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Deutsche Bank National Trust Company and Deutsche Bank Trust
Company Americas, each acting solely in its capacity as trustee
(collectively the *“Trustees”) for certain residential mortgage-backed
securities, other asset-backed securities, collateralized loan obligation, or
collateralized debt obligation trusts (collectively the “Trusts™), respectfully
submit their opening brief pursuant to this Court’s briefing order and
Wisconsin Statutes section 809.19.

ISSUES PRESENTED

1. Did the Circuit Court err in holding that the Office of the
Commissioner of Insurance of the State of Wisconsin and its Commissioner
(“OCI”) lawfully created the Ambac Segregated Account and placed certain
impaired policies issued by Ambac into that account, while preserving in
Ambac other insurer-favored policies, and then ordering the statutory
rehabilitation proceeding of only the Segregated Account?

The Circuit Court entered an order approving OCI’s Plan purporting
to rehabilitate the Segregated Account, even though the purported
“rehabilitation” of the Segregated Account is in reality an impermissible
liquidation of the Segregated Account to the detriment of the policyholders
and to the benefit of the insolvent insurer.

This issue presents pure questions of law reviewed de novo,

including the interpretation of statutes, Pheasant Run Condominium Homes

1 The Trustees also join in the brief submitted by U.S. Bank National Association.



Association v. City of Brookfield, 2011 WI App 27, 1 5, 331 Wis. 2d 730,
795 N.W.2d 492 (Table); the application of a statute to a given set of facts,
Thorp v. Town of Lebanon, 2000 WI 60, { 18, 235 Wis. 2d 610, 612
N.W.2d 59; issues concerning OCI’s statutory authority, National Motorists
Association v. Office of the Commissioner of Insurance, 2002 WI App 308,
1 19, 259 Wis. 2d 240, 655 N.W.2d 179; and whether the government has
effected a taking without just compensation, E-L Enterprises, Inc. v.
Milwaukee Metropolitan Sewage District, 2010 WI 58, { 20, 326 Wis. 2d
82, 785 N.W.2d 4009.

Although findings of fact are generally reviewed for misuse of
discretion, that standard does not apply here. This Court may therefore
conduct its own examination of the record to determine whether the trial
court actually exercised its discretion. Hedtcke v. Sentry Ins. Co., 109 Wis.
2d 461, 471-72, 326 N.W.2d 727 (1982). Failing to exercise discretion is
itself an abuse of discretion that should be reversed. Id. at 471.

2. Was the Segregated Account lawfully created, with
appropriate legal protections for policyholders and adequate capitalization,
considering that (1) the transfer of policies into the Segregated Account
amounts to an illegal novation of a contract with an insurer—Ambac—
which is not itself in rehabilitation; (2) the Plan contains numerous
provisions that exceed OCI’s authority and are contrary to Wisconsin law;

and (3) the Plan does not treat policyholders equitably?



The Circuit Court held that the Segregated Account was lawfully
created with an adequate amount of capital and surplus and rejected the
Trustee’s other objections to the Plan, even though the Segregated Account
has no capital or surplus, and even though the Plan deprives Segregated
Account policyholders of the statutory and constitutional protections to
which they are entitled under Wisconsin law and the U.S. Constitution.

This issue is subject to de novo review for the same reasons and
under the same authorities as set forth for the first issue.

STATEMENT ON ORAL ARGUMENT AND PUBLICATION

The Trustees respectfully request oral argument. Given the
procedural complexity of this case and the importance of the issues
involved, the Trustees respectfully suggest that oral argument would be
helpful to the Court in resolving those issues.

The Court’s opinion in this case will meet the criteria for publication
in Wisconsin Statutes section 809.23 because it will decide an issue of
substantial and continuing public interest.

SUMMARY OF ARGUMENT

Wisconsin law permits insurers to create accounts segregated from
the insurer’s other insurance business lines so that insurers can guard
against the possibility that future unanticipated misfortune in one business
line could force policyholders “to subsidize other business in times of

stress.” See Comments, Wis. Stat. § 611.24(2). The statutory framework



provides for an insurer to establish a segregated account, if at all, before the
insurer finds itself in dire financial straits—and before the policies at issue
are written.

The reason is straightforward: The law permits segregated accounts
to insulate lines of insurance business, and policyholders who purchase
coverage from segregated accounts understand that they will have only the
assets in the segregated account to support their coverage. The law does
not permit the forced transfer of existing general account policies to a
segregated account for the purpose of bailing out a failing insurer at the
sole expense of the transferred policyholders. But the Plan approved by the
Circuit Court, if permitted to stand, does just that.

Although OCI submitted (and the Circuit Court approved) a Plan
that purports to be a rehabilitation of the Segregated Account, the Plan is no
such thing. OCI’s own statements demonstrate that it is, in reality, a
liquidation of the policies in the Segregated Account in an attempt to bail
out Ambac. That liquidation of the Segregated Account and de facto
rehabilitation of the Ambac General Account are without any of the
statutory and constitutional protections (not to mention compensation) for
Ambac policyholders that would accompany its rehabilitation or liquidation
under Wisconsin law and the U.S. Constitution.

In a statutory rehabilitation or liquidation of Ambac, all

policyholders would have a ratable claim to all of Ambac’s assets,



including any capital and surplus. The Plan strips the Segregated Account
policyholders of that protection. The Plan also fails to provide Ambac
policyholders who are forced to become Segregated Account policyholders
at least the liquidation value of their claims, as controlling U.S. Supreme
Court and Wisconsin precedents require.

