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As of and for the Years

Ended December 31, 2006 2005
Total revenues $ 1,078,728 $ 1,019,898
Net (loss} income $ 419,651 $ 409,169
Tota! assets $ 5,317,665 $ 5,264,136
Shareholders’ equity $ 3,568,580 $ 3,230,790
Return on equity"" 12.7% 12.7%
Shares Outstanding {in thousands)}

Basic at year end 86,747 88,713
Basic weighted-average 86,478 91,738
Diluted weighted-average'? 92,866 101,620
Per Share Data

Book value $ 4114 $ 36.42
Diluted net {loss) income $ 4.57 $ 410
Cash dividends declared $ 0.1 $ 020

{Dollars in thousands, except per share data or as otherwise noted)

(1) Return on equity is calculated using an average of the twelve months ending balances of shareholders’ equity
for the respective calendar year.

{2) Due to the net loss in 2007, normally dilutive components of shares outstanding such as stock options were
not included in fully diluted shares outstanding as their inclusion would have been anti-dilutive.




SHAREHOLDERS LETTER

Dear Shareholders,

It was a difficult year for The PMI Group, Inc. and the entire
financial services industry in 2007. After several years of histori-
cally low interest rates, record home price appreciation, and
unprecedented liquidity available for the funding of foans in the
United States, there was an abrupt and significant deterioration
in the housing, mortgage and capital markets. Repercussions
were, and are, being felt worldwide. There is a greater apprecia-
tion for risk in the marketplace, the role mortgage insurance
plays in the mortgage finance system, and a significant increase
in demand for our mortgage insurance products. At the same
time, however, we are seeing an increasing number of loan
defaults and disruption in the financial guaranty and interna-
tional credit enhancement markets, We believe these trends
will continue in 2008.

QOur financial results were driven by a confluence of these
extraordinary events. As a result, PMI reported a net loss in
2007 of $(915.3) million, or ($10.81) per share. The primary
cemponents were our equity in losses from FGIC and losses
and loss adjusiment expenses in our U.S. mortgage insurance
operations.

Our equity earnings {losses} from FGIC and RAM Re became
more volaiile due to higher incurred losses and the application
of fair value, mark-to-market accounting to the portion of the
credit enhancement business that is executed in derivative
transactions. In our U.S. mortgage insurance operations, we
reported a net loss of $(190.8) million in 2007 due primarily to
an increase in notices of default, increased claims rates, and
larger claim sizes.

In our international segment, our mortgage insurance opera-
tions accomplished several significant milestones in 2007, In
Canada, we received our federal license to begin operations,

announced our first customer, and received approval for PMI
Canada’'s lending partners to securitize PMI Canada-insured
loans. In Europe, we commenced operations in Spain.

We continue to see geod revenue production in our international
morigage insurance segments. In Ausiralia, gross premiums
increased by 14 percent over the year and insurance in force
grew to $176 billion, compared to $149 billion one year ago.
PMI Asia had a good year and continues to show growth in
its business production, including total revenues, insurance
in force, and risk in force. In our European operations, we
recognized a net loss for the year of $(33) million, driven by
higher incurred losses and mark-to-market losses on credit
enhancement for mortgage assets risks exgcuted in the form
of credit default swaps. Credit deterioration predominantly

in the U.5, sub-prime market has impacted market spreads

in the international markets, including spreads on the partion
of PMI Eurgpe’s CDS portfolio that relates only to European
prime mortgage risks. We believe the volatility of these market
spreads does not reflect the credit quality of PMI Europe's
CDS portfolio, and we do not expect that these spread-driven
changes in fair value will have a significant impact on future
estimated net cash flows.

Plan for Progress
Despite the difficulties of 2007 and current market uncertainties,
what’s most important is that we have a plan to deal with these
issues. PMI has implemented a five-point plan for progress to
address the market challenges that we are facing. We will:

1. Maintain financial strength

2. Focus on our core business

3. Book high guality business

4. Mitigate losses

5. Manage expenses




“We believe that our five-point plan will
position us for success in our core business
of mortgage insurance, strengthen our
franchise, and maximize shareholder value.”

1. Maintain financial strength

In light of today’s market conditions, we intend to build our
capital position to maintain our financial strength and position
the company for future growth. We are exploring all options
available to us including, but not limited to, capital markets
transactions, reinsurance, and the partial or complete sale of
certain assets.

Additionally, in March 2008 we announced a reduction in our
annual common stock dividend to $0.05 from $0.21. While
we realize that the dividend is an important component of
tota! return for our shareholders, this change will reduce cash
expenditures at our holding company by approximately $13
million on an annualized basis. These are just the first steps
in our plan to maintain our financial strength, and our goal is to
complete the majority of our capital raising initiatives in 2008.

2. Focus on our core business

While we are focused on stabilizing and improving the vaiue of
our financial guaranty investments, FGIC and RAM Re, these
investments are no longer strategic to our operations. Therefore,
PMI does not intend to make further capital contributions to its
financial guaranty investments. By strengthening our financial
position and focusing on our core business of mertgage insur-
ance, we will be positioned for growth.

There is strong demand for mortgage insurance in the United
States, as evidenced by the double digit growth rate we've
experienced in our primary flow business. We ended 2007
with insurance in force at $123.6 billion, a 20 percent increase
from last year; total revenues of $916.0 million compared to
$798.6 million in 2008; and an increase in net premiums
written of $141.2 million, up 21 percent from a year ago.

Additionally, some changes we are seeing in the U.S. mortgage
markets are beneficial to PMI's new business opportunities.
The government sponsored entities or GSE's, Fannie Mae and
Freddie Mac, are a significant source of liquidity and a domi-
nant market force in today’s mortgage market. Importantly, the
GSE's are the beneficiaries of 77 percent of PM1's primary flow
business, and we expect that percentage to increase in 2008,

Furthermore, after several years of battling alternative execu-
tions for low down payment loans, the private mortgage insur-
ance industry’s penetration of the total U.S. mortgage market
has increased significantly. Also, PMY's primary persistency in
our U.S. portfolio improved to 76 percent from 70 percent in
2006. By extending mortgage insurance tax deductibility, the
U.S. Congress affirmed the significant public policy benefits
mortgage insurance provides to the U.S. housing market.

It is also important to remember that a key component of our
financial strength is our global mortgage insurance platform.
Over the past decade, we have built strong mortgage insurance
businesses in Australia, Europe and Asia, as well as our newly
established operations in Canada. These international opera-
tions contribute to our financial strength and flexibility.

3. Book high gquality business

In response to significant deterioration in the housing and
mortgage markets, we are intensely focused on measures
to ensure that the business we write throughout our global
mortgage insurance operations is of high quality under current
market conditions and will be profitable over time. We have
significantly revised our underwriting guidelines principally
related to 100 percent loan-to-valug loans, Alt-A loans, and
certain geographic areas we have identified as distressed
markets. We will continue to evaluate the housing and mort-
gage markets and adjust our risk parameters accordingly.




While some of these changes may limit the growth oppor-
tunities available to us in the near term, we beliave they will
result in more profitable books of business going forward, The
purpose of these changes is to ensure that we remain true to
our mission of facilitating sustainable homeownership while
producing profitable books of business. These changes should
ultimately be good for customers, consumers, communities,
PMLI, and cur shareholders.

4. Mitigate losses

We have taken a leadership role to help preserve homeown-
ership by waorking with regulators, lenders, and non-profit
organizations to help borrowers with a chance for successful
homeownership to stay in their homes. We are working to
reduce costs to ourselves, lenders, and borrowers wheraver
possible through approval of loan modifications, pre-approved
sales, and other measures short of foreclosure. PMI is the only
morigage insurer to participate in the HOPE NOW alliance,
a cooperative effort among mortgage industry participants
to increase early outreach to borrowers before their interest
rates reset or their mortgages become delinquent. Thus, we
have deptoyed significant resources to mitigate losses through
foreclosure prevention, early borrower contact, claim verifica-
tion, and workout sclutions,

Ancther important aspect of our loss mitigation efforts are our
captive reinsurance agreements. These are programs in which
the loan originators provide a mezzanine level of reinsurance for
loans on which PMI has provided primary mortgage insurance
coverage. Therefore, the originators share in the credit risk of
the loans they originate and insure with PMI. As of December
31, 2007, we had more than $700 million in captive trust bal-
ances. We expect PMI's captive arrangements and associated
trust balances to provide substantial benefits, or reductions to
incurred losses, in 2008 and future years.

5. Manage expenses

We will continue our intense focus on expense management.
Through increased emphasis on technology to interact with
customers in our U.S. mortgage insurance operations, we have
reduced our sales and underwriting offices and related head-
count. As a result, we have streamlined our operations, reduced
our expense ratio, and significantly reduced our cost per policy.
We are implementing technology solutions to realize efficien-
cies in our international operations as well.

We believe that our five-point plan will position us for success
in our core business of mortgage insurance, strengthen our
franchise, and maximize shareholder value. Our entire man-
agement team, as well as each and every PMI employee, is
committed to executing our plan and continuing to fulf I PMI's
mission, vision, and values.

Thank you for your support of PMI during these challenging
times.

LA

L. Stephen Smith
Chairman and Chief Executive Officer,
The PMI Groug, Inc.
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Cautionary Statement Regarding Forward-Looking Statements

Statements we make ot incorporate by reference in this and other documents filed with the Securities and
Exchange Commission that are not historical facts, that are preceded by, followed by or include the words
“believes,” “expects,” “anticipates,” “estimates” or similar expressions, or that relate to future plans, events or
performance are “forward-looking statements” within the meaning of the federal securities laws. When a
forward-looking statement includes an underlying. assumption, we caution that, while we believe the assumption
to be reascnable and make it in good faith, assumed facts almost always vary from actual resuhts, and the
difference between assumed facts and actual results can be material. Wheré, in any forward-looking statement,
we express an expectation or belief as to future results, there can be no assurance that the expectation or belief
will result. Our actual results may differ materially from those expressed in our forward-looking statements.
Forward-looking statements involve a number of risks or uncertainties including, but not limited to, the Risk
Factors addressed in Item | A below. Other risks are referred to from time to time in our periodic filings with the
Securities and Exchange Commission. All of our forward-looking statements are qualified by and should be
read in conjunction with our risk disclosures. Except as may be required by applicable law, we undertake
no obligation to publicly update or revise any forward lookmg statements, whether as a result of new
mformatlon, future events or otherwme
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PARTI

ITEM 1. BUSINESS
A. Overview of Opergtions

- We provide financial products designed to reduce risk, lower costs and expand market access for residential
mortgages, public finance obligations and asset-backed securities. Our products include:

* Mortgage insurance and reinsurance;

»  Structured finance solutions, which may take the form of mortgage insurance; and

i
'

» Financial guaranty.

Through our U.S., International -and ,Financial Guaranty segments, we offer these products across the credit
spectrum and in a variety of countries. ,

Our mortgage insurance and structured finance products support the mortgage finance system by providing
protection to mortgage lenders and investors in the event of borrower default. By protecting lenders and investors
from credit losses, we help to ensure that mortgages are available to prospective homebuyers. Our financial.
guaranty products also support the infrastructure on which homeownership depends, including transportation,
schools, hospitals, and utilities. '

The significant weakening of the U.S. residential mortgage, housing, credit, and capital markets negatively
affected our financial condition and results of operations in 2007. Qur consolidated net loss was $915.3 million
for the year ended December 31, 2007. We discuss the impact of the mortgage, housing, credit, and capital
market declines on our operating segments in Items 1(B). U.S. Mortgage Insurance Operations, 1{C).
International Operations and 1(D). Financial Guaranty, below. Our financial condition and results of operations
for 2007 are discussed on both a consolidated and segment basis in Item 7. Management's Discussion and
Analysis of Financial Condition and Results of Operations, below.

U.S. Mortgage Insurance Operations. Our U.S. subsidiary, PMI Mortgage Insurance Co., including its
affiliated U.S. companies, collectively referred to as PMI, is a leading U.S. residential mortgage insurer, PMI
offers a variety of mortgage insurance and structured finance products to meet the capital and credit risk
mitigation needs of its customers. We also own 50% of CMG Mortgage Insurance Company, or CMG M, a joint
venture that provides mortgage insurance exclusively to credit unions.

International Operations. Through our Australian subsidiaries (collectively, “PMI Australia”), we are one
of the leading providers of mortgage insurance in Australia and New Zealand. PMI Australia provides credit
enhancement products to lending institutions as well as credit enhancement for residential mortgage-backed
securitizations. Our European subsidiaries (collectively, “PMI Europe”) offer mortgage insurance and mortgage
credit enhancement products, including primary mortgage insurance, structured portfolio products and
reinsurance products, primarily tailored to the European mortgage markets. Our Hong Kong subsidiary, PMI
Asia, offers mortgage reinsurance to residential mortgage lenders and investors in Asian markets. PMI Canada,
our Canadian mortgage insurer, began offering residential mortgage insurance products in 2007.

Financial Guaranty. We are the lead investor in FGIC Corporation, whose wholly-owned subsidiary,
Financial Guaranty Insurance Company (“FGIC”), provides financial guaranty insurance for public finance and
structured finance obligations, As a result of the deterioration of the credit and capital markets in 2007 and the
downgrades of FGIC in 2008 o “A” by Standard & Poor’s, “AA™ by Fitch and “A3” by Moody’s, FGIC has
ceased writing new business, and we believe it is unlikely that FGIC will be able to write new financial guaranty
business at its current ratings. As described further below, FGIC Corporation has proposed a significant
restructuring of its insurance operations to the New York Insurance Department, including the organization of a
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new financial guaranty insurer to be domiciled in New York to provide support for the global public finance and
infrastructure obligations previously insured by FGIC and to write new business to serve those markets. We do
not know whai form’such restructuring, if any, will ultimately take. Our surety company, PMI Guaranty Co.,
provides financial guaranty insurance, financial guaranty reinsurance and related credit enhancement products
and services. We also have a substantial ownership stake in RAM Holdings Ltd., the parent company of RAM
Reinsurance Company Ltd, (“RAM Re"), a Bermuda-based financial guaranty reinsurance company.

Financial Strength Ratings. Independent rating agencies have assigned ocur insurance subsidiaries ‘he
insurer financial strength ratings shown in the table betow. These ratings are based on the rating agencizs’
assessments of the financial risks associated with historical business activities and new business initiatives. In

; their assessments, the rating agencies model the adequacy of capital to withstand severe loss scenarios and
review, among other things, corporate strategy, operational performance, available liquidity, the outlook for the
relevant industry, and competitive position. The rating agencies can change or withdraw their ratings at any time.

Insurer Financial Strength Ratings
(as of March 14, 2008)

. Standard & Poor's Fitch Moody’s DBRS
PMI Mortgage Insurance Co. ........................ AA AA  Aa2 AA

PMIInsurance Co. ...... ... ... i, AA AA Aa2 -
PMIAustralia. ... ... .. .. i i AA AA  Aal -
PMICanada ........ ... . ... i, - - - AA
PMI Europe ......... O AA AA A3 -
PMIGuaranty ......... ... it AA AA  Aaj -
CMGMI . AA- AA - -
FGIC . A AA A3 -
RAMRe .. .. AAA - Aa3 -

Many of our customers view the insurer financial strength ratings assigned to us as indicative of our strength
as a counterparty. For example, the value of our credit enhancement products in capital markets transactions is
determined in significant part by our applicable insurer financial strength ratings. In the United States, two of our
largest customers, Fannie Mae and Freddie Mac (collectively, the “GSEs”), require eligible mortgage insurers
such as PMI to be rated at a minimum of “AA-" or its equivalent by at least two of the national rating agencies.
The GSEs also may limit the activities of eligible mortgage insurers who have been downgraded by one rating
agency below “AA-" although they have stated that they will temporarily suspend imposition of such limitations
provided that the downgraded insurer submits, and the GSE approves, a remediation plan. Accordingly, a ratings
downgrade, or the announcement of a potential downgrade or other concern relating to the financial strength cf
our insurance subsidiaries could have a material adverse effect on our business prospects, our ability to compete,
and our holding company debt ratings. A number of our insurance subsidiaries (PMI Australia, PMI Europe, PMI
Guaranty, PMI Canada, CMG M! and, indirectly, PMI Asia) receive capital support from PMI and are, therefore,
dependent in part upon the financial strength and ratings of PMI. Thus, the ratings or performance of our
insurance subsidiaries who receive capital support from PMI would be adversely affected by a ratmgs downgrad:
of PMI. Ratings assigned to our holding company or its debt are set out below, .

Holding Company Ratings
(as of March 14, 2008)

Standard & Poor’s  Fitch Sentor Moody’s Senior

Counterparty Unsecured Unsecared
Credit Debt Debt
] Rating Rating Rating
The PMIGroup, Ing. ...oovvvi it iiiinanss A A Al

For a discussion of recent rating agency actions with respect to our holding company’s ratings and
subsidiaries’ insurer financial strength ratings and risk factors associated with these issues, see Item 1A. Risk
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Factors—A downgrade of the financial strength ratings of our wholly-owned insurance subsidiaries would
adversely affect our business and prospects and, consequently, our results of operations and financial condition
and Recent downgrades relating to FGIC and the placing of RAM Re on negative credit watch have adversely
_affected our financial condition and results of operations. Additional adverse rating agency.actions with respect.
to FGIC or RAM Re could. further harm our financial condition and. results of operations and Item 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations—Liquidity and
Capital Resources—Ratings, below.

As.of December 31, 2007, our consolidated total assets were.$5.1 billion, including our investment portfolio
of $3.7 billion. Our consolidated shareholders’ equity was $2.5 billion as of December 31, 2007: See Item 8.
Financial Statements and Supplementary Data—~Note 17. Business Segments, for financial information regarding
our business segments. -

Our website address is http://www.pmigroup.com. Information on our website does not constitute part of this
report. Our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and any
amendments to those reports are available free of charge on our website via a hyperlink as soon as reasonably
practicable after such material is electronically filed with or furnished to the Securities and Exchange
Commission. ’ '
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The PMI Group is a Delaware corporation. Our principal executive offices are located at 3003 Oak Road,

Walnut Creek, California 94597-2098, and our telephone number is (925) 658-7878.

B. U.S. Mortgage Insurance Operations

Through PMI, we provide residential mortgage insurance and structured finance products to mortgage
tenders, capital market participants and investors throughout the United States. PMI is incorporated in Arizona,
headquartered in Walnut Creek, California, and licensed in all 50 states, the District of Columbia, Puerto Rico,
Guam, and the Virgin Islands. Under its monoline insurance licenses, PMI may only offer mortgage insurance
covering first lien, one-to-four family residential morigages. :

- - Residential mortgage insurance protects mortgage lenders, and subsequent holders of insured mortgage
loans, in the event of borrower default, by reducing and, in some instances, eliminating the resulting credit loss to
the insured institution. By mitigating default risk, residential mortgage insurance facilitates the origination of
“low down payment mortgages,” generally mortgages with down payments of less than 20% of the value of the
homes. Mortgage insurance also reduces the capital that financial institutions are required to hold against low
down payment mortgages and facilitates the sale of low down payment mortgage loans in the secondary
mortgage market. -

PMI’s residential mortgage insurance products most frequently provide first loss protection on loans held by
portfolio lenders and insured loans sold.to the GSEs or the “agency market”. PMI also offers structured finance
products, in the form of mortgage insurance, to the GSEs and offers first loss and/or mezzanine loss credit
enhancement of morigage-backed securities issued by capital market participants other than the GSEs (the “non-
agency market”). The size of the non-agency market decreased significantly over the course of 2007. The
mortgage insurance and structured finance products PMI offers to meet the demands of the mortgage origination,
agency and non-agency markets are described below.

The deterioration of the U.S. residential mortgage, housing, credit, and capital markets significantly
impacted PMI in 2007. Section 7. Defaults and Claims, below, shows the higher delinquency rates, higher claims
paid and higher loss reserves experienced by PMI in 2007. Section 6. Risk Management, below, discusses
underwriting guidelines and pricing changes made by PMI. For a detailed review of PMI’s 2007 financial results,
see Item 7. Management’s Discussion and Analysis of Financial Condmon and Results of Operations — U.S.
Mortgage Insurance Operations, below.,



1. Products
fa) Primary Mortgage Insurance

Primary insurance provides .the insured with first-loss mortgage default protection on individual loans at
specified coverage percentages. Our maximum obligation to an insured with respect to a claim is generally
determined by multiplying the coverage percentage selected by the insured by the loss amount on the defaulted
loan. The loss amount includes any unpaid loan balance, delinquent interest and certain expenses associated with
the ioan’s default and property foreclosure. In lieu of paying the coverage percentage of the loss amount on a
defaulted loan, we generally may: (i) pay the full loss amount and take title to the mortgaged property, or (ii} in
the event that the property is sold prior to settlement of the claim, pay the insured’s actual loss,

We offer primary mortgage insurance on-a loan-by-loan basis to lenders through our “flow” channel. We
also offer issuers of mortgage-backed securities (“MBS”) and portfolio investors primary mortgage insurance
that covers large portfolios of mortgage loans. These structured finance products may provide regulatory capital
relief and default protection to portfolio investors, including the GSEs, or may serve as credit enhancement for
agency and non-agency MBS transactions.

PMI's primary insurance in force and primary risk in force at December 31, 2007 were $123.6 billion and
$31.0 billion, respectively. Primary insurance in force refers to the current principal balance of all outstanding
mortgage loans with primary insurance coverage as of a given date, Primary risk in force is the aggregate dollar
amount of each primary insured mortgage loan’s current principal balance multiplied by the insurance coverage
percentage specified in the policy. The chart below shows our U.S. primary new insurance written, or NIW, for
the years ended December 31, 2007, 2006 and 2005. NIW refers to the original principal balance of all loans that
receive new primary mortgage insurance coverage during a given period.

2007 2006 2005
{In millions)
FlowChannel ......... ... ..., $37,584 81% $23270 72% $28,194 8%
Structured Finance Channel ............ .l.- 3 8549 19% S 8964 28% § 7,740 _22%
" Total Primary NIW .., .................. $46,133 100% $32,234  100%. $35.934  100%

Primary Flow Channel. Lenders purchase primary mortgage insurance through our flow channel to reduce
default risk; to obtain capital relief and, most often, to facilitate the sale of their low down payment oans 1o the
GSEs and other investors. The GSEs purchase residential mortgages from lenders and investors as part of their
governmental mandate to provide liquidity in the secondary mortgage market As the GSEs have traditionally
been the principal purchasers of conforming mortgage loans, mortgage lenders have typically originated such
loans in conformance with GSE guidelines for sellers and servicers, These guidelines reflect the GSEs' own
charter requirements which, among other things, allow the GSEs to purchase low down payment mortgage loans
only if the lender: (i) secures mortgage insurance on those [oans from an eligible insurer, such as PMI; (ii) retains
a participation of not less than 10% in the mortgage; or (iii)-agrees to repurchase or replace the mortgage in the
event of a default under specified conditions. If the lender retains a participation in the mortgage or agrees to
repurchase or replace the mortgage, banking regulations may increase the level of capital required to be held by
the lender-to reflect the lender’s increased obligations, which could in turn increase the lender’s cost of doing
business.

The GSEs also have established approval requirements for eligible mortgage insurers. The approval
requirements cover substantially all areas of PMI's mortgage insurance operations and require disclosure of
- certain activities and new products to the GSEs. The requirements mandate that eligible mortgage insurers must
maintain at least two of the following three ratings: “AA-" by Standard & Poor’s or Fitch, or “Aa3"” by Moody’s.
In addition, even if only one rating agency assigns a rating below “AA-" or “Aa3”, the GSEs may require that the
affected mortgage insurer limit certain activities and practices in order to remain a GSE eligible mortgage
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insurer. Such limitations could include the preclusion of offering captive reinsurance (described below) without
the GSEs consent and maximum risk-to-capital ratios. The GSEs recently announced that they have temporarily
suspended imposition of the additional requirements that would otherwise automatically be applicable upon a
downgrade by one rating agency provided that the downgraded insurer submits, and the GSE subsequently
approves, a remediation plan within certain timeframes. :

Lenders that purchase mortgage insurance select specific coverage levels for insured loans. As a result of
the GSEs’ coverage requirements, lenders generally select a coverage percentage that effectively reduces the
ratio of the original loan amount to the value of the property, or LTV, to not more than 80%. We charge higher
premium rates for higher coverage, as higher coverage percentages generaily resilt in higher amount$ paid per
claim. Higher LTV loans generally have higher coverage percentages and higher average premiums. Refinanced
mortgage loans we insure typically have lower LTVs, and therefore lower coverage percentages and premivm
rates, than purchase money mortgages due to the home price appreciation often associated with refinanced loans.
Purchase money mortgages, which generally have higher LTVs, tend to have higher coverage percentages, or
“deeper” coverage. Accordingly, the relative sizes of the purchase money and.refinance mortgage origination
markets influence the average LTV, coverage rate and premium of our NIW and insurance in force. The sizes of
the U.S. mortgage origination market and its purchase money and refinance components are influenced by many
economic factors, including interest rates and home prices. ‘

Premium payments may be paid to us on a monthly, annual or single premium basis. Monthly payment
plans represented 93.5% of NIW in 2007, 96.4% of NIW in 2006 and 94.1% of NIW in 2005. As of
December 31, 2007, monthly plans represented 92.9% of our U.S. primary risk in force compared to 93.5% at
December 31, 2006 and 93.1% at December 31, 2005. Single premium plans represented substantially all of the
remaining NIW and primary risk in force. Single premium-plan payments may be refundable if coverage is
canceled by the insured, which generally occurs when the loan is repaid, the loan amortizes to a sufficiently low
amount or the value of the property has increased sufficiently.

Depending upon the loan, the premium payments for flow primary mortgage. insurance coverage may
ultimately be borne by the insured (“Lender Paid MI”) or by the insured’s customer, the mortgage borrower
(“Borrower Paid MI”). In either case, the payment of premiums to us is the respon51b111ty of the insured. PMI’s
primary insurance rates for Borrower Paid MI are based on rates that we have filed with the various state
insurance departments. To establish these rates, we utilize pricing models that consider a number of variables,
including coverage percentages, loan and property attributes, and borrower risk characteristics. Because Lender
Paid MI products are frequently designed to meet the needs of a lender’s particular loan program, we attempt to
calibrate our Lender Paid MI pricing to a loan program’s specific borrower and loan-type risk characteristics. In
addition, as a significant percentage of Lender Paid MI is processed through our electronic delivery channels,
lenders’ use of Lender Paid MI serves to increase our efficiency and reduce our policy acquisition costs. Lender
Paid MI represented 20.1% of flow NIW in 2007, 17.5% in 2006 and 16.7% in 2005.

Primary mortgage insurance is renewable at the option of the insured at the premium rate fixed when the
insurance on the loan was initially issued. As a result, increased claims from policies originated in a particular
year cannot be offset by renewal premium increases on policies in force. We may not cancel mortgage insurance
coverage except in the event of nonpayment of premiums or certain material violations of PMI's master policies.
With respect to our flow channel, the insured or the loan’s mortgage servicer generally may cancel mortgage
insurance coverage at any time. In addition, the GSEs’ guidelines generally provide that a borrower’s written
request to cancel Borrower Paid MI should be honored if the borrower has a satisfactory payment record and the
principal balance is not greater than 80% of the original value of the property or, insome instances, the current
value of the property. The Homeowners Protection Act-of 1998 also provides for the automatic termination of -
Borrower Paid MI on most loans when the LTV ratio (based upon the loan’s amortization schedule) reaches
78%, and provides for cancellation of Borrower Paid MI upon a borrower’s request when the LTV ratio reaches
80%, upon satisfaction of conditions set.forth in the statute.
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Structured Finance Channel. 'We provide'credit enhancement solutions to agency-and non-agency MBS
issuers as well as portfolio investors. While the terms vary, our structured finance products generally insure a
large group of pre-existing loans or loans to be originated in the future whose attributes will conform to the tenins
of the negotiated agreement. A structured finance product can include primary insurance (first loss), modified
pool insurance which may be subject to deductibles and which is discussed below, or both, Premlums for
structured finance coverage are paid and borne by the issuers or investors.

Most non-agency MBS transactions do not utilize mortgage insurance. Instead, non-agency MBS issuvers
often use other third party credit enhancement products, such as financial guaranty insurance, or, most often,
forego all third party credit enhancement products by using over-collateralized structures. As a resull, we
compete against both MBS transactions that forego third party credit enhancement and third party credit
enhancers, such as other mortgage insurers and financial guarantors, The extent to which we may bid upon, and if
successful participate in, non-agency MBS transactions is subject to 2 number of factors, including: "

»  The size of the non-agency MBS market. As a result of deterioration in the housing, mortgage, credit, and
capital markets, we expect the size of the non-agency MBS market to be significantly diminished in 2008.

* The attractiveness of mortgage insurance relative to other forms of external credit enhancement.

* The attractiveness of mortgage insurance relative to the use of internal credit 'enhancement structures,
which depends in large part on the interest rates offered to investors purchasmg the various tranches of
an MBS.

+  Qur perceived strength as a counterparty, our fmanc'\al strerigth ratings, and the amount of credit for
losses that rating agencies give to cur mortgage insurance products,

*« Continued MBS product'innovation, which may involve credit or interest rate swap instruments, over-
collateralized executions and other forms of credit enhancement that do not require mortgage insurance.
PMI’'s monoline insurance licenses prohibit it from offering credit enhancement products other than
residential mortgage insurance,

All of the above factors are affected by domestic and international economic and financial conditions
including, but not limited to, levels of liquidity in the U.S. and international capital markets, interest rates, home
price appreciation, employment levels, and the relative attractiveness of non-agency MBS compared to other debt
securities, Because economic factors and the diverse array of competitors in the capital markets affect our
opportunities to write mortgage insurance for structured transactions, PMI’s NIW from structured finance can
vary significantly from year to year, We expect that PMI’s opportunities to participate in structured finance
transactions will be limited in 2008 as a result of the projected smaller non-agency MBS market this year.

In the future, PMI's opportunities to participate in structured finance transactions will be impacted by the
implementation in-the United States of Basel II, the Basel Committee on Banking Supervision’s proposal to
implement a new international capital accord. Base! IT will affect the capital treatment provided to mortgage
insurance by domestic and international banks in both their origination and securitization activities. The Basel 11
provisions related to residential mortgages and mortgage insurance could alter the competitive positions of
mortgage insurers. The U.S. banking regulators have also -stated that in 2008 they will propose optional
regulations for mid-size and small banks that reflect the standardized approach under Basel 1l. No date has been
announced for the publication of these regulations. Finally, the Basel Committee has proposed a further review of
international capital accords.. :

In addition to MBS issuances, we offer primary mortgage insurance on large groups of leans that lenders
and investors intend to hold in their portfolios. In these instances, the lender or investor purchases mortgage
insurance to achieve capital relief, liquidity or to receive protection against default risk.

We utilize risk-based pricing models to establish premium, rates for our structured finance transactions
business. These models consider variables relating to the structure of the transaction, real estate loss scenarios,




and the loans within the insured portfolio, including coverage levels selected by the insured, loan and property
attributes, and borrower risk characteristics.

(b) Pool Insurance

Modified Pool Insurance. We currently offer modified pool insurance products that may be attractive to
agency and non-agency MBS issuers, investors and lenders seeking credit enhancement for MBS transactions,
regulatory capital relief or the reduction of mortgage default risk. Modified pool insurance may be used in
tandem with primary mortgage insurance or may be placed on loans that do not require primary insurance. The
extent of coverage of modified pool products varies. Some products provide first loss protection by covering
losses (up to a loan-level benefit limit) on individual loans held within the pool of insured loans up‘to a stated
aggregate loss limit (“stop loss limit”) for the entire pool. Some modified pool products offer mezzanine-level
coverage by providing for claims payments only after a predetermined cumulative claims level, or deductible, is
reached. Such mezzanine-level coverage generally also includes a stop loss limit.

To date, PMI has issued modified pool insurance principally to the GSEs as supplemental coverage and to
lenders and other capital markets participants. As of December 31, 2007, PMI had $2.9 billion of modified pool
risk in force, representing 8.3% of PMIs total risk in force. With respect to modified pool coverage, we calculate
risk in force by subtracting the deductible and claims paid, if any, from the applicable stop loss limit. In later
coverage years, loan terminations within the covered pool may also reduce the pool’s risk in force. Unless
otherwise noted, primary insurance statistics in this report do not include pool insurance.

Other Pool Insurance. Prior to 2002, PMI offered certain traditional pool insurance products, referred to
principally as GSE Pool or Old Pool, to lenders, the GSEs and the non-agency market. As of December 31, 2007,
other pool insurance represented 1.8% of PMI's total risk in force and 17.7% of PMI's total pool risk in force
(including modified pool). — ;

{c¢) Captive Reinsurance

Mortgage insurers including PMI offer products to lenders that are designed to allow them to participate in
the risks and rewards of the mortgage insurance business. Many of the major mortgage lenders have established
affiliated captive reinsurance companies. Under a captive reinsurance agreement, PMI reinsures a portion of its
risk written on loans originated by a certain lender with the captive reinsurance company affiliated with such
lender. In return, a commensurate amount of PMI's gross premiums received is ceded to the captive reinsurance
company less, in some instances, a ceding commission paid to us for underwriting and administering the
business. Ceded premiums, as well as capital deposits required of the captive reinsurer, are held in a bankruptcy-
remote trust for our benefit to secure the payment of potential future claims. Captive reinsurers must comply with
applicable insurance regulations and must adhere to minimum risk-to-capital ratios, which consider only eligible
assets held in trust specifically for our benefit. If during predetermined reporting periods, the value of assets in
the trust is less than that required under the minimum capital requirement, the captive reinsurer must deposit
additional amounts into the trust account. Dividends from the trust accounts are only permissible once specified
capital ratios are exceeded. In addition to adherence to minimum capital ratios, some captive reinsurance
agreements disallow any dividends until book years. have been reinsured for a minimum time period, typically
three years. Because captive trust assets are not segregated by book or policy year, ceded premiums deposited
into a trust in one year may be used to pay claims on policies reinsured by the captive in prior or later book years.
As of December 31, 2007, assets in captive trust accounts held for the benefit of PMI totaled approx:mately 3700
million. .

PMVP’s captive reinsurance agreements primarily provide for excess-of-loss reinsurance, in which PMI
retains a first loss position on a defined set of mortgage insurance risk, reinsures a second loss layer of this risk
with the captive reinsurance company and retains the remaining risk above the second loss layer up to the
maximum coverage level. The GSEs’ eligibility requirements for approved mortgage insurers have been
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temporarily amended, with respect to business written on or after June 1, 2008, to prohibit cessions of gross risk
or gross premium cedes greater than 25% to captive reinsurers. PMI also offers quota share captive reinsurance
agreements under which the captive reinsurance company assumes a pro rata share of all losses in return fer a
pro rata share of the premiums collected, less a ceding commission. Captive reinsurance agreements decrease the
possibility of PMI incurring unacceptably high levels of losses in times of economic stress. In addition, certain
rating agency capital models recognize the trust balances of the captive reinsurers and, thus, also recognize the
reinsurance value and transfer of risk criteria of captive reinsurance. Typically enly flow Borrower Paid MI is
subject to captive reinsurance agreements. The captive reinsurance agreements must comply with both federal
and state statutes and regulations, mcludmg the Real Estate Settlement Procedures Act of 1974, as well as criteria
gstablished by the GSEs.

In 2007, we recéived $1.2 million in claim payments from captive trusts. We expect this amount to increase
in 2008 and increase substantially in 2009. See Item 1A. Risk Factors—The U.S. mortgage insurance indusiry .
and PMI are subject to regulatory risk and have been subject 1o scrutiny relating. to the use of captive
reinsurance arrangements and other products and services, and Item 7. Management's Discussion and Analysis
of Financial Condition and Results of Operations—U.S. Mortgage Insurance Operations, Premiums wrmen and
earned, below. i

{d) Other Risk-Sharing Products A

In addition to captive reinsurance, we offer other risk-sharing products, including layered co-insurance, a
primary insurance program under which the insuréd rétains lability for losses between certain levels of aggregaie
losses. Layered co-insurance is primarily targeted to affordable housing programs. We also offer various
products designed for, and in cooperation with, the GSEs and lenders that involve some aspect of risk-sharing.

(e) Joint Ventire—CMG Mortgage Insurance Company

CMG Mortgage Insurance Company and its afﬁllates {collectively “CMG MI”) offer mortgage insurance fcr
loans originated by credit unions. CMG MI is a joint venture, equally owned by PMI and CUNA Mutual
Investment Corporation (“CMIC™). CMIC is part of the CUNA Mutual Group, which provides insurance and
financial services to credit unions and their members. Both PMI and CMIC provide services to CMG MIL. As of
December 31, 2007, CMG MI had $18.9 billion of primary insurance in force and $4.7 billion of primary risk in
force. CMG MY’s financial results are reported in our consolidated financial statements under the equity method
of accounting in accordance with U.S. generally accepted accounting principles or GAAP. CMG MI's operating
results are not included in our results shown in Part I of this Report on Fortn 10-K, unless otherwise noted.

Under the terms of the restated joint venture agreement effective as of June 1, 2003, CMIC has the right or
September 8, 2015, or earlier under certain limited conditions, to require PMI to sell, and PMI has the right tc
require CMIC to purchase, PMI’s interest in CMG M1 for an amount equal to the thén ¢urrent fair market value
of PMTI's interest. PMI and CMIC have also entered into a capital support agreement, which is subject to certain
limitations, for the benefit of CMG MI in order to maintain CMG MI’s insurer financial strength rating at “AA-"
by Standard & Poor’s and “AA" by Fitch, CMG Ml is a GSE eligible mortgage insurer.

2. Competition
U.S. Private Mortgage Insurance Industry

The U.S. private mortgage insurance industry presently.consists of eight active mortgage insurers: PMI;
CMG MI; Mortgage Guaranty Insurance Corporation, or MGIC; Genworth Mortgage Insurance Corporation, an
affiliate of Genworth Financial, Inc.; United Guaranty Residential Insurance Company, an affiliate of American
International Group, Inc.; Radian Guaranty Inc., or Radian; Republic Mortgage Insurance Co., an affiliate of Old
Republic International; and Triad Guaranty Insurance Corp. Assured Guaranty Mortgage Insurance Company, a
subsidiary of Assured Guaranty Ltd., is also licensed to offer mortgage insurance-in the U.S. Other companies
may also be considering offering mortgage insurance, .




- LS. and State Government Agencies

PMI and other private mortgage insurers compete with federal and state government agencies that sponsor
their own mortgage insurance programs. The private mortgage insurers’ principal government competitor is the
Federal Housing Administration, or FHA, and to a lesser degree, the Veterans Administration, or VA, The
following table shows the relative mortgage insurance market share of FHA/V A and _private mortgage insurers
over the past five years.

\ oo ) . Federa) Government and

Private Mortgage Insurance
Maiket Share (Based on NIW)
Year Ended December 31,
. | ‘ 2007 2006 2005 2004 2003
FHA/NA . e e i 201% 227% 235% 328% 364%
Private Mortgage Insurance ........... e et o 799% T713% 765% 672% 63.6%

“Total .......... A PR 100.0% 100.0% 100.0% 100.0% 100.0%

Source: Inside Morigage Finance {based upon primary NIW but includes certain insurance written that we classify as pool insurance)

The sizes of the FHA/V A and private mortgage insurance markets are impacted by, among other things, the
maximum loan amounts that FHA and VA can insure. The size of the private mortgage insurance market is also
influenced by GSE conforming loan limits, the maximum loan amount that the GSEs may purchase. In February
2008, Congress passed an economic stimulus package that included a provision that will temporarily raise the
GSE conforming loan limits to allow the GSEs to purchase andfor guarantee certain “jumbo™ mortgages
originated between July 1, 2007 and December 31, 2008. The legislation temporarily increases the maximum
conforming loan limit from $417 000 to $729,750. Because the legislation also includes a cap of 125 percent of
the median home price for an area, the GSE conforming loan limit will remain at $417,000 in markets where the
median home price is $333,600 or less. This increase will explre at lhe end of 2008 unless extended by new

legislation.

The legislation also temporarily raised the FHA base loarn limit ("floor") to 65% of the current GSE limit or
$271,050, and temporarily raised the FHA maximum loan limit from $362 750 to $729,750. Permanent changes
to FHA loan limits, as well as lower minimum down payment’ requirements, are being considered by Congress.
These changes, if adopted, could significantly expand FHA’s mortgage insurance program. Further increases in
the amount that the FHA and VA can insure could cause future demand for private mortgage insurance to
decrease. We and other private mortgage insurers also faceé competmon in several states from state-supported
mortgage insurance funds

1

Fannie Mae and Freddie Mac — The GSEs

Mortgage insurers, including PMI, compete with the GSEs when the GSEs seek to assume mortgage default
risk that could be covered by mortgage 1nsurance The GSEs have introduced programs that'allow lenders to
purchase reduced mortgage insurance coverage. Co

Federal Home Loan Banks

The Federal Home Loan Banks, or FHLBs, purchase. single-family conventional mortgage loans originated
- by participating ﬁnanmal institutions. Typlcally, mongage insurance coverage is placed on ﬂ'lese loans when the
LTV exceeds 80%. ' '

e R - ol ' ' !

' Financial Insmunons and Mortgage Lenders

During the last several years, the private mortgage insurance industry faced mcreasmg competition from the
home equity lending operations of financial institutions and other mortgage lenders who structured their high
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LTV residential lending in such a way that mortgage insurance was not required. Certain lenders originated
mortgages that had a first mortgage lien with an LTV of 80%, and a second mortgage lien ranging from 5% to
20% LTV. These loans are commonly referred to as simultaneous seconds, “piggybacks,” 80/10/10, 80/20 or
80/15/5 loans. Since the first mortgage is only an 80% LTV, the GSEs do not require mortgage insurance with
respect to either mortgage when acquiring only the first mortgage, even though the combined LTV exceeds 80%.
These products grew in popularity between 2003 and early 2006 due to a number of factors, including low
interest rates, rapid home price appreciation rates and an increased focus by lenders on home equity lending. The
increased popularity and use of these and other similar products reduced the available market for primary
mortgage insurance. In 2007, origination of these products declined dramatically, primarily as a result of the
diminished demand in the capital markets for these products and new underwriting standards issued by bank and
thrift regulators.

In addition, we and other private mortgage insurers compete with financial institutions, primarily
commercial banks and thrifts, when they retain risk on all or a portion of their high LTV mortgage portfalics
rather than obtain insurance for this risk. Our use of captive reinsurance with certain lenders with whom we do
business {see Section |—Captive Reinsurance, above) also negatively impacts our premiums earned.

Structured Finance — Competitors

In order to participate in structured finance transactions, we must compete against other mortgage insurers
as well as other credit enhancement providers. In addition, the design and use of MBS structures that do not
include external credit enhancement negatively affects the private mortgage insurance market and our NIW.

3. Customers

Our U.S. customers are primarily mortgage lenders, depository institutions, commercial banks, investors
(including the GSEs), the FHLBs, and other capital market participants. In 2007, PMI's top ten customers
generated 52.0% of PMI's premiums earned compared to 43.9% in 2006. The beneficiary under PMI’s master
policies is the owner of the insured loan. The GSEs, as major purchasers of conventional mortgage loans in the
U.S., are the beneficiaries of a substantial portion of PMI’s mortgage insurance coverage, If the slowdown in the
non-agency MBS market continues in 2008, the GSEs will likely become beneficiaries of an even greater portion
of PMI's mortgage insurance coverage.

4, Sales and Product Development

We employ a sales force located throughout the U.S. to directly sell products and services to lenders. Qur
U.S. sales force is comprised entirely of PMI employees who receive compensation consisting of a base salary
and incentive compensation tied to performance objectives. PMI's product development and structured finance
departments have primary responsibility for the creation of new products,
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5. Business Composition '

t

Prmrary Risk in Force, * The composition of PMI's primary risk in force is summarized in the table below.

The table is based upon information available to PMI at the date of policy origination.

As of December 31,
! ’ 2007 2006 2005 2004 2003
Primary Risk in Force (m millions) . ........ e L., $30,967 $25,711 $24,971 $25,505 $24,668
Loan and Borrower Characlerlstlcs as Percentages of ‘
Prlmary Risk in Force ' .
LTV:
Above 97.0% LTV .............. ... e 246% 17.6% 143% 11.9% 8.6%
95.01% t097.0% LTV .............. e 38% 4.6% 53% 6.6% 7.4%
90.01% 10 95.0% LTV ....... ..., . - 295% 310% 337% 364% 31.6%
85.01% 0 90% LTV ................ P 350%  379% 374% _ 359% 37.0%
85.00% LTV andbelow ............. ... ..l " 71% 8.9% 9.3% 92%  9.4%
Loan Type*: ‘ -
Fixed . ...t s 872% 813% 804% 85.5% 904%
ARMs (excluding 2/28 Hybrid ARMs) ............. 9.5% 125% 13.7% 11.7% 8.7%
2/28 Hybrid ARMs .. ... .. e e ‘ - 33% 6.2%  59% 2.8% 0.9%
Less-than-A Qﬁalily (iess than 620 FICO) ...... ... . 8.1% 8.0% 93% 109% 119%
Al A e 228% 199% 172% 127% 8.7%
Interest Only . ... e 14.2% 9.9% 62% nm. n.m.
Payment Option ARMs . ... ... ... ... co.t. 3.8% 4.5% 35% nm. n.m.
Property Type: ‘ : o i
Single-family detached ... ........... ... .. ..l 82.8% 82.7% 83.8% B847% 85.8%
Condominium, townhouse, cooperative .. ........... 12.8% 11.9% 11.5% 10.7% 10.0%
Multi-family dwelling andother .................. 4.4% 54%  47% 4.6% 4.2%
Occupancy Status: ' _ ‘
Primary residence . ...... ... e 88.6% 88.8% 91.0% 932% 948%
Secondhome ......... ... ... .. iiiiiiiean 4.3% 3.9% 3.4% 2.7% 2.2%
Non-owner occupied .............ccoiiiinin.nn 71.1% 7.3% 5.6% 4.1% 3.0%
Loan Amount:
100,000 0r1e58 . ..ottt e C146% 179% 195% 205% 219%
Over $100,000 and up to $2506,000 ................ 533% 564% 59.1% 61.9% 63.3%
QOver $250,000 ....... B PN D 32.1% 257% 214% 17.6% 14.8%
GSE conforming loans** ... ... ..., e 91.7% 91.7% 91.8% 933% 93.9%
Non-conforming loans** . ....................... 8.3% 8.3% 8.2% 6.7% 6.1%
Average primary loan size (in thousands) . ............. $ 1550 $ 1425 $ 1360 $ 131.1 $ 1273

*  Loans types are not mutually exclusive and, therefore, do not total 100%.

**  GSE conforming loans have principal balances that do not exceed the maximum single-family principal batance toan limit eligible for

purchase by the GSEs. Non-conforming toans have principal balances that exceed the GSE loan limits.

n.m. - not meaningful

e High LTV Loans. LTV is the ratio of the original loan amount to the value of the property. In our
experience, as LTV ratios increase, the associated default and claim rates generally increase as well. In
particular, Above-97s, mortgages with LTVs exceeding 97%, have higher default and claim rates than

mortgages with lower LTVs.
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Fixed, Adjustable Rate and 2/28 Hybrid Mortgages. We consider a loan an adjustable rate mortgaye,
or ARM, if its interest rate may be adjusted prior to the loan’s fifth anniversary. Based on cur
experience, the delinquency and claim rates of ARMSs are generally higher than in-the case of fixed rate
loans. We consider a 2/28 Hybrid ARM a loan whose interest rate is fixed for an initial two year perind
and floats thereafter. PMI insured 2/28 Hybrid ARMs through its structured finance channel. 2/28

* Hybrid ARMs have experienced higher default rates than other ARMs products. The higher default rates

have been evident during these loans’ initial interest rate periods and are not necessarily related to rzte
resets. We believe that approximately 1% of PMI's prlma.ty risk in force consists of 2/28 Hybrid ARMs

. that will reset in 2008,

Less-than-A Quality and Alt-A Loans. We insure less-than-A quality loans and Ali-A loans through
our primary flow and structured finance channels. We define less-than-A quality loans to include loans
with FICO scores generally less than 620, We define Alt-A loans as loans where the borrower’s FICO
score is 620 or higher and the borrower requests and is given the option of providing reduced
documentation verifying the borrower’s income, assets, deposit information, and/or employment The
default and claim rates of less-than-A quality and Alt-A loans exceed PMI’s average rates.

Interest Only Loans. Borrowers with interest only loans, also known as deferred amortization loans,
do not reduce principal during the initial deferral period (usually between two and ten years) and
therefore do not accumuiate equity through loan amortization during.the initial deferral period. The
significant majority of interest only loans insured by PMI have initial deferral periods of ten years.
Interest only loans have more exposure to declining home prices than amortizing loans, We believe that
less than one half of % of PMI's primary risk in force consists of interest only loans whose initial
deferrs&l period will end in 2008.

Payment Option ARMs. With a payment option ARM, a borrower generally has an option every month
to make a payment consisting of principal and interest, interest only, or an amount established by ths
lender that may be less than the interest owed. Depending on prevailing interest rates and payment
amounts, monthly payments may not be sufficient to fully cover interest due, in which case the shortfall
is added to the principal amount of the loan in a manner known as “negative amortization.” While
generally the.amount of negative amortization allowed under the loan is capped, borrowers with
payment option ARMs may choaose not to reduce principal during the early years of the loan and mav
increase the principal amount owed. Typically, no later than the loan’s fifth anniversary the loan is
“recast” as fully-amortizing with a loan balance equal to the principal then outstanding. Accordingly,
like interest only loans, payment option ARMs have more exposure to declining home prices than
amortizing loans. In addition, these loans may have interest rate risks similar to traditional ARMs.

Layered Risk. PMI insures loans that ‘may possess one or more of the above characteristics. For
example:

*  Approximately 2.9% of PMU’s primary risk in force consists of Above-97s with FICQ scores below
620. '

+ Approximately 0.3% of PMI's primary risk in force consists of 2/28 Hybrid ARMs that are also
Above-97s,

* Approximately 0.5% of PMI's primary risk in force consists of 2/28 Hybnd ARMs with FICO
scores below 620.

. Approxlmately 4.0% of PMI’s primary risk in force consists of All-A loans that are also Above-97s.

* Approximately 4.5% of PMI's primary risk in force consists of interest only loans that are also
Above-97s.

« Approximately (.29 of PMI's primary risk in force consists of interest only loans with FICO scores
below 620.

This “layering™ of risk has, in recent experience, further increased the risk of borrower default.
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s Average Primary Loan Size. As the table above shows, our average insured loan size increased each
year since 2003, These increases were primarily caused by home price appreciation. As of December 31,
2007, the average primary loan size of PMI's California and Florida insured loans were $301,386 and

. $177,999, respectively. Because our premium rates are based.in part upon the size-of the insured loan,
higher average loan sizes favorably impact premiums written and earned. Our obligation to an insured
with respect to a claim is generally determined by multiplying the stated coverage percentage by the loss
amount, which includes any unpaid principal and interest. Accordingly, higher insured loan balances
could negatively affect our average claim sizes. In February 2008, the GSE maximum conforming loan
limit was temporarily raised from $417,000 to $729,750. This increase could cause our average loan
size to increase in the future.

We believe that the increases in Above-97s, Alt-A loans and interest only loans as percentages of PMPD’s risk
in force in 2007, and the increase in average primary loan size, reflect higher concentrations of these types of
loans as percentages of both the mortgage origination market and the private mortgage insurance market in the
first half of 2007. See Item 7. Management’s Discussion and Analysis of Fi inancial Condition and Results of
Operations—U.S. Mortgage Insurance Operations, Credit and portfolio characteristics below. In 2007, PMI’s
average premium rate increased primarily as a result of its primary portfolio containing higher percentages of
Above-97s and Alt-A loans. However, there can be no assurance that'the premiums earned and the associated
investment income will prove adequate to compensate for future losses from these loans.

The following table shows U.S.primary risk in force by FICO score:

*

Percentage of
Primary Risk
, in Force by
FICO Score
. . . As of December 31,
. . R ‘ . ; : © 2007 2006 2005
FICO Score: )
" Lessthan 575 ..... P P 2.2% 2.1% 2.5%
©OST5—619 ..., PR S 59%  59%  68%
620—679 ....... S 33.1% 34.7% - 34.6%
680—719 ... ... U ! 251%  24.5%  24.1%
720andabove . ... ... A e . 32.7% 31.5% 30.6%
Unreported ".......... e U ' 1.0% 1.3% 1.4%

TOtal .o ooereee e e e 100.0% 100.0% 100.0%

Pool Risk in Force. The following table shows components of PMI's pool risk in force as of December 31
for the last five years. | ‘

Pool Risk in Force (in millions)

As of December 31,
2007 2006 2005 2004 2003
Modified POOL ... .. oot $2,851.9 $2,527.0 $1,809.6 $1,517.1 $1,390.9
OId POOL . v e et e 2778 346.7 420.6 501.7 656.8
Other Traditional Pool .. ................ e 225.6 230.6 242 8 266.8 3252
GSEPOOL ..\ oee e e 109.0 112.2 116.0 122.2 4853
Total Pool Riskin Force ...........coovvvunevins. $3.464.3 $3216.5 $2,589.0 $2.407.8 $2,858.2
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The two tables below show the operation of stop loss limits and deductibles ‘in the calculation of PMI's
modified pool risk in force. The first table presents data for the portion of PMI’s modified pool portfolio thar is
subject to deductibles. The second table -presents similar data for the portion-of PMI's modified pool portfolio
that is not subject to deductibles. The data in the tables below are organized by book year (the year in which the
risk was written) and represent in each case the aggregate of modified pool transactions written during the

applicable book year.
Modified Pool (with Deductibles) by Book Year
2007 2006 2005 2004 & Prior
. ) (In millions) -
Original Insurance InForce . ... . ... ... ... ... ........ $8,782  $18,913 $13,234 $35,500
Current Insurance InForce® .. ... ... . .. . . . $8,325 $15,301 § 7.839 $ 8,957
. StopLoss LImit . ... .. i e $§ 265 $ 643 $ 367 $ 1,315
. Original Deductible Amount .. ............... ... cc0rvvn. $ 77 % 136 $ 78 § 266
| Risk In Force* (Stop loss less original deductible amount) . . .. .. $ 188 % 507 $ 289 5 1,049
Losses Applicable to Deduetible* . ... ..., ................ $ 0 § 2 3 5 $ 82
Current Deductible Balance® .. ... ..................c0.uuu. $ 77 § 134 § 73 5 184
Claims Paidto Date* ...... ... ... ... . o uiierennnn. $ 0 3 0 3 0 $ 0
Average Loan Level Coverage Percent ... ..... ... .. ........ 24.0% - 24.1% 252% 249%
Modified Pool (without Deductibles) by Book Year
20072 2006 2005 2004 & Prier
(In millions)
Original Insurance InForce .............................. $ 0 %8442 % 2,577 $16,375
Current Insurance In Force® . ... ... .. . i $ 0 $5798 § 1,604 $ 2774
Stop Loss Limit . .. .... e e $ 0 §$ 317 § 54 $ 483
Claims Paidto Date® . .......... ... . iiiiiiiiiiinrennn.. $ 0 3 2 % 2 $ 3
Risk In Force* (Stop loss less claims paid) .................. $ 0 $ 315 $§ 52 % 452
Average Loan Level Coverage Percent .., .................. N/A 27.2% 24.6% 26.1%

*  Asof December 31, 2007.
(1) Excludes one hybrid transaction in which PMI Guaranty Co. also participated and for which PMI has established loss reserves.
(2) We did not write any modified pool business (without deductible} for 2007 book year.
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The following two tables-show the composition of PMI's modified pool portfolio by book year based upon
the effective date of coverage. Because modified pool stop loss limits and deductibles operate across a pool of
loans, we show the composition of PMI’s modified pool portfolio in the tables below on-an insurance in force
(“IIF") rather than risk in force basis. The table immediately below shows the composition of the portion of

PMI’s modified pool portfolio that is subject to deductibles.

Modified Pool (with Deductibles)

As of December 31, 2007 for Book Year

*  Specific portfolio characteristics are not necessarily mutually exclusive.
*+  Auto States include Michigan, Indiana, Ohio, and Illinois.

*** May not total due to unreported FICO scores.

n.m. Not material.
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2004 &
2007 2006 2005 Prior
Modified Pool (with Deductibles) IIF (in millions) ....... $ 8325 §$15301 % 7839 § 8953
Credit Score as percentages of above ITF**#* ‘ .
Lessthan 575 ............ e 1.7% 0.5% 0.1% 4.2%
575=619 ... PP 3.5% 1.2% 0.8% 9.1%
620—679 . ........... e . 34.7% 37.9% 24.1% 24.2%
680—719 ......... et e e 34.2% 33.6% - 31.7% 18.9%
720and above ... ... 25.9% 26.8% 43.3% 43.6%
‘Loan Type as percentages of above IIF ' .
FixedRate .................. S 95.0% 98.7% 80.4% 94.5%
ARMs ... .... T 5.0% 1.3% 19.6% 3.5%
2/28 Hybrid ARMS . ... ..ot et 0.0% n.m. n.m. 0.0%
Specific Portfolio Characteristics* as percentages of
-above IIF
Alt-ALoans ............ e e 68.3% 72.8% 69.5% 40.6%
Interest Only Loans ............ .. it 44.1% 37.5% 37.9% 9.9%
Californialoans . ... i . 19.3% 16.2% 17.9% 12.9%
Florida Loans . ..ot ittt et e i e e 9.5% 114% - 12.3% 6.2%
Auto States**Loans ........ ... ... .. i i, 9.2% 9.5% 9.4% 13.1%
AbBOVE 978 ... e 7.4% 0.4% 0.6% 0.9%
AvgLleanSize ............ ... ... $207.481  $189,907 $177,194  $128,341
Avg LTV 81% 79% 79% 75%
AvgFICO ... ... .. .. e 688 693 709 690




The table below shows the composition of the portion of PMI’s modified pool portfolio that is not subject to

deductibles.

Modified Pool (without Deductibles) IIF (in {m’!h'ons)

Credit Score as percentages of above [IF#**#*

Lessthan 575 .. .. . e
575610 . e
020079 . e
B80—T19 e e .
T20andabove . ... ... ..

Loan Type as percentages of above IIF

FixedRate .......... ... .. ... ... oo .. P

ARMs

2128 Hybrid ARMS ..o,

Specific Portfolio Characteristics* as percentages
of above IIF

ADBOVE 078 . o
Auto States®  Loans .. ... e
CaliforniaLloans ......... ...

*  Specific portfolio characteristics are not necessarily mutually exclusive.

**  Auto States include Michigan, Indiana, Ohio, and Illinois.
**+* May not total due to unreported FICO scores.

Avg LTV e
AvgFICO .. e

'Modified Pool (Without Deductibles)

As of December 31, 2007 for Book Year

i 2004

2007 2006 2005 . & Prior

0 S 5798 $ 1604 § 2774
N/A 7.9% 0.0% 0.4%
N/A 17.1% 0.4% 1.6%
N/A 43.5% 20.6% 32.7%
N/A . 202% 29.8% 27.5%
N/A 11.3% 48.0% 29.1%
N/A 34.9% 98.4% 88.5%
N/A 64.6% 1.6% 9.2%
N/A 0.5% 0.0% 0.0%
N/A 36.1% 0.1% 2.8%
N/A 15.7% 43% 6.4%
N/A 10.5% 21.0% 20.5%
N/A 9.0% 7.5% 7.5%
N/A 7.6% 71.1% 73.9%
N/A 6.7% 46.5% 6.7%
N/A  $156958  $198.959  $129515
N/A 03% 76% 73%
N/A 651 718 694
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We believe that the risk reduction features of our modified pool products, which may include deductibles.
and stop loss limits, mitigate our risk of loss from the loans insured. In addition, with the exception of 2006 (non-
deductibles), the average LTVs of loans insured by PMI's modified pool products are typically significantly
below LTV averages for PMI's primary portfolio. While we have not established loss reserves with respect to
modlﬁed pool with deductibles, we have established reserves ‘with respect to PMI's modified pool (non-
deducuble) portfolio. (See Section 7. Defaults and Clamzs—--Pool Claims, below.)




- Persistency; Policy Cancellations. A significant percentage of PMI’s premiums earned -is generated by
insurance policies written in previous years. Consequently, the level of policy cancellations and resulting length
of time that insurance remains in force are key determinants of PMI's revenues and net income. One measure of
the impact of policy cancellations on insurance in force is our persistency rate, which is based upon the
percentage of primary insurance in force at the beginning of a 12-month period that remains in force at the end of
that period. The following graph and table show average annual mortgage interest rates and PMI's primary
portfolio persistency rates from 1998 to 2007,

Persistency and interest rates
100.0% _ ' 10.0%
5. 80.0% 8.0% o
[#] 2]
5 oo
B 60.0% 6.0% %
4 — o
@ e
& 40.0% a0% E
20,0°/Q T T T 1 T T 1, T T 2.0°/°
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 ‘
—M— Persistency Rate  ----¢---  Interest Rate”
, 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Interest Rate* . . .................... 69% 74% 8.1% 70% 65% 58% 58% 59% 64% 63%
Persistency Rate .............. e 68.0% 71.9% 80.3% 62.0% 56.2% 44.6% 60.9% 61.9% 69.6% 75.5%

*  Average annual thirty-year fixed mortgage interest rate derived from Freddie Mac data.

As shown by the above graph and table, low or declining interest rate environments are major factors in
shortening the length of time our primary insurance in force has remained in effect. Between 2001 and 2003,
declining interest rates resulted in heavy mortgage refinance activity, causing PMI’s policy cancellations to
increase, thereby negatively impacting earned premiums. In 2004 through 2007, the persistency rate improved
partly as a result of stabilizing or mcreasmg interest rates. .

In addition to interest rates, we believe that refinance activity is. influenced by levels of home price
appreciation, consumer behavior and the avaﬂablhty of certain alternative loan products. We believe that higher
levels of home price appreciation and mcreasmg consumer acceptance of refinance transactions contributed to
higher levels of refinance activity between 2001 and 2006. We also believe that alternative loan products, such as
interest only loans and payment option ARMs, encouraged refinancing in recent years. In 2007, declining or
moderating home price appreciation and the diminished availability of alternative loan products positively
impacted PMI’s persistency rate.

6. Risk Management

Risk Management Approach

We utilize proprietary and other statistical models to measure and predict loan performance based on the
historical prepayment and loss experience of loans. We analyze performance based on borrower, loan and
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property characteristics, along with geographic factors, through historic economic and real estate cycles. We use
the outputs from these models to develop and refine how we price our coverage and in the establishment of
national and regional underwriting guidelines to control the concentrations of risk in PMI's portfolio. In
developing guidelines, we also take into account the GSEs’ underwriting guidelines. Historically, our
underwriting guidelines have generally allowed us to place mortgage insurance coverage on any mortgage loan
accepted by the GSEs’ automated underwriting systems for purchase by the GSEs. However, underwriting
guideline changes described below limit in some cases PMI’s coverage on such loans.

We continually monitor risk concentrations in our portfolio using various statistical tools. Among these are
the pmiAURAs™ System and the PMI U.S. Market Risk Indexs. The pmiAURAs® System is a proprietary risk
scoring tool we developed over 19 years ago that assigns a unique risk score 1o each loan in PMI’s porifolio
corresponding to the predicted likelihood of an insured loan going to claim based on demographic, geographic,
economic, and loan specific characteristics. The PMI U.S. Market Risk Indexs™ 1s a proprietary statistical model
that predicts the probability of a decline in home prices two years from the quarter of issuance in the
Metropolitan Statistical Areas in the United States based on local, historical home price appreciation, changes in
the local labor markets and local home affordability. We publish the output of this model on a quarterly basis.
During 2007, as part of our normal review process, we revised and re-estimated the variables in the model to
adapt it to changes in the housing market.

2007 Underwriting Guidelines and Pricing Changes

We review PMI’s portfolio on an on-going basis. Based upon our continuing review of PMI’s portfolio and
the significant weakening of the mortgage, housing and credit markets, we have initiated a number of
underwriting guidelines and pricing actions. In late 2006, we issued guideline changes designed to preclude
future coverage of 2/28 Hybrid ARMs through PMI’s primary structured finance channels. During the course of
2007, we refined PMI’s. structured finance pricing and underwriting policies. In the third quarter of 2007, we
amended certain PMI lender paid policies to reduce future coverage of Above-97s and Alt-A loans. Effective
October 1, 2007, we instituted tighter underwriting guidelines and higher borrower paid pricing with respect "o
Above-97s. Effective January 1, 2008, we tightened PMI’s borrower paid underwriting guidelines with respect 1o
Alt-A loans. These initiatives, and changes in both the mortgage origination and mortgage insurance markets in
the second half of 2007, reduced the percentage of Above-97s and Alt—A loans in PMI's NIW i in the third and
fourth quarters of 2007,

Effective March 1, 2008, we further tightened underwriting guidelines with respect to Alt-A loans and
eliminated future coverage of Above-97s through our primary flow channel. Effective March 1, 2008; we also
instituted loan to value and loan product limitations with respect to loans originated in certain distressed markets,
We expect PMI's NIW to be lower in 2008 than 2007 in part because of these guideline changes and limitations.

Underwriting Process

To obtain mortgage insurance on an individual mortgage loan, a customer submits an application to us. If
the loan is approved for mortgage insurance, we issue a commitment to the customer, During the last several
years, advances in technology have enabled us to offer customers the option of electronic submission of
applications and supporting documentation, as well as electronic receipt of insurance commitments and
certificates. Customer use of our electronic delivery options accounted for approximately 83% of PMI's new
policies issued in the pnmary flow channel in 2007, compared to approximately 79%-in 2006 and 75% in 2005

More than 86% of PMTI’s ﬂow NIW is underwritten pursuant to a delegated underwntmg program that
allows approved lenders, subject to periodic quality-control audits, to determine whether loans meet program
guidelines and are thus eligible for mortgage insurance. Delegated underwriting enables us to meet mortgage
lenders’ demands for immediate insurance coverage of certain loans. If PMI determines that a lender
participating in the program comenits us to insure a loan that fails to meet all of the approved underwriting
guidelines, subject to certain exceptions, PMI has the right to exclude or rescind the coverage on the loan. PMI
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may also suspend or terminate the insured’s ability to extend coverage to,new loans if it'determines that the
insured has not been complying with approved underwriting guidelines. In 2007, as a.result of a significant
variance from our quality control standards, we terminated the delegated underwriting program made available to
a large customer. Flow customers that are not approved to participate in the delegated program generally must
submit to us an application for each loan, supported by various documents sufficient to satisfy applicable
underwriting guidelines.

Structured Finance Transactions. Structured finance transactions (including both primary and modified
pool mqurance) generally involve our bidding for a customer’s delwery tous of a portfollo of loans that have
been previously underwritten and closed under one or more loan programs. While we 'do not re-underwrite all
previously underwritten loans, we evaluate each transaction on a loan-by-loan basis and as a portfolio. In the
loan-by-loan review, we analyze the charactensncs of each loan and compare them to forecasts of performance
generated by proprietary performance and pricing models. In the portfolio review, we analyze the aggregate risk
characteristics of the portfolio as a whole. We also review the applicable servicer ratings and origination
practices as well as, the risks and potentlal mitigating factors inherent in ‘the proposed coverage structure, which
may include, among other things, coverage limits, stop loss limits and deductibles. '

In some structured finance transactions, we provide commitments for the future delivery of insurance
coverage. The same processes described above are used to review an mdlcatwe portfolio of loans. Our
commitments are contingent upon review of the actual loans delivered and typically allow for ad]ustments if the
characteristics of the actual delivery vary materially from those of the indicative portfolio,

Contract Underwriting

' * r

Contract underwriting services are provided by our wholly-owned subsidiary, PMI Mortgage Services Co.,
or MSC. MSC provides contract underwriting $ervices on mortgage loans for which PMI provides  mortgage
insurance and on mortgage loans for which PMI does not provide insurance. MSC also performs the contract
underwriting activities of CMG ML :

i * .

Asa pan of its contract underwntmg services, MSC pr0v1des to its customers monetary and other remedles
including loan indemnifications under certain circumstances, in the event that MSC fails to properly underwrite a
mortgage loan. These remedies are separate from the insurance coverage provided- by . PMI. Contract
underwriting remedies were $7.1 million in 2007 compared to $12.4 million in 2006.

New policies processed by MSC contract underwriters in'2007 declined to 10.8% of PMI's primary NIW
from 14.8% in 2006. The number of contract underwriters utilized by MSC also decreased in 2007.

7. l)efaults and Clalms

Defaulrs. Our clalms process begins wnh nouﬁcanon by the msured or servicer to us of. a default on an
insured loan. “Default” is defined in PMI’s primary master policies as the borrower’s failure to pay when due an
amount equal to the scheduled monthly mortgage payment,under the terms of the mortgage. Generally, the
master policies require an insured to notify us of a defanlt noilater than the last business.day of the month
following the month in which the borrower becomes three monthly payments in default. For reporting and
internal tracking purposes, we do not consider. a loan to be in default for the purposes of reportmg defaults and
default rates: until a loan -has been delinquent for two consecutive monthly payments. Depending upon its
scheduled payment date, a loan delinquent for two consecutive payments could be reported to us between the 31
and 60 day after the first missed payment. Borrowers default for a-variety of reasons, including a reduction of
income, unemployment, divorce, illness, mablhly to manage credit, rising interest rate levels and declining home

prices. : S
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Borrowers may cure defaults by making all of the delinquent loan payments or by selling the property in full
satisfaction of all amounts due under the mortgage. The rate at which defaults cure (the “cure rate™) is influenced
by the borrowers’ financial resources, regional housing and economic conditions and, recently, the speed with
which loan servicers process delinquencies. Because PMI’s loss reserves are based upon its default inventory,
delinquent loans that cure are no longer included in PMI's loss reserves. PMI's cure rate declined in 2007 as a
result of, among other things, weakening home prices and other economic conditions aund a slowdown in the time
to resolution of defaults (either through cure or claim payment) attributable to significant backlogs in workout
activity by loan servicers attempting to resolve delinquencies and prevent foreclosures. PMI partners with lenders
and servicers to work with borrowers to cure defaults through repayment plans, loan modifications and sho:t
sales. -

Claims and Policy Servicing. As a result of the pontion of delinquent loans that cure, the frequency of
claims is not directly proportional to the number of defaults we receive, In most cases, however, defaults that are
not cured result in claims. Whether an uncured default leads to a claim principally depends on the borrower’s
equity in the underlying property at the time of default and the borrower’s or the insured’s ability to sell the homs
for an amount sufficient to satisfy all amounts due under the mortgage loan. When the likelihood of a defauplted
loan being reinstated is minimal, we work with the servicer of the loan for a possible loan workout or early
disposal of the underlying property. Property dispositions typically result in a reduction in our losses compared tv
the percentage coverage option amount payable under PMI’s master policies.

Within 60 days after a primary insurance claim and supporting documentation have been filed, we have the
option of:

* paying the coverage percentage specified in the certificate of insurance multiplied by the loss amount;

= in the event the property is sold pursuant to an agreement made prior to or during the 60-day period after
the claim is filed, which we refer to as a prearranged sale, paying the lesser of (i} 100% of the loss
amount less the proceeds of sale of the property or (ii) the specified coverage percentage multiplied by
the loss amount; or

= paying 100% of the loss amount in exchange for the insured’s conveyance to us of good and marketable
title to the property, with us then selling the property for our own account. Properties acquired under this
option are included on PMI’s balance sheet in other assets as resicdential properties from claim
settlements, also referred to as real estate owned, or REO.

While we select the claim settlement option that best mitigates the amount of our claim payment, we
generally pay the coverage percentage multiplied by the loss amount. At December 31, 2007, our carrying value,
which approximates fair value, of REO properties was $20.3 million compared to $26.9 million at December 31,
2006 and $18.5 million at December 31, 2005.

Primary Claim Sizes and Severity. The severity of an individual claim is calculated as the ratio .of the
claim paid to the original risk in force relating to the loan. The main determinants of the severity of a claim are
the value of the underlying property, accrued interest on the loan, expensés advanced by the insured, foreclosure
expenses, the time required to complete foreclosure (which varies by state), and the amount of morgage
insurance coverage placed on the loan. Pre-foreclosure sales, acquisitions and other early workout efforts help to
reduce overall claim severity. As a result of changing market conditions, our ability to engage in early workout
efforts was reduced in 2007. In 2007, we processed 20.0% of the paid primary insurance claims on the basis of a
prearranged sale, compared to 22.9% and 25.1% in 2006 and 2005, respectively. In 2007, we exercised the option
to acquire the property on 2.4% of the primary claims processed for payment, compared to 4.6% and 3.6% for
2006 and 2005, respectively.
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PMI’s average primary claim severity is, for a given period, primary claims paid as a percentage of the total
risk in force of primary loans for which claims were paid. The increase in average primary claim severity in 2007
(shown in the table below) reflects, among other factors, declining home prices, higher coverage levels, delays in
delinquency and claim resolutions and the related decline in early workout opportunities. Because severity
reflects regional as well as national market conditions, PMI’s average primary claim severity varies from region
to region. The table below shows average primary claim severity, by region, for the years 2004 through 2007.

H

Average Primary Claim Severity

Region : ' o 2007 2006 2005 2004

Great Lakes (0 L, . i e e e e 104.4% 101.7% 99.7% 95.9%
Mid-Atlantic B L e e e e e 75.8% 71.5% 75.6% 70.6%
New England @ .. L. e e 90.6% 769% 583% 62.5%
North Central ) i i et e e 938% 86.1% 83.0% 80.5%
NOmheast () L e i e e e " 83.0% 842% 81.2% 80.4%
PaCHIC (6 . L ittt e e e e 88.2% 53.5% 61.8% 58.5%
Plains ™ . . ... e S 929% B88.2% B87.8% 90.6%
South Central B) L .. . et i i e i i e 877% 80.6% 82.5% 78.9%
SoUEhEASE (O L L e e i 87.2% 83.0% 86.9% B4.6%
Average Primary Claim Severity -U.S. ........ e e e 01.5% 86.1% 86.1% B1.8%

(1) Includes Indiana, Kentucky, Michigan and Ohio.

{2) Includes Delaware, Marylad, Virginia, Washington D.C. and West Virginia.

{3) Includes Connecticut, Maine, Massachuseus, New Hampshire, Rhode Island and Vermont.

(4) Includes Illinois, Minnesota, Missouri and Wisconsin.

(5) Includes New Jersey, New York and Pennsylvania.

(6) Includes California, Hawaii, Nevada, Oregon and Washington, Alaska and Guam, =

{7} Includes ldaho, lowa, Kansas, Mentana, Nebraska, North Dakota, South Dakota and Wyoming.

(8) Includes Arizona, Colorado, Louisiana, New Mexico, Oklahoma, Texas and Utah. !

(9) Includes Alabama, Arkansas, Florida, Georgia, Mississippi, North Carolina, South Carolina, Tennessee and Puerto Rico.

