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Summary Opinion
Most financial guarantors have been very active in the CDO (collateralized debt obligation) and CDS (credit default
swap) markets, accumulating approximately $210 billion of net exposure by the third quarter of 2002.  The growth in
this business has been very rapid, with CDO/CDS exposure now representing more than 15% of the financial guar-
anty industry's net par outstanding.  Corporate debts are generally the reference or underlying assets of CDOs and
CDS and most of the guarantors' exposure to corporate credits is through their CDO/CDS book. Their investment
portfolio is composed primarily of government, agency and municipal securities.  The large volume of corporate
defaults over the last few years has hurt many CDO/CDS transactions, resulting in significant downgrades and losses
in the overall CDO market.  However, the nature of the guarantors' exposure to CDO/CDS, generally highly rated
senior exposures, has for the most part sheltered the companies from significant credit deterioration of the underlying
exposures and from actual credit losses. The guarantors' CDO/CDS portfolios remain highly rated with approxi-
mately 88% of their exposures rated Aa or better. The financial guarantors have had very little unprotected exposure to
companies such as WorldCom and Enron and have been able to withstand the default of these and other companies
mostly unhurt. 

The corporate credit environment remains weak with defaults, in the first half of 2002, peaking to levels not seen
since 1991. Even if corporate default rates continue to decrease in the near future, the current high level of defaults
implies further deterioration of the portfolios underlying the financial guarantors' CDO/CDS exposure.  This may
result in further downgrades of some transactions and could generate some additional losses for the financial guaran-
tors, which could reduce the guarantors' financial flexibility.  However, the diversity and substantial credit cushion
remaining on most of the transactions means that net losses to the guarantors should remain a fraction of the actual
gross credit losses related to the default of specific credits in the underlying pool.  To date, FSA is the only financial
guarantor to have reported meaningful losses due to its CDO/CDS portfolio.

Credit default swaps have to be marked to market, according to GAAP, and the guarantors have exposed them-
selves to noticeable mark to market changes from quarter to quarter, creating some earnings volatility that is atypical of
the financial guaranty industry.  This mark to market volatility can potentially result in liquidity and financial flexibility
stress, notably in the rare cases when the guarantor's CDS counterparties have the right to receive collateral.
The volume of CDO/CDS transactions entered into by the financial guaranty industry is expected to decrease in the
future.  This will likely force the guarantors to refocus their growth plans on more traditional businesses and other
new opportunities, which could translate into more competitive pressures within traditional sectors.
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Guarantors' involvement in CDOs and CDS

WHAT ARE CDOs AND CDS?
In the financial guarantors' context, the writing of a financial guaranty insurance policy (wrap) on tranches of collater-
alized debt obligations (CDOs) and the sale of credit default swaps (CDS) can be viewed as different forms of execu-
tion yielding broadly similar credit exposures to pooled corporate and other loans and securities.  The guarantors have
mostly wrapped or taken CDS exposure on highly rated senior tranches of CDOs.  The section below briefly describes
the types of CDOs seen in the market.

A CDO is the securitization of a pool of debt obligations, generally corporate debt, into classes of securities with
various levels of exposure to the underlying credit risk.  Other asset classes, such as ABS, are increasingly seen in
CDOs.  The CDO exposure to the underlying pool of debt securities can be direct (i.e., a cash transaction where the
CDO owns the actual debt securities), or indirect (i.e., a synthetic transaction where the CDO writes credit default
swaps on a pool of corporate names or asset backed securities).  Financial guarantors generally provide a financial guar-
anty insurance policy or sell a CDS on the most senior notes or tranches.  A financial guaranty insurance policy on a
specific tranche of a CDO commits the financial guarantor to pay the scheduled debt service if the underlying security
is in default; a CDS exposure commits the financial guarantor to pay any losses on the underlying exposure at the
request of the swap counterparty.  While both wraps and CDS are assuming risk on similar types of credit exposures,
the promise is different and the actual timing of payment and ultimate losses may vary 1.

CDS are financial contracts where the financial guarantor agrees to make a payment, sometimes subject to a loss
threshold, following the default of a reference asset or pool of assets.  Full exposure to single name credit default swaps
is generally limited for the guarantors, as they have chosen instead to focus on transactions where they retain a senior
exposure to diversified pools of single name CDS or to CDS on diversified credit portfolios.  The credit default swap
exposure commits the financial guarantor to compensate the counterparty to the swap for the deterioration in the
value of the underlying security upon an occurrence of a credit event to the extent that the first loss protection, gener-
ally a deductible, has been exhausted.

