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 Plaintiffs Public School Teachers’ Pension and Retirement Fund of Chicago 

(“Chicago Teachers”), the Arkansas Teachers Retirement System (“Arkansas Teachers”), 

and the Public Employees’ Retirement System of Mississippi (“Mississippi PERS”) 

(collectively, the “U.S. Public Pension Funds” or “Lead Plaintiffs”) and Plaintiff Painting 

Industry Insurance and Annuity Funds, by their undersigned counsel, bring the claims set 

forth herein individually and on behalf of all other persons who purchased or acquired 

Ambac Financial Group, Inc. (“Ambac” or the “Company”) securities (1) during the 

period from October 25, 2006, through and including April 22 , 2008 (the “Class Period”) 

or (2) issued pursuant to the registration statements set forth hereafter.  The following 

allegations are based upon the investigation conducted by Lead Plaintiffs’ counsel, which 

included, among other things, a review of the public announcements made by the 

Exchange Act Defendants (as defined herein), United States Securities and Exchange 

Commission (“SEC”) filings, press releases, analyst and media reports regarding Ambac, 

interviews with confidential witnesses and consultants described herein, pleadings and 

other documents filed in other litigations involving Ambac, and certain other publicly 

available information.  

I. NATURE OF THE ACTION 

1. This is a securities class action brought under Sections 11, 12 and 15 of 

the Securities Act of 1933 (the “Securities Act”), 15 U.S.C. §§ 77k, 77l and 77o; Sections 

10(b) and 20(a) of the Securities Exchange Act of 1934 (the “Exchange Act”), 15 U.S.C. 

§§ 78j(b) and 78t(a); and SEC Rule 10b-5, 17 C.F.R. § 240.10b-5.   
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II. JURISDICTION AND VENUE  

2. This court has jurisdiction over the subject matter of this action pursuant 

to Section 22(a) of the Securities Act (15 U.S.C. § 77v(a)), Section 27 of the Exchange 

Act (15 U.S.C. § 78aa), and 28 U.S.C. § 1331. 

3. Venue is proper in this District pursuant to Section 22(a) of the Securities 

Act (15 U.S.C. § 77v), Section 27 of the Exchange Act (15 U.S.C. § 78aa) and 28 U.S.C. 

§§ 1391(b) and (c).  Substantial acts in furtherance of the wrongs alleged and/or their 

effects have occurred within this District, and Ambac maintains its principal office in 

New York, New York. 

4. In connection with the acts and omissions alleged in this Consolidated 

Amended Class Action Complaint, all of the Defendants, directly or indirectly, used the 

means and instrumentalities of interstate commerce, including, but not limited to, the 

mails, interstate telephone communications, and the facilities of the national securities 

markets. 

III. OVERVIEW OF THE EXCHANGE ACT VIOLATIONS 

5. Ambac provided guarantees in connection with billions of dollars worth of 

extraordinarily risky mortgage-related securities.  Yet throughout the Class Period, 

Ambac repeatedly assured investors, through public filings and direct statements by its 

executive officers, that its rigorous and conservative underwriting standards ensured that 

it only guaranteed the safest transactions, that it diligently monitored its insured 

portfolios, and that it was exposed to no material risk of loss.  In reality, unbeknownst to 

investors, at the direction of its executive officers, Ambac had drastically lowered its 

underwriting standards to ensure that it could “wrap”, or guarantee, billions of dollars of 
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high risk securities.  As set forth below, the Exchange Act Defendants knew, or were 

reckless in not knowing, that these securities were drastically losing market value 

because of an increasing likelihood of default, and significant occurrences of default 

would leave Ambac exposed to tens of billions of dollars of losses and write-downs that 

its capital structure could not afford. 

6. Ambac’s senior officers pursued this risky strategic shift, which remained 

hidden from investors, in order to satisfy the mandate set by CEO Robert Genader, in 

2005, to focus on intense revenue growth and to achieve net income of $1 billion a year 

in the near future.  The Exchange Act Defendants misused Ambac’s historic reputation 

for careful and conservative risk control and assessment as a cover for pursuing revenue 

growth in the riskiest corners of the derivative securities business.  The depth and nature 

of Ambac’s foray into these avenues were concealed from investors, who were 

consistently assured that Ambac’s prior conservatism remained in full force setting it 

apart – and above – market forces.  In reality and unbeknownst to investors, in order to 

continue to pursue risky mortgage-linked deals, Ambac abandoned its prior model of 

conservative underwriting and risk management, and faced the same declining market 

forces as other failing institutions. 

7. Central to satisfying Defendant Genader’s net income goal was Ambac’s 

guarantee of billions of dollars of structured financial instruments supported by collateral 

including residential mortgages.  These instruments were primarily residential mortgage 

backed securities (“RMBS”) and collateralized debt obligations (“CDOs”) supported by 
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large bundles of RMBS.1  Ambac directly insured RMBS and it issued credit default 

swaps (“CDS”) as a derivative guarantee of CDOs of RMBS.   

8. Prior to and during the Class Period, Ambac reported strong earnings, 

which grew from $433 million in 2002 to $876 million in 2006, and $386.3 million in the 

first two quarters of 2007, driving Ambac’s stock price from $57.14 per share in January 

2002 to a high of $96.08 in May 2007.  Unfortunately for Ambac shareholders, these 

earnings were false and were achieved only by improperly marking Ambac’s book of 

highly risky securities.  As a result, the over $3.7 billion of earnings would be more than 

wiped out by the massive write-downs and increased reserves that Ambac would take 

beginning in October 2007 related to Ambac’s RMBS and CDO exposures.  These write-

downs and reserves would also cause Ambac’s stock price to decline from the class 

period high of $96.08 on May 16, 2007 to a low of $1.16 on July 2, 2008. 

9. Significantly, as the real estate markets worsened during the Class Period, 

the Exchange Act Defendants repeatedly assured investors that its RMBS and CDO 

mortgage-related exposures involved far less risk than the market in general and that 

Ambac was not negatively affected by the mortgage and credit crisis.  Indeed, as late as 

November 2007, Defendant Genader, appeared on CNBC and insisted that Ambac’s 

RMBS-related2 portfolio “is in very good shape,” that Ambac “is very solid and very 

safe” and that “[o]ur performance, as Ambac, is very different than the rest of the 

market.”  Throughout the Class Period, the Exchange Act Defendants took specific steps 

                                                 
1 RMBS are securities collateralized by pools of residential mortgages.  Securities for each pool are issued 
in different “tranches,” with the higher-rated tranches of securities supposedly bearing lower repayment 
risk while the lower tranches offer more risk, but potentially greater returns.  CDOs are structured 
investments supported by cash flows from various underlying asset-backed securities, including RMBS.    
2 The term RMBS-related as used herein means Ambac’s directly insured RMBS and its credit default 
swaps on CDOs of RMBS. 
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to distinguish their portfolio and their RMBS-related exposures from the seemingly 

similar securities that were plummeting in value in the market.  To that end, the 

Exchange Act Defendants consistently told investors that problems affecting the credit 

markets in general should not be read as a sign of severe write-downs or credit problems 

for Ambac because Ambac relied on underwriting standards more stringent than even 

those employed by ratings agencies for AAA-rated mortgage securities.    

10. Investors and market analysts relied on the statements of Ambac’s senior 

officers, concluding that Ambac’s supposedly superior underwriting and surveillance of 

its exposures would protect investors.  A July 25, 2007 Morgan Stanley report 

highlighted that “[t]he company’s in-depth discussion on the conference call about how it 

protects itself against CDO losses and the favorable outlook for new business seemed to 

go a long way toward alleviating investor concerns….”  A Deutsche Bank report the next 

day emphasized that Ambac has a “[r]igorous CDO underwriting process” and that 

“Ambac is not the market.”  (Emphasis in original.)  The report further stated: 

If we assume that its underwriting was done properly, its credit 
performance should not reflect the average or fall even close to the 
average. . . . Given Ambac’s strict underwriting standards, risk 
assessment skills, and small exposure relative to the overall market, we 
believe Ambac will not suffer from credit losses.  (Emphasis added.) 

11. The Exchange Act Defendants’ statements about Ambac’s “rigorous” 

underwriting standards and the distinction between its exposures and the market in 

general were false.  As set forth below, Lead Plaintiffs retained industry experts, who 

analyzed the same information that Ambac’s senior executives – but not the general 

public – had in their possession and had said were being reviewed throughout the Class 

Period.  This analysis illustrates that the performance of the mortgage collateral that 
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Ambac directly or indirectly insured in its RMBS-related portfolio was no better, and 

often worse, than the performance of the mortgage collateral supporting the securities 

losing value in the market.   

12. Moreover, while touting its rigorous underwriting principles, Ambac was 

simultaneously lowering its underwriting standards to insure even riskier instruments.  

Even before the Class Period, Ambac learned first-hand that the country’s largest 

mortgage originators had lowered their own lending standards and were selling lower 

quality mortgages into RMBS-related securities.  (See ¶¶55-59; 76-79).  Rather than 

avoid these risky securities, Ambac embraced them in an effort to reach Defendant 

Genader’s mandate of hitting $1 billion in annual net income.  By June 2006, Ambac’s 

Consumer/Mortgage Backed Credit Risk Committee, comprised of Ambac’s senior 

managers (the “Credit Risk Committee”), approved a fundamental change in its 

underwriting standards, which permitted Ambac to wrap RMBS that previously would 

have been too risky for the Company to insure. (See ¶¶83-87).  In October 2006, a 

Managing Director in Ambac’s Structured Finance Group sent a memo to Ambac’s 

Credit Risk Committee, stating that Ambac was insuring CDOs with RMBS collateral of 

such low quality that the Company’s RMBS underwriting group, even with its 

fundamentally lowered standards, “would not touch [them] with a ten foot pole.”   

13. On January 16, 2008 – less than two months after the Exchange Act 

Defendants assured investors that Ambac’s RMBS-related exposures were of a superior 

quality and that the Company was not exposed to material credit losses – Ambac stunned 

investors by disclosing:  (a) $5.4 billion in “mark-to-market” write-downs on its then $29 

billion in exposure to CDOs supported by RMBS; (b) a staggering $1.1 billion of actual 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 12 of 209



 
 
7 
 
 

impairments on these exposures; (c) a near tripling of its loss reserves due to deterioration 

of its direct RMBS portfolio; (d) a 67% reduction in its dividend payouts (in order to 

preserve capital); and (e) its CEO’s unexpected “resignation” from the Company.   

14. Ambac’s mark-to-market losses substantially exceeded the more than $3.7 

billion of net income that Ambac reported for the period from 2002 through mid-2007.  

In response to the devastating disclosure on January 16, the price of Ambac’s common 

stock plummeted from $21.14 at the close of trading on January 15, 2008, to $6.24 per 

share by the close of trading on January 17, 2008, an over 70% decline, on unprecedented 

trading volume.  Ambac became the first major monoline financial guarantor to ever lose 

its treasured investment grade credit rating a few days later when the Fitch rating agency 

downgraded Ambac from “AAA” to “AA”.   

15. Even then, the full facts about Ambac’s abandonment of its underwriting 

standards and exposure to highly risky mortgages were not disclosed.  On April 23, 2008, 

Ambac reported a net loss for its first quarter 2008 of $1.66 billion on continued CDO 

write-downs, as well as a more than $1 billion increase to its loss reserves on second-lien 

RMBS exposures.  In explaining the severe and surprising loss on the second-lien 

securities, Ambac finally disclosed that these portfolios included a wide range of loans 

whose characteristics were far riskier than had been disclosed to investors.  Ambac’s 

stock price was again cut in half, closing on April 23, 2008, at $3.46 per share, as the 

Company disclosed its massive RMBS and CDO loss exposures.  In less than one year, 

Ambac stock lost more than 95% of its value, falling from a closing price of $96.08 on 

May 18, 2007, to $3.46 at the end of the Class Period.  Today, the Company’s ability to 

survive past its RMBS-related losses remains in question. 
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A. The Exchange Act Parties 

1. Lead Plaintiffs  

16. On May 9, 2008, the Honorable Judge Naomi Reice Buchwald appointed 

the U.S. Public Pension Funds as Lead Plaintiffs in this Action. 

17. Chicago Teachers is a public pension fund established by the Illinois 

General Assembly in 1895 for the benefit of certain certificated teachers employed 

primarily by the Board of Education of the City of Chicago.  Chicago Teachers is 

headquartered in Chicago, Illinois and has total assets of approximately $12 billion.  

Chicago Teachers purchased shares of common stock of Ambac during the Class Period 

on the open market, and suffered damages as a result of the violations of the federal 

securities laws alleged herein.  Chicago Teachers’ purchases and sales of Ambac 

securities during the Class Period are listed in the Chicago Teachers’ certification 

attached as Exhibit A to the Consolidated Amended Class Action Complaint. 

18. Arkansas Teachers is a public pension fund organized in 1937 for the 

benefit of the current and retired public school teachers of the State of Arkansas.  

Arkansas Teachers is headquartered in Little Rock, Arkansas and has total assets of 

approximately $10 billion.  Arkansas Teachers purchased shares of common stock of 

Ambac during the Class Period on the open market, and suffered damages as a result of 

the violations of the federal securities laws alleged herein.  Arkansas Teachers’ purchases 

and sales of Ambac securities during the Class Period are listed in the Arkansas 

Teachers’ certification attached as Exhibit B to the Consolidated Amended Class Action 

Complaint. 
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19. Mississippi PERS is a public pension fund established by the Mississippi 

Legislature in 1952 that provides benefits to over 75,000 retirees and future benefits to 

more than 250,000 current and former public employees.  Mississippi PERS has total 

assets of approximately $21 billion.  Mississippi PERS purchased shares of common 

stock of Ambac during the Class Period on the open market, and suffered damages as a 

result of the violations of the federal securities laws alleged herein.  Mississippi PERS’ 

purchases and sales of Ambac securities during the Class Period are listed in the 

Mississippi PERS’ certification attached as Exhibit C to the Consolidated Amended Class 

Action Complaint. 

2. Ambac Financial Group, Inc. 

20. Defendant Ambac is a holding company with numerous subsidiaries that 

provide financial guarantee products and other financial services to clients in both the 

public and private sectors around the world.  Ambac’s primary operating subsidiary, 

Ambac Assurance Corporation (“Ambac Assurance”), was the first company to offer 

insurance on municipal bonds.  By the beginning of the Class Period, Ambac Assurance 

was the cornerstone of Ambac’s core business areas, which involved issuing insurance 

and insurance-like credit default swap protection in public, structured and international 

finance.  Ambac is regulated by the Wisconsin Office of the Commissioner of Insurance.  

Ambac went public in 1991, and its common stock is traded on the New York Stock 

Exchange.  As of December 31, 2006, Ambac had only 359 employees worldwide.  That 

headcount was 367 at year end 2007. 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 15 of 209



 
 

10 
 
 

 

3. Officer Defendants  

21. Defendant Robert J. Genader (“Genader”) was a director, President and 

Chief Executive Officer (“CEO”) of Ambac, as well as Chairman of the Board from 2004 

until January 16, 2008, when he resigned from the Company.  Genader additionally 

served as Chairman, President and CEO of Ambac Assurance.  Throughout the Class 

Period, Genader was an informal member of the Credit Risk Committee, a committee 

responsible for approving all RMBS-related transactions.  Several transactions were 

approved by the Credit Risk Committee based on Genader’s direct instructions.  From 

2004 through 2006, Genader received compensation totaling $18,576,106 – more than 

60% of which was earned in 2006.  Through powers-of-attorney issued to Defendant 

Sean T. Leonard, Genader signed Ambac’s 2006 Form 10-K, which was also 

incorporated in Ambac’s 2006 Annual Report.  He executed certifications in connection 

with Ambac’s 2006 Form 10-K and relevant Form 10-Q filings.  Also, Genader directly 

made false and misleading statements during a November 1, 2007 CNBC televised 

interview, a November 7, 2007 conference call, and a November 27, 2007 Friedman 

Billings conference.    

22. Defendant Sean T. Leonard (“Leonard”) has served as Senior Vice 

President and Chief Financial Officer (“CFO”) of Ambac and Ambac Assurance since 

June 2005.  Leonard is responsible for managing Ambac’s Investor and Rating Agency 

Relations, Fixed Income Investment Management and Financial Services businesses.  In 

2006, Leonard received $1,301,558 in total compensation; this figure jumped to 

$1,833,789 in 2007.  Leonard signed Ambac’s Form 10-Ks, Form 10-Qs, and certain of 
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its Form 8-Ks issued during the Class Period.  Also, Leonard directly made false and 

misleading statements during conference calls on April 25, 2007, July 25, 2007, October 

24, 2007, November 7, 2007 and January 22, 2008 and during the November 27, 2007 

Bank of America conference. 

23. Defendant John W. Uhlein, III (“Uhlein”) has served as Executive Vice 

President of Ambac since December 2003.  He is responsible for Ambac’s commercial 

and consumer asset-backed securities group, which included leasing and asset finance, 

conduits, structured energy, structured insurance, student loans, utilities and emerging 

markets.  Throughout the Class Period, Uhlein was a member of Ambac’s Credit Risk 

Committee.  In 2006, Uhlein received a payment of approximately $2 million for his 

significant role in helping Ambac’s Structured Finance Group achieve a record year.  

Defendant Uhlein directly made false and misleading statements during a March 6, 2007 

AIFA conference and a June 12, 2007 KBW Mortgage Finance conference.   

24. Defendant David W. Wallis (“Wallis’) has served as Senior Managing 

Director and Head of Portfolio and Market Risk Management for Ambac and Ambac 

Assurance since July 2005.  Wallis has been responsible for the monitoring of individual 

credit exposures and portfolio trends as well as remediation efforts of stressed credits.  

Throughout the Class Period, Wallis was a member of the Credit Risk Committee.  

Defendant Wallis directly made false and misleading statements during October 24, 

2007, November 7, 2007 and January 22, 2008  conference calls and a November 27, 

2007 Bank of America conference.  

25. Defendants Genader, Leonard, Uhlein and Wallis are referred to herein 

collectively as the “Officer Defendants,” except that Genader is named from the 
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beginning of the Class Period through his resignation effective as of January 16, 2008.  

Ambac and the Officer Defendants are referred to as the “Exchange Act Defendants.” 

26. As officers and directors of a publicly-held company whose shares are 

registered with the SEC pursuant to the Exchange Act, traded on the New York Stock 

Exchange, and governed by the federal securities laws, the Officer Defendants each had a 

duty to disseminate promptly accurate information with respect to Ambac’s business, 

operations, financial statements and internal controls, and to correct any previously-

issued statements that had become materially misstated or untrue, so that the market price 

of Ambac’s publicly-traded securities would be based upon accurate information.   

27. The false and misleading statements made in the Company’s published 

documents (including but not limited to its press releases and SEC filings) constitute 

“group published information,” which the Officer Defendants were responsible for 

creating.  During their respective terms of employment at Ambac, the Officer 

Defendants, through their positions of control and authority, had direct involvement in 

the daily business of the Company and participated in the preparation and dissemination 

of Ambac’s “group published information.”  Each of the Officer Defendants had the 

ability to prevent the issuance of the written statements at issue in this action, or to cause 

them to be corrected.  Moreover, each of the Officer Defendants personally made public 

statements at analyst and investor conference calls and meetings on behalf of the 

Company. 
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IV. FACTUAL BACKGROUND RELEVANT TO EXCHANGE ACT CLAIMS 

A. Ambac’s History and Reputation for Superior Risk Control and Loss 
Avoidance 

28. Prior to the Class Period, on March 21, 2006, Defendant Genader summed 

up the Company’s business model as follows: 

In this business, the one thing you really have to be excellent at is minimizing 
claims and risk management.  We do that by only underwriting investment-
grade transactions.  We have very conservative risk limits….  Constantly looking 
at your portfolio, looking for the next risk area, is something that we meet on 
every month…. 
 
Our objectives, excel at risk underwriting. That’s what is our passion. We look 
[at] credit risk, operational risk, reputational risk, legal risk, model risk, pinhole 
risk. That is what we do; that is what the passion of our company is all about, is 
trying to find the minute detail that can cause a transaction to go – not 
necessarily pay a claim, but to get downgraded.  (Emphasis added.) 
 
29. As alleged herein, the Exchange Act Defendants, abandoned this model in 

favor of short-term profits, thus jeopardizing Ambac’s survival.  

1. Ambac’s Success in Insuring Credit Risk 

30. Founded in 1971, Ambac was the first financial guarantor to insure the 

principal and interest of municipal bonds.  Ambac became known as a “monoline” 

insurer because it provided one type of insurance – a guarantee to protect against credit 

risk, i.e., the risk of default.  For over thirty years, Ambac built a reputation as one of the 

leading financial guarantee insurers in the world, known for its coveted “AAA” 

investment grade credit rating and solid record of insuring the highest quality municipal 

bonds. Ambac was recognized for assessing risk to a “remote-loss” underwriting 

standard, meaning that Ambac paid on such a small amount of defaults that it was able to 

assume that any exposure that passed its rigorous investigation and credit analysis was 

not going to default.  In fact, Ambac told investors in its 2006 Form 10-K that it only 
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insured exposures that it determined, after its underwriting process was  complete, “are of 

investment grade quality with a remote risk of loss.” 

31. Ambac’s success in the financial guarantee market was based on Ambac’s 

financial strength and its ability to cover all of its obligations should a default occur and 

payments be required.  Ambac increased investor confidence by emphasizing the rigorous 

credit analysis it conducted for every exposure receiving Ambac’s coveted insurance.    

2. Maintaining Its AAA Rating Was Essential To Ambac’s 
Success   

32. Ambac’s principal business was selling the promise to cover the principal 

and interest owed if its insurance clients suffered defaults.  The symbol of the credibility 

the market placed on Ambac’s promise was its top-notch rating from the main credit 

rating agencies.  In 1979, Ambac received its first AAA credit rating from Standard & 

Poor’s (“S&P”).  Moody’s Corporation followed suit in 1987 (awarding its equivalent 

Aaa rating), and Fitch Ratings awarded Ambac its AAA rating in 1994.     

33. Through a financial guarantee insurance contract – known as a “wrap” in 

industry parlance – Ambac would enhance a bond’s or asset-backed security’s credit 

rating by “lending” its own top rating to the security.  “Wrapped” bonds and asset backed 

securities are effectively converted to a AAA-rated investment, allowing an issuer of a 

bond or asset-backed security to save money by lowering the interest rate it has to pay to 

investors.  In exchange, the issuer pays the guarantor a premium that is calculated as a 

portion of the “spread” between the amount of interest it would pay absent insurance and 

the lower amount it pays by virtue of the financial guarantee.   

34. Because Ambac effectively sold its AAA credit rating to enhance the 

credit rating of bonds and asset-backed securities, the Company’s business model 
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depended entirely on maintaining its AAA rating.  For example, a June 2005 Euromoney 

article entitled “The worm of doubt:  credit-worthiness of monoline insurers,” stated: 

“[t]here is no AA+ for these guys, it’s AAA or nothing.”  Ambac agreed, disclosing  in 

the “Introduction” section of its 2006 Form 10-K, that Ambac’s “triple-A financial 

strength ratings . . .  are an essential part of Ambac Assurance’s ability to provide credit 

enhancement and any reduction in these ratings could have a material adverse affect on 

Ambac Assurance’s ability to compete in the financial guarantee business.” 

35. Rating agencies assign ratings to bond insurers based on proprietary 

models that measure, among other characteristics, the capital adequacy of financial 

guarantors under stress scenarios.  In order to preserve its credit rating, Ambac was 

required to maintain capital levels at, or in excess of, each agency’s required amount, i.e., 

a capital cushion.  This process is meant to ensure that each monoline has an adequate 

level of capital to cover all potential liabilities.  According to Moody’s September 2006 

guide, “Moody’s Rating Methodology for the Financial Guaranty Insurance Industry:” 

At the heart of Moody’s assessment of an insurer’s creditworthiness is an 
opinion about the company’s economic capital and its capital adequacy 
(e.g., solvency) or operational leverage.  Economic capital is the cushion 
available to the insurer to absorb unfavorable deviations in losses and 
operating results.  Capital adequacy measures a company’s operating 
leverage in terms of business volume generated and [its] risk[s] relative to 
the company’s capital.  Capital adequacy is critically important for [an 
insurer] because insurance regulators require minimum capital levels or 
ratios in order for the company to continue to operate.  Capital 
constraints can also negatively impact a company’s ability to grow its 
business and impact strategy.  (Emphasis added.) 
 
36. Ambac’s public disclosures about its loss reserves and its insured 

exposures were particularly important to the rating agencies and the investing community 
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in assessing capital adequacy, since the Company’s capital cushion depended on losses 

on insurance obligations remaining consistent with rating agency and investor 

expectations.   

37. Investors placed tremendous importance on the ability of Ambac to 

maintain its history of “remote loss” insurance.  Ambac’s total capital was only a fraction 

of its total amount of insured obligations, so any marked increase in losses would place 

the adequacy of Ambac’s capital cushion, and ultimately its AAA rating, at risk.  For 

example, according to Ambac’s first quarter 2007 Operating Supplement, while Ambac’s 

net financial guarantees in force were a total of $819 billion as of March 31, 2007, its 

qualified statutory capital was only $6.6 billion, and its total claims paying resources was 

only $13.24 billion.  This resulted in a capital ratio (based on qualified statutory capital) 

of 125:1, and a financial resources ratio (based on total claims paying resources) of 62:1.  

Since the failure of as little as 5% of Ambac’s insured portfolio would be enough to wipe 

out Ambac’s excess capital, the quality of the Company’s underwriting and monitoring of 

its risk exposures was highly material to investors.  

38. If Ambac began to suffer greater than expected losses, its capital cushion 

would promptly become impaired and its investment grade ratings lost.  As Ambac 

disclosed in its Form 10-K for 2006, its “ability to compete with other Triple-A rated 

financial guarantors, and its results of operations and financial condition, would be 

materially adversely affected by any reduction in its ratings.”  Recognizing the 

importance of preserving Ambac’s credit rating in order to maintain its business, even the 

rating agencies assumed that financial guarantors would avoid actions that placed their 

“AAA” financial strength ratings in jeopardy.  For example, in July 2006, Moody’s 
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reported that “because ratings are so important to the [monoline] industry’s value 

proposition, a highly-rated financial guarantor will likely take whatever actions are 

feasible to preserve its rating during times of stress.”   

39. The importance to Ambac of preserving its credit rating and avoiding 

excessive risk at all costs came into tension with its efforts to increase its income.  This 

tension became greater in recent years, as Ambac’s safe and stable municipal bond 

insurance business became a diminishing source of growth.  According to Moody’s, 

“they've taken the muni market about as far as it can go.  When you have penetration like 

that, it's hard to do more business and maintain reasonable premium notes.”   

40. In addition, Ambac learned, in 2006, that its municipal bond insurance 

business faced a fundamental risk.  The Moody’s rating agency privately informed 

Ambac that it would cease its undisclosed practice of assigning lower ratings to 

municipalities and government entities in order to force them to purchase bond insurance 

they did not need.  On July 30, 2008, the State of Connecticut filed a lawsuit against the 

rating agencies, alleging that they had awarded lower ratings to municipal issuers than 

they gave to higher risk corporate issuers, in order to create fee revenues for the rating 

agencies and the bond insurers (including Ambac), who were privy to and beneficiaries 

of this scheme.  The Connecticut complaint and accompanying press release quotes an 

Ambac executive who responded to Moody’s early 2006 proposal by writing:  “[t]his 

looks pretty serious to me. . . .  This is cutting at the heart of our industry.…[W]hile we in 

the industry might agree with the default/loss conclusion (this is in part the basis of our 

success and ability to leverage as high as we are), to lay it out there like this could be 

very detrimental.” 
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41. As further explained in Connecticut’s July 30, 2008 complaint, Ambac 

senior executives were temporarily successful in avoiding this proposed rating agency 

correction.  But it was a matter of time until Ambac’s safest and surest revenues streams 

would slow down if not stop altogether.  Thus, the Exchange Act Defendants had a 

further undisclosed motive to assume increased risk in Ambac’s structured finance 

operations, and then hide the consequences of their risk-taking once their RMBS bets 

went bad. 

42. As a result of the events described herein, Ambac became the first major 

bond insurer to lose its AAA rating when Fitch downgraded Ambac to AA on January 18, 

2008, two days after Ambac shocked investors by disclosing a $5.4 billion write-down on 

derivative exposure to CDOs backed in part by RMBS, including over $1 billion in 

impairment charges, and $143 million in loss reserves on direct RMBS exposures.  In the 

following months, both S&P (on June 5, 2008) and Moody’s (on June 19, 2008) 

downgraded Ambac.  Ambac is no longer a AAA-rated company and, as a result, its 

ability to continue operating has been placed in jeopardy.  Ambac’s financial guarantee 

underwritings have declined to the point where Ambac is seeking to resurrect a dormant 

subsidiary to underwrite new financial guarantee business, in the hopes that its 

subsidiary’s rating will be unaffected by Ambac Assurance’s financial stress.  

3. Overview of the Growth in the RMBS and CDO Markets  

43. At their core, the RMBS and CDO securities that lie at the heart of this 

case are pools of assets whose cumulative cash flows are distributed in a structured 

manner to investors.  Both RMBS and CDOs backed in significant part by RMBS are 

ultimately dependant on the cash flows expected from their underlying pools of mortgage 
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assets.  An RMBS receives its cash inflows directly from thousands of residential 

mortgages.  A CDO is at least one step further removed, since its cash inflows come from 

asset backed securities (including RMBS), or it may be multiple steps removed when its 

cash comes from other CDOs that are themselves funded by asset backed securities.   

44. The basic purpose of an RMBS or CDO is to pass the risk of default of the 

underlying collateral (i.e., mortgages) to another party who bears that risk in exchange for 

leveraged investments that involve varying degrees of risk.  In this market, banks and 

other financial institutions compiled mortgages into RMBS, either purchasing the 

mortgages from mortgage lenders or originating them directly.  RMBS were then often 

sold to institutions that oversaw the creation and issuance of hundreds of billions of 

dollars in CDOs.  Ambac became the ultimate holder of the risk for billions of dollars of 

mortgages underlying the instruments by issuing default protection through direct 

insurance for RMBS or derivative credit default swaps for CDOs.   

a. Overview of Residential Mortgage Backed Securities  

45. According to the SEC’s July 2008 Summary Report of Issues Identified in 

the Commission Staff’s Examinations of Select Credit Rating Agencies (the “SEC Rating 

Agency Report”), an RMBS is an asset backed security (“ABS”) that is collateralized by 

a pool of residential mortgages.  To create an RMBS, an arranger, generally an 

investment bank or mortgage originator, packages thousands of mortgage loans into a 

pool.  The arranger then sells the pool of mortgages to a trust, and the trust becomes 

entitled to the thousands of monthly interest and principal payments that homeowners 

make on the pool of mortgages.  In order to pay the arranger for these mortgages, the 

trust issues and sells securities collateralized by the pool of mortgages.  The trust uses 
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that income from the pool of mortgages to make monthly interest and principal payments 

to the purchasers of the securities it has issued.  The chart below depicts the composition 

of a typical RMBS:  

 
 

46. The securities that the trust issues to fund its initial purchase of assets can 

be subdivided into different classes, known as “tranches.”  The arranger uses certain 

techniques to structures these tranches in ways that expose them to more – or less – risk.   

47. The primary technique is called “subordination.”  Subordination creates an 

order of loss absorption among the different tranches, and requires the lower-rated 

tranche to first absorb any shortfall that the trust experiences because the underlying 

mortgages are failing to perform.  These tranches offer a sliding scale of interest 

payments depending on their position in the subordination hierarchy.  Lower 

subordination means greater risk and higher interest payments.  If the trust experiences a 

capital shortfall due to the failure of its assets, the lowest-rated tranche must absorb that 

loss until the tranche is rendered worthless.  Once the lowest-rated tranche becomes 

Source: Standard &Poor’s RatingsDirect.

Anatomy of a Typical RMBS

Source: Standard &Poor’s RatingsDirect.

Anatomy of a Typical RMBS
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worthless, the next lowest-rated tranche must take any remaining loss, and so on up 

through the hierarchy of tranches.   

b. Overview of Collateralized Debt Obligations 

48. According to the SEC Rating Agency Report, a CDO is a fixed-income 

investment vehicle that is structured in similar fashion to an RMBS, except that instead of 

pooling mortgages, the CDO pools a variety of complex derivative securities as its 

underlying collateral.  Typically, a sponsor, such as an investment bank, creates a trust to 

hold the CDO’s assets and issue its securities.  To generate the income necessary for the 

trust to purchase assets, the trust issues and sells debt securities to investors.  These 

securities are structured, through subordination, into different tranches, each carrying a 

different rating and interest rate.   

49. Once the CDO has sold its securities, the CDO uses that money to 

purchase a variety of complex securities, including tranches of RMBS, other CDOs and 

other ABS.   Those assets generate revenue for the trust in the form of fixed interest and 

principal payments, which the trust then uses to make fixed interest and principal 

payments to the purchasers of the trust’s own securities.  The chart below depicts the 

structure of such a CDO issuer in its most basic form: 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 27 of 209



 
 

22 
 
 

 

50. As the above diagram illustrates, the CDO structuring process allowed 

lower rated tranches of RMBS to be compiled into pools whose cash flows would be 

restructured so that other CDO tranches were labeled as investment grade.  A core 

assumption in this restructuring is that the correlation between similarly rated RMBS 

tranches would be limited.  In other words, if all or most of the similarly rated RMBS 

tranches supporting a CDO suffered defaults at the same time, the protective benefits of 

subordination may prove illusory. 

51. In its public disclosures during the Class Period, Ambac distinguished 

between “High Grade” and “Mezzanine” CDOs.  High-Grade CDOs were comprised of 

underlying collateral that was generally rated “A” or better by one or more rating agency 

at the CDO’s inception.  “Mezzanine” CDOs were comprised of underlying collateral 

that was primarily rated “BBB” at inception.  Both types of CDOS included substantial 

percentages of subprime, mid-prime and second lien RMBS collateral.        

52. In addition to CDOs as described above, Ambac also began offering credit 

default swap derivative protection for what is known as a CDO-squared.  A CDO-squared 

is a type of CDO where the underlying portfolio of assets consists primarily of tranches 
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in other CDOs.  However, most of Ambac’s CDO exposures included some tranches of 

other CDOs.   

53. As the CDO market evolved, and the fee revenues to investment banks 

grew dramatically, the banks sought to structure larger deals.  However, because there 

was only a limited amount of RMBS or similar ABS to serve as the CDO’s underlying 

assets, investment banks created a synthetic vehicle.  CDOs structured solely with asset-

backed securities are called “cash CDOs”.  Virtually all of the CDOs insured by Ambac 

during the Class Period, however, included as assets of the CDO, in addition to RMBS or 

CDOs, derivative or “synthetic securities.”  These synthetic securities were in the form of 

credit default swaps which were, in effect, insurance contracts between the financing 

bank and the CDO that is linked to the performance of the ABS collateral already 

included in the CDO.   

