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Report of Independent Auditors

The Board of Directors and Stockholder of
Financial Guaranty Insurance Company

We have audited the accompanying statutory-basis balance sheets of Financial Guaranty
Insurance Company (the “Company”) as of December 31, 2009 and 2008, and the related
statutory-basis statements of operations, changes in capital and surplus, and cash flows for the
years then ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. We were not engaged
to perform an audit of the Company’s internal control over financial reporting. Our audit
included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

As described in Note 4 to the financial statements, the Company presents its financial statements
in conformity with accounting practices prescribed or permitted by the State of New York
Insurance Department, which practices differ from accounting principles generally accepted in
the United States. The variances between such practices and accounting principles generally
accepted in the United States are described in Note 4.

In our opinion, because of the effects of the matter described in the preceding paragraph, the
financial statements referred to above do not present fairly, in conformity with accounting
principles generally accepted in the United States, the financial position of Financial Guaranty
Insurance Company at December 31, 2009 and 2008, or the results of its operations or its cash
flows for the years then ended.

However, in our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of the Company at December 31, 2009 and 2008, and the results
of its operations and its cash flows for the years then ended, in conformity with accounting
practices prescribed or permitted by the State of New York Insurance Department.

A member firm of Ernst & Young Global Limited
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The accompanying financial statements have been prepared assuming that the Company will
continue as a going concern. As discussed in Notes 2 and 3 to the financial statements, sustained
deterioration in the U.S housing and mortgage markets and the global credit markets has
continued to adversely impact the Company’s business, results of operations and financial
condition. This continued adverse development has caused the Company’s statutory
policyholders’ surplus to fall below the minimum required under New York State Insurance
Law. Under these circumstances, the New York State Superintendent of Insurance could seek
court appointment as rehabilitator or liquidator of the Company. As such, there is a substantial
doubt regarding the Company’s ability to continue as a going concern. Management’s plans in
regard to these matters are also described in Note 2. The financial statements do not include any
adjustments that might result from the outcome of this uncertainty.

End s Tl 1D
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New York, New York
February 17, 2010



Financial Guaranty Insurance Company

Statutory-Basis Balance Sheets

December 31
2009 2008

(Dollars in Thousands, except
per share amounts)
Admitted assets
Fixed maturity securities, available for sale at amortized cost (fair

value of $1,309,393 in 2009 and $2,181,702 in 2008) $ 1235501 $ 2,188,043
Fixed maturity securities, available for sale at fair value (amortized
cost of $87,640 in 2009 and $223,284 in 2008) 87,640 223,284
Preferred stock (fair value of $6,853 in 2009 and $7,894 in 2008) 3,713 7,894
Common stock 4,728 29,192
Common stock — investment in subsidiaries - 17,105
Other invested assets 25,672 3,863
Short-term investments, at cost, which approximates fair value 170,651 6,212
Cash and cash equivalents 195,525 416,310
Total cash and invested assets 1,723,430 2,891,903
Accrued investment income 17,575 33,525
Other assets 8,578 23,071
Receivable from parent and subsidiaries 2,757 3,974
Federal and foreign income tax receivable 26,997 798
Deferred federal income tax asset, net - 32,502
Total admitted assets $ 1,779337 $ 2,985,773

Liabilities and capital and surplus

Liabilities:
Losses $ 2,597,687 $ 2,069,096
Loss adjustment expenses 11,060 14,330
Unearned premiums 246,205 267,940
Provision for reinsurance 5,385 -
Contingency reserves 168,284 48,015
Accounts payable and accrued expenses 29,842 78,545
Ceded balances payable 2,294 2,313

Total liabilities 3,060,757 2,480,239

Capital and surplus (deficit):
Common stock, par value $1,500 per share; 10,000 shares

authorized, issued, and outstanding 15,000 15,000
Redeemable preferred stock, par value $1,000 per share; 3,000
shares authorized, issued and outstanding 300,000 300,000
Paid-in surplus 439,551 438,502
Unassigned deficit (2,035,971) (247,968)
Total capital and surplus (deficit) (1,281,420) 505,534
Total liabilities and capital and surplus (deficit) $ 1,779,337 $ 2,985,773

See accompanying notes.



Financial Guaranty Insurance Company

Statutory-Basis Statements of Operations

Premiums earned

Losses incurred

Loss adjustment expenses incurred
Other underwriting expenses incurred
Ceding commission (expense)
Underwriting loss

Net investment income

Net realized capital losses, net of (benefit) of $0 and ($393) for
the years ended December 31, 2009 and 2008, respectively

Net investment gain

Other income
Loss after capital losses and before all other federal and foreign
income taxes

Federal and foreign income tax (benefit) expense
Net loss

See accompanying notes.

Year Ended December 31
2009 2008
(Dollars in Thousands)
$ 120,052 $ 431,212

(1,800,926) (1,130,188)

(4,600) (15,873)
(55,465) (179,333)
(2,044) 191,386
(1,742,983) (702,796)
80,688 144,451
(5,977) (730)
74,711 143,721
20,048 119
(1,648,224) (558,956)
(30,964) 1,662

$ (1,617,260) $ (560,618)




Financial Guaranty Insurance Company

Statutory-Basis Statements of Changes in Capital and Surplus

Years Ended December 31, 2009 and 2008

Redeemable Unassigned
Common  Preferred Paid-in Surplus Total Capital
Stock Stock Surplus (Deficit) and Surplus

(Dollars in Thousands)

Balance, January 1, 2008 $ 15,000 $ - % 436992 $ (191,083) $ 260,909
Net loss - - - (560,618) (560,618)
Change in non-admitted assets - - - (247,991) (247,991)
Change in contingency reserves - - - 527,770 527,770
Change in foreign exchange

adjustment - - - (24,595) (24,595)
Change in net unrealized losses - - - 20,876 20,876
Amortization of stock options and

restricted stock - - 1,510 - 1,510
Redeemable preferred stock

issuance - 300,000 - - 300,000
Change in net deferred income tax - - - 227,013 227,013
Change in provision for reinsurance — — — 660 660

Balance, December 31, 2008 15,000 300,000 438,502 (247,968) 505,534
Net loss - - - (1,617,260) (1,617,260)
Change in non-admitted assets - - - (618,545) (618,545)
Change in provision for reinsurance - - - (5,385) (5,385)
Change in contingency reserves - - - (120,269) (120,269)
Change in foreign exchange

adjustment - - - 7,133 7,133
Change in net unrealized losses - - - 2,783 2,783
Amortization of stock options and

restricted stock - - 1,049 - 1,049
Change in net deferred income tax — — - 563,540 563,540

Balance, December 31, 2009 $ 15,000 $ 300,000 $ 439,551 $ (2,035971) $ (1,281,420)

See accompanying notes.



Operations

Premiums collected (paid), net of reinsurance

Losses paid

Underwriting expenses paid
Ceding commission (expense) paid
Net investment income received
Other income (disbursements)
Federal income tax refunds

Net cash used in operations

Investment activities

Proceeds from sales, maturities, or repayments of investments:
Bonds and Stocks
Other invested assets

Total investment proceeds

Cost of investments acquired:

Bonds

Common stocks
Other invested assets
Total investments acquired
Net cash provided by investment activities

Financing and miscellaneous activities
Other cash provided (applied):
Proceeds from issuance of preferred stock
Capital and surplus paid in
Dividends paid to stockholder
Other cash applied
Total other cash provided
Net (decrease) increase in cash, cash equivalents and short-term

investments

Cash, cash equivalents and short-term investments:
Beginning of year

End of year

See accompanying notes.

Financial Guaranty Insurance Company

Statutory-Basis Statements of Cash Flow

Year Ended December 31
2009 2008
(Dollars in Thousands)
$ 102,020 $ (746,130)
(1,267,129) (995,624)
(108,433) (164,196)
(2,044) 191,386
101,660 189,104
19,231 (105)
5,150 144,743
(1,149,545) (1,380,822)
1,203,218 1,425,647
2,297 52,434
1,205,515 1,478,081
(94,858) (24,475)
- (56,459)
(21,737) (45,673)
(116,595) (126,607)
1,088,920 1,351,474
- 300,000
1,049 1,510
- (10,000)
3,230 (1,445)
4,279 290,065
(56,346) 260,717
422,522 161,805
$ 366,176 $ 422522




Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements

December 31, 2009
(Dollars in thousands)

1. Organization and Background

Financial Guaranty Insurance Company (“FGIC”), a New York stock insurance corporation (“FGIC”), is
a wholly owned subsidiary of FGIC Corporation (“FGIC Corp.”). As used in these notes, the term
“Company” refers to FGIC. The Company provided financial guaranty insurance and other forms of
credit enhancement for public finance and structured finance obligations. In addition, FGIC UK Limited
(“FGIC UK Ltd”), a wholly owned United Kingdom insurance subsidiary of FGIC, was engaged in the
business of writing financial guaranties in the United Kingdom and in other European Union member
countries.