The table below sets out by channel primary claims paid (which does not include changes in loss reserves):

' Primary Claims Paid for the Year
' Ended December 31,

2007 . 2006 2005
(In thousands)
Flow Channel ............. S S A S $222273 $161,562 $167,157
Structure Finance Channel ................ e 104,144 55,853 49,404
Other® .. e e e e 3,230 (3,384) {1,637)
Total Primary Claims paid ... ..... ... ot $329.647 $214,031 $214,924

* Includes supplemental payments and reversals.
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Primary Default Rates by Region. Primary default rates and claim activity differ from region to region in
the United States depending upon economic conditions and cyclical growth patterns. PMI’s default rates are
calculated by dividing the number of insured loans in default in the particular portfolio by the total number of
policies in force in that portfolio. The two 1ables below set forth primary default rates by region for the varicus
regions of the United States and the ten largest states by PMI’s primary risk in force. Default rates are shown by

region based on location of the underlying property. ; .
Percent of .
Pﬁgﬁg ?;2‘; in anar[{el;gﬁl:; (l)?i‘ates by
' December 31, December 31,
2007 2007 2006 2005

Region

Pacific (0 e 15.3% 7.16% 298% 2.55%
NewEngland @ .. ... .. ... . i e 4.1% 644% 427%  378%
Northeast @ .. ... .. . . . e 9.9% 7.26% 551%  534%
SouthCentral ¥ . ... ... ... ... . 17.0% 6.14% 521% 7.16%
Mid-Atlantic ) ... e e 6.3% 596% 339% 3.36%
GreatLakes © ......... ..ot 9.4% 11.23% 886%  7.79%
Southeast® . .. .. e e 250% 900% 574% - 6.31%
North Central 8 ... ... . ... .. ... .. ., 10.0% 7.99% . 5.60% . 522%
Plains & L. e e 3.0% 574% 4.57%  4.53%
Total Primary Portfolio ................................ 100.0% 793% 5355% 5.74%

(1) Includes California, Hawaii, Nevada, Oregon and Washingion, Alaska and Guam.

(2) Includes Connecticut, Maine, Massachusetts, New Hampshire, Rhode Island and Vermont,

(3) Includes New Jersey, New York and Pennsylvania. .

(4) Includes Arizona, Colorado, Louisiana, New Mexico, Oklahoma, Texas and Utah, . -
{5) Includes Delaware, Maryland, Virginia, Washington D.C. and West Virginia. )

(6) Includes Indiana, Kentucky, Michigan and Ohio.

(7) Includes Alabama, Arkansas, Florida, Georgia, Mississippi, North Carolina, South Carolina, Tennessee and Puerto Rico.
(8) Includes Illinois, Minnesota, Missouri and Wisconsin.

(9) Includes Idaho, lowa, Kansas, Montana, Nebraska, North Dakota, South Dakota and Wyoming.

Primary Default Rates for Top Ten
Percent of States by Primary Risk in Force .
Primary Risk in

prorees of as of December 31,
. . ) 2007 2007 2006 2005
FIOTIAR « o vttt ettt e e e e e 10.8% 10.56% 3.44% 391%
California ... ... .. T : 8.1% 10.92% 3.56%  2.34%
TEXABS -« 2 st e ettt e 7.2% 6.03% 5.63% 647%
Mlinois ............. e 5.0% 8.19% 5358%  541%
Georgia ... ... .. e 4.7% 950% 7.86%  8.16%
Ohio ............ e 3.8% 10.83% - 8.79% - 7.68%
I () 36% . 678% . 540% 4.93%
T 33% 1471% 600%  5.93%
Washington ........... g e 3.1% 358% 276%  299%
New Jersey ................ PP B 3.0% 7.53% 4.62%  4.74%

(1) Top ten states as determined by primary risk in force as of December 31, 2007.
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Primary Default Rates by Channel and Loan Characteristics. As discussed in Section 5. Business
Composition, above, certain borrower and loan characteristics increase the risk, on average; of loan delinquency
and ultimate claims. Insured loans in PMI’s portfolio may contain one, more than one or none of the loan
characteristics identified above and in the table below. The following table shows default rates for PMI's flow
and structured finance channels and for loans that contain certain of the characteristics identified by PMI as
having heightened risk. ‘

Primary Default Rates as of

December 31,

2007 2606 2008
Flow Channel
Loan Type* -
ARFA LOANS . ..ttt e 11.6% 4.6% 3.8%
Less-than-A Quality .. ... .oiiiiii i e 18.6% 168% 17.3%
Above9Ts ... e e e 8.8% 5.9% 6.4%
ARMs ................ e e e e 15.1% 7.0% 5.6%
2728 Hybrid ARMS .. ... o — — —
Payment option ARMS . ...ty e 14.5% 3.7% 2.4%
Interest Only ..........ccvvuenne. R S 9.6% 3.0% 2.3%
Total Flow Channel . . . ... ... ... ... ivi iy S 6.7% 4.8% 5.1%
Structured Finance Channel ‘ .
Loan Type*
N - N (o - PP 20.8% 78% 12.1%
Less-than-A Quality ............ ... .. U PR 23.6% 232% - 209%
ABOVE 75 . e e e s 10.2% 92% 10.0%
ARMs (excluding 2/28 Hybrid ARMs) ........ ... oo oot P '164% 14.1% 14.6%
228 Hybrid ARMS ..ottt ittt ettt 386% 160%  8.5%
Paymentoption ARMs .................... ... e - - —
INterest ONIY . ...ttt et e i i e i 15.9% 5.0% 22%
Total Structured Finance Channel . .......... ... ... . ... ...t 13.9% 9.9% 9.9%
Total Primary
Loan Type* :
Alt-ALoans ......... e e e 13.9% 5.7% 38%
Less-than-A Quality ...... . ...t P 202% 19.0% 18.5%
ABOVE 078 L et e e e 9.1%  6.6% 7.2%
ARMSs (excluding 2/28 Hybrid ARMS) ...... ... ... il 15.5% B.5% 7.4%
228 Hybrid ARMS . ..ottt aii e 38.6% 16.0% 8.5%
Paymentoption ARMs .. .. ... . ... 14.5% 3.7% 2.4%
Interest Only ... ...t e e 11.0% 3.7% 23%
Total PIMALY ... .oovireeiiene et DU U 79%  56%  5.7%

* Loan types are not mutvatly exclusive.

The higher default rates exhibited by PMI's structured finance channel are primarily the result of a larger
concentration of loans insured through that channel that have multiple higher risk characteristics.

1
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Primary Default Rates and the Aging of PMI’s Insurance Portfolio. Default and claims activity are not
spread evenly throughout the coverage period of a primary insurance book of business. Based vpon our
experience, we generally expect the majority ‘of default and claims activity on insured loans in PMF's current
portfolio to occur in the second through fourth years after loan origination. Primary insurance written from the
period of January |, 2004 throogh December 31, 2006 represented 45.6% of PMI’s primary insurance in force at
December 31,2007, The table below, which sets out default rates by book year, shows that PMI has expenenced
adverse and accelerated delinquency development in its 2006 and 2007 insured loan portfolios.

Percent of
Primary Risk in

PMI Average Force as of '

Fixed Rate()  December 31, 2007 2007 2006 2005 2004
Book Year ' .
2002 and prior ...... N - 1.72% - 8.3% ' 9.7% 9.5% 10.7% 92%
2003 ... 6.00% 10.3% 6.4% 5.3% 5.1% 3.1%
2004 ... T 6.15% . . 10.8% 7.8% 5.9% 4.7% 1.6%
2005 ..., e e 6.31% 15.6% 9.6% 4.9% 23% T —
2006 ... R 7.10% L 2000% 10.8% 2.5% — -
2007 ..o 1.17% " '35.0% 5.1% - — ':
Total ................, . | O 100.0% 79% 56% 571% 49%

1) Avefage PMI fixed annual mongage_inte'rest'r:'ne.

The following table sets forth, for each of the years 2005, 2006 and 2007, the dispersion of PMI ‘s losses and
loss adjustment expenses by book year. Losses and loss adjustment expenses represent claims paid, certaia
expenses related to default notification and claim processing, and changes to loss reserves durmo the apphcabl=
year. U

Losses and Loss Adjustment Expenses
! : , : For the year ended December 31,

2007 2006 2005
{in thousands)

Book Year

2002 and prior . .. .. S $ 76327 $ 49917 § 97,448
2003 L C 72,104 46,182 57280
2004 - 119,522 56,605 63418
2005 ......... e 262247 71,758  35.294
2006 . .t 349265 38575 ' 0 —
2007 o o 216,628 — —

Total ....................... [T $1,096,093  $263,037 $253,440

Pool Claims. Pool claims are generally filed after the underlying property is sold. We settle a pool claim
in accordance with the terms of the applicable pool insurance policy, which includes a stop loss limit and, in
some cases, a specified deductible. Subject to such stop loss limit and any deductible, our modified pool
insurance generally covers a specified percentage of the particular loss less net proceeds from the sale of the
property and any primary claim proceeds, Qur traditional pool insurance generally covers 100% of the loss less
net proceeds from the sale of the property and any primary claim proceeds. Other pool insurance policies may
include a maximum coverage percentage or a defined benefit. Claims relating to pohc:es with a maximum
coverage percentage are settled at the lesser of the actual loss or the maximum coverage set forth in the
applicable policy. Claims relating to policies with défined benefits are settled at the maximum coverage
percentage set forth in the applicable policy. We settle pool claims upon receipt of all supporting documentation.
Pool insurance claims paid by PMI in 2007 increased to $21.0 million from $18.3 million in 2006.
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Modified Pool Performance. The tables Modified Pool (with Deductibles) by Book Yedr and Modified
Pool (without Deductibles) by. Book Year, in Section 5 above, summarize the loss development of PMI’s
modified pool portfolio.- Those tables show that, to date, PMI has paid no claims with respect to its deductible
modified pool portfolio and an immaterial amount of claims on its non-deductible modified pool portfolio. As the
2004-and prior book years are relatively seasoned, we do not expect their applicable deductibles to be pierced or
claims paid with respect to non-deductible modified pool written in those years torincrease materially. As the
2005 and later modified pool portfolios are aging under more difficult economic conditions, we expect certain
deductibles within those book years to be pierced. PMI has established mgmﬁcant loss reserves with respect to
the 2006 non-deductible modified pool portfolio.

+

Loss Reserves’

A period of time may elapse between the occurrence of the borrower’s defauit on mortgage payments (the
event triggering a potential future claims payment), the reporting of such default to, us and the eventual payment
of the claim related to such default. To recognize the liability. for unpaid losses related to the loans in default,
PMI, in accordance with industry practice, establishes loss reserves in respect of loans in default based upon the
estimated claim rate and estimated average claim amount of loans in default. Included in loss reserves are loss

Aad_lustment expense (“LAE™) reserves, and incurred but not reported (“IBNR”) reserves. IBNR reserves represent

our estimated unpaid losses on loans that are in default but have not yet been reported to us as delinquent by our
customers. Loss reserves are estimates and there. can be no assurance that PMI's reserves will prove to be
adequate to cover ultimate loss developments on reported defaults. Consistent with industry accounting practlces
PMI does not establish loss reserves for estimated potential defauits that have not occurred but that may occur in
the future. For a full discussion of our loss reserving policy and process, see Item 7. Management's Discussion
‘aid Analysis of Fi inancial Condition and Results of Operations — Critical Accounting Estimates, Reserves for
Losses and LAE. For a reconc1hat10n of the beginning and ending reserve for losses and loss adjustmént expenses
on'a consolidated basis, see Item 8. Financial Statements and Supplementary Data — Note 8. Reserve for Losses
and Loss Adjustment Expenses (LAE).

' The 'tabl_eqbé]ow shows PMI's total risk in force and loss reserves as of December 31, 2003, 2006 and 2007.

Risk In Force and Loss Reserves
as of December 31,

2007 2006 2005
) : : (Dollars in thousands)

Total Primary and Pool RiskInForce ....0................. $34,431,473 $28,927,051 $27,560,471
Loss Reserves by Book Year )
2002 and prior .. .. ...... e $ 117,987 $ 103,053 $ 149,157
2003 ... [P ’ 87,713 65,107 0,443
2004 .. e 119,017 76,606 80,865
2005....... e AU e 238,077 83,339 35,071
2006 . . e e e e e 345,918 38,077 —
2007 ..... T D R .224,368 — —
Total Loss RESEIVES .. oo it tietttenear e ia e e i $ 1,133,080 $ 366,182 § 345,536

. - '
. ¢ i i . 1 .

While loss reserves increased in 2006 roughly in proportion to PMI’s increase in total risk in force,
increases to loss reserves in 2007 51gn1ﬁcant]y outpaced the increasc in risk in force. The higher loss reserve
balance for 2007 shown in the table above reflects among other factors, accelerated delinquency development of
the 2007 book and sngmﬁcant additions to reserves in 2007 for the 2004, 2005 and 2006 book years, both as a
result of higher delmquency and claim rates, higher claim severity and a slowdown in delinquency resoluuon

. - trw
i . v '
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Loan Performance

The table below shows cumulative losses paid by PMI at the end of the year of original policy issuance
(“policy year”) and each successive year thereafter, expressed as a percentage of the cumulative premiums
written on such policies.

Percentage of Cumulative Primary Insurance Losses Paid (Gross)
To Cumulative Primary Insurance Premiums Written (Gross)*

Policy Issue Year (Loan Ciuvsing Year)

Year 1980 1981 1982 1983 1984 1&5 1986 1987 1988 1989 1990 1991 1992 923
1 — — — — — — — — — — —_ — — —
2 118 233 38.1 14.8 9.8 4.5 1.5 0.4 0.1 0.3 0.7 038 1.1 1.0
3 39.2 904 1121, 473 440 187 5.2 20 20 3.6 7.1 6.6 6.9 55
4 742 1393 1663 83.0 83.1 352 8.7 51 61 108 178 1695 163 134
5 955 1683 1809 1293 1143 474 122 97 116 219 317 289 283 187
6 100.8  168.0 2296 1659 1271 564 156 131 185 324 418 398 361 211
7 90.8 " 1848 2510 1775 1359 60.7 185 175 231 403 505 474 403 219
L 98.5 1973 2654 1846 1393 630 213 - 207 262 457 562 513 ©4L5 220
9 107.8 2036 2657 1877 1419 650 241 230 2901 496 592 527 413 218
10 14 2056 2644 1898 1426 633 258 251 315 517 609 526 411 216
1 1130 2071 2638 1910 1429 659 274 265 336 528 614 527 410 217
12 1141 2088 2644 1913 1426 658 284 278 346 3531 614 527 410 217
13 1146 2089 2633 191.1 1421 658 288 284 350 533 614 S26 410 217
14 1150 2098 2622 1906 1417 659 ,290 286 352 533 614 526 410 215
15 115.1 2095 2615 1900 M415 660 291 285 352 532 614 526 410 2195
16 1133 2092 2608 1898 1413 660 291 2835 352 532 615 526 41.0
17 1155 2089 2604 1895 1410 660 291 286 352 3532 615 526 . .

18 1155 2085 2598 1855 1409 660 291 286 352 532 615 '
19 1155 208.1 2596 1895 1408 660 29t 285 352 532

20 1154 2081 2596 1894 1408 660 29.0° 285 352
21 1154 2080 2595 1895 1407 659 29.1 285
22 1153 2080 2595 1895 1407 659 291 -

23 1133 2080 2595 1854 1406 659
24 1153 208.0 2586 1895 {405
25 1153 2066 258.1 1895 .

26 114.5 2063 2581 ‘

27 1140 206.3
28 114.0

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

1 — 0.1 — — — 0.1 1.2 L1 0.1 0.1 0.1 0.1 0.3 0.2
2 1.0 2.8 29 23 1.2 2.7 102 6.6 4.5 2.8 3.9 49 113

3 6.5 10.4 83 5.8 38 59 218 225 145 89 123 222 .
4 13.7 154 1.9 8.7 57 86 352 341 233 139 212 -

3 18.0 18.2 14.2 10.4 67 1Ll 430 420 297 174 -

6 20.1 19.2 15.3 111 7.7 127 480 458 305

7 209 20.1 15.8 11.9 83 139 3503 479

8 21.3 203 16.1 12.4 88 144 517

9 213 204 16.3 12.8 9.0 147

10 21.3 20.5 16.5 13.0 92
11 214 20.6 16.6 13.0

12 214 20.7 16.7

13 21.4 208

14 21.4

* Gross premiums written has not been reduced by ceded and refunded premiums.
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The above table shows that afl policy years through 1997 have cumulative loss ratios at the end of 2007 that
differ by no more than 031% from the end of 2006, an indication that these ratios have stabilized and reached
their ultimate development for each of these policy years. Policy years 1998 through 1999 also have seen only
slight claims development since the end of 2006.

The table shows that performance of policies originally issued in the years 1980 through 1984 was adverse,
with cumnulative loss ratios ranging from 114.0% to 258.1% at the end of 2007. Such adverse experience was
significantly impacted by deteriorating economic and real estate market conditions in the “Oil Patch™ states in the
1980s. In 1985, PMI adopted substantially more conservative underwriting standards which we believe, along
with increased premium rates and gene'rally improving economic conditions, contributed to the lower cumulative
loss ratios in subsequent years.

Policy years 1985 through 1992 have developed to cumulative loss ratios between 28.5% and 65.9%,
reflecting higher levels of claims on Catifornia loans insured in those years, as well as higher prepayment speeds
when market rates dropped to relatively low levels from late 1992 through early 1994. Loss ratios declined
year-to-year from 1993 and bottoming out at 9.2% at the end of ten years for the 1998 policy year, a record low.
The declines were due to an improvement in California’s economy and a strong national economy with no
material regional weaknesses. The 1999 policy year is developing at a level slightly higher than 1998, but still at
low levels. Given the small amount of business left in the- 1996 through 1999 books further developmem is
expected to be immaterial.

The higher levels of claims in the 2000 and 2001 policy years were a result of an expansion into less-than-A
quality and Alt-A loan product offerings primarily through the introduction of our structured finance channel. These
loan types generally had shorter lives and earlier incidences of default than A quality loans, leading to earlier
emergence of claims and shorter streams of premium income. In addition, our "A quality business written in 2000
and 2001 was subject to high levels of policy cancellations in 2003 due to low interest rates and heavy refinancing.
These policy cancellations decreased the accumulated premium received from the 2000 and 2001 policy years,
affecting the cumulative loss ratio development by increasing the ratio of claims paid to premiums received.

The 2002 book year is developing favorably compared to 2000 and 2001 due to a lower level of claims.
2003 is performing favorably compared to 2002 due to lower levels of claims and higher persistency. 2004 has a
higher cumulative loss ratio development at two and three years than 2003, due to higher claims development
and comparable persistency. The 2005 book year has a cumulative loss ratio development at two years similar to
the 2000 and 2001 book years at year two primarily due to higher claim rates and claim severity in 2007
associated with the weakening mortgage and housing markets. The 2006 book year experienced a large increase
in its cumutative loss ratio in 2007 for similar reasons.

8. Expanding Market-s

Expanding homeownership opportunities for low- to moderate-income individuals, first-time home buyers,
and typically underserved communities is important to us. Home buyers who fit these profiles may find it
challenging to qualify for a mortgage loan under traditional underwriting practices. Qur approach to affordable
lending is to develop, insure and promote products and services that encourage an equity down payment of at
least 3% to help improve the likelihood of sustainable homeownership. The beneficiaries of our programs have
included borrowers who: (a) have not yet established traditional credit histories, (b) are not accustomed to using
traditional savings institutions, (c) have less than 20% for a down payment, and (d) aithough consistently
employed, lack the stability traditionally associated with having a singlé employer due to the nature of their
employment.

In response to current market conditions, we have recently changed our underwriting guidelines for all loan
programs, including expanding markets programs, to require that all loans meet a maximum loan-to-value of
979%. In addition, although programs offered under our affordable housing initiatives receive the same credit and
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actuarial analysis as all other standard programs, some programs utilize affordable underwriting guidelines
established by lenders that differ from our standard criteria.

We believe that some insured affordable housing loans may carry higher risks than other insured loans. An
important and ongoing initiative has been to establish partnerships with numerous national and community
organizations in order to mitigate credit risk on these loans and promote community revitalization. We have
strong affiliations with major organizations such as;: AREAA (Asian Real Estate Association of America),
NAHREP (National Association of Hispanic Real Estate Professionals), NHC (National Housing Conferencsz),
National NCLR (National Council of La Raza), LULAC (League of United Latin American Citizens),
NeighborWorks America and others.

Additionally, through education, our goal is to ensure that borrowers have a thorough understanding of the
responsibilities and challenges of homeownership. As a result, we have instituted various programs that utilize
pre- and post-purchase borrower counseling to increase the likelihood of homeowner success.

9. Reinsurance

We and other mortgage insurers use reinsurance for capital and risk management purposes, Reinsurance
does not discharge PMI, as the primary insurer, from liability to a policyholder. The reinsurance company simply
agrees to indemnify PMI for the reinsurance company’s share of losses incurred under designated insurance
policies, unlike an assumption and novation agreement, where the assuming reinsurance company's liability to
the policyholder is substituted for that of PMI.

Effective January 1, 2001, PMI commenced reinsuring our wholly-owned Australian subsidiary, PMil
Mortgage Insurance Ltd, on an excess-of-loss basis, Under the terms of the agreement, for each of the calendar
years from 2001 through 2005, PMI is obligated to indemnify PMI Mortgage Insurance Ltd for losses that exceed
130% of PMI Mortgage Insurance Ltd’s net earned premiums for each such year, but not for losses that exceed
220% of such net earned premiums. Beginning January 1, 2006, PMI is obligated to indemnify PMI Mortgage
Insurance Ltd for losses that exceed 100% of PMI Mortgage Insurance Ltd’s net earned premiums for each such
year, but not for losses that exceed 190% of such net earned premiums. The agreement provides for automatic
one-year extensions, unless terminated upon prior notice by either party. Upon such notice of termination, ite
agreement would continue in effect in the year of such notice and for the next four calendar years.

Certain states limit the amount of risk a mortgage insurer may retain on a single loan to 25% of the
indebtedness to the insured, and as a result, the portion of such insurance in excess of 25% must be reinsured. To
minimize reliance on third party reinsurance companies and to permit PMI to retain the premiums (and related
risk) on deep coverage business, The PMI Group, our parent company, formed several wholly-owned
subsidiaries including PMI Reinsurance Co., or PRC, Residential Insurance Co., or RIC, and PMI Mortgage
Guaranty Co., or PMG, to provide reinsurance of such deep coverage to PMIL These deep cede reinsurance
agreements with PRC, PMG and RIC replaced reciprocal deep cede reinsurance agreements that PMI had with
certain non-affiliate mortgage insurance companies, which have now largely run off. Prior to January 2008,
Residential Guaranty Co. (now known as PMI Insurance Co., or PIC) also provided such reinsurance to PMI.
PMI uses reinsurance provided by its reinsurance affiliates solely for purposes of compliance with statutory
coverage limns. CMG M1 also uses reinsurance provided by its reinsurance affiliate, CMG Reinsurancs
Company, to comply with statutory limits.

As discussed in Section B.1, Products, above, PMI also reinsures portions of its risk written on loans
originated by certain lenders with captive reinsurance companies affiliated with such lenders.
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10. Regulation

State Regulation '

General. Qur U.S. mortgage insurance subsidiaries are subject to comprehensive, detailed regulation by
the insurance departments of the various states in which they are licensed to transact business. The principal aim
of this regulation is to safeguard their solvency for the protecuon of policyholders. Although their scope varies,
state. insurance laws generally grant broad powers to supervisory agencies or officials to examine the financial
books and records of companies, as well as their market conduct and practices, and to enforce rules or exercise
discretion touching most significant aspects of the insurance business.

Mortgage insurers are generally restricted by state insurance laws and regulations to writing mortgage
insurance business only. This restriction prohibits our mortgage insurance subsidiaries from directly writing other
kinds of insurance. Our non-insurance subsidiaries are not subject to regulation under state insurance laws except
with respect to transactions with the1r insurance company affiliates.

Insurance Holding Company Regulations.  All states have enacted legislation that requires each insurance
company in a holding company system to register with the insurance regulatory authority of its state of domicile
and to furnish to such regulatory authority financial and other information concerning the operations of, and the
interrelationships and transactions among, companies within the holding company system that may materially
affect the operations, management or financial condition of the insurers within the system. The states also
regulate transactions between insurance companies and their parents and non—ipsurer affiliates. '

The PMI Group is treated as an insurance holding company under the laws of the State of Arizona. The
Arizona insurance laws govern, among other things, certain transactions in our common stock and certain
transactions between or among The PMI Group and its domestic and international subsidiaries. For example, no
person may, directly or indirectly, offer to acquire or acquire voting securities of The PMI Group or any one of
the Arizona subsidiaries, if after consummation thereof, such person would be in control, directly or indirectly, of
such entity, unless such person obtains the Arizona Director of Insurance’s prior approval. For purposes of the
foregoing, “control” is rebuttably presumed to exist if such person, following the acquisition, would, directly or
indirectly, own, control or hold with the power to vote or hold proxies representing 10% or more of the entity’s
voting securities, In addition, all material transactions involving PMI Mortgage Insurance Co., referred to as
MIC, PMG, PRC, PIC, and/or RIC and any of their affiliates, such as PMI Australia and PMI Europe, are subject
to prior approval of the Arizona Director of Insurance, and are subject to disapproval if they are found to be not
“fair and reasonable.” MIC, on behalf of itself and its affiliates, is required to file an annual insurance holding
company system registration statement with the Arizona and Wisconsin Departments of Insurance (and any other
states that so request) disclosing all inter-affiliate relationships, transactions and arrangements that occurred or
were i effect during. the prior calendar year, and providing information on The PMI Group, the holding
company’s “ultimate controlling person.” We must also submit and -update blographlcal information about the
executive officers and directors of the holding company’s insurance subsidiaries, as well as executive officers
and directors of The PMI Group as required by the states.

The insurance holding company laws and regulations are substanually similar in WlSCODS]I‘I (where CMG
MI, Commercial Loan Insurance Corporation, or CLIC, and WMAC Credit Insurance Corporation, or WMAC
Credit, are domiciled), and transactions among these subsidiaries, or any one of them and another affiliate
(including The PMI Group) are subject to regulatory review and approval in the respective states of domicile.
FGIC is subject to regulation under insurance holding company statutes of New York, where it is domiciled, as
well as other jurisdictions where FGIC is licensed to do insurance business. Transactions between FGIC and The
PMI Group and its subsidiaries are subject to prior approval of the New York Department of Insurance.

Risk-to-Capital. A number of states generally limit the amount of insurance risk that may be written by a
mortgage insurer to 25 times the insurer’s total statutory capital, or a formula for minimum policyholders
position, PMI’s risk-to-capital ratio as of December 31, 2007 was 10.8 to | and in excess of required minimum
policyholders position.

30




Reserves. Our mortgage insurance subsidiaries are reqguired under the insurance laws of their state of
domicile and many other states, including New York and California, to establish a special contingency reserve
with annual additions of amounts equal to 50% of premiums earned. Contingency reserves are required to be held
for ten years (and then released into surplus), although earlier releases may be authorized by state insurance
regulators in certain cases or if, and to the extent; the mortgage insurer’s loss ratio exceeds 35%. For the year
ended December 31, 2007, MIC released $503.1 million of contingency reserves into surplus attributable to
losses in excess of 35% of earned premiums. PIC released $104.9 million of contingency reserves into surplis
for excess of 35% losses. The first year that MIC released contingency reserves into surplus, following the ten
year holding period, was 2002. At December 31, 2007, PMI had stawtory policyholders’ surplus of
$605.9 million and statutory contingency reserves of $2.3 billion.

Dividends. MIC paid extraordinary dividends of $165 million to The PMI Group in 2007. Our Arizona
insurance subsidiaries’ ability to pay dividends (including returns of capital) to The PMI Group as their so.e
shareholder is limited, among other things, by the insurance laws of Arizona and other states, Under Arizona law,
an insurance subsidiary may pay dividends out of available surplus without prior approval of the Arizona
Director of Insurance, as long as such dividends during any 12-month period do not exceed the lesser of (i) 10¢%
of policyholders’ surplus as of the preceding calendar year end, or (ii) the preceding calendar year’s net
investment income, A dividend that exceeds the foregoing threshold is deemed an “extraordinary dividend” and
requires the prior approval of the Arizona Director of Insurance. The Arizona Director of Insurance may approve
an extraordinary dividend if he or she finds that, following the distribution, the insurer’s policyholders’ surplus is
reasonable in relation to s liabilities and adequate to its financial needs. In December 2006, the Director of the
Arizona Department of Insurance approved an extracrdinary dividend request of $250 million and a $100 million
installment was paid to The PMI Group. In April 2007, an additional $200 million extraordinary dividend was
approved by the Director of the Arizona Department of Insurance. In the second and third quarters of 2007, MIC
paid $165 million in dividends to The PMI Group. There is $185 million of remaining approved dividends.

In addition to Arizona, other states may limit or restrict our insurance .subsidiaries’ abilities to pay
shareholder dividends. For example, California, New York and Illinois prohibit mortgage insurers from declaring;
dividends except from undivided profits remaining on hand over and above the aggregate of their paid-in capital,
paid-in surplus and contingency reserves. CMG MI is subject to shareholder dividend/distribution restrictions
under Wisconsin laws similar to those applicable to MIC.

Insurance regulatory authorities have broad discretion to limit the payment of dividends by insurance
companies. For example, if insurance regulators determine that payment of a dividend or any other payments to
an affiliate (such as payments under a tax-sharing agreement, payments for employee or other services, or
payments pursuant to a surplus note) would, because of the financial condition of the paying.insurance company
or otherwise, be hazardous to such insurance company’s policyholders or creditors, the regulators may block
payments that would otherwise be permitted without prior approvat. .

Premium Rates and Policy Forms. Our insurance subsidiaries’ borrower-paid premium rates and policy
forms are subject to regulation in every jurisdiction in which each is licensed to transact business. In most U.S.
jurisdictions, policy rates must be filed prior to their use, In some U.S. jurisdictions, forms must also be approved
prior to use. '

Reinsurance. Regulation of reinsurance varies by state. With the notable exceptions of Arizona, Illinois,
Wisconsin, New York, North Carolina, and California, many states have no special restrictions on mortgage
guaranty reinsurance other than standard reinsurance requirements applicable to property and casualty insurance
companies. Certain restrictions apply under Arizona jaw to domestic companies and under the laws of several
other states to any licensed company ceding business to unlicensed or unaccredited reinsurance companies.
Under such laws, if a reinsurance company is not admitted or accredited in such states, the domestic company
ceding business to the reinsurance company cannot take credit in its statutory financial statements for the risk
ceded to such reinsurance company absent compliance with certain minimum statutory capital and reinsurance
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security requirements. In addition, Arizona prohibits reinsurance unless the reinsurance agreements meet certain
requirements even if no statutory financial statement credit is taken.

Examinations. Our licensed insurance and reinsurance subsidiaries are subject to examination of their
financial condition and market conduct by the insurance departments of each of the states in which they are
licensed to transact business. The Arizona Director of Insurance periodically conducts a financial examination of
insurance companies domiciled in Arizona. The Arizona Director of Insurance last completed an examination of
MIC in 2003 for the five year period ended December 31, 2002. They are scheduled to begin their examination of
the five-year period between January 1, 2003 and December 31, 2007 at the end of March 2008. In lieu of
examining a foreign insurer (i.e., an insurer licensed but not domiciled in a state), the insurance supervisors may
accept an examination report by a state that has been accredited by the National Association of Insurance
Commissioners. Thus, while states have the authority to examine all licensed insurers, in practice, insurance
supervisors for the most part defer to the examination reports issued by the domiciliary supervisor. CMG MI,
CLIC and WMAC Credit were examined by the Wisconsin Department of Insurance in 2003 for the three year
period ended December 31, 2002. The final examination reports are public records and can be obtained from the
appllcable state’s depanmem of insurance.

GSEs. In order to be eligible to insure loans purchased by the GSEs, mortgage insurers must meet Fannie
Mae’s and Freddie Mac’s mortgage insurer eligibility requirements.. These requirements, among other things,
impose standards for minimum ratings, legal compliance, use of reinsurance, including captive reinsurance,
policies and procedures, risk-sharing, and reporting requircments. . L

National Association of Insurance Commissioners. The National Association of Insurance Commissioners,
or NAIC, is an organization of the state insurance regulators of all 50 states, the District of Columbia, Puerto
Rico, Guam, and U.S. Territories. A major objective of the NAIC is to promote uniformity and harmonization of
insurance regulation among the states by the adoption and promulgation of model laws and regulations. The
NAIC has developed a rating system, the Insurance Regulatory Information System, or IRIS, primarily intended
to assist state insurance departments in overseeing the statutory financial condition of all insurance companies
operating within their respective states. IRIS consists of key financial ratios, which are intended to indicate
unusual fluctuations in an insurer’s statutory financial position and/or operating results. The NAIC applies its
IRIS financial ratios to PMI on a continuing basis in order to monitor PMI’s financial condition. o

Federal Laws and Regulation

Certain federal laws, such as the Homeowners Protection Act dlscussed below, directly affect private
mortgage insurers. Private mortgage insurers, including PMI, are impacted indirectly by federal legislation and
regulation affecting mortgage originators and lenders, purchasers of mortgage loans, such as the GSEs, and
governmental insurers such as the FHA and VA. For example, changes in federal housing legislation and other
laws and regulations that affect the demand for private mortgage insurance may have a material adverse effect on
PMI. Legislation that increases the number of persons eligible for FHA or VA mortgages could have a material
adverse effect on our ability to compete with the FHA or VA,

Mortgage origination transactions are subject to compliance with various federal and state consumer
protection laws, including the Real Estate Settlement Procedures Act of 1974, or RESPA, the Equal Credit
Opportunity Act, the Fair Housing Act, the Homeowners Protection Act, the Fair Credit Reporting-Act, or
FCRA, the 'Fair Debt Collection Practices Act, and others. Among other things, these laws and their
implementing regulations prohibit payments for referrals of settlement service business, require faimess and
non-discrimination in granting or facilitating the granting of credit, require cancellation of insurance and
refunding of unearned premiums under certain circumstances, govern the circumstances under which companies
may obtain and use consumer credit information, and define the manner in which companies may pursue
collection activities. Changes in these laws or regulations could advcrsely affect the operatlons and profitability
of our mortgage insurance business. K
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The Homeowners Protection Act of 1998, or HOPA, provides for the automatic termination, or cancellation
upon a borrower’s request, of privdle mortgage insurance upon satisfaction of certain conditions. HOPA applies
10 owner-occupied residential mortgage loans regardless of lien priority and to borrower-paid mertgage insurar.ce
closed on or after July 29, 1999. FHA loans are not covered by HOPA. Under HOPA, automatic termination of
mortgage insurance would generally occur once the LTV reaches 78%. A borrower who has a “good payment
history,” as defined by HOPA, may generally request cancellation of mortgage insurance once the LTV reactes
80% of the home’s original.value or when actual payments reduce the loan balance to 80% of the home’s original
value, whichever occurs earlier. . : '

[
1

The Real Estate Settlement Procedures Act of 1974, or RESPA, applies to most residential mortgages
insured by PMI. Mortgage insurance has been considered in some cases to be a “settlement-service™ for purposes
of loans subject to RESPA. Subject to limited exceptions, RESPA prohibits persons from giving or accepting any
thing of value in connection with the referral of real estate settlement services. RESPA is enforced by HUD and
the U.S. Department of Justice, and also provides for private rights of action.

Home Mortgage Disclosure: Act of 1975.. Most originators of mortgage loans are required- to collect and
report data relating to a mortgage loan applicant’s race, nationality, gender, marital status, and censts tract to
HUD or the Federal Reserve under the Home Mortgage Disclosure Act of 1975, or HMDA. Mortgage insurers
are not required pursuant to any law or regulation to report HMDA data, although, under the laws of several
states, mortgage insurers are currently prohibited from discriminating on the basis of certain classifications.
Mortgage insurers have, through the Mortgage Insurance Companies of America, entered voluntarily into en
agreement with the Federal Financtal Institutions Examinations’ Council to report the same data on loans
submiited for insurance as is required for most mortgage lenders under HMDA.,

Privacy and Information Security. The Gramm-Leach-Bliley Act of 1999, or GLB, imposes privacy
requirements on financial institutions, including obligations to protect and safeguard consumers’ nonpublic
personal information and records, and limitations on the re-use of such information. Federal regulatory agencies
have.issued the Interagency Guidelines Establishing Information Security Standards (Security Guidelines), and
interagency regulations regarding financial privacy (Privacy Rule) implementing sections of GLB. The Security

'Guidelines establish standards relating to administrative, technical and physical safeguards to ensure the security,

confidentiality, integrity, and the proper disposal of consumer information. The Privacy Rule limits a financial
institution’s disclosure to nonpublic personal information to unaffiliated third parties unless certain notics
requirements are met and the consumer does not elect o prevent, or “opt out” of the disclosure, The Privacy Rulz
also requires that privacy notices provided to customers and consumers describe the financial institutions’
policies and practices to protect the confidentiality and security of the information. With respect. to PML, GLB is
enforced by the U.S. Federal Trade Commission {“FTC™) and state insurance regulators. Many states hawe
enacted legislation implementing GLB and establishing information security regulation. Many states have
enacted privacy and data security laws which'impose compliance obligations beyond GLB, including obligations
to provide notification in the event that a security breach results’in a reasonable belief that unauthorized persons
may have obtained access to consumer nonpublic.information. Privacy and data security in the financial service:
industry continue:to be the subject of pending legislation on both federal and state levels. .
4 L - . il - . ' .
Fair Credit Reporting Act. The Fair Credit Reporting Act of 1970, as amended, or FCRA, imposes
restrictions on the permissibie use of credit report information. FCRA has been interpreted by some FTC staff tc
require morigage insurance companies to provide “adverse action” notices to. consumers in the event an
application for mortgage insurance is declined on the basis of a review of the consumer’s credit. The Fair
Accurate Credit Transactions. Act of 2003, or. FACTA, amends and reauthorizes. certain provisions of FCRA,
including provisions which direct the FTC, and the Federal Reserve Board, or FRB, to promulgate regulations
requiring notice to any consumer receiving an extension or grant of credit based on a counter offerby the creditor
on material terms, including interest rate, that are materially less favorable than the terms generally available
from the creditor to consumers, based in whole or in part on a consumer report. No regulations have yet been
proposed, and the FTC and FRB have stated that those provisions of FACTA that require regulation will not be
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effective until the date specified in the final regulations. The risk-based pricing notice provision is among the
affected provisions. It is not clear at this point what that regulation will provide or what its 1mpact if any, will be
on our mortgage insurance operations,

C. International Operations

Our International Operations segment generated 22.4% of our consolidated revenues in 2007 compared to
23.0% in 2006. Revenues from PMI Australia were $240.7 million and 20.3% of our consolidated revenues in
2007 and $202.0 million and 18.7% of our consolidated revenues in 2006. Revenues from PMI Europe were $8.3
million and 0.7% of our consolidated revenues in 2007 and $33.9 million and 3.1% of our consolidated revenues
in 2006. Revenues from PM! Asia were $13.7 million and 1.2% of our consolidated revenues in 2007 and $12.7
million and 1.2% of our consolidated revenues in 2006. See Item 7. Management’s Discussion and Analysis of
Financial Condition and Results of Operations—International Operations, and Item 8. Financial Statements and
Supplementary Data—Note 17. Business Segments, for additional information about geographic areas.

Our international mortgage insurance and credit enhancement operations include our operations in Australia
and New Zealand, the European Union, Hong Kong and Canada.

Austraha and New Zealand

.

Our Awustralia and New Zealand mongage insurance operations, collectively “PMI Australia,” are
headquartered in Sydney, Australia, with offices thronghout Australia and New Zealand. As of December 31,
2007, the total assets of PMI Australia were $1.4 billion compared to $1.1 billion at December-31, 2006.

PMI- Australia’s financial strength is rated “AA” by Standard & Poor’s and Fitch, and “Aa2” by Moody’s.
PMI Australia’s ratings are based in part upon the capital support of PMI which is guaranteed by The FMI
Group. A downgrade of PMI would likely cause a downgrade of PMI Australia, and could adversely affect its
business. See Item lA. Risk Factors—A downgrade of the financial strength ratings of. our wholly-owned
insurance subsidiaries would adversely affect our business and prospects and, consequently, our results of
operations and financial condition.

Australian mortgage insurance, known as “lenders mortgage insurance,” or LMI, is characterized by single
premiums and coverage of 100% of the loan amount. Lenders usually collect the single premium from a
prospective borrower and remit the amount to PMI Australia as the mortgage insurer. PMI Australia recognizes
earnings from single premiums in its financial statements over time in accordance with an actuarially determined
multi-year schedule.. Premiums are generally partly refundable if the policy is cancelied within the first year. -

LMI covers the unpaid loan balance, plus selling costs and expenses, following the sale of the underlying
property. Historically, loss severities have normally ranged from 20% to 30% of the original loan amount. In New
Zealand, insurance coverage is predominantly “top cover,” where the total loss (including expenses)'is paid up to a
prescribed percentage of the original loan amount. Typical top cover in New Zealand ranges between 20% and 30%
of the original loan amount. Approximately 97% of PMI Australia’s risk in force covers Australian montgages.

The majority of the loans insured by PMI Australia are variable interest rate loans with terms up to 30 years.
Interest rate changes impact the frequency of defaults and claims with respect to these loans. Since mortgage
interest is not tax deductible in Australia or New Zealand on owner-occupied properties, borrowers have a strong
incentive to accelerate reduction of their principal balance by amortizing or prepaying their. mortgages.

PMI Australia's NIW includes flow channel insurance and insurance on loans underlying residential
mortgage-backed securities, or RMBS. RMBS transactions include insurance on seasoned portfolios comprised
of prime credit quality loans that often have LTVs below 80%. In 2007, 39.3% of PMI Australia’s NIW was
RMBS insurance written, compared to 49.5% in 2006. Activity levels in the Australian RMBS market vary from
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quarter to quarter and are strongly influenced by macro-economic factors. In 2008, Mcody’s placed PMI
Australia’s “Aa2” rating on review for possible downgrade and Standard & Poor's placed Australia’s “AA”
rating on creditwatch with negative implications. Fitch also revised the Rating Outlook of PMI Australia to
Negative from Stable. These rating agency actions will likely negatively impact PMI’s participation in RMES
transactions in 2008,

The five largest Australian banks collectively provide 75% or more of Australia’s residential housing
financing. These banks represented approximately 15.9% of PMI Australia’s gross premiums written in 2007,
compared to approximately 20% in 2006. Other market participants in Australian and New Zealand mortgage
lending include regional banks, building societies, credit unions, and non-bank mortgage criginators. PMI
Australia’s five largest customers provided 61.0% of PMI Australia’s 2007 gross premiums written, compared (o
57.6% in 2006. We expect this increase to continue in 2008.

PMI Australia’s principal competitor is Genworth Financial. One other U.S.-based mortgage insurance
company began offering mortgage insurance in Australia in 2007. In addition, several large banks have captive
LMI companies in Australia. We expect PMI Australia will face increased competition in the future. Such
competition may take a number of forms including domestic and offshore LMI companies and reinsurers of
residential mortgage credit risk. New market competitors have the potential to impact PMI Austraha s market
share and to impact pricing of credit risk in the market as a whole,

PMI Australia is subject to regulation and examination by both the Australia and New Zealand regulatory
authorities concerning many aspects of its business, including the ability to pay dividends. The Australian
Prudential Regulation Authority (*APRA™) regulates financial services institutions in Australia, including
mortgage insurance companies. APRA sets minimum capital levels and corporate governance requirements for
PMI Australia, and reviews PMI Australia’s management, controls, underwriting, reporting, and reinsurance
strategies. The minimum capital requirements set by APRA are significantly more stringent than state insurance
capital requirements in the U.S. See Item 1A, Risk Factors—PMI Australia is subjecr to many of thé same risks
Jacing PMI, below,

APRA has implemented Basel Il capital requirements for financial institutions effective January 1, 2008.
Such implementation may have a significant impact on the future market acceptance of LMI in Australia. These
new requirements could reduce the available market for LMI among PMI Australia’s bank customers. -
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Risk in Force. The composition of PMI Australia’s risk in force is summarized in the table beiow. The
table is based upon information available on the date of morigage origination.

‘ ‘ December 31
2007 2006 2005
Risk in Force (in percentages, except where indicated)* .
LTV: . , . .
Above 970 LTV S Lo e 0.6% 0.4% 0.3%

C95.01% 1097 LTV S ..o e 0.6% 0.5% . 04%
90.1% t0,95.0% LTV's .......... P, et 16.3% 153%  15.0%
85.01% t090% LTV'S .ottt 157%. . 16.2% 18.5%
85.00% and below . ... o e 66.8% 67.7% 65.8%

Property Type:
- Single-family detached ... .. ......... EE R e 89.7% 90.2% = 89.6%
Condominium, townhouse, cooperative ... ......... oo v B8% 84% . 89%
Multi-family dwelling and other . ............. e S 1.4% 1.3% 1.5%
Occupancy Status: ’ . . ' T

OwnerOccupied . . ........... . oin. e 83.5% 83.2% 81.5%

Non-owneroccupied . ... ... i 16.5% 16.8% 18.5%
Loan Amount (in US$): . : K

$100,000 0rless ....... ..., e i 124% .. 18.3% 247%

Over $100,000 and up to $250, 000 ............................... - 47.8% 53.6% 53.4%

T Over $250,000 .. ...l e e ' 39.8% 281% . 219%

Lo:w Documentation Loans .......ooevvn.. e e . 86%  19% 7.8%
Average loan size (USD in thousands) . ........ P . $ 1669 ;§ 1410 § 1222
Flow Risk in Force (USD inmiflions) ............ .. ... .iiiiiei.. $ 96,040 $ 81,490 $ 71,160
RMBS Risk in Force (USD in millions) ......... I P $ 65364 $ 54051 § 37,591

Total Risk in Force (USD in millions) .............. P $161.404 $135541 $108,751
* Due 1o rounding, the sums of the percen'talge% may not total 100%. B R .

e High LTV Loans. PMI Australia typically charges higher premium rates for coverage on high LTV
loans. Loans above 100% LTV are not presently written by PMI Australia.

o Low Documentation Loans. Low documentation (“Low Doc™) loans have become an increasing part
of Australian and New Zealand lending. Low Doc loans are available only to self employed borrowers
who self certify income where the LTV is 80% or less. Confirmation of self employment and good
credit history is also required. Higher premium rates apply to these loans. Applicable bank capital
regulations require lenders to allocate 100% capital for Low Doc loans above 60% LTV unless LMI
coverage is acquired. We expect higher default and claims rates associated with Low Doc loans.

Underwriting and Claims Management. PMI Australia utilizes the pmiAURA®™ System, a statistical
model used to analyze PMI Australia’s claims frequency risk, as part of its underwriting and risk analysis
program. This methodology is the same as that applied by PMI in the U.S., but was developed for PMI Australia
using Australian claims, economic and demographic information. The pmiAURAs™ System assigns a predictive
claim risk score to individual policies. PMI Australia also commenced the electronic submission of applications
and delivery of underwriting decisions in 2004.

PMI has delegated LMI underwriting decisions to certain customers. Delegated underwriting allows
approved customers, subject to agreed policy limitations, to commit PMI Australia to offering LMI with respect
to a mortgage loan. The pmiAURAs™ System is also used to analyze these arrangements, which are subject to
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regular compliance audit by PMI Australia. Long-term performance of delegated insured loans is not expected to
vary materially from the performance of all other insured loans.

Claims activity in Australia and New Zealand is not spread evenly throughout the coverage period of un
insurance book of business. We expect that the majority of claims on insured loans in PMI Australia’s current
portfolio will occur in the second through fourth years after loan origination. The following table sets forth the
dispersion of PMI Australia’s risk in force as of December 31, 2007, by year of policy origination:

Primary Risk in  Percent

Policy Year Force of Total
Co (USD in millions)
Priorto 2000 . . . .. e PP $ 16,453 10.2%
2000 e e e e 4,728 2.9%
2001 ......... e e e e e 6,131 - 3.8%
2002 ... N 7,799 4.8%
200 e e 11,996 7.4%
2004 L e e 20,959 13.0%
2005 L e 19,821 12.3%
2000 e e e 36,527 227%
2007 e e " 36,990 22.9%
Total Portfolio .................... e . $161,404 100.0%

r

* The following table sets forth default information for PMI Australia as of December 31, 2007, 2006 and
2005, and claims experience for the years 2005 through 2007:

2007 2006 2005
PoliCIes I fOTCe ...t e e e -1,051,853 1,055,057 981,732
Loans in default ...... e e e e e 2,666 2,281 . 1,264
Defaultrate . ............... e e e e 0.25% 0.22% . 0.13%
Flowdefaultrate . ... ............. ... ... .... et e 0.34% 0.31% 0.17%
RMBS defaultrate . . ...ttt e e e 0.13% 0.06% 0.05%
Claims paid (USD in thousands) . ...............cc.cccueeeeeo ... $ 47404 $ 15523 § 3,261
Number of claims paid ... .. e 725 302 93
Average claim size (USD in thousands) .......... ... . ccccceeui... b 654 % 514§ 351

Default rates differ from state to state in Australia depending upon economic conditions and cyclical growth
patterns. The table below sets forth default rates by state for PMI Australia’s risk in force. Default rates are
shown by state based on location of the underlying property.

Percent of Risk in

DFez:;:l:f- g‘;! Default Rates by State As of December 31,
2007 ' 2007 2006 2005

State .

Awustralian Capital Territory (ACT) . ... ... ... ... 1.7% 0.11% 0.09% 0.06%
New South Wales (NSW) . ......................... 33.9% 05t%  0.40% 0.23%
Northern Territory (NT) ......... . coivienvio.. L. 0.5% 0.08% 0.05% 0.03%
Queensland (QLD} ... ... .. i 22.2% 0.15% 0.16% 0.08%
South Australia (SA) .'....... e 7.0% 0.15% 0.14% 0.08%
Tasmania (TAS) ... v i i i i 0.9% 0.18% 0.13% 0.02%
Victoria (VIC) . ... 18.4% 0.30% 0.25% 0.16%
Western Australia (WAY ... ... ... ... ... 12.4% 0.07% 0.06% 0.06%
NewZealand (NZ) ........... i, _3.0% 0.05% 0.07% 0.05%

Total Portfolio ... ... .o 100.0%




. * The higher default rates.in many of the above states in 2007 were driven primarily by higher interest rates
and moderating or declining home prices across Australia. The largest increases in default rates were in the
Western Sydney (NSW) area. (See [tem 7. Management’s Discussion and Analysis of Financial Condition and
Results of Operations, International Operations—PMI Australia.) For discussion of PMI Australia’s loss
reserves, see Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations,
Critical Accounting Estimates, Reserves for Losses and LAE—International Operations.

Europe

PMI Mortgage Insurance Company Limited (collectively with our other European subsidiaries referred to as
“PMI Europe”) is a mortgage insurance and credit enhancement company incorporated and located in Dublin,
Ireland, with branches or offices in Milan, Frankfurt, Madrid and Brussels, and an affiliated services company in
London. PM! Europe is authorized to provide credit, suretyship and miscellaneous financial loss insurance by
Ireland’s Financial Regulator. This authorization enables PMI Europe to offer its products in the European Union
member states and certain other jurisdictions. At December 31, 2007, the total assets of PMI Europe were $272.2
million compared to $233.8 million at December 31, 2006.

PMi Europe’s claims paying ability is rated “AA" by Standard & Poor’s and Fitch and “Aa3” by Moody’s.
These ratings are based upon PMI Europe’s capitalization, its management expertise, a capital support agreement
provided by PMI, and a guarantee by The PMI Group of PMI's obligations under the capital support agreement.
A downgrade of PMI would likely cause a downgrade of PMI Europe. See the discussion below under Capizal
Markets Products and ltem 1A, Risk Factors—A downgrade of the financial strength ratings of our wholly-
owned insurance subsidiaries would adversely affect our business and prospects and consequently, our results of
operations and financial condition.

PMI Europe currently offers capital markets products, reinsurance and primary insurance, all of which are
related to credit default risk on residential mortgage loans. As of December 31, 2007, PMI Europe’s insurance in
force and risk in force with respect to these products were $62.9 billion and $9.4 billion, respectively. The table
below shows PMI Europe’s Tisk in force by country, as of December 31, 2007.

. Risk in Force . Percent

Country* December 31, 2007  of Total
(USD in millions)

France .................. e $3,678 39.0%
GEIMANY . ..ottt t s e e 2,034 21.6%
Ay e e 2,004 21.3%
United Kingdom ..........covi e PR L3685 . 145%
United StaES . ..ottt i et 228 2.4%
Netherlands ............... e ERPT 111 _1.2%

- Total Portfolio ... ......... e $9,420 100.0%

* By country in which insured mortgage loan was originated:

The table below summarizes PMI Europe’s credit enhancement portfolio by transaction type.

Risk in Force
December 31, 2007

) (USD in millions)
Capital Markets Transactions/CDS ........................ $8,048
Primary Mortgage Insurance .......... ... .. oo 1,094
+  Reinsurance . .. ... PP et 278

$9,420
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Approximately 84% of PMI Europe’s risk in force represents capital market transactions that consist of
investment-grade risk. Default protection written by PMI Europe that.attaches at the first loss, unrated] position is
considered sub-investment grade. PMI Europe’s investment grade:coverage attaches at a mezzanine or remote
loss level and is rated at least “BBB-” by Standard & Poor’s, “BBB-" by Fitch and/or “Baa3” by Moody’s. PMI
Europe’s European portfolio does not include any “credit impaired” insured mortgages as commonly understocd
in Europe. Approximately 2.4% of PMI Europe’s risk in force consists of investment grade U.S. credit impaired
mortgages (i.e., mortgages granted to borrowers whose credit history -and/or appllcanon type is not sufficient to
get a conventional mortgage at the prevailing mortgage rate). ' '

I . ' . [ " - .

Cap:ral Markers Products Capital markets products are designed to* support secondary market
transactions, notably credit-linked notes, mortgage-backed securities, or synthetic securities transactions
(principally, credit default swap transactions). Leriders frequently.engage in these transactions to reduce the
capital they must hold pursuant to local banking capital regulations or to provide funding for their mortgage
lending activities. As of December 31, 2007, approximately 85.4% of PMI Europe’s risk in force was derived
from twenty-one credit default swap transactions, all of which were designed primarily to allow the mortgage
lenders involved to reduce the-level of required regulatory capital. In eight of these transactions, PM] Europe
assumed a sub-investment grade or an unrated risk position. In the remaining transactions, PMI Europe’s risk
position was rated at least investment grade, the majority being rated “AAA.” Competitors in this product liné.
include mortgage insurance companies, financial guaranty insurance companies, banks, hedge funds, traditional
bond investors and other structuring alternatives where no third party credit enhancement is provided.

:

Certain of PMI Europe’s credit default swap contracts and excess-of-loss reinsurance agreements contain
collateral review provisions which, upon certain circumstances, require PMI Europe to pledge collateral for the
benefit of the counterparty. The amount of the required pledged collateral varies, but generally is limited to the
amount of loss reserves established. PMI Europe has pledged collateral of $4.2 million with respect to one credit
default swap transaction. A downgrade of PMI Europe could require PMI Europe to pledge additional collateral,
Certain of PMI Europe’s credit default swap contracts contain termination rights which, upon a downgrade of
PMI Europe 1o a specified rating, allow the counterparty to terminate the credit default swap or reinsurance
agreement and, in some cases, require PMI Europe to pay the counterparty applicable loss reserves and unearned
premium reserves. Negative ratings actions with respect to PMI Europe could adversely affect PMI Europe’s
ability to compete in the capital, reinsurance and primary markets,

Reinsurance. PMI Europe offers reinsurance coverage to both captive insurers 'and‘financial guaranty
companies, Financial guaranty companies purchase reinsurance to manage risk exposure and capital
requirements. PMI Europe provides reinsurance where it assumes a second loss position behind ‘over-
collateralization, excess spread mechanisms and potentially other forms of credit enhancement in a morgage-
backed security that absorbs losses before PMI Europe. PMI Europe has completed six such transactions to date
which consist of U.S. credit impaired mortgages. In five of these transactions, PMI Europe provides excess of
loss reinsurance. In the other transaction, PMI Europe provides quota share reinsurance where it assumes risk
pari passu with the financial guarantor. . . . '

. When PMI Europe provides excess of loss reinsurance to captive insufers, it-reinsures a mortgage lender’s
captive above the level of “expected losses” but up to a stop loss limit that is less than a catastrophic level of
losses. PMI Europe has completed one such transaction to.date. As of December 31, 2007, approximately 2.4%
of PMI Europe’s risk in force stemmed from reinsurance of financial guaranty companies and 0.5% stemmed
from reinsurance of captives. Potential competitors with respect to these products include mortgage insurance
companies, other financial guarantors and multi-line insurers. In 2007, PMI Europe established loss reserves of
$19.3 million in respect of its reinsurance portfolio.

Primary Insurance. PMI "Europe’s third product line, primary insurance, is similar.to the primary
insurance products offered in the U.S., Australia and New Zealand. As of December 31, 2007, approximately
11.6% of PMI Europe’s risk in force consisted of primary insurance. Primary insurance is mortgage insurance
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applied to, priced and settled on each loan. This product is currently purchased regularly in several European
countries. PMI Europe is attempting to develop greater interest and use of primary insurance in other- European
countries. PMI Europe commenced writing this product in Italy in 2005 and has branches in Germany and Spain
with the expectation of writing this business during 2008. Potential competitors at the moment include mortgage
insurers and multi-line - insurers. A majority of PMI Europe's primary insurance in force stems from its
acquisition of a portion of the U.K. lenders’ mortgage insurance portfolio of Royal and Sun Alliance in the fourth
quarter of 2003. PMI Europe recognizes premiums associated with this. portfolio in accordance with established
earnings patterns that are based upon management’s estimation of the expiration of the portfolio’s nisk.
Accordingly, we expect the premiums earned and risk in force associated with the portfoho to continue to decline
through the remaining life of the portfolio.
.1 ' ! |

The followmg table shows defau]t rates for each of .the last three years by type of credit enhancement

coverage

Percentage of Risk in Force Default Rates* by Product Line as of December 11,

. , . December 31 2007 2007 2006 2005
Capital Markets ...... e L. 854% 0.8% 1.1% 2.5%
Primary Mortgage Insurance .......... - 11.6% 1.6% 0.4% 1.1% -
Reinsurance .................¢ e 3.0% . 3.6% - 27% 1.0%
Total .........0.o L e ‘ 100.0% - '

* Default rates were calculated using delinguent insurance in force divided by the total insurance in force.

The increase in the default rate fof primary mortgage insurance in 2007 reflects the growth and seasoning of
that portfolio. Hrgher default rates in the relnsurance portfolio reflect that book’s concentration of credit impaired
U.S. loans. .

PMI Europe’s reserves for losses and LAE are shown below for the years 2005 through 2007.

Reserves for losses and LAE

2007 2006 . - 2005
(USD in thousands)
Capital Market Transactions® .. ............iiiiriineiiiinneenaaneeeas $19,295 §$14,955 § 9,765
Primary Mortgage Insurance . ........ ... il 3,024 2,952 5,056
Reinsurance ................ccoovinun b et e e 19260 L — P—

Total Losses and LAE ...... e b e e ... %41,579  $17,907 314,821

* Excludmg credit default swap transactions classified as derivatives.
The loss reserve on reinsurance as of December 3! 2007 was related to the detenoraung performance of a
small number of U.S. credit impaired exposures on which PMI Europe provided reinsurance coverage in 2005.
We have not received any notices of claim related to the reinsurance coverage. For discussion on PMI Europe’s
loss reserves, refer to Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations, Critical Accounting Estimates, Reserves for Losses and: LAE—International Operations.

-

PMI Europe’s loss reserves shown above do not include credit default swap (“CDS”) transactions classitied
as derivatives. Changes in the fair value of CD$ derivative contracts may occur as a result of a number of factors,
including changes in market spreads and the extent to which actual claim payments differ from estimated claim
payments. We recorded an unrealized mark-to-market loss of $16.9 miltion on PMI Europe’s CDS derivative
contracts in 2007 as a result of the significant widening of market spreads. Credit deterioration predominantly in
the U.S. sub-prime market has impacted market spreads worldwide, including spreads on PMI.Europe’s CDS
portfolio which relates only to European prime mortgage risks. Continuing volatility of market spreads may lead
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to positive or negative fair value adjustments of these contracts in the future. In our view, the volatility of these
market spreads does not necessarily reflect the. credit quality of PMI Europe’s CDS portfolio and we do.not
expect these spread-driven changes in fair value to have a significant impact on future estimated net cash flows.

The applicable regulator of PMI Europe is the Irish Financial Regulator (the “IFR™). ireland is a member of
the European Unicn and applies the harmonized system of regulation set out in the European Union directives.
Under applicable regulations, PMI Europe may provide insurance only in the classes for which it has
authorization and must maintain required capital reserves. Irish insurance companies are required, among other
things, to submit comprehensive annual returns to the IFR. The 1FR has broad powers to intervene in the affairs
of isurance companies including the power to enforce, and take remedial and disciplinary action with respect to,
its regulations. Under IFR regulations, insurance companies must maintain a margin of solvency, the calculation
of which is based on recent years’ premium volumes and claims experience, and which supplements technical
loss and premium reserve requirements.

Asia

We have been providing mortgage reinsurance in Hong Kong since 1999. Prior to 2006, we offered
mortgage reinsurance through a Hong Kong branch office. In June 2006, our newly formed subsidiary, PMI Asia,
received its insurance authorization from the Hong Kong Insurance Authority. Subsequent to its receipt of
authorization, PMI Asia assumed our Hong Kong branch’s entire mortgage reinsurance portfolio. PMI Asia’s
principal reinsurance agreement is with the Hong Kong Mortgage Corporation, a public sector entity created to
add liquidity to the Hong Kong residential mortgage market. For the year ended December 31, 2007, we
reinsured a total of approximately $0.9 billion of loans. Insurance in force was $2.7 billion at December 31,
2007, compared to $2.5 billion at December 31, 2006. In 2006 and 2007, the Hong Kong Mortgage Corporatior
increased the percentage of mortgage insurance risk and associated premiums that it retains, thereby reducing our
reinsurance and premiums written. In fight of these reductions, future growth by PMI Asia in Hong Kong will be:
increasingly dependent upon growth in the Hong Kong mongage market and mortgage insurance penetrauon of
that market.

PMI Asia, among other reinsurers, provides reinsurance “down-to” coverage in Hong Kong which, with the
underlying mortgage insurance, reduces the insured’s exposure on each loan down to a specified coverage
percentage, usually 70% LTV. Unlike in the United States; the underlying mortgage insurance and reinsurance
coverage generally expires when loans amortize below their down-to coverage percentage, fe., 70% LTV,
Approximately 32% of PMI’s reinsurance written in 2007 -was comprised of loans with LTVs between 90.01%
and 95.00%, compared with 35% of loans with LTVs between §3.01% and 90.00% and 33% of loans with LTVs
between 70.01% and 85.00%.

PMI generally delegates underwriting decisions with respect to particular loans to the reinsured pursuant to
detailed written underwriting guidelines agreed to in advance by the parties. The significant majority of
reinsurance wntten by PMI Asia is single premium coverage. In 2007, PMI made claim payments of $0.03
million (net of recoveries) compared to $0.2 million (net of recoveries) in 2006.

PMI Asia’s payment of its claims obligations with respect to its Hong Kong reinsurance portfolio is
guaranteed by PMI Europe. Accordingly. a ratings downgrade of PMI Europe could negatively affect PMI Asia’s
future business prospects and competitiveness. .

Canada

in 2007, we began offering residential mortgage insurance products to Canadian lenders and mortgage
originators through our wholly-owned Canadian subsidiary (“PMI Canada™). PMI Canada has a license to write
mortgage insurance from the Canadian Office of the Superintendent of Financial Institutions (“OSFI"), the
primary regulator of mortgage insurers in Canada. In addition, PMI Canada has a government guarantee,
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described further below, from the Canadian Ministry of Finance. PMI Canada has also received license approval
from all Canadian provinces and territories with the exceplion of Quebec. The Quebec authorities have indicated
that they may not grant PMI Canada’s request for the provincial license until the financial condition of The PMI
Grouop and our U.S. Mortgage Insurance Operations stabilizes. Continued delay with respect to, or denial of, the
Quebec provincial license would negatively affect PMI Canada’s business prospects and competitiveness. During
2007, PMI Canada also received approval as an authorized private mongage -insurer for Canada’s National
Housing. Act MBS program. PMI Canada did not provide any mortgage insurance coverage in 2007 and has
written a limited amount of insurance so far in 2008.

Federally regulated financial institutions, or FRFIs, are not required to maintain regulatory capital on
mortgages backed by a sovereign guarantee. Pursuant to its agreement with the Canadian Ministry of Finance,
the Ministry of Finance will guarantee, in the event PMI Canada became insolvent, the benefits payable under
mortgage insurance policies we issue in Canada on eligible mortgages, less 10% of the original principal amount

-of the insured loan. The guarantee permits FRFIs who purchase our mortgage insurance to eliminate their
regulatory capital charges for credit risks on the 90% of the original principal amount of mortgages guaranteed
by the government. In exchange for this guarantee, we are required to pay the Canadian government a quarterly
premium and, for a period of time, quarterly guarantee fund deposits. Our largest private competitor in Canada
also operates with the benefit of a similar government issued guarantee. .

PMI Canadais rated “AA” by DBRS, the principal rating agency in Canada. In order to acquire this rating,
PMI and PMI Canada entered into a capital support agreement for the benefit of PMI Canada. This agreement is
limited to $300 million and capital support may only be provided to the extent that it does not cause MIC to fall
below minimum capital and surplus requirements. Accordingly, a downgrade of PMI's insurer financial strength
ratings by DBRS would likely cause a downgrade of PMI Canada. (See Item 1A. Risk Factors—A downgrade of
the financial strength ratings of our wholly-owned insurance subsidiaries would adversely affect our business
and prospects and, consequently, our results of operations and financiaf condition.)

In Canada, we offer primary flow mortgage insurance, similar to primary insurance in Australia,- and
structured finance products. Currently, FRFIs are required to obtain .insurance for residential mortgages that are
greater than 80% loan-to-value. Non-regulated originators and FRFIs also are interested in limiting default risk in
order to offer more flexible loan terms. We offer structured product solutions to lenders seeking capital relief or
credit enhancement on portfolios of mortgages, and to investors seeking to facilitate MBS transactions or
mortgage portfolio sales. Our products generally are single-premium and provide coverage for the insured loan’s
unpaid principal balance, interest and expenses, following the sale of the underlying property.

Five large banks in Canada provide the majority of the financing for Canada’s residential mortgage market.
Other market participants include regional banks, trust companies, mortgage loan companies, and credit unions,
The typical morigage product in the Canadian market has a one to five year maturity and a 25 to 40 year
amortization schedule. Lenders routinely allow borrowers to refinance and choose the maturity and interest.rate
option.

The market for primary mortgage insurance in Canada is well established and, excluding PMI Canada,
currently has two.main morigage insurers, the Canadian Mortgage and Housing Corporation (“CMHC”) and
Genworth. The CMHC is a government-owned entity that provides lenders with 100% capital relief from bank
capital requirements. Additional U.S. based mortgage insurers have entered or stated their intent to enter the
Canadian market.

Foreign Currency Exchange

We are subject to foreign currency exposure due to operations in foreign countries whose currencies
fluctuate relative to the U.S. dollar, the basis of our consolidated financial reporting. Such exposure falls into two
general categories: economic exposure and transaction exposure.
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Economic exposure is defined as the change between anticipated net cash flows in currencies other than the
U.S. dollar and the actual results that are reflected in our consolidated financial statements after- translation. T
the extent there are changes in the average translation rates from local currencies to the U.S. doliar, our recorded
consolidated net income can be positively or negatively affected. If the U.S. dollar strengthens relative to other
applicable foreign currencies, our net income from our International Operations segment will be negatively
impacted by translation losses. Conversely, if the ULS. dollar weakens against other applicable foreign currencies,
our net income from International Operations will be positively impacted by translation gains. Through the
purchase of foreign currency put options, we have mitigated the negative impact to consolidated net income duc
to a strengthening U.S. dollar. As the options purchased increase in value as the U.S. dollar strengthens, such
increases in the value of the options are reflected in our consolidated results of operations as derivative option
gains. If the U.S. dollar were 10 weaken relative to the Australian dollar or the Euro, our consolidated net income:
would continue to be positively affected (less the cost of the options purchased) by translation gains and the:
purchased options would expire unexercised. In 2007, to mitigate the negative impact to net income of a
strengthening U.S. dollar, PMI Australia purchased foreign currency (Australian dollar) put options at a total
pre-tax cost of $1.2 million. To mitigate the negative impact to net income of a strengthening of the U.S. dollar,
PMI Europe also purchased foreign currency (Euro) put options at a total pre-tax cost of $0.1 million. These
options expired ratably over the course of 2007. As of December 31, 2007, the total cost of these options, net of
realized losses recognized to net income, was net losses of $1.2 million and $0.1 million for PMI Australia and
PMI Europe, respectively. PMI Australia has entered into a similar foreign exchange put option program in 2008
at 4 pre-tax cost of $1.1 million. -

We do not currently hedge foreign currency exposures of net investments in our foreign operations. If the
spot exchange rates of the U.S. dollar relative 19 other applicable foreign currencies change, our net investment in
our foreign operations will be impacted. Foreign currency translation gains in accumulated other comprehensive
income were $281.0 million as of December 31, 2007, due primarily to the strengthening of the spot exchange
rates of the Australia Dollar and the Euro relative to the U.S. dollar. This cumulative foreign currency translation
gain benefits PMI's statutory surplus as PMI Australia and PMI Europe are its wholly-owned subsidiaries.

Transaction exposure refers (o currency risk related to specific transactions and occurs between the time a
firm commitment in a foreign currency is entered into and the time the cash is actually paid. Under our
Derivative Use Plan’s Foreign Exchange Policy Guidelines, we are authorized to hedge our transaction
exposure through the purchase of forward currency contracis. We did not engage in any hedging activities of
transaction risk in 2007,

D. Financial Guaranty
FGIC

Overview. We are the largest shareholder of FGIC Corporation, with a common equity ownership interest
of 42.0%. FGIC Corporation’s wholly-owned subsidiary, Financial Guaranty Insurance Company (“FGIC”), is a
financial guaranty company. The other principal investors in FGIC Corporation are affiliates of The Blackstone
Group, L.P., The Cypress Group L.L.C. and CIVC Pariners L.P. We account for this investment under the equity
method of accounting in accordance with Accounting Principles Board (APB) Opinion No. 18, The Equity
Method of Accounting for Investments in Common Stock and, accordingly, the investment is not consolidated.

FGIC is primarily engaged in the business of providing financial guaranty insurance for public finance,
structured finance and international finance (which is comprised of public finance and structured finance
business outside the U.S.) obligations. FGIC is licensed to engage in financial guaranty insurance in all 50 states,
the District of Columbia, the Commeonwealth of Puerto Rico, U.S. Virgin Islands, the United Kingdom, and other
European Union member countries. :

+

Recent Developments Relating to FGIC. At December 31, 2007, FGIC had total shareholders™ equity of
$584.4 million compared to $2.4 billion at December 31, 2006. This significant decline in shareholders’ equity
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was due to FGIC’s $1.9 billion of unrealized mark-to-market losses in 2007 related to derivative contracts issued
by FGIC on mortgage-related collateralized debt obligations and loss reserve increases of $1.2 billion in 2007.
FGIC’s loss reserve increases in 2007 were driven by the credit deterioration of insured collateralized debt
obligations backed by sub-prime residential mortgage-backed securities (RMBS) as well as direct exposure to
RMBS. FGIC’s 2007 mark-to market losses and additions to loss reserves reflect the significant weakening of the
U.S. residential mortgage, housing, credit and capital markets. (See Item 1A. Risk Factors — Our net income and
earnings have become more volatile due to the application of fair value accounting, or FAS 133, to the portion of
PMI Europe’s, FGIC's and RAM Re's credit enhancement business which is executed in credit derivative form,
below.) ' '

Historically, the ability of FGIC to attract new business and to compete in the financial guaranty industry
has been highly dependent on the “AAA” insurer financial strength ratings assigned-to it by rating agencies. In
January 2008, Fitch downgraded FGIC’s insurance financial strength rating from “AAA” to “AA” and placed
FGIC on CreditWatch Negative, and Standard & Poor’s downgraded FGIC from “AAA” to “AA” and placed
FGIC on CreditWatch with developing implications. On February 14, 2008, Moody’s downgraded FGIC's **Aaa”
rating to “A3", and FGIC remains on review for possible further downgrade. On February 25, 2008, Standard &
Poor’s downgraded its insurer financial strength rating on FGIC from “AA” to “A”. Standard & Poor’s also
placed its rating of FGIC on CreditWatch with developing implications. As a result of these downgrades, FGIC
has ceased writing new financial guaranty business, and we believe that it is unlikely that FGIC will be able-to
write new financial guaranty business in the future at its current ratings. A downgrade of FGIC’s financial
strength ratings below specified levels may allow certain issuers and counterparties, subject to the terms of their
contractual arrangements with FGIC, to terminate those agreements, which could result in the loss of future
revenues. ‘ ' C

As a result of, and in response to, FGIC’s financial performance and the rating agencies’ actions, FGIC
Corporation has proposed a significant restructuring of its insurance operations to' the New York Insurance
Department, including the organization of a new financial guaranty insurer to be domiciled in New York to
provide support for global public finance and infrastructure obligations previously insured by FGIC and to write
new business to serve such markets. We do not know what form such restructuring, if any, will ultimately take,
and any restructuring will require approval from the New York Insurance Department, among others. We expect
that a restructuring of FGIC’s business will require significant additional capital, which may not be available on
favorable terms or at all. Moreover, there can be no assurance that any such plan will be implemented in a
manner that satisfies the rating agencies’ requirements so as to enable the new company to obtain the “AAA”
rating it would need to execute its business plan. Given our current capital needs and resources, we do not expect
to make a further investment in FGIC Corporation. Accordingly, equity securities issued by FGIC Corporation in
a capital-raising transaction would result in significant dilution of our ownership interest in FGIC Corporation.

Overview of Financial Guaranty Business. Financial guaranty insurance generally provides an
unconditional and irrevocable guarantee that protects the holder-of an insured financial obligation against non-
payment of principal and interest by an obligor when due. If the issuer of an insured obligation cannot make the
scheduled debt service payment, the financia! guarantor assumes this responsibility as and when due. Payment by
the financial guarantor does not extinguish the underlying obligation of the issuer, and such payments may be
recoverable from the issuer. The financial guarantor is subrogated to the rights of the holders of the insured
obligations and, in the event of payment under the policy, has rights in the underlying collateral, if any.