1.   See "The Financial Guarantors' Exposure To The Market Risk Inherent In Credit Default Swaps" Moody's Special Report, October 2001.
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Typical CDO structure
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Typical CDO/CDS Types And Structures

BASIC CASH CDOs
In the simplest form of CDO, proceeds from the sale of
various classes of securities (tranches) created for the
CDO are invested in a pool of collateral debt securities.
CDO investors are repaid based on the actual perfor-
mance of the underlying loans/bonds and the seniority
of the particular tranche rthat they have invested in.
The equity is the most junior tranche of a CDO/CDS
and is the first one to lose money if the performance of
the underlying assets deteriorate. The senior tranche is
the safest and would only lose money if the asset deteri-
oration exceeds the collateral protection provided by
more junior investors or risk holders (mezzanine
tranches and equity).

SYNTHETIC CDOs
In a synthetic CDO, the underlying credit exposure is
in the form of a portfolio of single-name credit default
swaps. The different layers of exposure to the underly-
ing portfolio can be either funded or in the form of
credit default swaps.  When the synthetic CDO is
funded, the proceeds from the sale of the various notes
are invested in low risk securities, often government
securities which serve as collateral.  Investors get the
return on the investment portfolio plus an additional
credit spread but will get their principal back net of any
loss on the layer of exposure they assumed.  If the syn-
thetic CDO is not funded, the exposure to the underly-
ing portfolio is assumed through credit default swaps of
various seniorities. 

WHAT TYPES OF ASSETS ARE FOUND IN CDOs?
The range of underlying exposures has expanded
beyond corporate bonds and loans to include sovereign
obligations, asset backed securities, real estate mort-

gages, and even other CDOs.  CDOs backed by loans
are referred to as collateralized loan obligations
(CLOs), while CDOs backed by bonds are called col-
lateralized bond obligations (CBOs).  Some CDOs
focus on investment grade credits while others concen-
trate on high yield debt.

WHAT IS THE PURPOSE OF THE CDO: BALANCE 
SHEET OR ARBITRAGE?
The purpose for structuring a CDO generally falls into
one of two broad categories - balance sheet manage-
ment or economic arbitrage.  Balance sheet CDOs are
typically structured for banks or finance companies that
want to reduce their exposure to a given portfolio of
loans for economic or regulatory reasons.   Arbitrage
CDOs, on the other hand, are arranged to take advan-
tage of the attractive credit spread that can be achieved
between a pool of securities and the funding or hedg-
ing of that pool.

IS IT A STATIC OR A MANAGED CDO?
This refers to the management of the CDO.  In a static
CDO, the underlying exposures are  held to maturity,
unless they default, and are replaced when they have
matured.  In a dynamic CDO, the asset manager can
trade the individual exposures held in the CDO within
guidelines specified in the transaction documents.

IS THE CREDIT STRUCTURE MARKET VALUE OR 
CASH FLOW DRIVEN?
Covenants and operating triggers that protect CDO
investors fall generally in one of two categories that
reflect the operating strategy of the CDO.  For market
value CDOs, where the asset manager trades exposures
to improve the overall value of the CDO, the adjusted
market value of the portfolio relative to the tranches is
estimated periodically and forced amortization or pre-
payment could be triggered if the ratio falls below
some pre-set cautionary levels.  For the more prevalent
cash flow CDOs, where the principal and interest pay-
ments from the portfolio are used to repay the tranche
holders, the credit profile of the underlying portfolio is
monitored and cash flows can be diverted from the
more junior and equity investors to provide support to
senior holders.
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CDO: A High Growth Sector To Date
The total gross exposure of the financial guaranty industry to CDOs
and CDS was approximately $210 billion at the end of the third
quarter of 2002, representing more than 15% of the industry's net
par outstanding.  This represents tremendous growth given that the
current incarnation of the CDO market is only a few years old and
that one of the financial guarantors, FGIC, has not participated.
CDOs/CDS transactions entered into by the financial guarantors
are, on average, of higher credit quality than their overall financial
guaranty portfolio.  As a result, the contribution  to total premium
revenue coming from CDOs/CDS is less than their share of net par
written.  As the above chart illustrates, FSA, MBIA, and Ambac,
have been active participants since 1997-1998.  ACE Guaranty, his-
torically a financial guaranty reinsurer, and XLCA, a relatively new
financial guarantor, have entered the market more recently.  FSA
has the largest CDO/CDS exposure, comprising 35% of  industry
net par outstanding and almost 30% of its net par outstanding.
.

FOCUS ON HIGHLY RATED TRANCHES OF CDOs
Over the last few years, the risk written by the financial guarantors in the CDO/CDS market has noticeably shifted
from mid to low investment grade towards higher rated exposures, mostly Aaa, reflecting a clearer specialization of
market participants.  A large percentage of the guarantors' Aaa exposure is super-senior (exposure that is senior to
another Aaa rated tranche).  Approximately 80% of the business written in the first nine months of 2002 is Aaa. 