PMI Mortgage Insurance Company, an affiliate of the PMI Group, Inc. (“PMI”) is the largest stockholder
of FGIC Corp., owning approximately 42% of its common stock at December 31, 2009 and 2008.
Affiliates of the Blackstone Group L.P. (“Blackstone™), the Cypress Group L.L.C. (“Cypress”) and CIVC
Partners L.P. (“CIVC”) owned approximately 23%, 23% and 7% of FGIC Corp.’s common stock,
respectively, at December 31, 2009 and 2008. As of December 31, an affiliate of General Electric Capital
Corp. (“GE Capital”) owned 2,346 shares, or 100%, of FGIC Corp.’s senior participating mandatorily
convertible modified preferred stock (the “Senior Preferred Shares”), with an aggregate liquidation
preference of $344,774, and approximately 5% of FGIC Corp.’s outstanding common stock.

2. Recent Developments

The deterioration in the U.S. housing and mortgage markets and the global credit markets, which
accelerated in the fourth quarter of 2007 and continued through the fourth quarter of 2009, has adversely
affected the Company’s business, results of operations and financial condition. Specifically, the Company
incurred significant losses related to its exposure to certain collateralized debt obligations of asset-backed
securities (“ABS CDOs”), which are backed primarily by subprime residential mortgage-backed
securities, and to certain residential mortgage-backed securities (“RMBS”), primarily backed by first-lien
or second-lien mortgages, because FGIC experienced a material increase in anticipated claims on its
guarantees of RMBS and ABS CDOs. These losses have resulted in a substantial reduction of FGIC’s
statutory policyholders’ surplus over time. As a result, FGIC is in a policyholders’ surplus deficit position
of approximately $1,281,420 as of December 31, 2009. Under New York State Insurance Law (the
“Insurance Law”), FGIC, as a financial guaranty insurance company also licensed to transact credit
insurance and surety, must maintain policyholders’ surplus of at least $66,400. The Company’s financial
strength and credit ratings were downgraded during 2008 and 2009 and subsequently withdrawn by
Moody’s Investor Services Inc. (March 2009), Standard & Poor’s Rating Services (April 2009) and Fitch
Ratings Inc. (November 2008). As of December 31, 2009, FGIC’s aggregate net liability under its insured
exposures continued to exceed the aggregate risk limit prescribed by the Insurance Law and FGIC’s
insured exposure under individual policies continued to exceed the applicable single risk limits prescribed
by the Insurance Law.



Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

2. Recent Developments (continued)

Due to the adverse developments described above, FGIC and FGIC UK Ltd. voluntarily ceased writing
financial guaranty policies concerning new or additional risks in January 2008. On July 1, 2009, FGIC
UK Ltd. filed a voluntary variation of permission with the U.K. Financial Services Authority (“UK
FSA”), its principal regulator, to remove its ability to write new insurance contracts. This filing was
approved on July 10, 2009. Neither FGIC nor FGIC UK Ltd. currently has any plans to recommence
writing new financial guaranty business.

On November 24, 2009, the New York Insurance Department (the “NYID”) issued an order pursuant to
Section 1310 of the Insurance Law (the “NYID Order”) requiring FGIC, effective that day, to suspend
paying any and all claims and prohibiting FGIC from writing any new policies. Accordingly, FGIC
immediately suspended all claim payments. FGIC had previously ceased writing any new policies in
January 2008. The NYID Order also directed FGIC to submit a plan to the New York State
Superintendent of Insurance (the Superintendent) to eliminate the impairment of FGIC’s policyholders’
surplus by January 5, 2010 and to take such steps as may be necessary to remove the impairment of its
capital and to return to compliance with its minimum policyholders surplus’ requirement by no later than
March 25, 2010, or such subsequent date as the Superintendent deems appropriate. FGIC may only
operate in the ordinary course of business and as necessary to effectuate its plan to eliminate the
impairment of FGIC’s policyholder surplus. The NYID Order does not limit in any way the
Superintendent’s ability to seek rehabilitation or liquidation of FGIC prior to such date.

FGIC has since formulated a comprehensive restructuring plan (the “Surplus Restoration Plan” or the
“Plan™) to fulfill the requirements set forth in the NYID Order and with a view to remediate its RMBS,
ABS CDO and other exposures, remove its capital impairment and return FGIC to compliance with the
applicable minimum policyholders’ surplus requirement. FGIC submitted the Surplus Restoration Plan to
the NYID on December 22, 2009. The Surplus Restoration Plan contemplates the following key loss
mitigation components: (i) remediating a substantial portion of FGIC’s exposure to RMBS and asset-
backed securities (“ABS”) insured by FGIC in the primary market and for which it has established
statutory loss reserves, including by the consensual “stripping” of FGIC insurance on all or a substantial
portion of such RMBS and ABS through an offer to exchange or through various other consensual
remediation transactions and (ii) commuting, terminating, restructuring or reinsuring a substantial portion
of FGIC’s remaining exposure to ABS CDOs and to certain other obligations for which it has established
statutory loss reserves, including RMBS insured by FGIC in the secondary market, pursuant to consensual
transactions. There can be no assurance that FGIC will successfully effectuate the Surplus Restoration
Plan.



Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

3. Description of Continuing Risks and Uncertainties, Assessment of the Company’s Ability to
Continue as a Going Concern, and Description of the Company’s On-Going Strategic Plan

In the absence of a successful restructuring that achieves remediation of RMBS and other exposures of the
magnitude contemplated by the Surplus Restoration Plan and the successful completion of the other
remediation transactions and measures as described in the Surplus Restoration Plan, FGIC will continue
to report a deficit in policyholders’ surplus and (i) the Superintendent could seek court appointment as
rehabilitator or liquidator of FGIC or (ii) in the exercise of its fiduciary duties, the FGIC Board of
Directors may request the Superintendent to seek, and in such event it is likely that the Superintendent
would seek, such court appointment.

As a result of uncertainties associated with the aforementioned factors and continuing risks, management
has concluded that there is substantial doubt about the ability of the Company to continue as a going
concern. The Company’s financial statements as of December 31, 2009 and December 31, 2008 and for
the years ended December 31, 2009 and 2008 are prepared assuming the Company continues as a going
concern and do not include any adjustment that might result from its inability to continue as a going
concern.

The principal factors that may affect FGIC’s ability to continue as a going concern are the risks of: (i)
rehabilitation or liquidation at any time by the Superintendent given FGIC’s policyholders’ surplus
deficit, and (ii) FGIC’s failure to successfully consummate the Surplus Restoration Plan by the date
required in the NYID Order. The Superintendent could seek court appointment as rehabilitator or
liquidator of FGIC at any time because FGIC is out of compliance with the $66,400 minimum
policyholders’ surplus requirement under the Insurance Law as of December 31, 2009. Moreover, there
can be no assurance that FGIC will successfully effectuate the Surplus Restoration Plan. If the Surplus
Restoration Plan is not successfully effectuated, FGIC may be unable to remediate its policyholders’
surplus deficit, which likely would result in the NYID’s intervention and FGIC’s inability to continue as a
going concern. However, even upon a successful restructuring, there can be no assurances provided
regarding (a) the Company’s future financial condition, (b) future intervention by the NYID or (c) the
Company’s ability to perform under its insurance policies in the future. Even if FGIC’s Surplus
Restoration Plan is successfully consummated, there is a risk that continuing, adverse loss development
on its remaining in-force business in excess of the benefits it could potentially obtain from such loss
mitigation efforts and transactions, would cause FGIC to report in policyholders’ surplus below the
$66,400 minimum requirement under the Insurance Law. Based on these factors and the continuing risks
and uncertainties summarized below, management has concluded that there is substantial doubt about
FGIC’s ability to continue as a going concern.



Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

3. Description of Continuing Risks and Uncertainties, Assessment of the Company’s Ability to
Continue as a Going Concern, and Description of the Company’s On-Going Strategic Plan
(continued)

In particular, the Company continues to be materially exposed to certain significant risks and uncertainties
that could materially adversely affect its results of operations, financial condition and liquidity, including
the following:

The Company continues to be materially exposed to risks associated with any continuing
deterioration in the U.S. residential housing and mortgage markets and the global credit markets,
as well as the spread of such deterioration to other sectors of the economy to which the Company
has material business exposure, including collateralized loan obligations (“CLOs”). The extent and
duration of any continued deterioration of these markets is unknown, as is the effect, if any, on
potential claim payments and the ultimate amount of losses the Company may incur on obligations
it has guaranteed. In addition to exposure to general economic factors, including those as a result
of the recent financial crisis, FGIC is exposed to the specific risks faced by the particular
businesses, municipalities or pools of assets covered by its financial guaranty products. Businesses
and municipalities are facing financial difficulties due to the current economic and financial crisis.
Establishment of case basis reserves for unpaid losses and loss adjustment expenses on the
Company’s remaining insured portfolio, and assessing the amount of anticipated claims and
recoveries on the remaining credit default swap (“CDS”) contracts insured by the Company
requires the use and exercise of significant judgment by management, including estimates
regarding the likelihood of occurrence and amount of a loss on a guaranteed obligation. However,
there remains a considerable amount of uncertainty relating to risks in home prices, credit markets
and the economy as a whole, and there is no historical precedent for the current economic
conditions. Small changes in assumptions underlying these estimates could result in significant
changes in FGIC’s loss expectations. Actual experience may differ from estimates and such
difference may be material, due to the fact that the ultimate dispositions of claims are subject to
the outcome of events that have not yet occurred and, in certain cases, are expected to occur over
many years in the future. Examples of these events include changes in the level of interest rates,
home prices and consumer costs, unemployment rates and general economic conditions,
government programs, credit deterioration of guaranteed obligations, and changes in the value of
specific assets supporting guaranteed obligations. Both qualitative and quantitative factors are
used in making such estimates. Any estimate of future losses and claims is subject to the inherent
limitation on management’s ability to predict the aggregate course of future events. It should
therefore be expected that the actual emergence of losses and claims will vary, perhaps materially,
from any estimate. See Note 11 for further information.

FGIC-insured CDS contracts have provisions that may give certain FGIC counterparties the right

to require FGIC to make mark-to-market termination payments following any payment default by
FGIC under the CDS or following the occurrence of certain events that are outside FGIC’s
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Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

3. Description of Continuing Risks and Uncertainties, Assessment of the Company’s Ability to
Continue as a Going Concern, and Description of the Company’s On-Going Strategic Plan
(continued)

control. Specifically, it would be an event of default under certain of the CDS contracts insured by
FGIC if FGIC is insolvent within the meaning of the CDS contracts and under most of such CDS
contracts if FGIC should be placed into rehabilitation or liquidation by the Superintendent. In
addition, the NYID has ordered FGIC to suspend paying claims under its policies and some CDS
contracts insured by FGIC contain certain cross default event of default provisions, meaning that
certain defaults by FGIC relating to payments due on its debt or other CDS contracts or policies,
including such failures or defaults caused by the NYID Order, would give rise to an event of
default under such CDS contracts. Upon termination of a CDS contract insured by FGIC as a
result of any such applicable events of default, FGIC may be liable for payment of a termination
payment. Such termination payments are generally calculated either based on "market quotation”
or "loss" (each as defined in the Master Agreement published by the International Swaps and
Derivatives Association, Inc. (the “ISDA Master Agreement”)). If any such events were to occur,
the aggregate termination payments that may be asserted against FGIC would significantly exceed
its available claims paying resources and liquidity funds. In addition, the insolvency (as defined in
the applicable CDS contracts), rehabilitation or liquidation of FGIC may constitute an event of
default under certain CDS contracts insured by FGIC UK Ltd., and ultimately may result in the
liquidation, administration or rehabilitation of FGIC UK Ltd., which may have a material impact
on FGIC’s business, results of operations and financial condition. FGIC has been in discussions
with a group of certain of its CDS counterparties about eliminating its exposure to such
termination payments in connection with its current circumstances, which could become a
component of the Surplus Restoration Plan.

e Although FGIC intends to continue to pursue various loss mitigation measures as described above
in Note 2, FGIC may be unable to consummate loss mitigation transactions sufficient to restore
FGIC’s surplus to policyholders to a level in excess of the $66,400 minimum required by the
Insurance Law. In the absence of significant successful loss mitigation transactions, FGIC will
continue to report a deficit in surplus to policyholders and the Superintendent may seek a court
order for appointment to act as rehabilitator or liquidator of FGIC. Moreover, in the absence of
these successful transactions and in the exercise of its fiduciary duties, FGIC’s Board of Directors
may request the Superintendent to seek such court appointment. In such circumstances, it is likely
that the Superintendent would institute such proceedings. If the Superintendent were to rehabilitate
or liquidate FGIC, it would have a material adverse impact on FGIC’s business, results of
operations and financial condition.

e There can be no assurance when or if claim payments by the Company will recommence. Any
continued suspension of FGIC’s ability to make claim payments could have a number of material
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Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

3. Description of Continuing Risks and Uncertainties, Assessment of the Company’s Ability to
Continue as a Going Concern, and Description of the Company’s On-Going Strategic Plan
(continued)

adverse consequences, including, but not limited to, (i) litigation, (ii) the occurrence of an event of
default under FGIC Corp.’s and FGIC’s Revolving Credit Agreement dated December 12, 2005,as
amended (the “Credit Agreement”, which would permit the lenders thereunder to accelerate the
repayment by FGIC Corp. of $46,000 of debt outstanding thereunder, (iii) the loss of access and
control rights under certain FGIC-insured transactions, (iv) subordination or withholding of
certain premium and/or reimbursement payments, and (v) the assertion of mark-to-market
termination payments by counterparties to FGIC’s insured CDS contracts with respect to contracts
on which FGIC fails to pay a claim or under which an event of default otherwise occurs as a result
of such suspension, as described above. There can be no assurance there would not be other
material adverse consequences for FGIC if FGIC is unable to recommence claims payments.
FGIC has received notices from trustees on certain transactions that assert that FGIC is in default
with respect to its obligations relating to such transactions as a result of the suspension of claims
payments and reserving the applicable trustee’s rights in connection with such default and, in
some cases, asserting that such trustee is withholding certain amounts otherwise payable to FGIC
or that FGIC no longer has control rights in relation to the underlying trusts.

e FGIC’s ability to pay dividends on its common stock and on its preferred stock to the holders
thereof is subject to restrictions contained in the Insurance Law. Due to FGIC’s statutory earned
surplus deficit at December 31, 2009, FGIC is prohibited by the Insurance Law from paying
dividends on its common stock or preferred stock. FGIC Corp.’s primary source of funds is
dividend receipts from FGIC; therefore, FGIC Corp.’s ability to make debt service payments
under the 6% Senior Notes due 2034 issued by FGIC Corp. under the Indenture dated January 12,
2004 and to meet its other cash needs is materially adversely impacted by FGIC’s inability to pay
dividends. Due to the limited funds available to FGIC Corp. to service its debts, FGIC Corp. did
not make the January 15, 2010 interest payment on such Senior Notes when due. See Note 15.

e FGIC has been named as a defendant in various lawsuits, and is subject to various governmental
inquiries. FGIC also faces the risk of litigation due to the suspension of claims payments. It is not
possible to predict whether additional suits will be filed or whether additional inquiries or requests
for information will be made, and it is also not possible to predict the outcome of litigation,
inquiries or requests for information. Management is unable to make a meaningful estimate of the
amount or range of loss that could result from unfavorable outcomes but, under some
circumstances, adverse results in any such proceedings could have a material and adverse impact
on FGIC’s business, results of operations, and financial condition. The outcome of some of these
legal proceedings and other contingencies could require FGIC to take or refrain from taking
actions which could adversely affect its business or could require FGIC to pay substantial amounts
of money. See Note 18 for further information.
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Financial Guaranty Insurance Company

Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
(Dollars in thousands)

4. Significant Accounting Policies

The accompanying financial statements of the Company have been prepared in conformity with statutory
accounting practices prescribed or permitted by the State of New York Insurance Department (SAP). The
preparation of financial statements in conformity with SAP requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and the accompanying notes.
Actual results could differ from those estimates, and those differences could be material.

Statutory practices differ in some respects from accounting principles generally accepted in the United
States (GAAP). Significant accounting policies, and variances from GAAP, where applicable, are as
follows:

Investments

Investments in bonds, preferred stock, and common stock are valued in accordance with the requirements
of the National Association of Insurance Commissioners (NAIC).

Bonds are generally stated at amortized cost, with premiums and discounts amortized to net income using
the effective interest method over the remaining term of the securities. Bonds with NAIC ratings of 3 or
lower are carried at the lower of amortized cost or fair value as determined by the Securities Valuation
Office.

Preferred stock is stated at cost.

