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1. INTRODUCTION.
Most derivatives market participants that 

transact with U.S. counterparties know they 
can rely on the U.S. courts to enforce their 
contractual termination and set-off rights in 
the event their counterparty becomes insolvent. 
This is because various U.S. insolvency laws, 
such as the Federal Deposit Insurance Act, the 
New York Banking Law, and the Bankruptcy 
Code contain provisions, generally referred to 
as “safe harbor provisions,” that specifically 
enforce these rights.

This is not necessarily the case when the 
insolvent counterparty is a state-licensed 
insurance company. The termination 
and set-off rights of derivatives market 
participants that face U.S. insurers as 
their counterparties, or who act as futures 
commission merchants for U.S. insurers, are 
governed by the laws of the state in which 
the insurance company is domiciled.

As stated in an earlier article that 
appeared in this publication on this subject 
in 2003, “Neither the Bankruptcy Code, 
nor the FDIA, nor the New York Banking 
[L]aw applies to derivatives transactions 
with a U.S. Insurer that has been placed 
into receivership. State insurance insolvency 
laws and regulations and relevant case law, 
which vary from state to state, determine 
the termination rights of a counterparty to 
derivatives transactions with a U.S. Insurer 
that is placed into receivership.”1

Much has happened since 2003.

In 2003, Connecticut was the only state 
that had adopted a safe harbor provision for 
derivatives transactions. The Connecticut 
safe harbor provision is based on Section 
46 of the Insurers’ Rehabilitation and 
Liquidation Model Act (“IRLMA”) adopted 
by the National Association of Insurance 
Commissioners (the “NAIC”). At the end 
of 2005, the NAIC completed a wholesale 
revision of its insurance insolvency model 
legislation, and IRLMA was replaced by the 
Insurer Receivership Model Act (“IRMA” 
and, together with IRLMA, the “Model 
Acts”).2 As of this writing, derivatives market 
participants may enforce their contractual 
termination and netting rights against 
insurance companies domiciled in 21 states3 
in a manner substantially similar to that in 
which they may enforce their rights against a 
debtor under Chapter 11 (reorganization) of 
the Bankruptcy Code.

In April 2005, Congress enacted 
the Bankruptcy Abuse Prevention and 
Consumer Protection Act (“BAPCPA”),4 
which enhances the rights of non-defaulting 
parties to terminate and set-off under 
derivatives transactions with debtors under 
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the Bankruptcy Code and banks in receivership 
under the Federal Deposit Insurance Act (the 
“FDIA”). BAPCPA expanded the Bankruptcy Code 
definition of “contractual right”5 and clarified the 
enforceability of cross-product netting under a 
master netting agreement.6 The significance of these 
changes is reflected in the difference between the 
safe harbor provision in IRLMA (Section 46) and 
the safe harbor provision in IRMA (Section 711), as 
will be discussed in more detail below.

And, of course, the Dodd-Frank Wall Street 
Reform and Consumer Protection Act7 (“Dodd-
Frank”) changed the derivatives world as we knew it.

2. INSURANCE COMPANY USE  
OF DERIVATIVES.

While insurance company use of derivatives 
represents only a small fraction of the global 
derivatives market, the notional amount of insurer 
derivatives transactions at year-end 2012 was 
nearly $1.7 trillion, 94% of which were entered 
into for hedging purposes.8 More than half of the 
insurer derivatives market participants were life 
insurance companies, and derivatives trades entered 
into by life insurers represented more than 95% of 
the notional value of derivatives transactions held 
by all insurers.9 More than a third of the insurer 
derivatives market participants were property and 
casualty (“P&C”) companies, but the notional 
value of their trades amounted to less than 5% of 
the notional value of insurer-held trades.10 Interest 
rate swaps entered into by life insurers represented 
81% of the total notional value of all swaps entered 
into by all insurers.11

Interestingly, insurers in 45 states had derivatives 
holdings in 2012, meaning that the lack of safe 
harbor provisions in many of these states did 
not act as a bar to derivatives trading. The states 
with the largest aggregate notional amounts 
attributable to derivatives holdings by insurers were 
New York, Connecticut, Michigan, Minnesota 
and Massachusetts.12 The two insurers with the 
largest derivatives portfolios are domiciled in New 
York and New Jersey (Met Life and Prudential, 
respectively).13 New York, Connecticut, Michigan, 
Minnesota and Massachusetts have all adopted the 
safe harbor provisions in the Model Acts.

3. THE MODEL ACTS.
The insolvency of most business entities in the 

United States is governed by Chapter 11 of the 
Bankruptcy Code.14 Section 109 of the Bankruptcy 

Code, however, expressly provides that domestic 
insurance companies and foreign insurance 
companies engaged in U.S. business may not become 
debtors under the Bankruptcy Code either for 
purposes of a Chapter 7 liquidation proceeding or a 
Chapter 11 reorganization proceeding.15 Insurance 
companies are regulated in most respects (including 
insolvency) by their respective domiciliary states 
and not by the federal government as a consequence 
of the McCarran-Ferguson Act.16

Like insurance companies, domestic and foreign 
banks are also restricted from becoming Bankruptcy 
Code debtors.17 The goal of a Bankruptcy Code 
proceeding is to obtain maximum value for the 
debtor’s creditors; by contrast, the primary goals 
of an insurer insolvency proceeding are to protect 
policyholders and to limit liability to the state 
insurer guaranty fund,18 and the primary goals of 
an insolvency proceeding relating to a bank insured 
by the Federal Deposit Insurance Corporation 
(the “FDIC”) are to protect depositors19 and limit 
liability to the FDIC.20 The safe harbor provisions 
for qualified financial contracts in the Model Acts 
and the FDIA both reflect a compromise between 
the public policy in favor of policyholders/depositors 
(and of limiting liability to state guaranty funds/the 
FDIC) and the need to protect the financial markets.

With some variation among the states, the 
insolvency of domestic insurance companies is 
governed by model insolvency laws drafted by 
the NAIC. The NAIC is comprised of the chief 
insurance regulators from the fifty states, the District 
of Columbia, and five U.S. territories, and has 
among its chief roles the development of model laws 
for implementation by the individual states, much 
like the National Conference of Commissioners 
on Uniform State Laws develops model laws such 
as the Uniform Commercial Code. The first model 
liquidation statute was adopted by the NAIC in 
1936. It was replaced by IRLMA in 1978 (coinciding 
with the last major overhaul of the Bankruptcy 
Code), and amendments to IRLMA were adopted in 
nearly every year between 1986 and 2000. In 2001, 
the NAIC formed a working group to revise IRLMA 
and develop a new model act, which resulted in the 
adoption of IRMA in 2005.

The Automatic Stay and  
Safe Harbor Provisions.

A key feature of most insolvency regimes 
around the world (including the Bankruptcy Code 
and the Model Acts) is that the commencement 
of proceedings triggers an automatic stay of 

CONTINUED FROM PAGE 1
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substantially all matters involving the debtor 
and its property.21 One of the primary goals of 
an insolvency regime is the orderly liquidation 
and/or reorganization and rehabilitation of the 
debtor under the supervision of the bankruptcy 
court, trustee, or receiver, as the case may be. The 
automatic stay allows an island of calm to form in 
the midst of the scrum of creditors, and provides 
the court, trustee, or receiver with freedom of 
motion to sort out competing claims.

