another factor that may have led Puerto Rico and the oversight board
to finally begin to negotiate with creditors was the improvement in
the Commonwealth’s economy in recent months, as well as the
government’s growing cash position driven by increasing tax
revenues. That uptick flew in the face of board members’ pessimistic
commentary and dire economic projections in the aftermath of
Hurricane Maria. Puerto Rico’s Economic Activity Index (EAI) has
increased for seven straight months as government aid and insurance
claim disbursements have boosted economic activity, an
improvement that Puerto Rico’s banks noted during their 2Q18
earnings calls.

Moreover, the Commonwealth last announced that it collected
essentially the same amount of revenue during FY18 (ended June 30)
as it had in FY17, a remarkable outcome given that much of the island
had been without electricity during much of the fiscal year and that
economic activity had stalled during the months following the storm.

The oversight board last June voted down a Restructuring Support
Agreement (RSA) for the Puerto Rico Electric Power Authority
(PREPA) that would have enabled MBI and AGO, which had $1.15bn

Mark Palmer (212) 588-6582 www.btigresearch.com

2


http://www.btigresearch.com/

of gross insured exposure and $853mm of net insured exposure to the
utility’s debt as of June 30, to achieve a par recovery. We believe a
ruling by the First Circuit last week likely spurred Puerto Rico’s
government and the board to re-engage in negotiations with the
insurers.

» The First Circuit ruled that PREPA’s bondholders, as well as MBI and
AGO, have the ability to refile their motion for the appointment of a
receiver as a means of protecting their collateral as they are entitled
to do under the utility’s bond indentures. Judge Laura Taylor Swain,
who is overseeing the Title Ill proceedings, had cited Sections 305 and
306 of PROMESA in denying the creditors’ motion to have a receiver
appointed, but the First Circuit overruled her interpretation.

»  With the First Circuit’s ruling came the realistic prospect of the
appointment of a receiver at PREPA who would have the ability to
raise the utility’s electricity rates to generate more revenue to cover
debt service. Faced with this possibility, Puerto Rico’s government
and oversight board should be highly motivated to negotiate with
PREPA's creditors, in our view.

» If the COFINA settlement were to be consummated and a new PREPA
deal is forged, the impact on the bond insurers in terms of improving
their risk profiles would be dramatic. In the case of AMBC, the
COFINA senior bonds represented over 77% of the total interest and
principal on Puerto Rico’s debt, net of reinsurance, for which it was
responsible as of June 30. Meanwhile, COFINA and PREPA together
represented over 71% of the total interest and principal on the
Commonwealth’s debt for which it was responsible as of June 30.

Private Mortgage Insurers

» The 2Q18 earnings season was a positive one for each of the five
private mortgage insurers (PMIs) within our coverage universe: Essent
Group (ESNT, Buy, $54 PT), MGIC Investment Corporation (MTG,
Buy, $18 PT), Radian Group (RDN, Buy, $26 PT), NMI Holdings (NMIH,
Buy, $26 PT) and Genworth Financial (GNW, Neutral). Each of them
beat consensus earnings estimates and the tones of their conference
calls were uniformly upbeat.

»  With that said, the most significant takeaway from the PMI space
during 2Q18 was that industry pricing had stabilized at the nicely
profitable levels at which it had been prior to the enactment of U.S.
tax reform last December. During the past few months, each of the
insurers implemented new pricing programs that essentially pass
along the windfall from tax reform to their customers. However, the
concerns expressed by some industry observers that competition
would drive premium rates even lower than they had been prior to
reform — qualms that had weighed heavily on the PMIs’ shares — have
proven to be unwarranted.
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» Evenso, the PMIs in instituting new pricing programs have evolved
toward more granular and selective approaches, with risk-based
pricing and electronic delivery through pricing engines — the so-called
“black boxes” — moving toward becoming the norm in the space
versus the traditional rate card.

»  One benefit from such an approach was highlighted by ESNT
management during the company’s 2Q18 earnings call after they
explained that their pilot program for a “black box” approach was still
ongoing and would potentially be implemented across the company’s
platform during 2019. Inasmuch as ESNT management believes the
next recession will be regional rather than national, the “black box”
approach would give the PMIs more flexibility to reduce their
exposure to regions of concern.

» Another takeaway from the PMIs 2Q18 earnings reports was the lack
of an impact from the GSEs’ new pilot programs that offered
alternatives to private mortgage insurance: Freddie Mac's (FMCC, Not
Rated) IMAGIN program announced in March and Fannie Mae’s
(FNMA, Not Rated) EPMI program launched in July. While the
announcement of IMAGIN sparked a sell-off in the PMIs’ shares, the
insurers each reported that they had seen no impact from either of
the programs thus far, and they shared reports that the programs had
very limited uptake among customers.