Moreover, the Plan’s de facto liquidation of the Segregated Account
unlawfully disadvantages policyholders to impermissibly benefit the
insolvent insurer—Ambac. That conclusion is confirmed by numerous
provisions in the Plan that can only be explained by a desire to benefit
Ambac—to the detriment of Segregated Account policyholders. Those
provisions give the lie to OCI’s assertion—accepted by the Circuit Court—
that it is “rehabilitating” the Segregated Account, rather than impermissibly
liquidating it.

Those provisions are also overbroad, exceed OCI’s authority, and
are contrary to Wisconsin law. The Circuit Court reversibly erred in
approving a Plan containing such provisions because (1) the Plan’s forced
transfer of the policies from Ambac—which was neither rehabilitated nor
liguidated—to the Segregated Account is an illegal novation because
Ambac did not obtain the consent of the affected policyholders; (2) the Plan
contains numerous provisions that exceed OCI’s authority and violate
Wisconsin law; (3) the Plan treats policyholders unfairly and inadequately;

and (4) the Segregated Account was formed without adequate capitalization



and surplus—and fails to maintain adequate capitalization and surplus, as
Wisconsin law requires.

ARGUMENT

l. OCI’s Purported Rehabilitation Of The Segregated Account Is
An Impermissible Liquidation Of The Segregated Account In
An Effort To Bail Out Ambac

Included in the policies illegally transferred to the Segregated
Account without consent or compensation were policies held by the
Trustees (the “Trust Policies”) for the benefit of holders of certain securities
insured by Ambac or its affiliates (the “Insured Certificates”). The primary
purpose of the Trust Policies is to ensure the timely payment of principal or
interest on the Insured Certificates for the benefit of investors. In
connection with the Trust Policies, the Trustees agreed to make substantial
premium payments in exchange for Ambac’s agreement to make claims
payments to the Trusts if certain payment deficiencies arose with respect to
the Insured Certificates.

Wisconsin law permits insurers to create segregated accounts that
are “walled off” from the insurer’s other insurance business lines so that
insurers can guard against the possibility that unanticipated financial
reversals in one business line will force policyholders “to subsidize other
business in times of stress.” See Comments, Wis. Stat. § 611.24(2).
Insurers can establish segregated accounts to begin writing policies within a

new line of business, if at all, before they find themselves in dire financial



straits. But they cannot do so to bail themselves out of financial troubles at
the expense of certain General Account policyholders cherry-picked by the
insurer.

Allowing Ambac to create a segregated account “after the house is
already on fire” is anathema to Wisconsin’s regulatory scheme. If
permitted to stand, the Circuit Court’s Order approving the Plan would
permit any Wisconsin insurer to carve out any single insurance policy or
group of policies that have generated claims—such as homeowner policies
after a flood—unilaterally place them in a segregated account, and then
treat them disadvantageously without affording policyholders the
substantive and procedural protections afforded by Wisconsin law. That is
not the law in Wisconsin.

A. The Plan Amounts To An Unlawful Liquidation Of The

Segregated Account Without The Protections That Must
Be Afforded Policyholders

The only possible explanation for the Plan is that it is not a
rehabilitation of the Segregated Account at all. It is, instead, an unlawful
de facto liquidation of the Segregated Account policies in an effort to bail
out Ambac—without affording the Segregated Account policyholders the
statutory and constitutional protections (and compensation) to which they

are entitled.



1. The Plan Is An Unlawful Liquidation Of The
Segregated Account

OCI has conceded that the Plan “provides for the orderly run-off . . .
of the liabilities allocated to the Segregated Account.” J.A.591. OCI has
also admitted that the Plan’s goal is to “run off the liabilities in the
Segregated Account and terminate the Segregated Account thereafter.”
R.596:215. That is no “rehabilitation.” It is a liquidation. See generally
LEE R. Russ, CouCH ON INSURANCE 5:24 (3d ed. 2010) (“In general, the
rehabilitation statutes place upon the [rehabilitator] the responsibility of
devising a plan . . . that will result in the successful continuation of the
business of the insurer.”).

Wisconsin law prohibits liquidation as a permissible purpose for
rehabilitation.  Indeed, the comments to Chapter 645 mandate that
liquidation “must be used when the insurer’s assets are to be distributed and
the insurer dissolved.” Introductory Comment to subch. 111, Wis. Stat. ch.
645 (emphasis added). As the Legislature has explained, “[r]ehabilitation is
not appropriate at a point where a company has been allowed to approach
insolvency, unless substantial additional resources are poured into the
enterprise immediately by contributors of capital funds.” Comments, Wis.
Stat. ch. 645 (emphasis in original).

There are no plans to infuse the Segregated Account with any cash at

all—much less to do so “immediately.” The inescapable conclusion is that



the Plan is a liquidation of the Segregated Account—not, as it purports to
be, a rehabilitation of the Segregated Account.

2. The Plan Impermissibly Deprives Policyholders Of
Statutory And Constitutional Rights

It is no mystery why OCI and Ambac disguise the Plan as a
“rehabilitation” of the Segregated Account. In a statutory rehabilitation of
Ambac, claimants with unpaid claims would have liens on the sole
shareholder’s interests in Ambac’s assets. Wis. Stat. 8 611.24(3)(e). By
improperly liquidating Ambac’s liabilities after cherry-picking Ambac
policies for forced placement in the Segregated Account—and then mis-
labeling it a rehabilitation of the Segregated Account—OCI has allowed
Ambac’s shareholder to preserve its interests in Ambac at the expense of
policyholders.

