4 August 1993 DRAFT
James Dubin, Esq.

Bernard J. Kabak

Bond Insurance Proposal

At Quentin Spector's request, you are evaluating, from a legal
perspective, a proposal to use certain MAC surplus funds to
capltallze an insurance entity having as its primary mandate the
insurance of New York City bonds. In doing some preliminary work
on this proposal myself, particularly with regard to Article 69
of the (State) Insurance Law, which concerns Financial Guaranty
Insurance Corporations, I obtained certain materials pertaining
to the background of Article 69. I am providing you with copies
of these materials which you may find useful. Here is what I am
sending:

1) The Financial Guaranty Insurance Model Act
developed by the National Association of
Insurance Commissioners ("NAIC"), upon which
Article 69 is based.

2) The Model Bill Memo to accompany the Model
Act.

3) Excerpts from the 1986 and 1987 Proceedings
of the NAIC.

4) Statement of James P. Corcoran, the New York
Superintendent of Insurance, before the
Assemble Committee on Insurance, October 1,
1986.

5) Superintendent Corcorn's Statement before the
Securities and Exchange Commission, March 23,
1987.

Enclosures
cc: Donald Carey
Quentin B. Spector
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120 West 12th Street B Suite 1100
{ Kansas City, MO 64105

Enclosed please find the information requested.
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Model Regulation Service - January 1987

FINANCIAL GUARANTY INSURANCE MODEL ACT

BILL SECTION 1.The Insurance Law is amended by adding thereto a new Article __,
to read as follows:

Section 1.  Definitions

Article

FINANCIAL GUARANTY INSURANCE

Section 2.  Organization: Financial Requirements

Section 3. Limitations

Section 4,  Filing of Policy Forms and Rates
Section 5. Reinsurance

Section 1. Definitions

A, As used in this article:

(1)

(2)

Copyright NAIC 1987

“Financial guaranty insurance” means a surety bond, insurance policy or,
when issued by an insurer, an indemnity contract and any guaranty similar
to the foregoing types, under which loss is payable upon proof of occurrence
of financial loss to an insured claimant, obligee or indemnitee as a result of
any of the following events:

(a)

(b)

{c)

(d)

{e)

ity

failure of any cobligor on any debt instrument or other monetary obli-
gation (including common or preferred stock guarantied under a surety
bond, insurance policy or indemnity contract) to pay when due prineipal,
interest, premium, dividend or purchase price of or on such instrument
or obligation, when such failure is the result of a financial default or
insolvency, regardless of whether such obligation is incurred directly
or as guarantor by or on behalf of another obligor that has also defaulted;

changes in the levels of interest rates, whether short or long term, or
the differential in interest rates between various markets or products;

changes in the rate of exchange of currency;
inconvertibility of one currency into another for any reason, or inability
to withdraw funds held in a foreign country resulting from restrictions

imposed by a governmental authority;

changes in the value of specific assets or commodities, financial or com-
modity indices or price levels in general; or

other events which the commissioner determines are substantially sim-
ilar to any of the foregoing,

Notwithstanding Paragraph (1) of this subsection, “financial guaranty insur-
ance” ghall not include:
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(a)

(b)

(c)

(d

(e)

D

(g)

(h

Financial Guaranty Insurance Model Act

insurance of any loss resulting from any event described in Paragraph
(1) of Subsection A of this section, if the loss is payable only upon the
occurrence of any of the following, as specified in a surety bond, insur-
ance policy or indemnity contract:

{i) a fortuitous physical event;

{ii)  a failure of or deficiency in the operation of equipment; or
{iil) an inability to extract or recover a natural resource;

any individual or schedule public official bond;

any contract bond, including bid, payment or maintenance bond, or a
performance bond where the bond is guarantying the execution of any
contract other than a contract of indebtedness or other monetary abli-
gation;

any court bond required in connection with judicial, probate, bankruptcy
or equity proceedings, including waiver, probate, open estate and life
tenant bond;

any bond running to the federal, state, county, municipal government,
or other political subdivision, as a condition precedent to granting of a
license to engage in a particular business or of a permit to exercise a
particular privilege;

any loss security bond or utility payment indemnity bond running to a
governmental unit, railroad or charitable organization;

any lease, purchase and sale or concessionaire surety bond;

credit unemployment insurance, meaning insurance on a debtor in con-
nection with a specific loan or other credit transaction, to provide pay-
ments to a creditor in the event of unemployment of the debtor for the
installments or other periedic payments becoming due while a debtor
is unemployed;

NOTE: (h) to be used by states which do not authorize credit unemployment insurance as a separate line of business
but do permit this line to be written.

626-2

(i}

@

k)

credit insurance, meaning insurance indemnifying manufacturers, mer-
chants or educstional institutions extending credit against loss or dam-
age resulting from nonpayment of debts owed to them for goods or
services provided in the normal course of their business;

guaranteed investment contracts issued by life insurance companies
which provide that the life insurer itself will make specified payments
in exchange for specific premiums or contributions;

residual value insurance authorized by Paragraph __ ___ of Section
of this chapter,
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(1) mortgage guaranty insurance authorized by Paragraph . of Sec-
tion —__ of this chapter;

(m) indemnity contracts or similar guaranties, to the extent that they are
not otherwise limited or proscribed by this chapter, in which a life
insurer:

(i)  guaranties its obligations or indebtedness or the obligations or
indebtedness of a subsidiary (as defined in Section — of
this chapter) other than a financial guaranty insurance corpo-
ration; provided that:

(A)  to the extent that any such obligations or indebtedness are
backed by specific assets, such assets must at all times be
owned by the insurer or the subsidiary; and

(B) in the case of the guaranty of the obligations or indebted-
ness of the subsidiary that are not backed by specific assets
of the life insurer, such guaranty terminates once the sub-
sidiary ceases to be a subsidiary; or

(i)  guaranties obligations or indebtedness (including the obligation
to substitute assets where appropriate) with respect to specific
assets acquired by a life insurer in the course of normal invest-
ment activities. and not for the purpose of resale with credit
enhancement, or guaranties obligations or indebtedness acquired
by its subsidiary, provided that the assets acquired pursuant to
this item (ii) have been:

(A} acquired by a special purpose entity, whose sole purpose is
to acquire specific assets of the life insurer or the subsidiary
and issue securities or participation certificates backed by
such assets; or

(B)  sold to an independent third party; or

(iii} guaranties obligations or indebtedness of an employee or agent
of the life insurer; or

(n)  any other form of insurance covering risks which the commissioner
determines to be substantially similar to any of the foregoing.

B. “Affiliate” means a person which, directly or indirectly, owns at least ten but less
than twenty-five percent of the financial guaranty insurance corporation or which
is at least ten percent but less than twenty-five percent, directly or indirectly, owned
by a financial guaranty insurance corporation.

Copyright NAIC 1987 626-3
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“Average annual debt service” means the amount of insured unpaid principal and
interest on an obligation multiplied by the number of such insured obligations
(assuming that each obligation represents a $1,000 par value), divided by the amount
equal to the aggregate life of all such obligations. This definition, expressed as a
formula in regard to bonds, is as follows;

Average Annual Debt Service = Total Debt Service x Number of Bonds
Bond Years

Total Debt Service = Insured Unpaid Principal + Interest

Number of Bonds = Total Insure;d Principal
1,000

Bond Years = Number of Bonds x Term in Years

“Collateral” means cash or the market value of investment grade securities, other
than securities evidencing an interest in the project or projects financed with the
proceeds of the insured obligations, in an amount not to exceed the principal amount
of the insured obligation; if

{1)  deposited with the corporation; or

(2)  held in trust by a trustee acceptable to the commissioner for the benefit of
the corporation; or

(3)  held in trust, pursuant to the bond indenture, by a trustee acceptable to the
commissioner, for the benefit of bondholders in the form of sinking funds or
other reserves which may be used solely for the payment of debt service.

“Contingency reserve” means an additional liability reserve established to protect
policyholders against the effects of adverse economic cycles or other unforeseen
circumstances.

“Financial guaranty insurance corporation” means an insurer licensed to transact
the business of financial guaranty insurance in this state.

“Governmental unit” means a state, territory, or possession of the United States of
America, the District of Columbia, a province of Canada, a municipality, or a political
subdivision of any of the foregoing, or any public agency or instrumentality thereof.

“Guaranties of consumer debt obligations” means insurance policies indemnifying
regulated financial institutions against loss or damage resulting from non-payment
of debts owed to them for extensions of credit to individuals for non-business purposes
provided in the normal course of their business. Policies providing such coverage
shall contain a provision that all liability terminates upon sale or transfer of the
underlying obligation to any transferee which is not an insured of the financial
guaranty insurance corporation under a similar policy.

“Industrial development bond” means any security, or other instrument under which
a payment obligation is created, issued by or on behalf of a governmental unit to
finance a project serving a private industrial, commercial or manufacturing purpose
and not payable or guarantied by a governmental unit.
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dJ. “Investment grade” means that the obligation has been determined to be in one of
the top four generic lettered rating classifications by a securities rating agency
acceptable to the commissioner, that the obligation has been identified in writing
by such a rating agency as an insurable risk deemed to be of investment grade
quality for purposes of insurance, or that the obligation has been determined to be
investment grade (as indicated by a “yes” rating) by the Securities Valuation Office
of the National Association of insurance Commissioners.

K. “Municipal obligation bond” means any security, or other instrument, including a
state lease but not a lease of any other governmental entity, under which a payment
obligation is created, issued by or on behalf of a governmental unit to finance a
project serving a substantial public purpose, and

(1) payable from tax revenues, but not tax allocations, within the jurisdiction of
such governmental unit; or

{2)  payable or guarantied by the United States of America or any agency, depart-
ment or instrumentaliiy thereof, or by a state housing agency; or

(3)  payable from rates or charges (but not tolls) levied or collected in respect of
a non-nucjear utility project, public transportation facility (other than an

airport facility) or public higher education facility; or

(4)  with respect to lease obligations, payable from future appropriations.

L. “Reinsurance” means cessions qualifying for credit under Section 5 of this article.
M. “Seecurity” or “secured” means:
(1) a deposit at least equal to the full amount of the principal of the insured

obligation; or

(2)  collateral, as defined by Subsection D of this section, at least equal to the full
amount of the principal of the insured obligation, or the scheduled cash flow
from which is equal to or greater than the scheduled debt service on the insured
obligation and is due prior to the date when the scheduled debt service is
payable; or

(3)  property, provided the corporation has possession of evidence of the right, title
or authority to claim or foreclose thereon or otherwise dispose of such property
for value, the scheduled cash flow from which, or market value thereof, is at
least equal to the scheduled debt service on the insured obligation and is due
prior to the date when the scheduled debt service is payable.

N.  “Special revenue bond” means any security, or other instrument under which &
payment obligation is created, issued by or on behalf of a governmental unit to
finance a project serving a substantial public purpose and not payable from the
sources enumerated in Subsection K of this section in connection with the payment
of municipal obligation bonds.