For statutory reporting purposes, investments in wholly owned subsidiaries are recorded under the
statutory equity method based on the underlying GAAP equity and reported as common stock
investments. Changes in the value of subsidiaries are recorded as unrealized gains and losses and reported
as a component of unassigned surplus. Under statutory reporting, the reporting entity can discontinue
applying the equity method when the investment in a subsidiary is reduced to zero, and statutory reporting
does not provide for additional losses unless the reporting entity has guaranteed obligations of the
investee or is otherwise committed to provide further financial support for the investee. In connection
with the issuance of a CDS by FGIC Credit Products, FGIC issued a financial guaranty contract for the
benefit of the counterparty guaranteeing timely payment of FGIC Credit Products’ payment obligations
under the CDS. For statutory purposes, FGIC accounts for the financial guaranty as insurance, and
records losses as incurred. Under GAAP, subsidiaries are consolidated with the Company.

Short-term investments are stated at amortized cost, which approximates fair value. Realized gains and
losses on the sale of investments are determined based on the specific identification method.
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Notes to Statutory-Basis Financial Statements (continued)

December 31, 2009
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4. Significant Accounting Policies (continued)

All single class and multiclass mortgage-backed/asset-backed securities are valued at amortized cost using
the interest method, including anticipated prepayments. Prepayment assumptions are obtained from dealer
surveys or internal estimates and are based on the current interest rate and economic environment. All
such securities are adjusted for the effects of changes in prepayment assumptions on the related accretion
of discount or amortization of premium of such securities using the retrospective method.

Investments (excluding investment in wholly owned subsidiaries) that are determined to be other-than-
temporarily impaired are reduced to realizable value, establishing a new cost basis, with a charge to
realized loss at such date. As of June 30, 2009, the Company determined that it either had the intent to sell
or it was more likely than not that it would be required to sell its fixed maturity securities before recovery
of their amortized cost basis. Therefore, all unrealized losses are recorded through earnings and the new
cost basis is not adjusted for subsequent recoveries in fair value.

FGIC insured securities

FGIC insured securities are RMBS securities insured by FGIC that were purchased as part of loss
mitigation efforts. Under statutory reporting, these securities are carried at the lower of amortized cost or
fair value and included in “Other invested assets” on the Balance Sheets. Under GAAP, these securities
are carried at fair value.

Cash and Cash Equivalents

The Company considers all bank deposits, highly liquid securities money market securities and
certificates of deposit with maturities of three months or less at the date of purchase to be cash
equivalents. Cash equivalents are carried at cost, which approximates fair value. In the event that a highly
liquid or money market security is determined to be impaired, the security is adjusted to fair value and
included as Common Stock in accordance with NAIC regulations. Under GAAP, these securities are
adjusted to fair value and included in cash and cash equivalents.

Premium Revenue Recognition

For statutory purposes, premiums collected in a single payment at policy inception are earned in
proportion to the scheduled principal and interest payments rather than over a period in proportion to the
amount of insurance protection provided, as is the case under GAAP. Premiums collected periodically are
reflected in income pro rata over the period covered by the premium payment. The liability for unearned
premiums is reflected net of reinsurance. Ceded premiums are earned in a manner consistent with the
underlying policies. Under GAAP, ceded unearned premiums are reported as an asset. When an obligation
insured by the Company is refunded prior to the end of the expected policy coverage period, any
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4. Significant Accounting Policies (continued)

remaining unearned premium is recognized at that time. A refunding occurs when an insured obligation is
retired or legally defeased prior to stated maturity. Net premiums earned on refundings were $9,871 and
$253,850 for the years ended December 31, 2009 and 2008, respectively.

Policy Acquisition Costs

Policy acquisition costs include expenses that relate directly to and vary with premium production. Such
costs include compensation of employees involved in marketing, underwriting, and policy issuance
functions, rating agency fees, premium taxes, ceding commissions paid on assumed policies and certain
other expenses, offset by ceding commission income on premiums ceded to reinsurers. For statutory
purposes, such costs are charged to expense as incurred; under GAAP, they are deferred and amortized
over the period in which the related premiums are earned.

Credit Derivative Contracts

In connection with the issuance of a CDS by FGIC Credit Products, FGIC issues a financial guaranty
contract for the benefit of the counterparty guaranteeing timely payment of FGIC Credit Products’
payment obligations under the CDS. For statutory purposes, FGIC accounts for the financial guaranty as
insurance and records losses as incurred. Under GAAP, the insurance is considered a derivative and is
recorded at fair value.

Non-admitted Assets

Certain assets are charged directly against surplus, but are reflected as assets under GAAP. Such assets
principally include prepaid expenses, property and equipment, and adjusted gross deferred tax assets. In
accordance with the Insurance Law, investments in subsidiaries are non-admitted if their aggregate value
is in excess of fifty percent of the surplus to policyholders or sixty percent of the surplus of such insurer,
whichever is greater.

Ceded Balances Payable

Reinsurance receivables are netted against ceded balances payable on the statutory-basis balance sheets.
Under GAAP, reinsurance receivables are classified as an asset.

Loss and Loss Adjustment Expense Reserves

A loss reserve is recognized on a contract-by-contract basis for insured obligations as the present value of
expected net cash outflows to be paid under the contract using a discount rate as of the measurement date.
The discount rate used in calculating the net present value of estimated losses is based upon the average
rate of return on the Company’s admitted assets. The loss reserve is subsequently remeasured each
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4. Significant Accounting Policies (continued)

reporting period using a current discount rate for expected increases or decreases due to changes in the
likelihood of default and potential recoveries. Subsequent changes to the measurement of the loss liability
are recognized as loss incurred in the period of change. The amount of the discount at December 31, 2009
and 2008 was $1,951,638 and $1,716,483, respectively. Losses and loss adjustment expense reserves
include amounts discounted at 4.20% and 3.80% at December 31, 2009 and 2008, respectively. Under
GAAP, unpaid losses and loss adjustment expenses are reported on a gross basis (i.e., before reinsurance),
and are discounted based on the risk-free rate for the anticipated shortfall in excess of the related unearned
premium revenue (interest rates ranging from 0.4% to 4.5% and from 0.1% to 2.7% for 2009 and 2008,
respectively). The Company’s loss and loss adjustment expenses incurred are disclosed in Note 11.

The future expected net cash outflows are determined using internally developed models and represent an
estimate of the anticipated shortfall between (1) payments on insured obligations plus anticipated loss
adjustment expenses and (2) anticipated cash flow from, and proceeds to be received on, sales of any
collateral supporting the obligation and/or other anticipated recoveries.

The Company’s cash flow projection models are dependent on a number of assumptions that require
management to make judgments about the outcome of future events using historical and current market
data. Significant assumptions include the liquidation value of the assets supporting the insured
obligations, the volume and timing of collateral cash flows and the behavior of the underlying borrower.
Changes in any significant assumptions from time to time will affect the Company’s reserves and
financial results, possibly materially.

Reinsurance recoverable on losses is calculated in a manner consistent with the calculation of loss and
loss adjustment expenses. A liability is recorded for uncollateralized amounts due from reinsurers not
authorized to write financial guaranty business in New York.

Contingency Reserves

Contingency reserves are computed on the basis of statutory requirements for the security of all
policyholders, regardless of whether loss contingencies actually exist. The Company establishes
contingency reserves in accordance with New York State Insurance Law, which is consistent with the
requirements of SSAP 60, Financial Guaranty Insurance. Changes in the contingency reserve are charged
directly to surplus. Under GAAP, contingency reserves are not required. For the years ended December
31, 2009 and 2008, contingency reserve releases of $34,416 and $427,613, respectively, were recorded by
the Company and approved by NYID.
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4. Significant Accounting Policies (continued)
Foreign exchange

There are foreign exchange gains (losses) recognized for GAAP balance sheet items that are recorded in
non functional currency.

Federal Income Taxes

Deferred tax assets and liabilities are recognized to reflect the tax impact attributable to temporary
differences between the financial statement carrying amounts of assets and liabilities and their respective
tax bases.

Deferred tax assets and liabilities are measured using statutory tax rates expected to apply to taxable
income in the years in which temporary differences are expected to be recovered or settled and are
recorded as a component of surplus. Under GAAP, the effect of a change in tax rates on deferred tax
assets and liabilities is recognized in income in the period in which the change occurs. Under GAAP and
SAP, valuation allowance is established for deferred tax assets that are not expected to be realized.

The Company recognizes accrued interest and penalties related to unrecognized tax benefits where the
ultimate recognition is uncertain.

For tax return purposes, financial guaranty insurance companies are permitted to deduct from taxable
income, subject to certain limitations, amounts added to statutory contingency reserves. The amounts
deducted must be included in taxable income upon their release from the reserves.

The amounts deducted are allowed as deductions from taxable income and thus reduce taxes payable only
to the extent that U.S. Government noninterest-bearing tax and loss bonds are purchased and held in an
amount equal to the tax benefit attributable to such deductions.

Purchases of tax and loss bonds are reflected as admitted assets, while under GAAP they are recorded as
federal income tax payments.

