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NOTICE OF DEBTOR'S MOTION FOR ORDER (1) DETERMINING THAT CLAIM
NUMBERS 3694 AND 3699 FILED BY DEPARTMENT OF THE TREASURY -
INTERNAL REVENUE SERVICE SHALL BE ESTIMATED PURSUANT TO
BANKRUPTCY CODE SECTION 502(c), AND (2) SETTING PROCEDURES, AND
HEARING DATE, FOR ESTIMATION OF THE IRS CLAIMS INCLUSIVE OF
DETERMINATIONS PURSUANT TO BANKRUPTCY CODE SECTION 505(a) OF THE
DEBTOR'S LIABILITY FOR TAXES OWED AS A RESULT OF LOSSES INCURRED
ON ITS POST-2004 CONTRACTS

PLEASE TAKE NOTICE that on October 12, 2011, Ambac Financial Group, Inc., as
debtor and debtor in possession in the above-captioned chapter 11 case ("AFG" or the "Debtor")
filed the attached Debtor's Motion for Order (1) Determining that Claim Numbers 3694 and
3699 Filed by Department of the Treasury — Internal Revenue Service Shall be Estimated
Pursuant to Bankruptcy Code Section 502(c) and (2) Setting Procedures, and Hearing Date, For
Estimation of the IRS Claims, Inclusive of Determinations Pursuant to Bankruptcy Code
Section 505(a) of the Debtor's Liability for Taxes Owed as a Result of Losses Incurred on its

Post-2004 Contracts (the "Motion") with the United States Bankruptcy Court for the Southern

District of New York (the "Bankruptcy Court"). A hearing to consider the Motion is scheduled

for October 26, 2011 at 10:00 a.m. (prevailing Eastern Time) before the Honorable Shelley C.
Chapman, United States Bankruptcy Judge, in Courtroom 610 at the Bankruptcy Court, One
Bowling Green, New York, New York 10004.

PLEASE TAKE FURTHER NOTICE that any objection to the Motion must be in
writing, conform to the Federal Rules of Bankruptcy Procedure, the Local Bankruptcy Rules for
the Southern District of New York, and the Amended Notice, Case Management, and
Administrative Procedures approved by the Bankruptcy Court [Docket No. 75], be filed
electronically by registered users of the Bankruptcy Court's electronic case filing system, and be

served, so as to be received no later than October 19, 2011 at 4:00 p.m. (prevailing Eastern
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Time), by (i) the chambers of the Honorable Shelley C. Chapman, United States Bankruptcy
Judge, One Bowling Green, Courtroom 610, New York, New York 10004; (ii) counsel for the
Debtor, Dewey & LeBoeuf LLP, Attn: Peter A. Ivanick, 1301 Avenue of the Americas, New
York, New York 10019; (iii) counsel for the statutory committee of creditors, Morrison &
Foerster LLP, Attn: Anthony Princi, 1290 Avenue of the Americas, New York, New York
10104; (iv) counsel for the Office of the Commissioner of Insurance of the State of Wisconsin,
Foley & Lardner LLP, Attn: Frank W. DiCastri, 777 East Wisconsin Avenue, Milwaukee,
Wisconsin 53202; (v) the Office of the United States Trustee for the Southern District of New
York, Attn: Brian S. Masumoto, 33 Whitehall Street, 21st Floor, New York, New York, 10004;
(vi) the U.S. Attorney, as counsel to the IRS; (vii) the civil process clerk at the office of the
United States Attorney for the Southern District of New York, (viii) the Attorney General of the
United States, and (ix) the District Director of the IRS, and (x) all entities which have filed a
written request for notice pursuant to Rules 9014 and 2002 of the Federal Rules of Bankruptcy

Procedure.
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PLEASE TAKE FURTHER NOTICE that if no objection to the Motion is timely filed
and served, the Bankruptcy Court may enter an order granting the relief requested in the Motion
without further notice or opportunity to be heard.

Dated: October 12, 2011 Respectfully Submitted,
New York, New York
/s/ Peter A. Ivanick
Martin J. Bienenstock
Peter A. lvanick
Lawrence M. Hill
Lynn W. Roberts
DEWEY & LEBOEUF LLP
1301 Avenue of the Americas
New York, New York 10019
Tel: (212) 259-8000
Fax: (212) 259-6333

-and -

Todd L. Padnos (admitted pro hac vice)
DEWEY & LEBOEUF LLP

1950 University Avenue, Suite 500
East Palo Alto, California 94303

Tel: (650) 845-7000

Fax: (650) 845-7333

Attorneys for the Debtor and Debtor in Possession
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DEBTOR'S MOTION FOR ORDER (1) DETERMINING THAT CLAIM NUMBERS
3694 AND 3699 FILED BY DEPARTMENT OF THE TREASURY - INTERNAL
REVENUE SERVICE SHALL BE ESTIMATED PURSUANT TO BANKRUPTCY CODE
SECTION 502(c), AND (2) SETTING PROCEDURES, AND HEARING DATE,
FOR ESTIMATION OF THE IRS CLAIMS INCLUSIVE OF DETERMINATIONS
PURSUANT TO BANKRUPTCY CODE SECTION 505(a) OF THE DEBTOR'S
LIABILITY FOR TAXES OWED AS A RESULT OF LOSSES INCURRED
ON ITS POST-2004 CONTRACTS

TO THE HONORABLE SHELLEY C. CHAPMAN,
UNITED STATES BANKRUPTCY JUDGE:

Ambac Financial Group, Inc., as debtor and debtor in possession in the above-captioned

chapter 11 case (the "Debtor"” or "AFG"), by and through its undersigned counsel, hereby

submits this motion (the "Motion™) for entry of an Order (1) determining that claim numbers
3694 and 3699 (the "IRS Claims") filed by Department of the Treasury — Internal Revenue
Service shall be estimated pursuant to Bankruptcy Code Section 502(c), and (2) setting
procedures, and a hearing date, for estimation of the IRS Claims inclusive of the determination
pursuant to Bankruptcy Code Section 505(a) of certain Unresolved Tax Issues (defined below, in
Relief Requested, as the "Unresolved Tax Issues™). The issues to be resolved at the hearing
requested by this Motion determine the extent to which the Debtor may legally assert net
operating losses ("NOLs"), which were incurred on "pay-as-you-go" credit default swap
contracts ("CDS") issued by subsidiaries of the Debtor after 2004 (the "Post-2004 Contracts").
Resolution of issues concerning the existence of NOLSs is necessary to estimate and/or determine
the IRS Claims, and allows calculation of the amount of the Debtor's past and future tax liability.
In support of this Motion, the Debtor respectfully represents:

Preliminary Statement

1. The core of the dispute between the Debtor and the IRS — and a critical

uncertainty creating an impediment to confirmation by this Debtor of a feasible chapter 11

2
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reorganization plan - is whether the impairment losses on the Post-2004 Contracts, which
generated NOLs, were properly determined by the Debtor. Resolution of the related
Unresolved Tax Issues is dispositive of whether NOLSs existed to be carried back to earlier tax
years as reported on AFG’s 2007 and 2008 consolidated federal tax returns (*"Tax Returns," and
each, a "Tax Return"), thus generating the tax refunds (the "Tax Refunds") that are the subject
of the IRS Claims, and whether unused NOLs exist that may be carried forward and used in
future years.

2. The Debtor has calculated the NOLs generated by the Post-2004 Contracts, from
issuance through tax year 2010, to have a face value equal to approximately $7 Billion (USD).
A portion of the NOLs generated by the Post-2004 Contracts have been asserted in Tax Returns
filed by AFG pre-petition or by the Debtor post-petition, and the Debtor calculates the
remaining NOLSs related to the Post-2004 Contracts to have a face value equal to approximately
$4.7 Billion (USD). The NOLs may be the most valuable asset of the Debtor's estate, and
without determination of their amount, the Debtor's liability for the IRS Claims remains
contingent and unliquidated, and the Debtor's ability to confirm a plan of reorganization is
severely impaired. Confirmation and consummation of a plan by this Debtor depend greatly
upon the speedy resolution of the disputed issues raised by the IRS. Absent resolution as per
this Motion, prolonged litigation will doom the restructuring effort, even if the Debtor
ultimately prevails.

3. Moreover, the time and expense of fully litigating the IRS Claims and underlying
disputes to a final resolution pursuant to the Federal Rules of Civil Procedure will certainly
trigger conversion of the Debtor's Chapter 11 reorganization effort to liquidation under chapter

7, because the Debtor will run out of money, despite the agreement (more fully described in
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paragraph 35 below) by Ambac Assurance Corporation ("AAC"), a wholly-owned subsidiary of
the Debtor, to pay 85% of its costs. (Notably, the IRS has taken substantial discovery to date in
the Adversary Proceeding (defined below) and the parties have engaged in lengthy mediation
sessions.)

4, In contrast, expediting the adjudication of the IRS Claims and the underlying
disputes will not prejudice the IRS, inasmuch as the IRS has already had almost a full year to
conduct discovery in the Adversary Proceeding (defined below) and the parties have engaged in
lengthy mediation.

5. Therefore, this is the clearest possible case to invoke Bankruptcy Code
section 502(c), which mandates estimation of contingent or unliquidated claims as to which
non-abbreviated liquidation would otherwise unduly delay administration of the case, and to
exercise the authority conferred by section 505(a) of the Bankruptcy Code, which gives this
Court subject matter jurisdiction to determine the Debtor's liability for, and the amount of, any
tax, in a time frame that enables the Debtor to reorganize in the face of an unresolved claim
asserted by a taxing authority and great uncertainties as to the Debtor's rights in NOLs and
liabilities for taxes.

Procedural History

6. On November 8, 2010, the Debtor commenced a voluntary case under Chapter 11

of title 11 of the United States Code (the "Bankruptcy Code"). The Debtor was prompted to file

this case as a result of the issuance by the IRS, on October 28, 2010 of an Information
Document Request (the "IDR") relating to tax refunds issued to AFG based on the NOLs
reflected on AFG's 2007 and 2008 Tax Returns and concerns as to the IRS's intention to
summarily assess and recapture the Tax Refunds. Because of the threat of immediate

assessment without formal notice and IRS collection aimed at AFG and its subsidiaries, which

4
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(absent injunction) could include liens and levies on assets of all entities in the Debtor's
consolidated group, the Debtor sought protection under chapter 11 on November 8, 2010. The

IRS issued Notices of Proposed Adjustment ("NOPAs") on May 4, 2011, and on May 10, 2011.

The NOPAs included (as annexed thereto) an IRS Engineer's Reports, which raised specific
disputes to AFG's tax treatment of the Post-2004 Contracts and calculation of NOLs, as well as
with the Tax Returns filed in 2007, 2008 and 2009 (the 2009 tax return being also a "Tax
Return™). The IDR and the NOPAs, together with the IRS Engineer's Reports annexed to the
NOPAs, are attached hereto as "Exhibit A™).

7. The IRS filed the IRS Claims on May 5, 2011, thereby asserting a priority claim
against the Debtor of $807,242,021.91 for return of the Tax Refunds claimed in the Tax Returns
for 2007 and 2008, and for other related charges, which the IRS contends to have been claimed
in error by AFG, based on the same reasons set forth in the NOPAs. The Debtor filed its
Objections to the IRS Claims on June 5, 2011. The IRS Claims and the Debtor's Objections
thereto are attached hereto as Exhibit B.

8. On November 9, 2010, the Debtor initiated a declaratory judgment proceeding,

Adv. Pro. Case No. 10-4210 (SCC) (the "Adversary Proceeding"), against the IRS by filing a

complaint with the Bankruptcy Court [Adv. Pro. Docket No. 1] (the "Complaint™), seeking, in
part, to obtain an injunction pursuant to Bankruptcy Code sections 362(a) and 105(a) to prevent
IRS from taking any enforcement action against AFG and its subsidiaries. The Complaint also
addresses the merits of the parties’ dispute and contends, among other things, that the Debtor
applied the proper accounting method and discount rate with respect to its losses on the Post-

2004 Contracts.
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9. Determining the proper tax treatment and calculation of NOLs arising from the
performance of the Post-2004 Contracts is necessary to estimate the IRS Claims. This court has
subject matter jurisdiction and also has the discretionary authority under section 505(a) of the
Bankruptcy Code to finally determine the Unresolved Tax Issues and to estimate the IRS
Claims. The issues are joined, integrally related and ripe for adjudication.

10.  Without a speedy and final determination of the Unresolved Tax Issues upon
completion of the hearing requested by this Motion, the Debtor's reorganization effort will be
doomed. The Debtor could run out of the cash needed to confirm and go effective with its
reorganization plan if resolution of these issues is delayed even three (3) months.

11. Moreover, the IRS Claims cannot be ascertained or calculated without a
determination of the Unresolved Tax Issues, and therefore, the IRS Claims are contingent and
unliquidated. Thus, estimation of the IRS Claims is mandatory under section 502(c). While
adjudication of Unresolved Tax Issues in the context of estimating the IRS Claims would also
be required pursuant to section 502(c) (which provides an alternative and mandatory basis under
which to decide the tax issues between the parties), the Debtor cannot effectively reorganize
without the certainty afforded by a final judgment under section 505(a) as to its legal rights to
assert NOLs in future tax years. Significantly, the legal viability of the Debtor's NOLs is
fundamental to the determination of the Debtor's liability to disgorge the Tax Refunds.
Therefore, one cannot be determined without the other.