The scope of the automatic stay under the 
Bankruptcy Code is quite broad and covers, 
among other actions, attempts to exercise control 
over the debtor’s property, acts to create, perfect 
or enforce a lien against the debtor’s property, 
and the exercise of most rights of set-off. The 
automatic stay by itself does not create or destroy 
any rights, but merely places them in an extended 
“time out.” The insolvency laws in the U.S. and 
many other jurisdictions include safe harbor 

provisions that exempt derivatives counterparties 
from the operation of automatic stay provisions 
(as well as stays imposed by the court or receiver), 
including provisions that prevent the termination 
or modification of executory contracts. The U.S. 
safe harbor provisions most pertinent to this 
discussion cover the exercise of contractual rights 
to terminate, liquidate, accelerate and offset 
obligations arising under swap agreements and 
master netting agreements.22

Both IRMA and IRLMA include an automatic 
stay provision but also include a safe harbor for 
netting agreements23 and qualified financial contracts 
(“QFCs”).24 IRMA’s version of the automatic stay is 
set forth in Section 108.C, which incorporates much 
of Sections 362(a) and 365(e) of the Bankruptcy 
Code. The IRLMA automatic stay provision, in 
Section 5, uses different language but appears to be 
substantively equivalent.
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Section 108.E(8) of IRMA provides a specific 
exception to the automatic stay in the case of 
netting agreements and QFCs “as provided for 
in Section 711.” The Section 711 safe harbor 
provision for QFCs (which term includes swap 
agreements and master netting agreements) 
combines the safe harbors afforded by Bankruptcy 
Code Sections 561(a) (to terminate, accelerate, 

liquidate and set-off under a swap agreement or 
master netting agreement, notwithstanding the 
presence of an ipso facto clause) and 362(b)(27) 
(to exercise contractual rights, including under a 
security arrangement, in connection with a master 
netting agreement).25 Section 711 also reflects the 
safe harbor provisions in Section 11(e)(8)(A) of 
the FDIA.
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The earlier IRLMA automatic stay provision does 
not itself include a carve-out for netting agreements 
and qualified financial contracts. Instead, the safe 
harbor is provided in Section 46, which, by its 
terms, trumps all other IRLMA provisions.26

Interestingly, only four states—Connecticut, 
Florida, Texas and Utah—have adopted the 
automatic stay provisions of either IRMA or 
IRLMA, probably because the receiver’s right to 
issue broad injunctive relief at the commencement 
of the proceeding renders an automatic stay 
unnecessary to protect the insurer and, therefore, 
unnecessarily restrictive. Of these four states, only 
Florida does not also provide safe harbor relief 
from the automatic stay in connection with netting 
agreements and qualified financial contracts.

At the Spring 2013 National Meeting of the 
NAIC, the Financial Condition (E) Committee 
considered amendments to IRMA Section 711 
which would provide for a 24-hour stay before 
a counterparty would be permitted to terminate 
a netting agreement or QFC with an insolvent 
insurer. The purpose of such a stay would be to 
facilitate the orderly transfer of such contracts to 
other entities, as contemplated by a similar stay 
in the FDIA introduced in connection with the 
OLA provisions of Dodd-Frank27 as well as recent 
proposals by financial regulators of other major 
financial centers.28 While the NAIC chose not to re-
open the model legislation for a single amendment, 
it is likely that the 24-hour stay will be considered 
for inclusion within IRMA when the NAIC adopts 
the first set of amendments to IRMA. Indeed, at its 
Summer 2013 National Meeting, the NAIC adopted 
suggested language for states that wish to adopt such 
a 24-hour stay in advance of a formal amendment 
to IRMA.29

Section 711, in addition to protecting contractual 
rights of the insurer’s non-defaulting counterparty 
under a netting agreement or QFC, addresses the 
issue of the amounts that may be owed from either 
party to the other upon the termination of such 
netting agreement or QFC. Specifically, Section 711 
provides that:
• Damages, if any, are measured as of the date 

of termination, liquidation, close out, or 
acceleration (Section 711.A(4));30

• If, after determining a net settlement amount, a 
payment is due from the non-defaulting party, it 
must be paid regardless of whether the netting 
agreement or QFC includes a “walkaway 
clause”31 (Section 711.B); and

• The net settlement amount will be based on the 
respective parties’ “actual direct compensatory 
damages,” meaning the measure of damages 
used in the relevant market (Section 711.A(4), 
referencing Section 711.F).32

The relief afforded by Section 711 of IRMA is 
broader and clearer than the relief set forth in the 
corresponding provision (Section 46) of IRLMA. 
The language of Section 711.F is virtually identical 
to that in Section 11(e)(11) of the FDIA, which was 
added to the FDIA by BAPCPA.33 Section 711.F 
clarifies and makes explicit that a receiver cannot 
disaffirm or repudiate a netting agreement or QFC 
between the insurer and a particular counterparty 
unless the receiver disaffirms or repudiates all of 
the netting agreements and QFCs (including all 
transactions thereunder) with such counterparty.34 
By contrast, the language of Section 46.F could be 
read to permit the receiver to disaffirm or repudiate 
all transactions under one netting agreement, e.g., 
an ISDA Master Agreement,35 with a counterparty 
and to continue performing all transactions under 
another netting agreement, e.g., a master repurchase 
agreement, with the same counterparty, so long as 
the receiver takes action with respect to each netting 
agreement and QFC.36

The authors believe that the better reading of 
Section 46.F is to require implicitly what Section 
711.F requires explicitly and that the lack of clarity 
may have been the result of timing. Unlike Section 
711 of IRMA, the drafters of Section 46 of IRLMA 
did not have the benefit of BAPCPA, which clarified 
the enforceability of cross-product netting. Once 
that enforceability was no longer open to debate, it 
was important to eliminate the possibility of cherry-
picking among various netting agreements so as 
not to place insurance companies at a competitive 
disadvantage relative to other derivatives market 
participants.37

Definitions: Netting Agreement;  
Qualified Financial Contract;  
Contractual Right.

BAPCPA’s influence is also seen in the expanded 
IRMA definitions of certain key terms, such as 
“netting agreement,” “qualified financial contract,” 
and “contractual right.” The way these terms are 
defined is critical to the safe harbor protection 
offered by both IRMA and IRLMA because the 
enforceability of rights to terminate, liquidate, 
accelerate and set-off, as well as the right to avoid 
a clawback,38 hinges on whether these rights are 
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deemed to be contractual rights under a netting 
agreement or qualified financial contract.

Netting Agreement. The definition of “netting 
agreement” in Section 104.Q of IRMA is broader 
than that in Section 3.O of IRLMA inasmuch as the 
IRMA definition explicitly incorporates the concept 
of cross-product netting and includes related credit 
enhancement obligations. Whereas Section 3.O of 
IRLMA limits the definition of netting agreement 
to a master agreement incorporating one or more 
qualified financial contracts,39 Section 104.Q of 
IRMA includes within the definition “any master 
agreement or bridge agreement for one or more 
master agreements” and “any security agreement 
or arrangement or other credit enhancement or 
guarantee or reimbursement obligation” with 
respect to a qualified financial contract, master 
agreement, or bridge agreement.40 Nonetheless, 
the safe harbor provisions of IRLMA Section 46 
(as well as those in IRMA Section 711) expressly 
reference credit enhancement documents, thereby 
directly protecting the enforceability of contractual 
rights contained within such documents.