Copyright NAIC 1987 626-5
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O. “Total liability” of a financial guaranty insurance corporation means the aggregate
amount of insured unpaid principal, interest and other monetary payments, if any,
of guarantied obligations insured or assumed, less reinsurance and less collateral.

Section 2, Organization; Financial Requjrements

626-6

A. A financial guaranty insurance corporation may be organized and licensed in the
manner prescribed in Section ... of this chapter, except as modified by the
following provisions:

(1)

(2)

3)

(4)

(5)

A corporation organized for the purpose of transacting financial guaranty
insurance may, subject to all the provisions of this chapter applicabie thereto,
be licensed to transact the following additional kinds of insurance:

(a) residual value insurance, as authorized by Section ______ of this
chapter;

(b)  surety insurance, as authorized by Section —_______ of this chapter;
and

{c) credit insurance, as authorized by Section _________of this chapter;

A corporation may only assume those lines of insurance for which it is licensed
to write direct business;

Prior to the issuance of a license, a corporation shall submit for the approval
of the commissioner a plan of operation detailing the types and projected
diversification of guaranties that will be issued, the underwriting procedures
that will be followed, managerial oversight methods, investment policies, and
such other matters as may be prescribed by the commissioner;

A financial guaranty corporation shall be subject to all of the provisions of
this chapter applicable to property and casualty insurers to the extent that
such provisions are not inconsistent with the provisions of this article; and

A financial guaranty insurance corporation’s investments in any one entity
insured by that corporation shall not exceed one percent of its admitted assets
as of the end of the prior calendar year.

B. A financial guaranty corporation shall not transact business unless:

(1)

2

it has paid-in capital of at least ten million dollars and paid-in surplus of at
least forty million dollars, and shall at all times thereafter maintain a min-
imum surplus to policyholders of thirty-five million dollars;

it establishes a contingency reserve, net of reinsurance, as follows:
(a)  the contributions to the reserve shall be calculated by applying the
following percentages to the net principal written each calendar year

of guaranties of:

(i)  municipal obligation bends, 0.8 percent;
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{(b)

(d)

(i1}
(iii)
{iv}
(v}
(vi)

(i)

(ii)

Model Regulation Service — July 1987

special revenue bonds, 1.2 percent;

industrial development bonds, 1.8 percent;

secured investment grade obligations, 1.6 percent;
investment grade obligations not secured. 2.5 percent; and
all other obligations guarantied, 3.0 percent;

quarterly additions to the reserve for Items (i}, (ii) and (iii) of
Subparagraph (a) above shall be equal to the greater of 1/80th of
the amounts derived by applying the appropriate contribution
specified in Subparagraph (a) or fifty percent of the quarterly
earned premiums on such guaranties and shall be maintained for
a period of twenty years; and

quarterly additions to the reserve for Items (iv), (v} ana (vi) of
Subparagraph (a) above shall be equal to the greater of 1/40th of
the amounts derived by applying the appropriate contribution
specified in Subparagraph (a) or fifty percent of the quarteriy
earned premiums on such guaranties and shall be maintained for
a period of ten years;

the reserve may be released thereafter in the same manner, except that
a part of the reserve may be released proportional to the reduction in
net total liabilities resulting from reinsurance and the reinsurer shall,
on the effective date of the reinsurance, establish a reserve in an amount
equal to the amount released; and

withdrawals from the contingency reserve, to the extent of any excess,
may be made from the earliest contributions to such reserve remaining
therein:

(i)

(ii)

with the approval of the commissioner, in any year in which the
actual incurred losses exceed thirty-five percent of earned pre-
miums, or

apon thirty days prior notice to the commissioner, provided that
the contingency reserve has been in existence for forty quarters,
for reserves subject to Item (i) of Subparagraph (b) of this para-
graph, and twenty quarters, for reserves subject to Item (ii) of
Subparagraph (b) of this section, upon demonstration that the
amount carried is excessive in relation to the corporation’s out-
standing obligations;

in addition to the contingency reserve, the case basis method or other method
as may be prescribed by the commissioner shall be used to determine loss
reserves, in a manner consistent with Section ... _of this chapter,
which shall include a reserve for claims reported and unpaid net of collateral.
A deduction from loss reserves shall be allowed for the time value of money
by application of a discount rate equal to the average rate of return on the

626-7
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admitted assets of the insurer as of the date of the computation of any such
reserve. The discount rate shali be adjusted at the end of each calendar year;
and

it shall maintain an unearned premium reserve, net of reinsurance, computed
on the monthly pro rata basis, where such premiums are paid on an install-
ment basis. All other such premiums paid shall be earned proportionately
with the expiration of exposure, or by such other method as the commissioner
may prescribe or approve.

Section 3. Limitations

626-8

A

Financial guaranty insurance may be transacted in this state only by a corporation
licensed for such purpose.

Permissible guaranties

(1)

(2}

Financial guaranty insurance shall be written only to insure timely payment
of contractual obligations, including principal and interest, of:

(a)  municipal obligation bonds;

{(b)  special revenue bonds;

{¢)  industrial development bonds;
(d}  corporate obligations;

(e) iimited partnership obligations;

(fy  pass through securities, other than those secured by mortgages on real
property which are insurable by a mortgage guaranty insurer;

{g) installment purchase agreemenis executed as a condition of sale;
{h}  consumer debt obligations; and

1) any other debt instrument or monetary obligation which the commis-
sioner determines to be substantially similar to any of the foregoing.

A corporation may only issue a financial guaranty insurance policy to a pol-
icyholder who discleses in any prospectus or advertisement that makes men-
tion of the financial guaranty that such insurance is not covered by the
guaranty fund specified in Article ___ of this chapter.

At least 95% of a corporation’s outstanding total liability on the kinds of obligations
enumerated in Subparagraphs (a}, (b) and (¢) of Paragraph (1) of Subsection B shall
be investment grade.

Aggregate risk limits. The corporation must at all times maintain capital, surplus
and contingency reserve in the aggregate no less than the sum of:



{n

(2)

(3)

(5)

(8)

Model Regulation Service - January 1987

0.2857 percent of the total liabilities outstanding under guaranties of munic-
ipal obligation bonds; and

0.5714 percent of the total liabilities outstanding under guaranties of special
revenue bonds; and

1.0 percent of the total liabilities outstanding under guaranties of:
(a)  industrial development bonds;

(b}  secured obligations issued by entities which had an investment grade
rating independent of the security pledged; and

(c) secured obligations which were given an investment grade rating as a
result of the security pledged; provided, however, that ii the security is
property, it is not property financed with the proceeds of the insured
obligations; provided that, :

(d) if the amount of security required by Subparagraph (b) or (c) of this-
paragraph is not maintained, that proportion of the obligation insured
which is not so secured shall be subject to the aggregate limits specified
in Paragraph (4) of this subsection; and

4.0 percent of the total liabilities outstanding under guaranties of any other
obligations of investment grade and consumer debi obligations; and

10.0 percent of the total liabilities outstanding under guaranties of other
obligations not of investment grade, other than consumer debt obligations;
and

surplus determined by the commissioner to be adequate to support the writing
of residual value insurance, surety insurance and credit insurance, if the
corporation has elected to transact such kinds of insurance pursuant to Sub-
section A of Section 2 of this article.

E, Single risk limits. A financial guaranty insurance corporation doing business in this
state shall limit its exposure to loss, net of collaterai and reinsurance, as follows:

{1)

(2)

Copyright NAIC 1987

for municipal obligation bonds and special revenue bonds:

(a) the insured average annual debt service with respect to any one entity
and backed by a single revenue source may not exceed ten percent of
the aggregate of the corporation’s capital, surplus and contingency
reserve; and

(b)  the insured unpaid principal issued by a single entity and backed by a
single revenue source may not exceed fifty percent of the aggregate of
the corporation’s capital, surplus and contingency reserve;

for all other financial guaranties, the insured unpaid principal for any one

entity may not exceed ten percent of the aggregate of the corporation’s capital,
surplus and contingency reserve.

626-9
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If & corporation’s exposure to loss shall at any time exceed the limitations prescribed
by Subsection D above, it shall cease transacting any new business until its exposure
to loss no longer exceeds said limitations.

Notwithstanding the provisions of this article, an insurer writing, but which is not
licensed to write, financia} guaranty insurance in this state shall be subject to all
the provisions except for Subsection A and Paragraph (1) of Subsection B of Section
2 of this article, and:

(1}

(2)

may continue to write financial guaranties of the type authorized by Subsec-
tion B of this section:

(a}

(b)

for a period not to exceed two years from the effective date of this article,
provided that within six months of the effective date of this article,
application shall be made to the commissioner to organize a financial
guaranty insurance corporation, controlled by or under common control
with such insurer, which financial guaranty insurance corporation, once
licensed, shall immediately assume ail of the financial guaranty insur-
ance in force on the books of the insurer which was written on or after
the effective date of this article: or

for a period not to exceed twelve months from the effective date of this
articie, in the case of an insurer transacting only financial guaranty
insurance prior to the effective date of this article and which has com-
plied with all of the requirements for licensing as a financial guaranty
insurer under Section 2 of this article, provided that it makes application
to amend its current license to that of a financial guaranty insurance
corporation within sixty days of the effective date of this article;

which does not make application for a financial guaranty insurance corpo-
ration pursuant to Paragraph (1), shall cease writing any new financial guar-
anty insurance business within six months of the effective date of this article.
Such insurer:

(a)

(b}

(c)

may reinsure its net in force business with a licensed financial guaranty
insurance corporation; or

may, subject to the prior approval of its domiciliary commissioner, rein-
sure all or part of its net in-force business in accordance with the require-
ments of Paragraph (2) of Subsection A of Section 5 of this article, except
that Subparagraphs (b), (d), (e), (f) and (g) of Paragraph (2) thereof shall
not be applicable. The assuming insurer shall maintain reserves for
such reinsured business in the manner applicable to the ceding insurer
under Paragraph (3) hereof; or

may thereafter continue the risks then in force and, with thirty days
prior written notice to its domiciliary commissioner, write new financiaj
guaranty policies provided the writing of such policies is reasonably
prudent to mitigate either the amount of or possibility of loss in con-
nection with business written prior to the effective date of this act,
Provided, however, that an insurer must receive the prior approval of
its domiciliary commissioner before writing any new financial guaranty
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insurance policies that would have the effect of increasing its risk of
loss;

shall, for all guaranties in force prior to the effective dute of this article,

.including those which fall under the definition of financial guaranty insurance

contained in Subsection A of Section 1 of this article, be subject to the reserve
requirements applicable for general obligation municipal bond guaranties in
effect prior to the effective date of this articie. To the extent that the insurer’s
contingency reserves maintained as of the effective date of this article are
less than those required for municipal bond guaranties, the insurer shall have
three years to bring its reserves into compliance, except that a part of the
reserve may be released proportional to the reduction in net total liabilities
resulting from reinsurance, provided that the reinsurer shall. on the effective
date of the reinsurance, establish a reserve in an amount equal to the amount
released and, in addition, a part of the reserve may be released with the
approval of the commissioner upon demonstration that the amount carried is
excessive in relation to the corporation’s outstanding obligations; and

NOTE: For states which do not currently have municipal bond insurance in effect, Subparagraph (3) should read as

fotlows:

(3)

(4)

shall, for all guaranties in force prior to the effective date of this article including
those which fall under the definition of financial guaranty insurance contained
in Subsection A of Section 1 of this article, maintain a special reserve which
shall consist of allocations of sums representing fifty percent of the earned
premiums on financial guaranty insurance policies. Allocations to such reserve
made during each calendar year shall be maintained for a period of at least
240 months, except that withdrawals may be made by the insurer in any year
in which the actual paid losses on the said tvpe of policy exceed 35 percent of
the earned premiums thereon, but no such releases shall be made without the
prior written approval of the commissioner. Provided that the contingency
reserve has been in existence for at least 120 months, the insurer may apply to
the commissioner for a release of a reasonable percentage of the reserve upon
a demonstration that the amount carried is excessive in relation to the insurer’s
obligation on financial guaranty insurance policies; and

shall be subject to the reserve requirements applicable to financial guaranty
insurance corporations, for business written on and after the effective date of
this article.

