















































As discussed in Issue 13 above we believe that the surveillance list maintained by the
insurance enterprise should affect the measurement of the claim liability because the
classification and underlying rating of the insured bond will provide important
information regarding expected losses. We note however, the level of precision indicated
by the FASB’s example in paragraph 21 may not ever exist in practice. We initially
utilize probabilities of default and loss given default estimates by rating and tenor of the
underlying guaranteed obligation that are derived from rating agency corporate default
data and are adjusted utilizing judgment of the differences in the expected performance of
the underlying bond. It should be noted that more information will become available in
practice upon frequent and active surveillance of the problem credit, Adjustments to loss
reserves will be made according to that information. The Boards understanding of the
surveillance list is accurate and no additional guidance is needed.

Disclosures (Paragraphs 25 and 26)

Issue 16 This proposed Statement would reguire that specific disclosures be provided
about (a) premium revenue recognition accelerated due to early retirement of the insured
financial obligation, (b) financial guarantee insurance contracts for which premiums are
received in installments, (c) the future contractual runoff of the unearned premium
revenue (liability), and (d) the surveillance list used to recognize and measure claim
liabilities. Do you agree? If not, why not? Do you believe these disclosures will assist
Sfinancial statement users in better understanding the financial information for insurance
enterprises that issue financial guarantee insurance contracts?

We do not believe that the run off of the uncarned premium liability disclosures will be
relevant to the users of our financial statements if based on contractual cash flows.
Additional disclosures will have to be provided to users of the financial statements based
on expected cash flows as that is the most relevant information to users.

Effective Date and Transitions (Paragraphs 27-30)

Issue 17: The final Statement is expected to be issued in the third quarter of 2007. The
Board concluded that this proposed Statement should be effective for financial statements
issued for fiscal years beginning afier December 15, 2007, and interim periods within
those fiscal years. Earlier application is not permitted. Do you agree with the Board's
conclusions on the effective date? If not, what would be a reasonable period of time for
implementation for applying the provisions of this proposed Statement? Also, if not,
please provide a description of the process changes necessary to implement this proposed
Statement that would require additional time.

We do not agree with the Board’s conclusions on the effective date. As evidenced in
Appendix B there are a number of operational and implementation challenges of
implementing the proposed standard. Not only are there a number of system changes but
these changes would require robust testing by management and auditors.
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We believe that the standard if adopted as proposed, would require a lead time after final
issuance of at least nine months. We also note that the TASB has recently released a
discussion paper on Insurance contracts. Given that the FASB may adopt the principles in
the document, it does not seem in the best interest of preparers and users of our financial
statements to make extensive changes to the FG accounting model at this time and then
again when the Insurance project is completed.

Issue 18: This proposed Statement would require that an insurance enterprise recognize
the cumulative effect of initially applying this proposed Statement as an adjustment to the
opening balance of retained earnings for that fiscal year. Retrospective application is not
permitted. Do you agree with not permitting retrospective application? If not, do you
believe that retrospective application is possible and that sufficient information exists so
that hindsight would not be used or required in reporting prior-period balances?

We agree that the retrospective application should not be permitted.
The following comments are not specific to the Issues raised by the FASB.
How Will This Proposed Statement Change Current Practice?

» The following edits should be made to the first sentence of the section (shown in
italics). The changes to current practice in accounting for financial guarantee
insurance contracts that would result from applying this proposed Statement relate
to the recognition and measurement of i) premiwm revenue and related assets and
liabilities, ii) loss expenses and related claim lLiabilities, and iii) related
disclosures.

» We believe it is appropriate to notify the reader that there will be significant
changes to the balance sheet as a result of the recognition of future installment
premiums as premiums receivable and unearned premium (and related
reinsurance accounts). Therefore, we suggest that the Board add an additional
paragraph describing these changes.

% The second sentence of the second paragraph states that the proposed revenue
recognition approach for financial guaranty contracts is “similar to the premium
revenue recognition approach for a short-duration insurance contract in Statement
60”. We do not believe that this is an accurate statement as drafted. Our
understanding is that revenue recognition for short-duration contracts includes a
passage of time component for insurance contracts containing constant amounts
of insurance protection or declining amounts of insurance protection provided.
That is, insurance companies do not recognize premium revenue only at the end
of the contract period or only when the total expesure declines. For example, a
property casualty company will recognize revenue over the exposure period (say
1 year) rather than on one day at the end of the exposure period. We believe the
Board should acknowledge that the revenue recognition approach is different than
those provided in Statement 60, rather than being similar.
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‘What is the Impact of This Proposed Statement on Existing Accounting
Pronouncements?

