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When Petitioners filed this Article 78 proceeding, the challenged administrative
action was shrouded in secrecy.

Because Respondents' answering papers raise substantial

amounts of "new matter," and because Petitioners dispute "the accuracy of proceedings annexed
to the answer," Petitioners respectfully submit, pursuant to CPLR § 7804(d), this Reply and
Memorandum of Law in further support of their Verified Petition, filed on June 15, 2009 (the
"Pet." or "Petition"), together with supporting affidavits, and in response to the answering
submissions filed by Respondents New York State Insurance Department (the "NYID"), Eric
Dinallo, in his capacity as former NYID Superintendent (the "Superintendent"), and MBIA Inc.,
MBIA Insurance Corporation ("MBIA Insurance"), and National Public Finance Guarantee
Corp., flk/a MBIA Insurance Corp. of Illinois ("National" or "MBIA Illinois"). MBIA Inc.,
MBIA Insurance, and MBIA Illinois are collectively referred to as "MBIA."
OVERVIEW

This Article 78 proceeding seeks to annul former NYID Superintendent Dinallo's
approval of one of the largest fraudulent conveyances in history. Specifically, MBIA senior
executives persuaded Mr. Dinallo to approve-without any notice to MBIA Insurance
policyholders-a series of unprecedented restructuring transactions that violated the New York
Insurance Law.

Four New York Superintendents of Insurance prior to Mr. Dinallo--who

collectively served as Superintendent for nearly 20 years under Governors Rockefeller, Cuomo
and Pataki-have submitted affidavits detailing how Mr. Dinallo's approval of these MBIA
transactions (and the pretextual and cursory process leading to that approval) contravened
longstanding NYID practice and policy, including the Superintendant's paramount duty of
protecting policyholders.

Petitioners hold financial guaranty insurance policies issued by MBIA Insurance
covering a wide variety of "structured-finance" products, including securities backed by
residential and commercial mortgages.

I

Under these policies, which benefit institutional

investors, including pension funds, public charities and educational institutions, MBIA Insurance
unconditionally and irrevocably promised to pay claims if the obligors on these structured
products default on their payment obligations. Many of these MBIA Insurance policies cover
structured products with terms of 30 years or more, and MBIA Insurance's current payment of
claims says nothing about its long-term ability to continue to do so.
During 2008, as a once-in-a-lifetime financial crisis struck the world economy,
MBIA Insurance's claims payments on structured products jumped eightfold to $1.477 billion
from the amount of those payments in 2007. 2 Facing the prospect of billions in additional
losses-which would shut down MBIA Insurance's ability to pay dividends to its parent holding
company, MBIA Inc.-MBIA senior executives developed a plan to protect their own financial
interests by draining claims-paying assets from MBIA Insurance to launch a new municipal-bond
Insurer.

Through MBIA's self-described "Transformation" transactions, MBIA senior

executives improperly siphoned more than $5 billion out of MBIA Inc.' s existing insurance
subsidiary (MBIA Insurance), and diverted those assets to another subsidiary (MBIA Illinois),

"Petitioners" refers to The Royal Bank of Scotland, N.V. (f/k/a ABN AMRO Bank N.V.);
BNP Paribas; Credit Agricole Corporate and Investment Bank (f/k/a Calyon); HSBC Bank USA,
N.A.; KBC Investments Cayman Islands V Ltd.; Merrill Lynch International; Bank of America,
N.A.; Morgan Stanley Capital Services Inc.; Natixis; Natixis Financial Products LLC (f/k/a
Natixis Financial Products Inc.); The Royal Bank of Scotland pIc; Societe Generale; UBS AG,
London Branch; and Wells Fargo Bank, N.A. (f/k/a Wachovia Bank, N.A.).
2

(Affirmation of Robert J. Giuffra, Jr. (Mar. 11,2011) ("Giuffra Affirmation" or "Giuffra
Aff.") Exhibit 1 (MBIA Inc. 2008 Annual Report), at 3.) All exhibits to the Giuffra Affirmation
are referred to herein as Petitioners' Exhibits (or "PX").)
-2-

thereby splitting MBIA Insurance into a "healthy" insurer and a "sick" insurer that MBIA
executives aptly called "leavebehindco." (PX 2 (MBIA_NYS0033442).)
Ignoring the NYID's paramount duty to protect policyholders, thenSuperintendent Dinallo acceded to MBIA senior executives' request that the NYID review
MBIA's Transformation application in secret without consulting policyholders, even though
MBIA had warned the NYID that policyholders could challenge these transactions as a
fraudulent conveyance. Although MBIA Insurance had paid out only $2 million in municipalbond claims during 2008 and only $669 million on such policies in its 35-year history,3 MBIA
executives convinced Mr. Dinallo that stripping over $5 billion from MBIA Insurance was
necessary to protect MBIA Insurance's municipal-bond policyholders and the broader publicfinance bond markets by "ring-fencing" MBIA Insurance's massive structured-finance liabilities.
In reality, the Transformation was structured to enrich MBIA Inc. and its
executives and shareholders, at the expense of Petitioners and other MBIA Insurance structuredfinance policyholders. On February 18, 2009, when MBIA announced Mr. Dinallo's approval,
MBIA Chairman and CEO Jay Brown actually bragged that the Transformation would cause
Petitioners and other structured-policyholders of MBIA Insurance to cry out: "Oh my God,
there is only $10 billion instead of $14 or $15 billion, maybe I better cut a settlement today.",4

3

(PX 1 (MBIA Inc. 2008 Annual Report), at 2-3.)

4

(PX 3 (MBIA CEO: New Structure Treats Customers Equally Well, Dow Jones News
Service, Feb. 18, 2009), at 2.)

5
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Since MBIA's Transformation, MBIA Inc. shares have roughly tripled in value,
and MBIA senior executives have paid themselves millions for their success in persuading Mr.
Dinallo to approve this fraudulent transaction. For example, MBIA granted Mr. Brown more
than a million shares of restricted MBIA Inc. stock on February 18 (priced on a preannouncement basis), which immediately increased in value by 30 percent when Mr. Dinallo's
approval was publicly announced that day. In fact, since the Transformation, the value of CEO
Brown's four million shares ofMBIA Inc. stock has increased by more than $25 million. 6
Contravening longstanding NYID practice and express National Association of
Insurance Commissioners ("NAIC") guidelines, then-Superintendent Dinallo did not retain, as
had been done in other large restructurings of insurers, an independent financial expert to
analyze MBIA Insurance's complex structured-finance portfolio. Instead, the NYID assigned a
single employee, Jack Buchmiller, to conduct a rushed "shortcut" review-over a roughly fiveweek period-of future losses on MBIA Insurance's complex $233 billion portfolio. of structured
(and international) products. With little time to do this massive job, the overwhelmed Mr.
Buchmiller reviewed only three o f " insured transactions in any detail. He described his task
as "Mission Impossible" and being like a "drunk looking for his car keys under the street light."
In fact, confirming that Mr. Buchmiller's work was pretextual, Mr. Dinallo
approved MBIA's "Transformation" without anyone ever asking Mr. Buchmiller for his final
conclusions. In the days leading up to Mr. Dinallo's approval, Mr. Buchmiller told others at the
NYID that he had reached only "preliminary" conclusions, and that many "known unknowns"
remained, including over possible losses in large swaths of MBIA Insurance's portfolio.

Even

worse, Mr. Buchmiller did not review a draft of the NYID's approval letter or learn of Mr.

6

(Affidavit of Rene M. Stulz (Mar. 9, 2011), ~ 52 & n.75.)
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Dinallo's approval until several days after it was publicly announced.

to files, which Mr. Buchmiller completed
in March or April of 2009, but backdated to February 16, 2009-the day before Mr. Dinallo's
approval letter was sent to MBIA.
MBIA senior executives provided Mr. Buchmiller with inaccurate, outdated and
incomplete financial information that was based on months-old data, pre-dating the market
meltdown in the fourth quarter of 2008. By using stale data,

incomplete and

flawed "stress" scenarios, and illegal discount rates, MBIA senior executives understated MBIA
Insurance's projected losses by billions of dollars.

-

Not surprisingly, within a matter of weeks after Mr. Dinallo's approval, MBIA

Insurance's losses exceeded the worst case estimates that it showed to the NYID. Specifically,
MBIA Insurance's claims payments of $614 million on mortgage-backed securities for the first
quarter of 2009-which ended six weeks after the Transformation was approved_ _ _
~BIA's supposedly stress-tested estimate of

that quarter for those

products, and MBIA Insurance's claims payments of almost $3.2 billion during 2009 were more
than 80% higher than MBIA's "extreme stress" estimate of $1.76 billion for 2009. MBIA
Insurance's 2010 claims payments have continued to far exceed the projections shown to the
NYID, confirming that MBIA Insurance will not be able to honor its long-term obligations to
policyholders over the next 30 or more years.
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Now, having pulled off its $5 billion fraudulent conveyance, MBIA seeks to avoid
the undoing of its theft from MBIA Insurance policyholders by urging this Court to rubber stamp
Mr. Dinallo's deeply flawed approvals.

Plainly fearful of any meaningful judicial review,

MBIA's opposition brief repeatedly directs that this Court's review is "extremely limited."
(MBIA Mem. at 1, 5.) As this Court well knows, however, Article 78 courts do not "rubber
stamp ... the agency's determination," but "exercise[] a genuine judicial function [that] does not
confirm a determination simply because it was made by ... an agency." Concord Vill. Owners v.

City a/NY. Comm'n on Human Rights, 199 A.D.2d 388,389 (2d Dep't 1993). In fact, the law
requires that courts overturn agency action "taken without sound basis in reason" or without
"regard to the facts," Wooley v. NY. State Dep't a/Carr. Servs., 15 N.y'3d 275,280 (2010)
(quoting Peckham v. Calogero, 12 N.Y.3d 424, 431 (2009)), and New York courts have
repeatedly done so. See Memorandum of Law Section II, infra.
As shown below, and as demonstrated in the extensive evidence accompanying
this Reply, including affidavits from some of the Nation's leading insurance and financial
experts, then-Superintendent Dinallo's approval of MBIA's "Transformation" (a) violated the
New York Insurance Law, (b) was arbitrary, capricious and an abuse of discretion, and (c)
disregarded his statutory mandate to protect all policyholders, in pursuit of extra-legal policy
goals outside the Insurance Law.

I.

MBIA'S FRAUDULENT "TRANSFORMATION"
Prior to its fraudulent Transformation, MBIA Insurance generally underwrote

insurance on two types of financial products: (i) low-risk, long-term "public-finance" insurance
on municipal bonds and (ii) "structured-finance" products (many backed by residential
mortgages) that began suffering huge losses during the recent financial crisis.
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As the financial crisis threatened the global economy, MBIA senior executives
recognized that many MBIA-insured structured products would default, and that MBIA
Insurance would have to payout billions on its $233 billion of structured-finance policies. By
late 2008, MBIA Insurance had lost its "AAA" credit rating, and MBIA Inc. 's stock pricealong with that of virtually every other "monoline" insurer and numerous fmancial institutions
worldwide-had collapsed in the face of massive losses on structured products tied to mortgages.
In response, various of MBIA's competitors engaged in consensual workouts, with the
involvement of the NYID and other insurance regulators, to protect their policyholders~
By contrast, MBIA Inc. 's senior executives, working with then-Superintendent
Dinallo, secretly devised their plan to strip more than $5 billion from MBIA Inc.' s principal
operating subsidiary (MBIA Insurance) and to divert those assets into another subsidiary (MBIA
Illinois), while leaving behind massive structured-finance and other liabilities that MBIA
Insurance could not possibly satisfy over the next 30 or more years. In a letter dated February 17,
2009, nominally signed by Deputy Superintendant Michael Moriarty, Mr. Dinallo advised MBIA
of his approval of the Transformation transactions (the "NYID Letter," Petitioners' Exhibit 6).
The NYID Letter did not contain any findings of fact, but merely tracked the language of the
Insurance Law.

7
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Specifically, Mr.

Dinallo approved the following

fraudulent

senes of

Transformation transactions:
•

MBIA Insurance declared and distributed a $1.147 billion dividend to
MBIA Inc. for no consideration (the "Dividend"), which Mr. Dinallo
approved under Insurance Law § 4105, even though MBIA Insurance had
only $1 million in "earned surplus";

•

MBIA Insurance transferred $938 million, as well as 100% ownership of
MBIA Illinois (worth approximately $185 million), to MBIA Inc. in
exchange for shares of MBIA Insurance's own stock (the "Stock
Redemption"), which Mr. Dinallo approved under Insurance Law
§ 1411 (d), even though this transaction provided no value to MBIA
Insurance or its policyholders;

•

MBIA Inc. established MBIA Illinois as its new subsidiary, which meant
that any future profits from MBIA Illinois' public-finance business would
flow directly to the parent company, instead of being available to pay
claims ofMBIA Insurance's policyholders;

•

MBIA Inc. transferred $2.085 billion of assets that it had stripped from
MBIA Insurance (i.e., the $1.147 billion Dividend and $938 million from
the Stock Redemption) into MBIA Illinois, where those assets ultimately
could be transferred to MBIA Inc. through future dividends; and

•

Finally, to reinsure its public-finance portfolio, MBIA Insurance paid
$2.89 billion and agreed to pay 78% (net) of future public-finance bond
premiums, to MBIA Illinois (the "Reinsurance Transaction"), which Mr.
Dinallo declined to disapprove under Insurance Law § 1505, even though
MBIA Insurance had paid only $669 million in public-finance claims in its
entire 35-year history.

Following MBIA's Transformation, public-finance policyholders had access to
exactly the same pool of assets for the payment of claims as before the Transformation-i.e., all
-8-

of the roughly $5 billion in assets diverted to MBIA Illinois, plus all of the assets of MBIA
Insurance (which remained liable to those policyholders).

But the assets backing MBIA

Insurance's far more troubled structured-finance insurance policies dropped by roughly $5
billion overnight, and MBIA Inc. and MBIA Illinois have no obligation-ever-to put any
money into MBIA Insurance, even if MBIA Insurance cannot pay structured policyholder claims.
Thus, MBIA Inc. had divided its principal operating subsidiary, MBIA Insurance, into a
"healthy" municipal-bond insurer (MBIA Illinois) and a "sick" structured-finance insurer (the
post-Transformation MBIA Insurance).

Cash and Investments
Face Amount of
Structured-Finance Policies
Face Amount of
Municipal-Bond Policies

MBIA Insurance Before
Transformation
$9.6 Billion
$233 Billion

MBIA Insurance After
Transformation
$4.4 Billion
$233 Billion

$554 Billion

$554 Billion
(reinsured by MBIA Illinois, but
MBIA Insurance still liable)

The market reacted quickly to MBIA's splitting of MBIA Insurance. Right after
Mr. Dinallo's approval became public, MBIA Insurance's credit rating was downgraded to
"junk" status; MBIA Inc.' s stock jumped by 30 percent in a single day; the cost of insuring
against a default by MBIA Insurance increased sharply; and analysts stated that MBIA Insurance
had been left to "wither and die." (Petition

~~

65, 77, 80.) The "healthy" insurer (MBIA

Illinois) was 100% financed by MBIA Insurance, but was 100% owned by MBIA Inc. Before
the Transformation, MBIA Inc. was entitled to the profits and value generated by MBIA
Insurance only after all policyholder claims were satisfied. But, after the Transformation, MBIA
Inc. would receive all the profits and value from the "healthy" insurer, even if the "sick" insurer
died, leaving its policyholders' claims unsatisfied.
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II.

THE STRUCTURE OF MBIA'S TRANSFORMATION TRANSACTIONS
VIOLATED THE INSURANCE LAW.
This Court should grant the Petition and annul then-Superintendent Dinallo's

approvals and the Transformation transactions, because Mr. Dinallo exceeded his jurisdiction
and his actions were infected by multiple "error[s] of law." CPLR § 7803. Where, as here, a
court in an Article 78 proceeding is presented with a question of "pure statutory reading and
analysis," the agency is due no deference. Polan v. State Ins. Dep't., 3 N.y'3d 54, 58 (2004)
(quoting In re Claim o/Gruber, 89 N.Y.2d 225, 231 (1996)) (internal quotation marks omitted).
The purpose of the New York Insurance Law is to "protect policyholders and the
insurance-buying public from abuses by insurers," Health Insurance Association v. Corcoran,
154 A.D.2d 61,68 (3d Dep't 1990), aff'd, 76 N.Y.2d 995 (1990), and by the holding companies
that own such insurers. As a result, the Insurance Law strictly limits the payment of dividends
by insurers, and requires that the NYID stop improper related-party transactions that unfairly
divert assets from insurers to their holding companies or affiliates.

Here, Mr. Dinallo's

approvals reflected multiple clear and independent errors oflaw, because the Dividend, the Stock
Redemption and the Reinsurance Transactions individually and collectively violated the
Insurance Law. Each of these errors of law, standing alone, supports this Court's grant of the
Petition on the papers and without a trial.

First, MBIA Insurance's declaration and distribution of the Dividend of $1.147
billion to MBIA Inc. was per se illegal, because this dividend was

more than 1,000 times higher than MBIA Insurance's "earned surplus" when the Dividend was
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"distributed" on February 17, 2009. 8 Under Section 4105(a) of the Insurance Law, which the
Legislature enacted to protect policyholders from inappropriate transfers of assets to holding
companies, insurers cannot transfer assets to holding companies "except out of earned surplus."
Because the Superintendent cannot waive this statutory prohibition, Mr. Dinallo's approval of
the Dividend was illegal and must be annulled.

Second, MBIA Insurance's payment of $1.123 billion to MBIA Inc. in the Stock
Redemption in return for MBIA Insurance's own stock had no business purpose for MBIA
Insurance and was nothing more .than a disguised illegal dividend in excess of earned surplus.
This transaction violated the very purpose of the statute regulating stock redemptions: to prevent
"self-dealing by management and insiders." Thus, under Insurance Law Section 1411, there was
no legal basis for Mr. Dinallo to approve this conflicted, self-dealing transaction as "reasonable
and equitable."
Third, the Reinsurance Transaction between MBIA Insurance and MBIA Illinois

was not "fair and equitable," as required by Insurance Law Section 1505, because MBIA
Insurance had to declare the Dividend and complete the Share Redemption in order to capitalize
the very entity (MBIA Illinois) from which MBIA Insurance was "buying" reinsurance. As a
result, MBIA Insurance paid grossly more to "buy" reinsurance from its undercapitalized
affiliate than it would have had to pay an unaffiliated third-party reinsurer. In a "fair and
equitable" reinsurance transaction-as between third parties-the reinsurer (MBIA Illinois)

surplus generally represents the historic retained profits of an insurer, and is defined as "the
portion of the surplus that represents the net earnings, gains or profits, after deduction of all
losses, that have not been distributed to the shareholders as dividends, or transferred to stated
capital or capital surplus or applied to other purposes permitted by law but does not include
unrealized appreciation of assets." Ins. Law § 4105(a).
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brings its own capital (here, MBIA Illinois was a shell prior to the Transfonnation), and the
reinsured (MBIA Insurance) does not provide the capital that supports the reinsurance.
Fourth, when viewed in their entirety, the Transfonnation transactions were not

"fair and equitable," as required by Insurance Law Section 1505, because those transactions
impennissibly enriched MBIA Inc. and its shareholders and senior executives at the expense of
MBIA Insurance and its policyholders.
III.

THEN-SUPERINTENDENT DINALLO DID NOT HAVE A RATIONAL BASIS
TO APPROVE THE TRANSFORMATION TRANSACTIONS.
Beyond the direct illegality of the Transfonnation transactions, this Court should

annul then-Superintendent Dinallo's approvals, because those approvals were "arbitrary and
capricious" and an "abuse of discretion." CPLR § 7803. "Arbitrary action is without a sound
basis in reason and is generally taken without regard to the facts." Pell v. Bd. of Educ., 34
N.Y.2d 222, 231 (1974) (internal quotation marks omitted).

As the First Department has

expressly recognized, Petitioners are entitled in this Article 78 proceeding to "explore the factual
bases for the Superintendent's detennination," including whether "the Superintendent based his
detennination on bad infonnation." ABN AMRO Bank N V v. MBIA Inc., 916 N.Y.S.2d 12,20
(1st Dep't 2011).
First, in violation of basic principles of administrative law, the ten-page NYID

Letter did not even articulate any factual basis for Mr. Dinallo's approval or explain the rationale
for his reversal of his prior public opposition to the transfer of capital from MBIA Insurance to
MBIA Inc. The approvals must be annulled for that reason alone.
Second, the record evidence is overwhelming that the NYID conducted a rushed,

cursory and inadequate review of the Transfonnation transactions:
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•

Before MBIA had even submitted its Transformation application, the
NYID elected not to retain an outside expert to scrutinize independently
MBIA's loss estimates on its massive structured-finance portfolio, instead
accepting as true MBIA's plainly erroneous financials.

•

Mr. Buchmiller had not reached any final conclusion before the NYID
issued its February 17, 2009 approval letter. Had Mr. Buchmiller been
asked, his only conclusion would have been that he had seen no reason not
to approve the Transformation, which is not the correct legal standard in
New York for approving such a massive restructuring.

•

Mr. Buchmiller did not even begin writing a report documenting his work
until after the Transformation had already been approved. And, although
his report was not completed until March or April of2009, Mr. Buchmiller
backdated his report to February 16,2009, the day before the NYID Letter
was sent to MBIA-apparently so the NYID' s records would suggest that
the Superintendent had considered Mr. Buchmiller's work.

The MBIA executives principally responsible for providing critical financial
information to Mr. Buchmiller recognized that
Mr. Buchmiller
himself understood that he needed "significant hand holding" from MBIA to conduct his
"Mission Impossible" review. 10
The record reflects that MBIA senior executives _ h e overwhelmed
Mr. Buchmiller financial estimates based on many months-old data that pre-dated (and thus did
not take into account) the extraordinary financial crisis during the fourth quarter of 2008. As a
result, those estimates were wildly inaccurate as of February 17,2009, when then-Superintendent
9
10

(McKiernan Aff. Ex. 7 (MBIA_NYS0004162-64), at 4163; McKiernan Aff. Ex. 83
(MBIA_NYS0004998-5001), at 4998.)
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Dinallo approved the Transformation. MBIA also relied on

illegal discount rate to

reduce its reported "loss reserves" (i.e., accounting liabilities for future structured-finance

Moreover, then-Superintendent Dinallo's decision to conduct the entire approval
process in secret violated NYID practice and NAIC guidelines, and speaks volumes about the
flaws of the NYID' s process. MBIA and the NYID have offered no legitimate explanationnone-for this secrecy, confirming that MBIA's Transformation could not have withstood
informed, dispassionate and public scrutiny, including from Petitioners and other sophisticated
policyholders of MBIA-insured structured products.

IV.

THEN-SUPERINTENDENT DINALLO'S APPROVALS WERE IMPROPERLY
MOTIVATED BY POLICY GOALS BEYOND THE INSURANCE LAW, WHICH
CAUSED HIM TO ISSUE IMPERMISSIBLY BIASED DECISIONS.

As the record below reflects, Mr. Dinallo and other NYID "political appointees"
regularly expressed their desire to favor the interests of public-finance policyholders over those

11
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of structured-finance policyholders, and to promote what they perceived as the State's interest in
reducing its future borrowing costs in the bond market. (See Reply,-r,-r 150-160, infra.)
As Deputy Superintendant Michael Moriarty testified, a New York insurer cannot
discriminate among policyholders. (Moriarty Dep. at 37, 39-40.) For this reason, Wisconsin
Insurance Commissioner Sean Dilweg, who oversaw the restructuring of one ofMBIA's leading
competitors, Ambac, criticized the NYID's secret approval of the Transformation: "I disagreed
with the approach taken last year with MBIA. My statutory role and guiding laws are to treat all
of the policyholders fairly," and testified that the NYID had "arbitrarily [drawn) a line between
bad assets and good assets without the oversight of the COurt.,,12
In Warder v. Board of Regents, 53 N.Y.2d 186, 197 (1981) (internal citations
omitted), the Court of Appeals held that "an applicant is constitutionally entitled to unprejudiced
decision-making by an administrative agency. It follows that a determination based not on a
dispassionate review of facts but on a body's prejudgment or biased evaluation must be set
aside." And, the Court of Appeals has made clear that "an administrative agency may not use its
authority as a license to correct whatever societal evils it perceives," Boreali v. Axelrod, 71
N.Y.2d 1, 9 (1987) (citation omitted), and that administrative officers may not "act[] solely on
their own ideas of sound public policy, however excellent such ideas may be," Picone v. Comm'r
of Licenses, 241 N.Y. 157, 162 (1925). As shown below, in approving MBIA's fraudulent

Transformation, Mr. Dinallo violated these fundamental rules of administrative process.

*

*

12

*

(PX 9 (Patrick McGee, Wisconsin Regulator Keeps Cool; Says Department Can Handle
Ambac, The Bond Buyer, Nov. 25, 2009); PX 10 (Confirmation Hearing at 182, In re
Rehabilitation ofSegregated Account ofAmbac Assurance Corp., No.1 O-CV -1576 (Wis. Cir. Ct.
Dane County Nov. 15, 2010) (emphasis added) (testimony of Commissioner Dilweg).)
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At its heart, this Article 78 proceeding turns on a few basic and indisputable
propositions:
1.

A New York insurer cannot pay dividends, however denominated, to its
parent company in excess of earned surplus;

2.

Transactions that strip capital out of an insurer to favor one class of
policyholders over another or to enrich an insurance holding company
(and its management and stockholders) are not fair and equitable; and

3.

The Superintendent's review of a liability-based restructuring, such as
MBIA's Transformation, must be based on an independent and complete
review of reliable data-not blind acceptance, through a highly truncated
process, of inaccurate and outdated data in support of a pre-determined
result reached in secret to promote policy goals outside the Insurance Law.

As the facts detailed below demonstrate, Mr. Dinallo's approvals ofMBIA's Transformation
violated each of these propositions and should be annulled.
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REPLY

I.

KEY PARTICIPANTS IN MBIA'S TRANSFORMATION.
1.

At least four MBIA executives communicated with or provided information to the

NYID in connection with its review ofMBIA's Transformation:
•

Jay Brown: Chairman, Chief Executive Officer, MBIA Inc.,
and MBIA Inc.'s largest individual shareholder

•

Chuck Chaplin: Chief Financial Officer, MBIA Inc.
and MBIA Insurance

•

Anthony ~cKiernan: Managing Director, Insured Portfolio
Management, MBIA Insurance

•

Fred Pastore: Treasurer, MBIA Inc. and MBIA Insurance

Deposition transcripts ofMBIA executives are attached to the Giuffra Affirmation as Petitioners'
Exhibits 11-14, and are referred to herein as the "Brown Dep.", "Chaplin Dep.", "McKiernan
Dep.", and "Pastore Dep.,,13
2.

At least five NYID officials participated in the NYID's review and/or approval of

MBIA's Transformation proposal:
•

Jack Buchmiller: Supervising Risk Specialist

•

Eric Dinallo: Superintendent

•

Hampton Finer: Deputy Superintendent and Chief Economist

•

Scott Fischer: Senior Counsel

•

Michael Moriarty: Deputy Superintendent for Property and Capital
Markets

13

Petitioners also deposed Frederick Kraegel, the representative of Bridge Associates LLC,
which provided a purported "Solvency Opinion" to MBIA. The transcript of Mr. Kraegel's
deposition is attached to the Giuffra Affirmation as Petitioners' Exhibit 15 ("Kraegel Dep.").
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Transcripts of the depositions of Messrs. Buchmiller and Moriarty are attached to the Giuffra
Affirmation as Petitioners' Exhibits 16-17, and are referred to herein as the "Buchmiller Dep."
and "Moriarty Dep." Petitioners have not yet been authorized to depose Messrs. Dinallo, Finer
or Fischer.