Reinsurance

A liability is recorded for uncollateralized amounts due from reinsurers not authorized to write financial
guaranty business in New York. Changes in this liability are charged or credited directly to unassigned
surplus. Amounts due from carriers that are secured by letters of credit or trust agreements are not
included in this liability. Under GAAP, an allowance for amounts deemed uncollectible would be
established through a charge to earnings.
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4. Significant Accounting Policies (continued)

Reserves for losses and loss adjustment expenses and unearned premiums ceded to reinsurers have been
reported as reductions of the related reserves rather than as assets, as would be required under GAAP.
Prospective reinsurance premiums, losses, and loss adjustment expenses are accounted for on bases
consistent with those used in accounting for the original policies issued and the terms of the reinsurance
contracts.

Profit Commission

Under the terms of certain reinsurance agreements, the Company is entitled to receive profit commissions
if the actual loss experience for a particular underwriting year is less than a prescribed level. For statutory
purposes, the Company records such profit commissions when received. For GAAP purposes,
management’s best estimate of the ultimate amount recoverable by the Company is accrued and the
change each year is recorded in the Statements of Operations. As of December 31, 2008, the balance of
profit commission receivable was eliminated as a result of the reinsurance transaction with MBIA
Insurance Corporation (“MBIA”) (see Note 10).

Purchase Accounting

In a business combination under GAAP, the assets and the liabilities of the acquired entity are recorded at
fair value and the purchase price is pushed down to the subsidiary, with the differences between the
purchase price and the sum of the fair value of tangible and identifiable intangible assets acquired less
liabilities assumed, if positive, recorded as goodwill. For statutory purposes, these adjustments are not
recorded.

Consolidation

The accounts and operations of the Company’s subsidiaries are not consolidated with the accounts and
operations of the Company, as would be required under GAAP.

As part of its structured finance business, the Company insures debt obligations or certificates issued by
special purpose entities. For GAAP purposes, the Company consolidates the assets and liabilities of a
variable interest entity (VIE) if the Company is determined to be the primary beneficiary. For statutory
purposes, the VIE is not consolidated.

Capital Lease

The Company is party to lease agreements covering leasehold improvements and computer equipment.
For GAAP reporting, the leases are treated as a capital lease, and a liability is established for the present
value of the minimum lease payments. For statutory purposes, the leases are treated as an operating lease
and rental payments are charged to expense over the lease term.
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4. Significant Accounting Policies (continued)
Foreign Currency Translation

The Company has an established foreign branch, three wholly-owned subsidiaries in the
United Kingdom, and insured exposure from a former branch in France. The Company has determined
that the functional currencies of these entities are their local currencies. Accordingly, the assets and
liabilities of these foreign entities are translated into U.S. dollars at the rates of exchange existing at
December 31, 2009 and 2008, and revenues and expenses are translated at average monthly exchange
rates. The cumulative translation gains (losses) at December 31, 2009 and 2008 were $693 and $(6,440),
respectively, and are reported as a component of unassigned surplus.

Statements of Cash Flow

The statutory-basis statements of cash flow are presented in a specified format, which differs from the
format prescribed under GAAP. Cash, cash equivalents, and short-term investments in the statements of
cash flow represent cash balances and investments with initial maturities of one year or less. Under
GAAP, the corresponding caption of cash and cash equivalents includes cash balances and investments
with initial maturities of three months or less.

Comprehensive Income
Comprehensive income is not determined for statutory reporting purposes.
Property and Equipment

Property and equipment consists of office furniture, fixtures, computer equipment and software and
leasehold improvements that are reported at cost less accumulated depreciation for GAAP reporting. For
statutory reporting purposes these assets are non-admitted.

Stock Compensation

Employees of the Company may receive stock-based compensation under a FGIC Corp. stock incentive
plan that provides for stock-based compensation, including stock options, restricted stock awards, and
restricted stock units. The compensation expense associated with the stock-based compensation is
allocated to the Company by FGIC Corp. and is recorded as compensation expense and a capital
contribution to the Company. This capital contribution does not result in a cash payment; however it is
included in the Statement of Cash Flow consistent with the presentation in the Annual Statement.
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4. Significant Accounting Policies (continued)

Commitments

Although commitments are not insurance policies, commitments to issue financial guaranty insurance
policies are generally accounted for in the same manner as issued insurance policies. However, fees
received related to a commitment to issue a financial guaranty insurance policy are deferred until a policy
is issued, if any, and if the Company determines that it is unlikely that an insurance policy will be issued,
the commitment fee received is earned over the commitment period.

Reclassifications

Certain 2008 amounts in the Company’s statutory-basis financial statements have been reclassified to
conform to the 2009 financial statement presentation.

New Accounting Pronouncements

The NAIC adopted Statement of Statutory Accounting Principles (“SSAP”) No. 43 — Revised entitled
Loan-backed and Structured Securities, effective September 30, 2009. SSAP No. 43R establishes
principles for investments in loan-backed and structured securities and increased disclosures regarding
other-than-temporarily impaired securities (see Note 7).

In December 2009, the NAIC adopted an amendment to SSAP No. 60 entitled Financial Guaranty
Insurance. As a result of the amendment, the Company is required to provide additional disclosures
regarding the accounting for premiums and loss reserve liabilities (see Note 6 and Note 11).

In December 2009, the NAIC also adopted SSAP 10R entitled Income Taxes with an effective date of
year ended December 31, 2009. The revision increases the admissibility limits of deferred tax assets if
certain thresholds are met and requires a valuation allowance if it is more likely than not that some or all
of a gross deferred tax asset will not be realized.

Reconciliation of GAAP and SAP
The following is a reconciliation of net loss and stockholder’s equity for the Company and its subsidiaries

presented on a GAAP basis to the corresponding amounts for the Company prepared and reported using
SAP prescribed or permitted by the NYID for the periods indicated below:
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4. Significant Accounting Policies (continued)

GAAP-basis amount:
Unrealized losses (gains) on fixed maturity securities
held at fair value, net of tax
Unrealized losses (gains) from subsidiaries:
FGIC Credit Products LLC (CDS issuer)
All other subsidiaries
Premium revenue recognition
FGIC insured securities
Foreign exchange
Amortization / deferral of acquisition costs and
ceding commission income
Mark-to-market losses (gains) on financial guaranty
insurance treated as derivatives under GAAP
Non-admitted assets

Loss reserves (primarily related to insurance of CDS

contracts)
Contingency reserve
Provision for reinsurance
Deferral of income taxes
Recognition of profit commission
Purchase accounting adjustments, net of tax
Capital lease obligation
Other
Statutory-basis amount

5. Financial Guaranty Contracts

2009

2008

Net Stockholders’
Loss Deficit

Net
Loss

Stockholders’
Deficit

$  (893,802) $ (848,714) $ (1,105490) $  (7,631)

- (46,741)

(848,871) 240,828
- (25,475)
54,697  (179,503)
(16,317) (16,559)
(20,324) -

(20,276) 108,058

7,950 12,031
- (29,452)
152,549  (342,447)
- (168,284)

- (5,385)
(33,583) (9,656)
968 29,879

(251) -

(755,906)
(20,117)
38,819

83
199,450

(85,558)

361,908

799,699
4,654
3,151

(1,311)

13,223
1,090,475

(272,342)

92,318

3,942
(719,058)

(428,335)
(48,015)

762,167

19,168

251
(629)

$ (1,617,260) $ (1,281,420) $ (560,618) $ 505,534

In accordance with amendments to SSAP 60, Financial Guaranty Insurance, the Company is required to
provide additional information affecting the present and future recognition and measurement of financial

guarantee insurance contracts.
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5. Financial Guaranty Contracts (continued)

The following is a rollforward of the expected future premiums for the year ended December 31, 2009:

Year Ended
December 31,
2009
Beginning expected future premiums at December 31, 2008 $ 1,121,134
Premium payments received (117,453)
New business written -
Adjustments for changes in expected premiums, including impact
of terminations and FX movement (15,397)
Ending expected future premiums at December 31, 2009 $ 988,284

The following is a schedule of undiscounted premiums expected to be collected on financial guaranty
contracts as of December 31, 2009. These amounts are based on circumstances as of December 31, 2009
and could change as a result of changes affecting the underlying insured obligations:

Undiscounted
premium
expected to be
collected
Twelve months ended:
December 31, 2010 $ 102,633
December 31, 2011 92,080
December 31, 2012 79,877
December 31, 2013 68,315
Five years ended:
December 31, 2018 231,632
December 31, 2023 149,154
December 31, 2028 115,209
December 31, 2033 74,323
December 31, 2038 43,816
December 31, 2043 20,912
December 31, 2048 6,865
December 31, 2053 3,466
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5. Financial Guaranty Contracts (continued)