» We belicve that the guidance in the Statement is different than that within SOP
05-1, Accounting for Deferred Acquisition Costs in Connection with
Modifications or Exchanges of Insurance Contracts. It is our understanding that
SOP 05-1 does not require the replacement contract to be recorded at market
value. We favor the approach included in this proposed Statement as we believe
it results in a better financial reporting result.

» Paragraph 8(c) of Statement 107 exemnpts Insurance contracts, except financial
guarantee and investment contracts, from the scope of that Standard. Given that
this proposed Statement is an interpretation of Statement 60 should paragraph 8(c}
be amended to include financial guaranty insurance contracts subject to the
Statement and hence not be subject to the requirements of Statement 1077
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Appendix B: Mortgage Backed Security example

This Appendix contains an example contrasting the different revenue recognition patterns
under the following three methodologies for an installment-based financial guarantee
contract: 1) FASB ED proposal (which uses contractual life), 2) expected life method and
3) Ambac's current revenue recognition methodology. The expected life method is
consistent with the concepts outlined in the ED with the modification that the guarantor
may use current estimates of expected life to record the asset and liability for instaliment-
based contracts.

The example is based on an actual financial guarantee transaction for a mortgage-backed
security, with certain simplifying assumptions to reduce some of the complexity in the
calculations. The example highlights the unusual operating results, complexity of the
accounting model and significant operational issues present under the ED proposal.

A spreadsheet supporting the detailed calculations used for the journal entries can be
provided to the FASB at its request.

Table of Contents: Page:
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Balance Sheet under 3 methodologies 22
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Actual Deal Terms:

Par Insured:
Shadow Rating:
Premium;

Closing date:

Latest possible maturity:

Coupon on notes:

Initial Contractual WAL (0% CPR):
Initial Expected WAL (25% CPR):
Discount rate of Issuer:

Reinsurance:
Ceding commission:

Additional simplifying assumptions:

$500,000,000

AAA

Premium paid on a monthly basis on unpaid
principal balance.

6/15/2006

4/25/2047

Variable rate

24.2 years

3.4 years

6% (expected)

9% quota share
31.38%

» First Premium payment occurs at 12/31/2006 and future annual premiums on 6/25
Coupon on notes assumed to be 5.28% fixed rather than variable

[ ]
e Deal matures in 5 years (year 2011)
]

Under the Expected Life methodology, we have assumed that our estimate of
expected life perfectly matches actual principal prepayments after year 1. This
results in no prepayment adjustments for premium revenue or investment income
under the Expected Life methodology from Year 2 through Year 5 (refer to page

24).
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Balance Sheet at 12/31/2006
AMBAC
CURRENT ALTERNATIVE
METHOD ED PROPOSAL METHOD
(EFFECTIVE | (CONTRACTUAL | (EXPECTED
YIELD) LIFE) LIFE)
Assets
Premiums Receivable 0 3,656,254 728,714
Deferred Acquisition Costs (DAC) 39,197 16,895 36,602
Prepaid Reinsurance Premiums 0 314,657 70,999
Ceding commissions receivable 0 103,260 20,580
Cash 76,326 76,326 76,326
Total assets 115,523 4,167,392 933,221
Liabilities
Unearned Premium Reserves (UPR) \ 3,496,194 788,875
Premium taxes payable 0 73,125 14,573
Reinsurance Premiums Payable 0 329,063 65,584
Total liabilities 0 3,898,382 869,032
| e e eSS —

Shareholders’ equity
Income Before taxes 115,523 269,010 64,189
Total Shareholders® equity and Liabilities 115,523 4,167,392 933,221
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Income Statement for the year ended December 31,
2006
AMBAC
CURRENT ALTERNATIVE
METHOD ED PROPOSAL METHOD
(EFFECTIVE | (CONTRACTUAL | (EXPECTED
YIELD) LIFE) LIFE)