In addition, OCI is attempting to use this artifice to skirt Wisconsin
law. Because the Plan is in reality a liquidation of the Segregated Account
and its policies (and a de facto rehabilitation of Ambac’s General Account),
Wisconsin law requires that a formal rehabilitation order be entered against
Ambac and its General Account. See id. 8§ 611.24(3)(e). Through its
artifice, OCI has attempted to deprive the Segregated Account
policyholders of their constitutional rights to opt out of the proposed Plan

and to receive at least the liquidation value of their claims.



In a previous order, the Circuit Court correctly recognized that
Wisconsin’s “fair and equitable” standard requires “that policyholders must
receive at least the liquidation value of their claims from a plan of
rehabilitation.” R.397:14. The Circuit Court reversed course in the Order
when it rubberstamped OCI’s own conclusion that “[t]here is no
constitutional or statutory requirement that the Rehabilitator offer
policyholders the right to opt out of the Plan of Rehabilitation in favor of
taking a cash payment equaling the liquidation value of their permitted
policy claim.” J.A.157 (1 11). That is incorrect.

Due process requires that a rehabilitation plan must afford
policyholders of an insurer the right to opt out of a proposed plan and
receive at least the liquidation value of their claims. Neblett v. Carpenter,
305 U.S. 297, 305 (1938) (affirming plan because it satisfied those
requirements). That is so even in the absence of statutory provisions
specifically extending that right. See, e.g., Foster v. Mut. Fire, Marine &
Inland Ins. Co., 614 A.2d 1086, 1093-94 (Pa. 1992) (“Under [Carpenter],
creditors must fare at least as well under a rehabilitation plan as they would
under a liquidation . . . .”). The Carpenter rule controls here, and requires
reversal of the Circuit Court’s Order confirming the Plan.

The Plan’s failure to provide Segregated Account policyholders at
least the liquidation value of their claims against Ambac not only violates

due process, but also effects a taking without just compensation. Where, as

10



here, policyholders are deprived of their contractual property rights without
receiving just compensation in the form of liquidation value, due process is
violated. Accord U.S. Trust Co. of N.Y. v. New Jersey, 431 U.S. 1, 19 n.16
(1977) (“Contract rights are a form of property and as such may be taken
for a public purpose provided that just compensation is paid.”).

The Circuit Court’s confirmation of the Plan rests on a misreading of
Carpenter. In the Circuit Court’s view, even assuming a liquidation
analysis were required, the one offered by OCI on the eve of the hearing
was sufficient because OCI asserted there would have been collateral
damage and other disadvantages if Ambac were liquidated (or
rehabilitated). But under Carpenter, the question is not whether liquidation
Is preferable to rehabilitation. It is what policyholders would recover if a
liquidation occurred. OCI did not even attempt to answer that question. As
a result, the Circuit Court had no basis for concluding that the Plan meets
the minimum constitutional and statutory threshold—and it does not.

B. The Plan’s Own History And Provisions Confirm It Is An
Impermissible Bail Out Of Ambac

The conclusion that OCI is impermissibly attempting to bail out
Ambac (and not rehabilitate the Segregated Account) is confirmed by
OCI’s own actions and the Plan’s provisions.

First, the history of OCI’s interactions with Ambac underscores the

real nature of the Plan. In 2008, OCI hired financial advisors, legal
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counsel, and others to monitor and evaluate Ambac’s financial condition—
and met with them “extensively over many months . . . in regard to possible
restructuring plans for the company.” J.A.249 (11 7, 8) (emphasis added).
OCI’s own words confirm that long before Ambac created (and OCI
approved) the Segregated Account, OCI and Ambac were attempting to
restructure Ambac to address Ambac’s financial difficulties.

Second, the Plan contains numerous provisions that can only be
explained as benefiting Ambac—not rehabilitating the Segregated Account.
See, e.g., infra Part 1I.A (explaining that transfer of policies to Segregated
Account and release of Ambac from any further liability under those
policies is an unlawful novation); J.A.609-10 (8 4.04(g)); J.A.386
(permitting  Ambac to recoup the full amount of all recoveries,
reimbursements, and other payments under the Trust Policies in cash, while
requiring Ambac to pay only a fraction of each Segregated Account
Policyholder claim in cash). Segregated Account policyholders could be
required to reimburse Ambac more than they are actually paid under their
policy claims—transforming Segregated Account policyholders from
insurance policy beneficiaries into virtual reinsurers for Ambac’s other
policyholders.

If the Plan is permitted to stand, Ambac would benefit handsomely
from it in numerous other ways. Ambac would be entitled to receive:

) All of its policy premiums;

12



. A waiver of certain litigation claims related to the Plan and
rehabilitation;

. Mandatory venue in Wisconsin courts for all other litigation
related to the Plan and rehabilitation notwithstanding
bargained-for contract provisions in which Ambac consented
to jurisdiction elsewhere;

. Waiver of setoff rights;

. The right to retain all of its directional and control rights; and

) A fee—in an undisclosed amount—that will be paid 100
percent in cash for serving as “Management Services
Provider"—that is, for managing the Segregated Account
with “the discretion to carry out and perform all other

obligations or duties imposed on it by this Plan or by law in
any manner it so chooses.”

J.A.603 (§ 3.05), J.A.614-15 (§ 6.01), J.A.616-18 (§ 8.01), J.A.177 (1 4),
J.A178-79 (116, 7), J.A.182-85 (11 9.B, 9.C), J.A.369-70, J.A.386.

