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The attorney for a multi-national bank is negotiating

an International Swaps and Derivatives Association, Inc.

(“”) Master Agreement (the “Master

Agreement”) to cover derivatives transactions with a

.. Insurer. The bank’s attorney has represented the

bank in many derivatives transactions with federally

chartered banks, New York chartered banks, and United

States counterparties that were not financial institu-

tions. In those transactions, if the bank’s counterparty

became insolvent, the Bankruptcy Code, the ,

and/or the New York Banking Law provided the bank

with certain termination and set-off rights, notwith-

standing automatic stay provisions of, and/or injunc-

tions under, applicable law. The attorney assumes that if

the .. Insurer is placed into receivership, these

statutes will provide the bank with the same termina-

tion and set-off rights for its derivatives transactions

with the .. Insurer.1

The attorney is wrong. Although under certain cir-

cumstances, the Bankruptcy Code and the banking

laws permit a counterparty to terminate and set-off

certain pre-petition/pre-receivership/pre-possession

derivatives transactions entered into with a Bankruptcy

Code “debtor” or a failed bank, the same is not true for

a counterparty that has entered into derivatives transac-

tions with a .. Insurer.

Neither the Bankruptcy Code, nor the  , nor

the New York Banking law applies to derivatives trans-

actions with a .. Insurer that has been placed into

receivership. State insurance insolvency laws and regu-

lations, and relevant case law, which vary from state to

state, determine the termination rights of a counterpar-

ty to derivatives transactions with a .. Insurer that is

placed into receivership. With the exception of transac-

tions with Connecticut domiciled insurers (as discussed

below), such transactions generally are subject to the

automatic stay provisions of, and/or injunctions under,

applicable state insurance insolvency laws.
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Unilateral Post-Petition Termination

Under Section (a) of the Master Agreement, unless a

party elects Automatic Early Termination (“”),

discussed below, a non-defaulting party may terminate

all outstanding transactions unilaterally upon the

occurrence of an event of default with respect to the

defaulting party or its credit support provider

(“”). The commencement of insolvency pro-

ceedings with respect to a party or its  is an event

of default under Section (a)(vii) of the Master

Agreement. However, an attempt to terminate follow-

ing such an event of default would, under most state

insurance insolvency laws, be subject to an automatic

stay or an injunction, and thus would not be enforce-

able against a .. Insurer subject to those laws.

Automatic Post-Petition Termination
As an alternative, the parties can specify in the Master

Agreement Schedule (the “Schedule”) that all out-

standing transactions automatically terminate if insol-

vency proceedings are commenced against a party or

its  . The automatic stay provisions of many state

insurance insolvency laws probably would render

such a provision unenforceable against a .. Insurer

counterparty.

Automatic Pre-Petition Termination
It is standard practice for the parties to specify in the

Schedule, with respect to each party, whether 
will or will not apply. Section (a) of the Master

Agreement provides that if  does apply with

respect to a party that becomes insolvent, then all

transactions governed by the Agreement will be

deemed terminated “as of the time immediately preced-

ing the institution of the relevant proceeding or the

presentation of the relevant petition . . . .”

(Emphasis added). It is unclear whether the italicized

portion of this provision would be given effect if

challenged in state court, as it could be construed as

an attempt to circumvent the automatic stay provi-

sions of, or injunctions under, state insurance insol-

vency laws.

Pre-Insolvency Termination Events
The parties also may specify in the Schedule “prere-

ceivership” termination events with respect to ..
Insurer derivatives counterparties and .. Insurer

 s. Such termination events (see

“Recommendations and Guidelines,” below), enable

the non-defaulting party to terminate outstanding

trades when the creditworthiness of the .. Insurer

counterparty or the .. Insurer  has severely

declined. This alternative should be considered in

states in which the insurance insolvency laws might

render the first three alternatives unenforceable.

  

The Model Act

Automatic Stays Under Section 5

At least some provisions of the National Association

of Insurance Commissioners’ Insurers’ Rehabilitation

and Liquidation Model Act (the “Model Act”) have

been incorporated into most state insurance insolven-

cy laws.2 Section  of the Model Act provides that

an application or petition for: () a court’s seizure

order,3 () commencement of a formal delinquency

proceeding,4 () a rehabilitation order,5 or () a liqui-

dation order,6 operates as a matter of law as an auto-

matic stay, which survives the entry of an order of

conservation, rehabilitation or liquidation, is applica-

ble to all persons and entities, other than the receiver,

and which prohibits, among other things:



                         

a.The transaction of further business;

b.Waste of the insurer’s assets; and

c.Any other “threatened or contemplated action

that might lessen the value of the insurer’s assets

or prejudice the rights of policyholders, credi-

tors or shareholders, or the administration of

any proceeding” under the Model Act.