Net Installment Premiums written 174,744 174,744 174,744
Gross Premiums earned 192,026 236,208 104,218
Ceded Premiums earned (17,282) (21,258) (9,379)
Net Premiums earned 174,744 214,950 94,839
Investment Income on premium receivable and ceding
commission income 0 119,149 28,428
Interest Expense on reinsurance premiums payable and
premium taxes payable 0 12,746 3,041
Gross underwriting and operating expenses 100,000 100,000 100,000
Premium taxes 3,841 74,648 17,862
Ceding commission income (5,423) (105,410) (25,223)
Deferral and amortization of expenses, premium taxes
and ceding commission income (39,197) (16,895) (36,602)
Underwriting and operating expenses 59,221 52,343 56,037
Income before taxes 115,523 269,010 64,189
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Gross Premium Revenue Recognition ~ Full Term of Transaction:

The table below shows the premiums earned and investment income for the transaction selected. Actual prepayments of 11,7% of
original par occur at 12/31/2006. For illustrative purposes prepayments were assumed for the remaining periods. The table shows that
under the current ED proposal revenue is front loaded in the earlier years with negative premiums and investment income in the latter
years due to true up adjustments.

(1231/06) Yeard Full year | ¥elr 2. Year3 ¥eard Yaars - TO¥AL
Ambac Current Method (effective
yleld 192,026 149,076 34102 274,163 186,663 99,163 11,663 912,754
ED Proposed Method:
Premium revenuc - coniraciual 50,391 39628 90,019 69,348 48,164 20499 1,881
Adjustments for prepayments 185817 154,306 340,123 291,735 116,335 {124,496) (38,737)
Total Premiums samed 236208 193,934 430,142 361,083 164,499 {103,997 {36,856) 815,871
Investment Income (premium
receivable asset) 130,094 105,708 235,799 192,093 127431 65,859 7,508
Adjustments for prepayments (14,218) (23,463) {37,681} {110,288 {155,804) (196,128) (30,906)
Total Investment Income (premium
receivable asset) 115876 32,242 98,118 81,805 (28,373) {130,269) (23.398) 97,883
Total revenne {ED proposal} 352,084 276,176 628,260 442 888 136,126 (234,266) {60,254) 912,754
Expected Life Method:
Premium revenue - expected 22,628 184,799 207,427 211,246 201,454 191,661 25313
Adjustments for prepayments 81,590 {103,880} (22,290 - - - -
Total Premiums earned 104,218 £0.919 185.137 211,246 201,454 191,661 15,373 814,811
[nvestment Income (premium
receivable asset) 30,215 21,007 51,222 30868 16,358 6,201 6356
Adjustments for prepayments (2,568) (4,854) (7.422) z : - n
Tota! Inyestment income (premium
receivable asset) 27647 16,153 43 800 n.363 16,358 6,201 656 97,883
Total revenne {expected life) 131,865 97,072 228,937 242,114 217,812 197,861 16,029 912,754
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DATE Journzl Entry Proposed ED — Contractual Life | Alternative method —Expected
Life
DR CR DR CR
At Inception | DR: Premiums Receivable (BS) 4,190,325 875,976
CR: Unearned Premium Reserve (BS) 4,190,325 975,976

To record the present value of future installment premiums
discounted at 6% (Total maximum contractual cash flows =
38,442,000, Total estimated cash flows = 51,138,154

Interpretation guestions:

Should the present value of instaliment premiums be
recorded against premiums written or is the offset to
Unearned Premium Reserve?

[f the amounts are recognized based on a contractual
schedule is the Premium Receivable immediately
impaired with an offset to bad debt expense?

Operational challenges:

The contractual debt service schedule for pass through
securities and discount rate for each bond will need to be
entered into a system: to calculate the amount to be
recorded on the balance sheet.

In certain transactions financial guarantors receive
different premium rates on funded and unfunded
portions of securitization facilities. Operaticnally it will
be a challenge as to how the estimation will work for
bifurcating such highly uncertain revenue streams.

The contractual debt service schedule for pass through
securities will need to be updated at each reporting date.
This information is not readily available.
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DATE

Journal Entry

Proposed ED - Contractual Life

Alternstive method —Expected
Life

DR CR

DR CR

At Inception

DR: Prepaid Reinsurance (BS)

CR: Reinsurance Premiums Payable (BS)

To record quota share reinsurance of 9% (Total maximum
contractual cashk flows = $759,780. Total estimated cash flows =
$106,934)

Interpretation questions:
®  Would the Reinsurance Premiums Payable be discounted
at the same discount rate as the premiums receivable?

e  What discount rate should the reinsurer use when setting
up Premiums receivable assumed and unearned premium
assumed?