54. Insuring a synthetic CDO magnifies the risk of underperformance of 

underlying RMBS.  This is because payment to the CDO depends on cash flow from the 

actual RMBS or other ABS, as well as cash flows from complex derivatives whose value 

depends on the performance of the same underlying collateral.  Thus, investments in 

synthetic CDO instruments actually lowered Ambac’s diversification by, in effect, 

“doubling down” (or worse) on the same underlying securities.  Most of the CDOs 

Ambac was exposed to during the Class Period were synthetic CDOs, thus severely 

amplifying its risk of taking material mark-to-market adjustments and loss impairment 

charges if the collateral underperformed. 
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B. In Response to Endless Investment Bank Demand for RMBS 
Collateral, Mortgage Lenders Abandoned Underwriting Standards  

55. The current crisis in the U.S. residential mortgage market is rooted in the 

massive volume of mortgage loans given to extremely high credit risk consumers in 

recent years.  The magnitude of this crisis is due in large part to the bundling of those 

loans by Wall Street investment banks into the RMBS and CDO securities described 

above.   

56. During the early and mid-2000s, the housing market bubble inflated.  As 

interest rates for mortgages declined, more individuals were afforded access to residential 

mortgages, spurring a rapid increase in the residential mortgage industry.  The resulting 

demand for homes amid these lower interest rates fueled a rise in home prices, which 

then fueled a building boom in new homes.   

57. As the RMBS market grew by leaps and bounds—and indeed because the 

market grew so fast—mortgage lending standards plummeted.  Lenders engaged in 

aggressive lending practices in order to reach the maximum number of potential 

homebuyers.  Many mortgage lenders cast aside responsible underwriting criteria and 

originated massive volumes of loans that were much more likely to default.  Lenders 

were willing to make these riskier loans because mortgage purchasers in the secondary 

markets – primarily investment banks – were clamoring to buy mortgages for 

securitization into RMBS, relieving the lender of the balance sheet risk associated with 

holding a weak or poorly underwritten loan.   
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58. The below graph reflects the severe deterioration in lending standards 

between 2001 and 2006, as evidenced by a steep and rapid increase in loans carrying high 

risk profiles:3 

 

 

Source: T2 Partners Presentation: Why We Are Still in the Early Innings of the Bursting of the Housing and Credit 
Bubbles – And How to Profit From It (June 6, 2008), p. 6. 
 

                                                 
3 “Combined Loan to Value” is the percentage that the first and second mortgages make up of the property 
value.  For instance, if a home costs $200,000 and two mortgages are taken out, one for $150,000 and 
another for $30,000, the combined loan to value is 90%.  “100% Financing” denotes that the two loans in 
the prior example equal $200,000, and that the homebuyer has spent none of his own capital.  A “limited 
documentation” loan,” or “Liar’s Loan,” denotes that the applicant has not fully documented his or her 
income and assets.  
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59. These low-grade loans were basic assets in the RMBS and CDOs that 

Ambac insured.  By insuring instruments backed by underperforming loans, Ambac 

dramatically increased its risk of incurring crippling losses, a fact unknown to the 

investing community until the Company was forced to take billions of dollars in mark-to-

market losses and loss reserves. 
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C. Ambac’s Role in the RMBS and CDO Markets 

60. Ambac played a key role in the explosion of the RMBS and CDO of 

RMBS market, while generating substantial profits and propping up its earnings to 

maintain its AAA-rating and high stock price. Ambac provided direct insurance for 

RMBS and protection for CDOs through CDS.  Both the insurance and CDS protections 

meant that Ambac would provide interest and principal in case of default of the 

underlying assets.   

61. In the case of an RMBS, Ambac provided protection against default of the 

underlying mortgages in the asset pool. RMBS insurance contacts were entered into 

between Ambac and the issuing trust of the RMBS, not the investors in the RMBS.     

62. Ambac also insured growing amounts of second-lien RMBS.  A HELOC, 

or home equity line of credit, is a second mortgage loan drawn against the equity in a 

home (i.e., drawn against the difference between the value of the remaining first 

mortgage and the present market value of the home).  Unlike a HELOC, in which the 

borrower can decide to borrow, pay down principal and then borrow again up to the 

maximum amount of the loan, a closed-end second (“CES”) loan is also drawn against 

the value of the home in excess of any first-lien loan, but the borrower draws the entire 

amount upon loan issuance and cannot re-borrow after paying down principal.  

63. Payment on second-lien loans (HELOCs and CES) is directly related to 

the borrower’s ability to pay the underlying first mortgage.  And because second-liens 

comprise the last to be repaid, as housing prices decrease, the losses incurred on second-

liens are far more severe than on first-liens.  As a result, in a deteriorating market, the risk 

of defaults and delinquencies in HELOC and CES deals was significantly higher.  

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 33 of 209



 
 

28 
 
 

Ambac’s portfolios of RMBS composed of HELOCs and CES mortgages faced the 

increasing likelihood of losses at a time of decreasing home sales and stagnant or 

declining home prices. 

64. With respect to CDOs, Ambac did not enter into traditional insurance 

contracts but, instead, entered into credit default swaps..  Ambac generally issued its CDS 

to investors purchasing the debt of the CDO, usually an investment bank.  Pursuant to the 

CDS, the investment banks would pay Ambac a premium for its guarantee that the 

principle and interest payments due to the investment bank as a senior debt holder of the 

CDO would be paid.   

65. Notably, when Ambac wrote traditional insurance, it had to allocate 

approximately 3% of the amount insured to support its capital cushion for regulatory and 

rating agency purposes.  However, when Ambac wrote credit default swaps against 

CDOs, the amount of capital it had to allocate to the transaction was lower, even if the 

size of the deals and premiums paid to Ambac were the same.  Writing credit default 

swaps, therefore, could be more profitable to Ambac than traditional insurance.   

66. Ambac’s portfolio of CDOs of RMBS increased exponentially in recent 

years.  Based on a CDO exposure chart that Ambac provided in the first quarter of 2008, 

the Company’s net exposure to CDOs with greater than 25% RMBS as the underlying 

collateral increased from $900 million in 2004 to approximately $29 billion as of 

December 31, 2007.  In percentage terms, CDOs with over 25% RMBS collateral 

represented just 5.8% of its total domestic CDO exposure in 2004, and rose to 57.5% of 

the portfolio by the first quarter of 2008. 
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V. DEFENDANTS’ FRAUDULENT SCHEME 

67. Under the leadership of Defendant Genader, Ambac’s focus turned to the 

generation of greater profits in lieu of risk management and loss avoidance.  In 2005, 

Genader made this focus known.  According to Confidential Witness (“CW”) 1, a former 

underwriter and quantitative analyst at Ambac between 1997 and 2005, at a company-

wide meeting in 2005, Genader announced that Ambac’s goal would be to achieve $1 

billion a year in net income in the near future.  Genader aggressively pushed all units of 

the Company to focus on increasing gross premium income, but resisted the increased 

staffing and other expense needed to ensure adequate underwriting and risk monitoring 

capabilities for complex insurance products.   

68. Defendant Genader profited handsomely from his insistence that Ambac 

assume greater risk.  His compensation was linked closely to Ambac’s reported returns 

on equity.  Including salary, bonus and stock and option awards, Genader earned 

$5,873,674 in 2005 and $11,235,531 in 2006.   

69. As alleged herein, Ambac’s abandonment of its conservative underwriting 

and surveillance practices was directly tied to Genader’s emphasis on profits and 

revenues.  During this time, Ambac became more reliant on revenues from structured 

finance, i.e., the direct and derivative guarantees of RMBS and CDOs tied to RMBS.   

70. The significance of structured finance to Ambac’s growth and profitability 

was acknowledged by Ambac’s own officers.  During the March 6, 2007 conference, 

Defendant Uhlein noted that: 

Just take a look here at the diversification of our portfolio, and how it has 
changed over the last ten years.  In less than ten years, our public finance 
exposures [sic] has gone from 85% of the book to 35%. This is not due to 
a lack of interest in public finance, but due to the strong growth in 
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structured finance and international.  In a period of less than ten years, our 
insured portfolio has tripled to $519 billion. 
  
71. It was this drive for revenue and expansion into deriving more profits from 

RMBS and CDOs backed by RMBS that was eventually the cause of material increases 

in mark-to-market write-downs and loss reserves that erased over 5 years of Ambac’s 

profits.  

A. Ambac Secretly Loosened Its Own Underwriting Standards In Order 
to Drive Short-Term Profits Without Regard to Long-Term Risks 

72. The Exchange Act Defendants were aware of the steep decline in the 

housing market by the beginning of the Class Period.  As explained below, they 

abandoned Ambac’s historical underwriting standards in order to insure riskier and 

riskier RMBS-related instruments.  Nevertheless, the Exchange Act Defendants 

consistently represented that Ambac’s superior underwriting allowed it to select higher 

quality mortgage-linked collateral and that its monitoring of the performance of that 

collateral ensured that surprise losses would not happen.   

73. These assurances were particularly important because Ambac’s RMBS 

and CDOs were opaque instruments, and investors had little insight into the actual 

performance of the underlying collateral.  For CDOs in particular, investors did not even 

know the identities of the CDOs that Ambac guaranteed, or the actual collateral 

supporting those CDOs, until near the end of the Class Period.  Instead, investors and 

market analysts were left to rely on the positive representations by the Exchange Act 

Defendants. 

74. As noted above, before the Class Period, Defendant Genader set earnings 

goals that resulted in Ambac taking on greater risk, including the riskier RMBS and CDO 
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exposures described below.  According to CW 1, during a company-wide meeting in 

2005, Defendant Genader announced the goal of achieving net income of $1 billion a 

year.  The Company had reported $724 million in earnings for 2004.   

75. While Genader pushed all units of the Company to drive gross premium 

income, the Company “didn’t want to increase the company’s infrastructure to achieve 

it,” according to CW 1, “[t]he goal forced Ambac to take on high-premium, high-risk 

transactions.  To meet that kind of target, you have to shoot for white elephants.”   Those 

“white elephants” came in the form of riskier RMBS and CDOs.  Ambac’s unwillingness 

to invest in greater infrastructure to accompany its growth was confirmed by CW 2, a 

former Assistant Vice President from March 2002 through August 2006, who worked in 

Ambac’s financial control group.  CW 2 explained that the surveillance department was 

not responsive and “a lot of times short-staffed” and that “[t]here was a lot of shuffling of 

people in the department.  A lot of people left. . . .   They were always hiring and re-

hiring.”  In sum, explained CW 2, Ambac’s surveillance department “was in disarray” in 

2006. 

76. As Ambac’s focus shifted from risk management to revenue and income 

maximization, the home mortgage market was showing troubling signs.  The Exchange 

Act Defendants witnessed firsthand the weakness of the underwriting standards being 

employed by the mortgage originators, and the resulting poor quality of the loans being 

issued and included as collateral in RMBS and, ultimately, CDOs.  According to 

Ambac’s own disclosures, Ambac’s underwriting often “entails on-site due diligence 

covering the parties to the transaction, such as the issuer, originator, servicer or 

manager.”  (See, e.g., Ambac 2006 Form 10-K.)   
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77. According to CW 3, a former underwriter in Ambac’s RMBS group from 

October 2001 to February 2007, during Ambac’s routine due diligence visits to mortgage 

originators, Ambac learned in 2005 and early 2006 that the underwriting standards of the 

mortgage originators were being systematically lowered in order to maintain profits in the 

face of a slumping market.  Ambac continued to witness the deterioration of the 

underwriting standards at the mortgage originators throughout the Class Period.  Instead 

of requiring heightened protections and demanding solid underlying collateral for RMBS-

related deals it insured, Ambac lowered its own underwriting standards, while at the same 

time assuring the investing community that its RMBS-related portfolio was better than 

the market due to its stringent underwriting and surveillance policies.  

78. Ambac’s historical underwriting standards prevented the RMBS sales 

team from guaranteeing many of the RMBS deals being offered to Ambac in 2006.  

Ambac’s prior commitment to investor and capital protection, however, conflicted with 

the push to generate short term revenues sufficient to reach Defendant Genader’s goal of 

reporting $1 billion of net income. 

79. Accordingly, the Exchange Act Defendants chose to accept and embrace 

the deterioration of the originator’s lending standards, changing Ambac’s own 

underwriting standards so that the Company could insure more and more of these poorly 

vetted loans.   This material change in underwriting standards was also undisclosed. 

80. The first shift towards accepting greater risk came through lowered 

demands for overcollateralization when HELOC deals were wrapped.  For example, 

according to CW 3, prior to 2006, Ambac would wrap HELOC RMBS deals only if, 

within a 12 month time frame, the model predicted that the RMBS would be 
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overcollateralized by 3.5%, meaning that it had a 3.5% cash cushion above anticipated 

cash outflows, including defaults.  This overcollaterization would be obtained through 

pre-payment of the HELOC loans in the first 12 months.  This 3.5% of 

overcollaterization served as a credit enhancement, or protection from loss, for Ambac, 

since there would be an additional 3.5% of collateral to offset any losses in the HELOC 

RMBS. 

81. However, according to CW 3, by the beginning of 2006, Ambac did not 

require that a HELOC product include as much overcollaterization.  By this time, as long 

as the model predicted that the RMBS would include overcollaterization of only 0.5%, 

Ambac would approve the deal.  This reduction was highly material and substantially  

lowered the credit enhancement protection Ambac required in its HELOC deals, thereby 

significantly increasing the Company’s risk exposure to these deals.  Ambac did so in 

order to wrap more and more of these deals so it could generate increasing revenue and 

achieve Genader’s $1 billion goal.  

82. During this same time period, Ambac began to insure RMBS backed by 

loans that were structurally riskier than it had in the past, particularly closed-end second 

lien products (as described in ¶322).  Prior to 2006, the RMBS that Ambac insured were 

backed by mortgages from borrowers who had owned their homes for years, so they had 

a history of payment on their first liens and owned equity in their homes.   After 2006, 

however, Ambac agreed to insure increasing amounts of RMBS backed by CES 

mortgages issued to home purchasers who applied for a second lien to cover the initial 

downpayment on their homes, otherwise known as piggy-back loans.  In other words, 

these home purchasers either did not have enough capital or were not willing to pay their 
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own capital to meet the down-payment requirements of the first lien loans.  Moreover, 

Ambac was aware that these CES loans were being originated under substandard 

underwriting standards. (See ¶¶55-59; 76-79)  According to CW 3, the change in the 

underlying CES loans increased the risk level of Ambac’s CES products. 

83. Moreover, in June 2006, Ambac affirmatively and secretly changed the 

risk profile of its RMBS portfolio by altering its underwriting model so it could approve 

deals that would not be approved under the prior model.   

84. CW 3 explained that the direct RMBS underwriting group saw many 

lucrative HELOC deals go to financial guarantor competitors because Ambac rejected 

these deals as being too risky.  According to CW 3, in June 2006, Pat McCarthy, First 

Vice President in the Consumer Asset-Backed Securities Group, wrote a memo proposing 

a drastic change in the HELOC underwriting standards that was submitted to the Credit 

Risk Committee.  The new standards were reviewed and were explicitly approved by all 

members of the Credit Risk Committee, including Defendants Genader, Uhlein and 

Wallis.   

85. According to CW 3, the new model created by Ambac’s underwriting 

department and approved by members of the Credit Risk Committee was designed so that 

riskier, lower-quality RMBS would be approved.  Ambac’s historical underwriting model 

attempted to determine the future performance of a particular RMBS through a detailed 

review of the characteristics of each underlying HELOC loan contained within the 

mortgage pool providing cash flows to the RMBS.  Ambac would apply tested 

assumptions on a loan-by-loan basis to predict performance and assess risk.  The lower 

quality of mortgages being originated would be identified by this pool-specific approach. 
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86. In contrast to the Company’s historical model, Ambac’s post-June 2006 

RMBS underwriting model, implemented by the start of the Class Period, did not look at 

any of the actual loans in the mortgage pool collateralizing the RMBS.  Instead, the new 

model looked only at the historical cumulative default rates of the loan originators.  For 

instance, if a pool of underlying loans was originated by Countrywide Financial Corp. 

(“Countrywide”), Ambac would run its model against Countrywide’s historical 

cumulative default rate on the type of loans being securitized, but would not look at the 

actual underlying loans in the pool, to determine the future performance of the RMBS.    

87. This new model’s reliance on historical rates of default by originator was 

highly problematic.   The historical default rates of loan originators could not predict the 

future performance of loans issued in and after mid-2006.  According to CW 3,  by mid-

2006, Ambac knew that the originators had materially lowered their underwriting 

standards across the board.  CW 3 stated that the new underwriting model resulted in 

Ambac approving high risk RMBS transactions, which would have been rejected under 

the prior model.  Ambac never disclosed to the public that it materially changed its 

underwriting methodology.   

88. Further, according to CW 3, in October 2006, four months after Ambac 

adopted the weaker RMBS underwriting model, Defendant Uhlein received a 

memorandum from Iain Bruce, head of the Consumer Asset-Backed Securities group, 

who was greatly concerned about Ambac’s decision to abandon their strict underwriting 

guidelines and insure CDOs containing even riskier RMBS as the underlying collateral.   

89. According to CW 3, who saw this memorandum on a computer screen 

around the time it was sent, Bruce wrote “Why are we willing to insure stuff in the 
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secondary market [i.e., the CDO market] that we would not touch with a  ten foot pole 

in the primary market [i.e., the RMBS market]?”  In other words, the RMBS collateral 

supporting the CDOs that Ambac guaranteed by writing credit default swaps was of such 

poor quality that the same RMBS could not be approved to be directly insured by Ambac. 

90. Other internal managers expressed concern over the quality of the RMBS 

contained within the insured CDOs.  Jeff Nabi was a Managing Director in Ambac’s 

Consumer Asset-Backed Securities Group.  According to CW 4, a former First Vice 

President who worked in Ambac’s Consumer Asset-Backed Securities Group from July 

2002 to April 2007, Nabi expressed concerns about Ambac’s CDO exposure, 

complaining within Ambac that the Company’s Credit Risk Committee “didn’t look at 

and evaluate CDO exposure with the same scrutiny” as was applied to other exposures, 

and that the CDO deals did not face the “same degree” of stress-testing as other 

transactions.   

91. One reason for Ambac’s acceptance of mortgage collateral in CDOs that 

would not even pass Ambac’s lowered RMBS underwriting standards was that in late 

2006 and early 2007, Ambac’s CDO team was “churning out deals” for which the 

underwriters did not “really dig down all that deeply,” according to CW 5, a former Vice 

President of Ambac between January 2005 and July 2007.  Instead of conducting deep 

and detailed underwriting, the process evolved to “relying on counterparties,” meaning 

the investment bankers who originated CDOs.  When asked if Ambac’s CDO 

underwriters were conducting an in-depth analysis of the collateral supporting CDOs, 

CW 5 answered, “Were they doing that on every deal?  I would say no.” 
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92. Notwithstanding what Ambac’s senior management was seeing and saying 

in private, in public they assured investors that the Company remained “very cautious” 

about the securities it was insuring.  For example, during Ambac’s October 25, 2006 

conference call, CFO Sean Leonard preached Ambac’s disciplined approach, stating: 

…  I would say, as a general matter, we’re very selective in that sector, 
one, for the obvious risk that’s out in the marketplace, and two, the ability 
to get properly compensated for that. I would also say, as a matter, that our 
CDO portfolio, when we look at structured credit with MBS, we’re also 
very cautious about mezzanine-type securities that come out of 
mortgage-backed securitizations. So, we are taking a cautious position 
for underwriting reasons, but also the availability of profitable 
transactions is not as great as it has been in the past.  (Emphasis added.) 

93. Leonard’s assurances were important to investors and analysts, who relied 

on Ambac’s underwriting discipline as the key to avoiding losses.  In discussing Ambac’s 

need to balance the drive for revenues against avoiding unreasonable risk, Morgan 

Stanley’s Ken Zerbe wrote in December 14, 2006 that “we highly doubt management 

would lower its underwriting standards just to post top line growth, particularly given 

the years it has taken them to build their profitable franchise.”   

94. The Exchange Act Defendants’ false and misleading statements about how 

Ambac maintained its superior underwriting continued through the Class Period.  In 

Ambac’s 2006 Annual Report, Defendant Genader wrote a letter telling investors they 

should “[r]est assured that we will continue to be disciplined and rigorous in our scrutiny 

of” mortgage-linked exposures.  At a June 12, 2007 KBW Mortgage Finance Conference, 

Defendant Uhlein answered questions about how RMBS weakness could affect Ambac.  

He discussed the newest CDO-related credit default swaps that Ambac issued in early 

2007 and told investors “we’ve been pretty conservative and so we are very comfortable 

with our current book of business, even in this environment.” 
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95. Investors became more sensitive to RMBS and CDO risks over the 

summer, including after the July 23, 2007 disclosures by Countrywide, once the 

country’s biggest mortgage originator, of significant losses in its mortgage portfolio.  

Countrywide was a major servicer and originator of Ambac’s RMBS exposures.  In 

Ambac’s July 25, 2007 earnings release, Defendant Genader highlighted the Company’s 

“rigorous and proven approach” to selecting and monitoring its exposures.  During that 

day’s analyst conference call, Defendant Leonard insisted that Ambac had been 

“conservative” in its underwriting, stating that Ambac has “been cautious and selective” 

in guaranteeing the repayment of CDOs backed by RMBS and that “Ambac remains 

diligent in [the] structuring of transactions.” 

96. As explained above, these statements were false and misleading because, 

in fact, Ambac knew that the quality of the mortgages supporting its RMBS and CDO 

exposures had deteriorated because of lowered underwriting standards of mortgage 

originators, and that Ambac’s own underwriting standards had weakened so it could 

approve revenue-generating deals that would once have been considered too risky. 

B. The Exchange Act Defendants Misrepresented Ambac’s Surveillance 
Of Its RMBS and CDO Portfolios 

97. Ambac also misrepresented its surveillance process during the Class 

Period.  Throughout the Class Period, the Exchange Act Defendants repeatedly assured 

investors that Ambac was carefully monitoring the performance of its portfolio.  Such 

monitoring was critical to investors because sudden losses or collateral deterioration 

would undermine Ambac’s capital cushion, as well as its credibility.  
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98. The following was Ambac’s description, in its 2006 Form 10-K, of its 

structured finance surveillance practices, including the central role that senior 

management played in overseeing and executing the surveillance process: 

Surveillance and Remediation:  

The Surveillance Group is responsible for monitoring outstanding 
financial guarantee exposures, including credit derivatives. The group’s 
monitoring activities are designed to detect deterioration in credit quality 
or changes in the economic, regulatory or political environment which 
could adversely impact the portfolio. Active surveillance enables Ambac 
Assurance’s Surveillance Group to track single credit migration and 
industry credit trends…. 

…  The focus of the surveillance review is to assess performance, identify 
credit trends and recommend appropriate classifications, ratings and 
review periods….  Those credits that are either in default or have 
developed problems that eventually may lead to a claim or loss are tracked 
closely by the appropriate surveillance team and reported to management 
and Ambac’s Board of Directors by preparation of an adversely classified 
credit listing. Relevant information, along with the plan for corrective 
actions and a reassessment of the credit’s rating and credit classification, is 
reviewed with senior management in regular adversely classified credit 
meetings…. 

99. The Credit Risk Committee responsible for approving RMBS-related deals 

included the Company’s senior management.  According to CW 4, the Credit Risk 

Committee members included Genader, the Company’s CEO, Wallis, the Chief Credit 

Officer, along with the Chief Risk Officer and the heads of relevant business groups.  

Defendant John Uhlein, Ambac’s Executive Vice President and head of its U.S. 

Structured Finance Department, was the representative Credit Risk Committee member 

for the structured finance group.   

100. The Exchange Act Defendants’ false assurances about their ongoing and 

in-depth monitoring of Ambac’s RMBS-related exposures continued through the Class 

Period.  During a March 6, 2007 conference, Defendant Uhlein insisted that Ambac (1) 
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has “maintained the same conservative standards over the years,” and (2) carefully 

analyzes “monthly, quarterly reports on all the transactions that we guarantee.”  

Defendant Uhlein also highlighted that while Ambac’s business mix may have changed, 

its corporate focus had not:  “Our core corporate objective has been very consistent year-

to-year, we will continue to strive to excel in all aspects of risk underwriting, structuring, 

and surveillance.”  

101. During Ambac’s conference call on July 25, 2007, Tom Gandolfo, Senior 

Managing Director of Ambac and Ambac Assurance and head of Ambac’s Global 

Structured Credit, Derivative Products, Fixed Income Investment Management and Risk 

Transfer groups, in explaining how Ambac evaluated and reviewed its CDO products, 

stated that “[w]e believe our credit-risk analysis goes far beyond that which a typical 

CDO investor would perform.”  He also assured investors: “We do a detailed review and 

re-rating of all the underlying RMBS collateral in the deal.  (Emphasis added.)  

102. In reality, if Ambac conducted the “active surveillance” it described to 

assess loan performance and detect collateral deterioration, then the Exchange Act 

Defendants affirmatively knew the delinquency rates and default rates of the underlying 

loans in the residential mortgage instruments Ambac insured were increasing throughout 

the Class Period, as set forth in ¶¶111-133.  A review of the “monthly, quarterly reports 

on all the transactions that [Ambac] guarantee[s]” would readily have alerted the 

Exchange Act Defendants of this fact.  However, the Exchange Act Defendants never 

disclosed to the investing public that Ambac’s residential mortgage portfolio was 

experiencing increased defaults and delinquencies in line with the mortgage market at 

large. 
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103. If the Exchange Act Defendants did not know about the poor performance 

and collateral deterioration set forth at ¶¶111-133, that was because, in fact, they did not 

conduct the surveillance of Ambac’s RMBS exposures that they claimed.  In fact, CW 5 

stated that the CDO surveillance group relied heavily on the published ratings by the 

credit rating agencies in determining whether to actually review the RMBS collateral 

supporting Ambac’s CDO exposures.   

104. This heavy reliance on the ratings agencies was in direct contradiction to 

Ambac’s assurances that it was actively monitoring the performance of its CDOs.  During 

the October 24, 2007 conference call, Defendant Leonard highlighted that “As always, we 

will continue to actively monitor these transactions, closely analyzing collateral 

performance and then consider structural protections available to us.”  (Emphasis 

added.)  Indeed, as late as December 27, 2007, Ambac maintained that it did not rely on 

ratings of rating agencies.  In a SEC filing that day, Ambac asserted:   

Ambac does not rely on the agencies in either approving transactions or 
assigning internal ratings to the deals it approves. We conduct our own 
independent analysis of each transaction and the transaction is reviewed 
by one of our respective Senior Credit Committees pursuant to our credit 
process and policies.  The Committee also evaluates the recommended 
rating for the transaction at that time.  Closed transactions are analyzed by 
our Portfolio Risk Management Group; and our original internal ratings 
are confirmed or revised, as appropriate.  (Emphasis added.) 
 
105. Had Ambac’s prior representations been true, Ambac, in independently 

analyzing the performance of the underlying assets, would have known that (a) by the 

beginning of the Class Period, there was a negative trend indicating rising delinquencies 

and default rates in the underlying collateral in the RMBS-related instruments that 

Ambac insured that should have been disclosed to investors, together with its 2006 

lowering of its underwriting standards; (b) the cost of the credit default swaps that Ambac 
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issued for CDOs backed by RMBS were increasing in value, and Ambac’s liabilities 

through these swaps should have been marked-to-market in significant amounts as early 

as February 2007; and (c) the RMBS-related instruments that Ambac insured were 

materially impaired much earlier than January 2008.  

C. By Late 2006, Housing Markets Were in Decline, Raising the Risk of 
Losses in Ambac’s RMBS-Related Exposures  

106. By late 2006, the signs of a housing downturn were prevalent –  housing 

sales were on the decline, interest rates increased, and default and delinquency rates were 

starting to spike.  As illustrated in the following chart, U.S. housing prices began a 

precipitous collapse in early 2006 (which continues today):   

 

107. Near the end of 2006, as home price appreciation was materially 

declining, the quality of mortgage loans that were securitized was also steadily declining. 
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Starting in 2005 and extending into 2007, the quality of mortgage loans that were pooled 

together into RMBS-related deals deteriorated with each successive quarter.  As 

described above, Ambac was aware of this deterioration in mortgage originators’ 

underwriting standards based on its quarterly review and due diligence of mortgage 

originators.  

108. In an S&P report for the third quarter of 2006, S&P noted that issuers 

claimed to be tightening their underwriting standards in response to rising delinquencies 

and early payment defaults.  Similarly, Moody’s Investors Service (“Moody’s”) observed 

that there had not merely been a one-time shift in the quality of loans, but that there 

appeared to be a trend of weakening loan quality.  In the first quarter of 2007, Moody’s 

noted that “loans securitized in the first, second and third quarters of 2006 have 

experienced increasingly higher rates of early default than loans securitized in previous 

quarters.”  In June 2007, Moody’s noted that “within the 2006 vintage... the performance 

of late-2006 pools is generally worse than that of early-2006 pools,” and that “following 

the pattern of serious delinquencies... cumulative losses for late 2006 pools have trended 

higher than those for early 2006 pools at the same points of seasoning.”   

109. These conditions created a substantial risk of increased losses in Ambac’s 

RMBS-related exposures.  The erosion of the supposedly secure revenue streams that 

supported the highly rated tranches of RMBS and CDOs that Ambac guaranteed meant 

that the risk was increasing that Ambac would actually have to (a) pay out on these 

instruments and (b) disclose and account for these losses, impairing its capital cushion.  

The Exchange Act Defendants understood that reporting a sudden increase in losses and 

capital impairments would create significant pressure on Ambac’s AAA credit ratings.  
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Accordingly, once the declines in the housing and credit markets increased the risk of 

those losses materializing, the Exchange Act Defendants had a strong motive to conceal 

Ambac’s problems. 

110. Rather than disclose to investors that Ambac faced substantial losses as a 

consequence of this increased risk, the Exchange Act Defendants continued to represent 

to investors that Ambac’s guaranteed products were of superior quality and were not 

exposed to the declines in value affecting the housing market.  As set forth below, the 

Exchange Act Defendants’ insistence that Ambac’s exposures performed better than the 

market in general because of its superior underwriting and surveillance practices was 

accepted by investors as true, yet was demonstrably false.  

D. Expert Analysis Shows That The Exchange Act Defendants’ 
Statements About the Performance of Ambac’s RMBS-Related 
Portfolios Were False and Misleading  

111. By early 2007, both the media and research analysts were reporting on the 

weakening housing market, and began to link the decline in housing prices, rise in 

interest rates and increase in defaults to a weakening of the securitized RMBS and CDO 

markets.  Investors became concerned that significant declines in two market-based 

indices known as the ABX4 and TABX5 indicated deterioration in the values of RMBS 

and CDOs backed by RMBS collateral.   

                                                 
4 The ABX (or ABX.HE) consists of market indices that track the value of credit default swaps written as 
insurance against dozens of representative RMBS, much like the S&P 500 index is a proxy for the 
performance of large publicly-traded corporations.  Each “ABX.HE” index tracks the price of CDS based 
on set of RMBS separated by year of origination, vintage and rating:  AAA, AA, A and BBB.  As the price 
of buying credit protection for the relevant vintage and rated RMBS on which the ABX is based increases, 
the ABX index declines. 
 
5 The TABX, launched in February 2007, tracks the price of CDS based on the BBB and BBB- tranches of 
the ABX indices, except that it tracks valuation based on year of origination and level of subordination.  
The TABX cut the BBB and BBB- tranches into a capital structure of six tranches that ranged from the first 
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112. Rather than report collateral deterioration and mark-to-market write-

downs in line with the deteriorating market, which would disclose to investors that 

Ambac’s RMBS-related exposures were under stress and that losses were a reasonable 

expectation, the Exchange Act Defendants bolstered Ambac’s stock price by insisting 

that market deterioration was not an indication of deterioration of Ambac’s exposures.  

As set forth in Section VI, investors and analysts relied upon the Exchange Act 

Defendants’ assurances about the higher quality of Ambac’s RMBS-related exposures 

and the difference between those exposures and the market in general.  These statements, 

however, were materially false and misleading.  In reality, Ambac was witnessing in its 

portfolios the same deteriorating mortgage performance as the rest of the market.    

113. In connection with their investigation, Lead Plaintiffs retained mortgage 

industry experts to evaluate the Exchange Act Defendants’ assertions that the mortgage 

collateral included within Ambac’s RMBS and CDOs compared favorably to the market 

in general.  As Lead Plaintiffs demonstrate below, rather than performing better than the 

market, Ambac’s insured RMBS and the RMBS contained in their insured CDOs actually 

performed exactly the same or worse than the market in general.  The analysis described 

below is a simulation of the “surveillance” that the Exchange Act Defendants claimed 

was being performed at Ambac prior to and during the Class Period. 

114. In order to assess the validity of Ambac’s representations, Lead Plaintiffs 

retained an independent expert consulting firm whose members include economists, 

                                                                                                                                                 
dollar of loss (those assets with ratings of BBB or lower) to the AAA tranches of typical CDOs.  The 
TABX is based on the price of credit default swaps for underlying RMBS collateral that were similar in 
nature to those entered into by Ambac, in that they were “Pay-As-You-Go” and did not require physical 
settlement.  As set forth below, Lead Plaintiffs’ consultants focused on the ABX and TABX indices most 
like Ambac’s credit default swap exposures in assessing the mark-to-market losses that Ambac should have 
been reporting. 
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financial academics, experienced finance and mortgage industry specialists, Chartered 

Financial Analysts and Ph.Ds.  A team of consultants, including statisticians and 

consultants on the performance and valuation of derivative securities, conducted the 

analysis set forth below.  In addition, Lead Plaintiffs retained another independent 

consultant, who formerly structured and traded RMBS and CDOs like those that Ambac 

insured.  The methodology and results of Lead Plaintiffs’ consultants’ analysis is 

summarized below. 

115. Notably, Ambac did not identify the underlying collateral of its insured 

CDOs.  Thus, the CDO analysis below could not have been performed by the investing 

community before January 30, 2008.  Even as to the RMBS, investors could not, absent 

costly and arduous efforts and review of disparate sources of information, determine 

whether Ambac’s statements about its mortgage collateral were true.   

116. This changed on January 30, 2008, when a third party posted on its 

website an “Open Source Model,” which listed all of Ambac’s RMBS and CDO 

exposures, including the securities comprising the collateral for Ambac’s CDOs.  Lead 

Plaintiffs used the information included in the Open Source Model to analyze the 

performance of the collateral underlying Ambac’s exposures, as the Exchange Act 

Defendants claimed they performed all along.   