The following table presents the expected unearned premiums and the expected future premium earnings
on non-installment policies as of and for the periods presented. These amounts are based on circumstances
as of December 31, 2009 and could change as a result of changes affecting the underlying insured
obligations:

Total
Expected Future Expected
Premium Earnings Future
Unearned Other Non - Premium
Premiums Upfront Installment Earnings
Year ended:
December 31, 2009 $ 246,205 $ -3 - $ -
Twelve months ended:
December 31, 2010 228,537 8,057 9,612 17,669
December 31, 2011 214,693 7,972 5,872 13,844
December 31, 2012 201,524 8,080 5,089 13,169
December 31, 2013 188,961 7,737 4,825 12,563
Five years ended:
December 31, 2018 140,482 30,464 18,015 48,479
December 31, 2023 96,922 32,025 11,535 43,560
December 31, 2028 67,692 21,111 8,119 29,230
December 31, 2033 38,016 24,187 5,489 29,676
December 31, 2038 14,195 19,630 4,190 23,820
December 31, 2043 4,857 6,418 2,921 9,339
December 31, 2048 1,871 730 2,256 2,985

December 31, 2053 621 — 1,251 1,251
December 31, 2058 - - 621 621

As of December 31, 2009, unearned premiums amounted to $489,235 on installment contracts which
represents the remaining amount of premium that would have been recognized if all premiums had been
received at inception.

6. Fair Value Measurements

Accounting Standards Codification (“ASC”) Topic 820 specifies a fair value hierarchy based on whether

the inputs to valuation techniques used to measure fair value are observable or unobservable. Observable
inputs reflect market data obtained from independent sources, while unobservable inputs reflect the
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6. Fair Value Measurements (continued)

Company’s assumptions about market participants’ assumptions based on the best information available
in the circumstances. In accordance with ASC Topic 820, the fair value hierarchy prioritizes model inputs
into three broad levels: quoted prices for identical instruments in active markets are Level 1 inputs; quoted
prices for similar instruments in active markets, quoted prices for identical or similar instruments in
markets that are not active, and model-derived valuations in which all significant inputs and significant
value drivers are observable in active markets are Level 2 inputs; and model-driven valuations in which
one or more significant inputs or significant value drivers are unobservable are Level 3 inputs.

The following table sets forth the Company’s financial assets that were accounted for at fair value as of
December 31, 2009 and 2008 by level within the ASC Topic 820 fair value hierarchy. As required by
ASC Topic 820, financial assets are classified in their entirety based on the lowest level of input that is
significant to the fair value measurement.

December 31, 2009
Level 1 Level 2 Level 3 Total

Financial assets:

Fixed maturity securities, available for sale $ - § 87,640 S - § 87,640

Common stock - 4,728 - 4,728

Short-term investments — 170,651 — 170,651

Total assets at fair value $ - $263,019 $ - $263,019
December 31, 2008

Level 1 Level 2 Level 3 Total

Financial assets:

Fixed maturity securities, available for sale ~ $ - $223284 $ - $223,284
Preferred stock - 7,894 - 7,894
Common stock - 29,192 - 29,192
Short-term investments - 6,212 — 6,212
Total assets at fair value $ - $266582 $ - $266,582

Fixed maturity securities, preferred stock and common stock

Certain of the Company’s fixed maturity securities are classified as available for sale and are recorded at
lower of amortized cost or fair value as determined by the Securities Valuation Office. Short-term
investments are classified at cost which approximates fair value. Unrealized gains and losses on these
investments are recorded as a separate component of surplus.

Because many fixed income securities do not trade on a daily basis, information including benchmark
curves, benchmarking of like securities and matrix pricing are utilized to value the securities. Inputs to
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December 31, 2009

the valuation process include benchmark yields, reported trades, broker/dealer quotes, issuer spreads, two-
sided markets, benchmark securities, bids, offers and other reference data. Preferred and common stock
are valued consistent with the fixed maturity securities.

7. Investments

Investments in bonds carried at amortized cost of $3,768 and $3,770 as of December 31, 2009 and 2008,
respectively, were on deposit with various regulatory authorities, as required by law.

The amortized cost and fair values of investments in bonds, preferred stock, common stock and short-term

investments are as follows:

Gross Gross
Unrealized Unrealized
Amortized Holding Holding
Cost Gains Losses Fair Value
December 31, 2009
Obligations of states and political subdivisions $ 1,057,051 $ 57,738 $ - $ 1,114,789
Asset- and mortgage-backed securities 171,213 11,228 - 182,441
U.S. Treasury securities and obligations of
U.S. Government corporations and agencies 46,999 2,696 - 49,695
Debt securities issued by foreign governments 13,548 521 - 14,069
Corporate 34,330 1,709 - 36,039
Total bonds 1,323,141 73,892 — 1,397,033
Preferred stock 3,713 3,140 - 6,853
Common stock 4,728 - - 4,728
Short-term investments 170,651 — — 170,651
Total $ 1,502,233 $ 77,032 $ - $ 1,579,265
December 31, 2008
Obligations of states and political subdivisions $ 2,045922 $ 40,725 $ (49,538) $ 2,037,109
Asset- and mortgage-backed securities 237,774 4,409 (11,118) 231,065
U.S. Treasury securities and obligations of
U.S. Government corporations and agencies 63,480 9,169 - 72,649
Debt securities issued by foreign governments 16,397 551 3 16,945
Corporate 47,754 474 (1,010) 47,218
Total bonds 2,411,327 55,328 (61,669) 2,404,986
Preferred stock 7,894 - - 7,894
Common stock 29,192 - — 29,192
Short-term investments 6,212 1 - 6,213
Total $ 2,454,625 $ 55329 $ (61,669) $ 2,448,285
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7. Investments (continued)

The carrying values of the Company’s investment in the equity of its subsidiaries were $22,121 and
$17,105 at December 31, 2009 and 2008, respectively. Investment in the equity of its subsidiaries were
non-admitted due to the Company’s surplus deficit (see Note 4). Included in the change in net unrealized
losses for the years ended December 31, 2009 and 2008 were $2,783 and $20,876, respectively, related to
the change in carrying values of the Company’s investments in its subsidiaries and affiliates.

During 2008 and 2009, the Company determined that it either did not have the intent to hold certain fixed
income securities until their fair value exceeded their amortized cost or that it had the intent to sell its
fixed income securities or it is more likely than not that the Company will be required to sell these
securities before recovery of their amortized cost basis. As a result, the Company recorded other-than-
temporary impairment losses on its fixed income securities of $55,834 and $41,931 for the years ended
December 31, 2009 and 2008, respectively. These losses are included in “Net realized capital losses net of
tax” in the Statements of Operations and represent the difference between the amortized cost basis and its
fair value at the balance sheet date. Net realized capital losses net of tax for the years ended December 31,
2009 and 2008 also includes $5,023 and $2,266, respectively, of a realized loss on cash equivalents
related to an other-than-temporary impairment.
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7. Investments (continued)

In accordance with SSAP 43R, information related to other-than-temporarily impaired asset-and
mortgage-backed securities is shown below.

Other-than-
December 31, December 31, December 31, Temporary
2008 2009 2009 Fair Impairment
Security Description Amortized Cost Amortized Cost Value Loss Recognized
Banc of America Comm Mort Inc 2005-1 A4 $ 3,407 $ 3,237 $ 3,473 $ 198
Banc of America Comm Mort Inc 2005-3 A3A 3,006 2,767 2,984 279
Banc of America Commercial Series 2006-4 A4 4,951 - - 1,085
CS First Boston Mortgage 5,003 - - 403
Credit Suisse Mortgage Capital 2006-C5 A3 5,019 3,494 4,171 1,591
First Union National Bank Comm 2000-C1 A2 2,901 1,030 1,029 -
GMAC Commercial Mortgage 2005-C1 A5 2,458 - - 257
GS Mortgage Securities Corp 11 2005-GG4 A3 3,566 3,253 3,569 415
JP Morgan Chase Commercial Series 2007-CB18 A4 3,542 2,711 3,093 869
LB-UBS Commercial Mortgage Series 2007-C2 A3 1,958 1,432 1,684 548
LB UBS Commercial Mortgage 2005-C5 AM 3,863 2,606 3,154 1,325
LB UBS Commercial Mortgage 2002-C1 B 3,004 2,952 3,162 58
LB UBS Commercial Mortgage 2002-C1 E 2,303 2,093 2,238 249
JP Morgan Comml Mtg Finance 2000-C10 A2 2,735 642 642 1
Morgan Stanley Capital |1 2005-HQ6 A2A 3,503 3,447 3,514 89
Morgan Stanley Dean Witter 2002-HQ B 5,533 5,519 5,914 6
Morgan Stanley Dean Witter 2002-HQ C 3,001 2,995 3,223 2
Wachovia Bank Commercial Mortg 2006-C27 A3 4,717 3,802 4,257 958
Wachovia Bank Commercial Mortg 2006-C29 A4 5,019 3,871 4,692 1,198
Total $ 69,489 $ 45,851 $ 50,799 $ 9,531

The amortized cost and fair value of the investment portfolio at December 31, 2009, by contractual
maturity date, are shown below. Expected maturities may differ from contractual maturities because
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.
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7. Investments (continued)

Amortized

Cost Fair Value
Due in one year $ 36352 $ 36,593
Due after one through five years 230,852 244,456
Due after five years through ten years 279,557 295,745
Due after ten years 624,301 660,072
Asset- and mortgage-backed securities 171,213 182,441
Total $ 1,342,275 $ 1,419,307

As of December 31, 2009, the Company did not have more than 5% of its investment portfolio
concentrated in a single issuer or industry other than government agencies; however, the Company had

the following investment concentrations by state.