Operational challenges:
¢ Currently our reinsurance agreements do not require us

to make information available to the reinsurers regarding
the debt service schedule of pass through securities or
discount rates of all policyholders. These agreements
will need to be amended to make the information
available to the reinsures to ensure that they have the
information necessary to account for installment
premiums ceded to them.

DR: Underwriting and operating expenses (IS)
CR: Cash (BS)
To record coxts of underwriting the policy

DR: Underwriting and operating expenses (18)
CR: Premium Taxes Payable (BS)
To record present value of future premium taxes payable

377,129
371,129

100,000
100,000

33,807
83,807

87,838
87,838

100,000
100,000

19,319
19,519
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DATE

Journal Entry

Proposed ED - Contractual Life

Alternative method ~-Expected
Life

DR CR

DR CR

At Inception

DR: DAC (BS)

CR: Underwriting and operating expenses (1S)

To defer costs associated with business written (aithough shown as
a separaie entry DAC is not calculated on an individual policy
basis)

nterpretati jons:

&  Should the present value of future premium taxes
payable be a liability under CON 6? Should the premium
taxes payable be discounted at the same rate as the
premium receivable?

DR: Ceding commission receivable (BS)

CR: Ceding commission income (IS)

To record the present value of ceding commission recetvable on
Jutare installment premiums ceded to the reinsurer's (31.38% of
amount relnsured)

DR: Ceding commission income (IS)
CR: DAC (BS)
To defer ceding commission income

Interpretation questions:

®  Does the ceding commission receivable represent an
asset under CON 67

®  |f'the amounts are recognized based on a contractual
schedule is the Ceding commission receivable
immediately impaired with an offset to bad debt
expense?

® Shouid the ceding commission receivable be discounted
at the same rate as the premiums receivable (or that of
the insurer or reinsurer?)

®  What discount rate should the reinsurer use when setting
up ceding commission payable?

132,605
132,605

118,343
118,343

118,343
118,343

68,317
68,317

27,564
27,564

27,564
27,564



DATE Journal Entry Proposed ED — Contractual Life | Alternative method —-Expected
Life
DR CR DR CR.
End of first | DR: Cash 192,026 192,026
half of CR: Premium Receivable (BS) 192,026 192,026
Year ] To record prendums received for the period
DR: Change in UPR (IS) 192,026 192,026
CR: Gross Installment Premiums written {(18) 192,026 192,026
To record premiums wriiten for the cash received
DR: Premiums Receivable (BS) 130,094 30,215
CR: Investment Income (IS) 130,094 30,215
To record the accretion of the premium receivable balance based
on an effective yleld method
DR: Unearned Premium Reserve (BS) 50,391 22,628
CR: Change in UPR (IS) 50,391 22,628

To record premiums earned for the period based on the
amortization of debt service

e The bond we are insuring is a variable rate bond. Do we
have to make assumptions about the rate of interest in
the future (forward LIBOR curve or fixed swap rate)?
This is important since revenue recognition is based on
total debt service (i.e. principal and interest). In addition,
how would we address changes in interest rates between
premium payment periods? If interest rates are
continuously adjusted, we could have no debt service
paydowns but still have changes in premiums earnings
and investment income as interest rates reset.

Operational challenges:

® Continuously updating the interest rate on a variable rate
bond will require us to predict the forward curve for each
insured bond.
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DATE

Journal Entry

Proposed ED - Contractual Life

Alternative method --Expected
Life

DR CR

DR CR

End of first
half of
Yearl

DR: Reinsurance Premiums Payable (BS)
CR: Ceding commissions receivable (BS)
CR: Cash

To record the net payment ta the reinsurer

DR: Ceded Installment Premiums Written (IS)
CR: Ceded change in UPR (IS)
To record ceded premiums writien

DR: Interest Expense (15)

CR: Reinsurance Premiums Payable (BS)

To record 1he accretion of the reinsurance premium payable
balance

Interpretation questions:
®  Should the reinsurance premiums payable be accreted
into interest expense, investment income or DAC?