The earlier entrants, FSA, MBIA and Ambac, have a relatively larger exposure to lower rated tranches as a result
of their initial focus on cash CDOs and of some rating transition of earlier vintages. XLCA/XLFA has a much larger
share of A-rated CDOs than its peer group due to two main factors- their having insured a few large A-rated CDOs,
and some downward rating transition in their portfolio.  Additionally, the firm's portfolio is still relatively lumpy, as
would be expected for a new entrant.

Financial Guaranty Industry Exposure to CDO/CDS

September 30, 2002

Gross Par
($ in billion)
Net Par

CDO/CDS net par as a 
% of total net par

FSA 83.4 76.7 29.7%

MBIA 75.9 62.8 13.0%

Ambac 51.0 45.1 12.7%

XLCA& XLFA 8.3 8.1 34.5%

ACE Guaranty* 12.5 12.1 16.3%

Sompo Japan Financial Guaranty (SJFG) 1.4 1.4 30.4%

* excludes $4.6 billion of CDS exposure (single name) to  corporates  and $2.1 billion CDS exposure to Municipal credits(single name) 

Industry Rating Distribution at Origination

0%

20%

40%

60%

80%

100%

1996-97 1998 1999 2000 2001 3Q2002
Origination Year

Ra
tin

g 
Di

st
rib

ut
io

n

0

10

20

30

40

50

60

70

Ne
t P

ar
 ($

 b
ill

io
n)

Aaa Aa A Baa Grand Total

Guarantors' internal ratings

Industry Current CDO Rating Distribution

50%

60%

70%

80%

90%

100%

AG
C

Am
ba

c
FS

A
MBIA

SJ
FG

XL
CA/X

LF
A

Ind
us

try

Sh
ar

e 
of

 N
et

 P
ar

Aaa Aa A Baa BIG
Moody's and guarantors' internal ratings

Industry Net Par Written

0.00

10.00

20.00

30.00

40.00

50.00

60.00

70.00

1996-97 1998 1999 2000 2001 3Q2002

Ne
t P

ar
 ($

 b
ill

io
n)

XLCA/XLFA

SJFG

MBIA

FSA

Ambac

AGC



 Moody’s Special Comment 5

LIMITED LOSSES TO THE GUARANTORS DESPITE PEAK CORPORATE DEFAULTS
The difficult credit environment of the last couple of years brought about a damaging combination of historically high
overall default rates, lowest recovery rates and a relatively large number of defaults by large debt issuers.  These events
affected both the direct investors in corporate bonds as well as CDO holders.  Financial guarantors, however, have so
far weathered the storm with few actual claims.  Their focus on highly rated senior exposures sheltered them from
some of the risks, although their portfolios have suffered some visible credit deterioration and a few transactions have
deteriorated to a point where they directly expose the guarantors to actual claims.

PEAK CORPORATE DEFAULTS AND LOSS SEVERITY
The credit environment in the last two years has been amongst the worst in the last 30 years.  2001 was particularly dif-
ficult with some of the highest default rates and average severity results in recent history.  Global corporate default
rates reached 3.77% in 2001 before declining to 2.90% in 2002. The 2001 default rate was slightly above the previous
thirty-year peak of 3.73% reached in 1990; and the average severity was about 79%. This high severity was driven in
part by the telecommunication sector, where recovery rates have been extremely low.  Telecom companies represented
25.8% of 2001 defaults in dollar terms, and 16.1% in terms of the number of companies defaulting.  The high yield
market was particularly affected with the lowest recovery rates of the last thirty years.

These aggregate statistics, however, mask some important elements of recent default rates that have proven to be
very relevant to the CDO/CDS market.  A CDO or CDS transaction will often have significant exposure to companies
that issued debt shortly before the creation of the transaction, reflecting the availability of credits for purchase at the
time.  This is why CDOs originated during the years 1997 through 1999 tend to have greater exposure to telecom
companies than more recent transactions.  As a result, while overall market performance gives a broad indication of the
credit trends in the CDO market, credit performance by vintage (year of origination) is a more specific indicator of
actual performance of specific CDOs. 

SIGNIFICANT RATING DOWNGRADES IN THE CDO MARKET
Reflecting the performance of the corporate debt market, the CDO market has suffered noticeable rating deteriora-
tion.  Looking at the broad CDO market, there were, however, differences in performance within the universe of
CDO types rated by Moody's.  Arbitrage cash flow CBOs were the weakest, representing approximately 47% of all
notes downgraded in 2001.  More specifically, the 1997 and 1998 vintages, and the notes rated Baa3, have suffered the
most significant deterioration.  15 of the 17 arbitrage cash flow notes originated in 1997 and initially rated Baa3 by
Moody's have been downgraded2.

Certain CDO categories have performed very well historically.  Market value CDOs, arbitrage cash flow invest-
ment grade CBOs, and resecuritizations have been very stable, although investment grade CDOs have shown weak-
ness more recently.