Fair Value
New York $ 96,456
Texas 93,811
California 90,735
Illinois 90,465
Massachusetts 78,526
Michigan 69,411
Florida 44,198
New Jersey 39,984
Wisconsin 28,501
Arizona 28,257
Subtotal 660,344
All other states 322,923
All other investments 595,998
Total $ 1,579,265
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Net investment income of the Company was derived from the following sources.

Year Ended
December 31
2009 2008

Income from bonds $ 81,871 $ 136,672
Income from preferred stocks 846 848
Income from common stocks - 861
Income from cash, cash equivalents and short-term investments 965 10,048
Total investment income 83,682 148,429
Investment expenses (2,994) (3,978)
Net investment income $ 80,688 $ 144451

In 2009 and 2008, proceeds from sales of investments in bonds carried at amortized cost were $1,067,657,
and $1,281,374, respectively. For 2009 and 2008, gross realized gains of $51,940 and $41,607,
respectively, and gross realized losses of $2,393 and $819, respectively, were realized on such sales.

8. Business Restructuring

During the fourth quarter of 2008, the Company initiated a workforce reduction and incurred a
restructuring charge of $19,905 that was included in “Other underwriting expenses” incurred in the
Statements of Operations. During the fourth quarter of 2008, $2,709 of involuntary termination benefits
and $2,137 of other restructuring related charges were paid. The terms of the workforce reduction,
including the involuntary termination benefits to be received by affected employees, were communicated
by the Company in the fourth quarter of 2008. The Company incurred additional expense of $2,016
during the year ended December 31, 2009 in relation to a further workforce reduction. As of December
31, 2009, $13,198 of involuntary termination benefits were paid and the balance of $3,879 is recorded in
“Accounts payable and accrued expenses” on the Balance Sheet. The Company expects to pay the
majority of this balance prior to December 31, 2010.

In connection with the workforce reduction, the Company ceased using approximately 50% of its leased
office space in the fourth quarter of 2008. Accordingly, the Company recorded a liability of $1,391 in the
fourth quarter of 2008, representing the Company’s liability for the remaining lease term reduced by
estimated sublease rentals. During the year ended December 31, 2009, the Company ceased using an
additional 25% of its leased office space. During the year ended December 31, 2009, the Company
incurred additional expense of $6,343 as it increased the liability due to ceasing use of the additional
space and adjustments to estimated net cash flows. The liability will be adjusted in future periods to
reflect revisions to estimated cash flows. The liability is recorded as a component of “Accounts payable
and accrued expenses” on the Balance Sheet at December 31, 2009 and the corresponding expense was
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8. Business Restructuring (continued)

recorded in “Other underwriting expenses” incurred in the Statements of Operations. The Company also
recorded a write-off of leasehold improvements in the amount of $9,498 in fourth quarter of 2008 related
to the vacated office space. The Company recorded a write-off of leasehold improvements of $501 for the
year ended December 31, 2009. The charges for the write-off of leasehold improvements were included in
“Other underwriting expenses” incurred in the Consolidated Statements of Operations.

As discussed in Note 2 above, FGIC has formulated a comprehensive restructuring plan. Amounts related
to this plan will be expensed as incurred.

9. Federal Income Taxes

The Company files a consolidated U.S. federal income tax return with FGIC Corp. The method of
allocation between FGIC Corp. and its subsidiaries is determined under a tax sharing agreement approved
by FGIC Corp.’s and the Company’s Board of Directors and the New York State Insurance Department,
and is based upon separate return calculations. Wholly owned subsidiaries of both the Company and
FGIC Corp. are also parties to the tax sharing agreement.

The following is a reconciliation of current federal income taxes computed on loss before provision for
federal and foreign income taxes at the statutory rate and the provision for current federal income taxes.

Year Ended December 31
2009 2008

Income taxes computed on loss before provision for federal

and foreign income taxes, at the statutory rate $ (576,878) $ (195,813)
Tax effect of:

Tax-exempt interest (19,301) (34,330)

Deferred tax expense 563,540 227,012

Other, net 1,675 4,399
(Benefit) provision for federal and foreign income taxes $ (30964 $ 1,269
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9. Federal Income Taxes (continued)

The composition of total tax expense for the years ended December 31, 2009 and 2008 is as follows:

Year Ended
December 31
2009 2008
Current:
Federal $ (31,348) $ 995
Foreign 384 667
(30,964) 1,662
Federal income tax on net capital gains - (393)
Federal and foreign income tax (benefit) expense $ (30,964) $ 1,269

The changes in net deferred income taxes, inclusive of non-admitted assets, are comprised of the
following:

Year Ended
December 31
2009 2008
Increase (decrease) in deferred tax assets $ 563,653 $ 224,000
(Increase) decrease in deferred tax liabilities (113) 3,013
Net change in deferred taxes $ 563,540 $ 227,013

As of December 31, 2009, the Company had a domestic net operating loss carryforward of $3,588,428 for
tax purposes, which will be available to offset future taxable income. If not used, the carryforward will
start expiring in 2027 through 2029 depending on the originating year.

The Worker, Homeownership, and Business Assistance Act of 2009 (the “Act”), passed November 6,
2009, permits taxpayers to carryback 2008 or 2009 net operating losses (“NOLs”) for up to five years.
The Act also suspended the 90-percent income limitation on the use of NOLs for determining alternative
minimum tax (“AMT?”) for any of the carryback years. In December 2009, the Company filed a refund
claim with the IRS in the amount of $25,334 by electing to carryback a portion of its 2008 NOL. As a
result, the Company was able to realize a $25,334 tax benefit in 2009. The refund was received in
January 2010. The 2009 tax benefit was realized as previously recorded deferred tax assets for NOL
carryforwards and AMT credits had been offset by a full valuation allowance. As of December 31, 2009,
there is no AMT credit carryfoward as the 2008 NOL carryback eliminated all prior years” AMT. The
amount of federal income taxes incurred and available for recoupment in the event of future losses is $0.
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9. Federal Income Taxes (continued)

In accordance with SSAP 10(R), the Company evaluates its deferred income tax asset to determine if
valuation allowances are required. SSAP 10(R) requires that companies assess whether valuation
allowances should be established based on the consideration of all available evidence using a “more likely
than not” standard. In making such judgments, significant weight is given to evidence that can be
objectively verified. Management believes it is more likely than not that the amortization of the net
unearned premium reserve, collection of future installment premiums on contracts already written, and
income from the investment portfolio will not generate sufficient taxable income to realize the deferred
tax asset that currently exists. Accordingly, a full valuation allowance was established against the
Company’s domestic net deferred tax asset of $1,306,976 as of December 31, 2009. The Company will
continue to analyze the need for a valuation allowance on a quarterly basis.

The following table presents the total of deferred tax assets and liabilities by tax character:

December 31
2009 2008

Deferred tax assets:

Ordinary income $ 1,287,716 $ 15,191

Capital gains 21,547 6,928
Gross deferred tax asset 1,309,263 745,610
Valuation allowance (1,306,976) -
Adjusted deferred tax asset 2,287 -
Nonadmitted adjusted deferred tax asset - (712,108)
Total admitted gross deferred tax asset 2,287 33,502
Deferred tax liabilities:

Ordinary income (558) (439)

Capital gains (1,729) (352)
Total gross deferred tax liability (2,287) (1,000)
Net admitted deferred tax asset $ - $ 32,502
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9. Federal Income Taxes (continued)

The tax effects of temporary differences that give rise to significant portions of the net deferred tax asset

at December 31, 2009 and 2008 are presented below by tax component:

December 31
2009 2008

Deferred tax assets:
Premiums revenue recognition $

14,684 $ 15191

Nonadmitted assets 5,786 6,928
Alternative minimum tax credit carryforward - 8,816
Net operating loss carryforward 1,255,950 687,012
Impairment losses on investments 21,547 14,676
Deferred compensation 4,287 8,607
Other 7,009 4,380
Gross deferred tax asset 1,309,263 745,610
Valuation allowance (1,306,976) -
Adjusted deferred tax asset 2,287 -
Nonadmitted adjusted deferred tax asset - (712,108)
Total admitted gross deferred tax asset 2,287 33,502
Deferred tax liabilities:
Foreign currency (1,615) (439)
Discount on bonds (352) (352)
Other (320) (209)
Total gross deferred tax liability (2,287) (1,000)
Net admitted deferred tax asset $ - $ 32,502

During the third quarter of 2008, the IRS commenced an examination of FGIC Corp.’s consolidated U.S.
federal income tax returns for the years ended December 31, 2005, 2006 and 2007. During 2009, the IRS
commenced an examination of FGIC Corp.’s consolidated U.S. federal income tax return for the year
ended December 31, 2008. In the opinion of management, adequate provision has been made for any
additional taxes that may become due as a result of current or future examinations by tax authorities.