Section 4. Filing of Policy Forms and Rates.

A,

Policy forms and any amendments thereto shall be filed with the commissioner
within thirty days of their use by the insurer. Every such policy shall provide that
there shall be no acceleration of payments due under the guarantied obligations
except at the option of the corporation. The commissioner may prescribe additional
minimum policy provisions determined by the commissioner to be necessary or appro-
priate to protect policyholders, claimants, obligees or indemnitees.

Copytight NAIC 1987

626-11



B.

Financial Guaranty Insurance Model Act

Rates shall not be excessive, inadequate, unfairly discriminatory, destructive of
competition or detrimental to the solvency of the insurer.

NOTE: If this standard is contained in the state’s insurance law, a section reference may be substituted.

- C.
Section 5.

A,

626-12

Criteria and guidelines utilized by insurers in establishing rating eategories and
ranges of rates to be utilized shall be filed with the commissioner for information
prior to their use by the insurer.

All such filings shall be available for public inspection at the insurance department.
Reinsurance.

For financial guaranty insurance which takes effect on or after the effective date of
this article, a financial guaranty insurance corporation shall receive credit for rein-
surance in accordance with the provisions of this chapter applicable to property and
casualty insurers as an asset or as a reduction from liabilities provided that such
reinsurance is subject to an agreement that for its stated term and with respect to
any financial guaranty insurance in force, the reinsurance agreement may only be
terminated or amended at the request of the ceding company or at the diseretion of
the commissioner acting as rehabilitator, liquidator or receiver of the ceding or
assuming company and that such reinsurance:

(1)  isplaced with another financial guaranty insurance corporation licensed under
this article or an insurer writing only financial guaranty insurance as is or
would be permitted by this article: or

(2)  is placed with another type of insurer licensed to write surety insurance, if
such insurer:

(a)  has and maintains surplus to policyholder’s of at least thirty five million
dollars;

(b)  establishes and maintains the reserves required in Section 2 of this
article, except that if the reinsurance agreement is not pro rata the
contribution to the contingency reserve shall be equal to fifty percent
of the quarterly earned reinsurance premium;

(¢} complies with the provisions of Subsections D and F of Section 3 of this
article, except that its maximum aggregate assumed total liability shall
be one-half that permitted for a financial guaranty insurance corpora-
tion;

(d)  complies with the provisions of Subsection E of Section 3 of this article;

(e}  is not a parent, another subsidiary of the parent of the financial guar-
anty insurance corporation, or a subsidiary of the financial guaranty
insurance corporation. Direct or indirect ownership interest of twenty-
five percent or more shall be deemed a parent/subsidiary relationship;

() is an affiliate of the financial guaranty insurance corporation, such
affiliate shall not assume a percentage of the corporation’s total liability
in excess of its equity interest in the corporation; and
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(g)  assumes, together with-all other reinsurers subject to this paragraph,
less than fifty percent of the total liability remaining after deducting
any reinsurance placed with another financial guaranty insurance cor-
poration; and

(3)  if placed with an unauthorized or unaccredited reinsurer which otherwise
complies with the provisions of the opening paragraph, Paragraph (1) or Sub-
paragraphs (a), (e), (f) and (g) of Paragraph (2) of Subsection A of this section,
in an amount not exceeding the liabilities carried by the ceding insurer for
amounts withheld under a reinsurance treaty with such reinsurer or amounts
deposited by such reinsurer as security for the payment of obligations under
the treaty, if such funds or deposit are held subject to withdrawai by, and
under the control of the ceding insurer.

B. In determining whether the corporation meets the limitations imposed by Subsection
D of Section 3 of this article, in addition to credit for other types of qualifying
reinsurance, the corporation’s aggregate risk may be reduced to the extent of the
limit for aggregate excess reinsurance but, in no event, in an amount greater than
the amount of the aggregate risk which will become due during the unexpired term
of such reinsurance agreement in excess of the corporation’s retention pursuant to
such reinsurance agreement.

BILL SECTION 2.The Insurance L.aw is amended by adding thereto a2 new Subsection
to Section ., to read as follows:

Subsection — ... “Residual value insurance” meaning insurance issued in connection
with a lease or contract which sets forth a specific termination value at the end of the
term of the lease or contract for the property covered by such lease or contract, and which
insures against loss of economic value of tangible personal property or real property or
improvements thereto except loss due to physical damage to property, provided; however,
that no insurance may be written as residual value insurance if it may be written as
financial guaranty insurance by a financial guaranty insurance corporation pursuant to
Article ________ of this chapter,

SECTION 2 NOTE: To be added by states which do not now specifically authorize residual value insurance as a separate
kind of insurance.

BILL SECTION 3.The Insurance Law is amended by adding thereto a new Subsection
to Section _____ | to read as follows:

Subsection ... “Financial guaranty insurance” meaning the kind of insurance spec-
ified in Article _________ of this chapter.

SECTION 3 NOTE: To be added to section of insurance law which authorizes specified kinds of insurance.

BILL SECTION 4.The Insurance Law is amended by amending Subsections ____ and __
to Section ..— ., to read as follows:

SECTION 4 NOTE 1:  For those states which have a separate definition of “surety insurance” add to the end of the
definition:

Copyright NAIC 1987 626-13



Financial Guaranty [nsurance Model Act

Subsection .. ___........ provided, however, that no insurance may be written as
surety insurance if it falls within the definition of financial guaranty insurance as set
forth in Paragraph (1) of Subsection A of Section 1 of Article __________of this chapter;

SECTION 4 NOTE 2: For those states which combine fidelity and surety authority in a single definition. a clean-up
provision is necessary to define them separately. Suggested simplified language follows:

Subsection e “Fidelity insurance” means:

A,

Guarantying the fidelity of persons holding positions of public or private trust; and
indemnifying banks, thrifts, brokers and other financial institutions against loss of
money, securities, negotiable instruments, other specified valuable papers and tan-
gible items of personai property caused by larceny, misplacement, destruction or
other stated perils including loss while being transported in an armored motor
vehicle or by messenger; and insurance for loss caused by the forgery of signatures
on, or alteration of. specified documents and valuable papers; and.

Insurance against losses that financial institutions become legally obligated to pay
by reason of loss of customers’ property from safe deposit boxes.

Subsection ______ “Surety insurance” means;

A

626-14

A contract bond, including a bid, payment or maintenance bond, or a performance
bond where the bond is guarantying the execution of any contract other than a
contract of indebtedness or other monetary obligation; and

An indemnity bond for the benefit of a public body, railroad or charitable organ-
ization; a lost security or utility payment bond;

Becoming surety on. or guarantying the performance of, any lawful contract not
specifically provided for in this paragraph where the bond is guarantying the exe-
cution of any contract other than a contract of indebtedness or other monetary
obligation, except:

(1) mortgage guaranty insurance, which may only be written by an insurer
authorized to write such insurance pursuant to Article __ of this
chapter, or

{2)  financial guaranty insurance as defined by Paragraph (1) of Subsection A of
Section 1 of Articie —_________ of this chapter, or

(8)  any insurance contract except as authorized pursuant to Section
(insert reference to section authorizing reinsurance business); and

Becoming surety on, or guarantying the performance of, bonds and undertakings
required or permitted in all judicial proceedings or otherwise by law allowed, includ-
ing surety bonds accepted by states and municipal authorities in lieu of deposits as
security for the performance of insurance contracts.

e
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Subsection __. "Credit insurance " means....., provided, however, that no insurance may be
written as credit insurance if it falls within the definition of financial guaranty insurance as
set, forth in Paragraph (1) of Subsection A of Section 1 of Article __ of this chapter;

SECTION 4 NOTE 3: To be added to section of insurance law which authorizes specified kinds of insurance.

BILL SECTION 5. This act shall take effect on the first day of January next succeeding the date
on which it shall become law; provided, however, that the Commissioner may, prior to such date,
promulgate such rules and regulations as are necessary for the timely implementation of this act.

NOTE: Section 3 of the POST-ASSESSMENT PROPERTY AND LIABILITY INSURANCE GUARANTY ASSOCIATION
MODEL ACT and appropriate provisions of existing state laws defining the acope of their security fund should be amended to
exclude the following kinds of insurance:

surety insurance;

mortgage guaranty insurance;
residual value insurance;
financial guaranty insurance; and
credit insurance.

Gt L3 RO =

Legislative History (all references are to the Proceedings of the NAIC).

1986 Proc. I 12, 17, 206-207, 216.-219, 219-227 (adopted).
1987 Proc, I 11, 18, 161, 163-174 (amended and reprinted).
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FINANCIAL GUARANTY INSURANCE MODEL ACT

The date in parentheses is the effective date of the legislation or regulation, with latest
amendments.

NAIC MEMBER MODEL/SIMILAR LEGIS. RELATED LEGIS/REGS.
Alabama NO ACTION TO DATE
Alaska See Order No. 90-2 (1990).
Arizona NO ACTION TO DATE
Arkansas NO ACTION TO DATE
California CAL. INS. CODE §§ 12100 to
12122 (1591)
Colorado NO ACTION TO DATE
Connecticut NO ACTION TO DATE
Delaware NO ACTION TO DATE
D.C. NO ACTION TO DATE
Florida FLA. STAT. §§ 627.971
to 627.975 (1988).
Georgia NO ACTION TO DATE
Guam NO ACTION TO DATE
Hawaii NO ACTION TO DATE
Idaho NO ACTION TO DATE
linois ILL. ADMIN. REG. tit. 50 §§
205.10 to 205.90 (1987)
{(Municipal bond ingurance).
Indiana NO ACTION TO DATE
Towa IOWA ADMIN. CODE §
191-22.1 to 191.22.2 (1987)
(Part of model).
Kansas NO ACTION TO DATE
Kentucky NO ACTION TO DATE
Louisiana NO ACTION TO DATE

NAIC Copyright 1992
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FINANCIAL GUARANTY INSURANCE MODEL ACT

NAIC MEMBER MODEL/SIMILAR LEGIS. RELATED LEGIS/REGS.