Even if the first two provisions did not prohibit

termination of outstanding derivatives trades, if the

derivatives counterparty is a .. Insurer, such ter-

mination would be stayed automatically under the

catch-all language of the third. The automatic stay

would prevent the non-defaulting party from collect-

ing on a financial guaranty or surety bond issued by a

.. Insurer  that has been placed into

receivership, except as a claimant against the  ’s

estate or any applicable guaranty fund.

The Safe Harbor of Section 46

The drafters of Section  of the Model Act under-

stood the need to permit derivatives counterparties

to terminate and set-off certain derivatives contracts

under certain circumstances. Without such a right,

some counterparties would be reluctant to deal with

.. Insurers, or, when dealing with .. Insurers,

would increase prices or demand additional collateral.

Any of these outcomes would place .. Insurers at

a competitive disadvantage in the derivatives markets.

To address this concern, Section  of the Model

Act provides a safe harbor that permits the exercise of

a contractual right to terminate, liquidate or close out

any netting agreement7 or qualified financial contract8

of an insurer due to:

.The insolvency, financial condition or default of

the insurer at any time, provided that the right

is enforceable under applicable law other than

this Act;9 or

.The commencement of a formal delinquency

proceeding under this Act.

Under Section , the non-defaulting party may

exercise its contractual right to terminate, liquidate or

close-out its derivatives transactions with its ..
Insurer counterparty even after the commencement

of formal delinquency proceedings and without

regard to the automatic stay. Because the Model Act

permits termination by “exercising a contractual

right,” a contractual provision permitting unilateral

termination by the non-defaulting counterparty will

be enforceable against an insolvent .. Insurer in

receivership in a jurisdiction that has adopted Section

 of the Model Act.

Connecticut

Because Connecticut adopted the Section  carve-

out for netting agreements and qualified financial

contracts,10 when a Connecticut insurer is placed into

receivership, its derivatives counterparty may lawfully

terminate outstanding transactions covered by their

Master Agreement. Unfortunately, Connecticut is

the only United States jurisdiction that has adopted

this provision.

Florida

Florida is at the other end of the spectrum. Florida

adopted the Model Act’s automatic stay provision, but

not Section ’s carve-out for netting agreements and

qualified financial contracts. Moreover, in , it

rejected Section  of the “Interstate Compact

Uniform Receivership Law,” a carve-out for netting

agreements and qualified financial contracts that was

virtually identical to Section  of the Model Act.

The Florida Department of Insurance opposed

Section  on the following grounds:





                         



[T]here must be no self-executing rights

against the property of an insurer, and no

extrajudicial resolution of any disputes

involving its assets. The possibilities for

abuse of this provision far outweigh any

prospective benefits. Persons having con-

tracts of this type with an insolvent insurer

should not be treated any differently from

other claimants.11

Consequently, there is no carve-out under Florida

law for netting agreements or qualified financial con-

tracts. When a Florida insurer is placed into receiver-

ship, Florida law imposes an automatic stay that pro-

hibits its derivatives counterparty from lawfully ter-

minating outstanding transactions covered by a

Master Agreement, notwithstanding any contractual

provision permitting unilateral termination by the

counterparty. Nor does it seem likely, given the posi-

tion of the Florida Department of Insurance (as of

January , , the Florida Department of Financial

Services), that an  election would enable a non-

defaulting party to circumvent Florida’s statutory

automatic stay.

California, New York and New Jersey

Some states, such as California, New York and New

Jersey, which have not enacted the automatic stay pro-

vision of the Model Act, have adopted modified ver-

sions of the injunction provision of the Uniform Act

(see footnote ). Under the Uniform Act, courts

overseeing insurer receiverships may, at any time, issue

an injunction to prevent interference with the com-

missioner, superintendent or the proceeding, waste of

the assets of the insurer, commencement or prosecu-

tion of any actions, obtaining of preferences, judg-

ments, attachments or other liens, or making of any

levy against the insurer, its assets or any part thereof.