Qualified Financial Contract. Both IRMA and 
IRLMA define “qualified financial contract” to 
include a “commodity contract, forward contract, 
repurchase agreement, securities contract, swap 
agreement” and any similar type of agreement 
designated as a QFC by the state’s insurance 
commissioner.41 As a practical matter, however, a 
QFC is more broadly defined in IRMA than it is 
in IRLMA because of differences in the definitions 
of the types of financial contracts that are specified 
in the QFC definition. These transaction types are 
defined in Section 3.Q(1)-(5) of IRLMA, while 
Section 104.W of IRMA defines “commodity 
contract” by reference to the Commodity Exchange 
Act,42 and the other specified transaction types 
by reference to their meanings in the FDIA “as 
amended from time to time.”43

The incorporation of the FDIA definitions “as 
amended from time to time” into IRMA means that, 
in those states that have adopted the relevant sections 
of IRMA as part of their insurance insolvency 
statute, the definition of QFC can evolve over 
time without the necessity of formal amendment. 
The incorporation by reference also means that a 
court required to determine whether a particular 
agreement qualifies as a QFC will have the benefit of 
the legislative history and legal precedent related to 
the FDIA definitions. The move from the static and 
bespoke QFC definitions in IRLMA to the IRMA 
definitions based on ever-current federal statutes 

reduces legal uncertainty, thereby benefiting insurers 
and their derivatives counterparties.

Finally, it should be noted that each of the 
FDIA definitions referenced in IRMA Section 
104.W includes, in addition to a description of 
the transaction type, a master agreement covering 
any such transaction as well as any related credit 
enhancement, guarantee, or reimbursement 
obligation. As discussed above with respect to the 
definition of “netting agreement,” however, this is 
most likely a distinction without a difference.

Contractual Right. IRMA’s definition of 
“contractual right” is part of the Section 711 safe 
harbor provision. The IRMA definition, based 
on the definition in BAPCPA,44 expands in two 
important ways those “contractual rights” that 
a counterparty to an insolvent insurer may seek 
to enforce. First, it expressly includes the rules 
and bylaws of a derivatives clearing organization 
(a “DCO”) or swap execution facility (which, 
mirroring the BAPCPA amendments, is referred 
to as a “derivatives transaction execution facility” 
registered with the CFTC). Second, it includes 
rights arising out of “normal business practice,” 
thereby greatly expanding the universe of potential 
contractual rights to the benefit of the insurer’s 
counterparty.45

Again, while the IRLMA definition of 
“contractual right”46 does not reflect the expanded 
definition from BAPCPA, it would seem that the 
IRLMA definition is sufficiently broad to include 
the types of agreements that an insolvent insurer’s 
derivatives counterparty would seek to terminate. 
While the IRLMA definition does not specify the 
rules and bylaws of a DCO, it does include the rules 
and bylaws of a “contract market or its clearing 
organization”; and while it does not specify rights 
arising from “normal business practice,” it does 
include rights under “law merchant,” a more arcane 
term of similar meaning.47

In addition, although there currently is no 
industry standard form of clearing agreement, the 
agreements used by the various futures commission 
merchants (“FCMs”) generally include a provision 
permitting the FCM to close out and net existing 
positions upon the occurrence of a customer 
default. In addition, most clearing agreements for 
OTC derivatives include some version of the Client 
Cleared OTC Derivatives Addendum (published 
jointly by ISDA and the Futures and Options 
Association, the “Clearing Addendum”), which 
includes provisions addressing the close out and 
netting of derivatives contracts that are entered into 
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bilaterally but are subject to mandatory clearing or 
are intended to be cleared.

Clawback Provisions and Safe Harbor 
Provisions.

Clawback Provisions. Another key feature of 
most insolvency regimes (including the Bankruptcy 
Code, IRMA, and IRLMA) is the ability of the 
trustee or receiver, as the case may be, to avoid (or 
“claw back”) certain pre-petition transfers (called 
preferences or preferential transfers) of the debtor’s 
property made within a specified period prior to the 
commencement of the proceedings.48 The theory 
behind this avoidance power is that a transfer made 
to one creditor during or shortly before the debtor-
transferor’s insolvency unfairly reduces the value of 
the debtor’s property available to meet the claims 
of other creditors. Generally, both the Bankruptcy 
Code49 and the Model Acts50 permit the trustee or 
receiver, as applicable, to claw back payments made 
to a creditor either while the debtor was insolvent 
or within a short period prior to the commencement 
of the proceedings. Except for Oklahoma and 
Massachusetts, the insurance insolvency statutes 
of every state include a provision permitting the 
receiver to avoid these types of preferential transfers.

While the preference provisions in both IRMA 
and IRLMA are very similar to the Bankruptcy Code 
provision, there are certain noteworthy differences. 
One difference concerns the relationship between 
the debtor and the creditor transferee that will 
extend the voidable preference “look-back” 
period. For a Bankruptcy Code debtor, the status 
of the transferee as an “insider” extends the look-
back period from ninety days to one year.51 An 
“insider” under the Bankruptcy Code includes, in 
the case of a corporation, an officer, director or 
person in control of the debtor, an affiliate of the 
debtor, or an insider of an affiliate of the debtor.52 
The Bankruptcy Code definition of “affiliate” 
focuses on a 20% control test53 but leaves room for 
other relationships that should be accorded similar 
treatment.54

Section 32.A of IRLMA extends the voidable 
preference look-back period from four months to 
one year in the case of (i) an officer of the insurer, 
(ii) an employee, attorney or other person with a 
level of control over the insurer comparable to that 
of an officer, (iii) a direct or indirect shareholder of 
more than five percent of any class of equity issued 
by the insurer (a “five percent shareholder”), or (iv) 
any other person or entity that did not deal with 
the insurer at arm’s length.55 The IRLMA definition 

of “control” means the power to direct a person’s 
management and policies and is presumed to exist 
through the ownership of 10% or more of a person’s 
voting securities.56 In comparison to the Bankruptcy 
Code’s 20% test in the definition of “affiliate,” and 
IRLMA’s 10% test in its definition of “control,” 
the five percent shareholder test would seem to be 
overly broad.

While the “arm’s length” factor in IRLMA Section 
32.A appears to broaden the types of transferees 
that would subject a transfer to the longer look-back 
period, it actually is consistent with the Bankruptcy 
Code definition of “insider.” Relevant case law 
distinguishes between a “statutory” insider, which 
requires actual control of the debtor, and a “non-
statutory” insider, which focuses on the person’s 
ability to coerce the debtor into a non-arm’s length 
transaction.57

The drafters of IRMA changed the extended look-
back period from one year to two years and modified 
the transferee’s triggering status. Like Bankruptcy 
Code Section 547(b), Section 604 of IRMA extends 
the look-back period if the transferee is a director, as 
well as an officer, of the insurer, or exercises similar 
control, or is an affiliate of the insurer. (The IRLMA 
provision does not reference directors.) The IRMA 
provision replaces the five percent shareholder test 
in IRLMA with an affiliate test, which, consistent 
with the Bankruptcy Code provision, focuses on 
the issue of control. IRMA defines “affiliate” with 
reference to the term’s definition in the NAIC Model 
Insurance Holding Company System Regulatory 
Act (the “Model Holding Company Act”). The 
definitions of “affiliate” and “control” in Sections 
1.A and 1.C, respectively, of the Model Holding 
Company Act track the IRLMA definitions.

Based on the differences between the IRLMA and 
IRMA provisions in this regard, there would seem 
to be certain pre-petition transfers (that do not 
constitute fraudulent transfers) which, absent safe 
harbor relief,58 would be voidable under one Model 
Act but not voidable under the other. For example, 
in an insurer insolvency proceeding in a state that 
adopted the IRLMA voidable preference provision, 
a transfer made by the debtor to any creditor 
whatsoever would not be subject to avoidance if 
the transfer was made more than one year before 
the commencement of the proceeding. In an IRMA 
state, by contrast, a transfer made up to two years 
before the commencement of the proceeding could 
be avoided based upon the relationship between 
the transferee and the insolvent insurer. Under 
IRLMA, a receiver could not avoid a transfer 
made to a director of the insurer more than four 
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months prior to the proceeding unless the director 
was also a five percent shareholder or exercised 
control similar to that of an officer. If, instead, the 
proceeding were being held in an IRMA state, the 
transfer to the director could be avoided regardless 
of the ownership level or degree of control 
exercised. In a proceeding being held in an IRMA 
state, the receiver could not avoid a transfer made 
to a five percent shareholder creditor unless it 
could be proved that the creditor exercised control 
over the insurer.