Maine NO ACTION TO DATE

Maryland NO ACTION TO DATE

Massachusetts NO ACTION TO DATE

Michigan NO ACTION TO DATE

Minnesota NO ACTION TO DATE

Mississippi NO ACTION TO DATE

Missouri NO ACTION TO DATE

Montana NO ACTION TO DATE

Nebraska NO ACTION TO DATE

Nevada NO ACTION TO DATE

New Hampshire NO ACTION TO DATE

New Jersey N.J. ADMIN. CODE §§
11:7-1.1 to 11:7-1.5
(1975/1987) (Municipal bonds
only).

New Mexico NO ACTION TO DATE

New York N.Y. INS. LAW §§ 6901 to N.Y. ADMIN. CODE tit. 11

6909 (1989), §8 63.0 to 63.5 (1980/1986)

(Regulation 61) (Municipal
bonds only); See also
Circular Letter No. 12
{1989).

North Carolina NO ACTION TO DATE

North Dakota NO ACTION TO DATE

Ohio NO ACTION TO DATE

Oklahoma NO ACTION TO DATE

Oregon NO ACTION TO DATE

Pennsylvania NO ACTION TO DATE

Puerto Rico NO ACTION TO DATE

626-18 NAIC Copyright 1992



NAIC MEMBER
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah

Vermont
Virgin Islands
Virginia
Washington
West Virginia

Wisconsin

Wyoming

NAIC Copyright 1992

Model Regulation Service - October 1992

MODEL/SIMILAR LEGIS.

NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE
NO ACTION TO DATE

NO ACTION TO DATE

FINANCIAL GUARANTY INSURANCE MODEL ACT
RELATED LEGIS/REGS.

WIS. ADMIN. CODE § INS. 3.08
(1984/1986) (Municipal bonds

only).
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FINANCIAL GUARANTY INSURANCE MODEL ACT
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SENATE JOURNAL |
APR3 - 1989
PAG

ASSEMBLY (et

The Assembly Bill _ 5- Assembly No. _6&/__,_._
by Mr. LASHEL Calendar No. i_ﬁ _ Sen. Rept. NoO.

Entitled: ”

in relation to authorizing the forma-
and providing exclu-
rity fund

AN ACT to amend the insurance law,
tion of financial guaranty insurance corpotations
sions from coverage by the property/casualty insurance secuU

i - )

DEBATE WAS HAD THEREGH

o * was read the third time .

The President put the question whether the Senate would agree to the final passage of said bill, the
o same having been printed and upon the desks of the members in its final form at least three calendar
legislative days, and itwas decided in the affirmative. a majority of all the Senators clected voting in favor

thereol and three-fifths being present. as fallows:

______ e T e —— m::il:féfl“:';—:‘— e ———
Dist. NAY AYE | Dist. [ NAY
T i7 [ e Bapbush T 56 | M Masiello _ r
BREE Mr. Bernstein | EXCUSED 48 Mr. McHugh r
L 43 Mr. Bruno . ] 23 | Mr Mega b
. 25 | Mr Connor 30 Mrs. Mendez | EXCUSED
] 40 | Mr Cook [ 2z Ms. Montgomery S
I ) Mr. Daly |42 Mr. Nolan e
[ .14 Mr. Donovan e @7 Mr. Ohrenstein L
6 Mr. Dunne id Mr. Oncrato ) o
4 Mr. Farley 36 wirs. Oppenheimer |
#_L ar Mr. Galiber EXCUSED 11| M Padavan i EXCUSED
_______ 13 Mr. Gold 29 Mr. Paterson _
o 37 Mrs. Goodhue L 54 Mr. Perry i o
) 26 Mr. Goodman ] 56 Mr. Present : o
] 39 Mr. Gray 55 Mr. Quattrociocchi -
] 18 | Mr. Halperin ] M Mr. Rolison
48 Ms. Hoffmann Y Y el
10 Mr. Jankins - 50 Mr. Seward i
4 Mr. Johnson 60 Mr. Shaffer
53 Mr. Kehoe i 9 Mr. Skelos
52 Mr. Kuhl ' 20 | Miss Smith EXCUSED
2 Mr. Lack 19 Mr. Solamon
1 Mr. LaValle 35 Mr. Spano
28 Mr. Laichter 57 Mr, Stachowski
38 Mr. E. Levy 45 Mr, Stafford
8 Mr. N. Levy 12 Mr. Stavicky
51 Mr. Libous 3 Mr, Trunzo
48 Mr. Lombardi 7 Mr. Tully
15 Mr. Maltese 34 Mr. Veleiia
24 Mr. Marchi 59 Mr. Volker
5 Mr. Marino 16 Mr. Wainstein
27 Mr. Markowitz

AVES _ oS
Navs G2

Ordered, that the Secretary return said bill to the Assembly with a message that the Senate has

concurred In the passage of the same. 00004
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THE ASSEMBLY
STATE OF NEW YORK

ALBANY CHAIRMAN
HOWARD L. L SHER Insurance
A6th District COMMITTEES
Kings County Agriculture
£0 Brighton First Road Housing
Rules

Hro sklyn, New York 11235

DISTRICT OFFICES
314 Bnghton Beach Avenue
Brooklyn, New York 11236

84817 Jid Avenue
Brooklvn, New Yark 11209

april 12, 1989

Hon. Evan Davis
Executive Chamber
State Capitol

Albany, NY 12223
RE: A-G1l01

Dear Mr. Davi.-.

Thank you for the opportunity to comment on the above-
captioned legislation, This bpill, which I introduced at the
request of the Governor, represents several years of negotiation
on proposals to regulate financial guarantee insurance in New

York.-

The legislation is designed to protect New York
policyholders as well as provide a statutory basis to regulate a
new form of insurance business which has burgeoned in the past
few years. The Superintendent of Insurance is commended for his
early awareness of the need for regulation of this kind of
insurance through the Department's efforts in the National
Association of Insurance Commissioners and for his insistence, on
behalf of all New Yorkers, on the protection built into this

proposal.

The legislation follows the objective of protecting New
vorkers by requiring financial guaranty insurance to be written,
after a transition period, by monoliue insurance companies. This
separation of financial guaranty insurance from a company's other
kinds of insurance provides protection for the company's
policdyholders in the event of major losses in the financial
guaranty business. The provision which removes security fund
protection from financial guaranty insurance is also for the
public's protection, eince regulators do not have to worry about
depletion of the security fund as a result of insolvency cof a

financial guaranty insurance companies.

The legislation also introduces a new approach in insurance

C00005 K




ragulation by requiring aggregate and single risk limite
the basis of the kind and quality of the guaranteed obl
Also, the legislation establishes contingency regserves, Vv
the event of a severe economic downturn, can be usec
losses. The method of contribution to
also acts as a limitation on undue price erosion 8
reserves are based on exposure, where heretofore were b:
on a percentage of premium charged, if requirec

established at all.

Because of these provisions, I believe we have Pl
means to strengthen the growth of the industry in New Y:
ensuring necessary protection for all new Yorkers.

Tt shcould be noted that the intent is to exempt
definition of financial guaranty insurance SWAP
investment brokers and banks to the extent that they
doing an insurance pusiness or their activities ar
incidental of the legitimate pbusiness of such entities.

d to you for your conside:
chapter amendment which restores surety back to secu
protection, to retain protection for various obl
sureties, such as contractors, jocalities, ¢l
organizations, judicial authorities and others.

Also, I expect to sen

Very truly yours,
/ , P ‘ - e

.- e - -
( £ e
P WAl e 1
§

HOWARD L. LASHER
Member of Assembly

GG0006
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+0 COUNSEL TO THE GOVERNOR

REE:

SENATE

ASSEMBLY (, 1 G

Tnasmuch as this bill does not appear to relate to

the functions of

thereon,
aspect of t

me..

Dated: /¥'J'

the Department of Law, I am not commenting
a+ +his time. However, if there is a particular

e bill upon which you wish comment, please advise

ROBERT ABRAMS
Attorney General
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| 3-203 (12/75) BULGET REPORT ON BILLS * .. Session Year 1989
‘ SENATE WO RECOMMENDATION ASSEMBLY
No. ' _ Wo. 6101,

Law: Insurance

Title: AN ACT tou amend the Insurance Law, in ~elation to authorizing the *

formation of financial guaranty Insurance Cokporations and praviding

exclusions from coverage by the Property/Casualty Securjty Fynd

The above bill has been referred to the Division of the Budget for
comment. After careful review, we find that the bill has no ap reciable
effect on State finances or programs, and this office does not have the
technical responsibility to make a recommendation on g!gp,.bg.l.

We therefore make no recommendation. N é Q g‘
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e
AM BILL # 59
PROGR YL
GOVERNCR'S PROGRAM BILL
1989
MEMORANDUHM
RE: AN ACT to amend the insurance
c;f; E?’lf%f law, in relation to

7%f Ter). Brano

Purpose:

-

authorizing the formaticn
of financial guaranty
insurance corporations
and provide exclusions
from ceoverage by the
property/casualty
insurance security fund

To define "financial guaranty insurance" as a separate
xind of insurance.

To authorize the formation and licensing of financial

guaranty insurance corporation
be monoline insurers but would also be permitted to

write surety, residual value and credit insurance.

To provide a transition pericd for multiline
property/casualty insurers te convert to monecline

insurers.

To specify the types
guaranties may be wr
insurance corporation which
corperate bonds.

itten by a financial guaranty

writing of guaranties for other types

Te prohibit the
without

of obligations (unless substantially similar)
further enabling legislation.

To establish a regulatory framework, including
realistic capital and reserve requirements, prudent
aggregate and single risk limitations and appropriate

reinsurance redquirements.

To unlink fidelity insurance and surety insurance and
treat them as separate kinds of insurance so as to
permit a financial guaranty insurance corporation to
write surety coverage but not fidelity,
surety insurance by eliminating the kinds of
transactions which become financial guaranty insurance
subject to the provisions of new Article 69 (Financial

000003

.5-37‘9%

s which would essentially

of obligations for which financial

would include municipal and

and to redefine
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"'2" f
guaranty Insurance Corporations).

psurance by eliminating the
L become financial guaranty
the provisions of new Artic

—— To redefine credit i
of transactions whic
insurance subject to

- To provide that financial guaranty insurance, Su
insurance, residual value insurance and certain
of credit insurance are xinds of insurance which
net be covered by the pProperty/Casualty Insuranc
Security Fund (Article 76).

o s

suymmary of Provisions:

—-—— Bill Sectien 1 ==

srticle 69 tc the Insurance Law defining &

Adds a new
insurance in tkh

authorizing the sale cof financial guaranty
following manner:

Section 6901 contains definitions.