II.

PETITIONERS' AFFIDAVITS AND OTHER EVIDENCE.
3.

Petitioners incorporate by reference into this Reply, affidavits from seven leading

experts on insurance regulation and financial analysis: (a) former NYID Superintendents James
P. Corcoran, Edward J. Muhl, Gregory V. Serio, and Richard E. Stewart; (b) restructuring expert
Ronald Greenspan, head of FTI Consulting'S Real Estate and Structured Finance Restructuring
Group; (c) structured-finance valuation expert Mark Paltrowitz, head of BlackRock Solutions'
Financial Modeling Group; and (d) Professor Rene Stulz of The Ohio State University School of
Business, an expert in corporate finance, economics, and risk management. 14 These affidavits
are referred to herein as the "Corcoran Aff.", "Muhl Aff.", "Serio Aff.", "Stewart Aff.",
"Greenspan Aff.", "Paltrowitz Aff.", and the "Stulz Aff."
4.

Former NYID Superintendent James P. Corcoran (1983-1990) testifies that he

would not have approved the Transformation transactions. He specifically details numerous
flaws in Mr. Dinallo's approval ofthe Transformation, including that:
•

MBIA Insurance was required to have (but did not have) sufficient earned
surplus prior to its declaration of the Dividend;

14

In Article 78 actions, courts routinely consider expert testimony. See, e.g., Med.
Malpractice Ins. Ass'n v. Superintendent of Ins., 72 N.Y.2d 753, 763 (1988) (noting
disagreements between "the parties' actuaries"); Sf. James Nursing Home v. DeBuono, 12
A.D.3d 921, 923-24 (3d Dep't 2004) (relying on petitioners' expert to find that regression
analysis was "used improperly by respondents"); Basile v. Albany Col!. of Pharmacy of Union
Univ., 279 A.D.2d 770, 771-72 (3d Dep't 2001) (affidavit from petitioner's expert established
that respondents' analysis "is based upon false assumptions and therefore does not provide a
rational basis").
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•

The Stock Redemption lacked any legitimate business purpose other than
to serve as a disguised dividend, and should have been denied as an
improper attempt to evade statutory dividend restrictions;

•

The Reinsurance Transaction was not fair and equitable to MBIA
Insurance and its policyholders, because MBIA Insurance (as reinsured)
had to distribute its own capital to fund the shell reinsurer, MBIA Illinois,
in order to provide MBIA Illinois (as reinsurer) with sufficient capital to
engage in the Reinsurance Transaction;

•

As a whole, the Transformation transactions were discriminatory and
adversely impacted the interests of MBIA Insurance's structured-finance
policyholders, and impermissibly enriched MBIA Inc. and its shareholders
and executives;

•

The NYID' s stated reason for then-Superintendent Dinallo' s approval of
the Transformation-reinvigorating the municipal-bond market-was
outside of the NYID's mission and did not and could not justify the
Superintendent's failure to protect MBIA Insurance's structured-finance
policyholders;

•

The NYID engaged in an inadequate, rushed review ofMBIA Insurance's
financial condition, even though the Transformation reduced by billions of
dollars the amount of assets available to satisfy the claims of its
structured-finance policyholders;

•

The NYID's review substantially departed from NYID policies and
practice and NAIC guidance;

•

The Superintendent did not have an adequate basis upon which to make a
reasoned, informed decision;

•

MBIA did not provide the NYID with critical financial information; and

•

Mr. Dinallo's approval of the Transformation transactions creates a
dangerous precedent for policyholders of New York insurance companies
-19-

and the public generally by permitting the division of an insurer into a
"healthy" insurer and a "sick" insurer.
5.

Former NYID Superintendent Edward J. Muhl (1995-1997) testifies that he

would not have approved MBIA's Transformation, which left MBIA Insurance with significantly
reduced assets to satisfy the claims of its structured-finance policyholders, while those same
assets remained available to satisfy the claims of existing and future municipal policyholders. In
his affidavit, Superintendent Muhl details why the other restructurings cited by the Respondents
in this action as serving as some precedent for MBIA's Transformation confirm that thenSuperintendent Dinallo ignored his paramount duty to protect all of MBIA Insurance's existing
policyholders by (a) basing his approval on a review that was a gross and improper deviation
from accepted regulatory practice; and (b) allowing MBIA Inc. to drain substantial assets from
the already financially weakened MBIA Insurance instead of requiring MBIA Inc. to strengthen
MBIA Insurance's financial condition as a pre-condition for his approvaL
6.

Former NYID Superintendent Gregory V. Serio (2001-2004) testifies that he

would not have approved the Transformation transactions, and that, in his experience, the
NYID's review of MBIA's application was seriously deficient and represented a material
departure from established NYID practice and NAIC guidance for reviewing such transactions.
Superintendent Serio identifies the following failings (among others):
•

Contrary to past practice and NAIC guidance, the NYID failed to retain an
independent financial expert to assist it in assessing MBIA Insurance's'
financial condition;

•

The NYID did not analyze the adequacy of MBIA Insurance's loss
reserves or its solvency after the Transformation, even though, as stated by
the NAIC, these are the key responsibilities of an insurance regulator in
reviewing a liability-based restructuring such as the Transformation;
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•

The NYID improperly charged a single, unsupervised employee (Mr.
Buchmiller) to review, over a five-week period, MBIA Insurance's
quarter-trillion dollar portfolio of about 1,300 structured-finance products;

•

Then-Superintendent Dinallo approved the Transformation without
waiting for Mr. Buchmiller to reach a final conclusion or even asking him
for one;

•

Contrary to NAIC guidance, the NYID failed to provide

notice to

policyholders or require MBIA Inc. to provide financial assistance to
MBIA Insurance, even if MBIA Insurance could not pay the claims of its
policyholders; and
•

The NYID' s review was inadequate to support the affirmative (and wholly
conclusory) findings in the NYID Letter.

7.

Former NYID Superintendent Richard E. Stewart (1967-1970) testifies that he

would not have approved the Transformation transactions. According to Superintendent Stewart:
•

The Transformation transactions were the very type of transactions that
prompted the NYID, under his direction, to sponsor the Holding Company
Act of 1969, because those transactions allowed a holding company
(MBIA Inc.) to remove over $5 billion in assets from its already
financially weakened insurance subsidiary (MBIA Insurance) and that
subsidiary's only potentially profitable line of business, in order to
capitalize another subsidiary (MBIA Illinois);

•

The Dividend and Stock Redemption were blatant and improper attempts
to circumvent the Insurance Law's statutory dividend restrictions;

•

Allowing an insurer to distribute a "stock redemption"-when the very
same distribution would be prohibited if the correct "dividend" label had
been used-is contrary to the Department's practice of reviewing the
substance rather than simply the form of a transaction; and
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•

Despite the NYID's paramount duty to protect all policyholders, Mr.
Dinallo improperly allowed MBIA Inc. to shuffle substantial corporate
assets away from MBIA Insurance, so those assets could not be used to
pay the claims of its structured-finance policyholders.

8.

Restructuring expert Ronald Greenspan, who has participated in a number of

restructurings of other financial guarantee insurers, identifies several fatal flaws in MBIA
Insurance's methods for estimating its future losses on structured-finance products, and in the
financial review conducted by Mr. Buchmiller in connection with the Transformation.

Mr.

Greenspan's opinions include that Mr. Dinallo could not have reached a reliable conclusion
regarding the post-Transformation projected financial condition ofMBIA Insurance, because:
•

The NYID dedicated insufficient time and staff to this review by assigning
only one person, Mr. Buchmiller, to perform his review over a three to
five week period, when this is a task that typically takes teams of
experienced professionals months to complete;

•

The NYID did not have the necessary resources
to conduct a thorough, proper and
independent review ofMBIA Insurance's portfolio;

•

The NYID should have, but did not, obtain any independent expert
assessment of MBIA Insurance's projected losses to compare to MBIA
management's loss projections;

•

The scope of Mr. Buchmiller's review was inadequate;

•

The NYID relied on outdated and inadequate loss projections _
_

•

that used data pre-dating the late 2008 financial crisis;

Mr. Buchmiller was never asked to provide any final conclusions; and
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•

Using up-to-date financial data or a lower discount rate to re-run MBIA
Insurance's loss models causes predicted losses to rise significantly, •

9.

Valuation expert Mark Paltrowitz explains the methods used by the respected

financial-services firm BlackRock Solutions to prepare, at Petitioners' request, an independent
financial analysis of the expected losses on a $50.1 billion sampling of structured-finance
products insured by MBIA Insurance (representing approximately 22% of its $233 billion
portfolio "as of' December 31,2008), using data available in February 2009. Specifically, the
small portion of MBIA Insurance's portfolio reviewed by BlackRock included most or all of
MBIA Insurance's residential mortgage-backed securities ("RMBS") portfolio, and a subset of
the several dozen other insured products for which MBIA claims to have provided financial loss
models to Mr. Buchmiller.

The NAIC has retained BlackRock to value structured-finance

products, and Deputy Superintendent Finer suggested (even before MBIA had filed its
Transformation application) that BlackRock could provide a third-party analysis of MBIA's
structured portfolio. BlackRock's independent analysis predicts that MBIA Insurance would pay
between $13.8 billion and $20.8 billion of present-value losses on even this small subset of
MBIA Insurance's structured-finance portfolio.

According to BlackRock's analysis, the

expected insurance losses on less than one quarter of MBIA Insurance's portfolio rendered
MBIA Insurance deeply insolvent as of December 31, 2008.
10.

Corporate finance expert Rene Stulz of The Ohio State University and author

of a leading finance textbook for business school students, explains (among other things) that:
(1) the Dividend and Stock Redemption were economically identical, and any purported
distinction between the two is a sham; (2) the value ascribed to the shares of MBIA Insurance by
-23-

the Stock Redemption was inflated, using either a market-based or accounting-based analysis;
(3) the Transformation transactions were designed to and did favor the interests of MBIA Inc.
stockholders over the interests of senior policyholder creditors; (4) MBIA's loss estimates.
were flawed and inaccurate because they disregarded the well-known market
deterioration in the second half of 2008, as the financial crisis worsened; and (5) the NYID's
supposed solvency review ignored clearly contradictory company and market evidence, and did
not include an appropriate economic solvency analysis.
11.

This Reply is also based on, among other things:
•

The answering papers submitted by Respondents; 15

•

The Giuffra Affirmation, dated March 11,2011 and exhibits thereto;

•

The NYID's cherry-picked "administrative record" (ROOOOI-980); and

•

MBIA's and the NYID's responses to Notices to Admit pursuant to CPLR
3123, which are attached to the Giuffra Affirmation as Petitioners'
Exhibits 18 and 19 and are referred to herein as "MBIA NTA Resp." and
"NYID NTA Resp."

12.

In submitting this Reply Statement of Facts, Respondents reserve their rights to

seek additional discovery from MBIA and the NYID and to supplement their pleadings,
including with respect to (a) discovery matters that remain outstanding, and (b) Respondents'

15

The NYID' s answering documents are the NYID' s Memorandum of Law in Opposition
to the Petition ("NYID Mem."); Verified Answer ("NYID Ans."); Affidavit of Michael Moriarty
("Moriarty Aff."); and Affidavit of Jack R. Buchmiller ("Buchmiller Aff."). MBIA's answering
documents are the MBIA Respondents' Memorandum of Law in Opposition to Article 78
Petition ("MBIA Mem."); Verified Answer ("MBIA Ans."); Affidavit of C. Edward Chaplin
("Chaplin Aff."); and Affidavit of Anthony McKiernan ("McKiernan Aff.").
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ongoing failure to file a complete administrative record in accordance with CPLR 7804(e).16 For
example, the NYID has continued to withhold hundreds, if not thousands, of internal documents
from Petitioners by improperly invoking the so-called "deliberative process" privilege, and
instructing its witnesses not to answer certain questions on the basis of that supposed privilege. I7
Indeed, the NYID has even sought leave to appeal an order by this Court calling for very limited
e-mail discovery to determine whether then-Superintendent Dinallo's decision-making process
was infected by impermissible bias. The obvious question is why is the NYID, the agency
charged with protecting policyholders from abuses by insurers and insurance holding companies,
fighting so hard to prevent policyholders from learning the facts and circumstances underlying
Mr. Dinallo's two-year-old approval of MBIA's Transformation. Stated bluntly, what is the

NYID hiding?
III.

MBIA INSURANCE'S BUSINESS MISSTEPS FORCE MBIA TO PURSUE THE
FRAUDULENT TRANSFORMATION.
A.

MBIA's Aggressive Expansion into Insuring Structured Products.

13.

MBIA Inc. is a publicly traded corporation. The business ofMBIA Insurance, its

principal operating subsidiary, historically was to write financial-guaranty insurance on

16

For example, Justice Yates had begun an in camera review of certain documents from
NYID financial advisor Perella Weinberg that, to date, have been withheld on the basis of
deliberative process privilege. Justice Yates stated that "Frankly, I think the bulk of it is not
privileged, but ... you know aside from that, I think there's some things out of fairness [that]
should be disclosed." (Jan. 10, 2011 Tr. at 48.) Although the Court requested an in camera
meeting with the NYID to "give [them] a heads up of what items should be disclosed," (id.) that
meeting did not take place due to scheduling conflicts before Justice Yates left the bench.
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municipal bonds and other "public-finance" obligations. (Pet.

~

46.) In the years leading up to

the Transformation, however, MBIA Insurance began aggressively insuring "structured-finance"
products such as residential mortgage-backed securities ("RMBS"), commercial mortgagebacked securities ("CMBS"), and collateralized debt obligations ("CDOs"). (See id.) Many of
these structured-finance products were backed by "subprime" first-lien mortgages, and "secondlien" mortgages such as home equity loans and lines of credit. (See Greenspan Aff.

~

125.)

14.
18

u.S. housing prices hit their all-time high. (See Greenspan Aff.

~

Shortly thereafter,

137 & Figure 7; Stulz Aff.

~

146 & Ex. 18.) Since their 2006 peak, housing prices nationwide began a prolonged decline; by
the fourth quarter of2008, housing prices had fallen for six consecutive quarters. (See id.)

17

The deliberative process privilege does not apply at all where, as here, the government's
own decision-making process is directly challenged, and cannot shield from discovery
documents concerning a biased process. E.g., In re World Trade etr. Bombing Litig., 93 N.Y.2d
1, 8 (1999) (privilege requires government showing that discovery would contravene a "specific
public interest"); Mooney v. Superintendent ofN 1': State Police, 117 A.D.2d 445, 448 (3d Dep't
1986) (rejecting application of privilege in Article 78 proceeding); New York v. Salazar, 701 F.
Supp. 2d 224, 237-38 (N.D.N.Y. 2010) (privilege "evaporates" where it is alleged that "the
deliberative process itself was fatally flawed and infected by arbitrary conduct").
18
19
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the NYID overrode the policyholder protections in the Insurance Law to bailout MBIA's failed
management and board-at the expense of Petitioners and other beneficiaries of MBIA-insured
structured products, including pension funds, charities and universities.
16.

By January 2008, nearly every financial guaranty insurer was reeling from

unprecedented losses in structured-finance products, primarily from the deterioration in the U.S.
residential mortgage sector, leading the NYID to retain the financial advisory firm Perella
Weinberg Partners L.P. ("Perella Weinberg")

B.

The NYID Initially Opposes MBIA Efforts to Drain Capital from MBIA
Insurance.

17.

The mounting losses in MBIA Insurance's structured-finance portfolio threatened

the survival of its sole shareholder, the holding company MBIA Inc., which was "largely
dependent on dividends or advances in the form of intercompany loans" from MBIA Insurance
to pay holding-company expenses and service holding-company debt. 21

18.

On February 14, 2008, then-Superintendent Dinallo testified before Congress

about the ailing monoline insurance industry. He reported that MBIA Insurance had asked in
2006 to pay a $1 billion dividend to MBIA Inc., which "was within the four comers of the law
20

see PX 21 (Randall Smith &
Liam Pleven, Perella Weinberg Advises on Health of Bond Insurers, Wall St. J., Jan. 29, 2008
(reporting that the NYID had retained Perella Weinberg).)

21

(PX 22 (MBIA Inc., Form 10-K (Feb. 29,2008)), at 32.)

22
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and had been previously okay' ed by my predecessor," when MBIA Insurance had carried a AAA
credit rating and when ''there was no concern for the subprime area." 23 But during 2007,
Mr. Dinallo chose to reduce the size of this dividend to $500 million, because he "was beginning
to have some concerns about the economy and about the subprime area," and he also denied a
second MBIA Insurance request to pay an additional $500 million dividend to MBIA Inc.,
fearing "a potential for a recession or something around the subprime area.,,24
19.

The Superintendent told Congress that his first goal was to help the monolines

raise new capital to protect all policyholders, but that if that plan failed "our first priority will be
to protect the municipal bondholders and issuers.,,25 Mr. Dinallo mused that monolines could
"split themselves into two companies. One would have the municipal bond policies and any
other healthy parts of the business .... The other would have the structured finance and
problem parts of the business.,,26 But Mr. Dinallo recognized that such a division would be
controversial, noting that federal regulators "would prefer not to see the books split because it
would leave their financial institutions with the worst of the book," and that there would be
"resistance" because "some policyholders are not going to do as well as other policyholders. ,,27
20.

On February 19,2008, hedge-fund manager William Ackman (who had predicted

MBIA's financial collapse), proposed a plan to split bond insurers (like MBIA Insurance) into
23

(PX 24 (The State of the Bond Insurance Industry: Hearing Before the H Subcomm. on
Capital Markets, Ins. & Gov. Sponsored Enters., 1l0th Congo 34 (2008) (statement of Supt.
Dinallo).)
24

(Id. at 34-35 (emphasis added).)

25

(Id. at 219, 221 (prepared remarks ofSupt. Dinallo) (emphasis added).)

26

(Id. (emphasis added).)

27

(PX 25 (John Poirier & Karey Wutkowski, Bond Insurer Recapitalization May Come
Soon-Spitzer, Reuters, Feb. 14, 2008 (emphasis added)); PX 26 (Feb. 15, 2008 CNBC
Interview with Supt. Dinallo) at 6:54 (emphasis added).)
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two separate companies, by establishing a new municipal-bond insurer as a subsidiary of the
existing insurer?8 Under such a "stacked" structure, the new insurer could write new municipalbond business, whose profits would flow to the old insurer and would be available to satisfy
claims of the old insurer's structured-finance policyholders.
21.

The NYID publicly rejected Mr. Ackman's proposal, warning that a "stacked"

structure "would mean a substantial downgrade for the structured side. That's not good for one

group of policyholders, the banks.,,29 In a February 20, 2008 press release, MBIA "agree[d]
with the NYID spokesman who said Mr. Ackman's proposal is not good for one group of
policyholders." (PX 29.)

22.

At around the same time as the NYID and MBIA were publicly opposed to Mr.

Ackman's proposed "stacked" structure, MBIA and the NYID privately met to discuss a "sister
subsidiary" restructuring preferred by MBIA Inc. that was even more unfair to policyholders
and even further outside the statutory framework, and
_ e f t litigation as the inevitable outcome. 31 There is one critical difference between
the "stacked" and "sister" structures: a "stacked" structure uses MBIA Insurance assets to invest
in an insurer owned by MBIA Insurance, while a "sister" structure strips assets from MBIA
28

(See PX 27 (Pershing Square Capital Mgmt., L.P., Restructuring the Bond Insurers to
Protect All Policyholders (Feb. 19,2008), at 8-10).)
29

(PX 28 (Joseph A. Giannone & Neil Shah, Ackman Plan Helps Banks, Tough on Bond
Insurers, Reuters, Feb. 20,2008).)
30
31

(See, e.g., Chaplin Aff. Ex. 5 (MBIA_NYS0028050-66), at 52-55,63 .)
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Insurance to launch an insurer owned by MBIA Inc. Because the time was not yet right for such
an unprecedented and controversial transaction, the NYID asked MBIA "to hold off making an
application" to split itself. (Brown Dep. at 183.)
23.

MBIA seruor
executives considered using some of MBIA Inc.'s own cash to launch a new municipal-bond
Insurer,

which Mr.

Brown told investors was within MBIA Inc.'s financial means. 33 But MBIA's senior executives
decided to benefit parent-company securityholders by spending hundreds of millions of dollars
buying back parent-company stock and debt instead of investing in its insurance business. 34

C.

MBIA Insurance Reinsures the Public-Finance Portfolio ofFGIC.

24.

On August 27, 2008, MBIA Insurance reinsured on a "cut-through" basis the

profitable public-finance portfolio of another monoline insurer, Financial Guaranty Insurance
Company (or "FGIC"). Specifically, FGIC paid MBIA Insurance $741 million, and MBIA
Insurance agreed to pay FGIC (or any public-finance policyholders who chose to submit claims
directly to MBIA Insurance) ifFGIC received claims on those public-finance policies. 35

32
33

PX 32 (MBIA Inc., Letter to Owners (June 11,
2008)) (MBIA had capital to launch new insurer).)
(See PX 33 (MBIA Inc. Form 10-Q (Nov. 5, 2008)), at 91 (discussing MBIA Inc. stock
and debt repurchases during third quarter); PX 34 (MBIA Inc., Form 10-K (Mar. 2, 2009)), at 46
(discussing MBIA Inc. stock repurchases during fourth quarter).)

34

35

(See PX 35 (Jack Herman, MBIA to Reinsure $184B ofFGIC's Us. Public Finance Book,
The Bond Buyer, Aug. 28,2008).)
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25.

The NYID approved the FGIC reinsurance transaction only after public notice to

all FGIC policyholders and after the expiration of a lO-business-day public comment period.
(See PX 36 (Press Release, NYID, MBIA-FGIC Deal Resulted from Auction Process Directed
by NY Insurance Department (Aug. 27, 2008)).)

26.

In an interview, then-NYID Deputy Superintendent and Chief Economist

Hampton Finer elaborated on the pretext-keeping "money [from] going out the door t6 the
structured credits"-for MBIA Insurance's reinsurance of FGIC's municipal-bond portfolio.
According to Mr. Finer:
We basically said look, your fmancial condition is deteriorating ...
we're frankly kind of getting worried about what happens to
insurance, particularly the public finance credits. . .. We basically
said, 'What is your plan for protecting the insurance for these
guys? We don't want the money going out the door to the
structured credits, etc. ,37
D.

~IA _

to File Its Secret Application to Drain

Billions from MBIA Insurance.
27.

By the middle of 2008, losses on mortgage-backed securities put increasing strain

on financial institutions worldwide. During September 2008, the ongoing U.S. financial crisis
dramatically deepened as several major financial institutions collapsed, were placed into
conservatorship, were merged, were sold, or received financial assistance from the U.S.

37

(PX 38 (Jack Herman, Inside the FGIC-MBIA Auction Pact, The Bond Buyer, Sept. 17,
2008 (emphasis added).)
-31-

government. (See Stulz Aff.

~

141.) In short, the fourth quarter of 2008 was

28.

On October 28,
MBIA CFO Chaplin and MBIA Treasurer Pastore privately discussed the inherent unfairness of
MBIA's proposed Transformation to structured-finance policyholders and holders of MBIA
Insurance "surplus notes" (subordinated debt securities):

[G]enerally i understand the point that [Surplus Note] holders
will also be standing in line of those claiming unfairness as we
attempt to transform. leaving them behind with the [Structured
Finance] book will not be consistent with what they signed up for.

*

*

*

Once we do this, Corp certainly won't be consistent with 'A' level
capital, could even fall to [below investment grade]. This
transformation will also raise qualitative concerns so even if
capital some how were to stay in A range, they'd likely
[downgrade]. THIS WILL BE A BIG PROBLEM.

*

*

*

It worked for FGIC but that's because they were already junk and
their transaction with us was very different than what our
Transformation proposes. I was trying to make this point last
38

Greenspan Aff.

see a/so, e.g.,
~~

234-235.)
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Stulz Aff.

~

141;

week when [MBIA CEO] Jay [Brown] questioned if i was
smoking something . .. .40
29.

In fact, shortly after
approving MBIA's Transformation, then-Superintendent Dinallo admitted that he had approved
the Transformation to facilitate a personal request by the Governor asking the U.S. Treasury to
invest in MBIA Illinois to support the municipal-bond market. 43
_ O n October 30, 2008, MBIA and the NYID met to discuss MBIA's secret
Transformation proposal-which MBIA warned could be viewed as a "Fraudulent Conveyance."
(ROOOO 1-17, at 15 .) By this point, the NYID had backtracked from its prior opposition to

MBIA's asset-stripping proposal, causing MBIA executives to comment that "UJor theftrst time

[the NYID] focused on ... getting it done versus being against if'

40
41
42
43

(PX 41 (MBIA_NYS0032853-54), at 2854 (emphasis added).)

•

(See PX 43 (CNBC interview of Supt. Dinallo (Feb. 27, 2009), at 3:25 (Dinallo stating
"That's why we split the book last week. So this is a man with the plan. The Governor has a very
clear step-by-step plan. We split the book at the Department last week, so that we could make
this request to the federal government this week.").)
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_ O n December 3,2008, MBIA met with the NYID regarding the Transformation,
and again gave a presentation presciently warning that these transactions could be a "Fraudulent
Conveyance." (R00018-39, at 36 .)

From MBIA's perspective, "[t]he fact that the federal
government ... chose not to do anything for the monolines did affect the [NYID's] willingness
to consider our application .... " (Id. at 181-82 .)

IV.

MBIA SUBMITS ITS SECRET TRANSFORMATION APPLICATION.
32.

On December 5, 2008, MBIA submitted to the NYID its application to execute

the Transformation transactions. (R00040-248.) MBIA asked the NYID to keep the application
secret, and the NYID dutifully complied. (See id. at 49.) The NYID never provided Petitioners
or other affected policyholders with any notice of MBIA's application, or any opportunity to be

(emphasis
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added));

-

heard concerning its merits, but waited until February 18, 2009 when the Transformation was
complete to announce these unprecedented transactions publicly.
33.

The NYID has never provided an explanation for its secret review of MBIA's

Transformation application, including why this application was treated differently from other
applications involving significant restructurings of insurance companies.

34.

The Insurance Law contains no "Transformation statute" authorizing the

Superintendent to divide an existing insurer into a "healthy" and a "sick" Insurer; _
and it
is not a recognized term of art in the insurance industry. (See Corcoran Aff.
86; Muhl Aff.

~~

~

43; Serio Aff.

