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SUBMITTED PURSUANT TO FRE 408 AND
WISCONSIN STATUTE SECTION 904.08
FOR SETTLEMENT PURPOSES

February 24, 2012

Preet Bharara, Esq.

United States Attorney
Southern District of New York
U.S. Department of Justice

86 Chambers Street

New York, NY 10007

John A. DiCicco, Esq.
Principal Deputy Assistant Attorney General

Tax Division

United States Department of Justice
Washington, D.C. 20530

Re:

Ambac Financial Group, Inc. v. United States, Adv. Proc. No. 10-4210

(Bankr. S.D.N.Y., filed Nov. 9, 2010y

In the Matter of the Rehabilitation of Segregated Account of Ambac Assurance
Corp., No. 2010CV1576 (Wis. Cir. Ct. for Dane Cnty. Jan. 24, 2011), petition for
review granted, No. 2011AP987 (Wis. Aug. 31, 2011);

In the Matter of the Rehabilitation of Segregated Account of Ambac Assurance
Corporation, 782 F. Supp. 2d 743 (W.D. Wis. 201 1), appeal docketed,
No. 11-1158 (7th Cir. Jan. 19, 2011); and

United States v. Wisconsin State Circuit Court for Dane County, et al.,

767 F. Supp. 2d 980 (W.D. Wis. 2011), appeal docketed, No. 11-1419
(7th Cir. Feb. 22, 2011).

Dear Messrs Bharara and DiCicco:
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This letter constitutes an offer to settle the above-referenced proceedings on the terms
described below. The settlement would be between the United States, on the one hand, and
Ambac Financial Group, Inc. (“Debtor” or “AFGI” , Ambac Assurance Corporation (“AAC),
the Official Committee of Unsecured Creditors of AFGI (“Official Creditors Committee™), the
Segregated Account of Ambac Assurance Corporation (the “Segregated Account™)', the court-
appointed Rehabilitator of the Segregated Account (the “Rehabilitator”) and the Wisconsin
Office of the Commissioner of Insurance (“OCrI”), on the other hand (collectively, the United
States, AFGI, AAC, Official Creditors Committee, Segregated Account, Rehabilitator and OCI

are referred herein as the “Parties”).?

k On March 24, 2010, the Wisconsin Office of the Commissioner of Insurance (“OCI”) approved the

establishment of a segregated account of AAC, pursuant to Wis. Stat. section 61 1.24(2), to segregate certain non-
performing segments of AAC’s liabilities. All policy obligations of AAC not allocated to the Segregated Account
remain in the general account of AAC; and, in addition, the Segregated Account contains a secured note issued by
the general account (the “Secured Note”). Further, on March 24, 2010, OCI commenced rehabilitation proceedings
with respect to the Segregated Account in the District Court of Dane County, Wisconsin to facilitate an orderly run-
off and/or settlement of the liabilities in the Segregated Account.

2 In this letter, the term “IRS” means the Internal Revenue Service; the term “Code” means the Internal
Revenue Code of 1986, as amended; the term “Group” means the “affiliated group” (as defined in Section 1504(a)
of the Code) of which AFGI is the common parent, and AAC (including the Segregated Account) is one of the
members and the term “CDS Contracts” means all the CDS contracts identified in Attachment A as the pay-as-you-

2005, December 31, 2006, December 3 1,2007, December 31, 2008, December 3 1, 2009 or December 31, 2010; the
term “CDS Contracts” does not include the CDS contracts identified in Attachment B as CDS contracts with respect
to which items of income, gain, deductions, or loss were not reflected in any of the federal income tax returns filed
by the Group for the tax years ending December 31, 2005, December 31, 2006, December 31, 2007, December 31,
2008, December 31, 2009 or December 31, 2010; the term “Confirmation Order” means the plan of rehabilitation
confirmation order; the term “Bank Settlement Notes” means the surplus notes issued by AAC on June 7,2010
pursuant to the Settlement Agreement, dated June 7, 2010, among AAC and certain financial institutions as well as
the issuance by the Segregated Account of $50 million in surplus notes on July 29, 2010 in connection with a
separate settlement, and the term “Plan of Reorganization” means AFGI’s reorganization plan submitted to the
United States Bankruptcy Court for the Southern District of New York as finally amended and confirmed,
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On November 8, 2010, AFGI filed a voluntary case under Chapter 11 of Title 11 of the