12.  The IRS has had full discovery of the Unresolved Tax Issues. Discovery,
including informal discovery, in the Adversary Proceeding has been in progress for almost a
year, and discovery is substantially completed pursuant to a consensual schedule that has been

extended with the Debtor’s consent. Depositions of fact witnesses are complete, requests for
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admissions were issued, interrogatories and responses have been exchanged, and expert reports
have been exchanged. Responses to requests for admission are due on October 24, 2011; Expert
rebuttal reports are scheduled to be exchanged on or before October 19, 2011 and expert
depositions must be completed by November 2, 2011. The last day of discovery is November 2,
2011.

13.  The amount of the NOLSs resulting from the post-2004 Contracts and the Debtor's
liability, if any, for the IRS Claims must be determined before AFG runs out of money and fails
to confirm a chapter 11 plan that will maximize value for all parties in interest.

Jurisdiction

14.  This court (the "Bankruptcy Court™) has subject matter jurisdiction to determine

the IRS Claims pursuant to 28 U.S.C. § 1334. This includes subject matter jurisdiction to
determine issues of tax law dispositive of the Debtor's liability for taxes as a result of the post-
2004 Contracts pursuant to 11 U.S.C. § 505(a) and to estimate the IRS Claims pursuant to 11
U.S.C. § 502(c). This is a core proceeding pursuant to 28 U.S.C. 8§ 157(b)(2)(B). Venue is
proper before the Bankruptcy Court pursuant to 28 U.S.C. 8§ 1408 and 14009.

General Background

15.  The Debtor. The Debtor is a holding company and a Delaware corporation. AAC
is a Wisconsin-domiciled financial guarantee insurance company whose business includes the
issuance of financial guarantee insurance policies to support public finance, structured finance,
and international finance transactions, including the Post-2004 Contracts. AAC is a wholly-
owned subsidiary of the Debtor.

16. Tax Returns Filed by AFG. In 2008 and 2009, AFG filed its tax returns for the

years 2007 and 2008, and applications for tentative refunds for these tax years. These

applications asserted NOLs, which AFG carried back to the prior tax years, resulting from the

7
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performance of the Post-2004 Contracts. Pursuant to these applications, the Debtor received
Tax Refunds totaling approximately $708,115,837. The Debtor has also filed tax returns for
2009 and 2010, in which the Debtor has carried forward NOLs that were unused in the 2007 and
2008 tax years. The Debtor calculates that NOLs of $ 4.7 Billion exist that have not been used
as of the 2010 tax year, and, if the Debtor's determination of NOLSs is correct, the Debtor will
utilize any remaining NOLSs in future tax years. In the NOPAs (which were issued after the
filing of the 2009 return and before the 2010 return), the IRS contested the calculation of the
amount of NOLSs as to 2007 through 2009, and thus, has contested the existence, of NOLS used
to support AFG’s application for the Tax Refunds. Because the Debtor used the same
accounting methodology in tax year 2010, the IRS's disputes as to 2007 through 2009 tax losses
are relevant to the 2010 tax year, as well as to all future tax years in which remaining NOLs
could be carried forward.

17. Wisconsin Rehabilitation Proceeding. On March 24, 2010, the Office of the

Commissioner of Insurance of the State of Wisconsin ("OCI") commenced a rehabilitation
proceeding, Dane County, Wisconsin Case No. 10-cv-1576, with respect to a segregated

account of AAC established pursuant to Wisc. Stat. § 611.24(2) (the "Segregated Account™).

The Circuit Court of Dane County, Wisconsin (the "State Court™) has confirmed a rehabilitation
plan, but that plan is not yet implemented and the proceeding remains pending. A specifically
described list of policies and liabilities were allocated to the Segregated Account. All policies
and liabilities of AAC not specifically allocated to the Segregated Account remain in the

general account of AAC (the "General Account™).

18.  State Court Injunction. In connection with the Segregated Account rehabilitation

proceeding, the State Court entered an order enjoining actions in respect of the Segregated
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Account by policyholders, counterparties, or other parties (the "Segregated Account

Injunction™).

19. The Bank Settlement. On June 7, 2010, AFG and AAC entered into a Settlement

Agreement (the "Bank Settlement") with the counterparties to outstanding credit default swaps

with Ambac Credit Products, LLC that were guaranteed by AAC. Pursuant to the terms of the
Settlement Agreement, in exchange for the termination of certain obligations, AAC paid to the
counterparties cash and newly issued surplus notes of AAC (the "Surplus Notes™). The IRS has
indicated that it may assert that the Surplus Notes should be characterized as equity of AAC for
U.S. federal income tax purposes and if it is determined the Surplus Notes represent more than
20% of the total value of the stock of AAC, a deconsolidation event may have occurred with
respect to AAC._To the extent a deconsolidation event occurs, the NOLs and other tax
attributes allocable to AAC and the other subsidiaries of AAC may no longer be available for
use by AFG, AAC or any of the remaining members of AFG consolidated tax group.
Moreover, if the Surplus Notes are characterized as equity of AAC and it is determined the
Surplus Notes represent more than 50% of the total value of the stock of AAC, an ownership
change may have occurred with respect to AAC and the AAC tax attributes, including NOLSs,
may be subject to limitation as provided under various provisions of the Internal Revenue Code.
Based on the opinion of its accountants, AFG filed its 2010 U.S. federal consolidated tax return
characterizing the Surplus Notes as debt and included AAC and its subsidiaries as members of
the AFG consolidated tax group.

20. IRS Information Document Request, Followed by Issuance of NOPAs and IRS

Claims, Present Disputed Issues and a Threat to AFG's Reorganization. On October 28, 2010,

the IRS issued to AFG an IDR seeking detailed information regarding the basis for the Debtor's
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entitlement to the Tax Refunds. In addition, the Debtor was informed by the IRS revenue agent
assigned to the audit of the AFG corporate group that the IRS was examining the propriety of
the Tax Refunds and may seek to recoup payment of the Tax Refunds from the Debtor or non-
debtor affiliates in the Debtor's consolidated tax group. The possibility of IRS enforcement
action and liens resulted in AFG's petition for relief under the Bankruptcy Code. On May 4,
2011, the IRS issued three NOPAs, contesting in each the Debtor's right to retain tentative tax
refunds (the "Tax Refunds") in the total amount of $708,115,837 that were paid to the Debtor
between December 2008 and February 2010 based on the 2007 and 2008 Returns. The IRS also
sent the Debtor a revised NOPA on May 10, 2011. The NOPAs, which are the basis of the IRS
Claims, and the analysis contained in the IRS Engineer's Reports thereto, dispute the Debtor's
method of calculating NOLs and characterization of the Post-2004 Contracts, and relate the
dispute to the 2009 Tax Return, as well as the Tax Returns for 2007 and 2008. See Exhibit A.
While the issues raised by the IRS remain unresolved, the Debtor cannot confirm and effectuate
a plan of reorganization.

21. Allocation of Liabilities to Seqgregated Account. Effective November 7, 2010,

any and all liabilities (including contingent liabilities) AAC has or may have, now or in the
future, to the IRS and/or the Department of the Treasury (the "Treasury") in regard to, or in
respect of, the Tax Refunds were allocated to the Segregated Account.

22.  Commencement of AFG Chapter 11 Case. On November 8, 2010 (the

"Commencement Date"), the Debtor commenced a voluntary case under chapter 11 of title 11 of

the United States Code (the "Bankruptcy Code™). The Debtor continues to operate its

businesses and manage its properties as debtor in possession pursuant to sections 1107(a) and

1108 of the Bankruptcy Code.

10
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23. Expansion of State Court Injunction. On the Commencement Date, the State

Court granted an expansion of the Segregated Account Injunction to prevent the IRS from
asserting liens against and levying upon the assets of AAC and its subsidiaries and to prevent
the Debtor or parties related to the Debtor from pursuing certain claims against the Segregated
Account, the General Account, or AAC's subsidiaries.

24. AFG Adversary Proceeding Adainst IRS. On November 9, 2010, the Debtor

commenced the Adversary Proceeding, requesting, inter alia, a determination that the Debtor
and the members of its consolidated group have no tax liability for tax years 2003 through 2008
and are entitled to retain the full amount of the Tax Refunds based upon the Debtor's method of
calculating NOLs. As described above, discovery in the Adversary Proceeding has been on-
going for almost a year, and is scheduled to conclude on November 4, 2011. As a result, the
parties will have had full discovery of the issues as to which this Motion seeks a hearing and
determination.

25. Committee Appointment. On November 17, 2010, the United States Trustee for

the Southern District of New York (the "U.S. Trustee™) appointed a statutory committee of
unsecured claim holders [Bankr. Ct. Docket No. 27] (the "Committee™). No trustee or examiner
has been appointed in this chapter 11 case.

26. IRS Reference Withdrawal Motion. On January 13, 2011, Respondent, on behalf

of the IRS, filed a motion with the United States District Court for the Southern District of New
York (the "District Court") to withdraw its reference of the Adversary Proceeding to the
Bankruptcy Court pursuant to 28 U.S.C. § 157(d), Case No. 11-cv-00270 (PGG). The Debtor

opposed this motion, and on February 8, 2011, the Respondent requested expedited

11
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consideration of the withdrawal motion. The District Court has not yet held a hearing or ruled
on the IRS's motion.

27. Disputes Raised in the NOPAs Regarding Debtor's Right to NOLs. The NOPAs

included, and were transmitted to the Debtor with, reports and analyses prepared by the IRS to
explain the basis for the IRS's dispute of the Debtor's right to retain the Tax Refunds. In the
NOPAs and in the analytical reports sent by the IRS in May of 2011, the IRS asserts the Debtor
applied the wrong accounting method and discount rate to determine its losses on the Post-2004
Contracts, and therefore, is not entitled to assert NOLs based on these Post-2004 Contracts. The
NOPAs and related reports sent by the IRS to the Debtor are attached hereto as Exhibit A.

28. The IRS Claims and Debtor's Objection. On May 5, 2011, the IRS filed the IRS

Claims. On June 14, 2011, the Debtor filed the IRS Claims Objection. The IRS Claims and the
Debtor's Objections thereto are attached as Exhibit B.

29. The Second Amended Plan and Amended Plan Settlement. On September 30,

2011, the Debtor filed its second amended plan of reorganization [Docket No. 599] (the

“Second Amended Plan™), which embodies a global settlement among the Debtor, AAC, OClI,

the Rehabilitator and the Committee (the “Amended Plan Settlement”). Pursuant to the

Amended Plan Settlement, AAC, with OCI’s approval, will pay the Debtor for its future use of
NOLs. The expected stream of payments resulting from AAC’s use of NOLSs is a significant
part of the value to creditors provided by the Second Amended Plan. In fact, a successful
resolution of the IRS dispute and this Court’s entry of an order finding that neither an ownership
change within the meaning of section 382 of the Internal Revenue Code (IRC § 382) with
respect to AAC, nor a deconsolidation event within the meaning of section 1504 of the Internal

Revenue Code (IRC § 1504) , occurred during the 2010 taxable year are conditions precedent to

12
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consummation of the Second Amended Plan and conditions to the effectiveness of the Amended
Plan Settlement.

30. The Parties' Disputes as to Tax Treatment of Post-2004 Contracts and Discount

Rate. The 2007 and 2008 Tax Returns filed by AFG, as well as the 2009 tax return filed by the
Debtor, together with the NOPAs and related analyses and the IRS Claims, which contest the
methodology employed in all three tax returns, create a dispute between the Debtor and the IRS
as to fundamental tax and accounting treatment and characterization of the tax losses realized on
the Post-2004 Contracts.

31. The IRS has Issued a Proposed Requlation Requiring Treatment of CDS in the

Same Manner Used by AFG. Since sending the NOPAs that raised this dispute, and after many

years of study during which the IRS ignored AFG's request for a change of accounting method
with respect to its Post-2004 Contracts, and while the IRS was mediating these issues with the
Debtor, the IRS, on September 15, 2011, issued a proposed regulation that resolves —
prospectively — a key issue underlying the disputes in this case consistently with the manner
employed in the 2007, 2008 and 2009 tax returns filed pre-petition by AFG and the 2010 tax
return filed by the Debtor. The proposed regulation would add credit default swaps to the list of
swaps categorized as notional principal contracts ("NPC") governed by Treasury regulation
section 1.446-3. See Prop. Treas. Reg. 1.446-3(c)(1)(iii) ("Notional principal contracts
governed by this section include contracts commonly referred to as interest rate swaps, currency
swaps, basis swaps, interest rate caps, interest rate floors, commodity swaps, equity swaps,
equity index swaps, credit default swaps, weather-related swaps, and similar agreements that

satisfy the requirements of paragraph (c)(1)(i)"). The regulations are proposed to apply to

13
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contracts entered into on or after the date the final regulations are published in the Federal
Register.