The IRMA and IRLMA provisions also differ 
from the Bankruptcy Code provision in that 
Section 547(b)(3) of the Bankruptcy Code59 
provides that a preference is voidable only if the 
debtor was insolvent at the time of the transfer, 
while the Model Act provisions permit a transfer 
to be avoided if made within four months prior to 
the commencement of the insolvency proceeding 
or at a time when the insurer was insolvent.60 The 
Bankruptcy Code, however, includes a presumption 

that the debtor was insolvent during the 90-day 
period preceding the filing of the petition,61 so that 
this difference has little practical effect except for 
the 90-day versus four-month (or 120-day in the 
case of IRMA) time period.

Safe Harbor Provisions. Consistent with the safe 
harbor provisions related to the automatic stay, the 
Bankruptcy Code and the Model Acts also include 
safe harbor provisions preventing the trustee or 
receiver from avoiding transfers otherwise subject 
to clawback unless they were made with actual 
intent to hinder, delay or defraud the insurer, the 
receiver or other creditors. Section 546 of the 
Bankruptcy Code protects certain margin payments 
and payments made in connection with a swap 
agreement or master netting agreement.62 In the case 
of the Model Acts, the restriction on the receiver’s 
avoidance power is included in the basic safe harbor 
provision (Section 711.E in the case of IRMA and 
Section 46.E in the case of IRLMA).

4. DODD-FRANK.

Netting, Execution and Clearing.
The implementation of Dodd-Frank will make 

it more expensive and potentially even more 
difficult for insurers located in jurisdictions that 
have not adopted the safe harbor provisions of the 

Model Acts (“non-safe harbor jurisdictions”) to 
enter into derivatives transactions. For example, 
under the CFTC’s business conduct standards for 
swap dealers and major swap participants, such 
entities’ risk management procedures must include 
the determination that its netting arrangements 
have a “sound legal basis.”64 A swap dealer that 
enters into bilateral swaps under its ISDA Master 
Agreement with an insurer located in a non-safe 
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harbor jurisdiction may reasonably conclude 
that it can no longer continue trading with this 
counterparty without jeopardizing its Dodd-
Frank compliance because the Master Agreement 
close-out netting provisions probably would not 
be enforceable in such circumstances. Dodd-
Frank and its implementing rules and regulations 
distinguish between “financial entities,” which 
include insurance companies,65 and “non-financial 
entities.” While a “non-financial entity” may enter 
into bilateral OTC swap transactions in order to 
hedge its commercial risk, OTC trades entered 
into by “financial entities” must be submitted for 
clearing to a derivatives clearing organization, or 
clearinghouse (assuming the transaction is of a type 

the CFTC has mandated for clearing), and must be 
executed on a designated contract market or swap 
execution facility (assuming the product has been 
designated as available for trading).66

At this time, various types of interest rate swaps 
and credit swaps are subject to mandatory clearing, 
and trading in certain of these products are limited 
to designated contract markets and swap execution 
facilities. These Dodd-Frank requirements are 
critical to insurers because most of the derivatives 
transactions entered into by insurers are interest 
rate swaps.67

Unlike a bilateral swap transaction, in which 
each party is exposed to its counterparty’s credit 
risk throughout the life of the trade, in the clearing 
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model both swap counterparties “give up” their 
side of the trade to an FCM (unless one of the 
parties is itself an FCM) that is a member of the 
clearinghouse. The FCM stands between the 
customer and the clearinghouse and, essentially, 
guarantees the customer’s performance to the 
clearinghouse.

FCMs enter into clearing agreements with their 
customers that set forth the rights of the FCM in 
the event the customer defaults. Although there 
is no current industry standard form of clearing 
agreement, the clearing agreements used by all 
major FCMs include the customer’s insolvency 
as an event of default. FCMs need the right to 
act broadly and quickly if their customers are 
no longer able to meet their swap obligations. 
Obviously, the unenforceability of remedies in the 
face of a customer default poses a major issue for 
FCMs with insurer customers located in non-safe 
harbor jurisdictions.

The Parties’ Contractual Rights.
Cleared Trades. Beginning on June 10, 2013, 

insurance companies that enter into derivatives 
transactions that are subject to mandatory clearing 
became subject to the clearing requirement.68 This 
means, for example, that an interest rate swap 
entered into by a life insurer in order to hedge its 
interest rate risk related to its annuity products 
must be submitted for clearing to a DCO and will 
thereafter be governed by the insurer’s clearing 
agreement with its FCM (together with some version 
of the Clearing Addendum or similar provisions), 
and the rules and bylaws of the DCO.

The Clearing Addendum includes broad FCM 
remedies relating to the liquidation of customer 
positions and the entering into of hedging and risk-
reducing positions after a customer default (which 
would include the customer’s insolvency). Section 
7(a) of the Clearing Addendum sets forth the manner 
in which the FCM can liquidate customer positions. 
The FCM may sell or assign one or more customer 
positions (called “Sale/Novation Transactions”) 
and/or enter into transactions in the customer’s 
account that offset the customer’s positions (called 
“Offsetting Transactions”). The FCM also may 
enter into transactions in the customer’s account 
that hedge or reduce the risk of the customer’s 
positions (called “Risk-reducing Transactions”). 
Section 7 of the Clearing Addendum also gives the 
FCM or one of its affiliates the right to enter into 
transactions for its own account (since the FCM 
guarantees the customer’s financial obligations to 

the clearinghouse) that hedge or reduce the risk 
of the defaulting customer’s transactions (called 
“Mitigation Transactions”).

After the FCM exercises all available remedies, 
Section 7(b) of the Clearing Addendum gives 
the FCM the right to calculate the termination 
amount that is owed either to or from the customer, 
depending upon the market value of the liquidated 
and remaining trades. Section 7(c) permits the FCM 
to liquidate customer collateral as well as balances 
in the customer’s account and to apply the value of 
such collateral and customer balances against any 
termination amount due to the FCM.

There have not been any insurer insolvencies since 
the mandatory clearing date for Category 2 entities. 
Nevertheless, it would seem that, in states that 
have not adopted either IRLMA Section 46, IRMA 
Section 711, or a provision of similar import, the 
FCM would be limited in exercising its contractual 
rights. Where the relevant insolvency law provides 
for an automatic stay of all actions against the 
debtor or its property, or for broad injunctive relief 
to the same effect, but has not adopted a safe harbor 
for “qualified financial contracts,” it is doubtful 
that the FCM would have the right to enter into 
either Sale/Novation Transactions, Offsetting 
Transactions, or Risk-reducing Transactions (all 
in the customer’s account), or to set off customer 
collateral or customer balances against amounts due 
to the FCM. The FCM should be permitted to enter 
into Mitigation Transactions that could reduce its 
exposure pending the FCM obtaining relief from the 
automatic, or receiver-imposed, stay, as applicable.