1. Overview Of The Lead Plaintiffs’ Industry Consultants’ 
Methodology and Analysis 

117. By mid-2007, Ambac had approximately $29 billion of exposure to a total 

of 28 CDOs.  The analysis discussed herein focuses on the CDOs of RMBS issued in 

2006 and 2007.  Of those 28 CDOs in Ambac’s portfolio, 19 were created in 2006 or 

2007 and had a total exposure to Ambac of approximately $22 billion.  Of those 19 
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CDOs, three were CDO-squared instruments, meaning that 100% of the collateral was in 

the form on another CDO, specifically BBB-rated mezzanine CDOs.  The remaining 16 

CDOs had an average of 77% of their collateral in RMBS, half of which was subprime 

RMBS.  Lead Plaintiffs’ consultants selected a representative sampling analyzing 5 

CDOs with over 25% RMBS, which represented approximately 30%, or $6.7 billion, of 

Ambac’s total exposure from its 2006 and 2007 CDOs.   

118. The 5 CDOs analyzed were Belle Haven ABS CDO 2006-1 Ltd. (“Belle 

Haven”), Duke Funding High Grade IV, Ltd (“Duke”), McKinley Funding III, Ltd 

(“McKinley”), Longshore CDO Funding 2006-1, Ltd. (“Longshore”), and Ridgeway 

Court Funding II, Ltd (“Ridegway”) (collectively, the “Ambac representative CDOs”).  

As of March 31, 2008 these CDOs were rated internally by Ambac as follows: Belle 

Haven (BBB-), Duke (A+), McKinley (below investment grade (“BIG’), Longshore 

(AA), and Ridgeway (BBB-).  Thus, the Ambac representative CDOs selected for 

analysis included 4 from 2006 and 1 from 2007 and covered a wide range of ratings that 

is representative of Ambac’s overall exposure to CDO backed by RMBS. 

119. Once the Ambac representative CDOs were selected, Lead Plaintiffs’ 

consultant constructed datasets of the RMBS collateral within each CDO from the 

information made public through the Open Source Model.  Next, certain key performance 

metrics were collected for each RMBS collateralizing Ambac representative CDOs from 

monthly service reports obtained by Lead Plaintiffs’ consultant and, to a lesser extent, 

from the Bloomberg database.  These metrics included delinquency rates of 30+, 60+ and 

90+ days.  This data helps to track the trends and deterioration of the relevant mortgage 
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pools.  For each of these metrics, an average value was computed for each CDO based on 

a dollar weighted average of the underlying collateral. 

120. After the above data was collected for the RMBS collateral in the Ambac 

representative CDOs, similar data was gathered for the RMBS collateral underlying 6 

different ABX indices.  The 6 indices selected for comparison to the Ambac 

representative CDOs were: ABX.HE 2006-1 A, which is the ABX index for RMBS 

issued in the first half of 2006 with a rating of A.  The remaining index names can be 

interpreted similarly:  ABX.HE 2006-1 AA, ABX.HE 2006-2 A, ABX.HE 2006-2 AA, 

ABX.HE 2007-1 A, ABX.HE 2007-2 AA.  These indices are considered “high-grade” 

since each is rated A or above. 

121. These indices are similar in both year of issue and rating to the Ambac’s 

representative CDOs that Lead Plaintiffs’ consultants analyzed.  Upon analysis, Lead 

Plaintiffs learned that, at least two-thirds of the RMBS that actually comprise the ABX 

high-grade indices are contained in one or more of the Ambac’s representative CDOs.  

This overlap alone suggests that the Exchange Act Defendants’ insistence that Ambac 

does not underwrite the market were false.  Lead Plaintiffs’ analysis went deeper. 

122. Once all of the data for each of the metrics was collected, the performance 

data of the RMBS underlying the Ambac representative CDOs was compared to the 

performance data of the RMBS underlying the selected ABX indices.  All three 

performance metrics that Lead Plaintiffs’ consultants examined – the 30+, 60+ and 90+ 

day delinquencies –demonstrated a high degree of correlation, as shown below. 

123. Besides touting the underlying quality of its collateral, Ambac also 

highlighted that it enjoyed significant “subordination” before incurring its own losses on 
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RMBS and CDO exposures.  Lead Plaintiffs’ comparison to the ABX indices tested the 

Exchange Act Defendants’ assertions about Ambac’s high-grade collateral quality.  In 

order to test their assertions about the benefit of subordination, Lead Plaintiffs’ also 

compared the RMBS in the Ambac representative CDOs to the TABX, an index based on 

the price of credit default swaps for various tranches of RMBS collateral.  The TABX 

index, unlike the ABX index, focuses on levels of subordination, thus providing a point 

of comparison to the subordination levels of the CDO tranches insured by Ambac.   

124. The TABX.HE 07-1 06-2 40-100 (the “40-100 TABX”) is the most senior 

TABX index tranche because it is tied to the underlying RMBS collateral assuming a 

subordination of 40%.  Lead Plaintiffs’ consultants compared Ambac’s representative 

CDO collateral to the collateral underlying the 40-100 TABX for purposes of showing 

the correlation between Ambac’s underlying collateral and that in the most senior TABX 

trance.  This is a very conservative comparison because the 40-100 TABX subordination 

level is much larger that the Ambac representative CDOs.  Indeed, over half of the 

Ambac representative CDOs attached below the 20% level of subordination and the 

average subordination level of the 2006 and 2007 CDOs was 24%.     

2. Conclusions Of Lead Plaintiffs’ Experts Analysis 

125. The following chart shows the correlation between the RMBS in Ambac 

representative CDO exposures and the pertinent ABX and TABX indices using the 90+ 

day delinquency metric, which is a commonly used mortgage industry standard for 

identifying non-performing loans.  This chart demonstrates that the performance of the 

RMBS insured by Ambac through its CDOs did not perform better than the market, as the 
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Exchange Act Defendants represented, but instead performed similarly, and often times 

worse, than the “market.”  
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126. The above chart illustrates that, notwithstanding the Exchange Act 

Defendants’ statements to the contrary, the collateral supporting the Ambac 

representative CDO exposures performed directly in line with (i.e., just as poorly as) the 

collateral comprising the ABX and TABX indices.  In fact, between June 2006 and 

January 2008 – when Ambac finally disclosed meaningful write-downs and impairments 

on its CDO exposures – the 90+ day delinquency rates skyrocketed over 600%.  Notably, 

the Ambac representative CDOs also included tranches of other inner CDOs, which gave 

Ambac indirect exposure to lower grade RMBS.  In this respect, Lead Plaintiffs’ analysis 

gives Ambac the benefit of the doubt by focusing on actual RMBS in its CDOs only.  In 

fact, the 2006 and 2007 CDOs, on average, had approximately 20% of their assets in the 

form of other CDOs, 15% of which were mezzanine, i.e., BBB-rated or lower, CDOs. 

127. To confirm the close relationship illustrated above, Lead Plaintiffs' 

consultants also performed a regression analysis comparing the Ambac representative 

CDOs and the ABX and TABX indices.  This analysis showed that the average 

regression coefficient is statistically equivalent to 1, meaning that the collateral behind 

the Ambac representative CDOs moved on average in tandem with the underlying 

collateral of both the ABX and TABX indices. 

128. Lead Plaintiffs’ consultants also analyzed the performance of Ambac’s 

second-lien RMBS portfolio.  As set forth above, Ambac insisted that it conducted 

“active surveillance” of its RMBS portfolio, including regularly reviewing the 

performance of its underlying collateral.  Lead Plaintiffs and their consultants attempted 

to replicate the “surveillance” that Ambac supposedly did. 
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129. To analyze Ambac’s direct second-lien RMBS exposure, Lead Plaintiffs’ 

consultant collected and analyzed performance data of the mortgage loans underlying 

Ambac’s HELOC and CES portfolios for insurance written from 2005 to 2007.  Lead 

Plaintiffs focused on the 90+ day delinquency rates, which approximates the data point 

that major mortgage lenders, like Countrywide, applied in defining a loan as a “non-

performing asset.”   

130. As depicted in the chart on the following page, by no later than the first 

quarter of 2007, there was a clear deterioration in the underlying assets of Ambac’s 

HELOC and CES portfolios, evidenced by significantly increasing average 90+ day 

delinquency rates.  In order to provide a point of reference in assessing the increase in 

90+ day delinquencies on Ambac’s RMBS exposures, Lead Plaintiffs compared the 

actual delinquency figures with the 90+ day delinquency figures of the ABX and TABX. 
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131. Notably, Ambac’s HELOC and CES exposures performed almost 

identically (i.e., just as poorly) as the ABX and TABX indices.  Investors should have 

been, but were not, informed that Ambac’s HELOC and CES exposures were showing 

markedly deteriorating performance – just like the deterioration making headlines in the 

marketplace.   

132. Ambac has recently made a disclosure about trends in its HELOC and 

CES portfolios that confirms Lead Plaintiffs’ conclusions set forth above.  In its second 

quarter 2008 earnings release and the related slide presentation, Ambac disclosed the 

below graphic, which shows the collateral performance of “select” samples of Ambac’s 

CES and HELOC portfolios.  The graphic demonstrates the 30-59 day delinquencies of 

select samples of Ambac’s HELOS and CES portfolios: 
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133. In Ambac’s “select” sampling, the black line shows the increase of the 

average delinquency rate.  Like Lead Plaintiffs’ expert analysis set forth at ¶¶128-131 

above, this chart illustrates that through mid-2006, the average percentage of underlying 

mortgages that were in delinquency by 30-59 days was under 1%, but that this figure had 

doubled by the end of 2006, it had tripled by the late summer of 2007, and quadrupled by 

the end of the year.  Ambac should have disclosed this negative trend to investors. 

3. In Violation of GAAP, the Exchange Act Defendants 
Knowingly or Recklessly Concealed Billions of Dollars in 
Mark-to-Market Write-Downs From Investors 

134. Ambac was required to account for the value of its credit default swap 

exposures to CDOs in accordance with Statement of Financial Accounting Standards 133, 

entitled “Accounting for Derivative Instruments and Certain Hedging Activities” (“SFAS 

133”).  Specifically, SFAS 133 “requires that an entity recognize all derivatives as either 

assets or liabilities in the statement of financial position and measure those instruments at 

fair value.”  Fair value for accounting purposes is: 

The price that would be received to sell an asset or paid to transfer a 
liability in an orderly transaction between market participants at the 
measurement date….  The transaction to sell the asset or transfer the 
liability is a hypothetical transaction at the measurement date, considered 
from the perspective of a market participant that holds the asset or owes 
the liability.  Therefore, the objective of a fair value measurement is to 
determine the price that would be received to sell the asset or paid to 
transfer the liability at the measurement date (an exit price). 
 
[F]air value is a market-based measurement, not an entity-specific 
measurement.  Therefore, a fair value measurement should be determined 
based on the assumptions that market participants would use in pricing the 
asset or liability. 
 
135. Throughout the Class Period, Ambac failed to comply with SFAS 133 by 

ignoring the governing relationship between fair value and pertinent market data.  Until 
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January 16, 2008, Ambac’s mark-to-market reporting bore little relationship to the actual 

change in value of Ambac’s credit default swaps relating to its CDOs.  Having shown 

above that the RMBS collateral in Ambac’s CDO exposures performed in line with the 

market indices, Lead Plaintiffs’ outside consultants proceeded to estimate the mark-to-

market write-downs that Ambac should have reported for each quarter of 2007. 

136. As noted above, once the declines in the ABX and TABX market indices 

became very severe in 2007, investors questioned why Ambac’s reported mark-to-market 

losses bore little to no resemblance to the general market declines.  Besides claiming that 

its superior underwriting allowed it to select safer exposures – an assertion refuted above 

– Ambac also differentiated itself from the “market” by highlighting that it typically 

insured so-called “high-grade” tranches of CDOs and therefore enjoyed considerable 

subordination (i.e., it would not incur losses until subordinate tranches lost all their value) 

before it incurred any losses.  The above analysis and diagram illustrate why these 

statements were also false. 

137. Lead Plaintiffs’ consultants used the declines in the relevant TABX 

indices as a proxy for estimating Ambac’s required mark-to-market write-downs. 

138. Immediately upon launch in early 2007, the various TABX tranches 

materially declined.  As depicted in the chart on the following page, which depicts 

historical prices for the TABX indices from Markit Group, the 40-100 TABX declined  
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from nearly 100 on February 16, 2007, to around 84 by the end of March 2007, to about 

70 at the end of June, and about 35 at the end of September 2007.   

 

139. Taking into account (a) the significant declines in the TABX index (shown 

above), (b) the fact that TABX was an index of CDS similar to those issued by Ambac, 

and (c) that the performance of the underlying RMBS referenced by the TABX was 

highly correlated to the performance of the underlying RMBS collateral of Ambac’s 

CDOs, Ambac should have taken material mark-to-market write-downs beginning in the 

first quarter of 2007. 

140. To calculate the estimated mark-to-market write-downs Ambac should 

have taken in a given quarter, one must take into consideration: (1) Ambac’s total amount 

of CDOs backed by RMBS exposure at that particular point in time; (2) the 

corresponding price of the 40-100 TABX; and (3) the correlation coefficient factor 
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between underlying RMBS collateral of Ambac’s CDOs and the underlying RMBS 

collateral referenced by the CDS that comprise the 40-100 TABX.   

141. As of March 30, 2007, Ambac had exposure to approximately $20 billion 

of CDS on CDOs of ABS.  As discussed above, as of this period the 40-100 TABX had 

declined to approximately 84% of par.  Thus, by March 30, 2007, applying the above 

methodology, Ambac was required by GAAP and SFAS 133 to write-down at least  

$2.068 billion relating to its CDS on CDOs of ABS from 2006-2007.  For that same 

quarter, Ambac, in violation of GAAP and SFAS 133, wrote down a total of only $5.124 

million in total.  Had Ambac’s financial statements for the quarter accurately reported 

this mark-to-market write-down, Ambac’s reported net earnings would have declined 

from a reported profit of $213 million to a loss of $1,311 million, and its earnings per 

diluted share would have declined from a reported profit of $2.04 per share to a loss of 

$12.53 per share. 

142. As of June 30, 2007, Ambac had exposure to approximately $24.3 billion 

of CDS on CDOs of ABS.  As discussed above, as of this period the 40-100 TABX had 

declined to approximately 69% of par.  Thus, by June 30, 2007, applying the above 

methodology, Ambac was required by GAAP and SFAS 133 to write-down at least an 

additional $2.716 billion relating to its CDS on CDO of ABS from 2006-2007.  For that 

same quarter, Ambac, in violation of GAAP and SFAS 133, wrote down a total of $56.87 

million.  Had Ambac’s financial statements for the quarter accurately reported this mark-

to-market write-down, Ambac’s reported net earnings would have declined from a 

reported profit of $173 million to a loss of $1,810 million, and its earnings per diluted 
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share would have declined from a reported profit of $1.69 per share to a loss of $17.65 

per share. 

143. As of the end of the third quarter 2007, ending September 30, 2007, 

Ambac had exposure to $26.2 billion of CDS on CDO of ABS.  As discussed above, as of 

this period the 40-100 TABX had declined to approximately 33% of par.  Thus, by 

September 30, 2007, applying the above methodology, Ambac was required by GAAP 

and SFAS 133 to write-down at least an additional $8.923 billion relating to its CDS on 

CDO of ABS from 2006-2007.  As of this point, Ambac only took a minor write-down of 

$743 million in violation of GAAP and SFAS 133.  Had Ambac’s financial statements 

for the quarter accurately reported this mark-to-market write-down, Ambac’s reported net 

earnings would have declined from a reported loss of $361 million to a loss of $6,314 

million, and its earnings per diluted share would have declined from a reported loss of 

$3.53 per share to a loss of $61.73 per share. 

144. As of December 31, 2007, Ambac had exposure to $28.9 billion of CDS 

on CDO of ABS.  By this time, the 40-100 TABX had declined to approximately 18% of 

par.  Thus, by December 31, 2007, applying the above methodology, Ambac was 

required by GAAP and SFAS 133 to write-down at least an additional $3.672 billion 

relating to its CDS on CDO of ABS from 2006-2007.  On January 16, 2008, Ambac 

disclosed its first material market-to-market write-down, disclosing $5.4 billion of the 

required amount.     

145. Thus, for the entire year of 2007, Ambac only took a reported write-down 

of approximately $6.1 billion write-down on its CDO of RMBS.  Ambac was required by 

GAAP and SFAS 133 to write-down at least $17 billion for the year end December 31, 
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2007 relating to its CDS on CDO of ABS from 2006-2007.  Moreover, had Ambac’s 

financial statements for the year ended December 31, 2007, properly accounted for the 

mark-to-market write-down, Ambac’s reported net earnings for the year would have 

declined from a reported loss of $3.24 billion to a loss of $10.45 billion, and its earnings 

per diluted share would have declined from a reported loss of $31.56 per share to a loss 

of $101.57 per share. 

VI. DEFENDANTS’ FALSE AND MISLEADING STATEMENTS  

146. As explained above, during the Class Period, the Exchange Act 

Defendants knew or were reckless in not knowing that: (1) mortgage originators had 

lowered their standards for underwriting residential mortgages that were being included 

in a wide range of RMBS; (2) Ambac itself had changed its underwriting policies in a 

way that allowed it to assume riskier RMBS exposures than would have been allowed 

under the pre-existing policies; (3) housing and credit market conditions deteriorated 

severely; (4) the RMBS collateral that Ambac insured directly and that supported 

Ambac’s derivative CDO exposures was deteriorating in near lockstep with the 

performance of the RMBS comprising the collateral in the pertinent ABX and TABX 

indices; (5) Ambac violated GAAP by not properly taking mark-to-market writedowns on 

its CDO portfolio and by not taking adequate loss reserves on its RMBS portfolio; and 

(6) as a result of the above, Ambac’s public reports were materially false and misleading.   

A. 2006 Third Quarter Statements 

1. The October 25, 2006 Press Release and Conference Call  

147. On October 25, 2006, Ambac issued a press release announcing its third 

quarter 2006 financial results.  In the press release, Defendant Genader asserted:  “We are 
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currently witnessing a solid level of deal inquiries and opportunities. . . . We remain 

steadfast in judiciously allocating our capital to transactions that enable us to continue to 

deliver superior returns.”  

148. During the conference call that day, Defendant Leonard highlighted 

Ambac’s conservatism in assuming mortgage-related exposures, stating that Ambac was 

“very selective in that sector” and that “our CDO portfolio, when we look at structured 

credit with MBS, we're also very cautious about mezzanine-type securities that come out 

of mortgage-backed securitizations.  So, we are taking a cautious position for 

underwriting reasons, but also the availability of profitable transactions is not as great as 

it has been in the past.”   

149. These statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 

a. In 2006, the quality of mortgages comprising Ambac’s direct and 
derivative RMBS exposures declined because mortgage originators 
lowered their underwriting standards. (See ¶¶55-59; 76-79). 

b. Ambac had lowered its own underwriting standards to allow it to 
accept greater risk characteristics in RMBS exposures and in 
CDOs backed by RMBS. (See ¶¶76-91). 

c. As a result of Ambac’s lower underwriting standards, the collateral 
supporting Ambac’s RMBS-exposures and in CDOs backed by 
RMBS showed negative trends in delinquencies and other key 
metrics. (See ¶¶111-133). 

2. The Third Quarter 2006 Form 10-Q 

150. On November 8, 2006, Ambac issued its Form 10-Q for the quarter ended 

September 30, 2006 (the “3Q06 Form 10-Q”).  The 3Q06 Form 10-Q was signed by 

Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications (the 

“Sarbanes-Oxley Certifications”) signed by Defendants Genader and Leonard certifying, 
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inter alia, that they had reviewed the 3Q06 Form 10-Q and, to their knowledge the (i) 

report did not contain any untrue statement of a material fact or omit to state a material 

fact necessary to make the statements made, in light of the circumstances under which 

such statements were made, not misleading with respect to the period covered by this 

report; and (ii) the financial statements and other financial information included in the 

report fairly present, in all material respects, the financial condition, results of operations 

and cash flows of the registrant as of, and for, the periods presented in the report.   

151. The 3Q06 Form 10-Q described Ambac’s “active surveillance” of its 

insured portfolio to identify “adversely classified” credits as follows: 

Active surveillance of the insured portfolio enables Ambac’s Surveillance 
Group to track credit migration of insured obligations from period to 
period and prepare an adversely classified credit listing.  The active credit 
reserve is established only for adversely classified credits.  The criteria for 
an exposure to be included on the adversely classified credit listing 
includes … underperformance of the underlying collateral (for collateral 
dependent transactions such as mortgage-backed securitizations), 
problems with the servicer of the underlying collateral and other adverse 
economic events or trends….  (Emphasis added.) 
 
152. The 3Q06 Form 10-Q disclosed that Ambac took active credit reserves 

based on, among other things, Ambac’s information regarding “historical default 

information” and “internally developed loss severities.” 

153. The 3Q06 Form 10-Q stated that “we note that the mortgage-backed and 

home equity ultimate [loss] severities have been better than or equal to our current 

severity assumption.”  With respect to CDO obligations, the 3Q06 Form 10-Q stated that 

“Ambac considers the unique attributes of the underlying collateral and transaction.”   

154. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 
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a. In 2006, the quality of mortgages comprising Ambac’s direct and 
derivative RMBS exposures declined because mortgage originators 
lowered their underwriting standards.  (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and in CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics.  (See 
¶¶111-133). 

 
d. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105).  

 

B. 2006 Fourth Quarter Statements 

1. January 31, 2007 Press Release and Conference Call 

155. On January 31, 2007, Ambac issued a press release announcing its fourth 

quarter 2006 financial results.  The press release disclosed that Ambac’s total revenues 

were $454.3 million, and net income for the quarter was $202.7 million, or $1.88 per 

diluted share.  Ambac’s loss and loss expense reserve was $220.1 million, a decrease 

from $304.1 million at the end of the prior year.  During Ambac’s conference call that 

day, Defendant Leonard responded to questions about worsening trends reported in the 

mortgage sector by assuring investors that “from a surveillance perspective, we consider 

that and look for those types of trends, obviously trying to identify those early … but 

those are things that we specifically look for in the surveillance function.”   

156. The January 31, 2007 press release also reported a net mark-to-market loss 

on financial guarantee credit derivative contracts in the fourth quarter of $838,000 and a 

net mark-to-market gain of $9.1 million for the year 2006. 
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157. Investors and market analysts relied upon and responded favorably to 

Ambac’s statements.  A January 31, 2007, Morgan Stanley report “continue[d] to 

recommend investors build a position in the ABK shares” and noted that Ambac had 

“lower credit losses.”  A February 8, 2007 Citigroup report commented favorably on the 

fourth quarter results and a meeting with Ambac senior management, in which defendant 

Genader “emphasized that the portfolio cannot be measured in average terms because the 

financial guarantee model is predicated on zero-loss underwriting.”  Based on comments 

from Managing Director Tom Gandolfo, Citibank also wrote that Ambac’s “[d]ue 

diligence has been key to low losses…  Not only does Ambac review the deal closely, but 

also is careful only to work with established CDO managers,” and that keys to Ambac’s 

success were its favorable “structure, access to collateral and good financial controls and 

financial resources.”  

158. The above statements by the Exchange Act Defendants were materially 

false and misleading because the Exchange Act Defendants misrepresented and/or failed 

to disclose that: 

a. In 2006, the quality of mortgages comprising Ambac’s direct and 
derivative RMBS exposures declined because mortgage originators 
lowered their underwriting standards.  (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and in CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics. (See 
¶¶111-133). 
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d. Either Ambac conducted the surveillance it claimed, and the Exchange 
Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105).   

 
2. The 2006 Form 10-K  

159. On March 1, 2007, Ambac filed with the SEC its Form 10-K for the year 

ended December 31, 2006 (the “2006 Form 10-K”), which was signed by Defendants 

Leonard and Genader.  The 2006 Form 10-K included Sarbanes-Oxley Certifications 

making the same representations as set forth in ¶150 above.  The 2006 Form 10-K 

represented that Ambac’s “Consolidated Financial Statements have been prepared in 

conformity with U.S. generally accepted accounting principles using management’s best 

estimates and judgment.”   

160. Ambac’s 2006 Form 10-K reported the same loss and loss expense 

reserves, net earnings and net earnings per share, as reported in the January 31, 2007 

press release, as set forth in ¶155, supra.    The 2006 Form 10-K reported net mark-to-

market losses of $838,000 on financial guarantee credit derivative contracts for the fourth 

quarter and a gain of $9.1 million for the year.  Regarding its mark-to-market process, the 

2006 Form 10-K disclosed: 

Ambac’s exposure to derivative instruments … are accounted for at fair 
value under SFAS 133[]. Fair value is determined based upon market 
quotes from independent sources, when available. When independent 
quotes are not available, fair value is determined using valuation 
models….  For derivatives that trade in less liquid markets, such as credit 
derivatives on synthetic collateralized debt obligations … a proprietary 
model is used because such instruments tend to be more complex and 
pricing information is not readily available in the market.  

161. With respect to the underwriting of structured finance products, the 2006 

Form 10-K represented that “the amount and quality of asset coverage required is 

determined by the historical performance of the underlying asset type or the 
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transaction’s specific underlying assets.”  (Emphasis added.)  The 2006 Form 10-K also 

stated that, as part of the underwriting process, Ambac performed due diligence on its 

loan originators, a process that “often entails on-site due diligence covering the parties 

to the transaction, such as the issuer, originator, services or manager.  (Emphasis 

added.)   

162. In describing Ambac’s “active surveillance” of its exposures, the 2006 

Form 10-K stated as follows: 

The Surveillance Group is responsible for monitoring outstanding 
financial guarantee exposures, including credit derivatives.  The group’s 
monitoring activities are designed to detect deterioration in credit quality 
or changes in the economic, regulatory or political environment which 
could adversely impact the portfolio.  Active surveillance enables Ambac 
Assurance’s Surveillance Group to track single credit migration and 
industry credit trends… 
 
…  The focus of the surveillance review is to assess performance, identify 
credit trends and recommend appropriate classifications, ratings and 
review periods….  Those credits that are either in default or have 
developed problems that eventually may lead to a claim or loss are tracked 
closely by the appropriate surveillance team and reported to management 
and Ambac’s Board of Directors by preparation of an adversely classified 
credit listing. Relevant information, along with the plan for corrective 
actions and a reassessment of the credit’s rating and credit classification, is 
reviewed with senior management in regular adversely classified credit 
meetings….  
 
Surveillance for collateral dependent transactions focuses on review of the 
asset and servicer performance as well as transaction cash flows.  
 
163. The 2006 Form 10-K stated, inter alia, that “[t]he criteria for an exposure 

to be included on the adversely classified credit listing includes … underperformance of 

the underlying collateral (for collateral dependent transactions such as mortgage-backed 

securitizations), problems with the servicer of the underlying collateral and other adverse 

economic events or trends….”  The 2006 Form 10-K also stated that “mortgage-backed 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 73 of 209



 
 

68 
 
 

and home equity ultimate [loss] severities have been less than or equal to our current 

severity assumption.”  With respect to CDO obligations, the 2006 Form 10-K stated that 

“Ambac considers the unique attributes of the underlying collateral and transaction” and 

that “Ambac’s exposure to CDOs in its classified portfolio is currently limited.” 

164. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 

a. In 2006, the quality of mortgages comprising Ambac’s direct and 
derivative RMBS exposures declined because mortgage originators 
lowered their underwriting standards.  (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and in CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics.  (See 
¶¶111-133). 

 
d. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105).   

 
e. After the date of the close of the 2006 financial period but prior to the 

issuance of the 2006 Form 10-K, Ambac’s CDO portfolio experienced an 
undisclosed mark-to-market decline, disclosure of which was a subsequent 
event necessary to prevent these financial statements from being 
misleading.  (See ¶¶134-145). 

 
165. The 2006 Form 10-K also contained a “Risk Factors” section, which was 

materially false and misleading because certain of the risks identified in the 2006 Form 

10-K had already materialized, a fact not disclosed to investors.  In addition, certain 

material risks known to the Exchange Act Defendants were omitted from the 2006 Form 

10-K.   
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166. Under the heading “We are subject to credit risk throughout our 

businesses, including large single risks and correlated risks,” the 2006 Form 10-K stated 

that: 

We are exposed to the risk that issuers of debt which we have insured (or 
with respect to which we have written credit derivatives) … may default 
on their financial obligations, whether as the result of insolvency, lack of 
liquidity, operational failure or other reasons….  Such credit risks may be 
in the form of … losses in respect of different, but correlated, credit 
exposures.   
 
167. The 2006 Form 10-K also included a risk factor entitled “General 

economic conditions can adversely affect our business results and prospects.”  This risk 

factor spoke generically about how general market conditions could lead to losses for the 

Company.  Another risk factor, under the heading “Changes in prevailing interest rate 

levels could adversely impact our business results and prospects,” a risk factor stated that:   

Additionally, increasing interest rates could lead to increased credit stress 
on consumer asset-backed transactions in our insured portfolio (as the 
securitized assets supporting a portion of these exposures are floating rate 
consumer obligations); slower prepayment speeds and resulting “extension 
risk” relative to such consumer asset-backed transactions in our insured 
portfolio….   

168. The above three “risk factors” were materially false and misleading 

because, as the Exchange Act Defendants knew or recklessly disregarded:  (a) Ambac’s 

lowering of underwriting standards in its RMBS portfolios had already resulted in 

negative trends in delinquencies and other key performance metrics and had increased the 

expectation that “issuers of debt” that Ambac insured “may default” due to the failure of 

their underlying collateral; (b) Ambac’s changed underwriting policies increased the 

likelihood of highly correlated defaults in Ambac’s RMBS exposures; and (c) interest 
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rates had already increased while housing prices had declined, thereby increasing the 

expectation of defaults in Ambac’s RMBS exposures. 

169. The 2006 Form 10-K included a risk factor stating that “[o]ur risk 

management policies and practices may not anticipate unforeseen risks and/or the 

magnitude of potential for loss as the result of foreseen risks.”  This risk factor stated that 

Ambac’s “underwriting policies and practices . . . are based in part on models reflecting 

historical factors, e.g. default rates and severity of loss experience.  These policies and 

practices may not may not insulate us from risks that are unforeseen and which have 

unanticipated loss severity.”   

170. This risk disclosure was materially false and misleading because the 

Exchange Act Defendants knew or recklessly disregarded that reliance on “historical” 

default rates and severity assumptions for underwriting purposes would likely result in 

increased exposure to inherently riskier products.  Specifically, as the Exchange Act 

Defendants knew or recklessly disregarded, mortgage underwriters had loosened their 

historical lending standards and Ambac had relaxed its historical RMBS underwriting 

standards.   

171. The 2006 Form 10-K omitted any credit risk factor directly addressing 

Ambac’s RMBS and CDO backed by RMBS exposures.  This omission was material, as 

Ambac effectively admitted on January 25, 2008, when it issued a Form 8-K in which 

Ambac “revised certain risk factors it previously disclosed in its Form 10-K for the year 

ended December 31, 2006.”  Among those “revised” risk factors was the following new 

risk disclosure, entitled, “We are subject to credit risk related to residential mortgage 

backed securities and CDOs of ABS”:  
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We have insured, and written credit default swaps (“CDS”) with respect 
to, RMBS and CDOs of ABS and are thus exposed to credit risk 
associated with those asset classes.  Performance of these transactions can 
be adversely affected by general economic conditions, including recession, 
rising unemployment rates, declining house prices and unavailability of 
consumer credit; mortgage product attributes, such as interest rate 
adjustments and balloon payment obligations; financial difficulty 
experienced by mortgage servicers; and, particularly in the case of CDOs 
of ABS, transaction-specific factors such as the lack of control of the 
underlying collateral security which can result in a senior creditor 
determining to liquidate underlying assets to the disadvantage of 
mezzanine and subordinated creditors and disputes between creditors with 
respect to the interpretation of legal documents governing the particular 
transaction. 
 
Transactions within Ambac Assurance’s insured RMBS and CDO 
portfolios also may be downgraded, placed on watch or subject to other 
actions by the three rating agencies that have granted Ambac Assurance its 
triple-A claims-paying ratings.  Such ratings or other actions could require 
Ambac Assurance to maintain a material amount of additional capital to 
support the exposures it has insured. This could cause us to: 
 

• have to raise additional capital, if available, on terms 
and conditions that may be unfavorable; 

 
• curtail the production of new business; or 
 
• pay to reinsure or otherwise transfer certain of its risk 

exposure. 
 

172. The failure to disclose the above risk in Ambac’s 2006 Form 10-K was 

material.  Further, the above risk disclosure was entirely based on information known and 

available to the Exchange Act Defendants when the 2006 Form 10-K was issued.  

3. The March 6, 2007 AIFA Conference 

173. On March 6, 2007, Defendant Uhlein gave a presentation at an 

Association of Independent Financial Advisors (“AIFA”) conference. Uhlein stated that 

“[t]he deals we ensure must meet Ambac’s strict underwriting standards.  They must be 

investment grade and structured to allow us to actively surveil the transaction, we get 
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monthly, quarterly reports on all the transactions that we guarantee.”  Defendant Uhlein 

also highlighted that while Ambac’s business mix may have changed, its corporate focus 

had not:  “[o]ur core corporate objective this has been very consistent year-to-year, we 

will continue to strive to excel in all aspects of risk underwriting, structuring, and 

surveillance.”  Uhlein reiterated that “we have maintained the same conservative 

standards over the years” and that:  

our participation in subprime market has dropped significantly over the 
last three years.  The deals we have done … are performing satisfactorily.  
We get monthly downloads on all of our deals and actively surveil, and 
monitor the performance of all our mortgage originators.  
 
174. Uhlein’s remarks were materially false and misleading because Uhlein 

misrepresented and/or failed to disclose that:  

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards.  (See ¶¶76-77). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures showed negative trends in 
delinquencies and other key metrics.  (See ¶¶111-133). 

 
d. Either Ambac conducted the surveillance Uhlein claimed, and the 

Exchange Act Defendants knew of but did not disclose these negative 
trends, or Uhlein misrepresented Ambac’s surveillance process. (See ¶¶97-
105).   

 
4. The 2006 Annual Report  

175. On or about March 30, 2007, Ambac issued its 2006 Annual Report, 

which included Ambac’s 2006 Form 10-K.  Defendant Genader stated in a letter to 

shareholders contained in the Annual Report that Ambac has “a dedication to disciplined 
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pricing, risk management and strategic growth” and “strategically pursue[s] our business, 

seeking market and sector opportunities where our expertise is highly valued and 

appropriately priced.”   