32. Substance of the Proposed Requlation Defining Notional Principal Contracts.

Proposed Treasury Regulation section 1.446-3(c)(i) would define a notional principal contract
as "a financial instrument that requires one party to make two or more payments to the
counterparty at specified intervals calculated by reference to a specified index upon a notional
principal amount in exchange for specified consideration or a promise to pay similar amounts."
Proposed Treasury Regulation section 1.446-3(c)(iv) would still exclude an "option" contract
from the definition of notional principal contracts. The proposed regulations also provide a
special rule for credit default swaps: "A credit default swap contract that permits or requires the
delivery of specified debt instruments in satisfaction of one leg of the contract is a notional
principal contract if it otherwise satisfies the requirements of paragraph (c)(1)(i) of this
section." Prop. Treas. Reg. 1.446-3(c)(iii)(A). If the proposed regulation were to apply
retrospectively to the Post-2004 Contracts, the regulation would support the characterization of
the Post-2004 Contracts as NPCs, as has been asserted by AFG. The proposed regulation is,
however, prospective.

33. While Not Dispositive, the Proposed Regulation Confirms AFG's Tax Position,

Thus Suggesting an Expeditious Resolution of the Parties' Dispute . Because the proposed

regulations would apply to contracts entered into on or after finalization, their issuance is not
technically dispositive of the issues between the IRS and the Debtor. However, an internal IRS
directive from the Office of the Chief Counsel of the IRS instructs all IRS attorneys to refrain
from taking a position in litigation that is contrary to published guidance, including proposed

regulations. See Chief Counsel Notice 200-0-043 (October 17, 2002). Thus, though the
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Department of Justice is not technically bound by this directive, it is clear that the IRS’s
proposed rulemaking enhances the Debtor’s position on this fundamental issue. That said, the
IRS would be hard pressed to argue against its own prospective regulation in the instant matter.
Additionally, the proposed regulation shows that the Unresolved Tax Issues can be resolved in
an expedited proceeding. The issues have been well-considered and developed.

34. The IRS Claims are not Fixed or Liquidated. The issues to be the subject of the

hearing that the Debtor seeks by this Motion will determine the Debtor's liability to return the
Tax Refunds. The parties dispute the proper tax accounting method by which the Debtor should
calculate losses generated by the Post-2004 Contracts, as well as the appropriate discount rate
and rationale for determining the appropriate discount rate. The parties dispute, alternatively,
whether the IRS is estopped from prohibiting the Debtor from applying the accounting method
that resulted in payment of the Tax Refunds. Application of different tax accounting methods
potentially applicable to CDS losses results in vastly different calculations of losses and of tax
liability. Variations in the discount rate to be used to determine the Debtor's tax obligations
result in wide differences in the value of the IRS Claims and the value of the Debtor's NOLSs.
Although the determination of NOLs has future consequences in tax years to come, post-
confirmation, the questions relating to the NOLSs give rise to a present controversy that is
subject to adjudication under Bankruptcy Code section 505(a). Resolution of all these issues,
and all questions subsumed by these issues, is required to establish that the Debtor has liability
as asserted in the IRS Claims, to establish the amount, if any, of the IRS Claims and to
determine the amount of NOLSs that may be included, albeit indirectly, among the Debtor's
assets available for distribution to creditors. Estimation and determination of tax liability are

appropriate here, where determination of the IRS Claims and the proper tax treatment of the
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Post-2004 Contracts through a full trial of the issues remaining to be determined would delay
the bankruptcy case to such a degree that reorganization would otherwise be rendered
impossible, and the issues are dispositive of the estate's value to creditors.

35. Liquidity Forecast. As of October 7, 2011, the Debtor had total cash of

approximately $53 million, including $6.5 million in retainers and escrow. Attached as Exhibit
C is a spreadsheet prepared by the Debtor, showing the Debtor's liquidity forecast. If the Debtor
were to emerge from chapter 11 in December 2011, the Debtor would then have a cash balance
of approximately $21 million, excluding the $30 million payment that would be made pursuant
to the Plan and held in escrow. This amount decreases dramatically as a result of the accrual of
monthly expenses, and would be exhausted if the IRS Claims were to delay the Debtor's
emergence from chapter 11 much beyond December. While the chapter 11 case is pending, the
average monthly run rate of expenses (net of reimbursement from AAC, pursuant to agreement
with the Debtor, for 85% of legal fees related to IRS litigation) is approximately $2.5 - $4.5
million, depending on legal expenses. Accordingly, a 3 month delay to emergence (i.e.,
assuming an exit from chapter 11 in March), would add an additional approximately $7.5 -
$13.5 million of expenses, leaving the Debtor with total cash of approximately $7.1 - $13
million at emergence, excluding the $30 million payment that would be made pursuant to the
Plan and held in escrow. The Debtor has tentatively projected the post-emergence, annual run-
rate of expenses to be just over $5 million. Therefore, in order to exit chapter 11 with enough
cash to cover operating expenses for 3 - 5 years, the Debtor needs cash at exit of approximately
$15 - $25 million, assuming that the IRS Claims remain unresolved and, as a result, the Second
Amended Plan cannot be implemented. As such, the Company does not currently project

enough liquidity to sustain more than a modest delay in confirmation beyond December 2011
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without jeopardizing its chances of a successful reorganization.* If the case continues beyond
that time, cash will be depleted, insufficient resources may remain to consummate a plan and
the Debtor's efforts to preserve any value for creditors by confirming a plan could be doomed.
Although AAC will bear 85% of the cost of litigating with the IRS going forward, the costs of
full-blown litigation of the IRS Claims further compound the situation, by adding millions of
expense at the trial court level, and the possibility of extended appeals. Notably, appeals of an
estimation will also be less expensive than appeals of a standard adjudication because trial
courts have substantial discretion in how they estimate.

36. Delay in Adjudication of the Unresolved Tax Issues Will Result in Irreparable

Harm. The Unresolved Tax Issues pose an immediate threat to the Debtor's reorganization
prospects. Given the current pace of litigation and the numerous fronts on which the IRS and
the Debtor have engaged in disputes regarding the Unresolved Tax Issues (as defined below)
that determine the NOLs and thus the Tax Refunds, the time during which the Debtor can obtain
confirmation of a feasible plan will expire before any determination of the key legal issues that
could establish the amount of the Debtor's NOLs and/or a duty to repay any amount of the Tax
Refunds. Resolution of these issues cannot be allowed to delay the expeditious conclusion, and
ultimate success, of this chapter 11 reorganization.

Relief Requested

37. By this Motion, the Debtor requests entry of an order, substantially in the form

attached hereto as Exhibit D, determining that the IRS Claims are subject to estimation,

! The aforementioned values do not reflect the anticipated receipt of approximately $3.6 million of interest

and principal on the PFM note (a note held by AFG as consideration for the pre-petition sale of a

subsidiary) through 2013 or $0.5 million related to Ambac Bermuda in 2012, which may afford the Company the
ability to withstand an additional month of delay. Additionally, the aforementioned values do not reflect the annual
operating expense support of $5 million that would be paid annually in arrears pursuant to the Plan.
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inclusive of the determination of the Unresolved Tax Issues, and establishing procedures and

setting a date for a hearing to estimate the IRS Claims pursuant to Bankruptcy Code section

502(c) for all purposes, including allowance, and distribution and to determine, pursuant to

Bankruptcy Code section 505(a), the legality of the Debtor's assertion of NOLSs in the amounts

calculated by the Debtor. The Unresolved Tax Issues include, and are not limited to, the

following tax issues (the "Unresolved Tax Issues") required to estimate the IRS Claims and to

ascertain the NOLs that the Debtor may utilize in past and future tax years:

a.

Whether the Debtor's Post-2004 Contracts are Notional Principal
Contracts under Treasury Regulations §1.446-3?

Whether the Debtor's use and application of the impairment method to
account for losses on its Post-2004 Contracts clearly reflects income and
the economic substance of the Post-2004 Contracts and represents a
reasonable amortization method with respect to such losses under IRC §
4467

Whether the discount rate used by the Debtor is appropriate to calculate
the CDS impairment losses for tax years 2007 through 2010?

Whether the Debtor's use of the impairment method for the first time in
2007 constituted an impermissible change in accounting method, or
alternatively, whether the IRS abused its discretion in withholding its
consent to such change or alternatively whether the IRS is estopped from
arguing that change was impermissible?

Whether an ownership change, within the meaning of Section 382 of the
Internal Revenue Code, with respect to AAC or a deconsolidation event
occurred during the 2010 taxable year as a result of the Bank Settlement or
any other reason?

Basis for Relief Requested

38. Timing. Resolution of the IRS Claims and related issues relevant to the tax

treatment of the Post-2004 Contracts in the context of a contested matter through the claims

objection process or the Adversary Proceeding, or in a tax court forum, would unduly delay the

administration of the Debtor's estate. Pursuant to the Bankruptcy Court's Order Pursuant to
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Section 105(a) of the Bankruptcy Code to Implement a Schedule for Completion of Discovery,
entered on March 2, 2011 [Adv. Pro. Docket No. 39] and amended by agreement of the parties,
discovery in the Adversary Proceeding will be completed November 4, 2011. Further, as noted
above, the District Court has not yet held a hearing or ruled on the IRS's motion to withdraw the
reference of the Adversary Proceeding to the Bankruptcy Court.

39. IRS Claims Amount and the Debtor's Realization of NOLs is Dispositive of

Feasibility. Given the size and the alleged priority status of the IRS Claims, and the importance
of the NOLs derived from the Post-2004 Contracts to the Debtor's plan of reorganization, the
Debtor effectively cannot prove feasibility of its chapter 11 plan absent estimation of the IRS
Claims and a determination of the issues relevant to calculation of the NOLs. Absent these
determinations — made in an expedited manner - the Debtor's efforts to preserve value for the
benefit of creditors cannot continue, let alone succeed. Accordingly, the IRS Claims are subject
to mandatory estimation pursuant to section 502(c) of the Bankruptcy Code, and this Court
should exercise its jurisdiction under section 505(a) of the Bankruptcy Code to determine the
extent to which the Debtor is entitled to claim NOLs as a result of the Post-2004 Contracts.

40. Proposed Estimation Procedure. The proposed “Order, Pursuant to Sections

105(a), 363(b), 502(c) and 505(a) of the Bankruptcy Code and Federal Rules of Bankruptcy
Procedure 3007, 7042, 9013, 9014 and 9019, Establishing Procedures to Estimate IRS Claims
and Determine Issues of Tax Liability, and Fixing Notice Procedures and Approving Form and

Manner of Notice,” attached hereto as Exhibit D (the "Tax Hearing Procedures Order") creates

an appropriate procedure for estimating the IRS Claims in an appropriate and timely manner, as

set forth below.
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41. Proposed Briefing Schedule and Timing. The Tax Hearing Procedures Order

allows the parties to complete discovery according to the mutually agreed-upon and previously
described schedule established in the Adversary Proceeding, and requires a hearing on
estimation and determination of tax issues ("Hearing") within thirty (30) days following the
close of discovery, on November 4, 2011. The Tax Hearing Procedures Order requires each of
the Debtor and the IRS to serve and to file, on or before November 9, 2011, an Objection
Statement, in the case of the Debtor, and a Statement of Claim, in the case of the IRS. The Tax
Hearing Procedures Order allows each of the parties to respond within five (5) business days by
filing and serving a Statement of Position. Pre-hearing Statements, in which the parties are
required to list disputed issues of fact and law and witnesses to be presented, are required to be
filed within five (5) calendar days prior to the hearing. The Debtor has, as set forth in the
attached proposed order, proposed November 21, 2011, or as soon thereafter as the Court can
hear the matter, as the appropriate date for the estimation hearing. If this date is set as a hearing
date, Pre-hearing statements would be due on November 16, 2011. Prior to that date, and ten
(10) business days following the last expert deposition in the Adversary Proceeding, which
would be November 9, 2011, the Debtor's Estimation Objection and the IRS's Statement of
Claim would be due, and Statements of Position by either party that desired to submit a rebuttal
would be due on November 16, 2011.

42. Proposed Estimation Hearing Procedure. The Hearing required by the proposed

Tax Hearing Procedures Order, attached as Exhibit D, shall be conducted as follows: The
Hearing is to be held not later than November 21, 2011, or as soon thereafter as the Court can
hear the matter. At the Hearing, and subject to the Bankruptcy Court's discretion to increase or

decrease the hearing time and time per witness, each party shall have thirty (30) minutes to
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explain its position to the Bankruptcy Court. During the Hearing and as necessary to provide
evidence as to disputed facts, the parties shall examine such witnesses as are included in the
Parties' Pre-hearing Statements and each party shall be entitled to cross-examine witnesses,
subject to time limits the court can expand or contract. The evidentiary and legal record shall be
confined to the IRS Claims and the Debtor’s Objection thereto, the Objection Statement and
Statement of Claim, the parties’ Statements of Position (each as defined in the Tax Hearing
Procedures Order), witness testimony presented at the Hearing, and any evidence; provided,
however, that the Bankruptcy Court may allow or require additions to the record in its discretion
upon a showing of cause by any party.

43. The Requested Determinations are for All Purposes. Upon the Bankruptcy

Court's review of the submissions and testimony described in the preceding paragraph and oral
argument at the Estimation Hearing, the Tax Hearing Procedures Order provides that the
Bankruptcy Court shall estimate the IRS Claims for all purposes, including allowance and
distribution, pursuant to Bankruptcy Code section 502(c), including, and as an inclusive part of
the adjudication of, all related Unresolved Tax Issues pursuant to section 505(a) of the
Bankruptcy Code, for all purposes.