United States Code seeking bankruptcy protection (“Bankruptcy Case”). On November 9, 2010,
AFGI commenced an adversary proceeding in connection with the Bankruptcy Case against the
United States (“Adversary Proceeding”), seeking, in part, to obtain an injunction and a
declaration that the Debtor applied the proper accounting method with respect to losses on the
CDS Contracts. The Adversary Proceeding is captioned Ambac Financial Group, Inc. and The
Official Committee of Unsecured Creditors v. United States of America, Adv. Pro. No. 10-4210
(SCC). On May 5, 2011, the United States filed its proofs of claim in the Bankruptcy Case
against AFGI, thereby asserting a priority claim against the Debtor of $807,242,021.91 (“IRS
Claims”). The IRS Claims seek the return of the tentative tax refunds received by the Group
resulting from the claimed recognition of losses in 2007 and 2008 with respect to the CDS
Contracts. The Debtor filed its objection to the IRS Claims on June 5,2011.

The United States has also sought to assert legal rights against AAC, under Treas. Reg
§§ 1.1502-6(a) and 1.1502-78(b)(2), with respect to any deficiency or underpayment of federal
taxes against the Group. As authorized by statute, OCI approved the creation of the Segregated
Account, which OCI then placed into rehabilitation in the Wisconsin Circuit Court of Dane
County (the “Rehabilitation Court”) on March 24, 2010, with the Wisconsin Commissioner of
Insurance appointed as Rehabilitator. By order dated November 7, 2010, the Rehabilitation

Court approved the allocation of AAC’s federal tax liability for all prior tax years, including any
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liability it may have with respect to the IRS Claims to the Segregated Account’ On
December 8, 2010, the United States removed the Wisconsin rehabilitation proceeding involving
the Segregated Account to the United States District Court for the Western District of Wisconsin
(the “District Court”). The Rehabilitator moved to remand the proceeding to the Rehabilitation
Court, and on January 14, 2011, that motion was granted by the District Court. The United
States appealed that decision to the United States Court of Appeals for the Seventh Circuit. On
February 9, 2011, the United States filed a complaint and a motion for a preliminary injunction
in the District Court seeking, inter alia, to enjoin enforcement of the injunction issued by the
Rehabilitation Court and the Confirmation Order against the United States in a case captioned
United States of America v. Wisconsin State Circuit Court for Dane County, Case No. 11-cv-099,
The District Court dismissed that suit for lack of subject matter jurisdiction on February 18,
2011, and the United States filed a notice of appeal on February 22, 2011. The appeals at the
Seventh Circuit are pending as Appeal Nos. 11-1158 and 11-1419.

On March 9, 2011, the United States appealed the Order of Confirmation entered by the
Rehabilitation Court on January 24, 2011. That appeal, No. 2011-AP-987, was dismissed by the
Wisconsin Court of Appeals. The Wisconsin Supreme Court subsequently granted the United
States’ Petition for Review. The matter has been briefed, argued before, and submitted for
decision to the Wisconsin Supreme Court.

AFGI, AAC, the Official Creditors Committee, the Segregated Account, the

Rehabilitator, and OCI offer to resolve and settle the disputes described above to avoid the

3 It is acknowledged that the United States disputes that this allocation was effective as to it.
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burden, expense and uncertainty of litigation. The terms of this offer (the "Offer") are as
follows:

1. The proposed settlement shall not be effective until this offer has been accepted
by the United States, such acceptance including having received a response of “no adverse
criticism” from the Congressional Joint Committee on Taxation to effectuate the transactions
contemplated in this letter, and the conditions in 28 C.F.R. § 0.163 relating to the settlement of
appeals authorized by the Solicitor General shall also have been satisfied, and each of the other
conditions below in this paragraph 1 have been satisfied.

a. The Rehabilitation Court shall have entered an order approving the transactions
contemplated in this letter.

b. The United States Bankrupicy Court for the Southern District of New York (the
“Bankruptcy Court”) shall have entered an order approving the stipulated
dismissal with prejudice of the Adversary Proceeding and approving the other
transactions contemplated in this letter, including the Plan of Reorganization.