Though technically not an automatic stay, the com-

mencement of a receivership proceeding in these

jurisdictions is almost always accompanied by an

injunction prohibiting the waste of the insurer’s assets.

Such an injunction would prevent a derivatives coun-

terparty from terminating outstanding derivative

trades with a California, New York or New Jersey

insurer in receivership. Unlike the Model Act, under

the Uniform Act, once such an injunction has been

issued and so long as it remains in force, there is no

mechanism for a .. Insurer’s derivatives counter-

party to terminate the outstanding transactions cov-

ered by a Master Agreement. Consequently, in juris-

dictions such as California, New York and New Jersey,

the non-defaulting party cannot lawfully terminate

under Section (a) of the Master Agreement, and a

specially drafted provision leading to the automatic

termination of such transactions upon the com-

mencement of insolvency proceedings against a ..
Insurer counterparty will not be given effect.

Furthermore, it is unlikely that the  provisions of

the Master Agreement will be enforced in such juris-

dictions.

:  

Because Connecticut has adopted the Model Act’s

special protections for netting agreements and quali-

fied financial contracts, it is inadvisable to provide in

a Master Agreement that  applies to transactions

entered into with a Connecticut insurer. If a Master

Agreement provides that  does not apply, termi-

nation will not be automatic. This enables the coun-

terparty to determine whether and when to termi-

nate outstanding transactions with its .. Insurer

counterparty, based on the adequacy of credit sup-

port, the counterparty’s strategy for unwinding

hedges and/or entering into replacement trades, and

other relevant factors.
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Using Financial Indicators as Trigger Events

When a non-Connecticut .. Insurer is placed

into receivership, its derivatives counterparty general-

ly is prohibited, either by an automatic stay or by an

injunction prohibiting the waste of the insurer’s

assets, from lawfully terminating outstanding transac-

tions covered by an  Master Agreement with

the .. Insurer. To preserve termination rights in

this situation, the parties can negotiate provisions to

be included in the Schedule that enable the non-

defaulting party to terminate transactions, or obtain

other relief, when the other party is at risk of being

placed into receivership, but before the receivership

proceedings commence.

Some financial indicators signal imminent and

severe financial distress and often are documented as

Additional Termination Events permitting the coun-

terparty to terminate all outstanding transactions with

the .. Insurer. Other indicators signal a serious

decline in the creditworthiness of a .. Insurer but

do not necessarily signal that insolvency is imminent.

Though certain events might not justify termination,

they often are included as triggers for the right to

demand full collateralization of all existing exposure.12

Still other indicators may not indicate severe credit

deterioration, but nonetheless may merit special relief

such as the right to require adequate assurances of

the .. Insurer’s ability to perform its obligations –

with the failure to provide such assurances being

grounds for termination. All three categories are dis-

cussed below.

Rating Agency Downgrade or Suspension

Each year, .. Best Company (“Best”) assigns a

Best’s Rating to the vast majority of .. Insurers.

The Best’s Rating is an important indicator of the

solvency and financial health of a .. Insurer and,

as discussed below, a downgrade or suspension of a

.. Insurer’s Best’s Rating can serve as a trigger for

the right to terminate or other remedies:

• Significant Downgrade of Best’s Rating. The

parties can specify in the Master Agreement that

a downgrade of two or more levels of the ..
Insurer’s Best’s Rating (e.g., + to - in one or

more steps) since entering into the Master

Agreement entitles the counterparty to termi-

nate all outstanding transactions under the

Master Agreement.

• Suspension of Best’s Rating. The parties can

specify in the Master Agreement that the sus-

pension of the .. Insurer’s Best’s Rating (i.e.,

assignment of a rating of “” because the ..
Insurer has experienced sudden and significant

events affecting its balance sheet strength or

operating performance whose implications can-

not be evaluated due to a lack of timely or ade-

quate information) entitles the counterparty to

require the .. Insurer to provide adequate

assurances of its ability to perform its obligations

under the Master Agreement, with the failure to

do so triggering the right to terminate.

Risk-Based Capital

A second potential financial indicator is adequacy of

risk-based capital (“ Unlike ratings-based trig-

gers (e.g., a rating agency downgrade or suspension),

which are dependent upon a third party’s determina-

tion and action,  is a financial measure that can

be calculated using publicly available information.