Non-cleared Trades. Even under Dodd-Frank, 
not every derivatives transaction with an insurer 
will be subject to mandatory clearing. At this time, 
the CFTC has mandated only certain interest rate 
and credit swaps for clearing, and certain products 
may never have sufficient liquidity to enable 
them to be cleared. If an insurer becomes subject 
to an insolvency proceeding, each of its non-
defaulting counterparties to non-cleared derivatives 
transactions will rely on its rights under Sections 5 
and 6 of the parties’ ISDA Master Agreement. Under 
Section 5(a)(vii) of the ISDA Master Agreement, 
the commencement of an insolvency proceeding 
constitutes an Event of Default permitting (unless 
the parties have agreed that Automatic Early 
Termination (“AET”) will apply to the defaulting 
party)69 the non-defaulting party to terminate all 
existing trades and to calculate a net termination 
amount (which may be due to either party).

If the parties to an ISDA Master Agreement agree 
that AET will apply, then, if one party becomes 
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insolvent, all outstanding transactions between the 
parties will be deemed to have terminated upon the 
occurrence of the insolvency event or, if the event 
is the commencement of an insolvency proceeding, 
immediately prior to the commencement of such 
proceeding.

The market practice is for AET to apply only 
to a party that is located in a jurisdiction whose 
insolvency regime might not enforce the other 
party’s contractual termination and netting rights 
against a debtor. Where the relevant insolvency law 
prohibits the unilateral termination of an executory 
contract by the non-debtor but permits its automatic 
termination, it would seem that the parties’ choice 
of AET would be enforceable. Where, however, the 
relevant insolvency law provides for an automatic 
stay of all actions against the debtor or its property, 
or for broad injunctive relief to the same effect, it is 
doubtful that the AET provision would be enforced. 
This would seem to be especially so in the case of 
insurer insolvency laws that evidence a strong public 
policy in favor of protecting policyholders. Thus, 
where a state’s insurer insolvency law provides for 
an automatic stay or broad injunctive relief but has 
not adopted a safe harbor for “qualified financial 
contracts” (in the form of IRLMA Section 46, 
IRMA Section 711, or otherwise), it is doubtful that 
the AET provision would be enforceable.

The same analysis would seem to apply to a 
debtor’s counterparty that seeks to exercise its 
rights under Paragraph 8(a) of the ISDA Credit 
Support Annex to set off against or liquidate posted 
collateral. The automatic stay provisions of both 
IRLMA and IRMA extend to the liquidation of the 
insurer’s collateral. This is explicit in Section 108 of 
IRMA (“any act to …enforce any lien”) and would 
seem to fall within the more general prohibitions in 
Section 5 of IRLMA against wasting, or otherwise 
taking any action which might lessen the value of, 
the insurer’s assets.

5. PRE-INSOLVENCY  
TERMINATION EVENTS.

In an insurer receivership in a non-safe harbor 
jurisdiction, the insurer’s derivatives counterparty 
(in the case of an uncleared trade) or FCM (in the 
case of a cleared trade) will probably be prevented, 
either by an automatic stay or by an injunction 
prohibiting the waste of the insurer’s assets, from 
lawfully exercising its contractual termination 
rights, and may be subject to a clawback of 
transfers made shortly before the commencement of 
the proceeding. As noted earlier, in 2012 insurers 

domiciled in 45 states entered into derivatives 
transactions, while at that time only 20 states had 
adopted the Model Act safe harbor provisions for 
derivatives market participants (Kansas did not 
adopt Section 711 of IRMA until 2013.) This means 
that the derivatives counterparties of, and FCMs 
for, insurers domiciled in many states may be stayed 
from exercising their contractual rights in the event 
their insurer counterparty (or customer, as the case 
may be) becomes insolvent.

Where an insurer is a subsidiary within a group 
holding company structure, one seemingly easy 
fix would be for the holding company—which can 
be a Bankruptcy Code debtor—to enter into the 
derivatives trade instead of the insurer itself. Holding 
companies, however, may not themselves be rated, 
or may be rated lower than their subsidiary insurers, 
making them less attractive counterparties from 
a pure credit standpoint. This also may not be an 
acceptable solution for the holding company, because 
it then would be taking on the risks of the insurer’s 
derivatives counterparty, or FCM, when it enters into 
the back-to-back transaction with the insurer.

It is possible, however, to negotiate provisions 
in the ISDA Master Agreement or FCM customer 
agreement, as applicable, that would enable the 
insurer’s counterparty, or FCM, to terminate its 
relationship with the insurer or obtain other relief 
if certain pre-insolvency events occur. As discussed 
below, these termination events may be based 
on various financial indicators as well as pre-
receivership regulatory action.

Using Financial Indicators as  
Trigger Events.

Certain financial indicators are generally accepted 
as evidencing that an insurer is in serious enough 
financial distress to justify a termination right on the 
part of the insurer’s counterparty. Other indicators 
reveal a substantial deterioration in the insurer’s 
creditworthiness, but they do not necessarily mean 
that the insurer will be unable to perform. The parties 
could agree that, in the case of these types of trigger 
events, the insurer should be able to post additional 
collateral in lieu of termination.70 Still other 
financial indicators may not evidence a precipitous 
decline in creditworthiness, but may nevertheless 
indicate that the insurer may be unable to continue 
to meet its obligations to the counterparty. The 
parties could agree that, in such cases, the insurer 
would be required to provide adequate assurance of 
its ability to perform its obligations. If the insurer 
did not provide collateral or adequate assurance 
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of its ability to perform, as the case may be, then 
the insurer’s counterparty would be permitted to 
exercise its termination rights.

Ratings-Based Triggers.
A.M. Best Company (“Best”) annually rates 

the claims paying ability of most U.S. insurers 
and many non-U.S. insurers that do business in 
the United States. Because this rating (a “Best 
Rating”) is viewed as a reliable indicator of an 
insurer’s creditworthiness, it may be appropriate for 
the parties to include in their documentation that 
a downgrade or suspension of the rating would 
trigger a termination right or a right to demand 
additional collateral or other adequate assurance of 
the insurer’s ability to perform its obligations.

There are also other ratings companies that operate 
in the insurance space. For example, Demotech, Inc. 
(“Demotech”) assigns “Financial Stability Ratings” 
to primarily P&C insurers.71 Demotech’s ratings 
represent the firm’s assessment of the likelihood 
that the rated insurance company will have positive 
surplus eighteen months from the initial date of 
rating assignment and summarizes Demotech’s 
“opinion as to the relative ability of an insurer to 
survive a downturn in general economic conditions 
as well as a downturn in the underwriting cycle,” 
based on the information contained in, among other 
sources, the NAIC annual and quarterly filings of 
the insurer and its affiliates, actuarial opinions, 
and financial examinations conducted by state 
departments of insurance.72

Additionally, many insurance companies and 
consolidated groups are rated by Standard & Poor’s 
Rating Group (a division of McGraw-Hill, Inc.) 
or Moody’s Investors Service, Inc. Counterparties 
of insurance companies may wish to apply their 
standard credit framework in combination with 
another rating trigger.

Risk-Based Capital.
An insurer’s capital adequacy, as determined 

by the NAIC’s risk-based capital (“RBC”) 
guidance,73 is another valuable indicator of an 
insurer’s creditworthiness. An insurer’s RBC ratio 
is calculated by dividing an insurer’s total adjusted 
capital (its statutory capital and surplus, subject to 
adjustment by its domiciliary regulator) (“Adjusted 
Capital”) by an amount determined in accordance 
with a formula published by the NAIC. Because 
the RBC ratio can be measured based on publicly 
available information, it may be a more useful 

indicator of an insurer’s financial distress than are 
third-party ratings.