¢. AFGI (on behalf of itself, AAC, and the other members of the Group) and the IRS
shall have entered into a closing agreement under section 7121 of the Code that
provides as follows:

(1)  The closing agreement finally and conclusively resolves the federal
income tax liability (and any liabilities in respect of interest under section
6601 of the Code and additions to tax and penalties that may be imposed

under the Code with respect to this income tax liability) of the Group for
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the tax years ending December 31, 2003 through and including December
31, 2009.
(2)  The closing agreement also finally and conclusively resolves the federal
income tax liability (and any liabilities in respect of interest under section
6601 of the Code and additions to tax and penalties that may be imposed
under the Code with respect to this income tax liability) of the Group for
the tax year ending December 31, 2010, but only with regard to any
income, gain, deduction, or loss on the Group’s CDS Contracts.
(3)  The Group (and each of its members) will relinquish all claim to all loss
carry-forwards, whether characterized as capital or ordinary, resulting
from losses on the CDS Contracts arising on or before December 31,
2010, which might otherwise be available to the Group (or any of its
members) to offset future taxable income of the Group (or any of its
members) to the extent that these carry-forwards exceed $3,400,000,000.
The $3,400,000,000 of losses shall be ordinary loss carry-forwards. The
Group has also claimed losses that have arisen separate and apart from its
CDS Contracts (the “non-CDS NOLs”), but the closing agreement will not
address the non-CDS NOLs, to which the IRS reserves all of its rights.
(4)  Nothing contained in the closing agreement or settlement shall be
considered an acceptance by the United States of AFGI’s tax accounting

methodology with respect to the CDS contracts nor an admission by AFGI



10-15973-scc  Doc 1264 Filed 04/08/13 Entered 04/08/13 17:35:16 Main Document
Pg 31 of 56

Messrs. Bharara and DiCicco

February 24, 2012

Page 7
that there were faults in its tax accounting methodology with respect to the
CDS contracts. No inference shall be made from the execution of the
closing agreement or settlement by the United States regarding the
appropriate treatment of credit default swaps for federal income tax
purposes.

(5)  The parties to the closing agreement acknowledge that such agreement is
the product of arm’s length negotiations and supersedes all prior
communications, written or oral, with respect thereto. In connection with
the negotiations to enter into a closing agreement that satisfies the
conditions described in this paragraph 1(c), the Parties agree that no
payment shall be required to be made by any members of the Group other
than as described in paragraphs 2-4.

d. Additional conditions precedent to the effectiveness of the proposed settlement
are (i) AFGI (on behalf of itself, AAC, and the other members of the Group,

whose written consent shall be obtained) and the IRS shall have entered into a

closing agreement under section 7121 of the Code providing that neither the

issuance of the Bank Settlement Notes® nor the June 9, 2010 Event® (A) caused

* The IRS reserves its right to request a written opinion to be provided by KPMG relating to issues regarding the
$50 million in surplus notes issued on July 29,2010, and to withhold a final conclusion on the issues set out above
prior to receiving such written opinion.

* The “June 9, 2010 Event” refers to AAC's nonpayment of dividends in full to the holders of the auction market
preferred shares (AMPS) for six consecutive dividend payment dates thereby entitling the holders of the AMPS,
subject to OCI's approval, to elect two members of the board of directors of AAC.
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AAC to fail to be a member of the “affiliated group” (as defined in section
1504(a) of the Code) of which AFGI was the common parent, or (B) resulted in
an “ownership change” with respect to AAC for purposes of section 382 of the
Code, and (ii) the Internal Revenue Service shall have issued a favorable private
letter ruling (“PLR”) providing that upon emergence from bankruptcy AFGI
would qualify for the Code section 382(1)(5) exception, without regard to section
382(1)(5X(D); the PLR will be based solely on the information and representations
included in the private letter ruling request that shall be submitted by AFGI to the
IRS within 60 days of the date of this Offer (the “Original PLR Request”). The
condition precedent described in this subparagraph 1(d)(ii) will be satisfied upon
the IRS’s issuance of such a PLR based upon the Original PLR Request. In
connection with the negotiations relating to (i) and (ii) of this paragraph 1(d), the
Parties agree that no payment shall be required to be made by any members of the
Group other than as described in paragraphs 2 - 4.

e. Another condition precedent to the effectiveness of the proposed settlement is that

the United States and the Segregated Account shall enter into a separate and
independent agreement to create and maintain an escrow account holding a
balance of not less than $100 million in cash or Qualifying Investments as defined

in the Escrow Agreement -(the “Escrow Account”). The terms and conditions of
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the Escrow Account are set forth in the form of Escrow Agreement attached
hereto as Appendix A.

f.  Approval of the terms of the proposed settlement agreement as set forth herein by
the AFGI and AAC Boards of Directors (the "Boards"). Written notice will be
provided to the United States within five (5) days of the Boards' vote whether to
accept or reject the terms of the Offer, and, after May 31, 2012, approval shall be
deemed to have occurred unless notice to the contrary is provided to the United
States.