The Disclosure Statement provides that “[t]he payment of principal
and interest on the Surplus Notes will be expressly subordinate in right of
payment to the prior payment in full of all . . . Policy Claims.” J.A.394-95;
see also J.A.704-07 (f 10). If Ambac were to go into a delinquency
proceeding, policyholders holding surplus notes in satisfaction of their
claims could be subordinated to policyholders whose claims arose later in
time and had not yet been converted to surplus notes. OCI has indicated
that notwithstanding the creation of the Segregated Account, the financial

condition of the remainder of Ambac remains precarious. R.613:12-13
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(“Ambac was financially hazardous back in March of this year when this
proceeding was commenced and it remains so today.”).?

Under the Plan, Ambac’s General Account policyholders may
actually derive greater benefits from the Plan than they would in the
absence of the purported rehabilitation, while the Segregated Account
policyholders may derive fewer benefits than if they had no insurance at all.
That other Ambac policyholders—and Ambac itself—may benefit from the
Plan while only Segregated Account policyholders are disadvantaged
confirms that the Plan is not a rehabilitation of the Segregated Account, but
an impermissible liquidation for the benefit of Ambac.

I. The Plan Is Unlawful

Even if OClI’s Plan to “rehabilitate” the Segregated Account were
not an impermissible attempt to bail out Ambac without affording
policyholders the compensation and protections to which they are entitled,
the Circuit Court’s Order still should be reversed because the Plan is itself

unlawful in several respects.

2 Since the Circuit Court rendered its decision in this case, Ambac has already defaulted
on the first payment on surplus notes. See Ambac Form 8-K (filed June 7, 2011),
available at http://sec.gov/Archives/edgar/data/874501/000119312511160045/d8k.htm
(last visited June 27, 2011). This Court may take judicial notice of that fact, which
appears in Ambac’s 8-K filing. Wis. Stat. § 902.01(2), (2)(b); Perkins v. State, 61 Wis.
2d 341, 346, 212 N.W.2d 141 (1973) (courts may take judicial notice of documents
outside the trial court record that are “immediately accessible”).

14



A. The Transfer Of The Trust Policies To The Segregated
Account Is An lllegal Novation

A novation is (i) the assignment by one party to another of
obligations and liability under a contract; (ii) the assumption by the
assignee of those obligations and liabilities; and (iii) the agreement by the
counterparty to the contract to accept the assignee’s performance for that of
the assignor, and to release the assignor from any further liability on the
assigned obligations. See Siva Truck Leasing, Inc. v. Kurman Distribs.,
166 Wis. 2d 58, 67, 479 N.W.2d 542 (Ct. App. 1991). A novation does not
release the assignor unless the counterparty consents to the transaction with
the understanding that the assignor will be released and that the
counterparty’s sole recourse will be against the assignee. 1d.

That rule is frequently applied to transfers of insurance policies by
assignment from one insurer to another. See, e.g., State Dep’t of Pub.
Welfare v. Cent. Standard Life Ins. Co., 19 Wis. 2d 426, 435, 120 N.W.2d
687 (1963). Such transfers cannot release the original insurer (assignor)
from liability under the assigned policy unless the policyholder consents to
the release. 1d.; see also RESTATEMENT OF CONTRACTS (Second) § 280,
cmt. d (1979)).

Without policyholder consent, there can be no release of the original
Insurer—not even where, as here, the insurance regulator has approved the

transfer. See, e.g., Baer v. Associated Life Ins. Co., 248 Cal. Rptr. 236, 239
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(Ct. App. 1988). The rationale for that rule is straightforward. A
policyholder decides to purchase insurance coverage based on many
factors—including the size, quality, and creditworthiness of the insurer.
The insurer therefore has no right to unilaterally transfer its policy
obligations to another—thereby forcing its insured not only to accept
substitute coverage with a stranger, but also to surrender the insured’s
rights and recourse against its original insurer.

The keystone of OCI’s plan to bail out Ambac was the creation of
the Segregated Account and the transfer by Ambac of some of its insurance
policies to the Segregated Account—with Ambac thereby released from
any further liability on those policies. Under the authorities discussed
above, there is no question that the forced transfer of Ambac polices to the
Segregated Account was, in both form and substance, an illegal novation.

First, a segregated account is by statute deemed to exist and operate
as a separate insurer within an insurer, and it is required to have its own
assets and liabilities which are not chargeable with or against the insurer’s
general account and other segregated accounts. Wis. Stat. § 611.24(3)(c) &
comments thereto. Second, although Ambac policyholders are entitled to a
ratable claim against all of Ambac’s assets—and to have their claims paid
on time, in full, and in cash—the Trustees were stripped of those (and many
other) rights when their policies were forcibly transferred to a Segregated

Account which has no assets and no surplus, and which will pay claims, if
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at all, only through a combination of cash and surplus notes of dubious
value.

Under Wisconsin law, the transfer of the policies could be legally
effective only with policyholder consent. OCI never attempted to secure
the necessary consent because it knew it could never be obtained. OCI
instead chose to force the novation—notwithstanding the lack of consent or
any statutory authority (given that Ambac is not, and never was, the subject
of a formal rehabilitation or liquidation proceeding).

OCI cannot have it both ways. If Ambac is not the subject of a
rehabilitation or liquidation, then Ambac remains fully liable on the
Segregated Account policies in the absence of policyholder consent to the
novation. OCI has no statutory authority to release Ambac from its full
liability on the transferred policies so long as Ambac is not itself the subject
of a formal liquidation or rehabilitation proceeding.