176. With respect to Ambac’s structured finance business, Defendant Genader 

stated that “[i]t is important to remember that we participate in this market by providing 

our guarantee at the triple-A portion of the capital structure, ensuring strong credit quality 

while generating excellent risk-adjusted returns.”  Genader added that “[t]here is little 

doubt that the U.S. mortgage market is under stress, and we cautiously view this business.  

Since 2004, we have significantly pulled back on our level of MBS writings, especially in 

the sub-prime sector.  However, opportunities still exist, and we have used our breadth of 

market knowledge to pinpoint attractive opportunities.”  Genader also stated that 

investors should “[r]est assured that we will continue to be disciplined and rigorous in 

our scrutiny of this asset class.” (Emphasis added.) 

177. The above statements, including the incorporated Form 10-K, were 

materially false and misleading because the Exchange Act Defendants misrepresented 

and/or failed to disclose that: 

a. In 2006, the quality of mortgages comprising Ambac’s direct and 
derivative RMBS exposures declined because mortgage originators 
lowered their underwriting standards.  (See ¶¶55-59; 76-79). 

 
b. Ambac lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. After the date of the close of the 2006 financial period but prior to the 

issuance of the 2006 Form 10-K, Ambac’s CDO portfolio experienced an 
undisclosed mark-to-market decline, disclosure of which was a subsequent 
event necessary to prevent these financial statements from being 
misleading.  (See ¶¶134-145).   
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d. While Genader stated that Ambac was reducing its subprime RMBS 

exposures, Ambac concealed from the market the comparable risks 
associated with the Company’s exposure to high risk CDOs backed by 
RMBS, which as of this time was $20 billion.  (See ¶141) 

 

C. 2007 First Quarter Statements 

1. The April 25, 2007 Press Release and Conference Call 

178. On April 25, 2007, Ambac issued a press release announcing its first 

quarter 2007 financial results.  The press release disclosed that Ambac’s total revenues 

were $461.8 million, and net income for the quarter was $213.3 million, or $2.02 per 

diluted share.  Financial Guarantee net mark-to-market losses on credit derivatives 

contracts were $5.124 million.  Ambac’s loss and loss expense reserve was $231.3 

million, a modest increase from $220.1 million at the end of the prior year.  Defendant 

Genader stated that “recent evidence of credit spread widening in the mortgage related 

asset classes should lead to increased demand for our core financial guarantee product, 

provided of course, that wider spreads continue to prevail.”  The press release also stated 

that “[d]uring the quarter, Ambac benefited from increased writings in utilities, structured 

insurance and pooled debt obligations (CDOs)” and that “Ambac remains focused on 

achieving the best risk-rated returns and will remain disciplined until pricing in this 

product is commensurate with the level of risk.”   

179. During the Ambac conference call that day, Defendant Leonard discussed 

“the subprime and mid prime sectors of MBS, as well as CDOs containing large 

components of this asset type” and claimed that “[w]e will continue to be selective in the 

nature of the business we write, and are obviously hopeful that this pricing trend will 

continue.”  Leonard added that “We will continue to maintain discipline and seek to 
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underwrite those transactions where our superior financial strength, experience and 

reputation in the market is most valued.” 

180. During the question and answer session of the call, Leonard stated that 

Ambac had “very current information – information, pool information up through the end 

of March, so very current,” and that Ambac was “able to analyze that on a very current 

basis and look for trends of the underlying performance.”  Based on this supposed 

“current” monitoring, Leonard asserted that “[w]e just haven’t seen -- certainly not 

significant deterioration, as you can tell from the comments I made on below investment-

grade….  We’re just not seeing deterioration up through March that wasn’t expected.” 

181. Investors and analysts relied upon these material statements.  Bank of 

America on April 26 maintained its “Buy” rating on the stock, stating that Ambac “is 

entering a sweet spot as signs of further gradual credit spread widening are emerging and 

exposure to areas of concern – namely subprime and Alt-A – are limited.” (Emphasis in 

original.)  Citigroup commended Ambac for its “[s]elective MBS writings,” noting that 

Ambac “continue[s] to minimize subprime writings” and that Ambac’s RMBS exposure 

was “very well contained and selected.”   

182. The above statements by the Exchange Act Defendants were materially 

false and misleading because the Exchange Act Defendants misrepresented and/or failed 

to disclose that: 

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards.  (See ¶¶76-77). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 
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c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and in CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics.  (See 
¶¶111-133). 

 
d. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105).   

 
e. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.  Had 
Ambac’s financial statements for the quarterly period ended March 31, 
2007 properly accounted for the mark-to-market write-down of $2.068 
billion, Ambac’s reported net earnings would have declined from a 
reported profit of $213 million to a loss of $1.311 billion, and its earnings 
per diluted share would have declined from a reported profit of $2.04 per 
share to a loss of $12.53 per share.  (See ¶¶134-145, 141). 

 
2. The First Quarter 2007 Form 10-Q 

 
183. On May 10 2007, Ambac filed with the SEC its Form 10-Q for the quarter 

ended March 31, 2007 (the “1Q07 Form 10-Q”).  The 1Q07 Form 10-Q was signed by 

Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications signed by 

Defendants Genader and Leonard that made the representations set forth at ¶150, supra.   

184. The 1Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 1Q07 Form 10-Q 

also reported the same loss and loss expense reserves, mark-to-market adjustments, net 

earnings and net earnings per share, as reported in the April 25, 2007 press release, as set 

forth in ¶178, supra.  The 1Q07 Form 10-Q disclosed that net mark-to-market losses on 

credit derivative contracts for the three months ended March 31, 2007 were ($5.1) 
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million, compared to net mark-to-market gains of $2.0 million in the three months ended 

March 31, 2006.     

185. The 1Q07 Form 10-Q repeated the statements quoted at ¶¶151-153, supra, 

regarding (a) Ambac’s “active surveillance” of its insured portfolio to identify “adversely 

classified” credits, including determining whether there was “underperformance of the 

underlying collateral”; (b) the process by which an active credit reserve is established; 

and (c) RMBS and CDO “loss severity assumptions.” 

186. The 1Q07 Form 10-Q also repeated the statement made in the 2006 Form 

10-K, quoted at ¶160, supra, about Ambac’s use of proprietary valuation models. 

187. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards. (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS. (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures showed negative trends in 
delinquencies and other key metrics. (See ¶¶111-133). 

 
d. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105).   

 
e. Ambac’s “proprietary model” to mark its CDO exposures ignored that the 

collateral underlying Ambac’s exposures performed in line with the 
collateral comprising the pertinent market indices.  (See ¶¶111-127). 

 
f. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, based on the failure to properly 
mark-to-market the true value of its CDO-related exposures.  Had 
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Ambac’s financial statements for the quarterly period ended March 31, 
2007 properly accounted for the mark-to-market write-down of $2.068 
billion, Ambac’s reported net earnings would have declined from a 
reported profit of $213 million to a loss of $1.311 billion, and its earnings 
per diluted share would have declined from a reported profit of $2.04 per 
share to a loss of $12.53 per share.  (See ¶¶134-145, 141). 

 
3. The June 12, 2007 KBW Mortgage Finance Conference 

188.  On June 12, 2007, Defendant Uhlein gave a presentation at a KBW 

Mortgage Finance Conference, Defendant Uhlein answered questions about how RMBS 

weakness could affect Ambac.  He discussed the newest CDS that Ambac wrote in early 

2007 and concluded his remarks by stating: 

[F]rom Ambac's perspective, it’s really there’s two things.  It’s the new 
business size and obviously our book of business and speaking really from 
the MBS side and as I said, I think we’ve been pretty conservative and so 
we are very comfortable with our current book of business, even in this 
environment.  So I think the focus from our perspective is to the extent 
there is a little turmoil in the market, to be honest, that's actually a good 
thing for financial guarantors, so we are hoping to participate more in the 
market going forward.  (Emphasis added.) 

189. The above statement was materially false and misleading because 

Defendant Uhlein misrepresented and/or failed to disclose that: 

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards. (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and in CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics. (See 
¶¶111-133). 

 
d. Based on these negative trends it was misleading for Uhlein to state that 

Ambac was “comfortable” with its current “book of business.”  Either 
Ambac conducted the surveillance it claimed, and Uhlein knew of these 
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negative trends, or Ambac misrepresented its surveillance process.  (See 
¶¶97-105). 

 

D. Second Quarter 2007 Statements 

1. The July 25, 2007 Press Release and Conference Call  

190. On July 25, 2007, Ambac issued a press release announcing its second 

quarter 2007 financial results.  Ambac reported second quarter net income of $173.0 

million, or $1.67 per diluted share.  Financial guarantee net mark-to-market losses on 

credit derivative contracts were $56.9 million, and Ambac’s loss and loss expense reserve 

was $255.8 million, a slight increase from $231.3 million at the end of the prior quarter.  

The press release attributed the minor mark-to-market write-down to unfavorable market 

pricing of CDOs containing subprime RMBS collateral.   

191. The press release disclosed that Ambac’s Active Credit Reserve 

“increased by $14.9 million during the quarter, from $188.8 million at March 31, 2007, to 

$203.7 million at June 30, 2007,” which was “driven primarily by increases in reserves 

on certain credits primarily within the transportation sector of the U.S. public finance 

portfolio and to a lesser extent within the non-subprime RMBS sector of the structured 

finance portfolio.…”  

192. In the press release, Defendant Genader highlighted that “[o]ur rigorous 

and proven approach enabled us to deliver positive results despite the turmoil in the sub-

prime mortgage market” and that “in the unlikely event of default we pay scheduled 

principal and interest, thereby minimizing liquidity risk.”  (Emphasis added.)  Genader 

also stated that Ambac’s “disciplined execution” of its approach would allow it “to 
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benefit from the improving business conditions we see, with wider spreads, enhanced 

credit terms and increased demand for our valuable financial guarantee products.”   

193. On July 25, 2007, Ambac held a conference call chaired by Defendant 

Leonard, who reiterated the “unlikely event of default” on any CDO exposures.  Leonard 

attributed the $56.9 million mark-to-market decline to the “lack of liquidity in CDOs of 

ABS” in the market, and highlighted that “[o]n these transactions, as with all of our 

CDO exposure, Ambac expects that mark-to-market adjustments in either direction will 

reverse through the income statement over time as the transactions move towards 

maturity.”  (Emphasis added.)  Defendant Leonard also stated that Ambac had been 

“conservative” in its underwriting, that “our strongest writings were in CDOs of ABS 

where we have been cautious and selective…” and that “Ambac remains diligent in 

structuring of transactions, particularly in those asset classes where demand for our 

product is improving.” 

194. Similarly, Senior Managing Director Gandolfo emphasized that Ambac 

“does not underwrite based solely on the deal’s public rating” and that “[w]e believe our 

credit-risk analysis goes far beyond that which a typical CDO investor would perform.”  

Gandolfo stated that Ambac puts each deal through a “rigorous review process,” 

including “a rigorous review of the CDO manager” a “detailed assessment of the triggers 

and control rights embedded in the CDO” and a “detailed review and re-rating of the 

underlying RMBS collateral in the deal,” including a base case and stress case model.   

195. Gandolfo further stated that reference to the ABX and TABX indices in 

marking Ambac’s CDO exposures to market was misplaced: 
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I look at the same indexes that you look at.  It is really hard, right now, to 
know how much of that spread widening is fundamental and how much is 
technical….  
 
What we do is, when we look at our deals, we don't feel we underwrite 
the market.  (Emphasis added.) 
 
196. With respect to Ambac’s RMBS book, Defendant Leonard disclosed 

internal rating downgrades of pre-2004 transactions, highlighting that investors should 

take comfort by Ambac’s ability to track the performance of underlying collateral on a 

monthly basis and stated that “over the entire portfolio, we are not seeing” increased 

stress. “I think that’s largely due to selectivity” and the supposedly safer nature of the 

collateral Ambac insured, Leonard explained.  

197. The Exchange Act Defendants’ statements were highly material and relied 

upon by investors and market analysts.  For example, a July 25, 2007 Morgan Stanley 

report highlighted that “[t]he company’s in-depth discussion on the conference call about 

how it protects itself against CDO losses and the favorable outlook for new business 

seemed to go a long way toward alleviating investor concerns…”  The next day, a 

Deutsche Bank report emphasized that Ambac has a “Rigorous CDO underwriting 

process” and that “Ambac is not the market.”  (Emphasis in original).  With regard to 

the latter point, the report added: 

If we assume that its underwriting was done properly, its credit 
performance should not reflect the average or fall even close to the 
average. Historically, that has been true as Ambac's paid claims has 
totaled only 2.6 basis points of the par that it has insured.  We do not 
believe this time is different with CDOs and the RMBS market….  Given 
Ambac's strict underwriting standards, risk assessment skills, and small 
exposure relative to the overall market, we believe Ambac will not suffer 
from credit losses. 
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198. The above statements by the Exchange Act Defendants were materially 

false and misleading because the Exchange Act Defendants misrepresented and/or failed 

to disclose that: 

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards.  (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS.  (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures showed negative trends in 
delinquencies and other key metrics. (See ¶¶111-133). 

 
d. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of but did not disclose these negative trends, or 
Ambac misrepresented its surveillance process.  (See ¶¶97-105). 

 
e. Contrary to Gandolfo’s statement that Ambac does not “underwrite the 

market,” in fact, the collateral underlying Ambac’s exposures deteriorated 
in line with the collateral comprising the pertinent market indices.  (See 
¶¶111-133). 

    
e. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.  Had 
Ambac’s financial statements for the quarterly period ended June 30, 2007 
properly accounted for the mark-to-market write-down of $2.716 billion, 
Ambac’s reported net earnings would have declined from a reported profit 
of $173 million to a loss of $1.810 billion, and its earnings per diluted 
share would have declined from a reported profit of $1.69 per share to a 
loss of $17.65 per share.  (See ¶¶134-145, 142). 

 
2. The Second Quarter 2007 Form 10-Q  

199. On August 9, 2007, Ambac filed with the SEC its Form 10-Q for the 

quarter ended June 30, 2007 (the “2Q07 Form 10-Q”).  The 2Q07 Form 10-Q was signed 
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by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications signed by 

Defendants Genader and Leonard that made the representations set forth at ¶150.   

200. The 2Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 2Q07 Form 10-Q 

reported the same loss and loss expense reserves, mark-to-market adjustments, net 

earnings and net earnings per share, as reported in the July 25, 2007 press release, as set 

forth in ¶190. 

201. The 2Q07 Form 10-Q repeated the statements quoted at ¶¶151-153, supra, 

regarding (a) Ambac’s “active surveillance” of its insured portfolio to identify “adversely 

classified” credits, including determining whether there was “underperformance of the 

underlying collateral; (b) the process by which an active credit reserve is established; and 

(c) RMBS and CDO “loss severity assumptions.”  

202. The 2Q07 Form 10-Q repeated the statements made in the 2006 Form 10-

K quoted at ¶160, supra about the use of proprietary valuation models.  The 2Q07 Form 

10-Q stated that the previously disclosed net mark-to-market loss on credit derivative 

contracts for the quarter of $56.9 million was “related to collateralized debt obligations of 

asset-backed securitizations (“CDO of ABS”) containing sub-prime mortgage-backed 

securities as collateral.”   

203. Notably, the 2Q07 Form 10-Q disclosed that Ambac’s $26.3 billion of 

exposures to CDO of high-grade RMBS “have underlying collateral that consist of 39% 

subprime RMBS, 36% RMBS and 13% mezzanine CDO exposures” and surprised the 

market by stating that “we have noted a continued widening of credit spreads across the 

derivative portfolio, particularly CDO of ABS and collateralized loan obligations, 
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resulting in additional mark-to-market losses.”  The market reaction was immediate, with 

Ambac’s shares declining $2.00 within minutes of the filing of the Form 10-Q.  Ambac’s 

stock price closed at $69.50, a decline of $2.90 per share from the August 8 closing price 

of $72.40 per share.  Ambac stock continued to decline in the following days, closing at 

$66.14 on August 10 and $56.00 by August 15.   

204. Analysts continued to accept and react positively to Ambac’s statements.  

An August 15, 2007 Citigroup analyst report discussed a meeting that day with 

management and noted that the “conservative” management team “appears very 

comfortable that losses will be minimal.”  An August 23, 2007 Piper Jaffrey analyst 

report, which commented on a recent Ambac web disclosure on its CDO underwriting, 

listed “key takeaways” from the disclosure, including that Ambac engaged in “a highly 

regimented process for underwriting CDO of ABS transactions,” which involved a 

“dedicated team of underwriters,” with “all transaction risk and return modeling” 

performed by a separate and “dedicated group of professionals in Risk Analysis and 

Reporting.”  Piper Jaffrey also highlighted Ambac’s “review of the underlying collateral, 

analytic modeling of case and stress case scenarios, Sr. Credit Committee processes and 

legal review.”  (Emphasis added.)  The Piper Jaffrey report noted, however, that in the 

end, only Ambac had access to the information needed to accurately assess the quality of 

its exposures and investors were left to trust Ambac’s internal models and representations 

about its processes:  “Despite any analyst or investor’s best attempt, the information 

flow on a deal by deal basis simply can not be granular enough to come to any real 

conclusion about these very protections, let alone knowing whether or not they exist in 

any specific deal.” (Emphasis added).   
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205. The above statements by the Exchange Act Defendants were materially 

false and misleading because the Exchange Act Defendants misrepresented and/or failed 

to disclose that: 

a. In 2006 and thereafter, the quality of mortgages comprising Ambac’s 
direct and derivative RMBS exposures declined because mortgage 
originators lowered their underwriting standards. (See ¶¶55-59; 76-79). 

 
b. Ambac had lowered its own underwriting standards to allow it to accept 

greater risk characteristics in RMBS exposures and in CDOs backed by 
RMBS. (See ¶¶76-91). 

 
c. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures showed negative trends in 
delinquencies and other key metrics. (See ¶¶111-133). 

 
e. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of these negative trends, or Ambac misrepresented 
its surveillance process.  (See ¶¶97-105).   

 
f. Ambac’s “proprietary model” to mark its CDS exposures ignored that the 

collateral underlying Ambac’s exposures performed in line with the 
collateral comprising the pertinent market indices.  (See ¶¶111-127). 

 
g. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.  Had 
Ambac’s financial statements for the quarterly period ended June 30, 2007 
properly accounted for the mark-to-market write-down of $2.716 billion, 
Ambac’s reported net earnings would have declined from a reported profit 
of $173 million to a loss of $1.810 billion, and its earnings per diluted 
share would have declined from a reported profit of $1.69 per share to a 
loss of $17.65 per share.  (See ¶¶134-145, 142). 

 

E. Third Quarter 2007 Statements 

1. The October 10, 2007 Press Release 

206. After the close of the market on October 10, 2007, Ambac issued a press 

release announcing its “Estimate of Unrealized Market-to-Market Loss on Its Credit 
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Derivative Portfolio” for the third quarter.  The press release sought to assure the market 

that any mark-to-market write-downs were contained and did not represent ultimate 

losses, but merely were caused by liquidity issues that would not affect Ambac, and that 

Ambac remained confident about its structured finance exposure.  The press release 

disclosed that Ambac expected to take a $743 million loss on its credit derivative 

portfolio and that Ambac “[e]xpected to report” a “loss provision of approximately $20 

million” for the quarter.  Ambac expected to report a loss of $3.43 per diluted share.   

207. The press release quoted Defendant Genader as stating that despite “the 

turmoil in the structured finance markets,” which resulted in the mark-to-market loss, “I 

remain confident in our underwriting abilities, credit standards and the transactions we 

have insured.”  The press release also quoted Defendant Leonard, stating that “Ambac 

does not view the current adjustments as predictive of future claims. . . .  Indeed, the 

average internal credit rating of our derivative portfolio is AA+ at September 30, 2007 

and based on our recent analysis of the portfolio, management believes that the potential 

for material paid claims is very low.”  Investors and analysts credited these statements.  

On October 11, 2007, Ambac’s stock price rose $2.84, from $67.73 to $70.57. 

208. The financial commentary on Ambac’s October 10 disclosures was 

favorable.  An October 11, 2007 Dow Jones article attributed the increase in Ambac’s 

stock price to the press release “calm[ing] concerns about the impact of the mortgage 

crisis on the company,” and an October 11, 2007 Morgan Stanley report concluded that, 

“‘[w]hile the size of the mark [to market] may cause a negative short-term market 

reaction, it does not change our fundamental view of the company.”  An October 11, 

2007 Bank of America analyst report stated: “[w]e view Ambac’s pre-announcement as a 
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net positive,” adding that “It all comes down to underwriting standards and the bond 

insurers have a long and strong track record of high-quality underwriting with 

minimal losses as a percentage of par outstanding.”  (Emphasis added) 

209. The above statements by the Exchange Act Defendants were materially 

false and misleading because the Exchange Act Defendants misrepresented and/or failed 

to disclose that:  

a. Defendant Genader omitted that Ambac had lowered its own underwriting 
standards in order to accept greater risk characteristics in RMBS 
exposures and in CDOs backed by RMBS, and that the collateral 
supporting Ambac’s RMBS-exposures showed negative trends in 
delinquencies and other key metrics.  (See ¶¶76-91, 111-133). 

 
b. Contrary to Defendant Leonard’s statements, the reported mark-to-market 

write-down in fact was drastically lower than an appropriate write-down 
based upon the actual performance of Ambac’s CDS portfolio at that time, 
which would have reflected underlying collateral deterioration.  (See 
¶¶134-145).     

 
c. The widening of credit spreads and better pricing in mortgage-backed 

structured finance reflected growing risk and expected losses on RMBS-
related instruments.  The widening spreads in fact indicated that the value 
of Ambac’s pre-existing RMBS-related exposure was significantly 
declining, which would result in a mark-to-market loss and increased 
impairments and loss reserves in Ambac’s financial statements.  (See 
¶¶134-145, 259-307). 

 
d. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.  Had 
Ambac’s financial statements for the quarterly period ended September 
30, 2007 properly accounted for the mark-to-market write-down of $8.923 
billion, Ambac’s reported net earnings would have declined from a 
reported loss of $361 million to a loss of $6.314 billion, and its earnings 
per diluted share would have declined from a reported loss of $3.53 per 
share to a loss of $61.73 per share.  (See ¶¶134-145, 143.) 
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2. The October 24, 2007 Press Release and Conference Call 

210. On October 24, 2007, Ambac issued a press release announcing its third 

quarter 2007 financial results.  Ambac reported a third quarter net loss of $360.6 million, 

or $3.51 per diluted share, which it attributed to the previously announced $743 million 

loss on credit derivative exposures.  Ambac’s loss and loss expense reserve was $278.7 

million, an increase from $255.8 million at the end of the prior quarter.  The press release 

made several new disclosures, including that Ambac’s case basis credit reserves 

increased from $59.8 million from $47.3 million at June 30, 2007 to $107.1 million at 

September 30, 2007, and that the increase “relates primarily to two RMBS transactions 

that are underperforming original expectations.”   

211. During Ambac’s conference call that day, Leonard again assured the 

investment community that Ambac’s mark-to-market losses were transitory and did not 

represent a likelihood of future claims.  Leonard added, “[s]ince all of our credit 

derivative transactions are performing and are rated internally above investment grade, no 

adjustment to operating earnings is considered necessary.”  Defendant Leonard reiterated 

that the mark-to-market write-down “does not translate into expectations for claim 

payments” and that “we do not expect to pay any claims.”  (Emphasis added.) 

212. Defendant Leonard then explained that the $59.8 million increase in case 

base reserves was “primarily due to two recent HELOC transactions that are clearly 

underperforming our original expectations, and as a result, have been internally rated 

below investment grade.”  To allay investor concerns regarding Ambac’s direct RMBS 

portfolio, Defendant Wallis assured investors that the two HELOCs were “idiosyncratic” 
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in terms of their structure and “very poor performance,” which “led to the very early 

loss.”   

213. Defendant Leonard reinforced Ambac’s carefully crafted image of being 

safer than the market, holding higher quality exposures, and being able to weather the 

storm already hitting big banks which held some of the same RMBS securities Ambac 

was insuring and which served as Ambac’s CDS counterparties.  Leonard highlighted 

that Ambac’s “below investment grade exposures remained flat during the quarter at $4.7 

billion; were less than 1% of our total portfolio” and that “even under these stressful 

conditions, most of our transactions are performing; remain rated within the investment 

grade category….  As always, we will continue to actively monitor these transactions, 

closely analyzing collateral performance and then consider structural protections 

available to us.”   

214. Defendant Wallis also stated that, while Ambac did not expect “the tail 

event that we’re seeing today” “the good news is, and it is good news is that the portfolio 

can withstand that.”  Even as to the CDO mezzanine deals for which Ambac issued CDS, 

Wallis assured that those deals retained an investment grade rating and that “[w]e are not 

in the habit of putting investment grade ratings on worthless securities.” 

215. Analysts accepted Ambac’s statements about the performance of its CDO 

and RMBS exposures.  For example, Bank of America on October 24, 2007 issued a 

report entitled, “In Our View, It’ll Be Worth the Ride.”  The report accepted Ambac’s 

assurance that its portfolio should not be compared to the weak securities in the 

marketplace, reiterating the Company’s mantra:  “Underwriting discipline is the key to 

the divergence we expect to see between the performance of Ambac’s insured portfolio 
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and the continued deterioration in the general marketplace.” (Emphasis added.)  A 

Fox-Pitt report dated October 24, 2007 highlighted that “[t]he company indicated” that 

the two HELOC deals driving the increased loss reserves “were uncharacteristic of other 

deals..” and “[t]he Company stated that there are no other deals like these.”  A William 

Blair analyst report concluded that the reserves for the two HELOC transactions were not 

“indicative of any specific problems within the HELOC segment.”  

216. The above statements by the Exchange Act Defendants were designed to 

assure the market that Ambac’s RMBS-related direct and derivative exposures remained 

safe.  Many investors and analysts credited these statements which were false and 

misleading because the Exchange Act Defendants misrepresented and/or failed to 

disclose that: 

a. Ambac had lowered its underwriting standards to allow it to accept greater 
risk characteristics in RMBS exposures and in CDOs backed by RMBS, 
and that the collateral supporting Ambac’s RMBS-exposures showed 
negative trends in delinquencies and other key metrics which were so 
severe as to require substantially higher loss reserves and mark-to-market 
write-downs.  (See ¶¶76-91, 111-145, 259-307).  Accordingly, Wallis’s 
statement that the two downgraded deals were “idiosyncratic” is false 
because those deals actually reflected a broad sample of the portfolio. 

 
b. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of these negative trends but did not disclose them, 
or Ambac misrepresented its surveillance process.  (See ¶¶97-105). 

 
c. Ambac’s “proprietary model” to mark its CDS exposures ignored that the 

collateral underlying Ambac’s exposures performed in line with the 
collateral comprising the pertinent market indices.  (See ¶¶111-127).   

 
d. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.  Had 
Ambac’s financial statements for the quarterly period ended September 
30, 2007 properly accounted for the mark-to-market write-down of $8.923 
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billion, Ambac’s reported net earnings would have declined from a 
reported loss of $361 million to a loss of $6,314 billion, and its earnings 
per diluted share would have declined from a reported loss of $3.53 per 
share to a loss of $61.73 per share.  (See ¶¶134-145, 143) 

 
3. The November 1, 2007 CNBC Interview 

217. On November 1, 2007, Defendant Genader gave an interview on the floor 

of the New York Stock Exchange that was broadcast on CNBC.  Genader stated that  

First of all, we use our own ratings, and so we rate the transactions.  All of 
them are Triple A.  And how we actually dig into them is that we drill 
down.  In the case of some of our transactions we will look at 15,000 
individual [Cusips], we will then project current rates of loss, and future 
rates.  We are very comfortable with that portfolio and our detailed 
analysis that we update every single month. 

 
218. Defendant Genader also reassured the market that “there clearly is a 

disconnect between the value of our portfolio, which is in very good shape, versus what 

has happened in the stock price in the last couple of months;” that “[o]ur company is very 

solid and very safe;” and that Ambac’s “stock price is definitely too low.”  Genader also 

stated that Ambac engages in “good selection and the initial underwriting” and “[g]ood 

modeling to ensure that you are dealing with the best possible issuers.”  Defendant 

Genader insisted that “[o]ur performance, as Ambac, is very different than the rest of the 

market.”   

219. The above statements were false and misleading because Genader 

misrepresented and/or failed to disclose that: 

a. After Ambac had lowered its own underwriting standards to allow it to 
accept greater risk characteristics in RMBS exposures and in CDOs 
backed by RMBS the collateral supporting Ambac’s RMBS-exposures 
showed negative trends in delinquencies and other key metrics which were 
so severe as to require substantially higher reserves.  (See ¶¶76-91, 111-
145, 259-307).   
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b. Either Ambac conducted the surveillance it claimed, and the Exchange 
Act Defendants knew of these negative trends but did not disclose them, 
or Ambac misrepresented its surveillance process.  (See ¶¶97-105).   

 
c. Ambac’s proprietary model used to mark its CDO exposures ignored that 

the collateral underlying Ambac’s exposures performed in line with the 
collateral comprising the pertinent market indices.  (See ¶¶111-127). 

 
4. The November 6, 2007 Press Release 

220. On November 2, 2007, Morgan Stanley issued a report that lowered the 

firm’s ratings on the financial guarantee industry to “in-line” from “attractive” and raised 

concerns that additional losses at Ambac could force the Company to raise capital to 

protect its triple-A rating.  The report openly questioned whether Ambac should be 

placing greater reliance on the ABX and TABX indices when marking its own CDS 

exposures.  

221. Ambac attempted to refute the report in an extraordinary press release on 

November 6, 2007.  The press release disputed the analyst’s contention that Ambac’s 

reported mark-to-market losses were too low compared to Merrill Lynch’s recently 

disclosed write-downs on seemingly similar CDO exposures, stating, inter alia, that 

“[s]everal differences may exist between exposures contained in Ambac’s portfolio and 

an investment bank’s portfolio and therefore may influence the estimated mark of the 

different portfolios.”  These differences could include exposure to different vintages of 

mortgages, “the amount of first loss subordination and credit migration triggers present in 

a structure,” and that “Ambac CDS contracts do not include collateral posting provisions, 

and are generally limited to payment shortfalls of interest and principal,” which “have 

significant value, particularly in difficult markets.”  As to its mark-to-market valuation, 

Ambac also stated: 
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Ambac believes that only through rigorous analytics of the actual 
transaction and its attributes and protections, as well as performance to 
date and expected future performance of underlying collateral, will one 
obtain meaningful information on the potential for actual losses.    
 
222. The above statements were materially false and misleading because, 

irrespective of Ambac’s claims of potential differences between its and a typical 

investment banks’ CDO exposures, in fact, the performance of the collateral in Ambac’s 

CDO exposures was closely following the performance of the general market.  Ambac’s 

CDO exposures were not performing better, as Ambac suggested, but in fact were 

deteriorating just as rapidly.  Accordingly, Ambac’s mark-to-market losses were much 

higher than the losses it had reported at this time.  (See ¶¶134-145).  Ambac’s statements 

were also false and misleading because, while Ambac suggested that “an unrealized loss 

may not result in an increased expectation of loss,” in fact, Ambac’s CDO exposures 

were deteriorating at a rate at which realized losses were virtually certain.  

223. The November 6, 2007 press release disputed the analyst’s assertion that 

“[w]e are increasing our CDO loss expectations for both Ambac and MBIA to reflect an 

updated tally of various market opinions about cumulative sub prime losses.”  The press 

release responded that: 

It appears that the “various market opinions” referred to in the analyst's 
report relate to the 2006 and early 2007 vintage sub prime.  It also 
appears that he is assuming that the Ambac ABS CDO book will reflect 
the performance of the ABX index of 2006 and 2007 vintage sub prime 
collateral and ignores the actual vintage diversification and asset quality 
triggers inherent in Ambac's book.  (Emphasis added.) 
 
224. This statement was materially false and misleading because, as set forth at 

¶¶111-127, irrespective of Ambac’s claims of potential differences between the collateral 

underlying its CDO exposures and that underlying the ABX indices, in fact, the collateral 
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in Ambac’s CDO exposures was closely following the performance of the pertinent ABX 

indices’ RMBS collateral.  Accordingly, Ambac was required to take larger mark-to-

market write-downs than it had to date.  (See ¶¶134-145). 

225. Ambac concluded its release by stating that “we have a rigorous and 

current review and rating process in place and we will react quickly as projected 

collateral performance changes.” 

226. This statement was materially false and misleading because Ambac had 

already seen significant collateral deterioration in its RMBS and CDO exposure but had 

not reacted accordingly or disclosed that deterioration.  

5. The November 7, 2007 Conference Call 

227. On November 7, 2007, Ambac held a public senior management 

conference call.  The purpose of the call was to correct what Defendant Genader 

described as “a significant and painful [stock price] drop in the last few weeks that has 

been caused by a number of misperceptions about the industry in general and 

misperceptions about Ambac specifically….  I hope to be able to calm the stories and 

restore the faith in the credit underwriting skills and surveillance and remediation 

capabilities that this Company has displayed for more than 35 years.” These 

“misperceptions” were, inter alia, that (1) “mark-to-market equals real losses,” 

(2) “Ambac’s insured portfolio mirrors the ABX,” (3) “rating agencies are about to 

downgrade” Ambac, and that (4) Ambac’s “$14 billion capital is inadequate.”  Genader 

also stated that “Ambac underwrites to withstand stretched market conditions,” and that 

he was “pleased with the results of our most recent drill-down analysis of our CDO 

squared portfolio” and “[o]ur track record of risk taking has been proven.”   
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228. Defendant Leonard added that an “unrealized mark-to-market on an 

investment grade credit is not expected to result in a loss.”  Defendant Wallis stated that 

Ambac was “giving our HELOC and closed-end second portfolios particular scrutiny,” 

and that the reserves Ambac took in the third quarter “encompass what we believe to be 

reasonable whole-life estimates of potential future claims, principally with regard to 

investment bank shelf HELOC transactions.”  Wallis also assured investors that there 

were only “limited cases where we are experiencing issues such as those referenced 

above,” and that “[w]e will continue to take timely and appropriate internal rating and 

reserving actions as future performance and analysis dictates.” 