2. See "Credit Migration of CDO Notes, 1996-2001", Moody's Special Report, February 2002.
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Credit deterioration in the CDO market can, in a few cases, be explained by factors other than the performance of
the overall credit market.  For example, the collateral manager can heavily impact the credit exposure of a given CDO
by making poor investment choices that could lead to significantly higher loss experience than the overall market.
Furthermore, certain transaction features meant to protect the noteholders may have generated unintended adverse
behavior on the part of some collateral managers.  In extremely rare instances, the managers engaged in fraudulent
practices.  New structural features meant to eliminate these perverse behavioral incentives and promote rating stability
have been added to the more recent CDOs and several more suggestions are being discussed as part of Moody's ongo-
ing dialog with market participants3.

MOODY'S REVIEW OF THE GUARANTORS' CDO PORTFOLIO
Moody's CDO group rates and monitors most of the CDO/CDS transactions wrapped by the guarantors and provides
the financial guarantor team with regular updates on the financial conditions of these transactions.  This information,
combined with the guarantors' own assessments, is used to evaluate and monitor the financial guarantors' overall CDO
portfolio. The information is also used as an input to Moody's portfolio risk model.  The model provides a probability
distribution of losses for each of the financial guarantors' portfolios4 given their unique credit characteristics.  The
model is the main driver of our evaluation of the financial flexibility of any financial guarantor, and is an important ele-
ment in the overall assessment of the credit profile of the financial guarantors.  Moody's financial guaranty team also
meets with the guarantors to discuss their CDO strategies, portfolio monitoring and any steps taken by the guarantors
to manage their higher risk exposures.

NOTICEABLE RATING TRANSITION BUT SMALL LOSSES TO DATE
The financial guarantors have been affected by the credit deterioration in the CDO sector, although the nature of their
exposure has limited the actual financial impact of the current environment.  However, the credit risk of some of the
exposures has increased noticeably as reflected in their rating downgrades.  This will require the financial guarantors
to hold more capital against these transactions, negatively affecting their financial flexibility.  Additionally, actual credit
losses on the underlying portfolio of some CDOs have substantially reduced or even eliminated the cushion provided
by junior holders to the guarantors.  For these few transactions, further credit deterioration would most likely translate
into actual credit losses for the guarantors.  High yield CBOs done by the financial guarantors have been the most
affected, in line with the overall market. As illustrated in the table below, approximately 10.3%, of the guarantors'
aggregate net par outstanding has been downgraded.  The most affected, reflecting the broader CDO trend, were ear-
lier vintages and transactions rated A and Baa.  In fact, A3 and Baa2-rated CDOs have had the highest percentage or
transition into below investment grade.  Additionally, the long remaining life of the CDOs is such that actual loss con-
tent is hard to precisely estimate.

3. See "Structural Features Aimed at Enhancing CDO Ratings Stability: An Overview", Moody's Special Report, July 2002.
4.   See "Moody's Portfolio Risk Model For Financial Guarantors", Moody's Special Report, July 2000.

Rating Downgrades per Initial Rating and Origination Year 1
(% of net par outstanding)

1996-97 1998 1999 2000 2001 1997-2001

Aaa -- 12.6% 29.2% 15.5% 5.4% 11.0%

Aa1 -- -- 93.4% -- 13.8%

Aa2 11.0% 26.3%2 41.4% 35.2% -- 24.5%

Aa3 -- 72.0% 68.0% 14.7% 3.7% 27.0%

A1 -- -- 17.0% 32.8% 12.7% 22.9%

A2 -- 38.6% 12.3% -- -- 8.3%3

A3 100.0% 88.8% 78.0% 16.9% -- 48.0%

Baa1 20.9% 19.8% -- 42.8% -- 21.4%

Baa2 50.7% -- -- 100.0% -- 32.9%

Baa3 33.8% -- 100.0% -- -- 24.8%

Aaa-Baa3    33.7% 28.8%4 34.4% 18.4% 5.0% 10.3%

1. Data based on guarantors' internal ratings; Rating data as of 3q2002. 
    See footnotes 2-4 for examples of how to interpret this chart.
2. Implies  26.3% of net part outstanding of all transactions originated in 1998 with a Aa2 rating has been  downgraded
3. Implies 8.3% of net par outstanding of all transactions originated at A2 level between 1996-2001 has been downgraded 
4. Implies 28.8% of net par outstanding of all transactions originated in 1998 has been downgraded
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The guarantor's actual and anticipated losses in this sector remain relatively modest.   FSA is the only financial
guarantor that has significantly increased its loss reserves, and recorded a material loss, related to closing out its only
exposure to a pool of single name credit default swaps. The focus on senior exposures to CDOs has mitigated the guar-
antors' exposure to losses.  The financial guarantors have generally assumed risks to CDOs and CDS at the most
senior level, and benefit from ample cushion in the form of overcollateralization, excess spread, or other forms of
credit enhancement to absorb losses in the event of deterioration of the underlying portfolio.  In some cases, the guar-
antors take some counterparty risk exposure if the credit enhancement protecting their position is in the form of a
credit insurance policy or a CDS.