Financial guaranty insurance may be issued at inception of an insured obligation or may be issued in the
secondary market, mainly to institutional holders. Financial guaranty insurance lowers an issuer’s cost of
borrowing; the spread between the yield on the insured obligation (carrying the credit rating of the insurer) and the
yield on the obligation if sold on the basis of its uninsured credit rating defines the maximum insurance premium
available to the insurer. Financial guaranty insurance also’increases the marketability of obligations issued by
infrequent or unknown issuers or obligations with complex striictures. Investors benefit from increased liquidity in
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the secondary market, reduced exposure to price volatility caused by changes in the credit quality of the underlying
insured issue and added protection against loss in the event of the issuer’s default on its obligation,

U.S. Public Finance. The U.S. public finance market includes municipal general obligation boncs
supported by the issuer’s taxing power and special revenue bonds and other obligations of state and locil
governments supported by the issuer’s ability to impose and collect fees and charges for specific public services
or projects. The issuer typically pays a one time premium to FGIC at the time the policy is issued. Proposed new
public finance bond issues are submitted to FGIC by issuers, their investment bankers or financial advisors t>
determine their suitability for financial guaranty insurance. FGIC also provides financial guarantees on public
finance bonds outstanding in the secondary market. A financial guaranty generally affords a wider secondary
market and therefore greater marketability to previously issued bonds. As is the case with new issues, ths
premium is generally payable in full at the time of policy issuance. FGIC employs the same underwriting
standards on secondary market issues that it does on new public finance issues. As of December 31, 2007, $222.1
billion, or 70.7%, of FGIC's total net par outstanding represented insurance of U.S. public finance obligations.

U.S. Structured Finance. Most U.S. structured finance obligations are secured by, or represent interests in,
diverse pools of specific assets, such as residential mortgage loans, auto loans, credit card receivables, othe:
consumer receivables, corporate loans or bonds, small business ioans, and commercial real estate loans, The pool
of assets underlying the obligations has an identifiable cash flow or market value. Structured finance obligations
insured by FGIC generally have the benefit of over-coliateralization and/or other forms of credit enhancement to
mitigate credit risks associated with the related assets. These forms of credit enhancement are designed to absort:
losses in these transactions. The largest component of FGIC's structured finance business relates to the:
securitization of residential mortgages and home equity loans.

Premiums for structured finance policies are typically based on a percentage of par insured, and can be
collected in a single payment at the policy inception date or collected periodically (e.g., monthly, quarterly or
annually) from the cash flow generated by the underlying assets. The U.S. structured finance market in which
FGIC has provided financial guarantees has been broad and varied, comprising public issues and private
placements. As of December 31, 2007, $70.7 billion, or 22.5%, of FGIC’s total net par outstanding, represented
insurance of U.S. structured finance. For the year ended December 31, 2007, $1.2 hillion of losses were recorded
with respect to the structured finance obligations.

International Finance. FGIC launched its international finance operation in late 2004 and until the recent
ratings downgrades, focused on insuring essential infrastructure transactions and triple-A rated collateralized
loan and debt obligations. Premiums for international finance policies are based on a percentage of either par or
par and interest insured. Depending upon the terms of the transaction, premiums are collected in a single
payment at the policy inception date or are collected periodically. As of December 31, 2007, FGIC’s net par
outstanding related to international finance transactions was $21.2 billion.

Competition. Competitive conditions in the financial guaranty industry are rapidly changing. FGIC and
other financial guaranty insurers’ ability to compete has been highly dependent on their triple-A ratings.
Although a certain number of FGIC’s competitors have also been downgraded, some financial guaranty insurers
have remained triple-A rated. In addition, Berkshire Hathaway Assurance Corporation, a newly formed financial
guaranty insurance company, has provided “AAA” credit enhancement, As a result of the recent downgrades in
FGIC’s financial strength ratings, FGIC is unable to compete for new business in the segments of the financial
guaranty industry in which it has historically operated and has ceased writing new business. In order for FGIC
Corporation to again meaningfully compete in the financial guaranty insurance industry, especially in the area of
public finance, FGIC will need to regain its triple-A rating or form a new company with a triple-A rating.

Banks, multi-line insurers and reinsurers represent additional participants in the market. Financial guaranty
insurance competes with other forms of credit enhancement, including senior-subordinate structures and letters of

credit issued by other financial institutions, Senior subordinated structures in the mortgage-backed sector reduce
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the number of transactions eligible for insurance. Financial guaranty insurance also competes, in nearly all
instances, with the issuer’s alternative of foregoing credit enhancement and paying a higher interest rate for the
bonds. If the interest savings from insurance are not greater than the cost of insurance, the issuer will generally
choose to issue bonds without credit enhancement. Accordingly, credit spreads—the difference in interest cost
for issuers under different credit rating scenarios—are a significant factor in the issuer’s determination of
whether to seek credit enhancement. As credit spreads tighten, the likelihood that issuers wili choose to issue
bonds without credit enhancement increases. (The tighter credit spreads reduce the insurance premium margin
available, and an insurer is unlikely to offer insurance below a certain level of profitability.)

Loss Reserves. FGIC’s provision for losses and loss adjustment expenses fall into two categories: case
reserves and watchlist reserves. Case reserves are established for estimated losses on specific non-derivative
obligations that are presently or likely to be in payment default for which future loss is probable and can be
reasonably estimated. These reserves are determined using internally developed models and represent an estimate
of the present value of the anticipated shortfall, net of reinsurance, between (i) anticipated claims payments on
obligations plus anticipated loss adjustment expenses and (ii) anticipated cash flow from, and proceeds to be
received on, sales of any collateral supporting the obligation and/or other anticipated recoveries. The discount
rate used in calculating the net present value of the estimated losses is based upon the risk-free rate for the period
of the anticipated shortfall. FGIC's case reserve models are dependent on a number of assumptions that require
management to make judgments about the outcomes of future events using historical and current market data.
Significant assumptions include the liquidation value of the assets supporting the insured obligations, volume and
timing of collateral cash flows and the behavior of the underlying borrower. FGIC’s case reserves will likely
change, possibly materially, in future periods as additional information becomes available.

Watchlist reserves recognize the potential for claims against FGIC on non-derivative insured public finance
obligations that are not presently in payment default, but that have migrated to an impaired level where there is a
substantially increased probability of default. These reserves reflect an estimate of probable loss given evidence
of impairment, and a reasonable estimate of the amount of loss given default. The methodology for establishing
and calculating the watchlist reserves relies on a categorization and assessment of the probability of default, and
loss severity in the event of default, of the specifically identified impaired obligations on the list based on
 historical trends and other factors. Reserves are adjusted each period based on claim payments and the results of
ongoing surveillance. Adjustments of estimates made in prior years may result in additional loss and loss
adjustment expenses or a reduction of loss and loss adjustment expenses for the period in which the adjustment is
made. There are significant risks and uncertainties that could resuli in material adverse deviation of FGIC's
reserves at December 31, 2007. There remains a considerable amount of uncertainty relating to risks in real estate
prices, credit markets and the economy as a whole. There is no historical precedent for these conditions.
Consequently, the ultimate liability associated with such claims will likely differ, possibly materially, from such
estimates. See Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations—Conditions and Trends Affecting our Business—Financial Guaranty.

Regulation; Dividend Restrictions. FGIC is subject to the insurance laws and regulations of the State of
New York, where FGIC is domiciled, including Article 69, a comprehensive financial guaranty insurance statute.
FGIC is also subject to the insurance laws and regulations of all other jurisdictions in which it is licensed to
transact insurance business. The insurance laws and regulations, as well as the level of supervisory authority that
may be exercised by the various insurance regulators, vary by jurisdiction, but generally require insurance
companies to maintain minimum standards of business conduct and solvency, to meet certain financial tests, to
comply with requirements concerning permitted investments and the use of policy forms and premium rates, and
to file quarterly and annual statutory statements and other reports. FGIC’s accounts and operations are subject to
periodic examination by the Superintendent of Insurance of the State of New York and by insurance regulatory
authorities in the other jurisdictions in which FGIC is licensed to write insurance.

FGIC's ability to pay dividends is subject to restrictions contained in the insurance laws and related
regulations of New York and the other jurisdictions in which FGIC is licensed to do insurance business. Under
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New York insurance law, FGIC may pay dividends out of statutory earned surplus, provided that, together with
all dividends declared or distributed by FGIC during the preceding 12 months, the dividends would not exceed
the lesser of (i) 10% of policyhotders’ surplus as of its last statement filed with the New-York Superintendent of
Insurance and (i) adjusted net investment income during this period. Adjusted net investment income includes a
two-year carry-forward for undistributed investment income. Any dividend distribution in excess of these
requirements would require the prior approval of the New York Superintendent of Insurance.

In addition, so long as any FGIC Corporation senior preferred stock {or class B common stock issued upon
conversion of that preferred stock) is outstanding, FGIC Corporation’s certificate of incorporation generally
prohibits the payment of dividends or other payments on any of FGIC Corporation’s capital stock, except the
senior preferred stock, without the consent of the holder of two-thirds of the outstanding shares of that preferred
stock (or the class B common steck issued upon conversion of that preferred stock). This restriction does not
apply to cash dividends declared and paid on the class A common stock after the ninth anniversary of the closing
of the FGIC Corporation investment, provided that those dividends are paid from retained earnings in excess of
the amount of FGIC Corporation’s retained earnings on the closing date of such investment, the amount of the
dividends in any fiscal year does not exceed one-third of one percent of FGIC Corporation’s stockholders’
equity, and equivalent dividends are paid on the class B common stock.

The stockholders agreement between The PMI Group and the other investors in FGIC Corporation also
restricts the payment of dividends by FGIC Corporation. The stockholders agreement provides that FGIC
Corporation will not declare or pay cash dividends to holders of its common stock prior to the earlier of the fifth
anniversary of the closing of the investment and the completion of the first underwritten public offering of FGIC
Corporation's common stock, and, in any event, thai such dividends will not be paid prior to the redemptlon of
FGIC Corporation’s senior preferred stock and class B common stock.

FGIC Corporation is further restricted in the payment of dividends by the terms of its 6% senior notes, due:
2034. Except as described in the following sentence, FGIC Corporation may not pay dividends unless the amount
of the dividends, together with other similar payments, or restricted payments, during any fiscal year does not
exceed the greater of (i) 30% of FGIC Corporation and its subsidiaries” consolidated net income for the previous
fiscal year and (i} 2.5% of the stockholders’ equity on the consolidated balance sheet of FGIC Corporation and
its subsidiaries as of the end of the previous fiscal year, FGIC Corporation may make restricted payments
regardless of amount so long as the payments would not reasonably be expected to cause an adverse change 1o
either (i) the then current insurance financial strength rating and outlook of FGIC or (ii) FGIC Corporation’s then
current senjor unsecured debt rating and outlook.

In addition to the regulatory and contractual restrictions described above, we expect that FGIC Corporation
will be further restricted in the payment of dividends in light of its financial performance in 2007, as well as the
likelihood that it will need significant additional capital to execute its proposed restructuring plan.

Other. FGIC cperates as an independent company. Our stockholders agreement with the other members of
the investor group provides for certain corporate governance arrangements with respect to FGIC and other
important corporate matters.

PMI Guaranty

In 2006, we formed PMI Guaranty, a wholly-owned surety company based in New Jersey. PMI Guaranty
received its certificate of authority from the New Jersey Department of Banking and Insurance in July 2006 and
began operations in the fourth quarter of 2006, PMI Guaranty has financial strength ratings of “AA™ by Fitch
Ratings, “AA” by Standard & Poor’s, and “Aa3” by Moody’s Investors Service. In addition, Standard & Poor’s
assigned a “AA” Financial Enhancement Rating to PMI Guaranty. PMI Guaranty competes in the markets for
“AA” rated financial guaranty insurance, financial guaranty reinsurance and related credit enhancement products
and services,
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We initially capitalized PMI Guaranty with $200 mitlion, which included $150 million of paid in equity and
a $50 million junior surplus note issued to The PMI Group. In addition, PMI Guaranty benefits from a capital
support agreement with PMI, which is guaranteed by The PMI Group. The capital support agreement and
corresponding guarantee are for a maximum of $650 million. A downgrade of PMI would likely cause a
downgrade of PMI Guaranty. (See Item 1A, Risk Factors—A downgrade of the financial strength ratings of our
wholly-owned insurance subsidiaries would adversely affect our business and prospects and, consequently, our
results of operations and finuncial condition.) As of December 31, 2007, PMI Guaranty had total par outstanding
of $962.9 million which includes $914.4 million of par outstanding consisting of municipal securities and $48.5
million consisting of mortgage-related assets. PMI Guaranty has not entered into any CDS contracts nor has it
provided credit enhancement on any collateralized debt obligations (CDOs).

Financial Guaranty Insurance. PMI Guaranty offers “AA™ rated financial guaranty insurance and related
credit enhancement products and services for asset-backed securities. PMI Guaranty’s credit enhancement
products guarantee that the principal and interest associated with the insured securities will be paid to investors
on the date. due. PMI Guaranty, as a “AA” rated insurer, generally guaraniees payment obligations on the
tranches of the securitization structure that commence at a lower investment grade level (for example, “BBB-")
and end at the “AA” attachment point {i.e., up to and including the “AA” level). With the guaranty, issuers are
able to offer “AA” rated securities equal to the entire notional amount of these “wrapped” tranches.

Financial Guaranty Reinsurance. PMI Guaranty also offers financial guaranty reinsurance to primary
financial guarantors. By providing reinsurance to financial guarantors, PMI Guaranty can reduce the amount of
total capital required to be held by the financial guarantors. As of December 31, 2007, reinsurance transactions
represented approximately 97% of the total insured portfolio, including reinsured par outstanding of $18.9
million of securities that are backed by mortgage-related assets and $914.4 million of reinsured par outstanding
consisting of municipal securities. PMI Guaranty’s obligation to make payments of principal and interest to
investors through its financial guaranty reinsurance product will arise when financial guarantors provide PMI
Guaranty with notice that they will be responsibte for making payments of principal and interest to investors.
When provided with such notice, PMI Guaranty will be obligated to pay its proportionate share of any losses
based upon the reinsurance agreement.

Competition. PMI Guaranty faces significant competition in both the financial guaranty insurance and
financial guaranty reinsurance arenas. In addition to PMI Guaranty, there are many publically rated financial
guarantors that provide direct financial guaranty insurance and/or reinsurance in the credit enhancement
marketplace. PMI Guaranty also competes with alternative credit enhancement products and structures and
capital market participants. (See Item 1A. Risk Factors—We do not expect PMI Guaranty to be a significant
source of net income in 2008, below.)

PM! Guaranty is subject to the insurance laws and regulations of the State of New :lersey, where it is
domiciled. As a licensed surety corporation, PMI Guaranty is regulated by the New Jersey Department of
Banking and Insurance. We do not expect PMI Guaranty to be a significant source of net income in 2008.

RAM Re

We own 23.7% of RAM Holdings Ltd., a holding company for RAM Re. RAM Re is a financial guaranty
reinsurance company based in Bermuda. RAM Holdings Ltd. is publicly traded on the Nasdaq National Market.
RAM Re and its holding company are subject to regulation under the laws of Bermuda.

RAM Re reinsures municipal, structured finance and international debt obligations originally underwritten
by primary financial guarantors. RAM Re provides reinsurance to primary financial guaranty companies that
market credit enhancement of debt securities through insurance on scheduled payments on an issuer’s
obligations. RAM Re's insured portfolio consists primarily of municipal securities and structured products,
principally asset-backed securities. RAM Re derives substantially all of its financial guaranty revenues from
premiums ceded by the major primary financial guarantors.
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When a primary financial guaranty company cedes a portion of a particular transaction to a reinsurer such as
RAM Re, that reinsurer becomes obligated to pay.its proportionate share of any losses should the reinsured
transaction defauvlt. The ceding companies use such'reinsurance for a variety of reasons, including to increase
insurance capacity, assist in meeting applicable regulatory and rating agency requirements, in particular with
respect to single risk and risk concentration limits, manage single risks and risk aggregations among servicers an
asset backed transactions as well as for broader risk managemen[ purposes (such as addressing sector or
geographic concenlratmnq) ‘ ‘

A
+

The financial guaranty policies which RAM Re reinsures typically cover full and timely payment of
scheduled principal and interest on debt securities. A reinsurance company receives its share of the premium
from the primary insurer, and typically pays a ceding commission to the primary ‘insurer as compensation fir
underwriting expenses. Insurance is ceded by the primary insurers to the reinsurance companies either on a trea'y
or facultative basis. Treaty reinsurance typically involves an agreement covering a defined class of business
where the reinsurance company must assume, and the insurer may cede a portion of risks as defined by the ternis
of the treaty. In-facultative agreements, reinsurance is-negotiated on a case-by-case basis for coverage of
mdmdual transactions or businéss segmems giving both parties.control over the credn process.

RAM Re is currently rated “AAA” by Standard & Poor’s on CredltWatch with negauve |mp11cauons and
“Aa3” by Moody’s, with a negative outlook. Moody’s announced' in. February 2008 that it had placed RAM Re's
“Aa3’ insurance financial strength rating on review for possible downgrade. Moody’s stated that its rating
actions.reflected Moody's revised expected loss projections for RMBS and related cotlateralized debt obligation
(“CDO”) risk, and the corresponding implications for RAM Re's capital adequacy. Moody's also stated that
during the review process, it would, among other things, evaluate the impact of mortgage-related exposures on
RAM Re’s risk adjusted capital adequacy and the company’s future business prospects due to possible reduced
business flow from its primary financial guaranty clients. On March 7, 2008, Moody’s confirmed the “Aa3”
rating.and changed the outlook to negative to reflect the uncertainty regarding both the ultimate-performance of
mortgage and mortgage-related collateralized. debt obligation exposure, as well as RAM Re’s future underwriting
prospects..On February 14, 2008, Standard & Poor’s placed RAM Re’s “AAA™ rating on CreditWaich with
negative implications, reflecting the view of a shortfall in RAM Re's capital cushion relative to projected
sub-prime losses. Any downgrade of RAM Re’s ratings by Moody’s.or Standard & Poor’s could have a material
adverse effect on RAM Re’s business, financial condition and results of operations. -

In'response to Moody’s and Standard & Poor’s rating actions, RAM Re has stated that it is pursuing a
number of alternatives to improve its capital position, including obtaining reinsurance.for selected policies anc
stowing its growth. RAM Re stated that it does not intend to raise new capital at the present time due to current;
market conditions, RAM Re further stated that its strategy remains subject 1o change, and there can be no
assurance that RAM Re will be successful in improving its capital position, maintaining its ratings or in restoring
its ratings in the event of a downgrade. (See ltem 1A. Risk Factors—Recent downgrades relating to FGIC and

the placing of RAM Re on negative credit watch have advérsely affected our financial condition and results of

operations. Additional-adverse rating agency actions with respect to FGIC or RAM Re could further harm our
[financial condition and results of operations, below.)

A downgrade of RAM Re’s ratings below “AAA” by Standard & Poor’s or “Aa3” by Moody’s could
negatively affect the value of RAM Re’s reinsurance. Under Standard & Poor’s current guidelines for assigning
credit to reinsurance, if RAM Re’s rating were downgraded from “AAA” 10 “AA,™ the credit received by RAM
Re’s “AAA” rated customers for its reinsurance would be decreased from 100% to 70%. If RAM Re’s ratings by
Moody’s were downgraded below “Aa3”, the amount of credit for reinsurance would be reduced from 85% to an
amount less than 80% to be determined by Moody's,

Under RAM Re’s treaty contracts with its customers, the primary financial guaranty insurers, the downgrade
of RAM Re’s ratings would generally allow RAM Re’s customers, after a cure period, to increase the ceding

commission, which is the commission paid to-a primary insurer by-a reinsurer based on the amount of the
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premiums ceded, or terminate the.contract and either leave their existing business with RAM Re or recapture it.
A downgrade of RAM Re’s ratings, the placing of RAM Re’s ratings on negative credit. watch or under review
for.a ratings downgrade, or a decrease in the credit given for its reinsurance to the primaries could also negatively
affect its ability to negotiate favorable terms with primary insurers in the future.

Due to, among other things, the continuing deterioration of the credit market, rating agency actions and the
decline in RAM Re’s share price, in the fourth quarter of 2007 we realized an other-than-temporary impairment of our
investment in RAM Re of $38.5 million. After impairment, the carrying value of our investment in RAM Re as of
December 31, 2007 was $60.0 million. We expect the carrying value of -our investment in RAM-Re to be further
reduced in the-first quarter of 2008 as a result of RAM Re’s losses and/or further impairment. We will continue to
evaluate this investment for possible future impairment.-- .

E. Investment Portfolio

As of December 31, 2007, The PMI Group and its consohdaled subsidiaries had total - cash and cash
equivalents of $427.9 million and investments of $3.7 billion. In 2004, The PMI Group’s: Board of Directors
formed the Investment and Finance Committee of the Board of Directors to oversee our investment portfolio,
including our unconsolidated subsidiaries, approve investment slrategies and monitor our investment
performance. The U.S. companies (including PMI Guaranty) included i in the consolidated financial statements, or
the U.S. Portfolio, held cash and cash equivalents and investments.of $2.5 billion as of December 31, 2007. We
manage the fixed income portion of the U.S: Portfolio internally. The 4.2% of the U.S. Portfolio (including cash
and cash equivalents) invested in common stock . of publlcly traded corporatlons is managed by Mt. Eden
Investment Adv1sors

.. We manage the U.S. Portfolio to achieve the goals of providing a predictable; high level of investment
income, while maintaining adequate levels of liquidity, safety and preservation of capital. Growth of capital and
surplus through long-term market appreciation are a secondary consideration. Realization of taxable capital gains
is minimized and emphasis is given to credit quality, price volatility and diversification, for each investment
category. as well as for the portfolio as a whole. As of December 31, 2007, based on market value and excluding
cash and cash equivalents, approximately 80.7% of the U.S. Portfolio was invested in fixed income securities and
approximately 19.2% was invested in equity sécurities. 97.5% of the U.S. portfolio (including cash and cash
equivalents and excluding common stocks) were rated “A” or better by at least one nationally recognized
securities rating organization, and of those, 68.8% were rated “AAA,” 17.5% were rated “AA,” and 11,2% were
rated “A.” The U.S. Portfolio’s fixed income portfolio’s option-adjusted duration, including cash and cash
equivalents, was 5.87 as of December 31, 2007. We generally do not mvcst in non-agency mortgage- backed
securities. - - X ‘ . .

. i . :

Investments held by The PMI Group’s U.S. insurance subsidiaries are subject to the insurer investment laws
of each of the states in which they are licensed. These statutes, designed to preserve insurer assets for the
protection of policyholders, set limits on the percentage of assets that an insurer can hold in certain investment
categories (e.g., under Arizona law, no more than 20% in equity securities) and with a single issuer (e.g., 10%
under Arizona law).

PMI Australia’s, PMI Europe’s, PMI Asia’s and PMI Canada’s investments are subject to the invesiment
policies adopted by their respecnvc boards of directors and are managed by investment advisory firms under
separate investment management agreements. We regularly review these entities’ investment strategies and
performances. The investment policies specify that the portfolios must be invested predominantly in
intermediate-term and high-grade bonds.

As of December 31, 2007, PMI Australia had $69.8 million in cash and cash equivalents and $1.2 billion of
investments . which are managed by Aberdeen Fund Managers Australia Limited. The investment portfolio
consists mainly of high-grade Australian currency-denominated fixed income securities issued by sovereign,
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semi-government and corporate entities. As of December 31, 2007, the portfolio’s option-adjusted duraticn,
including cash and cash equivalents, was 3.62. The entire Australian bond portfolio is investment grade rated.
The portfolio also contains a small allocation of investments in‘Australian equity securities.

As of December 31 2007, PMI Europe had $53.3 mllllon in cash and cash equ:valems and $200 8 mlllmn
of investments which are managed by Morgan Stanley Investment Management Limited. The investment
portfolio consists of Euro and British Pounds Sterling currency-denominated fixed income securities issued by
sovereign, agency and corporate entities. The portfolio’s option-adjusted duration, including cash and cash
equivalents, was 3.9 as of December 31, 2007. PMI Europe’s portfolio did not contain investments in equiry
securities as of December 31, 2007. ‘ '

As of December 31, 2007, PMI Asia had $3.6 million in cash and cash equivalents and $67.0 million of
investments which are managed by Deutsche Asset Management {(Hong Kong) Limited. The investment porifolio
consists of Hong Kong dollar denominated fixed income securities issued by sovereign, agency and Corporate
entities. The portfolio’s option-adjusted duration,” in¢luding cash and cash equivalents, was 3.3 as of
December 31, 2007. PMI Asia’s portfolio did not contain investments in equity securities as of December 31,
2007.

As of December 31, 2007, PMI Canada had $9.0 million in cash and cash ec{uiva]ems and $64.8 million of
investments which are managed by Morgan Stanley Investment Management. The investment portfolio consists
of Canadian dollar denominated fixed income securities issued by sovereign, agency and corporate entities, The
portfolio’s option-adjusted duration, including cash and cash equivalents, was 3.2 at December 31, 2007. PMI
Canada’s portfolio did not contain investments in equity securities as of December 31, 2007.

We review the investment portfolios and strategies of our unconsolidated subsidiaries on a quarterly
basis. Through our representation on their boards of directors, we have a limited ability to influence their
investment management decisions.

F. Employees

As of December 31, 2007, The PMI Group, together with its wholly-owned subsidiaries and CMG M, had
approximately 1,084 full-time and part-time employees, of which 764 persons performed services primarily for
PMI, 8 were employed by PMI Guaranty, 232 were employed by PMI Australia, 36 were employed by PMI
Europe, 6 were employed by PMI Asia, 12 were employed by Canada, and 26 performed services primarily for
CMG MI. Our employees are not unionized and we consider our employee relations to be good. In addition,
MSC had 205 temporary workers and contract underwriters as of December 31, 2007.

ITEM 1A. RISK FACTORS

Our holding company structure and certain regulatory and other constraints, including adverse business
performance, could affect our ability to pay dividends and make other payments.

We are a holding company and conduct our ‘business operations through our various subsidiaries. Our
principal sources of funds are dividends from our insurance subsidiaries, income from our investment portfolio
and funds that may be raised from time to time in the capital markets. We are largely dependent on dividends
from PMI to pay dividends on our capital stock, to pay principal and interest on our indebtedness, to pay holding
company operating expenses, to make capital investments in our subsidiaries and to purchase-our common stock
in the open market. State insurance regulations restrict the amount of dividends that may be paid by our
insurance subsidiaries without the consent of the regulator. The inability of PMI and our other subsidiaries to pay
dividends in amounts sufficient to enable us to meét our cash requirements at the holding company level could .
affect our ability to repay our debt, pay holding company expenses, continue paying dividends on our common
steck and/or raise capital or otherwise have a material adverse effect on our operations. Factors that may affect
PMI's and our other insurance subsidiaries’ ability to pay dividends to meet our capital and liquidity needs
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include: adverse business circumstances, including higher levels and severity of claims experience and reduced
demand for our insurance and credit’ enhancement products; standards and factors used by various credit rating
agencies that may require the maintenance of certain -levels of capital at our insurance subsidiaries; financial
covenants in our credit agreement; and standards 1mposed by state insurance regulators re]atmg to the payment of
dividends by insurance compames . :

In addition to dividends, we also rely on teturns from our investment portfolio to meet our capital needs. A
protracted economic downturn, or other fagtors, could cause issuers of the fixed-income securities that we own to
default on principal and interest payments, which could cause our investment returns and net income to-decline
and reduce our ability to satisfy all of our capital and liquidity needs. <

We expect that we will need to raise significant amounts of additional capttal in 2008. We may be unable to do
so at all or pursuant only to unfavorable terms. If we are successful i in raising capital, such additional capital
could contain restrtctwe covenants and/or have a dilutive effect on our outstandmg equity capital or future

earnings.

As a result of higher losses in 2007, higher projected losses in 2008 and growth in insurance in force, we
expect that we will need to raise significant amounts of additional capital in 2008 to maintain The PMI Group’s,
PMI’s and our other insurance subsidiaries’ ratings. Although we do not yet know what form these capital raising
activities will také, we expect to seek to 'raise additional capital through a variety of types of transactions,
including through one or'more debt or equity offerings. On an ongoing basis, we intend to explore other available
alternatives to enhance our liquidity, including obtaining reinsurance for our insurance subsidiaries’ existing or
future books of business, limiting the new insurance written by our insurance subsidiaries and/or the disposition
of equity investments (which could include certain wholly-owned subsidiaries) or portions thereof. Given current
market conditions generally and in our industry, there can be no assurance that we will be able to consummate
any capital raising transactions on favorable terms or at all. In addition, a rapid escalation of losses‘or sudden
ratings downgrades could make it more difficult for us to raise the necessary capital. Moreover, to the extent a
capital raising transaction is undertaken in an effort to avoid a ratings downgrade, there can be no assurance that
the transaction could be completed in a timely manner to avoid an adverse ratings agency action. The terms of a
capital raising transacuon could require us to agree to smngent financial and operating covenants and to grant
security interests on our assets to lenders ‘or holders of our debt securities that could limit our flexibility in
operating our business or our ability to pay dividends on our cormmon stock and could make it more difficult for
us to obtain capital in the futuré. We may not be ab]e to access additional debt financing on acceptable terms or
at all. Any future equity offenngs could be dilutivé to our exrstmg shareholders or couid result in the issuance of
securities that have rights, preferences and privileges that are senior to those of our common stock. Further, any
capital initiatives in the form of reinsurance, or other risk transfer transactions of our existing portfolios, would
have a dilutive effect on our future earnings.

A downgrade of our senior unsecured-debt ratings would adversely affect our liquidity and increase our
borrowing costs. . o ‘ -

. Our senior unsecured debt is rated “A” (CreditWatch with negative implications) by Standard & Poor’s; “A”
(Rating Watch Negative) by Fitch; and “A1” (under review for possible downgrade) by Moody's.

Our access to external sources of financing, as well as the cost of financing, is dependent on various factors
and would be adversely affected by a deterioration of our unsecured debt ratings. Debt ratings are influenced by a
number of factors, including, but-are not limited to: financial leverage-on an absolute basis or relative to peers,
the composition of the balance sheet and/or capital structure,.material changes in eaming trends and volatility,
inability to dividend monies from subsidiaries, our competitive position, and the rating agencies views on the
future earnings prospects .of our insurance subsidiaries and the mortgage insurance industry. Material
deterioration in.any one or a combination of these factors,.including our recent wéak financial results and
continued weak earnings performance, could result in a downgrade of our debt ratings, thus increasing the cost of

52




Q

and/or limiting the availability of unsecured financing. Recent placement of cur senior unsecured debt ratings on
credit watch by the rating agencies increases the risk that our debt ratings may be downgraded in the near futurs.
If we canpot obtain adequate capital on favorable terins or at all, our business, operating results and financial
condition would be adversely affected.

Capital constraints could require us to limit our subsidiaries’ operations.

Our insurance subsidiaries, to a varying degree, face or could face significant capital constraints in the form

of existing or new rating agency capital requirements, regulatory risk to capital requirements, internally-imposed

capital limitations in light of our company’s overall capital needs and higher than expected losses. In light of
current conditions, including increasing losses and projected new insurance written in 2008, we expect that
PMI’s capital requirements will likely significantly increase in 2008. In addition, in the case of PMI Australia,
higher losses, declines in its investment portfolio and/or adjustments by APRA to PMI Australia’s minimum
capital requirements could cause PMI Australia to fall below APRA capital requirements. To satisfy the capital
requirements of PMI, we may be required to limit the operations (including new insurance written) of ou:
insurance subsidiaries, obtain reinsurance for our insurance subsidiaries’ existing or future books of business;
and/or dispose of equity investinents (which could include certain wholly-owned subsidiaries) or portions

thereof. Either of these events could harm our consolidated financial condition, results of operations and cash

flows.

A downgrade of the financial strength ratings of our wholly-owned insurance subsidiaries would adversely
affect our business and prospects and, consequently, our results of operations and financial condition.

To date, the ability of our wholly-owned insurance subsidiaries (including our mortgage insurance
subsidiaries and PMI Guaranty) to attract new business and to compete has been highly dependent on the insurer
financial strength ratings assigned to them by the rating agencies. Our insurance subsidiaries PMI, PMI Australia,
PMI Europe, and PMI Guaranty hold “AA” financial strength ratings from Standard & Poor’s Ratings Services
(“Standard & Poor’s”") and Fitch Ratings (“Fitch”), PMI and PMI Australia are rated “Aa2” and PMI Europe and

PMI Guaranty are rated “Aa3” by Moody’s Investor’s Services (*‘Moody’s”), PMI Canada is rated “AA” by'

DEBRS. The ratings of PMI Australia, PMI Europe, PMI Canada, and PMI Guaranty are dependent in part upon
the capital support of PMIL. A downgrade of PMI's ratings, therefore, would likely cause a downgrade of the
ratings of our other insurance subsidiaries. The objective of these ratings is to provide an opinion on an insurer's
financial strength and its ability and intent to pay under its insurance policies and contracts in accordance with
their terms.

The rating agencies have indicated that they are engaged in on-going monitoring of the mortgage insurance
and financial guaranty industries to assess the adequacy of, and where necessary refine, their capital models. As a
result of these reviews and adverse developments in the loss experience of, and outlook for, our business:

= On January 31, 2008, Moody’s placed PMI’s and PMI Australia’s “Aa2” insurance financial strength
ratings and PMI Europe’s and PMI Guaranty’s “Aa3” ratings on under review for possible downgrades.
Moody’s noted that its actions reflected its view that “increased loss expectations are likely to have a
meaningful impact on our estimate of PMI's US mortgage insurance portfolio” and that, because “PM'I‘S
international franchises benefit from capital support provided by PMI'US and The PMI Group .
downgrade of PMI's US operations wou]d also have negative implications for the ratings of its
international subqldlarles

*  On February 14, 2008, Standard & Poor’s placed the ratings of PMI, PMI Australia, PMI Europe and
PMI Guaranty on CreditWatch with negative implications and noted that its actions were the result of a
reassessment of Standard & Poor’s expectations for the mortgage insurance industry.

*  On February 25, 2008, Fitch placed the ratings of PMI, PMI Australia, PMI Europe, and PMI Guaranty
on Rating Watch Negative and noted that its actions reflected Fitch’s “updated view on ultimate loss
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expectations and: its -impact on the company’s capital position, particularly with respect to the
company’s large exposure to Alt-A, interest-only and high LTV loans.” Fitch also expressed concern
with respect to “the potential for further negative pressure on earnings for [The PMI Group] related to
its significant investments in financial guaranty insurers FGIC Corp. and RAM Holdings Ltd.” Fitch
stated that it “believes PMI currently has a capital shortfall at the “AA’ [insurer financial strength]
rating” and that “[f]ailure to execute upon a [capital enhancement] plan could pressure PMI's [insurer
financial strength] rating by up to two notches in the near-term.”

" Determinations of ratings by the rating agencies are affected by a variety of factors, -including
macroeconomic conditions, economic conditions affecting the mortgage insurance industry, changes in business
prospects, regulatory conditions, competition, underwriting and investment losses and the perceived need for
additional capital. There can be no assurance that our mortgage insurance subsidiaries or PMI Guaranty will not
be: downgraded or required by one or more of the rating agencies to raise additional capital in order to maintain
their ratings.'As discussed.above, there can be no assurance that we will be able to raise any additional capital in

_ the future and, to the extent that we are unable to timely raise sufficient capital in relation to increased capital

needs, our mortgage insurance ‘subsidiaries’ or PMI Guaranty’s ratings could be lowered.
M , ‘ :

A ratings downgrade, or the announcement of a potential downgrade or other concern relating to the
financial strength of our mortgage insurance subsidiaries or PMI Guaranty could have a material adverse effect
on our business prospects and revenues, our ability to compete, our holding company debt ratings, the ratings or
performance of our other insurance subsidiaries (who may receive capital support from the downgraded
subsidiary), or the ratings of CMG MI. Any of these events would harm our consolidated financial condition,
results of operations and cash flows. '

If PMI’s insurer financial strength rating for two out of the following three rating agencies falls below
“AA” from Standard & Poor’s or Fitch, or “Aa3” from Moody’s, investors, including the GSEs, may cease to
accept PMI’s .mortgage insurance products. In addition, even if only one rating agency assigns PMI a rating
below “AA-" or “Aa3,” the GSEs could require PMI to limit certain activities and practices in order to remain a
GSE eligible mortgage insurer. Such limitations could include the preclusion of offering captive reinsurance
without the GSEs’ consent and maximum risk-to-capital ratios, either of which could harm our consolidated
financial condition and results of operations. : -

In addition, a downgrade of PMI Europe’s financial strength ratings below specified levels would allow
certain derivative counterparties to terminate their agreements, resulting in a possible payment of a settlement
amount or a requirement that PMI Europe pledge collateral for the benefit of the counterparty.

Recent do wng;'ades relating to FGIC and the placing of RAM Bé on negative credit watch have adversely
affected our financial condition and results of operations. Additional adverse rating agency actions with
respect to FGIC or Ram Re could further harm our financial condition and results of operations.

Our net loss of $915.3 million in 2007 was due in 51gn1ﬁcant part to our equity in losses of FGIC
Corporauon of $763.3 million. FGIC may continue to incur losses in 2008, Recent downgrades of FGIC as well
as adverse rating agency actions with respect to RAM Re are expected to continue to adversely affect the
performance of our Financial Guaranty segment, as well as our financial condition and results of operations as a
whole. Historically, the abilities of FGIC and RAM Re to attract new business and to compete in the financial
guaranty industry have been highly dependent on the “AAA” insurer financial strength ratings assigned to them
by the-rating agencies. In the fall of 2007, each of the major rating agencies began a review of the capital
adequacy of the financial guaranty industry. As a result of these reviews and other developments:

«  On January 30, 2008, Fitch dowhgraded FGIC’s insurance financial strengih rating from “AAA” to
“AA” and placed FGIC on Credit Watch Negative. In announcing its downgrade of FGIC, Fitch stated
that it believed that FGIC's capital deficiency totaled approximately $1.3 billion and that the downgrade

54




was “based on FGIC’s not yet raising new capital, or having executed other risk mitigation measures, "0
meet Fitch's capital guidelines within a timeframe consistent with Fitch's expectations.” Fitch also stated
that the downgrade and continuation of the Negative Rating Watch reflected “the significant uncertainy
with respect to the company's franchise, business model and strategic direction; uncertain capital
markets; the company's fiture capital strategy; ultimate loss levels 'in its insured portfolio; and the
challenges in the financial guéranty market overall.”

= On January 31, 2008, Standard & Poor’s d0wngraded FGIC from “AAA” to “AA” and placed FGIC on

" Credit Watch with developing implications. It annbuncing the downgrade Standard & Poor's stated
that the downgrade reflected “meaningful execution and timing risk” with respect to FGIC’s capital plan
and the fact that the capital plan did “not fully address projected losses.”

*  On February 14, 2008, Moody’s downgraded FGIC's “Aaa” rating to “A3” which rating remains on
review for possible further. downgrade. Moody’s noted that its ratings action reflected “FGIC’;
meaningfully weakened capitalization and business profile resulting,-in part, from its exposures to the
U.S. residential mortgage market.” Moody's stated that it estimated that FGIC would require
capitalization of approximately $9 billion to cover stress-case losses at the “Aaa” target level and that it
estimated FGIC’s claims paying resources to be approximately $3 billion.

s+ On February 25, 2008, Standard & Poor’s downgraded FGIC 10 “A™ and stated that FGIC remains o
Credit Watch with developing implications and that the action reflected Standard & Poor’s “current
assessment of potential losses, which is higher than previous estirqal’es.” .

The downgrades of FGIC's “AAA” ratings will have a material adverse effect on FGIC's competitive

position and its ability to write new business. We believe that it is unlikely that FGIC will be able to write new
financial guaranty insurance at its present “A” rating by Standard & Poor’s and “A3” rating by Moody’s.,

FGIC Corporation has proposed a significant restmclunng of 1ls insurance operatlons o lhe New York
Insurance Department, including the orgamzatlon of a néw financial guaranty insurer to be domiciled in New
York to provide support for the global pl.lb]lC finance and infrastructure obligations currently insured by FGIC
and to write new business to serve such markets. We' do not know what form such restructuring, if any, will
ultimately take or how it might lmpact the value of our iivestment. Any restructuring will require approval from
the New York Insurance Department, among others. We expect that a restructuring of FGIC’s business or any
other alternative business plan will require significant additional capital, which may not be available on favorable
terms or at all. Moreover, there can be no assurance that any such plan will be :mp]emen[ed in a manner that
satisfies the rating agencies’ requirements so as to enable the new comparty to obtain the “AAA’f rating it would
need to execute its business plan. Moreover, any litigation or threats of litigation by any constituency arising out
of any proposed reorganization, including claims from insureds in respect of structured finance obligations,
which would continue to be insured by FGIC under the proposed recrganization, could further harm the value of
our investment.

The rating agencies continue to monitor FGIC’s financial position, and one or more rating agencies could
further downgrade FGIC’s financial strength ratings in the near future. Any further downgrade in FGIC's
financial strength ratings could have further material adverse effects on its long-term competitive position and its
prospects for future business. In addition, a downgrade of its financial strength ratings below specified levels
may allow certain of FGIC’s counterparties to terminate certain agreements and cease paying FGIC premiums
for the terminated credit protection, possibly resulting in a requirement that FGIC pay a settlement amount or
pledge collateral for the benefit of the counterparty. Our investment in FGIC Corporation has been adversely
affectéd by the events leading to the reductions in FGIC’s ratings as well as the downgrades themselves, and
could be further harmed by any future reductions and/or any further losses at FGIC. (See Item 7. Management's
Discussion and Analysis of Financial Condition and Results of Operations — Financial Guaranty.)

35




With respect to RAM Re:

= On March 7, 2008, Moody’s affirmed RAM Re’s “Aa3" insurance financial strength rating with a
negative outlook. Moody’s indicated that its action reflected the uncertainty regarding both the ultimate
performance of mortgage and mortgage-related collateralized debt obligation exposure, as well as RAM
Re’s future underwriting prospects given its reliance on the primaries for business.

+  On February 14, 2008, Standard & Poor’s placed RAM Re’s “AAA” rating on CredltWalch with
negative implications. Standard & Poor’s stated that its  actions reflected the shortfall of RAM Re’s
capital cushion as of December 31, 2007, relative to projected sub- prlme related losses.

Any downgrade of RAM Re’s ratings by Moody’s or Standard & Poor’s could have a material adverse
effect on RAM Re’s business, financial condition and results of operations. Among other things, a downgrade
could allow RAM Re’s customers, after a cure period, to increase the ceding commission, which is the
commission paid to a primary insurer by a reinsurer based on the amount of the premiums ceded, or terminate the
contract and either leave their existing business with RAM Re or recapture it. A downgrade could alsoresult in a
decrease in the credit given for RAM Re’s reinsurance, which could impact pricing under certain existing and
future contracts, which could negatively affect RAM Re’s financial condition and results of operations. In turn,
our investment in RAM Re could be adversely affected by any reduction in RAM Re’s ratings. As discussed in
“Ttem 7. Management’s Discussion and Analysis of Financial Condmon and Results of Operations™, due to the
continuing deterioration of the credit market, RAM Re’s financial condmon and the decline in RAM Re’s share
price, we realized an other-than-temporary impairment of our investment in RAM Re of $38.5 million in the
fourth quarter of 2007,

Changes in the rating agencies’ capital models and rating methodologies may adversely affect our business
results and pmspects.

Changes in the rating agencies’ capltal models and raung methodologies could requxre our insurance
subsidiaries to hold more capital against specified credit risks in their insured portfolios. These requirements
could place stress on our insurance subsidiaries’ ratings and force us to raise additional capltal which we may be
unable to accomplish on favorable terms, in a timely manner to avoid a downgrade, or at all. The terms of any
additional capital also may dilute our common stockholders’ interest in the company. Changes in the rating
agencies’ capital models and rating methodology could also cause us to lmpose limitations on the areas and
amount of new business in which we engage. These changes could adversely affect future amounts of new
insurance written, and in turn our financial results and prospects. Alternatively, if we do not comply with any
new requirements, our insurance subsidiaries’ insurer s;rength.fatipgs could be downgraded. ‘

Any capital raising activities in which FGIC Corporation engages could significantly dilute our ownership
interest in FGIC Corporation.

As discussed above, FGIC Corporation has proposed a significant restructuring of its insurance operations to
the New York Insurance Department, including the organization of a new financial guaranty insurer to be
domiciled in New York to provide support for the global public finance and infrastructure obligations currently
insured by FGIC and to write new business to serve those markets. As part of that plan, it is expected that FGIC
Corporation will need to raise significant additional capital, which may not be available on acceptable terms, or
at all. Even if available, such additional capital could be provided through the issuance by FGIC Corporation or
its subsidiaries to third parties of debt or equity securities that contain rights and preferences that are senior to our
common stock investment in FGIC Corporation, and could include significant operational and financial
covenants that limit FGIC’s future operating and financial flexibility. Given our capital needs and resources, we
do not expect to make a further investment in FGIC Corporation. Accordingly, equity securities issued by FGIC
Corporation in a capital-raising transaction would resuit in significant dilution of our ownership interest in FGIC
Corpdration. -
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Our credit facility eontains restrictive and financial covenants and, if we are unable to comply with these
covenants, or if we are unable to reach agreement with our lenders regarding the pledge aof the capital stock of
PMI, we may lose access to the facility. . :

As discussed under Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations—Liguidity and Capital Resources, below, we have reached agreement with our lenders regarding an
amendment to our credit facility. The effectiveness of the amendment is subject to certain conditions, which we
expect to satisfy shortly. The credit facility contains requirements to maintain certain specified financial ratios
and restricts our ability to engage in certain asset dispositions or investments, including investments in certain of
our subsidiaries, as well as our ability to pay dividends on our common stock over certain levels or if we are in
default under the facility. The amendment to the credit facility also contains significant new events for an even:
of default under the facility. These covenants and event of default provisions could reduce our operating
flexibility. In addition, if an event of default under the facility ‘were to occur, we could have to repay all
outstanding indebtedness and would be unable to draw on the facility, and the lenders would have the right tc
terminate their loan commitments under the facility,

Our ability to borrow under the amended facility is subject to a number of conditions, including that the
stock of PMI have been pledged in favor-of the lenders,under the facility (and noteholders under certain of our
senior notes), in form and substance satisfactory to the administrative agent and a majority in interest of the
lenders in their sole and absolute discretion. The terms of the pledge agreement have not been agreed to, and
there is no assurance that we will be able to enter into a mutually agreeable pledge agreement.

We expect to require additional funds in 2008, and if we were unable to borrow under the facility for any
reason or were delayed in doing so, our operating flexibility would be harmed. We are dependent on the facility
as a source of liquidity, and may not be able to find alternate forms of capital on favorable terms or at all.

We are subject to substantial residential mortgage credit risk throughout our businesses and thro;;gh our
equity investees.

Through our main operating businesses, we are exposed to the risk that borrowers will default on restdential

mortgage loans we have insured or in the case of PMI Europe, with respect to which we have written credit -

derivatives for which the underlying collateral is residential mortgage loans. As of December 31, 2007, our
wholly-owned insurance subsidiaries had risk in force of $205.6 billion.

In addition, FGIC has insured and written credit default swaps with respect to mortgage-backed securities.
RAM Re also has substantial residential mortgage-related credit risk through the issuers of debt that it has
reinsured as well as through the reinsurance of credit derivatives with underlying residential mortgage loans as
collateral. ' : - ’ :

These transactions subject us to all of the risks relating to the housing market, including those discussed
below under “Market and economic factors have adversely affected dnd may continue 1o adversely affect our
business results and prospects”, This credit risk’ could cause increased losses and loss reserves, and
mark-to-market losses with respect to credit derivatives in our European operations as well as with respect to our
equity investees, FGIC Corporation and RAM Re. The rating agencies could require us to hold additional capital
against insured exposures whether or not they downgrade the ratings of our insurance subsidiaries. Either of these
outcomes would decrease our financial strength.

Our net income and earnings have become more volatile due to the application of fair value accounting, or
FAS 133, to the portion of PMI Europe’s, FGIC’s and RAM Re’s credit enhancement business which is
executed in credit derivative form.

FAS 133 requires that credit derivative transactions be recorded at fair value. PMI Europe, FGIC and RAM
Re have written credit derivatives that are subject to mark-to-market treatment under FAS 133. Since quoted
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market prices for these derivative contracts are generally not available, PMI Europe, FGIC and RAM Re estimate
fair value by using modeling methodologies, which are less objective than using quoted market prices. Changes
in estimated fair values can be caused by general market conditions, perception of credit risk generally and
events affectmg particular credit derivative transactions {(e.g. 1mpa1rment or improvement of specific reference
entities or reference obligations).

Decreases in estimated fair values relative to credit derivatives have caused decreases in the value of such
credit derivative transactions, Those changes in value are reflected in dur financial statements and have adversely
affected our reported earnings. For example, we recorded mark-to-market losses of $16.9 million on PMI
Europe’s derivative contracts in 2007. Our Financial Guaranty segment’s net loss of $731.7 million in 2007 was
driven by FGIC’s arid RAM Re’s $1.9 billion and $28.4 million, respectively, mark-to-market losses in 2007
related to derivative contracts. Further decreases or increases in estimated fair values in the future can affect our
reported earnings. The underlying collateral for certain of these credit derivatives are residential mortgage loans.
Accordingly, continued adverse conditions in the residential mortgage credit market may continue to result in
mark-to-market losses.

Because we establish loss reserves with respect to our.mortgage insurance policies only upon loan defaults,
our ultimate actual losses may be substantially higher than our loss reserve estimates.

In accordance with GAAP for the mortgage insurance industry, we establish loss reserves for our mortgage
insurance subsidiaries only for loans in default. Reserves are established for reported losses and loss adjustment
expenses based on when notices of default on insured loans are recejved. Reserves are also established for
estimated losses incurred on notices of default that have not yet been reported to us by servicers. Our mortgage
insurance reserving process does not take account of the impact of future losses that could occur from loans that
are not delinquent. As a result, future notices of defaults on insured loans may have a material impact on our
financial results and our ultimate actual losses may be substantially higher than our loss reserve estimates.

Our loss reserve estimates are subject to uncertainties and our actual losses may substantially exceed our loss
réserves. Further, due to higher losses we may be required to record a premium deficiency reserve in the
future. Changes in loss reserves or establishment of premium deficiency reserves may result in further
volatility of net income and earnings. !

Loss reserves established with respect to our mortgage insurance business and PMI Guaranty are based upon
estimates and judgments by management, including estimates and judgments with respect to the rate and severity
of claims. The establishment of loss reserves is subject to inherent uncertainty and requires judgment by
management. Qur actual losses may be substantially higher than our loss reserve estimates. Continued adverse
economic and other conditions and resulting uncertainty with respect to the rate and severity of claims may result
in substantial increases in loss reserves in the future. Additional increases in loss reserves would negatively affect
our consolidated financial condition and results of operations. Our results of operations and financial condition
relating to FGIC Corporation and RAM Re are similarly subject to risks that those companies’ loss reserves may
not be sufficient to cover losses or may increase in the future.

We perform premium deficiency analysis using assumptions based on our best estimates when the analysis
is performed. The calculation for premium deficiency requires significant judgment and includes .estimates of
future expected premiums, expected claims, loss adjustment expenses, investment income, and maintenance costs
as of the date of the analysis. To the extent losses are higher or expected premiums are lower than our estimates,
we could be required to record a premium deficiency reserve in the future, which would negatively affect our
financial condition and results of operations.
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Market and economic factors have adversely affected and may continue to adversely affect our business
results and prospects.

National or regional recessions, changes in interest rate levels, continued stress in the credit and capiial
markets, rate adjustments under adjustable rate mortgages, a continued downturn in the U.S. housing market
(especially further home price dectines), higher unemployment rates, higher levels of consumer debt,
deteriorating borrower credit, changes in domestic and international laws, intervention by governments in
financial markets, wars, terrorist acts and other events could negatively impact the performance of our insured
portfolios and our investment portfolio by causing increases in losses and loss reserves in our insured portfolios
and decreases in the value of our investment portfolio and, therefore, our consolidated financial condition ar.d
results of operations. In addition, a continued downturn-in our business may make it difficult for us to attract or
retain our employees, which could harm cur business. :

As discussed in Item 7. Management's Discussion and Analysis of Financiel Condition and Results of
Operations, we increased PMI’s net loss reserves in 2007 as a resuit of the increase in PMI's default inventory,
higher claim rates and higher average claim sizes. Higher claim rates were driven in part by home price declines
and the diminished availability of certain loan products, both of which constrain refinancing opportunities and
decrease the cure rate. The increase in PMI’s average claim sizes was driven by higher loan sizes and coverags
levels in PMIU’s portfolio, as well as declines in home prices, which limit PMI’s loss mitigation opportunities. Our
loss experience significantly increased in 2007 and we expect it to increase in 2008 as a result of the severs
downturn in the housing and mortgage markets and changes in economic conditions.

Our underwriting and risk management policies and practices may not anticipate all risks and/or the
magnitude of potential for loss as the result of unforeseen risks.

We have established underwriting and risk management policies and practices which seek to mitigate our
exposure to borrower default risk 'in our insured portfolio by anticipating future risks and the magnitude of those
risks. To the extent that a risk is unforeseen or is underestimated in terms of magnitude of loss, these policies and
practices will not insulate us from the effects of those risks. Whehn establlshmg loss reserves, we rely on models
that have been developed internally and by third parties to analyze and predict estimated losses relating to our
current inventory of loans in default. Flaws in these models and/or in assumptions used by these models could
lead to increased losses and loss reserving.

The premiums we charge for mortgage insurance on insured loans and the associated investment income may
not be adequate to compensate for future losses from these loans.

We charge premium rates in effect at the time a policy is issued based upon our expectations regarding
likely performance over the life of insurance coverage. We generally cannot cancel mortgage insurance coverage
or adjust renewal premiums during the life of a-mortgage insurance policy. As a result, the impact of
unanticipated claims generally cannot be offset by premium increases on policies in force or mitigated by
non-renewal or cancellation of insurance coverage. The premiums we charge on our insurance in force may not
be adequate to compensate us for the risks and costs associated with the insurance coverage provided to
customers. An increase in the number or size of unanticipated claims could adversely affect our consolldated
financial condition and results of operations.

PMVI's primary new insurance written and risk in force includes:

+ Loans with LTVs exceeding 97%, known as Above-97s. As of December 31, 2007, 24.6% of PMI’s
primary risk in force consisted of Above-97s. As of March 31, 2008, we are no longer insuring
Above-97s through our primary flow channel.

+  ARMs. Asof December 31, 2007, 12.8% of PMI's primary risk in force consisted of ARMs.
* 2/28 Hybrid ARMs. As of December 31, 2007, 3.3% of PMI’s primary risk in force consisted of 2/28
Hybrid ARM:s all of which was originated through PMI’s structured finance channel.
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+ Alt-Aloans. As of December 31, 2007,22.8% of PMI’s primary risk in force consisted of All-A loahs.

+ Interest only loans. As of December 31, 2007, we estimate that approximately 14.2% of PMI 8
primary rlSk in force consisted of interest only loans.

¢« Payment option ARMs. " As of December 31, 2007, we estlmate that approximately 3.8% of PMI’s
primary risk in force consisted of payment option ARMs, .

« Less-than-A quality mortgage loans. As of December 31, 2007 8.1% of PMI's primary risk in force
consisted of less-than-A quality loans.

We expect higher default and claim rates for high LTV loans, ARMSs, 2/28 Hybrid ARMs, Akt-A loans,
interest only loans, payment option ARMs, and less-than-A quality loans. We also insure loans that have more
than one of the above risk characteristics, Approximately 2.9% of PMI’s risk in force consists of Above-97s that
are less-than-A quality loans. Approximately 4.0% of PMI’s risk in force consists of Alt-A loans that are also
Above-97s. This “layering” of risk has, in recent experience, further increased the risk of borrower default.
Although we attempt to incorporate the higher default and claim rates associated with these loans into our
underwriting ‘and pricing models, there can be no assurance that the premiums earned and the associated
investment income will prove adequate to compensate for future losses from these loans. Worsening economic
conditions and/for additional house price declines could significantly increase the default risks associated with
these loans. «

PMI’s loss experience may increase as its pohcws continue to age.

Generally, we expect the majorlty of losses and LAE on insured loans in PMI’s current porlfollo to occur
during the second through the fourth years after loan origination. Primary insurance written from the period of
January 1, 2004 through December 31, 2006 represented 45.6% of PMI's primary risk in force as of
December 31, 2007. Accordlngly, a mgmﬁcam percentage of the primary portfolio is in, or approaching, its peak
claim years. We believe our loss experience could increase as these policies age. If the claim frequency on PMI’s
risk in force significantly exceeds the claim frequency that was assumed in setting premium rates, our
consohdaled financial condition and results of operanons would be harmed.

Geographic concentration of PMI’s primary insurance in force could increase claims and losses and harm
our financial performance.

We would be affected by economic downturns, natural disasters and other events in specific regions of the
United States where a large portion of our U.S. business is concentrated. As of December 31, 2007, 10.8% of
PMI's primary risk in force was located in Florida and 8.1% was located in California. We are currently
experiencing accelerated delinquency and loss development in those states. As of December 31, 2007, 16.3% of
U.S. policies in force related to loans located in Michigan, Illinois, Indiana, and Ohio. Collectively these states
experienced higher default rates in 2007 than other regions of the U.S. as a result of relatively weak economic
activity.

We delegate underwriting authority to mortgage lenders which could cause us to insure mortgage loans that
do not conform to our underwriting guidelines, and thereby increase claims and losses.

A significant percentage of PMI's new insurance written is underwritten pursuant to a delegated
underwriting program under which, subject to periodic audit, certain mortgage lenders may determine whether
mortgage loans meet our program guidelines and commit us to issue mortgage insurance. We may expand the
availability of delegated underwriting to additional customers. Because PMI does not review the underwriting
determinations on all loans, claims may be paid on certain loans with unacceptable risk profiles or which failed
to meet approved underwriting guidelines at the time of origination.
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If the volume of low down payment home mortgage originations declines, the number of mortgage loans
purchased by the GSEs declines, or the volume of privately issued mortgage-backed securities declines, the
amount of insurance that PMI writes could decrease, which could result in a decrease of our future revenue.

A decline in the volume of low down payment mortgage originations could reduce the demand for private
mortgage insurance and consequently, our revenues. The volume of low down payment mortgage originations is
affected by, among other factors: the level of home mortgage interest rates; domestic and regional economic
conditions; consumer confidence; housing affordability; the rate of household formation; the rate of home price
appreciation, which in times of heavy refinancing affects whether refinance loans have loan-to-value ratios that
require private mortgage insurance; the availability of low down payment mongages, which is influenced by the
demand for mortgage-backed securities and government housing policy. A significant decline in the demand for
privately issued mortgage-backed securities and significant pricing and underwriting changes we introduced
negatively affected PMI’s insurance written in 2007. We expect this trend to continue in 2008, which could
adversely affect our results of operations and financial condition.

The GSEs are principal beneficiaries of PMI's flow mortgage insurance policies. Accordingly, factors
affecting the GSEs” market share can also affect our business. In particular, the decline in 2005 and 2006 in tha
number of low down payment mortgage loans purchased by the GSEs adversely affected our revenues from this
channel. The GSEs lost market share in 2005 and 2006 due in part to higher percentages of less-than-A loans,
adjustable rate mortgages, which we refer to as ARMs, and reduced documentation loans originated in 2005 and
2006. Although the GSEs gained market share in 2007 as the result of a decrease in privately issued mortgage-
backed securities not guaranteed by the GSEs, subsequent decreases in the mortgage loans purchased by the
GSEs could adversely affect our results of operations and financial condition.

We could lose premium revenue if the GSEs reduce the level of private morigage insurance coverage reqmred
Jor low down payment morigages or reduce their need for mortgage insurance.

The GSEs are the beneficiaries on a significant portion of the insurance policies we issue as a result of their
purchases, statutorily required or otherwise, of qualifying mortgage loans from lenders or investors. Depending
on market conditions and the GSEs’ expectations of default risk, they have from time-to-time offered programs
that require less mortgage insurance for certain mortgages that have been approved by their automated
underwriting systems or for specific expanding markets programs. If the GSEs reduce their required levels of
mortgage insurance, PMI's NIW and premium revenue could decline and our consolidated financial condition
and results of operations could suffer. The GSEs have recently announced pricing increases and tighter product
eligibility rules with respect to low down payment mortgages that they purchase. These pricing and eligibility
changes and any future changes could decrease the volume of low down payment mortgages purchased by the
GSEs which could, in turn, decrease the amount of new insurance we write.

If interest rates decline, home values increase or mortgage insurance cancellation requirements change, the
length of time that PMI’s policies remain in force and our revenues could decline.

A significant percentage of the premiums PMI earns each year is generated from insurance policies written
in previous years. As a result, a decrease in the length of time that PMI’s policies remain in force could cause our
revenues to decline. Factors that lead to borrowers canceling their mortgage insurance include: current mortgage
interest rates falling below the rates on the mortgages underlying insurance in force, which frequently results in
borrowers refinancing their mortgages; appreciation in the values of the homes underlying the mortgages we
insure (which could reduce the need for mortgage insurance or increase the probability of refinancing the existing
mortgage); and the availability of alternative loan products, which provide borrowers with the opportunity to at
least temporarily decrease their monthly loan payments, '

+
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If mortgage lenders and investors select alternatives to private mortgage insurance, the amount of insurance
that we write could decline, which could reduce our revenues and profits. :

Between 2002 and 2006, U.S. mortgage lenders increasingly structured mortgage originations to avoid private
mortgage insurance, primarily through the use of so cailed simultaneous seconds, piggybacks, 80/10/10s, 80/15/5s
or 80/20 loans. Such mortgages are structured to include a first mortgage with an 80% loan-to-value ratio and a
second mortgage with a loan-to-value ratio ranging from 5% to 20%. The volume of these loans, or variations
thereof, as alternatives to loans requiring mortgage insurance decreased in 2007 but could increase in the future.

Other alternatives to private mortgage insurance include:

+ government mortgage insurance programs, including those of the FHA and the VA;
s member institutions providing credit enhancement on loans sold n') a FHLB;

+ lenders and investors holding mortgages in their portfolios and self-insuring;

« mortgage lenders maintaining lender recourse or participation with respect to loans sold to the GSEs;
and

+ investors using internal credit enhancements, such as credit default or interest rate swaps, over
collateralization and subordination, as partial or complete substitutes to private mortgage insurance in
mortgage-backed securitizations.

These alternatives, or other alternatives to private mortgage insurance that may develop, could reduce the
demand for private mortgage insurance and cause our revenues and profitability to decline.

Although the FHL.Bs are not required to purchase insurance for mortgage loans, they currently use mortgage
insurance on substantially all mortgage loans with a loan-to-value ratio above 80%. If the FHLBs were (o
purchase uninsured mortgage loans or increase 'the loan-to-value ratio threshold above ‘which they require
mortgage insurance, the market for mortgage insurance could decrease and we could be adversely affected.

The risk-based capital rule applicable to the GSEs may allow large financial entities such as banks, financial
guarantors, insurance companies, and brokerage firms to provide or arrange for products that may efficiently
substitute for some of the capital relief provided to the GSEs by private mortgage insurance. Our consolidated
financial condition and results of operations could be harmed if the GSEs were to use these products in lieu of
mortgage insurance.

Our revenues and profits could decline if PMI loses market share as a result of industry competition or if our
competitive position suffers as a result of our inability to introduce and successfully market new products and
programs.

The principal sources of PMI’s competition include: other private mortgage insurers, several of which are
wholly-owned subsidiaries of public companies with direct or indirect capital reserves- that provide it with
potentially greater resources than we have, as well as the various alternatives to private mortgage insurance
discussed above. See “If morigage lenders and investors select alternatives to private morrgage insurance, the
amount of insurance that we write could decline, which could reduce our revenues and profit,” above. Fulure
entrants to the morigage insurance industry, if any, could negatively affect our market share and revenues.

If we are unable to successfully compete with other private mortgage insurers, other external credit
enhancers and the various other private mortgage insurance alternatives, or if we experience delays in
introducing competitive new products and programs or if these products or programs are less profitable than our
existing products and programs, our business will suffer. The significant pricing and underwriting guideline
changes we have recently instituted could cause us to lose revenue and market share. See Item 1(B)6). U.S.
Morigage Insurance Operations — Risk Management, above, If our revenues decline, we may be unable to
replenish PMI’s investment portfolio to the extent that the portfolio is reduced to pay claims.
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We reinsure a portion of our mortgage insurance default risk with lender-affiliated captive reinsurance
companies, which reduces our net premiums written and earned.

Mortgage insurers, including PMI, offer products to lenders that are designed to allow them to participate in
the risks and rewards of the mortgage insurance business. Many of the major mortgage lenders have established
affiliated captive reinsurance companies. These captive reinsurance companies assume a portion of the risks
associated with the lender’s insured mortgage loans in exchange for a percentage of the associated gross
premiums. Because a number of our major customers have made the business decision to participate in the
mortgage insurance business by establishing reinsurance companies, we believe that if we did not offer captive
reinsurance agreements, our competitive position would suffer. Captive reinsurance agreements negatwey
impact our net premiums written and earned.

Our business and financial performance could suffer if PMI were to lose the business of a major customer.

Through their various origination channels, PMI’s top ten customers accounted for 52.0% of its premiums
eamned in 2007. A particular single customer represented 14.5% of its earned premiums in 2007. Mortgage
insurers, including PMI, may acquire significant percentages of their business through negotiated, structured
finance transactions with a limited number of customers. The loss of a significant customer for any reason could
reduce our revenue, and if not replaced, harm our consolidated financial condition and results of operanons

The exercise of certain rights reserved by the GSEs under eligibility requirements for mortgage insurers could
harm our profitability and reduce our operational flexibility.

The GSEs have issued eligibility requirements for qualified mortgage insurers, including PMI. Fannie
Mae’s eligibility requirements apply only to' borrower paid and lender paid mortgage insurance. The GSEs’
eligibility requirements cover substantially all areas of PMI's morigage insurance operations, require ths
disclosure of certain activities and new products, give the GSEs the right to purchase mortgage insurance from
other than existing approved mortgage insurers, including insurers that are either rated below “AA” or arz
unrated, and provide the GSEs with rights to revise the eligibility standards of insurers. The exercise of rights
under the eligibility requirements, future changes to the requirements, or the purchase directly by the GSEs of
mortgage insurance from insurers not subject to its eligibility requirements could reduce our operational
flexibility, could increase the number of companies with which we compete and cause our profitability to suffer.

Changes to the risk-based capital rule issued by the Office of Federal Housing Enterprise Oversight could
cause PMI’s business to suffer.

The Office of Federal Housing Enterprise Oversight, the agency which currently regulates the GSEs, or
OFHEQ, has issued risk-based capital rules that prescribe treatment of credit enhancement issued by private
mortgage insurers and provides capital guidelines for the GSEs in connection with their use of other types of
credit protection counterparties in addition to mortgage insurers. The OFHEO rules require the GSEs to hold
different amounts of capital against mortgage insurance coverage according to the rating of the mortgage
insurance company that has issued the policy. The capital levels vary by ratings category, i.e. “AAA” versus.
“AA.” Currently, as U.S. based mortgage insurers are all rated within the “AA” category, the GSEs hold equal
amounts of capital against each mortgage insurer’s policies. If PMI's ratings were to fall below the “AA”
category, the GSEs would be required to hold a larger amount of capital against PM! issued policies and our
consolidated financial condition and results of operations could be adversely affected.

Legislation and regulatory changes, including changes impacting the GSEs, could significantly affect PMI’s
business and counld reduce demand for private mortgage insurance,

Mortgage origination transactions are subject to compliance with various federal and state, consumer
protection laws, including RESPA, the Equal Credit Opportunity Act, the Fair Housing Act, the Homeowners
Protection Act, FCRA, the Fair Debt Collection Practices Act, and others. Among other things, these laws
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prohibit payments for referrals of settlement service business, require fairness and non-discrimination in granting
or facilitating the granting of credit, require cancellation of insurance and refunding of unearned premiums under
certain circumstances, govern the circumstances under which companies may obtain and use consumer credit
information, and define the manner in which companies may pursue collection activities. Changes in these laws
or regulallons could adversely affect the operations and profitability of our mortgage insurance business.

Congress may approve proposed legislation this year that Would overhaul the GSEs’ ex1stmg regulatory
structure. The legislation, as currently proposed, encompasses substantlally all of the GSEs’ operations, including
their affordable housing initiatives, the GSEs’ products and marketing activities, the GSEs’ loan limits, the
GSEs’ minimum capital standards, and their risk-based capital requirements. Congress may choose to draft
legislation in such a way that might limit the growth of the GSEs, which could result in a reduction in the size of
the mortgage insurance market. It could also provide the GSEs with alternatives to the use of mongage
insurance. We do not know what form, if any, the legislation will take, or when it will be enacted.

In February 2008, Congress passed and the President signed into law an economic stimulus package that
temporarily raises the FHA base loan limit (“floor”) to 65% of the current GSE limit or $271,050 and
temporarily raises the maximum FHA loan limit from $362,750 to $729,750. Permanent changes to FHA loan
limits are being considered in Congress that would also lower minimum down-payment requirements. Further
increases in the amount that the FHA can insure could cause future demand for private mortgage insurance to
decrease. Congress is considering and. may pass additional legislation to modernize the FHA program this year.
Legislation to reform the FHA may include a further incréase in the FHA’s base maximum loan limits, enhanced
product innovation and a provision allowing FHA to use risk-based pricing when setting its mortgage insurance
premiums. Depending upon the final details, these features have the potential to make the FHA program more
competitive, which could result in reduced demand for private mortgage insurance. We do not know what form
such legislation will take, if any, or, if it is enacted, its impact, if any, on our financial condition and results of
operations. L

In November 2007, HUD submitted a new proposed rule under RESPA to the Office of Management and
Budget (“OMB") for review which includes a new Good Faith Estimate and HUD-1 Settlement Statement. On
February 6, 2008, OMB completed its review of the proposed rule and released it to Congress for review prior to
release for publication and public comment. We do not know what final form, if any, the rule will take or
whether it will be approved.

In December 2006, Congress passed and the President signed into law The Tax Relief and Health Care Act of
2006, which includes a provision that treats certain premiums paid or accrued for mortgage insurance in connection
with mortgage insurance contracts issued after December 31, 2006 as qualified residence interest and, thus, tax
deductible. The amount allowable as a deduction under the provision is phased out ratably by 10% for each $1,000
by which the taxpayer’s adjusted gross income exceeds $100,000. In December 2007, Congress passed and the
President signed into law the Mortgage Debt Relief Act of 2007, which extends this deduction to December 31,
2010, If the provision is not extended beyond 2010, any positive impact from the legislation will cease.

The zmp!ementatmn of the Basel I Capztal Accord may limit the domestic and international use of mortgage
insurance,

The Basel 11 Capital Accord, the Basel Committee on Banking Supervision’s proposal to implement a new
international capital accord, will affect the capital treatment provided to mortgage insurance by domestic and
international banks in both their origination and securitization activities. Accordingly, the Basel 11 provisions
related to residential mortgages and mortgage insurance could alter the competitive posmons and financial
performance of mortgage insurers as well as the capital available to our bank customers for their mortgage
origination and securitization activities. -
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PMI's opportunities to participate in structured transactions, and U.S. financia! institutions preferences with
respect to mortgage insurance, -may be significantly impacted by the implementation in the United States of Basel
Il and any interim capital accord. U.S. federal banking agencies have jointly announced that the U.S.
implementation of the Advanced Internal Rating Based (A-IRB) approach of Basel II by large internationally
active banking organizations will be fully implemented in 2009. U.S. bank supervisors have indicated that private
mortgage insurance policies will be considered as a credit risk mitigant for banking organizations computing
minimum capital requirements under the A-IRB approach. In addition, Federal Banking regulators have
announced their intent to impltement a standardized version of Basel Il for mid-sized and small banks. No
timetable for these proposed regulations has been announced.

L - 1
+  The Australian Prudential Regulation Authority, or APRA, the primary regulator of our Australian mortgage
insurance operations, implemented Basel H capital requirements for automated deposit taking institutions, or
ADIs, effective January 1, 2008. Such implementation may have a significant impact on the future market
acceptance of mortgage insurance in Australia. APRA’s Basel regulations could reduce the available market for
mortgage insurance among our Australian mortgage insurance operation’s ADI customers because of reduc-=d
capital relief provided by the regulauons for the use of mortgage insurance.

In 2005, the European Union adopted new legislation, the.Capital Requirements Directive, or CRI3, which
provides a revised framework for EU member states” banking-supervisors to implement new Basel H risk based
capital guidelines starting in 2007. The CRD prescribes standard criteria for credit risk mitigation instraments
that are eligible to provide banks with risk-based capital relief. Currently, under the transposition of the CRD into
national laws, several EU member 'states have recognized mortgage insurance as a credit risk mitigant. We
believe the CRD- facilitates recognition of mortgage insurance benefits. for European banks under certain
circumstances. The implementation of the CRD into the regulatory framework of EU member states is subject lo
further clarification by the European Commission. The European Commission has given guidance on the use nf
mortgage insurance as a credit risk mitigant in two ways, through commentary and publication of questions and
answers, both of which recognize mortgage insurance as unfunded credit protection and a credit risk mitigant
under the CRD. As a result of the deterioration of the U.S. mongage market, the European Commission has
announced it will be re-examining the CRD.

Our consolidated results of operations and cash flows could suffer if demand for our mortgage insurance
products is diminished as a result of the implementation of the Basel I or (hrough the re-examination of the CRD
by the European Union. ‘

The U.S. mortgage insurance industry and PMI are subject to litigation risk.

The mortgage insurance industry and PMI face litigation risk in the ordinary course of operations, including
the risk of class action lawsuits. Consumers are bringing a growing number of lawsuits against home mortgage
lenders and settlement service providers. In recent years, mortgage insurers, including PMI, have been involved
in litigation alleging violations of RESPA and FCRA. Additionally, in recent years mortgage insurers, including
PMI, have been involved in litigation with policyholders regarding the rescission of mortgage insurance coverage
on individual loans under the terms of the insurer’s master policies where the mortgage insurer discovered
misrepresentations by, for example, a borrower, lender or an agent of the lender. We cannot predict whether
actions of these types, or other actions, will be brought against us or other mortgage insurers in the future. Any
such proceedings could have an adverse effect on our consolidated financial position, results of operations or
cash flows. :

In the past, a number of lawsuits have challenged the actions of private mortgage insurers, including PMI,
under RESPA, alleging that the insurers have provided products or services at improperly reduced prices in
return for the referral of mortgage insurance. RESPA precludes PMI from providing services or products to
mortgage lenders free of charge, charging fees for services that are lower than their reasonable or fair market
value, and paying fees for services that others provide that are higher than their reasonable or fair market value,
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in exchange for the referral of settlement services. The outcome of any such future proceedings could have an
adverse effect on our consclidated financia! condition, results of operations or cash flows.