~

5 n.l, 22.) Rather, as illustrated below, MBIA's Transformation involved a

convoluted series of transactions that together were designed to have the effect of splitting MBIA
Insurance into two separate companies:
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($USD Billions)

~~~~~~~~~~~~~~~~'(i)
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(ii) $2.1 Contributed Capital

$0.2
Transfer of
MBIA Illinois
Stock

(ii) $2.1 cash &
securities
from:
MBIA
Insurance
Dividend and
MBIA
Insurance
(iii) $3.7
Stock
.
Redemption .
U.S. P,!bllc
Fmance Remsurance

(iii) $O.B

I

-

n
Illinois
L mbia

~

-

(pre-Transformation)

U.S. Public
Finance Reinsurance ,.--_ _ _ _ _ _ _ _ _ _ _ _ _ _-,
22% Ceding
Cash &. Assets Stripped from
Commission

MBIA Insurance

I
I

-

$2.1 Of Contributed Capital

-

$0.2 Of Stock of MBIA Illinois

_ $3.7 Related to UPR
and Loss Reserves

+

$0 8 Related to the
• Ceding Commission
$5 2 Cash and Assets Stripped
• from MBIA Insurance

A.

MBIA's Illegal Dividend and Stock Redemption Transactions

35.

In its secret application, MBIA sought approval for MBIA Insurance to "provide

approximately $2.08 billion of its own funds to its parent, MBIA Inc.," which would be
accomplished "by means of a dividend and a return of capital.,,46 (R00040-248, at 53.) MBIA
sought approval for these transfers under two different provisions of the Insurance Law: (a)
Section 4105(a), which absolutely bars dividends by insurers except out of earned surplus, and
also prohibits dividends in excess of a certain amount ("extraordinary" dividends) without the
46

The requested size of the Dividend and Stock Redemption were amended during the
application process. The NYID ultimately approved a $1.147 billion Dividend, and a $1.123
billion Share Redemption. (See PX 6 (NYID Letter), at 3.)
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Superintendent's pnor approval, and (b) Section 1411 (d), which prohibits insurers from
repurchasing their own stock except pursuant to a plan of "stock redemption and retirement"
approved by the Superintendent.
36.

MBIA sought approval for the Dividend under the "extraordinary dividend" prong

of Section 4105(a), claiming that MBIA Insurance would "retain sufficient surplus to support its
obligations and writings following payment of the requested dividend." (R00040-248, at 55 .)
But MBIA' s application did not assert-because it could not-that the Dividend would be
declared and distributed "out of earned surplus," as required by the first part of Section 4105(a).
the NYID does not have the authority or the administrative
discretion to waive this prohibition against an insurer's distribution of a dividend in excess of
earned surplus.

The NYID Letter revealingly contains no

findings or discussion concerning MBIA Insurance's "earned surplus."
37.

Although the Stock Redemption had to be "reasonable and equitable" under

Section 1411 (d) of the Insurance Law, MBIA urged that this transaction be approved for exactly
the same reason as the Dividend:

"Following the return of capital . . . under the Stock

Redemption, the company remains strongly capitalized with amply sufficient surplus to support
its obligations and writings." (R00040-248, at 55.)
38.

The Dividend and Stock Redemption were economically indistinguishable from

one another. (See, e.g., Stulz Aff.

~~

In fact, MBIA's own

56-68;

application materials characterize the Stock Redemption as a dividend; an Appendix describes
the entire distribution as constituting a single "dividend funded 55% from unassigned surplus
and 45% from paid-in capital." (R00040-248, at 61 .) Other correspondence between MBIA and
the NYID likewise treats the Stock Redemption as a dividend, or the transactions as
-37-

interchangeable. 47

Thus, as the record makes clear, the Stock Redemption was a poorly

disguised dividend, impermissibly distributed far in excess ofMBIA Insurance's earned surplus.
39.

MBIA Insurance had no business purpose for redeeming its own stock other than

"to permit MBIA [Insurance] to return [assets] to its sole shareholder," MBIA Inc. (R00040-248,
at 54;

although MBIA Insurance's paramount business objective

should have been the preservation of its capital to cover insured policyholder losses in light of

_n

the uncertainty of the financial markets.
support of its request for approval to pay the Dividend and to effect the Stock

Redemption, MBIA also submitted a purported "solvency opinion" prepared by Bridge
Associates LLC (the "Bridge Opinion"), dated December 5, 2008. 48 (R00066-133.) MBIA's
purpose for obtaining the Bridge Opinion was to help defend against fraudulent-conveyance
lawsuits. (See ROOOOI-17, at 15.) Although MBIA originally contemplated obtaining "[a]n
opinion from a reputable investment bank as to the solvency" of MBIA Insurance (id.), it instead
went with Bridge, a turnaround, crisis and interim management firm

47

(See, e.g., Chaplin Aff. Ex. 24 (MBIA_NYS0008276-8305), at 8300 (discussing use of
xtr:aor,dl'mar dividends from MBIA
to support [MBIA Illinois] capitalization");
asked MBIA to show impact of both
transactions in a single column labeled "Dividend + Stock Redemption").)
48

Not only was the Bridge Opinion completed more than two months before the
Transformation was approved, but it was expressly limited to the financial condition of MBIA
Insurance "as of September 30, 2008." (R00063-133, at 67 ("Bridge was engaged to ... provide
an opinion as to the solvency ofMBIA [Insurance] ... as of September 30,2008 and Pro Forma
September 30, 2008, having given effect to the proposed Transformation."); R00504-06, at 504
(Feb. 4, 2009 letter concerning solvency opinion "as of September 30, 2008.").)
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41.

As former Superintendent Corcoran and Mr. Greenspan testify, the Bridge

Opinion "was worthless to the NYID." (Corcoran Aff.
~

~

77; see id at

332 (Bridge Opinion was "demonstrably unreliable").)

~~

75-78; Greenspan Aff.

Bridge did not "conduct[] an

independent validation of the information and data obtained as part of its work in conjunction
with this Solvency Opinion." (R00063-133, at 68; see also R00502-08;
•

Greenspan Aff. ~ 335.)

Instead, Bridge "relied upon the integrity, accuracy and

completeness of the statutory financial and other information made available by MBIA."
(R00063-133, at 67 .) In other words, Bridge opined that MBIA Insurance was solvent because
MBIA Insurance said it was solvent. (See Greenspan Aff.
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~

336.)

B.

MBIA's Unfair and Inequitable Reinsurance Transaction

44.

In its application, MBIA provided the Superintendent with notice of MBIA

Insurance's intent to enter into reinsurance with MBIA Illinois, pursuant to which MBIA Illinois
would reinsure all of the U.S. public-finance business written or reinsured by MBIA Insurance in
exchange for a payment by MBIA Insurance of $2.89 billion in unearned premiums (net of a
ceding commission equal to 22% of the unearned premium reserve) (the "Reinsurance
Transaction"). (R00040-248, at 134-35.) Under Sections 1505(d) and 1308(e) of the Insurance
Law, MBIA was required to notify the Superintendant of this transaction and obtain his nondisapproval.
45.

Together with the notification of the Reinsurance Transaction, MBIA provided

the NYID with a copy of an opinion of Raymond James & Associates, Inc. ("Raymond James"),
dated December 5, 2008 (the "Raymond James Opinion") and addressed to the Board of
Directors of MBIA Insurance, which purported to conclude that the Reinsurance Transaction was
fair to MBIA Insurance. (R00040-248, at 224.) Like the Bridge Opinion, the Raymond James
Opinion is worthless.

(See Corcoran Aff. -,r 27.)

Raymond James opined on only the

Reinsurance Transaction, and expressly did not consider the fairness of the related transactions
that were essential to assessing whether the Reinsurance Transaction was fair and equitable.
46.

Thus, Raymond James concluded that, excluding the impact o/the Dividend and

Share Redemption, the terms of the Reinsurance Transaction, standing alone, were fair from a
financial point of view to MBIA Insurance. (R00040-248, at 227-228.) Even though the
"Reinsurance Transaction would not have been possible" without the capitalization of MBIA
Illinois (e.g., Corcoran Aff. -,r 27), the Raymond James Opinion provided no view on the
fundamental terms of the actual transactions-the fairness of MBIA Insurance gratuitously
-40-

capitalizing an affiliated insurer to obtain reinsurance backed exclusively by assets that had just
been stripped from MBIA Insurance.
47.

Following the Reinsurance Transaction, each ·of MBIA Insurance and MBIA

Illinois (later renamed "National") was left with approximately $6.8 billion in assets. But, of
course, equality of assets does not mean fairness; what is critical is the liabilities associated with
those assets. As illustrated below, MBIA Insurance's portfolio of insured structured-finance
liabilities was far riskier than MBIA Illinois' portfolio of municipal-bond policies:
($USD Millions)

$28,000

I

Below Investment Grade
Insured Exposure

•

Post-Transformation Pro-Forma
Assets

$24,000
$20,000
Post-Transformation
MBIAInsurance was
left with 4x More
Below Investment
Grade Insured
Exposure than Assets

$16,000
$12,000

$8,000

$6,777

$4,000

~

$0

MBIA Insurance

(Greenspan Aff.
48.

~~

National

153-54 & Figure 14.)

MBIA's claims-paying history also made clear that MBIA Insurance's structured-

finance portfolio was far riskier than MBIA Illinois' public-finance portfolio. As reflected in
MBIA's 2008 Annual Report, claims payments on structured-finance policies during 2008 alone
dwarfed the $669 million in claims paid on public-finance policies in the prior 35 years:
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(PX 1 (MBIA Inc. 2008 Annual Report), at 3.) Nevertheless, then-Superintendant Dinallo
authorized MBIA Inc. to strip more than $5 billion (including more than $2 billion in surplus)
from MBIA Insurance to support a public-finance business that had paid only $2 million to
public-finance policyholders in 2008, during the worst financial crisis since the 1930s.

v.

THE NYID'S "SHORTCUT" REVIEW TO "GET TO THE DECISION" ON
MBIA'S TRANSFORMATION APPLICATION
"We're trying to find the shortcut to get to the decision on
Transformation. You know, ideally in the great scheme of things,
that would be the purpose of the examination, validate reserves,
et cetera, but you know, we don't have that kind of time line. "
- NYID Supervising Risk Specialist Jack Buchmiller
49.

In late 2008 and early 2009, in the middle of the worst financial crisis since the

Great Depression, MBIA Insurance was experiencing unprecedented losses in its $233 billion
structured-finance portfolio. Yet, the Transformation proposed to strip more than $5 billion in
assets out of MBIA Insurance-including all potential earnings of its existing and future
municipal-bond insurance business-placing "leavebehindco" MBIA Insurance into run-off
without any real prospect of writing future business.
(MBIA_NYS0033442).)

(See Corcoran Aff. ,-r,-r 37-38; PX 2

Under these circumstances, in accordance with established NYID

practice, then-Superintendent Dinallo should have conducted an independent and exhaustive
analysis ofMBIA Insurance's financial condition, informed by experts with the ability to analyze
expected losses on MBIA Insurance's structured-finance portfolio. (See Corcoran Aff. ,-r 38;
-42-

Serio Aff.

~~

7, 20.) Mr. Dinallo did not do so, and this failure to obtain an independent analysis

allowed MBIA

NYID with misleading and inaccurate information.

A.

The NYID Does Not Independently Verify MBIA's Loss Models or Reserves.

50.

In any review of a liability-based restructuring of an insurer, the regulator'S key

responsibility is to review the adequacy of loss reserves. (See Serio Aff.

~

29 (citing NAIC

guidance).) As explained by former Superintendent Serio:
In my decade of regulatory experience, I came to know that a key
responsibility of the Department in assessing whether to approve a
transaction is to analyze financial solvency issues to determine
whether the resulting structure will have sufficient assets, both as
to quality and duration, to meet policyholder and other creditor
obligations. A key part of this analysis is determining a
reasonable estimate for liabilities.
(Serio Aff.

~

52 (emphasis in original).) Former Superintendents Corcoran and Muhl agree with

this statement of NYID policy. (See Corcoran Aff.

~~

67-68; Muhl Aff.

~

37.) Here, although

the Transformation's very purpose was to shield assets from structured-finance policyholders,
the NYID never tested the accuracy ofMBIA's financials or reached any independent conclusion
regarding its solvency.
Although then-Superintendent Dinallo was required to make affirmative findings

51.

about MBIA's financial condition before approving the Transformation (see Serio Aff.
Corcoran Aff.

~

~~

21,83;

88), he approached the question-and the burden of proof-from entirely the

wrong direction. Rather than reaching some conclusion, based on all of the evidence, that MBIA
had affirmatively proved that the transactions fully complied with the Insurance Law and did not
compromise policyholders' rights, the sole NYID employee tasked with reviewing MBIA
Insuranc~'s

financial condition, Jack Buchmiller, viewed his role as being that, "if the

superintendent asked me and said are you satisfied, I would be able to give him an answer as to

-43-

what 1'd done and how comfortable I was with where we were in that process." (Buchmiller Dep.
at 147 .)
52.

Mr. Buchmiller's only

"conclusion" would have been that "I didn't see any reason not to approve the request, that their
reserving methods, methodologies, procedures were reasonable, consistently applied and among
what I would call best practices" among monoline insurers. (Buchmiller Dep. at 93-94 .)
53.

As former Superintendents Serio and Corcoran testify, the fact that "a cursory,

incomplete review finds no reason to disapprove" a transaction in no way supports the
affirmative conclusions that the NYID was required to make before approving a major
restructuring of a regulated insurer. (Serio Aff.

~

83; see Corcoran Aff.

~~

87-88.)

54.

But the mono line industry generally-and MBIA in particular-had a
demonstrably poor track record in predicting losses on structured-finance products. 54
55.

Because the monoline industry was crumbling from unprecedented losses,

whether or not MBIA and its failing competitors used similar loss-estimation methods was not an
indication that MBIA Insurance would have sufficient assets to pay claims following the
Transformation.

If anything, the fact that MBIA modeled losses similarly to its severely

-44-

distressed competitors was reason enough to reject those analyses--{)r at least to seek a second
opinion. Although the poor track record of MBIA and its competitors called for heightened
scrutiny ofMBIA Insurance's models, the NYID instead conducted a cursory review that would
not have been sufficient even in the best oftimes. (See Greenspan Aff.

B.

~~

233-239,242.)

The NYID Does Not Have the Financial-Modeling Resources to Evaluate
MBIA's Deteriorating Financial Condition.

56.

But Mr. Buchmiller was the sole
NYID employee assigned to examine MBIA Insurance's financial condition in connection with
the Transformation; Mr. Buchmiller solely determined the scope of his review; _

_

(See, e.g., Buchmiller Dep. at 60-61, 80-82, •

96-97; Buchmiller Aff. ~ 3 n.1;

57.

54

(See, e.g., Pet. ~ 82 (MBIA's predicted losses on RMBS went from $1.1 billion on March
31, 2008 to $2.1 billion on September 30, 2008); Greenspan Aff. ~ 239.)

-45-

Mr. Buchmiller
recognized that "[d]eveloping our own models is beyond the Dept's resources.,,56 _

58.

The NYID and other insurance regulators repeatedly have acknowledged their

limitations in the field of structured finance, and have sought outside expertise on that subject:
•

In July 2009, NYID First Deputy Superintendent Kermit Brooks warned
that insurance regulators needed additional sources of information
regarding structured products, rather than relying on the credit-rating
agencies. 57

•

In September 2009, the NYID issued a Request for Proposal seeking
expert assistance with "validation of models used by [financial guaranty
insurers] for analyzing their liabilities and establishing loss reserves.,,58

•

In 2009 and 2010, the NAIC, of which the NYID is a key member,
retained asset managers BlackRock and PIMCO to provide the NAIC with
third-party financial modeling of expected losses on structured products. 59

59.

When Mr. Buchmiller was conducting his review, even though the NYID had

begun its statutory examination of MBIA Insurance, the NYID's examiners were given "no
duties related to the Department's review of the Transformation." (Buchmiller Aff.
56

~

3 & n.1;

(PX 51 (NYSID0002794-2852), at 2798.)

57

(See PX 52 (Andrew Frye & Tian Huang, Insurance Regulators Need Rating Options,
Brooks Says, Bloomberg (July 13,2009)).)
58
. (PX 53 (Sept. 21, 2009 NYID Request for Proposal) .)
59
(See PX 54 (NAIC Selects PIMCO to Model Residential Mortgage-Backed Securities,

NAIC Press Release (Nov. 17, 2009)); PX 55 (NAIC Selects BlackRock Solutions to Model
Commercial Mortgage-Backed Securities, NAIC Press Release (Sept. 2, 2010)).)
-46-

Buchmiller Dep. at 96-98.) In former Superintendent Serio's view, the NYID's failure to
involve examiners and other NYID Property Bureau officials in the review ofMBIA Insurance's
financial condition was. "unusual"

(Serio Aff.

-47-

mr.

83.)

62.

MBIA expected to pay claims on its structured-finance portfolio in two "waves."

By December 31, 2008, MBIA Insurance had paid out nearly $4 billion in claims on structured
products backed by residential mortgages.

Notwithstanding the continuing free-fall in the

mortgage markets, MBIA projected that housing-related claims would decline to about $750
million in 2009, then taper off until 2046, when massive losses on "long-tailed" ABS CDO
transactions (many insured with MBIA Insurance by Petitioners) began to mature:

Expected Gross Housing Related Loss Payment Profile
MBIA Corp_
Gross Payments
$ in millions
Iota! !!l!!llI!J!d

Q50

• MS COO"2
.MS COO

750

• CES & HElOOs

$573m

$1,161lm

$2.108m
$3,1l:5Om

(PX 56 (MBIA Mar. 18,2009 investor presentation), at 16.)
63.

The NAIC recommends that insurance regulators reviewing a "liability-based

restructuring" obtain an opinion by "qualified independent actuarial experts" who "perform a
'ground-up' actuarial review of ... reserves for ... long-tail claims," and opine regarding "the
adequacy of reserves." (Corcoran Aff.

~

79; Serio Aff.

~

19.) The NAIC Examiners' Handbook

likewise recommends that regulators retain specialists to help review "matters potentially
material to the fair presentation of financial statements that require special knowledge." (Serio
Aff.

~

28 & Ex. 8.) And, when evaluating complex transactions, the NYID's practice has been to
-48-

retain outside advisers to report to the NYID, in order to bolster the NYID's staffing and
expertise. (Muhl Aff. ~ 38,48; Serio Aff. ~~ 7, 28-33,51; Corcoran Aff.
64.

~~

38,69, 74.)

The NYID could have asked MBIA to pay the fees of any "advisers needed to

adequately review a major transaction proposed by MBIA." (Serio Aff.

~

33.)

65.

On November 13, 2008, NYID Chief Economist Hampton Finer wrote
to MBIA: "I think we may want a third party analysis of the expected loss in the ABS and
RMBS portfolios ... We are not recommending a particular valuation provider, but others have
used Blackrock with some success.,,61
66.

Outside financial advisers have been involved in the restructurings of several

other "mono line" insurers, but neither MBIA nor the NYID retained BlackRock or another
expert outside adviser to review MBIA Insurance's financial condition. 62
. . Nor is there any evidence that the NYID asked its existing financial adviser, Perella
Weinberg, to review MBIA Insurance's financial condition or even to assist Mr. Buchmiller.

61

(PX 58 (MBIA_NYS0006213).)

62

(See Greenspan Aff. ~~ 221-227; Paltrowitz Aff. ~ 5.) Wisconsin insurance regulators
retained financial advisers to help analyze another mono line, Ambac, to give them "an
independent view of the company, to question what the company gave us, to question what the
counterparties gave us" because "being able to have the expertise and horsepower to understand
the issues before us was important." (Serio Aff. Ex. 10 (testimony of Commissioner Sean
Dilweg), at 133-34); see also PX 59 (Aff. of Roger Petersen (May 19, 2010), ~ 26).)
-49-

67.

(Moriarty Dep. at _

318-19.)

68.

But as described in paragraphs 76, 77, 80,
and 121, infra, Mr. Buchmiller regularly expressed doubts about the scope of his workcomparing his work to a "drunk looking for his car keys," noting that his conclusions were only
"preliminary,"
69.

Given the NYID's lack of structured-finance expertise (or at the very least, its

failure to take full advantage of whatever expertise it had), its "inexplicable"
failure (Serio Aff.

~

32) to retain an outside expert to supply that expertise prevented the NYID

from having an adequate basis to assess MBIA Insurance's ability to pay all structured-finance
claims over the life of those policies. (See Greenspan Aff. ~ 232; Serio Aff. ~~ .27; Muhl Aff.
~

63; Corcoran Aff.

~

65,68-69.)

D.

The NYID Assigns a Single Employee, Mr. Buchmiller, to Perform
a "Shortcut" Review to "Get to the Decision."

70.

As Mr. Greenspan testifies, "it has typically taken a minimum of three to six

months for a sizeable team of qualified financial, modeling and insurance professionals to assess
adequately a monoline's financial condition." (Greenspan Af£.
Paltrowitz Aff.

~

~

40 (emphasis omitted); see

6 (more than twenty BlackRock professionals spent six weeks analyzing a

portion of MBIA Insurance's portfolio).) By contrast, "[i]t was not humanly possible for one
-50-

individual to complete a thorough and independent analysis of the Surplus adequacy of MBIA
Insurance" in the time allotted to Mr. Buchmiller for the task. (Greenspan Aff. , 40.)
71.

On December 24, Mr. McKiernan met with Mr. Buchmiller to discuss how Mr.

Buchmiller "would like to proceed with his review of the structured finance portfolio and the
loss reserving models," and Mr. McKiernan provided Mr. Buchmiller with a high-level
PowerPoint presentation entitled "Structured Finance Portfolio Summary." (McKiernan Aff. ,
13; see McKiernan Aff. Ex. 4 (MBIA_NYS0027893-942).)

72.

With the year-end holidays, Mr. Buchmiller did not return to MBIA's offices until

nearly two weeks later, on January 9, 2009. (McKiernan Aff. , 15.) Mr. Buchmiller then
advised MBIA that he wanted to select "a few (one or two to start) transactions from each
collateral or structural type... for a detailed review."
(MBIA_NYS0004162-64).)

(McKiernan Aff. Ex. 7

Specifically, Mr. Buchmiller indicated that he wanted to "go

through the entire reserving process for each in a very hands-on manner," and to "get[] the deal
experience data, developing roll-rates, loading Intex, etc. for 4th quarter 2008." (ld. at 4163.)
He acknowledged that his review would "probably require some significant hand-holding." (ld.
(emphasis added).)
73.

Ultimately, Mr. Buchmiller (a) decided to review only three sectors (second-lien

RMBS, Multi-Sector CDOs and CMBS CDOs)

63

(See, e.g., PX 51 (NYSID
Buchmiller Aff. 23

n~n+~~.,"·

-51-

74.

MBIA originally had asked the NYID to render a decision "by January 31, 2009,

a date they set both for business reasons and because the Bridge and Raymond James opinions
were based on 9/30/08 financial statements and would become 'stale' as the 12/31/08 [financial]
statement's 3/1/09 filing date approached.,,64 On January 26, 2009, Mr. Buchmiller advised
MBIA that: "We're trying to find the shortcut to get to the decision on Transformation. You
know, ideally in the great scheme of things, that would be the purpose of the examination,
validate reserves, et cetera, but you know, we don't have that kind of timeline." (PX 60
(NYSID0002641) (emphasis added).)
75.

64

(PX 51 (NYSID0002794-2852), at 2796;
-52-

76.

On January 30, 2009, Mr. Buchmiller described to several NYID colleagues what

he had "done so far, what I've preliminarily concluded from that, and what needs to be done on
what is something of an 'examination within an examination.'" (PX 64 (NYSID0002853-54) .)
Mr. Buchmiller's "preliminary opinion" came with a big caveat:

What's missing and/or to be done: But this preliminary opinion
is based on only the "known knowns." Significant "known
unknowns" . .. are what isn't in their 2008 loss reserves that
should be, or possibly/probably will be in 2009, 2010 or beyond.
Likely suspects are the CMBS, CLO, high-yield CDO, and other
structured finance underlying sectors that we have not yet
reviewed (we'll probably start on those next week).
(fd. (emphasis in original).)

77.

65

Mr. Chaplin's concern that updating the Bridge and
Raymond James opinions would cause "delays" was disingenuous, as both companies finished
their work by December 5, 2008, less than a month after they had begun. (See PX 58 (MBIA
_NYS00062 13).)
66

-53-

78.

Mr. Buchmiller's failure to reVIew MBIA's CDO-Squared transactions IS

remarkable.
Superintendent Dinallo had considered barring monolines from insuring these
structured products due to their complexity and risk. (See Greenspan Aff. ,-r,-r 240-41, 299-303.)

79.

On Thursday, February 5, Mr. Buchmiller confronted a "deadline" of

approximately February 11 to "look into all the other haystacks"- the
insured structured products that he had not yet reviewed (i.e., everything but second-lien RMBS
and ABS CDOS).67 Mr. Buchmiller told Mr. McKiernan that MBIA had just three business days
to "[mlake us comfortable with the rest of your struc' fin' surveillance and related modeling by
Tuesday!
80.

fA tall order: cue up musicfrom 'Mission: Impossible').,,68
On Friday, February 6, Mr. Buchmiller himself acknowledged to an MBIA

executive the limitations of his analysis of MBIA Insurance's financial condition, stating:

"We're like the drunk looking for his car keys under the street light. . .. But what we really
67
68

(PX 66 (NYSID0002855-56); see Greenspan Aff. ,-r 133 & Figure 13.)
(PX 67 (MBIA_NYS0004998-5001) (emphasis added).)
-54-

should be asking ourselves [is] 'Why do we want to find our keys and drive in our
condition?,,69 That same day, MBIA executives provided Mr. Buchmiller a high-level overview
of myriad structured products insured by MBIA. 70

Although this presentation briefly

summarized asset classes such as "Corporate Pools/CLO," "Consumer Asset-Backed" and
"Corporate" obligations,71 MBIA did not provide Mr. Buchmiller with loss models for any
transactions in these sectors. Mr. Buchmiller's backdated "Final Memorandum" admitted that he
had "insufficient time" to look at these and other insured sectors. 72
81.

In his affidavit, Mr. Buchmiller's states that he did not review sectors other than

second-lien RMBS, ABS CDO, and CMBS CDO because of the "nature of the risks" and their
"magnitude was less significant." (Buchmiller Aff.

~

23.) In fact, Mr. Buchmiller had no basis

to make this claim.

69

70
71

(PX 68 (MBIA_NYS0005010-14) (emphasis added).)
(See McKiernan Aff.

~

34; McKiernan Aff. Ex. 84 (MBIA_NYS0028067-87).)

(PX 69 (MBIA_NYS0028067-87), at 68).)

72

(PX 51 (NYSID0002794-2852), at 2794.)
Memorandum is discussed at paragraphs 126-27, infra.
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Mr. Buchmiller's backdated Final

E.

MBIA
Mr. Buchmiller Misleading and False Projections of
MBIA Insurance's Future Losses.
1.

82.

MBIA Executives Give Mr. Buchmiller Outdated Second-Lien RMBS
Models.

On January 16, 2009-just one month before then-Superintendant Dinallo's

approval of the Transformation-Mr. Buchmiller met with MBIA executives to walk through
how MBIA prepared loss estimates for a single second-lien RMBS transaction. 73 In late 2008
and early 2009, second-lien RMBS were "among the most problematic structured securities in
the financial markets." (Buchmiller Aff.

~

24.) Second-lien RMBS represented the bulk of the

claims payments that MBIA Insurance had made on structured products during 2008, and that
MBIA Insurance expected to pay in the immediate future. 74
83.

Despite Mr. Buchmiller's prior request for data on second-lien RMBS from "4th

quarter 2008," (McKiernan Aff. Ex. 7 (MBIA_NYS0004162-64), at 63), MBIA showed
Mr. Buchmiller the loss modeling analysis used to prepare MBIA's third-quarter loss reserves,
which were prepared using data about second-lien mortgage performance and delinquentmortgage balances from March 2008 to August 2008-so old as to be useless by January 2009,
when Mr. Buchmiller was conducting his "review.,,75
84.

..
73

(See Buchmiller Aff. ~~ 27-29; PX 51 (NYSID0002794-2852), at 2801;

74