44, Power to Estimate. This court has the discretion to impose the procedures set

forth in the Order, as described below. Precedent, as described in the Memorandum of Law in
Support of the Motion, reveals that estimation procedures may be employed to ascertain claims
in summary fashion as long as elemental due process is provided, and that the Bankruptcy
Court's method of estimation is subject to appellate review solely for abuse of discretion or if

the result is clearly erroneous.
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45, The Parties have Already Had Extensive Discovery. The Bankruptcy Court's

Discovery Order, as amended by agreement of the parties, sets November 2, 2011 as the date on
which discovery is to be completed. Hence, by the end of the current discovery schedule, the
IRS has been afforded roughly a year since the commencement of this case to conduct
discovery on the issues to be considered at the proposed Hearing. Following the close of
discovery, the briefing process and hearing, as described in the proposed Tax Hearing
Procedures Order, may proceed expeditiously to adjudicate the Unresolved Tax Issues, in order
that the IRS Claims, and the intermediate issue of the Debtor's entitlement to NOLs based on
the Post-2004 Contracts, can be determined and/or estimated for purposes of allowance and
distribution, and the Debtor's reorganization case may be administered without delay.

46. The Proposed Tax Hearing Procedures Order Establishes Fair Procedures for

Estimation and for Determination of Tax Issues. As an example of expedited estimation

procedures, there is attached hereto, as Exhibit E, a copy of the Order, Pursuant to Sections
105(a), 363(b) and 502(c) of the Bankruptcy Code and Federal Rules of Bankruptcy Procedure
3007, 7042, 9013, 9014 and 9019, (1) Establishing Procedures to Estimate Unliquidated and
Contingent Claims, (2) Establishing Procedures to Adjudicate Counterclaims, (3) Establishing
Procedures to Compromise Claims and Counterclaims and (4) Fixing Notice Procedures and
Approving Form and Manner of Notice (the "Enron Order"), which was entered by this court on
February 18, 2004 in the chapter 11 case of In re Enron Corp., Case No. 01-16034 (AJG). The
Enron estimation order provides an example of the brevity that may be imposed upon the
estimation process, even when dealing with complex fraud claims. The proposed Tax Hearing
Procedures Order, like the attached Enron Order, maintains burdens of proof and affords the

parties both substantive and procedural due process. At the same time, the Tax Hearing
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Procedures Order — like that entered in the Enron case — prevents the fatal delay to the Debtor's
reorganization case by claims that, because undetermined, threaten to derail a complex
reorganization in which many other creditors' interests are at stake.

Notice

47. Notice of this Motion has been provided by fax, e-mail, overnight delivery, or
hand delivery to (i) attorneys for the Committee, (ii) attorneys for OCI, (iii) the U.S. Trustee,
(iv) the civil process clerk at the office of the United States Attorney for the Southern District of
New York, (v) the Attorney General of the United States, and (vi) the District Director of the
IRS, and (vii) all entities which have filed a written request for notice pursuant to Rules 9014
and 2002 of the Federal Rules of Bankruptcy Procedure. The Debtor submits that no other or

further notice need be provided.
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Conclusion

WHEREFORE the Debtor respectfully requests that the Bankruptcy Court enter an order,
substantially in the form attached hereto as Exhibit D, determining that the IRS Claims are
subject to estimation for all purposes, including allowance and distribution, pursuant to
Bankruptcy Code section 502(c), and that all related Unresolved Tax Issues shall be adjudicated
pursuant to section 505(a) of the Bankruptcy Code for all purposes, including, as necessary, for
the purpose of estimating the IRS Claims, and establishing procedures, and setting a date, for a
hearing to estimate the IRS Claims and to determine the Unresolved Tax Issues pursuant to
Bankruptcy Code sections 502(c) and 505(a) and granting the Debtor such other and further
relief as is just.

Dated: October 12, 2011 Respectfully Submitted,
New York, New York
/sl Peter A. Ivanick
Martin J. Bienenstock
Peter A. Ivanick
Lawrence M. Hill
Lynn W. Roberts
DEWEY & LEBOEUF LLP
1301 Avenue of the Americas
New York, New York 10019
Tel: (212) 259-8000
Fax: (212) 259-6333

-and -

Todd L. Padnos (admitted pro hac vice)
DEWEY & LEBOEUF LLP

1950 University Avenue, Suite 500
East Palo Alto, California 94303

Tel: (650) 845-7000

Fax: (650) 845-7333

Attorneys for the Debtor and Debtor in Possession
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NOTICE OF PROPOSED ADJUSTMENT

Name of Taxpayer EIN# Issue No.
Ambac Financial Group, Inc. (“AFG” or “Taxpayer”) 13-3621676 1

Name and title of person to whom delivered Date:

Rachell Gupta, Esquire March 15, 2011

Based on the information we now have available and our discussions with you, we believe the proposed adjustment listed below should be
included in the revenue agent's report. However, if you have additional information that would alter or reverse this proposal, please
furnish this information as soon as possible.

Entity for this proposed adjustment: Ambac Assurance Cotporation (“AAC” or “TP”) EIN #39-1135174

Based on the information we now have available and our discussions with you, we believe the proposed adjustment listed
below should be included in the revenue agent's report. However, if you have additional information that would alter or
teverse this proposal, please furnish this information as soon as possible.

Years Amount Account or return line SAIN NO Issue Code

200712 756,713,558 1120 PC-Schedule A-Line 31 714-03 09300-99-12

200812 3,413,450,726 1120 PC-Schedule A-Line 31 714-03 09300-99-12
ISSUES:

1. Should Ambac Financial Group, Inc. (“AFG”, “Ambac”, or the “Taxpayer”) be allowed to claim
$756,713,558 and $3,413,450,726 of credit default swap losses on its 2007 and 2008 Federal income tax
returns respectively?

2. Consequently, should the Taxpayer be allowed to retain $708,115,835 of Federal tax refunds for the 2003
through 2007 tax years, arising from the carry back of the credit default swap losses claimed on its 2007
and 2008 Federal income tax returns?

CONCLUSION:

1. No. In 2007, the Taxpayer changed its original option method of accounting for its post-2004 credit
default swap contracts (“post-2004 CDS contracts™) to a so-called “impairment” method of accounting
without securing the consent of the IRS Commissioner as required by § 446(e) and the regulations
thereunder. Without such consent, the Taxpayer was prohibited from changing its method of accounting
and should have stayed on its original option method. Under the option method of accounting, the
Taxpayer could not claim $756,713,558 and $3,413,450,726 of ordinary losses on its 2007 and 2008
Federal income tax returns respectively. The $756,713,558 and $3 ;413,450,726 of credit default swap
losses for the 2007 and 2008 taxable years are therefore disallowed.

Even if the Taxpayer did not change its method of accounting, but adopted a “new” method of accounting

—_—— =
Taxpayer Representative's action(check one)
AGREED: AGREED IN PART: DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

Case Manager 3” % ﬁ ,M Date: : , g
4 7 ﬁ

FORM 5701 Department of the Treasury - Internal Revenue Service
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NOTICE OF PROPOSED ADJUSTMENT

Name of Taxpayer EIN# Issue No.
Ambac Financial Group, Inc. (“AFG” or “Taxpayer”) 13-3621676 1

Name and title of person to whom delivered Date:

Rachell Gupta, Esquire March 15, 2011

for its post-2004 CDS contracts, Taxpayer’s impairment method of accounting does not clearly reflect
income within the meaning of § 446(b). The Taxpayer’s original option method of accounting does clearly
reflect income. Under § 446(b), therefore, the IRS Commissioner has the authority to require the Taxpayer
to continue to use its option method of accounting for its post-2004 CDS contracts. The $756,713,558 and
$3,413,450,726 of credit default swap losses for the 2007 and 2008 taxable years are therefore disallowed.

2. No. Because the IRS Commissioner properly disallowed losses on the post-2004 CDS contracts of
$756,713,558 and $3,413,450,726 on the 2007 and 2008 Federal income tax returns respectively, these
loses cannot be carried back to the 2003 through 2007 tax years. Consequently, the Taxpayer should not be
allowed to retain the $708,115,835 of Federal tax refunds for the 2003 through 2007 tax years that are
attributable to such loss carrybacks.

easons for Proposed Adjustmen

See Attached Form 886A, Engineer Report with Annexes #1 through 8 and Exhibit A

Reviewed and approved by FP Manager: Date:
Sl S e == =
Taxpayer Representative's action(check one)
AGREED: AGREED IN PART: DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

Case Manager Date:

FORM 5701 Department of the Treasury - Internal Revenue Service
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Name of Taxpayer EIN# Issue No.
Ambac Financial Group, Inc. (“AFG” ot “Taxpayer”) 13-3621676 2

Name and title of person to whom delivered Date:

Rachell Gupta, Esquire March 15, 2011

Based on the information we now have available and our discussions with you, we believe the proposed adjustment listed below should be
included in the revenue agent's report. However, if you have additional information that would alter or reverse this proposal, please
furnish this information as soon as possible.

Entity for this proposed adjustment: Ambac Assurance Corporation (“AAC” or “TP”) EIN #39-1135174

Based on the information we now have available and our discussions with you, we believe the proposed adjustment listed
below should be included in the revenue agent's report. However, if you have additional information that would aiter or
reverse this proposal, please furnish this information as soon as possible.

Years Amount Account or return line SAIN NO Issue Code

200912 2,881,788,001 1120 PC-Schedule A-Line 13 714-03 09300-99-12

This subsequent year (200912) references the 886A, Engineer Report with Annexes #1 through 8 and
Exhibit A for the (200712-200812) years.. SEE AS FOLLOWS

ISSUES:

1. Should Ambac Financial Group, Inc. (“AFG”, “Ambac”, or the “Taxpayer”) be allowed to claim
$756,713,558 and $3,413,450,726 of credit default swap losses on its 2007 and 2008 Federal income tax
returns respectively?

2. Consequently, should the Taxpayer be allowed to retain $708,115,835 of Federal tax refunds for the 2003

through 2007 tax years, arising from the carry back of the credit default swap losses claimed on its 2007
and 2008 Federal income tax returns?

CONCLUSION:

1. No. In 2007, the Taxpayer changed its original option method of accounting for its post-2004 credit
default swap contracts (“post-2004 CDS contracts”) to a so-called “impairment” method of accounting
without securing the consent of the IRS Commissioner as required by § 446(e) and the regulations
thereunder. Without such consent, the Taxpayer was prohibited from changing its method of accounting
and should have stayed on its original option method. Under the option method of accounting, the
Taxpayer could not claim $756,713,558 and $3,413,450,726 of ordinary losses on its 2007 and 2008

Taxpayer Representative's action(check one)
AGREED: AGREED IN PART: DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

Cast:Ma ager ﬂ_ ﬁm Date:%vﬂ’z’},‘;\%g;}
4 = :

FORM 5701 Department of the Treasury - Internal Revenue Service




"ROTICE OF PROPOSED ADJUSTMENT

Name of Taxpayer EIN# Issue No.
Ambac Financial Group, Inc. (“AFG” or “Taxpayer”) 13-3621676 2

Name and title of person to whom delivered Date:

Rachell Gupta, Esquire March 15, 2011

Federal income tax returns respectively. The $756,713,558 and $3,413,450,726 of credit default swap
losses for the 2007 and 2008 taxable years are therefore disallowed.

Even if the Taxpayer did not change its method of accounting, but adopted a “new” method of accounting
for its post-2004 CDS contracts, Taxpayer’s impairment method of accounting does not clearly reflect
income within the meaning of § 446(b). The Taxpayer’s original option method of accounting does clearly
reflect income. Under § 446(b), therefore, the IRS Commissioner has the authority to require the Taxpayer
to continue to use its option method of accounting for its post-2004 CDS contracts. The $756,713,558 and
$3,413,450,726 of credit default swap losses for the 2007 and 2008 taxable years are therefore disallowed.

2. No. Because the IRS Commissioner properly disallowed losses on the post-2004 CDS contracts of
$756,713,558 and $3,413,450,726 on the 2007 and 2008 Federal income tax returns respectively, these
loses cannot be carried back to the 2003 through 2007 tax years. Consequently, the Taxpayer should not be
allowed to retain the $708,115,835 of Federal tax refunds for the 2003 through 2007 tax years that are
attributable to such loss carrybacks.

Reasons for Proposed Adjustment

See Attached Form 886A, Engineer Report with Annexes #1 through 8 and Exhibit A for the 2007-2008 tax years

Reviewed and approved by FP Manager: Date:

o
Taxpayer Representative's action(check one)
AGREED: AGREED IN PART: DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

Case Manager ) Date:

FORM 5701 Department of the Ttreasury - Internal Revenue Setvice
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Name of taxpayer Issue No.
AMBAC FINANCIAL GROUP INC & SUBS 3

Name and title of person to whom delivered Date
RACHEL GUPTA, ESQUIRE 04/21/2011

Entity for this proposed adjustment

AMBAC PRIVATE HOLDINGS LLC % KEVIN DOYLE GENERAL COUNSEL

Based on the information we now have available and our discussions with you, we believe the proposed adjustment listed below should be
included in the revenue agent's report. However, if you have additional information that would alter or reverse this proposal, please

furnish this information as soon as possible.