Litigation relating to capital markets transactions and securities-related matters in general has increased and
is expected to continue to increase as a result of the deterioration of the capital,-credit, housing and mortgage
markets. In March 2008, we and certain of our executive officers were named in a securities class action
complaint, alleging that we and the other defendants have violated various provisions of the securities laws by
making false and misleading statements about our business and financial results. (See ltem 3. Legal Proceedings)
Our share price has dropped significantly over the pastyear, and although we believe that we have meritorious
defenses to these claims, there can be no assurance that we will be successful in defending these claims or that
additional claims will not be made. Any claims against us, whether meritorious or not, could be costly to defend
and require significant amounts of management time, - ‘

The U.S. mortgage msurance industry and PMI are subject to regulatory risk and have been subject to recent
scrutiny relating to the use of captive reinsurance arrangements and other products and services.

PMI and the mortgage insurance industry are also subject to comprehensive, detailed regulation by state
insurance departments. Although. their scope varies, state insurance laws generally grant broad powers to
supervisory agencies and officials to examine and investigate insurance. companies and to enforce rules or
exercise discretion touching almost every aspect 6f PMI’s business. The insurance industry has become the focus
of increased scrutiny by regulatory and' law enforcement authorities concerning certain practices, including
captive reinsurance arrangements. PMI has responded to requests from the New York Insurance Department
(NYID) and the Minnesota Department of Commerce for information regarding its captive reinsurance
arrangements. We are currently responding to a request for documents and demand for answers to mterrogatones
from the Minnesota Department of Commerce that we received in March 2008.

As a result of the deterioration of the housing and mortgage markets in the U.S., regulatory oversight of our
insurance subsidiaries may significantly increase in the future. Increased federal or state regulatory scrutiny
could lead to new legal precedents, new regulations or new practices, or regulatory actions or investigations,
which could adversely affect our financial condition and results of operation.

We cannot predict whether the NYID’s requests or the Minnesota Department of Commerce’s
administrative subpoenas will lead to further inquiries, or investigations, of these matters, or the scope, timing or
outcome of any inquiry or actions by those Departments or any inquiry or actions that may be commenced by
state insurance departments, attorneys general or other regulators.

If we are unable to keep pace with the technological demands of our customers or with the technology-related
praducts and services offered by our competitors, our business and fi nanaal performance could be
significantly harmed.

Participants in the mortgage lending and mortgage insurance industries rely on e-commerce and other
technology to provide and expand their products and services. Our customers generally require that we provide
our products and services electronically via the Internet or electronic data transmission, and the percentage of our
new insurance written and claims processing which is delivered electronically has increased. We expect this
trend to continue, and accordingly,.we believe that it is essential that we continue to invest substantial resources
in maintaining electronic connectivity with our customers and, more generally, in e-commerce and technology.
Our business may suffer if we do not keep pace with the technological demands of our customers and the
technological capabilities of our competitors.

66




If we fail to properly underwrite mortgage loans when we provide contract underwriting services, we may be
required to provide monetary and other remedies to the customer.

We provide contract underwriting services for a fee. As a part of the contract underwriting services, we
provide monetary and other remedies to customers in the event that we fail to properly underwrite a mortgage
loan. As a result, we assume risk in connection with our contract underwriting services. Generally, the remedizs
provided are in addition to those contained in PMI's master policies. Contract underwriting services apply to a
significant percentage of PMI’s insurance in force and the costs relating to the investigation and/or provision of
remedies could have a material adverse effect on our conselidated financial condition and results of operations.
Worsening economic conditions or other factors that could increase default rates could also cause the number angd
severity of remedies to increase.

1 '

Our international insurance subsidiaries subject us to numerous risks associated with international
operations.

We have operations in Australia, New Zealand, Europe, Hong Kong, and Canada. We have committed
significant resources to expand our international operations. In addition to the general economic and insurance
business-related factors discussed above, we are subject to a number of risks associated with our international
business activities. These risks include; limitations on our ability to provide our international operations with
additional capital should such capital be necessary or desirable, the need for regutatory and third-party approvals;
challenges in attracting and retaining key foreign-based employees, customers and business partners in
international markets; economic downturns in targeted foreign mortgage origination markets; interest rats
volatility in a variety of countries; unexpected changes in foreign regulations and laws; the burdens of complying
with a wide variety of foreign laws; potentially adverse tax consequences; restrictions on the repatriation of
earnings; foreign currency exchange rate fluctuations; potential increases in the level of defaults and claims on
policies insured by foreign-based subsidiaries; and the need to successfully develop and market products
appropriate to the foreign market, including the development and marketing of credit enhancement products to
European lenders and for mortgage securitizations. (See, also, A downgrade of the financial strength ratings of
our wholly-owned insurance subsidiaries would adversely affect our business and prospects and, consequently,
our results of operations and financial condition and Capital constraints could require us to limit ouwr
subsidiaries’ operations, above.)

We do not currently hedge foreign currency exposures of net investments in our foreign operations. If the
spot exchange rates of the U.S. dollar relative to other applicabie foreign currencies change, our net invesiment in
our foreign operations will be impacted. Foreign currency translation gains in accumulated other comprehensive
income were $281.0 million as of December 31, 2007. This cumulative foreign currency transiation gain benefits
PMT’s statutory surplus as PMI Australia and PMI Europe are its wholty-owned subsidiaries. A weakening of the
spot exchange rates of currencies in countries where we operate relative to the U.S. dollar will negatively affect
our foreign operations’ net investment, PMI’s statutory surplus and, consequently, PMI’s potential ability to pay
dividends to its parent,

PMI Australia is subject to many of the same risks facing PMI. o '
PMI Australia is subject to many of the same risks facing PMI, inclﬁding the following:

*  Ratings-related risks. PMI Australia is currently rated “AA” by Standard & Poor’s and Fitch and “Aa2”
by Moody’s. These ratings are based in part upon a capital support agreement between PMI and PMI
Australia and 2 guarantee of that agreement by The PMI Group. Termination or amendment of this
support structure or rating agency actions adversely affecting PMI, could negatively impact PMI
Australia’s ratings. Any negative impact on its ratings will negatively affect , and customer expectations
of a future negative ratings impact could negatively affect, PMI Australia’s financial results. ‘e

*  Deteriorating economic conditions. Like PMI, the financial results of PMI Australia are affected by
domestic and regional economic conditions, including movements in interest and unemployment rates
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and property value fluctuations. These economic factors could impact PMI Australia’s loss experience
or the demand for mortgage insurance in the markets PMI Australia serves. The largest portion of PMI
Australia’s risk in force is concentrated in the populous state of New South Wales, where default rates
were hlghest in 2007. A significant increase in PMI Australia’s claims could harm our financial
condition and results of operations. (See Regularory risk, below.) In addition, a deterioration in the
credit markets has caused a decrease in activity in the Australian mortgage-backed securities market,
which has adversely affected PMI Australia’s participation in those markets in 2007 and is expected to
continue to do so in 2008. ' '

< = Risks relating to loss of significani customers. PMI Australia’s five largest customers provided 61.0% of
PMI Australia’s 2007 gross premiums written in 2007, compared to 57.6% in 2006. Given the relative
concentration of PMI Australia’s business, future losses of significant customers’ business, if not
replaced, could harm PMI Australia’s results of operations.

»  Regulatory risk. PMI Austratia is subject to significant regulation. PMI Australia’s primary regulator,
APRA, has the authority to, among other things, increase the capital requirements for lenders-mortgage
insurance companies, change the licensing requirements for acceptable lenders mortgage insurers and
increase compliance and governance requirements for general insurers, including lenders mortgage
insurers. Any of these regulatory actions could significantly and .negatively impact PMI Australia’s
business and our results of operations and financial condition. In particular, APRA is currently
reviewing its lender mortgage insurer licensing requirements. Further, higher. losses, declines in PMI
Australia’s investment portfolio, or adjustments by APRA to PMI Australia’s minimum capital
requirements could cause PMI Australia to fall below APRA capital reqmremems If such an event were
to occur, APRA could, among other things, require PMI Australia to cease writing new business until a
remediation plan has been approved by APRA. There can be no assurance that APRA would approve
any remediation plan we proposed or that we could suécee}sfu[ly execute such plan if approved. '

*  Competition. PMI Australia is subject to significant competition and could be subject to increased
competition in the future. Such competition may take a number of forms including domestic and
off-shore lenders mortgage insurers, reinsurers of residential mortgage credit risk, increased risk
appetite from lender owned captive insurers, and non-insurance forms of credit risk transfer. New
market competitors have the potential to impact PMI Australia’s market share and to impact pricing of
credit risk in the market as a whole. Liquidity and capital market conditions could decrease the size of
the mortgage origination and lenders mortgage insurance markets in 2008,

We may not be able to execute our strategy to expand our Europe&u operations;

As a result of changes in the value of its credit derivative contracts, PMI Europe’s financial resuits were
volatile in 2007 and we expect this trend to continue in 2008. See Qur net income and earnings have become
more volatile due to the application of fair value accounting, or 'FAS 133, to the portion of PMI Europe 5,
FGIC’s and RAM Re’'s credit enhancement business which is executed in credit derivative form.

In the past we have dedicated an increasing amount of resources to expand our European operations. Capital
constraints in the future, including those resulting from an overall deterioration of our business, may prevent us
from continuing to expend such resources, which in turn may limit PMI Europe’s ability to engage in capital
intensive transactions in 2008 and thereafter. '

PMI Europe is currently rated “AA” by Standard & Poor’s and Fitch and “Aa3" by Moody’s.. These ratings
are based in part upon a capital support agreement between PMI and PMI Europe and a guarantee of that
agreement by The PMI Group. Termination or amendment of this: support structure, or rating agency actions
adversely affecting PMI, could negatively impact PMI Europe’s ratings. Any negative impact on its ratings will

negatively affect its financial results,
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PMI Europe also may face increased competition from other, more highly-capitalized mortgage insurers and
third party credit enhancement providers in 2008. See, “The implememtation of the Basel Il Capital Accord may
limit the domestic and international use of mortgage insurance,” above,

PMI Asia could be negatively affected by adverse rating agency actions relating to PMI or PMI Europe.

The payment of valid claims by PMI Asia under its reinsurance agreements is guaranteed by PMI Europe.
PMI Asia is not rated by the rating agencies. PMI Europe is currently rated “AA” by Standard & Poor’s and Fitzh
and “Aa3” by Moody’s. These ratings are based in part upon a capital support agreement between PMI and PMI
Europe and a guarantee of that agreement by The PMI Group. Rating agency actions adversely affecting PMI's
or. PMI Europe’s ratings- could negatively impact PMI Asia’s ability to attract and retain customers and,
therefore, could negatively affect its financial results.

We may not be able to execute our strategy to develop our Canadian operations.

We have devoted resources to develop our Canadian operations, PMI Canada. We plan to continue these
efforts but capital constraints at our business as a whole may limit our efforts.

In 2007, we applied for a provincial license with the province of Quebec. Our license application has nat
been approved and the Quebec authorities have indicated that they may not grant PMI Canada’s request for the
provincial license until our U.S. mortgage insurance operations stabilize. There can be no assurance that PMI
Canada will obtain this license in 2008 or thereafter. PMI Canada’s ability to compete in the Canadian mortgage
insurance market has been, and will continue to be, negatively affected by its lack of such a license.

PMI Canada is rated “AA™ by DBRS. This rating is based in part upon a capital support agreement between
PMI and PMI Canada. Termination or amendment of this support structure, or rating agency actions adversely
affecting PMI, would likely negatively lmpact PMI Canada s ratings. Any negative impact on its ratings will
negatively affect its financial results,

Competition in the Canadian mortgage insurance market is intense. Such competition may take a number cf
forms, including domestic mortgage insurers, substitute products or self insurance for unregulated lenders. A
number of internationally-active mongage insurers are entering or have stated their intent to enter the Canadian
market. ‘

We do not expect PMI Guaranty to be a significant source of net income in 2008.

PMI Guaranty began operatmns during the fourth quarter of 2006. As of December 31, 2007, PMI Guaranty
had net reinsured par outstanding of $933.3 million and directly insured par outstanding of $29.6 million. We do
not expect PMI Guaranty to be a significant source of net income in 2008.

PMI Guaranty’s financial strengih is currently rated “AA” by Fitch Ratings, “AA™ by Standard & Poor’s
and “Aa3” by Moody’s Investors Service. These ratings are based in part upon a capital support agreement
between PMI Guaranty and PMI and a guarantee of that agreement by The PMI Group. Termination or
amendment of this support structure, or rating agency actions adversely affecting PMI, could negatively impact
PMI Guaranty’s ratings. PMI Guaranty’s ability to engage in the financial guaranty insurance and financial
guaranty reinsurance business would be materially and adversely affected by any reduction in PMI Guaranty’s
ratings. :

The performance of our ﬁndncia! guaranty equity investees could harm our consolidated financial results.

We have made significant investments in the equity securities of several companies, including FGIC
(through FGIC Corporation) and RAM Re (through RAM Holdings Ltd.}. Our investments in FGIC Corporation
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and RAM Re are accounted for on the equity method of accounting in our consolidated financial statements. The
carrying values of our investments in FGIC Corporation and RAM Re decreased to $103.6 million and $60.0
million, respectively, as of December 31, 2007 from $856.5 million and $93.7 million, respectively, as of
December 31, 2006.

The nature of the businesses conduc'ted"by these companiés differs significantly from our core business of
providing residential mortgage insurance. These companies are subject to a number of significant risks that arise
from the nature of their businesses. Some of the various risks affecting FGIC are discussed elsewhere in these
Risk Factors. Because we do not control these companies, we are dependent upon the management of these
companies to independently operate their businesses and report their financial results, and, accordingly, we may
be unable to take actions unilaterally to avoid or mitigate those risks. In addition, any prospective or retroactive
change in their financial reporting could affect our financial condition and results of operations. Such changes
could occur as a result of, among other things, changes in accounting principles or comments made by regulatory
agencies, including the SEC in connection with its ordinary course review of filings made with it.

We realized an impairment charge of $38.5 million with respect to our investment in RAM Re in the fourth
quarter of 2007. We may be required to write down a portion or all of our investment in RAM Re and/or FGIC
Corporation in the future. These companies may need to raise capital or engage in a significant restructuring in
the near future to meet rating agency capital requirements or otherwise continue writing new business. As
discussed above, there can be no assurance that any restructuring or capital raising plan can be implemented on
favorable terms, in a timely manner-or at alt. In addition, although in certain circumstances we have preemptive
rights to maintain our equity ownership interest in FGIC Corporation and RAM Re, to the extent that we lack the
capital resources to invest additional money in these investments or otherwise choose not to make those
additional investments, our equity ownership could be s:gmﬁcantly dlluted thereby further decreasing the value
of these investments. -

As a significant portion of our consolidated net income/loss is derived from FGIC and its financial guaranty
business, we are subject to various risks and uncertainties associated with the financial guaranty business.

A significant portion of our consolidated net income(loss) has been derived and is from FGIC and its
financial guaranty business. Accordingly, we are subject to the risks and uncertainties associated with that
business. The financial guaranty industry has been undergoing significant market stress and many of the risks
described above also apply to FGIC and its financial guaranty business. Additional risks and uncertainties to
which we may be exposed as a result of the FGIC Corporation investment include the following, among others:

+ FGIC has recently been downgraded by Standard & Poor’s, Moody’s and Fitch. FGIC has ceased to
write new business and we believe it is unlikely that FGIC will be able to, write new business in the
future at its current ratings levels, With certain exceptions, FGIC’s competitors remain “AAA”-rated.
To the extent that FGIC is unable to regain its “AAA” ratings or implement a restructuring or other
transaction that permits FGIC Cofporation to write new business through its subsidiaries, FGIC
Corporation’s results of operations and financial condition will further be significanily impacted.
FGIC’s losses stem from continued adverse developments affecting its structured finance portfolio,
pamcular]y guarantees of RMBS and CDOs of asset-backed securities, comprised of tranches of
sub-prime RMBS. FGIC has added significant loss reserves related to credits in these sectors, but there
can be no assurance that such reserves will be adequate to cover actual future losses from FGIC’s
portfolio. ' '

‘

» FGIC Corporation has proposed a significant restructuring of its insurance operations to the New York
Insurance Department, including the organization of a new financial guaranty insurer to be domiciled in
New York to provide support for the global public finance and infrastructure obligations currently
insured by FGIC and to write new business to serve those markets. We do not know what form such
restructuring, if any, will ultimately. take, and any restructuring will require approval from the New
York Insurance Department, among others, We expect that a restructuring of FGIC’s business or any
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other alternative business plan will require significant additional capital, which may not be available on
favorable terms or at all. Moreover, there can be no assurance that, any such plan will be implemented in
a manner that satisfies the rating agencies’ capital requirements so as to enable the new company lo
obtain the “AAA” rating it would need to execute its business plan. Moreover, any litigation or threats
of litigation by any constituency -arising, out of any proposed recrganization, including claims from
insureds in respect of structured finance obligations, which would continue to be insured by FGIC under
the proposed reorganization, could further harm the value of our investment.

In any reorganization or other alternative business pian, it is likely that FGIC Corporation will need
significant additional capital. Especially in light of current market conditions, any new additicnal capital
may be costly, may be accompanied by significant restrictions on its business activities and may he
extremnely dilutive to FGIC Corporation’s investors, including us. In addition, any capital plan would be
subject to regulatory approval, including by the New. York Insurance Department, and may be subject to
delays, during which continuing or worsening negalive economic conditions may further adversely
affect rating agency capital requirements or FGIC Corporation’s ability to successfully implement the
plan. Given our capital needs and resources, we do not expect to make a further investment in FGIC
Corporation, Accordingly, equity securities issued by FGIC Corporation in a capital-raising transaction
would result in significant dilution of our ownership interest in FGIC Corporation.

FGIC is exposed to credit risks in its portfolio that may arise from deterioration in the credit markets.
Such deterioration in credit performance could lead to erosion in the quality of assets and collection of
cash flows from assets within structured securities that it has guaranteed.

In recent months, the rating agencies have announced the downgrade of, or other negative ratings
actions with respect to, a significant number of structured finance transactions, mcludmg transactions
that FGIC insures. There can be no assurance that additional securities in FGIC’s insured portfolio will
not be downgraded in the future. Downgrades of credits that FGIC insures will result in higher capital
charges to FGIC under the relevant rating agency models, thereby increasing the risk that, in order to
maintain its current ratings, FGIC would need to raise additional capital or pay to transfer a portion of
its in-force business, any of which could adversely affect the financial condition and results of
operations of FGIC going forward. In addition, in light of current market conditions, some of these
measures may not be available. '

The recent deterioration of certain sectors of the credit markets has caused a significant decline in the
number of structured finance securities that have been issued in recent months. There can be no
assurance that the market for structured securities will recover, and if it does recover, that there will be a
recovery in demand for financial guaranty insurance for these securities.

Demand for financial guaranty insurance is constantly changing and is dependent upon a number of
factors, including changes in interest rates, regulatory changes and supply of bond issues, In addition,
the perceived strength of financial guarantors alse may affect demand for financial guaranty insurance.
Recently, several major financial guarantors have experienced downgrades or have been placed on
review for a possible downgrade. These recent actions may affect investors’ perceptions of the
‘reliability of the rating agency capital models and otherwise negatively impact investors’ confidence in
financial guaranty insurance, which could negatively impact the demand for financial guaranty
insurance. A general reduction in demand for financial guaranty insurance could harm FGIC
Corporation’s consolidated results of operations and business prospects.

The financial guaranty business is subject to extensive regulation. Future legislative, regulatory or
judicial changes affecting the financial guaranty industry or public finance or structured finance .
markets, including changes in tax laws, could adversely affect FGIC’s business. As a result of events in
the financial guaranty insurance industry over the past few months, the industry has been subject to
additional regulatory scrutiny. As a result of increased focus on the financial guaranty industry, FGIC
may be subject to additional regulatory restrictions in the future that could harm its results of operations
and prospects.
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»  FGIC increased its loss reserves by $1.2 billion in 2007. FGIC’s loss reserves are necessarily based on
estimates and subjective judgments about the outcome of future events. In addition, the securities that
FGIC insures include highly complex structured transactions, the performance of which depends on a
wide variety of factors outside FGIC’s control. In addition, in some types of collateralized debt
obligation structures, FGIC may not have access to the detailed information necessary to project every
component of the securitization. In these instances, FGIC may put greater reliance on the models and
analysis of third party market participants and may not be able to fully, independently and precisely
verify each data point. We cannot be sure that losses in FGIC’s insured portfolio will not exceed by a
material amount the loss reserves previously established by FGIC or that additional 51gmﬁcant reserves
will not need to be established.

e FGIC’s structured finance portfolio contains concentrations of individual issuers and servicers of
obligations as well as a concentration of mortgage-related securities. FGIC also has a number of
individual large exposures to single obligors in its public finance portfolio, concentration in
infrastructure sectors and concentrations in certain geographic areas. An adverse event or series of

* events with respect to one or more of these concentrations that is more severe than the assumptions used
by FGIC in its stress scenario at the time of the underwriting of the related credit could result in
disproportionate and significant losses to FGIC and could harm its consolidated financial position and
results of operations. In 2007, FGIC Corporation’s financial condition has been 51gn1ﬁcantly impacted
by its exposure to mortgage-related securities. Continuing stress in the securities markét is expected to
continue in 2008, which may continue to negatively impact FGIC’s financial position and results of
operations. ’

« FGIC’s exposure to certain public finance obligations, such as those relating to airports, has experienced
increased stress as a result of terrorism and general global unrest, including a downgrading of the ratings
of some of those issuers. Other sectors currently insured by FGIC or into which FGIC may expand could
also see direct increased stress as a result of terrorism and general global unrest. FGIC may incur
material losses due to such exposures if the economic stress caused by such events is more severe than
FGIC currently foresees or has assumed or will assume in the future in underwriting its exposures.

As of December 31, 2007, 6.2 % of our U.S. investment portfolio consists of FGIC-insured non-refunded
bonds. As a result of our investment in FGIC Corporation, we have amended our investment policy to provide
that no more than 15% of our U.S. investment portfolio consists of FGIC-insured non-refunded bonds.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

We currently own approximately 200,000 square feet of office space in Walnut Creék_, California for our
home office. PMI leases offices throughout the United States. We conduct our international operations in leased
facilities in Ireland, the United Kingdom, Italy, Spain, Germany, Belgium, Canada, Mexico, Australia, New
Zealand, Hong Kong, and Japan. ' ' '

ITEM 3. LEGAL PROCEEDINGS

On March 12, 2008; we and certain of our executive officers were named in a securities class action
complaint filed in the United States District Court for the Northern District of California (Lori Weinrib v. The
PMI Group, Inc., L. Stephen Smith, David H. Katkov and Donald P. Lofe, Jr.). The complaint alleges that we and
the ‘other defendants violated Section 10(b) of the Securities Exchange Act of 1934, as amended (the.“Exchange
Act™), and Rule 10b-5 thereunder, as well as Section 20(a) of the Exchange Act, by making false and misleading
statements regarding our business and financial results for the period between November 2, 2006 and March 3,
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2008, the date that we announced preliminary results for the fourth quarter of 2007 for certain of our business
segments. The purported class action lawsuit seeks, among other relief, determinations that the action is a proper
class action, unspecified damages and reasonable attorneys’ fees and costs. We believe that we have meritorious
defenses and intend to defend ourselves vigorously.

As previously reported, in April 2002, PMI commenced litigation in the United States District Court for the
Northern District of California (PM! Mortgage Insurance Co. v. American International Specialty Lines
Insurance Company, et al., Case No. 3:02-CV-(1774) to obtain reimbursement from its former primary and
excess insurance carriers for costs incurred by PMI, in connection with its defense and setttement of the class
action litigation captioned Baynham et al. v. PMI Mortgage Insurance Co. The insurance carriers counterclaimed
against PMI to recover defense costs previously advanced to PMI in conjunction with the Baynham action. In
November 2002, PMI and its former insurance carriers filed competing motions for partial summary judgment on
the issue of whether the activities of PMI that were the subject of the Baynham action were “professionzl
services” and, therefore, covered under the relevant insurance policies. On December 16, 2002, the District Court
denied PMI's motion for partial summary judgment and granted the insurance carriers’ motion for partial
summary judgment. On January 14, 2005, pursuant to PMI’s appeal of the District Court’s judgment, the United
States Court of Appeals for the Ninth Circuit reversed the rulings of the District Court and remanded the case to
the District Court with instructions to enter partial summary judgment in favor of PMI. (PMI Mortgage
Insurance Co. v. American International Specialty Lines Insurance Company, et al., Case Nos. 03-15728 and
03-16007). In September 2006, PMI reached a settlement of the litigation with the excess carriers and received a
payment of $2.5 million in October 2006 in exchange for a release of all claims against such carriers. The
remanded case involving the primary insurance carrier was tried without a jury on October 23, 2006. On
December 3, 2006, the court entered judgment in PMI's favor of approximately $7.6 million, plus approximately
$2.4 million in prejudgment interest. Post-judgment inteTest will accrue at the weekly average l-year constanr
maturity Treasury yield. The insurers have appealed the judgment to the Ninth Circuit Court of Appeals and ora;,
argument on the appeal is anticipated in mid-2008.

Various other legal actions and regulatory reviews are currently pending that involve us and specific aspects

of our conduct of business. In the opinion of management, the ultimate Hability or resolution in one or more of
these actions or reviews is not expected to have a material effect on our business.
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EXECUTIVE OFFICERS OF THE REGISTRANT

» .

. Set forth below is certain information regarding our executive officers as of February 28, 2006.

L. STEPHEN SMITH, 58, has served as Chairman of the Board of The PMI Group since May 2007, and
has been one of our directors since February 2002. He has been the Chief Executive Officer of The PMI Group
since June 1, 2006 and President and Chief Operating Officer of The PMI Group since September 1998. He has
served as Chief Executive Officer of PMI since January 2004, He was President and Chief Operating Officer of
PMI from September 1998 o June 2006. He was elected Executive Vice President of Marketing and Field
Operations of PMI in May 1994 and elected to the same positions with The PMI Group in January 1995, serving
in such capacities until September 1998. Prior thereto, he held various executive positions with the Company.
Mr. Smith joined us in 1979. He serves on the Executive Committee of the Bay Area Council and is a member of
the Financial Services Roundtable. He is also a member of the National Association of Home Builders’
Roundtable (“NAHB™).

BRADLEY M. SHUSTER, 53, has been President, International and Strategic Investments of The PMI
Group and President and Chief Executive Officer of PMI Capital Corporation since January 1, 2003. Prior
thereto, he was Executive Vice President, Corporate Development of The PMI Group since February 1999. Prior
thereto, he was Senior Vice President, Treasurer and Chief Investment Officer of PMI since August 1993, and
was elected to the same position with The PMI Group, in September 1995. Prior to joining PM1US, he was an
audit partner with the accounting firm of Deloitte & Touche LLP, where he was employed from January 1978 to
July 1995. '

DAVID H. KATKOYV, 52, has been Executive Vice President of The PMI Group stnce August 2001 and
President and Chief Operating Officer of PMI since June 2006. Prior thereto, Mr. Katkov held a variety of
executive management positions in Sales, Structured Transactions, Product Development and Portfolio
Management. Prior to joining The PMI Group, Mr. Katkov was a Vice President of US Bank Corporation,
Minneapolis, Minnesota.

DONALD P. LOFE, JR., 51, has been Executive Vice President of The PMI Group since January 2003 and
has been Chief Financial Officer of The PMI Group since April 1, 2003. Prior to joining The PMI Group,
Mr. Lofe was Senior Vice President, Corporate Finance for The CNA Financial Corporation from October 1998
until January 2003. From October 1991 until November 1998, Mr. Lofe was an audit partner with the accounting
firm of PricewaterhouseCoopers LLP, where he was employed for approximately 20 years. Mr. Lofe is a certified
public accountant.

VICTOR J. BACIGALUPI, 64, has served The PMI Group as Executive Vice President and Chief
Administrative Officer since February 2005, and as General Counsel and Secretary since joining The PMI Group
in November 1996. He served the Company as Senior Executive Vice President from February 2003 to February
2005, as Executive Vice President from August 1999 to February 2003, and as Senior Vice President from
November 1996 to August 1999,

LLOYD A, PORTER, 48, has been Executive Vice President and Managing Director, International
Mortgage Insurance of PMI Capital Corporation since August 2004. Prior thereto, he was Senior Vice President
and Managing Director, International Markets of The PMI Group since February 1999. Mr. Porter joined The
PMI Group in 1983 and has held a variety of positions relating to marketing, capital markets, strategy, and
corporate development.

DANIEL L. ROBERTS, 57, has been Executive Vice President, Chief Information Officer of The PMI
Group since March 2000. Prior thereto, he was Senior Vice President, Chief Information Officer of The PMI
Group since December 1997. From October 1994 through February 2000, he was Vice President and Chief
Information Officer of St. Joseph Health System. Prior thereto, he was Vice President, Information Services and
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Chief Information Officer for a division of Catholic Healthcare West, positions he held since joining the
company in December 1990. Mr. Roberts was a consulting partner with the accounting firm of Deloitte 8
Touche LLP from July 1985 to December 1990,

ARTHUR P. SLEPIAN, 53, has served as Executive Vice President and Chief Enterprise Risk Officer of
The PMI Group and a director of PMI since January 2008. He is responsible for enterprise risk management for
The PMI Group, including U.S. mortgage insurance operations, international subsidiaries and strategic:
investments. He also manages The PMI Group’s Sarbanes-Oxley 404 compliance initiatives and internal audi:
functions. Mr. Slepian has held various staff and executive positions at PMI and its affiliates since 1984,
including Senior Vice President and Managing Director, Financial Guaranty, of PMI Capital Corporation from,
2003 to 2007, Vice President Corporate Development of PMI Capital Corporation from 2000 to 2003, and Senior
Vice President of Operations of CMG Mortgage Insurance Co. (*CMG") from 1994 to 2000. He has also served
as a member of the board of directors of CMG from 1996 to the present. From 1981 to 1984, he was an Assistant
Professor of Economics at the School of Business of the University of California at Berkeley.
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PARTII

'
’

ITEM 5. MARKET FOR THE REGISTRANT;S COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Common Stock \

The PMI Group is listed on thé New York -Stock Exchange under the trading symbol “PMI”. As of
February 1, 2008, there were approxlmately 78 stockholders of record :

The following table shows the high, low and closing common stock pnccs by quarter from the New York
Stock Exchange Composite Listing for the years ended:

2007 ' ., 2006

. 'y .. High Low  Close  High Low  Close
Firstquarter . ................... $51.46 $40.69 $45.22 $46.47 $40.35 $45.92
Secondquarter .................. $50.50 $42.71 $44.67 3$47.33 $43.32 $44.58
Third quarter ................... $46.69 $25.81 $32.70 $44.95 $41.60 $43.81
Fourth quarter .................. $35.87 $ 9.82 §$13.28 $48.00 3$41.96 $47.17

Preferred Stock

Our Board of Directors is authorized to issue up to 5,000,000 shares of preferred stock of The PMI Group in
classes or series and to fix the designations, preferences, qualifications, limitations or restrictions of any class or
series with respect to the rate and nature of dividends, the price and terms and conditions on which shares may be
redeemed, the amount payable in the event of voluntary or involuntary liquidation, the terms and conditions for
conversion or exchange into any other class or series of the stock, voting rights, and other terms. We may issue,
without the approval of the holders of common stock, preferred stock that has voting, dividend or liquidation
rights superior to the common stock and which may adversely affect the rights of the holders of common stock.
We have reserved up to 400,000 shares of preferred stock for issuance under the Rights Plan described below.

Preferred Share Purchase Rights Plan

On January 13, 1998, we adopted a Preferred Share Purchase Rights Plan, or the Rights Plan. The Rights
Plan had a ten year term from the record date. In light of market conditions, on November 13, 2007, our Board of
Directors extended the expiration of the Rights Plan by one year, from January 25, 2008 to January 25, 2009. The
Board does not intend to extend the Rights Plan beyond January 25, 2009 without seeking ratification by the
shareholders.

Under the Rights Plan, all shareholders of record as of January 26, 1998 received rights to purchase shares
of a new series of preferred stock on the basis of one right for each common stock held on that date. The rights
trade with The PMI Group's common stock. Rights issued under the Rights Plan will be exercisable only if a
person or group acquires 10% or more of our common stock or announces a tender offer for 10% or more of the
common stock. In such event, all rights holders except the buyer will be entitled to acquire our common stock at
a discount and/or, under certain circumstances, to purchase shares of the acquiring company at a discount. The
Rights Plan contains an exception that allows passive institutional investors to acquire up to a 15% ownership
interest before the rights would become exercisable. Our Board of Directors periodically reviews the merits of
redeeming or continuing the Rights Plan. -

In a Form 8-K filed on November 8, 2007, Old Republic International ("Old Republic") announced
beneficial ownership of 12.24 million shares of our common stock, which it stated were acquired strictly as a
passive investment. Although the Rights Agreement would otherwise be triggered by an acquisition of 15% or
more, the 12.24 million share ownership position held by Old Republic constituted an approximately 14.2%
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ownership position in The PMI Group based on the number of our shares outstanding reported in our June 3J,
2007 Form 10-Q filed August 6, 2007, rising to a 15.1% position as a resuli of the reduction in our shares
outstanding that occurred due to our share repurchase activity in the third quarter, In addition, Old Republic
informed us that it crossed this threshold inadvertently, it remains a passive investor and it did not intend o
become an acquiring person under the Rights Agrecment.

At its regularly scheduled meeting on November 15, 2007, our Board of Directors, having reviewed the Old
Republic investment under the terms of the Rights Agreement, determined that Old Republic had not become an
acquiring person within the meaning of the Rights Agreement, but that in light of the long standing provisions of
its Rights Agreement, the purchase of any additional shares by Old Republic, given its current ownership level,
or any change in its Schedule 13G filer status or other relevant facts or circumstances, each would result in Old
Republic immediately becoming an acquiring person under the terms of that Rights Agreement and triggering the
rights. In the event of a triggering of the rights, we currently would intend to satisfy the terms of the Rights
Agreement by utilizing the common stock exchange feature of the Rights Agreement so that ali of our
shareholders other than Old Republic would receive two shares of common stock for each share that they held as
of the record date.

Payment of Dividends and Policy
We paid regutar dividends on our common stock of:
+  $0.0525 per share in each of the quarters since the quarter ended June 30, 2005;

»  50.0450 per share in each of the four quarters in the period from July 1, 2004 through June 30, 2005;
and

»  $0.0375 per share in each of the four quarters in the period from July 1, 2003 through June 30, 2004,

We have announced a $0.0125 quarterly dividend for the quarter ended March 31, 2008. The payment of
future dividends is subject to the discretion of our Board of Directors, which will consider, among other factors,
our consolidated operating results, overall financial condition and capital requirements, as well as general
business conditions. The PMI Group, as a holding company, is dependent upon dividends and any other
permitted payments from its subsidiaries to enable it to pay dividends and to service outstanding debt. PMI's
ability to pay dividends or make distributions or returns of capital to The PMI Group is affected by state
insurance laws, credit agreements, rating agencies, the discretion of insurance regulatory authorities, and the
terms of our runoff support agreement with Allstate Insurance Company and capital support agreements with our
subsidiaries. See Item 1(B)(10). Regulation, Item 1A, Risk Factors—Qur holding company structure and certain
regulatory and other constraints, including adverse business performance, could affect our ability to pay
dividends and make other payments, Our ability to pay dividends is subject to limitations under our amended
credit facility, as discussed under Item 7. Management’s Discussion and Analysis of Financial Condition and
Results of Opemnons—qumdtty and Capital Resources.

Common Share Repurchases

In March 2007, the Company repurchased 325,000 common shares for $14.2 million under a $400 million
common share repurchase program authorized by the Board of Directors in July 2006. In February 2007, our
Board of Directors authorized a common share repurchase program in an amount not to exceed $150 million.
Pursuant to this program, in June 2007, we repurchased 468,500 common shares for $22.7 million, or $48.48 per
common share. In July 2007, our Board of Directors increased the $150 million repurchase authorization to $300
million. From July 1, 2007 through September 30, 2007, we repurchased 5,454,381 common shares for $178.0
million, or $32.64 per common share. While approximately $100.0 million remains on the $300 million
repurchase authorization, we did not repurchase any common shares in the fourth quarter of 2007. Management
presently does not intend to repurchase common shares in 2008.
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Securities Authorized for Issuance Under Equity Compensation Plans

See Part I1I, Iitem 12, below.

Performance Graph

, The following Performance Graph and related information shall not be deemed “soliciting material” or
“filed” with the Securities and Exchange Commission, nor shall such’information be incorporated by reference
into any future filing under the Securities Act of 1933 or Securities Exchange Act of 1934, each as amended
éxcept to the extent that The PMI Group specifically iricorporates'it by réference into such filing.

Comparison of The PMI Group, Inc. and Benchmarks

Total Return* Index

200
180
160
140
120
100
80
60
40 —— — T ——y .

2002 2003 2004 2005 2006 2007

——dp— PMI @ MIIndex --&-- S&P 500 - -M- - Russell 1000 FIN SVS ]

Total

Rate of

' Total Return* Return**

12/31/02 12/31/03 12/31/04 1231465 ° 12/31/06 12/31/07 123107
PMI .. $100.00 $12443 $140.11 $138.51 $159.83 § 4536 (54.64)%
Ml Index®** ... ................ $100.00 $135.23 $157.25 $157.44 $151.55 $ 43.76 (56.24)%
S&PS00 ........ .. $100.00 $128.63 $142.57 $149.56 $173.13 $182.62  82.62%
Russell I00OFINSVS ... ....... $100.00 $130.43 $147.57 $157.53 3186.86 §155.45 55.45%

*  Total Return = Capital Appreciation + Dividend Income for the period 12/31/02 — 12/31/07.

** Total Rate of Return = (Total Return — 100} / 100
***x The MI index includes Radian Group, Inc., MGIC Investment Corporation and Triad Guaranty, Inc.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND

RESULTS OF OPERATIONS

Financial Results for the Year Ended December 31, 2007

For the year ended December 31, 2007, we recorded a consolidated net loss of $915.3 million compared to
consolidated net income of $419.7 million for 2006, Our net loss in 2007 was primarily due to our equity in
losses of FGIC of $763.3 million and our U.S. Mortgage Insurance Operations’ net loss of $190.8 million.
FGIC’s loss in 2007 was driven by $1.9 billion of unrealized mark-to-market losses and $1.2 billion of losses and
loss adjustment expenses (which includes claims paid, loss adjustment expenses and changes in loss reserves
during the period). U.S. Mortgage Insurance Operations’ loss in 2007 was driven by $1.1 billion of losses ard
loss adjustment expenses compared to $263.0 million in 2006, Our consolidated 2007 financial results were
positively impacted by higher premiums earned in the U.S. and Australia.

Overview of Our Busmess

We dmde our busmess into four segments

U.S. Mortgage Insurance Operations. The results of U.S. Mortgage Insurance Operations include PM1
Mortgage Insurance Co. and its affiliated U.S. mortgage insurance and reinsurance companies
(collectively, “PMI”), and equity in earnings from PMI’s joint venture, CMG Mortgage [nsurance
Company and its affiliated companies {collectively, “CMG MTI™). U.S. Mortgage Insurance Operations
recorded a net logs of $190.8 million in 2007 and net income of $290.3 million in 2006.

International Operafions. We offer mortgage insurance and -other credit enhancement products ia
Australia, New Zealand, Europe, Asia, and Canada! Net income from our International Operations
segment was $55.0 million'in 2007 and $103.5 million in 2006.

Financial Guaranty. Our Financial Guaranty segment includes equity in (losses) earnings from FGIC
Corporation and RAM Re and the results of PMI Guaranty. Our Financial Guaranty segment generated 3
net loss of $731.7 mllllon in 2007 compared to net income of $97.3 million in 2006,

Corporate and Other. Our Corporate and Qther segment consists of our holdmg company (“The PMI
Group” or “TPG"), contract underwriting operations, and equity in earnings or losses from investments
in certain limited partnerships, Our Corporate and Other segment generated net losses of $47.8 million
in 2007 and $71.4 million in 2006.

Revenues and Expenses

Our revenues consist primarily of!:

premiums earned on our U.S. and mtemanonal mortgage insurance p011c1es financial guarantees anc.
other credit enhancemem products

net investment mcome on our investment ponfohos
net realized investment gains (losses), including the partial impairment of RAM Re; and

other income, including fees from contract underwriting services and income (losses) from changes in
the fair value of credit default swaps.

Qur expenses consist primarily of:

claims paid to policyholders, claims-refated expenses and changes in reserves;
amortization of deferred policy acquisition costs;
underwriting, acquisition and policy servicing costs, contract underwriting costs and remedies, and

general administration and overhead expenses;
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interest and financing expenses; and

income taxes.

Conditions and Trends Affecting our Business

U.S. Mortgage Insurance Operations. The financial performance of our U.S. Mortgage Insurance
Operatigns segment is affected by a number of factors, including:

Losses and LAE. The significant weakening of the U.S. remdentnal mortgage, housing, credit, and
capital markets negatively affected our U.S. Mortgage Insurance Operations’ financial condition and
results of operations in 2007 and will continue to do $o in 2008. PMI’s-losses and loss adjustment
expenses (“LAE”) increased to $1.1 billion in 2007 from $263.0 million in 2006. We increased PMI's
net loss reserves in 2007 by $733.8 million as a result of the increase in PMI's default inventory
(discussed under Defaults below), higher claim rates and higher average claim sizes. Higher claim rates
have been driven by home price declines and diminished availability of certain loan products, both of
which constrain refinancing opportunities, and result in a decrease in the percentage of the default
inventory that is returning to current status. The increase in PMI's average claim sizes has been driven
by, among other things, higher loan sizes and coverage levels in PMI's portfolio, and declining home

- prices which limit PMI’s loss mitigation opportunities. We expect PMI’s losses.and LAE to be higher in

2008 than 2007.

We expect claim ‘rates and average claim ‘sizes to coftinue to increase and our 2007 loss reserve
increases reflect this expectation. Future increases in these factors beyond our current expectations will
negatively impact.losses and LAE. Changes in economic conditions, including mortgage interest rates,
job creation, unemployment rates and home prices could significantly impact our reserve estimates, and
therefore, PMI's losses and LAE. In addition, changes in economic conditions may not necessarily be
reflected in PMI's loss deve]opmem in the period in which such changes occur, potentially leadmg to
continued increases in losses and LAE even as economxc conditions improve:

Defaults. PMI's primary default inventory increased to 63,197 as of December 31, 2007 from 39,997
as of December 31, 2006. PMI's primary default rate increased to 7.9% as of December 31, 2007 from
5.6% as of December 31, 2006. The increases in PMI’s primary default inventory and’default rate in
2007 have been driven by a number of factors including: '

Declining home prices—Declining home prices have made it significantly more difficult for
certain borrowers to refinance their mortgages or sell their homes, and are negatively affecting
PMI’s default inventory and default rate.

Decline in cure rate—As discussed above, the significant decline in the percentage of defaults that
cure has also negatively affected PMI's default inventory and default rate. The declines in the
percentage of defaults that cure have resulted from, among other things, a slowdown in the time to
resolution of defaults (either through cure or claim payment), some of which is attributable to
significant backlogs in workout activity by loan servicers attempting to resolve dehnquenmes and
prevent foreclosures. . :

Above-97s—PMI has experienced higher than expected levels of delinquent Above-97s in its flow
and structured channels. As of December 31, 2007, risk in force from Above-97s in all book years
represented 24.6% of PMI’s primary risk in force compared to 17.6% as of December 31, 2006.
The default rate for Above-97s in PMI's primary portfolio as of December 31, 2007 was 8.1%
compared to 6.6% as of December 31, 2006. PMI's 2007 book which is still in its initial stage of
loss development, has been particularly affected by high levels of delinquent Above-97s.
Above-97s represented approximately 35.3% of PMUI's primary risk in force for the 2007 book
year.
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Alt-A loans—The default rate for Alt-A loans was 13.9% as of December 31, 2007 compared to
5.7% as of December 31, 2006. Risk in forceifrom Alt-A loans represented 22.8% of PMI's
primary risk in force as of December 31, 2007 compared to 19.9% as of December 31, 2006.

2/28 hybrid ARMs—PMI's 2005 and 2006 structured finance books have been particularly
affected by delinquencies of 2/28 hybrid ARMs. As of Décember 31, 2007, risk in force from 2/28
hybrid ARMs in all book years originated through PMI’s structured finance channel represented

" 3.3% of PMI's primary risk in force compared to 6.2% as of December 31, 2006, with the
decrease reflecting underwriting guideline' changes we issued in late 2006. The default rate for
2/28 hybrid ARMs as of Décember 31, 2007 wds 38.6% compared 10 16.0% as of December 31,
2006, The significant majority of 2/28 hybrid ARMs were insured by PMI in connection with
non-agency RMBS transactions. , -

Geographic factors_—Declmmg home prices, particularly in California and Florida, and weak
economic conditions in Michigan, Indiana, Ghio, and Illinois (the “Auto States™) have negatively
Iaffected the development of PMI's 2005, 2006 and 2007 portfolios. PMI's default rates in
California and Florida increased steeply in 2007 from below PMI's average default rate as of
December 31, 2006 to well above it as of December 31, 2007. The default rate from California zs

"of December 31, 2007 was 10.9% compared to 3.6% and 2.3% as of December 31, 2006 and
2005, respectively. The default rate from Florida as of December 31, 2007 was 10.6% compared
to 3.4% and 3.9% as of December 31, 2006 and 2005, respectively. As of December 31, 2007, risk
in force from California and Florida insured loans represented 8.1% and 10.8% of PMI’s primary
risk in force, respectively. The average default rate of the Auto States as of December 31, 2007
was 10.6% compared to 8.1% and 7.2% as of December 31, 2006 and 2005, respectively. As cf
December 31, 2007, risk in force from the Auto States represented 13.6% of PMI’s primary risk in
force. .

As the 2005, 2006 and 2007 books continue to age under stressed market conditions, we expect
PMTI’s default inventory and default rate to be highér in 2008 than in 2007.

* Rating Agency and Capital Consrramr.s. As a result of higher losses and LAE in 2007 higher
. projected losses in 2008 and growth in insurance in force, we will likely need to raise significant
additional capital in 2008 to support PMI’s insurer financial strength ratings. The amount of additionat
capital ultimately required, and its timing, will be dependent upon a number of factors, including actual
and forecasted losses in 2008 and 2009, rating agency actions and changes to rating agency models, the
amount of new insurance written in 2008 and other corporate capital issues and needs. We anticipat:
that we will attempt to raise additional capital through various means. Whether or not we are able to
obtain additional capital, PMI's ratings could be subject to downgrade By one or more rating agencies.
See liem 1A. Risk Factors—A downgrade of the fi nancial strength ratings of our wholly-owned
insurance subsidiaries would adversely affect our business and prospects and, consequently, and our
: resu!rs of operations and financial candztton

*  Credit and Portfolio Characteristics. PMI 5 pnmaly nsk in force as of December 31, 2007 consisted
of higher percentages of Above-97s, interest only and Alt-A loans compared to December 31, 2006. We
believe that these percentage increases generally reflected higher concentrations of these loans in the:
mortgage origination and private mortgage insurance markets in 2006 and the first haif of 2007. In the
second half of 2007, the percentages of PMI's NIW comprised of Ali-A loans and ARMs significantly
decreased as a result of changes in the mortgage origination market and PMI’s underwriting guidelines.
We expect these decreases to continue. The higher percentages of Above-97s loans in PMI's primary
risk in force (24.6% as of December 31, 2007 compared to 17.6% as of December 31, 2006) and NIW
(31.6% in 2007 compared to 19.3% in 2006) in 2007 compared to 2006 is consistent with trends in the
mortgage origination market and reflects the decline in alternative loan product originations
(particularly 80/20 loans) which serve as substitutes for low down payment mortgages that typically
require mortgage insurance. As a result of changes made to PMI’s pricing and underwriting guidelines,
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the percentage of NIW comprised of Above-97s loans declined in the fourth quarter of 2007. Effective
March 1, 2008, we will no longer insure Above-97s through our primary flow channel. (See
Item 1{B)(6) — Business—Risk Management, 2007 Underwriting Guidelines and  Pricing Changes,
above.)

-. As diséuss,ed above, PMi exp'ect-é higher default ancli cllaim'rates on 2/28 hybrid ARMé, Above-97s and

Alt-A loans. While we incorporate these assumptions into our underwriting approach, .portfolio limits,
pricing and loss and claim estimates, in 2007 we experienced higher delinquencies than expected for
each of these loan types. There can be no assurance, however, that the premiums earned with respect to
such insured loans will be adequate to cover related incurred losses.

New Insurance Writteri (NIW). PMI’s primary NIW increased by 43.1% in 2007 comparcd to 2006.
These increases were attributable to higher levels generated by PMI's fiow chanmel in 2007. The
increase in PMI’s flow channel NIW in 2007 was driven by a larger private mortgage insurance market.
We believe’ that the private mortgage msurance market grew in 2007 primarily as a result of a decline in
the origination of alternative loan products, pamcularly 80/20 piggyback loans, that do not require
mortgage insurance. We believe that the decline’ in the use of alternative products, was due to both
diminished demand in the capltal markets for these products and increased concern on the part of
portfollo lenders with respect to rising credit logses in an environment of declmmg home’ prices. We also
believe that the private mortgage insurance market increased as a result of tax deductibility for eligible
borrowers of borrower-paid mortgage insurance premiums relating to loans closed in 2007.

_ We expect PMI's NIW generated through both its flow and structured: finance channels to be lower in

2008 than- in 2007. Qur expectations are .based upon the continuing slowdown in the mortgage
origination @nd non-agency capital mortgage markets and the previously described changes to PMI's
pricing and underwriting guidelines that have decreased the types of loans that PMI will insure. (See
Item L(BY(®6) - Business—Risk Management, 2007 Underwriting Guidelines and Pricing Changes,
above.)

Policy Cancellations and Persistency. PMI’s persistency rate, which is based upon the percentage of
primary insurance in force at the beginning of a 12-month period that remains in force at the end of that
period, was 75.5% as of December 31; 2007 and 69.6% as of December 31, 2006. The improvement in
PMI’s persistency rate reflects lower levels of residential mortgage refinance: activity and home price
declines. If these trends continue, we expect that policy cancellation rates will contmue to slow and
PMI’s persistency rate will continue to improve. -

Captive Reinsurance. Under captwc reinsurance agreements, PMI transfers portions of its risk written
on loans originated by certain lender-customers to captive reinsurance companies affiliated with such
lender-customers. In return, PMI cedes a share of its gross. premiums written to these captive
reinsurance companies. As of December 31, 2007, 52.2% of PMI's primary insurance in force was
subject to captive reinsurance agreements compared to 52. 9% as of December 31, 2006. We received
$1.2 miltion in claim payments from captive trusts in 12007. Based on current trends, we expect that
claim payments from captive trusts assets will increase in 2008 and subslantlally increase in 2009
reducing PMI's losses-in those years. . : . C -

International Operations. Factors affecting the ﬁnanma] performance of our Intematlonal Operanons segment
mclude !

L .

PMI Australia. PMI Australia had net income of.$80.0 million in 2007 compared to $84.5 million in

2006. PMI Australia’s losses and LAFE increased to $77.5 million in 2007 from $36.3 million in 2006.

These increases were primarily a result of higher actual and expected claims paid, driven by higher
claim rates and average claim sizes. PMI Australia'sloss experience in 2007 has been negatively
affected by interest rate increases in 2006 and 2007, and moderating home price appreciation and home
price declines in some markets. PMI Australia’s claims paid were $47.4 million in 2007 compared to
$15.5 million in 2006. PMI Australia’s loss reserves were increased by,$30.1 million in 2007 primarily
as a result of increases in claim rates, average claim sizes and PMI Australia’s default inventory.
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PM!I Europe. PMI Europe had a net loss in 2007 of $33.4 million compared to net income of $11.9
million in 2006, The 2007 loss was driven by a loss reserve increase of $23.7 million in 2007, due
primarily to the deteriorating performance of a small number of U.S, exposures on which PMI Europe
provided reinsurance coverage in 2005. The loss in 2007 was also due to changes in the fair value of
PMI Europe’s credit default swap (“CDS”) derivative contracts, We recorded an unrealized
mark-to-market loss of $16.9 million on PMI Europe’s CDS derivative contracts in 2007 primarily as a
result of significant widening of market spreads. Credit deterioration predominantly in the U.S.
sub-prime market has impacted market spreads in international markets, including spreads on the
portion of PMI Europe’s CDS portfolio-that relates only to European prime mortgage risks. Continuing
volatility of market spreads may-lead to positive or negative fair value adjustments of these contracts in
the future. In our view, the volatility of these market spreads does not reflect the credit quatity of PMI
Europe’s European CDS poitfolio and we do.not expect that these spread-driven changes in fair valus

- will have a significant impact on future estimated net cash flows.

PMI Asia. PMI Asia had net income of $10.3 mitlion in 2007 compared to $7.1 million in 2006. PMI
Asia’s net income is affected by, among other things, the level of mortgage originations in Hong Kong.
PMI Asia’s reinsurance premiums written increased in 2007 compared to the corresponding periods in
2006 due to higher levels of origination activity in Hong Kong, partially offset by PMI Asia’s leading
customer’s increased retention of risk. In 2007, there were minimal losses incurred in PMI Asia.

Rating Agency and Capital Constraints. Like PMI, the ability of our international insurance
subsidiaries to attract new business and to compete has been highly dependent on their perceived vatue
and stréngth as a counterparty as reflected in part by the insurer financial strength ratings assigned to
them by the rating agencies. The ratings of PMI Australia, PMI1 Europe, PMI Canada, and PMI Guaranty
are dependent in part upon the capital support of PMI. A downgrade of PMI’s ratings, therefore, would
likely canse a downgrade of the ratings of our other insurance subsidiaries. Continued adverse loss
development in our U.S. Mortgage Insurance Operations could further weaken the perceived
counterparty strength of our international insurance subsidiaries and limit new business opportunities. In

~ addition to rating agency actions, capital constraints at both The PMI Group and PMI, as well as at our

international subsidiaries, may limit our 1nternauonal subsidiaries’ abilities to engage in new business

transactions in 2008 and thereafter,

Foreign Currency Exchange Fluctuations and Foreigh Currency Put Options. The performance of our
International Operations is subject to fluctuations in exchange rates between the reporting currency of

1 the U.S. dollar and our other functional foreign currencies. The changes in the average foreign currency’
-exchange rates from 2006 to 2007 positively affected International Operations’ net income by $5.3

million. Foreign currency translation impact is calculated using the period over period change in the
average exchange rates to the current period ending nef income in the functional currency.

Fmancml Guaranty. Faclors affecting the financial performance of our Financial Guaranty segment

include:

FGIC, FGIC had a significant net loss of $1.8 billion in 2007, related primarily to the guarantees it
prowded during 2006 and 2007 on CDOs of asset-backed securities (“ABS”) (comprised to a large
extent of tranches of RMBS as we]] as other CDOs) and RMBS transactions. The adverse results in both
of these areas was due primarily to negaiive developments in the U.S. housing and mortgage markets,
particularly with regard to sub-prime mortgages and second liens. As a result of FGIC’s realized and
unrealized losses in 2007, the carrying value of our investment in FGIC Corporation was reduced to

_ $103.6 million as of December 31, 2007 from $856.5 million as of December 31, 2006. FGIC’s “AAA”

ratings were downgraded by each of the three major rating agencies to “AA” by Fitch, “A” by
Standard & Poor’s, and “A3" by Moody's.. Further downgrades are possible. FGEC Corporation - has
proposed a significant restructuring .of its insurance operations, including the, organization of a new
financial guarantee insurer to be domiciled in New York to provide support for global public finance
and infrastructure obligations currently insured by FGIC andito write new business to serve those

B5



markets. We do not know what form such restructuring, if any, will ultimately take, and any
restructuring will require approval of the New York Insurance Department, among. others, as well as
significant additional capital, which may or may not be available on favorable terms or at all, and may
significantly dilute our ownership interest in FGIC Corporation. We do not ¢urrently intend to make
- additional investments in FGIC Corporation, As a result of the recent downgrades, FGIC has ceased
writing new financial guaranty "business, and we believe that it is unlikely that FGIC will be able to
write new financial guaranty: business in the future at its current ratings. In connection with the
preparation of our financial statements, we conducted an analysis as to whether the significantly reduced
value of our investment in FGIC as of December 31, 2007 was impaired. Because, among other things,
we determined the fair value of our-investment in FGIC to be greater than its current carrying value, we
concluded that no impairment is necessary at the current time. We will continue to evaluate this
- investment for possible future impairment, including if our ownership of 'investment in FGIC were to
become diluted in connection with any proposed restructuring or if the estimated fair value were to fall
below our carrying value. (See Item 1A. Risk Factors - As a significant portion of our consolidated net
income/loss is derived from FGIC and its financial guaranty business, we are subject to various risks
and uncertainties associated with the financial guaranty busmess and Any caprral raising activities in
which FGIC Corporarmn engages could signifi fcantly dalure our ownership interest in FGIC
Corporation, and Item 7. Management’s Discussion and Analysis of Financial Condition’ and Results of
Operations—Critical Accounrmg Estimates.)

RAM Re. Equity in eammgs from RAM Re was $4.5 million in 2007 compared to $8.7 million in
2006. This decrease was due primarily to unrealized mark- to—market losses of $28.4 million on its credit
derivative portfolio as a result of widening credit spreads partially offset by higher premmms earned and
net investment income. As we report our equity in earnings/losses from RAM Re on a one quarter lag,
our 23.7% share of RAM Re’s fourth quarter 2007 results will be reflected in our consolidated financial
results in the first quarter of 2008. Due to, among other things, the continuing deterioration of the credit
market, rating agency actions and the decline in RAM Re’s share price, in the fourth quarter of 2007 we
realized an. other-than-temporary impairment of our investment in RAM Re of $38.5 million. This
impairment charge was based on the difference between our investment balance in RAM Re as of
December 31, 2007 (before the impairment) and our share of RAM Re’s market value as of
September 30, 2007 (due to our one guarter accounting lag). After impairment, the carrying value of our
investment in RAM Re as of December 31, 2007 was $60.0 million. We do not expect RAM Re’s fourth
quarter of 2007 to be profitable. We expect the carrying value of our investment in RAM Re to be
further reduced in the first quarter of 2008 as a result of RAM Re’s losses and/or further impairment by
us of our investment, and such reduction could be significant. We will continue to evaluate this
investment for possible future impairment. (See Item 1A. Risk Factors — Recent downgrades relating to
FGIC and the placing of RAM Re on negative credit watch have adversely affected our financial
condition and results of operations. Additional adverse rating agency actions with respect to FGIC or
RAM Re could further harm our financial condition and results of operations, and The performance of
our financial guaranty equity investees could harm our consolidated financial results.)

PMI Guaranty. PMI Guaranty provides credit enhancement on'both a reinsurance and direct basis, and
its insured portfolio includes public finance sector transactions and mortgage-backed securities
~ (*MBS”). PMI Guaranty’s net income for 2007 was $3 1 million and $0.6 million for 2006. As a result
of capital constraints on our business as a whole, we do not expect PMI Guaranty to be a significant
source of net income in 2008.

Valuation Allowance. We established a valuation allowance of approximately $168:1 million against a
$214.3 million deferred tax asset associated with our investments in FGIC and RAM Re. The deferred
tax asset was created upon the recognition of losses from FGIC and RAM Re in excess of our tax basis
with respect to our investments in FGIC and RAM Re. We did not record a full valuation against the
deferred tax asset, as it is management’s expectation that some portion of the tax benefit will be
realized. Additional tax benefits could be recognized in the future if we determine that additional
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realization of such tax benefits is more likely than not to occur. To the extent our current estimate of
future tax benefits to be realized changes, our tax expenses could be affected positively or negatively,

Corporate and Other. Factors affecting the financial performance of 'oﬁr Corporate and Other segment
include:

*  Contract Underwriting Services.  As a result of lower levels of mortgage originations and a decline in
customers’ requests for contract underwriting services, our contract underwriting activities and revenues
have declined, and will likely continue to decline in the future. Total contract underwriting expenses
include allocated expenses and monetary remedies provided to customers in the event we failed to
properly underwrite a loan. Contract underwriting remedies, and accruals thereof, were $7.1 million in
2007 compared to $12.4 million in 2006.

» Share-Based Compensation. During 2007, we incurred pre-tax share-based compensation expense of
$16.1 millien compared to $12.2 million in 2006. Our share-based compensation expense was higher in
2007 compared to 2006 as a result of our acceleration of out-of-the-money stock options in 2005. We
expect share-based compensation expenses to be higher in 2008.

. « Additional Items Affecting this Segment. Our Corporate and Other segment also includes ne!
| investment income from our holding company, expenses related to corporate overhead, including
compensation expense not included in our other operating segments, and interest expense.

'
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RESULTS OF OPERATIONS
Consolidated Results \

The following table presents our consolidated financial results for the years ended:

Percentage
Change
: ' : ' 2007 2006
. ) , ¥S. Vs,
2007 2006 2005 2006 2005
, ' (Dollars in millions, except
! - per share data)
REVENUES: - .
Premiumsearned .........c.oviiirinrriiiinnnns $ 9952 % 8605 $ 817.6 157% 5.2%
Net investment income ............ e e 2140 195.3 1795  96% 8.8%
. Net realized investment (losses) gains ............... (24.8) 2.8 2.1 — 13.3%
. Otherincome ................... e 0.8 20.1 20.7  (96.0)% (2.9%
Total revenues ............. NN - 1,1852 10787 1,0199 99% 58%
LOSSES AND EXPENSES: o o .
Losses and-loss adjustment expenses .. .............. 1,203.0 3029 2578 297.2% 17.5%
Amortization of deferred policy acquisition costs ... ... 104.9 68.4 744  5334% (B.1%
Other underwriting and operating expenses ........... 229.8 236.9 2137 {3.00% 10.9%
Interest eXpense . .........iiieiiiaiii i 334 38.1 3L (12.3)% 22.5%
Total losses and expenses . ................... 1,571.1 646.3 5770 1431% 12.0%
(Loss) income before equity in (losses) earnings from
unconsolidated subsidiaries and income taxes ........... (385.9} 4324 4429 (189.2Y% (2.4)%
Equity in (losses) earnings from unconsolidated
subsidiaries .. ........ ... i (741.5) 127.3 979 — 30.0%
(Loss) income beforetaxes .. ..., (1,127.4) 559.7 540.8 — 3.5%
Income tax (benefityexpense ........ ... ... ... ... ... (212.1) 140.0 131.6 —_ 6.4%
Net (losS)iNCome . ..........cviriiinernnirnnaannnn. $ (9153) $ 419.7 $ 409.2 -— 2.6%
Diluted (loss) earnings pershare ...................... $ (1081 $ 457 $ 410 — 11.5%

For the year ended December 31, 2007, we recorded a consolidated net loss of $915.3 miilion compared to
consolidated net income of $419.7 million for 2006. Our net loss in 2007 was primarily due to our equity in
losses of FGIC of $763.3 million and our U.S. Morigage Insurance Operations’ net loss of $190.8 million.
FGIC’s loss in 2007 was driven by $1.9 billion of unrealized mark-to-market losses and $1.2 billion of losses and
loss adjustment expenses. U.S. Mortgage Insurance Operations’ loss in 2007 was driven by $1.1 billion of losses
and loss adjustment expenses compared to $263.0 million in 2006. Our consolidated 2007 financial results were
positively impacted by higher premiums earned in the U.S. and Australia. The increase in our net income in 2006
compared to 2005 was primarily due to higher equity in eamings from FGIC and higher premiums earned in the
U.S. and Australia, partially offset by higher losses and LAE in Australia and the U.S. and $12.2 million of
share-based compensation expenses upon adoption of SFAS No. 123R in January 2006.

The increase in premiums earned in 2007 compared to 2006 was driven by higher levels of insurance in
force caused by increased level of NIW, higher persistency and higher insured loan sizes. The strengthening
Australian dollar relative to the U.S. dollar and continued insurance in force growth in Ausiralia also drove the
increase in premiums earned. The increase in premiums earned in 2006 compared to 2005 was also primarily due
to higher premiums earned in Australia and the U.S. The increase in PMI Australia’s premiums earned in 2006
was primarily due to the scheduled release of unearned premiums to premiums earned associated with PMI
Australia’s NIW and insurance in force growth, and premiums earned as a result of higher levels of policy
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cancellations in 2006. The increase in U.S. Mortgage Insurance Operations’ premiums earned in 2006 was due
primarily to PMI's higher average premium rates and average insured loan sizes, as well as higher levels ¢f
modified pool premiums. - Co ' '

The increases in net investment income in 2007 and 2006 compared to prjor years were due to the growth of
PMI Australia’s investment portfolio and a stronger Australian dollar relative to the U.S..dollar. Qur consolidated
pre-tax book yield was 5.45%, 5.45 % and 5.18 % as of December 31, 2007, 2006, and 2005 respectively. - .

The $24.8 million realized investment loss in 2007 was driven by the other-than-temporary impairmehl of
cur investment in RAM Re of $38.5 million. This loss was partially offset by a $12.7 million settlement gain
related to the favorable resolution of certain indemnification associated with the sale of our investment in SPS in
2005. The settlement gain reflects the extinguishment of our residual liability associated with SPS. The decline in
other income in 2007 was due to unrealized mark-to-market losses of $16.9 million on PMI Europe's CDS
derivative contracts as a result of the significant widening of market spreads. PMI Europe is party to seventeen
transactions classified as derivatives.

The significant increase in our losses and LAE in 2007 compared to 2006 was primarily due to loss reserve:
increases and higher claims paid in the U.S. and to a lesser extent, PMI Australia and PMI Europe. The increase
in U.S. Mortgage Insurance Operations’ losses and LAE in 2007 was due to 2 $733.8 million increase to net loss
reserves in 2007 and a $119.5 million increase in claims paid comparéd to 2006. The increases in 2007 reflected
the significant weakening of the housing and mortgage markets which drove higher default inventories, claim
rates and average claim sizes. The increase in our consolidated losses and LAE in 2006 compared to 2005 was
due primarily to increases in PMI Australia’s and U.S. Mortgage Insurance Operations” losses and LAE in 2006.
The increase in PMI Australia’s losses and LAE in 2006 compared to 2005 was due primarily to higher default
inventories, claim rates, and average claim sizes as a result of less favorable housing market conditions. The
increase in U.S. Mortgage Insurance Operations’ losses and LAE in 2006 compared to 2005 was due primarily to
higher claim rates caused by the weakening housing market and changes in the mix of PMI’s portfolio and higher
claim sizes caused by higher coverage levels and loan sizes.

The increase in amortization of deferred policy acquisition costs in 2007 compared to 2006 was primarily
due to an impairment of $33.6 million as a result of cur evaluation of the recoverability of the U.S. Mortgage
Insurance Operations’ deferred policy acquisition asset. The decrease in amortization of deferred policy
acquisition costs in 2006 compared to 2005 was primarily due to cost savings realized from our U.S. field office
restructurings in 2004 and 2006.

The decrease in other underwriting and operating expenses in 2007 compared to 2006 was primarily a result
of lower employee compensation expenses in 2007, The increase in other underwriting and operating expenses in
2006 compared to 2005 was primarily due to higher compensation expenses relating to our adoption of SFAS
No. 123R in 2006, partially offset by cost savings from our field office restructurings,

The decrease in interest expense in 2007 compared to 2006 and increase in 2006 compared to 2005 were
primarily due to debt and equity financing activities during 2006, '

We account for our unconsolidated subsidiaries and limited partnerships using the equity’ method of
accounting. Equity in losses from FGIC was $763.3 million in 2007 compared to equity in earnings of $98.5 and
$74.9 million in 2006 and 2005, respectively. FGIC’s financial results for 2007 were negatively impacted by net
unrealized mark-to-market losses of $1.9 billion, predominantly related to CDS derivative contracts, and loss
reserve increases of $1.2 billion in 2007 as a result of credit deterioration of insured collateralized debt
obligations comprised primarily of tranches of sub-prime RMBS and other CDOs, as well as direct exposure to
RMBS. FGIC’s 2007 mark-to market losses and additions to loss reserves reflect the significant weakening of the
[J.S. residential mortgage, housing, credit and capital markets. The increase in equity in earnings from FGIC in
2006 compared to 2005 was primarily due to an increase in premiums earned, the partial release of loss reserves
related to Hurricane Katrina, and higher investment income.
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+  We recorded income tax benefits of $212.1 million in 2007, compared to income tax expenses of $140.0
million in 2006. The effective tax rates were 18.8% for 2007 and 25.0%, for 2006 and 24.3%.for 2005. The
change in 2007 effective tax rates compared to 2006 was primarily due to the losses in our U.S. Mortgage
Insurance Operations and Financia! Guaranty segments. In 2007, a valuation allowance of approximately $168
million was established against deferred tax assets resulting from losses attributable to FGIC and RAM Re,
decreasing the effective tax rate. The change in our effective tax rate in' 2006 compared to 2005 was primarily
due to increases in our U.S. Mortgage Insurance Operations’ and'International Operations’ net income, excluding
net investment income and equity in earnings, which are taxed at effective tax rates between 30% and 35%.

Segment Results

The following table presents consolidated net income (loss) and net income (loss) for each of our segments
for the years ended:’

Percentage
Change

2007 2006

¥S. ¥S.

. 2007 2006 2005. 2006 2005

W, : - (Dollars in millions)

U.S. Mortgage Insurance Operations ., ............... $(190.8) $290.3 $2754 (165.%  54%
International Operations ........... P 55.0 103.5 105.5 46.9% (1.9%
Financial Guaranty ...........c.....ooiiiin.n (731.7) 97.3 72.2 — 34.8%
Corporate and Other ........ e 47.8) (71.4) (43.9) (33.)% 62.6%
Consolidated net (loss) income . ... .. e , $(915;3) $419.7  $409.2 — 2.6%

U.S. Mqrtgage Insurance Operations -

The results of U.S. Mortgage Insurance Operations include the operating resuits of PML CMG MI is
accounted for under the equity method of accounting and its resulis are recorded as equity in earnings from
unconsolidated subsidiaries. U.S. Mortgage Insurance Operations’ resuits are summarized in the table below.

Percentage
Change

2007 2006

¥S. ¥S.

2007 2006 2005 2006 2005

S ‘ (Dollars in millions)

Net premiums WIHEN « .. ...ttt et $ 7997 %6586 $667.1 - 214% (1.3)%
Premiums €armned . ... ..ooniii i, S 8009 $688.0 $665.2 164% 3.4%
Net investment iNCOME ... ..ottt unen e caaianes ‘ 1104 1059 1043+ 42% 15%
Netrealized gains . ... ... .. i, 4.6 38 4.6 211% (17.4)%

Otherincome (1oss) . ......oiviiiunnvnn. . [ 0.1 (0.1) — e —_
TOtal FEVENUES . . . ..o eveeeeeerneneenn e PO 9160 7976 7741 148% 3.0%
Lossesand LAE . ...... ... i i C1,096.1  263.0 2534 3168% 38%
Underwriting and operating expenses ........ N 179.9 1526, 162.8 17.9% (6.3)%
Total logses and expenses .. .......... e 1,276.0 4156 416.2 — (0.1)%

{Loss) income before equity in earnings from unconselidated ’

subsidiaries and INCOME AXES ... v\t virivnrnr e rrnanns (360.0) 3820 3579 (1942)% 6.7%
Equity in earnings from unconsolidated subsidiaries . .......... 17.1 20.3 18.8 (158)% 8.0%
(Loss) income before income taxes ................... ... .. (342.9) 4023 376.7 (1'85.2)% 6.8%
Income tax (benefit)expense ........... ... .., (152.1) 1120 1013 — 10.6%
Net(loss)income ..............ccovunernns TR $ (190.8) $290.3 $2754 (165.7)Y% 54%




Premiums written and earned—PMI’s net premiums written refers to the amount of premiums recorded
based on effective coverage during a given period, net of refunds and premiums ceded primarily under captive
reinsurance agreements. Under captive reinsurance agreements, PMI transfers portions of its risk written on loans
originated by certain lender-customers to captive reinsurance companies affiliated with such lender-customers.- [n
return, portions of PMI’s gross premiums written are ceded to those captive reinsurance companies. We received
$1.2 million in claim payments from captive trusts in 2007. As of December 31, 2007, assets in captive trust
accounts held for the benefit of PMI totaled approximately $700 million.

PMI’s premiums earned refer to the amount of premiums recognized as earned, net of changes in unearned
premiums. The components of PMI’s net premiums written and premiums earned are as follows:

Percentage
change _
2007 2006
¥S. VS,
2007 2006 2005 w 2005:_
(Dotars in millions) '
Gross premiums WrIllen . .. .. ... . e $1.001.4 $8392 358492 193% (l.)%
Ceded premiums, netof assumed . ......................... . (182.6) (167.8) (167.8) 88% —
Refunded premiums .. ... ... .. L e (19.1y  (12.8)  (14.3) 492% (10.9)%
Net premiums written ... ... e e e § 7997 $6386 $667.% 214% (1.))%

Premiumsearned ........... ... ..c...... e $ B009 3$688.0 %6652 164% 3.4%

.The increases in gross and net premiums writien and premiums earned in 2007 compared to 2006 were:
primarily due to higher levels of primary NIW, higher insured loan sizes, and higher average primary premium
rates. PMI’s average primary premium rates increased primarily as a result of changes in the business mix of
PMF’s portfolio. (For a discussion of these changes, see Credit and Porifolio Characteristics, below.) We expect
PMI's NIW generated through both its flow and structured finance channels to be lower in 2008 than in 2007,
Our expectations are based upon the continuing slowdown in the mortgage origination and secondary mortgage
markets and the previously described changes to PMI’s pricing and underwriting guidelines that have decreased
the types of loans that PMI will insure. The anticipated decrease in NIW.will negatively impact our premiums
written and earned in future periods. Higher persistency could partially offset this trend.

The decreases in gross and net premiums written in 2006 compared to 2005 were primarily due to two
single premium transactions totaling $47.3 million in premiums written in the fourth quarter of 2003, partially
offset by higher levels of modified pool premiums and increases in PMI’s average premium rates and average
insured loan balances in'2006. PMI’s premiums earned increased in 2006 compared to 2005 as a result of higher
average premium rates in 2006, partially offset by lower levels of earned premiums associated wnth loan
cancellations of single premium policies and lower levels of NIW.

As of December 31, 2007, 52.2% of PMI’s primary insurance in force and 52.3% of primary risk in force
were subject to captive reinsurance agreements compared to 52.9% and 53.2% as of December 31, 2006, and
53.4% and 54.4% as of December 31, 20035. The GSEs recently announced that, effective June 1, 2008, they will
prohibit approved mortgage insurers such as PMI from ceding new risk with gross risk or gross premium cedes
greater than 25% to captive reinsurers.

Net investment income—The increase in net investment income in 2007 compared to 2006 was primarily
due to an increase in municipal bond refundings in 2007. The pre-tax book yield was 5.22% at December 31,
2007, 5.34% at December 31, 2006, and 5. 21% at December 31,:2005.