» MTG noted during its 2Qa8 call that even if the programs were
successful they would account for about 2% to 3% of the PMIs’ market
opportunity over the coming 12-18 months.

» The PMIs expressed little optimism that GSE reform would be
enacted before the end of 2018, but they were more optimistic about
the potential for the Federal Housing Administration (FHA) to move
to shrink its footprint in the mortgage insurance space during 2H18
particularly given recent comments from Brian Montgomery, who
was confirmed as FHA commissioner in May. Montgomery's
statements strongly implied that FHA premium rate cuts that likely
would boost the agency’s market share are unlikely in the near term
given its tenuous capital levels.

»  While the PMIs’ 2Q18 reports demonstrated that industry pricing has
stabilized, fears of GSE encroachment appear overblown, and the
prospect of a government pullback from the mortgage insurance
space appears more likely, the share prices of ESNT, MTG and RDN
remain well below the levels at which they traded before the pricing
and GSE concerns arose. Only NMIH currently trades above the level
at which it traded prior to the group’s sell-off as it had rallied by
almost 58% since the second week of April. As such, we believe the
PMIs’ share price rebound is likely to have legs.
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BTIG Covered Companies Mentioned in this Report

AMBAC FINANCIAL GROUP, INC. (AMBC, Buy, $26.00 PT; Current Price: $21.87; Analyst: Mark.Palmer)
ASSURED GUARANTY LTD. (AGO, Buy, $52.00 PT; Current Price: $40.97; Analyst: Mark.Palmer)
ESSENT GROUP LTD. (ESNT, Buy, $54.00 PT; Current Price: $40.99; Analyst: Mark.Palmer)

GENWORTH FINANCIAL, INC. (GNW, Neutral, $N/A PT; Current Price: $4.45; Analyst: Mark.Palmer)
MBIA, INC. (MBI, Buy, $14.00 PT; Current Price: $10.76; Analyst: Mark.Palmer)

MGIC INVESTMENT CORPORATION (MTG, Buy, $18.00 PT; Current Price: $12.59; Analyst: Mark.Palmer)
RADIAN GROUP, INC. (RDN, Buy, $26.00 PT; Current Price: $19.77; Analyst: Mark.Palmer)
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Appendix: Analyst Certification and Other Important Disclosures

Analyst Certification
[, Mark Palmer, hereby certify that the views about the companies and securities discussed in this report are
accurately expressed and that | have not received and will not receive direct or indirect compensation in exchange
for expressing specific recommendations or views in this report.
I, Giuliano Bologna, hereby certify that the views about the companies and securities discussed in this report are
accurately expressed and that | have not received and will not receive direct or indirect compensation in exchange
for expressing specific recommendations or views in this report.

Regulatory Disclosures

Ratings Definitions

BTIG LLC's ("BTIG") ratings, effective June 12, 2017, are defined as follows:

BUY — A security which is expected to produce a positive total return of 15% or greater over the 12 months following
the recommendation. The BUY rating may be maintained as long as it is deemed appropriate, notwithstanding
price fluctuations that would cause the target to fall outside of the 15% return.

SELL — A security which is expected to produce a negative total return of 15% or greater over the next 12 months
following the recommendation. The SELL rating may be maintained as long as it is deemed appropriate,
notwithstanding price fluctuations that would cause the target to fall outside of the 15% return.

NEUTRAL - A security which is not expected to appreciate or depreciate meaningfully over the next 12 months.
NOT RATED - A security which is not rated or covered by BTIG.

UNDER REVIEW - Effective immediately, coverage of the following securities is Under Review. Ratings, price
targets, disclosures, and estimates for the companies listed below are suspended and should no longer be relied
upon.

Distribution of Ratings and Investment Banking Clients

BTIG must disclose in each research report the percentage of all securities rated by the member to which the
member would assign a “buy”, “neutral” or “sell” rating. The said ratings are updated on a quarterly basis. BTIG
must also disclose the percentage of subject companies within each of these three categories for whom the
member has provided investment banking services within the previous twelve months. Stocks under coverage as

of the end of the most recent calendar quarter (June 30, 2018): 281

Distribution of BTIG's Research Recommendations (as of June 30, 2018):
BUY: 57.3%; NEUTRAL: 39.9%; SELL: 2.8%

Distribution of BTIG’s Investment Banking Services (as of June 30, 2018):
BUY: 24.2%; NEUTRAL: 8.0%; SELL: 0.00%

For purposes of FINRA ratings distribution rules, BTIG's stock ratings of Buy, Neutral and Sell fall into Buy, Hold and
Sell categories, respectively.

Disclosures in Research Reports Covering Six or More Companies
All current required disclosures can be obtained by contacting BTIG at 825 Third Avenue, 6th Floor, New York, NY
10022 or on our website at http://www.btigresearch.com.