(See PX 56 (MBIA Mar. 18, 2009 investor presentation), at 16 (showing near-term losses
on "CES" and "HELOC," types of second-lien RMBS).)

Buchmiller Aff. ~ 31 n.12; McKiernan Aff. ~ 20.)
-56-

85.

-57-

86.

A PricewaterhouseCoopers ("PwC") audit work paper confirms that none of

MBIA's second-lien RMBS loss models were run in the fourth quarter of2008-and even shows
that several models had not been run since 2007: 77

Although Mr. Buchmiller had asked to see PwC's "work on validating the RMBS models used to
estimate loss reserves," Mr. Chaplin discouraged him from seeking PwC's 2008 work papersincluding this table,

There is no

77

(See PX 71 (pwC 0001167-75, at 1172).)

78

(See Chaplin Aff. Ex. 37 (MBIA_NYS0025949);
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evidence that Mr. Buchmiller was "provided copies ofPWC's workpapers" for the 2008 audit (cl
MBIA Mem. at 10}-no such work papers appear in the NYID's selective administrative record.
87.

MBIA's decision to give the NYID loss models based on outdated data made

MBIA's loss estimates materially misleading. Mr. McKiernan admitted that: "if we ran the
model using data later than August without making any other changes to the model, . . . we
would have had an increased loss reserve number." (McKiernan Dep. at 396-97.) In fact, using
current data from December 2008 (rather than August 2008, before the full brunt of the financial
crisis hit) to run MBIA's "extreme stress" analysis on second-lien RMBS causes MBIA's loss
projections to

88.

The NYID incorrectly assumed (or at least claims to have assumed) that "the data

used by [MBIA's model] to project losses ... is necessarily the latest available data.,,79 And,
exhibiting an ignorance of the data that MBIA provided to the NYID, the NYID states at page 23
of its Memorandum that "[t]he Department's consideration of the Application was based on the
most current available financial information." These statements are not true. As Superintendent
Serio testifies, "without ... current information, the Superintendent did not have a valid basis to
approve MBIA's Transformation." (Serio Aff.

2.
89.

~

67.)

MBIA's Models Rest on the False Premise that Second-Lien Mortgage
Loss Rates "Peaked" Before the Fourth Quarter of 2008.

MBIA provided second-lien RMBS loss models to the NYID that were based on

two factually incorrect and facially absurd premises: (1) that the rate of loss on second-lien
residential mortgages had reached its "peak" when MBIA ran those models in the fall of 2008,

.LJ"'~~,",-"'~

dated Dec. 23, 2009
-59-

~

12(e);

and (2) that loss rates would decline from that supposed peak: in early 2009. 80

By January

2009-coming on the heels of the near-collapse ofthe u.s. financial system-these assumptions
were demonstrably wrong.
90.

The factors that principally drive future losses in MBIA's second-lien RMBS

models are (i) "delinquencies," i.e., the number of homeowners who have missed mortgage
payments as of a given date, and (ii) "roll to loss" rates, i.e., the rate at which homeowners who
missed mortgage payments in the past, defaulted on their mortgages. (See Greenspan Aff.

~~

245, 259.)

91.

Contrary to MBIA Insurance's assumption that "peak:" losses were reached by

August 2008 and that mortgage performance soon would improve, mortgage performance
severely deteriorated during the fourth quarter of 2008. (See, e.g., Stulz Aff.

~~

140-151.) In

fact, early-stage delinquencies increased every single month between August and December
2008. 83 Even if MBIA could reasonably assume in September 2008 that "peak:" losses had just
been reached-and, following the September 2008 financial meltdown, that assumption was not
reasonable-by January 2009, it was an indisputable fact that mortgage delinquencies had risen
136-139· McKiernan Aff. ~ 21; _

80

82
83

(E.g., PX 73 (MBIA Inc. Quarterly Operating Supplement, Mar. 31, 2009), at 47;

R000368-96, at 371 (noting 28% increase in delinquencies during fourth quarter of2008).)
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in the fourth quarter. As a result, MBIA's prior assumption that "peak" losses had been reached
in September 2008 was demonstrably false and contradicted by available data that the NYID
either ignored or failed to obtain.
92.

In the fourth quarter of 2008, as its Transformation application was pending,

MBIA Insurance chose not to raise its loss reserves for second-lien RMBS.

_

But MBIA Insurance did not raise its loss reserves as of December 31,
2008, even though MBIA knew by January 29,2009 that delinquencies had increased by another
28% during the fourth quarter. (See. R000368-96, at 371.)
93.

-61-

3.
94.

MBIA Misrepresents Its ABS CDO Liabilities to the NYID Through
an Illegal Discount Rate.

On January 28, 2009, Mr. Buchmiller met with MBIA executives to walk through

MBIA Insurance's loss model for an ABS CDO transaction. (See Buchmiller Aff. ~ 41 .) _

95.

The discount rate is a critical assumption in setting loss reserves. Because MBIA

Insurance can defer payments on ABS CDOs for long periods of time---often several decades-

-62-

the rate used to discount future payments to present value significantly impacts its loss
reserves. 85 (See Greenspan Aff. ~ 325.) The Insurance Law allows insurers to use discounted
cash flows to set loss reserves, but specifies a single method for calculating the discount rate:
"[a] deduction from loss reserves shall be allowed for the time value of money by application of
a discount rate equal to the average rate of return on the admitted assets of the insurer as of the
date of the computation of any such reserves." Ins. Law § 6903(b)(1) (emphasis added).
96.

Prior to the fourth quarter of 2008, as required by the Insurance Law, MBIA

calculated its discount rate for all reserves based on the average rate of return on all of its
admitted assets, including the investment yield on its cash and short-term investments. •

97.

85

Although MBIA Insurance reduces its loss reserves on all policies to present value, the
discount rate has a far larger impact on reserves for ABS CDOs, where claims will be paid far in
the future, than on reserves for transactions where claims are expected in the near future.
86
n{'l"pl'l~:P

A lower discount rate will cause
and a higher discount rate will reduce loss reserves.
-63-

87
88

89

90
91

92
93

100.

101.

-65-

102.

The NYID's final examination report_
stating that the discount rate used by MBIA in its December 31, 2008 was a
"deviation" from the rate that MBIA had reported to the NAIC, and recommending that MBIA
submit to the NYID a ''justification'' for such deviations in the future, and to "indicate how such
rate complies with Section 6903(b) of the Insurance Law."lOO
103.

MBIA Insurance's decision to exclude cash and short-term investments from its

calculation of its discount rate for setting loss reserves caused those loss reserves to be
substantially understated (therefore overstating its statutory-accounting surplus and its "earned
surplus" under Section 4105(a) of the Insurance Law).

100

(PX 84 (Report on the Examination of MBIA Insurance Corporation as of Dec. 31, 2008),
at 16.))
101

see
R00321-67, at 343 (reporting "Current book yield of 4.18%" and "current book yield (excluding
cash and cash equivalents) of 5.23%").)
-66-

4.
104.

As Mr. Buchmiller explained in his backdated Final Memorandum to file, "[to]

prioritize our review, given our 'sooner rather than later' mandate, [he] looked for other
sectors with risk indicia and significance similar to residential mortgage-backed [products]," and
selected "insured CDOs comprised of commercial real estate mortgage-backed securities
(CMBS) and/or commercial real estate (CRE) loans:

CMBS CDO and CRE-CDO." 102

Mr. Buchmiller correctly recognized that "it is still very early in this commercial real estate cycle,
and loss trends are rising.,,103 Nevertheless, as of December 31, 2008 MBIA Insurance had zero

loss reserves on the

CMBS and CRE CDOs that it had insured. _
McKiernan Aff.

105.

~

35; see Greenspan Aff. Figure 13.)

On February 9 and 10, a week before then-Superintendent Dinallo's approval of

the Transformation, Mr. Buchmiller met with MBIA executives to discuss their CMBS CDO loss
modeling, using software called "Trepp.,,104 Although Mr. Buchmiller "'drove' the computer"
during his review of MBIA's second-lien RMBS model,

102

103

(PX 51 (NYSID0002794-2852, at 2798 (emphasis added).)
(Id. at 2816 (emphasis added).)
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(Buchmiller Aff.

~

31;

.)

106.

Like its other loss models, MBIA Insurance's CMBS loss models rested on

outdated assumptions and were based on research reports published between May 2008 and July

2008. (See McKiernan Aff. ~ 37; Greenspan Aff. ~~ .95-96_ By any measure, the U.S.
economy and the commercial real-estate sector had deteriorated sharply between mid-2008 and
February 2009. (See Stulz Aff.

~~

152-156 & Exs. 14,23.) In fact, the inputs in the loss models

that MBIA gave Mr. Buchmiller in February 2009 were based on research issued by Lehman

Brothers-which had gone bankrupt five months earlier. (See Greenspan Aff. ~ 275.)
107.

The commercial real-estate sector had not only deteriorated since mid-2008, but

analysts expected further deterioration. On February 5,2009, Moody's announced its review of
the credit ratings of $302 billion of CMBS, anticipating "further [property value] declines over
the next 12 to 24 months.,,105

But the NYID did not wait for Moody's to complete its review, much less ask
MBIA to re-run its CMBS CDO models using more pessimistic assumptions than those
published in May-July 2008 research reports.
108.

105

(PX 86 (Sarah Mulholland, Moody's to Review $302.6 Billion in Commercial Debt,
Bloomberg (Feb. 5, 2009) (quoting Moody's spokesman».) As Mr. McKiernan later told
investors, "[0]bviously over the last quarter, you've had a substantial increase in delinquencies in
the commercial real estate market." (PX 87 (Bloomberg, MBIA Inc. Ql 2009 Earnings Call
transcript (May 12,2009», at 7.)
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109.

•

•

-

•

By February 2009,

had

been negative since mid-2008, and the unemployment rate was near 9%. (See Stulz Aff. _
. Exs. 14,20.) In fact, GDP continued to fall and unemployment continued to climb for months
after the Transformation. (Id.)
110.
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109
110

113.

114.

s.
115.

MBIA's "Stress Tests" Violate the NYID's "Stress Testing" Policy.

According to Mr. Buchmiller, "[s]tress testing is used to determine the stability

of ... an insurance company.... The aim of stress testing is to forecast the impact on solvency
if economic conditions deteriorate more than expected and/or last longer than expected."
(Buchmiller Aff.

~

16.)

112
113
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116.

On November 18, 2008, NYID Capital Markets Bureau Chief Matti Peltonen

issued Circular Letter No. 25 to "All New York Authorized Insurers," regarding "Financial
Condition Stress Testing.,,1l4 In this Circular Letter, the NYID stated that:
The Department expects every insurer to have a scenario stress
testing process in place as part of prudent management. ...
Insurers should systematically review their stress testing and
scenario analyses, especially in light of recent market events. In a
robust process, inputs, assumptions, stress scenarios and the
resulting impact must be continuously monitored, assessed and
updated.
(PX 94 (NYID, Circular Letter No. 25 (Nov. 18, 2008) (emphasis added)).)

117.

lU.L.'~"-"'S

stress tests for second-lien

RMBS assumed that the "peak" rate of loss had been reached by no later than August 2008, •

contrary to MBIA's assumption that peak
losses were reached by the fall of2008, the performance of U.S. residential mortgages continued
to deteriorate into January 2009. (See id at ~ 268; Stulz Aff.

~~

140-151; Buchmiller Aff.

35 (mortgage delinquencies and roll-rates "were historically high in early 2009").)
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~~

15,

118.

119.

120.
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F.

Then-Superintendent Dinallo Approves MBIA's Transformation
Without Seeking Mr. Buchmiller's Final Conclusion.

121.

On February 11, Mr. Buchmiller e-mailed a second "status report" to several

persons at the NYID (but not then-Superintendent Dinallo) concerning the status of his work, in
advance of a meeting to which Mr. Buchmiller apparently was not invited:
I'll try to summarize last few days in time for your 4pm with Supt.
After last Thursday's meeting (Feb. 5th), I was working against a
deadline of (approx.) today to look into all the other haystacks.

Obviously, this isn't sufficient time to go as broad or as deep as
we would hope to do in a normal examination. Therefore, as with
reserved credits I've looked to find the best short-cuts--call it
"risk focused" or "critical path."

*

*

*

[A]fter MBIA's group gathered their 2nd lien [RMBS] and ABSCDO and other needles into one pile, called case reserves, the next
step was to look for any missing needles (bad credits), which
means looking at all their haystacks. Obviously, that's a bigger
task to do and in less time than with reserved credits . . .. In
other words, the scope is narrow.
(PX 66 (NYSID0002855-56), at 2855 (emphasis added).) Mr. Buchmiller emphasized that "this
email reflects only my preliminary conclusion." (Jd. (emphasis in original). For example,
Mr. Buchmiller warned that he still had not reviewed all the data that he had collected about
commercial real estate, including "Trepp's output for [MBIA's] S&P and [Lehman Brothers]
cases in Excel" and "what Moody's has put out since last week's announcement re: CMBS." (Id.
at 2856.)
122.

Notwithstanding Mr. Buchmiller's warning that his opinions were "preliminary,"

then-Superintendent Dinallo approved MBIA's Transformation. (See Moriarty Dep. at 61, 12829;
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123.

On February 12,2009, confirming that Mr. Buchmiller's still-ongoing review was

window-dressing,

(Moriarty Dep. at 376)

David Neustadt told MBIA that

On February 16,2009, Mr. Moriarty learned from Mr. Fischer
that Mr. Dinallo had approved the

and authorized

Mr. Fischer to sign his name. (See Moriarty Dep. at ~9, • . )
124.

There is no evidence that any senior NYID personnel received any further reports

from Mr. Buchmiller between his February 11 e-mail and the approval of the Transformation. In
fact, Mr. Buchmiller could not recall anyone at the NYID even asking him about his work:
•

Mr. Buchmiller could not "recall anyone asking for a final conclusion."

(Buchmiller Dep. at 147.)
•

Mr. Buchmiller's last "update or status report" to others within the NYID

was made "a week or two before" February 17, 2009.

(Id. at 148;

NYSID0002855-56.)
•

Mr. Buchmiller could not recall making any oral presentations to NYID

officials about his work prior to February 17, 2009. (Buchmiller Dep. at
149-54.)
•

Mr. Buchmiller could not recall any NYID official asking him questions
about his work. (Id. at 154.)

•

Mr. Buchmiller never communicated with Superintendent Dinallo about

his work. (Id. at 147-48, 336.)
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125.

In fact, Mr. Buchmiller "did not reach any final conclusions" prior to February 17,

2009. (Buchmiller Dep. at 102.
G.

Mr. Buchmiller Papers the File by Backdating a "Final Memorandum."

126.

When Mr. Buchmiller finally finished his Final Memorandum
in "March or April of 2009," he backdated the finished product to February 16, 2009-the day
that Mr. Moriarty heard that then-Superintendent Dinallo had approved the Transformation. 12o
127.
In fact, on April 8, 2009,

Mr. Buchmiller was still reviewing MBIA's September 2008 loss reserves-numbers that were

by then six months out of date. (PX 142 (NYSID 0002937-38) .)
H.

Mr. Buchmiller Does Not Review Most ofMBIA Insurance's Portfolio of
Complex Structured Products.

128.

The NYID stated in a September 21,2009 Request for Proposal that "to evaluate

reserve adequacy ... , the Department reviews reserves across the [financial guaranty insurer's]

118

see generally PX 51 (NYSID 0002794-

2852).)
0002794-2852), at 2794; Buchmiller Dep. • 247., 282-83, 432-33;
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entire book of policies. ,,122 But, prior to February 17, 2009, Mr. Buchmiller did not even come
close to reviewing MBIA Insurance's entire book of structured-finance policies.
129.

In fact, Mr. Buchmiller reviewed only three of MBIA Insurance's

insured products in

_

Mr. Buchmiller's backdated memorandum likewise reports that due to "time and

other limitations" and a "'sooner rather than later mandate,'" he was unable to review several
structured product classes. 123 Specifically, he had "insufficient time to look at other sectors
which may be of concern such as CLO and high-yield CDO, 'future-flow', or public finance.,,124
His backdated memorandum explained:
This opinion is and was based on only what we (or I) knew up to
the Department's February 17, 2009 decision: those are our
"known knowns." Significant "known unknowns" are what

deals are not in our 2008 loss reserve but should be, and possibly
or probably will be in 2009, 2010, or beyond. CMBS- and CRECDOs were our prime "suspects" and I have discussed my due
diligence on those above (a "known known" within our scope and
their assumptions). CLO, high-yield CDO, and other structured
finance sectors were also of concern to me but I could not review
those known-unknowns in any depth before Feb. 17th.
Even Mr. Buchmiller's backdated memorandum acknowledges that huge swaths of MBIA
Insurance's portfolio remained a "known unknown" to the NYID.
130.

122
123
124

(PX 53 (Sept. 21, 2009 NYID Request for Proposal), at 7.)
(PX 51 (NYSID 0002794-2852), at 2798.)

(Id. at 2794; see also id. at 2798, 2819, 2825).) As noted in paragraph 78 supra, Mr.
Buchmiller did not review MBIA's CDO-Squared models in connection with the Transformation.
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I.

BlackRock's Independent Analysis Confirms the Errors in the NYID's
Blind Acceptance of MBIA's Loss Analyses.

131.

The NYID Letter claims that the NYID relied on the "Department's analysis of

the MBIA entities' financial condition after the effectuation of the Transformation." (PX 6
(NYID Letter), at 6 (emphasis added).) But as shown above, the NYID relied exclusively on
analyses prepared by MBIA Insurance of its structured-fmance portfolio, because the NYID
could not develop its own independent analyses.
132.

In connection with this Article 78 proceeding, Petitioners retained the highly

respected financial-advisory services firm BlackRock-the exact firm mentioned by NYID Chief
Economist Finer in November 2008 as a candidate to provide a third-party analysis of MBIA's
portfolio-to perform an independent analysis of the expected losses of a small sampling of
MBIA Insurance's structured portfolio, "as of' December 31, 2008. (See generally Paltrowitz
Aff. & Ex. A.) BlackRock has conducted valuations of more than $7 trillion worth of assets,
including valuations of structured products on behalf of "[c]entral banks, finance ministries and
regulatory organizations." (Jd. at "

1, 4.) Moreover, BlackRock has provided independent

valuations and analyses of structured products, on behalf of monoline insurers and/or their
policyholders (including MBIA), in connection with commutations reached by monoline insurers
and MBIA peers, Ambac, CIFG and Syncora. (See id. at, 5; Paltrowitz Aff. Ex. A, at 29.)
133.

Here, BlackRock estimated the present value of MBIA's insured losses on 42

credit default swaps ("CDS") and 422 RMBS insured by MBIA affiliates. (Id. at, 7; Paltrowitz
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Ex. A, at 5.) The 42 CDS reflect a subset of the MBIA-insured transactions for which MBIA
allegedly provided financial information to Mr. Buchmiller, namely those transactions for which
Petitioners are counter-parties and had sufficient information to provide to BlackRock for
analysis. The 422 RMBS transactions reflect most (if not all) of MBIA's RMBS exposure.
Together, these 464 positions reflect $50.1 billion of notional amount, or less than 25% of
MBIA's $233 billion overall portfolio and its $204 billion insured structured-finance portfolio as
of December 31, 2008. (See id. at ~ 7.)
134.

BlackRock employed the same methods and assumptions that it would have used

in February 2009 if the NYID had asked BlackRock to value these positions and used only data
that was available then. (Paltrowitz Aff.

~

2.) BlackRock assigned a team of "more than 20 ...

structured finance, financial modeling and advisory professionals" to this task, including Mr.
Paltrowitz (who has fourteen years' experience valuing and analyzing structured-finance
products). (Id.

~~

3, 6.) BlackRock performed its valuation independently and without input

from Petitioners or their counsel, using techniques and assumptions that BlackRock believed to
be reasonable, and that BlackRock has used in other valuation assignments involving structured
products. (Id. at ~ 12.)
135.

As of December 31, 2008, BlackRock's loss estimates for this subset of MBIA

Insurance's overall structured-finance portfolio are roughly six times higher than MBIA
Insurance's entire loss reserve as of that same date. Thus, BlackRock's estimated losses on even
this subset of MBIA Insurance's portfolio entirely wipe out its surplus to policyholders and
confirm that MBIA Insurance was insolvent after the Transformation. 125 Indeed, the BlackRock

125

Surplus to policyholders is an accounting term analogous to shareholders' equity
(Greenspan Aff. ~ 14), and is distinct from the "earned surplus" used to determine MBIA
Insurance's ability to pay dividends under Section 4105(a) of the Insurance Law.
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loss projections put to rest any notion that MBIA Insurance likely will meet the enormous
pending liabilities on its structured-finance insurance policies over the next 30 and more years,
or that the Transformation was somehow "fair" or "equitable" to Petitioners.
136.

was

Specifically, using MBIA's discount rate of 5.03% (which as described above,
illegally overstated), BlackRock estimated that, as of December 31, 2008,

MBIA Insurance would suffer $13.8 billion of present-value losses on this subset of MBIA
Insurance's structured portfolio in BlackRock's "base" scenario, and $20.8 billion of losses in
BlackRock's "stress scenario."

(Paltrowitz Aff.

~

9 & Ex. A, at 3.)

By contrast, MBIA

Insurance's loss reserves for its entire portfolio as of December 31, 2008 were only $2.335
billion (before a reinsurance recoverable of $243 million).126
137.

126

(PX 102 (Annual Statement of MBIA Insurance Corporation as of Dec. 31, 2008), at p.
10, line 10.)
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Indeed, BlackRock concluded that
MBIA would suffer anywhere from $4.8 billion to $13 billion in losses on CMBS CDOs-a
sector where MBIA had taken zero loss reserves
($USD Millions)
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(Greenspan Mf. Figure 28 (not discounted to present value).)
138.

127

Although MBIA's statutory financial statements used a 5.03% discount rate, the financial
information submitted to Mr. Buchmiller in the Transformation used a ~iscount rate.
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VI.

THE TRANSFORMATION IMPERMISSIBLY FAVORS THE INTERESTS OF
MBIA INC., ITS EXECUTIVES, AND ONE GROUP OF POLICYHOLDERS
OVER MBIA INSURANCE'S STRUCTURED-FINANCE POLICYHOLDERS.
A.
139.

The Transformation Transactions Illegally Divert Assets from MBIA
. Insurance and Its Policyholders to MBIA Inc.
It is a basic principle of corporate finance that "shareholders of financially

distressed corporations benefit from making the activities of the firm riskier" and from "taking
cash out of the corporation in the form of distributions." (Stulz Aff.

~~

40,41.) As a result, there

is an inherent conflict between the interests of policyholders, and the interests of insurance
holding companies:
It is therefore a straightforward prediction from Corporate Finance

101 that executives of a holding company that owns a distressed
insurance company would want to take cash out of the insurance
company if their interests are to maximize the wealth of the
shareholders of the holding company. By doing so, they weaken
the insurance company and make policyholders worse off, but they
-82-

benefit their shareholders - and themselves to the extent that their
compensation and their continued employment depend on the
performance of the company's common stock. This is precisely
what occurred in MBIA's Transformation.
(Stulz Mf. ~ 50.)
140.

Health Ins. Ass 'n, 154 A.D.2d at 68
(purpose of Insurance Law is to "protect policyholders and the insurance-buying public from
abuses by insurers"). According to former Superintendents Corcoran, Muhl, Serio and Stewart,
the NYID should not approve restructuring transactions, like MBIA's Transformation, that
enrich a holding company at the expense of an insurance subsidiary'S policyholders:
•

"[T]he Insurance Law was designed to prevent transactions that, like the
Transformation, would cause an insurer to enrich its affiliates at the
expense of itself and its policyholders." (Corcoran Aff.

•

~

31.)

"These [Transformation] transactions benefited MBIA Inc. and its
shareholders and management at the expense of MBIA Insurance's
remaining policyholders. I am not aware of any provision in the New
York Insurance Law authorizing such an extraordinarily harmful
transaction to policyholders." (Muhl Aff.

•

~

5.)

"In my view, the Transformation transactions violated fundamental
principles of insurance regulation by favoring one group of policyholders
over another, and, even more importantly, by favoring the interests of
MBIA Inc. and its shareholders and executives over the interests of MBIA
Insurance's policyholders." (Serio Aff.
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~

16.)

•

"MBIA Inc. and its shareholders should not be rewarded for removing
MBIA Insurance's assets in order to favor another insurer-[MBIA
Illinois]." (Stewart Aff. ,-r 37.)

141.

The unfairness inherent in the Transformation was obvious from the very

structure of these transactions, which "took over $5 billion in assets away from MBIA
Insurance's structured-finance policyholders for the exclusive benefit of future and existing
policyholders of [MBIA Illinois], [MBIA Inc.] and MBIA Inc.'s shareholders and management."
(Stewart Aff. ,-r 44; see also Corcoran Aff. ,-r 28; Muhl Aff. ,-r 5; Serio Mf. ,-r,-r 15-16; Stulz Aff. ,-r,-r
50-51,55.)
142.

The NYID clearly understood the unfairness inherent in a "Good Insurer/Bad

Insurer" plan. A February 19, 2008 presentation by hedge fund Pershing Square warned that
under such a structure, the "Holding Company retains ability to extract dividends from
Municipal Insurer even as [Structured Finance] policyholders face risk of losses," driving
"Banks and SF policyholders [to] pursue fraudulent conveyance claims." (PX 27 at 5.) By
contrast, the "Municipal Insurer [would] continue[] to be controlled" by the same holdingcompany "executives who caused problem in first place." (Id at 6.)
143.

The Transformation was a scheme for MBIA Inc. to keep itself alive. Prior to the

Transformation, MBIA Insurance had lost its ability to pay dividends-which eventually would
starve MBIA Inc. of cash to pay its own expenses and executives. 128

128

(See (PX 22 (MBIA Inc., Form lO-K
dividends from MBIA
-84-

144.

The NYID's and MBIA's admitted purpose of the Transformation-to "ring-

fence" assets to ensure that those assets would never pay the claims of MBIA Insurance
structured-finance policyholders-was illegal.

On February 18, 2009, the day when the

Transformation was announced, both then-Superintendent Dinallo and MBIA Inc. CEO Brown
separately appeared on CNBC: Mr. Dinallo stated that he was a "hig fan of immediate ring-

fencing," while Mr. Brown boasted that municipal-bond policyholders "now have $5.8 billion,
totally isolated, it's not going to pay structured claims.,,130 Mr. Brown did not try to hide his
intent to harm the structured-finance policyholders; indeed, he even taunted these policyholders
in another interview by warning that the Transformation would cause them to cry out "'Oh my
God, there is only $10 billion instead of $14 or $15 billion, maybe I better cut a settlement
today. ",131
145.

Mr. DinalIo's and Mr. Brown's statements that MBIA Insurance's structured-

finance creditors could not reach the transferred assets confirm that the Transformation was a
State-sanctioned fraudulent conveyance.

N.Y. Debt. Credo L. § 276 (prohibiting "every

conveyance" with actual intent to "hinder, delay, or defraud" creditors).

130

(PX 105 (Interview by CNBC of Supt. Dinallo (Feb. 18, 2009)); PX 106 (Interview by