B. The Plan Contains Numerous Provisions That Exceed
OCI’s Authority And Are Contrary To Wisconsin Law

The Plan confirmed by the Circuit Court contains numerous
provisions designed specifically to benefit Ambac, to the detriment of
Ambac policyholders whose policies were forcibly transferred to the
Segregated Account. Those provisions are overbroad, exceed OCI’s

authority, and are contrary to Wisconsin law.
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1. The Plan’s Release, Immunity, And
Indemnification Provisions Are Overbroad And
Impermissible

It is only common sense that the provisions of a rehabilitation plan
must bear a relationship to the rehabilitation itself—and it necessarily
follows that such provisions cannot be overbroad. See, e.g., Koken v. Fid.
Mut. Life Ins. Co., 803 A.2d 807, 814, 817 (Pa. Commw. Ct. 2002)
(provisions must be “necessary and proper”). The release, indemnification,
and immunity provisions of the Plan fail that test, because they exist
primarily to benefit Ambac, not to rehabilitate the Segregated Account. By
design, neither Ambac nor the General Account is before the Court.
Provisions that benefit Ambac and General Account policyholders at the
expense of Segregated Account policyholders are thus necessarily
overbroad (and unlawful).

Specifically, the release provisions in Section 8.01 of the Plan
protect the General Account, Ambac, and virtually everyone else associated
with Ambac—from affiliates to shareholders and even to former
employees—from any liability whatsoever. Similarly, the indemnification
provisions in Sections 9.01 and 9.02 of the Plan immunize and indemnify
not only OCI, but also Ambac, the General Account, and “each of their
respective current and former members, shareholders, affiliates, officers,

directors, employees and agents” with respect not only to any action taken
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regarding the Segregated Account, but also to any action related to the Plan
inany way. J.A.621-22.

Those overbroad provisions exceed the OCI’s mandate in purporting
to rehabilitate the Segregated Account alone. There is no legitimate reason
why entities not in rehabilitation should benefit from such broad releases.
Even worse, despite the Plan’s broad liability waivers for anyone even
remotely related to Ambac, the Plan provides no immunity and only
marginal indemnities to protect the Trustees—who are forced to implement
the various Plan provisions—from liability arising out of the Plan.

The breadth of the release, indemnification, and immunity
provisions runs afoul of Wisconsin law. See Comments, Wis. Stat. 8
645.34 (“The rehabilitator should not be permitted to escape actions and
proceedings against the insurer—if he needs to do that the insurer should be
liquidated, not rehabilitated. . . .”); Wis. Stat. § 645.08(2) (permitting
immunity only for the state, commissioner, special deputy commissioner,
rehabilitator, insurance security fund, and their employees or agents only
for acts or omissions conducted pursuant to certain designated provisions of
the rehabilitation chapter). Yet the Plan’s release provisions purport to
release claims against all Ambac-related entities for essentially any action
whatsoever, other than claims of intentional fraud or willful misconduct.

The Plan confirmed by the Circuit Court thus strips rights from

Segregated Account policyholders even as it provides rights to Ambac and
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others. In so doing, the Plan impermissibly decreases the assets available to
the entity in rehabilitation only to strengthen the financial position of
entities not in rehabilitation.

2. The Plan’s Reallocation Of Rights And Liabilities
Exceeds OCI’s Authority

Under the Plan, Segregated Account policyholders are prohibited
from exercising basic rights afforded to them by their policies. Those
prohibitions find no justification in the law. They can only be explained as
impermissible attempts to insulate Ambac from liabilities arising from the
Segregated Account. For example, the Plan:

o Prohibits Segregated Account policyholders from asserting

any right of “subrogation or recoupment of any kind, directly
or indirectly” against Ambac or the General Account;

) Prohibits Segregated Account policyholders from asserting
their rights of setoff against Ambac or the General Account;
but

. Expressly retains Ambac’s rights of setoff against the

Segregated Account policyholders.
JA.617-18 (8 8.01(iv)), J.A.612 (8 4.07). Segregated Account

policyholder claims are subject to Ambac’s unconstrained setoff power
even after a claim is deemed “permitted” under the Plan. Such an absolute
right—which purportedly trumps all other laws and rules of court—would
prevent any claim from ever becoming final, and should be prohibited for

that reason alone.
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Yet the Plan does more than disadvantage Segregated Account
policyholders while insulting Ambac from their claims. It reallocates
certain rights to Ambac. It requires that Segregated Account policyholders
transfer all of their interests—including related claims against third
parties—to Ambac. J.A.610 (8 4.04(h)). That forced transfer of third-party
contractual rights to an entity not in rehabilitation exceeds OCI’s
authority—and demonstrates that OCI’s Plan to *“rehabilitate” the
Segregated Account is an impermissible attempt to benefit Ambac.

3. The Plan Shifts Duties And Obligations Onto The

Trustees Without Sufficient Compensation Or
Protection

The Plan confirmed by the Circuit Court also attempts to shift
additional costs and obligations onto the Trusts and Trustees without
providing sufficient compensation or protection.

The primary purpose of the Trust Policies is ensuring the timely
payment of principal and interest payments on the Insured Certificates. The
Trust Policies therefore require Ambac to pay claims within two to three
business days after receiving a claim notice, and before the Trustee must
distribute funds to the underlying Insured Certificates (the “Distribution
Date”). Under the Plan, however, Ambac would have an indefinite period
of time in which to evaluate each Segregated Account claim, and it could
delay claims payments at least until after the Distribution Date. J.A.607-09

(8 4.04(b), (c), (d)). Moreover, the Plan calls for payment of Segregated
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Account claims in only 25 percent cash and 75 percent surplus notes. The
Trust Policies, however, state that all payments are to be made in cash.