Other Disclosures
Additional Information Available Upon Request

General Disclosures
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Research reports produced by BTIG LLC ("BTIG") are published for and intended to be distributed solely to BTIG
institutional and corporate clients. Recipients of BTIG reports will not be considered clients of BTIG solely because
they may have received such BTIG report.

The research analyst(s) responsible for the preparation of this report receives compensation based upon a variety
of factors, including the quality and accuracy of research, internal/client feedback, and overall Firm revenues.

BTIG reports are based on public information and BTIG considers the same to be reliable, comprehensive
information, but makes no representation or warranty that the reports are accurate or complete. BTIG opinions and
information provided in this report are as of the date of the report and may change without notice. An issuer may
be classified as “Under Review” or “Research Restricted”. In these cases, investors should consider any previous
investment recommendation and/or rating to a subject company/issuer to no longer be current and should not be
relied upon nor considered a solicitation.

This research reportis not an offer to buy or sell or solicitation of an offer to buy or sell any security in any jurisdiction
where such an offer or solicitation would be illegal. This research report was not drafted specifically for any
particular individual or entity and is not a personal recommendation to participate in any particular trading strategy
or transaction. Any recipient of this research report should obtain independent advice specific to their personal
circumstances before undertaking any investment activity and must make their own independent evaluation of any
securities or financial instruments.

Facts, views or opinions presented in this report have not been reviewed by, and may not reflect information known
to, employees or other professionals in the "“BTIG Group” (BTIG Group includes, but is not limited to, BTIG and its
parents, subsidiaries and/or affiliates). BTIG Group employees, including Sales Representatives and Traders, may
provide oral or written commentary or advice that may be inconsistent with the opinions and/or views expressed in
this research report. BTIG Group employees and/or its affiliates not involved in the preparation of this research
report may have investments in securities or derivatives of securities of companies mentioned in this report that
are inconsistent with the views discussed in this report.

Investors in securities products bear certain risks in conjunction with those investments. The value of, and income
from, any investments may vary because of changes in interest rates or foreign exchange rates, securities prices or
market indexes, operational or financial conditions of companies or other factors within or beyond the companies
control. Recipient of the research reports should be aware that investments in securities may pose significant risks
due to the inherent uncertainty associated with relying on forecasts of various factors that can affect the earnings,
cash flow and overall valuation of a company. Any investment in securities should be undertaken only upon
consideration of issues relating to the recipient’s overall investment portfolio and objectives (such as diversification
by asset class, industry or company) as well as time horizon and liquidity needs. Further, past performance should
not be taken as an indication or guarantee of future performance, and no representation or warranty, express or
implied, is made regarding future performance. There may be time limitations on the exercise of options or other
rights in any securities transactions.

Investing in foreign markets and securities, including ADRs, is subject to additional risks such as currency
fluctuation, limited information, political instability, economic risk, and the potential for illiquid markets. Investing
in emerging markets may accentuate these risks. Non-U.S. reporting issuers of foreign securities, however, may
not make regular or complete public disclosure relating to their financial condition or the securities that they issue.

The trademarks and service marks contained herein are the property of their respective owners. Third-party data
providers make no warranties or representations of any kind relating to the accuracy, completeness, or timeliness
of the data they provide and shall not have liability of any damages of any kind relating to such data. The report or
any portion hereof may not be reprinted, sold or redistributed without the written consent of BTIG. This report is
intended only for use by the recipient. The recipient acknowledges that all research and analysis in this report are
the property of BTIG and agrees to limit the use of all publications received from BTIG within his, or her or its, own

BTIGLLC Mark Palmer (212) 588-6582 www.btigresearch.com
7



http://www.btigresearch.com/

®bIG

company or organization. No rights are given for passing on, transmitting, re transmitting or reselling the
information provided.

Jurisdiction and Dissemination
BTIG is a U.S. broker-dealer and member of FINRA and SIPC.

BTIG Australia Limited ACN 128 554 601, member of ASIC and ASX; BTIG Hong Kong Limited, an Exchange
Participant of SEHK and licensed and regulated by the SFC; BTIG Ltd, member of the LSE, authorized and requlated
by the FSA; and BTIG Singapore Pte Ltd, registered and licensed with MAS; are all separate but affiliated entities
of BTIG. Unless governing law permits otherwise, you must contact a BTIG entity in your home jurisdiction for
further information, or if you want to use our services in effecting a transaction.

Issued and approved for distribution in the UK and EEA by BTIG Ltd. to eligible counterparties and professional
clients only. Issued and distributed in Australia to “wholesale clients” only by BTIG Australia Limited. In Singapore
and Hong Kong, further information may be obtained from BTIG Singapore Pte Ltd and BTIG Hong Kong Limited,
respectively.
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