229. The above statements by the Exchange Act Defendants were false and 

misleading because the Exchange Act Defendants misrepresented and/or failed to 

disclose that: 

a. After mortgage originators lowered their underwriting standards, Ambac 
had lowered its own underwriting standards to allow it to accept greater 
risk characteristics in RMBS exposures and in CDOs backed by RMBS, 
and the collateral supporting Ambac’s RMBS-exposures showed negative 
trends in delinquencies and other key metrics.  This deterioration was so 
severe as to require substantially higher loss reserves and mark-to-market 
write-downs.  (See ¶¶76-91, 111-145, 259-307).   

 
b. Leonard’s insistence that reported  mark-to-market losses did not indicate 

realized losses omitted that the collateral underlying Ambac’s exposures 
performed in line with the collateral comprising the pertinent market 
indices.  (See ¶¶111-127). 

 
c. Wallis’s assurances about Ambac’s HELOC and CES exposures falsely 

omitted that the weaker characteristics and poor performance extended far 
beyond the two deals giving rise to the disclosed reserve increases.  (See 
¶¶128-133, 293-307).   

 
d. Ambac’s CDO exposures were deteriorating rapidly, and Ambac’s mark-

to-market and likely credit losses were much higher than the losses it had 
reported at this time.  (See ¶¶134-145).   
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e. Due to the real and dramatic deterioration in the underlying assets of 

Ambac’s RMBS-related portfolio, Ambac’s $14 billion capital was 
inadequate and, accordingly, Ambac was in danger of losing and 
ultimately did lose its AAA rating from all three rating agencies.  (See  
¶¶111-145, 259-307.) 

 
6. The Third Quarter 2007 Form 10-Q  

230. On November 9, 2007, Ambac filed with the SEC its Form 10-Q for the 

quarter ended September 30 2007 (the “3Q07 Form 10-Q”).  The 3Q07 Form 10-Q was 

signed by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications 

signed by Defendants Genader and Leonard that made the representations set forth at 

¶150.   

231. The 3Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 3Q07 Form 10-Q 

reported the same reserves, mark-to-market adjustments, net earnings and net earnings 

per share, as reported in the October 24, 2007 press release, as set forth in ¶210. 

232. The 3Q07 Form 10-Q disclosed active credit reserves of $166.7 million 

and case base reserves of $822.1 million at September 30, 2007, with the increase in case 

base reserves attributed to the default of several mortgage-backed transactions.   Like 

Ambac’s prior Form 10-Q’s, the 3Q07 Form 10-Q touted Ambac’s establishment of 

active credit reserves using “historical default information” and “internally developed 

loss severity assumptions”, and Ambac’s “active surveillance” to identify “adversely 

classified” credits quoted.  The 3Q07 Form 10-Q also repeated the statements in the 

2Q07 Form 10-Q that (1) ‘Loss severity estimates are based upon available evidence” 

and (2) “Ambac’s exposure to CDOs in its classified credit portfolio is currently limited.”  
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233. The above statements were materially false and misleading for the reasons 

set forth in ¶216, above. 

7. The November 13, 2007 Form 8-K 

234. On November 13, 2007, Ambac filed with the SEC a Form 8-K that 

contained “Frequently Asked Questions” (“FAQs”) that were originally posted on 

Ambac’s website on November 9, 2007.   The FAQs represented that: 

Ambac does not rely on the agencies in either approving transactions or 
assigning internal ratings to the deals it approves. We conduct our own 
independent analysis of each transaction and the transaction is reviewed 
by one of our respective Senior Credit Committees pursuant to our credit 
process and policies.  The Committee also evaluates the recommended 
rating for the transaction at that time. Closed transactions are analyzed by 
our Portfolio Risk Management Group; and our original internal ratings 
are confirmed or revised, as appropriate.   (Emphasis added.) 
 
235. The FAQs also stated that and that, “absent any real credit losses, any 

MTM adjustments will reverse over time” and that “[i]n fact, Ambac is not a proxy for 

the mortgage market: we are not a mortgage guarantor, we did not wrap any of the deals 

on the ABX index and we have wrapped only a fraction of the hundreds of deals that 

have been downgraded by S&P, Moody’s and Fitch.”  With respect to Ambac’s RMBS 

underwriting, the FAQs represented that Ambac’s subprime RMBS exposure “has 

steadily decreased . . . [as] a result of Ambac having been very selective in underwriting 

new direct RMBS exposure in the last two years.”  (Emphasis added.) 

236. The FAQs also represented that “[o]f the $18.2Bn of HELOC and Closed 

End Seconds, over 91% ha[ve] performed within our expectations and [are] currently 

rated by AMBAC at or above the assigned ratings given at the time the transactions 
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closed” and that “Ambac believes that the risk of loss [for its mezzanine CDO exposures] 

remains at an investment grade level.” 

237. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that:  

a. After mortgage originators lowered their underwriting standards, Ambac 
had lowered its own underwriting standards to allow it to accept greater 
risk characteristics in RMBS exposures and in CDOs backed by RMBS, 
and the collateral supporting Ambac’s RMBS-exposures showed negative 
trends in delinquencies and other key metrics.  This deterioration was so 
severe as to require substantially higher loss reserves and mark-to-market 
write-downs.  (See ¶¶71-91, 111-145, 259-307.) 

 
b. Notwithstanding Ambac’s claim that it “did not wrap any of the deals on 

the ABX index,” in fact, about two-thirds of those deals were included in 
Ambac’s CDO exposures.  (See ¶121.) 

 
c. Ambac’s insistence that reported mark-to-market losses did not indicate 

realized losses omitted that the collateral underlying Ambac’s exposures 
performed in line with the collateral comprising the pertinent market 
indices.  Ambac’s CDO exposures were deteriorating rapidly, and 
Ambac’s mark-to-market and likely credit losses were much higher than 
the losses it had reported at this time.  (See ¶¶111-127, 134-145.)   

 
d. Ambac’s HELOC and closed-end second portfolios in fact were 

experiencing substantial deterioration, and the problems in those portfolios 
were not limited as Ambac suggested.  Nor had Ambac engaged in the 
“very selective underwriting” of its RMBS direct exposures that it 
claimed.  (See ¶¶76-91, 128-133.) 

 
e. Either Ambac conducted the surveillance it claimed, and the Exchange 

Act Defendants knew of these negative trends, or Ambac misrepresented 
its surveillance process.  (See ¶¶97-105.)   

 
8. The November 27, 2007 Banc of America Conference  

238. On November 27, 2007, Defendants Leonard and Wallis spoke at a Banc 

of America Bond Insurance Mini-Conference.  Leonard stated that Ambac’s “business 

model is investment grade underwriting.”   
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239. Defendant Wallis was also asked “What’s going on in the high-yield 

collateralized CDOs? …  And are you going to disclose anything about what you’re 

seeing there?”  In response, Wallis reassured investors that “they’re performing just fine.  

We’re not anticipating losses in that portfolio.”  (Emphasis added.)  He also reassured 

investors that, with respect to CDOs, “in relation to the physical payment of cash…. we 

don't anticipate that.”  

240. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that:  

a. Ambac had lowered its own underwriting standards to allow it to accept 
greater risk characteristics in various second-lien RMBS exposures and in 
CDOs backed by RMBS.  (See ¶¶76-91.) 

 
b. As a result of Ambac’s lower underwriting standards, the collateral 

supporting Ambac’s RMBS-exposures and CDOs backed by RMBS 
showed negative trends in delinquencies and other key metrics.  (See 
¶¶111-133.) 

 
c. While Wallis stated that Ambac would make no payments on its high 

grade CDO exposures, in fact, the underlying RMBS collateral in 
Ambac’s CDO exposures was deteriorating at a rate at which actual losses 
were likely.  (See ¶¶111-127, 134-145.) 

  
9. The November 28, 2007 Friedman Billings Conference 

241. On November 28, 2007, Defendant Genader gave a presentation at a 

Friedman Billings Capital Markets Investor Conference.  Defendant Genader stated that 

“mark-to-market” is an issue that does not impact Ambac’s business operations.  He also 

stated that “[o]ur transactions do not replicate the ABX Index,” and that “this [the ABX] 

is not Ambac.’”  With respect to the performance of Ambac’s HELOC portfolios, 

Genader stated that “[w]’eve learned that the bank-originated shelves perform better than 
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the investment-bank originated shelves,” and that “[o]ur two deals that we took reserves 

on were investment-bank shelves in the HELOC sector.”   

242. The above statements were materially false and misleading because 

Genader misrepresented and/or failed to disclose that: 

a. The performance of the collateral in Ambac’s CDO exposures was closely 
following the performance of the general market indices; Ambac’s CDO 
exposures were not performing better, as Ambac was suggesting, but in 
fact, were deteriorating just as rapidly; and Ambac’s mark-to-market and 
likely credit losses were much higher than the losses it had reported at this 
time.  (See ¶¶111-127, 134-145.)   

 
b. Ambac’s RMBS-related portfolio experienced significant deterioration 

requiring massive mark-to-market losses and increased reserves, and the 
weak underwriting characteristics and deterioration evident in Ambac’s 
RMBS portfolio went far beyond the two HELOC investment bank 
transactions identified to date.  (See ¶¶111-145, 259-307.)   

 

F. Fourth Quarter 2007 Statements 

1. The December 27, 2007 Form 8-K 

243. On December 27, 2007, Ambac filed with the SEC a Form 8-K that 

contained “Frequently Asked Questions” that were originally posted on Ambac’s website 

on December 20 and 26, 2007.  The FAQs included the same statements that were made 

in Ambac’s November 13, 2007 FAQs quoted in ¶¶234-235 regarding, in part, Ambac’s 

underwriting and surveillance activities; Ambac’s mark-to-market adjustments; Ambac 

not being “a “proxy for the mortgage market;” and Ambac’s “selective” RMBS 

underwriting.  Ambac also asserted that it  

does not rely on the agencies in either approving transactions or assigning 
internal ratings to the deals it approves. We conduct our own independent 
analysis of each transaction and the transaction is reviewed by one of our 
respective Senior Credit Committees pursuant to our credit process and 
policies.  The Committee also evaluates the recommended rating for the 
transaction at that time. Closed transactions are analyzed by our Portfolio 
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Risk Management Group; and our original internal ratings are confirmed 
or revised, as appropriate.   

244. The above statements were materially false and misleading for the same 

reasons set forth in ¶237.   

2. The January 16, 2008 Press Release 

245. On January 16, 2008, Ambac issued a press release in which it announced, 

inter alia, that it was cutting its dividend, had replaced Defendant Genader with Callen as 

interim CEO, and estimated a $5.4 billion mark-to-market loss on its credit derivative 

portfolio for the quarter, including a $1.1 billion credit impairment.  The press release 

also stated that Ambac expected to report a net loss “of up to $32.83” for the quarter. 

246. The press release disclosed that the loss was due to Ambac’s “fourth 

quarter fair value review of its outstanding credit derivative contracts,” and that, outside 

of the $1.1 billion credit impairment charge taken by Ambac, “Ambac continues to 

believe that the balance of the mark-to-market losses taken to date are not predictive of 

future claims and that, in the absence of further credit impairment, the cumulative marks 

would be expected to reverse over the remaining life of the insured transactions.”  

(Emphasis added.)  The press release also disclosed that Ambac expected to report a $143 

million pre-tax loss provision “relates primarily to underperforming home equity line of 

credit and closed-end second lien RMBS securitizations.”   

247. The press release was materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 

a. The performance of the collateral in Ambac’s CDO exposures was closely 
following the performance of the general market indices; Ambac’s CDO 
exposures were not performing better, as Ambac was suggesting, but in 
fact were deteriorating just as rapidly, and Ambac’s mark-to-market and 
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likely credit losses were much higher than the losses it had reported at this 
time.  (See ¶¶111-127, 134-145.)   

 
b. The reserves and impairment charges that Ambac took were materially 

deficient in relation to the size of Ambac’s RMBS and CDO exposures.  
Ambac’s total reserves were only approximately 1% of Ambac’s overall 
RMBS exposure, and Ambac’s $1.1 billion impairment charge represented 
less than 4% of Ambac’s $29+ billion exposure to RMBS- backed CDOs 
– at a time when the underlying collateral performance continued to 
deteriorate rapidly.  (See ¶¶134-145, 259-307.) 

 
c. Ambac’s reported write-down as of December 31, 2007, of only $5.4 

billion, was materially lower than an appropriate write-down based upon 
the actual performance of Ambac’s CDS portfolio at that time, which 
would have reflected underlying collateral deterioration.  Thus, for the 
entire year of 2007, Ambac only took a total of approximately $6.1 billion 
write-down on its CDO of RMBS.  Ambac was required by GAAP and 
SFAS 133 to write-down at least $17 billion for the year end December 
31, 2007 relating to its CDS on CDO of ABS from 2006-2007.  Had 
Ambac’s financial statements for the year ended December 31, 2007 
properly accounted for the mark-to-market write-down, Ambac’s reported 
net earnings for the year would have declined from a reported loss of 
$3.24 billion to a loss of $10.45 billion, and its earnings per diluted share 
would have declined from a reported loss of up to $32.83 per share to a 
loss of $101.57 per share. (See ¶¶134-145, 145.)   

 
d.    Due to the undisclosed dramatic deterioration in the underlying assets of 

Ambac’s direct RMBS exposure, Ambac’s reserves for the quarter were 
materially understated, and Ambac’s net assets and liabilities, income and 
income per share were materially overstated.  (See ¶¶128-133, 293-307.)   

 
3. The January 22, 2008 Press Release and Conference Call 

248. On January 22, 2008, Ambac issued a press release announcing its fourth 

quarter 2007 financial results.  For the quarter, Ambac reported a net loss of $3.25 

billion, or $31.85 per share.  Financial guarantee net mark-to-market losses on credit 

derivatives contracts were $5.2 billion, including an estimated credit impairment of $1.1 

billion.  Ambac’s loss and loss expense reserve was $484.3 million, an increase from 

$255.8 million at the end of the prior quarter.   
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249. The press release quoted Michael Callen, Ambac’s CEO after  Genader’s 

resignation, stating that “[w]e view the current perceptions of Ambac's business by both 

the market and ratings agencies as underestimating Ambac’s strengths and future 

potential” and that “we believe that Ambac can realize new business opportunities in our 

core markets and through reinsurance while we strengthen our capital position further to 

maintain our triple-A ratings under S&P and Moody's and seek to regain it under Fitch.”   

The press release also stated that “management remains confident that Ambac’s capital 

position and claims paying ability remain strong.  Management is equally confident in 

Ambac’s insured portfolio and the Company’s ability to support policyholder liabilities.” 

250. The press release disclosed that Ambac’s Active Credit Reserves 

“increased by $196.7 million during the quarter, from $166.7 million at September 30, 

2007 to $363.4 million at December 31, 2007,” and that “[t]he increase was driven by 

unfavorable credit activity within the home equity line of credit and closed-end second 

lien RMBS portfolio, partially offset by favorable credit activity within the public finance 

portfolio.” 

251. During Ambac’s conference call that day, Callen stated that  “[t]he loss 

estimates incorporated into Ambac’s stock price today and loss assumptions supporting 

various models cited in the market are very disparate and drastic; and personally, I cannot 

find the logic underlying these assumptions.”  Also, Defendant Leonard continued to 

assure the market that: “Ambac continues to believe that the balance of the mark-to-

market losses taken to date are not predictive of future claims, and that in the absence of 

further credit impairment, that the cumulative marks would be expected to reverse over 

the remaining life of the insured transactions.”  In response to an analyst question, 
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Defendant Leonard also stated that Ambac had “obviously analyzed the portfolio very 

thoroughly” and that “while we do have some impairment and that has been a confidence 

type issue, we are confident in what we have done.”   

252. The above statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that:  

a. Contrary to Callen’s statements that the current market perceptions were  
“underestimating Ambac’s strengths and future potential” and that Ambac 
could “strengthen our capital position further to maintain our triple-A 
ratings,” in fact, Ambac was in a precarious financial position.  The 
reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.  
Ambac’s total reserves were only approximately 1% of Ambac’s overall 
RMBS exposure, and Ambac’s $1.1 billion impairment charge represented 
less than 4% of Ambac’s $29+ billion exposure to RMBS- backed CDOs 
– at a time when the underlying collateral performance continued to 
deteriorate rapidly.  (See ¶¶111-145, 259-307). 

b. Callen’s critique of the “loss assumptions” supporting various models 
cited in the market hid the breadth of the actual deterioration of the 
collateral supporting Ambac’s RMBS-exposures and CDOs backed by 
RMBS.  (See ¶¶111-145, 259-307). 

 
c. The reported write-down in fact was drastically lower than an appropriate 

write-down based upon the actual performance of Ambac’s CDO exposure 
at that time, which would have reflected underlying collateral 
deterioration.  (See ¶¶134-145).  Ambac’s mark-to-market and likely 
credit losses were much higher than the losses it had reported at this time.  
(See ¶¶111-145, 259-307).   

 
4. Ambac’s 2007 Form 10-K 

253. On February 29, 2008, Ambac filed with the SEC its Form 10-K for the 

year ended December 31, 2007 (the “2007 Form 10-K”).  The 2007 Form 10-K was 

signed by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications 

signed by Defendant Leonard.  These Certifications made the identical representations set 

forth at ¶150, supra.  The 2007 Form 10-K also contained the same representation that 
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the Consolidated Financial Statement were prepared in accordance with GAAP as in the 

2006 Form 10-K.   

254. The 2007 Form 10-K reported the same reserves, mark-to-market 

adjustments, credit impairment, net earnings and net earnings per share, as reported in the 

January 22, 2008 press release, as set forth in ¶248, supra.   

255. The above statements because the Exchange Act Defendants 

misrepresented and/or failed to disclose that:  

a.  The reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.  
Ambac’s total reserves were only approximately 1% of Ambac’s overall 
RMBS exposure, and Ambac’s $1.1 billion impairment charge represented 
less than 4% of Ambac’s $29+ billion exposure to RMBS- backed CDOs 
– at a time when the underlying collateral performance continued to 
deteriorate rapidly.  (See ¶¶111-145, 259-307). 

b . After mortgage originators lowered their underwriting standards, Ambac 
lowered its own underwriting standards to allow it to accept greater risk 
characteristics in RMBS exposures and in CDOs backed by RMBS.  (See 
¶¶76-91). 

c. As a result of Ambac’s lower underwriting standards, the collateral 
supporting Ambac’s RMBS-exposures and CDOs backed by RMBS 
showed severely negative trends in delinquencies and other key metrics.  
(See ¶¶111-133).  

 
d. The reported write-down in fact was drastically lower than an appropriate 

write-down based upon the actual performance of Ambac’s CDO portfolio 
at that time, which would have reflected underlying collateral deterioration 
(see ¶¶ 134-145, supra).   Ambac’s mark-to-market and likely credit losses 
were much higher than the losses it had reported at this time.  (See ¶¶134-
145, 259-307). 

 
e. Ambac’s financial statements for the year ended December 31, 2007 

violated GAAP by materially misstating Ambac’s assets and liabilities, net 
income and income per share, based on the failure to properly mark-to-
market the true value of its CDS-related exposures, and to record 
sufficient reserves on its direct RMBS exposures.  Instead of reporting a 
loss of $3.24 billion, Ambac should have reported a loss of $10.45 billion 
for the year 2007.   (See ¶¶134-145, 145). 
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5. The March 14, 2008 Chairman’s Letter 

256. On March 14, 2008, Ambac issued a letter by Michael Callen to Ambac’s 

“policyholders, clients, shareholders and friends.”  The letter represented that: 

Ambac has over $15 billion of claims-paying resources, sufficient to meet 
Moody's and S&P's criteria to retain a triple-A rating. Additionally, our 
capital base will build further as other judicious capital strengthening 
actions are implemented.   
 
257. The letter also asserted that:  

--  Loss projections that you read and hear about are simply that - 
projections. They are based on limited data and the numbers that get the 
headlines are stress case losses, not expected losses.  We remain 
confident that Ambac will weather the storm.  With over $15 billion in 
claims-paying resources behind all we do, no investor in an Ambac-
insured security should worry that they will miss a principal or interest 
payment. 
 
--  Ambac never considered a “bailout.”  Bailouts are for firms that 
are facing insolvency….   
 
--  Lost amidst all the noise and market volatility is the simple fact 
that most of Ambac's insurance portfolio is performing strongly. The 
issues in Ambac's portfolio arise largely from four transactions, the 
"CDO-squareds," that account for the vast majority of our potential 
losses.  (Emphasis added.) 
 
258. These statements were materially false and misleading because the 

Exchange Act Defendants misrepresented and/or failed to disclose that: 

a. Contrary to Callen’s statements that Ambac had sufficient claims-paying 
resources “sufficient to retain a triple-A rating” and that Ambac was not 
facing “insolvency,” Ambac in fact was in a precarious financial position.  
The reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.  
Ambac’s total reserves were only approximately 1% of Ambac’s overall 
RMBS exposure, and Ambac’s $1.1 billion impairment charge represented 
less than 4% of Ambac’s $29+ billion exposure to RMBS- backed CDOs 
– at a time when the underlying collateral performance continued to 
deteriorate rapidly.  (See ¶¶134-145, 259-307). 
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b. Ambac’s insurance portfolio was not “performing strongly” and the 

“issues” were not confined to four CDOs.  As Ambac later conceded on its 
April 23, 2008 conference call and thereafter, the “issues” spilled over to 
numerous closed-end seconds and HELOC transactions – on which 
Ambac began incurring substantial reserves – as well as Ambac’s “high-
grade” CDOs backed by RMBS.  (See ¶¶111-145, 259-307). 

 
VII. AMBAC’S FINANCIAL STATEMENTS VIOLATED GAAP 

259. The Exchange Act Defendants made numerous untrue statements of 

material fact and omitted to state material facts necessary to make Ambac’s reported 

financial results not misleading.  The Exchange Act Defendants caused the Company to 

falsely report its position and results of operations for the year ended December 31, 2006 

and December 31, 2007, and interim financial statements for the quarterly periods ended 

March 30, 2007, June 30, 2007, and September 30, 2007 by, among other things, 

overstating assets and net earnings, understating liabilities, failing to disclose negative 

trends, failing to fairly mark-to-market the value of its CDS on CDOs, and failing to take 

required loss reserves on its direct RMBS exposures.   

260. Generally Accepted Accounting Principles (“GAAP”) are those principles 

recognized by the accounting profession as the conventions, rules and procedures 

necessary to define accepted accounting practices at a particular time.  The SEC has the 

statutory authority for the promulgation of GAAP for public companies and has delegated 

that authority to the Financial Accounting Standards Board (“FASB”).  SEC Regulation 

S-X (17 C.F.R. § 210.4-01(a)(1)) provides that financial statements filed with the SEC 

which are not presented in accordance with GAAP will be presumed to be misleading, 

despite footnotes or other disclosures.  SEC Regulation S-X (17 C.F.R. § 210.10-

01(a)(5)) also requires that interim financial statements comply with GAAP and “shall 
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include disclosures either on the face of the financial statements or in accompanying 

footnotes sufficient so as to make the interim information presented not misleading.” 

261. GAAP consists of a hierarchy of authoritative literature.  The highest 

priority is comprised of FASB Statements of Financial Accounting Standards (“SFAS”).  

Other sources to be used for financial reporting include FASB Interpretations (“FIN”), 

Accounting Principles Board Opinions (“APB”), and AICPA Auditing Standards (“AU”) 

and Statements of Position (“SOP”).  GAAP provides other authoritative pronouncements 

including, among others, the FASB Concept Statements (“FASCON”), which provide a 

framework for the standard process for reporting transactions that are not specifically 

addressed by an existing accounting standard. 

262. The responsibility for preparing the financial statements in conformity 

with GAAP rests with the company’s management, as, for example, set forth in AU 

110:03: 

The financial statements are management’s responsibility . . . Management 
is responsible for adopting sound accounting policies and for establishing 
and maintaining internal controls that will, among other things, initiate, 
authorize, record, process, and report transactions (as well as events and 
conditions) consistent with management’s assertions embodied in the 
financial statements.  The entity’s transactions and the related assets, 
liabilities, and equity are within the direct knowledge and control of 
management. . . . Thus, the fair presentation of financial statements in 
conformity with generally accepted accounting principles is an implicit 
and integral part of management’s responsibility.  (Footnote omitted, 
emphasis added.) 

263. As set forth herein, Ambac’s relevant financial statements presented the 

Company’s financial position and results of operations in a manner which, among other 

things, also violated the following accounting concepts, requiring that a Company’s 

financial reporting provide information: 
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a. that is useful to present and potential investors and creditors and 
other users in making rational investment, credit and similar 
decisions (FASCON 1 ¶34); 

b. about the economic resources of an enterprise, the claims to those 
resources, and the effects of transactions, events, and 
circumstances that change resources and claims to those resources 
(FASCON 1 ¶40); 

c. that represents what it purports to represent.  That information 
should be reliable as well as relevant is a notion that is central to 
accounting (FASCON 2 ¶¶58-59); 

d. that is complete, which means that nothing material is left out of 
the information that may be necessary to ensure that it validly 
represents underlying events and conditions (FASCON 2 ¶79); 

e. is verifiable in that it provides a significant degree of assurance 
that accounting measures represent what they purport to represent 
(FASCON 2 ¶81); and 

f. the principle that conservatism be used as a prudent reaction to 
uncertainty to try to ensure that uncertainties and risk inherent in 
business situations are adequately considered. (FASCON 2 ¶¶95, 
97). 

264. Financial guarantees on the various RMBS and CDOs directly insured by 

Ambac are accounted for differently under GAAP than credit default swap derivatives.  

CDS transactions are considered to be credit derivatives, and are accounted for at fair 

value and require changes in fair value to be recognized currently in earnings under 

SFAS 133, Accounting for Derivative Instruments and Hedging Activities, and SFAS 

107, Disclosures About Fair Value of Financial Instruments, with additional guidance 

from FIN 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, 

Including Indirect Guarantees of Indebtedness of Others.  Direct financial guarantees on 

RMBS and CDOs are recognized as insurance contracts under SFAS 60, Accounting and 

Reporting by Insurance Enterprises, and are largely accounted for as loss contingencies 
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under SFAS 5, Accounting for Contingencies.  FASB Statement of Position (“SOP”) 94-

6, Disclosure of Certain Significant Risks and Uncertainties, FASB Staff Position 

(“FSB”) SOP 94-6-1, as discussed above in ¶¶301-307, augment both SFAS 60 and 

SFAS 5 accounting requirements. 

265. As explained herein, Ambac failed to properly account for the Company’s 

derivative exposure to CDS by failing to properly mark their fair value to the market, in 

clear violation of SFAS 133.  Additionally, Ambac failed to make adequate loss reserve 

disclosures for its billions of dollars of direct RMBS and CDO exposure.    

A. Ambac’s GAAP Violations 

1. Ambac Violated SEC Item 303 by Failing to Disclose Negative 
Trends 

266. Item 303 of Regulation S-K, Management’s Discussion and Analysis 

(MD&A) of Financial Condition and Results of Operations, specifically requires MD&A 

disclosures regarding Ambac’s liquidity, capital resources, results of operations and 

contractual obligations, among other things.  Regulation S-K, Item 303(a) requires the 

identification of “any known trends or any known demands, commitments, events or 

uncertainties that will result in or that are reasonably likely to result in the registrant's 

liquidity increasing or decreasing in any material way;” “any known material trends, 

favorable or unfavorable, in the registrant's capital resources;” and “any known trends or 

uncertainties that have had or that the registrant reasonably expects will have a material 

favorable or unfavorable impact on net sales or revenues or income from continuing 

operation.”   
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267. Ambac was required by Item 303, from the fourth quarter of 2006 

forward, to, at the very least, disclose how and why the known trends in the housing 

market and interest rate environment created serious risk to Ambac’s financial condition.  

As set forth herein, the Exchange Act Defendants (a) knew but did not disclose that the 

underwriting standards of the mortgage originators whose loans comprised the collateral 

for Ambac’s RMBS had weakened precipitously by mid-2006 (¶¶76-77); (b) secretly 

changed Ambac’s own direct RMBS underwriting guidelines to abandon a loan-by-loan 

analysis of mortgage pools included in its RMBS, thus allowing the Company to 

guarantee the riskier mortgage loans passing through the originators’ weakened standards 

(¶¶78-91); and (c) failed to properly acknowledge or account for the impact of the 

declining housing market, rising interest rates, and observed reference collateral 

deterioration on Ambac’s direct RMBS and CDOs, and on Ambac’s credit default swaps 

against CDOs of RMBS (¶¶111-145, 259-307). 

268. These trends were reasonably likely to have a pronounced effect on the 

value of Ambac’s direct RMBS and CDOs backed in part by RMBS.  Accordingly, Item 

303 required, at the very least, disclosure by Ambac of the “known trends” affecting its 

exposure to the housing market, its capital cushion, and its financial position generally.  

2. Ambac’s Violated SFAS 133 and SFAS 107 By Failing To 
Mark Its CDO Exposures To Market 

269. As described herein, Ambac violated SFAS 133 by failing to mark its 

CDS of CDO exposure in a manner reflecting the actual performance and declining 

market value of those securities.  Ambac’s “proprietary model” produced values divorced 

from the prevailing market indices – in this case, the ABX and TABX indices.  By 
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ignoring both actual market prices and the relevant market indices in favor of an 

undisclosed proprietary model that bore no resemblance to either the prevailing market 

prices or market indices, Ambac’s mark-to-market valuations were false, misleading, and 

in violation of GAAP, SFAS 133, SFAS 107 and FIN 45. 

270. In order to meet the peculiar financial reporting and capital management 

needs of Wall Street investment banks, when Ambac insured CDOs backed largely by 

residential mortgage securities, it did so primarily by writing complex derivative 

contracts rather than employing its historical practice of writing true insurance contracts.   

According to its 2007 10-K: 

Ambac’s exposure to derivative instruments is created through interest 
rate, currency, total return and credit default swaps. These contracts are 
accounted for at fair value under SFAS 133 “Accounting for Derivative 
Instruments and Certain Hedging Activities,” as amended (“SFAS 133”). 
 
271. The cornerstone of SFAS 133 is that it “requires that an entity recognize 

all derivatives as either assets or liabilities in the statement of financial position and 

measure those instruments at fair value.”  See SFAS 133, Summary (emphasis added).  

SFAS 133 was intended to give investors and analysts much greater clarity about the use 

of derivatives and the effectiveness (and ineffectiveness) of a company’s hedging 

activities, which are governed by SFAS 60 and 5, as discussed below.  

272. CDS are classified as “Derivative Liabilities” on Ambac’s balance sheet.  

CDS are typically considered derivative contracts because they “derive” their value from 

underlying assets, including, of particular import in this case, RMBS.  The price of a 

swap is set by the expected likelihood of a default and the probable amount of the loss, or 

the “loss severity.”  The “value” of the swap is the difference between the premiums the 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 118 of 209



 
 

113 
 
 

issuer/seller will receive and the likely default payments it will make.  As the amount of 

the anticipated default payments increases, the value of the swap decreases.  Basically, as 

asset-backed security prices (including CDOs) rise or fall, CDS prices will conversely 

fall or rise in the opposite direction.     

273. Therefore, if Ambac issued a CDS at a time when market spreads on the 

underlying reference collateral – the CDO at issue – were high, but subsequent events 

made the market take a more optimistic view of the CDO’s performance, narrowing the 

credit spreads, Ambac was able to book income statement gains from this spread 

movement.  In effect, the insurance it was offering would be “wasted” if the underlying 

CDO proved healthier than expected when the counterparty purchased the insurance.  

Insurers profit when insurance goes wasted.  On the other hand, if the expected 

performance of the CDO deteriorated after Ambac wrote its CDS against it, then Ambac 

was required by SFAS 133 to take write-downs based on the increased chance it would 

have to perform on its obligation.    

274. Mark-to-market gains and losses are recognized on Ambac’s financial 

statements in an account called “Net Mark-to-Market (Losses) Gains on Credit 

Derivative Contracts,” which represents the portion of mark-to-market gains/losses 

directly related to credit derivatives.   

275. SFAS 107, as amended by SFAS 133, requires a company to “disclose, 

either in the body of the financial statements or in the accompanying notes, the fair value 

of financial instruments for which it is practicable to estimate that value.”   

276. Both SFAS 107 and SFAS 133 contained similar market-driven 

definitions of fair value before being subsumed by SFAS 157, Fair Value Measurements, 
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a Statement issued in September 2006 (although not mandatorily adopted until November 

2007), that defined fair value and provided a standardized framework for determining fair 

value as follows: 

[F]air value is a market-based measurement, not an entity-specific 
measurement.  Therefore, a fair value measurement should be determined 
based on the assumptions that market participants would use in pricing the 
asset or liability.  (Emphasis added.) 

277. In addition to the requirements of SFAS 107 and 133, Ambac was 

required to make disclosures in accordance with FIN 45 with regard to its SFAS 133 

derivative portfolio.   FIN 45 elaborates on the disclosures to be made by a guarantor in 

its interim and annual financial statements about its obligations under certain guarantees 

that it has issued.  It also clarifies that a guarantor is required to recognize, at the 

inception of a guarantee, a liability for the fair value of the obligation undertaken in 

issuing the guarantee.  Even “if the likelihood of the guarantor’s having to make any 

payments under the guarantee is remote,” FIN 45, ¶13 specifically required Ambac to 

disclose, among other things, “The nature of the guarantee, including the approximate 

terms of the guarantee, how the guarantee arose, and the events and circumstances that 

would require the guarantor to perform under the guarantee.”  FIN 45 also required 

disclosure of:  

a. The current carrying amount of the liability, if any, for the 
guarantor’s obligation obligations under the guarantee 
(including the amount, if any, recognized under paragraph 
8 of Statement 5), regardless of whether the guarantee is 
freestanding or embedded in another contract. 

 
b. The nature of (1) any recourse provisions that would enable 

the guarantor to recover from third parties any of the 
amounts paid under the guarantee and (2) any assets held 
either as collateral by third parties that, upon the occurrence 
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of any triggering event or condition under the guarantee, 
the guarantor can obtain and liquidate to recover all or a 
portion of the amounts paid under the guarantee.  The 
guarantor shall indicate, if estimable, the approximate 
extent to which the proceeds from liquidation of those 
assets would be expected to cover the maximum potential 
amount of future payments under the guarantee. 

 
278. These rules for establishing fair value are clear.  First, use market prices 

when available.  If no market prices are available, use the best available proxy for the 

way market participants would price the asset or liability, as the case may be.  As set 

forth below, Ambac failed to comply with GAAP in determining fair value.   

279. Throughout the Class Period, Ambac failed to comply with SFAS 133, 

SFAS 107, and FIN 45, because it disregarded the governing relationship between fair 

value and direct or strongly indicative existing market valuations by refusing to mark its 

billions of dollars of CDS exposure in relationship with the pertinent market indicator – 

the TABX – or even to provide an estimate of its CDS fair value losses, as secondarily 

required by SFAS 133.    

280. According to its 2007 Form 10-K, Ambac’s fair value amounts represent 

“the net present value of the difference between the fees Ambac originally charged for 

the credit protection and our estimate of the fees that a comparable financial guarantor 

may charge for the same protection at the balance sheet date.”  In order to determine the 

current pricing of a CDS on the same underlying security, Ambac used a proprietary 

model.  Investors were forced to accept the validity of Ambac’s “mark-to-model” 

reporting because of the lack of transparency into these models.  The Exchange Act 

Defendants justified use of Ambac’s proprietary model through their insistence that 
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Ambac’s CDO instruments were of higher quality than the market, and as having little 

relation to perceived market fluctuations. 