Losses and LAE—PMY’s losses and LAE represent clalmq paid,, certain expenses related lO defdult
notification and claim processing and changes to loss reserves during the applicable period. Because losses and
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LAE includés changes to loss reserves, it reflects our best estimate of PMI's future claim payments and costs to
process claims relating to PMI’s current inventory of loans in default. Claims paid including LAE includes
amounts paid on primary and pool insurance claims, and LAE. PMI’s losses and LAE and related claims data are
shown in the following table, :

Percentage

Change
2007 2006
V8. VS.
2007 2006 2005 2006 2005
(Dollars in millions,
except claim size)
Claims paid including LAE .. ............................00 § 3623 82428 $2464 492% (1.5)%
Change in net loss reserves ........ e e 733.8 20.2 70 — 188.6%
Lossesand LAE . ... ... .. i $1,096.1 $263.0 $2534 — 38%
Number of primary claims paid ........ e PN 10,262 8,637 9,262 188% (6.)%
Average primary claim size (in thousands) ................... $ 321 $248 §232 204% 69%

Continuing deterioration of the U.S. housing and mortgage markets caused PMI's losses and LAE and
default inventory to increase significantly in 2007. We increased PMI's net loss reserves in 2007 by $733.8
million as a result of the increase in PMI’s default inventory (discussed under Defaults below), higher claim rates
and higher average claim sizes. Higher claim rates have been driven by, among other things, home price declines
and diminished availability of certain loan products, both of which constrain refinancing opportunities, and result
in a decrease in the percentage of the default inventory that is returning to current status. The increase in PMI’s
average claim sizes has been driven by higher loan sizes and coverage levels in PMI’s portfolio, and declining
home prices which limit PMI’s loss mitigation opportunities.

We expect claim rates and average claim sizes to continue to increase and our 2007 loss reserve increases
reflect this expectation. Future increases in these factors beyond our current expectations will negatively impact
losses and LAE. Changes in economic conditions, including mortgage interest rates, job creation, unemployment
rates and home prices could significantly impact our reserve estimates, and therefore, PMI’s losses and LAE. In
addition, changes:in economic conditions may not necessarily be reflected in PMI's loss development in the
period in which such changes occur, potentially leading to continued increases in losses and LAE even as
economic conditions improve.

The increase in claims paid including LAE in 2007 compared to 2006 was primarily due to higher claim
rates and higher average claim sizes discussed above. Because we expect these factors to continue to increase, we
also expect PMI's claims paid to be higher in 2008 than in 2007. Primary claims paid were $329.6 million in
2007, $214.0 million in 2006, and $214.9 million in 2005. Pool insurance claims pald were $21.0 million in
2007, $18.3 million in 2006, and $21.6 million in 2005.

The decrease in claims paid including LAE in 2006 compared to 2005 was primarily due to the decrease in
the number of primary claims paid in 2006, partially offset by highér claim sizes in 2006. The increase of net loss
reserves in 2006 compared to 2005 was due in part to changes in the business mix of its mortgage insurance
portfolio and the seasoning of NIW acquired through PMI's structured finance channel.

Defaults-—PMI’s primary mortgage insurance master policies define “default” as the borrower’s failure to
pay when due an amount equal to'the scheduled monthly mortgage payment under the terms of the mortgage.
Generally, the master policies require an insured to notify PMI of a default no later than the last business day of
the month following the month in which the borrower becomes three monthly payments in default. For reporting
and internal tracking purposes, we do not consider a loan to be in default until the borrower has missed two
consecutive payments. Depending upon its’ scheduled payment date, a loan delinquent for two consecutive
monthly payments could be reported to PMI between the 31 and the 60¢ day after the first missed payment.
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PMUI's primary default data are presented in the table below.

Percentage change/
variance
.As of December 31, 2?,27 2336
. 2007 2006 2005 2006 2005
Flow channel :
Loansindefault ..................... P 44,931 28,881 33,156+ 55.6% (12.9%
Policiesinforce ........... .. .. . i, 666,216 607,553 646,594 9.7% (6.0)%
Defaultrate ..........cccoviiiiinrnnnnnn. 6.74% 4.75% 5.13% 1.99pps  (0.38)pps
Structured channel
Loansindefault ............................ 18,266 11,116 9,546 64.3% 16.4%
Policiesinforce ............. o iviinnvnnn. 131,203 112,794 96,939 16.3% 16.4%
Defaultrate ............... ... ... .. ut.. 13.92% 9.86% 9.85%  4.06pps 0.01pps
Total primary , ‘
Loansindefault ............................ 63,197 39,997 42,702 58.0% (6.3)%
Policies inforce . ................ R, 797419 720,347 743,533 10.7% (3.1)%
Defaultrate ......... ... ... ... ... ..... 7.93% 5.55% 574%  238pps  (0.19)pps

The increases in PMI’s primary default inventory and default rate in 2007 have been driven by a number of
factors including:

Declining home prices—Declining home prices have made it significantly more difficult for certain
borrowers to refinance their mortgages. or sell their homes, and are negatively affecting PMI's default inventory
and default rate. As discussed above, the significant decline in the percentage of defaults that cure has alsc
negatively affected PMI’s default inventory and default rate. The declines in the percentage of defaults that cure:
have resulted from, among other things, a slowdown in the time to resolution of defaults (either through cure or
claim payment) some of which is attributable to significant backlogs in workout activity by loan servicers
attempting to resolve delinquencies and prevent foreclosures.

Above-975—PMI has experienced higher than expected levels of delinquent Above-97s in its flow and
structured channels, As of December 31, 2007, risk in force from Above-97s in all book years represented 24.6%
of PMI's primary risk in force compared to 17.6% as of December 31, 2006. The default rate for Above-97s in
PMI's primary portfolio as of December 31, 2007 was 9.1% compared to 6.6% as of December 31, 2006, PMI's
2007 book which is still in its tnitial stage of loss development, has been particularly affected by high levels of
delinquent Above-97s. Above-97s represented approximately 35.3% of PMI’s primary risk in force for 2007
book year.

Alr-A loans—The default rate for Alt-A loans was 13.9% as of December 31, 2007 compared to 5.7% as of
December 31, 2006. Risk in force from Alt-A loans represented 22.8% of PMI's pnmary risk in force as of
December 31, 2007 compared to 19.9% as of December 31, 2006.

2/28 hybrid ARMs—PMTI’s 2005 and 2006 structured finance books have been particularly affected by
delinquencies of 2/28 hybrid ARMs. As of December 31, 2007, risk in force from 2/28 hybrid ARMs in all book
years originated through PMI's structured finance channel represented 3.3% of PMI's primary risk in force
compared to 6.2% as of December 31, 2006, with the decrease reflecting underwriting guideline changes we
issued in late 2006. The default rate for 2/28 hybrid ARMSs as of December 31, 2007 was 38.6% compared to
16.0% as of December 31, 2006. The significant majority of 2/28 hybrid ARMs were insured by PMI in
connection with non-agency RMBS transactions.

Geographic factors—Declining home prices, particularly in California and Florida, and weak economic
conditions in Michigan, Indiana, Ohio, and Illinois (the “Auto States”) have negatively affected the development
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of PMI’s 2005, 2006 and 2007 portfolios. PMI's default rates in California and Florida increased steeply in 2007
from below PMI’s average default rate as of December 31, 2006 to well above it as of December 31, 2007. The
default rate from California as of December 31, 2007 was 10.9% compared to 3.6% and 2.3% as of
December 31, 2006 and 2005, respectively. The default rate from Florida as of December 31, 2007 was 10.6%
compared to 3.4% and 3.9% as of December 31, 2006 and 2005, respectively. As of December 31, 2007, risk in
force from California and Florida insured loans represented 8.1% and 10.8% of PMI's primary risk in force,
respectively. The average default rate of the Auto States as of December 31, 2007 was 10.6% compared to 8.1%
and 7.2% as of December 31, 2006 and 2003, respectively. As of December 31, 2007, risk in force from the Auto
States represented 13.6% of PMI’s primary risk in force.

As the 2003, 2006 and 2007 bocks continue to age under stressed market conditions, we expect PMI's
default inventory and default rate to be higher in 2008 than in 2007.

The decrease in PMI's primary defauli rate as ‘'of December 31, 2006 compared to December 31, 2005 was
primarily due to a decline in the number of primary loans in default, offset by a decrease in the number of
primary insurance policies in force. The decrease in flow loans in default was primarily due to high cure rates
associated with approximately 3,500 loans in default from hurricane impacted areas in 2005. Higher
concentrations of Alt-A and Above-97s contributed "to the increase in structured loans in default as of
December 31, 2006 compared to December 31, 2005.

"PMI's modified pool default data are presented in the table below.

Percentage change/
variance
" As of December 31, 2?27 2?26

" 2007 2006 2005 2006 2005
Modified pool with deductible o
Loansindefault .........o it ieienas 17,013 9,531 11,358 785% (16.1)%
Policies Inforce ... ..o i vas 234,694 204011 156,534 15.0% 30.3%
Defaultrate ..........ccoiiii i 7.25% 4.67% 726% 2.58pps (2.59)pps
Modified pool without deductible
Loans in default . ... .. e e e 7.441 2,258 3,186 — (29.1Y%
Policies in force . . .. .. e e e 66,421 86,370 42,009 (23.1)% 105.6%
Defaultrate .. ... ... i i e 11.20% 2.61% 7.58% 8.59pps (4.97)pps
Total modified pool ' ' '
Loansindefault .. ........ ... .. ¢ ot 24,454 11,789 14,544 107.4%  (18.9Y%
Policies INfOrCE ... . 0o i e e e 301,115 290,381 198,543 3.7% 46.3%
Defanltrate ..........ccocimmiiiiiiiiiniienn. 8.12%  4.06% 7.33% 4.06pps (3.27)pps

The increase in PMI’s total modified pool default rate from December 31, 2006 to December 31, 2007 was
primarily due to the increase in loans in default, partially offset by the increase in new modified pool policies
written in 2007. We expect PMI's modified pool default rate to increase in 2008 as PMI's modified pool
portfolio seasons. However, we believe that PMI's modified pool insurance products’ risk reduction features,
including a stated stop loss limit, exposure limits on each individual loan in the poo! and, in some cases,
deductibles, reduce our potential loss exposure on lpans insured by those products. In 2007, we did not write any
maodified poo!l without deductibles.

The decrease in modified pool loans in default in 2006 was driven by higher numbers of delinquencies in
the fourth quarter of 2005 from hurricane impacted areas and higher cure rates in 2006 in those areas.

94



Total pool loans in default (which includes modified and other pool products) as of December 31, 2007,
2006 and 2005 were 29,143, 15,898, and 20,379, respectively. The default rates for total pool loans as of
December 31, 2007, 2006, and 2005 were 7.76%, 4.24%, and 6.84%, respectively.

Total underwriting and operating expenses—PMI’s total underwriting and operating expenses are s
follows:

Percentage

Change _

2007 2005

VS, ¥S.

2007 2006 2005 2006 2005

(Dollars in millions)

Amortization of deferred policy acquisition costs .. ............ $842 3520 %596 61.9% (12.8)%
Other underwriting and operating expenses .................. 95.7 1006 1032 (49% (2.5)%
Total underwriting and operating expenses ................ .. 81799 §$1526 $162.8 17.9% (6.3)%

Policy acquisition costs incurred and deferred ................ $512 $487 $ 528 5.1% (1.3)%

PMI’s policy acquisition costs are those costs that vary with, and are related to, our acquisition,
underwriting and processing of new mortgage insurance policies, including contract underwriting and sales
related activities. To the extent that we are compensated by customers for contract underwriting, those
underwriting costs are not deferred. We defer policy acquisition costs when incurred and amortize these costs in
proportion to estimated gross profits for each policy year by type of insurance contract (i.e. monthly, annual and
single premium). Policy acquisition costs incurred and deferred are variable and fluctuate with the volume of
new insurance applications processed and NIW. The increase in amortization of deferred policy acquisition costs
in 2007 compared to 2006 was primarily due to a $33.6 million impairment of PMI’s deferred acquisition costs
based on our recoverability analysis of deferred costs relating to new mortgage insurance policies acquired in
2007. The impairment of all remaining costs associated with the 2007 book year as of December 31, 2007 was
driven by our expected loss development under various scenarios and our determination that the remaining costs
were not recoverable. The decrease in amortization of deferred policy acquisition costs in 2006 compared to 2002
was primarily due to expense savings realized from field office restructurings in 2006. PMI’s deferred policy
acquisition cost asset was $10.5 million, $43.5 million and $48.3 million as of December 31, 2007, 2006 and
2005, respectively.

Other underwriting and operating expenses generally consist of all costs that are not attributable to the
acquisition of new business and are recorded as expenses when incurred. Other underwriting and operating
expenses decreased in 2007 compared to 2006 primarily as a result of lower employee compensation expenses
and pension costs as a result of an amendment to our retirement plan. See Item 8. Financial Statements and
Supplementary Data—Note 15. Benefit Plans. Other underwriting and operating expenses in 2006 were reduced
by a $7.5 million re-allocation of certain costs from U.S. Mortgage Insurance Operations to our Corporate and
Other segment as a result of a refirement of our allocation of operating costs between segments.

PMI incurs underwriting expenses related to contract underwriting services for mortgage loans without
mortgage insurance coverage. These costs are allocated to PMI Mortgage Services Co., or MSC, which is
reported in our Corporate and Other segment, thereby reducing PMI's underwriting and operating expenses.
Contract underwriting expenses allocated to MSC were $13.1 million in 2007 compared to $12.7 million in 2006
and $18.7 million in 2005. '

Egquity in earnings from unconsolidated subsidiaries—U.S. Mortgage Insurance Operations’ equity in
earnings are derived entirely from the results of operations of CMG Mi. Equity in earnings from CMG Ml
decreased in 2007 compared to 2006 primarily as a result of higher losses and underwriting expenses, partially
offset by higher premiums earned. Equity in earnings from CMG MI increased in 2006 compared to 2003
primarily as a result of higher premiums earned due to insurance in force and risk in force growth.
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Ratios-—PMLI’s loss, expense and combined ratios are shown below.

Variance
As of December 31, 2327 2326
2007 w ﬂ 2006 2005
LOSS TAtIO .+ vt vee ettt oo et e e 136.9% 382% 38.1% 987pps 0.1 pps
Expenseratio ...t 225% 232% 244% (0.7)pps (1.2)pps

Combined Fatio ..........c.ccoeiiiiiiiiiiiiaan 1594% 61.4% 62.5% 98.0pps (1.1)pps

PMI’s loss ratiol is the ratio of losses and LAE to premiums earned. The loss ratio increased in 2007
.compared to 2006 as a result of higher losses and LAE, partially offset by higher premiums earned. The loss ratio
remained flat in 2006 compared to 2005 as a result of higher premiums earned oftfset by higher losses and LAE.

PMI’s expense ratio is the ratio of total underwriting and operating expenses to net premiums written. The
decrease in PMI's expense ratio in 2007 compared to 2006 was primarily due to an increase in net premiums
written and a decrease in employee compensation expenses, partially offset by an increase in amortization of
deferred acquisition costs. The decrease in PMI’s expense ratio in 2006 compared to 2005 was primarily due to
the decrease in amortization of deferred policy acquisition costs and the re-allocation of costs to our Corporate
and Other segment, partially offset by a decrease in net premiums written. The combined ratio is the sum of the
loss ratio and the expense ratio. i

Primary NIW—The components of PMI's primary NIW are as follows:

Percentage
Change
2007 2006
' ¥S. ¥S.
2007 2006 2005 2006 2005
{(Dollars in millions)
Primary NIW: :
Flowchannel . ... .. ... .. . . i $37,584 $23,270 $28,194 61.5% (17.5)%
Structured finance channel ... ....... e 8,549 8,964 7740 (4.6)% 158%

Total primary NIW .. ... e $46,133  $32,234 $35934 43.1% (103)%

"' The increase in PMI's flow channel NIW in 2007 was driven by a larger private mortgage insurance market.
We believe that the private mortgage insurance market grew in 2007 primarily as a result of a decline in the
origination of alternative loan products, particularly 80/20 piggyback loans, that do not require mortgage
insurance. We believe that the decline in the use of alternative products was due to both diminished demand in
the capital markets for these products and increased concern on the part of portfolio lenders with respect to rising
credit losses in an environment of declining home prices. We also believe that the private mortgage insurance
market increased as a result of tax deductibility for eligible borrowers of borrower-paid mortgage insurance
premiums relating to loans closed in 2007, We expect PMI's NTW generated through both its flow and structured
finance channels to be lower in 2008 than in 2007. Our expectations are based upon the continuing slowdown in
the mortgage origination and secondary mortgage markets and the previously described changes to PMI’s pricing
and underwriting guidelines that have decreased the types of loans that PMI will insure.

The decrease in PMI's primary NIW in 2006 compared to 2005 was primarily driven by increasingly
competitive flow pricing and a reduction in the size of the flow private mortgage insurance market.

Modified pool insurance—PMI currentiy offers modified pool insurance products that may be attractive to
investors and lenders seeking a reduction in the severity of the impact of borrower defaults beyond the protection
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provided by existing.primary insurance or with respect to loans that do not require primary insurance, or for
capital relief purposes. PMI wrote $0.4 billion of modified poel risk in 2007 compared to $0.7 billion of
modified pool risk in 2006 and $0.3 billion in 2005. We expect to write less modified pool risk in 2008. Modified
pool risk in force was $2.9 billion at December 31, 2007, $2.5 billion at December 31, 2006, and $1.8 billion at
December 31, 2005. '

Insurance and risk in force—PMI's primary insurance in force and primary and pool risk in force are
shown in the table below. - ‘ ' '

~ Percentage

Change/variance

As of December 31, 2?27 ’ 232_6

2007 2006 2005 2006 2005

' (Dollars in millions) )
Primary insurance in force . ,............. e $123,623 $102,635 $101,090 20.4% 1.5%
Primaryriskinforce .. ... ... .. ... ... ... ... ... .. $ 30,967 3 25,711 $ 2497} 20.4% 3.0%
Poolriskin force® ... .. ... . ... .. i, $ 3464 $§ 3,216 $ 2,589 1.7% 24.2%
Policy cancellations—primary {year-to-date) ......... $ 25145 % 30,689 $ 40,165 (18.1)Y% (23.6)%
Persistency—primary .. ......... ... oo 75.5% 69.6% 619% 59pps 7.7 pps

* Includes medified pool and other pool risk in force

Primary insurance in force and risk in force as of December 31, 2007 increased from December 31, 2006
primarily as a result of lower policy cancellations and higher levels of NIW. Primary insurance in force and risk:
in force as of December 31, 2006 increased from December 31, 2005 due primarily to lower policy cancellations,
partially offset by lower levels of NIW, The improvement in PMI's persistency rate, which is based on the
percentage of primary insurance in force at the beginning of a 12-month period that remains in force at the end of
that period, reflects lower levels of residential mortgage refinance activity and home price declines.

Credit and portfolio characteristics—PM] insures less-than-A quality loans and Alt-A loans through all of
its acquisition channels. Less-than-A quality loans generally include loans with credit scores less than 620. We
consider a foan Alt-A if it has a credit score of 620 or greater, and the borrower requesis and is given the option
of providing reduced-documentation verifying income, assets, deposit information, and/or employment. PMI’s
2007 NIW consisted of a higher percentage of less-than-A quality loans, We believe the higher percentage of
these loans was driven by the growth of GSE market outreach programs. However, because of our recent
guideline changes, we do not expect this trend to continue in 2008. The following table presents PMI’s less-
than-A quality loans and Alt-A loans as percentages of its flow channel and structured finance channel primary
NIW: .

2007 2006 2005
(Dollars in millions)

Less-than-A quality loan amounts and as a percentage of:

Primary NIW—flowchannel ............................ $ 3067 8% $ 1,153 5% $ 1588 6

Primary NIW—structured finance channel ............... .. 1,605 19% 838 9% 1,084 14

Total primary NIW . ... ... . $4672 10% $ 1991 6% $ 2672 7

Alt-A loan amounts and as a percentage of:

Primary NIW—flowchannel ............................ $11,242 30% $ 6,691 29% $ 7.425 26

Primary NIW.—structured finance channel .., .............. 1,397 16% 4,410 49% 3,002 39¢
Total primary NYW ... o $12,639 27% $11,101 34% $10427 29
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The following table presents PMI's ARMs (mortgage loans with interest rates that may adjust prior to their
fifth anniversary) and Above-97s (loans exceeding 97% LTV) as percentages of its flow channel-and structured

a

finance channel primary NIW: : ‘
| ' 2007 2006

(Dollars in millions)

ARM amounts and as a percentage of: . . . .

Primary NIW—flow channel ............................ $ 1907 5% $3.802
Primary NIW—structured finance channel ................. 2,238 26% 4,081
Total primary NIW ... $ 4145 9% $7,883
97% or higher LTV loan amounts and as a percentage of:

Primary NIW—flow channel .......... e $11,757 31% $4,835
Primary NIW—structured finance channel ................. 2,821 33% 1,386
Total primary NIW ... i $14,578 32% 3$6,221

16%
46%

24%

21%
15%

19%

2005

$ 6,024
5,889

$11,913

21%
16%

33%

14%
11%

13%

Interest only loans, also known as deferred amortization loans, and payment option ARMs have more
exposure to declining home prices than fixed rate loans or traditional ARMs. Borrowers with interest only loans
do not reduce principal during an initial deferral period. In 2007, interest only loans were insured primarily
through PMI’s flow channel and such loans were primarily sold to the GSEs. The vast majority of interest only
loans insured in 2007 have ten year terms and are subject to additional underwriting criteria to limit the potential
for layered risk. With a payment option ARM, a borrower generally has the option every month to make a
payment consisting of principal and interest, interest only, or an amount established by the lender that may be
less than the interest owed in which case the interest shortfall is added to the principal amount of the loan, The
following table presents PMI’s interest only loans and payment option ARMs as percentages of its flow channel

and structured finance channel primary NIW for the years ended:

2007 2006

Interest only loan amounts and as a percentage of: .

Primary NIW——flow channel ................ . $8,296 22% $3,507
Primary NIW—structured finance channel ................ L. 1025 12% 2,329
Total primary NIW ........ e e $9,321 20% $5.836
Payliient option ARMSs amounts and as a percentage of: .

Primary NIW—flowchannel ................ ... ... e 31,252 3% $2,617
Total primary NIW .. ... ... i $1,252 3% $2,617

o8

(Dollars in millions)

15%
26%
18%

11%
8%

2005

$3,235
2,386

$5,621

$2,799
32,799

11%
31%

16%

10%
3%




The following table presents PMI’s less-than-A quality loans, Alt-A loans, ARMs, Above-97s, interest onl,
and payment option ARMs loans as percentages of primary risk in force as of December 31 for the years
presented:

C . 2007 2006 2005

As a percentage of primary risk in force:

Less-than-A Quality loans (FICO scores below 620) ......... e 8% 8% Y%
Less-than-A Quality loans with FICO scores below 575 .. ... . oiiin e, 2% 2% 1%
F N L U T T 23% 20% 17%
ARMSs (excluding 2/28 Hybrid ARMS) ... ..o it i et i 10% 13% 14%
2i28 Hybrid ARMS . ... . e e e 3% 6% €%
ABOVE-075 (AB0VE 9700 LTV 8 .ottt ittt ettt ettt et et i 25% 18% 14%
InterestOnly .. ................ e e e e e e 14% 10% €%
Payment Option ARMs ......... e e 4% 5% 3%

* Less-than-A with FICO scores below 573 is a'subset of PMI’s less-than-A quality loan portfolio

As shown in the table above, PMI's primary risk in force as of December 31, 2007 consisted of highe{'
percentages of Above-97s, interest only and Alt-A loans compared to December 31, 2006. We believe that these

- percentage increases generally reflected higher concentrations of these loans in the mortgage origination and

private mortgage insurance markets in 2006 and early 2007. In 2007, however, the percentages of PMI's NIW
comprised of Alt-A loans and ARMs significantly decreased as a result of changes in the mortgage origination
market and PMI’s underwriting guidelines. We expect these decreases to continue. The higher percentages of
Above-97s in PMI's pnmary risk in force and NIW is consistent with trends in the mortgage origination marke!
and reflects the decline in alternative loan product ongmauons (particularly 80/20 loans) which serve as
substitutes for Jow down payment mortgages that typically require mortgage insurance. Effective March 1, 2008,
PMI will no longer insure Above-97s through its primary flow channel. '

PMI expects higher default and claim rates on Above-97s, 2/28 hybrid ARMs and Alt-A loans. While we
incorporate these assumptions into our underwriting approach, portfolio limits, pricing and loss and claim
estimates, in 2007 we experienced higher delinquencies than expected for each of these loan types. )

[ v i '
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International Operations :, - ..

lnternational Operations’ results include’ our” Australian subsidiaries, collectively referred to'as _PMI
Australia; our Irish subsidiaries, collectively referred to as PMI Europe; PMI Asia; and PMI Canada. PMI
Canada, our Canadian mortgage insurer, began offering residential mortgage insurance products in 2007,

Reporting of financial and statistical information for International Operations is subject to foreign currency
rate fluctuations in translation to U.S. dollar reporting. Our Imematronal Operations segment’s net mcome for the
last three years is summarized as follows

Percentage
Change |

2007 2006
¥S. VS,
2007 2006 2005 2006 2005

. . r . (USD in millions) i
PMI Australia ................... e e $800 % 85 % 885 (5.3)% (4.5)%

PMIEUIOPE . oovivteeieieeiee e e S (334) 119 98 — 214%
PMILASIZ .ottt e 103 7.1 72 451% (14)%
PMICanada ......... e e P 19 — - - =

[ntemaiionalOperalionsnetincome..........................: $55.0 %1035 $]055 46.9% (1.9%

The decrease in Internationat Opetations’ net income in 2007 corrlpared to 2006 was primarily due to higher
losses and LAE in Australia and Europe, and unrealized mark-to-market losses on PMI Europe’ s CDS contracts
accounted for as dertvatives, partlally offset by h|gher premiums earned and ret investmént income in Australia.
The decrease in International Operauons net income in 2006 compared to 2005 was primarily due to higher
losses and LAE in PMI' Austraha partially offset by increased premiums earned and net investment income in
Australia and an increase in income from changes in the fair value of PMI Europe’s credit default 'swaps in"2006.

The changes in the average foreign currency exchange rates from 2006 to 2007 positively impacted
International Operations’ net income by $5.3 million primarily due to the strengthenmg of the Australian dollar
relative to the U.S. dollar. The change in the average foreign currency ‘exchange ratés fiom Decermber 31, 2005 to
December 31, 2006 negatively impacted our International Operations’ net income by $0.9 million primarily due
to the weakening of the Australian dollar relative to the U.S. dollar. The average exchange rates between U.S.
dollars and Hong Kong dollars did not fluctuate significantly in 2007 and 2006. The foreign currency translation
impact is calculated using the period over period change in the average exchange rate to the current period
ending net income in the local currency.

In 2007, we purchased Australian dollar and Euro foreign currency put options designed to partially mitigate
the negative financial impact of a potential strengthening of the U.S. dollar relative to the Australian dollar or the
Euro. The options had an aggregate pre-tax. cost of $1.3 million. International Operations’ net income for 2007
was reduced by $1.3 million pre-tax, related to these put options. In early 2008, we purchased Australian dollar
foreign currency put options with an aggregate pre-tax cost of $1.1 million.
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PMI Australia

The table below sets forth the financial results of PMI Australia for the years ended:

Percentage
Changefvariance
2007 2006
¥S§. vS.
2007 2006 2005 2006 -%ﬁ
- . (USD in millions)
Net premiums written . . ... ... S $210.1 $184.0 §I51.9 142% 21.1%
Premiumsearned . ... ... . i $167.1 $1454 31238 149% 17.4%
Netinvestmentincome ............ ...t 72.5 54.7 46.8 25% 169%
Net realized investment gains .. .................. ..., 02 24 0.2 OiN% —
Otherincome (10S8) . ...t e 0.9 (0.5) — —_ . -
Totalrevenues . ......... . .o 240,7 2020 1708 19.2% - 18.3'%
Lossesand LAE ................... RIS RN 77.5 36.3 25  1135% —
Other underwriting and operating expenses .. ........... Lie. o 486 0 449 430 T 8.2% 4.4%
Total losses and expenses .......oovveeiii i, 126.1  81.2 455 55.3% 78.35%
Income before income taxes . . ........ e 1146 1208 1253 5.0)% (G.0%
INCOMEtAXES . . oo v vt et e eineaenss S e 346 36.3 36.8 @.n% (1.4)%
NELIICOME .o e ettt e, $ 800 %845 § BRS G.3% (4.5)%
Lossratio ... .. e e " 464% 250% 20%  21.4 pps 23.0pps
Expenseratio . .......... .. it . 23.1% 243% 283% (1.2) pps (4.0) pps

The average USD/AUD currency exchange rates were 0.8389 in 2007, 0.7535 in 2006, and 0.7621 in 2005.
Changes in the average USD/AUD currency exchange rates positively impacted PMI Australia’s net income in
2007 by $8.1 million, and the change in the average USD/AUD currency exchange rates from 2005 to 2006
negatively impacted PMI Australia’s net income by $1.0 million- in 2006. Net income from PMI Australia’in
2007, 2006 and 2005 includes pre-tax foreign currency put option costs of $t.2 million, $1.2 million, and $1.6
million, respectively.

Premiums written and earned—PMI Australia’s insurance portfolio consists primarily of single premium
policies. Written premiums are earned in accordance with the expected expiration of policy risk. Accordingly,
written premium associated with a single-premium policy is recognized as earned over a period up to nine years,
with the majority: of the premium recognized as earned in years two through four. In the event of policy
cancellation, any unearned portion of the associated premium is recognized as earned upon notice of
cancellation. The increases in PMI Australia’s premiums written and eamned in 2007 compared to 2006 were
driven by the continued strengthening of the Australian dollar relative to U.S. dollar, growth in its flow business
and higher levels of premiums release due to growth in insurance in force. The increases in PMI Australia’s
premiums written and earned in 2006 compared to 2005 were primarily due to NIW, the scheduled release of
unearned premiums to earned associated with PMI Australia’s growth in insurance in force, and higher levels of
policy cancellations in 2006.

Net investment income—The increase in net investment income in 2007 compared to 2006 was due to the
growth of PMI Australia’s investment portfolio, a strengthening Australian dollar relative to the U.S. dollar and a
higher book yield. PMI Australia’s investment portfolio, including cash and cash equivalents, increased to $1.3
billion at December 31, 2007 from $1.1 billion at December 31, 2006. The increase in net investment income in
2006 compared to 2005 was due primarily to the growth of PMI Australia’s investment portfolio, including cash
and cash equivalents, to $1.1 biltion at December 31, 2006 compared to $877.2 million at December 31, 2005.
The pre-tax book yield was 6.3% at December 31, 2007, 6.1% at December 31, 2006 and 5.9% at December 31,
2005. The increases in book yield in 2007 and 2006 were primarily due to higher interest rate environments.
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Losses and LAE—PMI Australia’s tosses and LAE and related claims data are shown in the following
table:

Percentage
" . Change

2007 2006
vs. Vs,
2007 2006 2005 2006 2005
(USD in millions, except
average claim size)

Claims paidincluding LAE ............ ... ..o $474 3155 $33 — —

Change in net J0SSTESEIVes . ..........oovveiiiii i 300 208 (0.8) 44.7% —
Lossesand LAE ... ... . oo i i e $715 $363 $ 25 1135% -
Average claim size (USD inthousands) . ........ ... ... .. .. ... ... 654 514 351 272% 464%
Number of claims paid ......... v 725 302 93 140.1% —

The increases in claims paid including LAE in 2007 and 2006 compared to their prior years were
attributable to increases in interest rates in 2007 and 2006, and moderating home price appreciation and home
price declines which in tum, caused PMI Australia’s claim rates and average claim sizes to increase. We
increased PMI Australia’s net loss reserves in 2007 and 2006 by $30.1 million and $20.8 million, respectively,
primarily due to increases in PMI Australia’s default inventory, higher claim rates and higher average claim
sizes.

1

Default data is presented in the following table:

As of December 31
. . Percentage
. ot ) 2007 2006 Change/Variance

Policiesinforce ...t e 1,051,853 1,055,057 0.3)%
Loansindefault .............. e e e . 2,666 2281 | 169%
Totaldefault rate ... ... .ttt i e 0.25% 0.22%  0.03 pps
Flow defaultrate . ...t iiaii e 0.34% 031% . 0.03pps
RMBS (residential mortgage-backed securities) defaultrate ......... 0.13% 0.06% 0.07 pps

Underwriting and operating expenses—Underwriting and operating expenses increased in 2007 compared
to 2006 primarily due to a stronger Australian dollar relative to the U.S. dollar and growth in the business. A
decrease in profit sharing commissions due to increased loss ratios and a decrease in exchange commissions due
to changes to PMI Australia’s reinsurance arrangements partially offset the expense increase. Underwriting and
operating expenses in 2006 increased slightly compared to 2005 primarily due to higher compensation expenses.
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NIW, insurance and risk in force—PMI Australia’s NIW includes flow channel insurance and insurance cn
RMBS. RMBS transactions include insurance on seasoned portfolios comprised of prime credit quality loans that
have LTVs often below 80%. The following table presents the components of PMI Australia’s NIW for the years
ended, insurance in force and risk in force as of, December 31 of the years presented:

Percentage

Change _

2007 2006

Vs, ¥S.

2007 2006 2005 2006 2005

(USD in millions) v

Flow insurance written ............. e $ 22758 § 20426 $ 18,321 11.4% 11.5%
RMBS insurance written . . .............. S, e 14,743 20,012 10,671 (26.3)% R7.5%
Total NIW Lo i e i e $ 37501 § 40438 § 28,992 (7.3)% 39.5%
Insurance inforce ... $175,529 $148,765 $119,915 18.0% 24..%
Riskinforce ... ..o e $161,404 $135,541 $108,751 19.1% 24.6%

Total NIW for 2007 decreased compared to 2006 primarily due to the successful execution of major RMBS
transactions in 2006, partially offset by an increase in flow channel NIW and a strengthening of the Australian
dollar relative to the U.S. dollar. We expect RMBS NIW to decrease in 2008 as a result of expected RMBS
market declines and recent rating agency actions affecting PMI and PMI Australia. The increases in insurance in
force and risk in force as of December 31, 2007 compared to December 31, 2006 were driven by continuec.
business writings in excess of policy terminations and a stronger Australian dollar against the U.S. dollar. The
increase in NIW generated by PMI Australia’s flow channel and RMBS channe! in 2006 compared to 2005 was
primarily due to higher demand for flow and RMBS-related insurance and to streamlined flow product offerings
and new marketing initiatives in 2006.

" PMI Europe
The following table sets forth the financial results of PMI Europe for the years ended.:

Perceniage Change

2007 2006
. ¥S. vS,
: 2007 2006 2005 2006 2005
(USD in millions)
Net premiums Written . ., vt ieatnnnas, $141 3110 $89 282% 23.6%
Premiumsearned ............... ... . . i $144 3162 $17.5 (Qi.O% (4%
Realized pains from credit defaultswaps . ...................... 25 7.4 24 (66.2)% 208.3%
Unrealized loss on credit defaultswaps ........................ (169) — — — —
Net (loss) income from credit default swaps .................... (144) 74 - 24 — 208.3%
Net investment inCOME . . .. ...ttt ir i rernnrinennnes 8.6 9.3 9.9 (7.5Y% (6.1)%
Net realized (losses) gains ......... ... ... i iiiiin s, 0.2) 1.1 0.1 Q18.2Y% —.
Other (J0SS) INCOME . ..ottt e e 0.1 (0.1) 0.5 -— (120.0)%
Totalrevenues ........... ..ottt 83 339 302 (755)% 12.3%
Lossesand LAE . ... ... .. .. . . 26.8 3.2 1.9 —_— 68.4%
Other underwriting and operating expenses . . ................... 175 123 132 423% (6.8)%
Total losses and eXpenses . .......oovvvveeennrianen., 443 155 151 1858%  2.6%
(Loss) income before taxes ..............uiiiiiiiniiinnnnn.. - (360) 184 151 & -~ 21.9%
Income tax (benefit)expense ............... ... ...t e 26) 635 53 (140.0)% 22.6%
Net(loss)income ..................c. ..., [ $(33.4) 5119 3 9.8 — 21.4%




The average USD/Euro currency exchange rate was 1.3709 in 2007, 1.2566 in 2006 and -1.2444 in 2005,
Changes in the average USD/Euro currency exchange rates from 2006 to 2007 negatively impacted PMI
Europe’s financial results by $2.8 million in 2007. Changes in the average USD/Euro currency exchange rates
from 2005 to 2006 favorably impacted PMI Europe’s net income by $0.1 million in 2006, Net income from PMI
Europe in 2007 includes a $0.1 million pre-tax realized loss related to foreign currency put options, 2006
includes a $0.1 million pre-tax realized loss and 2005 includes a $0.4 million pre-tax realized gain related to
foreign currency put options.

Premiums written and earned—Net premiums written increased in 2007 compared to 2006 primarily due to
growth in primary NIW, particularly in Italy. The decreases in premiums earned in 2007 compared to 2006 and
2006 compared to 2005 were due primarily to decreases in premiums earned associated with the Royal & Sun
Alliance (“"R&SA™) insurance portfolio acquired in 2003. We recognize premiums associated with the acquired
portfolio in accordance with established earnings patterns that are based upon management’s estimation of the
expiration of the portfolio’s risk. As the portfolio continues to age, we expect premiums earned and risk in force
associated with the portfolio to continue to decline.

Net (loss) income from credit default swaps—PMI Europe is currently a party to seventeen credit default
swaps contracts that are classified as derivatives. We recorded an unrealized mark-to-market loss of $16.9
mitlion on PMI Europe’s CDS derivative contracts in 2007 as a result of the significant widening of market
spreads. Credit deterioration predominantly in the U.S. sub-prime market has impacted market spreads in
international markets, including spreads on PMI Europe’s CDS portfolio which relates only to European prime
mortgage risks. Continuing volatility of market spreads may lead to positive or negative fair value adjustments of
these” contracts in the future. In our view, the volatility of these market spreads does not reflect the credit quality
of PMI Europe’s European CDS portfolio and we do not expect that these spread-driven changes in fair value
will have a significant impact on future estimated net cash flows. We believe that market conditions and capital
constraints could limit PMI Europe’s opportunities to participate in CDS transactions in 2008. We recorded
realized mark-to-market gains of $7.4 million and $2.4 million for the years ended December 31, 2006 and 2005,
respectively.

Net investment income—PMI Europe’s net investment income consists primarily of interest income from
its investmént portfolio including cash deposits, and gains and losses on foreign currency re-measurement. The
pre-tax book yield was 4.5%, 4.3% and 4.5% for December 31 2007; 2006 and 2005, respectively. The decrease
in net investment income in 2007 compared to 2006 was primarily due to foreign currency re-measurement,
partially offset by an increase in PMI Europe’s investment portfolio, including cash and cash equivalents. Net
investment income decreased in 2006 compared to 2005 primarily due to a decline in the average invesiment
* portfolio balance in 2006 caused by the payment of profit sharing obligations.

PMI Europe’s investment portfolio, including cash and cash equivalents, was $254.2 million as of
"December 31, 2007, $215.3 million as of December 31, 2006, and $216.3 million as of December 31, 2005. The
increase in the investment portfolio, including cash and cash equivalents, in 2007 was primarily due to the
strengthening of the Euro relative to the U.S. dollar, and the capital contribution from PMI of $8 million. The
decrease in PMI Europe’s investment portfolio in 2006 was primarily driven by the payment of an accrued profit
commission relating to the termination of future profit sharing obligations on the R&SA portfolio.

Losses and LAE—PMI Europe’s losses and LAE includes claim payments and changes in reserves during
the applicable period with respect to mortgage insurance in force and credit default swaps accounted for as
insurance. Claim payments {(excluding payments for CDS accounted as derivatives) totaled $5.1" million in 2007
compared to $1.9 million in 2006, and $1.0 million in 2005. We increased PMI Europe's loss reserves by $23.7
million in 2007 primarily due to a loss provision related to the deteriorating performance of a small number of
U.S. exposures on which PMI Europe provided reinsurance coverage, and higher delinquencies associated with
certain credit default swaps accounted for as insurance and PMI Europe’s Italian primary mortgage insurance
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portfolio. Losses and LAE increased in 2006 and 2005 primarily due to lower than expected cure rates and higher
loss severities, offset in part by decreases in reserves associated with R&SA.

Underwriting and operating expenses—The increase in underwriting and operating expenses in 2007
compared to 2006 was primarily due to expenses related to our continuing expansion in Europe and also due to a
strengthening of the Euro against the U.S. dollar. The slight decrease in underwriting and operating expeases in
2006 compired to 2005 was primarily due to a reduction.in provisions for profit sharing obligations on the
R&SA portfolio, partially offset by a growth in headcount.

Risk in force—PMI Europe’s risk in force increased to $9.4 billion as of December 31, 2007 from $3.9
billion at December 31, 2006 and $2.8 billion at December 31, 2005. The increase in 2007 compared to 2006 wag
primarily due to new credit default swaps written in 2007, increased primary insurance written and the
strengthening of the Euro against the U.S. doltar. The increase in 2006 compared to 2005 was the result of new
risk-remote credit default swaps written in 2006.

PMI Asia

The following table sets forth the financial results of PMI Asia:

; Percentage Change
2007 2006* 2005* 2007 vs. 2006 2006 vs. 2005
(USD in millions}) .
Net reinsurance premiums Written . ... .................. $95 §$67 5184 41.8% (63.6)%
Reinsurance premiumsearned ... ...................... 511.0 5109 $11.0 0.9% 0.9%
NelinveSIMeNt iNCOME . .. ..o et e e e e 27 1.8 04 50.0% —
TOtal TEVENUES ..o\t ee s 13.7 127 114 7.9% 11.4%
Lossesand LAE ....... ... i, — 04 (0.1 — —
Underwriting and operating expenses ................... 2.0 1.2 04 66.7% -. —
Total losses and expenses . . ....................... 2.0 1.6 03 25% —
Income beforetaxes ........ ... i, 1.7 1.1 1Ll ‘I 5.4% —_
Income tax eXpense ... ...ttt 1.4 4.0 39 (65.0)% 2.6%
NELINCOME . ..ottt et et e e e e et . 5103 §7.1 §72 45.1% (1.4)Y%

* 2006 comparative numbers include results of PMI's Hong Kong Branch.

The average USD/HKD currency exchange rate was 0.1282 for 2007, 0,1287 for 2006, and 0.1286 for 2003.
Changes in the average USD/HKD currency exchange rates from 2006 to 2007 and from 2005 to 2006 did not
significantly impact PMI Asia’s net income.

Premiums written and earned—Effective June 30, 2006, PMI Asia assumed all morigage risk previously
ceded to PMI's Hong Kong branch. The increase in reinsurance premiums written and earned in 2007 compared
to 2006 was primarily due to higher levels of mortgage origination-activity in Hong Kong in 2007, partially
offset by the increased retention of risk by PMI Asia’s leading customer,

Net investrnent income—Net investment income increased in 2007 and 2006 compared to their prior years
primarily due to growth in PMI Asia’s investment portfolio as a result of the transfer of PMI's Hong Kong
investment portfolio to PMI Asia in 2006. PMI Asia had total cash and investments of $70.6 million and $62.4
million as of December 31, 2007 and 2006, respecuvely

Income taxes—The transfer of PMI’s Hong Kong mortgage reinsurance portfolio to PMI Asia resulted ina
$1.1 million tax charge in the second quarter of 2006. PMI Asia’s statutory tax rate has been 17.5% since the

105




transfer. The income tax expense in 2007 was also positively affected by tax exempt income from tax exempt
bonds purchased in 2007.

PMI Canada ,

PMI Canada began offering residential mortgage insurance products in 2007. In 2007, PMI Canada incurred
$4.1 million in operating expenses and generated $2.2 million in net investment income (pre-tax). PMI Canada
did not provide mortgage insurance coverage in 2007 and has written a limited amount of insurance to date in
2008.

Financial Goaranty

. The following table sets forth the financial results of our Financial Guaranty segment. Other than equity in
earnings/losses from unconsolidated subsidiaries, the results reflect the performance of PMI Guaranty for the
years ended:

Percentage
Change
2000 2006
vS. ¥S.
] 2007 2006 2005 2006 2005
g . ' . (Dollars in millions)
Net premiums written . .............. e $ 68 § 16 $— — —
Premiums earned . . ... ... ... e $ 16 § — S$— — —
Net investment inCoOME .. ... ... .ttt 9.2 2.1 —_ _ —_
Net realized investment 10sses . . ..o ininnnians PR (0.4 _ — — —
Impairment of unconsolidaléd-subsidiary ....................... (38.5) — — — —
Total FEVEDILIES . ..\ttt et ie et e e (28.1) 2.1 — — —
Lossesand LAE . ;... .. ... . e 2.6 —_ —_— - —
Amoriization of deferred policy acquisitioncosts . ................ 1.0 — — —_ —_
Other underwriting and operating €xpenses ..................... 25 0.7 — — —
INtErest EXPENSE . ... oottt et iie et s 29 06 — — —
Total losses and eXPERSES . .. ... ... 9.0 13 — —_ —
(Loss) income before equity in {losses) earnings from unconsolidated
subsidiaries and INCOME LAXES . . ... ..ot vieeerenerrneannnan (37.1) 0.8 —-— — —
Equity in (losses) earnings from unconsolidated subsidiaries: : ‘
FGIC ......... e e (763.3) 985 749 — 31.5%
RAMRe...... R S . 4.5 87 4.8 (48.3)% 81.3%
Equity in (losses) earnings from unconsolidated subsidiaries . . .. .. .. (758.8) 1072 79.7 — 34.5%
(Loss) income before taxes . ........oiiirinininr s (7959) 1080 79.7 — 355%
Income tax (benefit) expense . ...y e (64.2) 10.7 75 — 42.7%
Net (1oss)income .. ..,. ..c.o.vvnnnnn.. e $(731.7) $ 973 $722 — 34.8%

The net loss in 2007 was due to FGIC’s $1.9 billion of unrealized mark-to-market losses in 2007 related to
derivative contracts issued by FGIC on mortgage-related collateralized debt obligations and loss reserve
increases of $1.2 billion in 2007 as a result of credit deterioration of collateralized debt obligations comprised
primarily of tranches of sub-prime RMBS and other CDOs, as well as direct exposure to RMBS, FGIC’s 2007
mark-to market losses and additions to loss reserves reflect the significant weakening of the U.S. residential
mortgage, housing, credit and capital markets. The increase in equity in earnings from FGIC Corporation in 2006
compared to 2005 was primarily due to increases in premiums eamed, release of loss reserves associated wnh
Hurricane Katrina, and higher investment income, offset by higher interest expense.
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The decrease in equity in earnings from RAM Re was due primarily to unrealized mark-to-market losses of
$28.4 million on its credit derivative portfolio as a result of widening credit spreads partially offset by higher
premiums earned and net investment income. As we report our equity in earnings/losses from RAM Re on a ore
quarter lag, our 23.7% share of RAM Re's fourth quarter results will be refiected in our consolidated financial
results in the first quarter of 2008.

In connection with the preparation of the consolidated financial statements for the year ended December 37,
2007, we realized a $38.5 million other-than-temporary impairment charge related to RAM Re due to continuing
deterioration of the credit market, rating agency actions and declines in RAM Re’s share price. We expect the
carrying value of our investment in RAM Re to be further reduced in the first quarter of 2008 as a result of RAM
Re's losses and/or further impairment. We will continue to evaluate the investment for possible additional
impairment in future periods.

The segment income tax benefit of $64.2 million reflects the reversal of previously accrued deferred tax
liabilities and the establishment of a deferred tax asset attributable to our investment in FGIC and RAM Re, We
established a valuation allowance of approximately $168.1 million against a $214.3 million deferred tax asset
associated with our investment in FGIC and RAM Re. The deferred tax asset was created upon the recognition of
losses from FGIC and RAM Re in excess of our tax basis with respect to FGIC and Ram Re. We did not record 2
full valuation against the deferred tax asset, as it is our expectation that some portion of the tax benefit may be
realized. Additional tax benefits could be recognized in the future if we determine that additional realization of
such tax benefits is more likely than not to occur. To the extent our current estimate of future tax benefi s to be:
realized changes, our tax expenses could be affected positively or negatively.

PMI Guaranty began operations in the fourth quarter of 2006, PMI Guaranty’s net income of $3.1 million in

2007 was derived from investment income and earned premiums. We do not expect PMI Guaranty to be a
significant source of income in 2008.
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The table below shows FGIC's financial results for the years ended:

5

) ‘ . ' S ' . Percentage

Year Ended December 31, « . Change
2007 2006
: vs, Vs, -
2007 2006 2005 2006 2005
: . | : E (Dollars in millions) .
Net premivms written . .. ... ... ... ... $ 347,361 $366,814 .$381,054 (3.3y% (3. D%
Net premiums earned ........... S . 305285 266457 224,569 .14.6% 18.7%
Net inVesStMENt INCOME . . . . v v v e eeens 157,970 139,748 118,802 13.0%  17.6%
Interest income—investment held by variable interest L . :
BMEILY .« .ottt 41,691 35,893 — 16.2% —
Netrealized gains ......... ... oiiiiiiinenn... 962 336 104 186.3% —
Realized gains on credit derivative contracts .......... 624 - 1,843 = (66.D)% —
Net unrealized losses on credit derivative contracts . . . . . (1,937,160 . (1,336) (167, — —
Otherincome ............coviievnvenn.. e . 3,679 . 1,815 - 762 102.7% 138.2%
Total revenues . . ... ... ... e (1,426,949) 444,756 344070 — 29.3%
Losses and LAE (reversals) ....................... 1,226,775 (8,700) 18,506 — (147.0)%
Underwriting expenses ................ e 96,010 91,356 81,761 50% 1L.7%
Policy acquisition costs deferred, net . ............... (29,615) (39,728) (38,069) (25.5)%  4.4%
Amortization of deferred policy acquisition costs ...... 15,652 11,486 8302 363% 384%
Interest expense and other operating expenses ......... 27,741 26,204 26,460 59% (1.0)%
Interest expense—debt held by variable interest entity . . 41,691 35,893 — 162% —
Total expenses ..... PR 11,378,254 116,511 - 96960 — 20.2%
(Loss) income before income tax (benefit) expense .. ... (2,805,203 328,245 247110 — -~ 328%
Income tax (benefit)expense ........... ... ... ... (996,309) 80,401 56,644 — 41.9%
Net (loss)income . ..., .. ... .. it iirinanann.n (1,808,804) 247844 190,466 — 30.1%
Preferred stock dividends . ............. .. ... ... (14,566) (18,485) (17,295 (21.2)% 6.9%
Net (loss) income available to common shareholders ... (1,823,460) 229359 173,171 — 32.4%

The PMI Group’s ownership interest in common
BUUILY - ottt e 42.0% 42.0% 420% — —

The PMI Group's proportionate share of net (loss)

income available to common stockholders . ... ..., .. (765,499) 96,301 72,715 _ 32.4%
The PMI Group’s proportionate share of management

feesand Other ... oottt it e i e 2,209 2,209 2,200 — —
Equity in (losses) earnings fromFGIC ............... $ (763,290) $ 98,510 §$ 74924 — 31.5%

Premiums written and earned—Net premiums written decreased in 2007 compared to 2006 primarily due
to the business mix in FGIC’s public finance sector and limited activity in structured finance, along with a
decrease in business assumed from other insurers and an increase in business ceded to other insurers. Net
premiums written decreased in 2006 compared to 2005 primarily due to a decrease in FGIC’s U.S. public finance
premiums written and an increase in business ceded to other insurers, partially offset by growth in international
finance and structured finance transactions. Net premiums earned increased in 2007 compared to 2006 due to
installment revenues. Net premiums earned increased in 2006 compared to 2005 due primarily to growth in
FGIC’s U.S. structured finance and international finance portfolios, offset by a decrease in premiums earned on
refundings. FGIC recorded earned premiums from refundings of $43.7 million in 2007, compared to $41.8
million in 2006 and $54.8 million in 2005. A refunding occurs when an insured credit is called or legally
defeased by the issuer prior to the stated maturity, When a credit insured by FGIC has been refunded prior to the
end of the expected policy coverage period, any remaining uneamed premium is recognized at that time.
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Net investment income—Net investment income'increased to $158.0 million in 2007 from $139.7 million in
2006 and $118.8 million in 20035 primarily due to the growth of FGIC’s investment portfolio. FGIC’s investment
portfolio is comprised primarily of U.S. municipal bonds with an average rating of AA. The book yield of
FGIC’s investment portfolio was 4.0% in 20Q7, 3.9% in 2006, and 3.8% in 2005.

Net unrealized losses—FGIC incurred net unrealized mark-to-market losses on derivative contracts of $1.9
billion in 2007 compared to $1.3 million in 2006. The 2007 unrealized mark-to-market losses were related to
derivative contracts issued by FGIC in CDS form on CDOs, a portion of which are collateralized by asset-backed
securities, including mortgage-backed securities. FGIC’s unrealized mark-to-market losses for the fourth quarter
of 2007 of $1.7 billion consisted of approximately $750 million related to estimated credit impairments and $967
million related to the widening of credit spreads.in the structured credit markets, The estimated credit impairment
of $750 million represents FGIC management’s estimate of future claim payments on certain CDOs, FGIC did
not pay claims related to asset-backed securities CDOs in 2007,

Losses and LAE—FGIC’s loss and loss adjustment expenses was $1.2 billion in 2007 compared to a benefit
of $8.7 million for 2006. The increase in losses and LAE in 2007 was primarily related to the guarantees FGIC
provided during 2006 and 2007 on CDOs of ABS (comprised to a large extent of tranches of RMBS as well as
other CDOs} and RMBS transactions. The adverse results in both of these areas was due primarily to negative
developments in the U.S. housing and mortgage markets, particularly with regard to sub-prime mortgages and
second liens. Total reserves, net of reinsurance recoverables, were $1.3 billion at December 31, 2007 compared
to $38.8 million as of December 31, 2006.

Underwriting expenses—Underwriting expenses increased in 2007 compared to 2006 primarily due
additional consulting expenses related to reviews of stressed credits, increased rent expense and increased sofi
capital expenses due to changes in market conditions.

Deferred policy acquisition costs—The deferred poticy acquisition cost asset was $107.9 million at
December 31, 2007, $93.2 million at December 31, 2006 and $63.3 million at December 31, 2005. The
amortization of deferred policy acquisition costs increased in 2007 to $15.7 million compared to $11.5 million
and $8.3 million in 2006 and 2005, respectively, due to the increase in the deferred policy acquisition costs asset.

Incame tax (benefit) expense—Equity in 2007 losses of FGIC include previously unrecognized tax benefits
of FGIC of $12.2 million. The tax benefits were recognized in connection with the completion of an IRS
examination of FGIC tax returns for 2003 and 2004,
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Corporate and Other

The results of our Corporate and Other scgment include ‘income and operaung expenses related to contract
underwriting, and net investment income, interest expense and corporate overhead of The PM] Group, our
holding company. Qur Corporate and Other segment results are summanzed as follows:

Percentage

Change |

, . 2007 2006
’ VS, vS.

02007 2006 2005 ' 2006 2005

v . (Dollars in millions)

Net investment iNCOME . . ... ovuiervrrrnner e el e %5 84 % 215 $180 (60.99% 194%
Net realized investment losses ..., .. oottt iiiiinan.. (3.2) 4.6) (2.6) (30.4)% 76.9%
Settlement gain on sale of unconsolidated subsidiary—SPS ...... 12.7 — — — —
OIher INCOMIE .« o o ottt e st e e e et nnseans 144 13.5 18.0 6.7% (25.00%
Total revenues ... .. e e o323 0 304 334 63% (90)%
Pension settlement Charge . . ... ....oovneeneenenn.. S L5 -, — —
Share-based compensation eXpense ................... e 16.1 12.2 — 320%. —
Other operating eXpenses . ........ v iaareras 63.1 760 686 (17.00% 10.8%
Total other operating eXpenses . ... ... vveenneennnin.. S 79.2 937 . 68.6. (155)% 36.6%
TNEETESE EXPEISE L . o o vt eie it ittt et ia e 304 373 .31.1 (18.5)% 199%
TOtal EXPENSES - .« o oo ittt 109.6 131.0 997  (16.3)% 31.4%
Loss before equity in earnings (losses) from unconsolidated
subsidiaries and INCOME LAXES . .. .. vvvivr e e e eaeanns (77.3) (100.6) (66.3) (23.2)% 51.7%
Equity in earnings (losses) from unconsolidated subsidiaries .. ... 02 02y (0.7 200.0)% (71.4)%
Net loss before income taxes, . .......coviirvvneeneaannnnns (77.1) (100.8) (67.0) (23.5)% 50.4%
Incometax benefits . ... oovrriir i (293 (294) (23.1) (0.3)% 27.3%

NELLOSS « st e e e $(47.8). % (71.4) $(43.9) (33.1)% 62.6%

Net investment income—The decrease in net investment income in 2007 compared to 2006 was due to a
decrease in the size of the investment portfolio as a result of repurchases of common shares and capital
contributions to certain wholly-owned subsidiaries in 2007, and a decrease in book yield for Corporate and Other
segment to 5.19% as of December 31, 2007 from 5.23% as of December 31, 2006, respectively. The increase in
net investment income in 2006 compared to 2005 was a result of higher investment yields in 2006, partially
offset by a decrease in the size of the investment portfolio in 2006 due to our repurchase of common shares and
redemption of certain long-term capital instruments.

Settlement gain on sale of unconsolidated subsidiary—The settlement gain of $12.7 million was related to
the favorable resolution of certain indemnifications associated with the sale of SPS in 2005. Net realized
investment losses increased in 2006 compared to 2005 due primarily to the other-than-temporary impairment of
investments that we no longer had the intent to hold until recovery in value.

Other income—Other income primarily includes contract underwriting revenue. In 2007, contract
underwriting revenue was $13.1 million compared to $12.7 million in 2006. Other income decreased in 2006
compared to 2005 as a result of a decline in contract underwriting activity.

Share-based compensation expenses—The increases in share-based compensation in 2007 from 2006 were
primarily due to our acceleration of out-of-the-money stock options in 2005 which reduced our share-based
compensation expense in 2006. There were no share-based compensation expenses recorded in 2005 since we
adopted SFAS 123R in 2006.
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Other operating expenses—Other operating expenses decreased in 2007 compared to 2006 due to decreases
in employee compensation costs and contract underwriting remedies. Operating expenses increased in 2006
compared to 2005 primarily due to increases in contract underwriting remedies as well as costs related to debt
extinguishment.

Interest expense—Interest expense decreased in 2007 compared to 2006 due primarily to lower debt levels
in 2007 compared to the comresponding period in 2006. Interest expense increased in 2006 compared to 2005 due
primarily to higher average debt levels related to our capital initiatives in 2006, inctuding interest on our $345
million bridge loan which was repaid in the fourth quarter of 2006.

Liquidity and Capital Resources
Sources and Uses of Funds

The PMI Group Liquidity—The PMI Group's liquidity is primarily dependent npon: (i) The PMI Group’s
subsidiaries’ ability to pay dividends to The PMI Group; (ii) financing activities in the capital markets; and
(iii) maturing or refunded investments and investment income from The PMI Group’s stand-alone investme:t
portfolio. The PMI Group’s ability to access these sources depends on, among other things, the financial
performance of The PMI Group’s subsidiaries, regulatory restrictions on the ability of The PMI Group’s
insurance subsidiaries to pay dividends, The PMI Group's and its subsidiaries’ ratings by the rating agencies, ar.d
restrictions and agreements to which The PMI Group or its subsidiaries are subject to that restrict their ability 1o
pay dividends, incur debt or issue equity securities.

The PMI Group’s principal uses of liquidity are the payment of operating costs, income taxes (which are
predominantly reimbursed by its subsidiaries), principal and interest on its capital instruments, payments of
dividends to shareholders, repurchases of its common shares, purchases of investments, and capital investmen:s
in and for its subsidiaries.

The PMI Group’s available funds, consisting of cash and cash equivalents and investments, were $78.4
million at December 31, 2007 compared to $182.1 million at December 31, 2006. It is our present intention to
maintain at least $75 million of ]1qu1d|ty at our holding company in connection with rating agency
considerations.

As a result of higher losses and LAE in 2007, higher projected losses in 2008 and growth in insurance in
force, we will likely need to raise significant amounts of additional capital in 2008 to maintain The PMI Group’s
and our insurance subsidiaries’ ratings. Although we do not yet know what form these capital raising activities
will take, we expect to seek to raise additional capital through a variety of types of transactions, including, but
not limited to, one or more debt or equity offerings. On an ongoing basis, we intend to explore other available
alternatives to enhance our liquidity, including obtaining reinsurance for our insurance subsidiaries’ existing cr

. future books of business, limiting the new insurance written by our insurance subsidiaries and/or the dispositioa

of equity investments (which could include certain wholly-owned subsidiaries) or portions thereof. Given current
market conditions generally and in our industry, there can be no assurance that we will be able to consummatz
any capital raising transactions on favorable terms or at all. :

U.S. Mortgage Insurance Operations Liguidity—The principal uses of U.S. Mortgage Insurance
Operations’ liquidity are the payment of operating expenses, claim payments, taxes, dividends to The PMI
Group, and the growth of its investment portfolio. The principal sources of U.S. Mortgage Insurance Operations’
liquidity are written premiums and net investment income. PMI received an $18.3 million dividend from CMG
MI in June 2007. Due to the factors described above, we anticipate that PMI Mortgage Insurance Co. will likelv
require significant additional capital in 2008.

International Operations and Financial Guaranty Liguidity—The principal uses of these segments’
liquidity are the payment of operating expenses, claim payments, taxes, and growth of its investment portfolio,
The principal sources of these segments’ liquidity are written premiums, investment maturities and net
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investment income. To the extent PMI experiences a downgrade in ratings, we expect that the ratings of our
international mortgage insurance subsidiaries (PMI Australia, PMI Europe and PMI Canada), as well as PMI
Guaranty, could be negatively affected, largely as a result of capital support agreements between PMI and those
subsidiaries, as well as guarantees of those agreements by The PMI Group. If this were to occur, those
subsidiaries’ ability to compete and their financial condition, including liquidity position, could be negatively
affected. In addition, we have in the past dedicated increasing amounts of capital resources to expand our
International Operations. Capital constraints described above may prevent us from continuing to expend such
resources, which in turn may limit our international subsidiaries’ abilities to engage in capital intensive
transactions in 2008 and thereafter. In addition, in the case of PMI Austialia, higher losses, declines in its
investment portfolio and/or adjustments by APRA to PMI Australia’s minimum capital requirements could cause
PMI Australia to fall below APRA capital requirements.

Credit Facility

We have reached an agreement to amend our existing revolving credit facility. The effectiveness of the
amendment is subject to certain conditions, which we expect to be satisfied shortly. The amendment to the credit
facility reduces the amount available under the facility from $400 million to $300 million, subject to additional

“reductions in the event of certain asset sales or equity or debt issuances, with the maximum amount by which the

facility can be reduced equal to $150 million. The facility includes a $50 million letter of credit sub-limit.

There are no amounts, outstanding related to the facility. There were thre¢ outstanding letters of credit
totaling approximately $2 million as of December 31, 2007. Under the amendment to the facility, our ability to
borrow under the facility is subject to a number of conditions, including that the stock of PMI have been pledged
in favor of the lenders under the facility, in form and substance satisfactory to the administrative agent and a
majority in interest of the lenders in their sole and absolute discretion. In addition, dispositions of assets outside
the ordinary course of business are prohibited pursuant to the amendment until the pledge is implemented, with
certain limited exceptions. The terms of the pledge agreement have not been agreed to and there is no assurance
that we will be able to enter into a mutually agreeable pledge agreement. We expect to require additional funds in
2008, and if we were unable to borrow under the facility or were delayed in doing so, our operating flexibility
would be harmed. We are dependent on the facility as a source of liquidity, and may not be ab]e to find alternate
forms of capital on favorable terms or at all.

The amendment contains changes and additions to the existing financial covenants. The amendment reduces
the requirement for our Adjusted Consolidated Net Worth (as defined in the facility) from $2.19 billion to $1.5
billion. In addition, under the amended facility, mark-to-market unrealized losses and gains on swap contracts
with respect to PMI Europe, FGIC and RAM Re are excluded from the calculation of Adjusted Consolidated Net
Worth and accumulated other comprehensive income is included. The amended facility contains a risk-to-capital
ratio requirement of 20 to 1 with respect to PMI and a maximum total debt to total capitalization percentage
requirement of 35%.

The amended facility also contains additional covenants and restrictions. Among these are restrictions on
asset dispositions and investments. While we are permitted under the amended facility to make additional
investments in PMI and its subsidiaries, our ability to invest in our reinsurance subsidiaries is subject to doilar
limitations, unless and until we pledge the stock of those subsidiaries. The amended facility does not permit us to
make additional investments in PMI Guaranty {other than pursuant to existing support arrangements), FGIC on
RAM Re. The amended facility also restricts our ability to pay dividends or make other distributions with respect
to our capital stock or to repurchase our shares. Under the amended facility, so long as no default or event of
default is continuing, we may pay dividends to our common stock holders in an amount not to exceed an
aggregate of $0.05 per share or $10 million in each fiscal year.

The amended facility includes additional evems of default, including PMI failing to maintain GSE
eligibility, failing to maintain a financial strength rating of at least Baa from Moody’s and failing to maintain a
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financial strength rating of at least BBB from Standard & Poor’s, or our material insurance subsidiaries {as
defined in the facility) being subject to certain regulatory actions or restrictions by their respective primary
insurance regulators that are not cured within specified periods of time. Upon an event of default, we could have
to repay all outstanding indebtedness and would be unable to draw on the facility, and the lenders would have the
right to terminate their loan commitmients under the facility.

Common Share Repurchases

In March 2007, the Company repurchased 325,000 common shares for $14.2 million under a $400 millian
common share repurchase program authorized by the Board of Directors in July 2006. In February 2007, our
Board of Directors authorized a common share repufchase program in an amount not to exceed $150 million.
Pursuant to this program, in June 2007, we repurchased 468,500 common shares for $22.7 million, or $48.48 per
common share. In July 2007, our Board of Directors increased the $150 million repurchase authorization to $300
million. From July 1, 2007 through September 30, 2007, we repurchased 5,454,381 common shares for $178.0
million, or $32.64 per common share. While approximately $100 million remains on the $300 million repurchase
authorization, we did not repurchase any common shares in the fourth quarter of 2007, In light of our current
financial condition as well as the anticipated terms of any new credit facility, we do not expect to repurchase
additional common shares under our common share repurchase program in the foreseeable future,

Dividends to The PMI Group

" PMI’s ability to pay dividends to The PMI Group is affected by state insurance laws, credit agreements,
rating agencies, and the discretion of insurance regulatory authorities. The laws of Arizona, PMI’s state cf
domicile for insurance regulatory purposes, provide that PMI may pay dividends out of any available surplus
account, without prior approval of the Director of the Arizona Department of Insurance, during any 12-monta
period in an amount not to exceed the lesser of 10% of policyholders’ surplus as of the preceding year end or thz
prior calendar year’s net investment income. A dividend that exceeds the foregoing threshold is deemed an
“extraordinary dividend” and requires the prior approval of the Director of the Arizona Department of Insurance.
In December 2006, the Director of the Arizona Department of Insurance approved an extraordinary dividend
request of $250 million and a $100 million installment was paid to The PMI Group in the form of a return of
capital. In April 2007, an additional $200 million extraordinary dividend was approved by the Director of the
Arizona Department of Insurance. In 2007, PMI paid $165 million in dividends to The PMI Group. As of
December 31, 2007, there was $185 million of remaining approved dividends.

Other states may also limit or restrict PMI’s ability to pay shareholder dividends. For example, California
and New York prohibit mortgage insurers from declaring dividends except from the surplus of undivided profits
over the aggregate of their paid-in capital, paid-in surplus and contingency reserves,

PMI’s ability to pay dividends is also subject to restriction under the terms of a runoff support agreement
with Allstate Insurance Corporation. Under the Allstate agreement, PMI may not pay a dividend if, after the
payment of that dividend, PMI’'s risk-to-capital ratio would equal or exceed 23 to 1. As of December 31, 2007,
PMTI's risk-to-capital ratio was 10.8 to 1 compared to 8.1 to 1 at December 31, 2006 and 8.2 to 1 at December 31,
2005.

In addition to its consolidated, subsidiaries, The PMI Group may in the future derive funds from its
unconsolidated equity investments, including its investment in FGIC Corporation. FGIC Corporation’s ability to
pay dividends is subject to restrictions contained in applicable state insurance laws and regulations, FGIC
Corporation’s certificate of incorporation, a stockholders agreement between The PMI Group and other investors.
in FGIC Corporation, and covenants included in its 6.0% senior notes. As a result of FGIC Corporation’s
deteriorating financial performance, we do not expect FGIC Corporation to be in a position to pay dividends for
the foreseeable future.




Consolidated Contractual Obligations L A :

Our consolidated contractual obhgauons include reserves for losses and LAE, long-term debt obllgauons
operating lease obligations, capital lease obllgauons and purchase obligations. Most of our purchasc obligations,
are capital expenditure commitments that will be used for technology 1mprovements We havc lease obhgatlons
under certain non-cancelable operating leases. In addition, we may be committed to fund, if calléd upon to do so,
$6.7 million of additional equity in certain limited partnership investments.

f. .

Cash payments related to our reserves for losses and LAE as of December 31, 2007 shown below are based
upon management’s best estimate from historical experience as well as current economlc conditions. These
estimates could vary mgmﬁcam]y based on, ameng, other things, changes to clalm rates and claim sizes.
Minimum rental payments under non-cancelable capltal and operalmg leases are provnded in the tablc bc]ow

LessThan = -~ ' 3.5 " 5 Years -
1 Year 1-3 Years Years or more Total
, . , ' i . {Dollars in thousands) ..¢
Reserves forlossesand LAE . ........... SR . $827 232 $385,750 $25,735 $ 3,882 §$1,242,599
Long-term debt obligations™ . ... .:............. 76,730 58,448 58448 812,254 1,005,880
Operating lease obligations .. .............. . T 1.1 9,114 5,979. 1,518 . 21,939
Capital lease obligations® .. ................ ... 642 803 — — [,445
Purchase obligations .......................... 5.465 4,483 120 — 10,068

Total ... $915,397 $458,598 $90,282 $817,654 $2,281.931

M Includes $496,593 million of principal debt and $509,287 million of scheduled interest.

@ - Includes amounts represemmg interest of $0.1 million. !

Off-Balance Sheet Arrangemenm

.
i

Under certain circumstances, when we make an underwriting error in the course of providing contract
underwriting services to a customer, we issue to the customer a loan indemnification. Such an indemnification is
in lieu of paying a monetary remedy to the customer at the time the underwriting error is discovered and is
usually issued on a loan by loan basis. While the terms of the indemnifications vary, each indemnification
generally requires us to reimburse the customer for certain costs (excess of insurance recoverables) it incurs as a
result of the borrower’s default on the loan in question. If the indemnified loan remains current, or.is repaid or
refinanced, we have no actual liability under the indemnification. As of December 31, 2007, we estimate that the
total principal balance of indemnified loans was between approximately $38 million and $44 million. We believe
a number of factors will cause our contingent liability with respect to these indemnifications to be significantly
lower than this amount. These factors include the following: (i) we generally only indemnify performing loans;
(i) we expect only a small portion of the indemnified loans to default; (iii) loans in default may not cause our
customers to incur losses due to home appreciation; and (iv) we expect a portion of these'loans to.be refinanced,
or their indemnification -coverage to expire. In 2007, we paid customers $0.2 million pursuant to loan
indemnifications compared to $0.6 million in 2006. These amounts are included in’ our expenses assocmted w1lh
contract underwriting remedies. : e . e -

In connection with structured finance transactions in the U.S., Europe and Australia, we are often required
to provide narrative and/or financial information relating to us and our subsidiaries to mortgage-backed securities
issuers for inclusion in the relevant offering documents and the issuers’ ongoing SEC filings. In connection with
the provision of such information, we or our $ubsidiaries may be required to indemnify the -issuer of the
mortgage-backed securities and the underwriters of the offering with respect to the mformatlon § accuracy and
completeness ‘and its compllancc with applicable U.S. securities laws and regulatlons

Cerlain of PMI Europe’s credit default swap contracts and excess-of-loss reinsurance. agreements contain
collateral review provisions which, upon certain circumstances, require PMI Europe to pledge collateral for the
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benefit of the counterparty. The amount of the required pledged collateral variés, but generally is limited to the
amount of loss reserves established. PMI Europe has pledged collateral of $4.2 million with respect to one credit
default swap transaction. A downgrade of PMI Europe could require PMI Europe to pledge additional collateral.
Certain of PMI Europe’s credit default swap contracts contain termination rights which, upen a downgrade of
PMI Europe to a specified rating, allow the counterparty to terminate the credit default swap or reinsurance
agreement and, in some cases, require PMI Europe to pay the counterparty applicable loss reserves and unearned
premium reserves. -

Consolidated Investments
Net Investment Income

Net investment income consists of'

2007 2006 2005
) (Dollars in thousands)

Fixed income securities . .......out ittt $£172,453 $151,608 $151,513
EQUIty SECUTHIES . . . ..ottt e e e et e e e e 22,526, 14,325 9274
Short-term INVESIMENIS .. ..ttt ittt e e e e e e e e e 22,458 32,332 21,397

Investment income before expenses .. ......... TP P , 217,437 198,265 182,184

Investment eXpenses . . ... ..ottt e (3,435) (2,964) 2,72

Net investment inCOME .. . ..o oottt aneaneenns e $214,002 $195,301 $179,463

'

Net 'investment income increased in 2007 compared to 2006 primarily due to growth in PMI Australia’s -
investment portfolio and a stronger Australian dollar relative to U.S. dollar, Our consolidated pre-tax book yield!
was 5.45% at December 31, 2007 and 2006. Net investment income increased in 2006 compared to 2005
primarily due to growth in our Australian investment portfolio, combined with an increase in our consolidated
book yield.

Realized Investment Gains and Losses

Realized investment gains and losses on investments are composed of:

2007 2006 2005
(Dollars in thousands)

Fixed income securities:

GroSS aINS . ..ottt ee ettt it e e $ 2290 $6,102 $ 857
GrOSS L0888 ..ottt it et e e e e (1,110 (4,274) (1,446)
Net gains (l0sSe8) - .. ..ot i i i i s e ee e 1,180 1,828 (589
Equity securities:
GroSS BAINS . . .ttt it ettt e e e it e 14,982 6,835 6,707
Gross JOSSES .. ...t e (14,988) (2,822) (1,952)
Net (losses) gains ... ... ..o e . {6) 4,013 4,755
Short-term investments:
GrOSS 108588 . ittt e e e e e e, (129) (3,085) (a7
5 A (4T P (129) (3,089 Q7
Investment in unconsolidated subsidiaries:
Settlement gain on unconsolidated subsidiary ......................... 12,670 — -
Impairment of unconsolidated subsidiary ........... ... ... ... ...... (38,499} —_ (2,099)

Net realized investment (10SSeSY gains .. ... i iiniie .. $(24,784) $2.756 § 2,050




The net realized investment losses in 2007 were due primarily to an other-than-temporary impairment of the
investment in RAM Re of $38.5 million, partially offset by a $12.7 million settlement gain related to SPS. We
realized the impairment in RAM Re due to continuing deterioration of the credit market, rating agency actions
and declines in RAM Re’s share price. We expect the carrying value of our investment in RAM Re to be further
reduced - in the first quarter of 2008 as a result of RAM Re’s losses and/or further impairment by us of our
investment. We will continue to evaluate the investment for possible additional impairment in future periods. Net
realized gains after income taxes decreased in 2006 compared with 2005 primarily due to impairment charges of
$2.8 million on short-term investments in 2006.