CNBC with MBIA CEO Brown (Feb. 18,2009)) (emphasis added).)
(PX 3 (MBIA CEO: New Structure Treats Customers Equally Well, Dow Jones News
Service, Feb. 18,2009.)
131
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B.

MBIA Senior Executives Line Their Pockets Through the Fraudulent
Transformation.

146.

On February 18,2009, Mr. Brown
received $5 million worth of restricted stock, whose price per share had been determined based
on MBIA Inc.'s common stock price immediately prior to the Transformation. 133 On February
18, 2009, when the Transformation was publicly announced, MBIA Inc.'s stock price rocketed
up by approximately 30%, making millions for its shareholders, including Mr. Brown (whose
more than four million shares made him MBIA Inc.'s largest individual shareholder)y4 •

147.

MBIA's other senior executives were rewarded handsomely for persuading Mr.

Dinallo to approve MBIA's Transformation. For example:
•

MBIA CFO Chaplin, Chief Investment Officer Cliff Corso, Chief
Operating Officer Fallon, Chief Portfolio Officer Mitch Sonkin and
General Counsel Ram Wertheim each received $250,000 "Success
Awards" based, in part, upon completion of the Transformation. 136

133

(PX 107 (Joseph W. Brown, Form 4 Filing with the U.S. Securities and Exchange
Commission (Feb. 18, 2009) ("The number of restricted shares granted was determined by
dividing the amount of $5,000,000 by the average market value per share for the 20 trading days
immediately preceding February 18,2009.").)
134

(Id. (Brown beneficially owned 4,128,446 shares ofMBIA Inc. stock on Feb. 18,2009).)

136

(See PX 109 (MBIA 2009 Proxy Statement), at 12 (Success Awards based on short-term
objectives, including the Transformation), 18-19 (each received a $250,000 Success Award).)
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•

Each of these also received at least $50,000 in raises during 2009,
including 25% raises for Messrs. Chaplin, Fallon and Wertheim (to
$750,000, $750,000 and $500,000 per year, respectively). 137

•

Chief Portfolio Officer Sonkin changed his employment contract in
August 2009, so that he would now receive a $650,000 base salary, plus
an additional $587,000 in cash every three months, plus eligibility for
another $1 million "performance bonus.,,138

148.

In the end, these MBIA executives
received massive bonuses for their efforts in convincing the Superintendent to approve MBIA's
Transformation-and they continue to benefit to this day, as their shares of MBIA Inc. stock
have roughly tripled in value versus an only 66% rise in the S&P 500 since the
Transformation. 14o Indeed, MBIA Inc. CEO Jay Brown has seen the value of his more than four
million shares ofMBIA Inc. stock increase by more than $25 million. (See Stulz Aff.

~

52.)

149.

137

(See id. at 19.)

138

(See PX 110 (MBIA Inc. Form lO-Q (Aug. 6,2009), Ex. 10.1) § 3.)

140

According to Bloomberg, MBIA Inc.' s stock price on Feb. 17, 2009 closed at $3.48, and
closed at $10.52 on March 2, 2011, and the S&P 500 index rose from 79.22 to 131.21.
-87-

c.

Then-Superintendent Dinallo Impermissibly Favors the Interests of One
Group of MBIA Insurance Policyholders Over Other Policyholders.

150.

As Deputy Superintendent Moriarty testified:

"The paramount duty of the

[NYID] is to protect policyholders." (Moriarty Dep. at 27; accord Corcoran Aff.
63; Muhl Aff.

~~

8, 17,39; Stewart Aff.

~~

10,38,47; Serio Aff.

~~

~~

4, 6-7, 62-

17, 86,99.) The NYID must

"plac[e] the rights of policyholders above the interests of stockholders," and "cannot favor some
policyholders at the expense of other policyholders." (Moriarty Dep. at 28, 29; accord Corcoran
Aff.

~~

6-9,63, 107; Stewart Aff.
151.

~~

38-40; Serio Aff.

~~

16, 99; Muhl Aff.

~

5.)

The NYID' s statutory mandate does not encompass matters such as "making

national economic policy, reducing the costs of borrowing by governments (in New York or
elsewhere), influencing the market value of securities, or increasing the profitability of insurance
holding companies." (Corcoran Aff.

~~

10, 59-62; see also Stewart Aff.

~~

43-46; Serio Aff.

~~

14-16, 99; Muhl Aff. ~~ 16-18; Moriarty Dep. at .83.) Here, the NYID has bluntly admitted
that Mr. Dinallo, in approving the Transformation, considered and sought to advance a variety of
policy goals other than his "paramount duty" of protecting MBIA Insurance's policyholders.
152.

Well before MBIA filed its Transformation application, Mr. Dinallo testified to

Congress that his "first priority will be to protect the municipal bondholders and issuers," and
that he would not let "millions of individual Americans who invested in [municipal bonds] lose
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money because of subprime excesses.,,141 Indeed, the NYID itself has admitted to this Court that
the Transformation was designed "to protect the rights of public finance policyholders, so that
their rights (and the public interest) would not be damaged by potential claims of holders of
structured finance policies.,,142
153.

MBIA was well aware that the Superintendent wanted to protect municipal-bond

policyholders and the mono line insurers. On February 22, 2008, MBIA Inc. CEO Jay Brown
told a Financial Times reporter that Superintendent Dinallo "would like to see it sorted out, but
he's thinking - do I worry about Merrill Lynch? Or do I worry about the city of Albany?
There's no doubt where his priorities are .... ,,143 Mr. Brown was even more blunt in private,
commenting that
Indeed, just
months after approving MBIA's Transformation, Mr. Dinallo left the NYID to run for New York
Attorney General.
154.

After MBIA's

Transformation application was filed,

Mr. Brown urged

Superintendent Dinallo to approve these fraudulent transactions by arguing that U.S. government
actions to stabilize the banking system would justify the NYID in letting MBIA Inc. strip capital
from MBIA Insurance-hurting only the Petitioner "banks":
•

On January 16,2009, Mr. Brown e-mailed the Superintendent: "I am sure
you saw details of CitilML deals.

In both cases, FEDS are covering

141

(PX 24 (February 2008 Hearing), at 219-23 (prepared remarks ofSupt. Dinallo).)

142

(PX 112 (Sept. 22,2010 Ltr. from E. Forman to Hon. J. Yates), at 10 n.7.)

143

(PX 113 (View From The Top Joseph Brown, Chief Executive and Chairman of MBIA,
Financial Times, Feb. 22, 2008).)
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downside for monoline/cds exposures. As such, more reason for us to
move aggressively to address restoration ofmuni market ASAP."
•

On January 19, Mr. Brown summarized a conversation he had with the
Superintendent: "I spoke briefly with Eric. He noted that feds are taking
care of banks so that is less of an issue."

•

155.

In early February 2009, as MBIA Insurance's losses mounted, Mr. Brown's

rhetorical campaign against the "banks" took on an increasingly urgent and political tone. On
February 9, Mr. Brown e-mailed Superintendent Dinallo, with the subject line "Wall Street
Versus Main Street": "Making his pitch about wall street versus main street which crystalizes

our approach to deal with 50,000 issuers and millions of bond-holders versus a dozen or so
banks which are just looking for a few dollars on the margin.,,146 The next day, Mr. Brown
again e-mailed the Superintendent:
Brown: I do understand the modest potential negative reaction of a
few key banks to our plan, but the reality is we are nothing more
than a fly speck on the wall in the context of the financial issues
they are facing. The simple fact is that they are in no position to

complain about the steps we are taking to restore the US
municipal market and improve the value on $553 billion of muni
bonds held by millions of americans.
Dinallo: Very helpful- as were other emails. 147

145

NYS0004266); PX 116 (MBIA_Plenary_01194986);_

146

(PX 118 (MBIA_NYS0006109).)

147

(PX 119 (MBIA_NYS0005897) (emphasis added).)
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Thus,

although anticipating that structured-finance policyholders would "complain" about

MBIA's "Transformation," Messrs. Brown and Dinallo chose to keep MBIA's application a
secret from MBIA Insurance policyholders until these transactions were completed.
156.

On February 17,2009, then-Superintendent Dinallo approved the Transformation.

NYID public-relations officer

Neustadt e-mailed MBIA draft talking

points about Transformation, parroting the political themes that Mr. Brown had fed to Mr.
Dinallo-i.e., that protecting the "banks" was up to the federal government, and that the NYID
would "do what we can" to prop up the municipal-bond market. 148
157.

In the NYID's February 18, 2009 press release announcing the Transformation,

Mr. Dinallo touted that MBIA's Transformation would "aid the municipal bond markef' by (1)

boosting the credit "ratings and therefore the value" of existing municipal bonds, and "should
encourage [individuals] to continue investing in municipal bonds," and (2) reducing the
borrowing costs of government entities that "want to increase spending on infrastructure as part
of the stimulus plan." (Moriarty Aff. Ex. N (emphasis added).) The Superintendent claimed that
this approval would "aid the federal stimulus efforts ... and ... help taxpayers by lowering the
cost of that borrowing." (Id) The press release boasted that these benefits to the government
would not place any "demands on the public purse," because the Transformation "accomplishes
these goals solely with private capital." (Id) That "private capital" belonged to Petitioners and
the other MBIA Insurance policyholders.
158.

On February 25, 2009, then-Governor Paterson publicly asked the u.S. Treasury

to invest in MBIA Illinois because "[t]here [wa]s one important market for which the federal

148

(PX 120 (MBIA_NYS0455975-76) (emphasis added).)
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government has not yet provided support-the municipal bond market.,,149 On February 27,
2009, Mr. Dinallo went on CNBC to support the Governor's proposal and disclosed the rationale

for the timing of his decision to split MBIA Insurance:
[T]hat's why we split the book last week. So this is a man with the
plan. The Governor has a very clear, step by step plan. We split the
book at the Department last week, so we could make this request
to the federal government this week. 150
159.

In August 2010, while this Article 78 proceeding was pending, now-former

Superintendent Dinallo confirmed that he approved the Transformation to ensure that the
insurance claims of "the Wall Street banks" would not impact government borrowing costs. In a
televised political debate, Mr. Dinallo stated that he was sued by "the Wall Street banks"
"because I was the Superintendent that stood up to them and made sure they didn't strip assets
out of the bond insurance industry and parts of the insurance system that let municipalities go to
market and issue bonds.,,151 When Mr. Dinallo said he "made sure [the banks] didn't strip
assets," Mr. Dinallo simply meant that, in approving the Transformation's siphoning of billions
of dollars out of MBIA Insurance, he had made sure that those assets would be unavailable to
pay Petitioners' claims in accordance with their insurance contracts.
160.

The NYID has acknowledged to this Court that "the Department sought to protect

the rights of public finance policyholders, so that their rights (and the public interest) would not
be damaged by potential claims of holders of structured finance policies. This is consistent with
the Department's duty to protect all policyholders, and with them the public fisc and the public

150

(PX 43 (Feb. 27, 2009 CNBC Interview with Dinallo), at 3:25.)

151

(PX 122 (Aug. 31,2010 N.Y. Attorney General Debate), at 30:25-30:50.)
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interest.,,152 Indeed, Mr. Buchmiller himself suggested that a rushed approval could be justified
because the Transformation might bolster "public-sector borrowing," such as the "NYS
unemployment insurance fund.,,153

VII.

THE NYID'S DEFICIENT REVIEW OF THE STRUCTURE OF MBIA'S
TRANSFORMATION.
A.

The NYID Ignores MBIA's Violations of the Section 4105 Earned Surplus
Requirement.

161.

Under Section 4105(a) of the Insurance Law, "No ... insurance company shall

declare or distribute any dividend to shareholders except out of earned surplus." The NYID
Letter contains no findings of fact or conclusions of law concerning "earned surplus," (see
Moriarty Dep. at 124), even though this subject was repeatedly discussed among MBIA, the
NYID and their attorneys. For example, on December 19,2008, the NYID and its counsel had a
conference call with MBIA and its attorneys to discuss' "how the payment of the dividends
complies with Section 4105(a) of the Insurance Law.,,154
documents
submitted to the NYID confirm that the Transformation violated the statutory earned surplus
requirement.

1.
162.

MBIA Insurance Declares and Distributes an Illegal Dividend in
Excess of Its Pre-"Transformation" Earned Surplus.

On December 16, 2008, MBIA Insurance's Board of Directors voted to approve

the dividend that would be distributed in the Transformation. (See R00629-32, at 31; _
152

(PX 112 (Sept. 22, 2010 Ltr. from E. Forman to Hon. J. Yates), at n.7.)

153

(PX 41 (NYSID0002853-54), at 2853 .)

154

(PX 123 (MBIA_NYS0000244).)
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On January 30, 2009, MBIA certified to the NYID the continuing validity of
that resolution. (See R00624-644, at 29-32.) There is no evidence that the MBIA Insurance
Board took further action with respect to the Dividend (by resolution, unanimous consent or
otherwise) before February 17,2009.
163.

_ d , because MBIA Insurance's earned surplus had fallen to $1 million by
MBIA Insurance violated

December 31, 2008

Section 4105(a) by distributing the $1.147 billion Dividend on February 17,2009.
2.
164.

MBIA Relies on a Circular Analysis and an "Accounting Anomaly"
to Try to Justify Its Violation of the Earned Surplus Statute.

MBIA's brief vaguely contends that "the Transformation itself-notably, the

Reinsurance Agreement-created more than enough earned surplus for MBIA Insurance to
declare the ... dividend as part of the Transformation," and that "the MBIA Group addressed
[issues relating to earned surplus] to the NYID's satisfaction." (MBIA Mem. at 15 & n.8.) The
NYID provides even less detail, baldly stating that ''the Application, . . . the Approval Letter
and ... the Record [show that] ... the $1.147 billion transfer was a dividend paid out of earned
surplus." (NYID Mem. at 30.) But none of these court filings tries to explain exactly how or

when this earned surplus was "created." This vagueness cannot obscure the fact that MBIA
Insurance did not have sufficient earned surplus to pay dividends, but instead tried to
manufacture earned surplus out of thin air.
165.

In the Transformation, MBIA Illinois was "capitalized through funds [extracted

from] MBIA [Insurance]" using the Dividend and Stock Redemption. (R00043.) MBIA Illinois
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indisputably lacked the capital to reinsure MBIA Insurance's municipal-bond portfolio until first
receiving the proceeds of the Dividend and Stock Redemption.
Moriarty Dep. ~96.)

166.

In its Answer to the Petition in this action, the NYID admitted that "the Approval

Letter [is] the best statement of the components of the Transformation." (NYID Ans.

~

100.) On

its face, the NYID Letter expressly states that the Dividend and Stock Redemption preceded, and
gave MBIA Illinois the capital to engage in, the Reinsurance Transaction:

Once MuniCo is recapitalized as described above, MuniCo and
MBIA Corp. will enter into a number of transactions pursuant to
which MuniCo will reinsure, on a cut-through basis, those
financial guaranty insurance policies sold or reinsured by MBIA
Corp. that insure securities issued by U.S. public entities.
(PX 6 (NYID Letter), at 3 (emphasis added).)156 Yet, for MBIA Insurance lawfully to pay the
Dividend, the Reinsurance Transaction had to precede the Dividend to supply the necessary
earned surplus. Thus, neither transaction, standing alone, can satisfy the requirements of the
Insurance Law. Indeed, the NYID clearly recognized prior to the Transformation that MBIA
Insurance was required to have sufficient earned surplus to pay the Dividend, regardless of the
accounting for the Reinsurance Transaction or the Transformation as a whole. I57
156

This sequence is consistent with several documents given to the NYID showing that the
Dividend would occur before the Reinsurance Transaction. (See, e.g., ROOOI8-39, at 29-31;
ROOOOI-17, at 11-13.)
157
(See, e.g.,
(NYID examiner Kenneth Gingrass
noting that MBIA's "proposal does not seem to work legally" because "MBIA Ins. does not have
sufficient earned surplus to dividend the stock of MBIA of IL, as MBIA Ins. is left with an
earned surplus of (12), after the dividend.").)
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167.

To try to justify their violation of the statutory earned surplus test, MBIA and the

NYID now claim that two transactions that separately are impermissible can become permissible
if completed together.

168.

Thus, Respondents apparently claim that the accounting for the Reinsurance

Transaction created positive earned surplus at MBIA Insurance and created negative earned
surplus at MBIA Illinois. At the same time, Respondents' theory goes, MBIA Insurance used the
earned surplus created by the Reinsurance Transaction to pay the Dividend and immediately
used that Dividend to fund the Reinsurance Transaction. There is a very good reason this
analysis is not spelled out in the NYID Letter or in Respondents' briefs: it is circular, illogical
and a dangerous precedent. A transaction that causes the "dividend paying capacity" of an
insurer to rise as a result of the insurer being "stripped of capital" is a "complete distortion of the
economic substance of the Transformation."

(Corcoran Aff.

~

16.)

Indeed, Respondents'

newfound theory would eviscerate the earned surplus requirement if a holding company could
siphon assets out of an insurer, simply by causing the insurer to take out reinsurance with a shell
affiliate that it concurrently capitalizes.

Under Respondent's theory, the Reinsurance

Transaction that supposedly created MBIA Insurance's earned surplus occurred precisely when
MBIA Insurance was suffering tremendous statutory losses and being stripped of capital.
169.

Beyond the circularity of Respondents' theory, the NYID itself has characterized

the changes in earned surplus flowing from the Reinsurance Transaction as an "accounting
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anomaly." In 2009 and 2010, MBIA Inc. sought to reset the negative earned surplus of MBIA
Illinois (now called "National") to zero, to permit National to pay dividends to MBIA Inc. (PX
125 (June 22, 2010 NYID Approval Letter), at 1.) In a June 22,2010 approval letter signed by
none other than Jack Buchmiller, the NYID allowed National to erase its post-Transformation
negative earned surplus, calling that "negative unassigned funds (surplus)" an "accounting
anomaly" that was "not the product of historic losses" but "[r]ather ... the result of one-time
accounting adjustments related to the transformation transaction that occurred on February 17,

2009." (Id. at 1-2.) It necessarily follows that the corresponding positive earned surplus created
at MBIA Insurance by this same transaction also was an "accounting anomaly," not the product
of historic income or gains and could not justify the distribution of a dividend to MBIA Inc.

3.
170.

MBIA Uses the Stock Redemption Mechanism To Evade Illegally
the Earned Surplus Requirement.

In several presentations, MBIA told the NYID that it would use "dividends" to

transfer ownership of and to capitalize MBIA Illinois.

158

But as MBIA readied its

Transformation application, even though there was no business purpose for MBIA Insurance to
buy back its own stock while losses were skyrocketing, MBIA proposed that a stock redemption
could be used to evade the earned surplus test governing dividends:
Any dividend of funds from [MBIA Insurance] to [MBIA] Inc.
would require approval under Section 4105 of the [Insurance Law]
if the dividend is considered 'extraordinary.' Dividend must be
paid out of earned surplus unless structured in part as a return
of capital which would require regulatory approval under Section
1411 of the [Insurance Law].
158

(See, e.g., Chaplin Aff. Ex. 4 (MBIA_NYS0027993-28005), at 27995,28002 (proposing
using a $3.3 billion dividend" from MBIA Insurance (called "CMAC" in that proposal) to
. capitalize new insurers); Chaplin Aff. Ex. 5 (MBIA_NYS0028050-66), at 28052~55) (proposing
that MBIA Insurance "dividend[] capital stock of MBIA IL" and "dividend[] funds . . . for
contribution" to MBIA Illinois).)
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(ROOOOl-17, at 12 (emphasis added).) Although MBIA's Transformation application carefully
described these transfers as legally distinct "Dividend" and "Stock Redemption" transactions, an
Appendix revealingly reflected MBIA's original intent-to execute a "dividend funded 55%
from unassigned surplus and 45% from paid-in capital." (R00061 .)
171.

"The purpose of the Stock Redemption [was] to permit MBIA [Insurance] to

return [assets] to its sole shareholder," MBIA Inc. (R00053-55, at 54), so those assets then
could be used to capitalize MBIA Illinois.
_

Moriarty Dep. at 96.)

Although "the intent of the insurance law is that the insurance

companies act in the interests of its policyholders" (Moriarty Dep. at 83), the Stock Redemption
was structured to siphon capital away from MBIA Insurance's structured-finance policyholders.
172.

Following the Transformation, MBIA Insurance did not own or benefit from

capitalizing MBIA Illinois. Tellingly,

_

As explained by former Superintendent Corcoran:
The Stock Redemption conferred no benefit whatsoever on MBIA
Insurance or its structured-finance policyholders. In fact, the Stock
Redemption harmed those policyholders by removing $1.123
billion in assets from MBIA Insurance, in exchange solely for a
reduction in the number of shares of MBIA Insurance outstanding.
Such a reduction was of no value to MBIA Insurance, because
MBIA Insurance was wholly owned by MBIA Inc. both before and
after the transfer.

(Corcoran Aff.
173.

~

21.) Professor Stulz agrees. (Stulz Aff.

~~

56-68.)

MBIA and the NYID treated the Dividend and Stock Redemption as

interchangeable ways to strip assets from MBIA Insurance (and its policyholders), differing only
with respect to whether the statutory earned surplus test applied. In MBIA's December 5, 2008
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application, MBIA Insurance proposed to "distribute as a dividend to MBIA Inc. all of the
stock" ofMBIA Illinois (worth roughly $185 million). (R00043 (emphasis added) .)
174.

By December 31, 2008, however, MBIA Insurance's earned surplus had dropped

to only $1 million.

As a result, MBIA changed

the form of this transfer into a Stock Redemption to sidestep the earned surplus requirement:
As described in the filing submitted by MBIA to the NYID by
letter dated December 5, 2008, MBIA planned to transfer its shares
of MuniCo to MBIA Inc. by dividend. However, given that
MBIA's earned surplus as reflected in the attached pro forma
balance sheet as of December 31,2008 . .. is less than statutory
carrying value of MuniCo, MBIA has decided to effectuate the
transfer pursuant to a share redemption under Section 1411(d) of
the New York Insurance Law. ...
(R00530-32, at 30 (emphasis added); see

These discussions reflect that

both MBIA and the NYID felt that the sequence and characterization of each of these
transactions was central to their attempt to create the illusion oflegality.
175.

As Professor Stulz explains:
[T]he redemption was nothing but a disguised dividend that hurt
MBIA Insurance's structured finance policyholders. The two
forms of distributions were equivalent in economic substance from
the perspective of the parent company MBIA Inc., MBIA
Insurance, and its remaining (largely structured finance)
policyholders. Each form of distribution made MBIA Inc. (and,
ultimately, MBIA Illinois and its municipal bond policyholders)
better off, and left MBIA Insurance and its structured finance
policyholders worse off.
(Stulz Aff.

~

60; see id at ~~ 61-68.) In other words, "any distinction made between these two

forms of distributions is a sham distinction." (Id at ~ 13 (emphasis added).)
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B.

Then-Superintendent Dinallo Permits MBIA Insurance To Repurchase Its
Common Stock At an Inflated Price.

176.

In the Stock Redemption, MBIA Insurance repurchased and redeemed 32,064

shares of its own common stock, in exchange for transferring to MBIA Inc. $1.123 billion in
value (comprising (a) $938 million in cash and securities and (b) all of the common stock of
MBIA Illinois, which had a book value of $185 million). Because MBIA Insurance was a
wholly owned subsidiary of MBIA Inc. both before and after the Stock Redemption, it received
no value-none-from repurchasing and retiring its own shares. 159 This transaction simply was
a way to evade the earned surplus statute and to funnel $1.123 billion in assets to MBIA Inc.
177.

Prior to the Transformation, other securities issued by MBIA Insurance
that ranked senior to its common stock were trading in the market at 43-90% discounts to book
value, and credit-default swap prices implied a greater than 67% probability that MBIA
Insurance would default within five years. 160 These fire-sale market prices of senior MBIA
Insurance securities demonstrate that MBIA Insurance was in "serious financial distress," and
that the market value ofMBIA Insurance's common stock was depressed. (See Stulz Aff. ,-r 71.)
178.

Moreover, the inflated price that MBIA Insurance paid for its outstanding

common stock contained mathematical errors. MBIA Insurance paid MBIA Inc. $1.123 billion,
159

Stulz Aff. ,-r,-r 56-68; Corcoran

(See, e.g.,
Aff. ,-r 21; Stewart Aff. ,-r 44.)
160

(See R00655-56, at 55 (MBIA repurchased $124.1
preferred stock at 90% discount in December 2008);
Stulz Aff. ,-r,-r
115, 197 (market price of "surplus notes" was approximately 57% of principal amount before
Transformation); id ,-r,-r 194-96 & Ex. 32 (reporting on credit-default swap prices).)
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equal to roughly 32% of MBIA Insurance's $3.5 billion "surplus to policyholders," to reacquire
roughly 32% ofMBIA Insurance's common stock. (See R000768-774, at 70.) However, MBIA
Insurance's total surplus to policyholders of $3.5 billion included (a) $276 million in surplus
attributable to preferred stock and (b) $952.6 million in surplus attributable to surplus notesboth of which are senior to common stock.

As a result, the surplus attributable to MBIA

Insurance's common stock as a whole was only $2.272 billion, and the book value of the 32% of
common stock that MBIA Insurance repurchased was only $727 million. (See Stulz Aff. ~ 70.)
C.

The NYID Did Not Conduct the Analysis Necessary To Find That MBIA
Insurance Was "Solvent" Under Section 1309 of the Insurance Law.

179.

Contrary to MBIA' s contention that "the NYID determined that MBIA Insurance

was solvent" and that this conclusion was "explicitly stated in the Approval Letter," no such
finding appears in the NYID Letter. (MBIA Mem. at 11; see also, e.g., id. at 5; NYID Mem. at
14.) In any event, there is no evidence that the NYID conducted the necessary analysis to make
a finding of solvency.

180.

Under Insurance Law Section 1309, an insurer is "insolvent" if it fails either part

of a two-pronged solvency test:
Whenever the superintendent finds from a financial statement or
report on examination that an authorized insurer is unable to pay
its outstanding lawful obligations as they mature in the regular
course of business, as shown by an excess ofrequired reserves and
other liabilities over admitted assets, or by its not having sufficient
assets to reinsure all outstanding risks with other solvent
authorized assuming insurers after paying all accrued claims owed,
such insurer shall be deemed insolvent ....
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(emphasis added). In other words, an insurer "shall be deemed insolvent" if the insurer (1) has
reserves and liabilities exceeding admitted assets or (2) "does not have sufficient assets to
reinsure all outstanding risks" with another insurer.
181.

The NYID lacked any basis to find "solvency" under the first prong of this test,

because as explained in paragraphs 82-103, supra, MBIA Insurance's loss projections (and
therefore its $2.056 billion loss reserve as of December 31, 2008 (net of reinsurance) were
grossly understated because of MBIA Insurance's use of outdated data and an illegal discount