2. Within ten (10) business days following satisfaction of all conditions set forth in
paragraph 1: (i) AFGI will pay the United States Department of the Treasury one million nine
hundred thousand dollars (81,900,000); and (ii) AAC and/or the Segregated Account will pay the
United States Department of the Treasury one hundred million dollars ($100,000,000). The
manner in which AAC and/or the Segregated Account effectuates the payment to the IRS will
not be construed as a concession of any legal issue by any of the Parties. The payments that are
described in the first sentence of this Paragraph 2 and the payments described in paragraphs 3
and 4 will be in full and final satisfaction of the federal income tax liability (and any liabilities in
respect of interest under section 6601 of the Code and additions to tax and penalties that may be
imposed under the Code with respect to this income tax liability) of the Group to the IRS for (i)
the tax years ending December 31, 2003 through December 31, 2009; and (ii) the tax year ending
December 31, 2010, but only with regard to items of income, gain, deduction, or loss on the

Group’s CDS Contracts. Effective at the time of the payment described in the first sentence of
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this paragraph 2, the Group (and all of its members, including AAC) shall waive forever any
right to claim any overpayment of any federal income tax, liability (and any overpayment of
interest, additions to tax, or penalties with respect to this income tax liability) of the Group for
any tax period ended prior to January 1, 2010 and any right to claim any overpayment of any
federal income tax liability (and any overpayment of interest, additions to tax, or penalties with
respect to this income tax liability), of the Group with regard to items of income, gain, deduction,
or loss on the CDS Contracts for the tax year ended December 31, 2010. No portion of the AFGI
and AAC payments will be attributable to additions to tax or other penalties under chapter 68 of
the Code. No portion of the AFGI and AAC payments, and no portion of the Tier C and Tier D
IRS Payments described in paragraphs 3 and 4 below, shall be claimed as a deduction or other
tax benefit on any federal tax return for the year of this settlement or any future year.

3. Following the effectiveness of the Tax Sharing Agreement between AFGI and
AAC, which is attached as Exhibit A to the Plan of Reorganization (the “TSA”), and the
satisfaction of all conditions set forth in paragraph 1, AFGI will pay the IRS an amount equal to
twelve and a half percent (12.5%) of any payment made to AFGI by AAC associated with the net
operating loss (“NOL”) Usage Tier C as defined in the TSA (the “Tier C IRS Payment”). The
Tier C IRS Payment, if any, shall be made within five (5) business days following AFGI’s
receipt of the Tier C payment, if any, made by AAC to AFGI.

4. Following the effectiveness of the TSA and the satisfaction of all conditions set
forth in paragraph 1, AFGI will pay the IRS an amount equal to seventeen and a half percent

(17.5%) of any payment made to AFGI by AAC associated with the NOL Usage Tier D as
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defined in the TSA (the “Tier D IRS Payment”). The Tier D IRS Payment, if any, shall be made
within five (5) business days following AFGI’s receipt of the Tier D payment, if any, made by
AAC to AFGL

5. With respect to the Tier C and Tier D payments made by AAC to AFGI, AFGI
will disclose in its annual federal tax return the amount of such payments received from AAC for
the applicable year. The right of the IRS to receive the Tier C IRS and Tier D IRS Payments
shall not be treated for federal income tax purposes or any other purpose as an equity interest in
AFGI or in AAC, and AFGI’s failure to make Tier C IRS and Tier D IRS Payments will not give
the IRS a claim against the Segregated Account, the general account of AAC, or any subsidiary
of AAC.

6. Following the satisfaction of all conditions set forth in paragraphs 1 and 2, OCI,
the Segregated Account, the Rehabilitator, and AAC will, upon the request of the United States,
state in writing to the court that they support any motion brought by the United States seeking to
vacate (i) the Opinion and Order entered on January 14, 2011 by the United States District Court
for the Western District of Wisconsin in the proceeding captioned Theodore Nickel v. United
States of America, Case No. 10-cv-778 and (ii) the Opinion and Order entered on February 18,
2011 by the United States District Court for the Western District of Wisconsin in the proceeding
captioned United States of America v. Wisconsin State Circuit Court Jor Dane County, Case No.
11-cv-099.