If Ambac delays payment until after the Distribution Date, as the
Plan permits it to do, the delay will impose substantial operational burdens
upon the Trustees. For example, if an Insured Certificate is transferred to a
new certificate holder after the claim has been filed, but before Ambac pays
the claim, and the Trustees deliver the late payment to the new certificate
holder, under the plan the Trustees are required to set the record date to
determine which certificate holder—when the claim was submitted, or
when the payment is received—is entitled to the payment. The Trustees
will bear the risk that the former certificate holder will argue that the
payment should have been delivered to it when it still held the certificate.

The Plan may also force the Trustees to administer a solution to
Plan-created problems that is foreign to the standard industry payment
mechanisms—thereby forcing the Trustees to deal with a costly,
unworkable system. Further, the Plan could be construed as requiring the
Trustees to operate in a manner that violates the terms and conditions of the
governing Trusts documents. The Plan thus imposes substantial burdens
and risks on the Trustees without commensurate protections or

compensation.
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C. The Plan Treats Segregated Account Policyholders
Unfairly

A central objective of the Wisconsin Insurance Code is to ensure that
policyholders are treated “fairly and equitably.” Wis. Stat. § 601.01(2).
When an insurance company’s precarious financial situation may result in
loss to claimants or shareholders, Wisconsin’s regulatory scheme aims to
achieve the “equitable apportionment of [that] unavoidable loss.” Wis.
Stat. § 645.01(4)(d) & Comments. For that reason, Wisconsin law requires
that “[n]o subclasses shall be established within any class.” 1d. § 645.68;
see also id. 8 611.24(2) (segregated account may not be “contrary to the
law or to the interests of any class of insureds”). The Plan confirmed by the
Circuit Court fails to satisfy the general requirement of fair and equitable
treatment, and violates the specific prohibition against the establishment of
subclasses.

OCI concedes that the Ambac policies allocated to the Segregated
Account are in the same class, or business line, as the Ambac policies that
remain in the General Account. See R.596:191-92 (all policies are part of
Ambac’s financial guaranty line of business). But the Plan does not treat
the Trustees and other Segregated Account policyholders equitably in
relation to Ambac General Account policyholders. Instead, the Plan

relegates Segregated Account policyholders to de facto subclass status.
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As demonstrated in greater detail above, Segregated Account
policyholders will bear the loss of Ambac’s business model
disproportionately, while other Ambac policyholders in the same class will
benefit—as will Ambac’s general creditors and sole shareholder.
Meanwhile, General Account policyholder claims are being paid in full, in
cash, and on time, while Segregated Account policyholders are being (and
will continue to be) denied the full benefits of their coverage precisely
because the risk they purchased insurance to avoid has come to pass.

Under the Plan, the Segregated Account policyholders retain all of
their obligations—such as paying their premiums in full—while being

stripped of many of their contractual rights without compensation, such as

their rights:

) To be paid entirely in cash (instead of percent in surplus notes
that in three out of four scenarios by OCI will not be paid in
full by 2050) for claims;

) To reacquire control rights after an insurer event of default;

. To enforce the statutory and common law right of setoff;

) To retain certain claims against the Segregated Account or
Ambac;

) To “enforc[e], attach[], collect[], or recover[] in any manner

any judgment, award, decree, or order against the Segregated
Account, the General Account or [Ambac] or any of the
property to be distributed under the terms of this Plan, other
than as permitted under subparagraph (i) above;”
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. To bring an action in any other court or jurisdiction,
notwithstanding express provisions of Ambac policies to the
contrary; and

) To recover punitive, consequential, special or exemplary
damages.

J.A.607-09 (8 4.04(d)), J.A.614-15 (8 6), JA.617-18 (8 8.01(ii), (iv)),
J.A.178-79 (1 6), J.A.182-85 (11 9.B, 9.C). The Plan severely curtails the
rights of the Segregated Account policyholders, while preserving all the
rights of Ambac’s other policyholders under virtually identical policies.
That inequitable and unfair treatment of policyholders under the Plan
violates Wisconsin law.

D. The Segregated Account Is Undercapitalized

Wisconsin law could not be clearer: “[T]he commissioner shall
require [an insurer] to have and maintain an adequate amount of capital and
surplus in the segregated account.” Wis. Stat. § 611.24(3)(a). OCI violated
its statutory duty by approving a segregated account that by any legitimate
measure was inadequately capitalized (and which, in fact, has no capital or
surplus). OCI admits the Plan may be doomed to fail because the
Segregated Account continues to lack adequate capitalization. The Circuit
Court should never have approved such a Plan.

Contrary to the clear statutory command, the Segregated Account
was not established with either adequate capital or surplus. See R.38:24-25.

As OCI’s own witnesses have candidly admitted, the Segregated Account
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“has no assets” but “only liabilities,” while the assets “all reside in the
General Account.” R.596:215, 218; R.597:32-33. Nor are there any plans
to infuse capital into the Segregated Account. See J.A.596:215. OCI’s
acknowledgement that the rehabilitation was designed to run off the
Segregated Account’s liabilities, and that the Segregated Account will be
terminated thereafter, is a candid admission that the Segregated Account
was inadequately capitalized. See J.A.591; R.596:215.

The Segregated Account holds only a non-marketable note and
reinsurance agreement issued by Ambac. They provide no sufficient
assurance of adequate capitalization because, under their plain terms,
Ambac has no obligation to make any payments to the Segregated Account
if Ambac’s statutory surplus falls below $100 million, or such other amount
as determined by OCI. J.A.263-64, 309. Moreover, OCI intends the
Segregated Account to pay claims only 25 percent in cash and 75 percent in
surplus notes of highly dubious value. See supra note 2 & Part I1.B.3. The
surplus notes that would be used to pay claims are worth only pennies on
the dollar, and it is unlikely those claims would ever be paid. R.597:61.