rate. 161 By contrast, BlackRock's "Base Case" projection of $13.8 billion in losses "as of'
December 31, 2008 (see Paltrowitz Aff.
December 31, 2008 loss reserve.

~

9) is $11.75 billion higher than MBIA Insurance's

Likewise, MBIA Insurance's actual losses after the

Transformation have

(See paragraphs 189-

91, infra.) Indeed, MBIA Insurance's post-Transformation surplus of $3.1 billion would be

overwhelmed by an increase in reserves of only a few billion dollars. 162
182.

The NYID also had no basis to conclude that MBIA Insurance satisfied the

second prong of the Section 1309 solvency test.

161

(PX 102 (Annual Statement of the MBIA Insurance Corp. for the Year Ended Dec. 31,
2008), at p. 3 line 1.)
162

(See id. at 14.14.)
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183.

MBIA Insurance clearly violated the Section 1309 "reinsurance" solvency test. In

its SEC filings, MBIA discloses a model that "simulates what a bond insurer would charge to
guarantee a transaction at the measurement date, based on the market-implied default risk of the
underlying collateral and the remaining structural protection in a deductible or subordination.,,163
According to MBIA's December 31, 2008 Form 10-K, in an arm's-length transaction, MBIA
itself expected that MBIA Insurance would have had to pay $19.4 billion to reinsure its existing
portfolio of "derivative liabilities.,,164 MBIA Insurance also had an additional $9.5 billion in
other liabilities, compared with only $19 billion in assets even prior to the Transformationmaking clear that MBIA Insurance lacked the capital to reinsure its structured portfolio after the
Transformation stripped away $5 billion in assets. 165 (Id. at 2.)

D.

The NYID Ignores that the Reinsurance Transaction Was Unfair and
Inequitable to MBIA Insurance and Its Policyholders.

184.

Under Section 1505 of the Insurance Law, the Superintendent's prior approval is

required for certain transactions within a holding company system, including reinsurance
agreements. Ins. Law § 1505(d); see Stewart Aff~ 41; NYID Mem. at 10. The Superintendent
can approve such transactions only after considering whether its terms are "fair and equitable" to
the insurer and its existing policyholders, and whether it "may adversely affect the interests of
policyholders." Ins. Law §§ 1505(a),(e); see Stewart Aff.
~

21; Muhl Aff.

163

~

~

41; Corcoran Aff.

63; NYID Mem. at 9-10; PX 6 (NYID Letter), at 7.

~~

9, 22; Serio Aff.

The terms of the

(PX 34 (MBIA Inc., Form lO-K (Mar. 2, 2009)), Ex. 99.3, at 22.)

164

MBIA Insurance carried a "derivative liability" of $6.219 billion on its balance sheet,
after making a "$13.2 billion reduction in the fair value of the derivative liability" "to
incorporate MBIA [Insurance's] own nonperformance risk and the nonperformance risk of its
reinsurers." (Jd. at 26.) In other words, the total MBIA Insurance "derivative liability" would be
$19.4 billion, except that the market did not believe that MBIA Insurance could pay in full.
165
(See id. (reporting assets of $19 billion, total liabilities of $15.7 billion, and derivative
liability of $6.2 billion (after "nonperformance risk adjustment").)
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Reinsurance Transaction between MBIA Insurance and MBIA Illinois in the Transformation
were not fair and equitable and did "adversely affect" structured-finance policyholders.
185.

The NYID and MBIA claim that the terms of the Reinsurance Transaction are fair,

because those terms allegedly were comparable to an arms-length reinsurance transaction
between MBIA Insurance (as reinsurer) and Financial Guarantee Insurance Company ("FGIC")
(as reinsured) that the NYID had previously approved (the "MBIA-FGIC Transaction").
(Corcoran Aff. ,-r 23;

But the notion that the two reinsurance

transactions have certain comparable financial terms-but not others-confirms only that the
Reinsurance Transaction was unfair to MBIA Insurance and its policyholders. In short, MBIA
Insurance bought reinsurance from MBIA Illinois backed with its own assets.
186.

MBIA Insurance reinsured FGIC's municipal-bond portfolio in exchange for

receiving a payment of 79% ofFGIC's "unearned premium reserve," and MBIA Insurance paid
78% of its unearned premium reserve to MBIA Illinois. 166 Assuming that 78% of unearned
premium reserve is a market price to reinsure a municipal-bond portfolio, MBIA Insurance could
have paid an unaffiliated reinsurer 78% of its unearned premium reserve, but here MBIA
Insurance also gave up more than $2 billion of additional assets to capitalize MBIA Illinois.
(See Corcoran Aff. ,-r 26; Stulz Aff. ,-r 76.) MBIA Insurance's decision to reinsure its public-

finance business with an affiliate funded with MBIA Insurance's own capital was done solely to
benefit MBIA Inc. and its shareholders and management. (See Stulz Aff. ,-r 76.)
VIII. MBIA INSURANCE'S CONTINUED POST-TRANSFORMATION DECLINE
187.

Since the Transformation, no MBIA entity has written any material amount of

new insurance.

However, according to Bloomberg, MBIA
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Inc.'s stock price has skyrocketed since the Transfonnation, rising from $3.48 on February 17,
2009 (before the Transfonnation was announced) to $10.48 on March 2,2011.
~lthough MBIA's holding company, its executives and its shareholders have

benefited enonnously from the Superintendent's approval of the Transfonnation, and the
resulting spike in MBIA Inc.'s stock price, MBIA Insurance and its structured-finance
policyholders are considerably worse off. The day the Transfonnation was announced, MBIA
Insurance's credit rating was downgraded by eight notches to B3-six steps below investmentgrade-by Moody's. (See MBIA Ans. ,-r 8; PX 129 (Moody's Feb. 18,2009 report).) . .
_

MBIA Insurance's post-Transfonnation financial perfonnance _

A.
189.

By March 31, 2009-just

SIX

weeks after the

Transfonnation-MBIA Insurance had paid out $614 million on second-lien RMBS.169 _

166

PX 6

(NYID Letter), at 3-4.)

169

(See PX 131 (MBIA May 12,2009 investor presentation), at 33.)
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190.

MBIA Insurance ultimately paid out almost $3.2 billion in 2009-far exceeding

its $2.3 billion statutory-accounting loss reserve (before reinsurance) as of December 31, 2008,
and 82% higher than the $1.76 billion that MBIA told the NYID it would pay in 2009 under
"Extreme Stress."l71 During 2010, MBIA Insurance paid an additional $2.561 billion in claims,
far in excess of its "Extreme Stress" projection of $1.242 billion for that period. l72 The
divergence between MBIA Insurance's actual losses paid, and the losses that MBIA had
.ections shown to Mr. Buchmiller is illustrated below:

170

PX

131 (MBIA May 12, 2009 investor presentation), at 33.)
171

R00368-396, at 89 (predicting "Extreme Stress" 2009 gross
loss payments of $1.759 billion); PX 132 (MBIA Inc. Quarterly Operating Supplement, Dec. 31,
2009), at 37 (reporting actual gross loss payments of roughly $3.2 billion for 2009).)
(See PX 133 (MBIA Inc. Q4 2010 Quarterly Operating Supplement, Dec. 31, 2010, at
49); PX 51 (NYSID0002794-2852), at 2844 (predicting "cash losses" of $1.243 billion in 2010);
id. at 2850 (projecting 2010 Gross Loss Payments of $1.242 billion).)
172
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191.

Mr. Buchmiller had asked MBIA to prepare a so-called "break-the-bank" stress

scenario in connection with Transformation. (Buchmiller Aff.

~

18.) This scenario purportedly

showed that, even under MBIA Insurance's "extreme stress" scenario, MBIA Insurance's
statutory-accounting surplus would not breach a $65 million threshold. (Id.) However, MBIA
Insurance's financial performance has been far worse than under the "extreme stress" scenario.
In fact, MBIA Insurance's surplus would be well below zero today-except that MBIA
Insurance has artificially reduced its loss reserves by $2.5 billion to reflect MBIA's speculative
hope for billions in recoveries in mortgage-related litigation. 173

B.

The NYID Illegally Empowers National To Pay Dividends to MBIA Inc.
With Capital Stripped from MBIA Insurance.

192.

On August 9, 2010, MBIA disclosed that the NYID-in a secretly obtained
approval letter signed by Mr. Buchmiller-had authorized MBIA Illinois (now known as
"National") to execute an accounting maneuver called a "quasi-reorganization," under which
National eliminated its negative dividend capacity using a $1.5 billion accounting adjustment.
193.

On an August 10,2010 earnings call, MBIA CEO Jay Brown conceded that the

"quasi-reorganization" was "consistent with our transformation plan" and "positions the
company to pay dividends in the future" to MBIA Inc. (PX 135 (Aug. 10,2010 Earnings Call
Transcript).) Of course, any such dividends to MBIA Inc. would consist of assets that had been
stripped from MBIA Insurance in the Transformation.
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194.

The NYID's own approval letter for this "quasi-reorganization" admits that

National's "quasi-reorganization" violates the relevant accounting rule, SSAP No. 72.174 _

75

Despite acknowledging that National's proposal did not comply with governing accounting rules,
the NYID authorized it on an ad hoc basis as a "permitted practice," characterizing National's
inability to pay dividends as a mere "accounting anomaly.,,176
195.

The NYID's unlawful approval of the quasi-reorganization is being challenged in

a separate Article 78 proceeding, Barclays Bank PLC v. Wrynn (filed in New York Supreme
Court, New York County, October 22,2010). By agreement of the parties, the return date for the
Wrynn action has been adj oumed to April 19, 2011.
IX.

PETITIONERS COMMENCE LITIGATION CHALLENGING MBIA'S
FRAUDULENT "TRANSFORMATION."
196.

On May 17,2009, Petitioners filed a plenary action under the New York Debtor

and Creditor Law ("DCL") and the common law (the "DCL Action") against MBIA Inc., MBIA
Insurance and MBIA Illinois, alleging that the Transformation:

(a) left MBIA Insurance

insolvent under the DCL and with unreasonably small capital, (b) was intended to hinder, delay
or defraud Petitioners, (c) breached the implied contractual covenant of good faith and fair
dealing, (d) abused the corporate form, and (e) unjustly enriched MBIA Inc. and MBIA Illinois.
On June 9, 2009, MBIA moved to dismiss the DCL Action, primarily on the grounds that the

173

(See PX 134 (Annual Statement of the MBIA Insurance Corporation as of Dec. 31, 2010),
at 3 (Surplus to policyholders of $1.074 billion); id at 14.21 (MBIA Insurance has "recorded
loan put-back recoveries of$2.5 billion").)
174

(See PX 125 (June 22, 2010 NYID Approval Letter), at 2.)

175
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DCL Action was an impermissible "collateral attack" on the NYID Letter's approvals under the
Insurance Law, which supposedly could be challenged only in an Article 78 proceeding.
197.

On June 15, 2009, in light of MBIA's assertion that Petitioners could raise their

claims only in an Article 78 proceeding, Petitioners filed this Article 78 proceeding before the
expiration of the short four-month Article 78 statute of limitations. Although this Court denied
MBIA's motion to dismiss the DCL Action on February 17,2010, that decision was reversed in a
3-2 decision by the Appellate Division on January 11, 2011. ABN AMRO Bank N V v. MBIA

Inc., 907 N.Y.S.2d 435 (Sup. Ct. New York County 2010), rev'd, 916 N.Y.S.2d 12 (1st Dep't
2011). Petitioners appealed to the Court of Appeals as of right, and argument has been set for
May 31, 2011.

176

(See PX 125 (June 22,2010 NYID Approval Letter).)
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MEMORANDUM OF LAW IN SUPPORT OF PETITIONERS' REPLY
STANDARD OF REVIEW AND SUMMARY OF ARGUMENT
Under Article 78, this Court must annul the Superintendent of Insurance's actions
where, as here, those actions are (i) "without or in excess of jurisdiction" or (ii) "affected by an
error of law." CPLR §§ 7803(2)-(3). In addition, the Superintendent's actions also must be
annulled if they were "arbitrary and capricious or an abuse of discretion." CPLR § 7803(3). All
of these grounds apply in this Article 78 proceeding, and each independently is sufficient to
annul then-Superintendent Dinallo's approval ofMBIA's Transformation.
1.

Because this Court's review of then-Superintendent Dinallo's approval of

the structure of MBIA's Transformation transactions turns on questions of "pure statutory
reading and analysis," Mr. Dinallo is entitled to no deference. Polan, 3 N.y'3d at 58 (quoting
Gruber, 89 N.Y.2d at 231) (internal quotation marks omitted); see Toys "R" Us v. Silva,

89 N.Y.2d 411, 419 (1996) (where "the question is one of pure legal interpretation of statutory
terms, deference to the [agency] is not required") (citing Teachers Ins. & Annuity Ass 'n ofAm. v.
City of NY, 82 N.Y.2d 35, 41-42 (1993)). As shown below, Mr. Dinallo's approval of the

structure of MBIA's Transformation transactions was infected with four clear and independent
errors of law. Each of these legal errors, standing alone, supports this Court's grant of the
Petition on the papers and without a trial.
First, Mr. Dinallo approved MBIA Insurance's declaration and distribution of the

illegal Dividend of $1.147 billion, when MBIA Insurance's "earned surplus" was only"
~hen the Dividend was "declared" and only $1 million when the Dividend was

"distributed."

Under

Insurance Law § 4105(a), which the Legislature enacted to protect
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policyholders of New York insurers from inappropriate transfers of assets to holding companies,
and which cannot be waived by the NYID, this Dividend was per se illegal.
Second, Mr. Dinallo approved MBIA Insurance's payment of $1.123 billion to

MBIA Inc. in exchange for redeeming its own stock, even though that transaction violated
Section 4105(a) as a disguised illegal dividend in excess of "earned surplus." Moreover, because
the NYID did not conduct the analysis necessary to find that MBIA Insurance had any
conceivable business purpose for using scarce cash to repurchase its own stock or that it paid a
price reflecting the "fair value" of its common stock, Mr. Dinallo could not have a rational basis
to approve the Stock Redemption as "reasonable and equitable," as required by Insurance Law §
1411(d).
Third, in approving the Reinsurance Transaction, Mr. Dinallo ignored that MBIA

Insurance was taking out reinsurance from an entity (MBIA Illinois) that MBIA Insurance itself
had just capitalized. Without the illegal Dividend and the Stock Redemption, MBIA Illinois
could not have reinsured MBIA Insurance's large public-finance portfolio. Because there was no
economic substance to the Reinsurance Transaction from the standpoint of MBIA Insurance
policyholders, who remained liable for all of MBIA Illinois' public-finance losses, the
Reinsurance Transaction was not, as required by Insurance Law § 1505, "fair and equitable" to
those policyholders.
Fourth, the Transformation transactions-the Dividend, the Stock Redemption

and the Reinsurance Transaction, considered collectively-were not "fair and equitable" to
MBIA Insurance and its policyholders, because those transactions impermissibly enriched MBIA
Inc., and its shareholders and senior executives, at the expense of MBIA Insurance and its
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policyholders, stripping MBIA Insurance of its only profitable business. Insurance Law § 1505
bars this sort oflooting of an insurer by its holding company.
2.

Beyond the illegal structure of MBIA's fraudulent Transformation, then-

Superintendent Dinallo did not have the required rational basis for the determinations in the 10page NYID Letter, which improperly failed to "set forth an adequate statement of the factual
basis" for Mr. Dinallo's determinations. 177 As the Court of Appeals has made clear, "an
irrational determination by the agency requires no deference and may properly be annulled."
Paramount Commc'ns, Inc. v. Gibraltar Cas. Co., 90 N.Y.2d 507,514 (1997) (citing Kurcsics v.
Merchants Mut. Ins. Co., 49 N.Y.2d 451, 459 (1980)).

Here, Mr. Dinallo did not have a "sound basis in reason" for any determinations
about MBIA Insurance's financial condition, but issued determinations without "regard to the
facts." Wooley, 15 N.Y.3d at 280. Among other things:
•

The NYID did not have expertise in structured finance, did not seek out
third-party expertise, and delegated the massive task of reviewing MBIA
Insurance's financial condition to a single NYID employee, who did not
have the time or resources to conduct such an extraordinary review;

•

The Superintendent and his senior staff apparently did not ask the single
NYID employee (Jack Buchmiller) charged with reviewing MBIA
Insurance's financial condition for any final conclusion before approving
MBIA's Transformation, and he wrote a "backdated" memorandum to
files in an attempt to "paper the record" in advance of this litigation;

•

The single NYID reviewer did not apply the NYID's own "stress testing"
policy, which calls for the use of "continuously monitored, assessed, and

177

E.g., Montauk Improvement, Inc. v. Proccacino, 41 N.Y.2d 913, 914 (1977).
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updated" data-but let MBIA submit stress-loss projections based on
months-old information that pre-dated the financial crisis; and
•

MBIA provided inaccurate and stale data to the NYID about MBIA
Insurance's loss reserves,

Because few (if any) of the material facts underlying Petitioners' challenge to the
facial inadequacy of the NYID's review of MBIA Insurance's financial condition can be in
dispute, the Court can grant the Petition as a matter of law on this ground.

If the Court

nonetheless concludes that some ''triable issue of fact" exists, the case should be set for trial
"forthwith." CPLR 7804(h).

3.

Finally, then-Superintendent Dinallo was motivated by impermissible

policy goals beyond the Insurance Law, including reducing the borrowing costs of state and local
governments and boosting the market value of existing municipal bonds, and ignored his
fundamental duty to protect MBIA Insurance's structured policyholders. As a matter of law,
these extra-statutory policy goals could not properly support his decision to override the NYID's
paramount duty of protecting all policyholders.

ARGUMENT
I.

THEN-SUPERINTENDENT DINALLO'S APPROVAL MUST BE ANNULLED
AS A MATTER OF LAW, BECAUSE THE TRANSFORMATION'S
STRUCTURE VIOLATED THE INSURANCE LAW.
Each of the three challenged Transformation transactions was illegal: (i) MBIA

Insurance's $1.147 billion "Dividend" was both declared and distributed in excess of its "earned
surplus" at the respective times of declaration and distribution; (ii) MBIA Insurance's $1.123
billion "Stock Redemption" had no legitimate business purpose other than as a disguised illegal
dividend to MBIA Inc.; and (iii) the $2.89 billion "Reinsurance" transaction between MBIA
-113-

Illinois and MBIA Insurance was on inherently unfair terms, because this transaction was funded
by MBIA Insurance's illegal Dividend and Stock Redemption. Moreover, analyzed in their
entirety, as required by Insurance Law Section 1505, MBIA's Transformation transactions were
not "fair and equitable" to MBIA Insurance's policyholders, including Petitioners.
A.

MBIA Insurance's $1.147 Billion Dividend To MBIA Inc. Was Illegal.
Under

Section

4105(a)

of the

Insurance

Law,

"no

domestic

stock

property/casualty insurance company shall declare or distribute any dividend to shareholders
except out of earned surplus." (Emphasis added.) See also N.Y. Compo Codes R. & Regs. tit. 11,
§ 83.4(u) (2007), repealed by Emergency Rule Making, 31 N.Y. Reg. 19 (June 3, 2009)
(effective May 15, 2009).

The NYID cannot waive this "earned surplus" test.

(See, e.g.,

A corporate board of directors' "declaration" of a dividend is a separate event
from, and necessarily precedes, the "distribution" of assets to shareholders. Under settled law, a
company must comply with financial dividend restrictions when declaring and paying a dividend.
See, e.g., Liebman V. Auto Strop Co., 241 N.Y. 427, 434 (1926) (separately analyzing "resolution
declaring the dividend" and "distribution[] directed by the resolution"); Randall

V.

Bailey, 23

N.Y.S.2d 173, 185 (Sup. Ct. New York County 1940) (courts look at assets and liabilities "at the
times the dividends were declared and paid"), aff'd, 262 A.D. 844 (1st Dep't 1941), aff'd, 288
N.Y. 280 (1942). Thus, the term "out of earned surplus" in § 4105(a) requires that an insurer
have sufficient "earned surplus" when the dividend is both "declared" and "distributed." •
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1.

MBIA Insurance Did Not Have Sufficient Earned Surplus
When It Declared or Distributed the $1.147 Billion Dividend.

On December 16, 2008, the MBIA Insurance Board of Directors declared the
Dividend, and on January 30, 2009, MBIA Insurance's Secretary certified to the NYID the
accuracy and continuing validity of this Board action. (R00629-32, at 31;

. . As a result, under Insurance Law Section 4105(a), the Dividend was not lawfully
"declared. "
By its terms, Section 4105(a) also provides that insurers may not "distribute any
dividend to shareholders except out of earned surplus." (Emphasis added.) As of December 31,
2008 (the last day of the prior quarter),

MBIA Insurance's earned surplus

was $1 million.

Thus, MBIA Insurance violated

Section 4105(a) by distributing, on February 17,2009 as part of the Transformation, the $1.147
billion Dividend to MBIA Inc.

178

The NYID's statement that Section 4105(a) permits the NYID to issue regulations that
would permit an insurer to restate its earned surplus in a "quasi-reorganization" is puzzling.
(NYID Mem. at 11.) NYID regulations in force in February 2009 stated that accounting rules
permitting quasi-reorganizations "are not adopted." N.Y. Compo Codes R. & Regs. tit. 11, §
83.4(u) (2007), repealed by Emergency Rule Making, 31 N.Y. Reg. 19 (June 3, 2009) (effective
May 15, 2009). And, in any event, the NYID Letter did not authorize a quasi-reorganization.
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2.

MBIA Insurance Cannot Salvage Its Illegal Dividend by Claiming
that the Reinsurance Transaction and Dividend Were Simultaneous.

It is undisputed that the Reinsurance Transaction could not have preceded the

Dividend and Stock Redemption,

see Moriarty Dep. at .-96.)

In its opposition brief, however, MBIA claims that the accounting for the Reinsurance
transaction created sufficient earned surplus to fund the Dividend. (MBIA Mem. at 15.) _

MBIA's after-the-fact theory, not
found in-and indeed, contradicted by-the NYID Letter, fails for four independent reasons.
First, Section 4105(a) of the Insurance Law requires that dividends be paid "out

of earned surplus." By its terms, earned surplus must exist "out of' which dividends are declared
and distributed, i.e., the earned surplus must exist prior to those events.

According to

Superintendent Stewart-who sponsored and advocated for the Legislature's adoption of a
statutory dividend requirement-requires that earned surplus exist before a dividend is
distributed. (See Stewart Aff.

~~

13-28, 33.) Even assuming arguendo that the Transformation

transactions all occurred simultaneously, MBIA Insurance still lacked the necessary earned
surplus prior to the declaration of the Dividend on December 16, 2008 and the distribution of the
Dividend on February 17,2009. The "earned surplus" that allegedly was created concurrently in
the Transformation transactions would be irrelevant, because the earned surplus had to exist
before those transactions occurred.
Second, the NYID Letter and Respondents' own affidavits expressly described

MBIA's Transformation as a "series of transactions"-by definition meaning transactions
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occurring in a sequence. 179 By its terms, the NYID Letter states that the first step was MBIA
Insurance's "transfer, in the aggregate, [of] approximately $2.27 billion in cash, securities and
the shares of [MBIA Illinois] stock, to MBIA Inc. pursuant to the [MBIA Insurance] Dividend
and Stock Redemption." (PX 6 (NYID Letter), at 3.) The NYID Letter could not be clearer in
stating that the Reinsurance Transaction would occur only "{o]nce {MBIA Illinois] is

recapitalized as described above."

(fd. (emphasis added).)

This language precludes any

argument that the Reinsurance Transaction occurred before or simultaneously with the Dividend
or the Stock Redemption.
The NYID Letter says nothing about MBIA Insurance's "earned surplus," much
less suggest that the Reinsurance Transaction would create the earned surplus used to fund the
Dividend. In fact, prior to Mr. Dinallo's approval of MBIA's Transformation, MBIA submitted
to the NYID presentations laying out discrete "Steps" of the Transformation, where the Dividend
and Stock Redemption preceded the Reinsurance. (ROOOOI-17, at 11-13; ROOOI8-39, at 29-34.)

Third, the notion that stripping capital out of MBIA Insurance somehow increased
its dividend-paying capacity is a "complete distortion of the economic substance of the
Transformation." (Corcoran Aff.

~

16.) It is entirely circular to claim that the payment of a

dividend can capitalize a reinsurance transaction with a shell affiliate that creates the very earned
surplus that permits the regulated insurer to pay the dividend that funds the reinsurance
transaction. As a matter of law, this sort of "shell game" violates the letter and spirit of Section
4105 and eviscerates the earned surplus requirement. See Small v. Sullivan, 245 N.Y. 343, 351179

(PX 6 (NYID Letter), at 3; Buchmiller Aff.
Moriarty Aff. ~ 5.)
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~

7; Chaplin Aff.

~

2; McKiernan Aff.

~

2;

54 (1927) (company could not gam ability to pay dividends by entering into bad-faith
consolidation transaction with shell company); Stewart Aff

~~

29-33.

Fourth, in June 2010, the NYID determined in a letter signed by Mr. Buchmiller

that negative earned surplus at MBIA Illinois resulting from the Reinsurance Transaction was an
"accounting anomaly" that was "not the product of historic losses." If so, the corresponding
positive earned surplus at MBIA Insurance after that same Reinsurance Transaction must be

viewed as an "accounting anomaly" that did not result from historic profits. ISO It necessarily
follows that the purported, corresponding earned surplus increase at MBIA Insurance, which was
the result of the same Transformation transactions reviewed by Mr. Buchmiller, could not
support the Dividend under Ins. Law § 4105.

B.

MBIA Insurance's Distribution of $1.123 Billion to MBIA Inc. Through the
"Stock Redemption" Was Illegal.
Under Section 1411(d) of the Insurance Law, "[n]o domestic stock insurer shall

purchase its own capital shares except [to convert from a stock insurer to a mutual insurer] or
pursuant to a plan of stock redemption and retirement approved by the superintendent as
reasonable and equitable."

The $1.123 billion "Stock Redemption" executed by MBIA

Insurance in the Transformation was nothing more than an illegal dividend to MBIA Inc. far in
excess of MBIA Insurance's $1 million earned surplus, which the Superintendent could not
authorize as "reasonable and equitable." And, in all events, the NYID failed to conduct the
financial analysis required by law to conclude that MBIA Insurance had received fair value from
MBIA Inc. for that Stock Redemption, which had no effect other than to allow MBIA Inc. to
drain $1.123 billion in claims-paying assets from MBIA Insurance. Indeed, by its terms, the

180

(PX 125 (June 22,2010 Approval Letter), at 2-3.)
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Stock Redemption had no effect on the ownership of MBIA Insurance, because MBIA Inc.
remained the 100 percent owner of MBIA Insurance both before and after the Stock Redemption.
1.

The Stock Redemption Was a Disguised Illegal Dividend to MBIA Inc.

Insurance Law § 4105(a) governs all distributions, however structured, having the
purpose and effect of a dividend.

As noted above, Section 4105(a) of the Insurance Law

prohibits an insurer from "distribut[ing]" "any dividend" to stockholders, except out of earned
surplus. While the Insurance Law does not define the term "dividend," the Court of Appeals
elsewhere has construed the phrase "any dividend" as meaning "a dividend of any kind or
character." Randall, 288 N.Y. at 286. Section 4105(a)'s use of the verb "distribute" is telling,
because the term "distribution" in corporate law refers to dividends, stock repurchases, and other
transfers of wealth from corporations to stockholders. See, e.g., N.Y. Bus. Corp. Law §§ 510,
719(a)(1) (regulating "dividends or other distributions").
The Legislature intended Section 4105(a) to reach all "dividends or other

distributions" by insurers to their shareholders. (Stewart Aff.

~

24; see PX 136 (NYID, 11 Oth