The guarantors have increasingly focussed on very low risk expo-
sures, writing large volumes of Aaa rated and "super-senior" tranches
(exposures that are senior to another Aaa rated tranche).  This is in
sharp contrast to the earlier vintage transactions (up to 1999) that had
a greater concentration of mid to low investment grade shadow rat-
ings.  Today, a little more than 88% of the financial guarantors' CDO
net par outstanding is rated Aa or higher.  Less than 2% of net par is
below investment grade.  

Each CDO is also diversified and is generally composed of
between 100 and 200 distinct credits.  Some of the weakest CDOs
have exposure to some of the same corporate credits but the loss rela-
tive to par in the event of additional defaults should remain modest. 

The financial guarantors have also selectively reinsured some of
their exposure to CDOs/CDS, sharing their risk with third parties.
Most of the reinsurance used by the industry has been quota share
where losses are shared on a pro-rata basis.  In some instances, however, financial guarantors have transferred a pro-
portionally larger share of the actual risk on certain transactions through the use of first loss reinsurance. 

Rating Transition Matrix - All Years (% of Net Par)1

DIRECT CORPORATE CREDIT EXPOSURE TO CDS HAS BEEN AN ISSUE
CDOs represent the guarantors' largest exposure to corporate credits.  However, the guarantors also have direct expo-
sure to corporate credits through their traditional financial guaranty business, primarily investor owned utilities, their
investment portfolio, and single-name credit default swap coverages.   The guarantors' financial guaranty and invest-
ment portfolios have performed well in the current credit cycle reflecting their low risk insurance and investment port-
folios. 

Current Rating
Initial Rating 
Distribution

Initial Rating Aaa Aa1 Aa2 Aa3 A1 A2 A3 Baa1 Baa2 Baa3 BIG

Aaa 92.5% 0.7% 1.5% 1.2% 0.7% 1.1% 2.0% 0.1% 0.1% ---- ---- 75.0%

Aa1 0.3% 95.2% ---- ---- ---- 4.5% ---- ---- ---- ---- ---- 1.1%

Aa2 0.4% 1.5% 81.6% 0.1% 3.8% 0.6% 1.4% 0.0% 5.9% 0.2% 4.4% 11.1%

Aa3 ---- ---- 0.1% 76.7% ----- ---- ---- 18.4% 3.7% 0.5% 0.5% 2.2%

A1 1.9% ---- ---- 1.2% 75.4% 1.1% ---- 3.9% 16.5% ---- ---- 2.1%

A2 ---- 0.6% ---- 3.8% ----- 88.1% 0.5% ---- ---- ---- 7.0% 2.6%

A3 ---- ---- ---- 0.5% 0.4% 7.6% 48.6% 3.0% 13.1% ---- 26.8% 2.2%

Baa1 ---- ---- ---- ----- ---- 9.0% 5.3% 64.3% 16.1% ---- 5.4% 1.9%

Baa2 ---- ---- ---- ----- ----- ----- 4.8% ---- 64.4% ---- 30.8% 0.9%

Baa3 ----- ---- ---- ----- ----- ---- ---- 14.7% 6.5% 63.6% 15.2% 0.9%

Current Rating distribution 69.5% 1.7% 10.2% 2.8% 2.6% 3.6% 2.9% 2.0% 2.4% 0.6% 1.8% 100.0%

1. Data based on guarantors'internal ratings. This table covers less than 100% of the guarantors' CDO portfolio as initial rating was not available 
    on all transactions.

Current Industry CDO Rating Distribution

Baa
3.5%

Aaa
70.6%

BIG
1.4%

Aa
17.9%

A
6.6%

Moody's and guarantors' internal ratings
Data as of 3q2002
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 A few years ago, some financial guarantors decided to participate in the single-name CDS market, and have
assumed synthetic direct exposure to corporate credit risk.  This new activity proved costly to two of the participants,
FSA and ACE Guaranty, as single-name CDS directly exposed them to the weak corporate credit environment and
resulted in some losses.  The guarantors have, since then, either sold their direct exposure, as in FSA's case, or are
reducing their activity in this sector.  AGC remains the largest participant in the single-name CDS market with
approximately $4.6 billion of corporate exposure and $2.1 billion of muni exposure in CDS form.

MARK TO MARKET OF CDS EXPOSURE IS MORE THAN NOISE
In many respects, the exposure taken by the financial guarantors through credit default swaps and financial guaranty
policies on a senior exposure to pooled corporate debt is very similar.  The underlying exposure is generally corporate
credit risk, the first loss is assumed by third parties, and the risk assumed is generally rated Aaa for both types of trans-
actions.  CDS exposures tend to be shorter than more traditional financial guaranty exposures but the main economic
difference relates to the specific nature of the exposure and the timing of claims payment.  In a CDS exposure, a claim
for the full loss, the difference between market and par value, can be made if a credit event (based on ISDA definitions)
occurs.  Under a financial guaranty contract, the guarantor is only obligated to meet the contractual obligations of pay-
ing principal and interest over time; payment acceleration is at the option of the guarantor.  