OCI’s acknowledgement that the purported “rehabilitation” of the
Segregated Account was designed to run off liabilities, and that the
Segregated Account will be terminated thereafter, is a candid admission
that the Segregated Account was inadequately capitalized. See J.A.591,

R.596:215. Nonetheless, even after hearing uncontested evidence of the
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Segregated Account’s inadequate capitalization, the Circuit Court simply
accepted OCI’s say-so that despite all evidence to the contrary, the
Segregated Account is adequately capitalized. That unfounded conclusion
IS erroneous.

The lack of adequate capitalization has serious implications for
affected Ambac policyholders. If Ambac were to enter into insolvency
proceedings down the road, Ambac might argue that the Segregated
Account’s claims would be subordinate to those of Ambac’s General
Account policyholders. In a statutory rehabilitation or liquidation of
Ambac, however, the Segregated Account policyholders would have a
ratable claim to whatever capital and surplus exists at Ambac. By
approving the Plan, the Circuit Court stripped Segregated Account
policyholders of that protection.

Avoiding such unfair and inequitable results is the reason Wisconsin
law prohibits insurers like Ambac, which have insufficient capital, from
creating segregated accounts. Such insurers lack the claims-paying
resources to prevent the prejudice to policyholders that inevitably results.
The Segregated Account is unlawful for that reason, too.

CONCLUSION

For the foregoing reasons, the Circuit Court’s Order should be
reversed.

Dated this 1st day of July, 2011.
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Federal National Mortgage Association
(““Freddie Mae™)

c/o Rodney W. Carter

Davis & Kuelthau, S.C.

300 North Corporate Drive, Ste. 150
Brookfield, WI 53045-5804

Email: rcarter@dkattorneys.com
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c/o David M. Schlecker

Reed Smith LLP

599 Lexington Avenue

New York, NY 10022

Email: dschlecker@reedsmith.com

Aurelius Capital Management, LP,

Fir Tree, Inc., King Street Capital, L.P.,

King Street Capital Master Fund, Ltd.,
Monarch Alternative Capital LP, and
Stonehill Capital Management LLC
RMBS Policy Holders

c/o Bryan K. Nowicki

R. Timothy R. Muth

Jessica Hutson Polakowski

Reinhart Boerner VVan Deuren s.c.

22 E. Mifflin Street, Suite 600
Madison, WI 53703

Email: bnowicki@reinhartlaw.com
Email: tmuth@reinhartlaw.com
Email: jpolakowski@reinhartlaw.com

John B. Simon

David M. Greenwald

Michael T. Brody

Andrew J. Olejnik

Jenner & Block LLP

353 N. Clark Street

Chicago, IL 60654

Email: dgreenwald@jenner.com
Email: jsimon@jenner.com
Email: mbrody@jenner.com
Email : aolejnik@jenner.com

Patrick J. Trostle

Mark Lightner

Jenner & Block LLP

919 Third Avenue, 37th Floor
New York, NY 10022

Email: ptrostle@jenner.com
Email: mlightner@jenner.com

Eaton Vance Management,

Gregory T. Everts
Quarles & Brady
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P.O. Box 2113
Madison, W1 53701-2113
Email: greg.everts@quarles.com

Jeffrey W. Spear

Joel M. Walker

Kenneth M. Argentieri

Duane Morrris LLP

600 Grant Street, Suite 5010
Pittsburgh, PA 15219

Email: jmwalker@duanemorris.com
Email: jwspear@duanemorris.com
Email: kmargentieri@duanemorris.com

Nuveen Asset Management, Restoration
Capital Management LLC, Stone Lion
Capital Partner LP, LVM Bondholders
c/o Noreen Joy Parrett

Connie L. O’Connell

Parrett & O'Connell

10 East Doty Street, Suite 621
Madison, W1 53703

Email: nparrett@parrettoconnell.com
Email: coconnell@parrettoconnell.com

Philip Bentley

Amy Caton

Susan Jacquemot

Kramer Levin Naftalis & Frankel LLP
1177 Avenue of the Americas

New York, NY 10036

Email: pbentley@kramerlevin.com
Email: acaton@kramerlevin.com
Email: siacquemot@kramerlevin.com

Depfa Bank plc

c/o Grant C. Killoran

Seth E. Dizard

Gregory W. Lyons

O’Neil, Cannon, Hollman, DeJong
& Laing S.C.

111 E. Wisconsin Avenue, Ste. 1400

Milwaukee, WI 53202

Email: grant.killoran@wilaw.com

Email: seth.dizard@wilaw.com

Email: greg.lyons@wilaw.com
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c/o Michael C. Weed

Thomas J. Welsh

Andrew K. Davidson

Orrick, Herrington & Sutcliffe LLC
400 Capitol Mall, Suite 3000
Sacramento, CA 95814-4497
Email: mweed@orrick.com

Email: tomwelsh@orrick.com
Email: adavidson@orrick.com

One State Street, LLC

c/o Anne M. Bensky

Kathleen G. McNeil

Garvey McNeil & Associates, S.C.
One Odana Court

Madison, WI 53719

Email: mcneil@gmmattorneys.com
Email: bensky@gmmattorneys.com

c/o Mark I. Bane

Ropes & Gray LLP

1211 Avenue of the Americas

New York, NY 10036

Email: mark.bane@ropesgray.com

c/o D. Ross Martin

Andrew G. Devore

Ropes & Gray

Prudential Tower

800 Boylston Street

Boston, MA 02199-3600

Email: ross.martin@ropesgray.com
Email: andrew.devore@ropesgray.com

Access to Loans for Learning Student
Loan Corporation AND Lloyds TSB Bank
plc

c/o Lawrence Bensky

Law Office of Lawrence Bensky, LLC

10 E. Doty Street, Ste. 800

Madison, WI 53703

Email: Ibensky@benskylaw.com

c/o James C. Owen
McCarthy, Leonard & Kaemmerer
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400 S. Woods Mill Road
Chesterfield, MO 63017
Email: jowen@mlklaw.com

Wilmington Trust Co./Wilmington Trust
FSB

c/o Jane C. Schlicht

Cook & Franke S.C.

