January 18, 2017

Dear Clients and Friends:
In 2016 National took significant strides toward re-establishing itself as a leader in the bond insurance
industry. We insured $1.6 billion in par across 133 transactions, a substantial increase over $597 million
in par and 48 transactions in 2015. The fourth quarter of 2016 was our most successful one since reentering the market in 2014, as we wrapped 52 transactions totaling $871 million in par, up from 23
transactions and $158 million in par in the fourth quarter of 2015.
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The trajectory of our new business activity was positive, as continued sequential growth demonstrated the
market’s confidence in the strength of National’s balance sheet and its prospects for the long term.
Furthermore, the number and breadth of our counterparties (underwriters and municipal advisors)
continues to increase at the same time that our trading differential with our competitors narrows. The
value of National’s wrap is undeniably seen in the prices of National-insured bonds backed by distressed
issuers. PREPA bonds insured by National, for example, recently traded around par, while the
comparable uninsured bonds traded around 60% of par.
In the broader market, issuers drove municipal market volume to a record $445 billion in 2016. Volatility
was a significant issue with yields remaining low until a spike later in the year. Despite a relatively strong
economy at the moment, municipalities across the U.S. continue to grapple with a number of challenges
including reduced federal and state aid, ballooning pension and OPEB liabilities, and the possibility of tax
reform. This credit stress is an important reminder of the value that National can bring to the municipal
market. In addition to our unconditional and irrevocable guarantee of principal and interest payments

when due, we enhance a bond’s trading value and liquidity, engage in rigorous upfront credit analysis,
and provide ongoing surveillance and remediation of troubled credits.
Bond insurance penetration declined slightly to 5.7% in 2016 from 6.4% in 2015. Although insured par
was slightly higher than in 2015, even greater growth in the overall market resulted in a lower penetration
rate. As we begin 2017, the prospects for bond insurance appear quite positive. With 10-year Treasury
yields now 75 bps higher than they were six months ago and rates seemingly on an upward trajectory, the
value proposition of bond insurance is becoming more compelling, which we expect will lead to increased
demand for our product. At the same time, there is an urgent need for renewed investment in our nation’s
infrastructure. Municipal bonds could play a key role in financing these critical infrastructure projects,
many of which can benefit from bond insurance. As only a small percentage of Single-A and Triple-B
issuers are currently using bond insurance, we think there’s a substantial untapped opportunity for our
industry to save money for these issuers, particularly with increased focus on best execution and fiduciary
duty to clients.
With an eye toward building a high-quality and diverse insured portfolio, the business we’ve written since
re-entering the market in 2014 has been carefully underwritten to ensure that it represents a broad crosssection of the market while avoiding sectors that have historically demonstrated a higher propensity to
default. We’ve also focused on transactions where we can roll up our sleeves, understand the nuances
of the credit and deliver value-added solutions. For example, we recently closed a transaction involving a
global financial institution where National provided secondary market insurance coverage for a discrete
portfolio of U.S. municipal credits. The beneficiary achieved various objectives including regulatory capital
relief and credit risk diversification.
National entered 2016 with extremely strong financial metrics and ended the year in an even stronger
position. As our existing book of business continues to amortize, capital is freed up to support other
contingent obligations. By our estimation, using year-end 2015 numbers, National’s capitalization
exceeded S&P’s Triple-A requirement by approximately $1.5 billion, which includes the impact of their
below-investment grade capital charges on our Puerto Rico exposures. We expect that figure to grow
when the analysis as of year-end 2016 is complete. At the same time, our leverage ratios, as measured
by gross par insured to statutory capital or claims-paying resources, continue to be strong and improve.
Leverage ratios for what was then a Triple-A rated industry routinely exceeded 100:1 prior to the financial
crisis. By contrast, National’s ratio of gross par insured to statutory capital stood at 35:1 as of September
30, 2016, well below the 75:1 maximum level now allowed by S&P for a Triple-A rating.
At this point, there is little I can add to what we’ve previously said about our Puerto Rico exposures.
National’s exposure currently totals approximately $3.6 billion in gross par outstanding ($4.0 billion
including accreted interest on capital appreciation bonds) and we’ve paid $197 million in claims to date.
While progress in restructuring Puerto Rico’s debt continues to be slow, we’re encouraged that the

Federal Oversight Board is in place and that the island’s new governor appears focused on addressing
Puerto Rico’s fiscal and debt crisis. The PREPA restructuring to which we are a party has achieved
several milestones and continues to move toward implementation. So when we factor in the strong credit
protections embedded in the majority of our exposure, as well as the language in the PROMESA
legislation that requires the Federal Oversight Board to respect the lawful priorities of any debt being
restructured, we have good reason to be optimistic about the ultimate outcome. That said, there is no
doubt that uncertainty will be a factor for some time to come and reaching that ultimate outcome will take
much longer than anyone would like. As always, investors owning Puerto Rico-related bonds insured by
National will continue to receive uninterrupted full and timely payment of scheduled principal and interest
in accordance with the terms of National’s insurance policies.
Finally, I wanted you to know that we are continuing to build our new business team and you may be
hearing from and seeing some new faces. What all of our people have in common is a great deal of
enthusiasm, a passion for credit analysis and a desire to build National into a leader in the bond
insurance industry. Day-in and day-out we balance that desire with judicious credit decisions and
excellent client service that you, our clients, have come to expect even as the number of transactions
increases. It is largely because of our team that I am so optimistic about National’s future.
As always, please feel free to reach out to us with any thoughts or questions you might have. Thank you
for your continued support.

Sincerely,

Tom Weyl
Managing Director & Head of New Business Development
(914) 765-3091
tom.weyl@nationalpfg.com