Mark to market methodologies
Changes in the mark to market values of CDS show up in the income statement as changes in the value of derivative
instruments; CDS are treated under GAAP as trading instruments. The mark to market values are determined by
obtaining third party quotes on specific CDS, or when such quotes are unavailable, by using the firm's own estimates.
Most CDS written by the financial guarantors are senior credit exposures to often illiquid credit risks and, therefore,
may not have third party market valuation.

Companies use a wide range of methodologies for estimating the mark to market of their CDS exposure.  They
all, however, generally follow a two step approach.  First, they use various procedures to monitor and, if necessary,
recalibrate the risk profile of their CDS transactions.  Then, they use a proxy for the market value of the risks of their
CDO portfolios in the absence of good market data.  The change in market value from one quarter to the next is then
reported in the income statement.

The monitoring and recalibrating of CDS transactions is done using various structured finance techniques.  The
guarantors go through this process every quarter on at least part of their portfolio.  A specific CDS exposure may have
deteriorated as a result of additional defaults or downgrades of the underlying portfolio, and guarantors assess the
change in the risk profile by breaking down their exposure into implied risk layers that are then priced.

For example, we assume that a guarantor has entered into a $100 million Aaa CDS corresponding to a senior
exposure to a portfolio of corporate bonds.  The underlying portfolio deteriorates from one period to the next and the
guarantor recalibrates its exposure to the CDS to reflect the change in risk profile.  Based on its methodology, its expo-
sure can be tranched into three distinct risk levels (Aaa, Aa2, and Baa2).  The guarantor then determines the implied
market price (to purchase financial guaranty insurance) for each of the exposures (we assumed no change in Aaa pric-
ing, for the example) and computes the change in the overall market value of the CDS.  In our example, the initial
mark to market value is $250,000, while the new mark to market value is $440,000, representing a mark to market loss
(or opportunity cost) of $190,000 to the guarantor on this transaction.

Initial
Recalibrated

Underlying
Guarantor’s

Guarantor’s
Portfolio Exposure Exposure Mark to market ($ million) [1]

Initial Recalibrated
Par Price Par Price

Aaa $100 6 bps $85 6 bps
Aa2 $0 $10 16 bps
Baa2 $0 $5 80 bps
Market value $0.25 $0.44
Mark to market -$0.19
[1] Five year remaining life, 7% discount rate.

Aaa
risk

Aaa
Risk

Aa

Baa risk
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Financial and franchise implications of mark to market
The mark to market accounting of the CDS portfolio is in sharp contrast to the accounting treatment of what are
broadly similar exposures assumed in a classic insurance format.  Financial guaranty insurance contracts are essentially
off balance sheet items.  On the other hand, the mark to market of CDS exposures reflects a combination of credit
transition and changes in swap market conditions, resulting in an opportunity cost (or gain).  As a result, the actual
meaning of a mark to market change is hard to evaluate. Is it credit or supply-demand driven? In fact breaking down
the drivers of mark to market into these two categories may be very difficult.  The actual meaning of a mark to market
change may even be counterintuitive.  As an example, a mark to market gain on a CDS portfolio may be a negative
development for the financial guarantor if it is due to lower credit spreads and lower future profitability.

Moody's tracks the credit performance and rating of the guarantors' individual CDS exposures, and because the
financial guarantors hold on to their CDS exposures until maturity, the mark to market provides limited additional
credit information.

There are, however, two aspects of mark to market accounting that warrant monitoring.  The first one relates to
the resulting earnings volatility on the market perception of the financial guarantors.  Aaa-rated financial guarantors
are expected by the market to be very low risk companies as reflected, in part, by very predictable and stable earnings.
Marking to market adds an element of volatility in the guarantors' stated earnings that can potentially make some of
their counterparties somewhat uncomfortable.  As an example, a 2 basis point change in current market pricing for a
$10 billion, 10 year, CDS portfolio can result in a $15 million non-cash charge or gain for the quarter (assuming a 6%
discount rate).   It is important to note, however, that financial guarantors have mostly Aaa and Aa rated CDS expo-
sures that have exhibited limited volatility.

The other aspect of mark to market movements that could potentially become a credit issue is the increasing pressure
from swap counterparties to establish collateral to cover out of the money exposures to the financial guarantors.  So far,
the guarantors have generally successfully resisted establishing these collateral arrangements.  However, the provision of
collateral could become a credit concern if it were to constrain the liquidity and financial flexibility of the guarantors.

What Next For The Financial Guarantors?