7. Following the satisfaction of all conditions set forth in paragraphs 1 and 2, upon

stipulation, the United States, the Rehabilitator, OCI, AAC and the Segregated Account, shall
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dismiss with prejudice the two cases that are currently pending before the U.S. Court of Appeals
for the Seventh Circuit and captioned as Theodore Nickel v. United States of America, Case No.
11-1158 and United States of America v. Wisconsin State Circuit Court Jor Dane County, et. al.,
Case No. 11-1419.

8. Following the satisfaction of all conditions set forth in paragraphs 1 and 2, the
IRS Claims filed in AFGI’s Chapter 11 Bankruptcy Case, presently pending before the United
States Bankruptcy Court for the Southern District of New York, shall be deemed allowed in the
amount of $120,000,000.00 which will be fully satisfied upon receipt by the United States
Department of the Treasury of the payments described in paragraph 2 and the payment, if any,
described in paragraphs 3 and 4 above, and the IRS Claims will be deemed disallowed in any
greater amount. The $120,000,000.00 offer is for settlement purposes only and the Segregated
Account and AAC shall have no liability for any unpaid portion of this claim following
satisfaction of the conditions in paragraphs 1 and 2, supra. Furthermore, no cancellation of debt
income shall arise with respect to the Group should no payments be made pursuant to paragraphs
3 and 4 above, or should such payments fail to bring the aggregate of payments, including those
described in paragraph 2 above, to an amount equal or exceeding $120,000,000.

9. Following the satisfaction of all conditions set forth in paragraphs 1 and 2, by
stipulation, the United States and AFGI shall dismiss with prejudice the Adversary Proceeding,
presently pending before the United States Bankruptcy Court for the Southern District of New
York (Case No. 10-4210) and the motion to withdraw the reference, presently pending before the

United States District Court for the Southern District of New York.
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10.  This Offer shall be conditioned upon the satisfaction of each of the following
conditions:

a. The Seventh Circuit Court shall hold off rescheduling oral argument and not issue
any dispositive order, judgment or other ruling on the merits with respect to
appeal No. 11-1158 or Appeal No. 11-1419,

b. Between the time the Offer is submitted to the United States and such time as the
parties either (1) satisfy all the conditions for the settlement to be effective set
forth in paragraphs 1 and 2 above or (2) determine that said conditions will not be
satisfied, the United States will not submit any claim in the Rehabilitation Court
or Bankruptcy Case or take any other collection action (whether by assessment,
levy, or by asserting the existence of a lien, or otherwise) with respect to any
federal income tax liability presently being asserted by the United States as to
AFGI, AAC or any other member of the Group for the 2010 tax year or any prior
tax year, and will not seek to remove the rehabilitation proceeding from the
Rehabilitation Court or object to any motion of the Rehabilitator (except as to any
motion that is inconsistent with the settlement terms set forth herein). The United
States, nevertheless, retains the right to submit a claim in the Rehabilitation Court
or in the Bankruptcy Case if such is necessary to satisfy a claims deadline
established by the Rehabilitation Court or the Bankruptcy Court.

11.  The Segregated Account, OCI, AAC and the United States shall each be free to

write the Wisconsin Supreme Court (and to respond to representations made in contacts by other
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parties) with respect to the United States’ appeal to that court, No. 201 1-AP-987, if the Supreme
Court has not before then issued its final decision with respect to that appeal. In those written
submissions, no party shall request a stay or dismissal of the proceedings before the Wisconsin
Supreme Court.

If, prior to the consummation of this proposed settlement, the Wisconsin Supreme Court
issues a ruling that is favorable to the United States and that results in a remand to cither the
Wisconsin Court of Appeals or the Rehabilitation Court, the United States will promptly move to
stay proceedings in the court to which proceedings have been remanded and will later dismiss
with prejudice its case then pending before the Wisconsin Court of Appeals or the Rehabilitation
Court, and any objection to the Rehabilitation Court’s orders, upon satisfaction of the conditions
set forth in paragraphs 1 and 2.

12. The Offer is valid unless and until withdrawn in writing by the Debtor, AAC,
OCI, the Segregated Account or the Official Creditors Committee.

13. Except as to the terms contained herein in paragraph 1.e, no term contained within

this Offer will have any force or effect if settlement is not consummated.

Respectfully submitted,

Dewey & LeBoeuf LLP

Counsel for Debtor and AAC
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By:
Anthony Princi

Counsel for the Official Creditors
Committee
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