Generally, a .. Insurer’s  is compared to its

adjusted capital and surplus to determine whether the

adjusted capital and surplus falls below one of four

established  thresholds for regulatory action:



                         



• Company Action Level  ;

• Regulatory Action Level  ;

• Authorized Control Level  ; and

• Mandatory Control Level  .

The  Report states that if a .. Insurer’s

adjusted capital and surplus falls below its Authorized

Control Level  , the .. Insurer’s domiciliary

regulator is authorized to take “whatever actions are

considered necessary to protect the best interests of

the policyholders and creditors of the insurer,”

including “the actions necessary to cause the insurer

to be placed under regulatory control (i.e., rehabilita-

tion or liquidation.)”

In most cases, when a .. Insurer’s adjusted capital

and surplus falls below % of its Authorized Control

Level  , its adjusted capital and surplus will not

meet the minimum  required under the “Risk-

Based Capital for Insurer’s Model Act” and the ..
Insurer will be subject to some level of regulatory

attention. According to the  Report, as of

December , , .% of .. property/casualty

insurers had adjusted capital and surplus exceeding

% of the Authorized Control Level  of such

insurers.

To address deterioration of adjusted capital and

surplus, the parties could specify in the Master

Agreement that:

• a decline in the .. Insurer’s adjusted capital

and surplus to a level below % of the ..
Insurer’s Authorized Control Level  will

trigger requirements for additional collateraliza-

tion; and

• a decline in the .. Insurer’s adjusted capital

and surplus to a level below % of the ..
Insurer’s Authorized Control Level  will

entitle the derivatives counterparty to terminate

all outstanding transactions under the Master

Agreement.

There are two potential problems with the “mini-

mum  level” approach. First, not all troubled

insurers will fall below minimum  levels.

Furthermore, the failure to satisfy minimum 
levels is not always a predictor of imminent insolven-

cy.14 The first problem suggests the need for addition-

al financial indicators, some of which are discussed

below. The second suggests that an -based col-

lateralization or termination trigger may not always

be appropriate. An alternative provision would

require a .. Insurer with a below-minimum 
level to provide adequate assurance of its ability to

perform its obligations.

Loss Reserves to Surplus Ratio

The ratio of a .. Insurer’s loss and loss adjustment

expense reserves (“Loss Reserves”) to its policyhold-

ers’ surplus is another financial indicator that can be

calculated using publicly available information. This

ratio (the “Loss Reserves to Surplus Ratio”) is appli-

cable only to .. Insurers that insure against prop-

erty and casualty risks.

Loss Reserves are the liability recorded by a ..
Insurer on its financial statements to provide for the

payment of its losses and related expenses. An insur-

ance actuary examines Loss Reserves to determine

their adequacy. Policyholders’ surplus, the insurance

company equivalent of “net worth,” is the amount by

which a .. Insurer’s assets exceed its liabilities. In

the event a .. Insurer’s Loss Reserves are deter-

mined to be inadequate to pay its losses and related

expenses, an appropriate amount of policyholders’

surplus is reallocated to increase Loss Reserves.

Reallocation of policyholders’ surplus to Loss

Reserves because of adverse development can have a

dramatic effect on a .. Insurer’s financial condi-

tion. If a .. Insurer with $ Million in Loss

Reserves and $ Million in policyholders’ surplus (a

. to  ratio) were required to increase its Loss



                         



Reserves by ten percent ($ Million), its policyholders’

surplus would decrease by one-fifth (a . to  ratio) to

$ Million. Such an insurer, if it wrote no more busi-

ness (and so incurred no more insurance exposures)

could sustain only four more years of such adversity.

Because it is not unusual for a .. Insurer to be

required to increase its Loss Reserves by ten percent,

the parties could specify in their Master Agreement

that an increase in the .. Insurer’s Loss Reserves

to Surplus Ratio above : will trigger a requirement

for additional collateralization, and an increase above

.: will entitle the derivatives counterparty to ter-

minate its outstanding transactions under the Master

Agreement.

Regulatory Action Falling Short of Receivership

If an insurance regulator perceives that a ..
Insurer is in financial difficulty, it can take regulatory

action that falls short of receivership, including:

• Requiring the .. Insurer to file financial state-

ments on a monthly, rather than quarterly, basis.