DR: Ceded change in UPR (IS)

CR: Prepaid Reinsurance (BS)

To record ceded premiums earned for the period based on the run
off of outstanding debt

DR. Ceding commissions receivable (BS)
CR: Investment Income (IS)
To record the accretion of the ceding commission receivable

Interpretation questions:

&  Should the ceding commission receivable be accreted
into interest expense (consistent with the accretion of the
reinsurance premiums payable), investment income or
DAC?

17,282
5,423
11,859

17,282
17,282

11,708
11,708

4,535
4,535

3,674
3,674

17,282
5,423
11,859

17,282
17,282

2,719
2,19

2,03¢
2,036

853
853
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DATE

Journat Entry

Proposed ED — Contractual Life

Alternative method —-Expected
Life

DR CR

DR CR

End of first
half of
Year 1

DR Premjum Taxes Payable (BS)

CR: Cash

To record the payment of premium taxes based on 2% of Premium
wrilten

DR interest Expense (IS)
CR: Premium taxes Payable (BS)
To record the accretion of the premium taxes payable

Interpretation questions:
&  Should the premium taxes payable be accreted into
interest expense, investment income or DAC?

DR: Underwriting and operating expenses (I8)
CR: DAC (BS)
To record the amortization of DAC based on the run off of UPR

Interpretation questions:

s Should the DAC amortization be based solely on
premium revenue recognition or should the amortization
be bifurcated in a manner consistent with the bifurcation
of premium revenue and investment income?

3,841
3,841

2,602
2,602

172
172

3,841
3,841

604
604

945
945
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DATE Journal Entry Proposed ED — Contractual Life | Alternative method --Expected
Life
DR CR DR CR

ACTUAL PREPAYMENTS OF 11.7% OF THE ORKGINAL
PAR BALANCE OCCUR ON [2/31/72006

End of first DR: UPR{BY) 643,741 164,474

half of DR: Investment Income (IS) 14,218 2,568

Year1 CR: Change in UPR (IS) 185,817 81,590
CR: Premiums receivable (BS) 472,142 85,452
DR: Ceded change in UPR (IS) 16,724 7,343
DR: Reinsurance Premiums payable (BS) 42,493 7,691
CR: Interest expense (IS) 1,280 231
CR: Prepaid reinsurance (BS) 57,937 14,803
DR: DAC (BS) 12,933 2,341
CR: Ceding commission receivable {BS) 12,933 2,341
DR: Investment Income (IS) 402 73
CR: Ceding commission receivable {BS) 402 73
DR: Premium taxes payable (BS) 9,159 1,658
CR: DAC (BS) 9,159 1,658
DR: Premium taxes payable (BS) 284 51
CR: Interest expenses (18) 284 51
DR: Underwriting and Operating expenses (IS) 969 3,391
CR: DAC (BS) 969 3,891

The 7 entries above are required to adjust the recorded balance
sheet and income statement accounts to reflect the prepayment.
The balances are adjusted on a cumulative catch-up basis.

Interpretation questions:

¢  Should the adjustments above be made on a cumulative
catch-up, retrospective or prospective basis?
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DATE Journal Entry Proposed ED — Contractuai Life | Alternative method —-Expected
Life
DR CR DR CR

#  Since the ED does not provide any guidance on how to
account for prepayments, another interpretation of the
last sentence of paragraph 13 is that a prepayment is
considered a “countractual payment™ and as such any
UPR associated with that contractual payment should be
recognized as premium revenue (even though no
equivalent cash flows will be received). Any premium
receivable associated with that contractual payment will
be written off as a bad debt expense as it is considered
uncollectible.

Operational challenges:

e FEach time a prepayment occurs the journal entries above
are required. Users of financial statement will also
require us to explain the adjustments made to premiums
earned and investment income.




DATE Journal Entry Proposed ED — Contractual Life | Alternative method --Expected
Life

DR CR DR CR

ASSUME THE CREDIT IS ADDED TO THE WATCH LIST
AT 12/3172006. THE EXPECTED LOSS I8 83,276,058, NO
LOSS RESERVES ARE ESTABLISHED IF UPR I8 BASED
ON CONTRACTUAL CASH FLOWS AS THE UPR IS IN
EXCESS OF THE ESTIMATED LOSS RESERVE.