Years Amount Account or return line SAIN NO. Issue Code
200612 $ 562,000.00
200712 ($ 579,745.00)
200612 $ 742,668.00

Reasons for Proposed Adjustment (irthe expianation of the adustment will be longer than the space provided below, the entirs explanation should begin on Form 886-A (Explanation of fems.),

SEE 886-A

Taxpayer's / Representative's Action:
‘j Agreed L__l Agreed in Part

I:’ Disagreed I:l Have additional information; will submit by:

Taxpayers /| Represeniative's signature Date
If Disagreed in Part or in Full - Check here for consideration of Fast Track Settlement
Taxpayer I:’ IRS
Date

Team Manager s
W\f y /f’ . Mﬁh

/714.47 4/ 2é4))



Fom BEBA T 5 NG R
EXPLANATIONS SR ITEMS EXHIBIT
(REV JANUARY 1994) 1
NAME OF TAXPAYER TAX IDENTIFICATION NUMBER YEAR/PERIOD ENDED
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AMBAC FINANCIAL GROUP, Inc. (“AFG”, “Ambac?, or the “Taxpayer”)

E 5701 ADJUST TS:

200712 $756,713,558 1120 PC-Schedule A-Line 31 714-03 09300-99-12
200812 $3,413,450,726 1120 PC-Schedule A-Line 31 714-03 09300-99-12
ISSUES:

1. Should Ambac Financial Group, Inc. (“AFG”, “Ambac”, or the “Taxpayer”) be allowed to claim
$756,713,558 and $3,413,450,726 of credit default swap losses on its 2007 and 2008 Federal income tax
returns respectively?

2. Consequently, should the Taxpayer be allowed to retain $708,115,835 of Federal tax refunds for the
2003 through 2007 tax years, arising from the carry back of the credit default swap losses claimed on its
2007 and 2008 Federal income tax returns?

CONCLUSION:

1. No. In 2007, the Taxpayer changed its original option method of accounting for its post-2004 credit
default swap contracts (“CDS contracts”) to a so-called “impairment” method of accounting without
securing the consent of the IRS Commissioner as required by § 446(e) and the regulations thereunder.
Without such consent, the Taxpayer was prohibited from changing its method of accounting and should
have stayed on its original option method. Under the option method of accounting, the Taxpayer could
not claim $756,713,558 and $3,413,450,726 of ordinary losses on its 2007 and 2008 Federal income tax
returns respectively. The $756,713,558 and $3,413,450,726 of credit default swap losses for the 2007
and 2008 taxable years are therefore disallowed.

Even if the Taxpayer did not change its method of accounting, but adopted a “new” method of
accounting for its post-2004 CDS contracts, Taxpayer’s impairment method of accounting does not
clearly reflect income within the meaning of § 446(b). The Taxpayer’s original option method of
accounting does clearly reflect income. Under § 446(b), therefore, the IRS Commissioner has the
authority to require the Taxpayer to continue to use its option method of accounting for post-2004 CDS
contracts. The $756,713,558 and $3,413,450,726 of credit default swap losses for the 2007 and 2008
taxable years are therefore disallowed.

2. No. Because the IRS Commissioner properly disallowed losses on the post-2004 CDS contracts of
$756,713,558 and $3,413,450,726 on the 2007 and 2008 Federal income tax returns respectively, these
loses cannot be carried back to the 2003 through 2007 tax years. Consequently, the Taxpayer should not
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be allowed to retain the $708,115,835 of Federal tax refunds for the 2003 through 2007 tax years that are
attributable to such loss carrybacks.

FACTS:

In 1998, the Taxpayer, through its wholly owned subsidiary, Ambac Assurance Corporation (“AAC”),
formed Ambac Credit Products (“ACP”), a Delaware limited liability company, to engage in the business
of writing credit default swaps (“CDSs”). The Taxpayer represents that, under the CDSs, ACP was a
credit protection seller on municipal and corporate obligations and asset-backed securities (collectively
“Reference Obligations™).! ACP sold credit protection with respect to certain credit events related to a
Reference Obligation, including a default by the issuer of the Reference Obligation in payment of
principal or interest when due or bankruptcy of the issuer.” Finally, the Taxpayer represents that while
all of the CDS contracts that ACP wrote from 1999 through 2004 (the “pre-2005 CDS Contracts™)
provided for physical or cash settlement and contract termination upon the occurrence of a credit event,
the CDS contracts that ACP wrote from 2005 through 2008 (the “post-2004 CDS contracts) did not
generally require physical or cash settlement and contract termination.’

The Taxpayer treated both its pre-2005 and post-2004 CDS contracts as put options, subject to the option
method of accounting, on its Federal income tax returns for tax years 2005 and 2006.* Under the option
method, the Taxpayer deferred both the revenue and expenses associated with its CDS contracts until a
recognition event, i.e., until the contract expires, is exercised, or sold. In 2007, the Taxpayer changed its
method of accounting solely for its post-2004 CDS contracts from an option method to a so called
“impairment” method.

On April 14, 2008, the Taxpayer filed an Application for Change in Accounting Method (Form 3115)
with the IRS, Office of Chief Counsel, seeking consent to change its method of accounting for its post-
2004 CDS contracts beginning with the 2007 tax year. In its Attachment to Form 3115, Ambac
described the item being changed as “[t]he accounting for revenue and expenses attributable to credit
protection payments from credit default swap contracts entered into in 2005 and subsequent tax years
that are properly characterized as notional principal contracts as defined in section 1.446-3 of the Income
Tax Regulations.” The Taxpayer wrote that it had treated the credit default swap contracts entered into
in 2005 and subsequent tax years as put options and it had therefore deferred both the associated revenue
and expenses until and unless a recognition event occurred.® It proposed to treat the post-2004 CDS

* k* * X

! See Complaint for Injunctive Relief and Declaratory Judgment Determining Amount of Tax Liability, Ambac Financial
group, Inc. v. United States, Adv. Pro. No. 10-04210 (Bkr S.D.N.Y.), at 6-7 (the “Complaint™).
Id
’Id at8.
* See Forms 8275, filed with Taxpayer’s 2005 and 2006 Federal income tax returns.
® See Attachment to Form 3115 Application for Change in Accounting Method, Statement 3, Part II, Question 12a.
8 Id., Question 12b.
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contracts as Notional Principal Contracts (“NPCs”) under Proposed Treasury Regulations § 1.446-3
(hereinafter, the “Proposed Regulations”™).’

The Form 3115 was followed by a supplemental letter, dated September 2, 2008. The Taxpayer took the
contrary position that: 1) it had not adopted a method of accounting before 2007 for the credit event
payments that it may have to make under the post-2004 CDS contracts; 2) it would treat these payments
as contingent non-periodic payments under an NPC; and 3) it would accrue deductions for these
payments by using the quarterly changes in the net impairment value of the post-2004 CDS contracts, as
determined for statutory accounting purposes under the impairment method.

On December 8, 2008, the Taxpayer filed its 2007 Federal income tax return. Although it had not
received the consent to do so as required by § 446(e), the Taxpayer implemented the “impairment”
method of accounting for its post-2004 CDS contracts on its 2007 tax return. As a result, the Taxpayer
claimed $756,713,558 of losses for its post-2004 CDS contracts.

On August 17, 2009, the Taxpayer filed its 2008 Federal income tax return. As it had done on its 2007
return, the Taxpayer accounted for its post-2004 CDS contracts under the “impairment” method of
accounting on its 2008 tax return. It claimed $3,413,450,726 of losses on its post-2004 CDS contracts.
The Taxpayer had not received consent to change its method of accounting for post-2004 CDS contracts
when it filed its 2008 tax return.

On September 23, 2008, August 11, 2009, and December 21, 2009, the Taxpayer filed claims for
tentative carry back adjustments on Form 1139 (Corporate Application for Tentative Refund). The
Taxpayer received the tentative tax refunds from the IRS Service Center in three different installments in
December, 2008, September, 2009, and February, 2010,

On August 9, 2009, after filing its 2007 Federal income tax return and a few days prior to filing its 2008
Federal income tax return, the Taxpayer received an opinion from KMPG (hereinafter, the “KPMG
opinion”) regarding the tax treatment of its post-2004 CDS contracts. The KPMG opinion concluded,
among other things, that, if challenged by the IRS, more likely than not, ... Ambac can account for the
credit event payments that it may have to make under the post-2004 CDS contracts by using the quarterly
net impairment values as determined for purposes of Ambac’s financial statements under the statutory
accounting rules for insurance companies.® At the same time, however, based on the specific
characteristics of Taxpayer’s post-2004 CDS contract, the KPMG opinion concluded that, more likely

* * Kk %
7 In Notice 2001-44, 2001-2 CB. 77, the IRS solicited comments on the appropriate method for the inclusion or deduction of
contingent non-periodic payments made to NPCs. Subsequently, the IRS published Proposed Treasury Reg. 1.446-3

("Proposed Regulations") on February 26, 2004 (corrected on March 23, 2004). The Proposed Regulations have not been
finalized.

¥ See KPMG Opinion, AMBAC-USA-0000321-389, at 343.
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than not, Taxpayer’s post-2004 CDS contracts do not constitute insurance for Federal income tax
9
purposes.

On October 28, 2010, the IRS audit team issued an Information Document Request (“IDR”), asking the
Taxpayer to explain its accounting method for the credit default swap losses claimed on its 2007 and
2008 Federal income tax returns and its legal position regarding its entitlement to the resulting tentative
Federal tax refunds for the 2003 through 2007 tax years. On November 9, 2010, the Taxpayer filed for
Chapter 11 Bankruptcy in the United States Bankruptcy Court for the Southern District of New York.
The Taxpayer also commenced an adversary proceeding against the IRS, seeking a declaratory ruling in
its favor that it has no tax liability for tax years 2003 through 2008 and it is entitled to retain the full
amount of the tax refunds."’

In its Response to Government’s Second Set of Informal Discovery Requests, the Taxpayer explains that,
under the impairment method of accounting, the net credit impairment amount of each Post-2004 CDS
contract reflected the expected cash flows under each contract using Taxpayer’s own assumptions
regarding the performance of the payment obligation.'' The Taxpayer applied the impairment method to
all of the Post-2004 CDS contracts and it used its performance assumptions to generate a projection of
the cash flows it would be expected to make and receive. It then discounted the projected payments to
their present value by using the same statutory discount rate that it used to determine insurance-related
loss reserves. It also netted the present value of any future expected losses against claims paying
resources to arrive at a net present value credit impairment amount and record the change in the net
present value of the credit impairment amount at the end of each quarter in its statutory financial
statements as realized losses or gains for the quarter. The Taxpayer treated those losses as tax losses on
its 2007 and 2008 Federal income tax returns. Finally, the Taxpayer represents that it used a 4.5%
discount rate in calculating both its insurance reserves for insurance regulatory purposes and its
impairment losses on the post-2004 CDS contracts for Federal income tax purposes for 2007 and 2008.'>
The Taxpayer does not explain how it derived the 4.5% discount rate number.

The following is a summary of Taxpayer’s consolidated income and losses as originally filed on its
2003-2008 Federal income tax returns.

Consolidated Income and Losses as Originally Filed:

200312 200412 200512 200612 200712 200812

AFG  (82,487,369) (125,261,135) (79,743,294) (109,432,113) (93,583,234) (138,725,032)
F* kK ok

°Id., at 351.

% See Complaint for Injunctive Relief and Declaratory Judgment Determining Amount of Tax Liability, Ambac Financial
Group, Inc. v. United States, Adv. Pro. No. 10-04210 (Bkr S.D.N.Y.), at 2 (the “Complaint™).

"' See Ambac’s Response to Government's Second Set of Informal Discovery Requests, at 3.

2 Id,, footnote 2.
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AAC 535,561,693 612,706,495 694,761,255 718,141,277 44,524294 (3,104,674,424)
SUBS 12,544,476  (72,679,728) (10,518,652) 69,909,459 16,284,854 32,591,539

TOTAL 465,618,800 414,756,632 604,499,309 678,618,623 (32,774,086) (3,210,807,917)

Summary of NOL Losses yearly as reflected on Forms 1139;

Years Amount
200712 32,774,086
200612

678,618,623
200512

604,499,309
200412

414,756,632
200312

222,038,814

Tax Refunds received yearly:

200712 38,142,748.00
200612 236,529,966.00
200512 210,799,742.00
200412 144,929,795.00
200312 77,713.584.00
TOTAL 708,115,835.00
LAW:

Section 446(a) of the Internal Revenue Code generally provides that taxable income shall be computed
under the method of accounting on the basis of which a taxpayer regularly computes his income in
keeping his books. Treas. Reg. § 1.446-1(b) further provides that if a taxpayer does not regularly employ
a method of accounting which clearly reflects his income, the computation of taxable income shall be
made in 2 manner which, in the opinion of the Commissioner, clearly reflects income. Once the
Commissioner has determined that the taxpayer’s method of accounting does not clearly reflect income,
the Commissioner has broad discretion in selecting a method of accounting that the Commissioner
believes properly reflects the income of a taxpayer. The Commissioner’s selection may be challenged
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only upon showing an abuse of discretion by the Commissioner. See Wilkinson-Beane, Inc. v.
Commissioner, 420 F.2d 352 (1* Cir. 1970); Stephens Marine. Inc. v. Commissioner, 430 F.2d 679, 686
(9™ Cir. 1970); Standard Paving Co. v. Commissioner, 190 F.2d 330, 332 (10" Cir.), cert. denied, 342
U.S. 860 (1951).