660 E. Mason Street

Milwaukee, WI 53202

Email: schlicht@cf-law.com

c/o Michael E. Johnson

William B. Macurda

Cele Ogawa

Alston & Bird LLP

90 Park Avenue

New York, NY 10016

Email: michael.johnson@alston.com
Email: bill. macurda@alston.com
Email: cele.ogawa@alston.com

Bank of America

c/o Jane C. Schlicht

Cook & Franke S.C.

660 East Mason Street
Milwaukee, W1 53202-3877
Email: schlicht@cf-law.com

Michael E. Johnson

William B. Macurda

Cele Ogawa

Brian Cox

Alston & Bird LLP

90 Park Avenue

New York, NY 10016

Email: michael.johnson@alston.com
Email: bill. macurda@alston.com
Email: cele.ogawa@alston.com
Email: brian.cox@alston.com

Assured Guaranty Corp. & Goldman
Sachs & Co., Inc.

James E. Bartzen

Earl H. Munson

Boardman Suhr Curry & Field LLP
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One S. Pinckney Street, Ste. 400

P.O. Box 927

Madison, WI 53701-0927

Email: emunson@boardmanlawfirm.com
Email: jbartzen@boardmanlawfirm.com

CN Franklin Reddick 111

Akin Gump Strauss Haver & Feld
2029 Century Park East, Ste. 2400
Los Angeles, CA 90067

Email: freddick@akingump.com

KnowledgeWorks Foundation, As The Served three (3) copies pursuant to
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Treasuer of the State of Ohio
c/o Melissa A. Kern

Frost Brown Todd LLC
1103 Boundary Road
Middleton, WI 53562
Email: mkern@fbtlaw.com

c/o Greg E. Mitchell

Frost Brown Todd LLC

2800 Lexington Financial Center
250 W. Main Street

Lexington, KY 40507

Email: gmitchell@fbtlaw.com

c/o Jeffrey A. Lipps

Joel E. Sechler

Carpenter Lipps & Leland LLP
280 Plaza Suite 1300

280 N. High Street

Columbus, OH 43215

Email: lipps@carpenterlipps.com
Email: sechler@carpenterlipps.com

PNC Corporation AND Customer Asset Served three (3) copies pursuant to
Protection Company (“CAPCO”) Wis. Stat. 8 809.19(8) by first

c/o John Franke class mail.

Gass Weber Mullins LLC

309 N. Water Street, Ste. 700

Milwaukee, W1 53202

Email: franke@gasswebermullins.com
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c/o Peter D. Laun

Jones Day

500 Grant Street, Ste. 4500
Pittsburgh, PA 15219

Email: pdlaun@jonesday.com

Attorneys for U.S.A.

c/o Robert J. Kovacev

Hilarie Snyder

Tax Division, U.S. Dept. of Justice
P.O. Box 7238

Washington, DC 20044

Email: Robert.j.kovacev@usdoj.gov
Email: hilarie.e.snyder@usdog.gov

Countrywide Home Loans Servicing L.P.

c/o Bruce G. Arnold

Whyte Hirschboeck Dudek S.C.
555 E. Wells Street, Suite 1900
Milwaukee, WI 53202-3819
Email: barnold@whdlaw.com

c/o Thomas M. Pyper

Cynthia L. Buchko

Whyte Hirschboeck Dudek S.C.
333 E. Main Street, Suite 300
Madison, WI 53703

Email: tpyper@whdlaw.com
Email: cbuchko@whdlaw.com

HSBC Bank U.S.A. N.A.

c/o Randall D. Crocker

Susan E. Lovern

von Briesen & Roper, s.c.

411 E. Wisconsin Ave., Suite 700
P.O. Box 3262

Milwaukee, W1, 53201-3262
Email: rcrocker@vonbriesen.com
Email: slovern@vonbriesen.com

Christopher J. Stroebel

von Briesen & Roper, s.c.

Three S. Pinckney Street, Ste. 1000
Madison, WI 53703

Email: cstroebel@vonbriesen.com
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Pieter Van Tol

Hogan Lovells US LLP

875 Third Avenue

New York, NY 10022

Email: pieter.vantol@hoganlovells.com
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c/o James A. Friedman Wis. Stat. 8 809.19(8) by first
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Anthony G. Gaughan

Godfrey & Kahn, S.C.

P.O. Box 2719

Madison, WI 53701-2719
Email: jfriedman@gklaw.com
Email: bwilliamson@gklaw.com
Email: agaughan@gklaw.com

Michael P. Carroll

Donald S. Bernstein

Avi Gesser

Davis Polk & Wardwell LLP

450 Lexington Avenue

New York, NY 10017

Email: donald.bernstein@davispolk.com
Email: michael.carroll@davispolk.com
Email: avi.gesser@davispolk.com

/s/ Nathan L. Moenck
Nathan L. Moenck
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