HIGH CORPORATE DEFAULT RATES WILL FURTHER HURT CDO/CDS
Corporate defaults remain at high levels.  For 2002, the global corporate default rate was 2.90%, a meaningful decline
from 2001's level of 3.77% but still significantly higher than the historical average.  Despite the improvement seen in
2002, default rates are likely to remain relatively high, further eroding the quality of the underlying exposure of
CDOs/CDS.  Moody's has downgraded more CDOs during the first six months of 2002 than for all of 2001, and has
indicated that downgrade activity for the second half of the year could remain at peak levels5.  Arbitrage cash flow
CBOs and earlier vintage transactions (1998 and 1999) accounted for most of the downgrades but more recent vin-
tages and arbitrage cash flow CLOs were also affected.

A recovery of the corporate credit markets will not affect all CDOs similarly.  CDOs that were marginally affected
by the high level of corporate default rates may strengthen.  CDOs that suffered the greatest deterioration to date may
not fully recover from an upswing in credit quality and could still generate losses to noteholders.

MORE DOWNGRADES AND SOME LOSSES
The guarantors' CDO portfolios will continue to be affected by the weak corporate credit environment.  Despite
expected further decreases in corporate defaults, default rates are likely to remain above historical averages for some
time and further erode the credit protection built into the guarantors' CDO/CDS exposure.  This may translate into
further downgrades and possibly claims on some transactions.

The few transactions currently rated below investment grade are the most likely to generate losses.   For these
transactions, the initial credit cushion has generally been severely reduced or has disappeared as a result of credit losses
within the underlying portfolio, directly exposing the guarantor to any additional deterioration of the underlying
exposure.  However, the credit diversity of individual CDO and CDS transactions (generally in excess of 100 distinct
credits) and the generally high level of protection remaining on most transactions are likely to limit losses resulting
from individual corporate credit defaults. As an example, a $300 million CDO with 100 names has individual expo-
sures of $3 million on average.  Assuming a conservative 20% recovery, and no remaining credit enhancement, the
default of five additional credits would translate into a $12 million loss to the guarantor.

5.   See "Rating Actions in the U.S. CDO Market: Year-to-date Review - June 2002 - Downgrades Set Record Highs" Moody's Special Report, September 2002.
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Additionally the guarantors' heightened focus on the management of weaker CDOs, should help avoid unneces-
sary deterioration. However, the long tenure of transactions, typically 10 to 15 years for a CDO and 5 years for a CDS,
makes actual losses hard to predict with accuracy.

CDO/CDS ARE CORRELATED RISKS
The current environment highlighted the fact that CDO/CDS risks are correlated.  The diversity of the underlying
risks of CDOs and CDS by single exposure and sector combined and the presence of several loss layers below the
guarantors' position has limited the guarantors' losses, but virtually all CDOs and CDS exposed to corporate credit
risk have suffered from the historically high level of corporate credit defaults.  Some corporate credits are present in a
wide number of CDOs, especially of similar vintage.   Investors have expected some correlation between individual
CDO risk and the overall corporate debt market, but the magnitude of corporate defaults and the resulting deteriora-
tion of large numbers of CDO and CDS transactions was certainly not anticipated.  Market participants are also
increasingly aware of the potential for adverse selection within CDOs and are actively trying to incorporate such con-
cerns in their analysis.  The difficult credit environment brought an improved understanding of the unique credit char-
acteristics of this relatively new asset class that should ultimately benefit the market and the guarantors.

LOWER CDO VOLUME RAISES COMPETITIVE ISSUES
The CDO/CDS sector has fueled the growth of the financial guarantors' insured portfolios over the last few years, and
has arguably been an important factor in the health of the competitive environment.  Ambac, FSA and MBIA have
indicated their desire to become more selective in the type of exposure they write and a desire to limit the growth of
CDO exposure relative to other sectors.  This expected decrease in volume written within this sector could have a
meaningful impact on short term growth prospects for the guarantors, and could potentially lead to greater competi-
tive pressures on more traditional business segments within the industry, although opportunities in non-US markets
are expected to continue to expand.
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Company Summaries 

FSA
FSA was one of the earliest entrants in the CDO market and became its largest participant.  2001 was its largest year
ever with approximately $29 billion of net exposure written.  The firm's exposure to CDO and CDS at the end of Sep-
tember 2002 was $76.7 billion, or 29.7% of the firm's net par outstanding.  FSA is also one of the financial guarantors
to have made provisions for possible claims due to their exposure to this sector.  In June 2002, FSA reported that the
credit profile of seven of its CDO transactions has deteriorated significantly and estimated the net present value of
possible claims related to these transactions at $51.5 million. The provisions FSA has taken are based on internal
default rate assumptions. In addition any claims are not likely to be realized before the next six to ten years. FSA also
reported that it unwound a $1 billion portfolio of single name CDS transactions after the end of the second quarter, at
a total cost of $43 million and has no remaining exposure to single name CDS deals.  Finally, FSA adopted a more con-
servative loss reserving policy to reflect its recent credit experience.  