Interpretation questions:
®  What is the correct application when a loss reserve is in
excess of the UPR? Fach of the methods below resuit in
different earned premiums. Options include:

1) Transfer all UPR to Losses and loss expense
reserve {LAE liability). Impact is that no further
revenue is recognized. Note that revenue is
effectively accelerated because losses are
established net. If the loss reserve is eventually
reversed (i.e. no claim payment is made}, the
entire loss reserve is reversed through LAE in
the income statement. Effectively, premium
revenue will be earned in that line item {LAE
on the income statement).

2} UPR is not transfarred to LAE liability.
Continue to earn revenue. LAE liability is
established for the excess of the LAE liability
over UPR and adjusted overtime. If no default
occurs the LAE liability will reverse through
P&L.

3) UPR is not transferred to LAE liability.
Revenue recognition is stopped. LAE liability is
established for the excess of the LAE liability
over UPR. [f no default occurs the LAE liability
will reverse with a corresponding entry to LAE
on the income statement. At that time revenue
continues to be earned.




DATE Journal Entry Proposed ED — Contractual Life | Alternative method —Expected
Life

DR CR DR CR

4) UPR is accelerated as premium revenue
consistent with the treatment of DAC (para 19
of ED). LAE liability is set up for the total
expected loss. If no default occura the LAE
liability will reserve with an offset to LAE in
the income statement.

®  Assuming that there is no loss recognized (i.e. LAE
liability is below UPR); do we continue earning revenue
as normal?

e  How should future premium cash receipts be accounted
for?

e Should the accretion of the LAE liability be recorded as
an interest expense or to LAE expense?

®  Assuming that the Premium Receivable is impaired at
the time a loss liability is established, the premium
receivable would be written off to bad debt expense.
Will the write off of the reinsurance premiums payable
be an offset to that? Also, assuming that no defauit
occurs ¢an the bad debt expense be reversed and future
interest accretion be recognized?

e  Should the reinsurance recoverable be discounted at the
ceding insurers discount rate?
Operational challenge:
We do not currently calculated DAC on an individual policy
basis. We would be required to estimate the appropriate
amount of DAC to be released.




ndix C: Bond exa

The graph below shows the Moody's cumulative probability of default curve for a municipal Aa1 bond and the uneamed premium reseive (stand-ready obiigation)
based on the FASE methodology and Ambac's current methotology. A3 shown beiow, Ambac's current methodology has a higher correlation to the Moody's
probability of default curve than the FASB proposal.
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* Since this is a bond with a bullet maturity Ambac's ¢urrent method is the same as the level yield approach

Note: The Moody's cumulative probability of default curves are based on Moody's corporate default rates multiplied by the Moody's mulfiple for municipal bonds {curently
50%). These are the same probability of default curves used in the Moody's capital models for the financial guaranty industry.
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A

ixC ¢ : A1 d sxampl

The graph balow shows the Moody's cumulative probability of default curve for a municipal A1 bond and the uneamsxl premium reserve (stand-ready obligation}
based on the FASB methodology and Ambac's current methodology. As shown below, Ambac’s cutrent methodology has a higher correlation {0 the Moody's
probability of defauit curve than the FASB proposal.
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* Since this is a bond with a bullet maturity Ambac's cumrent method is the same as the level yield approach

Mota: The Moody's cumulative probability of default curves are based on Moody's corporate default rates muitiplied by the Moody's multiple for municipal bonds (currently
50%). These are the same probablity of default curves used in the Moeady's capital models for the financial guaranty industry,
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Appendlx € continued: Baal Bond exampls

The graph batow shows the Moody's cumulative probability of default curve for a municipal Baa1 bond and the uneared premium reserve {Sland-ready obiigation)
basad on the FASE methodology and Ambac's current methodology. As shown below, Ambac's current methodology has & higher correlation to the Moody's
probability of default curve than the FASB proposal.
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* Since this is a bond with 2 bullet maturity Ambac's current method Is the sama as the jevel yield approach

Note: The Moody's cumulative probability of default curves are based on Moody's corporate default rates muttiptied by the Moody's multiple for municipal bonds (currently
50%), These are the same probability of default curves used in the Moody's capital models for the financial guaranty industry.
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