Unrealized Investment Gains and Losses

The changes in net unrealized gains, net of deferred taxes, consist of:

2607 2006 2005
. (Dollars in thousands)
Fixed INCOME SECUMLIES .+ . . o v\t e et ettt e ettt ettt e e e e $(48,358) $(24,601) $ (8,531)
EqUIty SECUITHIES . . .\ vttt ettt (26,543) 11,686 1,290
Investments in unconsolidated subsidiaries ........ ... .. ... .o oot 12,973 8,001 (15,044)
ShOTt-teIM INVESHTIENLS ... o\ vttt et ie e st e e r e e e nae et ') 2,074 (898)
Changes in unrealized investment gains, net of deferred taxes .......... $(61,937) 3 (2,840) $(23.183)

The changes in unrealized gains in 2007, 2006 and 2005 were due primarily to changes in interest rates that
caused market value fluctuations relative to our consolidated fixed income portfolio. In 2007, the changes in
- interest rates and 1o some extent widening credit spreads contributed to the changes in unrealized gains on our
preferred stock in our equity portfolio. As interest rates, market and other economic conditions change, we
expect the market value of the securities in our consolidated investment portfolio and of our unconsolidated
equity investments to be affected.




Investment Portfolio by Operating Segment

The following table summarizes the estimated fair value of the consolidated investment portfolio as of
December 31, 2007 and 2006, Amounts shown under “Corporate and Other” consist of the investment portfolin
of The PMI Group, and amounts shown under “Financial Guaranty™ consist of the investment portfolio of PMI

Guaranty:
Us.
Mortgage
Insurance International  Financial Corporate Consolidated
Operations Operations Guaranty  and Other Total
. . (Dollars in thousands)
December 31, 2007 .
Fixed income securities:
U.S. Municipalbonds ................. $1,521,367 % — 5167915 §$13,542 $1,702,824

Foreign governments .................. —_ 640,970 — — 640,970
Corporatebonds ...................... 675 873,228 — 36,790 910,692
U.S. government and agencies . .......... 1,511 — — 974 8,48°
Mortgage-backed securities ............. 2,053 — — 1,668 3,721

Total fixed income securities . ....... 1,531,606 1,514,198 167915 52,974 3,260,693
Equity securities:
Commonstocks ...................... 116,005 42,689 — 1,242 159,936
Preferredstocks . ... ... .o i, 277,165 — 22,465 — 299,630
Total equity securities ............. - 393,170 42,689 22,465 1,242 459,566
Short-term investments ......... A I 951 641 — 1,300 2,392
Total investments ...... S $1,925,727 $1,557,528 §190,380 $35,516 $3,729,151
' : Us.
R Mortgage
Insurance International  Financial Corporate Consolidated
Operations Operations Guaranty  and Other Total
. , {Dollars in thousands)
December 31, 2006 i
Fixed income securities:

‘U.S. Municipalbonds ................. 51,547,548 $ — $ 77,803 513,599 $1,638,950
Foreign governments . ................. — 499,844 - — — 499,844
Corporatebonds ...................... 5,220 629,736 —_ 39,253 674,209
U.S. government and agencies . .......... 8,021 — — 1,082 9,103
Mortgage-backed securities ............. 2,546 - — 2,201 4,747

Total fixed income securities . ....... 1,563,335 1,129,580 77,803 56,135 2,826,853
Equity securities: . '

Commonstocks ..., 127,825 34,438 — — 162,263

Preferredstocks ...................... 232,736 —_— 16,025 — 248,761
Total equity securities ............. 360,561 34,438 16,025 0 411,024

Short-term investments .................... . 929 3,952 — 1,300 - 6,181 _
Total investments ................. $1,924825 $1,167,970 § 93,828 $57,435 $3,244,058

Our consolidated investment portfolio holds primarily investment grade securities comprised of readily
marketable fixed income and equity securities. At December 31, 2007, the fair value of these securities in our
consolidated investment portfolio increased to $3.7 billion as of December 31, 2007 from $3.2 billion as of
December 31, 2006. The increase was due primarily to growth in PMI Australia’s investment portfolio and

increases in foreign currency translation rates.
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In 2007, PMI obtained authorization to pa'y a dividend of $200 million to its parent, The PMI Group. This
was in addition to a remaining unpaid but authorized dividend of $150 million. PMI paid $165. million of the
dividends to The PMI Group in 2007, and has $185 million remaining of unpaid but approved dividends. Due to
the dividends paid in 2006 and 2007, the average size of PMI's investment portfolio and corresponding
investment income for U.S. Mortgage Insurance Operations may be reduced in 2008 to the extent capital is not
contributed to PML

QOur consolidated investment portfolio consists primarily of publicly traded municipal bends, U.S. and
foreign government bonds and corporate bonds. In accordance with SFAS No. 115, Accounting for Certain
Investments in Debt and Equity Securities, our entire investment portfolio is designated as available-for-sale and
reported at fair value with changes in fair value recorded in accumulated other comprehensive income.

As of December 31, 2007, 6.2% of our U.S. investment portfolio (which consists of the investment portfolio
in our U.S. Mortgage Insurance Operations segment, Corporate and Other segment and PMI Guaranty) consists
of FGIC-insured non-refunded municipal bonds. As a result of our investment in FGIC, we have amended our
investment policy to provide that no more than 15% of our U.S. investment portfolxo consists of FGIC-insured
non-refunded municipal bonds. :

The following table summarizes the rating distributions of our consolidated investment portfolio (including
cash and cash equivalents, excluding common stocks) as of December 31, 2007,

U.S.
Mortgage
Insurance Internmational Financial Corporate Consolidated
Operations  Operations Guaranty and Other & Total
AAA or equlvalent .......... - 68.9% 597% . T742% 57.5% 65.0%
AA . DAV . 17.2% 24.3% 16.7% 23.0% 20.3%
A 11.3% . 12.1% 8.1% 15.5% 11.6%
BBB .. RPN e ‘ 2.6% : " 35% 1.0% 4.0% 2.9%
Below investment.grade . .. .. — . 04% — — 0.2%
Total .5 ... ... .c.... 100.0% 100.0% 100,0%  100.0% 100.0%

The following table summarizes the pre-tax book yield of our consolidated investment portfoho by segmem
as of December 31, 2007, 2006 and 2005.

U.S. Mortgage Corporate
Insurance International  Financial and - Consolidated
Operations Operations  Guaranty Other Total ,
2007 ... o 5.22% 5.87% 450% . 5.19%, . 545%
2006 ... . "5.34% 5.72% 4.82% 5.23% 5.45%

2005 ... . 5.21% 5.59% — 4.33% 5.18%

r

The decrease in the pre-tax book yield of U.S. Mortgage Insurance Operations, Financial Guaranty and
Corporate and Other in 2007 was due to interest rate decreases during the year. The increase in pre-tax book
yield of International Operations in 2007 was primarily due to the rising interest rates in Australia. '
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Debt and Equity Financing

As of December 31, 2007, our consolidated shareholders’ equity was $2.5 billion. The carrying value of our
long-term debt outstanding issued by The PMI Group at December 31 was as follows:

2007 2006

’ (Dollars in thousands)
6.000% Senior Notes, due 2016 .'........... e AP $250,000 $250,000
6.625% Senior Notes, due 2036 .......... ..., e R 150,000 150,000
5.568% Senior Notes, due November 15, 20080 ... ...... .. S 45,000 45,000
8.309% Junior Subordinated Debentures, due February 1,2027 ................ e 51,593 51,593
Total debt . . ... oottt P $496,593  $496,59%

0 Prior to August 10, 2006, the interest rate on these Senior Notes was 3.0%, Pursuan( to the remarketing that occurred on August 10,
2006, the interest rate was increased to 5.568%.

6.000% and 6.625% Senior Notes—In September 2006, the Company issued $250 million in principal
amount of 6.000% Senior Notes, due September 15, 2016 and $150 million in principal amount of 6.625% Senior
Notes, due September 15, 2036. The 6.000% Senior Notes and the 6'.62_5% Senior Noles bear interest at a rate of
6.000% and 6.625% per annum, payable semi-annually in arrears on March 15 and September 15 of each year,
beginning on March 15, 2007. The PMI Group may redeem the 6.000% and 6.625% Seniot Notes in whole or in
part at any time at the “make-whole redemption price”. The “make-whole redemption price” will be equal to the
greater of {a) 100% of the principal amount of the 6.000% and 6.625% Senior Notes to be redeemed and (b) the
sum of the present values of the remaining scheduled payments thereon discounted to the date of redemption, on’
a_semi-annual basis (assuming a 360-day year consisting of twelve 3Q-da)'/_ months), at a rate equal to the
applicable treasury rate plus 25 basis points for the 6.000% Senior Notes and 35 basis points for the 6.625%
Senior Notes, plus in the case of either (a) or (b), any .interesi"accrued but not paid to but exc]ud'ing the date of
redemption. In connection with the issuance of these Senior Notes, the Company entered into two inierest rate
lock agreements which were designated as cash flow hedges. The fair value of the cash flow hedges was settled
for $9.0 million and is amortized into interest expense over the terms of the new senior.debt that was issued. As
of December 31, 2007, the unamortized balance in the other compreheﬁsive incbme related to these fair value
hedges was approximately $8.2 million (pre-tax).

5.568% Senior Notes—In August 2006, the Company completed the remarketing of approximately $345
million in principal amount of senior notes maturing in November 2008, which are referred to as the 5.568%
Senior Notes. As a result of the remarketing, the annuai interest rate on these notes was reset from 3.00% per
annum to 5.568% per annum, paid quarterly, effective from and including August 15, 2006. In connection with
the remarketing, the Company purchased and cancelled $300.0 million in principal amount of the 5.568% Senior
Notes, leaving $45.0 million in principal amount of these notes outstanding after completion of the remarketing.

8.309% Junior Subordinated Debentures—The Junior Subordinated Debentures bear interest at the rate of
8.309% per annum paid semtannually and mature on February 1, 2027. The Junior Subordinated Debentures are
subordinated to all senior indebtedness of The PMI Group.

Capital Support Obligations

PMI has entered into various capital support agreements with PMI Australia, PMI Europe, PMI Guaranty,
and PMI Canada that could require PMT to make additional capital contributions to those subsidiaries. The PMI
Group guarantees the performance of PMI's capital support obligations to PMI Australia, PMI Europe, and PMI
Guaranty. The capital support agreement and correspending guarantee for PMI Guaranty, and the capital support
agreement for PMI Canada, are limited to $650 million and $300 million, respectively. In 2001, PMI executed a
capital support agreement whereby it agreed to contribute funds, under specified conditions, to maintain CMG
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MI’s risk-to-capital ratio at or below 18.0 to 1. PMI's obligation under the agreement is limited to an aggregate
of $37.7 million.

Cash Flows

On a consolidated basis, our principal sources of funds are cash flows generated by our insurance
subsidiaries and investment income derived from our investment portfolios. One of the primary goals of our cash,
management policy is to ensure that we have sufficient funds on hand to pay obligations when they are due. We
believe that we have sufficient cash to meet these and other of our short- and medium-term obligations.
However, as described above, we expect that we will need to raise significant additional capital in 2008 as the
result of rating agency capital requirements to maintain our and our insurance subsidiaries’ ratings.

Consolidated cash flows generated by operating activities, including premiums, investment income,
underwriting and operating expenses and losses, were $558.6 million in 2007 compared to $359.6 miltion in
2006 and $428.0 in 2005. Cash flows from operations increased primarily due to increases in premiums written.
The significant losses at FGIC were recorded as equity in losses from an unconsolidated subsidiary which
represent non-cash losses. Further the losses experienced at PMI were principally due to increases in loss
reserves versus the payment of claims. Accordingly, the cash flows from operations were not negauvely affected
by losses at FGIC and PMI. We expect cash flows from operating activities to be negatwely affected in 2008 due
to payment of claims from losses recorded by PMI in 2007.

Consolidated cash flows used in investing activities in 2007, including purchases and sales of investments
and capital expenditures, were $461.8 million compared to consolidated cash flow provided by investing
activities of $10.8 million in 2006 and $95.5 million in 2005, The increase in cash flows used in investing
activities in 2007 compared to 2006 was due primarily to decreased proceeds from sales and maturities of fixed
income securities and increased purchases of fixed income securities. The decrease in cash flows provided by
investing activities in 2006 compared to 2005 was due primatily to increased purchases of fixed income and
equity securities offset by increased proceeds from the sale of fixed income securities.

Consolidated cash flows used in financing activities, including purchases of common shares and dividends
paid to shareholders, were $197.0 million in 2007 compared to $497.3 million in 2006 and $236.5 in 2005. The
difference was primarily due to proceeds from the issuance of long term debt in 2006 and decreases in treasury
stock purchases.
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Ratings

The rating agencies have assigned the following ratings to The PMI Group and certain of its affiliates and its.
equity investee subsidiaries:
Insurer Financial Strength Ratings
(as of March 14, 2008)

Standard &
Poor’s - Fitch Moody's DBRS

Insurer Financial Strength Ratings

PMI Mortgage Insurance €O, .. .ovvtvnn i AA AA  Aa2 ' AA
PMIInsurance Co. ... ...t ittt AA AA  Aa2 —
PMIAustralia ... ...t iiinn e, P, - AA AA  Aa2 —
PMICanada................. f e — — — AA
PMIEurope ............. e e AA AA A3 —
PMEGuaranty ... oo ey AA AA  Aad —
CMGMI . e e AA- AA — —
FGIC e e e e A AA A3 —
RAM Re . e AAA — Aa3 —
Senior Unsecured Debt ‘

The PMI Group .. ..o e e e A A Al —
Capital Securities ' '

PMI Capital I .. . . . e U BBB+ A- A2 —

Recent Developments Relating to Mortgage Insurance Companies and PMI Guaranty Ratings

In October 2007, Standard & Poor’s placed its “AA” counterparty credit and financial strength ratings on
PMI Mortgage Insurance Co., PMI Guaranty, PMI Europe and PMI Australia and its “AA” financial strength
rating on PMI Insurance Co. on CreditWatch with negative implications. At the same time, Standard & Poor’s
placed its “A” counterparty credit rating on The PMI Group on CreditWatch with negative implications. In taking .
these actions, Standard & Poor’s indicated that these ratings would likely be removed from CreditWatch and
affirned with a negative or stable outlook if Standard & Poor’s concluded that PMI's near-term operating
performance was not significantly different than its peers and that the group was unlikely to report an
underwriting loss in 2009. Standard & Poor’s also indicated that the rating could be lowered by one notch if
Standard & Poor’s believed PMI’s operating performance compared unfavorably to its peers in the next two
years or that the group was likely to report an underwriting loss for 2009.

In October 2007, Fitch downgraded its debt ratings of The PMI Group to “A” from “A+”, and the debt
ratings of PMI Capital [ to “A-" from “A”. Fitch affirmed its “AA” insurer financial strength ratings of PMI
Mortgage Insurance Co., PMI Insurance Co., PMI Australia, PMI Europe and PMI Guaranty Co. Fitch also
revised the Rating Outlook on all ratinés to Negative from Stable. Also, in October, Fitch affirmed its “AA”
insurer financial rating for CMG MI with a Rating Outlook of Stable.

The above actions followed the announcement of our net loss in the third quarter of 2007, Fitch indicated
that the downgrade of debt ratings reflected a normalization of the notching between the operating company’s
insurer financial strength rating and the holding company’s senior debt ratings to three notches and that the
Rating Qutlook revision to Negative for PMI Guaranty Co., PMI Insurance Co., PMI Europe, and PMI Australia
was exclusively related to the Rating Outlook of and the capital support provided by PMI Mortgage Insurance
Co. through capital support and related agreements to these entities.

In November 2007, Standard & Poor’s removed from CreditWatch with negative implications its “A”
counterparty credit rating on PMI Group Inc., its “AA” counterparty credit and financial strength ratings on PMI
Morigage Insurance Co., PMI Guaranty, PMI Europe and PMI Australia, and its “AA™ financial strength rating
on PMI Insurance Co. At the same time, Standard & Poor’s affirmed its ratings on all the companies with a
negative outlook.
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On January 31, 2008, Moody’s placed its “Aa2"” insurer financial strength ratings on PMI Mortgage
Insurance Co., and PMI Australia and its “Aa3” insurer financial strength ratings on PMI Europe and PMI
Guaranty on review for possible downgrades. Moody’s noted that these actions reflected its view that increased
losses are likely to have a meaningful impact on PMI’s US mortgage insurance portfolio and that, becausé the
international franchises and PMI Guaranty benefit from capital support provided by PMI U.5. and The PMI
Group, a downgrade: of PMI's U.S. operations would have negative implications for the ratings of our
international subsidiaries.

On February 13, 2008, Standard & Poor’s placed their ratings of PMI Mortgage Insurance Co., PMI
Australia, PMI Europe, and PMI Guaranty on CreditWatch with negative implications and noted that these
actions were the result of a reassessment of Standard & Poor’s expectations for the mortgage insurance industry.

On February 25, 2008, Fitch placed its “AA” insurer financial strength ratings on PMI Mortgage Insurance
Co., PMI Insurance Co., PMI Australia, PMI Europe and PMI Guaranty Co., as well as the long-term issuer
ratings of The PMI Group, Inc, and PMI Capital T on Rating Watch Negative. In taking these rating actions, Fitch
indicated that it had updated its view on ultimate loss expectations and their impact on PMI Mortgage Insurance
Co.’s capital position, particularly with respect to the company’s large exposure to Alt-A, interest-only and high
LTV loans. Fitch indicaied that it believes PMI Mortgage Insurance Co. currently has a capital shortfall at the
“AA” rating level, and that its current assessment of PMI Mortgage Insurance Co. incorporates a view that The
PMI Group, Inc. maintains additional financial flexibility through unutilized capital available at several affiliates.
In addition, Fitch expressed its concern on the potential for further negative pressure on the eamings of The PMI
Group, Inc. related to investments in financial guaranty insurers FGIC Corporation and RAM Holdings Led.

Also on February 25, 2008, Fitch affirmed the ‘AA’ insurer financial strength rating of CMG MI and
revised the Rating Outlook from Stable to Negative. In its report Fitch stated that weakness experienced at PMI
is tending to be a negative impact on CMG M], at least over the near-to-intermediate term. '

' Fitch indicated that it expects PMI Mortgage Insurance Co. to engage in a capital enhancement plan to
bolster the company’s financial position over the next several months, and that failure to execute upon a plan
could result in the potential downgrade of PMI Mortgage Insurance Co.’s insurer financial strength rating by up
to two notcheés in the near-term. Fitch also indicated that the stringent capital standards required by the Australian
regulatory authorities substantially isolate PMI Australia from the capital adequacy concerns related to its parent,
Consequently, Fitch indicated, any downgrade of PMI Australia would be limited to one notch.

Determinations of ratings by the rating agencies are affected by a varety of factors, including
macroeconomic conditions, economic conditions affecting the mortgage insurance industry, changes in business
prospects, regulatory conditions, competition, underwriting and investment losses and the perceived need for
additional capital. There can be no assurance that our wholly-owned insurance subsidiaries will not be
downgmded or need additional capital in order to maintain their ratings. Indeed, we anticipate that PMI will
likely require additionat capital in 2008 to maintain a rating within the “double-A” category. As discussed above,
there can be no assurance that we will be able to raise any additional capital in the future and, to the extent that
we are unable to timely raise sufficient capital in relation to increased capital needs, our wholly-owned insurance
subsidiaries’ ratings could be lowered. .

A ratings downgrade, or the announcement of a potential downgrade or other concern relating to the
financial strength of our wholly-owned insurance subsidiaries could have a material adverse effect on. our
business prospects, our ability to compete, our holding company debt ratings, the ratings or performance of our
other insurance subsidiaries (who may receive capital support from the downgraded subsidiary), or the ratings of
CMG MI. Any of these events would harm our consolidated financial condition, results of operations and cash
flows. See Item 1A. Risk Factors—A downgrade of the financial strength ratings of our wholly-owned insurance
subsidiaries would adversely affect our business and prospecis and, consequently, our results of operations and
financial condition.
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Recent Developments Relating to FGIC Ratings

On January 30, 2008, Fitch downgraded its rating on FGIC from “AAA™ to “AA” and placed FGIC on
CreditWatch Negative. In announcing its downgrade of FGIC, Fitch stated that it believed that FGIC’s capital
deficiency totaled approximately $1.3 billion and that the downgrade was based on FGIC having not yet raised
new capital, or having executed other risk mitigatién measures, to meet capital guidelines within a timeframe
consistent with Fitch's expectations. Fitch also stated that the downgrade and continuation of the Negative Rating
Watch reflected the significant unceitainty with respect to the company’s franchise, business model and strategic
direction; uncertain capital markets; the company’s future capital strategy; ultimate loss levels in its insured
portfolio; and the challenges in the financial guaranty market overall.

On January 31, 2008, Standard & Poor’s downgraded its insurer financial strength rating on FGIC from.
“AAA” to “AA”. Standard & Poor’s also placed its rating of FGIC on CreditWatch with developing implications.
In announcing the downgrade; Standard & Poor’s stated that the downgrade reflected execution and timing risk
with respect to FGIC's capital plan and the fact that the capital plan did “not fully address projected losses.”

On February 14, 2008, Moody’s downgraded its insurer financial strength rating on FGIC from “Aaa” to
“A3” and maintained the rating on review for possible further downgrade. Moody’s noted that its ratings action
reflected FGIC's meaningfully weakened capitalization and business profile resulting, in part, from its exposures
to the U.S. residential mortgage market. Moody’s stated that it estimated that FGIC would require capitalization
of approximately 39 billion to cover stress-case losses at the “Aaa” target level and that it estimated FGIC’s
claims paying resources to be approxlmately $5 billion. - '

On February 25, 2008, Standard & Poor’s downgraded its insurer financial strength rating on FGIC from
“AA” to “A”. Standard & Poor’s also placed its rating of FGIC on CreditWatch with developing implications. I
announcing the downgrade, Standard & Poor’s stated that the downgrade reflect its current assessment of
potential losses, which is now higher than previous estimates.

Recent Developments Relating to RAM Re Ratings

On March 7, 2008, Moody’s affirmed its “Aa3” insurer financial strength rating of RAM Re with a negative
outlook. Meody’s also confirmed its “Baal” rating on the preference shares issued by the holding company,
RAM Holdings Ltd., and a related financing trust with a negative outlook. Mocdy’s indicated this reflects the
uncertainty regarding both the ultimate performance of mortgage and mortgage-related collateralized debt
obligation exposure, as well as RAM Re’s future underwriting prospects given its reliance on the primaries for
business.

On February 14, 2008, Standard & Poor’s placed its “AAA” financial strength ratings on RAM Re, on
CreditWatch Negative. Standard & Poor’s indicated that this action reflected their view of a shortfall in RAM
Re’s capital position relative to projected sub-prime-related losses and the need for the company to demonstrate
improved financial metrics.

In response to the rating agencies’ actions, RAM Re has stated that it is pursuing a number of alternatives to '
improve its capital position, including obtaining reinsurance for selected policies and slowing its growth. RAM
Re stated that it did not intend to raise new capital at the present time due to current market conditions. RAM Re
further stated that its strategy remains subject to change, and there can be no assurance that RAM Re will be
successful in improving its capital position or in restoring its ratings in the event of a downgrade. See Item 1A,
Risk Factors—Recent downgrades relating to FGIC and the placing of RAM Re on negative credit watch have
adversely affected our financial condition and results of operations. Additional adverse rating agency actions
with respect to FGIC or RAM Re could further harm our financial condition and results of operations.

v
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CRITICAL ACCOUNTING ESTIMATES

“Management s Discussion and Analysis of Financial Condmon and Resulls of Operation,” as well as

disclosures included elsewhere in this report, are based upon our consolidated financial statements, which have

been prepared in accordance with U.S. generally accepted accountmg principles. The preparation of these
financial statements requires us to make estimates and judgments that affect the reported amounts of assets and
liabilities, revenues and expenses, and related dlsclosure of contingencies. Actual results may differ significantly
from these estirhates. We believe that the following critical accounting estimates involved significant judgments
used in the preparation of our consolidated financial statements.

Resérves for Losses and LAE

We establish reserves for losses and LAE to recognize the liability of unpaid losses related to insured
mortgages that are in default. We do not rely on a single estimate to determine our loss and LAE reserves. To
ensure the reasonableness of our ultimate estimates, we develop scenarios using generally recognized actuarial
projection methodologies that result in various possible losses and LAE. Our best estimate as of December 31,
2007 with respect to our consolidated loss and LAE reserves was approximately the midpoint of the actuarially
determined range. .

Changes in loss reserves can materially affect our consolidated net income. The process of estimating loss
reserves requires us to forecast the interest rate, employment and housing market environments, which are highly
uncertain. Therefore, the process requires significant management judgment and estimates. The use of different
estimates would have resulted in the establishment of different reserves. In addition, changes in the accounting
estimates are reasonably likely to occur from period to period based on the economic conditions. We review the
judgments made in our prior period estimation process and adjust our current assumptions as appropriate. While
our assumptions are based in part upon historical data, the loss provisioning process is complex and subjective
and, therefore, the ultimate liability may vary significantly from our estimates.

The following table shows the reasonable range of loss and LAE reserves, as determined by our actuaries,
and recorded reserves for losses and LAE (gross of reinsurance recoverables) as of December 31, 2007 and
December 31, 2006 on a segment and consolidated basis:

As of December 31, 2007 ’ As of December 31, 2006

Low High Recorded Low “ High Recorded
(Dollars in millions) {Dollars in millions)
U.S. Mortgage Insurance Operations ... ........ $ 933.8 $1,348.7 $1,133.1 $330.5 $411.8 $366.2
International Operations . .................... 74.6 152.8 106.9 394 64.1 48.5
PMI Guaranty (O ... ... 2.6 2.6 26 — — —
Consolidated loss and LAE reserves ........... $1,011.0 $1,504.1 $1,242.6 $3699 §475.9 $4']4.7

th PMI Guaranty does not prepare an actuarial range,

U.S. Mortgage Insurance Operations—We establish PMI's reserves for losses and LAE based upon our
estimate of unpaid losses and LAE on (i) reported mortgage loans in default and (ii) estimated defaults incurred
but not reported ta PMI by its customers. We believe the amounts recorded represent the most likely outcome
within the actuarial ranges. '

Our best estimate of PMI's reserves for losses and LAE is derived primarily from our analysis of PMI’s
default and loss experience. The key assumptions used in the estimation process are expected claim rates,

average claim sizes and costs to settle claims. We evaluate our assumptions in light of PMI’s historical patterns

of claim payments, loss experience in past and current economic environments, the seasoning of PMI's various
books of business, PMI's coverage levels, the credit quality profile of PMI's portfolies, and the geographic mix
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of PMI’s business. Qur assumptions are influenced by historical loss patterns and are adjusted to reflect recent
loss trends. Our assumptions are also influenced by our assessment of current and future economic conditions,
including trends in housing prices, unemployment and iriterest rates. Our estimation process uses generally
recognized actuarial projection methodologies. As part of our estimation process, we also evaluate various
scenarios representing possible losses and LAE under different economic assumptions. We established PMI's
reserves at December 31, 2007 at a level approximately the midpoint of the actuarial range based on, among
other reasons, our-evaluation of PMI’s estimated future claim rates and average claim sizes.

Our increases to the reserve balance in 2007 were primarily due to PMI's higher default inventory, anc
higher expected claim rates and claim sizes on reported delinguencies, Continving deterioration of the U.S.
housing and mortgage markets caused PMI’s Loss and LAE and default inventory to increase significantly ir.
2007. Higher claim rates have been driven by, among other things, home price declines and diminishec.
availability of certain loan products, both of which constrain refinancing opportunities, and result in a decrease in
the percentage of the default inventory that is returning to current status. The increase in PMI’s average claim
sizes has been driven by high loan sizes and coverage levels in PMI's portfolio, and declining home prices which
limit PMI's loss mitigation opportunities. The table below provides a reconciliation of our U.S. Mortgage
Insurance segment’s beginning and ending reserves for losses and LAE for the years ended December 31, 2007,
2006 and 2005: K

2007 2006 2005
(Dollars in millions)
Balance atJanuary 1. ... .. ... ... e $ 3662 $3455 353386
Reinsurance reCoverables .. .. .. ... .ttt e (2.9 (2.5) (2.4)
NetbalanceatJanuary 1 ....... ... ... ... .. ... e 3633 3430 3362
Losses and LAE incurred (principally with respect to defaults occurring in}: .
CUITENE YOAT ...ttt tt e it ettt i te et iaa e naas 8944 260.8 247.0
Prioryears ......................... e e 201.7 22 6.3
Totalincurred . . ... ... . e ©1,096.1 263.0 2533
Losses and LAE payments (principally with respect to defaults occurring in):
Current year ....... e e e e, (43.6) (22.1) (19.6)
PriOr YEars . .....vveeenensinnnns e R, e (318.6) {(220.6) (226.9)
Total payments ... ... .. . et e (362.2) (242.7) (246.5)
Net balance at December 31 ............. o iiiin.. e e o 1,007.2 363.3 3430
Reinsurance recoverables ... ... ...ttt et s .35.9 29 2.5

Balance at December 31 .............. e e $1,133.1 $3662 §$3455

125




The above loss reserve reconciliation shows the components of our losses and LAE reserve changes for the
periods presented. Losses and LAE payments of $362.2 million, $242.7 million, and $246.5 million for the
periods ended 2007, 2006 and 2005, respectively, reflect amounts paid during the periods presented and are not
subject to estimation, Total incurred of $1.1 billion, $263.0 million, and $253.3 million for the years ended 2007,
2006 and 2005 respectively, are management’s best estimates of ultimate losses and LAE and, therefore, are
subject to change. The changes in our estimates are principally reflected in the losses and LAE incurred line item
which shows an increase to incurred related to prior years of $201.7 million, $2.2 million, and $6.3 million for
the years ended 2007, 2006 and 2005 respectively. The table below breaks down the 2007, 2006 and 2003
changes in reserves related to prior years by particular accident years: | ,

; _ Losses and LAE in‘éurred_ o . ' Change's in Incurred
‘ . _ o 2007 2006 2005
Accident Year ’ oo Vs, ¥S. ¥S.
(year in which default is reported) C 2007 2006 2005 2004 2006 2005 2004
. . . (Dollars.in millions) . . -
2000andprior ........ i — — . — .— % 02 $02) 5—
2000 e e 186.0 1853 184.8 .184.1 07 05 0.7.
200 e e 2251 2217 2202 2134 <34 1.5 6.8
2003 ........ e 226.7 2202 2176 2044 6.5 26 132
2004 . e e e 2413 2291 2247 2391 12.2 44 (14.4)
2005 ..... AU U 270.6 2404 2470 - — 302 (66) —
2000 ...t s 4093 2608 — — 1485 — —
Total oo PR $201.7 $22 $6.3

The $201.7 million, $2.2 million and $6.3 million increases, in 2007, 2006 and 2005 related to prior years,
respectively, were due to re-estimations of ultimate loss rates from those established at the original notice of
default, updated through the periods presented. The $201.7 million increase in prior years’ reserves during 2007
reflected the significant weakening of the housing and mortgagé markets and was driven by lower ‘cure rates,
higher claim rates and higher claim sizes. The $2.2 million increase in prior years’ reserves during 2006 was
driven by higher than estimated claim sizes on pending delinquencies, partially offset by a reduction in the
incurred but not reported estimate. The $6.3 million increase in prior years’ reserves during 2005 was due
primarily to an increase in the primary and pool claim rates, partially offset by a reduction in the incurred but not
reported estimate. These re-estimations of ultimate loss rates are the result of management’s periodic review of
estimated claim amounts in light of actual claim amounts, loss development data and ultimate claim rates. Future
declines in PMI's cure rate, or higher default and claim rates or claim sizes could lead to further increases in
losses and LAE. > : : o '

The following table éhows a breakdown of reserves for losses aind LAE by primary and pool insurance:

December 31, December 31,

2007 2006

(Dollars in thousands)
PHMArY iHSUFANCE .. ottt ee e ettt ee e et e it s aaai e e $1,054326  $332,500
PO IS UIAINICE .+ o e ottt e et e ettt e e e e e e e e e 78,754 33,282

Total reserves forlossesand LAE . .. ... .. . i i $1,133,080  $366,182




The following table shows a breakdown of reserves for losses and LAE by loans in default, incurred but not
reported or IBNR, and the cost to settle claims, or LAE:

December 31, December 31,

2007 2006

. (Dollars in thousands)
Loans indefault . ... ... e $1,062,150  $319,074
IBNR ... ... i e 45453 - 33,300
Costtosettleclaims (LAE) . ... e e 25477 13,808
Total reserves forlossesand LAE .. .......... ... ... ... .... PR $1,133,080 $366,182.

1

To provide a measure of sensitivity on pre-tax income to changes in loss reserve estimates, we estimate thar:

(i) for every 5% change in our estimate of the future average claim sizes or every 5% change in our estimate of
the future claim rates with respect to the December 31, 2007 reserves for losses and LAE, the effect on pre-tax
income would be an increase or decrease of approximately $53.1 million; (i) for every 5% change in our
estimate of incurred but not reported loans in default as of December 31, 2007, the effect on pre-tax incoms
would be approximately $2.3 million; and (iii) for every 5% change in our estimate of the future cost of claims
settlement expenses as of December 31, 2007, the effect on pre-tax incomne would be approximately $1.3 million.

Our best estimate as of December 31, 2007 with respect to our consolidated loss and LAE reserves was
approximately the midpoint of the actuarially determined range. If either the claim rate or claim size, or a
combination of the claim rate and claim size, were to increase up to approximately 20% compared to our current
estimates, we would reach the top of our actuarially determined range. Conversely, if the claim rate or claim siz’e,
or a combination of the claim rate and claim size, were to decrease up to approximately 20% of our current
estimates, we would reach the bottom end of our actuarially determined range. :

. The establishment of loss reserves is subject to inherent uncertainty and requires judgment by management.
The actual amount of claim payments may vary substantially from the loss reserve estimates. For example, the
relationship of a change in assumption relating to future average claim sizes, claim rates or cost of claims
settlement to the change in value may not be linear. Also, the effect of a variation in a particular assumption on
the value of the loss and LAE reserves is calculated without changing any other assumption. Changes in one
factor may result in changes in another which might magnify or counteract the sensitivities. Changes in factors
such as persistency or cure rates can also affect the actual losses incurred. To the extent persistency increases and
assuming all other variables remain constant, the absolute dollars of claims paid will increase as insurance in
force will remain in place longer, thereby generating a higher potential for future incidences of loss. Conversely,
if persistency were to decline, absolute claim payments would decline. In addition, changes in cure rates would
positively or negatively affect total losses if cure rates increased or decreased, respectively. ’

International Operations—PM! Australia’s reserves for losses and LAE are based upon estimated unpaic.
losses and LAE on reported defaults and estimated defaults incurred but not reported, The key assumptions we
use to derive PMI Australia’s loss and LAE reserves include estimates of PMI Australia’s expected claim rates,
average claim sizes, LAE, and net expected future claim recoveries. These assumptions are evaluated in light of
similar factors used by PMLI. In connection with the preparation and filing of this report, our actuaries determined
an actuarial range for PMI Australia’s reserves for losses and LAE, at December 31, 2007, of $56.3 million tc
$76.3 million. As of December 31, 2007, PMI Australia’s recorded reserves for losses and LAE were $65.1
mitlion, which approximated the actuarial mid-point, and represented our best estimate. In arriving at this
estimate, we reviewed the key assumptions described above, the analysis performed by our actuaries and current
economic and real estate market condition in Australia. Our estimate of $65.1 million .is a 114% increase from
PMI Australia’s reserve balance of $30.4 million at December 31, 2006. This increase was primarily due to the
increase in PMI Australia’s default inventory in 2007 and higher claim rates and average claim sizes. PMI
Australia’s default inventory increased to 2,666 loans as of December 31, 2007 from 2,281 loans as of
December 31, 2006. '
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PMI Europe establishes loss reserves for all of its insurance and reinsurance business and for credit default
swap transactions consummated before July 1, 2003. Revenue, losses and other expenses associated with credit
default swaps executed on or after July 1, 2003 are recognized through derivative accounting treatment. PMI
Europe’s loss reserving methodology contains two components: case reserves and IBNR reserves. Case and
IBNR reserves are based upon factors which include, but are not limited to, our analysis of arrears and loss
payment reports, loss assumptions derived from pricing analyses, our view of current and future economic
conditions and industry information. Our actuaries calculated a range for PMI Europe’s loss reserves at
December 31, 2007 of $18.1 million to $76.2 mitlion. PMT Europe’s recorded loss reserves at December 31,
2007 were $41.6 million, which represented our best estimate and an increase of $23.7 million from PMI
Europe’s loss reserve balance of $17.9 million at December 31, 2006. The increase to PMI Europe’s loss reserves
in 2007 was primarily due to reserves established on certain U.S. reinsurance transactions on remote loss layers
combined with the seasoning of credit default swap transactions accounted for as insurance and flow business.

PMI Asia’s loss reserves at December 31, 2007 were $ 0.2 million, which represents our best estimate. Our
actuaries calculated a range for PMI Asia’s loss reserves at December 31, 2007 of $0.2 million to $0.3 million. .

The following table shows a breakdown of International Operations’ loss and LAE reserves:

December 31, December 31,

2007 2006

, (Dollars in thousands)
Loansindefault . ........... ... ... .. ... ...... . e .. ... $92914 $41,992
IBNR ..., e T U . 12,204 5,751
Cost to settle claims (LAE) ............. S e _ 1,751 811
Total 1oss and LAE TeSeIVeS .. ...\t tner it iie i e rnraraeenererennn $106,869 348,554

The following table provides a reconciliation of our Internatlonal Operations segment’s begmmng and
ending reserves for losses aind LAE for each of the last three years:

: ' o : v 2007 2006 2005.

. (Dollars in millions)
Balance at January 1 ... ... ..ottt i e $ 485 $233 $26.2
Reinsurance recoverables ........................ Bovneens e B e nannaanes 08 08 1.0
Net balance at January 1 ... .. . . U 1. 417 225 252
Losses and LAE incurred (principally with respect to defaults occurring in} ‘
CUWITENE YEAD . oottt i e s 676 299 134
Prior years ...... e e e P 36.7 100 (9.1
Total incurred . ... .. ...t e et e e 104.3 399 43
Losses and LAE payments (principally with respect to defaults occurring in) L
Current year ....... P e e 5.6 27 (.0
Prioryears ...t S .(46.9) (14.8) (3.1)
TOAl PAYINEHLS . o\ttt ettt e e e et ea e et nae e (52.5) (17.5) (4.1
Foreign Currency Translation . . ... ... i e . 6.4 28 (29
Net balance at December 31 ... ..ottt e e s 1059 477 225
Reinsurance recoverables ... ... .ttt e e 1.0 0.8 0.8
Balance at December 31 ... ... .. ottt $1069 §485 $23.3

The increases in losses and LAE incurred relating to prior years of $36.7 million and $10.0 million in 2007
and 2006, respectively, were primarily due to our re-estimate of expected claim sizes and claim rates for PM!
Australia. These increases were primarily the result of moderating home price appreciation and home price
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decline in certain areas and interest rate increases in 2006 and 2007. The reduction of losses and LAE incurred
relating to prior years of $9.1 million in 2005 was primarily due to favorable development of actual claim
amounts and adjustments to ultimate claim rates due to the strong housing appreciation and overall economic
conditions experienced in Australia over the last several years.

Investment Securities

Other-Than-Temporary Impairment—We have a committee review process for all securities in our
investment portfolio, including a review for impairment losses. Factors considered when assessing impairment
include: -

*  adecline in the market value of a security below cost or amortized cost for a continuous period of at
least six months; '

¢ the severity and nature of the decline in market value below cost regardless of the duration of the
decline:

= recent credit downgrades of the applicable security or the issuer by the rating agencies;
+  the financial condition of the applicable issuer;
«  whether scheduled interest payments are past due; and

*  whether we have the ability and intent to hold the security for a sufficient period of time to allow for
anticipated recoveries in fair value, '

If we believe a decline in the value of a particular investment is temporary and we have the intent and ability
to hold to recovery, we record the decline as an unrealized loss on our consolidated balance sheet under
“accumulated other comprehensive income” in shareholders’ equity. If we believe the decline is other-than-
temporary, we write-down the carrying value of the investment and record a realized loss in our consolidated
statement of operations under “net realized investment gains.” Our assessment of a decline in value includes
management’s current assessment of the factors noted above. If that assessment changes in the future, we may
ultimately record'a loss after having originally concluded that the decline in value was temporary.
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The following table shows our investments’ gross unrealized-losses and fair value, aggregated by investment
category and length of time that individual securities have been in a continuous unrealized loss position, as of

December 31, 2007 and 2006:

December 31, 2007

Fixed incotne securities:
U.S. Municipal bonds .........
Foreign governments ..........
Corporatebonds . .............
U.8. government and agencies ..

Total fixed income
securities .............
Equity securities:
Commonstocks ..............
Preferred stocks ..............

December 31, 2006

Fixed income securities:
U.S. Municipal bonds .........
Foreign gévernments ... .......
Corporate bonds . .. ......... -
U.S. government and agencies . .

Total fixed income
securities .............
Equity securities:
Common stocks ..............
Preferred stocks . .............

12 months or more Total

Less than 12 months

Unrealized Unrealized Unrealized

Fair Value Losses Fair Value Losses Fair Value Losses

, (Dollars in tponsands)

$ 135690 § (3,244) § 7,201 $ (186) S 142,891 § (3,430)
200,618 . (7,599) 351,088 (14,850). 551,706 (22,449)
314,108  (13,026) 475915  (24,486). 790,023  (37,512)

100 —_ 145 — 245 —
650,516  (23,869) 834349  (39,522) 1,484,865 (63.391)
15,967 (491) . —_ — 15,967 (491)
275,852 (34,909) — — 275,852 (34,909)
291,819  (35,400) — — 291,819 (35,4000
$ 942,335 $(59,269) $834,349 $(39,522) $1,776,684 $(98,791)
$ 66825 $ (246) § — $ — S 66825 S (246)
" 415,096 6,171) 7.189 (372 422,285  (6,543)
523,021 ° ° (7,232) 36,952 °  (678) 559,973 (7.910)
950 | 3 - 373 (8) 1,323 an
1,005,892 (13.652) 44,514 (1,058) 1,050,406 (14,710)
6,073 (295) — — 6,073 (295)
5,489 (85) — — 5,489 (55)
11,562 (350} — —_ 11,562 (350)
$1,017,454 $(14,002) $ 44,514 $ (1,058) $1,061,968 $(15,060)

Unrealized losses on fixed income securities were primarily due to an increase in interest rates in 2006 and
2007 and are not considered to be other-than-temporarily impaired as we have the intent and ability to hold such
investments until they recover in value or mature. We determined that the decline in the market value of certain
investments met the definition of other-than-temporary impairment and recognized realized losses of $6.1

" million, $6.2 million and $0.6 million in 2007, 2006 and 2003, respectively.
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The following table provides the composition of fixed income. securities with an unrealized loss szt
December 31, 2007 in relation to the total of all fixed income securities with an unrealized loss by contractuzl
maturities; o )

Percent of Percent of
Market Unrealized Number

Value Loss of 1tems
Dueinone yearorless ..........0. .. .couiiineo... ....... 4.2% 0.7% 6.6%
Due after one year throughfiveyears .. ........ ... . ... . .. . oiiiiia.. 44.8% 42.5%  38.5%
Due after five years throughtenyears .............. .. ..o i, 31.8% 38.0% 33.0%
Due after ten years ............ T 19.2% 188%  219%
Total fixed income securities .............. ... ... ....... ... ... 100.0% 100.0%. 100.0%

Revenue Recognition

'

We generate a significant portion of our revenues from mortgage insurance premiums on either a monthly,
annual or single payment basis. Premiums written on a monthly basis are earned as coverage is provided,
Premiums written on an annual basis are earned on a monthly pro-rata basis over the year of coverage. Primary
mortgage insurance premiums written on policies covering more than one year are referred to as single
premiums. A portion of revenue on single premiums is recognized in premiums earned in the current period, and
the remaining portion is deferred as unearned premiums and earned over the expected life of the policy: If single:
premium policies related to insured loans are cancelled due to repayment by the borrower, and the premium is
non-refundable, then the remaining unearned premium related to each cancelled policy is recognized to ‘eamed.
premiums upon notification of the cancellation, The length of the earnings pattern for single premium products is
based on a range of seven to fifteen years, and the rates used to determine the earnings of single premiums are
estimates based on actuarial analysis of the expiration of risk. Single premiums written accounted for 19.0%,
15.0% and 15.3% of gress premiums written in 2007, 2006 and 2005 respectively, and came predominantly from
PMI Australia in our International Operations: segment. The premium earnings process generally begins upon
receipt of the initial premium payment. The premiums earnings pattern methodology is an estimation process
and, accordingly, we review the premium earnings cycle for each policy acquisition year (“Book Year™) annually
and any adjustments to these estimates are reflected for each Book Year as appropriate,

]

Deferred Policy Acquisition Costs

Our policy acquisition costs are those costs that vary with, and are primarily related to, our acquisition,
underwriting and processing of new mortgage insurance policies, including contract underwriting and sales
related activities. To the extent that we are compensated by customers for contract underwriting, those
underwriting costs are not deferred. We defer policy acquisition costs when incurred and amortize these costs in
proportion to estimated gross profits for each policy year by type of insurance contract (i.e. monthly, annual and
single premium). The amortization estimates for each underwriting year are monitored regularly to reflect actual
experience and any changes to persistency or loss development by type of insurance contract. The rate of
amortization is not adjusted for monthly and annual policy cancellations unless it is determined that the policy
cancellations are of such magnitude that the recoverability of the deferred costs is not probable. The deferred
costs related to single premium policies are adjusted as appropriate for policy cancellations to be consistent with
our revenue recognition policy. We review our estimation process, specifically related to single premium
policies, on a regular basis and any adjustments made to the estimates are reflected in the current period’s
consclidated net income.

Deferred policy acquisition costs are reviewed periodically to determine that they do not exceed recoverable
amounts, after considering investment income. For the “year ended December 3i, 2007, we performed a
recoverability anzlysis of deferred costs relating to new mortgage insurance policies acquired in 2007, As a result
of this analysis, we impaired PMI's deferred policy acquisition cost asset by $33.6 million relating to the 2007
book year. This impairment of all remaining costs associated with the 2007 book year as of December 31, 2007
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was driven by our expected loss development under various scenarios and our determination that the remaining
costs were not recoverable. We also. determined that $2.2 million of deferred policy acquisition cost assets
relating 1o PMI Europe was also impaired for the year ended December 31, 2007.

Impairment Analysis of Investments in Unconsolidated Subsidiaries

Periodically, or as events dictate, we evaluate potential impairment of our investments in unconsolidated
subsidiaries. Accounting Principles Board (APB) Opinion No. 18, The Equity Method of Accounting for Investmenis
in Common Stock, provides criteria for determining potential impairment. In the event a loss in value of an
investment is determined to be an other-than-temporary decline, an impairment loss would be recognized in our
consolidated statement of operations. Evidence of a loss in value that could indicate impairment might include, but
would not necessarily be limited to, the absence of an ability to recover the carrying amount of the investment or the
inability of the investee to sustain an eamnings capacity which would justify the carrying amount of the investment.
Realized gains or losses resulting from the sale of our ownership interests of unconsolidated subsidiaries are
recognized in net realized investment gains or losses in the consolidated statement of operations.

Equity in earnings from RAM Re was $4.5 million in 2007 compared to $8.7 million in 2006. This decrease
was due primarily to unrealized mark-to-market losses of $28.4 million on its credit derivative portfolio as a
result of widening credit spreads partially offset by higher premiums earned and net investment income. As we
report our equity in earnings/losses from RAM Re on a one quarter lag, our 23.7% share of RAM Re’s fourth
quarter 2007 results will be reflected in our consolidated financial results in the first quarter of 2008. Due to,
among other things, the continuing deterioration of the credit market, rating agency actions and the decline in
RAM Re’s share price, in the fourth quarter of 2007 we realized an other-than-temporary impairment of our
investment in RAM Re of $38.5 million. This impairment charge was based on the difference between our
investment balance in RAM Re as of December 31, 2007 (before the impairment) and our share of RAM'Re’s
market value as of September 30, 2007 (due to our one quarter accounting lag). After impairment, the carrying
value of our investment in RAM Re as of December 31, 2007 was $60.0 million. We. do not expect RAM Re’s
fourth quarter of 2007 to be profitable. We expect the carrying value of our investment in RAM Re to be further
reduced in the first quarter of 2008 as a result of RAM Re's losses and/or further impairment by us of our
investment..We will continue to evaluate this'investment for possible future impairment.

.

As of December 31, 2007, the carrying value of the Company’s investment in FGIC was $103.6 million, with
the balance representing $617 million of cash and capitalized acquisition costs less equity in losses, and the
Company’s proportionate share of FGIC’s net unrealized gains (losses) in its investment portfolio. In light of recent
rating agency actions, the inability to write significant additional new business, and significant net losses, we have
evaluated our investment for potential other-than-temporary impairment. We have determined the fair value of our
investment in FGIC to be greater than its current carrying value and no impairment is necessary at the current
time. Factors considered when we assessed the potential impairment of our investmment in FGIC include:

e . adecline in the carrying value due to significant equity losses;
«  equity in losses due to unrealized mark-to-market losses on the insured credit derivative portfolio;

+  unrealized mark-to-market losses principally reflective of widening spreads and viewed as largely
uneconomic losses to the extent these losses don’t develop into realized expected losses;

» et book value of FGIC reduced by significant unearned premiums from the municipal bond portfolio
which contains very low expected future loss development; and

*  internal and external valuation analyses that support a value in excess of the current cost basis.
As events in the financial guaranty sector continue to develop as well as any restructuring plans related to
our specific investments.in FGIC and RAM Re become finalized, additional impairment to our equity

investments could be realized. Accordingly, we will continue to evaluate our investment in RAM Re and FGIC
for possible additional impairment in future periods,
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Premium Deficiency Analysis

We perform an analysis for premium deficiency using assumptions based on our best estimate when the
analysis is performed. The calculation for premium deficiency requires significant judgment and includes
estimates of future expected premiums, expected claims, loss adjustment expenses and maintenance costs as of
the date of the test. The calculation of future expected premiums uses assumptions for persistency and
termination levels on policies currently in-force. Assumptions for future expected losses include future expected
average claim sizes and claim rates which are based on the current defanlt rate and expected future defaults.
Investment income is also considered in the premium deficiency calculation. For the calculation of investmer:t
income we use our pre-tax investment yield.

We perform premium deficiency analyses quarterly on a single book basis for each of our operating
segments. A premium deficiency analysis was performed as of December 31, 2007. We determined there was no
premium deficiency in our U.S. Mortgage Insurance Operations segment despite significant losses in 2007. To
the extent premium levels and actual loss experience differ from our assumptions, our results could be negativelv
affected in future periods.

FASB Project

In 2004, the SEC staff reviewed the accounting practices for loss reserves of publicly held financial
guaranty industry companies and upon noting various differences in the accounting practices requested the
Financial Accounting Standards Board (“FASB™) Staff to review and potentially clarify the applicable existing
accounting guidance. An exposure draft, Accounting for Financial Guarantee Insurance Contracts, Ar
Interpretation of SFAS No. 60 was issued in April 2007. The draft excludes mortgage guarantee insurance and
credit insurance from the scope of the proposed interpretation. The final pronouncement is expected to be issued
in the first quarter of 2008 with an effective date of January 1, 2009. It is possible that, upon issvance of the final
pronouncement, FGIC, RAM Re and PMI Guaranty may be required to change certain aspects of their
accounting for loss reserves, premium income and deferred acquisition caosts. It is not possible to predict the
impact, if any, that the FASB’s review may have on our consolidated resuits of operations, financial condition or
cash flows or those of our unconsolidated subsidiaries.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

As of December 31, 2007 and 2006, our consolidated investment pertfolio was $3.7 billion and $3.2 bitlion,
respectively. The fair value of investments in our portfolio is calculated from independent market quotations, and
is interest rate sensitive and subject to change based on interest rate movements. As of December 31, 2007,
37.6% of our investments were long-term fixed income securities, primarily including U.S. municipal bonds. As
interest rates fall, the fair value of fixed income securities generally increases, and as interest rates rise, the fair
value of fixed income securities generally decreases. The following table summarizes the estimated change in
fair value and the accounting effect on comprehensive income (pre-tax) for our consolidated investment portfoho
based upon spec1ﬁed hypothetical changes in interest rates as of December 31, 2007:

Estimated Increase
{Decrease) in

Fair Value
(Dollars in thousands)

300 basis pointdecline .. ... .. i i $ 350,375
200 basis point decline .......................... e $ 239,796
100 basis point decline . ........... ... .00 it $ 135,405
100 basis PO TISE . .\ttt vttt et eae e ieenns $(153,359)
200 basis POINETISE L . o v vttt e e ettt $(331,945)
300 basis POIMETISE L.\ttt ettt et ettt e eniaas $(501,120)




These hypothetical estimates of changes in fair value are primarily related to-our fixed-income securities as
the fair values of fixed-income securities generally fluctuate with increases or decreases in interest rates, The
weighted average opfion-adjusted duration of our consolidated. investment portfolio including cash and cash
equivalents was 4.9 as of December 31, 2007.

We analyze the sensitivity of fluctuations in foreign ¢urrency exchangé rates on investments in our foreign
subsidiaries denominated in currencies other than the U.S. do]lar This estimate is calculated using the spot
exchange rates as of December 31, 2007 and respective current year ending investment balances in our foreign
subsidiaries in the applicable foreign currencies. The following table summarizes the estimated changes in the
investments in our foreign subsidiaries based upon specified hypothetical percentage changes in foreign currency
exchange rates as of December 31, 2007, with all other factors remaining constant:

Estimated Increase (Decrease) in Foreign Currency Translation

Change in foreign currency exchange rates Australia Europe Asia* Canada Consolidated
[ . (USD In thousands)

15% decline ............ oo, $(125,066) $(24,311) $(7,707) $(11,076) $(168,160)
10%decline . ........... ... it $ (83,378) $(16,207) $(5,138) $ (7,384) $(112,10M
S%decline ......... ... .. i, $ (41,689) § (8,104) $(2,569) $ (3,692) $ (56,054)
5%rise ......... e e $ 41,689 $ 8,104 $ 2,569 $ 3,692 $ 56,054
10% 888 e e $ 83378 $16207 §$ 5138 % 77384  $112,107
15%rise ... ... ... .. e § 125,066 § 24311 '§ 7,707 $ 11,076 $ 168,160

Foreign currency translation recorded as ’ N _ ' ]
of December 31, 2007......... PR $ 214,494 $_57,973 $ (P2) L $ 8,604 $ 281,047

- U.S. Dollar Relative to
‘Australian Hong Kong

As of December 31, . . Dollar | Euro Dollar* Canadian Dollar
2007 . e 0.8751 ° 1.4590 0.1282 1.0015

2006 ... o 0.7886- 1.3199  0.1286 0.8576

Since the Hong Kong dollar is pegged to the U.S. dollar, there has not been a sigqii‘:cant imp:;cl to the recorded translation adjustment
from Hong Kong dollar fluctuations. To the extent the currency becomes de-pegged in whole or on a partial basis, fluctuations could
occur in the future.

The changes in the foreign currency exchange rates from 2006 to 2007 positively affected our investments
in our foreign subsidiaries by $108.5 million. This foreign currency translation impact is calculated using the
period over period change in the year end spot exchange rates to the current year ending investment balance of
our foreign subsidiaries. )

As of December 31, 2007, $1.2 billion, excluding cash and cash equivalents of our invested assets, was held
by PMI Australia and was predominantly denominated in the Australian dollars. As of December 31, 2007, $0.2
billion, excluding cash and cash equivalents of our invested assets, was held by PMI Europe and was
denominated primarily in Euros. The above table shows the exchange rate of the U.S. dollar relative to the
Australian dollar, Euro, Hong Kong dollar and Canadian dollar as of December 31, 2007 and 2006. The value of
the Australian dollar, Euro and Canadian dollars strengthened relative to the U.S. dollar as of December 31, 2007
compared to December 31, 2006. See ltem 7. Management Discussion and Analysis of Financial Condition and
Results of Operations - Liguidity and Capital Resources.
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting as defined in Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934. Our internal
control over financial reporting is designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of our consolidated financial statements for external purposes in accordance with
U.S. generally accepted accounting principles. Our internal control over financial reporting includes policies and
procedures that:

¢  Pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
rransactions and dispositions of our assets; o ’

*  Provide reasonable assurance.that transactions are recorded as necessary to permit preparation of
consolidated financial statements in accordance with U.S. generally accepted accounting’ principles,
and that our receipts and expenditures are being made only in accordance with authorizations of our
management and directors; and

*  Provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of our assets that could have a material effect on our consolidated financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate. ‘

Management assessed the effectiveness of our internal control over financial reporting as of December 31,
2007. In making this assessment, management used the criteria set forth by the Commitiee of Sponsoring

Organizations of the Treadway Commission (COSQ) in Internal Control—Integrated Framework.

Based on management’s assessment and those criteria, management has concluded that we maintained
effective internal control over financial reporting as of December 31, 2007.

Our independent registered public accounting firm has issued an audit report on our internal control over
financial reporting. That report appears below in this Item 8.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of The PMI Group, Inc.

We have audited the accompanying consolidated balance sheets of The PMI Group, Inc. and subsidiaries
(the Company) as of December 31, 2007 and 2006, and the related consolidated statements of operations,
shareholders’ equity, and cash flows for each of the three years in the period ended December 31, 2007. Our
audits also included the financial statement schedules listed in the Index at Item 15(a). These financial statements
and schedules are the responsibility of the Company’s management. Our responsibility is to express an opinion
on these financial statements and schedules based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States}. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasconable basis for ou:
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of The PMI Group, Inc. and subsidiaries a1 December 31, 2007 and 2006, and the:
consolidated results of their operations and their cash flows for each of the three years in the period endexl
December 31, 2007, in conformity with U.S. generally accepted accounting principles. Also, in our opinion, the
related financial statement schedules, when considered in relation to the basic financial statements taken as &
whole, present fairly in all material respects the information set forth therein. '

In 2007, the Company adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes—
An Interpretation of FASB Statement No. 109. In 2006, the Company adopted FASB Statement No. 123(R),
Share-Based Payment, and FASB Statement No. 158, Employers' Accounting for Defined Benefit Pension ancl
Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106 and 132(R). These matters are
further described in Note 2 to the consolidated financial statements.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), The PMI Group, Inc. and subsidiaries’ internal control over financial reporting as of
December 31, 2007, based on criteria established in Internal Control—Iintegrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission and our report dated March 16, 2005.
expressed an unqualified opinion thereon.

fs/ Ernst & Young LLP . .

March 16, 2008
Los Angeles, California
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM ON INTERNAL
CONTROL OVER FINANCIAL REPORTING

The Board of Directors and Shareholders of The PMI Group, Inc.

We have audited The PMI Group, Inc.’s internal control over financial reporting as of December 34, 2007
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (the COSO criteria). The PMI Group Inc.’s management is
responsible for maintaining effective internal control over financial reporting, and for its assessment of the
effectiveness of internal contro] over financial reporting included in the accompanying Management's Report on
Internal Control Over Financial Reporting. Qur responsibility is to express an opmlon on the company’s internal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects.. Our
audit included obtaining an understanding of internal control over financial reporting, assessing,the risk that a
material weakness exists, testing and evaluating the design and operating effectiveness of internal control based
on the assessed risk, and performing such other procedures as we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements. :

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may-become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, The PMI Group, Inc., maintained, in all material respects, effective internal control over
financial reporting as of December 31, 2007, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the 2007 consolidated financial statements of The PMI Group, Inc. and our report dated
March 16, 2008 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP

March 16, 2008
Los Angeles, California
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THE PMI GROUP, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

Yecar Ended December 31,

2007 2006 2005 |
. {Dollars in thousands, except per share data)
REVENUES -
Premiums eamned ... ..o oo - 8995172 % 860,530 § R17,602
Net investment INCOIME ... v vttt e et et i e e iee e 214,002 195,301 179,463
Net realized investment (losses) gains .. ................coouua.. (24,784) 2.756 2,050
OUher iNCOME . L. ..ttt e i et i m e 774 20,141 20,785
. Totalrevenues ................. ..., $ 1,185,164 $1,078,728 $1,019,898
LOSSES AND EXPENSES -
Losses and loss adjustment expenses . . . ..........coovviiiiea.., 1,203,004 302,936 257,779
Amortization of deferred policy acquisitioncosts ................... 104,885 68,358 74,387
Other underwriting and operating expenses ...................... 229,793 236,973 - 213,645
Interest eXpense . ... ... oot iin e - 33,398 38,055 31,137
Total losses and eXPenses . . ...........c.coerivnnennn.. $ 1,571,080 $ 646,322 §$§ 576,952
{Loss) income before equity in (losses) earnings from unconsolidated '
subsidiaries and INCOME TAXES . .. ...t int et i, (385,916) 432,406 442,946
Equity in (losses) earnings from unconsolidated subsidiaries .. ....... {(741,500) 127,309 97,885
(Loss) income before inCome taxes . . .......oooverseneennnnenn.. (1,127.416) 559,715 540,831
Income tax (benefit) expense . ...... ... i i i e (212,090) 140,064 131,662
NET(LOSS)INCOME . ....... ... ... i, - $ (915,326) $ 419,651 $ 409,169
PER SHARE DATA
Basic net (loss}income ... ...............c. .. $ (1081 % 485 § 4.46
Diluted net (loss) income .. ................c..uunnn.. % (108D $ 457 % 4.10

See accompanying notes to consolidated financial statements.
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. THE PMI GROUP, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

As of December 31,
, 2007 2006
(Dollars in thousands, except per share data)

ASSETS .

Investments—available-for-sale, at fair value : . :
Fixed IncOme Securities . . ..o vvue e ee i e e e eeaens P $ 3,266,693 $ 2,826,833
Equity securities: _ ) _
B s (1117 1 159,936 162,263

Preferred ................ e e e 299,630 248,761
ShOTE-tEFTI INVESTMENES « .+ v v v v v v e e ee e e e e e e e e e __3&2_ 6,181
Total investments . ...................iununnnr.., 3,729,151 3,244,058

Cashand cashequivalents .. ........ .. ... ... ... .. i i 427912 . 506,082

Investments in unconsolidated subsidiaries .................. . ..... 309,800 © .. 1,100,387

Related partyreceivables ........ ... .. .. .. i i 1,433 714

Accrued investment income ... ... .. Lo, e 53,329 45,232

Premiums receivable .. ... e 63,458 64,524

Reinsurance receivables and prepaid premiums . .................... - 10,038 21,574

Reinsurance recoverables ................... e 36,917 3,741

Deferred policy acquisition costs ..o 59,711 . 87,008

Property, equipment and software, net of accumulated depreciation and

AMOTUZALION - o o vttt vt vt ettt et e et a e eneranenenens 161,762 174,128

Prepaid income taxes . . . ......ovt i e 77,413 7,044

Deferred income aX aS5€L5 . ... vttt innt it i 55,439 - —_

(8 11 4T~ G 11~ - O - B4,077 63,063

Total assets . .........cooiirininiiinnennn, $ 5,070,440 . $ 5,317,555

LIABILITIES

Reserve for losses and loss adjustment’expenses .................... $ 1,242,599 $ 414,736

Unearned Premiums . ........ .. it iiii ittt iiae e 611,247 520,264

Long-termdebt .................. e 496,593 496,593

Reinsurance payables ...... ... ... i i i 47,471 42518

Related party payables .. ....... ... ... . i 1,852 1,744

Deferred income tax habilities ........... ... ... ... ... ... .. ... —_— 112,993

Other liabilities and accrued expenses . ........................... 157,716 160,117

Totalliabilities ................. ... vivraen.-. 2,557,478 1,748,965

Commitments and contingencies (Notes 8 and 13)

SHAREHOLDERS’ EQUITY

Preferred stock—3$0.01 par value; 5,000,000 shares authorlzed none

issuedoroutstanding . . ... i — —
Common stock—$0.01 par value; 250,000,000 shares authonzed;

119,313,767 shares issued; 81,120,144 and 86,747,031 shares

oUtStandIng . ... ... e 1,193 1,193
Additional paid-incapital . ... ... oo o 890,598 858,188
Treasury stock, at cost (38,193,623 and 32,566,736 shares) ........... (1,354,601) (1,164,214}
Retained €arnings .. ........ceuivemn it 2,660,695 3,600,343
Accumulated other comprehensive income, net of deferred taxes . ...... 315,077 264,080

Total shareholders’ equity ........................ 2,512,962 3,568,590
Total liabilities and shareholders® equity ........ $ 5,070,440 $ 5,317,555

See accompanying notes to consolidated financial’ statements.
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THE PMI GROUP, INC. AND SUBSIDIARIES ',
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
2007 . 2006 2005
(Dollars in 'thdilsands)

CASH FLOWS FROM OPERATING ACTIVITIES |

Net (loSS}INCOME .. ... ittt et sttt is e erneans e $(915,326) $ 419,651 § 409,169
Adjustments to reconcile net (loss} income to net cash provided by operating act:vmes ‘
Equity in losses (earnings) from unconsolidated subsidiaries ........................ <741,500  (127,309) (97,885)
Net realized investment gains . ..................00 S - 24613 (2,634) (2,195)
Minority Interest . . ... R AU 912 1,949 1,990
Depreciation and amortization ... 25,334 30,398 30,386
Deferred INCOME LAKES . . ...t utttt ettt et iar s aa it eeanas (166,930) 10,752 (3,083)
Compensation expense related to stock options and employee stock purchase plan K 16,652 12,152 —
Excess tax benefils on the exercise of employee stock options ......c.. .o i (4,001) (2,838) -—
Net cost to exchange and extinguish long-term debt ............... A SN —_ 2, . -
Deferred policy acquisition costs incurred and deferred ............ ... ..., P e (73,2200 (68,032) (69,959)
Amortization of deferred policy acqulsluon COSIS .« oeeiniiii e e 104,885 ° 70,123 73.716
Changes in: . - ' .
Accrued INVESUMENLINCOME . ... .0ttt e inr it eniar e acnaneanans (5.909) (112) 111
Premiums receivable . .......... .t .. e e e . 1,729 '(6,852) 2474
Reinsurance receivables, and prepald premiums net of reinsurance payables .. ..., .. 15,794 (7,760} 11,973
Reinsurance recoverables ... ..ot i i e e e (33,082y . (37 8
" Prepaid iNCOME EAXES o oot v asvnr s e rrraate e e e e et antnean (72,328) (7,780) (3,229}
Reserve for losses and loss adjustment expenses . ...............ooiiiiiniane, 820,027, . 42,549 6,649
Unearned Premitms ....oovvinerraneeiananennnns [P 46,644 1,969 29.312
Related party receivables, net of payables . ........iiiiiiii i (1,295) 1,814 15,749
Liability for pensionbenefits .. ... . i e (12,660) (4,346) . 6,145
0 - 45,308 | (5,750) 16,665
Net cash provided by operating activities .. . ............. RPN 558,647 359,617 428,000
CASH FLOWS FROM INVESTING ACTIVITIES ' .
Proceeds from sales and maturities of fixed income securities ........ ... ... .. ... . 330,860 670,948 449324
Proceeds from sales of equity securities .. ... ... oo 135,026 61,380 95,150
Proceeds from sale of equity investment held for salc ..... R ) — , 14,184 98,846
Investment purchases: Lo . . :
Fixed income Securities .. ......c.ovemueeTiiueuians e (700,940) (638,522) (423.573)
Equity SECUTIIES . ..., . .vuirireeii e e e (221,487  (210,670)  (88,565)
Net change in short-lerm investments .. ... ... .. iuiiiriirirr ey 3,306 112,045 (5.136)
Distributions from unconsolidated subsidiaries, net of investments . ............... ... ... 23,561 19,847 6,662
.Capital expenditures and capitalized software, net of dispositions . ....... ... (18,684) ' (18,430) (37,228)
Acquisition of minority interest from minority interest holder . ... ... ... e (13.429) — —
Net cash (used in) provided by investing activities . ..................... (461,787) 10,782 95,480
CASH FLOWS FROM FINANCING ACTIVITIES .
Net proceeds from issuance of long-termdebt .. ......... ..o — 385,993
Net repurchase of seniornotes ...... ... ..o, JR e e — (298,768) —_
Extinguish and repayment of long-term debt, net of expenses .. ..............! s — (425,338) —
Proceeds from issuance of common shares ... ... ... i i — 345,000 —
Purchase of treaSury SIOCK . ...ttt ettt e it r e . {214996)  (535,000) (250,002)
Proceeds from issuance of treasury Stock . s e e 31,260 41,728 29,879
Excess tax benefits on the exercise of employee stock options ........ ...t . 4,001 2,838 —
Dividends paid to common shareholders . ................ e (17,703) (18,045) (17,795)
Issuance of share capital to minority interest holders in subsidiaries . ... ... b e 424 4,325 1,466
Net cash used in financing activities .. .................. ..o oo (197.014) (497,267) (236452)
Effect of exchange rate changesoncash ... ............. e L . 21,984 13,247 (10,084)
Net (decrease) increase in cash and cash equivalents .. ................ ... ... ... (18,1700  (113,621) 276,944
Cash and cash equivalents at beginning of year .......... . e e 506,082 619,703 342,759
Cash and cash equivalents atend of year ........... e e e e e $427.912 $506,082 $ 619,703

SUPPLEMENTAL CASH FLOW DISCLOSURES )
Cash paid during the year: S ) -

Interest paid, net of capitalization . .. .. e e T S ©0% 31989 § 34341 § 30,157

Income taxes paid, net of refunds .................. 00Tl P § 70,739 129,137 $ 68,566
Non-cash investing and financing activities: -

Capital lease obligations ... ............ ... oo e $ 1445 3 — % 139

See accompanying notes to consolidated financial statements.
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THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. BASIS QF PRESENTATION

The accompanying consolidated financial statements include the accounts of The PMI Group, Inc. (“Tte
PMI Group” or “TPG”), a Delaware corporation and its direct and indirect wholly-owned subsidiaries, including:
PMI Mortgage Insurance Co., an Arizona corporation, and its affiliated U.S. mortgage ‘insurance and reinsurance
companies {collectively “PMI”); PMI Mortgage Insurance Ltd and its holding company, PMI Mortgage
Insurance Australia (Holdings) Pty Limited (collectively “PMI Australia”); PMI Morigage Insurance Company
Limited and its holding company, PMI Europe Holdings Limited, the Irish insurance companies (collectively
“PMI Europe”); PMI Mortgage Insurance Asia Lid. (“PMI Asia”); PMI Mortgage Insurance Company Canada
and its holding company, PMI Mortgage Insurance Holdings Canada Inc. (collectively “PMI Canada™); PMI
Guaranty Co. (“PMI Guaranty™); and other insurance, reinsurance and non-insurance subsidiaries. The PMI
Group and its subsidiaries are collectively referred to as the “Company.” All material inter-company transactions
and balances have been ellmmated in the consolidated financial statements.

" The Company has a 42.0% equity ownership interest in FGIC Corporation, the holding company cf
Financial Guaranty Insurance Company (collectively “FGIC”), a New York-domiciled financial guaranty
insurance company. The Company also has equity ownership interests in CMG Mortgage Insurance Company,
CMG Mortgage Reinsurance Company and CMG Mortgage Assurance Company (collectively “CMG MI™),
which conduct residential mortgage insurance business for credit unions. The Company also has equity
ownership interests in RAM Holdings' Lid., the holding company of RAM Reinsurance Company, Ltd.
{collectively “RAM Re”), a financial guaranty reinsurance company based in Bermuda. The Company also has
ownership interests in several limited partnerships. In addition, the Company owns 100% of PMI Capltal [
(“Issuer Trust”™), an unconsolidated wholly-owned trust that privately issued debt in 1997.

On October 4, 2005, the Company sold to Credit Suisse First Boston (USA), Inc. (“CSFB”) its equity
ownership interest in SPS Holding Corp. (“SPS”). The Company has received cash payments of $5.4 million
during 2007 from the residual interest in SPS mortgage servicing assets. Based on the settlement agreement datecl
January 25, 2008, the Company recorded a $12.7 million settlement gam in connection with the favorab]t
resolution of certain indemnifications associated with SPS.

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have been prepared in accordance with U.S. generally acceptec
accounting principles ("GAAP™) and the requirements of Form 1(-K and Article 7 of Regulation S-X. The
preparation of financial statements in conformity with GAAP requires management to make estimates anc
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets anc.
liabilities at the date of the consclidated. financial statements, as well as the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from these estimates. In the opinion of
management, all adjustments, consisting only of normal recurring adjustments, considered necessary for a fair
presentation for the periods presented, have been included.

Risks and Uncertainties—The Company is dependent upon mortgage originators to provide mortgage loans
to insure. In the event any of its largest customers choose to stop providing the Company with mortgage loans to
insure, the Company’s ability to generate new insurance business could be adversely affected. The Company’s
U.S. Mortgage Insurance Operations’ ten largest customers generated 52.0%, 43.9% and 42.8% of its premiums
earned in 2007, 2006 and 2005, respectively.