The RBC ratio is compared to four established 
thresholds for regulatory action: Company 
Action Level RBC, Regulatory Action Level RBC, 
Authorized Control Level RBC, and Mandatory 
Control Level RBC.74

If an insurer’s Adjusted Capital falls below its 
Company Action Level RBC, it is required to 
submit an explanation and plan for remediation to 
its domiciliary regulator.75 If an insurer’s Adjusted 
Capital falls below its Regulatory Action Level RBC 
(or if the submissions resulting from a Company 
Action Level RBC breach are deemed unsatisfactory 
by the domiciliary regulator), then the domiciliary 
regulator can order corrective measures (e.g., a 
prohibition on writing new business).76 An insurer’s 
Adjusted Capital that is less than the Authorized 
Control Level RBC is grounds for the insurer to be 
placed under regulatory control (including, but not 
limited to, rehabilitation and/or liquidation by the 
regulator).77 As its name suggests, an insurer’s breach 
of the Mandatory Control Level RBC requires the 
domiciliary regulator to take control of the insurer.78

In cases where an insurer’s Adjusted Capital is less 
than 200% of its Authorized Control Level RBC, 
the insurer will usually be subject to some form of 
regulatory attention. The RBC Reports state that 
97.4% of reporting U.S. P&C insurers (2,532 of 
2,601) and 98.2% of reporting U.S. life insurers 
(749 of 763) had Adjusted Capital exceeding 200% 
of their respective Authorized Control Level RBC 
for the 2012 calendar year.79

Because a decline in Adjusted Capital may signal 
a serious decline in the insurer’s creditworthiness, 
and based on the above statistics, the parties might 
want to agree that a decline in Adjusted Capital 
to a level below 200% of the insurer’s Authorized 
Control Level RBC would allow the counterparty 
to exercise its termination rights. The parties also 
might want to consider whether a decline below 
250% of the insurer’s Authorized Control Level 
RBC should allow the counterparty to demand 
additional collateral or other adequate assurances.

It is important to point out, however, that a 
termination trigger based solely on RBC ratios 
may be insufficient or overly broad. Some insurers 
may meet the RBC ratio test and yet may be in 
severe financial distress.80 Other insurers may fail 
to satisfy the minimum RBC levels but may not 
be close to insolvency.81 For this reason, it may 
be more appropriate for an RBC-level event to 
trigger a right to demand that the insurer provide 
adequate assurance of its ability to perform its 
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obligations rather than a right to demand additional 
collateral or to terminate all existing transactions. 
Such adequate assurance might involve the insurer’s 
delivery to its derivatives counterparty of the 
documents submitted to its domiciliary regulator, or 
other heightened surveillance measures.

Loss Reserves to Surplus Ratio.
Another indicator of an insurer’s financial health 

that can be measured using publicly available 
information is the ratio (the “Loss Reserves to 
Surplus Ratio”) of the insurer’s loss reserves and 
loss adjustment expense (“Loss Reserves”) to 
its policyholders’ surplus. Loss Reserves are the 
liability recorded by an insurance company on its 
financial statements to provide for the payment of 
its losses and related expenses. An insurance actuary 
examines Loss Reserves to determine their adequacy. 
Policyholders’ surplus is the excess of an insurer’s 
assets over its liabilities; it is the equivalent of the 
shareholders’ equity of a traditional corporation. 
In the event an insurance company’s Loss Reserves 
are determined to be inadequate to pay its losses 
and related expenses, an appropriate amount of 
policyholders’ surplus is reallocated to increase Loss 
Reserves.

P&C insurers are more susceptible to sudden 
swings in the Loss Reserves to Surplus Ratio than 
are life insurers due to the nature of the business 
P&C insurers write. A P&C insurer’s exposure 
to the occurrence of a sudden event (such as 
Hurricane Sandy, the explosion on the Deepwater 
Horizon drilling rig or the sinking of the Costa 
Concordia cruise ship) will be promptly reflected 
in its reserves, representing this new, previously 
unanticipated expense. On the other hand, the 
drivers of change to a life insurer’s reserves are, 
except in the event of a pandemic, generally 
systemic and financial in nature (for example, 
movements in interest rates). The Loss Reserves 
to Surplus Ratio may therefore be of limited use 
as a standalone trigger for a life insurer.

IRIS.
The NAIC developed the Insurance Regulatory 

Information System (“IRIS”) in the early 1970s 
to provide a uniform method for state regulators 
to quickly assess insurers’ financial condition and 
to identify those companies warranting further 
scrutiny. IRIS may also be a useful tool for derivatives 
market participants to gauge the creditworthiness 

of insurance companies with which they enter into 
derivatives transactions.

IRIS consists of 12 (for life and health insurers) 
or 13 (for property and casualty insurers) financial 
ratios calculated from the information contained in 
the insurers’ annual filings. The NAIC has determined 
“usual” ranges for each of these ratios, which are 
available for purchase from the NAIC, based on 
studies of financially troubled and insolvent insurers; 
results outside of these ranges are not necessarily 
adverse but warrant further examination.82 IRIS 
ratios are typically bunched into four analytical 
groups: overall ratios (sometimes referred to as 
leverage ratios), profitability ratios, liquidity ratios, 
and reserve ratios. Insurers that are subject to the 
reporting requirements of the Securities Exchange 
Act of 1934 will usually include disclosure as to 
IRIS ratios falling outside of the usual ranges, and 
actuaries’ evaluations of insurer loss reserves must 
address unusual IRIS results as well.

The IRIS system is not without its shortcomings. 
Some have noted that the IRIS ratios by themselves 
are not necessarily predictive of financial distress.83 
Additionally, the IRIS ratios do not provide any 
information about the adequacy or strength of 
an insurer’s reserves, merely their consistency. 
Nevertheless, IRIS ratios provide another 
perspective on the financial health of an insurer and 
may be useful when considered in connection with 
other metrics.

Regulatory Action Falling Short  
of Receivership.

An insurance regulator that believes an insurer 
in its jurisdiction may be in financial distress may 
take various types of corrective action short of 
receivership. The regulator may require the insurer: 
to file financial statements on a monthly, rather 
than quarterly, basis; to participate in a hearing or 
conference to discuss the insurer’s financial situation; 
to implement a corrective plan; or to restrict its 
activities, including pursuant to a formal cease and 
desist or suspension order. If an insurer does not meet 
its minimum capital requirements, the regulator can 
send the insurer a notice of impairment requiring the 
insurer to correct the deficiency within a specified 
time period; in more serious circumstances, the 
state insurance department or a court may require 
a formal supervision of the insurer.84

The parties may wish to specify in the relevant 
documentation that certain types of regulatory 
action trigger a requirement for the insurer to 
provide adequate assurance of its ability to perform 
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its obligations, and that the insurer’s failure to do so 
will allow its counterparty to exercise its termination 
rights. Other, more serious, regulatory action may 
justify the right to demand additional collateral 
from the insurer or to terminate the relationship.

6. CONCLUSION.
Derivatives safe harbor provisions evidence 

the public policy of ensuring predictability and 
smooth operation of the financial markets. The 
way this policy plays out when a derivatives 
market participant becomes insolvent is to favor its 
counterparty over its other creditors. In the insurance 
context, such other creditors include policyholders, 
which historically have also been favored over other 
creditors (in much the same way that bank depositors 
are favored). Each state’s view on whether derivatives 
market participants should be accorded enhanced 
rights over an insurer’s other creditors, including its 
policyholders, is revealed by whether the state has 
adopted the safe harbor provisions of the Model Acts.

Until 2004, Connecticut was the only state 
that offered safe harbor protection to derivatives 
counterparties of insolvent insurers. Since then, 
20 additional state legislatures have passed similar 
legislation, in recognition of the fact that insurance 
companies need to enter into derivatives transactions 
in order to hedge their risks and that safe harbor 
protection affords them better commercial terms 
than they otherwise would be able to obtain.

