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	Since 2003, almost $1.5 trillion in collateralized debt obligations (“CDOs”) have been issued worldwide.  Insurers are involved in CDOs in two primary ways: (a) as investors/parties; and (b) as “guarantors” of the  assets on which the CDO is based. As underlying assets in CDOs lose value, the risk of a CDO default rises,  and investors—including banks, brokerage firms, and insurance companies facing continued liquidity cri-  ses—look to protect their positions. The potential for insurer insolvency and liquidation creates potential  peril for investors. Under certain circumstances, adding to a CDO’s asset pool may (at least temporarily) pre-  vent the deal from liquidating and locking in losses, but an insurer’s contribution may be clawed back in the  event of an insolvency. Similarly, if there is a financial guaranty insurer behind the assets of the CDO struc-  ture, commuting the financial guaranty insurance policy in exchange for a lump-sum payment may enhance  the asset base, but it may also create a voidable transfer.  Insurers that may become insolvent pose clawback risks  value. Each classification affects how the CDO is con-  that must be identified by careful analysis. That analysis  structed, its business purpose, and the remedies and  includes a review of timing of new transfers to the CDO,  risks its investors have if the asset pool deteriorates in  the nature of the entity making those transfers, and the  value. For purposes of this discussion, we focus on three  obligations and financial condition of the parties to the  aspects of these vehicles that can present voidable  transaction. The standards against which these transac-  transfer issues where insurance companies are involved.  tions will be measured vary widely by jurisdiction, and the  law is sparse. Experienced counsel can assist in deter- Supplemental Funding. Most CDOs require the mainte-  mining the wisest course to handle the potentially insol-  nance of a certain level of assets or cash flow to provide  vent insurer in these complex and difficult deliberations.  debt service and principal protection to at least the senior  tranche of issued securities. Two types of CDO have very  CDO STRUCTURES  different mechanisms for ensuring that protection, one with  As its name suggests, a “collateralized debt obligation”  potentially drastic consequences for all but the senior note-  is a structured investment of notes backed by collateral  holders, which may lead subordinate investors to “sweeten  in the form of financial assets such as corporate bonds,  the pot” with additional contributions, raising the risk of  residential mortgage-backed securities, commercial  clawback in the event of a subsequent insurer insolvency.  mortgage-backed securities, or asset-backed securities.  Typically, the assets are held by a special purpose vehi-  CDOs use various “coverage tests”—ratios designed to  cle that finances the purchase of assets by issuing vari-  measure the ability of the available assets to service  ous classes (or tranches) of debt securities and a class of  the principal and interest obligations of the CDO to its  equity securities. Each tranche of debt securities is sep-  senior noteholders. In a cash flow CDO, these ratios are  arately rated on the basis of its attributes, including the  relatively simple comparisons of income to expenses  tranche’s priority to distribution of income from the collat-  and par value of assets to principal obligations under  eral. Prioritizing payments creates a “waterfall” of distribu-  the notes. Shortfalls under either ratio lead to a suspen-  tions, with the highest-rated tranche typically entitled to  sion of payments to the waterfall until the ratios are met  full payment of interest or principal before similar catego-  or the senior noteholders are paid in full. Once the tests  ries of payments can be made to lower-rated tranches.  are met, payments to subordinate holders resume.  CDOs can be classified in various ways, including cash  In contrast, a market value CDO that fails its cover-  or synthetic, static or managed, and cash flow or market  age tests not only will suspend payments to the lower  33  33

	tranches of debt, but may be required to liquidate its entire  terparty. Although GICs are not insurance products, insurers are  portfolio if it cannot bring itself into compliance with its cov-  frequently GIC counterparties, and because their ratings fluctu-  erage tests in a specified period of time. These types of  ate in turbulent markets, they may be contractually required to  CDOs employ coverage tests using advance rates assigned  post additional collateral to support their GIC exposures. This  to categories of investments by the rating agencies and  collateral posting may create preference or fraudulent transfer  mark-to-market values for the financial assets. If, applying  risks if the insurer is in hazardous financial condition.  those advance rates to the mark-to-market values, the port-  folio’s value falls below a specified percentage of the out-  Commutations of Financial Guaranty Insurance Policies.  standing principal amount of the CDO notes, assets must be  Most CDOs, whether cash, synthetic, or hybrid (or, in some  sold and senior notes paid down to rebalance the ratio. If the  cases, their investors), will utilize CDS or other credit deriva-  portfolio value test is not satisfied within a specific period of  tives and may use some form of credit enhancement, such  time, many market value CDOs require that the entire portfo-  as financial guaranty insurance. In these instances, the insur-  lio must be liquidated.  ance company stands behind the financial asset and, in the  case of default, will step into the shoes of the obligor to make  Because the premature and forced sale of assets to satisfy  interest and principal payments as and when due. This insur-  these market value tests can lead to diminished or nonex-  ance is written by a relatively small group of monoline insur-  istent returns for the lower-rated securities, particularly in a  ance companies, almost all of which are New York-domiciled  market such as that which prevails today, market value CDO  (Ambac, domiciled in Wisconsin, is the notable exception).  transaction documents will often allow equity or subordinated  security holders to contribute supplemental funds, which can  These companies took on large amounts of exposure to  be used to purchase additional assets to improve the valua-  CDOs in the last five years and, once financial markets  tion ratio and forestall liquidation of the deal. However, since  started to slide, began to experience extraordinary deteriora-  the value of the CDO may nevertheless continue to deterio-  tion in their surplus as they strengthened the loss reserves  rate, it is critical that the supplemental contribution be irre-  related to their structured finance book of business. As their  versible. If assets purchased with a supplemental contribution  surplus eroded, their ratings fell. As a result, the beneficiaries  are used to satisfy a ratio test, and those assets are subse-  of their policies—counterparties to CDS—began to review  quently clawed back from the deal, the senior noteholders  available options to reduce their exposure. One option for a  may well be in a worse position than they would have been  financial guaranty policyholder is commutation of the policy,  in had the deal liquidated when the ratio test was first failed.  under which, in exchange for a payment, the policy would be  terminated. If a CDO, as the credit protection seller, chooses Guaranteed Investment Contracts. In a synthetic or hybrid  this course to enhance its asset pool and reduce its expo-  CDO, the cash raised from the sale of securities is not used  sure to a particular monoline, there are attendant clawback  to buy financial assets directly. Rather, the CDO sells credit  risks associated with it, and they must be recognized and  protection with respect to a portfolio of “reference securities”  guarded against.  in the form of credit default swaps (“CDS”) or other deriva-  tives to counterparties. In this structure, the cash raised from  Uncertainty in financial markets has made predicting insolven-  the sale of securities is used to buy conservative investment  cies more difficult than ever. Large financial institutions are not  instruments, often guaranteed investment contracts (“GICs”),  immune. Thus, there is real value in attempting to “preference-  and the income generated by those investments, as supple-  proof” payments received from insurers at risk of becoming  mented by the premium paid by the credit protection buyer,  insolvent. In each of the three scenarios discussed above,  is used to pay the CDO’s debt service and other expenses.  there is a transfer of assets that, if made by an insurer, will be  scrutinized by a subsequent receiver if the insurer is subject  GICs simply guarantee a specified rate of return on the  to insolvency proceedings in the near term. After a review of  invested amount and the return of principal. GICs generally  the applicable legal provisions, we will discuss how the threat  require the GIC counterparty to maintain a minimum amount of  of insurer insolvency should affect the decision making and  collateral for its obligations, tied to the rating of the GIC coun-  documentation surrounding these different types of transfers.  34
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