Annual Report of the Superintendant of Insurance to the New York Legislature Covering the
Calendar Year 1968 app. B-1 (1969), at 340-41 (Gov. Rockefeller's Special Message to the
Legislature on the Insurance Holding Companies Bill (Feb. 18, 1969)).) The legislative history
of Section 4105(a) includes a detailed report by an NYID special committee--commissioned by
Superintendent Stewart-warning that "a list of the "potential abuses latent in non-insurance
control of insurance companies" would include "all of the devices for 'milking' [the insurer of
assets] that have been ingeniously exploited in other contexts." 181 This legislative history
explains that the prohibition on the "distribut[ion]" of "any dividend," except out of earned
181

(Stewart Aff. Tab 5, at 32, 34.)
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surplus, reaches "all distributions to stockholders," including "dividends or other distributions
which would weaken the financial soundness of an insurer.,,182
In enacting Section 1411 (d), the Legislature was concerned that holding
companies would try to use stock redemptions to strip capital from their insurers. Thus, the
NYID advised the Governor that "the requirement of prior approval by the Superintendent is

intended to prevent possible self-dealing by management and insiders.,,183 The assemblyman
who sponsored the bill also expected that the Superintendent would not approve a stock
redemption "until he had satisfied himself that the proposed action was in the best interests of

policyholders, the public as well as the stockholders.,,184

According to Professor Stulz: "In economic terms, any distinction made between these two
forms of distributions is a sham distinction." (Stulz Aff.

~

13; see id.

~~

56-68.)

Interpreting Section 1411 (d) to permit stock repurchases unrestricted by Section
4105(a)'s earned surplus test would be an "unreasonable or absurd application of the law."

People v. Santi, 3 N.y'3d 234, 243 (2004) (quotation marks and citation omitted). The same
182

(See Stewart Aff. Tab 11 (Gov. Rockefeller's Special Message to the Legislature on the
Insurance Holding Companies Bill (Feb. 18, 1969)), at 340-41 app. B-1; Stewart Aff. Tab 13
(N.Y. City Bar Assoc., Comm. on Ins. Law, Mem., Bill Jacket, L. 1969, ch. 190), at 384; Stewart
Aff. Tab 12 (Dividend Limitations, N.Y. Dep't ofIns. Gen. Counsel Op. No. 75-1 (Jan. 1, 1975)
("[T]he principal reason for the amendment was to prevent the 'milking' of insurers by holding
companies."); see also PX 136 (NYID, 110th Annual Report of the Superintendent of Insurance
to the New York Legislature Covering the Calendar Year 1968 (1969)), at 351-53 app. B-3 (Gov.
Rockefeller's Memorandum filed with Assembly Bill No. 6407-A, Apr. 21,1969).)
183

(PX 137 (Bill Jacket, 1965 Chapter 601, at 3 (NYID Memorandum to the Governor (May
25, 1965) (emphasis added)).)

184
(Jd., at 1 (Ltr. from Assemblyman Volker to Governor (May 25, 1965) (emphasis
added).)
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policy consideration motivates restrictions on stock repurchases and dividends:

prohibiting

transactions that "deplete capital and impair the corporation's ability to pay its debts." In re

Buckhead Am. Corp., 178 B.R. 956, 972-73 (D. Del. 1994).

Corporation and tax statutes

generally apply the same financial tests to dividends and stock repurchases. 18S There can be no
better proof of the absurdity of construing the Insurance Law to treat dividends and stock
redemptions differently than holding that MBIA Insurance could pay only a $1 million dividend
to MBIA Inc., but could lawfully distribute $1.123 billion to MBIA Inc. through the
economically identical form of a stock redemption.
Moreover, under settled New York law, transactions having the economIC
substance of dividends are treated as dividends regardless of how those transactions are formally
structured. New York courts "look beyond the forms to the actual facts," when analyzing
transactions having the effect of dividends. Small, 245 N.Y. at 354. In short, "[t]he courts
should not be deluded by bookkeeping devices," but must '''deal with the substance of the
transaction involved.'"

People ex reI. Wedgewood Realty Co. v. Lynch, 262 N.Y. 202, 208

(1933) (quoting Chi., M & St. P. Ry. Co. v. Minneapolis Civic Assn., 247 U.S. 490,501 (1918)).
In Small, the Court of Appeals scrutinized an attempt by a company with negative
surplus to gain the ability to pay dividends using a "consolidation" transaction with a thinly
capitalized shell company. 245 N.Y. at 353-54. Although this transaction resulted in positive

185

See, e.g., N.Y. Bus. Corp. Law §§ 510(a), 513(a) (prohibiting dividends and stock
redemptions when corporation is or would become insolvent); Barbara Black, Corporate
Dividends and Stock Repurchases (1997), at § 6.01 ("[A]ll American jurisdictions currently
recognize by statute a corporation's power to buy its own shares, subject to limitations
substantially the same as those imposed on dividends."); United States v. Davis, 397 U.S. 301,
307 (1970) (noting that a "sole stockholder who causes part of his shares to be redeemed by the
corporation" receives a dividend for tax purposes, because "such a redemption is always
essentially equivalent to a dividend" (internal quotation marks omitted)).
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surplus as an accounting matter, the Court of Appeals refused to allow the company to dodge the
anti-dividend statute: "Compliance with forms of law does not amount to absolution for fraud.
All of these corporation statutes have their legitimate purposes, but they cannot be used as a
blind to pay dividends when there are no actual profits out of which to pay them." Id at 354.
The Court denied the company's motion to dismiss, and ordered discovery into whether "the
directors ... consolidated these companies for the very purpose of wrongfully and fraudulently
taking the assets of the [company] which should have been applied upon its outstanding bonds
and distributing it among themselves in the form of dividends." Id at 353.
Here, the record demonstrates that MBIA' s $1.123 billion "Stock Redemption"
was a poorly disguised illegal dividend. In its early Transformation proposals, MBIA intended
to use dividends to transfer ownership of and to capitalize MBIA Illinois. 186 By October 30,
2008, MBIA began focusing on the accounting for these transfers rather than their economic

substance, contending that a "[d]ividend must be paid out of earned surplus unless structured in
part as a return of capital." (ROOOOI-17, at 12 (emphasis added).)

Tellingly, MBIA's

application referred to a single "dividend funded 55% from unassigned surplus and 45% from
paid-in capital." (R00040-248, at 61 (emphasis added).)
Although "the intent of the Insurance Law is that the insurance companies act in
the interests of its policyholders" (Moriarty Dep. at 83), MBIA Insurance had no legitimate
business purpose for buying back shares of common stock; rather, it sought to transfer capital to
its parent, away from structured-finance policyholders, even though MBIA Insurance did not

186

(See, e.g., Chaplin Aff. Ex. 5 (MBIA~YS0028050-66), at 28052-54.)
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have sufficient earned surplus to pay a dividend. 187 Thus, on February 10, 2009, after MBIA
Insurance's earned surplus had dwindled to $1 million
. , MBIA advised the NYID that it was converting the transfer of the shares of MBIA Illinois
from being a "dividend" to being a "stock redemption":
[GJiven that MBIA's earned surplus as reflected in the attached pro
forma balance sheet as of December 31, 2008 ... is less than the
statutory carrying value of [MBIA Illinois], MBIA has decided to
effectuate the transfer pursuant to a share redemption under
Section 1411 (d) of the N ew York Insurance Law by increasing the
number of shares that MBIA Insurance repurchase. 188
MBIA's contention that "[a] share redemption pursuant to section 1411 is entirely
distinct from a dividend pursuant to section 4105 because, most notably, on a statutory
accounting basis, the funds for the share redemption come out of the paid-in capital line item on
the statutory balance sheet and the dividend would come out ofthe earned surplus line" (Chaplin
Aff.

~

88), is a mere "bookkeeping device" that cannot "delude[]" this Court. Wedgewood Realty,

262 N.Y. at 208. In/orm, all MBIA did to convert the dividend of MBIA Illinois into a stock
redemption was (1) edit a spreadsheet to change a $185 million reduction to "earned surplus"
into a $185 million reduction to "Additional paid-in capital," (2) increase the number of shares
transferred in the Stock Redemption, and (3) increase the stated value of each remaining MBIA
Insurance share in its charter. 189 But NYID attorney Scott Fischer recognized that the substance
had not changed, telling MBIA that "it's easier to understand if you leave out the column for the
187
(See R00040-248, at 54 (purpose of S~'permit MBIA [Insurance]
to return [assets] to its sole shareholder"); _ _ _ _ _ Corcoran Aff. ~~ 20-21;
Stewart Aff. ~ 44.)
188

(R00530-40, at 31.)

189

(See R00530-40, at 37-39 (blackline showing edits to charter amendment); ~ompare id at
R00532 (showing transfer ofMBIA Illinois as a "Redemption") with R00649-53, at 53 (showing
transfer as a "Dividend").)
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'Redemption of MBIA Illinois Stock' and just increase the 'Dividend + Share Redemption' by
the $185 million.,,190
It had been the "longstanding practice at the NYSID to look to the substance, and

not only the form, of the transactions proposed" by insurers (Stewart Aff.

~

9), but that practice

was ignored here. By any measure, MBIA's Stock Redemption was a bad-faith attempt to use a
"form[] of law ... for the illegal purposes of wrongfully obtaining money" even though MBIA
Insurance did not have sufficient "actual profits out of which to pay" a dividend. Small, 245 N.Y.
at 54. Accordingly, as a matter of law, the Stock Redemption is an illegal dividend in violation
of Section 4105(a).
2.

A Stock Redemption Without a Legitimate Business Purpose in
Excess of Earned Surplus Is Not "Reasonable and Equitable."

The $1.123 billion Share Redemption is unlawful, even if the transaction is
examined solely under Section 1411(d) of the Insurance Law. Under Section 1411(d), New
York insurers are barred from repurchasing their stock except pursuant to a "plan of stock
redemption and retirement approved by the superintendent as reasonable and equitable." A stock
redemption designed to evade another provision of the Insurance Law cannot satisfy that test
because statutory language is not "read in isolation, but within the context of the entire statute."
Scott v. Mass. Mut. Life Ins. Co., 86 N.Y.2d 429,435 (1995); see Sanders v. Winship, 57 N.Y.2d

391,395-96 (1982) ("all parts [ofa statute], if possible, are to be harmonized"). In other words,
the NYID cannot "by regulatory fiat directly or indirectly countermand a statute enacted by the
Legislature." Servomation Corp. v. State Tax Comm'n, 51N.Y.2d 608,612 (1980).
Moreover, the legislative purpose of Section 1411(d) was to "prevent possible
self-dealing by management and insiders." (PX 137 (Bill Jacket, 1965 Chapter 601, at 3 (NYID
190

Memorandum to the Governor (May 25, 1965)).) But the Stock Redemption removed assets
from MBIA Insurance to enrich its parent and affiliate, and to discriminatorily benefit one class
of policyholders at the expense of another. This was "plainly ... inequitable to MBIA Insurance
and its policyholders." (Corcoran Aff.

~

21.) Simply put, the Superintendent should not have

turned a blind eye to MBIA's blatant circumvention of the Insurance Law by elevating form over
substance. (See Stewart Aff.
3.

~~

9,34-40; Corcoran Aff.

~~

12-19; Serio Aff.

~

83.)

The NYID Could Not Conclude That the Price Paid by MBIA
Insurance for Its Common Stock Was "Reasonable and Equitable."

Because the NYID did not evaluate the fair value of the common stock that MBIA
Insurance redeemed, then-Superintendent Dinallo was in no position to reach any conclusion that
the Stock Redemption was "reasonable and equitable" to MBIA Insurance (and its policyholders)
under Section 1411(d) of the Insurance Law. MBIA Insurance purchased roughly 32% of the
outstanding shares of its own common stock from its sole stockholder, MBIA Inc., in exchange
for paying $1.123 billion in cash and securities to MBIA Inc. 191 This amount represented
roughly 32% of the $3.5 billion in "surplus to policyholders" on MBIA Insurance's balance sheet
as of December 31, 2008. 192 In other words, the "price" that MBIA Insurance paid for each
share was based exclusively on the accounting book value of MBIA Insurance. As a matter of
law, this means of valuing stock is inadequate to reach any conclusion.
Under the Business Corporation Law-which applies to insurers, see Ins. Law
§ 108-the appraised fair value of stock is '''what a willing purchaser, in an arm's length
191

MBIA Insurance paid $938 million, plus the $185 million value of MBIA Illinois'
common stock to MBIA Inc., in exchange for 32,064 of M!3IA Insurance's 100,000 thenoutstanding shares of stock. (See PX 6 (NYID Letter), at 3; R00768-74, at 70.)
192

R00768-7

at 70·
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transaction, would offer for the corporation as an operating business.'" Friedman v. Beway
Realty Co., 87 N.Y.2d 161, 168 (1995) (emphasis added) (quoting In re Pace Photographers,
Ltd, 71 N.Y.2d 737, 748 (1988)).

Courts consider at least three factors-net asset value,

investment value, and market value-when determining the "fair value" of stock. See Friedman,
87 N.Y.2d at 167; Endicott Johnson Corp. v. Bade, 37 N.Y.2d 585, 587-88 (1975).
Here, MBIA never obtained any appraisal of what a third party would be willing
to pay for MBIA Insurance's common stock in connection with the Stock Redemption, and there
is no evidence that the NYID conducted such an appraisal. This precludes any finding that
MBIA Insurance repurchased its stock for "fair value."
In fact, it is clear that MBIA Insurance overpaid MBIA
Inc. for its stock.
In the middle of the financial crisis, the "market value" of MBIA Insurance's
common stock was minimal. Courts routinely rely on "objective evidence from the public equity
and debt markets" to analyze a corporation's financial condition. VFB LLC v. Campbell Soup

Co., 482 F.3d 624,633 (3d Cir. 2007). In December 2008, MBIA Insurance repurchased its own
preferred stock at a 90% discount to

On February 17,2009, the

market price of MBIA Insurance "surplus notes" was 57% of par. (Stulz Aff.

~

115.) And, on

February 17, 2009, the market price of "credit default swaps" on MBIA Insurance implied at
least a 67% probability that MBIA Insurance would default within five years. (Stulz Aff.

~

196

& Ex. 32.) These prices show that the value ofMBIA Insurance's common stock was depressed

at the time of the Transformation. (Stulz Aff. ~ 71.)
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The "investment value" ofMBIA Insurance's common stock also was minimal. 193
With only $1 million in "earned surplus" as of December 31, 2008, MBIA Insurance could not
pay a dividend larger than $1 million. (See Section LA., supra.) And as of year-end 2008,
MBIA Insurance was not writing any new business, was suffering huge losses, and could not
even predict when it might resume writing new insurance. (See, e.g., R00040-248, at 42; _
MBIA Insurance's lack of growth prospects also shows that the value of its
common stock was depressed. (Stulz Aff. ,-r 71.)
Even setting aside that the book value of MBIA Insurance's common stock
"overstated [its] economic value ... by a substantial amount" (Stulz Aff. ,-r 70), MBIA and the
NYID erred in calculating the book value of MBIA Insurance's redeemed common stock. The
purchase price paid by MBIA Insurance assumed that 100% ofMBIA Insurance's common stock
had a value equal to its $3.5 billion surplus to policyholders. But that $3.5 billion included
$952.6 million attributable to surplus notes and $276 million attributable to preferred stock, both
of which rank senior to common stock. 194 Thus, only $2.3 billion of surplus was attributable to
the common stock ofMBIA Insurance-meaning that 32% ofMBIA Insurance's common stock
had a book value of only $727 million, not the $1.123 billion paid by MBIA Insurance in the
Stock Redemption.
These failures precluded any finding by then-Superintendent Dinallo that the
Stock Redemption was "reasonable and equitable." For example, had the NYID considered
market value and investment value, the notion that MBIA Insurance was worth $3.5 billion
193

The investment value of MBIA Insurance's common stock turned on MBIA Insurance's
ability to pay dividends and its future business prospects. See, e.g., In re Clark's Will, 257 N.Y.
487,495 (1931); Blake v. Blake Agency, Inc., 107 A.D.2d 139, 147 (2d Dep't 1985).
194

(See R00768-74, at 70; Stulz Aff. ,-r 70; PX 102 (MBIA Ins., Annual Statement of the
MBIA Insurance Corporation (2008)), at 3.)
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would be "so implausible that it could not be ascribed to a difference in view or the product of
agency expertise." Motor Vehicle Mfrs. Ass'n v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29,43
(1983). And, in all events, the $396 million error in the computation ofMBIA Insurance's book
value requires that the Stock Redemption be annulled. 195

c.

The MBIA Insurance-MBIA Illinois Reinsurance Transaction
Was Unfair and Inequitable.

Although the NYID Letter does not identify the basis for then-Superintendent
Dinallo's non-disapproval of the Reinsurance Transaction, Insurance Law Section 1505(a)
required that the Transformation, as a whole, be "fair and equitable" to MBIA Insurance and its
policyholders and could not "adversely affect the interests of policyholders.,,196 Accordingly,
each of the Transformation transactions must be evaluated in the context of all the other related
transactions.

Ins. Law § 1505(e).

see NYID Mem. at 24, 30 (contending that the "Department determined that the Transformation

[was] fair and equitable" and that "the Superintendent makes his determination based on the
reasonableness and equity of the plan overall").)

195

See, e.g., Trump on the Ocean, LLC v. Cortes-Vasquez, 76 A.D.3d 1080, 1087 (2d Dep't
2010) (agency cannot base decision on "misapprehended" information); Basile, 279 A.D.2d at
771 (analysis was "based upon false assumptions and therefore does not provide a rational
basis").
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. . Mr. Dinallo supposedly concluded that the Reinsurance Transaction's tenns were fair and
equitable to MBIA Insurance and its policyholders, erroneously assuming that those tenns were
"based on a comparable market precedent approved by the Department, specifically the FGIC
Reinsurance Transaction." (Moriarty Aff.

~

63.) But viewing the Reinsurance Transaction in

connection with the Dividend and Stock Redemption makes clear that the Reinsurance
Transaction was grossly unfair and inequitable to MBIA Insurance and its policyholders.
MBIA Illinois indisputably could not have reinsured MBIA Insurance's $554
billion public-finance bond portfolio without first being capitalized by MBIA Insurance; the

but for the $2.27 billion Dividend and Share Redemption from
MBIA Insurance, MBIA Illinois would have been insolvent if it had reinsured MBIA Insurance's
public-finance portfolio. _

Moriarty Dep . •-96;

Both the NYID and Raymond James (which rendered a supposed "fairness
opinion" to MBIA Insurance) found the Reinsurance Transaction "fair" by expressly assuming,
as their starting point, that MBIA Illinois was already owned by MBIA Inc. and fully

196

41; Corcoran Aff. ~~ 9,22; Serio Aff. ~ 21; Muhl Aff. ~ 63; PX 51
(NYSID 2794-2852), at 2795 (Transfonnation transactions "fall[] under Article 15 as a holding
company transaction(s)").)
(See Stewart Aff.

~
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capitalized. 197

Raymond James focused myopically on the Reinsurance contract

itself, ignoring completely the $2.27 billion Dividend and Stock Redemption from MBIA
Insurance that created the capital that allowed MBIA Illinois to enter into the Reinsurance
Transaction in the first place. 198 But the consideration paid by MBIA Insurance for the
Reinsurance included not only the net $2.89 billion of "unearned premium reserves" transferred
to MBIA Illinois under that contract, but also the $2.27 billion stripped from MBIA Insurance to
capitalize MBIA Illinois. (Corcoran Aff. "25-26.)
Comparing the terms of the Reinsurance Transaction with the supposedly
precedential FGIC-MBIA Insurance transaction confirms that the Transformation was not "fair
and equitable."

In the arm's-length FGIC-MBIA Insurance transaction, FGIC paid MBIA

Insurance 79% of "unearned premium reserves," net of a 21 % ceding commission to compensate
FGIC for the expenses FGIC had incurred, and the NYID found the consideration paid by FGIC
to be "fair and reasonably equivalent to the value received by FGIC" after giving affected
policyholders an opportunity to be heard. 199 By contrast, in a secret process MBIA Insurance
paid MBIA Illinois $2.89 billion, comprising 78% of unearned premium reserves (net of a 22%
ceding commission)-plus $2.27 billion in the Dividend and Stock Redemption?OO
197

(See, e.g., PX 6 (NYID Letter), at 3 (reinsurance would occur "[0]nce MuniCo is
recapitalized"); R00048-248, at 227 (opinion "does not address, any other agreements or
payments that may be made in connection to Transformation.").)
198
(See R00040-248, at 227 (Raymond James expressed "no opinion on the proposed
dividend of funds and return of capital," because "[o]ur opinion is limited to the fairness ... of
the Consideration to be received
the
to the Transaction

200

(See PX 6 (NYID Letter)), at 3-4.)
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As Superintendent Corcoran explains, "The MBIA-FGIC Transaction illustrates
that the reinsured in a fair and equitable reinsurance transaction does not need to provide the
capital that permits the transaction to occur in the first place .... " (Corcoran Aff.

~

26.) MBIA

Insurance "brought its own existing capital to the [FGIC] transaction" and did not have to be
capitalized by FGIC, (id. at

~

25), while to complete the Transformation "MBIA Insurance ...

had to distribute its own capital to a shell reinsurer, [MBIA Illinois]." (Id

~

26.) As a result,

MBIA Insurance paid far more to "buy" reinsurance from an undercapitalized affiliate than it
would have had to pay an unaffiliated third-party reinsurer:
[I]f the elements of the transaction that are comparable to the
MBIA-FGIC transaction, that is (1) the transfer of$2.89 billion in
reserves, and (2) receipt of a 22% ceding commission, constituted
a fair market price ... , the transactions as a whole were by
definition unfair because MBIA Insurance could have purchased
the same reinsurance from an unaffiliated reinsurer, instead of
giving an extra $2.27 billion to MBIA Inc. to capitalize an affiliate,
National.

(Id; see Stulz Aff.

~

76 (same).) Causing an insurer to pay an above-market rate to purchase a

service (here, reinsurance) from an affiliate is the essence of an unfair and inequitable transaction.

D.

MBIA's Transformation, as a Whole, Was Unfair and Inequitable to MBIA
Insurance and Its Policyholders.
Under the Insurance Law, "[t]ransactions within a holding company system to

which a controlled insurer is a party shall be subject to the following: (I) the terms shall be fair
and equitable; (2) charges or fees for services performed shall be reasonable; and (3) expenses
incurred and payments received shall be allocated to the insurer on an equitable basis in
conformity with customary insurance accounting practices."

Ins. Law § 1505(a).

The

Transformation transactions should have been reviewed in their entirety under this "fair and
equitable" standard. (Stewart Aff.

~

41; Corcoran Aff.
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~~

9, 22; Serio Aff.

~

21; Muhl Aff.

~

63.)

Section 1505 of the Insurance Law "prohibits a person in control of an insurance
company from involving it in transactions with a related party that are not 'fair and equitable' to
the insurer." Serio v. Nat'/ Union Fire Ins. Co. of Pittsburgh, Pa., 18 A.D.3d 319, 320 (1st
Dep't 2005).

This provision was enacted to prevent holding companies from enriching

themselves at the expense of their insurance subsidiaries?Ol And, under the federal Bankruptcy
Code (which, like the Insurance Law, places the interests of creditors ahead of stockholders, see,

e.g., Ins. Law §§ 7434(a)(I)(ii), (vi), (ix); 11 U.S.C. § 507), "no plan can be 'fair and equitable'
which compromises the rights of senior creditors in order to protect junior creditors."

us.

v.

Key, 397 U.S. 322, 327 (1970). Yet that is exactly what the Transformation did. (See, e.g.,
Stulz Aff.

~~

55, 60, 73, 76-77.)
The Transformation transactions took over $5 billion in assets away from MBIA

Insurance's structured-finance policyholders for the exclusive benefit of future and existing
policyholders of MBIA Illinois and MBIA Inc. (and its shareholders and management).
Moreover, because as part of the Transformation MBIA Illinois "cease[d] to be a direct
subsidiary of MBIA [Insurance] and ... bec[ame] a direct, wholly-owned subsidiary" of MBIA
Inc. (PX 6 (NYID Letter), at 3), the Transformation transactions transferred all of MBIA
Insurance's potential earnings capability away from MBIA Insurance to MBIA Illinois, leaving
MBIA Insurance a run-off company.
As explained by Superintendent Corcoran, this structure improperly "enriched
MBIA Inc .... by ensuring that any profits earned by [MBIA Illinois] ... would benefit MBIA
Inc. and its shareholders and executives, rather than be used to pay the claims of MBIA
Insurance's structured-finance policyholders .... " (Corcoran Aff.
201

~

29.) MBIA Inc. would

(See Stewart Aff. ~~ 14-27, 37-38 & Tab 5, at 31-32; Tab 6, at 346 app. B-2; Tab 7, at
104; Tab 11, at 340-41; Tab 12; Tab 13, at 384.)
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receive all the profits from MBIA Illinois "even if MBIA Insurance could not make good on its
policyholders' claims." (Id) This "flies in the face of ... the intent of the Insurance Law: to
ensure that any insurance company . . . does not engage in transactions that benefit other
companies within the holding company system (or its shareholders or management) to the
detriment of ... policyholders." (Id at, 31.)
Moreover, whether viewed as a whole or individually, MBIA's Transformation
transactions "were specifically designed and crafted to give future customers [of MBIA Illinois]
reassurance that assets stripped from MBIA Insurance would never be used to pay structuredfinance policyholders' claims." (Stewart Aff. '43.) Indeed, both Mr. Dinallo and MBIA CEO
Brown boasted that the purpose of the Transformation was to "ring-fence" assets stripped from
MBIA Insurance to shield them from structured-fmance claims. 202 Such naked ring-fencing
violates the undisputed purpose of the Section 1505 fair and equitable standard:

_

see Corcoran Aff. ,,32-34; Stewart Aff. , 43.)
Tellingly, MBIA Inc.'s senior management received compensation that was keyed
to the Transformation?03

For example, Mr. Brown, MBIA Inc.'s Chief Executive Officer and

its largest individual shareholder, received $5 million worth of restricted stock immediately
before the Transformation transactions were publicly announced-which promptly increased in
value upon the Transformation's announcement, giving Mr. Brown and other MBIA
202

(See PX 105 (Interview by CNBC with Supt. Dinallo (Feb. 18,2009)) ("I'm a big fan of
immediate ring fencing . ..."); PX 106 (Interview by CNBC with MBIA CEO Brown (Feb. 18,
2009)) ("It's very important for [the municipal-bond marketplace], they now have $5.8 billion,

totally isolated, it's not going to pay structured claims.") (emphasis added).)
see also PX 109 (MBIA

203

Inc., Proxy Statement (2009)), at 12 (senior management received success awards upon MBIA's
successful Transformation application).)
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shareholders an immediate windfal1. 204 In addition, MBIA Inc.'s senior management stood to
benefit from continuing to receive compensation from MBIA Illinois, which now had a "good"
book of business-the profits of which could be distributed to MBIA Inc., its management, and
its shareholders even if structured-finance policyholders' claims were not satisfied.
Remarkably, then-Superintendent Dinallo expressed more concern about MBIA
Inc. than MBIA Insurance's structured-finance policyholders. On February 18, 2009-as MBIA
Inc.'s stock price was surging in reaction to the Transformation-Mr. Dinallo stated that "the
market will reward clear, definitive ring-fencing," and that MBIA Illinois could now "generate