Treas. Reg. § 1.446-1(¢e)(2) provides that a taxpayer who changes his method of accounting shall, before
computing his income upon such new method for tax purposes, secure the consent of the Commissioner.
“Consent must be secured whether or not such method is proper or is permitted under the Internal
Revenue Code or the regulations thereunder.” See also American Can Co. v. Commissioner, 317 F.2d
604, 606 (2d Cir. 1963); Wright Contracting Co. v. Commissioner, 316 F.2d 249, 254 (5th Cir. 1963);

Broida, Stone & Thomas. Inc. v. United States, 309 F.2d 486 (4th Cir. 1962) (affirming 204 F.Supp. 841
(N.D.W.Va.1962)); Commissioner v. Liquidating Corp., 292 F.2d 225, 231 (3d Cir. 1961).

Under Treas. Reg. § 1.446-1(e)(2)(ii)(a), a change in method of accounting includes a change in the
overall plan of accounting for gross income or deductions, or a change in the treatment of any material
item. A material item is any item that involves the proper time for the inclusion of the item in income or
the taking of the item as a deduction. In determining whether a taxpayer’s accounting practice for an
item involves timing, generally the relevant question is whether the practice permanently changes the
amount of the taxpayer’s lifetime income. If the practice does not permanently affect the taxpayer’s
lifetime income, but does or could change the taxable year in which income is reported, it involves
timing and is therefore a method of accounting. Rev. Proc. 91-31, 1991-1 C.B. 566. Primo Pants Co. v.
Commissioner, 78 T.C. 705, 723 (1982); Knight Ridder v. United States, 743 F.2d 781, 798 (11™ Cir.
1984); Peoples Bank & Trust Co. v. Commissioner, 415 F.2d 1341, 1344 (7th Cir. 1969).

Section 2.06 of Rev. Proc. 2002-18 provides that the Commissioner may require a taxpayer that has
changed a method of accounting without the Commissioner's consent to change back to its former
method. The Commissioner may do so even when the taxpayer changed from an impermissible to a
permissible method. The change back to the former method may be made in the taxable year the
taxpayer changed without consent, or if that year is closed by the running of the period of limitations, in
the earliest open year. See Commissioner v. O. Liquidating Corp., 292 F.2d 225 (3rd Cir.), cert. denied,
368 U.S. 898 (1961); Wright Contracting Co. v. Commissioner, 316 F.2d 249 (5th Cir., 1963), cert.
denied 375 U.S. 879 (1963), reh'g denied 375 U.S. 981 (1964), acq. 1966-2 C.B. 7; Daktronics, Inc. v.
Commissioner, T.C. Memo. 1991-60; Handy Andy T.V. and Appliances, Inc. v. Commissioner, T.C.
Memo. 1983-713.

Although the Commissioner is authorized to consent to a retroactive accounting method change, a
taxpayer does not have a right to a retroactive change, regardless of whether the change is from a
permissible or impermissible method. Rev. Rul. 90-38, 1990-1 C.B. 57; Rev. Proc. 97-27, § 2.04; Rev.
Proc. 2002-18, §§ 2.01(2) and 2.03; Southern Pacific Transportation Co. v. Commissioner, 75 T.C. 497,
682 (1980); Diebold, Inc. v. U.S., 891 F.2d 1579, 1583 (Fed. Cir. 1989), cert. denied 498 U.S. 823.
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TAXPAYER’S POSITION:

Taxpayer’s position is described in detail in its original Form 3115, supplemental letter, and Complaint.
In summary, the Taxpayer argues that it is entitled to retain the $708,115,835 of Federal tax refunds for
the following reasons: 1) Its position on its 2005 and 2006 tax returns of deferring both the associated
revenue and expenses until a recognition event and reporting no deduction for future credit default
payments is consistent with accounting for contingent non-periodic payments under the impairment
method because the Taxpayer had not incurred any obligations under the post-2004 CDS contracts until
2007 and therefore no impairments occurred in those years. Accordingly, the reporting of a tax
deduction in 2007 under the impairment method does not represent a change in the method of accounting
for contingent non-periodic payments; 2) Its post-2004 CDS contracts should be treated as Notional
Principal Contracts in accordance with the Proposed Regulations under Treas. Reg. § 1.446-3; and 3) As
an insurance company subject to tax under Section 831 of the Internal Revenue Code of 1986, the
Taxpayer is required to follow statutory accounting provisions in computing its taxable income.
Taxpayer’s method of accounting for contingent non-periodic payments for statutory accounting
purposes is the impairment method and the impairment method is a ‘reasonable’ method for accounting
for the contingent non-periodic payments on the post-2004 CDS contracts under the Proposed
Regulations.

GOVERNMENT’S POSITION:

The Taxpayer changed its method of accounting and tax return position in 2007 without the
Commissioner’s consent as required by the Internal Revenue Code and the Treasury Regulations
thereunder. Taxpayer’s argument that it did not change to a new method of accounting in 2007 is
incorrect. By deferring both the revenue and expenses associated with its post-2004 CDS contracts until
a recognition event, the Taxpayer, in effect, elected the option method of accounting for its post-2004
CDS contracts. Under the option method, the Taxpayer treated the credit default swap contracts entered
into in 2005 and subsequent tax years as “put options” and, therefore, deferred both the revenue and
expenses from annual credit protection payments until a recognition event occurred (e.g., disposition of a
bond received on exercise of the contract or maturity of the contract). In other words, the Taxpayer
deferred both its fixed premium payments receivable and its expected obligations until a recognition
event in the future. The Taxpayer would not have deferred expected cash flows in this manner had it
been employing the impairment method. Such deferral, however, is perfectly consistent with the option
method of accounting, which must be considered to be the Taxpayer’s method of accounting for post-
2004 CDS contracts for years 2005 and 2006.

By contrast, the deduction of Taxpayer’s expected obligations under the post-2004 CDS contracts in
2007 and 2008 is consistent with the impairment method of accounting rather than the option method.
Consequently, the Taxpayer made an unauthorized change of accounting method for its post-2004 CDS
contracts from the option method to the impairment method in 2007. Since the Taxpayer did not receive
the consent of the Commissioner to make such accounting method change as required by § 446(e), it
should be put back on its original option method of accounting for 2007 and 2008.
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Taxpayer’s midstream reliance on Proposed Treas. Regulation §1.446-3(g)(6)(vii), published on March
23,2004, is incorrect as well. On August 9, 2004, the IRS published Notice 2004-52, Request for
Information about Credit Default Swaps (hereinafter, the “Notice™). Notice 2004-52 requested further
information regarding certain financial transactions commonly known as credit default swaps in
connection with the consideration by Treasury and the IRS of taxpayer requests for specific guidance on
the tax treatment of credit default swaps. The Notice acknowledged that credit default swaps can be
analogized, among other derivatives, to Notional Principal Contracts. Other derivatives credit default
swaps could be analogized to under the Notice were put options, financial guarantees, and insurance
contracts. The Notice did not draw any conclusions as to which of these derivatives credit default swaps
should be analogized to for Federal income tax purposes, but instead requested public commentary in
recognition of the economic similarities of a CDS instrument to various other financial transactions and
the fact that the various analogies correspond to significantly different tax treatments. The Proposed
Treas. Regulations under Section 1.446-3(g)(6)(vii), published on March 23, 2004, related to the
inclusion into income or deduction of a contingent non-periodic payment provided for under a Notional
Principal Contract (“NPC”). The Proposed Regulations did not rule, however, that a CDS instrument
can be treated as an NPC for Federal income tax purposes. If the Proposed Regulations were to become
final regulations, they would allow a taxpayer to elect a mark-to-market method for certain NPCs
providing for non-periodic payments. The election would apply to any contract that is held at the close
of the taxable year. To date, however, the Proposed Regulations have not been finalized. Taxpayer’s
reliance on the Proposed Regulations for treatment of its post-2004 CDS contracts as NPCs is therefore
unfounded.

Finally, even if the Taxpayer were correct in asserting that it did not adopt a new method of accounting,
but instead accounted for its post-2004 CDS contracts under the impairment method of accounting since
2005, the Taxpayer’s impairment method of accounting does not clearly reflect income for the following
two reasons: 1) it does not include the fixed premium payments provided for under the post-2004 CDS
contracts into income, but includes the impairment amounts as deductions, thereby deferring Taxpayer’s
income and accelerating Taxpayer’s expenses; and 2) it uses an unreasonably low discount rate to
calculate the present value of Taxpayer’s expected future obligations, or so-called “impairment”
amounts, on the post-2004 CDS contracts.

On its Forms 8275, Disclosure Statements, for the 2005 and 2006 tax years, the Taxpayer disclosed that
it treated its credit default swaps as put options, i.e., mcome from the credit default swaps is not
recognized until the option expires, is exercised, or sold.”® The Taxpayer explains that it will continue to
use this characterization “until such time as the IRS issues further guidance on the tax treatment of credit
default swaps.” On Form 8275 for the 2007 tax year, the Taxpayer disclosed that, beginning in 2005, its
CDS contracts were altered to adopt a “pay as you go” approach.'® It concluded that these contracts were
properly characterized as notional principal contracts and, in April 2008, filed a Form 3115 seeking
permission to properly recognize premium income on the contracts as received. The Taxpayer further

represented that it would continue to defer recognition of premium income on the post-2004 CDS
* ok X %

™ See Forms 8275, filed with Taxpayer’s 2005 and 2006 Federal income tax returns.
" See Form 8275, ﬁled with Taxpayer’s 2007 Federal income tax return.




Form 88@8A5973-3cC Doc 632-1 Filed 10/1271T Entered 10712711 210354 SERDOIEANO. OR
EXPLANARUONSTS ITEMS EXHIBIT

(REV JANUARY 1994) 1

NAME OF TAXPAYER TAX IDENTIFICATION NUMBER YEAR/PERIOD ENDED

Ambac Assurance Corporation (“AAC”),

Ambac Financial Group Inc. (“AFG”), collectively 38-1135174 ("AAC") 200712-200812

“Ambac” or the “Taxpayer”, EIN # 13-3621676

contracts until the IRS rules on its request for change in accounting method. On the same Form 8275,

the Taxpayer also disclosed that it was using the impairment method for the inclusion or deduction of

contingent non-periodic payments made pursuant to NPCs. In other words, the Taxpayer continued to

defer the premium payments, but began to accrue its expected losses with respect to its post-2004 CDS
contracts, creating an inconsistency between the income and the loss side of the instruments.

Additionally, the Taxpayer used an unreasonably low discount rate of 4.5% for calculating the present
value of its expected obligations, or so called “impairment” losses. The Taxpayer states that the 4.5%
discount rate approximates the average return on Taxpayer’s admitted assets as required under SSAP 60
for insurance reserves.'” The Taxpayer represents that its average rate of return on admitted assets for
the year ended December 31, 2009 was 6.74%. The Taxpayer also represents that it was directed by the
Wisconsin Insurance Commissioner to use a discount rate of 5.1% for both its insurance reserves and
impairment losses on the post-2004 CDS contracts. Although the Taxpayer has not argued that the credit
default swaps are insurance, it cites the necessity to comply with state "insurance regulations" such as
SSAP No. 5 in support of its claim for a deduction with respect to "impairment" of its positions in the
credit default swaps in issue. Taxpayer’s reliance on state insurance regulations to determine the amount
and timing of its CDS impairment losses for tax purposes is misguided. It is well-settled that where an
insurer claims for tax purposes a loss or expense arising from a non-insurance transaction, the proper
deductibility and timing of such an item is not governed by the state insurance regulatory rules. See
State Farm Mut. Auto. Ins. Co. v. C.LR., 135 T.C. No. 26 (Nov. 8,2010) (explaining that insurance
regulator’s treatment of loss under statutory accounting rule SSAP No. § is not controlling for tax
purposes because the loss was an “extracontractual loss” rather than a loss on an insurance contract).
Based on its own valuation, the Government concludes that the 4.5% discount rate used by the Taxpayer
to calculate the present value of its expected obligations is low, and it unreasonably inflates Taxpayer’s
tax losses for the 2007 and 2008 tax years.!

CONCLUSION:

Taxpayer’s change from an option method to an impairment method of accounting for its post-2004 CDS
contracts constitutes a change of accounting method. The Taxpayer made such change in method of
accounting in 2007 without having secured the consent of the Commissioner as expressly required by §
446(e). Accordingly, pursuant to Rev. Proc. 97-27 and Rev. Proc. 2002-18, the Taxpayer should be put
back on its original option method of accounting.

Additionally, the impairment method of accounting is an impermissible method of accounting as it does
not clearly reflect Taxpayer’s income. Under § 446(b), the Commissioner is authorized to place the
Taxpayer on a method of accounting which does clearly reflect income, such as the Taxpayer’s original
option method of accounting. Section 446(b) thus furnishes additional and independent authority to
return the Taxpayer to its original option method of accounting for its post-2004 CDS contracts.