The parties can specify in the Master Agreement

that such regulatory action entitles the derivatives

counterparty to require adequate assurances by

the .. Insurer of its ability to perform its obli-

gations under the Master Agreement, with the

failure to do so constituting a termination event.

• Requiring the .. Insurer to reduce its pre-

mium writings. The parties can specify in the

Master Agreement that such regulatory action

entitles the derivatives counterparty to receive

additional collateral or to terminate outstanding

transactions, depending on the level of reduced

premium writings required by the regulator.

• Requesting that a court place the .. Insurer

in “conservation” or under “supervision.”The

parties can specify in the Master Agreement that

such regulatory action entitles the derivatives

counterparty to terminate outstanding transac-

tions under the Master Agreement.



As the presence of .. Insurers in the derivatives

markets, both as direct parties and as providers of

credit enhancement, increases, so will the importance

for market participants of understanding the differ-

ences between the rules that generally apply to non-

insurer bankruptcies and those that apply to ..
Insurer receiverships. Of course, the terms and struc-

ture of derivatives transactions depend on the parties

involved and the facts and circumstances of the par-

ticular deal. Nonetheless, both .. Insurers and

their derivatives counterparties increasingly will be

called on to consider whether one or more of the

provisions and remedies discussed in this article are

appropriate for inclusion in their  Master

Agreement. Both .. Insurers and their counter-

parties will benefit from thinking through in advance

the ramifications of various alternatives.
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Notes
1. Section 109 of the Bankruptcy Code specifically provides

that a “domestic insurance company” and a “foreign insur-
ance company…engaged in such business in the United
States” may not be a Bankruptcy Code debtor either for
purposes of liquidation (11 U.S.C. Sec. 109(b)(2)& (3)) or
reorganization (11 U.S.C. Sec. 109(d)). It appears that sec-
tion 109 of the Bankruptcy Code does not exclude a for-
eign insurance company not “engaged in such business in
the United States” from being a debtor under the
Bankruptcy Code.

2. In addition, many state insolvency laws applicable to U.S.
Insurers have been based, in whole or in part, on the
Uniform Insurers Liquidation Act of 1939 (the “Uniform
Act”). Nearly every United States jurisdiction has enacted
a version of the Uniform Act that has been modified, in
some respect, by the Model Act.

3. Section 10 of the Model Act
4. Section 11 of the Model Act
5. Section 17 of the Model Act
6. Section 20 of the Model Act
7. Section 3 of the Model Act provides:“Netting agreement”

means a contract or agreement (including terms and con-
ditions incorporated by reference therein), including a
master agreement (which master agreement, together with
all schedules, confirmations, definitions and addenda there-
to 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 entitle-
ments) among the parties to the netting agreement.

8. Section 3 of the Model Act provides:“Qualified financial
contract” means a commodity contract, forward contract,
repurchase agreement, securities contract, swap agreement
and any similar agreement that the commissioner deter-
mines by regulation, resolution or order to be a qualified
financial contract for the purposes of this Act.

9. An example of a situation in which a contractual right to
terminate a derivatives contract might not be enforceable
under applicable law can be found in the energy deriva-
tives context, where a court might not permit the termi-
nation of an energy derivatives contract if such a termina-
tion would deprive people of needed electricity (i.e., it
would violate public policy).

10. Connecticut Insurance Code Sections 38a-907 and 38a-
944a.

11. Recommendation on Proposed Legislation Entitled
‘Uniform Receivership Law,’ dated September 14, 1998,
prepared by the Florida Department of Insurance.

12. In some jurisdictions, the posting of collateral by a U.S.
Insurer within 12 months prior to the filing of a successful
petition for receivership, may constitute a voidable prefer-
ence. See Section 32 of the Model Act.

13. The 1997 NAIC Property and Casualty Risk-Based
Capital Report (the “RBC Report”) defines risk-based
capital as “a method of establishing the minimum amount
of capital appropriate for an insurance company to support
its overall business operations in consideration of its size
and risk profile.”

14. “Balancing Capital with Risks: Risk-Based Capital
Requirements for Insurers,” Best’s Review—Property-
Casualty Insurance Edition, June 1992.

This publication offers general information and should not be taken or used as legal advice for specific situations which depend
on the evaluation of precise factual circumstances.
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