281. Ambac insiders who used the valuation model confirmed that senior 

management controlled the process.  CW 5 explained that Defendant Leonard had final 

oversight and approval of Ambac’s mark-to-model reporting.  CW 5 also said that 

Ambac’s culture of aggressively driving premium revenues contributed to a general 

hesitance to write-down losses on exposures.  By devising a model that did not correlate 

to the relevant market indicators, Ambac avoided the write-down of billions of dollars of 

exposure throughout 2007. 

282. As set forth in ¶¶111-127 above, Lead Plaintiffs have shown that the 

collateral performance of the relevant ABX and TABX indices were so similar to 

Ambac’s underlying CDO collateral that they were more than adequate market proxies.  

In fact, the underlying collateral of Ambac’s representative CDOs moved in tandem with 

the ABX and TABX underlying collateral.  Yet Ambac repeatedly and falsely stated that 

its CDOs performed better than the ABX and TABX indices, and therefore avoided 

reporting reliable mark-to-market losses in relation to the declines in the TABX for 

similarly senior CDS instruments. 

283. In fact, using the collateral comprising the most senior attachment point in 

the TABX as a reference point, Ambac should have written down $2.068 billion of its 

exposure in the first quarter of 2007, $2.716 billion in the second quarter, $8.923 billion 

by the third quarter, and $3.6 billion for the fourth quarter.  Ambac’s reported mark-to-

market write-downs were $5.1 million in Q1, $56.8 million in Q2, $743 million in Q3, 

and $5.4 billion in Q4 or a total of approximately $6.204 billion for the entire year.  Yet, 
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as Lead Plaintiffs’ analysis demonstrates that Ambac should have taken mark-to-market 

write-downs of $17.3 billion for the year-ended December 31, 2007. 

284. Ironically, the problem with Ambac’s reporting was only discovered 

because Wall Street investment banks holding similar exposures began to report their 

own massive write-downs in the fall of 2007.   

285. As of the end of the third quarter of 2007, Ambac’s exposure to CDO of 

ABS, including CDO-squareds, was $29.2 billion.  Thus, the $743 million mark-to-

market adjustment announced on October 10, 2007 represented just 2.5% of Ambac’s 

exposure to CDO of ABS.  Isolating the $529 million of this write-down that Ambac 

attributed to its portfolio of CDOs based on ABS, the total charge represented just 1.8% 

of the total exposure.  This percentage write-down is vastly smaller than what other 

holders of similar securities were taking at the same time period.  Morgan Stanley analyst 

Ken Zerbe’s opening question during an October 24, 2007 conference call raised this 

very issue:  

First of all, in terms of your mark-to-market loss, I estimate that your 
mark-to-market is somewhere in the range of, say, 2.5% of your CDO of 
ABS exposure, roughly speaking.…  My question is why is there such a 
huge difference between Merrill, which is basically writing off – or 
writing down – half the value of its Super Senior AAA CDO exposures 
versus Ambac, which is only taking a couple of percentage point write-
down?  
 
286. In response to other analyst questions of Ambac’s reporting process, 

Defendant Leonard effectively conceded that Ambac bases its marks on the pricing it 

chose to charge for assuming the obligation in the first place.  Leonard explained that: 

“At transaction pricing, we may be charging a premium that is one-third of the originated 

cash bond spread.”  Leonard further stated that Ambac maintained the “one-third” ratio in 
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marking the exposure at a later measurement date:  “So if that particular spread would 

move from 30 [basis points] to 60 [basis points in the market], we would move up the 

price that we would charge – our theoretical price that we would charge underlying the 

contract, say, from 10 to 20.  And effectively, that additional 10 basis points that would 

be theoretically charged would be discounted over the weighted average life of the 

transaction to arrive at an unrealized loss amount.”   

287. A slide from a presentation given by Ambac to Bank of America in 

November 2007 further illustrates the faulty premise supporting Ambac’s accounting:  

 

 
 

288. As the chart above illustrates, when seeking quotes for the price at which 

it could transfer its CDS obligations to a third party, Ambac assumed that the asset value 

as of September 30, 2007, remained the same as the original notional amount from 

January 1, 2007.  However, if the $100 million is now only worth $75 million, the mark-
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to-market loss from inception should reflect not only the higher spreads that would be 

charged to insure the remaining value at risk, but should also incorporate an up-front cash 

payment to make the issuer of the new CDS whole for insuring $100 million for an asset 

that the market believes is only worth $75 million at the time of the transaction.  Ambac's 

mark-to-market methodology wrongly assumed no decrease in value of the underlying 

asset. 

289. An example of this occurred recently when Ambac announced on August 

1, 2008, that it was transferring the liability of a CDS with a notional value of $1.4 billion 

back to Citigroup, the counterparty.  Citigroup required that, in addition to cancelling any 

future premiums and payments to Ambac, Ambac had to pay Citigroup an additional 

$850 million.  This payment was likely based, in part, on the current deterioration of the 

value of the referenced assets in the CDS and the risk that Ambac did not have sufficient 

capital to make good on the CDS. 

290. Moreover, on July 28, 2008, Merrill Lynch announced that it would sell 

Super Senior CDO of RMBS with a par value of $30.6 billion for only $6.7 billion.  

Merrill Lynch had previously written-down the value of the Super Senior CDO of RMBS 

to approximately $11.1 billion based on the deterioration of the CDO.  

291. Ambac’s mark-to-market methodology would ignore that the CDS with 

Citigroup or the CDO sold by Merrill Lynch had declined in value.  In fact, Ambac’s 

mark-to-market methodology assumes that the current value of the CDO remains at par.  

This is simply not a proper mark-to market and violates GAAP. 

292. Ambac’s method of valuing its CDS obligations to market also creates a 

perverse incentive:  the less the Company charges relative to then-current market spreads 
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in the first place, the less downside risk it bears if the reference collateral deteriorates.  

GAAP requires a more reasonable relationship between marks and observed market 

pricing.  In the third quarter of 2007, Ambac wrote no CDS against CDOs.  It could not 

show that it or any market participant was willing to write credit default swaps against its 

CDO exposures for pricing consistent with Ambac’s valuation methods.  Ambac’s 

assumption that a market participant would purchase its pre-existing CDS obligations by 

reference to the price Ambac charged at issuance was in violation of SFAS 133 and 107.  

3. Ambac Violated SFAS 5 By Failing To Take Adequate Loss 
Reserves 

293. In contrast to Ambac’s CDS valuations, Ambac’s direct RMBS and 

RMBS-backed non-derivative CDO portfolios are written as conventional insurance 

contracts and, therefore, have to be reported in conformity with GAAP’s financial 

guarantee accounting methodology, primarily SFAS 60 and 5.  Ambac employs two 

separate loss reserves in its financial statements: “case basis” reserves and “active credit 

reserves” (“ACR”).   

294. Case basis reserves are taken when a particular credit has already incurred 

some event of default.  SFAS 60, “Accounting and Reporting by Insurance Enterprises,” 

provides guidance for the premium and claims cost recognition for insurance companies, 

including Ambac’s case loss reserves.  Under SFAS 60, ¶17, Ambac was required to 

increase its “case basis” loss reserves when insured events occur, such as a triggering 

event or event of default. 

295. ACR’s, on the other hand, are reserves taken when the credit quality of 

certain insured assets deteriorates.  SFAS 5, “Accounting for Contingencies,” governs the 
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accounting and reporting for loss contingencies before the actual event of default or other 

triggering event occurs.  Under SFAS 5, a contingency is “an existing condition, 

situation, or set of circumstances involving uncertainty as to [a] possible . . . loss 

(hereinafter, a “loss contingency”) to an enterprise that will ultimately be resolved when 

one or more future events occur or fail to occur.”  SFAS 5, ¶1.   

296. Ambac’s reserves policy is based on guidance provided by SFAS 5.  As 

explained in Ambac’s 2007 Form 10-K:   

Ambac establishes an active credit reserve to reflect the probable and 
estimable losses due to credit deterioration on insured credits that have not 
yet defaulted or been reported as of the reporting date.  The active credit 
reserve is established through a process that estimates probable losses 
inherent in the adversely classified credit portfolio. [Emphasis added] 
 
297. Pursuant to Paragraph 8 of SFAS 5, Ambac is required to accrue for a loss 

contingency, with an equal and corresponding charge to income, when it is both probable 

that an asset has been impaired or a liability incurred at the date of the financial 

statements and that the amount of loss can be reasonably estimated.   

298. Critically, even when a contingency does not meet both the “probable” 

and “reasonably estimable” prongs, the FASB requires the disclosure of contingencies 

and losses under circumstances directly applicable to Ambac in SFAS 5, ¶10.  In addition 

to the fundamental principles of financial reporting established by the principles and 

FASCONs stated above, GAAP requires certain disclosures (even without any 

accompanying quantitative estimates).  

If no accrual is made for a loss contingency because one or both of the 
conditions in paragraph 8 are not met, or if an exposure to loss exists in 
excess of the amount accrued pursuant to the provisions of paragraph 8, 
disclosure of the contingency shall be made when there is at least a 
reasonable possibility that a loss or an additional loss may have been 
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incurred.  The disclosure shall indicate the nature of the contingency 
and shall give an estimate of the possible loss or range of loss or state 
that such an estimate cannot be made… (Emphasis added.) 
 

The above language makes clear that the disclosure of a contingency shall be made 

whenever it is “reasonably possible” (as opposed to probable) that a loss may have been 

incurred, even if the loss cannot be reasonably estimated under SFAS 5, ¶ 8.  SFAS 5 

defines “reasonably possible” as “[t]he chance that the future event or events will occur is 

more than remote but less than likely.” SFAS 5, ¶ 3(b) (emphasis added).  Regardless of 

whether a loss is “less than probable” or if the loss cannot be estimated, disclosure of a 

loss contingency is still required by GAAP.    

299. The following chart represents the loss contingency decision-making 

process:  

Is the loss both 
probable and 
reasonably 
estimable?

Report amount in 
financial 

statements.

Is there a 
reasonable 

possibility that the 
loss will occur?

Disclose the loss 
in the notes to the 

financial 
statements.

Yes

No

Yes

Loss Contingency Flow Chart

 

300. From the fourth quarter of 2006 through the third quarter 2007, Ambac’s 

loss reserves covered only 0.5% of its total RMBS exposure, excluding coverage of 

Ambac’s CDO, CDS, municipal, public and other exposures, which would bring reserve 
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coverage to only 0.04% of its net exposure.  Given the weak and deteriorating 

characteristics of Ambac’s 2006 and 2007 RMBS exposure – as first publicly admitted by 

Ambac on April 23, 2008 – Ambac’s failure to (a) provide an estimate of the Company’s 

probable losses, or, at the very least (b) disclose that a contingent loss is reasonably 

possible along with a range of losses or an explanation why such range could not be 

estimated, violated SFAS 5. 

4. Ambac Ignored the FASB Reminder To The Market To 
Account For The Growing Risk Of Exposure Associated With 
Mortgage-Related Exposure  

301. In December 2005, the governing body of accountants issued a reminder 

to companies like Ambac to account for and disclose mortgage-related exposure, entitled 

FASB’s Statement of Position (“SOP”) 94-6-1, “Terms of Loan Products That May Give 

Rise To A Concentration of Credit Risk.”      

302. SOP 94-6, the Statement upon which the reminder was based, requires the 

disclosure of certain significant risks and uncertainties, including information about (a) 

the nature of a company’s operations, (b) the company’s use of significant estimates in 

the preparation of financial statements, and (c) current vulnerability to certain 

concentrations.  (SOP 94-6, ¶8.)  These requirements are in addition to the disclosure 

requirements of SFAS 5 (described above at ¶¶293-305), as noted in SOP 94-6, ¶12: 

In addition to the disclosures required by FASB Statement No. 5 and other 
accounting pronouncements, this SOP requires disclosures regarding 
estimates used in the determination of the carrying amounts of assets and 
liabilities or in disclosures of gain or loss contingencies… 
 
303. Under SOP 94-6, ¶12, Ambac was required to disclose the nature of an 

estimate and indicate that (a) it is at least reasonably possible that the estimate will 
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change in the near term, and (b) the effect of the change would be material to the 

financial statements.  SOP 94-6, ¶17 informs accountants: “this SOP does not depend on 

the amount that has been reported on the financial statements, but rather the materiality of 

the effect that using a different estimate would have had on the financial statements.”  

This pronouncement therefore placed a responsibility on Ambac to disclose any factors 

that might change in the near term which would have materially impacted amounts 

reported in the financial statements. 

304. As the credit markets worsened through 2006 and into the beginning of 

2007, it became more apparent that it was at least “reasonably possible” (i.e., more than 

remote, but less than likely) that Ambac might be vulnerable to the liabilities regarding 

many of its direct RMBS and derivative CDS exposures.  On or about December 19, 

2005, the FASB and its staff issued its FASB SOP 94-6-1, an unusual reminder 

specifically warning Ambac and other companies heavily involved in subprime that 

several of the loan products the Company guaranteed could result in increased defaults 

and losses.   

305. In April 2008, FASB Chairman Robert Herz called the subprime-type 

financial vehicles “ticking time bombs.”  At the time, the FASB staff noted that it had 

drafted and released FASB SOP 94-6-1 “to emphasize the need for financial statement 

preparers to consider whether they had disclosed enough information about the risks 

involved in such loans, and whether changes in market conditions required additional 

disclosure.”  Additionally, the FASB emphasized the need to reconsider disclosures in the 

face of changing market conditions to determine if additional disclosure was required.  

According to a May 1, 2008 article entitled “FASB on Subprime: ‘We Warned You,’” 
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“[FSP SOP 94-6-1] strongly suggested that additional disclosure was required – by a 

variety of accounting standards – for many of the subprime scenarios it described.”     

306. On February 29, 2008, in its 2007 Form 10-K, Ambac disclosed, under the 

heading “Residential Mortgage-Backed Securities Exposure”: 

The risk of loss inherent in the 2005, 2006 and 2007 vintage sub-prime, 
mid-prime and second lien mortgage loans has been elevated due to a 
number of factors. These factors increase current and potential future 
losses and include but are not limited to the following:  
 
There has been a notable increase in mortgage loan delinquencies and 
foreclosures and this situation resulted in significant losses for mortgage 
lenders and investors in mortgage related products. 
 

***** 
 
The very unfavorable residential mortgage market in the United States has 
been marked by nationally declining home prices. As home prices fall, the 
value of collateral available to pay loan balances is diminished, which will 
cause significantly higher loss severities in the event a borrower defaults. 
 
Ambac insures tranches issued in RMBS, including transactions that 
contain risks to the above types of mortgages and risk classifications. 
 
307. But Ambac’s February 29, 2008 disclosure of the risks in its insured 

exposures came too late; participants in the structured finance markets, such as the 

Exchange Act Defendants, had ample warning that these problems were on the horizon 

no later than the end of 2006, long before the Company issued its Form 10-K for the year 

ended December 31, 2007.  Not only did the FASB, (among others), sound these 

warnings loudly and clearly via FASB SOP 94-6-1, in which it specifically warned of the 

two major causes of the current subprime debacle, “affordability products” and a decline 

in the housing markets, but the Exchange Act Defendants were aware, or were reckless in 
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not being aware of the negative trends in the market through Ambac’s purported 

surveillance of its RMBS-related portfolio.  (See ¶¶ 97-105, 111-133).    

VIII. LOSS CAUSATION 

308. The Exchange Act Defendants’ unlawful conduct alleged herein directly 

caused the losses incurred by Lead Plaintiffs and the Class.  Throughout the Class Period, 

the prices of Ambac common stock and other securities were artificially inflated as a 

direct result of the Exchange Act Defendants’ false and misleading statements and 

omissions.  The false and misleading statements set forth above were widely 

disseminated to the securities markets, investment analysts and the investing public.  The 

Company’s true condition became known by investors and the market through a series of 

partial corrective disclosures.  By making contemporaneous misstatements, the Company 

and its management mitigated the impact of those corrective discloses and prevented the 

full truth about Ambac from being revealed at once.   

309. When the true facts became known and/or the materialization of the risks 

that had been fraudulently concealed by the Exchange Act Defendants occurred, the price 

of Ambac common stock and other securities declined precipitously as the artificial 

inflation was removed from the market price of these securities, causing substantial 

damage to Lead Plaintiffs and the members of the Class.  Examples of specific dates of 

adverse disclosures and corresponding declines in the price of Ambac securities are set 

forth below.   

A. Ambac’s October 24, 2007 Disclosures 

310. On October 24, 2007, Ambac disclosed, for the first time, a $60 million 

increase in case loss reserves on two HELOC deals of recent vintage.  The rapid 
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deterioration of these deals called into question the company’s statements about the 

quality of its underwriting and surveillance.  During its conference call that day, Ambac 

also disclosed that it had internally downgraded four additional CDOs - three high-grade 

CDOs (to AA) and a mezzanine CDO (to BBB).  This was the first internal downgrade 

disclosed by Ambac on its high-grade CDO exposures. 

311. In response to the October 24, 2007 conference call and announcements, 

Ambac’s stock price fell 9% and 14% on October 24 and 25, respectively.  The abnormal 

dollar declines on those days are approximately $4.90 and $7.05 respectively.     

312. An October 24, 2007 report by analyst Ken Zerbe of Morgan Stanley 

entitled “Disconnect Between Mgmt Comments and Market Perception is Widening” 

highlighted the “new news” to come out of Ambac’s disclosures as follows: 

Another significant data point, in our view, was the downgrade of four 
CDO of ABS transactions totaling nearly $4.0 billion of exposure…. 
 
Our concern is that we do not know if this is the beginning of a downward 
trend in its CDO ratings or if Ambac has truly stress tested its portfolio 
such that further internal downgrades are unlikely. But that seems to be 
the $64,000 question – is Ambac being conservative enough?  
 

***** 
 
Oddly enough, one of the more relevant data points came not from the 
Company but from Merrill Lynch, which reported very significant write-
downs in its CDO portfolio.  Write-downs at Merrill Lynch, which totaled 
$7.9 billion, ranged from 19% on its high-grade CDO exposures to 57% 
on its CDO-squared exposures.  This is relevant because Ambac’s mark-
to-market losses of $743 million totaled roughly 2.5% of CDO of ABS 
book, which consists of high-grade, mezzanine and mezzanine CDO-
squared deals. 
 
313. As to the increased reserves for two recent HELOC deals, Zerbe wrote: 

“We were a little disappointed with the large increase in case loss reserves in the 
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quarter….  The transactions (vintage 2006 and 2007) were originally rated BBB, but now 

carry a below investment grade rating.”  Regarding one of the downgraded HELOC 

transactions, Morgan Stanley was  

surprised that Ambac would agree to insure such a transaction….  One 
transaction was a ‘no OC [i.e., overcollateralization] down deal’ according 
to management….  [T]he initial losses more than overwhelmed what little 
structural protection there was in the deal, resulting in early losses to 
Ambac.  While we should take encouragement that Ambac is exposed to 
very few, if any more of these deals, we cannot help but wonder why the 
company would agree to insure such a transaction in the first place.   
(Emphasis added.) 

314. Nonetheless, other analysts, including analysts from William Blair and 

Fox Pitt Kelton Cochran, were satisfied with Ambac’s explanation that the two HELOC 

deals were “idiosyncratic” and did not reflect Ambac’s overall RMBS portfolio.   

B. Ambac’s January 16, 2008 Disclosures 

315. On January 16, 2008, Ambac announced a staggering $5.4 billion in mark-

to-market write-downs, including over $1 billion of credit impairments on its credit 

default swap CDO exposures, and $143 million in loss reserves in its direct insurance 

RMBS exposure.  Ambac also announced that its CEO, Defendant Genader, was 

resigning, effective immediately and that it was cutting its dividend by 67% in order to 

preserve capital.   

316. Ambac’s stock price plummeted 38.65% on the news, from a closing price 

of $21.14 on January 15, 2008, to a closing price of $12.97.  These announcements 

caught Wall Street by surprise, as noted by The New York Times on January 19, 2008: 

Ambac, which had won clean bills of health from rating agencies a month 
ago, surprised Wall Street on Wednesday by writing down its insurance 
portfolio by $5.4 billion and ousting its chief executive, Robert J. 
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Genader, after he and the board disagreed over whether the company 
should raise more capital. 
 
While much of the write-down was the result of declining market value of 
its contracts, the company admitted that an estimated $1.1 billion 
represented credit losses on which, over time, it would have to pay claims, 
something that the credit ratings firms had not anticipated. 
 
317. Following Ambac’s January 16 announcement, analysts expressed their 

surprise and concerns.  The next day, several analysts downgraded Ambac stock in light 

of the stunning losses, and S&P issued a revised report regarding losses expected at the 

various bond insurers.  Ambac’s stock price declined another 52%, closing at $6.24 on 

extremely high trading volume of almost 63 million shares.   

318. Moody’s also put Ambac on review for a possible downgrade, “citing the 

much higher than expected losses and the abrupt retirement of the company’s chairman 

and CEO.”  (Friedman Billings Analyst Report, “Moody’s Offers Another Blow to SBK 

– Lowering Price Target,” January 17, 2008.)   

319. On January 18, following Ambac’s abandonment of its capital-raising 

plan, Ambac became the first bond insurer to lose its AAA rating when Fitch 

downgraded the company.    

C. Ambac’s April 23, 2008 Disclosure 

 
320. On April 23, 2008, as Ambac announced a net loss of $1.66 billion, driven 

primarily by an impairment of $1.045 billion of HELOC and CES deals, and by a further 

mark-to-market loss of $1.725 billion on Ambac’s CDS exposures.  Defendant Leonard 

stated in a conference call that “on some exposures, a few deals . . . losses could reach as 

high possibly as 80%.”  (Emphasis added.)  The market recognized the true deterioration 
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of the underlying second lien exposures, and finally was able to link lower quality 

underlying collateral to Ambac’s massive losses.  As reported by Dow Jones, “Ambac’s 

stock fell 43% to $3.46 Wednesday after it stunned investors with a $1.66 billion net loss, 

nearly eight times worse than Wall Street had expected.  The loss was driven by bigger 

write-downs related to complex securities backed by mortgages, with surprising 

weakness in securities backed by home equity lines of credit and second-lien loans.”  

CreditSights analyst Robert Haines remarked that Ambac’s announcement “sparked 

concerns that the company’s AAA credit rating wasn’t as safe as investors thought.  Just 

when you thought things are getting back to normal, there are these horrible numbers.”   

321. The Wall Street Journal noted that “[i]nvestors sold off shares of Ambac 

Financial Group Inc., convinced that the bond insurer’s worse-than-expected earnings 

report could cripple the company’s ability to issue new insurance policies.”  Fortune 

noted that Ambac’s RMBS-related losses were “noteworthy because the company has 

previously contended that mark-to-market losses reflect the overwrought market 

environment and may be reversed in future periods.  Ambac makes no such claim about 

credit impairment.”   

322. Subsequent disclosures confirmed the weak characteristics of the second 

lien portfolio.  For example, Ambac later explained, in a May 22, 2008 Second Lien 

RMBS Update, that the poorly performing closed-end seconds were “piggyback” 

transactions with “high concentrations of purchase and stated doc loans.”  In other words, 

the loans supporting Ambac’s RMBS exposures had been used by home buyers to cover 

their down payment and often covered the first 10-20% of home equity to disappear in a 

market downturn.  With one exception (which was a late 2005 transaction), all of the 
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“Below Investment Grade” closed end second transactions took place in the 2006-2007 

period.  Additionally, Ambac Executive Vice President, Douglas Reinfield-Miller further 

conceded at a June 4, 2008 KBW conference that these recent vintage closed-end second 

transactions “essentially [were] where people were leveraging to make 100% - leveraging 

their down payment on a house.” (Emphasis added.)  Ambac’s Reinfield-Miller also 

explained that the poorly performing HELOC transactions “do not have a lot of credit 

protection.”  (Emphasis added.)   

323. After reaching a Class Period closing high of $96.08 on May 18, 2008, the 

corrective disclosures alleged herein and any others that may be learned through 

discovery, caused Ambac’s stock to decline to $3.46 on April 23, 2008, the last day of the 

Class Period.  The stock price fell below $1.05 and its trading was temporarily halted on 

July 2, 2008.  The price declines directly and proximately resulting from the above 

discussed disclosures were not caused by industry news, randomness, or by Ambac-

related information unrelated to the alleged fraud.  Each of the above referenced 

disclosures partially corrected the false and misleading information previously available 

to the market by the Exchange Act Defendants’ wrongful course of conduct.   

IX. THE INAPPLICABILITY OF THE STATUTORY SAFE HARBOR AND 
BESPEAKS CAUTION DOCTRINE 

324. The statutory safe harbor and/or bespeaks caution doctrine applicable to 

forward-looking statements under certain circumstances does not apply to any of the false 

and misleading statements pleaded in this Complaint. 

325. First, none of the statements complained of herein was a forward-looking 

statement.  Rather they were historical statements or statements of purportedly current 
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facts and conditions at the time the statements were made, including statements of 

reported financial results and underwriting, surveillance and accounting practices.  Given 

the then-existing facts contradicting the Exchange Act Defendants’ statements, the 

generalized risk disclosures made by Ambac, including those regarding the Company’s 

underwriting, surveillance, mark-to-market accounting, loss reserves, and/or financial 

condition, were not sufficient to insulate the Exchange Act Defendants from liability for 

the statements they made because those statements were materially misstated when made.  

Second, the statutory safe harbor does not apply to statements included in financial 

statements which purport to have been prepared in accordance with GAAP. 

326. To the extent any of the false or misleading statements alleged herein can 

be construed as forward-looking, the statements were not accompanied by meaningful 

cautionary language identifying important facts that could cause actual results to differ 

materially from those in the statements.  As set forth above in detail, then-existing facts 

contradicted the Exchange Act Defendants’ statements regarding the Company’s 

underwriting, surveillance and accounting practices, and its purported compliance with 

GAAP.  

327. To the extent that the statutory safe harbor may apply to any of these false 

statements alleged herein, the Exchange Act Defendants are liable for those false 

forward-looking statements because at the time each of those statements were made the 

speaker actually knew the statement was false or the statement was authorized and/or 

approved by an executive officer of Ambac who actually knew that those statements were 

false when made. 
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X. RELIANCE – FRAUD ON THE MARKET DOCTRINE 

328. At all relevant times, the market for Ambac’s securities was an efficient 

market for the following reasons, among others: 

a. The Company’s securities were actively traded on the New York Stock 
Exchange, a highly efficient market; 

b. As a regulated issuer, the Company filed periodic public reports with the 
SEC;  

c. Ambac was followed by numerous securities analysts, who issued a 
significant number of reports on Ambac during the Class Period; and 

d. Ambac communicated with public investors via established market 
communication mechanisms, including the regular issuance of press 
releases through the Business Wire news service, and conference calls 
with analysts and investors. 

329. As a result, the market for Ambac’s securities promptly digested current 

information with respect to Ambac from all publicly available sources and reflected such 

information in the price of the Company’s securities.  Under these circumstances, all 

purchasers of the Company’s publicly traded securities during the Class Period suffered 

similar injury through their purchase of the publicly traded securities of Ambac at 

artificially inflated prices, and a presumption of reliance applies. 

XI. CLAIMS FOR RELIEF UNDER EXCHANGE ACT 

COUNT I 
 

(For Violation of Section 10(b) of the Exchange Act and Rule 10b-5(b) Against 
Defendants Ambac, Genader, Leonard, Uhlein, and Wallis 

330. Lead Plaintiffs repeats and realleges ¶¶1-329 set forth above as if fully set 

forth herein.  

331. During the Class Period, the Exchange Act Defendants named in this 

Count: (a) deceived the investing public, including Lead Plaintiffs and other Class 
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members, as alleged herein; (b) artificially inflated and maintained the market price of 

Ambac’s securities; and (c) caused Lead Plaintiffs and other members of the Class to 

purchase Ambac’s securities at artificially inflated prices. 

332. As a result of their making and/or their substantial participation in the 

creation of affirmative statements and reports to the investing public, the Exchange Act 

Defendants had a duty to promptly disseminate truthful information that would be 

material to investors in compliance with the integrated disclosure provisions of the SEC, 

as embodied in SEC Regulation S-K (17 C.F.R. § 229.10, et seq.) and other SEC 

regulations, including accurate and truthful information with respect to the Company’s 

operations and performance, so that the market prices of Ambac’s publicly traded 

securities would be based on truthful, complete and accurate information. 

333. The Exchange Act Defendants made untrue statements of material fact 

and/or omitted to state material facts necessary to make the statements made not 

misleading, and/or substantially participated in the creation of the alleged 

misrepresentations, which operated as a fraud and deceit upon the purchasers of Ambac’s 

securities, in an effort to maintain artificially high market prices for the securities of 

Ambac, in violation of Section 10(b) of the Exchange Act and Rule 10b-5(b). 

334. The Exchange Act Defendants directly and indirectly, by the use of means 

and instrumentalities of interstate commerce and/or the mails, made, or substantially 

participated in the creation of, untrue statements of material facts and/or omitted to state 

material facts necessary in order to make the statements made about the Company in light 

of the circumstances under which they were made, not misleading, as set forth herein.  

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 140 of 209



 
 

135 
 
 

335. The Exchange Act Defendants named in this Count had actual knowledge 

of the misrepresentations and omissions of material facts set forth herein, or acted with 

reckless disregard for the truth, in that they failed to ascertain and to disclose such facts, 

even though such facts were available to them.  The facts alleged herein set forth a strong 

inference that each of the Exchange Act Defendants named in this Count acted with 

scienter.   

336. As a result of the dissemination of the materially false and misleading 

information and failure to disclose material facts, as set forth above, the market prices of 

Ambac’s securities were artificially inflated throughout the Class Period.  In ignorance of 

the fact that the market prices of Ambac’s securities were artificially inflated, and relying 

directly or indirectly on the false and misleading statements made by the Exchange Act 

Defendants, or upon the integrity of the market in which such shares trade, and the truth 

of any representations made to appropriate agencies and to the investing public, at the 

times at which such statements were made, and/or on the absence of material adverse 

information that was known or, with recklessness, disregarded by the Exchange Act 

Defendants but not disclosed in public statements by these Defendants, Lead Plaintiffs 

and the other members of the Class purchased Ambac’s securities at artificially high 

prices, and were damaged when truthful information was disclosed and the inflation of 

Ambac’s securities’ values was corrected. 

337. At the time of said misrepresentations and omissions, Lead Plaintiffs and 

the other members of the Class were unaware of their falsity, and believed the false 

statements to be true.  Had Lead Plaintiffs, the other members of the Class and the 

marketplace known of the true nature of the operations of Ambac and the noncompliance 
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with federal law, which were not disclosed by the Exchange Act Defendants, Lead 

Plaintiffs and the other members of the Class would not have purchased such securities 

or, if they had purchased such securities, they would not have done so at the artificially 

inflated prices which they paid. 

338. The Exchange Act Defendants acted with scienter in that they knew or 

recklessly disregarded that the public documents and statements issued or disseminated in 

the name of Ambac were materially false and misleading, knew or recklessly disregarded 

that such statements or documents would be issued or disseminated to the investing 

public and knowingly or recklessly and substantially participated or acquiesced in the 

issuance or dissemination of such statements or documents in violation of the federal 

securities laws.  

339. As alleged herein, the Exchange Act Defendants participated in the 

fraudulent scheme, by virtue of their receipt of information reflecting the true facts 

regarding Ambac, their control over, and/or receipt and/or modification of Ambac’s 

allegedly materially misleading misstatements and/or their associations with Ambac 

which made them privy to confidential proprietary information concerning Ambac, 

participated in the fraudulent scheme alleged herein. 

340. The Exchange Act Defendants knew and/or recklessly disregarded the 

falsity and misleading nature of the information which they caused to be disseminated to 

the investing public.  The ongoing fraudulent scheme alleged herein could not have been 

perpetrated over a substantial period of time, as has occurred, without the knowledge or 

recklessness and complicity of the personnel at the highest level of the Company. 
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341. The Exchange Act Defendants had the opportunity to perpetrate the 

fraudulent scheme and course of business described herein because they were the most 

senior officers and directors of Ambac, and they issued statements and press releases on 

behalf of Ambac and had the opportunity to commit the fraud alleged herein.  As 

illustrated by the Exchange Act Defendants’ respective positions with the Company, they 

had and used their influence and control to further the scheme alleged herein. The 

Exchange Act Defendants had broad responsibilities that included communicating with 

the financial markets and providing the markets with financial results.  

342. By reason of the foregoing, the Exchange Act Defendants have violated 

Section 10(b) of the Exchange Act and Rule 10b-5(b), promulgated thereunder, and are 

liable to Lead Plaintiffs and the other members of the Class for damages which they 

suffered in connection with their purchases of Ambac securities during the Class Period. 
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COUNT II 
 

(For Violation of Section 20(a) of the 1934 Act Against 
Genader and Leonard) 

 
343. Lead Plaintiffs repeat and reallege ¶¶1-342 above as it fully set forth 

herein. 

344. Ambac committed a primary violation of Section 10(b) of the Exchange 

Act, 15 U.S.C. §78j(b), and Rule 10b-5, 17 C.F.R. § 240.10b-5, promulgated thereunder, 

by making the false and misleading statements of material facts, identified above, in 

connection with the purchase or sale of securities, which constituted a fraud on the 

market and were, therefore, presumed to have been relied upon by Lead Plaintiffs and the 

Class.  At the time that it made these false and misleading statements, the Company 

either knew of, or recklessly disregarded, their falsity. 

345. During their employment by Ambac, Defendants Genader and Leonard 

had direct control and/or supervisory involvement in Ambac’s operations during the 

Class Period, and therefore had the power to control or influence the particular 

transactions giving rise to the violations of the Exchange Act by the Company as alleged 

herein, and exercised the same. 

346. By reason of their status as officers of Ambac during the Class Period, 

Defendants Genader and Leonard are “controlling persons” of Ambac within the meaning 

of Section 20(a) of the Exchange Act because they had the power and influence to cause 

the Company to engage in the unlawful conduct complained of herein.  Because of their 

positions of control, these Defendants were able to, and did, directly or indirectly, control 
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the conduct of Ambac’s business, the information contained in its filings with the SEC, 

and public statements about its business. 

347. As senior executive officers and/or directors of Ambac, Defendants named 

in this count had a duty to disseminate accurate and truthful information regarding 

Ambac’s financial statements and to correct any previously issued statements that had 

become untrue so that the market price of Ambac’s securities would be based upon 

truthful and accurate information. 