Subsection (a) (1) lists the types of transactior :
. are "financial guaranty insurance". These inclt '

~-guaranties of indebtedness;
--interest rate guaranties;
——currency rate guaranties; £
~-guaranties of financial or commodity indices: ‘
--guaranties of other events determined by the {
Superintendent to be substantially similar to tr

foregoing. ‘ :
: H

subsection (a) (2} provides that, notwithstandinc
falling within the literal definitions of (a} (1) ;
certain enumerated +ransactions shall not be co! :
financial guaranty insurance. These include
rraditional types of surety contracts and credi:
insurance. In addition, residual value insuranc
mortgage guaranty insurance and credit unemploy’ :
insurance would not be troated as financial gua: f
insurance. Nor would guarantied investment com
and certain indemnity contracts issued by life
e treated as financial guaranty insurance. Suc¢
contracts are subject to limitations contained
Insurance Law and are entered into for investme:
portfolio management purposes and not to do a £
guaranty insurance business,

subsections (b) through (s) contain definitions
terms.

c0001.0
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section 6902 ("Organization; financial requirements")

[19)]
9]

subsection (a) specifies procedures for the
organization and licensing of a financial guaranty

insurance corporation, which parallel those for
property/casualty insurers, with four exceptions:

—~Tn addition to financial guaranty insurance, a
corperation may only be empowered to transact residual

value, surety and credit insurance.

-—A fipancial guaranty insurance corporation's
reinsurance assumptions are limited to t*hose lines it

may write directly.

--A plan of operation must be submitted to and approvec
py the Superintendent. The plan must detail the types
of guaranties to be issued, underwriting procedures,
managerial oversight methods, investment policies, and
other matters prescribed by the Superintendent.

--A corporation may not invest mere than 1% of its
admitted assets in any entity it insures.

Supsection (b} prescribes minimumn capital, minimum
surplus and surplus to be maintained as follows:

~-paid-in capital of at least 515 million:

~-paid-in surplus of at least $60 million:
——minimum surplus to pclicyholders to be maintained cof
at least $65 million;

N1 ("Centingency, loss and une rned premiun

0

n
D it

N

on._n
Jag!

~— b

i‘j -

subsection (a) prescribes the contingency reserve
regquirements for a corporation, as follows:

-~contingency reserve computed on the greater of 50% of
premium written or on the basis of the amount of
principal guarantied, net of reinsurance, with
different requirements for each class of cbligations
guarantied. The reserve will be accumulated over tine
and contribution may be discentinued when the reserve
reaches prescribed levels in relation to unpaid
principal guaranteed. Provisicn is made for release
after a specified period, (1) if it is determined that
+he reserve is excessive (e.d., reserves for
liabilities that have expired bécause their term was

¢00011
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shorter than the required reserve period), and (ii)

whenever the losses incurred exceed 35% for municipal
pond guaranties oOT 65% for all other guaranties. The
reinsurer must establish and maintain a reserve in an
amount equal to the amount that would ke required of

th2 ceding insurer.

Suksection (b) prescribes the method for establishing

and maintaining loss reserves.

cubsecticn (c¢) prescribes the method for establishing
and maintaining unearned premium reserves.

Section 6904 ("Limitations")

cubsection fa) limits the deing of financial guaranty
insurance to a corporation ]icensed for such purpose,

which corporation may only be licensed to write
financial guaranty, surety, residual value and credit

insurance.

subsection (b} (1) enumerates permissible guaranties.
Section 6901(a) of the hill defines £five types of

rransactions which, 1if effected by an insurer or &
nerson doing an insurance pusiness as defined by the

Insurance Law, would constitute doing a financial
guaranty insurance puriness. Section 6904 {b) limits

guaranties that may pe issued by financial guaranty
insurance corporations to those transactions of the
first type only, i.&8.. guaranties of indebtedness. It
further limits the types of indebtedness on which
principal and interest may be guarantied to:

—-municipal obligations;

--special revenue and industrial development bBenas;
~—corporate or partnership obligations:

~-3sset-backed securities;

——installment purchase agreenents’

——consumer debt obligations:

—~ytility first mortgage cbligations: and

--any other debt instrument or financial obligation
+hat the Superintendent determines to be substantially
similar to the foregoing or cshall otherwise be approved

by the Superintendent!

This subsection further provides that 95% of nunicipal
obligation, special revenue and industrial development
bonds guarantied must be of investment grade.

Subsection (b) (2) permits the guaranty of non-United
states dollar corporate obligations and limits the
amount of such guaranties to 28% of an insurer's

Go0041%
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aggregate net liability.

"
57

entitled "Aggregate risk limit
requires the corporation to maintain capital, surplus
and contingency reserve in the aggregate of a specified
nercentage of the total liabilities outstanding,
depending upon the type cf indebtedness guarantied.
Those types of indebtedness considered to be riskier
require the maintenance of a larger amount of capital,
surplus and contingency reserve. The actual amounts
required under the nill will reflect the corporation's
mix of business. For example, a corporation would have
~5 maintain twice as much to guaranty the same amount
of asset-backed securities as it would to guaranty cnly
sunicipal bonds. The risk limits provided are as

follows:

subsection (&),

--300 %o 1 for municipal obligation bonds:

--15p to 1 for investment grade asset-backed

dpcurities;

--100 to 1 for investment grade corporate cbligaticns,
ineluding industrial develcpment honds, secured by
coliateral or having a term of seven years or less:

-=66 2/3 to 1 for other investment grade obligations:

50 +o 1 for non-investment grade, consuner debt
obligations and asset-backed securities;

1 for non-investment grade obligaticns secured
* nmortgages on commercial real estate and having
-value ratios of less than 80%; and

5 to 1 for cother non-investment grade chligaticns

av be guarantied.

rt
=

subsection (d} limits a corporation's net exposure o
1oss cn guaranties of any single entity backed by a
single revenue source. (Limitation of risk is a
concept applicable to nost rinds of insurance. The
single risk 1imitations in this subsection are not
intended to apply to guaranties issued prior tec the
cffective date of this act 1if such guaranties were in
compliance with existing New York law at the time

written.)

subsection (e) provides that, if certain speciried
1imitations in Section 6904 are exceeded, a financial
guaranty insurance corporation shall cease transacting
‘any new business until its exposure to loss no longer
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exceeds such limitations.

subsection (f) allows insurer three years to comply
with the limitations contained in Section 6904 (d) on
guaranties issued prior to the effective date of this

article.

Subsection (g) prohibits conflicts of interest.

~action 5205 ("Policy forms and rates")

Subsection (a) provides that corporations must

]

-
A
pclicy forms and rates within thirty days of the

ile al:l
ir use.

"All policies must provide that there shall be no
acceleration of payments, except at the option of the

N -
LInanci

al guaranty insurance corporation. The

Superintendent is autheorized to prescribe additional
mininum policy provisions determined to he necessary o
appresriate to protect interested persons.

Subsecticns (b)) and (c) reguire that criteria and

guidelines used in establishing rating categories and
ranges of rates shall be filed with the Superintendent

pricr to their use and are available for puklic

-
insrection.

Socticn 5906

{"Reinsurance")

Subsec-isn ‘a) establishes reinsurance standards for
financial guarant’ insurance corporations, including
restrictions on the ability to terminate reinsurance
agreements by the assuming reinsurer. The subsectlion
also provides that in crder for a cerperaticn to
receive credit for reinsurance, the reilnsurance nmust oo

claced with:

a licensed financial guaranty insurance

poration or an insurer writing only these kinic

insurance rermitted for a financilal guaranty
nce corporation under Article 6%; orx

a property/casualty insurer authorized to
nsure risks of every kind and descripticn,
ject to the following limitations applicakle =2

--it has and maintains a surplus to
policyholders of at least $35 millien:

--it establishes and maintains the reserves

required of a financial guaranty insurance
corporation in Section 6903:

c0001%

it

A

e e T T

R

g A

FSLE T

S .

e S g L et e e T T

JRCCEE

ety T T T

R Al = T



e A e A

-] -

- B D,

-=-the aggfeqate exposure that may be assumed
is one~half that permitted foxr a financial
guaranty insurance corporation:

--it is not a parent or another subsidiary of
the parent of the financial guaranty
insurance corporation, or a subsidiary of the
financial guaranty insurance corporation
itself. A parent/subsidiary relationship
ehall be deemed tc exist if there is direct
or indirect ownership interest of 25% or
mowe;

SR L BT e e T

--if it is an affiliate of the financial
guaranty insurance corporation, it does nox §
assume total liability of the financial E
guaranty insurance corporatlon in an amount :
i excess of the affiliate's equity interest "
in the financial guaranty insurance
corporation. Affiliate is defined in Secticn
6801 (b) as a person which owns, directly or
indirectly, at least 10% but less than 25% oI
the financial guaranty lnsurance corporation,
or an entity in which the financial guaranty
insurance corporation, directly or
indirc~tly, owns at least 10% but less than
25%: and

o VR R on 1 R

e B

--it assumes, together with all other
qualifying property/casualty insurers, less
than 50% of the total liability remaining
after deducting reinsurance ceded tO insurers
writing only financial guaranty insurance.

e e SRS L T

5 a reinsurer which is not authorized or

accredited, meeting cerzain cf the specified

requirements set forth in 2 above. Credit fcr

~uch reinsurance iz limited to amounts withheld v

~he ceding financial guaranty insurance

corporation or deposits furnished by the reinsursr
£4

and under the control of the finmancial guaranty
insurance ccorporation.

R

e,

subsection (b} limits credit for agygregate excess
~einsurance in determining compliance with the
aggregate risk 1imitation provisiens cf Section
5904 (C) .

SR o T

SR P

secticn 5907 ("Transition provisions") contains transition
nrovisions which permit certain property/casualty insurers
currently writing financial guaranty insurance to continue
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to write financial guaranty insurance, as follows:

Subsection (a) provides that any such insurer:

(1) which has and maintains surplus to policyholders
of at least seventy-five million, may continue writing
financial guaranty insurance for up to five vyears,
subject to specified limitations, provided that;

- during the five year +ransition period the
amount of surplus te policvyholders needed to meet
the single and aggregate risk linitations imposed
»y this article wmust re less than four percent oI
she insurer's surplus to policyheolders, and

A b
d

- within nine months cf the effective date of th.u
article thne insurer files a plan of operation

setting forth specifiled information,

(2} if the insurer has and maintains surplus tc
osolicvholders of at least one hundred £ifty million
dollars and the aggregate financial guaranty written
premium was at least one millicn dellars in any one oI
the five vears ending December 31, 12383 may continue T3
write financial guaranty insurance during a transition
pericd of eight years, orovided that:
- within five vears %the insurer Illes applan of
speration setting forih specifled information, and
- during the first five years the amount of
surplus to policyholders meeded to meet the singl:z
and aggregate risk limitations imposed by this
syrticle must be less than four percent of the
‘ngurers surplus to policyholders and, if after &
vears the insurer decides to convert to a monolin:
structure, =hat such amount must be less than five
mercent in the sixth vyear and six percent In the
seventh and elghth years.
{2y if it is only transacting the types of insurance
~wat 2 financial guaranty insurance corpecraticn may
write, may continue writing such insurance for up o
rwelve months, provided that within sixty days it sha..
apply %o amend its license to tnat of a financial
guaranty insurance corporation; or

'3y if it elects not to organize a financial guaranty
insurance corporation, shall cease writing financial
guaranties within nine months of the effective date oI

+nig law. Provision is made for appropriate run-cfl o:
the in-force business.
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cubsection (b} provides that, if an insurer has in-
force gquaranties of non-municipal bonds, such
guaranties are subject to the same contingency reserve
roquirements that were in effect for municipal bond
guaranties prior to the effective date of this act. s
such reserves are less than required, the insurer will

. have three years to bring its reserves into compliance.

subsection (c) provides that insurers in transition
shall be subject to the reserve requirements of Secticnh

5803.