The credit quality of FSA's current CDO book remains very strong on average.  Approximately 90% of its portfo-
lio is rated Aa or Aaa.  1.4% of FSA's CDO book is below investment grade; these transactions have very little, or no,
first loss cushion remaining and deterioration of performance of the underlying portfolios beyond the levels used to
estimate potential claims could lead to revision of the claims estimates. 

As a result of its recent credit experience and the increasingly volatile credit environment over the last two years,
FSA has been tightening its underwriting policies for CDOs and CDSs for some time and is likely to be a noticeably
smaller participant in the market in the foreseeable future. The company will focus on highly rated transactions with
strong structural protections.

MBIA
MBIA had been a modest participant in the CDO market until 2000.  The firm, in fact, wrote most of its current expo-
sure between 2000 and 2002, generating approximately $20 billion of net exposure each year.   The firm's current
CDO exposure stands at $62.7 billion, representing 13.0% of the firm's overall net par.  MBIA has a small, $275 mil-
lion, and single-name CDS portfolio, nearly all of which mature in 2003. To date, MBIA has established one case
based loss reserve for $10 million for a cashflow high yield transaction.  MBIA has indicated that it is comfortable with
its current level of CDO exposure and is expected to reduce its participation in the market in the future.
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AMBAC
Ambac has been involved in the CDO market for some time but did not generate significant volumes until 2000. Net
new exposure was approximately $14 billion in each of the last two years, 2000 and 2001. The firm's current CDO
exposure stands at $45.1 billion, which represents 12.8% of the firm's overall net par. Ambac remains an active partici-
pant in the CDO market but volume written in 2003 is likely to be lower than the last two years.

Unlike its competitors, Ambac has structured and is managing a portfolio of CDOs of CDS representing approximately
6% of Ambac's CDO net par. Ambac sells the mezzanine layer CDS to third parties and retains the most senior tranche and
a small equity piece. The company does not expect to self-construct such pooled CDS portfolios in the future.

Approximately 91% of Ambac's CDO exposure is rated Aa or better.  Below investment grade exposure accounts
for 2.1% of total CDO portfolio. The firm has so far recorded only two claims on its overall senior CDO book for
which ultimate claims could range from $10-15 million.

ACE GUARANTY CORP.
ACE Guaranty Corp. is an active participant in the direct CDO and CDS market, accumulating a sizeable portfolio.
The company  is the largest holder of single-name CDS exposure within the financial guaranty industry. AGC also
reinsures CDO transactions insured by MBIA and FSA; outstanding exposure pertaining to this businessline was $1.9
billion as of 3q2002. The firm's CDO/CDS exposure as of 3q2002 was $18.8 billion, including $4.7 billion of single
name corporate CDS and $2.0 billion of single name
municipal CDS.  AGC has typically written exposure to
CDOs at the senior or senior mezzanine level and has, as a
result, created a portfolio with strong average ratings.  The
company's single name corporate portfolio has an average
rating of A1 and an average term of 2.9 years. This portfo-
lio has experienced  some rating deterioration and losses
and still has exposure to some weak corporations.  AGC's
activity in the single-name CDS sector has decreased sub-
stantially and should lead to the partial runoff of its portfo-
lio.  The company has to date made provisions of $1.1
million pertaining to three below investment grade trans-
actions where AGC has provided reinsurance to FSA. 
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XLCA AND XLFA
XLCA and XLFA are relatively new entrants in the financial guar-
anty business and have participated in the CDO business since
2000. The firms' combined CDO exposure is  $9.2 billion, of
which $1.0billion pertains to reinsurance provided to other prima-
ries. XLCA/XLFA has a much larger share of A-rated CDOs than
its peer group due to two main factors- their having insured a few
large A-rated CDOs, and some downward rating transition in
their portfolio.  Additionally, the firm's portfolio is still relatively
lumpy, as would be expected for a new entrant. The CDO busi-
ness, including reinsurance activity, is a major contributor to their
overall portfolio and accounts for 39% of total net par.

SOMPO JAPAN FINANCIAL GUARANTY
SJFG is a newly established, wholly-owned subsidiary of Sompo Japan, the second largest non-life insurance company
in Japan. A more recent entrant into the CDO market, SJFG's CDO portfolio has a higher average credit quality than
the other primary guarantors.  The company had also been active in the single name corporate market during the first
two years of its inception, focusing on selling protection on Japanese corporates rated A2 or higher, a business that the
company stopped pursuing since 4q2001. As of 3q2002, 33% of the company's portfolio was comprised of CDO expo-
sures and 2.3%  pertained to single name corporate CDS exposure. A large part of the $1.4  billion CDO portfolio
consists of super senior level exposure to highly rated  European and US corporate obligations. The rating distribution
of the single name CDS transactions is not as strong, but net par outstanding is much lower at $98 million.
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