348. Each of the Defendants named in this Count participated in writing or 

reviewing the Company’s corporate reports, press releases, and SEC filings alleged by 

Lead Plaintiffs to be misleading prior to and/or shortly after these statements were issued 

and thus had the ability and opportunity to prevent their issuance or cause them to be 

corrected and thereby culpably participated in the fraud alleged herein. 

349. Because of their positions and access to material non-public information 

available to them, each of the Defendants named in this Count knew or recklessly 

disregarded that the adverse facts specified herein had not been disclosed to and were 

being concealed from the public and that the positive representations which were being 

made were then materially false and misleading. Thus, each of these Defendants is 

legally responsible for the falsification of Ambac’s public reports, financial statements, 

press releases and other statements as alleged herein. 

350. As set forth above, each of the Defendants named in this Count controlled 

Ambac, which violated Section 10(b) of the Exchange Act and Rule l0b-5 promulgated 

thereunder by its acts and omissions as alleged in this complaint.  By virtue of their 

positions as controlling persons, these Defendants are liable pursuant to Section 20(a) of 
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the Exchange Act.  As a direct and proximate cause of the wrongful conduct set forth in 

this Count, Lead Plaintiffs and other members of the Class suffered damages in 

connection with their purchases of the Company’s securities during the Class Period. 
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XII. CLAIMS FOR RELIEF UNDER THE SECURITIES ACT 

351. The following allegations are in effect a separate complaint.  For the 

following claims there is no allegation of fraud, scienter or recklessness.  These claims, 

brought under Sections 11, 12 and 15 of the Securities Act of 1933 (the “Securities Act”), 

are based solely on claims of strict liability and/or the absence of any affirmative defense 

based on the reasonableness of the pertinent defendants’ investigation into the true facts.  

A. Overview of Securities Act Claims 

352. Between October 2006 and April 2008, Ambac completed three securities 

offerings, which are identified below.  The registration statements and prospectuses 

Ambac filed with the U.S. Securities and Exchange Commission (“SEC”) pursuant to 

these offerings contained untrue statements of material fact or omitted material facts, as 

explained in further detail below. 

353. The Securities Act claims are brought on behalf of persons who purchased 

Ambac Financial Group, Inc. (“Ambac” or the “Company”) securities issued under or 

traceable to the registration statements and prospectuses set forth hereafter.  Each of these 

registration statements and prospectuses contained misrepresentations or omissions of 

material fact, or incorporated by reference documents that contained misrepresentations 

or omissions of material fact. 

354. The Securities Act claims expressly do not make any allegations of fraud 

or scienter and do not incorporate any of the allegations contained in paragraphs 5-350, 

including the allegations of scienter and fraud. 
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1. February 2007 DISCS Offering 

355. On February 6, 2007, Ambac filed with the SEC a post-effective 

amendment to an automatic shelf registration on Form S-3, dated February 16, 2006 

(“Post-Effective Amendment No. 1”), in connection with the February 2007 Directly-

Issued Subordinated Capital Securities (“DISCS”) Offering (“February 2007 DISCS 

Offering”).     

356. On February 7, 2007, Ambac filed with the SEC a prospectus supplement 

whereby Ambac offered $400 million of DISCS, which are unsecured subordinated debt 

instruments (together with Post-Effective Amendment No. 1, hereinafter referred to as 

the “DISCS Registration Statement/Prospectus”).  The DISCS were priced at 99.335% of 

their par face value, for a total price to the public of $397.34 million.  After underwriting 

commissions, Ambac realized approximately $393 million.  At the close of trading on 

July 25, 2008, the DISCS were priced at $26.35. 

357. The DISCS Registration Statement/Propectus incorporated by reference 

certain documents which, as set forth hereafter, contained misrepresentations and/or 

omissions of material fact, including:  Ambac’s Form 10-Q for the quarter ended 

September 30, 2006 and Ambac’s Form 8-Ks filed on October 25, 2006 and January 31, 

2007.  

2. March 2008 Equity Units Offering 

358. On January 16, 2008, Ambac filed with the SEC a post-effective 

amendment to an automatic shelf registration statement on Form S-3, dated February 16, 

2006 (“Post-Effective Amendment No. 2”).    

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 148 of 209



 
 

143 
 
 

359. On March 6, 2008, Ambac filed with the SEC a prospectus supplement in 

connection with the offering of 5,000,000 equity units (the “Equity Units”) at $50.00 per 

Equity Unit (“March 2008 Equity Units Offering”).  The Equity Units were trading at 

$34.50 at the close of trading on August 21, 2008. 

360. The Post-Effective Amendment No. 2 and prospectus supplement (the 

“Equity Units Registration Statement/Prospectus”) incorporated by reference certain 

documents which, as set forth hereafter, contained misrepresentations and/or omissions of 

material fact, including:  Ambac’s annual reports on Form 10-K for the fiscal years ended 

December 31, 2006 and December 31, 2007, Ambac’s on Form 10-Qs for the quarters 

ended March 31, 2007, June 30, 2007 and September 30, 2007, and Ambac’s Form 8-Ks 

filed on January 31, 2007, April 25, 2007, July 25, 2007, October 24, 2007, January 16, 

2008 and January 22, 2008 which, as set forth hereafter, contained misrepresentations 

and omissions of material fact.  

361. The March 2008 Equity Units Offering raised approximately $250 million.  

After underwriting commissions, Ambac realized approximately $242.5 million.   

3. March 2008 Common Stock Offering 

362. On March 6, 2008, Ambac filed with the SEC a prospectus supplement 

related to a shelf registration statement in connection with the offering of 171,111,112 

shares of common stock at $6.75, plus an additional 25,666,667 shares of common stock 

in over-allotment options (the “Common Stock Prospectus”; together with Post-Effective 

Amendment No. 2, the “Common Stock Registration Statement/Prospectus”).  Ambac’s 

common stock was trading at $4.93 at the close of trading on August 21, 2008. 
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363. The Common Stock Registration Statement/Prospectus incorporated by 

reference Ambac’s annual report on Form 10-K for the fiscal years ended December 31, 

2006 and December 31, 2007, Ambac’s Form 10-Q for the quarters ended March 31, 

2007, June 30, 2007 and September 30, 2007, and Ambac’s Form 8-Ks filed on January 

31, 2007, April 25, 2007, July 25, 2007, October 24, 2007, January 16, 2008 and January 

22, 2008 which, as set forth hereafter, contained misrepresentations and omissions of 

material fact.  

364. The March 2008 Common Stock Offering raised approximately $1.15 

billion.  After underwriting commissions, Ambac realized approximately $1.09 billion. 

365. The March 2008 Equity Units Offering and the March 2008 Common 

Stock Offering are together referred to as the “March 2008 Offerings.”   

B. Securities Act Plaintiffs  

366. Lead Plaintiff Arkansas Teacher Retirement System (“Arkansas 

Teachers”) purchased 212,361 shares of Ambac common stock in the March 2008 

Common Stock Offering, as reflected in the supplemental certification of Arkansas 

Teachers attached hereto as Exhibit B. 

367. Lead Plaintiff Public Employees’ Retirement System of Mississippi 

(“Mississippi PERS”) purchased 48,400 shares of Ambac common stock in the March 

2008 Common Stock Offering, as reflected in the supplemental certification of 

Mississippi PERS attached hereto as Exhibit C. 

368. Plaintiff Painting Industry Insurance and Annuity Funds (“Painting 

Funds”) purchased DISCS pursuant to the DISCS Registration Statement and was injured 

thereby, as reflected in the certification attached to the complaint in Painting Industry 
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Insurance and Annuity Funds v. Ambac Assurance Corporation, et al., Case No. 

08cv6602 (S.D.N.Y.). 

369. Plaintiffs Arkansas Teachers, Mississippi PERS and Painting Funds are 

hereinafter referred to as the “Securities Act Plaintiffs.” 

C. Securities Act Defendants 

370. Defendant Ambac is a New York-based holding company whose 

subsidiaries provide financial guarantee products and financial services to both public 

and private sector clients.  Ambac Assurance Corporation is its primary operating 

subsidiary.  Ambac was the issuer of securities in the February 2007 DISCS Offering and 

the March 2008 Offerings.  

371. Defendant Robert J. Genader (“Genader”) was at all relevant times a 

director, President and Chief Executive Officer (“CEO”) of Ambac until January 16, 

2008, when he resigned from the Company.  Genader became Chairman of Ambac’s 

board of directors in July 2006. Genader additionally served as Chairman, President and 

CEO of Ambac Assurance at all relevant times until January 16, 2008.  Pursuant to 

powers-of-attorney, Defendant Sean T. Leonard signed the DISCS Registration 

Statement/Prospectus on behalf of Defendant Genader in Genader’s capacity as 

Chairman, President CEO and director of Ambac.      

372. Defendant Sean T. Leonard (“Leonard”) is, and at all relevant times was, 

Senior Vice President and Chief Financial Officer (“CFO”) of Ambac and Ambac 

Assurance.  Leonard signed or caused to be signed on his behalf the following 

documents: (1) the DISCS Registration Statement/Prospectus; (2) Equity Units 
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Registration Statement/Prospectus and (3) Common Stock Registration 

Statement/Prospectus.   

373. Defendant Michael A. Callen (“Callen”) is, and at all relevant times was, a 

director of Ambac.  On January 16, 2008, Callen succeeded Defendant Genader as 

Chairman and CEO of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard 

signed the following documents on behalf of Defendant Callen: (a) in Callen’s capacity 

as director of Ambac, (1) the DISCS Registration Statement/Prospectus; and (b) in 

Callen’s capacity as Chairman, President, CEO and director of Ambac, (2) the Equity 

Units Registration Statement/Prospectus and (3) Common Stock Registration 

Statement/Prospectus. 

374. Defendant Phillip B. Lassiter (“Lassiter”) was a director of Ambac at all 

relevant times until May 8, 2007.  Pursuant to powers-of-attorney, Defendant Leonard 

signed the DISCS Registration Statement/Prospectus on behalf of Lassiter in Lassiter’s 

capacity as director of Ambac. 

375. Defendant Jill M. Considine (“Considine”) is, and at all relevant times 

was, a director of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard signed the 

following documents on behalf of Defendant Considine in Considine’s capacity as 

director of Ambac:  (1) the DISCS Registration Statement/Prospectus; (2) Equity Units 

Registration Statement/Prospectus and (3) Common Stock Registration 

Statement/Prospectus.    

376. Defendant W. Grant Gregory (“Gregory”) was a director of Ambac at all 

relevant times until his resignation on January 13, 2008.  Pursuant to powers-of-attorney, 
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Defendant Leonard signed the DISCS Registration Statement/Prospectus on behalf of 

Gregory in Gregory’s capacity as director of Ambac. 

377. Defendant Thomas C. Theobald (“Theobald”) is, and at all relevant times 

was, a director of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard signed the 

following documents on behalf of Defendant Theobald in Theobald’s capacity as director 

of Ambac:  (1) the DISCS Registration Statement/Prospectus; (2) Equity Units 

Registration Statement/Prospectus; and (3) Common Stock Registration 

Statement/Prospectus.    

378. Defendant Laura S. Unger (“Unger”) is, and at all relevant times was, a 

director of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard signed the 

following documents on behalf of Defendant Unger in Unger’s capacity as director of 

Ambac:  (1) the DISCS Registration Statement/Prospectus; (2) Equity Units Registration 

Statement/Prospectus; and (3) Common Stock Registration Statement/Prospectus. 

379. Defendant Henry Wallace (“Wallace”) is, and at all relevant times was, a 

director of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard signed the 

following documents on behalf of Defendant Wallace in Wallace’s capacity as director of 

Ambac:  (1) the DISCS Registration Statement/Prospectus; (2) Equity Units Registration 

Statement/Prospectus; and (3) Common Stock Registration Statement/Prospectus. 

380. Defendant Philip N. Duff (“Duff”) is, and at all relevant times since May 

8, 2007, was a director of Ambac.  Pursuant to powers-of-attorney, Defendant Leonard 

signed the Equity Units Registration Statement/Prospectus and Common Stock 

Registration Statement/Prospectus on behalf of Duff in Duff’s capacity as director of 

Ambac.   
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381. Defendant Citigroup Global Markets Inc. (“Citigroup”) was an 

underwriter for the following offerings:  (1) February 2007 DISCS Offering; (2) March 

2008 Equity Units Offering; and (3) March 2008 Common Stock Offering.  Pursuant to 

the February 2007 DISCS Offering, Citigroup sold $140 million principal amount of 

DISCS.  Pursuant to the March 2008 Equity Units Offering, Citigroup sold 1,394,750 

Equity Units.  Pursuant to the March 2008 Common Stock Offering, Citigroup sold 

44,831,112 shares of the Company’s common stock. 

382. Defendant UBS Securities LLC (“UBS”) was an underwriter for the 

following offerings:  (1) February 2007 DISCS Offering and (2) the March 2008 

Offerings.  Pursuant to the February 2007 DISCS Offering, UBS sold $20 million 

principal amount of DISCS.  Pursuant to the March 2008 Equity Units Offering, sold 

840,500 equity units.  Pursuant to the March 2008 Common Stock Offering, UBS sold 

28,763,778 shares of the Company’s common stock.  

383. Defendant Goldman, Sachs & Co. (“Goldman”) was an underwriter for the 

February 2007 DISCS Offering.  Pursuant to the February 2007 DISCS Offering, 

Goldman sold $80 million principal amount of DISCS.  

384. Defendant J.P. Morgan Securities Inc. (“J.P. Morgan”) was an underwriter 

for the February 2007 DISCS Offering.  Pursuant to the February 2007 DISCS Offering, 

J.P. Morgan sold $80 million principal amount of DISCS. 

385. Defendant HSBC Securities (USA) Inc. (“HSBC”) was an underwriter for 

the February 2007 DISCS Offering.  Pursuant to the February 2007 DISCS Offering, 

HSBC sold $20 million principal amount of DISCS. 
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386. Defendant Lehman Brothers Inc. (“Lehman”) was an underwriter for the 

February 2007 DISCS Offering.  Pursuant to the February 2007 DISCS Offering, 

Lehman sold $20 million principal amount of DISCS. 

387. Defendant Merrill Lynch, Pierce, Fenner & Smith Incorporated 

(“MLPFS”) was an underwriter for the February 2007 DISCS Offering.  Pursuant to the 

February 2007 DISCS Offering, MLPFS sold $20 million principal amount of DISCS. 

388. Defendant Wachovia Capital Markets, LLC (“Wachovia”) was an 

underwriter for the February 2007 DISCS Offering.  Pursuant to the February 2007 

DISCS Offering, Wachovia sold $20 million principal amount of DISCS. 

389. Defendant Credit Suisse Securities (USA) LLC (“Credit Suisse”) was an 

underwriter for the March 2008 Offerings.  Pursuant to the March 2008 Equity Units 

Offering, Credit Suisse sold 1,394,750 equity units.  Pursuant to the March 2008 

Common Stock Offering, Credit Suisse sold 44,831,112 shares of the Company’s 

common stock.   

390. Defendant Banc of America Securities LLC (“Banc of America”) was an 

underwriter for the March 2008 Offerings.  Pursuant to the March 2008 Equity Units 

Offering, Banc of America sold 1,050,000 equity units.  Pursuant to the March 2008 

Common Stock Offering, Banc of America sold 35,933,333 shares of the Company’s 

common stock. 

391. Defendant Keefe, Bruyette & Wood, Inc. (“KB&W”) was an underwriter 

for the March 2008 Offerings.  Pursuant to the March 2008 Equity Units Offering, 

KB&W sold 320,000 equity units.  Pursuant to the March 2008 Common Stock Offering, 

KB&W sold 10,951,111 shares of the Company’s common stock. 
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392. Defendant KPMG LLP (“KPMG”) at all times relevant served as the 

Company’s outside auditor.  KPMG consented to the incorporation by reference in the 

Equity Units Registration Statement/Prospectus; and Common Stock Registration 

Statement/Prospectus, of its unqualified opinions on the Company’s financial statements 

and management’s assessment of internal controls for the fiscal year ended December 31, 

2007.  KPMG maintains an office in New York, New York.  KPMG issued unqualified 

opinions on the Company’s financial statements and management’s assessment of 

internal controls for the fiscal year ended December 31, 2007.   

393. The “Underwriter Defendants” refers to Citigroup, Goldman, J.P. Morgan, 

HSBC, Lehman, MLPFS, UBS, Wachovia, Credit Suisse, Banc of America and KB&W. 

D. Jurisdiction and Venue 

394. The claims asserted herein arise under Sections 11, 12 and 15 (15 U.S.C. 

§§ 77k, 77l and 77o) of the Securities Act of 1933 (“Securities Act”). 

395. This Court has jurisdiction over the subject matter of this action pursuant 

to 28 U.S.C. § 1331 and § 22 of the Securities Act (15 U.S.C. § 77v). 

396. Venue is proper in this District pursuant to Section 22(a) of the Securities 

Act (15 U.S.C. § 77v) and 28 U.S.C. § 1391(b).  Substantial acts in furtherance of the 

wrongs alleged and/or their effects have occurred within this District, and Ambac 

maintains its principal office in New York, New York.   

397. In connection with the acts alleged in these Claims for Relief under the 

Securities Act, the Defendants, directly or indirectly, used the means and 

instrumentalities of interstate commerce, including, but not limited to, the mails, 

interstate telephone communications and the facilities of the national securities markets. 
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E. False and Misleading Statements 

1. The DISCS Registration Statement/Prospectus 
 

398. The DISCS Registration Statement/Prospectus incorporated certain 

documents by reference which contained materially false and misleading statements or 

omitted material facts.  Those documents were the following:  Ambac’s Form 10-Q filed 

on September 30, 2006, and Ambac’s Form 8-Ks filed on October 25, 2006 and January 

31, 2007.  The October 25, 2006 and January 31, 2007 Form 8-Ks incorporated as 

exhibits Ambac’s press releases of the same dates announcing Ambac’s net income for 

the quarters ended September 30, 2006 and December 31, 2006, respectively.  In 

addition, a “Recent Developments” section in the DISCS Registration Statement 

summarized certain fourth quarter and full year 2006 financial results regarding its 

structured finance business, which were also reported in Ambac’s January 31, 2007 press 

release, including Ambac’s net income. 

a. The October 25, 2006 Form 8-K  
 

399. On October 25, 2006, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its third quarter 2006 financial results.  In the press release, 

Defendant Genader asserted:  “We are currently witnessing a solid level of deal inquiries 

and opportunities….  We remain steadfast in judiciously allocating our capital to 

transactions that enable us to continue to deliver superior returns.”  

400. The above statements were materially false and misleading because:  

a In 2006 mortgage originators lowered their underwriting standards 
for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and 
CDOs backed by RMBS.  
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c. The collateral supporting Ambac’s RMBS-exposures and in CDOs 
backed by RMBS showed negative trends in delinquencies and 
other key metrics.  

b. The Third Quarter 2006 Form 10-Q 
 

401. On November 8, 2006, Ambac issued its Form 10-Q for the quarter ended 

September 30, 2006 (the “3Q06 Form 10-Q”).  The 3Q06 Form 10-Q was signed by 

Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications (the 

“Sarbanes-Oxley Certifications”) signed by Defendants Genader and Leonard certifying, 

inter alia, that they had reviewed the 3Q06 Form 10-Q and, to their knowledge the (i) 

report did not contain any untrue statement of a material fact or omit to state a material 

fact necessary to make the statements made, in light of the circumstances under which 

such statements were made, not misleading with respect to the period covered by this 

report; and (ii) the financial statements and other financial information included in the 

report fairly present, in all material respects, the financial condition, results of operations 

and cash flows of the registrant as of, and for, the periods presented in the report.   

402. The 3Q06 Form 10-Q described Ambac’s “active surveillance” of its 

insured portfolio to identify “adversely classified” credits as follows: 

Active surveillance of the insured portfolio enables Ambac’s Surveillance 
Group to track credit migration of insured obligations from period to 
period and prepare an adversely classified credit listing.  The active credit 
reserve is established only for adversely classified credits.  The criteria for 
an exposure to be included on the adversely classified credit listing 
includes … underperformance of the underlying collateral (for collateral 
dependent transactions such as mortgage-backed securitizations), 
problems with the servicer of the underlying collateral and other adverse 
economic events or trends….  (Emphasis added.) 
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403. The 3Q06 Form 10-Q disclosed that Ambac took active credit reserves 

based on, among other things, Ambac’s information regarding “historical default 

information” and “internally developed loss severities.” 

404. The 3Q06 Form 10-Q stated that “we note that the mortgage-backed and 

home equity ultimate [loss] severities have been better than or equal to our current 

severity assumption.”  With respect to CDO obligations, the 3Q06 Form 10-Q stated that 

“Ambac considers the unique attributes of the underlying collateral and transaction.”   

405. The above statements were materially false and misleading because:  

a In 2006 mortgage originators lowered their underwriting standards for 
mortgages comprising Ambac’s direct and derivative RMBS exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

   c. January 31, 2007 Form 8-K 
 

406. On January 31, 2007, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its fourth quarter 2006 financial results.  The press release 

disclosed that Ambac’s total revenues were $454.3 million, and net income for the 

quarter was $202.7 million, or $1.88 per diluted share.  Ambac’s loss and loss expense 

reserve was $220.1 million, a decrease from $304.1 million at the end of the prior year.   

407. The January 31, 2007 press release also reported a net mark-to-market loss 

on financial guarantee credit derivative contracts in the fourth quarter of $838,000 and a 

net mark-to-market gain of $9.1 million for the year 2006. 

408. The above statements were materially false and misleading because: 
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a In 2006 mortgage originators lowered their underwriting standards 
for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its own underwriting standards for RMBS and 
CDOs backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs 
backed by RMBS showed negative trends in delinquencies and 
other key metrics.  

2. The Common Stock and Equity Units Registration 
Statement/Prospectus 

 
409. The Common Stock Registration Statement/Prospectus and the Equity 

Units Registration Statement/Prospectus incorporated certain documents by reference 

which, as detailed hereafter, contained materially false and misleading statements and/or 

omitted material facts.  Those documents were the following:   Ambac’s annual reports 

on Form 10-K for the fiscal years ended December 31, 2006 and December 31, 2007, 

Ambac’s quarterly reports on Form 10-Q for the quarters ended March 31, 2007, June 30, 

2007 and September 30, 2007, and Ambac’s Form 8-Ks filed on January 31, 2007, April 

25, 2007, July 25, 2007, October 24, 2007, January 16, 2008 and January 22, 2008.  The 

January 31, 2007, April 25, 2007, July 25, 2007, October 24, 2007 and January 22, 2008 

Form 8-Ks incorporated as exhibits Ambac’s press releases of the same dates announcing 

Ambac’s net income for the quarters ended December 31, 2006, March 31, 2007, June 

30, 2007, September 30, 2007 and December 31, 2007, respectively. 

a. January 31, 2007 Form 8-K 

410. On January 31, 2007, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its fourth quarter 2006 financial results.  The January 31, 2007 
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press releases contained untrue statements of material facts and omitted material facts as 

stated above in ¶¶406-408.   

b. The 2006 Form 10-K   

411. On March 1, 2007, Ambac filed with the SEC its Form 10-K for the year 

ended December 31, 2006 (the “2006 Form 10-K”), which was signed by Defendants 

Leonard and Genader.  The 2006 Form 10-K included Sarbanes-Oxley Certifications 

making the same representations as set forth in ¶401, supra.  The 2006 Form 10-K 

represented that Ambac’s “Consolidated Financial Statements have been prepared in 

conformity with U.S. generally accepted accounting principles using management’s best 

estimates and judgment.”   

412. Ambac’s 2006 Form 10-K reported the same loss and loss expense 

reserves, net earnings and net earnings per share, as reported in the January 31, 2007 

press release, as set forth in ¶406, supra.   The 2006 Form 10-K reported net mark-to-

market losses of $838,000 on financial guarantee credit derivative contracts for the fourth 

quarter and a gain of $9.1 million for the year.  Regarding its mark-to-market process, the 

2006 Form 10-K disclosed: 

Ambac’s exposure to derivative instruments … are accounted for at fair 
value under SFAS 133[]. Fair value is determined based upon market 
quotes from independent sources, when available. When independent 
quotes are not available, fair value is determined using valuation 
models….  For derivatives that trade in less liquid markets, such as credit 
derivatives on synthetic collateralized debt obligations … a proprietary 
model is used because such instruments tend to be more complex and 
pricing information is not readily available in the market.  

413. With respect to the underwriting of structured finance products, the 2006 

Form 10-K represented that “the amount and quality of asset coverage required is 

determined by the historical performance of the underlying asset type or the 
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transaction’s specific underlying assets.”  (Emphasis added).  The 2006 Form 10-K also 

stated that, as part of the underwriting process, Ambac performed due diligence on its 

loan originators, a process that “often entails on-site due diligence covering the parties 

to the transaction, such as the issuer, originator, services or manager.  (Emphasis 

added.)   

414. In describing Ambac’s “active surveillance” of its exposures, the 2006 

Form 10-K stated as follows: 

The Surveillance Group is responsible for monitoring outstanding 
financial guarantee exposures, including credit derivatives.  The group’s 
monitoring activities are designed to detect deterioration in credit quality 
or changes in the economic, regulatory or political environment which 
could adversely impact the portfolio.  Active surveillance enables Ambac 
Assurance’s Surveillance Group to track single credit migration and 
industry credit trends… 
 
…  The focus of the surveillance review is to assess performance, identify 
credit trends and recommend appropriate classifications, ratings and 
review periods….  Those credits that are either in default or have 
developed problems that eventually may lead to a claim or loss are tracked 
closely by the appropriate surveillance team and reported to management 
and Ambac’s Board of Directors by preparation of an adversely classified 
credit listing. Relevant information, along with the plan for corrective 
actions and a reassessment of the credit’s rating and credit classification, is 
reviewed with senior management in regular adversely classified credit 
meetings….  
 
Surveillance for collateral dependent transactions focuses on review of the 
asset and servicer performance as well as transaction cash flows.  
 
415. The 2006 Form 10-K stated, inter alia, that “[t]he criteria for an exposure 

to be included on the adversely classified credit listing includes … underperformance of 

the underlying collateral (for collateral dependent transactions such as mortgage-backed 

securitizations), problems with the servicer of the underlying collateral and other adverse 

economic events or trends….”  The 2006 Form 10-K also stated that “mortgage-backed 
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and home equity ultimate [loss] severities have been less than or equal to our current 

severity assumption.”  With respect to CDO obligations, the 2006 Form 10-K stated that 

“Ambac considers the unique attributes of the underlying collateral and transaction” and 

that “Ambac’s exposure to CDOs in its classified portfolio is currently limited.” 

416. The above statements were materially false and misleading because:  

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d. After the date of the close of the 2006 financial period but prior to the 
issuance of the 2006 Form 10-K, Ambac’s CDO portfolio experienced an 
undisclosed mark-to-market decline, disclosure of which was a subsequent 
event necessary to prevent these financial statements from being 
misleading.  

  
c. The April 25, 2007 Form 8-K 

417. On April 25, 2007, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its first quarter 2007 financial results.  The press release 

disclosed that Ambac’s total revenues were $461.8 million, and net income for the 

quarter was $213.3 million, or $2.02 per diluted share.  Financial guarantee net mark-to-

market losses on credit derivatives contracts were $5.124 million.  Ambac’s loss and loss 

expense reserve was $231.3 million, a modest increase from $220.1 million at the end of 

the prior year.  Defendant Genader stated that “recent evidence of credit spread widening 

in the mortgage related asset classes should lead to increased demand for our core 

financial guarantee product, provided of course, that wider spreads continue to prevail.”  
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The press release also stated that “[d]uring the quarter, Ambac benefited from increased 

writings in utilities, structured insurance and pooled debt obligations (CDOs)” and that 

“Ambac remains focused on achieving the best risk-rated returns and will remain 

disciplined until pricing in this product is commensurate with the level of risk.”   

418. The above statements were materially false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their 
underwriting standards for mortgages comprising Ambac’s direct 
and derivative RMBS exposures. 

b. Ambac had lowered its underwriting standards for RMBS and 
CDOs backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs 
backed by RMBS showed negative trends in delinquencies and 
other key metrics.  

d. Ambac’s adversely classified credit listing failed to take into 
account these negative trends. 

 
e. Ambac’s financial statements for the quarter violated GAAP by 

materially misstating Ambac’s assets and liabilities, net income 
and earnings per share, based on the failure to properly mark-to-
market the true value of its CDS-related exposures, and to record 
sufficient reserves on RMBS.      

 
d. The First Quarter 2007 Form 10-Q 

 
419. On May 10 2007, Ambac filed with the SEC its Form 10-Q for the quarter 

ended March 31, 2007 (the “1Q07 Form 10-Q”).  The 1Q07 Form 10-Q was signed by 

Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications signed by 

Defendants Genader and Leonard that made the representations set forth at ¶401, supra.   

420. The 1Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 1Q07 Form 10-Q 

also reported the same loss and loss expense reserves, mark-to-market adjustments, net 
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earnings and net earnings per share, as reported in the April 25, 2007 press release, as set 

forth in ¶417, supra.  The 1Q07 Form 10-Q disclosed that net mark-to-market losses on 

credit derivative contracts for the three months ended March 31, 2007 were ($5.1) million 

compared to net mark-to-market gains of $2.0 million in the three months ended 

March 31, 2006.  

421. The 1Q07 Form 10-Q repeated the statements quoted at ¶¶402-404, supra, 

regarding (a) Ambac’s “active surveillance” of its insured portfolio to identify “adversely 

classified” credits, including determining whether there was “underperformance of the 

underlying collateral”; and (b) the process by which an active credit reserve is 

established; and (c) RMBS and CDO “loss severity assumptions.” 

422. The 1Q07 Form 10-Q also repeated the statement made in the 2006 Form 

10-K, quoted at ¶412, supra, about Ambac’s use of proprietary valuation models. 

423. The above statements were materially false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d. Ambac’s adversely classified credit listing failed to take into account these 
negative trends. 

 
e. Ambac’s “proprietary model” to mark its CDO exposures did not account 

for the fact that the collateral underlying Ambac’s exposures performed in 
line with the collateral comprising the pertinent market indices.   

 
f. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
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share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.      

 
e. The July 25, 2007 Form 8-K 

 
424. On July 25, 2007, Ambac filed with the SEC a Form 8-K, attaching issued 

a press release announcing its second quarter 2007 financial results.  Ambac reported 

second quarter net income of $173.0 million, or $1.67 per diluted share.  Financial 

Guarantee net mark-to-market losses on credit derivatives contracts were $56.9 million, 

and Ambac’s loss and loss expense reserve was $255.8 million, a slight increase from 

$231.3 million at the end of the prior quarter.  The press release attributed the minor 

mark-to-market write-down to unfavorable market pricing of CDOs containing subprime 

RMBS collateral.   

425. The press release disclosed that Ambac’s Active Credit Reserve 

“increased by $14.9 million during the quarter, from $188.8 million at March 31, 2007 to 

$203.7 million at June 30, 2007,” which was “driven primarily by increases in reserves 

on certain credits primarily within the transportation sector of the U.S. public finance 

portfolio and to a lesser extent within the non-subprime RMBS sector of the structured 

finance portfolio.…”  

426. In the press release, Defendant Genader highlighted that “[o]ur rigorous 

and proven approach enabled us to deliver positive results despite the turmoil in the sub-

prime mortgage market” and that “in the unlikely event of default we pay scheduled 

principal and interest, thereby minimizing liquidity risk.”  (Emphasis added.)  Genader 

also stated that Ambac’s “disciplined execution” of its approach would allow it “to 
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benefit from the improving business conditions we see, with wider spreads, enhanced 

credit terms and increased demand for our valuable financial guarantee products.”   

427. The above statements were materially false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d. Ambac’s adversely classified credit listing failed to take into account these 
negative trends. 

 
e. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS. 

 
f. The Second Quarter 2007 Form 10-Q  

 
428. On August 9, 2007, Ambac filed with the SEC its Form 10-Q for the 

quarter ended June 30, 2007 (the “2Q07 Form 10-Q”).  The 2Q07 Form 10-Q was signed 

by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications signed by 

Defendants Genader and Leonard that made the representations set forth at ¶401.   

429. The 2Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 2Q07 Form 10-Q 

reported the same loss and loss expense reserves, mark-to-market adjustments, net 

earnings and net earnings per share, as reported in the July 25, 2007 press release, as set 

forth in ¶424-425. 
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430. The 2Q07 Form 10-Q repeated the statements quoted at ¶¶402-404, supra, 

regarding (a) Ambac’s “active surveillance” of its insured portfolio to identify “adversely 

classified” credits, including determining whether there was “underperformance of the 

underlying collateral; (b) the process by which an active credit reserve is established; and 

(c) RMBS and CDO “loss severity assumptions.”  

431. The 2Q07 Form 10-Q repeated the statements made in the 2006 Form 10-

K quoted at ¶412, supra about the use of proprietary valuation models.  The 2Q07 Form 

10-Q stated that the previously disclosed net mark-to-market loss on credit derivative 

contracts for the quarter of $56.9 million was “related to collateralized debt obligations of 

asset-backed securitizations (“CDO of ABS”) containing sub-prime mortgage-backed 

securities as collateral.”   

432. The above statements were materially false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d. Ambac’s adversely classified credit listing failed to take into account these 
negative trends. 

 
e. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.   
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g. The October 24, 2007 Form 8-K 
 

433. On October 24, 2007, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its third quarter 2007 financial results.  Ambac reported a third 

quarter net loss of $360.6 million, or $3.51 per diluted share, which it attributed to the 

previously announced $743 million loss on credit derivative exposures.  Ambac’s loss 

and loss expense reserve was $278.7 million, an increase from $255.8 million at the end 

of the prior quarter.  The press release made several new disclosures, including that 

Ambac’s case basis credit reserves increased from $59.8 million from $47.3 million at 

June 30, 2007 to $107.1 million at September 30, 2007, and that the increase “relate[s] 

primarily to two RMBS transactions that are underperforming original expectations.”   

434. The above statements were materially false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d Ambac’s adversely classified credit listing failed to take into account these 
negative trends. 

 
e. Ambac’s “proprietary model” to mark its CDS exposures did not account 

for the fact that the collateral underlying Ambac’s exposures performed in 
line with the collateral comprising the pertinent market indices. 

 
f. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.   
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h. The Third Quarter 2007 Form 10-Q  
 

435. On November 9, 2007, Ambac filed with the SEC its Form 10-Q for the 

quarter ended September 30 2007 (the “3Q07 Form 10-Q”).  The 3Q07 Form 10-Q was 

signed by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications 

signed by Defendants Genader and Leonard that made the representations set forth at 

¶401.   

436. The 3Q07 Form 10-Q represented that Ambac’s consolidated unaudited 

interim financial statements were prepared on the basis of GAAP.  The 3Q07 Form 10-Q 

reported the same reserves, mark-to-market adjustments, net earnings and net earnings 

per share, as reported in the October 24, 2007 press release, as set forth in ¶433. 