* K ok Kk

'* See Ambac’s Response to Government’s Second Set of Informal Discovery Requests, at 3, footnote 2. -
' See IRS Engineer Report, attached hereto as Exhibit A.
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NAME OF TAXPAYER TAX IDENTIFICATION NUMBER YEAR/PERIOD ENDED

Ambac Assurance Corporation (“AAC"),

Ambac Financial Group Inc. (“AFG”), collectively 38-1135174 ("AAC") 200712-200812

“Ambac” or the “Taxpayer”, EIN # 13-3621676

The credit default swap losses claimed on the Taxpayer’s 2007 and 2008 Federal income tax returns are
not allowed under the option method of accounting. Accordingly, these losses, and the loss carrybacks
resulting from these losses, must be disallowed. Consequently, Taxpayer is not allowed to retain its
Federal tax refunds for tax years 2003 through 2007.
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EXHIBIT A

ENGINEER’S REPORT

HOWARD T. MOTT
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Taxpayer applied a 4.5% discount rate in its calculation of net impairment losses for the
financial reporting years ending 12/31/2007 and 12/31/2008. Taxpayer’s responses to
discovery include the following statements: "AAC based its CDS performance assumptions
on the characteristics of the pool of securities supporting the reference obligation that was the
subject of the CDS contract as provided by a third party trustee"; "used the performance
assumptions to generate a projection of the cash flows it would be expected to make and
receive"; "properly discounted the projected payments to their present value using the
statutory discount rate as defined for purposes of calculating Taxpayer’s financial guarantee
loss". Footnote to italics above is as follows: "AAC used a 4.5% discount rate in calculating
both its insurance reserves and its impairment losses on the Post-2004 CDS Contracts for
2007 and 2008. This rate approximates the average rate of return on ACC's admitted assets as
required under SSAP 60 for insurance reserves. AAC's average rate of return on its admitted
assets for the year ended December 31, 2009 was 6.74%. However, the Wisconsin Insurance
Commissioner directed the company to use a discount rate of 5.1% for both AAC's insurance
reserves and impairment losses on the Post-2004 CDS Contracts. Although SSAPS does not
provide guidance on the discount rate to be used for impairment losses on CDS contracts,
AAC applied the same discount rate for this purpose as it used to discount its insurance
reserves. The Wisconsin Insurance Commissioner confirmed the validity of this approach by
requiring the use of the same discount rate for both AAC's insurance reserves and impairment
losses for 2009."

Taxpayer stated in a March 24, 2011 meeting that its admitted reserves were 80% invested in
AAA rated tax exempt Muni/GIC equivalent obligations yielding approximately 4.5% and
stated that the appropriate discount rate to apply was the 'risk free' rate of 4.5% for US
Treasuries (implied market standard is the 30 year Treasury maturity) based on investment
portfolio credit profile. Taxpayer was asked to provide additional detail supporting the
calculation of the 4.5% discount rate; response attached as Annex A. Taxpayer was asked to
confirm the average weighted life of the CDS portfolio against which impairment losses were
being reported for the years under audit as detailed in the Taxpayer’s public financial
statements. Taxpayer was requested to provide the corporate weighted average cost of capital
and replied that the company did not make such a calculation. Taxpayer was asked to provide
the 'term maturity' benchmark used in the determination of the "risk free" rate equivalent and
declined to do so; see IDR request HTM-1 as attached as Annex B. Conclusion derived from
Taxpayer interaction is that the Taxpayer constructed its own discount rate.

The relationship between the Taxpayer’s yield on its admitted investment portfolio is not
analogous to a projected loss experience on a Credit Default Swap portfolio. Taxpayer’s
representations imply a constructed methodology application (extrapolation of a discount rate
relative to the admitted investment yield rate) in its determination of a discount rate. Such
determination is deficient for the calendar years ending 12/31/2007, 12/31/2008, and
12/31/2009 in that 1) no formulaic differentiation is visible between a risk free rate and the
discount rate applied; 2) the discount rate should be a derivation of the risk free rate applied
to CDS liabilities - weighted average life - as detailed in the Taxpayer’s public financial
documents 3) no percentage calculation by admitted asset class investments recognizing a
credit differential and a margin differential between US Treasuries and each asset class is
evident; 4) no relationship identifying secondary market activity of the underlying asset class
which could have been used to make the T/P's constructed approach more robust is evident;
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5) no reasoned analysis of 'benchmark’ maturities in deriving either an appropriate ‘adjusted’
risk free rate or a comparable 'discount rate' matching either the assumed life of admitted
invested assets or the weighted average life of the CDS exposures is visible; and 6) the
implicit representation that economic conditions impacting on CDS performance, inherent in
applying the same discount rate in the years 2007 and 2008, does not recognize the disruptive
economic dynamics occurring within the financial marketplace during 2007, 2008
specifically, continuing into 2009, and on-going.

The use of a 4.5% discount rate for each of the years 2007 and 2008 is not supported; the
application of a 5.1% rate stipulated by the Wisconsin Commissioner of Insurance for the
2009 year is not supported; the Taxpayer’s calculated internal rate of 6.74% admitted asset
yield for the year 2009 is not supported as an appropriate discount rate for the year 2009, and
the 5.1% stipulated rate by the Wisconsin Commissioner of Insurance for 2010 is not
supported. The discount rate(s) used are low and are inconsistent with publicly released
financial reporting detail as well as with internal analysis applied in assessing CDS portfolio
exposures and projected future performance.

Digitally signed

by KWFMB
DN: cn=KWFMB,

emall=Howard.
T.Mott@irs.gov

FMBE:
2011.05.03

09:37:54 -04'00'
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(REV JANUARY 1994) 1
NAME OF TAXPAYER TAX IDENTIFICATION NUMBER YEAR/PERIOD ENDED
AMBAC FINANCIAL GROUP INC & SUBS 13-3621676 200612-200712

TAXPAYER WAS INVESTED IN THE WEINSTEIN COMPANY HOLDINGS LLC FOR THE 200612 AND 200712
YEARS.

THE WEINSTEIN COMPANY HOLDINGS LLC WAS AN INVESTOR IN GENIUS PRODUCTS LLC.

BOTH OF THE ABOVE ENTITIES WERE EXAMINED BY THE IRS.

THE GENIUS EXAMINATION CONCLUDED FIRST AND SENT OUT THE RESULTS TO THE LINKED
INVESTORS. THE AMOUNTS PER THE SUBSTITUTE FORM 886S ARE SHOWN ABOVE AS A DECREASE IN
DEDUCTION OF $562,600.00 FOR THE 200612 YEAR AND AN INCREASE IN THE DEDUCTION OF $579,745.00
FOR THE 200712 YEAR.

AT THE CONCLUSION FOF THE WEINSTEIN COMPANY HOLDING LLC EXAMINATION AN ADJUSTMENT
OF $37,017,846.00 WAS MADE AGAINST ORDINARY INCOME. AMBAC PRIVATE HOLDINGS LLC’s PORTION
OF THIS ADJUSTMENT IS 2.00624% X $37,017,846.00 OR AN INCREASE TO INCOME OF $742,668.00 AS SHOWN
ABOVE.

THE 2007 EXAMINATION OF WEINSTEIN COMPANY HOLDINGS LLC HAS BEEN DETERMINED TO HAVE NO

CHANGES TO ITS ORIGINAL FILING.
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Department of the Treasury - Internal Revenue Service Request Number

rom 4564 _
rev.sepemeer 2005 | INformation Document Request |+H-2c)2
To: (Name of Taxpayer and Company Division or Branch) Subject
AMBAC FINANCIAL GROUP INC IAdvisory Services - BlackRock Solutions
ONE STATE STREET PLAZA

SAIN number Submitted to:

804 Rachell Gupta, Esquire
NEW YORK, New York 10004-1505 Dates of Previous Requests (mm/dd/yyy)

4/4/2011

Please return Part 2 with listed documents to the requester identified below
Description of documents requested:

Response to the IDR HTM - 2 provided various documentation pertinent to the engagement of BlackRock Solutions pursuant to the
Advisory Services Agreement engaged by Davis Polk & Wardwell L.L.P. as of January 8, 2010.

Definitions of the following were requested in HTM - 2 :

Liability Appraiser Base Case

Liability Appraiser Stress Case

Liability Appraiser Market Value

and the ABS CDO Considerations Schedules(s) thereto related.
The documents provided include:

Schedule A, Description of Services, page 3, paragraph C. Transparency in Liability Appraiser Assumptions and Techniques
indicates the following: "Black Rock will prepare a presentation in Powerpoint format detailing its analytical approach and model
methodologies by relevant asset class for the Insured Transactions

and

The third bullet point in Schedule A Description of Services, page three (C), indicates "BlackRock will provide a detailed description
of its Base and Stress case scenarios including the key assumptions, market trends and macroeconomic factors.”

Please provide copies of the BlackRock Powerpoint presentation to complete the information requested in HTM - 2

Information due by 5/18/2011 At next appointment[] Mail in [J
Name and Title of Requester Employee |D number Date (mm/iddyyyy)
Mott, Howard T 1000860430 5/3/2011
Engineer
; Office Location: Telephone:
From: |4 Belden Ave. 203 252 1276

Norwalk, Connecticut 06850-3314
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NOTICE OF PROPGSED ADJUSTMENT

Name of Taxpayer EIN# Issue No.
Ambac Financial Group, Inc. (“AFG” or “Taxpayer”) 13-3621676 1

Namac and title of person 10 whom delivered Daite:
Rachel Gupta, Esquire May 4, 2011

Based on the information we now have avallable and cur discussions with you, we belleve the proposed adjustrnent listed below should ba
included in the revenus agent's report. However, if you have additional Informatlon that would aller or reverse this proposal, please
turnish this information @s scon as possible.

Endty for this proposcd adjusment: Ambac Assurance Corporaton (“AAC” or “TP”) EIN #39-1135174

Based oo the information we now have available and our discussions with you, we believe the proposed adjustment listed
below should be included in the revenuc agenrt's report. However, if you have additional information that would alter or
reverse this proposal, please furmish this information as soon us possible.

Years Amount Accounrt or retura line SAIN NO Issue Code

200712 756,713,558 1120 PC-Schedule A-Line 31 71403 09300-99-12

200812 3,413,450,726 1120 PC-Schedule A-Linc 31 714-03 059300-99-12
ISSUES:

1. Should Ambac Financial Group, Inc. ("AFG”, “Ambac”, or the “Taxpayer”) be allowed to claim
$756,713,558 and $3,413.450,726 of credit default swap losses on its 2007 and 2008 Federal income tax
returns respectively?

2. Consequently, should the Taxpayer be allowed to retain $708,115,835 of Federal tax refunds for the 2003
through 2007 tax years, arising from the carry back of the credit default swap losses claimed on its 2007
and 2008 Federal income tax returns?

CONCLUSION:

1. No. In 2007, the Taxpayer changed its original option method of accounting for its post-2004 credit
default swap contracts (“post-2004 CDS contracts”) to a so-called “impairment” mcthod of accounting
without securing the consent of the IRS Commissioner as required by § 446(e) and the regulations
thereunder. Without such consent. the Taxpayer was prohibited from changing its method of accounting
and should bhave stayed on its original option method. Under the option method of accounting, the
Taxpayer could not claim $756,713,558 and $3,413,450,726 of ordinary losses on its 2007 and 2008
Federal income tax returns respectively. The $756,713,558 and $3,413.450.726 of credit default swap
losses for the 2007 and 2008 taxable years are therefore disallowed.

Even if the Taxpayer did not change its method of accounting, but adopted a “new” method of accounting

Taxpayer Representative's acdon(check one)
AGREED: AGREED IN PART: DISAGREED: l i
| HAVE ADDITIONAL INFORMATION; Will submit by

Case M er . - D:l.tc.

FORM 5701 Department of the Treasury - lntcrnal Revenue Service

d LO¥S BTL 212 54199 ¥P:491  TT0Z-07-AYMW

[ ]
-
o
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NOTICE OF PROPGSED ADJUSTMENT

Name of Taxpayer EIN# Issue No.
Ambac Finandial Group, Jne. (“AFG” or “Taxpaver”) 13-3621676 1

Name and dde of person to whom delivered Datc:
Rachel Gupra, Esquire May 4, 2011

for its post-2004 CDS contracts, Taxpayer’s impairment method of accounting does not clearly reflect
income within the meaning of § 446(b). The Taxpayer’s original option method of accounting does clearly
reflect income. Under § 446(b), therefore, the IRS Commissioner has the authority to require the Taxpayer
to continue to use its option method of accounting for its post-2004 CDS contracts. The $756,713,558 and
$3,413,450,726 of credit default swap losses for the 2007 and 2008 taxable years are therefore disallowed.

2. No. Because the IRS Commissioner properly disallowed losses on the post-2004 CDS contracts of
$756,713,558 and $3,413,450,726 on the 2007 and 2008 Federal incomc tax returns respectively, these
loses cannot be carried back to the 2003 through 2007 tax years. Consequently, the Taxpayer should not be
allowed to retain the $708.115,835 of Federal tax refunds for the 2003 through 2007 tax years that are

attributable 1o such loss carrybacks.