Over the past few years, however, the 
appropriateness of safe harbor provisions in general 
has been called into question. In 2011, the American 
Bankruptcy Institute formed a commission to study 
Chapter 11 of the Bankruptcy Code for the purpose 
of proposing necessary reforms. The commission 
includes a number of advisory committees, one 
of which is the Financial Contracts, Derivatives 
and Safe Harbors Committee (the “Committee”). 
The Committee is studying the extent to which 
the safe harbor provisions need to be narrowed, 
such as whether close-out rights should be stayed 
temporarily to allow the debtor to assume or reject 
the contract,85 and whether the protection from the 

avoidance of preferential transfers conflicts with 
the public policy favoring maximizing recoveries 
and distributions and the equitable treatment of 
creditors.86 Regardless of the Committee’s findings 
and recommendations, the unresolved question 
seems to be the extent to which derivatives market 
participants that enter into transactions with insurers 
that become insolvent should be afforded the same 
rights and protections as are afforded parties that 
transact with other types of entities.

In December 2013, the Federal Insurance Office 
released its report (the “FIO Report”) on the 
modernization of the insurance regulatory system 
in the United States mandated by Title V of Dodd-
Frank. The FIO Report, examining “whether states 
can take measures to regulate [insurance] effectively 
and with uniformity,”87 concludes that “one 
important area in which there are state-by-state 
differences is the treatment of derivatives and other 
qualified financial contracts …in receivership” and 
recommends that state insurance regulators “adopt 
a uniform approach to address the closing out and 
netting of qualified contracts with counterparties.”88

Also in December 2013, on the heels of the FIO 
Report’s release, the NAIC held its Fall Meeting. 
Several committees took notice of the FIO Report’s 
tone and stressed the importance of further 
harmonizing state laws under the various NAIC 
model acts and regulations. It therefore seems 
likely that the future will bring more uniformity 
of treatment of derivatives in insurer insolvencies. 
It is less clear whether it will be the state insurance 
regulators or the federal government which will 
be the catalyst for such standardization, and on 
what timetable such changes will take place. It 
also remains to be seen what the new paradigm 
will be and whether it will resemble more closely 
the Bankruptcy Code or the FDIA or, instead, 
balance the interests of policyholders, the financial 
markets and the state guaranty funds in a different 
manner entirely. Until then, firms that face insurers 
as derivatives counterparties or act as their FCMs 
should bear in mind the substantive differences in 
regulators’ treatment of derivatives in insurance 
company insolvencies.
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END NOTES
1.  Sherri Venokur, William D. Latza & Fred 

Garsson, The Impact of State Insolvency Laws 
on Termination and Set-off Rights in Derivatives 
Transactions with U.S. Insurance Companies, 23 
Fut. & Deriv. L. Rep. No. 4, 1 (June 2003). Title 
II of Dodd-Frank, entitled “Orderly Liquidation 
Authority” (“OLA”), governs the liquidation 
or rehabilitation of systemically important 
financial entities (which may include insurance 
companies). OLA provides an exception to 
exclusive state-law jurisdiction over insurer 
insolvencies in the limited case of an insurer 
that has been designated as systemically 
important to the U.S. financial system and as to 
which the state regulator has not commenced 
proceedings on a timely basis. 12 U.S.C. 
§ 5383(e)(3). The OLA regime is outside the 
scope of this article.

2. The full text of IRMA is available at http://www.
naic.org/store/free/MDL-555.pdf.

3. Arizona, Connecticut, Delaware, Illinois, Indiana, 
Iowa, Kansas, Maine, Maryland, Massachusetts, 
Michigan, Minnesota, Missouri, Nebraska, 
New Jersey, New York, Ohio, Tennessee, Texas, 
Utah and Virginia. The International Swaps 
and Derivatives Association, Inc. (“ISDA”) has 
obtained legal opinions as to the enforceability 
of the termination and close-out netting 
provisions in the ISDA Master Agreements with 
respect to Connecticut, Illinois, Massachusetts, 
Minnesota and New York. As a result, banks 
that enter into derivatives transactions with 

insurers domiciled in these five states may net 
exposures for margining and regulatory capital 
purposes. See Capital Adequacy Guidelines for 
Banks: Internal-Ratings-Based and Advanced 
Measurement Approaches, 12 C.F.R. pt. 325 
app. D, §§ 2, 31-32. According to these FDIC 
regulations, uncleared derivatives exposures 
can be calculated on a net basis only if the 
transactions are subject to a “qualifying master 
netting agreement,” which, as defined, must 
permit the bank “to accelerate, terminate, and 
close-out on a net basis all transactions under 
the agreement and to liquidate or set off 
collateral promptly upon an event of default, 
including upon an event of bankruptcy, 
insolvency, or similar proceeding, of the 
counterparty, provided that, in any such case, 
any exercise of rights under the agreement 
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U.S.C. § 561(a), stating that, subject to certain 
exceptions, the exercise of a contractual 



March 2014 Q Volume 34 Q Issue 3 Futures & Derivatives Law Report 

18 © 2014 THOMSON REUTERS
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7. Pub. L. No. 111-203, 124 Stat. 1376 (2010).
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11. Id. at table 4. This reflects the need for life 

insurers to hedge their long term interest rate 
exposure related to the life insurance policies 
and annuities they issue.

12. NAIC 2012 Report.
13. Telephone interview with Richard Miller, Esq., 

Prudential Insurance Company of America 
(Jan. 23, 2014). Miller is the Editor-in-Chief of 
Futures & Derivatives Law Report.

14. 11 U.S.C. §§ 1101-1174.
15. 11 U.S.C. § 109(b)(2), (b)(3)(A) (ineligibility for 

a Chapter 7 proceeding), (d) (ineligibility for a 
Chapter 11 proceeding).

16. 15 U.S.C. §§ 1011-1015; see also supra n. 1.
17. 11 U.S.C. § 109(b)(2), (b)(3)(B).
18. Under the Model Acts, policyholders are 

entitled to be paid ahead of other claimants, 
second only to administrative expenses, 
including expenses of the guaranty association. 
See IRLMA § 47; IRMA § 801.
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rights (contract provisions providing for such 
termination or modification are often referred 
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in Section 5 would appear to be broad enough 
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counterparty from exercising its contractual 
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not include an automatic stay provision and 
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23. See text accompanying infra nn. 38-47.
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facto provisions. The automatic stay provided 
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“Notwithstanding any other provision of this 
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27. Dodd-Frank § 210(b)(10)(B) (codified at 12 
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www.fdic.gov/news/news/press/2013/pr13099a.
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See ISDA, User’s Guide to the ISDA 2002 Master 
Agreement, § II.G.5, 24-25 (2003).
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the other party not being in default. 12 
U.S.C. § 1821(e)(8)(D)(iii). Section 11(e)(8)(G)
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enforceable against a defaulting insured 
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of the ISDA Master Agreement constitutes 
a “walkaway clause” and would not be 
enforceable against an insolvent insured 
depository institution. Section 2(a)(iii)(1) 
appears also to be inconsistent with the ipso 
facto clauses in the Bankruptcy Code. See, e.g., 
11 U.S.C. 365(e)(1) (preventing the termination 
or modification of an executory contract based 
on the debtor’s financial condition), 541(c) 
(preserving the debtor’s interest in property 
notwithstanding a contractual provision 
permitting a modification of such interest 
based on the debtor’s financial condition); 
Sherri Venokur & Peter Marchetti, Metavante 
vs. Section 2(a)(iii)(1) of the ISDA® Master 
Agreement: The Context Is Everything, 31 Fut. 
& Deriv. L. Rep. No. 4, 1 (Apr. 2011).