437. The 3Q07 Form 10-Q disclosed active credit reserves of $166.7 million 

and case base reserves of $822.1 million at September 30, 2007, with the increase in case 

base reserves attributed to the default of several mortgage-backed transactions.   Like 

Ambac’s prior Form 10-Q’s, the 3Q07 Form 10-Q explained Ambac’s establishment of 

active credit reserves using “historical default information” and “internally developed 

loss severity assumptions”, and Ambac’s “active surveillance” to identify “adversely 

classified” credits quoted.  The 3Q07 Form 10-Q also repeated the statements in the 

2Q07 Form 10-Q that (1) ‘Loss severity estimates are based upon available evidence” 

and (2) “Ambac’s exposure to CDOs in its classified credit portfolio is currently limited.”  

438. The above statements were false and misleading because: 

a In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 
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b. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

c. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

d Ambac’s adversely classified credit listing failed to take into account these 
negative trends. 

 
e. Ambac’s “proprietary model” to mark its CDS exposures did not account 

for the fact that the collateral underlying Ambac’s exposures performed in 
line with the collateral comprising the pertinent market indices. 

 
f. Ambac’s financial statements for the quarter violated GAAP by materially 

misstating Ambac’s assets and liabilities, net income and earnings per 
share, based on the failure to properly mark-to-market the true value of its 
CDS-related exposures, and to record sufficient reserves on RMBS.   

i. The January 16, 2008 Form 8-K Release 
 

439. On January 16, 2008, Ambac filed with the SEC a Form 8-K, attaching a 

press release in which it announced, inter alia, that it was cutting its dividend, had 

replaced Defendant Genader with Callen as interim CEO, and estimated a $5.4 billion 

mark-to-market loss on its credit derivative portfolio for the quarter, including a $1.1 

billion credit impairment.  The press release also stated that Ambac expected to report a 

net loss per share “of up to $32.83” for the quarter. 

440. The press release disclosed that the loss was due to Ambac’s “fourth 

quarter fair value review of its outstanding credit derivative contracts,” and that, outside 

of the $1.1 billion credit impairment charge taken by Ambac, “Ambac continues to 

believe that the balance of the mark-to-market losses taken to date are not predictive of 

future claims and that, in the absence of further credit impairment, the cumulative marks 

would be expected to reverse over the remaining life of the insured transactions.”   The 

press release also disclosed that Ambac expected to report a $143 million pre-tax loss 
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provision which “relates primarily to underperforming home equity line of credit and 

closed-end second lien RMBS securitizations.”   

441. The press release was materially false and misleading for the following 

reasons: 

a. The performance of the collateral in Ambac’s CDO exposures was closely 
following the performance of the general market indices; Ambac’s CDO 
exposures were not performing better, but in fact were deteriorating just as 
rapidly.   

 
b. The reserves and impairment charges that Ambac took were materially 

deficient in relation to the size of Ambac’s RMBS and CDO exposures.   
 
c. Ambac’s reported write-down as of December 31, 2007, of only $5.4 

billion, was materially lower than an appropriate write-down based upon 
the actual performance of Ambac’s CDS portfolio at that time, which 
would have reflected underlying collateral deterioration.  As a result, 
Ambac’s net assets and liabilities, income and income per share were 
materially overstated.    

  
d.    Due to the undisclosed dramatic deterioration in the underlying assets of 

Ambac’s direct RMBS exposure, Ambac’s mark-to-market losses and 
reserves for the quarter were materially understated, and Ambac’s net 
assets and liabilities, income and income per share were materially 
overstated.   

 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 172 of 209



 
 

167 
 
 

i. January 22, 2008 Form 8-K 
  

442. On January 22, 2008, Ambac filed with the SEC a Form 8-K, attaching a 

press release announcing its fourth quarter 2007 financial results.  For the quarter, Ambac 

reported a net loss of $3.25 billion, or $31.85 per share.  Financial guarantee net mark-to-

market losses on credit derivatives contracts were $5.2 billion, including an estimated 

credit impairment of $1.1 billion.  Ambac’s loss and loss expense reserve was $484.3 

million, an increase from $255.8 million at the end of the prior quarter.   

443. The press release disclosed that Ambac’s Active Credit Reserves 

“increased by $196.7 million during the quarter, from $166.7 million at September 30, 

2007 to $363.4 million at December 31, 2007.”  

444. The press release also disclosed that “[t]he increase was driven by 

unfavorable credit activity within the home equity line of credit and closed-end second 

lien RMBS portfolio, partially offset by favorable credit activity within the public finance 

portfolio.” 

445. The above statements were materially false and misleading because:  

a. The reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.  
Ambac’s total reserves were only approximately 1% of Ambac’s overall 
RMBS exposure, and Ambac’s $1.1 billion impairment charge represented 
less than 4% of Ambac’s $29+ billion exposure to RMBS- backed CDOs 
– at a time when the underlying collateral performance continued to 
deteriorate. 

b. The reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.   

c. The reported mark-to-market write-down was lower than an appropriate 
write-down based upon the actual performance of Ambac’s CDO exposure 
at that time, which would have reflected underlying collateral 
deterioration.  
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j. Ambac’s 2007 Form 10-K 
 

446. On February 29, 2008, Ambac filed with the SEC its Form 10-K for the 

year ended December 31, 2007 (the “2007 Form 10-K”).  The 2007 Form 10-K was 

signed by Defendant Leonard and included as exhibits Sarbanes-Oxley Certifications 

signed by Defendant Leonard.  These Certifications made the identical representations set 

forth at ¶401 supra.  The 2007 Form 10-K also contained the same representation that the 

Consolidated Financial Statement were prepared in accordance with GAAP as in the 

2006 Form 10-K.   

447. The 2007 Form 10-K reported the same reserves, mark-to-market 

adjustments, credit impairment, net earnings and net earnings per share, as reported in the 

January 22, 2008 press release, as set forth in ¶¶442-443.   

448. The above statements were materially false and misleading because:  

a.  The reserves and impairment charges that Ambac took were materially 
deficient in relation to the size of Ambac’s RMBS and CDO exposures.   

b. In 2006 and thereafter, mortgage originators lowered their underwriting 
standards for mortgages comprising Ambac’s direct and derivative RMBS 
exposures. 

c. Ambac had lowered its underwriting standards for RMBS and CDOs 
backed by RMBS.  

d. The collateral supporting Ambac’s RMBS-exposures and in CDOs backed 
by RMBS showed negative trends in delinquencies and other key metrics.  

e. The reported mark-to-market write-down in fact was drastically lower 
than an appropriate write-down based upon the actual performance of 
Ambac’s CDO portfolio at that time, which would have reflected 
underlying collateral deterioration.   

 
f. Ambac’s financial statements for the year ended December 31, 2007 

violated GAAP by materially misstating Ambac’s assets and liabilities, net 
income and income per share, based on the failure to properly mark-to-
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market the true value of its CDS-related exposures, and to record 
sufficient reserves on its direct RMBS exposures.   

F. Ambac’s Financial Statements Failed To Comply With GAAP And 
SEC Regulations  

449. Ambac’s financial results for the year ended December 31, 2007, and 

interim financial statements for the quarterly periods ended March 30, 2007, June 30, 

2007, and September 30, 2007 were false and misleading for, among other things, 

overstating assets and net earnings, understating liabilities, failing to disclose negative 

trends, failing to fairly mark-to-market the value of its CDS on CDOs, and failing to take 

required loss reserves on its Direct RMBS exposures.   

450. Generally Accepted Accounting Principles (“GAAP”) are those principles 

recognized by the accounting profession as the conventions, rules and procedures 

necessary to define accepted accounting practices at a particular time.  The SEC has the 

statutory authority for the promulgation of GAAP for public companies and has delegated 

that authority to the Financial Accounting Standards Board (“FASB”).  SEC Regulation 

S-X (17 C.F.R. § 210.4-01(a)(1)) provides that financial statements filed with the SEC 

which are not presented in accordance with GAAP will be presumed to be misleading, 

despite footnotes or other disclosures. 

451. GAAP consists of a hierarchy of authoritative literature.  The highest 

priority is comprised of FASB Statements of Financial Accounting Standards (“SFAS”).  

Other sources to be used for financial reporting include FASB Interpretations (“FIN”), 

Accounting Principles Board Opinions (“APB”), and AICPA Auditing Standards and 

Statements of Position (“SOP”).  GAAP provides other authoritative pronouncements 

including, among others, the FASB Concept Statements (“FASCON”), which provide a 
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framework for the standard process for reporting transactions that are not specifically 

addressed by an existing accounting standard. 

452. The SEC requires that public companies prepare their financial statements 

in accordance with GAAP.  As set forth in SEC Regulation S-X (17 C.F.R. § 210.4-

01(a)(1)), financial statements filed with the SEC which are not presented in accordance 

with GAAP will be presumed to be misleading.  SEC Regulation S-X (17 C.F.R. § 

210.10-01(a)(5)) also requires that interim financial statements comply with GAAP and 

“shall include disclosures either on the face of the financial statements or in 

accompanying footnotes sufficient so as to make the interim information presented not 

misleading.” 

453. As set forth herein, Ambac’s relevant financial statements presented the 

Company’s financial position and results of operations in a manner which, among other 

things, also violated the following accounting concepts, requiring that a Company’s 

financial reporting provide information: 

a. that is useful to present and potential investors and creditors and 
other users in making rational investment, credit and similar 
decisions (FASCON 1 ¶34); 

b. about the economic resources of an enterprise, the claims to those 
resources, and the effects of transactions, events, and 
circumstances that change resources and claims to those resources 
(FASCON 1 ¶40); 

c. that represents what it purports to represent.  That information 
should be reliable as well as relevant is a notion that is central to 
accounting (FASCON 2 ¶¶58-59); 

d. that is complete, which means that nothing material is left out of 
the information that may be necessary to ensure that it validly 
represents underlying events and conditions (FASCON 2 ¶79); 
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e. is verifiable in that it provides a significant degree of assurance 
that accounting measures represent what they purport to represent 
(FASCON 2 ¶81); and 

f. the principle that conservatism be used as a prudent reaction to 
uncertainty to try to ensure that uncertainties and risk inherent in 
business situations are adequately considered. (FASCON 2 ¶¶95, 
97). 

454. Financial guarantees on the various RMBS and CDOs directly insured by 

Ambac are accounted for differently under GAAP than CDS derivatives.  CDS 

transactions are considered to be credit derivatives, and are accounted for at fair value 

and require changes in fair value to be recognized currently in earnings under SFAS 133, 

Accounting for Derivative Instruments and Hedging Activities, and SFAS 107, 

Disclosures About Fair Value of Financial Instruments, with additional guidance from 

FIN 45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including 

Indirect Guarantees of Indebtedness of Others.  Direct financial guarantees on RMBS 

and CDOs are recognized as insurance contracts under SFAS 60, Accounting and 

Reporting by Insurance Enterprises, and are largely accounted for as loss contingencies 

under SFAS 5, Accounting for Contingencies.   

455. Ambac failed to properly account for the Company’s derivative exposure 

to CDS by failing to properly mark their reported CDS values to the market, in violation 

of SFAS 133.  Additionally, Ambac failed to make adequate loss reserve disclosures for 

its direct RMBS exposure. 

1. Ambac Violated SFAS 133 and 107 By Failing To Mark Its 
 CDO Exposures To Market 

456. The cornerstone of SFAS 133 is that it “requires that an entity recognize 

all derivatives as either assets or liabilities in the statement of financial position and 
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measure those instruments at fair value.”  See SFAS 133, Summary (emphasis added).  

SFAS 133 was intended to give investors and analysts greater clarity about the use of 

derivatives and the effectiveness (and ineffectiveness) of a company’s hedging activities, 

which are governed by SFAS 60 and 5, as discussed below.  

457. CDS are typically considered derivative contracts because they “derive” 

their value from underlying assets, including, of particular import in this case, ABS 

and/or RMBS.  The price of a swap is set by the expected likelihood of a default and the 

probable amount of the loss, or the “loss severity.”  The “value” of the swap is the 

difference between the premiums the issuer/seller will receive and the likely default 

payments it will make.   

458. Mark-to-market gains and losses are recognized on Ambac’s financial 

statements in an account called “Net Mark-to-Market (Losses) Gains on Credit 

Derivative Contracts,” which represents the portion of mark-to-market gains/losses 

directly related to credit derivatives.   

459. SFAS 107, as amended by SFAS 133, requires a company to “disclose, 

either in the body of the financial statements or in the accompanying notes, the fair value 

of financial instruments for which it is practicable to estimate that value.”   

460. Both SFAS 107 and SFAS 133 contained similar market-driven 

definitions of fair value before being subsumed by SFAS 157, Fair Value Measurements, 

a Statement issued in September 2006 (although not mandatorily adopted until November 

2007), that defined fair value and provided a standardized framework for determining fair 

value as follows: 
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[F]air value is a market-based measurement, not an entity-specific 
measurement.  Therefore, a fair value measurement should be determined 
based on the assumptions that market participants would use in pricing the 
asset or liability.  (Emphasis added.) 

461. For its financial statements for the periods ended March 31, 2007, June 30, 

2007, September 30, 2007 and December 31, 2007, Ambac failed to comply with SFAS 

133 and 107 because it failed to properly value its CDS as required by SFAS 133.    

2. Ambac Violated SFAS 5 By Failing To Take Adequate Loss 
Reserves 

462. Ambac’s direct RMBS and RMBS-backed non-derivative CDO portfolios 

are written as conventional insurance contracts and, therefore, have to be reported in 

conformity with GAAP’s financial guarantee accounting methodology, primarily SFAS 

60 and 5.   

463. SFAS 60, “Accounting and Reporting by Insurance Enterprises,” provides 

guidance for the premium and claims cost recognition for insurance companies, including 

Ambac’s loss reserves.  SFAS 60, ¶ 17 provides:  

A liability for unpaid claim costs relating to insurance contracts other than 
title insurance contracts, including estimates of costs relating to incurred 
but not reported claims, shall be accrued when insured events occur.  
(emphasis in original)   
 
464. SFAS 5, “Accounting for Contingencies,” governs the accounting and 

reporting for loss contingencies before the actual event of default or other triggering 

event occurs.  Under SFAS 5, a contingency is “an existing condition, situation, or set of 

circumstances involving uncertainty as to [a] possible . . . loss (hereinafter, a “loss 

contingency”) to an enterprise that will ultimately be resolved when one or more future 

events occur or fail to occur.”  SFAS 5, ¶ 1.  
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465. When a contingency does not meet both the “probable” and “reasonably 

estimable” prongs, the FASB requires the disclosure of contingencies and losses under 

circumstances applicable to Ambac in SFAS 5, ¶10.  In addition to the fundamental 

principles of financial reporting established by the principles and FASCONs stated 

above, GAAP requires certain disclosures (even without any accompanying quantitative 

estimates).  

If no accrual is made for a loss contingency because one or both of the 
conditions in paragraph 8 are not met, or if an exposure to loss exists in 
excess of the amount accrued pursuant to the provisions of paragraph 8, 
disclosure of the contingency shall be made when there is at least a 
reasonable possibility that a loss or an additional loss may have been 
incurred.  The disclosure shall indicate the nature of the contingency 
and shall give an estimate of the possible loss or range of loss or state 
that such an estimate cannot be made… (Emphasis added.) 
 
466. Ambac’s financial statements failed to properly account for and report loss 

reserves as required under GAAP.   

COUNT III 
 

(Against Defendants Ambac, Genader, Leonard, Lassiter, Callen, Considine, 
Gregory, Theobald, Unger, Wallace, Citigroup, Goldman, J.P. Morgan, HSBC, 

Lehman, MLPFS, UBS and Wachovia for Violations of Section 11 of the Securities 
Act in Connection with the February 2007 DISCS Offering) 

467. Plaintiffs repeat and reallege the allegations above starting at paragraphs 

351-466, as if fully set forth herein.  For purposes of this claim, Plaintiffs expressly 

exclude and disclaim any allegation that could be construed as alleging or sounding in 

fraud or intentional or reckless misconduct.  This claim is based solely on strict liability 

and/or the absence of an affirmative defense based on the reasonableness of a partial 

defendant’s investigation. 
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468. This claim is brought pursuant to Section 11 of the Securities Act, on 

behalf of all purchasers of Ambac securities in or traceable to the February 2007 DISCS 

Offering against Ambac, Genader, Leonard, Lassiter, Callen, Considine, Gregory, 

Theobald, Unger, Wallace, Citigroup, Goldman, J.P. Morgan, HSBC, Lehman, MLPFS, 

UBS and Wachovia (collectively, the “DISCS Defendants”).  

469. The DISCS Registration Statement/Prospectus contained untrue 

statements of material facts and omitted material facts required to be stated in order to 

make the statements contained therein not misleading, as set forth more fully above.   

470. Ambac is the issuer of the DISCS pursuant to the DISCS Registration 

Statement/Prospectus.  As issuer of the DISCS, Ambac is strictly liable to Plaintiffs and 

to the members of the Class who purchased DISCS pursuant to the DISCS Registration 

Statement/Prospectus for the materially untrue statements and omissions alleged herein.    

471. Defendants Genader, Leonard, Lassiter, Callen, Considine, Gregory, 

Theobald, Unger, and Wallace (collectively, the “DISCS Officers and Directors”), signed 

the DISCS Registration Statement/Prospectus or authorized it to be signed on their 

behalf. 

472. Citigroup, Goldman, J.P. Morgan, HSBC, Lehman, MLPFS, UBS and 

Wachovia (collectively, the “DISCS Underwriters”) were underwriters of the February 

2007 DISCS Offering.   

473. Class members purchased DISCS issued under or traceable to DISCS 

Registration Statement/Prospectus. 

Case 1:08-cv-00411-NRB   Document 41    Filed 08/25/08   Page 181 of 209



 
 

176 
 
 

474. Class members who purchased DISCS pursuant to the DISCS Registration 

Statement/Prospectus were damaged by these defendants as a direct and proximate result 

of the untrue statements and omissions in the DISCS Registration Statement/Prospectus. 

475. This claim is brought within the applicable statute of limitations.   

476. By reason of the foregoing, the defendants named in this count have 

violated Section 11 of the Securities Act. 

COUNT IV 
 

(Against Defendants Ambac, Citigroup, Goldman, J.P. Morgan, HSBC, Lehman, 
MLPFS, UBS and Wachovia for Violations of Section 12(a)(2) of the Securities Act 

in Connection with the February 2007 DISCS Offering) 

477. Plaintiffs repeat and reallege the allegations above starting at paragraphs 

351-476, as if fully set forth herein.  For purposes of this claim, Plaintiffs expressly 

exclude and disclaim any allegation that could be construed as alleging or sounding in 

fraud or intentional or reckless misconduct.  This claim is based solely on strict liability 

and/or the absence of an affirmative defense based on the reasonableness of a partial 

defendant’s investigation. 

478. This claim is brought pursuant to Section 12(a)(2) of the Securities Act, on 

behalf of all purchasers of Ambac securities in the February 2007 DISCS Offering 

against Ambac and the DISCS Underwriters in connection with the February 2007 

DISCS Offering. 

479. Ambac was a seller, offeror, and/or solicitor of sales of the securities 

offered pursuant to the DISCS Registration Statement/Prospectus, which contained 

untrue statements of material fact or omitted to state material facts necessary in order to 
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make the statements, in light of the circumstances under which they were made, not 

misleading, as set forth more fully above. 

480. The DISCS Underwriters were underwriters of the February 2007 DISCS 

Offering.  As underwriters of the February 2007 DISCS Offering, these defendants 

participated in the February 2007 DISCS Offering and sale of the debt securities to the 

investing public.   

481. Members of the class who purchased DISCS pursuant to the February 

2007 DISCS Offering have sustained damages as a result of the untrue statements of 

material facts and omissions in the DISCS Registration Statement/Prospectus, for which 

they hereby elect to rescind and tender their DISCS to the defendants sued in this count in 

return for the consideration paid for Ambac DISCS with interest.  

482. This claim is brought within the applicable statute of limitations.   

483. By virtue of the foregoing, the defendants named in this count violated 

Section 12(a)(2) of the Securities Act.  

COUNT V 
 

(Against Defendants Ambac, Callen, Leonard, Duff, Considine, Theobald, Unger, 
Wallace, Credit Suisse, Citigroup, Banc of America, UBS, KB&W and KPMG for 
Violations of Section 11 of the Securities Act in Connection with the March 2008 

Offerings) 

484. Plaintiffs repeat and reallege the allegations above starting at paragraphs 

351-483, as if fully set forth herein.  For purposes of this claim, Plaintiffs expressly 

exclude and disclaim any allegation that could be construed as alleging or sounding in 

fraud or intentional or reckless misconduct.  This claim is based solely on strict liability 
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and/or the absence of an affirmative defense based on the reasonableness of a partial 

defendant’s investigation. 

485. This claim is brought pursuant to Section 11 of the Securities Act, on 

behalf of all purchasers of Ambac securities in or traceable to the March 2008 Equity 

Units Offering and/ or the March 2008 Common Stock Offering against Ambac, Callen, 

Leonard, Duff, Considine, Theobald, Unger, Wallace, Credit Suisse, Citigroup, Banc of 

America, UBS, KB&W and KPMG (collectively, the “March Offering Defendants”).  

486. The Equity Units Registration Statement/Prospectus and the Common 

Stock Registration Statement/Prospectus contained untrue statements of material facts 

and omitted material facts required to be stated in order to make the statements contained 

therein not misleading, as set forth more fully above.   

487. Defendants Callen, Leonard, Duff, Considine, Theobald, Unger, and 

Wallace (the “March Offerings Officer/Director Defendants”), signed the Equity 

Registration Statement/Prospectus and the Common Stock Registration 

Statement/Prospectus or authorized them to be signed on their behalf. 

488. Ambac is the issuer of the equity units and common stock issued pursuant 

to the Equity Units Registration Statement/Prospectus and the Common Stock 

Registration Statement/Prospectus.  As issuer, Ambac is strictly liable to Plaintiffs and to 

the members of the Class who purchased equity units and/or common stock traceable to 

the Equity Units Registration Statement/Prospectus and the Common Stock Registration 

Statement/Prospectus for the materially untrue statements and omissions alleged herein.    
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489. Credit Suisse, Citigroup, Banc of America, UBS and KB&W (the “March 

Offering Underwriters”) were underwriters of both the March 2008 Equity Units Offering 

and the March 2008 Common Stock Offering.   

490. KPMG issued unqualified audit opinions for Ambac’s 2007 10-K, which 

was incorporated by reference in the Equity Units Registration Statement/Prospectus and 

the Common Stock Registration Statement/Prospectus with KPMG’s consent.  As such, 

KPMG expressly consented to serve as an accounting expert with respect to the offering 

of the securities issued pursuant to the Equity Units Registration Statement/Prospectus 

and the Common Stock Registration Statement/Prospectus. 

491. Class members purchased Ambac securities issued under or traceable to 

the Equity Units Registration Statement/Prospectus or the Common Stock Registration 

Statement/Prospectus. 

492. Class members who purchased Ambac securities traceable to Post the 

Equity Units Registration Statement/Prospectus or the Common Stock Registration 

Statement/Prospectus were damaged by these defendants as a direct and proximate result 

of the untrue statements and omissions therein. 

493. This claim is brought within the applicable statute of limitations.   

494. By reason of the foregoing, the defendants named in this count have 

violated Section 11 of the Securities Act. 
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COUNT VI 
 

(Against Defendants Ambac, Credit Suisse, Citigroup, Banc of America, UBS and 
KB&W for Violations of Section 12(a)(2) of the Securities Act in Connection with 

the March 2008 Offerings) 

495. Plaintiffs repeat and reallege the allegations above starting at paragraphs 

351-494, as if fully set forth herein.  For purposes of this claim, Plaintiffs expressly 

exclude and disclaim any allegation that could be construed as alleging or sounding in 

fraud or intentional or reckless misconduct.  This claim is based solely on strict liability 

and/or the absence of an affirmative defense based on the reasonableness of a partial 

defendant’s investigation. 

496. This claim is brought pursuant to Section 12(a)(2) of the Securities Act, on 

behalf of all purchasers of Ambac securities in the March 2008 Offerings against Ambac 

and the March Offering Underwriters in connection with the March 2008 Equity Units 

Offering and/or the March 2008 Common Stock Offering. 

497. Ambac was a seller, offeror, and/or solicitor of sales of the securities 

offered pursuant to the Equity Units Registration Statement/Prospectus and the Common 

Stock Registration Statement/Prospectus, which contained untrue statements of material 

fact or omitted to state material facts necessary in order to make the statements, in light 

of the circumstances under which they were made, not misleading, as set forth more fully 

above. 

498. The March Offering Underwriters were underwriters of both the March 

2008 Equity Units Offering and the March 2008 Common Stock Offering.  As 

underwriters, these defendants participated in the sale of the securities offered in the 

March 2008 Offerings to the investing public.   
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499. Members of the class who purchased securities pursuant to the March 

2008 Offerings have sustained damages as a result of the untrue statements of material 

facts and omissions in the Equity Units Registration Statement/Prospectus or the 

Common Stock Registration Statement/Prospectus for which they hereby elect to rescind 

and tender their securities to the defendants sued in this count in return for the 

consideration paid for Ambac securities with interest.  

500. Had Ambac and the March Offering Underwriters exercised reasonable 

care, these defendants could have known of the material misstatements and omissions 

alleged herein.   

501. This claim is brought within the applicable statute of limitations.   

502. By virtue of the foregoing, the defendants named in this count violated 

Section 12(a)(2) of the Securities Act.  

COUNT VII 
 

(Against Defendants Genader, Leonard and Callen for Violations of Section 15 of 
the Securities Act in connection with the February 2007 DISCS Offering and the 

March 2008 Offerings) 

503. Plaintiffs repeat and reallege the allegations above starting at paragraphs 

351-502, as if fully set forth herein.  For purposes of this claim, Plaintiffs expressly 

exclude and disclaim any allegation that could be construed as alleging or sounding in 

fraud or intentional or reckless misconduct.  This claim is based solely on negligence. 

504. This Count is brought pursuant to Section 15 of the Securities Act on 

behalf of plaintiffs and the Class. 

505. This Count is asserted against (1) Defendants Genader and Leonard, for 

violations of Section 15 of the Securities Act, 15 U.S.C. §77o, on behalf of Plaintiff 
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Painting Funds and the other members of the Class who purchased or otherwise acquired 

DISCS issued in the February 2007 DISCS Offering and (2) Defendants Callen and 

Leonard, for violations of Section 15 of the Securities Act, 15 U.S.C. §77o, on behalf of 

Plaintiffs and the other members of the Class who purchased or otherwise acquired 

securities issued in the March 2008 Offerings. 

506. These defendants were controlling persons of the Company within the 

meaning of Section 15 of the Securities Act.  Specifically, Defendant Leonard served as 

Ambac’s Senior Vice President and Chief Financial Officer prior to and at the time of the 

February 2007 DISCS Offering and the March 2008 Offerings; and Defendant Genader 

served as Ambac’s Chairman, Chief Executive Officer, President and a director of 

Ambac prior to and at the time of the February 2007 DISCS Offering; and Defendant 

Callen served as a Chief Executive Officers, President and director of Ambac prior to and 

at the time of the March 2008 Offerings. 

507. Defendants Leonard and Genader prior to and at the time of the February 

2007 DISCS Offering participated in the operation and management of the Company, and 

conducted and participated, directly and indirectly, in the conduct of Ambac’s business 

affairs.  Defendants Leonard and Genader participated in the preparation and 

dissemination of the DISCS Registration Statement/Prospectus, and otherwise 

participated in the process necessary to conduct the February 2007 DISCS Offering.  

Because of their positions of control and authority as senior officers of Ambac, Genader 

and Leonard were able to, and did, control the contents of the DISCS Registration 

Statement/Prospectus, which contained materially untrue information. 
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508. Defendants Leonard and Callen prior to and at the time of the March 2008 

Offerings participated in the operation and management of the Company, and conducted 

and participated, directly and indirectly, in the conduct of Ambac’s business affairs.  

Defendants Leonard and Callen participated in the preparation and dissemination of the 

Equity Units Registration Statement/Prospectus and Common Stock Registration 

Statement/Prospectus, and otherwise participated in the process necessary to conduct the 

March 2008 Offerings.  Because of their positions of control and authority as senior 

officers of Ambac, Callen and Leonard were able to, and did, control the contents of the 

Equity Units Registration Statement/Prospectus and Common Stock Registration 

Statement/Prospectus, which contained materially untrue information. 

509. By reason of the aforementioned conduct, Defendants Leonard and 

Genader are liable under Section 15 of the Securities Act, jointly and severally with, and 

to the same extent as Ambac is liable under Sections 11 and 12(a)(2) of the Securities 

Act, to plaintiffs and members of the Class who purchased DISCS pursuant to the 

February 2007 DISCS Offering; and Defendants Leonard and Callen are liable under 

Section 15 of the Securities Act, jointly and severally with, and to the same extent as 

Ambac is liable under Sections 11 and 12(a)(2) of the Securities Act, to plaintiffs and 

members of the Class who purchased securities pursuant to the March 2008 Offerings.   

510. As a direct and proximate result of Defendants Leonard and Genader in 

the February 2007 DISCS Offering, Plaintiffs and the other members of the Class 

suffered damages in connection with their purchase or acquisition of the DISCS.  As a 

direct and proximate result of Defendants Leonard and Callen in the March 2008 

Offerings, Plaintiffs and the other members of the Class suffered damages in connection 
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with their purchase or acquisition of the Ambac securities offered pursuant to the March 

2008 Offerings. 

XIII. CLASS ACTION ALLEGATIONS FOR  
EXCHANGE ACT AND SECURITIES ACT COUNTS 

511. Lead Plaintiffs (and, with respect to the February 2007 DISCS Offering, 

Plaintiff Painting Funds) bring this action on behalf of themselves and as a class action 

pursuant to Rules 23(a) and 23(b)(3) of the Federal Rules of Civil Procedure on behalf of 

a class (the “Class”) consisting of all persons and entities who: (i) purchased or otherwise 

acquired Ambac securities during the period from October 25, 2006, through and 

including April 23, 2008 and, who, upon disclosure of certain facts alleged herein, were 

injured thereby; (ii) purchased Ambac’s 2007 Directly-Issued Subordinated Capital 

Securities (“DISCS”) pursuant to a Post-Effective Amendment No. 1 to Form S-3 filed 

with the U.S. Securities and Exchange Commission (“SEC”) on February 6, 2007, and a 

424B5 prospectus supplement dated February 7, 2007, and who were injured thereby; 

(iii) purchased Ambac’s equity units pursuant to the Post-Effective Amendment No. 2 to 

an automatic shelf registration statement on Form S-3 dated February 16, 2006, and a 

424B5 prospectus supplement; and (iv) purchased Ambac common stock pursuant to the 

Post-Effective Amendment No. 2 and a 424B5 prospectus supplement.    

512. The members of the Class are so numerous that joinder of all members is 

impracticable.  As of March 31, 2008, Ambac had 286,833,756 shares of common stock 

issued and outstanding.  Throughout the Class Period, Ambac common stock was 

actively traded on the New York Stock Exchange.  While the exact number of Class 
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members is unknown to Lead Plaintiffs at this time, Lead Plaintiffs believe that Class 

members number in the thousands.   

513. Plaintiffs’ claims are typical of the claims of the members of the Class.  

Plaintiffs and the other members of the Class acquired Ambac securities in the offerings, 

pursuant to a registration statement, or purchased or sold Ambac securities in the market, 

and sustained damages as a result of Defendants’ conduct complained of herein. 

514. Plaintiffs will fairly and adequately protect the interests of the members of 

the Class and have retained counsel competent and experienced in class and securities 

litigation.  Plaintiffs have no interests that are adverse or antagonistic to the Class. 

515. A class action is superior to other available methods for the fair and 

efficient adjudication of this controversy.  Because the damages suffered by individual 

members of the Class may be relatively small, the expense and burden of individual 

litigation make it impracticable for Class members individually to seek redress for the 

wrongful conduct alleged herein. 

516. Common questions of law and fact exist as to all members of the Class, 

and predominate over any questions affecting solely individual members of the Class.  

Among the questions of law and fact common to the Class are: 

a. whether the Federal securities laws were violated by Defendants’ conduct 
as alleged herein; 

b. whether the registration statements and prospectuses for the Company’s 
Offerings contained material misstatements or omitted to state material 
information; 

c. whether the SEC filings, press releases and other public statements 
disseminated to the investing public during the Class Period contained 
material misstatements or omitted to state material information; 
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d. whether and to what extent the Company’s financial statements failed to 
comply with GAAP during the Class Period; 

e. whether and to what extent Defendant KPMG’s audits of the Company’s 
financial statements for the year ended 2007 failed to be conducted in 
accordance with the standards of the PCAOB; 

f. whether and to what extent the market prices of Ambac common stock and 
other securities were artificially inflated during the Class Period due to the 
non-disclosures and/or misstatements complained of herein; 

g. whether, with respect to Lead Plaintiffs’ claims under the Securities Act, 
Defendants named in those claims can sustain their burden of establishing 
an affirmative defense pursuant to the applicable statute; 

h. whether, with respect to Lead Plaintiffs’ claims pursuant to (i) Section 15 
of the Securities Act, Defendants Genader, Leonard, and Callen were 
controlling persons of Ambac, and (ii) Section 20(a) of the Exchange Act, 
Defendants Genader and Leonard were controlling persons of Ambac; 

i. whether, with respect to Lead Plaintiffs’ claims under the Exchange Act, 
Defendants named in those claims acted with scienter; 

j. whether reliance may be presumed pursuant to the fraud-on-the-market 
doctrine; and 

k. whether the members of the Class have sustained damages as a result of 
the conduct complained of herein, and if so, the proper measure of 
damages. 

517. The names and addresses of those persons and entities who purchased or 

sold Ambac securities during the Class Period are available from the Company’s transfer 

agent(s) and/or from the Underwriter Defendants.  Notice may be provided to such class 

members via first-class mail using techniques and a form of notice similar to those 

customarily used in securities class actions.   

XIV. PRAYER FOR RELIEF 

 WHEREFORE, Lead Plaintiffs pray for judgment as follows: 

A. Declaring the action to be a proper class action pursuant to Fed. R. Civ. P. 23; 
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B. Awarding Lead Plaintiffs and the members of the Class damages, including 

interest;  

C. Awarding Lead Plaintiffs’ counsel reasonable costs and attorneys’ fees; and 

D. Awarding such equitable/injunctive or other relief as the Court may deem just 

and proper. 

XV. JURY DEMAND 

Pursuant to Fed. R. Civ. P. 38(b), Lead Plaintiffs hereby demand a trial by jury in 

this action of all issues so triable. 
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