Section 65508 ("applicapility of cther laws") provides that
all applicable provisions of the Insurance Law, to the
ewtent they are not inconsistent with Article 69, shall he
applicable ©O financial guaranty insurance corpeorations.
Sectlion 58032 ("Relationship to security fund") provides that
-6 insurer or agent of an insurer may deliver a policy cr
sinancial guaranty lnsurance unless such pelicy and any
nrogpectus with respect to the insured obligaticns cleaxrly
iig~iose that the policy 1s not covered by th
croperty/Casualty Insurance Security Fund.

- niil Sectigon 2 -
amends paragraph 16 of subsectisn (a) of Secticn 1110 oI “he
‘snce Law o distinguizn between fidelity and surety
anca.
amends paragraph 17 of ~ubsectisn (a) of Sectlon 1113 to

£y that credit insurance ig limited tc debts involwving gocas
svices and -“o provide that any coverage which nay be
an as financial guaranty ilnsurance under paragraph 25 oI
ction fa) of Section 1113 of the Insurance lLaw cannot te

an as cradiit lnsurance.

smends paragraph 22 of sursectizn (a) of Secticn 1113 Jroh
c+ to residual value ilnsurance O exclude any coverage whiih
e written as financial guaranty insurance.

== Bill Segtion 3 -~

(9]

amends Secticn 11i3{a) to renumber current paragraph =
ntially similar kind of insurance ©) as paragraph 30, and

-

sta

a new paragraph 25 to subsection (a) of Section 1112 of the
ance Law authorizing neinancial guaranty insurance' as an
rated kind of insurance authorized in this State.
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-— Bill Section 4 --

amends Section 1115 of the Insurance Law to exclude
financial quaranty insurance from the general limitation of risk
provisions in Section 1115.

- Bill Sections 5, 6, 7 and 8 -~

Amend subsection (a) of Section 7603 of the Insurance Law to
exclude surety insurance, certain types of credit insurance,
residual value insurance and financial guaranty insurance fron
~he coverage provided by the Property/Casualty Insurance Securitv
Fund.

-— 3ill Section 9 -=-

srovides that the act shall take effect on the 30th day

aftor it shall have become a law, and empowers the Superintendent
to promulgate such rules and regulations as may be necessary fou
the timely implementation of the act.

Tvigting Law:

See discussion under "Statement in Support".

Statement in_Support:

This bill originated with the propecsed Mcdel Bill
recommended by the Financial Guaranty Insurance (EX 4) Study
Group of the National Association of Insurance Commissioners,
consisting of the States of California, Illinois, Nebraska, New
York, Texas, Virginia and Wisconsin, and chaired by
Superintendent James P. Corcoran. The bill includes amendments
resulting from lengthy discussion and study of the proposal in
New York in the last three years.

Financial guaranty insurance is a new type of coverage which
has grown at a phenomenal rate. Although it was a relatively
minor line of business ten years ago, financial guaranty
insurance has, in recent years, become a significant marketing
factor for the financial community. Financial guaranty insurance
is currently subject to rules applicable to property/casualty
insurance generally, but it is a unique kind of coverage
requiring specialized treatment. ,

Traditionally property/casualty insurance is based on the
law of large numbers -- a large group of homogeneous risks joined
together to create a pool of money to pay for the losses of a
few: the number of losses incurred is generally frequent, and
severity in relation to surplus is relatively low. 1In contrast,
under financial guaranty insurance, a single loss, e.g., the .
failure of a bond issuer to meet its obligations, could result in

c00018
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a potentially catastrophic financial loss affecting large numbers
of insured bondholders. It is prudent to project that a severe
economic downturn affecting either the general economy or a class
thereof (e.d., oil producers and the localities dependent for
revenue thereon) would result in more widespread defaults. It is
therefore necessary that the New York Insurance Law define and

‘appropriately regulate this line of business. Under current law,

financial guaranty insurance is not a defined kind of business,

which prevents implementation of necessary comprehensive
requiation. In light of recent plunges and volatility
experienced in financial markets on a worldwide basis, it is
imperative that comprehensive legislation to regulate financial
guaranty insurance be enacted.

In its early years, financial guaranty insurance was
principally limited to guaranties of municipal bond debt
underwritten by moncline companies. Municipal bond insurance
has, since 1970, been regulated in New York under Regulation 61
(11 NYCRR 63), which prescribes reserve and carital regquirements
and limitations on single risk and aggregate exposure. There is
no body of law or regulations which addresses financial guaranty
insurance other than Requlation 61, the scope of which is limited
to municipal bonds. In recent years, rultiline property/casualty
companies have been writing municipal bond insurance as well as
the non-traditional types of financial guaranties discussed

below.

The magunitude of financial guaranty business is substantial.
I+ has been estimated that insurers' current exposure to leoss
under municipal bond guaranties alone exceeds $220 billion.
There has been no reliable reperting for non-municipal
guaranties, thus the magnitude of these exposures is unknown.
¥inancial guaranties have been issued to minimize risk of leoss to
insured obligees or indemnitees for: the payment of principal and
interest on public and private debt, fluctuations in interest
rates, fluctuations in currency rates, fluctuations in financial
or commodity indices, and changes in value of assets and price

levels in general.

In the area of publicly~traded debt, a principal purpose of
the guaranty has been "credit enhancement” which generally
results in the "AAA" credit rating of an insurer adhering to a
lower rated obligation by virtue of the guaranty. This is
financially advantageous to a governmental or corporate borrower,
because the premium charged by the insurer for "credit
enhancement" or the "rented rate" is only about one-half the
savings generated by the lower interest rate which results from a
"AAA" rating. Since the insurer is only charging a portion of
the interest differential perceived by the investment community
as reflective of the increased risk between lower rated and AAA
rated issues, it must be betting that the investors are wrong or
be relying'on the law of large numbers. A particular insurer's
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book of business may not be large enough, or §ufficiently
diversified, to justify such optimism and reliance.

.cuaranties of debt cover a wide spectrum of obligations,
from general obligation municipal bonds and industrial
development bonds to corporate bonds and limited partnerships.
While the insurers point to meticulous analysis of each risk
pefore it is written, in practice, competition for business and
cevere time limitations may conflict with ideal underwriting.
Even with ideal underwriting, the ability to predict the future
when evaluating risks, whether municipal or private, is far less
than perfect. The longer the term of the debt obligation, the
greater the unpredictability of the risk. There are indications
that some financial guaranteors are becoming less concerned with
conservative underwriting and more concerned with increasing
~heir market share, with the result that recently rates charged
have bequn tc erode, some SO low they no longer cover
underwriting expenses. This attitude can turn a good
underwriting record into a disaster.

The principal tcols used by the insurers to predict risk
exposures have been models of the historical experience of the
Great Depression. Today's world does not mirror the past. The
types of municipal bonds written today are not, for the most
part, comparable to the general obligation bonds which were
issued pbefore and during the Depression. There is little histery
or experience for insuring corperate bonds, limited partnerships
or industrial development bonds. Thus, the types of obligations
issued tcday and the purposes thereof differ significantly from
prior debt obligations which do have an historical track record,
and the assumptions made by financial guarantors have yet to
weather severe financial strains. In addition, Federal tax
reform is expected to have serious repercussions for guaranties
of industrial development bords and limited partnerships.

As discussed earlier, Regulation 61 prescribes reserves and
capital requirements and maximum exposure limits for municipal
pond insurance. However, it does not distinguish between the
different types of municipal bonds. More importantly, no such
safeguards of sclvency and claims paying ability currently exist
for the much riskier non-municipal bond guaranties. Nor are
there any contingency reserve requirements or other limitations
on non-municipal guaranties., These newer types of guaranties
cover obligations involving such enterprises as oil drilling,
fast food, and real estate investment and development (e.d..,
apartment buildings, hospitals, airports, shopping centers and
factories). It is improbable that the concept of a state's
economy turning around from boom to bust in a matter of months
. was huilt into the analysis made by the financial guaranty
insurers when they assumed the risk of covering obligations of
those states and municipalities and the pusiness enterprises
therein which are now suffering because of the drop in oil
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prices. These new factors were certainly not built intoc the
premium charged for what are now riskier guaranties.

Furthermore, in contrast to property/casualty coverages, where
the premium can be adjusted on annual renewal to reflect changing
risk factore, the up front premium charged for financial quaranty
insurance covers the life of the obligation, which could be as
long as 30 years. There is no opportunity to adjust the premium

if the hazard changes.

The fallout from the Octcber 1987 financial market crisis
will adversely impact many financial activities, including the
ability of come debtors to repay guarantied obligations. Even in
the "good times'" of recent years, there have keen substantial
losses, some of which are discussed below.

Fireman's Fund Insurance Company, Industrial Indemnity
Insurance Company, Cal-Farm Insurance Company and Glacier General
Assurance Company have sustained catastrophic losses on financial
guaranties, resulting in the insolvencies of the latter two
insurers. In addition, American Municipal Bond Assurance Corp.
(AMBAC) insured various unit trusts which held $23.6 million in
principal in Washington Public Power Supply System Projects 4 and
5 (WPPSS) bonds which defaulted in 1983. AMBAC's loss exposure,
including interest payment guaranties of $52.6 million, is $7&.2
million. The premium charged was insignificant compared to the
realized exposure. In addition, four industrial development bond
issues insured by AMBAC, involving the same Tennessee developer,
recently went into default with an aggregate par value of §79

million.

. Another recent example is Mutual Fire, Marine and Inland
Insurance Company which, from 1983 through August 1984,
guarantied limited partnerships involving tax-sheltered oil and
gas and real estate ventures. Aggregate gross premium was $13.4
million and potential loss exposure before reinsurance is $435
million. Incurred losses to date exceed premium income. The
Company has defaulted on these claims, asserting that it was
defrauded by its managing general agent, and was put under the
protection of the Pennsylvania Insurance Department.

The primary concerns of the insurance regulator in the
financial guaranty sector are treated in this bill in a manner
which will permit profitable operations and adequate requlation.
Multiline insurers would be prohibited from writing financial
guaranties after a transition period because the multiline format

creates the following problens:

1. Potential to bankrupt company. When written as a
sideline by a multiline insurer, financial guaranty
insurance has the potential to bankrupt a company or te so
limit its capacity as to prevent it from maintaining its
market capacity to underwrite traditional and more essential
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lines of business. As noted earlier, at least three
multiline companies have been rendered insclvent by tr

financial guaranty writings. The monoline approach pr-

property/casualty insurance policyholders from the nec
impact of adverse experience in financial guaranty bus
vultiline insurers would not be tempted to divert cur:
insufficient resources to financial guaranty business
+he enhancement of cash flow.

