A Split-Up of Insurers of Bonds Is Considered 
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Regulators and bankers racing to bolster troubled bond insurance companies are considering splitting the firms into two parts: one for safe municipal debt and the other for riskier mortgage-related securities.
Proponents of the idea say such a step could restore confidence in the financial markets broadly, and specifically in the $2.6 trillion municipal bond market, which provides financing for bridges, airports, museums and other civic projects. But the move would be unlikely to allay the worst fears about losses in mortgage-related securities, these officials acknowledge.

On Friday, one of the three big insurers, the Financial Guaranty Insurance Company, endorsed the idea, telling New York State regulators that it wanted to start a company that would inherit insurance contracts it has written on generally safe municipal bonds totaling about $224 billion. Its guarantees on about $72 billion in mortgage-related bonds, which analysts expect to suffer higher losses, would stay in the existing insurance company.

“It takes the whole thing out of the hypothetical and into reality,” Eric R. Dinallo, the New York State insurance superintendent, said in a telephone interview. On Thursday, he and Gov. Eliot Spitzer told Congress that they were considering encouraging a split in the insurance portfolios as a last resort.

Officials involved in negotiations on another insurer, the Ambac Financial Group, have also been discussing splitting that company’s insurance subsidiary in two, according to a person involved in the discussions who was not authorized to speak about them publicly.

If that plan goes forward, the banks involved would inject new capital into the firm that inherits the municipal business while the firm backing mortgage-related securities would keep much of the capital in the existing firm.
But the idea of dividing the companies’ insurance portfolios faces opposition from MBIA, the largest of the three insurers. Some large investment banks that have bought protection on mortgage-related securities from the insurers are also expected to oppose a split. The banks are worried that such a move would leave their insurance contracts backed by smaller and less financially stable companies that will not have a top triple-A rating.

It is unclear how the ratings agencies — Moody’s Investors Service, Standard & Poor’s and Fitch Ratings — would react to a split and how they would rate the two resulting companies. In a statement released Friday, S.& P. voiced concern that dividing Financial Guaranty might leave some policyholders “disadvantaged.”

For several weeks now, Wall Street banks and the guarantors have been meeting at the urging of Mr. Dinallo, who wants the banks to inject more capital or provide loans that would forestall a downgrading of the firms’ triple-A ratings. Fitch has already downgraded Ambac, and Moody’s downgraded Financial Guaranty on Thursday.

At issue is whether the guarantors have enough capital to pay out the expected future losses on the bonds they have guaranteed. Until recently many analysts thought they did, but as defaults on mortgages have surged, many, including the ratings firms, have begun to question their previous assumptions. (MBIA and Ambac officials still assert that they have enough capital to cover future losses, which they say their critics have exaggerated.)

If the insurers lose their ratings, it would strip the implied triple-A rating from thousands of municipal bonds that carry protection from the firms, increasing the borrowing costs of cities, states and other issuers. Wall Street banks would also be forced to write down the value of mortgage securities they had protected through the guarantors.
The banks “are in a no-win situation,” said Donald Light, an insurance analyst at Celent, a research firm based in Boston. “They are going to have to salvage what they can.”

Mr. Light said a split held some appeal for the guarantors, because it would allow them to start writing insurance policies again on municipal bonds through a new firm that presumably would have a solid triple-A rating. In recent months, the guarantors have underwritten very little new business. 

Splitting the portfolio “gives them a path to stay in business in their beloved and profitable original line of business of insuring municipal bonds,” he said.

The bond insurers declined to comment on Friday, though on Thursday, MBIA’s chief financial officer, Charles E. Chaplin, vigorously defended his company at a hearing in Congress and said it did not need any help.

If MBIA and Mr. Dinallo remain at odds over whether the company needs to do anything, the dispute could end in court, legal experts say. Mr. Dinallo has significant power as superintendent to take control of insurers if he believes there are not enough assets to pay claims by policyholders, but the company and its policyholders can fend him off if they can prove his decisions are “arbitrary and capricious,” said Francine L. Semaya, an insurance lawyer at the law firm of Cozen O’Connor.

Mr. Dinallo said on Friday that the negotiations with MBIA had not progressed as far as the talks involving Ambac and Financial Guaranty. “I feel optimistic that this Ambac consortium is doing real work — they are engaged,” he said. “I am optimistic that they will come to a private-side economic solution.”

Shares of MBIA fell 3 percent, to $12.24 on Friday, and Ambac fell 3 percent, to $10.22. Financial Guaranty is controlled by the PMI Group, the mortgage insurer, and the private equity firms Blackstone Group, Cypress Group and CIVC Partners. 