We would be affected by economic downturns, natural disasters and other events in specific regions of the

United States where a large portion of our U.S. business is concentrated. As of December 31, 2007, 10.8% of
PMI’s primary risk in force was located in Florida, and 8.1% was located in California. We are currently
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THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

experiencing accelerated delinquency and loss development in those states. In additionwe expect higher default
and claim rates for high LTV loans, ARMs, 2/28 Hybrid ARMs, Alt-A loans, interest only loans, payment option
ARMS and less-than-A quality loans. We also insure loans that have more than one of the above risk
characteristics. This “layering” of risk has, in recent experience, further increased the risk of borrower default.
We have incorporated our best estimates for the hlghqr default and claim rates associated wlt‘h these loans into
our underwriting and pricing models and reserve estimates. However, there can be no assurance that the
premiums earned and the associated investment income will prove adequate to compensate for future losses from
these loans or that future adverse loss development will not emerge. , 4

The Company’s various U.S,, Australian, European, Canadian and Asian insurance subsidiaries are subject
to comprehensive regulation. These regulations are generally intended to protect. policyholders, ralhe['lhan to
benefit investors. Although their scope varies, applicable laws and regulations grant broad powers to supervisory
agencies or officials to examine companies and to enforce rules or exercise discretion covering almost every
significant aspect of the insurance business. The licensing of the Company’s insurance subsidiaries, their
premium rates, their forms and policies offered to customers, their financial statements and periodic financial
reporting, and their perrn1551ble investments and adherence to financial standards relating to statutory surplus,
dividends to the Company and other criteria of solvency are all subjects of detailed regulations,

The Company establishes loss reserves to recognize the IfaEilily of unpaid losses relaied to insured
mortgages that are in default. These loss reserves are based upon the Company’s, estimates of the claim rate and
average claim size, as well as the estimated costs of settling claims. These estlmates are regularly reviewed and
updated using currently available information. Any adjustments due to, posmve or adverse developmcnls which
may be material, resulting from these reviews would impact current reserve requlremems The Company’s
reserves may not be adequate to cover ultimate loss development on incurred defaults. The Company’s
consolidated financial condition, results of operations or cash flows could be harmed if the Company’s reserve
estimates are insufficient to cover the actual related claims paid and loss-related expenses incurred,

The Company has made significant investments in the equity securities of several privately-held companies,
including FGIC. FGIC is subject to a number of significant risks that arise from the nature of its business.
Accordingly, the Company is subject to the risks and uncertainties associated with that business. In addition, the
Company has limited ability to cortrol FGIC and, accordingly, may be unable to take actions unilaterally to
avoid or mitigate those risks. In the past, a significant portion of the Company’s consclidated net income has
been derived from FGIC and its financial guaranty business. In 2007, the Company’s equity in losses from FGIC
was $763.3 million due to $1.9 billion of unrealized mark-to-market losses in 2007 related to derivative contracts
issued by FGIC on mortgage-related collateralized debt obligations and loss reserve increases of $1.2 billion in
2007 as a result of credit deterioration of insured collateralized debt obligations backed by sub-prime residential
mortgage-backed securitics (RMBS) as well as direct exposure to RMBS. FGIC’s 2007 mark-to market losses
and additions to loss reserves reflect the significant weakening of the U.S. residential mortgage, housing, credit
and capital markets. The financial guaranty market is subject to extensive regulation. Future legislative,
regulatory, accounting or judicial changes may affect the ﬁnanmal guaranty industry or municipal or asset-
backed. obhgatlons or marLets - '

‘ . L

Significant accounting policies are as follows:

Investments—The Company has designated its entire portfolio of fixed income and equity securities as
available-for-saie. These securities are recorded at fair value based on quoted market prices with unrealized gains
and losses, net of deferred income taxes, accounted for as a component of accumulated other comprehensive
income in shareholders® equity, The Company evaluates its investments regularly to determine: whether there are
declines in value and whether such declines meet the definition of-other-than-temporary impairment in
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THE PMI GROUP, INC, AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

accordance with Statement of Financial Accounting Standards (“SFAS™) No. 115, Accounting for Certain
Investments in Debr and Equity Securities and Securities and Exchange Commission (“SEC”) Staff Accounting
Bulletin (“SAB™) No. 59, Accounting for Noncurrent Marketable Equity Securities. The fair value of a security
below cost or amortized cost for consecutive quarters is a potential indicator of an other-than-temporary
impairment. When the Company determines a security has suffered an other-than-temporary impairment, the:
impairment loss is recognized, to the extent of the decline, as a realized investment loss in the consolidated,
statement of operations,

The Company’s short-term investments have maturities of greater than three and less than 12 months when
purchased and are carried art fair value. Realized gains and losses on sales of investments are determined on a
specific-identification basis. Investment income consists primarily of interest and dividends. Interest income and
preferred stock dividends are recognized on an accrual basis. Dividend income on common stocks is recognized
on the date of declaration. Net investment income represents interest and dividend income, net of investment
expenses.

Cash and Cash Equivalents—The Company considers: all highly liquid investments purchased with an
original maturity of three months or less to be cash equivalents.

Investments in Unconsolidated Subsidiaries—Investments in the Company’s unconsolidated subsidiaries
include both equity investees and ‘other unconsolidated subsidiaries. Investments in equity investees with
ownership’ interests of 20-50% are generally accounted for using the equity method of accounting, and
investments of less than 209 ownership interest are generally accounted for using the cost method of accounting
if the Company does not have significant influence over the entity. Limited partnerships with ownership interests
greater than 3% but less than 50% are primarily accounted for using the equity method of accounting.  The
Company reports the equity in earnings from FGIC and CMG MI on a current month basis, and RAM Re and the
Company’s interest in limited partnerships on a one-quarter lag basis. The carrying value of the investments in
the Company’s unconsolidated subsidiaries also includes the Company’s share of net unrealized gains and losses
in the unconsolidated subsidiaries’ investment portfolios.

Periodically, or as events dictate, the Company evaluates potential impairment of its investments in
unconsolidated subsidiaries. Accouriting Principles Board (“APB”) Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock (“APB No. 18”) provides criteria’ for determining potential
impairment. In the event a loss in value of an investment is determined to be an other-than-temporary decline, an
impairment charge wouid be recognized in the consolidated statement of operations. Evidence of a toss in value
that could indicate impairment might include, but would not necessarily be limited to, the absence of an ability to
recover the carrying amount of the investment or the inability of the investee to sustain an earnings capacity
which would justify the carrying amount of the investment. Realized capital gains or losses resulting from the
sale of the Company’s ownership interests of unconsolidated subsidiaries are recognized as net realized
investment gains or losses in the consolidated statement of operations. S

In connection with the preparation of the Company’s financial l‘statemehts for the year ended December 31,
2007, the Company realized an other-than-temporary impairment of $38.5 million due to continuing deterioration
of the credit market, rating agency actions and declines in RAM Re’s share price. Refer to Note 3, lnvesrmenfs in
Unconsolidated Subsidiaries, for more details, -

The SEC requires public companies to disclose condensed financial statement information for significant
equity investees and other unconsolidated subsidiaries, indiv'idually or in the aggregate, if (i) the Company’s
investments in and advances to the subsidiaries are in excess of 10% of the total consolidated assets of the
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Company, (ii} the Company’s proporticnate share of unconsolidated subsidiaries’ total assets is in excess of 10%
of total consolidated assets of the Company, or (lii) equity in income from continuing operations before income
taxes, extraordinary items and the cumulative effect of a.change in accounting principle of the unconsolidated
subsidiaries is in excess of 10% of such income of the Company. Furthermore, if certain of the above tests
exceed 20% with respect to any unconsolidated subsidiary, separate audited financial statements of that
unconsolidated subsidiary -are required to be included in the registrant’s Form 10-K. For the year ended
December 31, 2007, the Company’s equity in loss before tax as described in item (iii) above of FGIC exceeded
20% of such loss of the Company, and accordingly, separate audited financial statements of FGIC will be
included in an amendment to the Company’s Form 10-K. Additionally, the condensed financial statements of
FGIC and CMG MI are included in Note 5. Investments in Unconsolidated Subsidiaries. The Company has
determined that-its other equity. investees do not meet any of the tests outlined above on a stand-alone or
aggregate basis.

Related Party Receivables and Payables—As of December 31, 2007 and 2006, related party receivables
were $1.4 million and $0.7 million, and related party payables were $1.9 million and $1.7 million, respectively,
which were comprised of non-trade receivables and payables from unconsolidated subsidiaries.

Deferred Policy Acquisition Costs—The Company defers certain costs in its mortgage insurance operations
relating to the acquisition of new insurance and amortizes these costs against related premium revenue in order to
match costs and revenues. To the extent the Company is compensated by customers for contract underwriting,
those underwriting costs are not deferred. Costs related to the acquisition of morigage insurance business are
initially deferred and reported as deferred policy acquisition costs. SFAS No. 60, Accounting.and Reporting by
Insurance Enterprises (“SFAS No. 607) specifically excludes mortgage guaranty insurance from its guidance
refating to the amortization of deferred policy acquisition costs. Consistent with industry accounting practice,
amortization of these costs for each underwriting- year book of business. is charged against revenue in proportion
to estimated gross profits, Estimated gross profits are composed of earned premiums, interest income, losses and
loss adjustment expenses as well as the amortization of deferred policy acquisition costs. The rate of amortization
is not adjusted for monthly and annual policy cancellations unless it is determined that the policy cancellations or
losses are of such magnitude that impairment of the deferred costs is probable. The deferred costs related to
single premium policies are adjusted as appropriate for policy cancellations to be consistent with the Company’s
revenue recognition policy. The amortization estimates for each underwriting year are monitored regularly to
reflect actual experience and any changes to persistency or loss development. Deferred policy acquisition costs
are reviewed periodically to determine that they do not exceed recoverable amounts, after considering investment
income. For the year ended December 31 2007, the Company impaired its deferred policy acquisition cost asset
in an amount equal to $35.8 million relaung to PMI and PMI Europe. Refer 1o Note 7. Deferred Policy
Acquisition Costs, for more details. .

 Property, Equipment and Software—Property and‘eq'uilsmem, inclliding software, are carried at cost and
are depreciated using the straight-line method over the- estimated useful lives of the assets, ranging from three to
thirty nine years. Leasehold improvements are recorded at cost and amortized over the lesser of the useful life of
the assets or the remaining term of the related lease. The Company’s accumulated depreciation and amortization
was $181.6 million and $156.9 million as of December 31, 2007 and December 31, 2006, respectively.

Under the pr0v151ons of Statemem of Posmon No. 98 1, Accoummg for the Cosr of Computer Soﬁware
Developed or Obtained for Internal Use, the Company capitalizes costs incurred during the application
development stage related to software developed for internal use purposes and for. which it has no substantive
plan to market externally. Caplla]lZBd costs are amortized at such time as the software is ready for its mtended
use on a straight-line basis over the estimated useful life of the asset, which is generaily three to seven years.
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Derivatives—Certain credit’ default’ swap contracts entered into by PMI Europe are considered credit
derivative contracts under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as
amended by SFAS No. 149, Amendment of SFAS No. 133 on Derivative Instruments and Hedging Activities.
These credit default swap derivatives are recorded at their fair value on the consolidated balance sheet with
subsequent changes in fair value recorded in consolidated net income. The Company determines the fair values
of itsrcredit default swaps on a quarterly basis and vses internally developed models since market values are not
available. These models include future estimated claim payments and market input assumptions including
discount rates and market spreads to calculate a fair value and reflect management’s best judgment about current
market conditions. Due to the illiquid nature of the credit default swap market, the use of available market data
and assumptions used by management to estimate fair value could differ materially from amounts that would be
realized in the market if the derivatives were traded. Due to the volatile nature of the credit market as well as the
imprecision inherent in the Company’s fair value estimate, future valuations could differ matenally from those
reflected in the current period. -

In 2007, the Company purchased foreign currency put options to partially mitigate the negative financial
impact of a potential strengthening U.S. dollar relative to both the Australian dollar and the Euro. These
Australian dollar. and Euro put options expire ratably over the calendar year and had a combined cost of $1.3
million, $1.4 million and $1.8 million in 2007, 2006 and 2005, respectively. The Company recorded a realized
loss of $1.3 million, .$1.3 million-and $}.1 million (pre-tax) in other income related to amortization of option
costs and mark-to-market adjustments in 2007, 2006 and 2005, respectively.

Special Purpose Entities—Certain insurance transactions entered into by PMI and PMI Europe require the
use of foreign wholly-owned special purpose entities principally for regulatory purposes. These special purpose
entities are consolidated in the Company’s consolidated financial statements. .

.

Reserve for Losses and Loss Ad]ustment Expenses—The consohdated reserves for losses and loss
adjustment expenses (“LAE”) for the Company’s U.S. Mortgage Insurance and International Operations are the
estimated claim settlement costs on notices of default that have been received by the Company, as well as loan
defaults that have been incurred but have not been reported by the lenders. For reporting and internal tracking
purposes, the Company does not consider a loan to be in default until it has been delinquent for two consecutive
monthly payments. The Company’s U.S. mortgage insurance primary master policy. defines “default” as the
borrower’s failure to pay when due an amount equal to the scheduled monthly mortgage payment under the terms
of the mortgage. Generally, however, the master policy requires an insured to notify PMI of a default no later
than the last business day of the month following the month in which the borrower becomes three monthly
payments in default. SFAS No. 60 specifically excludes mortgage guaranty insurance from its guidance relating
to reserves for losses and LAE. Consistent with industry accounting practices, the Company considers its
mortgage insurance policies short-durauon contracts and, accordingly, does not establish loss reserves for future
claims on insured loans that are not currently in default. The Company establishes loss reserves on a case-by-case
basis when insured loans are identified as currently in default using estimated claim rates and claim amounts for
each report year, net of salvage recoverable. The Company also establishes loss reserves for defaults that it
believes have been incurred but not yet reported to the Company prior to the close of an accounting period using
estimated claim rates and cl'cum amounts applied to the estimated number of defaults not reported. The reserve
levels as of the consolidated balance sheet date represent management’s best estimate of existing losses and LAE
incurred. The estimates are, contmually reviewed and adjusted as necessary as experience develops or new
information becomes known to the Company. Such adjustments, to the extent of increasing or decreasing loss
reserves, are recognized in the current period’s consolidated results of operations.

Reinsurance—The Company uses reinsurance to reduce net risk in force, optimize capital allocation and
comply with a statutory provision adopted by several states that limits the maximum mortgage insurance
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coverage to 25% for any single risk. The Company’s reinsurance agreements typicaily provide for a recovery of a
proportionate level of claim expenses from reinsurers, and a reinsurance receivable is recorded as an asset based
on the type of reinsurance coverage. The Company remains liable to its policyholders if the reinsurers are unable
to satisfy their obligations under the agreements. Reinsurance recoverables on loss estimates are based on the
Company’s actuarial analysis of the applicable business.. Amounts the Company will ultimately recover could
differ materially from amounts recorded as reinsurance recoverables. Reinsurance transactions are recorded in
accordance with the accounting guidance provided in SFAS No. 113, Accounting and Reporting for Reinsurance
of Short-Duration and Long-Duration Contracts, Accordingly, management assesses, among. other factors, nsk
transfer criteria for all reinsurance arrangements, , . . )
Revenue Recognition—Mortgage guaranty insurance ' policies are contracts that "are ‘ generally
non-cancelable by the insurer, are renewable at a fixed price, and provide payment of premiums on.a monthly,
annual or single basis. Upon renewal, the Company is not able to re-underwrite or re-price its policies. SFAS
No. 60 specifically excludes mortgage guaranty insurance from its guidance relating to the earning of insurance
premiums. Consistent with industry accounting practices, premiums written- on a, menthly basis are earned as
coverage is provided. Monthly premiums accounted for 66.7%, 70.1%, and 70.8% of gross premiums written
from the Company's mortgage insurance operations in 2007, 2006 and 20035, respectively. Premiums written on_
an annual basis are amortized on a monthly pro rata basis over the year of coverage. Primary mortgage insurance
premiums written on policies covering more than one year are referred to as single premiums. A portion of the
revenue from single premiums is recognized in premiums earned in the current peried, and the remaining portion
is deferred as nnearned premiums and earned over the expected life of the policy, a range of seven to fifteen
years. If single premium policies related to insured loans are cancelled dué to repayment by the borrower, and the
premium is non-refundable, then the rémaining unearned premium related to each cancelled policy is recognized
as earned premiums upon notification of the cancellation. Unearned premiuims represent the portion of premiums
written that is applicable to the estimated unexpired risk of insured loans. Rates used to determine the carning of
single premiums are estimates based on actuarial analysis of the expiration of risk. The premiums earnings
pattern calculation methodology is an estimation process and, accordingly, the Company reviews its premium
eamings cycle for each policy acquisition year (“Book Year”) annually and any adjustments to these estimates
are reflected for each Book Year as appropriate. ' et
Income Taxes—The Company accounts for income taxes using the lability method in accordance with
SFAS No. 109, Accounting for Income Taxes. The liabitity method measures the expected future tax effects of
temporary differences at the enacted tax rates applicable for the pefibd in which the deferred asset or liability is
expected to be realized or settled. Temporary differences are differences between the tax basis of an asset or
liability and its reported amdunt in the consolidated financial statements that will resultin future increases or
decreases in taxes owed on a cash basis compared to amounts already recognized as:tax expense in the
consolidated statement of operations. The Company’s effective tax rates were18.8% and 25.0% for the years
ended December 31, 2007 and 2006, respectively, compared to the federal statutory rate of 35.0%. The effective
tax rate for tax year 2007 reflects previously deferred tax liabilities attributable to equity in earnings from FGIC
and RAM Re were reversed, and certain deferred tax assets were established but not to the full extent of the
retated losses incurred in' 2007. In addition, the effective rate in 2007 reflects income derived from certain
international operations, which have lower effective tax rates. The effective tax rate for tax year 2006 reflects our
equity in earnings from FGIC and income derived from certain international operations, which have lower
effective tax rates, combined with the Company’s municipal bond investment income. In 2006, The Company
recorded a federal tax expense relating to its proportionate share'of net income available to FGIC Corporation’s
common shareholders at a rate of 7% based on its assessment that it will-ultimately réceive those earnings'in the
form of dividends. :
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As of January 1, 2007, the Company adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income
Taxes—An Interpretation of FASB Statement No. 109 (“FIN 48”). See Note 12. Income Taxes, for further discussion,

Benefit Plans—The Company provides pension benefits to all eligible U.S. employees under The PME
Group, Inc. Retirement Plan (the “Retirement Plan™) and to certain employees of the Company under The PM]
Group, Inc. Supplemental Employee Retirement Plan. In addition, the Company provides certain health care and
life insurance benefits for retired employees under another post-employment benefit plan, On December 31,
2006, the Company adopted the recognition and disclosure provisions of SFAS No. 158, Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106
arid 132(R) (“SFAS No. 158”). SFAS No. 158 requires the Company to recognize the funded status (i.e., the
difference between the fair value of plan assets and the projected benefit obligations) of its defined benefit
postretirement plans, with a corresponding adjustment to accumulated other comprehensive income.

On May 17, 2007, The PMI Group’s Board of Directors approved an amendment to the Retirement Plaa.
The amendment changed the Plan’s benefit formula from a “final pay” pension formula to a cash balance
formula. The amendment takes effect immediately for employees hired or rehired on or after September 1, 2007.
For employees hired before and continuously employed on September 1, 2007, the amendment will take effect gn
Janvary 1, 2011. Under the new cash balance plan formula, the Company will contribute 8% of qualified
employees’ compensatlon to cash balance accounts and credit interest at a rate equal to the 30-year Treasury
bond rate.

All U.S. full-time, part-time and certain temporary employees of the Company are eligible to participate in
The PMI Group, Inc. Savings and Profit-Sharing Plan (“401(k) Plan”). Eligible employees who participate in the
401(k) Plan may receive, within certain limits, matching Company contnbutions. Contract, underwriters are
covered under The PMI Group, Inc. Alternate 401(k) Plan, under which there are no matching Company
contributions. In addition to the 40i(k) Plan, the Company has an officers” deferred compensation plaa
(*ODCP”) available to.certain employees, and an Employee Stock Purchase Plan (“ESPP”). The ODCP is
available to certain of the Company’s officers, and permits each participant to elect to defer receipt of part or all
of his or her eligible compensation on a pre-tax basis. Under the ODCP, the Company makes a matchin;';
coritribution of its common shares for each participant equal to 25% of the initial contribution to the extent the
participant selects the Company’s common shares from the investment choices available under the ODCP. These
matching contributions are subject to a three year vesting period. The ESPP allows eligible employees to
purchase shares of the Company’s stock at a 15% discount to fair market value as determined by the plan. The
ESPP offers participants the 15% discount to current fair market value or fair market value with a look-bac]
provision of the lessér of the duration an employee has pamc:lpated in the ESPP or two years.

Foreign Currency Translation—The financial statements of the Company’s foreign subsidiaries have been
translated into U.S. dollars in accordance with SFAS No. 52, Foreign Currency Translation. Assets and
liabilities denominated in non-U.S. dollar functional currencies are translated using the period-end ‘spot exchange:
rates. Revenues and expenses are translated at monthly-average exchange rates. The effects of translating
operations with a functional currency other than the reporting currency are reported as a component of
accumulated other comprehensive income included in total shareholders’ equity. Foreign currency translation
gains in accumulated other comprehensive income were $281.0 million as of December 31, 2007 compared with
$172.4 million as of December 31, 2006. Gains and losses on foreign currency re-measurement incurred by PMI
Australia, PMI Europe, PMI Asia and PMI Canada represent the revaluation of assets and liabilities denominated
in non-functional currencies into the functional currency, the Australian doilar, the Euro, the Hong Kong dollar
and the Canadian dollar, respectively. '
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Comprehensive Income (loss)—Comprehensive income (loss) includes net income (loss), the change in
foreign currency translation gains or losses, derivatives designated as cash flow hedges, pension adjustments,
changes in unrealized gains and losses on investments and reclassification of realized gains and losses previousty
reported in comprehensive income (loss), net of related tax effects. The Company reports the components of
comprehensive income (loss) in its consolidated statements of shareholders’ equity.

Business Segments—The Company’s reportable operating segments are U.S. Mortgage Insurance
Operations, International Operations, Financial Guaranty, and Corporate and Other. U.S. Mortgage Insurance
Operations includes the results of operations of PMI Mortgage Insurance Co., affiliated U.S. insurance and
reinsurance companies and the equity in earnings from CMG MI. International Operations includes the results of
operations of PMI Australia, PMI Europe, PMI Asia; and PMI Canada. Financial Guaranty includes the equity in
earnings (losses) from FGIC and RAM Re, and the financial resuits of PM! Guaranty. The Company’s Corporate
and Other segment mainly consists of our holding company and contract underwriting operations.

Earnings Per Share—Basic earnings per’ share (“EPS”) excludes dilution and is based on consolidated net
income available to common shareholders and the actual weighted-average common shares that are outstanding
during the period. Diluted EPS is based on consolidated net income (loss) available to common shareholders,
adjusted for the effects of dilutive securities, and the weighted- -average dilutive common shares outstanding
during the period. The weighted-average dilutive common shares reflect the potential increase of common shares
if contracts to issue common shaies, including stock options issued by the Company that have a dilutive impact,
were exercised, or if outstanding securities were converted into common shares. Due to the net loss in 2007,
normally dilutive components of shares outstanding such as stock options were not included in fully diluted
shares outstanding as their inclusion would have been anti-dilutive. !

, ' . ‘ S

The following is a reconciliation .of consolidated net (loss) income o net (loss) income for purposes of
calculating diluted EPS for the years set forth below: ! : ' ' '

, 2007 2006 2005
! . ) o (Dollars in thousands}

Net (loss) income:

Asreported ........ .. e e e - $(915,326) $419,651 $409,169
Interest on contingently convertible debt {("CoCo’s”), netof taxes ......... ' —_ 4,752 7,648

Net (loss) income adjusted for diluted EPS calculation .................. -$(915,326) $424,403 $416,817

The following is a reconciliation of the weighted-average common shares used to calculate basic EPS to the
weighted-average common shares used to calculate diluted EPS for the years ended set forth below:

2007 2006 2005
{Shares in thousands)
Wenghted -average shares for basic EPS ................................. 84645 86478 91,738
Weighted-average stock opticns and other dilutive components ............... — 1,192 1,729
Weighted-average dilutive components of CoCo’s ..............oooooat — 5,196 8,153
Weighted-average shares fordiluted EPS . ........ ... .. ... ... ... .. ... 84,645 92,866 101,620

Di-vid_er'lds per share declared and accrued to common shareholders . L . $0.2100 $0.2100 -$ 0.1950
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Share-Based Compensation—The Company applies SFAS No. 123 (revised 2004), Share-Based Payment
(“SFAS No. 123R™) for share-based payment transactions. SFAS No. 123R.requires that such transactions be
accounted for using a fair value-based method and -recognized as expense in the consolidated resulis of
operations. The Company recognizes the fair value of share-based payments granted and unvested, including
employee stock options and employee stock purchase plan shares, as compensation expense in the consolidated
results of operations. The Company adopted SFAS No. 123R as of January 1, 2006, which resulted in share-
based compensation expenses of $16.1 million and $12.2 million, for 2007 and 2006, respectively.

Reclassifications—Certain items in the prior corresponding period’s consolidated financial statements have
been reclassified to conform to the current period’s consolidated financial statement presentation. Certain items
in the consolidated statements of cash flows for the years ended December 31, 2006 and 2005 were reclassified
to reflect the effect of foreign currency exchange rate changes on cash and cash equivalents. In the prior year
presentations, the line item, foreign currency translation adjustment increase (decrease), reflected the exchange
rate effect on all the balance sheet items as reflected in the table below:

Year Ended December 31,

2006 2006 2005 2005
, as as previously as as previously
reclassified reported reclassified reported
) . (Dollars in thousands)
Net cash provided by operating activities . ............. $ 359,617 3392377 § 428,000 3385803 .
Net cash provided by (used in) investing activities ...... $ 10,782 $ (92,533) $ 95480 § 174,223 .
Net cash used in financing activities . . ................ $(497,267) $(503,149) $(236,452) $(237,918)
Effect of exchange rate changes ..................... $ 13,247 3 65400 5 (10,084) 3 (55,033)
NOTE 3. NEW ACCOUNTING STANDARDS . : :

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financicl
Statements - an amendment to ARB No. 51 (“SFAS No. 160”) which establishes accounting and reporting
standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. It requires
consolidated net income to be reported at amounts that include the amounts attributable to both the parent and thz
noncontrolling interest. It also requires disclosure, on the face of the consolidated statement of income, of tha
amounts of consolidated net income atiributable to the parent and to the noncontrolling interest. SFAS No. 160 is
effective for fiscal years beginning after December 15, 2008. The Company is still evaluating the impact of
SFAS No. 160 on its consolidated financial statements.

In December 2007, the FASB issued SFAS No. 141 (revised 2007}, Business Combinations (“SFAS
No. 141R") which requires an entity that obtains control of one or more businesses in a business combination to
recognize the assets acquired, the liabilities assumed, and any noncontrolling interest in the acquiree at the
acquisition date, measured at their fair values as of that date, with limited exceptions specified in SFAS No. 141,
SFAS No. 141R is effective for business combinations for which the acquisition date is on or afier the beginning
of the first annual reporting period beginning on or after December 15, 2008. SFAS No. 141R is not currently
expected to significantly impact the Company’s consolidated financial statements.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities—Including an Amendment of FASB Statement No. 115 (“SFAS No, 1597). SFAS No. 159
permits entities to measure many financial instruments and certain other items at fair value that are not currently
required to be measured at fair value. SFAS No. 159 does not eliminate disclosure requirements included in other
accounting standards, including requirements for disclosures about fair value measurements included in FASE
Statements No. 157, Fair Value Measurements (“SFAS No. 1577), and No. 107, Disclosures about Fair Value of
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Financial Instruments. SFAS No. 159 is effective as of the beginning of an entity’s first fiscal year that begins
after November 15, 2007. The Company plans to adopt the fair value option of SFAS No. 159 related to its
corporate debt. See the table within Note 1. Fair Value of Financial Instruments, below, )

In September 2006, the FASB issued SFAS No. 157, which defines fair value, establishes a framework for
measuring fair value in GAAP, and expands disclosures about fair value measurements. SFAS No. 157 applies
under other accounting pronouncements that require or permit fair value measurements but does not expand the
usc of fair value in any new circumstances. SFAS No. 157 is effective for fiscal years beginning after
November 15, 2007, and interim periods within those fiscal years. The Company does not expecl SFAS No. 157

to significantly impact its consolidated financial statements,
1

NOTE 4. INVESTMENTS

Fair Values and Gross Unrealized Gains and Losses on Investments—The cost or amortized cost,
estimated fair value and gross unrealized gains and losses on investments are shown in the tables below:

Agzs:ti.;:d Gross Unrealized Fair
Cost Gains (Losses) Value
(Dollars in thousands)
As of December 31, 2007
Fixed income securities:
Municipalbonds . . ........... e e 51,620,076 $ 77,178 $ (3,430) $1,702,824
Foreign governments ........... ... ... . 0. 659,872 3,547  (22,449) 640,970
Corporatebonds . ....... ... ... oo il 946,422 1,783 (37,512} 910,693
U.S. governments and agencies .......... ... ........ 7,002 1,483 — 8,485
Mortgage-backed securities . ....................... 3,551 170 — 3,721
Total fixed income securities ......... e 3,245,923 84,161  (63,391) 3,266,693
Equity securities: .
Common stocks ...... S 112,778 47,649 (491) 159,936
Preferred StOCKS ... ovvitie e i 333,915 624  (34,909) 299,630
Total equity securities ................. .. .. ... 446,693 48273  (35,400) 459,566
Short-term investments . .:............... L 2,891 1 —_ 2,892
‘ Total investments ....................... $3,695507 $132,435 $(98,791) $3,729,151
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o Ag?isgtiuz 2 d Gross Unrealized Fair
Cost (ains (Losses) Yalue
(Dollars in thousands)
As of December 31, 2006
Fixed income securities:
Municipal Bonds ................. ... ... ... ~$1,543,531 $ 95,665 $ (246) $1,638,950
Foreign Governments . . .................. I 503,092 3,205 (6,543) 499 844
Corporate Bonds ................ ...l . 678,980 3,139 (7.910) 674,200
U.S. Governments and agencies .................... 7,855 1,259 (11) 9,105
Mortgage-backed secunities ......... ............... 4,628 119 — 4,745
Total fixed income securities . .. .. .............. 2,738,086 103,477 (14,710) 2,826,852
Equity securities: ‘
Commonstocks .. ... ... ... . 117,383 45,175 -(295) . 162,263
Preferredstocks ...........c0 iiiiii i 240,397 8,419 (55) 248,761
Total equity securities ............... . 357,780 53,594 (350) 411,024
" ShOM-Term INVESUMENLS . .. v v v v ee e e e 6,171 16 - — 6,181
Total investments ... ............. e $3,102,037 $157,081 $(15,060) $3,244,058

Scheduled Maturities—The following table sets forth the amortized cost and fair value of fixed income
securities by contractual maturity at December 31, 2007:

Amortized Fair

Cost Value

- b . ! (Dollars in thousands)
Dueinone year or less ... ... i i i e e $ 76035 % 75675
Due after one year through fiveyears .............. ... ... ... ... ... ..... 341,811 819,005
Due after five years throughienyears ........... ... .. i iiiiiin ... 604,097 584,075
DUe Al LI YaTS . . .ttt et i e e e e e 1,720,429 1,784,218
Mortgage-backed securities . ... ... e e 3,551 3,720

Total fixed income securities ............. ... .. . i, $3,245,923  $3,266,693

Actual maturities may differ from those scheduled as a result of calls or prepayments by the issuers prior to
maturity. " :

Net Investment Income—Net investment income consists of the following:

2007 2006 2005
{Dollars in thousands)
Fixed income Securities ... .....vitnientr ittt $172,453 $151,608 $151,513
Equity securities .. ... o e e 22,526 14,325 9,274
Short-term iNVeStMENES . . ... ... . ... . i 22,458 32,332 21,397
Investment income before expenses ... ... ... .. oL 217,437 198,265 182,184
Investment eXpenses . . ... ... i i e e e (3,435) (2,964) (2,721)

Netinvestment income ... ............ ... iiriiinvnnenn. $214,002 $195,301 $179,463
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Realized Investment Gains and Losses—Realized gains and losses on investments are composed of the
following: )

2007, 2006 2005
(Dbllqrs in lhou_sands)

Fixed income securities:

GIOSS HAINS . .. .. ittt ettt e e $ 2290 $6,102 $ 857
Gross losses ......... P I . (1,110) (4,274) (1.446)
Net gains (I0S8€5) .. ..ottt ir s e aeas 1,180 1,828 (589)

Equity securities: -
C GTOSS EAINS .« it e e e e e 14982 6,835 6,707
GrOSS 105565 « ittt iie e e [ (14,988) (2,822) (1,952)

Net (losses} gains . ......... ... oo, e 6y 4,013 4,755
Short-term investments: : . .
GroSs AINS ... oottt ettt ie e e e e — — —

Gross losses ... .. e e e e e ' ’(129)‘ * (3,085) (17
[ 001 (129) (3,085 (a7

Investment in unconsolidated subsidiaries:

Settlement gain on sale of unconsolidated subsidiary ................... 12670 = — —

Impairment of unconsolidated subsidiaries ...... S e (38,499 —  + (2,099)
Net realized investment (losses) gains before income taxes ......... Sl (24784 2,756 2,050
Incor_ne tax (benefit) eXpense ... ... i e e - (8,674) 963 717

Total net realized investment (losses) gains after income taxes ......... $(16,110) $ 1,791 $ 1,333

" Unrealized Investment Gains and Losses—The reclassification adjustment relating to the changc in
unrealized investment gains and losses is as follows:

2007 2006 2005

. . (Dollars in thousands)
Total change in unrealized gains arising during the year, net of taxes ......... $(61,258) $(1,049) $(20,486)
Less: Realized investment gains, net of income taxes .................. 679 1,791 2,697
Change in unrealized gains arising during the year, net of deferred tax

(benefit) expense of ($26,501), $497 and ($13,674), respectively ......... $(61,937) $(2,840) $(23,1‘83)
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Aging of Unrealized Losses—The following .table shows the gross unrealized losses and fair value of the
Company’s investments, aggregated by investment category and the length of time the individual securities have:
been in a continuous unrealized loss position as of December 31, 2007 and 2006:

Less than 12 months 12 months or more " Total

: Fair Unrealized Fair Unrealized Fair Unrealizec!
December 31, 2007 Value Losses Value Losses Value Losses
Fixed income securities: {Dollars in thousands)
U.S. municipal bonds . ............. $ 135690 $ (3,244) § 7201 $ (18) § 142,891 $'(3,430)
Foreign governments . ............. 200,618 (7,599) 351,088 (14,850) 551,706 (22,449)
Corporatebonds .................. 314,108 (13,026) 475915 (24486) 790,023 (37,512)
U.S. government and agencies .. ..... g - — 145 — 245 —
Total fixed income securities . . . .. 650,516  (23,869) 834,349 (39,522) 1,484,865 (63,391)
Equity securities: ' _ :
Commonstocks .................. 15,967 (491) — —_ 15,967 (491)
Preferredstocks ............ 0ot 275,852 (34,909) — —_, 275,852 (34,909
Total equity securities ......... 201,819  (35,400) L — — . 201,819 (35400
Total ................... $ 942335 $(59,269) $834,34§ $(39,522) $1,776,684 $(98,791)
December 31, 2006
Fixed income securities: ) , . ' . .
LS. municipal bonds .............. $ 66825 % (24608 — § — -§ 66825 § (246}
Foreign governments .. ............ 415,096 {6,171 7,189 (372) 422,285 (6,543)
Corporatebonds .................. 523,021 (7,232) 36,952 (678) 559,973 (7,910
U.S. government and agencies . .... .. ' 950 (3) 373 8 1,323 (11
Total fixed income securities . . . . . 1,005,892 (13,652) 44514 (1,058) 1,050,406 (14,710}
Equity securities:
Commonstocks ............... ... 6,073 (295) — — 6,073 (295)
Preferred stocks ... .... e - 5,489 {55) — — 5,489 < (55
Total equity securities ......... 11,562 (350) — —_ 11,562 (350)
Total ................. .. $1,017,454  $(14,002) $ 44,514 $ (1,058) $1,061,968 $(15,060)

Unrealized losses on fixed income securities were primarily due to increases in interest rates in 2007 and are
not considered to be other-than-temporarily impaired as the Company has the intent and-ability to hold such
investments until they recover in value or mature. The Company determined that the decline in the fair value of
cerigin investments met the definition of other-than-temporary impairment and recognized realized pretax losses.
of $6.1 million, $6.2 million and $0.6 million in 2007, 2006, and 2005 respectively. .
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Investment Concentrations and Other Items—The Company maintains a’ diversified portfolio principally
of U.S. municipal bonds.: The following stdtes and the District 6f Columbia represent the largest concentrations
in the U.S. municipal bond portfolio, expressed as a percentage of the fair value of all U.S. municipal bond
holdings. Holdings in states and the District of Columbia that exceed 5% of the U.S. municipal bond portfolio at
December 31, for the respective years are presented below: "

2007 2006

New York ..... e e e R .. 21.0% 197%
Texas ............. e e et e, e e eev. 152% 17.1%
California . ........ ..o et et e e e 13.0% 5.7%
Ilinois ...............ooaa.. e e e e e e e e e e L 87% 11.4%
Massachusetts . ... .... e e e e aaa e 8.1% 9.5%
Washinglon . ... ..\t ettt e e e 7.5% 5.9%
District of Columbia............ e P 6.5% 59%

At December 31,2007, fixed income securities and short-term investmments with a falr value of $15.3
million were on déposit with regulatory authoritiés as required by law.

NOTES. INVESTMENTS IN UNCONSOLIDATED SUBSIDIARIES

Investments in the Company’s unconsolidated subsidiaries include both equity investees and other
unconsolidated subsidiaries, The carrying values of the Company’s investments in unconsolidated’ subsidiaries
corlSIsted of the following as of December 31,2007 and 2006: :

December 31, Ownership December 31, Ownership

, 2007 Percentage 2006 Percentage
- {Dollars in thousands)
FGIC et e $103,644 420% $ 856,519 42.0%
CMGMI . 131,225 50.0% 132,403 50.0%
RAM Re . ... 60,017 23.7% 93,730 23.7%
Other . . © 14914 - wvarious 17,735  varions
‘Total . e e $309,800 © $1,100,387

As of December 31, 2007, the carrying value of the Company’s investment in FGIC was $103.6 million
compared to $856.5 million as of December 31, 2006. The carrying value includes the Company’s proportionate
share of FGIC’s net unrealized gains (losses) in its investment portfolio. ..

In connection with the preparation of the Company’s financial statements for the year ended December 31,
2007, the Company realized an other-than-temporary impairment of $38.5 million due to continuing deterioration
of the credit market, rating agency actions and declines in RAM Re’s share price. This impairment charge was
based on the difference between our investment balance in RAM Re as of December 31, 2007 before the
impairment and our share of RAM Re’s market value as of September 30, 2007, due to our one quarter
accounting lag. The Company will continue to evaluate the investment for possible additional impairment in
future periods.
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Equity in'egfni'ngs-(losses) from unconsolidated subsidiaries consisted of the following for the per.ods
presented below:

Ownership Ownership Ownership
2007 Percentage 2006 Percentage 2005 Perceritage
0 N (Dollars in thousands)
FGIC ... ... s, $(763,290) 42.0% % 98,510 42.0% $74,924 42.0%
CMGMI ............c0oiiiiean 17,119 50.0% 20,308 50.0% 18,811 50.0%
RAMRe ........................... 4,457 23.7% 8,703 "237%* 4,828 24.9%
Other ............. e 214 various (212) various (678) various

Total ... $(741,500) $127,309  $97,885

* During the second quarter 'of 2006, the Company’s ownership percentage of RAM Re decreased from 24.9% to 23.7% as a result of the
initial public offering of RAM Re. :

. FGIC’s condensed balance sheets as of December 31, 2007 and 2006, and condensed statements of
operations for the years ended December 31, 2007, 2006, and 2005 are as follows:

December 31, December 31,
2007 2006

(Dollars in thousands)

Condensed Balance Sheets

Assets
Investments, available for sale, at fairvalue ....... .. ... .. .. ... ... ... ... $4,102,866  $3,867,039
Variable interest entity fixed maturity securities, held to maturity, at amortized
o U S 750,000 750,000

Cashandcashequivalents ....... ... . ... . . it 140,590 33,278
Accrued INVEStMENE INCOIME . . ... ..ottt ittt e et e en et iansns 55,745 - 50,214
Policy acquisition costs deferred, net . . . .. e e e 107,854 93,170
Deferred INCOME AX ASSELS . ., L. v\ttt e i n vt s ettt atar e rrnrensrnnnens 839,265 3,491
Accounts receivable and otherassets . ....... ... .. ...l s 433,047 216,040

Totalassets ....................cccou... e e e $6,429,367  $5,013,232
Liabilities -
Reserve for losses and loss adjustment eXpenses ... .......covieernnnnnnn... $1,267,420  $ 40,299
Unearned premiums . .......... e 1458476 1,347,592
Derivative liabilities .................., e e e 1,938,930 1,817
Accounts payable and other liabilities . . ... e e 106,718 . 196,191
Variable interest entity floating rate notes . ......... ... ... . i i 750,000 750,000
Dbt .. S L. 323,397 323,373

Total Habilities ........... ... . i i e 5,844,941 2,659,272
Shareholders’ equity ........... ... . ... . . . . - 584,426 2,353,960

Total liabilities and shareholders’ equity .. ......................... $6,429.367  $5,013,232
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Year Ei‘lded December 31,
2007 2006 2005
{Dollars in thousands)

Condensed Statements of Operations

GIOSS TEVEIIUES & o v v v v e vt vee it et ve e e et e ee e eaeenn $(1,426,949) $444,756 $344,070

Total expenses .. ... ...... 1,378,254 116,511 96,960
(Loss) income before income taxes ......... R REEEr e L (2,805,203) 328,245 247,110
Income tax (benefit) expense ................ T, ' ........... (996,309 80,401 56,644
Net (loss)income . ... ...t e ee el L. (1,808,8904) 247844 190466
Preferred stock dividends . ...l e (14,566) (18,485) (17,295)

Net (loss) income available to common shareholders .............: (1,823460) 229,359 173,171
TPG’s ownership interest in common equity ..., . 42.0% 420%  42.0%
TPG’s proportionate share of net (loss) income avaitable to common -

stockholders .. ... ... .. i e (765,499) 96,301 72,715

TPG's proportionate share of managementfees ..... .0 .. ... ... 2,209 2,209 2,209

Total equity in (losses) earnings from FGIC . . ... e, L0008 (763,290) $ 98,510 S 74924

CMG MI’s cdndensed balance sheets as of December 31, 2007 and 2006, and condensed statements of
operations for the years ended December 31, 2007, 2006, and 2005 are as follows:

December 31, Deceriber 31,

" 2007 - 2006
L <. (Dolars in thousands)
Condensed Balance Sheets
Assets: . .o
Cash and investments, at fair valte .......... .. i it $290,173 . $282,600
Deferred policy acquisition costs .. ..o i Tt - 9,384 8,047
L 11 (= g T - PN 16,837 14,572
Total assets . .........ooeeneieni i e $316,394 - $305,219
Liabilities: -+ ' ,
Reserve for losses and loss adjustment expenses ............ .. 000, $ 28,815 $ 13,741
Unearned premiums . . ...t i, B L PR I 23,274 24,334
Other lHabilities . . . 20 .ottt e it e it e e e 8,554 . 9,045
 Total liabilities [ .....:vovvernn.n, 60,643 47,120
Shargholders’equity..............:.‘..............:........-l .......... T 255,751 258,099
' Total liabilities and shareholders’ equity ............. e ... $316394  $305,219

H
. - . - .
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Year ended Decentber 31, |
2007 2006 2004
(Dollar in thousands)

Condensed Statements of Qperations

Grossrevenues ................ocoviinn., D $92,878 $80,937 $7|4,252 '
‘ Total expenses ................... [ P R I 44,223 22913 20,642
Tncome before INCOME LAXES . . . v ovv e eeeenanns. L N, 48,655 58,024 -53,610
INCOME L8X BXPEMSE . .. v s vttt e ee et a et iaenneenes 14,417 17,409 15,988
Netincome ................ PP RO e 34238 40,615 37,622
PMI’s ownership interest in common equity ........ . B 500% 50.0% 50.0%

Total equity in earnings from CMGMI........ PP o $17,119 $20,308 ‘A$18,81.1

NOTE 6. PROPERTY, EQUIPMENT AND SOFTWARE ’

The following table sets forth the cost basis of, and accumulated depreciation and amomzanon for propetty,
equnpmem and software for the years ended:

2007 . 2006

: {Dollars in thousands}

SOMEWAIE L\ 1\ttt ettt e e et e e e e $ 185,732 $ 174,528

Building and leasehold improvements . .............c.ccouiiiireennnennnneannnn. 100,937 101,961

Furniture and equipment . ©. . ... e e 51,678 49,579

Land ... o e e e e ' 5000 - 5,000

Property and equipment, 81 COS ... ... ... i e 343,347 331,068
Less accumulated depreciation and amortization . .............. ... .......... (181,585) (156,940)

Total property, eqmpmem and software, net of accumulated depreciation and .: '
AMOITZAON . ... et e e e e $ 161,762 $ 174,128

Depreciation and amortization expense related to property, equipment including cap1tal lease, and, software
totaled $31.7 million in 2007, $31.7 million in 2006 and $28.9 million in 2005, Capitalized costs associated with
software developed for internal use were $15.7 million in 2007, $15.6 million in 2006 and $24.9 million in 2005,

NOTE 7. DEFERRED POLICY ACQUISITION COSTS

The following table summarizes deferred policy acquisition cost activity as of and for the years ended:

2007 2006 2005
: : . (Dollars in thousands)
Balance at January 1, . ... ... it $ 87088 $86,170 $ 92438
Policy acquisition costs incurred and deferred .. ............. ... . ... ... 17,508 69,196 68,119
Amortization of deferred policy acquisitioncosts ., .. ............ e (104,885) (68,358) (74,387
Balance at December 31, ........... .......... e $ 59,711 $ 87,008 % 86,170

Deferred policy acquisition costs are affected by qualifying costs that are deferred in the period and
amortization of previously deferred costs in such periods. In periods where new business activity is declining, the
asset will generally decrease because the amortization of previously deferred policy acquisition costs exceeds the
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amount of acquisition costs being deferred. Conversely, in periods where there is significant growth in new
business, the asset will generally increase because the amount of acquisition costs being deferred exceeds the
amortization of previously deferred policy acquisition costs,

Deferred policy acquisition costs are reviewed periodically to determine that they do not exceed recoverable
amounts, after considering investment income. For the year ended December 31, 2007, the Company performed a
recoverability analysis'of deferred costs relating to new mortgage insurance paolicies acquired in 2007. As a result
of this analysis, the Company impaired its deferred policy acquisition cost asset related to its U.S+ Morigage
Operations by $33.6 million relating to the 2007 book year. The impairment of all costs associated with the 2007
book year as of December 31, 2007 was driven by expected loss development under various scenarios and our
determination that the costs were not recoverable. The Company also impaired a $2. 2 million of deferred policy
acquisition cost assets relating to PMI Europe for the year ended December 31, 2007

NOTE 8. RESERVE FOR LOSSES AND LOSS ADJUSTMENT EXPENSES (LAE) ,

The Company establishes reserves for losses and LAE to recognize the estimated liability for potential
losses and LAE related to insured mortgages that are in default. The establishment of a loss reserve is subject 10
inherent uncertainty and requires significant judgment by management. The following table provides a
reconciliation of the beginning and endmg consolidated reserves for losses and LAE between January 1 and
December 31 for each of the three years:

2007 2006 - 2005

. (Dollars in thousands)
Balance at January |, ... ............ S $ 414736 % 368,841 $ 364, 847
Less: reinsurance recoverables ... ... ... i i e (3,741) (3,278) (3,405)
Netbalance atJanuary 1, ... ... it 410,995 365,563 . 361,442
Losses and LAE incurred, pnncrpally with respect to defaults occumng in: . . o
Current year . ... ... .. i e 964,684 290,785 260,426
Prioryears (0 . L .. 238,320 12,151 (2,647)
Totalineurred ... 1,203,004 302,936 257,779
Losses and LAE payments, principally with respect to defaults occurrm;: int ~ ‘ b
Current year ...... N . (49,188) - (24,842)  (20,702)
Prior years .. ......coovveninnnuennnn. T (365,564) (235,461)" (230,070)
Total PAYMERts . ................ TR (414,752) (260,303} (250,772)
Foreign currency translationeffects .. ......... ... ... ...... ..., o 6,435 2,799 (2,886)
Net ending balance at December 31, ....... e "1,205,682 410,995 ' 365,563
Reinsurance recoverables . ... oo e e 36,917 3,741 3,278
Balance at December 31, ... ... ... ... .. $1,242,599 $ 414,736 $ 368,841

(]) The $238.3 million and $12.2 million increases and the $2.6 million reduction in total losses and LAE

incurred in 2007, 2006 and 2005, respectively, were due to re- -estimates of ultimate loss rates and amounts

+ from those established at the original notice of default, updated through the periods. presented. These

re-estimates of ultimate loss rates and amounts are the result of management’s periodic review of estimated

claim amounts in light of actual claim amounts, loss development data or ultimate claim rates. The increases

in prior years’ reserves in 2007 and 2006 were primarily ‘due to the significant weakening of the U.S.
housing and mortgage markets and was driven by lower cure rates, higher claim rates and claim sizes.
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The increase in total consolidated loss reserves at December 31, 2007 compared te December 31, 2006 was
primarily due to increases in the reserve balances for U.S. Mortgage Insurance Operations as a result of increase
in default inventory, higher claim rates and higher average claim sizes and severity. Continting deterioration of
the US. Housing and mortgage markets caused PMI's Loss and LAE and default inventory to increase
significantly in 2007, Higher claim rates have beén driven by home price declines and diminished availability of
certain loan products, both of which coastrain refinancing opportunities, and result in a decrease in the
percentage of the default inventory that is returning to current status. The increase in PMI’s average claim sizes
has been driven by higher loan sizes and coverage levels.in PMI’s portfolio, and declining home prices which
limit PMI’s loss mitigation opportunities. Upon receipt of a default notice, future claim payments are estimated
relating to those delinquent loans and a reserve is recorded. Generally, it takes approximately 12 to 36 months
from the receipt of a default notice to result in a claim payment. Accordingly, most losses paid relate to default
notices received in prior years.

NOTE9. LONG-TERM DEBT AND REVOLVING CREDIT FACILITY

As of December 31, 2007 and 2006, the carrying value of long-term debt outstanding issued by The PMI
Group, was as follows: : .

As of December 31,
’ 2007 2006
(Dollars in thousands)

6.000% Senior Notes, due 2006 ... ... i e e e e $250,000 $250,000
6.625% Senior Notes, due 2036 .. ... R 150,000 150,000
5.568% Senior Notes, due November 15,2008 (0 . ... . i, 45,000 45,000
8.309% Junior Subordinated Debentures, due February 1, 2027 e 51,593 51,593
0 T $496,593 -$496,593

(1) Prior to August 10, 2006, the interest rate on these Senior Notes was 3.0%. Pursuant to the remarketing that occurred on Avgust .0,
2006, the interest rate was increased to 5.568%.

6.000% and 6.625% Senior Notes—In September 2006, the Company issued $250 million in principal
amount of 6.000% Senior Notes, due September 15, 2016 and $150 million in principal amount of 6.625% Senior
Notes, due September 15, 2036. The 6.000% Sentor Notes and the 6.625% Senior Notes bear interest at a rate of
6.000% and 6.625% per annum, payable semi-annually in arrears on March 15 and September 15 of each yeur,
beginning on March 15, 2007. The PMI Group may redeem the 6.000% and 6.625% Senior Notes in whole or in
part at any time at the “make-whole redemption price”. The “make-whole redemption price” will be equal to the
greater of (a) 100% of the principal amount of the 6.000% and 6.625% Senior Notes to be redeemed and (b) the
sum of the present values of the remaining scheduled payments thereon discounted to the date of redemption, on
a semi-annual basis (assuming a 360-day year consisting of twelve 30-day months), at a rate equal to the
applicable treasury rate plus 25 basis points for the 6.000% Senior Notes and 35 basis points for the 6.625%
Senior Notes, plus in the case of either (a) or (b), any interest accrued but not paid to but excluding the date of
redemption. In connection with the issuance of these Senior Notes, the Company entered into two interest rate
lock agreements which were designated as cash flow hedges. The fair value of the cash flow hedges was settled
for $9.0 million and is amortized into interest expense over the terms of the new senior debt that was issued. As
of December 31, 2007, the unamortized balance in the other comprehensive income related to these fair value
hedges was approximately $8.2 million (pre-tax).

5.568% Senior Notes—In August 2006, the Company completed the remarketing of approximately $345
million in principal amount of senior notes maturing in November 2008, which are referred to as the 5.568%
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Senior Notes. As a result of the remarketing, the annual interest rate on these notes was reset-from 3.00% per
annum to 5.568% per annum, paid quarterly, effective from and including August 15, 2006. In connection with
the remarketing, the Company purchased and cancelled $300.0 million in principal amount of the 5.568% Senior
Notes, leaving $45.0 million in principal amount of these nétes outstanding after.completion of the remarketing.
. . 9

8.309% Junior Subordinated Debentures—The Junior Subordinated Debentures bear interest at the rate of
8.309% per annum paid semiannually and mature on February 1, 2027. The Junior Subordmated Debentures are
subordmated to ail senior indebtedness of The PMI Group. -

Revolving Credit Facility—The Company has a $400 million revolving credit facility for working capital,
capital expenditures and other business purposes. The facility includes a $50 million letter of credit sub-limit.
The revolving credit facility contains certain financial covenants and restrictions, including an adjusted
consolidated net worth threshold and a risk-to-capital ratic threshold of 23 to 1. There are no amounts
outstanding related to the facility. There were three letters of credit for approximately $1.9 million outstanding
under the revolving credit facility as of December 31, 2007, '

The Company reached an agreement with its lenders on March 16, 2008 to amend it$ revolving credit
facility. While the amendment reduces the facility size from $400 million to $300 million at the outset, the
facility’s net worth covenant is reduced to $1.5 billion. In calculating the Company’s net worth under the
covenant, the amendment allows the Company to exclude unrealized CDS-related mark-to-market losses of
FGIC, RAM Re and PMI Europe and include accumulated other comprehensive income. The Company’s ability
to borrow under the amended facility is subject to a number of conditions, including that the stock of PMI have
been pledges in favor of the lenders under the facility in form and substance satisfactory to the administrative
agent and a majority in interest of the lenders in their sole and absolute dlscreuon The revolving credit facility
contains certam additional financial covenants and restrictions.
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NOTE 10. FAIR VALUE OF FINANCIAL INSTRUMENTS

In the normal course of business, the Company invests in varicus financial assets and incurs various
financial liabilities. The estimated fair value of the financial instruments indicated in the table below has been
determined by available market information and appropriate valuation methodology. The carrying values of cash
and cash equivalents and accrued investment income approximate their fair values primarily due to their liquidity
and short-term nature. The estimated fair value of the outstanding debt has been determined by quoted market
price.

As of December 31,
2007 2006
Carrying Estimated Carrying Estimated
Value Fair Value Value Fair Value
(Dollars in thousands) v
Assets
Fixed income securities . ..................vunns $3,266,693 $3,266,693 $2,826,853 §2.826,853
Equity securities ................... e 459,566 459,566 411,024 411,024
" Short-term Investments ... ..........veeuunenn. 2,892 2,892 6,181 6,181
Cash and cash equivalents . ..................... 427912 427,912 506,082 506,082
Accrued investment income ... ....... ... ... .. 53,329 53,329 45,232 45,232
Liabilities
Derivative liabilities .............. ... .. ....... $ 26921 § 26921 § 3660 § 3,660
Senior Notes, 6.000% ................ it 250,000 213,518 250,000 254,595
Senior Notes, 6.625% . ... .ccvirvrinnnnnnnn.s. 150,000 132,975 150,000 161,625
Senior Notes, 5.568% ............ ... .. ..ccc... 45,000 44 558 45,000 44 892

Junior Subordinated Debentures, 8.309% .......... 51,593 53,256 51,593 53,821

Considerable judgment is required in interpreting market-data to develop the estimates of fair value and,
therefore, changés in the assumptions may have a material effect on the fair valuation estimates. A number of the
Company’s other significant assets and liahilities, including deferred policy acquisition costs, real estate owned,
property, equipment and software, toss and LAE reserves, unearned premiums, and deferred income taxes are no:
considered financial instruments. ‘
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NOTE 11. REINSURANCE : . -

The following table shows the effects of reinsurance on premiums written, premiums earned and losses and
LAE of the Company’s operations for the years ended: , , . i

2007 2006 2005
(Dollars in thousands)

Premiums written -

0] ! $1,207,256 $ 993,584 §$1,002,548
Assumed .. ... e 31,200 42,726 20,526
Ceded ......... e e A, (198,220) (174,696) (177,385)
Net premiums written . . .......... e e $1,040,236 $ 861,614 $ 845,689
‘Premiums earned

5 1Y vl $1,168,992 §$ 987,087 $ 980,168
Assumed ... ... N 22,187 47,501 16,874
Ceded ... e {196,007y (174,058) (179,440)
Netpremiumsearned ....................ccoovvvunnn. $ 995172 $ 860,530 $ 817,602

Losses and loss adjustment expenses
DOt . oot e e e e $1,235,166  $ 303,397 $ 260,877
CASSUMEd L e e e 8,432 985 (82)
Ceded ... . s {40,594) (1,446) (3,016)
Netlossesand LAE ..............ccooivivnieeennann.. $1,203,004 $ 302,936 $ 257,779

The majority of the Company’s existing reinsurance contracts are captive reinsurance agreements in U.S.
Mortgage Insurance Operations. Under captive reinsurance agreements, a portion of the risk insured by PMI is
reinsured with the mortgage originator or investor through a reinsurer that is affiliated with the morgage
originator or investor. Ceded premiums for U.S. captive reinsurance accounted for 90.6% of total ceded
premiums written in each of 2007 and 2006 compared to 89% in; 2005. Reinsurance recoverables on. losses
incurred in U.S. Mortgage Insurance Operations were $35.9 million as of December 31, 2007, $2.9 million as of
December 31, 2006 and $2.5 million as of December 31, 2005.

NOTE 12. INCOME TAXES

The components of income tax (benefit) expense for the years ended December 31, 2007, 2006 and 2005 are
as follows: :

2007 2006 2005
(In thousands)
0117 3 11 $ 6,802 $121,397 $ 68,728
Deferred ... ... e e e e (218,892) 18,667 62,934
Total income tax (benefit) expense . ........ ... ... ............. $(212,090) $140,064 $131,662

Section 832(e) of the Internal Revenue Code permits mortgage guaranty insurers to deduct, within certain
limitations, additions to statutory contingency reserves. This provision allows mortgage guaranty insurers to
increase statutory unassigned surplus through the purchase of non-interest bearing “tax and loss bonds” from the
federal government. The tax and loss bonds purchased are limited to the tax benefit of the deduction for additions
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to the contingency reserves. The Company purchased $5t.0 million and $90.0 million.of tax and loss bonds in
2006 and 2005, respectively, and did not purchase any tax and loss bonds in 2007. The Company redeemed tax
and loss bonds of $62.7 million in 2007 and $48.6 million in 2006. The purchase and redemption of tax and loss
bonds are included as a deferred component of income tax expense. The increase in current and decrease in
deferred income tax expense in 2006 as compared to 2005 is primarily attributable to reduced purchases of tax
and loss bonds offset by an increase in utilization of alternative minimum tax credits. The decrease in current and
deferred income tax expense in 2007 as compared to 2006 is primarily attributable to the reversal of contingency
reserve deductions related to tax and loss bonds. ‘

The components of the income tax expense for 2007 included a foreign provision for current tax expense of
$36.1 million and a deferred tax benefit of $2.1 million primarily related to PMI Australia and PMI Europe.

A reconciliation of the statutory federal income tax rate to the effective tax rate reported on (lOS‘%) income
from operations before income taxes is shown in the following table:

207 - 2006 2005

Statutory federal iNCOME tAX FALE ... ...ttt it e it vee e e - 350% 35.0% 35.0%
Tax-exempt interest . .. .. e e e e C25 (49 (50
Equity in (losses) earnings from unconsolidated subSIdlanes e (4.3) (5.6) (4.5
Valuation allowance . ... ... .. e (149) — —
SIalE 1AKES, ML . . ottt e e e e 04 0.7 0.4
Foreigntaxes, met .......... ... i iiniinnenn e e e e 03 (09 (1.1
L1 4T O O PP (02) 07 (0.5
Effective income taxrate .. .. ... ., e e e e e 18.8% 25.0% 24.3%

PMI has provided for U.S. federal income tax on the undistributed earnings from its foreign subsidiaries and
foreign corporate joint ventures, except to the extent that such earnings are reinvested indefinitely.

The Company has foreign net operating loss carryforwards of approximately $18 million that will expire in
2012-2027, or will carryforward indefinitely. The Company has recorded a tax benefit of $0.9 miilion
attributable to these losses, based on the expectation that such losses will be utilized in future years. Additionally,
state deferred tax liabilities related to investments in certain subsidiaries reflect tax benefits of approximately
$2.6 million attributable to approximately $21 million of state operating loss carryforwards that could reduce:
future dividend income.

The Company has tax credit carryforwards of dpprOleately $55 5 million, primarily related to Altematlve:
Minimum Taxes. :
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The components of the deferred income tax assets and liabilities for the years ended are as follows:

) . . 2007 . 2006
I . , . - o (In thousands)
Deferred tax assets: . r i
AMT and othercredits .............c.vvviv . e $ 55473 % 51,989
Discount on lossreserves ................ e e 18,382 6,861
Uneamned Premitim FESEIVES . . ...ttt 3,157 7,141
Basis difference on investments in unconsolidated subsidiaries ................ 214,258 —
Pension costs and deferred compensation .......... .o iiiiiiinn i 12,986 16,472
Other assets .. ..... P e i e e 9,425 22,382
Total deferred 12X 855615 .. .o vt vttt e e e e 313,681 104,845
Deferred tax liabilities:
Contingency reserve deduction, net of tax and loss Bonds e 2,339 64,037
Deferred policy acquisition costs . ... it i 3,581 17,144
Unrealized net gains on investments ............ . .couovevnnneirmnnennnann. 10,584 43,895
Software development COSIS ... ... ... it i e 21,683 24,959
Equity in earnings from unconsolidated subsndlanes ......................... 40,123 55,646
Other liabilities . ....... ..ot e e 9,829 12,157
- Total deferred tax liabilities ...t i i, 90,139 217,838
Net deferréd tax asset (liability)—before valvation allowance ..................... 223,542 (112,993
Valuation allowWance . . .. ...t e e {168,103) —
Net deferred tax asset (liability)—after valuation allowance . ................... ‘$ 55,439 $(112,993)

The Coinpany established a valuation allowance of approximately $168.1 million against a $214.3 million
deferred tax asset, upon the recogaition of losses from FGIC and RAM Re, in excess of tax basis. The Company
did not record a full valuation against the deferred tax asset, as il is management’s expectation that some portion
of the tax benefit may be realized. Additional tax benefits could be recogmzed in the future if management
determines that reahzauon is more likely than not to occur.

The Company adopted the provisions of FIN 48 on January 1, 2007. As a result of the implementation of
FIN 48, the Company recognized an approximately $15.6 million increase in deferred tax liabilities, which was
accounted for as a reduction to the January 1, 2007 balance of consolidated retained earnings. This liability was
accrued upon adoption of FIN 48 and after consideration of certain 2004 California legislation relating to the
taxation of insurance companies that could impact the Company’s future tax payments. Additionally, the
Company has unrecognized tax benefits of approximately $2.6 million as of December 31, 2007, which if
recognized, would affect the Company’s future effective tax rate. Of this total, approximately $2.5 million had
been accrued as of December 31, 2006,
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When incurred, the Company recognizes interest and: penalties accrued related to unrecognized tax benefits

in tax expense. The Company incurred interest and penalties of approximately $0.1 million in 2007. The
Company remains subject to examination in the following major tax jurisdictions:

Jurisdiction _ . ‘ ) ) Years Affected

California . ... e from 2003 to present
Australia ... e e from 2001 to present
New Zealand .......oo. i e e from 2002 to present
Ireland . ... .. e e e from 2005 to present
Canada . ... e e e e from 2006 to present
HongKong ....................... e e e from 2006 to present

As of December 31, 2007, while the Company is subject to federal examination in the U.S. from 2001
through the present, the IRS has recently closed its audit for taxable years 2001 through 2003.

NOTE 13. COMMITMENTS AND CONTINGENCIES ' -

Leases—The Company leases certain office space and office equipment. Minimum rental payments under
non-cancelable operating leases and capital leases in the aggregate for the five years subsequent to 2007 and
thereafter are as follows:

Capital Leases Operating Leases  Total
(Dollars in thousands)

Year ending December 31, '
2008 $ 642 $ 5,328 $ 5970

2000 L e e e e 642 4,933 5,575
2010 ..o e . 161 4,18 4342
200 e e — 3,308 3,308
200 e e e g 2,671 2,671
Thereafter .......... e e e e PP - 1,518 1,518

Total minimum lease payments . .. .... e $1,445 $21,939 $23,3844

Rent expense for all leases was $6.4 million for 2007, $6.4 million for 2006 and $5.3 million for 2005.

Income Taxes—As of December 31, 2007, no tax issues from the recently closed audit have been presented
that would, in the opinion of management, give rise to a material assessment or have a material effect on the
consolidated financial condition, results of operations or cash flows of the Company.

Indemnification—mortgage-backed securities—In connection with structured transactions in the U.S..
Europe and Australia, the Company is often required to provide narrative and/or financial information relating to
the Company and its subsidiaries to mortgage-backed securities issuers for inclusion in the relevant offering
documents and the issuers’ ongoing SEC filings. In connection with the provision of such information, the
Company and its subsidiaries may.be required to indemnify the issuer of the mortgage-backed securities and the
underwriters of the offering with respect to the information’s accuracy and completeness and its compliance with
applicable securities laws and regulations. :

Indemnification—SPS—As part of the sale of the Company’s interest in SPS in 2005, the Company and
SPS’s other prior shareholders have indemnified CSFB for certain liabilities relating to SPS’s operations. Based
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on the settlement agreement dated January 25, 2008, there was no indemnification obligation remaining related
to SPS.

Guarantees—The PMI Group has guaranteed certain payments to the holders of the privately issued debt
securities (“Capital Securities™) issued by PMI Capital 1. Payments with respect to any accrued and unpaid
distributions payable, the redemption amount of any Capital Securities that are called and amounts due upon an
involuntary or voluntary termination, winding up or liquidation of the Issuer Trust are subject to the guarantee. In
addition, the guarantee is irrevocable, is an unsecured obligation of the Company and is subordinate and junior in
right of payment to all senior debt of the Company.

Funding Obligations—The Company has invested in certain limited partnerships with ownership intcrests
greater than 3% but less than 50%. As of December 31, 2007, the Company had committed to fund, if called
upon to do so, $6.7 million of additional equity in certain limited partnership investments. In addition, the
Company is under no obligation to fund FGIC or RAM Re, two unconsolidated equity investees.

Collateral Support Agreements—PMI Europe has entered into a number of collateral support agreements in
respect of certain credit default swap and reinsurance transactions it has concluded. Under these agreements PM1
Europe may be required to’'pledge-collateral for the benefit of the counterparty. PMI Europe has pledged
collateral of $4.2 million for one credit default swap transaction.

Legal Proceedings—Various legal actions and regulatory reviews are currently pending that involve the
Company and specific aspects of its conduct of business. In the opinion of management, the ultimate liability in
one or more of these actions is not expected to have a material effect on the consolidated financial condition,
results of operations or cash flows of the Company. :

NOTE 14. DIVIDENDS AND SHAREHOLDERS’ EQUITY

‘Common Stock—In March 2007, the Company repurchased 325,000 common shares for $14.2 million
under a $400 million commeon share repurchase program authorized by the Board of Directors in July 2006. In
February 2007, the Board of Directors authorized a common share repurchase program in an amount not to
exceed $150 million. Pursuant to this program, in June 2007, the Company repurchased 468,500 common shares
for $22.7 million, or $48.48 per common share. In July 2007, the Board of Directors increased the $150 million
repurchase authorization to $300 million. From July "1, 2007 through September 30, 2007, the Company
repurchased 5,454,381 common shares for $178.0 million, or $32.64 per common share. While approximately
$100.0 million remains on the $300 million repurchase authorization, the Company did not repurchase any
common shares in the fourth quarter of 2007.

In May 2007, upon completion of a $345 million accelerated share repurchase program entered into in 2006,
The PMI Group received the final delivery of 436,152 common shares bringing the total received under the
accelerated share repurchase program to 7,624,700 shares. The average price paid per common share upon
compleuon of this program was $45.25 per common shares.

Dividends—PMI’s ability to pay dividends to The PMI Group is affected by state insurance laws, credit
agreements, credit rating agencies, and the discretion of insurance regulatory authorities. The laws of Arizona,
PMI’s state of domicile for insurance regulatory purposes, provide that PMI may pay. dividends out of any
available surplus account, without prior approval of the Director of the Arizona Departmeat of Insurance, during
any 12-month period in an amount not to exceed the lesser of 10% of policyholders’ surplus as of the preceding
year end or the prior calendar year’s net investment income. A dividend that exceeds the foregoing threshold is
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deemed an “extraordinary dividend” and requires the prior approval of the Director of the Arizona Department of
Insurance. In December 2006, the Director of the Arizona Department of Insurance approved an extraordinary
dividend request of $250 million and a $100 million installment was paid to The PMI Group in the form of &
return of capital. In April 2007, an additional $200 million extraordinary dividend was approved by the Director
of the Arizona Department of Insurance. In 2007, PMI paid $165 million in dividends to The PMI Group. As of
December 31, 2007, there was $185 million of remaining approved dividends.

Other -states may also limit or restrict PMI's ability to pay shareholder dividends. For example, Californie.
and New York prohibit mortgage insurers from declaring dividends except.from the surplus of undivided profits.
over the aggregate of their paid-in capital, paid-in surplus and contingency reserves.

In addition to its consolidated subsidiaries, The PMI Group may in the future derive funds from its
unconsolidated equity investments, including its investment in FGIC. FGIC’s ability to pay dividends is subjec
to restrictions contained in applicable state insurance laws and regulations, FGIC Corporation’s certificate of
incorporation, a stockholders agreement between The PMI Group and other investors in FGIC Corporation, and
covenants included in its 6.0% senior notes. !

Preferred Stock—The PMI Group’s certificate of incorporation authorizes the Board of Directors to issue
up to 5,000,000 shares of preferred stock of The PMI Group in classes or sertes and to set the designations,
preferences, qualifications, limitations or restrictions of any class or series with respect to the rate and nature of
dividends, the price and terms and conditions on which shares may be redeemed, the amount payable in the event
of voluntary or involuntary liquidation, the terms and conditions for conversion or exchange into any other class
or series of the shares, voting rights, and other terms. The Company may issue, without the approval of the
holders of common shares, preferred stock that has voting, dividend or liquidation rights supenor to the common
stock, which may adversely affect the rights of holders of common stock.

Pursuant to the support agreement described in Note 19, Capital Support Agreements, the Company has
agreed that, in the event that Allstate, the Company’s former parent, makes a payment contemplated by the
Allstate Support Agreements or the runoff support agreement, Allstate will have the right (o receive preferred
stock of The PMI Group or PMI with a liquidation preference equal to the amount of such payment. Such
preferred stock will rank senior in right of payment to the issuer’s common stock and, so long as such preferred
stock is outstanding, the issuer thereof will be prohibited from paying any dividends or making any other
distributions on its common stock. '

NOTE 15. BENEFIT PLANS

Effective January 1, 2003, all U.S. full-time and part-time employees of the Company are eligible to
participate in The PMI Group, Inc. Retirement Plan (the “Plan™), a noncontributory defined benefit plan. The
Plan generally has been funded by the Company to the fullest extent permitted by federal income tax rules and
regulations. In addition, certain employees whose annual earnings exceed $220,000 under Internal Revenue Code
(“IRC”} Section 401(a)(17) and limits established under IRC Section 4135, participate in The PMI Group, Inc.
Supplemental Employee Retirement Plan (“The SERP Plan™), a noncontributory defined benefit plan. Benefits
under both pension plans are based upon the employees’ length of service, average annual compensation and
estimated social security retirement benefits.

On May 17, 2007, The PMI Group’s Board of Directors approved an amendment to the Retirement Plan.
The amendment changed the Plan’s benefit formula from a “final pay” pension formula to a cash balance
formula. The amendment takes effect immediately for employees hired or rehired on or after September 1, 2007.
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For employees hired before and continuously employed on September 1, 2007, the amendment will take effect on
January 1, 2011. Under the new cash balance plan formula, the Company will contribute 8% of qualified
employees’ compensation to cash balance accounts and credit interest at a rate equal to the 30-year Treasury
Bond rate. :

The Company provides certain health care and life insurance benefits for retired employees under -another
post-employment benefit plan. Generally, qualified employees may become eligible for these benefits if they
retire in accordance with the Company’s established retirement -policy and are continuously insured under the
Company’s group plans or other: approved plans for ten or more years prior to retirement. The Company
contributes a fixed dollar subsidy towards the cost of coverage. Retirees are expected to pay all amounts in
excess of the Company’s fixed dollar subsidy. The Company assessed the impact on liabilities due to the Medical
Prescription Drug, Improvement and Modemization Act of 2003 and determined that it is not matenial to the
Company’s liability under these benefit plans. '

- The reconciliation of the beginning and ending balances of the projected benefit obligation and fair value of
plan assets for the years ended and the accumulated benefit obligation at year end is as follows:

Pension Benefits (including SERP) Other Post-Employment Benefits
2007 2006 2005 2007 2006 2005
(Dollars in thousands, except percentages)

Funded Status

Projected Benefit Obligation’ . ’ ! ' "’

Benefit obligation at January [ ......... $85921 $94,105 §$ 78,508 $10,248 $ 9,875 $8938
S Service Cost ... 8278 10,249 9,456 507 564 617

INEETESE COSt . o v v vveeaeaenaen e L 5226 6,007 4,950 648 585 507
Actuanial loss (gain) .............. . 1,696 - (3,735) 5,169 27 (393) 13
Benefitspaid . ...................... 3,302y (6,770) (3,978) (384) (383) (200)
Effect of plan amendments . ........... © (11,855) - — — —_ —
Effect of settlement ............... .- — (13,935) — —_ — —
Benefit obligation at December 31 .. .... $ 85964 $85921 $94,105 $11,046 $ 10,248 3% 9,875

Fair Value of Plan Assets ' )

" 'Fair value of plan assets at January 1 .... $77,596 $64904 $60279 § — § — § —
Actual return on plan assets ........... 6,576 9,139 4,029 — — —_
Company contribution ............... 10,228 24,258 4,574 384 383 200
Benefitspaid . ............ ..., (3,302) (20,705) (3,978) (384) (383) (200)
Fair value of plan assets at _ .

‘ December 31 . ... ... - $91,098°$7759% $64904 $§ — $§ — § —
Funded status . . .
" Funded status of plan at December 31 .... $ 5,134 $ (8,325) $(29,201) $(11,046) $(10,248) $(9,875)

Accumulated benefit obligation ........ $77.571 $65368 $65085  NA  NA  NA

170




THE PMI GROUP, INC, AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Included in the overfunded status of the pension benefits is the underfunded status of The SERP Plan of $6.8
million and the overfunded status of PMI's retirement plan of $11.9 million:resulting in a net overfunded statns
of $5.1 million. No plan assets are expected to be returned to the Company during the year ending December 31,
2008.