2. Burdening the Security Fund. Even if not coverec
the Property/Casualty Insurance Security Fund, an insc
of a multiline insurer resulting from financial guarar
losses would expese the Security Fund o claims for al
property/casualty 1ines written by the insurer. Insur
which did not write financial guaranties and the vast
majority of the public who never benefit from the gua:
would be burdened with the cost of losses covered by

Security Fund.

3. Lack of accountability. In a multiline cperatior
capltal supports many lines of business. A monoline
structure would enable the regulator to readily ident:
risks insured and the capital supporting the business.
identification is necessary because of the unigque natu
financial guaranties, which are a hybrid of insurance
investment banking.

4. Lack of expertise. Few multiline insurers will I
the necessary expertise to write financial guaranties,
especially of the new and more exotic products. The
expertise required to underwrite financial guaranties
no relationship to traditional property/casualty
underwriting, which utilizes actuarial and loss exper:
+o5 evaluate and price a risk. Financial guaranty bus:i
requires in-depth expertise of investment bankers and
economists, as is the case with existing monoline fine

guaranty insurers.

5. Regulatory constraints. Because of 1ts nature,

. underwriting financial guaranty insurance in a multili
environment adds undue complexity to the analysis and
monitoring of an insurer's financial condition with nc
discernable benefit. It causes an unwarranted diversi
from the pressing regulatory responsibilities of the
Insurance Department in expending finite resources to
monitor this line of business in a multiline environme

It ie evident from the amount of capital which has bee.

attracted by the monoline financial guaranty insurers that
investors view monoline carriers as attractive investments
will operate profitably. 1In recent years the Insurance

Department has licensed six monoline financial guaranty ins
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line underwriting can provide and attract ample

Therefore, mong '
t the demand for financial guaranty insurance.

capacity to mee

Further provisions of the bill would prohibit insurers from
issuing certain kinds of contracts, such as interest rate
guaranties, currency fluctuation guaranties and index guaranties.
The Insurance Department does not consider che subject of these
contracts to be insurable risks. These guaranties are at best
speculative, and more closely resemble a crap shoot. A basic
requirement of an insurable risk is that the peril should not
produce a less that will affect a large segment of the insured
group at the same rime. The writing of a large number of these
proscribed contracts does not spread the risk. Rather, it
increases the potential loss to the insurer and does not reduce
~he amount of uncertainty, since these contracts do net meet
classic criteria for insurable risks.

The bill also excludes financial guaranty, surety, residual
vaiue and non-consumer oriented credit insurance from
property/Casualty Insurance Security Fund protection. The
purchasers of these products are, or should be, financiaily
astute bankers, investment pankers, limited partnership
syndicators and, in all events, investors. There is a danger
that "risk-free investments" will remove discipline from the
investment community. Removing these lines from Security Fund
protection will add discipline to the market. In order to
discharge their prudent person responsibilities, purchasers of
these products, rather than using price as the primary critericn,
will have to more closely evaluate the financial condition and
ability of the insurer to meet its obligaticns, as the Security
Fund will no longer be available.

The Property/Casualty Insurance Security Fund contains a Sl
million "per claim" cap in Section 7603 of the Insurance Law

which would be applicable today to financial guaranty claims. It

is unclear whether the Security Fund cap applies to each
individual investor who has purchased insured obligations or to
the aggregate guarantied exposure, in the event of default on a
particular bend issue or issues in a unit trust. If the $§1
million liability cap is per issue or per trust, investors get
little protection since tha $1 million would be divided among
many investors, perhaps thousands. If the Security Fund is
liaple for up to $1 million for each investor, its exposure is
astronomical. In either event, the Security Fund is not an
appropriate vehicle for financial guaranties or to insulate
investors against investment risk.

Surety has been excluded from the security funds of many
states, because it is a highly aspecialized line whose losses
should not be passed on to the general public. Residual value
and non-consumer oriented credit insurance are also inappropriate
kxinds of coverage for Security Fund protection.
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This bill will encourage the doing of responsible financial
guaranty insurance business in this state, make such pusiness
attractive to investors, and minimize the financial mishaps which
are possible in the absence of the proposed controls and
safeguards.
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Budaet Implications:

None.
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srate oF New YORK
ExgcutivE CHAMBER

ALpanY |I2224 APR 141989

MEMORANDUM filed with Assembly Bill Number 6101, entitled:

“AN ACT to amend the insurance law, in relation to
authorizing the formation of financial guaranty
CHAPTE insurance corporations and providing exclusions
A liﬁﬂij ELFQ from coverage by the property/casualty insurance

\E)i\ s l- #: security fund®
PPROVAL # 2L

APPROVED

This bill, which is part of my 1989 legislative E1
program, recognizes financial guaranty insurance as a separate
type of insurance coverage and provides a statutory framework to 4
regulate this new form of Iinsurance. The bill, the first of its b
kind in the .ation, provides that after a transition period, 4
financial guaranty insurance may only be written by monaline g
insurers. The bill further provides that prospective financial
guaranty insurance will not bhe covered by the Property/Casuaity

Insurance Security Fund.

Financial guaranty is a relatively new insurance
product which, in essence, insures the timely payment of
principal and interest of numerous kinds of publicly traded debt.
The regulatory framework in existing law is not adegquate for this
new insurance product. This legislation replaces the current law
with a regulatory framework which borrows significantly from a
model bill adopted by the National Asscoclation of Insurance
commissioners but which is modified to meet the unigque needs of a
growing financial guaranty industry in this State. The new
framework establishes capital and reserve tequirements, single
and aggregate risk limitations and reinsurance requirements which
ctrike a fair balance between the regulatory goal of consumer
protection and the husiness needs of an emerging financial
guaranty insurance business.

i S NI s o NP S

This legislation is a significant recognition of the
growing integration of the financial services industry.
Financial guaranty insurance is an evolving hybrid of investment
banking and insurance underwriting. The legislation responds to
this emerging industry by establishing an innovative regulatory
structure, firmly rooted in time-tested notions of insurance
requlation but not hidebound by those traditional concepts. This
legislation is the product of years of study and negotiation by
the Insurance Department, the Leglslature and the financial
guaranty insurance industry. The effort and time were well

spent.

ﬁ' Approval of the bill is recommended by the Insurance
' Department and the Department of Economic Development.
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comeerning Assembly Bilb 6101,

IRV

.~ To prohibit the wriling of guaranties for other

Rere Assembly Bill 6101
(Mr. Lasher!

Fvan .

This letler is in response o your regues !
which is currenlty

The hitt. which is a part ol Governor Guomo’ s
would amend the Insurance Law;

to doline “financial guaranty insurance” as a separate
kind of insurance.
T authorize the formation and licensing of financial
gunranly insurance corporations which would essentially e
wonoline insuress but would also he permitted to write
surely. residual value and predit insurance.
To probibit malti line ',n-n[u:rly/::;isnnl {y insurers from
writing Financial guaranty insurance after a transition
period. ‘
To gpecify the types of obligations. which would include
municipal and corporate honds., Tor which financial
guaranties may he writton by @ Financial guaranty

ingurance corporation.
types of

obligations (unless substantially similar) without further

enabling legislation.

CGO02E6

for our recommendation
awii Ling executive pcltion,

Legislative Program for
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—. To establish a regulatory framework, including realistic
capital and reserve requirements, prudent aggregate and
single risk limitations and appropriate reinsurance
requirements.,

To unlink fidelity insurance and surely insurance and
treat them as separate kinds of insurance 50 as {o permit
a financial guaranty insurance corporation to write surely
goverage but not fidelity, and to redefine surety
insurance by eliminaling the kinds of transactions which
become {inancial guaranty insurance subject to the
nrovisions of now Article 69 (Financial Guaranty Insurance
Gorporations).

To redefine credit insurance by eliminating the kinds of
Cransactions which become Tinancial guaranty insurance
subject to the provisions of new artiche 69,

To provide that [inancial guaranly insurance, surety
insurance. residual value insuranse and gertain types of
credi U insurance are kinds of insurance which witl not he
covered by the Property/Casualty Insurance Securitly Fund
(Article 76}.

This bill originated with the proposed Model Bill recommended by the
Financial Guaranty [nsurance (EX 4) Study Group of the National Asscciation of
Losurance Commissioners, consisting of the States of GCalifornia, [llinois,
Nobraska . New York. Texas, Virginia and Wisconsin, and chaired by
Supurintendent James P Corcorin. The bill includes amendments resulting from
Jengthy discussion und study ol the proposal in New vork in the last three
VOears.

Financial guaranty insurance is a new lype of coverage which has grown at
a phenomenal rate. Although it was A relatively minor line of business ten
vears ago. [inancial guaranty insurance has, in recent years, become &
significant marketing factor for the financial community. Financial guarautly
insurance s currentty subject Lo rules applicable to property/casual ty
insurance generally, but it is & unique kind of coverage requiring specialized
(reatment .

Traditionally, property/casualty insurance is based on the law of large
numbers——a Jarge group of homogencous risks joined together to create a poo|
of money to pay for the losses of a few; the number of losses incurred is
generally frequent, and severity in relation to surplus is relatively low. In
contrast, under financial guaranty insurance, a single loss, e.g., the failure
of a bond issuer to meet its obligations, could result in a potentially
catastrophic financial loss affecting large numbers of insured bondholders.

It is prudent lo project that a severe ceonomic downtuen affecting either the
general cgonomy or a class thereof (c.g.. oil producers and the loealitios
dependent for revenue thereon) would result in more widespread defaults. [t
is therefore necessary that the New York Insurance Law define and
appropriately regulate this line of business. Under current law, financial
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goaranly insurange is not a defined kind of business, which prevents
implementation ol necessary comprebensive regulation.  In light of recent
plunges and volatility experienced in linancial markets on a worldwide basis.
il is imperalive that comprehensive fegislation to ropulate Tinancial guaranly
insurance be enacted,

In its parly vears, financial guaranty insurance was principally limited
to guaranties of municipal bond debt underwritten by monoline companies.
Municipal bond insurance has, since 1970, been regulated in New York under
Regulation G1 (11 NYCRR 63), which prescribes reserve and capital roguirements
andd Timitations on single risk and aggregate exposure, There is no LGody of
baw or regulations which addresses Financial guaranty insurance other than
Regulation 61, the scope of which is limited to municipal bhonds. 1n recent
vears, multiiine property/casualty companies have boeen writing munjgipat bond
insurance as well as the non-traditional types of financial guaranties
discugssnd helow.

The magni lude of finaceial guaranty husiness s substantial, It has bewen
estimated that insurers’ current exposure to loss under municipal hond
guaranties alone exceeds $220 bitlion.  There has been no reliable reporting

for non municipal guaranties. thus the magni tude of these exposures 15
anknown . Financial guaranties have been issued to minimize risk of Toss to
insured obligees or indemnitees Tor: the payment ol principal and interest op
public and private debt. fluostuations in interesl riales, fluctuations in
currency rates. fluctuations in Pinancial or commodily indices. and changes in
value of assets and price Tevels in peneral,

In the area of publiclv-teaded debt, a principal purpose of the guaranty
has heen “gredit enhancement which generally results in the AM credit rating
of an insurer adhering to a lower rated obligation by virtue of the guaranty.
This is financially advantageous to a governmental ar corporate borcower,
because the premium charged by the insurer for "credit enhancement” or the
"rented rate” is only about one-hall the savings generated by the Jower
interest rate which results from an AAA rating. Since the insurer is only
charging a portion of the interest differential perceived by the investment
sommuni ly as reflective of the increased risk between lower rated and AAA
pated issues. it must be hetting that the investors are wrong or be relying on
the law of large numbers, A particular insurer's book of business may not be
large enough, or sufficiently diversified, to justify such optimism and
reliance.