32. This is consistent with Section 11(e)(3)(B) and (C) 
of the FDIA. 11 U.S.C. § 11(e)(3)(B), (C). See also 
the definition of “Close-out Amount” in the 
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33. BAPCPA § 904(a)(2) (codified at 12 U.S.C. 
§ 1821(e)(11)).

34. “In exercising the rights of disaffirmance or 
repudiation of a receiver with respect to any 
netting agreement or qualified financial 
contract to which an insurer is a party, the 
receiver for the insurer shall either [d]isaffirm or 
repudiate all netting agreements and qualified 
financial contracts between a counterparty or 
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any affiliate …and the [insolvent insurer]; or 
[d]isaffirm or repudiate none of [them].” IRMA 
§ 711.F(1).

35. Although most derivatives market participants 
currently use the ISDA 2002 Master Agreement, 
the ISDA Master Agreement (Multicurrency-
Cross Border) published in 1992 is still in use. 
In this article, both standard forms are referred 
to as the “ISDA Master Agreement” because, 
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to disaffirm or repudiate a netting agreement 
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§ 46.C.
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38. See text accompanying infra nn. 48-62.
39. IRLMA defines a “netting agreement” as “a 

contract or agreement (including terms and 
conditions incorporated by reference therein), 
including a master agreement (which master 
agreement, together with all schedules, 
confirmations, definitions and addenda 
thereto and transactions under any thereof, 
shall be treated as one netting agreement), 
that documents one or more transactions 
between the parties to the agreement for 
or involving one or more qualified financial 
contracts and that provides for the netting 
or liquidation of qualified financial contracts 
or present or future payment obligations or 
payment entitlements thereunder (including 
liquidation or close-out values relating to such 
obligations or entitlements) among the parties 
to the netting agreement.” IRLMA § 3.O.

40. The IRMA definition reflects the definition 
of “master netting agreement” in Section 
101(38A) of the Bankruptcy Code.

41. IRMA § 104.W; IRLMA § 3.Q.
42. See IRMA § 104.W(1) (referencing 7 U.S.C. § 1 

et seq).
43. See IRMA § 104.W(2) (referencing the FDIA 

definitions of “forward contract,” “repurchase 
agreement,” “securities contract” and “swap 

agreement” at 12 U.S.C. § 1821(e)(8)(D)). The 
drafting note to IRMA Section 104.W states 
that the QFC definition “is intended to be 
consistent with definitions applicable under 
federal law in instances of insolvency of other 
types of financial institutions.”

44. See 11 U.S.C. § 561(c); supra n. 22.
45. IRMA § 711.G.
46. IRLMA defines “contractual right” to include 

“any right, whether or not evidenced in writing, 
arising under statutory or common law, a rule 
or bylaw of a national securities exchange, 
national securities clearing organization or 
securities clearing agency, a rule or bylaw, or a 
resolution of the governing body, of a contract 
market or its clearing organization, or under 
law merchant.” IRLMA § 46.G.

47. The term “law merchant” generally refers to 
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Dictionary.

48. The FDIA does not include a preference 
provision but does include a provision granting 
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transfers of the debtor’s property. 12 U.S.C. 
§ 1821(d)(17). Under the Bankruptcy Code 
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provisions are not affected by the safe harbor 
provisions, which specifically do not protect 
transfers made “with actual intent to hinder, 
delay or defraud” creditors. See 11 U.S.C. 
§ 546(e), (g), (j) (referencing Bankruptcy Code 
Section 548(a)(1)(A)); IRMA § 711.E; IRLMA 
§ 46.E. (It should be noted that Section 711.E of 
IRMA references Section 606.A (Receiver as Lien 
Creditor) rather than Section 605.A (Fraudulent 
Transfers and Obligations). This appears to be 
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have adopted Section 711 of IRMA agree with 
this interpretation.) OLA includes a preference 
provision that basically mirrors the language 
of Section 547(b) of the Bankruptcy Code. 12 
U.S.C. § 5390(a)(11)(B).

49. Section 547(b) of the Bankruptcy Code permits 
the trustee to avoid certain “preferential” 
transfers of the debtor’s property made while 
the debtor was insolvent and within 90 days (or 
one year where the transferee was an insider) of 
the filing of the petition. 11 U.S.C. § 547(b)(4).

50. Section 604.B of IRMA and Section 32.A(2) of 
IRLMA permit the receiver to avoid certain 
“preferential” transfers of the insolvent 
insurer’s property made either while the insurer 
was insolvent or within 120 days (4 months in 
the case of IRLMA) of the filing of the petition 
or at any time where the transferee was an 
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affiliate of the insurer, an officer or director of 
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51. 11 U.S.C. § 547(b)(4).
52. 11 U.S.C. § 101(31).
53. 11 U.S.C. § 101(2).
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58. See text accompanying infra n. 62.
59. 11 U.S.C. § 547(b)(3).
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62. See 11 U.S.C. § 546(e), (g), (j).
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723(a)(h)(7)(C) of Dodd-Frank (7 U.S.C. Sec. 2(h)
(7)(C)). The last prong of this definition speaks 
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references 12 U.S.C. Section 1843(k), which is 
Section 4(k)(4) of the Bank Holding Company 
Act. According to subsection (B) of Section 4(k)
(4), such activities include “[i]nsuring …against 
loss, harm, damage, illness, disability, or death, 
or providing and issuing annuities in any State 
…. “ See also infra n. 68.

66. 7 U.S.C. § 2(h)(8).
67. NAIC 2012 Report at 3. According to the NAIC 

2012 Report, interest rate swaps represented 
$730 billion out of $900 billion total notional 
amount of all swaps held by insurance 
companies as of year-end 2012. Id. at table 4.

68. Under the phased-in mandatory clearing 
schedule, Category 2 entities became subject 
to mandatory clearing on June 10, 2013, 180 
days following the publication in the Federal 
Register of the CFTC’s clearing mandate for 
certain interest rate and credit swaps. See 77 
Fed. Reg. 74284 (Dec. 13, 2012) (publication 
of initial clearing determination); see 
generally 17 C.F.R. § 50.25(b)(2) (180 day 
phase-in for Category 2 entities following 
publication of any clearing determination). 
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because they are “predominantly engaged in 
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….“ 17 C.F.R. § 50.25(a). On the date clearing 
became mandatory for Category 2 entities, 
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in nature.” Definition of “Predominately 
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Nature or Incidental Thereto”, 78 Fed. Reg. 
34712 (June 10, 2013).
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party but not to the other party.
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already left the barn: Standard & Poor’s long-
term counterparty credit rating on Lehman 
Brothers Holdings Inc. and many of its 
subsidiaries was “A” on Friday, September 12, 
2008, when they were placed on “CreditWatch 
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September 15, 2008, Lehman filed for 
bankruptcy protection. Standard & Poor’s, 
Research Update: Lehman Bros. Holdings 
Downgraded To ‘Selective Default’; Other 
Lehman Entities to ‘BB-’ or ‘R’ http://www.
standardandpoors.com/ratings/articles/en/
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voidable preference. See IRLMA § 32; IRMA 
§ 604.
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definitions.asp (accessed Jan. 9, 2014).
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74. See RBC Model Act §§ 3-6.
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www.insurance.ohio.gov/forms/documents/
INS7001.pdf (Mar. 26, 2013).

83. See, e.g., Doron Nissim, Analysis and Valuation 
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Harbors Committee (Jan. 25, 2013).
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90. Connecticut’s implementation of IRLMA 
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