Pension Benefits {including SERP) Other Post-Employment Benefite
2007 2006 2005 2007 2006 2005
. . I3 (Dollars in thousands, except percentages)
Components of net periodic benefit cost

Servicecost .. ... ... .. $ 8278 $10249 3% 945 $ 507 3 564 $ o617
Interestcost ............... S 5,226 6,007 4,950 648 585 507
Expected return on assets ................ (6,968) (5,728)  (4,725) —_ _— —
Prior service cost amortization ............ (964) 20 2n (838) (838) (838)
Actuarial loss recognized ................ 463 1,200 666 437 338 305
Additional cost related to settlement . ....... — 6,164 —_ —_ — —
Net periodic benefitcost ................. % 6,035 $17,871 $10326 § 754 $ 649 $ 591

Assnmptions to determine net periodic
benefit cost , .
Discountrate .................coueinn.. 6.06%* 575% 5.75% 589% 5.75% 5.75%

Expected return on-plan assets ............ 8.00% 8.00% 8.00% N/A | NA N/A
Rate of compensation increase ...... e . 5.00% 5.00% 5.00% N/A N/A N/A,
Health care cost trerd on covered charges ... N/A N/A N/A 900% 9.00% 10.00%
Expected benefit payments ,

2008 . ... 810,104 $ 412

2009 ... e e $ 9,814 § 478
o 2010 ..., e ~ §10,296 $ 531
COR200L L e, $13,105 $ 575
L2012 811222 $ 624

20013-2007 ... 358,788 $3,728

*  Prior to the plan amendment in May 2007, the discount rate used to determine the net periodic cost was 5.95%

In 2007, the Company contributed $10 million to its Retirement Plan. The benefit costs for 2007 decreased
from 2006 primarily due to the settlement charges in 2006 and the amendment to the Retirement Plan in May
2007 (discussed above). The amendment reduced the Plan’s projected benefit obligation by $11.8 million and the
reduction was recorded as an adjustment to accumulated, other comprehensive income on the Company's
consolidated balance sheet. The adjustment will be amortized through other underwriting and operating expensés
over time.
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The Company’s accumulated benefit obligation for its Retiremént Plan and SERP Plan at December 31,
2007 was $72.5 million and $5.1 million, the combination of which equals the $77.6 million accumulated benefit
obligation. As of December 31; 2007, the ¢combined fair value of plan-assets is approximately $13.5 million
higher than our combined accumulated benefit obligation. The health care cost trend on covered charges for other
postretirement benefits was 9.0% in 2007, which will be reduced to 5% in 2013.

' Percentage of Plan
Assets at December 31,

Target
. Allocation 2007 2006

Asset allocation: .
US.stocks .o e e e e 40% -60% . 55% 54%
International stocks .. ... ... . ... ... e 0% - 30% 16% 16%
U.S. fixed income securnities .. ... ... .t 20% - 50%- 29% - 30%
U.S.cashand cashequivalents . .. ....... ... ... ... ... ... . o.... 0% - 10% 0% - 0%

Total ... e [, e 100% 100%

The primary objective of the Plan is to provide retirement income for Plan participants and their
beneficiaries in accordance with the terms of the Plan. As such, the key objective in the Plan’s financial
management is to promote stability and, to the extent appropriate, growth in funded status. A secondary financial
objective is to reduce reliance on contributions as a source of benefit payfnents. As such, Plan’assets are invested
to maximize the Plan’s funded ratios over the long-term while managing the downside risk. The strategic asset
allocation ranges represent a long-term perspective, Rapid unanticipated market shifts or changes in economic
conditions may cause the asset mix to fall outside the policy range. These divergences should be of a relatively
short-term nature, unless the circumstances warrant a longer term divergence from the permissible ranges. The
Company evaluates and rebalances asset allocations as appropriate and reviews the Plan to make sure that the
Plan remains properly funded to protect the benefit security of the participants. The ‘Company makes
contributions that are sufficient to fully fund its actuarially determined costs, generally exceeding the minimum
amounts required by the Employee Retirement Income Security Act. In January 2008, the Company contributed
$10 million to the Plan.

Savings and Profit Sharing Plans—All 1.5. full-time, part-time and certain temporary employees of the
Company are eligible to participate in The PMI Group, Inc. Savings and Profit-Sharing Plan (“4C1(k) Plan™).
Eligible -employees who participate in' the 401(k) Plan may receive, within certain limits, matching Company
contributions. The Company contributions récognized as expense were $2.1 million for 2007, $3.3 million for
2006, $3.2 million for 2005. Contract underwriters are covered under The PMI Group, Inc. Alternate 401(k)
Plan, under which there are no matching Company contributions. In addition to the 401(k) Plan, the Company
has an officers’ deferred compensation plan available to certain-employees. The obligation related to the deferred
compensation plan was $17.7 million and $22.5 million as of December 31, 2007 and 2006, respectively, and is
included in other liabilities and accrued expenses.

‘NOTE 16. SHARE-BASED COMPENSATION

Equity Incentive Plan—The PMI Group’s Amended and Restated Equity Incentive Plan (the “Equity
Incentive Plan”) provides for awards of both non-qualified stock options and incentive stock options, nonvested
shares, stock appreciation rights subject to forfeiture and restrictions on transfer, and performance awards
entitling the recipient to receive cash or common shares in the future following the attainment of performance
goals determined by the Board of Directors. Stock options are granted with an exercise price equal to the market
value on the date of grant, and generally expire ten years from the grant date and have a three-year vesting
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period. The Equity Incentive Plan provides for the granting of nonvested shares to officers and key employees.
Nonvested shares issued under the Equity Incentive Plan to date generally vest annually between two to four
years and holders are entitled to dividends and voting rights. Under the Equity Incentive Plan, non-employee
directors receive quarterly, non-discretionary grants of stock units with an initial valve of $25,000. The number
of units granted depends on the fair market value of the Company’s common shares on the grant date but each
stock unit has an initial value equal to the fair market value of one common share on the grant date.
Non-employee director grants of stock units vest on the earlier of the fifth anmversary of the applicable grant
date and termination of board service.

Employee Stock Purchase Plan—The PMI Group, Inc. Employee Stock Purchase Plan (“ESPP™) allows
eligible employees to purchase shares of the Company’s .stock at a 15% discount to fair market va.ue as
determined by the plan. The ESPP offers participants the 15% discount to current fair market value or fair raarket
value with a look-back provision of the lesser of the duration an employee has participated in the ESPP or two
years. Based on the features of the ESPP, it is considered compensatory according to the provisions of SFAS
No. 123R. Under the ESPP, the Company issued 151,953 treasury shares in 2007, 128,467 treasury shares in
2006 and 139,884 treasury shares in 2005. SFAS No. 123(R) requires expense recognition of the amount of the
discount to current fair value of ESPP shares purchased by employees.

Impact of SFAS No. 123R—The Company has recognized compensation expense for all awards granted
based on the estimated grant date fair value method using the Black-Scholes option pricing model to determine
the fair value of stock options and ESPP shares. For stock options, compensation expense is recognized using the
accelerated amortization method. The determination of the fair value of share-based payment awards on the date
of grant using an option-pricing model is affected by the Company’s share price as well as assumptions regarding
a number of complex and subjective variables. These variables include the Company’s expected share price
volatility over the expected term of the awards, actual and projected employee stock option exercise behaviors,
risk-free interest rates, and expected dividends.

As SFAS No. 123R requires that share-based compensation expense be based on awards that are ultimately
expected to vest, share-based compensation for the year ended December 31, 2007 has been reduced for
estimated forfeitures. The Company is required to estimate forfeitures at the time of grant and revise those
estimates in subsequent periods if actual forfeitures differ from those estimates. The Company uses historical
data to estimate pre-vesting option forfeitures and record share-based compensation expense only for those
awards that are expected to vest.

SFAS No. 123R requires cash flows resulting from gross excess tax benefits to be classified as a part of cash
flows from financing activities. Excess tax benefits are realized tax benefits from tax deductions for exeicised
options in excess of the deferred tax asset attributable to share compensation costs for such options. Cash
received from option exercises and the ESPP for the years ended December 31, 2007, 2006 and 2005, was $27.3
million, $41.6 million and $20.7 million, respectively. The acmal tax benefit realized for the tax deductions from
option exercise of the share-based payment arrangements totaled $7.0 million, $6.2 million and $3.8 million,
respectively,

The Company recognized $16.1 million share-based compensation expense in 2007 compared to 512.2
million in 2006. As of December 31, 2007, there was $8.7 million of unrecognized compensation cost, adjusted
for estimated forfeitures, related to non-vested share-based payments granted to employees. This unrecognized
expense is expected to be recognized over a weighted average period of 1.9 years. Total unrecognized
compensation cost will be adjusted for future changes in estimated forfeitures.
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Valuation Assumptions—The fair value of share options granted to employees is estimated on the date of
the grant using the Black-Scholes option pricing model. This option pricing model was developed to estimate the
fair value of freely tradable and fully transferable options without vesting resirictions, which differ from the
Company’s stock option program. The model also requires considerable judgment, including assumptions
regarding future share price volatility and expected time to exercise, which greatly affect the calculated value of
stock option grants.

The Company aggregates similar groups of employees with respect to exercise and post-vesting
employment-termination behaviors for its option pricing mode! assumption estimation process. The Company
estimates the expected term of options granted by analyzing historical exercise and post-vesting behavior of
employees for similar stock option grants. Expected volatility is estimated using the historical velatility of the
common stock over the expected term of the options. If new or different information that would be useful in
estimating expected volatility becomes available, the Company may incorporate that information into future
estimates. The Company considers expected changes of future dividend policy for selection of expected
dividends. The risk-free interest rate that the Company uses in the option pricing mode! is based on the U.S.
Treasury zero-coupon yield curve with remaining terms similar to the expected terms on the options.

The fair value of each stock option grant is estimated on the date of the grant using the Black-Scholes option
pricing model with the following weighted-average assumptions:

Year Ended December 31,
_ : 2007 2006 2005
Expected volatility .. .. ..o i e e e, 229% 288% 30.6%
Expected dividends ................. e e e e e 048% 049% 047%
Expected term (in years} ... ... ...ttt 4.2 4.3 6.0
Risk-freerates ... ... ... i i e 4.59% 440% 4.23%

Share-Based Compensation Activity

A summary of the share-based compensation activity under the Equity Incentive Plan as of December 31,
2007, 2006 and 2005 and changes during the three years then ended is presented below:

2007 ‘ 2006 . 2005

Weighted Weighted Weighted

Shares Average Shares Average Shares Average
Under Exercise Under Exercise Under Exercise

: . ., Option Price Option Price Option Price

QOutstanding at beginning of year ...... . 6,326,883 §$35.26 6,289,941 $3240 5,851,792 $30.33
Granted ......... .. ... ... il 1,587,047 $46.93. 1,352,693 $43.02 1,321,316 $38.21
Exercised .............. .. ... .. ... .. (894,710 $26.97 (1,281,025} $30.89 (839,000) $26.46
Forfeited/expired ..................... (46,732) $43.63 (34,726) $27.68 (44,167) 33548
Oultstanding atend of year ............. 6,972,438 %3889 6,326,883 $35.26 6,289,941 $32.40
Vested and Exercisable at yearend ...... 4,589,129 $3544 5,077,409 $33.34 5959913 §32.61

Weighted-average fair value of options .

granted ... e e : $11.89 $12.84 . $13.94

Reserved for future grants ............. 2923422 1 — 4,494 737 - 5,879,431 —
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The total intrinsic value of options exercised during 2007, 2006 and 2005, was $19.8 million, $18.7 million,
$11.4 million, respectively. The weighted-average remaining contractual life of options outstanding as of
December 31, 2007 and-vested and exercisable as of December 31, 2007 was 6.1 and 4.6 years, respectively.
There was no aggregate intrinsic value for the options outstanding as of December 31, 2007 or for the options
vested and exercisable as of December 31, 2007.

NOTE 17. BUSINESS SEGMENTS

Reporting segments are based upon the Company’s internal organizational structure, the manner in which
the Company’s operations are managed, the criteria used by the Company's chief operating decision-maker to
evaluate segment performance, the availability of separate financial information, and overall materiality
considerations.

The following tables present segment income or loss and balance sheets as of and for the years indicated:

Year Ended December 31, 2007

MtH{:;ige
Insurance International Financial Corporate.  Consolidated
Operations Operations Guaranty  and Other Total
. (Dollars in thousands) )
Revenues ' .
Premiums eamned .. ... e $ 800937 % 192545 $ 1,633 % 57 % 995,172
Net investmentincome .................. 110,355 86,016 9,206 8,425 214,002
Net realized investment gains (losses) ...... 4,587 42 (38,850) 9,437 24,734)
Otherincome (1058} . ....ovvrivernnnrnnn. 85 (13,619) —_ 14,308 774
Totalrevenues .................... 915,964 264,984 28,011y 32,227 1,185,164
Losses and expenses . )
Lossesand LAE .................... ca.. 1,096,093 104,262 2,649 — 1,203,004
Amortization of deferred policy acquisition
COSES oo innnnns PR 84,214 19,713 958 — 104,685
Other underwriting and operating expenses .. 95,557 52,475 2,505 79,256 229,793
Interestexpense . .............cccvviunns 108 6 2,925 30,359 33,198
Total losses and expenses ........... 1,275,972 176,456 9,037 109,615 1,571,080
(Loss) income before equity in earnings
(losses) from unconsolidated subsidiaries )
and INCOME (AXES .. ...t vrivnnnnrnnn. . (360,008) 88,528 (37,048) (77.388) (385,016)
Equity in earnings {losses) from :
unconsolidated subsidiaries ............. 17,119 — (758,833) 214 (741,500)
(Loss) income before income taxes ......... (342,889) 88,528 (795,881) (77.174) (1,127.416)
Income tax (benefit)expense . ............. (152,073) 33,538 (64,21 1) (29,344) (212,090)

Net (10ss) inCOMme .................. $ (190,816) $§ 54,990 $(731,670) $(47,830) $ (915,326)

175




THE PMI GROUP, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Revenues
Premiumsearned ............ ... . ...,
Netinvestmentincome ..............oouiinnean..
Net realized investment gains (losses)
Other (loss) income

Total revenues

Losses and expenses
Losses and LAE
Amortization of deferred policy acquisition costs
Other underwriting and operating expenses
Interest expense

Total losses and expenses

Income (loss) before equity in eamings (losses) from

unconsolidated subsidiaries and income taxes
Equity-in earnings (losses) from unconsolidated :
Cosubsidiaries ... L

Income (loss) before income taxes
Income tax expense (benefit)

"Net income (loss)

Revenues
Premiums earned

...............................

Net realized investment gains (losses).. . .............
Other (Joss) income

Total revenues

Losses and expenses
Losses and LAE
Amortization of deferred policy acquisition costs
Other underwriting and operating expenses
Interest expense

Total losses and expenses

Income (loss) before equity in earnings (losses) from
unconsolidated subsidiaries and income taxes
Equity in earnings (losses) from unconsolidated
subsidiaries

Income (loss) before income taxes
Income tax expense (benefit)

Net income (loss)

. Insurance International Financial

Year Ended December 31, 2006

. US. )
Mortgage '
Corporate Consolidated

Operations Operations Guaranty , and Other | Total
(Dollars in thousands) .
$687,993 $172471 §$ 1% 65 § 860,530
105,893 65842 2,037 21,529 195301
3,789 3,602 — (4,635) 2,756
(69) 6,684 . — 13,526 20,141
797,606 248,599 2,038 ° 30,485 1,078,728
263,037 39,901 —_ (2) 302,936
51,979 16,378 | — 68,358

- 100,569 41,935 716" .- 93,753 236,973
2 125 569 37,359 38,055
415,587 98,339 1,286 131,110 646,322
382,019 150,260 752 (100,625) 432,406
20,308 — 107,213 (212) 127,309
402,327 150,260 107,965 (100,837) 559,715
112,010 46,747 10,706  (29,399) 140,064
$290,317 $103,513 $ 97,259 $ (71,438)$ 419,651

=

Year Ended December 31, 2005

U.S.
Mortgage

. .
Insurance [nternational Fmancnal Corporate Consolidated

Operations - Operations  Guaranty and Other Total
(Dollars in thousands)

$665,190 $152336 $ . — S 76 $ 817,602
104,339 57,155 — 17,969 179,463
4,563 75 — (2,588) 2,050
(- 2825 —- 17,959 20,783
774,091 212,391 — 33,416 1,019,898
253,440 4,339 — — - .257779
59,647 14,740 — — 74,387
103,149 41,855 — 68,645 , 213,649
6 8 — 31,123 31,137
416,242 60,942 — 99,768 576,952
'357,849 151,449 —  (66,352) " 442,946
18,811 — 79,752 (678) 97,885
376,660 151,449 79752  (67,030) 540,831
101,221 45,996 7,553 (23,108) 131,662
$275,439 $105,453 § 72,199 $ (43,922)$ 409,169
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December 31, 2007

Mollj'iglige
insurance International Financial  Corporate Consolidated
Operations  'Operations  Guaranty  and Other Total
(Dollars in thousands)
Assets
Cash and investments, at fairvalue ............. $2,155,173 $1,693,230 $ 201,632 $ 107,028 $4,157,063
Investments in unconsolidated subsidiaries ....... 131,225 — 163,661 - 14914 209,800
Property, equipment and software, net of
accumulated depreciation and amortization . . . .. 75,884 6,549 187 79,142 161,762
Other assets . .. ... R 234,422 100,908 56,828 49,657 441,815
Totalassets . ...........;............... $2,596,704 $1,800,687 $ 422,308 $ 250,741 $5,070,440
Liabilities .
Reserve forlossesand LAE ................... $1,133,080 § 106869 % 2,650 % — 51,242,599
Unearned premiums ..... e 107,200 497,309 6,709 29 611,247
Long-termdebt ........................... . — — 50,000 446,593 4'9_6,593
Other liabilities (assets) ............c...vvuenn. 129,246 75416 2,892 (515) 207,039
Total liabilities ........................... L. 1,369,526 . 679,594 62,251° 446,107 2,557.478
Shareholders’ equity (deficit) ........... e 1,227,178 1,121,093 360,057 (195,366) 2,512,962
Total liabilities and shareholders’ - .
“equily ..... .. e $2,596,704 $1,800,687 $ 422,308 $ 250,741 $5,070,440
December 31, 2006
U.S.
Mortgage
Insurance International Financial  Corporate Consolidated
Operations  Operations  Guaranty  and Other Total
(Dollars in thousands)
Assets . . .
Cash and investments, at fair value ............. $1,990,326 $1,349,069 $ 210,277 $ 200,468 '$3,750,140
Investments in unconsolidated subsidiaries ....... © 132,403 —_— 950,249 17,735 1,100,387
Property, equipment and software, net of
accumulated depreciation and amortization . . . .. 87,139 4,002 _ 82,987 174,128
Otherassets .......... B S 185,820 78,927 4,292 23,861 292,900
Totalassets ... .................... I $2,395,688 $1,431,998 $1,164,818 $ 325,051 $5,317,555
Liabilities
Reserveforlossesand LAE ................... $ 366,182 8 48554 % — § — § 414,736
Uneamed premiums ......................... 106,445 412,196 1.589 34 520,264
Long-termdebt ............. ... ... ... ... — —_ 50,000 446,593 49,593
Other liabilities (assets) ..........cvvirnrnn.n. 283,544. 58,010 41,440 (65,622 317372
Total liabilities ............ ... ... .. .. 756,171 518,760 93,029 381,005 1,748,965
Shareholders’ equity (deficit) ................ 1,639,517 913,238 1,071,789  (55,954) 3,568,590
Total liabilities and shareholders’ .
equity .......... .. ... oL $2,395,688 $1,431,998 $1,164,818 $ 325,051 $5,317,555
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NOTE 18. STATUTORY ACCOUNTING S

The Company’s domestic insurance subsidiaries prepare statutory-basis financial statements in accordance
with the accounting practices prescribed or permitted by their respective state’s department of insurance, which is
a comprehensive basis of accounting other than GAAP. =~

The following table. presents PMI's statutory net (loss) income, statutory,surplus and contingency reserve
liability as of and for the years ended as follows: - :

2007 2006, 2005

. ‘ , o i (Dollars in thousands)

Statutory net {loss) income ._: ................... e . $(302,751) $ 315,137 § 291862
Statutory surplus ........ . Ve AP $ 605876 % 619460 § 619,149
Contingency reserve liability . ... .. ... ... ... oo $2,341,956 $2,738,358 $2,589,290

. Under the insurance laws of the State of Arizona and several other s.tates, mortgage insurers are re'quired to
establish a special contingency reserve included in total liabilities, with annual additions equal to 50% of
premiums earned- for that year. During 2007, PMI contributed $403.4 million to the reserve. This reserve is
required to be maintained for a period of 120 months to protect against the effects of adverse economic cycles.
After 120 months, the reserve is released to un3551gned funds. During 2007, $191.7 million was released to
unassigned funds. In the event an insurer’s loss ratio in any calendar year exceeds 35%, however, the i insurer may
withdraw from its contingency reserves an amoumnt equal to the excess portion of such losses. In compliance with
Arizona statute, the Company requested a withdrawal of $608.0 million from its contingency reserves related to
actual losses that exceeded 35% of the corresponding earned premiums. The Arizona Department of Insurance
approved the $608.0 million contingency reserve withdrawal in a letter dated February 12, 2008.

NOTE19. CAPITAL SUPPORT AGREEMENTS. .

In 2001, PMI executed a capital support agreement whereby it agreed to contribute funds, under specified
conditions, to maintain CMG MTI’s risk-to-capital ratio at or below 18.0 to 1. PMI's obligation under the
agreement is limited to an aggregate amount of $37.7 million, exclusive of capital contributions made prior to
April 10, 2001. As of December 31, 2007, CMG MTI’s risk-to-capital ratio was 14.6 to 1 compared to 12.6 to 1 as
of December 31, 2006. v, ; . .

PMI has entered into various capital support agreements with PMI Australia, PMI Europe, PMI Guaranty,
and PMI Canada that could require PMI to make additional capital contributions to those subsidiaries. The PMI
Group guarantees the performance of PMI's capital support obligations to PMI Australia, PMI Europe and PMI
Guaranty. The capital support agreement and corresponding guarantee for PMI Guaranty and capllal support
agreement for PMI Canada are limited to $650 million and $300 million, respectively..

On October 27, 1994, Allstate Support Agreements were terminated with respect to policies issued after
October 27, 1994, but continde in mi¢dified form (as so modified, the “Runoff Support Agreement”) for policies
written prior to such termination. Under the terms of the Runoff Support Agreement, Allstate may, at its option,
either directly pay or cause to be paid, claims relating to policies written during the terms of the respective
Allstate Support Agreements if PMI fails to pay such claims or, in lieu thereof, make contributions directly to
PMTI or The PMI Group. In the event any amounts are paid or contributed, the likelihood of which managemem
believes is remote, Allstate would receive subordinated debt or preferred stock of PMI or The PMI Group in
return. No payment obligations have arisen under the Runoff Support Agreement. As of December 31, 2007, less
than $372 million of risk in force was subject to the Runoff Support Agreement. ‘
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NOTE 20. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

A summary of selected quarterly results follows:

2007 - - First

Secon'd ’ 'I'l'li'rd Fourth Year *

Total operatmns

Revenues** .. ... ... .., $294 488
Netincome (loss) ........ ... coeereennann.. $102,033
BasicEPS .......... ... .t P, 1.17
Diluted EPS ... ... ... . i 1.16
2006 . First

{Dollars in thousands, expect per share data)

$299,621 $309,572 '$ 281,483 $1,185,1554
$ 83,833 $(86,773) $(1,014,419) § (915,326)

0.97 (1.04) " (12.51) (10.81)
0.95 (1.04) (12.51) (10.81)
Second Third Fourth Year *

Total operations:

Revenues** . .. ... . .. ... $260,233
NetinCome . ...oovrvniirnen i ineneenaanss $105,348
BasicEPS ......... ... . . 1.18

Diluted EPS . .......... .. ..o, 1.09

not equal the per share data for the year.

{Dollars in thousands, expect per share data)

$267.151 5269429 $ 281915 351,078,728
$109,615 $104238 § 100,450 §$ 419,65t
1.24 1.22 1.21 4.85
1.14 1.16 1.19 4.57

*  Due to the use of weighted average shares outstanding when calculating eamnings per share, the sum of the quarterly per share data may

**  The revenues do not include equity in (losses) earnings from unconsolidated subsidiaries.
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ITEM 9A. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures—Based on their evaluation as of December 31, 2007,
our principal executive officer and principal financial officer have concluded that, as of the end of the pericd
covered by this report, our disclosure controls and procedures (as defined in-Rules 13a-15(e) and 15d-15(e} under
the Securities Exchange Act of 1934) were effective.

. Management’s Report on Internal Control Over Financial ' Reporting—Management’s report is
contained in Item 8 of this re_port.' : '

Changes in Internal Control Over Financial Reporting—There were no changes in our internal control

over financial reporting that occurred during our most recent fiscal quarter that have materially affected, or are
reasonably likely to materially affect, our internal control over financial reporting. .
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PART II1

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information concerning The PMI Group's directors, including audit committee financial experts, as
well as certain other information concerning our executive officers, as required by this Item is incorporated by
reference from The PMI Group’s Proxy Statement for its 2008 Annual Meeting of Stockholders under the
captions “Nominees For Director of The PMI Group,” “Section 16(a} Beneficial Ownership Reporting
Compliance” and “Corporate Governance.” Information regarding Executive Officers of The PMI Group is
included in a separate item captioned “Executive Officers of the Registrant” in Part [ of this report, which iz
incorporated by reference herein. ’

The PMI Group has adopted a Code of Ethics for Senior Financial Officers that applies to The PMI Group's
principal executive officer, principal financial officer, and principal accounting officer and controller. The Cods:
of Ethics is available on The PMI Group’s website address at hup.//www.pmigroup.com and is available in print
to any stockholder who requests it. The PMI Group intends to disclose any amendment to, or waiver from, a
provision of the Code of Ethics by posting such information on its website,

Certain other documents relating to The PMI Group’s corporate governance, including the Code of Business
Conduct and Ethics, which is applicable to The PMI Group's directors, officers and employees, the Board of
Directors Guidelines dn Significant Corporate Governance lIssues, and the charters of the Audit Committee,
Compensation Committee and Governance and Nominating Committee of The PMI Group Board of Directors,
are available on The PMI Group’s website address at hnp://www.pmigroup.com. In 2007, we submitted to the
New York Stock Exchange the Annual CEO Cemﬁcallon required pursuani to Section 303A 12(A) of the
NYSE’s Listed Company Manual. :

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2008 Annual Meeting of Stockholders under the captions “Directors’ Compensation and Benefits,”
“Executive Compensation” and ““Compensation Committee [nterlocks and Insider Participation.”

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2008 Annual Meeting of Stockholders under the captions “Security Ownership of Certain Beneficial
Owners and Management” and “Executive Compensation—Equity Compensation Plan Information.”

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2008 Annual Meeting of Stockholders under the captions “Compensation Committee Interlocks and
Insider Participation,” “Certain Relationships and Related Transactions™ and “Corporate Governance.”

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by this Item is incorporated by reference from The PMI Group’s Proxy Statement
for its 2008 Annual Meeting of Stockholders under “Ratification of Appointment of Independent Registerzd
Public Accounting Firm.”
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ITEM 15.

1.

. PART IV
EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

Financial Statements: ‘The followmg financial statements are mcluded in Item 8

1

Managemem 3 Report on Internal Coritrol Over Fmancnal ‘Reporting

. Report of Independent Registered Public Accounting Flrm

Report of Independent Reglstered Public Accountmg Firm on Internal Control Over Fmancnal
X

" Reporting ' '

Consolidated Statements of Operations for the years ended December 31, 2007, 2006 and 2005
Consolidated Balance Sheets as of December 31, 2007 and 2006

Consolidated Statements of Shareholders’ Equity for the years ended December 31, 2007, 2006-and
2005 '

Consolidated Statements of Cash Flows for the years ended December 31,2007, 2006 and 2005

Notes to Conselidated Financial Statements

Financial Statement Schedules: ~ The financial statement schedules listed below immediately precede
the Index to Exhibits and are filed as.part of this Form 10-K. All other schedules are omitted because
of the absence of conditions under which they are required or because the required information is

.included in the consolidated financial statements or notes thereto. -

+ R

Schedule II - Condensed Financial Information of Registrant .
Schedule 11 - Supplementary Insurance Information

Schedule IV — Reinsurance Lo . .

Exhibits:  Exhibits listed in the achinpanying Index to Exhibits are filed as part of this Form 10-K. |
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this Report to be signed on its behalf by the undersigned, thereunto duly
authorized, in the City of Walnut Creek, State of California, on the 17th day of March, 2008.

THE PMI Group, INC. -~ =, . .
BY: /s/ L.STEPHEN SMITH .
L. Stephen Smith
Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Name . Title Date

/s/ L. STEPHEN SMITH Chief Executive Officer, Director March 17, 2008
L. Stephen Smith

/s/ DONALD P. LOFE, JR. Executive Vice President and Chief March 17, 2008

Donald P. Lofe, Jr. Financial Officer
fs/ THOMAS H. JETER Senior Vice President, Chief March 17, 2008
Thomas H. Jeter Accounting Officer and Corporate
Controller
/s/ MARIANN BYERWALTER Director . March 17, 2008

Mariann Byerwalter

/s/ Dr. JAMES C, CASTLE Director March 17, 2008
Dr. James C. Castle

Is!/ CARMINE GUERRG Director March 17, 2008

Carmine Guerro

fs/ WAYNE E. HEDIEN Director March 17, 2008
Wayne E. Hedien

fs/ Louis G. Lower 1 Director March 17, 2008

Louis G. Lower 11

/s  RaymonD L. Ocampo JR. Director March 17, 2008
Raymond L. Ocampo Jr.

fs/  JOHN D. ROACH Director March 17, 2008
John D. Roach

fs/ Dr. KENNETH T. ROSEN Director March 17, 2008
Dr. Kenneth T. Rosen .

183




Name

/s/ STEVEN L. SCHEID

Steven L. Scheid

/s/ JoSE H. VILLARREAL

José H. Villarreal

/s/ Mary LEE WIDENER

Mary Lee Widener

/s/ RonaLD H. ZEcH

Ronald'H. Zech -

Director-
Director
Director

Director

134

Title

Date

March 17, 2008
March 17, 2008
March 17, 2008

March 17, 2008




THE PMI GROUP, INC.

SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

CONDENSED STATEMENTS OF OPERATIONS

PARENT COMPANY ONLY
_ o Year ended December 31,
' ) ‘ ‘ . 2007 2006 2005
. (In thousands)

REVENUES
(Losses) earnings from wholly-owned subsidiaries ..................... $(163,575) $353,179 $350,482
[NVEStMENL INCOME . .. .. ittt ittt ierin e eeesens 10,394 - 21,290 17,250
Net r_e_alized investment losses ... ... i e e e (29,062) (4,635) (488)
Other (loss) income ... ... (1,206) 25 (1,748)

Total TEVEIMUES .. ...ttt it e et et et et (183,449) 369,859 365,496
EXPENSES ' | -
Underwriting and operating eXpenses . .. ........vurrernnirreniiraass ; 41,360 44,856 31,926
Net costs to exchange and extmgmsh long-termdebt ................... — 2,044 —
Interest' expense . .. .... e e e 33,283 37,928 31,123

Total eXPensSes ... ...\ et e et 74,643 84,828 63,049
(LosS) income before equity in (losses) earnings from unconsolidated .

subsidiaries and IMCOME TAXES . . . ..\ o ue e e et e i einans (258,092) 285,031 302,447

Equity in {losses) earnings from unconsolidated sub51dlanes ............. (741,500) 127,309 97,885
(Loss) income before income taxbenefit . ........................ ... (999,592) 412,340 400,332
Income tag benefit . .. ..ottt i et e . 84,266 7,311 8,837
NET(LOSS)INCOME . ...... .. it iaa e $419,651 $409,169

$(915,326)

See accompanying supplementary notes to Parent Company only condensed financial statements.
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THE PMI GROUP, INC.

SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

CONDENSED BALANCE SHEETS
PARENT COMPANY ONLY

As of December 31,
2007 2006
(Dollars in thousands, except per share data)

ASSETS

Fixed income securities available- for-sale at fair value .
(amortized cost of $38,427and $40,99%) . .. ... ... ... e,

Equity securities—common stock . ....... . .. L. i i,

Total inveStments .. . .. ... e
Cashandcashequivalents .. ......... ... ... ... . iiiiiin..
Investments in wholly-owned subsidiaries .......................
Investments in unconsolidated subsidiaries .......................
L 1= o 1 CEREERE ..

Total assets .. ...t i it e e

LIABILITIES
Long-termdebt . ....... ... ... ... ... ..., e e
Otherliabilities ... ........ ... . ... ...ciieionn... e

Total liabilities ....................... R .

SHAREHOLDERS’ EQUITY
Preferred stock—3$0.01 par value; 5,000,000 shares authorized; none
issuedoroutstanding .......... . ... e
Common stock—3$0.01 par value; 250,000,000 shares authorized;
119,313,767 shares issued; 81,120,144 and 86,747,031 shares
outstanding .. ... .. i e
Additional paid-incapital ......... ... ... . i
Treasury stock, at cost (38,193,623 and 32,566,736 shares} ..........
Retained earnings . ...t i
Accumulated other comprehensive income, net of deferred taxes ... ..

Total shareholders’ equity . ..........................
Total liabilities and shareholders’ equity ......... PP

38,732
2,502,316
309,800
142,746

$ 3,033,293

$ 496,593
123,738

1520331

1,193
890,598
(1,354,601)
2,660,695
315,077

2,512,962
$ 3,033,293

$ 41422

]

L
1

$ . 41,422

r+ 140,639

2,750,369

1,100,387
133,808 |

. § 496,593

101,532,

598,125

1,193
858,188
(1,164,214)
3,600,343
" 264,080

3,568,590
$ 4,166,715

See accompanying supplementary notes to Parent Company only condensed financial statements.
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THE PMI GROUP, INC.
SCHEDULE II-:CONDENSED FINANCIAL INFORMATION OF REGISTRANT

CONDENSED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

PARENT COMPANY ONLY
Year ended December 31,
2007 2006 2005
. (Dallars in thousands)
NET (LOSS)INCOME . ... oottt $(915,326) $419,651 $409,169
Change in unrealized gains on investments, net of deferred tax (benefit) —

expense of $(26,501), $497 and $(13,674), respectively ............... (61,937)  (2,840) (23.183)
Net unrealized losses from derivatives designated as cash flow hedges, net of . .

BAX .+ e et et e e SR = (5,864) —
Accretion of cash flow hedges to interest expense . ... ... PP 398 116 —
Change in currency translation gains . ........ ... ... o i 108,660 65400  (55,03%)
Pension adjustment (including plan amendments), net of deferred tax ... .. 3,876 — -
Other comprehensive income (loss), netoftaxes ..................... 50,997 56,812 (78,21¢0)

COMPREHENSIVE (LOSS)INCOME ...................... v..r.. $(864,329) $476,463  $330,951

See accompanying supplementary notes to Parent Company only condensed financial statements,
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. THE PMI GROUP, INC.

SCHEDULE II—CONDENSED FINANCIAL [NFORMATION OF REGISTRANT

. CONDENSED STATEMENTS OF CASH FLOWS .

PARENT COMPANY ONLY

Year ended December 31,

.- - . 2007

2006

2005

CASH FLOWS FROM OPERATING ACTIVITIES

{Dollars in thousands)

Net (loss) MO .. .. i e e e e $(915,326) "$419,651 .

Adjustments to reconcile net (loss) income to net cash provided by (used
in) operating activities:

$ 409,169

Losses (earnings) from wholly-owned subsidiaries ................ 163,575  (353,179) (350,482)
Equity in losses (earnings) from unconsohdated subsidiaries ....... . 741,500 (127,309) (97.,885)
Net realized investment 10sses . ... ... . . ... ... . it " 29,062 4,635 488
Depreciation and amortization...................... e 830 2,209 ¢ 2,017
Compensation expense related to stock options and employee stock
purchaseplan ................... P e 16,652 12,152 - —
_Excess tax benefits on the exercise of employee stock options ... .... (4,001) (2,838) —
Net costs to exchange and extinguish long-termdebt .............. —_ 2,044 —
Deferred income taxes ........cotiivtirr i it (53,385) (9,749) 16,514
Changes in related party receivables, net of payables .............. (2,739)  (54,228) 13,420
Other . L e e (24,659) (17,391 23,499
Net cash (used in) provided by operating activities ..... (48,491) (124,003) 16,740
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from sales and maturities of fixed income securities .. ... .. 2,756 130,390 53,665
Proceeds from sale of equity investment held forsale .. ............ - 14,184 98,846
Investments in unconsolidated subsidiaries, net of distributions . ... .. 2,209 1,782 3,744
Investment in subsidiaries . ............ . i e (21,013) (136,624)  (55,033)
Dividends received from subsidiaries .......................... 165,000 360,000 309,485
Purchases of equity securities ............. ... .ccciiiviineinn,. (4,930) — —
Net change in short-term investments ... ....................... — 116,914 (3,618)
Net cash provided by investing activities ............ .. 144,022 486,646 407,089
CASH FLOWS FROM FINANCING ACTIVITIES
Net proceeds from issuance of long-termdebt .. ................. — 385,993 —
Net repurchase of seniornotes . ......... ... ... ............... — (298,768} —
Extinguish and repayment of long-term debt, net of expenses ....... — (425.338) —
Proceeds from isswance of common shares . ..................... — 345,000 —
Purchase of treasury stock . ... ... ... ... . . it (214,996) (535,000} (250,002)
Proceeds from issuance of treasury stock ....................... 31,260 41,728 —
Excess tax benefits on the exercise of employee stock options . ... ... 4,001 2,838 25,879
Dividends paid to shareholders ........................... ..., (17,703)  (18,045)  (17,795)°
Net cash used in financing activities .................. (197,438) (501,592) (237,918)
Net (decrease) increase in cash and cash equivalents ... ....... ... ... (101,907) (138,949) 185911
Cash and cash equivalents at beginning of year .................... 140,639 279,588 93,677
Cash and cash equivalentsatendofyear ......................... $ 38,732 $140,639 $ 279,588

See accompanying supplementary notes to Parent Company only condensed financial statements,
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THE PMI1 GROUP, INC. : : .
SCHEDULE II—CONDENSED FINANCIAL INFORMATION OF REGISTRANT

PARENT COMPANY ONLY
SUPPLEMENTARY NOTES

A. Basis of Presentation

The accompanying The PMI Group, Inc. (“Parent Company™) condensed financial statements should be
read in conjunction with Item 8. Financial Statements and Supplementary Data of this Form 10-K. The Farent
Company’s subsidiaries are presented using the equity method of accounting. ‘

Certain items in the prior years’ financial statements have been reclassified to conform 10 the current year ]
financial statements presentation.

The preparation of the condensed financial statements in conformity with U.S. generally accepted
accounting principles (“GAAP”} requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of' the
financial statements and the reported amounts of revenues and expenses during the reporting period, Actual
results may differ from those estimates.

B. Investments

The Parent Company classifies its fixed income securities as available-for-sale, and as such, they are carried
at fair value. The amortized cost of fixed income securities is adjusted for amortization of premiums and
accretion of discounts to maturity, which are included in net investment income, net of deferred taxes. Chanzes
in fair value are reported as a component of other comprehensive income. The Parent Company’s investments in
fixed income securities are comprised of corporate bonds and U.S. federal agency securities.

C. Investments in Unconsolidated Subsidiaries

Investments in the Parent Company’s unconsolidated subsidiaries include both equity investees and otker
unconsolidated subsidiaries. Investments in equity investees with ownership interests of 20-50% are generally
accounted for using the equity method of accounting, and investments of less than 20% ownership interest are
generally accounted for using the cost method of accounting if the Company does not have significant influence
over the entity. Limited partnerships with ownership interests greater than 3% but less than 50% are primarily
accounted for using the equity method of accounting. The carrying value of the investments in the Parent
Company’s unconsolidated subsidiaries also includes the Company's share of net unrealized gains and losses i in
the unconsolidated subsidiaries’ investment portfolios. _ o

D. Long-Term Debt and Revelving Credit Facility

As of December 31, 2007 and 2006, the carrying value of long-term debt outstanding issued by The PMI
Group, was as follows:

As of December 31,
2007 2006
(In thousands)

6.000% Senior Notes, due 2016 . ... .. .. ... . $250,000 $250,000
6.625% Senior Notes, due 2036 .. ... ... 150,000 150,000
5.568% Senior Notes, due November 15, 20080 .., ... .. .. .. ... 45,000 45,000
8.309% Junior Subordinated Debentures, due February 1,2027 ............. 51,593 51,593
Totaldebt .. . ... . . e $496,593 $496,593

O} + Prior to August 10, 2006, the interest rate on these Senior Notes was 3.0%. Pursuant to the remarketing that occurred on August 10,
2006, the interest rate was increased to 5.568%.
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6.000% and 6.625% Senior Notes—In September 2006, the Company issued $250 million in principal amount
of 6.000% Senior Notes, due September 15, 2016 and $150 million in principal amount of 6.625% Senior Notes,
due September 15, 2036. The 6.000% Senior Notes and the 6.625% Senior Notes bear interest at a rate of 6.000%
and 6.625% per annum, payable semi-annually in arrears on March 15 and September 15 of each year, beginning on
March 15, 2007. The PMI Group may redeem the 6.000% and 6.625% Senior Notes in whole or in part at any time
at the “make-whole redemption price”. The “‘make-whole redemption price” will be equal to the greater of (a) 100%
of the principal amount of the 6.000% and 6.625% Senior Notes to be redeemed and (b) the sum of the present
values of the remaining scheduled payments thereon discounted to the date of redemption, on a semi-annual basis
(assuming a 360-day year consisting of twelve 30-day months), at a rate equal to.the applicable treasury rate plus 25
basis points for the 6.000% Senior Notes and 35 basis points for the 6.625% Senior Notes, plus in the case of either
(a) or (b), any interest accrued but not paid to but excluding the date of redemption. In connection with the issuance
of -these Senior Notes, the Company entered into two interest rate lock agreements which were designated as cash
flow hedges. The fair value of the cash flow hedges was settled for $9.0 million and is amortized into interest
expense over the terms of the new senior debt that was issued. As of December 31, 2007, the unamortized balance
in the other comprehensive income related to these fair value hedges was approximately $8.2 million {pre-tax}.

5.568% Senior Notes—In August 2006, the Company completed the remarketing of approximately $345
million in principat amount of-senior notes maturing in November 2008, which are referred to as the 5.568%
Senior Notes. As a result of the remarketing, the annual interest rate on these notes was reset from 3.00% per
annum 1o 5.568% per annum, paid quarterly, effective from and including August 15, 2006. In connection with
the remarketing, the Company purchased and cancelled $300 million in principal amount of the 5.568% Senior
Notes, leaving $45 million in principal amount of these notes outstanding after completion of the remarketing.

8.309% Junior Subordinated Debentures—The Junior Subordinated Debentures bear interest at the rate of
8.309% per annum paid semiannually and mature on February 1, 2027. The Junior Subordinated Debentures are
subordinated to all senior indebtedness of The PMI Group.

Revolving Credit Facility—The Parent Company has a $400 million revolving credit facility for working
capital, capital expenditures and other business purposes. The facility includes a $50 million letter of credit
sub-limit. The revolving credit facility contains certain financial covenants and restrictions, including an adjusted
consolidated net worth threshold and a risk-to-capital ratio threshold of 23 to 1. There are no amounts
outstanding related to the facility. There were three letters of credit for approximately $1.9 million outstanding
under the revolving credit facility as of December 31, 2007.

Thé Company reached an agreement with its lenders on March 16, 2008 to amend its revolving credit
facility. While the amendment reduces the facility size from $400 million to $300 million at the outset, the
facility’s net worth covenant is reduced to $1.5 billion. In calculating the Company’s net worth under the
covenant, the amendment allows the Company to exclude unrealized CDS-related mark-to-market losses of
FGIC, RAM Re and PMI Europe and include accumulated other comprehensive income. The Company’s ability
to borrow under the amended facility is subject to a number of conditions, including that the stock of PMI have
been pledges in favor of the lenders under the facility in form and substance satisfactory to the administrative
agent and a majority in interest of the lenders in their sole and absolute discretion. The revolving credit facility
contains certain additional financial covenants and restrictions.

E. Net Realized lnvesiment Gains (Losses)

Included in the net realized investment gains (losses) was a $12.7 million settlement gain related to the favorable
resolution of certain indemnifications associated with SPS. Also included in the net realized investment gains (losses)
was a $38.5 million of an other-than-temporary impairment of the Parent Company’s investment in RAM Re due to
continuing deterioration of the credit market, rating agency actions and declines in RAM Re’s share price.

F. Dividends from Subsidiaries

During 2007, 2006 and 2005, the Parent Company received $165.0 million, $360.0 million and $309.5
million, respectively, of cash dividends.
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THE PMI GROUP, INC. AND SUBSIDIARIES .
SCHEDULE IV—REINSURANéE

Years ended December 31, 2007, 2006 and 2005

Assumed . Percentage
' from + CededTo of Amount
Gross Other *° Other Net Assumed
Premiums Earned Amount Companies Companies . Amount to Net
(In thousands, except percentages)
2007
Mortgage Guaranty . . .............ooean. $1,164,181 $28911 $8197,920 $995.172 291%
2006 .
Mortgage Guaranty . ..................... $ 987,087 $48,761  $175318 $860,530 5.67%
2005 ' o :
Mortgage Guaranty ............... R $ 980,168 $16,874 $179440 $817,602 .. 2.06%
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. INDEX TO EXHIBITS

Exhibit IR '’ s A Y L

Number ’ . A Descrlptinn nf Fxhrblts
3.1 Restated Cemﬁcate of [ncorporatton (incorporated by reference to exhtblt 3 l to Amendment No. 1

to the reglstrant 5 Regtstratton Statement on Form S-1 (No. 33-88542), filed on March 2, 1995)

31a Certtﬁcate of Amendment of Cemﬁcate of Incorporauon (incorporated by reference to exhibit 3.1 to
the registrant’s quarterly report on Form 10-Q) for the quarter ended June 30,.2002, filed on August

14, 2002 (File No. 001-13664)), )

1

32 Amended and Restated Bylaws (incorporated by reference to exhlbtt 3 2 to the reglstrant s annual
report on Form 10-K for the year ended December 31, 2002, filed on March 28, 2003
. (File No. 001-13664)). . .' . .

At | bao

ot

4.1 . Specimen common stock certificate (incorporated by reference to exhtbtt 4:1t0 Amendment No. l o
the registrant’s Registration Statement on Form S-1 (No.'33-88542), filed on March 2, 1995).
4.2 Rights Agrecement (including form of rights certificate and certificate of designation) dated as of

January 26, 1998, between'The PMI Group; Inc.-and Mellon Investor Services LL.C (formerly
knowi as ChaseMellon Shareholder Services, L.L.C. (incorporated by reference to exhibit 99.1 to
the registrant’s Form 8-A12B, filed on February 2, 1998 (File No. 001-13664)).

4.2a Amendment to Rights Agreement, dated as of November 15, 2007, between The PMI Group, Inc.
and American Stock Transfer. & Trust Company. .- . v .

43" Junior'Subordinated Indenture, dated as of February 4, 1997, bétween Thé'PMI Group, Inc. and The
Bank of New York, Inc., as Trustee (incorporated by reference to exhibit 4.3 to the registrant’s .,
+»~ . ‘annual report on Form 10:K for the year ended December 31, 1996, filed on March 31, 1997
(File No. 001-13664)). ' oL '

4.4 Indenture, dated as of November.3, 2003, between The PMI Group, Inc. and The Bank of New York,
as trustee (mcorporated by reference to exhibit 10.30 to'the registrant’s annual report on Form
l_O-K for the year ended December 31, 2003, filed on March 15, 2004 (File No. 001-13664)).

45 Supplemental.Indenture No. |, dated as of November 3, 2003, between The PMI.Group, Inc. and The
Bank of New York, as trustee (incorporated by reference to exhibit 10.31 to the registrant’s annual
+. report on Form 10-K for the year ended December 31, 2003, filed on March.15, 2004
(File No. 001-13664)). L .

10.1* The PMI Group, Inc. Amended and Restated Equity Incenttve Plan (Amended September 19, 2007,
. incorporated by reference to exhibit 10.2 to the registrant’s current report on Form 8-K, filed on,
September.23, 2007 (File No. 001- 13664). .

10.1a* . Amendment No. 1, effective November 14, 2007, to The PMI Group, Inc. Amended and Restated
. Equity Incentive Plan (Amended September 19, 2007)
10.2% The PMI Group, Inc. Directors’ Deferred Compensation Plan, amended and restated as of July 21,

1999 (incorporated by reference to exhibit 4.2 to the registrant’s Registration Statement on
Form S-8 (No. 333-32190), filed on March 10, 2000).

10.2a* Amendment No. 1 to The PMI Group, Inc, Directors’ Deferred Compensation Plan {incorporated by
.reference to exhibit 10.5A to the registrant’s current report on Form 8-K,,. ﬁled on December 20,
2004 (File No. 001 13664))

10.3* The PMI Group, Inc. 2005 Directors’ Deferred Compensatron Plan (September 20, 2007
Restatement) (incorporated by reference to exhibit 10.6 to the registrant’s quarterly report on Form
10-Q for the quarter ended September 30, 2007, filed,on November 7,2007 (File No. 001-13664)).

10.3a* Amendmient No. 1, effective February 20, 2008, to The PMI Group. Inc. 2005 Directors’ Deferred
Compensation Plan (September 20, 2007 Restatement). .
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Exhibit ‘
Number » T Description of Exhibits -
10.28 Stockholders’ Agreement, dated as of August 3,2003, among Falcons -Acquisition Corpy The PMI
. ¥ Group, Inc., Blackstone Capital Partners IV L.P:, Blackstone Capital Partners IV-A L.P. and
Blackstone Family Investment Partnership [V:A L.P., Cypress Merchant Banking Partners 1 L.P.,
Cypress Merchant Banking [1 C.V., Cypress Slde‘by Side LLC 55th Street Partners ILL.P., CIVC/
~ FGIC Investment Company. LLC CIVC Partners Fund 11, I7 P , CIVC Partners Fund IA, L.P.,
* and the management investors listed therein and any ¢ other management mvestors who
subsequently become a party to the agreement (* ‘Stockholders Agreement ) (mcorporated by
« reference fo éxhibit 99.1 to the registrant’s current report on Form 8—K ﬁled on August 6,2003 '

I+ " (File No. 001-13664)). ;o :

10.28a First Amendment to Stockholders’ Agreement, dated as of December 18, 2003 (incorporated by
T reference to exhibit 10.26a'to the registrant’s annial report on Formy' 10-K for the yéar ended * < ¥

>

December 31, 2004, filed on March 11, 2005 (File"No. 001:13664)). ~ ' -

10.28b Second Amendment to Stockholders’ Agreement, dated as of February 24,2004 (1ncorporated by
"reference toexhibit 10.26b to the reglstrant s annual report on Form 10-K:for the yéar ended
December 31, 2004, filed on March'l1;'2005 (Ftle No. 001 36647 7 L

10.28c ~ Third Amendment to Stockholders’ Agreement dated as of Ju]y 14, 2004 (mcorporated by reference
_ to exhibit 10.26¢ to the registrant’s annual report on Form 10-K for the year ended December 31
' 2004 filed on March 11, 2005 (File No. 001- 13664)) : - .

10.28d Founh Amendment to Stockholders’ Agreement dated as of October 25,2005 (mcorporated by
ST reference to exhibit 10.26d to the registrant’s annual report on Form 10-K for the year ended
December 31, 2005, ﬁled on March 14, 2006 (Ftle No. 001-13664)).

10.28¢ Fifth Amendment to Stockholders Agreement, dated as of January 31, 2006 (mcorporated by
: reference to exhibit 10. 26¢ to the reglstrant s annual report on Form 10- K for the year ended
" December 31, 2005, filed on March 14, 2006 (File No 001- 13664)) !

1029 Equity Commitment Letter, dated as of August 3, 2003, srgned by The PMI Group, Inc Falcons

) Acqutsmon Corp., FGIC Holdmgs Ine and General Electric Capital Corporauon (incorporated by
reference to exhlblt 99 2 1o the regrstrant § current report on Form 8-K, filed on August 6, 2003
(File No. (01-13664)). S -

10.30 F‘orm of Note (mcluded in Exhlblt 4.5). ., ' W N .
<1031 . Form of 6.000% Senior Note due 2016, (mcorporated by reference to exhrbrt 10. 2 to the reglstrant s
- quarterly report on Form 10-Q for the quarter ended September 30, 2006, fited on November 7,

2006 (File No. 001-13664)). e 1

10.32 .+ Form of 6.25% Senior, Note due'2036 (incorporated by reference to exhibit 10. 3 to.the registrant’s
_quarterly report on Form 10-Q for the quarter ended September. 30, 2006, filed on November 7,
..+ 2006 {File No. 001-13664))." - . .a -, .n v sl ol ;

10.33 Option Agreement dnd Contingent Payment Agreement dated’ August 12,2005 among The PMI

il . ...Group, Inc.; Credit Suisse, First Boston (USA), Inc;, FSA Portfolio Management, Inc.SPS .,
Holding Corp:iSelect Portfolio, Servicing; Inc. and Greenrange Partners LLC (incorporated by
reference to exhibits 10.1 and 10.2 to the registrant’s current report on_F_onn_S_-K,‘ filed on
August ]6 2005 (File No. 001 13664)) S e -

10.33a-. . —Flrst Amendment to the Optron Agreement and Contmgent Payment Agreement,, dated as of
y & Qctober 4; 2005 among;The PMI Group, Inc., Credit-Suisse First Boston (USA), Inc., FSA
Pertfolio Management, Inc., SPS Holding Corp' Select Portfolio Servicing,.Inc. and Greenrange
, Partners LLC (incorporated by reference to exhibit 10.1 to the registrant’s current report on Form
TL8K filed on Qctober 11, 2005 (File.No. 001- 13664)) N S
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Exhibit
Number

3.1

lla

3.2

4.1

4.2

4.2a

43

44

4.5

10.1*

10.1a*

10.2*

10.2a*

10.3*

10.3a*

INDEX TO EXHIBITS

Description of Exhibits

Restated Certificate of Incorperation (incorporated by reference le exhibit 3.1 to Amendment No. |
to the registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on March 2, 1995).

Certificate of Amendment of Certificate of Ineorporation (incorporated by reference to exhibit 3.1 to
the registrant’s quarterly report on Form 10-Q for the quarter ended June 30, 2002, filed on Augusl
14, 2002 (File No. 001-13664)).

Amended and Restated Bylaws (incorporated by reference to exhlblt 3.2 to the registrant’s annual
report on Form 10-K for the year ended December 31, 2002, filed on March 28, 2003
(File No. 001-13664)).

Specimen common stock cemﬁcate (incorporated by reference to exhibit 4.1 to Amendment No. 1 to
the registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on March 2, 1995).

Rights Agreement {(including form of rights certificate and certificate of designation) dated as of
January 26, 1998, between The PMI Group, Inc. and Mellon Investor Services LLC (formerly
known as ChaseMelion Shareholder Services, L.L.C. (incorporated by reference to exhibit 99.1 to
the registrant’s Form 8-A12B, filed on February 2, 1998 (File No. 001-13664)).

Amendment to Rights Agreement, dated as of November 15, 2007, between The PMI Group, Inc,
and American Stock Transfer & Trust Company.

Junior Subordinated Indenture, dated as of February 4, 1997, between The PMI Group, Inc. and The
Bank of New York, Inc., as Trustee (incorporated by reference to exhibit 4.3 to the registrant’s
annual report on Form 10-K for the year ended December 31, 1996, filed on March 31, 1997
(File No. 001-13664)).

Indenture, dated as of November 3, 2003, between The PMI Group, Inc. and The Bank of New York,
as trustee (incorporated by reference to exhibit 10.30 to the registrant’s annual report on Form
10-K for the year ended December 31, 2003, filed on March 15, 2004 (File No. 601-13664)).

Supplemental Indenture No. 1, dated as of November 3, 2003, between The PMI Group, Inc. and The
Bank of New York, as trustee (incorporated by reference to exhibit 10.31 to the registrant’s annual
report on Form 10-K for the year ended December 31, 2003, filed on March 15, 2004 |
(File No. 001-13664)). :

The PMI Group, Inc. Amended and Restated Equity Incentlve Plan (Amended September 19, 2007),
incorporated by reference to exhibit 10.2 to the registrant’s current report on Form 8-K, filed on
September 25, 2007 (File No. 001-13664).

Amendment No. 1, effective November 14, 2007, to The PMI Group, Inc. Amended and Restated
Equity Incentive Plan (Amended September 19, 2007)

The PMI Group, Inc. Directors’ Deferred Compensation Plan, amended and restated as of July 21,
1999 (incorporated by reference to exhibit 4.2 to the registrant’s Registration Statement on
Form S-8 (No. 333-32190), filed on March 10, 2000).

Amendment No. | to The PMI Group, Inc. Directors’ Deferred Compensation Plan (incorporated by
reference to exhibit 10.5A to the registrant’s current report on Form 8-K, filed on December 20,
2004 (File No. 001- 13664)).

The PMI Group, Inc. 2005 Directors’ Deferred Compensation Plan {September 20, 2007
Restatement) (incorporated by reference to exhibit 10.6 to the registrant’s quarterly report on Form
10-Q for the quarter ended September 30, 2007, filed on November 7, 2007 (File No. 001-13664}),

‘Amendment No. 1, effective February 20, 2008, to The PMI Group, Inc. 2005 Directors’ Deferred

Compensation Plan (September 20, 2007 Restatement).
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Exhibit .
The PMI Group, Inc. Officer Deferred Compensatlon Plan (effective July 1, 1997) (mcorporated by

Number
10.4%*
reference to Appendlx D to'the reglstrant s proxy statement filed on Apnl 22 2004
- {File No. 001- ]3664)) L R .
10.4a* Amendment No. 1 to The PMI Group, Inc Ofﬁeer Deferred Compensatlon Plan, dated December 22,
' -~ 2004 (incorporated by reference to exhibit 10.21a to the registrant’s current report-on Form 8-K,
filed on December 22, 2004 (Fille No: 001-13664)) .
104b*  Amendment No. 2 to The PMI Group, Inc. Officer Deférfed Compensation Plan (incorporated by
-reference to exhibit 4.1 to the registrant’s Reglstranou Statemem on’ Form S-8, filed on .

December 2, 2005 (File No. 333-130103)).
The PMI Group, Inc. 2005 Officer Deferred Compensation Plan (September 19, 2007 Restatement),

10.5*
: *incorporated by reference to exhibit 10.1 to the reglstrant s current report on'Form.8-K, filed on
. Lo ’ R

- September 25, 2007 (File No. 001- 13664).
" ‘Amendment No. 1, effective February 20, 2008 to The'PMI Group, Inc. The PMI Group, Inc. 2005

10.5a*
Officer Deferred Compensation Plan (September 19, 2007.Restatement) (incorporated herein by
reference to exhibit 10.1. the registrant’s current report on Form 8- K ﬁled on February 26, 2008

i

v
¢

, (File No. 001-13664)). * . .
10.6* Form of Indemnification Agreement between The PMI Group, Inc. and certain of.its officers and
directors (incorporated by reference to exhibit 10.15 to the registrant’s quarterly report on
Form 10-Q.for the quarter ended June 30, 2003, filed on August 14, 200§"(Fi1_e No. 001-13664))

10.7* Form of Change of Control Employm'ent Agreement (incorporated by reference to exhibit 10.20 to
‘the registrant’s annual report on'Form 10-K for the year ended December 31 2002 filed on

March 28, 2003 (File No. 001-13664)).
Form of Stock Option Agreement for Employees (incorporated by reference to exhibit 10.24 to the

registrant’s report on Form' 8-K,-filéd on February 23, 2005 (File No. 001-13664))

Form of Amendment to Stock Optiou'Aéreemeut'for Employees (incorporated by reference to

10.8*
*exhibit 10.5 to the registrant’s guarterly report on Form 10-Q for the quarter ended June 30, 2005,

(S

10.8a*

filed on August 5, 2005 (File No-001- 13664))
Form of Stock 'Option Agréement for Directors (incorporated by reference 1o éxhibit 10.26 to the

10.9*
registrant’s quarterly report on Form 10-Q for the quaner ended'June 30 2003 filed on August 14,
2003 (File No: 001-13664)): xH : . S _
Form of Restricted Stock Agreement (incorporated by reference to exhibit 10:39 to the reglstrent ]
current report on Form 8-K, filed on May 20, 2005 (File No. 001-13664)). ° ‘
10.11*  Form of Performance Share Agreement (incorporated by referefice to exhibit 10:37 to the registrant’s
' annual report on Form 10-K for the year ended December 31, 2003 filed on March 15, 2004
«  (File No. 001-13664)). - . . | - ’
10.12* Form of Stock Unit Agreement for Non- Empioyee Directors (incorporated by referenoe to exhibit
10.39 to the registrant’s current report on Form 8-K, filed on October is, 2004
-(File No. 001-13664)). . ; : S '
10.13% Summary of Compensation Arfangements Apphcable to The PMI Group, Iric. Directors, Effective
May 18, 2007 (incorporated by reference to Exhibit 10.1 to the registrant’s quarterly report on
Form 10-Q for the second guarter of 2007, filed on August 6, 2007 (File No. 001-13664)).
10.14% The PMI Group, Inc. Supplemental Employee Retirement Plan Effective April 1, 1995 (Amended
and Restated as of September 1, 2007) (incorporated by reference to exhibit 10.4 to the registrant’s
" current report on Form 8-K, filed on September 25,.2007 (File No. 001-13664)). . :

The PMI Group, Inc. Additional Benefits Plan (September 1, 2007 Restatement) (incorporated by
reference to exhibit 10.5 to the registrant’s current report on Form 8-K, filed on September 25,

1

10.10% °

]

10.15%
2007 (File No, 001-13664)).




Exhibit
Number

10.16*

1017

1018 -

10.19

10.20

10.21

10.22

10.23

10.23a

10.24

10.25

10.26

10.27

Description of Exhibits

The PMI Group, Inc. Bonus Incentwe Plan (September 19, 2007 Amendment and Restatement)
(incorporated by reference to exhibit 10.3 to the registrant’s current report on Form 8-K, filed on
September 25, 2007 (File No. 001-13664)). ' ' :

The PMI Group, Inc ‘Retirement Plan (September 1, 2007 Restatement) (mcorporated by reference to
exhibit 10.7 to the registrant’s quarterly report on Form 10-Q for the quarter ended September 30,
2007, ﬁled on November 7, 2007 (File NS 001-13664)).

Form of 1984 Master Policy of PMI Mortgage Insurance Co. (mcorporated by reference (o exhibit
10.5 to the registrant’s Registration Statement on Form S-1 (No. 33-88542), filed on January 17,
1995). ;

Form of 1994 Master Policy of PMI Mortgage Insurance Co. (mcorporated by reference to exhibit
10.6 to the registrant’s Registration Statement on Form 5-1 (No. 33-88542), filed on January 17,
1995). , ,

Amended CMG Shareholders Agreement dated as of June 1, 2003, between CUNA Mutual
Investment Corporation and PMI Mortgage Insurance Co. (incorporated by reference to exhibit
10.8 the registrant’s annual report on Form 10-K for the year ended December 31, 2003, filed on
March 15, 2004 (File No. 001-13664)).

Runoff Support Agreement, dated October 28, 1994, between Allstate Insurance Company, The PMI
Group, Inc. and PMI Mortgage Insurance Co. {incorporated by reference to exhibit 10.8 to
_ Amendment No. 1 to the registrant’s Reglstratlon Statement on Form 8-1 (No. 33-88542), filed on
" March 2, 1995).

Form of Tax Sharing Agreement among The PMI Group, Inc., The PMI Group, Inc.’s subsidiaries,
The Allstate Corporation, Allstate Insurance Company and Sears, Roebuck and Co. (incorporated
by reference to exhibit 10.17 to Amendment No. 1 to the registrant’s Registration Statement on
Form 5-1 (No. 33-88542), filed on March 2, 1995).

Mortgage Insurance Variable Quota Share Reinsurance Treaty effective January 1, 1991 issued to
PMI Mortgage Insurance Co. by Hannover Ruckversicherungs- Aktiengeselischaft (“Hannover™)
(incorporated by reference to exhibit 10.18 to the registrant’s Registration’ Statement on Form 8-1
(No. 33-88542), filed on January 17, 1995).

First Amendment to Mortgage Insurance Variable Quota Share Reinsurance Treaty made as of ’
January 1, 1992 between-Hannover and PMI Mortgage Insurance Co. (incorporated by reference to
the exhibit 10.19 to registrant’s Registration Statement on Form S-1 (No. 33- 88542) filed on
January 17, 1995). i

First Amendment to the Quota Share Primary Mortgage Reinsurance Agreement (No. 15031-9443)
made as of October 1, 1994 between PMI Mortgage Insurance Co. and Capital Mortgage
Reinsurance Company (incorporated by reference to exhibit 10.22 to the registrant’s Registration
Statement on Form S-1 (No. 33-88542), filed on January 17, 1995). - L

Per Mortgage Excess of Loss Reinsurance Treaty effective January 1, 1994 issued to PMI Mortgage
Insurance Co. by Hannover (incorporated by reference to exhibit 10.25 to the registrant’s
Registration Statement on Form $-1 (No. 33-88542), filed o1 January 17, 1995).

The Guarantee Agreement, dated February 4, 1997, between The PMI Gi‘oup, Inc. (as Guarantor) and
The Bank of New York (as Trustee) {incorporated by reference to exhibit 10.29 to the registrant’s
annual report on Form 10-K for the year ended December 31, 1996, filed on March 31, 1997 [File
No. 001-13664)). - S

Amended and Restated Trust Agreement dated as of February 4, 1997, among The PMI Group, Inc.,
as Depositor, The Bank of New York, as Property Trustee, and The Béank of New York
(Delaware), as Delaware Trustee (incorporated by reference to exhibit 10.30 to the registrant’s
annual report on Form 10-K for the year ended December 31, 1996, filed on March 31, 1997
(File No. 001-13664)).



Exhibit
Number

10.28

10.28a

10.28b

10.28¢

10.28d

10.28¢

10.29

10.30
10.31

10.32

10.33

10.33a

Descnptmn of Exhiblts

Stockholders’ Agreement, daled as of August 3, 2003, among Falcons Acquisition Corp., The PMI
+ Group, Inc., Blackstone Capital Partners IV L.P., Blackstone Capital Partners [V-A L.P. and
Blackstone Family Investment Partnership IV-A L.P., Cypress Merchant Banking Partners II L.P.,
Cypress Merchant Banking Il C.V., Cypress Side-by-Side LLC, 55th Street Partners 11 L.P.,, CIVC/
FGIC Investment Company LLC, CIVC Partners Fund 1, L'P., CIVC Parmers Fund IT1A, L.P,,
and the management investors listed therein and any other management investors who
subsequently become a party to the agreement (“Stockholders’ Agreemem”) (incorporated by
reference to exhibit 99.1 to the reglstrant s current report on Form 8-K, filed on August 6, 2003
(File No. 001-13664)). : '

First Amendment to Stockholders’ Agreement, dated as of December 18, 2003 (incbrporated by
reference to exhibit 10.26a to the registrant’s annual report on Form 10-K for the year ended
December 31, 2004, filed on March 11, 2005 (File No. 001-13664)).

Second Amendment to Stockholders’ Agreement, dated as of February 24, 2004 (incorporated by
“reference to exhibit 10.26b to the registrant’s annual report on Form 10-K for the year ended
December 31, 2004, filed on March 11,2005 (File No. 001-13664))7

Third Amendment to Stockholders’ Agreement, dated as of July 14, 2004 (incorporated by reference
to exhibit 10.26¢ to the registrant’s annual report on Form 10-K for the year ended December 31,
2004, filed on March 11, 2005 (File No. 001-13664)).

Fourth Amendment to Stockholders” Agreement, dated as of October 25, 2005 (inco'rporated by |
reference to exhibit 10.26d to the registrant’s annual report on Form 10-K for the year ended
December 31, 2005, filed on March 14, 2006 (File No. 001-13664)),

Fifth Amendment to Stockholders’ Agreement, dated as of January 31, 2006 (incorporated by
reference to exhibit 10.26e to the registrant’s annual report on Form 10-K for the year ended
December 31, 2005, filed on March 14, 2006 (File No. 001-13664)).

Equity Commitment Letier, dated as of August 3, 2003, signed by The PMI Group, Inc, Falcons
Acquisition Corp., FGIC Holdings, Inc. and General Electric Capital Corporation (incorporated by
reference to exhibit 99.2 to the registrant’s current report on Form 8-K, filed on August 6, 2003
(File No. 001-13664)).

Form of Note (included in Exhibit 4.5). . ;

Form of 6.000% Senior Note due 2016 (mcorporated by reference to exhibit 10.2 to the reglstrant s
quarterly report on Form 10-Q for the quarter ended September 30, 2006, filed on November 7,
2006 (File No. 001-13664)).

Form of 6.25% Senior Note due 2036 (incorporated by reference to exhibit 10.3 to.the registrant’s
quarterly report on Form 10-Q for the quarter ended September 30, 2006, filed on November 7,
2006 (File No. 001-13664)). ‘ :

Option Agreement and Contingent Payment Agreemem dated August 12, 2005 among The PMI
Group, Inc., Credit Suisse First Boston (USA), Inc., FSA Portfolio Management, Inc., SPS
Holding Corp., Select Portfolio Servicing, Inc. and Greenrange Partners LLC (incorporated by
reference to exhibits 10.1 and 10.2 to the registrant’s current report on Form 8-K, filed on
August 16, 2005 (File No. 001 13664)). ,

First Amendment to the Optlon Agreement and Connngent Payment Agreement, dated as of
October 4, 2005 among The PMI Group, Inc., Credit Suisse First Boston (USA), Inc., FSA
Portfolio Management, Inc., SPS Holding Corp., Select Portfolio Servicing, Inc. and Greenrange
Partners LLC (incorporated by reference to exhibit 10.1 to the registrant’s current report on Form
. 8-K, filed on October 11, 2005 (File, No 001 13664))




Exhibit
Number Description of Exhibits

10.34 Revolving Credit Agreement, dated as of October 24, 2006, among The PMI Group, Inc., as
Borrower, Bank of America, N.A., as Administrative Agent, and the Lenders Party thereto
(“Revolving Credit Agreement”) (incorporated by reference to exhibit 10.10.1 to the registrant’s
current report on Form 8-K, fited on October 30, 2006 (Fite No. 001-13664)).

10.35* Form of Stock Unit Agreement for Employees. . g .
10.36 Amendment No. 1, dated as of March 16, 2008, to Revolvmg Credlt Agreement

1.1 Statement re: Computation of Net Income Per Share. .

12.1 Statement re; Computation of Ratio of Earnings to Fixed Charges. '

21.1 Subsidiaries of the Registrant.' - : .o

23.1 Consents of Emst & Young LLP. o

31 Centificate of Chief Executive Officer.

3.2 . Centificate of Chief Financial Officer. .

321 Centificate of Chief Executive Officer: C

322 Certificate of Chief Financial Officer.

99.1 - - PMI Mortgage Insurance Ltd and Subsidiaries Consolidated Financial Statements for the years ended
December 31, 2007, 2006 and 2005 (with Report of* Independent Registered Public Accountmg
Firm). " o

* Management or director contract or compensatory plan or arrangement




e Exhibit 31.1
' CERTIFICATION "

R

ILL Stephe.n Smith, certify, that:

1. I have reviewed this Annual Report on Form 10-K of The PMI Group, Inc.;

2. Based on my knowledge, this report does not contairi any unirue statement of a material fact or omit
to state a matertal 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;

3. Based on my knowledge, the financial statements, and other financial information included in this
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 this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) and interna!
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

(a) Designed such disclosure ‘controls and procedures, or caused such disclosure controls and

; procedures to be designed under our supervision, to ensure that material information relating to the

registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared; -

(b} Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented
in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in
the case of an annual report) that has- materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 17, 2008

/s/ L. STEPHEN SMITH

L. Stephen Smith
Chief Executive Officer
Principal Executive Officer




Exhibit 31.2
CERTIFICATION

I, Donald P. Lofe, Jr certlfythat i Cobe v S
o ! . ‘-] L T . ' v r

1 ‘I have rev1ewed this Annual Report on Form 10- K of The PMI Group, Inc:;

2. Based on my knowledge, this report does not contam any untrue statement of 2 a matérial fact or omit
to state a material fact necessary to make the ‘stitéments made, in "light of ‘the circumstances under which
such statements were made , not misleading with respect to the period covered by this report;

3. Based on ,my knowledge the financial statements, and other financial information mcluded in th1s
report, fairly present in all material respects the financial condition, results of operations and cash flovs of
the registrant as of, and for, the periods presented in this report; '

4, The registrant’s other certifying ofﬁcer(s) and I are resp0n51b1e for establlshmg and mamtammg
disclosure controls and procedures (as defined in Exchange Act Rules 13a- 15{e) and 15d-15(e)) and internal
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the
registrant and have:

{a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

{c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented
in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the peried covered by this report based on such evaluation; and

{(d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in
the case of an annual report) that has materially affected, or is reasonably likely to materially affeci, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 17, 2008

fs/ DoNALD P. LoFE, JR.

Donald P. Lofe, Jr.
Executive Vice President
and Chief Financial Officer
Principal Financial Officer




Exhibit 32.1
CERTIFICATION

Pursuant to 18 U.S.C. Section 1350, 1, L. Stephen Smith, Chief Executive Officer of The PMI Group, Inc.
(“Company™), hereby certify that the Annual Report on Form 10-K of the Company for the year ended
December 31, 2007 (the “Report™} fully complies with the requirements of Section 13(a). or 15(d), as applicable,
of the Securities Exchange Act of 1934, and that the information contained in the Report fairly presents, in all
material respects, the financial condition and results of operations of the Company.
l Dated: March 17, 2008 ' ' /s/ L. STEPHEN SMITH

. ‘ A L. Stephen Smith
: Chief Executive Officer

The foregoing certification is being furnished solely pursuant to 18 U.S.C. Section 1350 and is not being
filed as part of the Report or as a separate disclosure document.

e




Exhibit 32.2
CERTIFICATION

Pursuant to 18 U.S.C. Section 1350, I, Donald P. Lofe, Jr., Chief Financial Officer of The PMI Group, Inc.
(“Company™), hereby certify that the Annual Report on Form 10-K of the Company for the year ended
December 31, 2007 (the “Report™) fully complies with the requirements of Section [3(a) or 15(d), as applicable,
of the Securities Exchange Act of 1934, and that the information contained in the Report fairly presents, in all
material respects, the financial condition and results of operations of the Company.

Dated: March 17, 2008 Is/ DonNaLDp P. Lorg, IR,

Donald P. Lofe, Jr.
Chief Financial Officer

The foregoing certification is being furnished solely pursuant to 18 U.S.C. Section 1350 and is not teing
filed as part of the Report or as a separate disclosure decument.
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