Guaranties of debt cover a wide spectrum of obligations, Trom general
ohligation municipal bonds and industriat development bonds to corporate honds
and Timited partnerships. While the insurers point to meticulous apalysis of
pach risk before it is wrillen, in practice, competition for business and
severe time limitations may conflict with ideal underwriting. Even with idead
underwriting. the ability to predict the future when evaluating risks, whether
municipal or private, is far less than perfect. The longer the term of the
debt obligation, the greater the unpredictability of the risk. There are
indications that some financial guarantors are becoming less concerned with
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conservitive underwriting and more concerned with increasing their market
share, with the result that recently rates charged have begun to erode, some
so low they no lopger cover underwriting expenses. This atiitude can turn A
good underwriting record into a disaster,

The principal tools used by the insurers to predict risk exposures have R
been models of the historical experience of the Greal Depression, Today's :
wortd does not mirror the past. The types of municipal bonds written today
are not. for the most part, comparable to the general obligation bonds which
wore issued helore and during the Depresgion.  There is little history or
exporience for insuring corporate honds. [imited partnerships or industrial
Aeve lopmert honds . Thus, the tvpes of obligations issued today and Lhe
purposes thereol difler significantly from prior debt obligations which do
have an hislorical track recoed, aml the assumplions made by financinl
puarantors have vet to weathes severe Financint strains. In addition. Federal
tax reform is expecled to have serious repercussions for suaranties of
industrial development bonds and limited partoerships.

as discussed earlier. Regulation 61 prescribes reseeves and capital

requiremenls and maximuem exposure limits For mumicipal bond insurance, i}
Howiever. il does not distinguish between the dilTerent types of municipal :
honds . More imporlant v, no such soleguards of solveney and cloims-paying j
ability corrently exist Tor the much riskier non-municipal bond guaranties. '
N are Lhere any conlingency reserve roqui rements or other limitations on §

These newer lypes of guaranties cover obligations
ivolving such enterprises as oil deilling. fast food. and real estate
investment and development (e.g.. apariment buildings. hospitals, airports,
shopping centers and Factories). 1t is improbable that the concept of &
state’s economy turning arvound Trom boum to bust in a matter of months was
built into the analysis made by the financial guaranty insurers when they
assumed the risk of covering obligations of those states and municipalities
and the business entecprises therein which sulfered because of the drop in oil
prices. These new Taclors were gertainly nol built into the premium charged
for what are now riskier guaranties. Furthermore, in contrast to
property/vasually coverages, where the premium can he adjusted on annual
renewal Lo reflect changing risk factors, the up front premium charged for
financial guaranty insurance covers lhe life of the obligation. which could be
as lomg as 30 years. There is no opportunily (o adjust (he premium il the
hazard changes.

non-municipal gunranties,

The fallout from the October 1987 financial market grigis will adversely
impact many [inancial activities, including the ability of some debtors Lo
repay guaranticd obligations, FKven in the “good times” of recent years. there
have been substantiol losses. sustained by insurers writing finanginl guaranty

insirance.,

The primary concerns of the insurance regulator in the [inancial guaranty
spclor are treated in this bill inp a manner which will permit profitable
operations and adequate regulation. Multiline insurers would be prohibited
From writing financial guaranties after a transition period because the
mul tiline Tormat creates the following problems:
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| DPotential to bankrupt company. When written as a sideline by

4 mulliline insurer. linancial guaranty insurance bas the
potential to bankrupt a company or lo o limit its capacity as to
prevent il from maintaining its market capaci ty to underwrite
Leaditional and more essential bines of business. At leasl three
mulliline companies have been rendered insolvent by their
financial guaranty writings. The monoline ppproach protects
properiy/casualty insurance policyholders from the negative
impact of adverse experience in Minancial guaranly husiness.

Mul Ui line insurers would not he tempted 1o diverl current ly
ChsufFicient resources to Financial guaranty husiness for the
nnhancement of cash fiow,

pven i f not covered by the

an insolvency of a
guaranty losses would
the properiyv/oisealty

Burdening the Seourity Tuned .
Property/Casua [ty Insurance Security Fund,
multibine insurer resulting [rom Minancial
cewpose the Seeurity Fund to otaims Tor all
Fines written by the insurer.  Insurers which did not write
Cinancial puarantics and the visi wiajority of the public who
aover bepel it from the guaranties would he hurdened with the cost
of lawses covered by the Security Fund

Vo taek of accountability. Tuoa mil Ui line aperalion, capi tal
Fines of business. A monoline structure would
viabh be the ropulator Lo readi 1y fdentifly the risks insured and
the capital supporiing the business. This identification is
necessary hocouse of  the upigue nature of Financial guaranties.
which are o hvhrid ol insprance aned invesiment banking.

stmports many

Fow multiline insurers will have the
financial guarantics, pspecially of
the new and more exotic products.  The expertise reguired to
underwri te financial guaranties bears no relationship Lo
traditional property/casualty underwriting, which utilizes
actuarial and loss experience (0 pvalunte and price a risk.
Fipancial guaranty business roquires in-depth pxper iise of
Cnvestment bankers and cconomists, as is the case with existing
monaline financial guaranly insurers.

4. Lack of expertise.
neaessary expertise to wreite

Because of ils nalure, underwriting

5. Regulitory constraints,
a multiline envirvonment adds

Financial guaranty insurance in
andur complexity to the analysis anil monitoring of an insurer’s
Fipancial condition with no discernable benefit, 1t causes an
anwareanted diversion from the pressing regulatory
responsibilities of the Insurance Department in expending finite
resources to monitor this line of business in a multiline

eoviromment
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1t is evident from the amount of capital which has been attracted by the
monoline financial guaranty insurers that investors view monoline carriers as
attragtive investments which will operate profitably. In recent years the
Insurance Department has licensed six monoline financial guaranty insurers.
Therefore, monoline underwriting can provide and attract ample capacity to
meat the demand for financial guaranty insurance,

Further provisions of the bill would prohibit insurers from issuing
certain kinds of contracts, such as interest rate guaranties, currency
fluctuation guaranties and index guaranties. The Insurance Department does
not consider the subject of these contracts to be insurable risks. These
guaranties are at best speculative, and more closely resemble a crap shoot.
basic requivement of an insurable risk is that the peril should not produce a
foss that will affect a large segment of the insured group at the same time.

A

‘"The writing of a large number of these proscribed contracts does not spread

the risk. Rather, it increases the polential loss to the insurer and does not
reduce the amount of uncertainty, since these contracts do not meel classic
criteria for insurable risks.

The bill also excludes financial guaranty, surety, residual value and
non-consumer oriented credit insurance {rom Property/Casualty lnsurance
Security Fund protection. The purchasers of these products are, or should be,
financially astute bankers, investment bankers, limited parinership *
syndicators and, in all evenls, investors. There is a danger that "risk-free
investments” will remove discipline from the investment community. Remov ing
these lines from Security Fund prolection will add discipline to the market.
In order to discharge their prudent person responsibilities, purchascrs of
these products, rather than using price as the primary criterion, will have to
more closely evaluate the linancial condition and ability of the insurer to
meel its obligations, as the Security Fund will no longer be available.

The Property/Casualty Insurance Security Fund contains a $l million "per

claim” cap in Section 7603 of the Insurance Law which would be applicable
today to financial guaranty claims. It is unclear whether the Security Fund
cap applies to each individual investor who has purchased insured obligations
or to the aggregate guarantied exposure, in fhe event of default on a
particular bond issue or issues in a unit trust, If the $] million liability
cap is per issue or per trust, investors get little protection since the $I
million would be divided among many investors, nerbaps thousands. If the
Security Fund is liable for up to $1 million for each investor, its exposure
is astronomical. In either event, the Security Fund is not an appropriate
vehicle for financial guaranties or to insulate investors against investment

risk.
This bill will encourage the doing of responsible financial guaranty
insurance business in this State, make such business attractive to inveslors,
and minimize the financial mishaps which are possible in the absence of the
proposed controls and saleguards,
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The Legislature is currently considering chapter amendments to this bill,
including Assembly Bill 6371 (same as Scnate Bill 3984-A4) relating to the
continuing of surety as a kind of insurance which is covered by the
Proper{y/Casualty Insurance Securily Fund.

Assembly Bill 6101 is a very importanl measurs which represents the
culmination of a long and diflicult process ol negotiation with the .
Legislalure on.the subject of linancial guaranly insurance, -The Insurance
Department recommends: approval of the measure. = T ' '

JAMES P, CORCORAN
perintendent of Insurance
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New York State Depertment of Ecoromle Development

Lesley Douglass Webster

Deputy Commissioner and Counsel
One Commerce Plaza
Albany, New York 12245 518-474-4102

TEN-DAY BILL MEMORANDUM

April 25, 1989

TO: EVAN A. DAVIS

COUNSEL TO THE GOVERNOR
FROM: : Lesley Douglass Webster
SUBJIECTY: A. 6101 ({(Lasher)

RECOMMENDATION: Approval

Summary of Provisions:

This bill would amend the Insurance Law to authoriz
formation and licensing of financial guaranty insurance
tions as monoline insurers, but would also permit those
write surety, residual value and credit insurance. The ]
legislation would permit a transition period for multili
property/casualty insurers to convert to monoline insure:
Property/Casualty Insurance Security Fund (the ”Fund”) we
prohibited from covering financial surety insurance, res:
insurance and certain types of credit insurance. The bi!
define the types of financial guarantees that may be writ
which would include municipal and corporate bonds, and we
limit the writing of guarantees for other types of oblig:
A regulatory framework would also be estaklished through
setting of capital, reserve, prudent risk limitation and
insurance requirements.

Discussion:

This bill weuld foster prudent financial guaranty ir
husinesses by protecting property/casualty policyholders
negative impacts in the financial guaranty business such
bankruptcy and diversion of resources. Further, without
legislation, an insolvency of a multiline insurer resulti
financial guaranty losses would expose the Fund to claims
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the property/casualty lines written by the insurer. Innocent
insurers which did not write financial guaranties and the vast
majority of the public who never benefit from the guaranties
would be then burdened with the cost of losses covered by the
Fund.: This bill would prohibit that inequitable result.

Finally, a monoline structure would enable regulators to
readily identify the risks insured and the capital supporting
the business. This identification is significant because of the
unique nature of a financial guarantee, which is essentially a
mix of insurance and investment banking. The proposed controls
and safequards appear to minimize the potential for financial
difficulties and would create new and safer markets for

investment.
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