10. Reinsurance

Reinsurance is a commitment by one insurance company (the reinsurer) to reimburse another insurance
company (the ceding company) for a specified portion of the insurance risks under policies issued by the
ceding company in consideration for a portion of the related premiums received. The ceding company
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10. Reinsurance (continued)

typically will receive a ceding commission from the reinsurer. The ceding company is not relieved of its
primary obligation to the policyholder in a reinsurance transaction.

The Company used reinsurance to increase its capacity to write insurance for obligations of large,
frequent issuers; to meet internal, rating agency or regulatory single risk limits; to diversify risk; and to
manage rating agency and regulatory capital requirements. The Company arranged reinsurance on both a
facultative (transaction-by-transaction) basis and on a proportional share basis.

In 2008, the Company reinsured a significant portion of its public finance portfolio as described below.
The reinsurance transaction was approved by the NYID.

As a primary insurer, the Company is required to fulfill all its obligations to policyholders even where a
reinsurer fails to perform its obligations under the applicable reinsurance agreement. The Company
regularly monitors the financial condition of its reinsurers. The Company evaluated the financial
condition of its reinsurers and recorded an allowance for unrecoverable reinsurance of $1,003 as of
December 31, 2009 for a reinsurer that was rated below investment grade.

Under most of the Company’s reinsurance agreements, the Company has the right to reassume all the
exposure ceded to a reinsurer (and receive all the remaining unearned premiums ceded) in the event of a
ratings downgrade of the reinsurer or the occurrence of certain other events. In certain of these cases, the
Company also has the right to impose additional ceding commissions.

Under certain reinsurance agreements, the Company holds collateral in the form of letters of credit and
trust agreements. Such collateral totaled $183,407 at December 31, 2009 and can be drawn on in the event
of default by a reinsurer.

The effects of reinsurance on premiums written and earned are as follows:

Year Ended December 31
2009 2008
Written Earned Written Earned

Direct premiums $ 86,253 $178,388 $ 114,858 $ 494,628
Assumed premiums:

Affiliates 22,548 25,832 30,942 37,954

Non-affiliates 754 1,071 (14,226) 3,354
Ceded premiums:

Affiliates (3,220) (4,842) 1,471 (12,536)

Non-affiliates (8,019)  (80,397)  (874,135) (92,188)
Net premiums $ 98316 $ 120,052 $(741,090) $ 431,212
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10. Reinsurance (continued)

On September 30, 2008, FGIC entered into a reinsurance agreement with MBIA Insurance Corporation
(“MBIA”), under which MBIA reinsured certain policies covering approximately $188 billion of FGIC’s
U.S. public finance insured par outstanding. The reinsurance provided by MBIA will enable covered
policyholders to make claims for payment directly against MBIA in accordance with the terms of the
reinsurance agreement. FGIC paid a reinsurance premium to MBIA of $915,479, net of existing
reinsurance associated with the covered policies. The reinsurance agreement also provided for MBIA to
pay FGIC a ceding commission of $196,721. In connection with the MBIA reinsurance transaction, FGIC
reassumed from third party reinsurers certain policies covering approximately $14 billion of FGIC’s U.S.
public finance insured par outstanding risk, and FGIC contemporaneously ceded approximately $12
billion of this risk to MBIA. The MBIA reinsured par outstanding, reinsurance premium and ceding
commission include amounts related to these policies. In February 2009, MBIA announced that, effective
as of January 1, 2009, with the prior approval of NYID, it had assigned its rights and obligations under
the reinsurance agreement and the related trust agreement to National Public Finance Guarantee
Corporation (“National”), an Illinois stock insurance company, which has assumed MBIA’s responsibility
for these policies.

FGIC assumed exposure of approximately $848,300 in par amount as of December 31, 2008, from non
affiliated financial guarantors (“ceding companies”) under reinsurance agreements.

As a result of the downgrade in the Company’s financial strength ratings, a ceding company may have the
ability either to reassume the exposures ceded and receive the remaining unearned premiums, or to
impose additional ceding commissions. In March 2009, FGIC received a notice from one of the ceding
companies pursuant to which the ceding company purports to terminate the related reinsurance agreement
based on the downgrade of FGIC’s financial strength ratings by Moody’s and S&P. FGIC has reserved all
its rights in respect of this notice and has notified the ceding company that it disputes the notice and the
settlement amounts claimed.

The amounts deducted from unearned premiums for reinsurance ceded to other companies were $949,318
and $1,023,319 at December 31, 2009 and 2008, respectively. The amount of commissions that would be
required to be returned by the Company if all reinsurance was canceled was $197,938 and $212,825 at
December 31, 2009 and 2008, respectively. The amounts deducted from loss reserves for reinsurance
ceded were $105,990 and $112,235 at December 31, 2009 and 2008, respectively. The amount of loss
adjustment expenses for reinsurance ceded were $286 and $1,344 for December 31, 2009 and 2008.

Amounts payable or recoverable for reinsurance on paid or unpaid losses are not subject to periodic or
maximum limits.
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Activity in the reserve for losses and loss adjustment expenses (LAE) is summarized as follows:

Year Ended December 31
2009 2008

Net balance at beginning of period $ 2,083426 $ 1,953,311
Incurred related to:

Current year 454,592 1,070,111

Prior years 1,350,934 75,950
Total incurred 1,805,526 1,146,061
Paid related to:

Current year (115,337) (55,340)

Prior years (1,164,868) (960,606)
Total paid (1,280,205) (1,015,946)
Net balance at end of period $ 2,608,747 $ 2,083,426

Reserves for incurred losses and LAE attributable to the insured bond portfolio have increased to
$2,608,747 at December 31, 2009 from $2,083,426 at December 31, 2008. The net loss and loss
adjustment expense activity for the year ended December 31, 2009 was mainly attributable to incurred
losses for financial guaranty obligations covering RMBS and ABS CDOs, as a result of continued
deterioration, partially offset by a reduction in reserves for claim payments made during the year and the
completion of loss mitigation transactions in respect of various ABS CDO and RMBS transactions.
Reserves at December 31, 2009 relate predominantly to RMBS transactions.

The net loss and loss adjustment expense activity for the year ended December 31, 2008 primarily
consists of the establishment of additional loss reserves for financial guaranty obligations impacted by the
deterioration in mortgage underwriting quality in the U.S. mortgage market during 2007 and 2006 offset
by the reduction of loss reserves related to the settlement of an outstanding commitment agreement.

As of December 31, 2009, the Company has received, but as a result of the NYID Order, has not paid
$179,255 in claims.

The Company recorded an incurred loss, net of reinsurance, of $74,817 and $54,724 on its guarantees of
sewer revenue warrants issued by Jefferson County, Alabama (“Jefferson County guarantees™) for the
years ended December 31, 2009 and 2008, respectively. For the years ended December 31, 2009 and
2008, the Company paid claims, net of reinsurance, of $96,061 and $3,304 on the Jefferson County
guarantees. At December 31, 2009 and 2008 loss reserves, net of reinsurance, was $30,175 and $51,420,
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11. Losses and Loss Adjustment Expenses (continued)

respectively. The estimated incurred losses were recorded based on management’s assessment that the
revenues from the sewer system will be insufficient to pay scheduled principal and interest. The estimated
incurred losses were necessarily based upon estimates and subjective judgments about the outcomes of
future events. The incurred losses will be adjusted as additional information becomes available and
differences between estimated and actual results may be material. At December 31, 2009, the net principal
outstanding on the Jefferson County guarantees was $1,177,333.

The Company incurred loss adjustment expenses, net of reinsurance, of $724 and $5,754 on the Jefferson
County guarantees for the years ended December 31, 2009 and 2008, respectively. For the years ended
December 