Reasons for Proposed Adjustment

Sec Attached Form 886A

Taxpaycr Representative's action(check one)

AGREED: ' ’ AGREED IN PART: D DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

]

Case Manager s Date:
é:\rﬂ/k( [0 [l Aﬁxy“{';&’//
7
FORM 5701 Department of the Treasury - Internal Revenue Service
£00°d L0789 BTL 212 SY199 §%:41  TT0Z-0T-AWM
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NOTICE OF PROPGSED ADJUSTMENT

Name of Taxpayer EIN# Issuc No.
Ambac Financial Group, Inc. (“AFG” or “Taxpayer”) 13-3621676 2

WNume and title of peryon to whom delivered Date:
Rachel Gupta, Esquire May 4, 2011

Based on the Information we now have avallable and our discussions with you, we balleve the proposed adjustment listed below should be
included in the revenue agent's report. However, if you have additional information that would alter or reverse this proposal, please
turnigh this information as soon as possibis.

Entity for this proposcd adjustment: Ambac Assurance Corporation (“AAC” or “TP”) EIN #39-1135174

Bascd on the information we now have availablc and our dircussions with you, we belicve the proposed adjustment listed
below should be included in the revenue agent's report. However, if you have additional information that would alter or
reversc this proposal, pleasc furnish this informution as voon a3 possible.

Yearn Amount Account or return line SAIN NO Isaue Code

200912 2,881,788,001 1120 PC-Schedule A-Line 31 714-03 09300-99-12

See Form 5701 for the 200712-200812 tax years and acached Form 886A, Exhibit A, and Anoexes # 1 theough B.

T
Taxpayer Representative's action{check one)
AGREED: AGREED IN PART: DISAGREED:

HAVE ADDITIONAL INFORMATION; Will submit by

Casc Manag Ty Date:
T i e ™ Bng itk T

s

FORM 5701 Deparunent of the Trcasury - Internal Revenue Service

¥oo°d L0%9 BTL 21E S¥I99 Q%:81  TT0Z-0T-AVWH
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Form 5701 o 2B @Gy - mame Rwveno sarvicy

(Rev. December 2006) Notice of Proposed Adjustment

Name of laxpayer Isaue No,
AMBAC FINANCIAL GROUP INC & SUBS 3

Narne and thie of porson o whom daliversd Date
RACHEL GUPTA, ESQUIRE 05/04/2011

Entity for this proposed adjustment
AMBAC PRIVATE HOLDINGS LLC % KEVIN DOYLE GENERAL COUNSEL

Based on the infermation we now have available and our discussions with you, we bellsve tha proposed adjustment listed balow should be
included In the revanue agent's report. However, if you have additional information that would alter or reverse this proposal, please
fumish this information 43 soon 3% possible.

Years Arnount Account or return line SAIN NO. Issue Code
200612 $ 562,000.00
200712 (S 579,745.00)
200612 % 742,668.00

Roascens for Proposed AdjUStMEnt (irme sspansion of me edustinnt wil b Sgor Tion 710 40000 DroviSod ikos, 7% 07 axplbnelion sHould bapsn on Fomm BIA (Explananen of Tomd.

SEE 886-A

T ra/ Representalive's Action
[ﬁ‘::rum E] Agread In Pan D Disugreed D Mave additianal information; will submit by:
Taxpayars / Huprguantatives Sigrawre

It Dizagreed in Part or in Full - Check here for consideration of Fast Track Setiement
Taxpayor D IRS

Team Maragaer 2::_7/u ‘/\‘ /)Z‘; ¢ :W‘ Damﬂ% L)‘/ ‘aﬁ/;

0o d L0¥9 614 272 S¥Ise 8¥:41 110Z2-0T-AYHW
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Internal Revenue Service
110 W. 44" Street — 10* Floor
New York, NY 10036
FAX: 212-719-6432

Date: vV —/0-.//

—
< i

To: [ 2 S TA-S’

. ¢ >
Phone Number; Fax Number: 2//‘ )*MJF — J./g o

From: /_D_f_

r ) /
| can be reached at: /2—7) /{i-{a’ 33 or e-mail to:

% Page(s) plus this coversheet

Comments:

Confidential Facsimile Communication

This communication is intended for the sole use of the individual to whom it is addressed. This communication
may contain privileged information that is confidential and exempt from disclosure under applicable law. If the
reader of this communication is not the intended recipient or the employee, you are hereby notified that any
distribution or copying of this communication may be strictly prohibited. If you have received this
communication in error, please notify the sender immediately by phone and return the communication to the
address above via United States Postal Service.

Thank You.

T00°4d L0%9 614 212 54199 Pr:al  TT0Z-0T-AYM
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EXHIBIT B

(IRS Claims & Debtor’s Objection Thereto)



10-15973-scc  Doc 632-2 Filed 10/12/11 Entered 10/12/11 21:03:56 Exhibit B

. Pjg 2 of 37 - _
Hearing Date and Time: July 19, 2011 at 10:00 a.m. (prevailing Eastern Time)
Response Deadline: July 5, 2011 at 4:00 p.m. (prevailing Eastern Time)

Peter A. lvanick

Lawrence M. Hill

Allison H. Weiss

DEWEY & LEBOEUF LLP
1301 Avenue of the Americas
New York, New York 10019
Tel: (212) 259-8000

Fax: (212) 259-6333

-and -

Todd L. Padnos (admitted pro hac vice)
DEWEY & LEBOEUF LLP

1950 University Avenue, Suite 500
East Palo Alto, California 94303

Tel: (650) 845-7000

Fax: (650) 845-7333

Attorneys for the Debtor and Debtor in Possession

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Inre

Chapter 11

AMBAC FINANCIAL GROUP, INC,,

Case No. 10-15973 (SCC)
Debtor.

NOTICE OF DEBTOR’S OBJECTION TO PROOF OF CLAIM
NUMBERS 3694 AND 3699 FILED BY THE DEPARTMENT
OF THE TREASURY — INTERNAL REVENUE SERVICE

PLEASE TAKE NOTICE that on June 14, 2011, Ambac Financial Group, Inc., as debtor
and debtor in possession in the above-captioned chapter 11 case (the “Debtor”) filed the attached
Debtor’s Objection to Proof of Claim Numbers 3694 and 3699 Filed by the Department of the
Treasury — Internal Revenue Service (the “Objection”) with the United States Bankruptcy Court

for the Southern District of New York (the “Bankruptcy Court”). A hearing to consider the

Obijection is scheduled for July 19, 2011 at 10:00 a.m. (prevailing Eastern Time) before the
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Honorable Shelley C. Chapman, United States Bankruptcy Judge, in Courtroom 610 at the
Bankruptcy Court, One Bowling Green, New York, New York 10004.

PLEASE TAKE FURTHER NOTICE that any response to the Objection must be in
writing, conform to the Federal Rules of Bankruptcy Procedure, the Local Bankruptcy Rules for
the Southern District of New York, the Amended Notice, Case Management, and Administrative
Procedures approved by the Bankruptcy Court [Docket No. 75], and the Order Pursuant to
Section 105(a) of the Bankruptcy Code and Bankruptcy Rule 3007 Granting Relief From Certain
Limitations of Bankruptcy Rule 3007 and Establishing Procedures for Objecting to Claims
[Docket No. 225], be filed electronically by registered users of the Bankruptcy Court’s electronic
case filing system, and be served, so as to be received no later than July 5, 2011 at 4:00 p.m.
(prevailing Eastern Time), by (i) the chambers of the Honorable Shelley C. Chapman, United
States Bankruptcy Judge, One Bowling Green, Courtroom 610, New York, New York 10004; (ii)
counsel for the Debtor, Dewey & LeBoeuf LLP, Attn: Jeffrey Chubak, 1301 Avenue of the
Americas, New York, New York 10019; (iii) counsel for the statutory committee of creditors,
Morrison & Foerster LLP, Attn: Anthony Princi, 1290 Avenue of the Americas, New York, New
York 10104; (iv) counsel for the Office of the Commissioner of Insurance of the State of
Wisconsin, Foley & Lardner LLP, Attn: Frank W. DiCastri, 777 East Wisconsin Avenue,
Milwaukee, Wisconsin 53202; (v) the Office of the United States Trustee for the Southern
District of New York, Attn: Brian S. Masumoto, 33 Whitehall Street, 21st Floor, New York,
New York, 10004; and (vi) all entities which have filed a written request for notice with the

Bankruptcy Court.
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PLEASE TAKE FURTHER NOTICE that if no response to the Objection is timely filed

and served, the Bankruptcy Court may enter an order sustaining the Objection without further

notice or hearing.

Dated: June 14, 2011
New York, New York

Respectfully Submitted,

[s/ Allison H. Weiss

Peter A. Ivanick

Lawrence M. Hill

Allison H. Weiss

DEWEY & LEBOEUF LLP
1301 Avenue of the Americas
New York, New York 10019
Tel: (212) 259-8000

Fax: (212) 259-6333

-and -

Todd L. Padnos (admitted pro hac vice)
DEWEY & LEBOEUF LLP

1950 University Avenue, Suite 500
East Palo Alto, California 94303

Tel: (650) 845-7000

Fax: (650) 845-7333

Attorneys for the Debtor and Debtor in Possession
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Hearing Date and Time: July 19, 2011 at 10:00 a.m. (prevailing Eastern Time)
Response Deadline: July 5, 2011 at 4:00 p.m. (prevailing Eastern Time)

Peter A. lvanick

Lawrence M. Hill

Allison H. Weiss

DEWEY & LEBOEUF LLP
1301 Avenue of the Americas
New York, New York 10019
Tel: (212) 259-8000

Fax: (212) 259-6333

-and -

Todd L. Padnos (admitted pro hac vice)
DEWEY & LEBOEUF LLP

1950 University Avenue, Suite 500
East Palo Alto, California 94303

Tel: (650) 845-7000

Fax: (650) 845-7333

Attorneys for the Debtor and Debtor in Possession

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Inre

Chapter 11

AMBAC FINANCIAL GROUP, INC,,

Case No. 10-15973 (SCC)
Debtor.

DEBTOR’S OBJECTION TO PROOF OF CLAIM NUMBERS
3694 AND 3699 FILED BY THE DEPARTMENT OF THE
TREASURY - INTERNAL REVENUE SERVICE

TO THE HONORABLE SHELLEY C. CHAPMAN,
UNITED STATES BANKRUPTCY JUDGE:

Ambac Financial Group, Inc., as debtor and debtor in possession in the above-captioned
chapter 11 case (the “Debtor”), by and through its undersigned counsel, hereby submits this

objection (the “Objection”) to proof of claim numbers 3694 and 3699 (the “IRS Claims™), filed
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by the Department of the Treasury — Internal Revenue Service (the “IRS”) on May 5, 2011, and
respectfully represents:

Preliminary Statement

The IRS Claims, which are substantially duplicative of one another, assert a priority
claim against the Debtor of $807,242,021.91. The Debtor believes that the IRS Claims are
premised on the erroneous assumption that $708,115,837 in tax refunds paid to the Debtor
between December 2008 and February 2010 (the “Tax Refunds”) on account of carrying back

losses that resulted from its credit default swap contracts (the “CDS Contracts”) were

erroneously paid to the Debtor. However, as described below, the Tax Refunds were not
erroneously paid to the Debtor.

Up until 2007, Ambac Assurance Corp. (“AAC”), the Debtor’s principal operating
subsidiary, treated its CDS Contracts as put options subject to the “wait and see” method of
accounting for federal income tax purposes. In preparing its 2007 federal income tax return, the
Debtor, in consultation with its accounting firm, KPMG, determined that its Post-2004 CDS
Contracts (as defined below) should have been treated as “notional principal contracts” within
the meaning of Treas. Reg. § 1.446-3(c)(1)(i) (“NPCs”), rather than as put options subject to the
“wait and see” method of accounting.

As described below, proposed regulations promulgated in 2004 by the Department of the
Treasury (the “Treasury”) concerning NPCs (i) require that a taxpayer use either of two methods
to account for “contingent nonperiodic payments,” such as payments made to credit protection
buyers in respect of CDS Contracts upon the occurrence of a credit event—the “noncontingent
swap” method or the “mark-to-market” method; and (ii) specify that these two methods apply to

NPCs entered into on or after 30 days after the proposed regulations are finalized. See Prop.

Treas. Reg. 8 1.446-3 (the “2004 Proposed Regulations™).
2
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In addition, the Preamble to the 2004 Proposed Regulations (the “Preamble”) provides
that (i) the “wait and see” method of accounting for contingent nonperiodic payments is
“inconsistent” with existing rules and regulations; and (ii) taxpayers that have not adopted an
accounting method for NPCs providing for contingent nonperiodic payments must adopt a
method that takes such payments into account over the life of the contract under a “reasonable
amortization method.”

Because the 2004 Proposed Regulations had not been finalized in 2007 (and to date, have
never been finalized), the Debtor adopted the “impairment” method of accounting as a
reasonable accounting method with respect to the contingent nonperiodic payments under the
Post-2004 CDS Contracts. The Debtor filed with the IRS its Accounting Method Application (as
defined below) in April 2008 and supplemented that application in a September 2008 letter,
specifying that AAC had not adopted an accounting method with respect to losses incurred for
the first time in 2007 in respect of the Post-2004 CDS Contracts, and that AAC was adopting the
impairment method as an initial accounting method with respect to those losses. The IRS has
never formally ruled on the Accounting Method Application. As a result of the application of
the impairment method, the Debtor reported significant losses in respect of the Post-2004 CDS
Contracts and