revenues that will accrue to the holding company. ..." (See PX 105 (CNBC Interview with
Dinallo (Feb. 18, 2009» (emphasis added).) Such statements "demonstrate that, rather than
protecting the interests of the insurance companies and their policyholders and viewing any
transaction benefitting the holding company with appropriate skepticism, the Department treated
all companies (insurance or holding) in the group as one and the same," which is contrary to the
intent of the Insurance Law. (Corcoran Aff.

~

31.)

Finally, MBIA Inc. expressly told the NYID that MBIA Inc. and MBIA Illinois
would never "subsidize" MBIA Insurance (R000252-56, at 53), and MBIA Inc. and MBIA
Illinois have no legal obligation to support MBIA Insurance, even ifMBIA Insurance cannot pay
structured-finance policyholder claims as a result of the Transformation.
_

Mr. Dinallo's decision to let MBIA Inc. strip assets from MBIA Insurance without

having any obligation to policyholders contravened NAIC guidelines requiring liability-based

204

(See PX 109 (MBIA Inc., Proxy Statement (2009», at 15-16 (value of restricted stock
award to Mr. Brown was "based on the average closing prices of [MBIA] stock for the 20 days
prior to [Feb. 18,2009]. ..."); MBIA Ans. ~ 59 (MBIA Inc.'s stock closed at $3.48 on Feb. 17,
2009, and at $4.51 on Feb. 18,2009 after the Transformation was announced).)
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restructuring to "provide for a commitment of parental support for run-off operations in the event
of ... inadequacy of reserves." (Serio Aff. ,94 & Ex. 5, at App. 2 § 8.b.)

*

*

*

For the above reasons, this Court should rule that the structure of MBIA's
Transformation violated the Insurance Law.

II.

THEN-SUPERINTENDENT DINALLO DID NOT HAVE A RATIONAL BASIS
TO APPROVE MBIA'S TRANSFORMATION TRANSACTIONS.
Under Article 78, courts will overturn agency action that is "taken without sound

basis in reason" or without "regard to the facts."

Wooley, 15 N.y'3d at 280. For example,

agency action must be annulled where the agency: (1) fails to "set forth an adequate statement of
the factual basis" for its determination in its decision;205 (2) considers "essentially the same facts
as underlaid a prior agency determination" but "reaches a [contrary] conclusion" without
explanation;206 (3) "misapprehend[s] or disregard[ s] the facts" before it or relies on outdated and
inaccurate data;207 or (4) fails to consider "clearly available" evidence?08 The approval process
for MBIA's Transformation violates each of these separate requirements.

205

E.g., Montauk Improvement., 41 N.Y.2d at 914.

206

E.g., In re Charles A. Field Delivery Servo Inc., 66 N.Y.2d 516,518 (1985).

207

E.g., Trump on the Ocean, 76 A.D.3d at 1087; see also, e.g., People ex reI. Consolo Water
Co. of Utica v. Maltbie, 275 N.Y. 357, 368 (1937); 601 W Realty LLC v. NY Div. of Hous. &
Cmty. Renewal, No. 111759/2009,2010 WL 1179400, at *5 (Sup. Ct. New York County Mar. 15,
2010) (Sherwood, J.).
208

E.g., Brady v. City of New York, 22 N.Y.2d 601,605-06 (1968); 601 W Realty, 2010 WL
1179400, at *5.
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A.

The NYID Letter Did Not Specify Any Factual Basis for
Then-Superintendant Dinallo's Determinations.
In its application, MBIA asked the NYID to approve the Transformation

transactions, and to issue "findings of fact and conclusions of law in support of its approvals."
(R00040-248, at 50 .)

Because the NYID Letter does not
articulate any factual basis for its legal conclusions, this Court must annul those approvals.
As the Court of Appeals has recognized, agencies must "set forth an adequate
statement of the factual basis for the determination" in writing, so that a reviewing court may
consider (1) ''the statement ofthe factual basis for the determination," and (2) "whether, in light
of the agency's own standards, the findings, supported by substantial evidence, sustained the
conclusions." Montauk Improvement, 41 N.Y.2d at 913-14 (finding lack of "statements of
decision sufficient for review"). Then-Superintendant Dinallo's failure to make such factual
findings, standing alone, mandates that his approval of MBIA' s Transformation be annulled?09
The NYID cannot evade the Superintendant's obligation to spell out the basis for
his determinations by claiming that the NYID Letter "contains nothing more than a summary
statement of the Department's determinations on the proposals before it." (NYID Mem. at 38
209

See, e.g., Scanlan v. Buffalo Pub. Sch. Sys., 90 N.Y.2d 662, 678 (1997) (insufficiency of
"only ground offered ... in [agency] denial letter"); Barry v. O'Connell, 303 N.Y. 46, 51 (1951)
(inadequacy of "grounds for the [agency's] action, as stated in its 'NOTICE OF
DISAPPROVAL"'); Howard v. NY. State Div. of Hous. & Cmty. Renewal, No. 110686/2009,
2010 WL 441951, at *5 (Sup. Ct. New York County, Feb. 1, 2010) (Sherwood, J.) (agency's
"failure to address [particular] issue makes it impossible for this Court to ascertain whether the
[agency] considered" all necessary issues); accord Burlington Truck Lines, Inc. v. United States,
371 U.S. 156, 167 (1962) ("There are no findings and no analysis here to justify the choice made,
no indication ofthe basis on which the [agency] exercised its expert discretion.").
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n.8.)

The NYID's revisionist efforts to justify Mr. Dinallo's actions in its Answer and

supporting affidavits are patently improper, because "[a]n agency cannot use its answer in a
CPLR article 78 proceeding as a substitute for providing a rational reason in its determination."

Cent. NY Coach Lines, Inc. v. Larocca, 120 A.D.2d 149, 152 (3d Dep't 1986); see Scanlan, 90
N.Y.2d at 678 (refusing to consider "an affidavit and exhibits, annexed to [an] answer in the
article 78 proceeding" seeking to supply a factual basis)?10 Thus, "courts may not accept ...

post hoc rationalizations for agency action;" such action must be "upheld, if at all, on the same
basis articulated in the order by the agency itself." Burlington Truck Lines, 371 U.S. at 168-69.
No basis appears in the NYID Letter.
1.

The NYID Letter Contains No Findings of Fact.

Because the NYID held no public hearing in connection with its secret review of
MBIA's Transformation proposal, there is no formal administrative record. Likewise, the NYID
Letter provides only a cursory description of the supposed bases for the NYID's decision:
•

Descriptions of the Transformation transactions (PX 6 (NYID Letter), at
1-6);

•

Statements that MBIA provided unspecified "representations contained in
[the] Application and its supporting submissions" whose accuracy was

assumed by the NYID (e.g., id. at 8); and
•

Statements that the NYID had conducted an "examination of the MBIA
Entities' financial condition prior to the Transformation" and an "analysis

210

See also, e.g., Kelly v. Safir, 96 N.Y.2d 32, 39 (2001) (refusing to consider "postdetermination submission" in Article 78 proceeding); Weill v. N.Y City Dep't of Educ., 61
A.D.3d 407,409 (1st Dep't 2009); Basile, 279 A.D.2d at 771; Fariel v. Bd. ofEduc., 230 A.D.2d
854,854-55 (2d Dep't 1996); Collins v. Governor's Office ofEmp. Relations, 211 A.D.2d 1001,
1003 (3d Dep't 1995).
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of the MBIA Entities' financial condition after the effectuation of the
Transfonnation," using unspecified methods (e.g., id at 6).
As a matter of law, these vague statements impennissibly fail to "set forth an adequate statement
of the factual basis for the detennination" sufficient to detennine "whether, in light of the
agency's own standards, the findings, supported by substantial evidence, sustained the
conclusions." Montauk Improvement, 41 N.Y.2d at 914.
Nor does the NYID Letter contain any findings of fact-and "[l]acking findings
of fact the detennination cannot stand."

Gitlin v. Hostetter, 27 N.Y.2d 934, 935 (1970).

"[F]indings of fact [must] be made in such a manner that the parties may be assured that the
decision is based on evidence of record, uninfluenced by extralegal considerations, findings of
fact in some fonn being essential so as to pennit intelligent challenge by a party aggrieved and
adequate judicial review following the detennination." Simpson v. Wolansky, 38 N.Y.2d 391,
396 (1975). The NYID Letter contains only two purported "findings":
•

"[T]he Department finds that MBIA Corp. will retain sufficient surplus to
support its obligations and writings following the payment of the MBIA
Corp. Dividend." (PX 6 (NYID Letter), at 6 (citing Ins. Law § 4105(a»);

•

"[T]he Department finds that the Stock Redemption is reasonable and
equitable to MBIA Corp." (Jd (citing Ins. Law § 1411(d»).

These so-called findings are nothing more than "conclusions ... cast in language suggested by
the statute." NY Water Servo Corp. v. Water Power & Control Comm'n ojNY, 283 N.Y. 23,
30 (1940) (annulling detennination based on statements that proposals were "not justified by
public necessity" and were neither ''just nor equitable"). Courts cannot "give to such general
statements of fact a meaning sufficiently definite and certain to constitute them findings of fact
and thus to afford a factual basis for the detennination involved." Id at 32.
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In fact, the NYID Letter contains no "findings" whatsoever regarding two critical
elements of then-Superintendent Dinallo's approval of the Transformation. First, The NYID
Letter contains no analysis of MBIA Insurance's earned surplus under Section 4105(a) of the
Insurance Law, even though compliance with that statute is essential to the legality of the
Transformation.

(See Sections I.A-I.B., supra.)

Second, the NYID Letter articulates no

affirmative findings in connection with the Reinsurance Transaction; it simply states the
conclusion that "the Department does not disapprove of the Reinsurance Transaction pursuant to
Insurance Law § 1505(d)." (PX 6 (NYID Letter), at 7.)
Then-Superintendent Dinallo's decision not to issue findings of fact hardly
inspires confidence that his secretive approvals were "based on evidence of record, uninfluenced
by extralegal considerations." Simpson, 38 N.Y.2d at 396.

Likewise, the Pennsylvania Insurance Department's approval
of a CIGNA liability-based restructuring was documented in a 65-page order containing 353
findings of fact and 45 conclusions of law--describing that regulator's financial analyses and
comments they received during and after public hearings. (See Muhl Aff. ,-r 23 & Ex. 10.)
In sum, the NYID Letter must be annulled, because it contains no "findings of
fact ... which demonstrated the basis for its conclusion" and articulates "no relationship between
findings of fact and the conclusory statements." Montauk Improvement, 41 N.Y.2d at 914.

211
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2.

The NYID Letter Does Not Explain then-Superintendent Dinallo's
Policy Reversals Over MBIA Insurance and Protection of Its
Policyholders.

"The Superintendent [of Insurance] must adopt policies in a cOllerent and
consistent manner with appropriate regard for those previously taken or must explain the reasons
for variation among policies." Royal Bank & Trust Co. v. Superintendent ofIns., 92 N.Y.2d 107,
122 (1998). Under settled New York law:
A decision of an administrative agency which neither adheres to its
own prior precedent nor indicates its reason for reaching a different
result on essentially the same facts is arbitrary and capricious.

*

*

*

[W]hen an agency determines to alter its prior stated course it must
set forth its reasons for doing so .... Absent such an explanation,
failure to conform to agency precedent will, therefore, require
reversal on the law as arbitrary, even though there is in the
record substantial evidence to support the determination made.

In re Charles A. Field Delivery Serv., Inc., 66 N.Y.2d 516, 517, 520 (1985) (internal citations
omitted and emphasis added); see also, e.g., Knight v. Arnelkin, 68 N.Y.2d 975, 977-78 (1986)
(prior board actions had "sufficient factual similarity" to determination challenged in Article 78
proceeding to require "an explanation [or] a conforming determination"). This rule seeks to
"provide guidance for those governed by the determination made; to deal impartially with
litigants; promote stability in the law; allow for efficient use of the adjudicatory process; and to
maintain the appearance of justice." Field Delivery Serv., 66 N.Y.2d at 519 (internal citations
omitted).
In 2007, then-Superintendent Dinallo expressly refused to allow MBIA Insurance
to pay a $500 million dividend due to "concerns about the economy and about the sUbprime
area" when there was "on the horizon ... a potential for a recession," and in February 2008 an
NYID spokesman stated that splitting a monoline would be "not good for one group of
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policyholders.,,212 But in February 2009, in the middle of the worst financial crisis since the
Great Depression, he somehow reversed course and approved the Transformation-which used a
$1.147 billion Dividend (plus a $1.123 billion dividend disguised as a Stock Redemption) to

strip assets from MBIA Insurance and split it into a "healthy" insurer and a "dying" insurer.
Tellingly, the NYID Letter never explains how asset-stripping transactions that were
impermissible during good economic times somehow became "fair and equitable" during a
financial meltdown.
"Where two cases are so similar as to require the same treatment, to treat them
differently would be evidence that the determination should be considered arbitrary and
capricious." Buffalo Civic Auto Ramps, Inc. v. Serio, 21 A.D.3d 722, 725 (1st Dep't 2005)
(citing Klein v. Levin, 305 A.D.2d 316, 317-20 (1st Dep't 2003)). This proposition is true where,
for example, an agency grants an application seeking essentially the same relief as had been
previously denied. See Civic Ass 'n of the Setaukets v. Trotta, 8 A.D.3d 482, 483 (2d Dep't
2004). The NYID Letter's failure to explain why Mr. Dinallo reversed his publicly stated policy
views on stripping capital from MBIA Insurance "require[s] a reversal on the law as arbitrary."

Field Delivery Serv., 66 N.Y.2d at 520?13
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(PX 29 (February 20,2008 MBIA Press Release).)

213

The NYID's belated attempts to explain Mr. Dinallo's actions in this Article 78
proceeding cannot substitute for a contemporaneous explanation in the NYID Letter, because
"asserted differences" that were not "mentioned, let alone relied upon, in respondent's final
determination ... cannot serve to satisfy the requirements of Field Delivery." Klein, 305 A.D.2d
at 319; see In re Lafayette Storage & Moving Corp., 77 N.Y.2d 823, 826 (1991) (courts cannot
engage in "[a]fter-the-fact rationalization" of the challenged determination (quoting In re Claim
ofMartin, 70 N.Y.2d 679,681 (1987)).
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B.

There Is No Evidence That Then-Superintendent Dinallo Based
His Approval on Mr. Buchmiller's Incomplete Analysis.
"Arbitrary action is without sound basis in reason and is generally taken without

regard to the facts." Pell, 34 N.Y.2d at 231. Fact findings are "essential" to ensure that a
decision is "based on evidence of record [and] uninfluenced by extralegal considerations."
Simpson, 38 N.Y.2d at 396. But an agency determination cannot stand where, as here, there is

no transcript of facts presented to the official who made the decision, that official did not "set
forth his findings of fact to explain his reasoning," and "respondents did not produce an affidavit
from [the decisionmaker], but rather simply submitted an affidavit" from a subordinate. ADC
Contracting & Constr. Corp. v. NY.C Dep't of Design & Constr., 25 A.D.3d 488, 488 (1st

Dep't 2006) (ordering a hearing to determine what the agency actually did).
The Transformation transactions were not approved by Deputy Superintendent
Moriarty (whose name appears on the NYID Letter), but by then-Superintendent Dinallo. (See
But Mr. Dinallo did not submit an

Moriarty Dep. at 61, .-30;

affidavit, and no record evidence reveals what facts were before him when he approved MBIA's
Transformation transactions. Indeed, the NYID has resisted, by improper assertions of privilege,
virtually every attempt by Petitioners to discover internal NYID communications concerning the
Transformation?14 And, the NYID vigorously opposed Petitioners' repeated attempts to take Mr.
Dinallo's deposition, or to seek discovery of the information he considered.
The record is clear that Mr. Buchmiller was the sole NYID employee charged
with analyzing MBIA Insurance's financial condition in connection with the Transformation.
But there is no evidence that the content of
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Mr. Buchmiller's work was ever communicated to or relied on by then-Superintendent Dinallo.

To the contrary, Mr. Buchmiller testified that (1) he determined the scope of his review and was
not formally supervised (see Buchmiller Dep. at 81-82); (2) he did not know whether anyone
substantively reviewed his work (see id at 92); (3) he provided written ''update[s] or status
report[]s" to NYID attorney and political appointee Scott Fischer that contained "preliminary"
opinions, but were not addressed to the Superintendent (id at 129., 147-49; see PX 41
(NYSID0002853-54), PX 66 (NYSID0002855-56)); (4) he did not reach "any final conclusion"
prior to February 17, 2009 (Buchmiller Dep. at 102.; and (5) he could not recall making oral
presentations to the Superintendent or others at the NYID about his work (see id at 149-52).
Mr. Buchmiller did not even review the NYID Letter before it was issued; he learned that the
Superintendent had approved the Transformation "one or two days after the fact," and first saw
the NYID Letter "sometime later, much later." (Id at 152,223.)
Mr. Buchmiller's testimony shows that Mr. Dinallo's decision to approve the

Transformation transactions was made without "regard to the facts" reviewed by Mr. Buchmiller.
Wooley, 15 N.Y.3d at 280. The NYID cannot now contend that then-Superintendent Dinallo was

aware of and relied on any work by Mr. Buchmiller, without producing competent evidence that
the Superintendent actually knew what Mr. Buchmiller had (or had not) concluded. For this
reason alone, the NYID Letter must be annulled. 2Is
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See, e.g., Brady, 22 N.Y.2d at 605-06 (annulling pension board's reliance on
recommendation by medical panel that "in tum, had relied on an incomplete investigation which
resulted in a purely conclusory report"); ADC, 25 A.D.3d at 488 (directing trial where record did
not show "what was presented at the default hearing before the Department's Deputy
Commissioner"); Howard, 2010 WL 441951, at *5 (Sherwood, J.) (although housing agency
could "rely on its own inspectors," lack of documentation in inspector's report concerning key
issue required that determination be annulled).
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C.

Mr. Buchmiller's "Shortcut" Review Could Not Supply a Basis For Any
Conclusion About MBIA Insurance's Financial Condition.
As explained by fonner Superintendents Corcoran and Serio, the NAIC advises

that insurance regulators evaluating a "liability-based restructuring," such as the Transfonnation,
obtain an opinion by "qualified independent actuarial experts" who "perfonn a 'ground-up'
actuarial review of ... reserves for ... long-tail claims" and opine regarding "the adequacy of
reserves." (Corcoran Aff.

~

79; Serio Aff.

~

19.) In its opposition brief, the NYID contends that

it ''utilized a team of both internal and external experts to conduct a comprehensive, thorough
and independent analysis of the proposed Transfonnation, including analyzing MBIA
[Insurance's] policies, procedures and its pre- and post-Transfonnation financial condition."
(NYID Mem. at 3; see id. at 13,21 (emphasis added).) Nothing could be further from the truth.
Here, the NYID was not equipped to review MBIA Insurance's $233 billion,
_

structured-finance portfolio.

Nevertheless, even before MBIA submitted its

application to execute the Transfonnation transactions, the NYID chose not to retain an
independent expert to analyze that massively complex portfolio. Instead, the NYID assigned a
single employee who had no loss-modeling experience, Jack Buchmiller, to "try[] to find the
shortcut to get to the decision on Transfonnation," because he did not have the ''timeline'' needed
to "validate reserves.,,216

As of February 17, by which time then-Superintendent Dinallo already had
approved MBIA's Transfonnation, Mr. Buchmiller still had reached no final conclusion (and had
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not been asked for any final conclusion) on his review ofMBIA Insurance's financial condition.
In fact, Mr. Buchmiller's back-dated final memorandum documenting his work on the
Transformation was not complete until long after Mr. Dinallo approved the Transformation.
That Mr. Buchmiller was not finished with his review and was never asked for a conclusion
makes clear that the Superintendent's approval was impermissibly preordained.
1.

The NYID Did Not Have Sufficient Resources To Analyze MBIA's
Portfolio of Complex Structured Products.

As explained by Superintendent Serio, the NYID routinely retains outside
advisers to assist the NYID in evaluating complex transactions, especially where the matter
requires expertise or staffing beyond the NYID's resources. (Serio Aff.

~~

22-24, 33.) But the

NYID did not do so here, even though (a)
(b) financial advisers have
been involved in every other major restructuring of monoline insurers (see Greenspan Aff.
16,51; Paltrowitz Aff.

~

~~

5,

5; Serio Aff. Ex. 10 (testimony of Wisconsin Commissioner Dilweg), at

133-34), (c) NYID Chief Economist Finer had observed that BlackRock could provide a "third
party analysis of the expected loss in the ABS and RMBS portfolios" (PX 58
(MBIA_NYS0006213)), and (d) the NAIC specifically recommends retaining outside advisers in
liability-based restructurings (see Corcoran Aff.

~

79; Serio Aff.

~

19).

Before MBIA had even submitted its Transformation application, the NYlD had
decided not to retain a financial expert to analyze MBIA's structured portfolio. (See Moriarty
Dep. at 319.) There is no evidence that the NYID asked its existing financial adviser, Perella
Weinberg, to analyze MBIA Insurance's structured-finance loss projections;

216

(PX 60 (NYSID0002641).)
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The record is clear that Mr. Buchmiller was the sole NYID employee to review
MBIA Insurance's financial condition,

Mr. Buchmiller acknowledged that he

needed "significant hand holding" from MBIA to conduct his review. (McKiernan Aff. Ex. 7
(MBIA_NYS0004162-64), at 63.)
Because the NYID left Mr. Buchmiller to attempt his "Mission Impossible"
review all by himself, he had no choice but to rely on MBIA to run analyses. (See Greenspan
Aff. ,-r 222.)

Mr. Buchmiller
operated the computer terminal" to replicate MBIA's

existing analyses while MBIA executives stood over him. (Buchmiller Aff. ,-r 29; see id at,-r 31.)
But Mr. Buchmiller relied on MBIA to prepare any modified
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(See, e.g., Buchmiller
reviewed MBIA's
nn.TTTAI

51 (NYSID0002794-2852), at 2798 (Buchmiller'S final memorandum admits that "[d]eveloping
our own models is beyond the Dept's resources").)
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The NYID's departure from its practice of retaining expert advisers prevented the
NYID from critically analyzing MBIA Insurance's financial projections.

Mr. Buchmiller's

~

12) ignores that an

statement that "there is no one 'right'" financial model (Buchmiller Aff.

independent analysis of MBIA's structured portfolio-prepared by unconflicted persons with no
interest in minimizing MBIA's reported losses and completing MBIA's Transformation-was
critical to a meaningful assessment of the validity ofMBIA's loss reserves.
For example, when reviewing a proposed restructuring of CIGNA's insurance
subsidiary, Pennsylvania regulators retained an independent actuary that "did not rely on
CIGNA's internal estimates of its liabilities, but analyzed CIGNA's reserves 'using [a]
completely different methodology.'" (Muhl Aff.

~

28 (quoting Muhl Aff. Ex. 10, at ~ 281).) This

actuary advised the Pennsylvania Insurance Department that CIGNA had understated reserves by
$1.2 billion, and the Department required that CIGNA boost its reserves. (See id. at ~ 29.)
Likewise, Wisconsin Insurance Commissioner Sean Dilweg testified that he
retained financial advisers to analyze another monoline, Ambac, to give him "an independent
view of the company, to question what the company gave us, to question what the counterparties
gave us . ... [W]e brought on the expertise that we needed [because] being able to have the
expertise and horsepower to understand the issues before us was important." (Serio Aff. Ex. 10,
at 133-34.) Here, if the NYID had drawn upon the expertise and horsepower of BlackRock to
analyze MBIA's expected losses on its portfolio, the NYID would have realized that an
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cf McKiernan Aff. ~ 27 (MBIA presented Buchmiller with
"stress" and "extreme stress" analyses that held loss rates constant).)
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independent analysis predicted jaw-dropping losses of at least $13.8 billion, on less than 25% of
MBIA Insurance's structured-finance policies. (Paltrowitz Aff.

~

9 & Ex. A, at 3.)

This Court may annul determinations based on facts-like structured-finance
modeling-that are beyond the NYID's area of special competence. See Buffalo Civic Auto
Ramps, 21 A.D.3d at 724 (annulling NYID determination based on NYID's unsupported belief
that concrete barricades did not adequately protect parking-lot cashiers). It is "irrational" for an
agency not to employ an expert where the decisionmaker "lacks the time and know-how"
required to conduct an analysis. Dreves v. NY Power Auth., 131 A.D.2d 182, 185 (3d Dep't
1987). The NYID's blind acceptance of financial data submitted by a self-interested partycontrary to its past practice, to NAIC guidance, and to common sense-was arbitrary and
capnclOus.
2.

Mr. Buchmiller's Admittedly Limited and Incomplete Review
Could Not Support Any Determination About MBIA Insurance's
Financial Condition..

As Mr. Buchmiller candidly admitted to MBIA executives, he was "trying to find
the shortcut to get to the decision on transformation. You know, I mean, ideally in the great
scheme of things, that would be the purpose of the examination, validate reserves, etcetera, but
you know, we don't have that kind of timeline." (PX 60 (NYSID0002594-643), at 641 .) But, as
described by former Superintendent Muhl, other analyses of restructurings by insurance
companies have taken several months, and often over a year, to complete. (See Muhl Aff.
45, 60 & Attachment A.)

~~

27,

Likewise, Ronald Greenspan of FTI, who participated in the

restructurings of monoline insurers Ambac, Syncora, CIFG, ACA, and BluePoint Re and advised
the lending syndicate to FGIC's parent company (Greenspan Aff.
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~

5), explains that large teams

of financial analysts have taken "a minimum of three to six months ... to assess adequately a
monoline's financial condition" (id. at

~

40 (emphasis in original».

Aff. Ex. 7).

Mr. Buchmiller's review focused on only three sectors: second-lien RMBS, ABS CDOs, and

CMBS CDOs. (See Buchmiller Aff.

~

24.) He did not conduct a detailed review of every

transaction in these sectors, but "select[ed] one transaction from each of the sectors" for in-depth
review. (Id. at

~

25 .) Even assuming that Mr. Buchmiller's review of those three transactions

could be extrapolated to other transactions in those sectors, Mr. Buchmiller reviewed at most.
transactions in total.
Mr. Buchmiller's backdated final memorandum acknowledged that he had not
reviewed several sectors that "may be of concern," including "CLO and high-yield CDO, 'future
flow,' or public finance." (PX 51 (NYSID0002794-2852), at 2794; see also id. at 2819,2825.)
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Based on his limited review, Mr. Buchmiller
at most, he
reached a negative conclusion that he had not seen any reason "not to approve the request" (id at
93-94).

But under Section 4105(a) of the Insurance Law, the NYID was required to

affirmatively conclude that MBIA Insurance would retain "sufficient surplus to support its
obligations and writings."

(Serio Aff. ~ 21; Corcoran Aff.

~~

12-13.)

As set forth in

Mr. Greenspan's affidavit, Mr. Buchmiller's limited review of a fraction of MBIA Insurance's

insured portfolio as of February 17,2009 was not adequate to support any affirmative conclusion
about MBIA Insurance's overall financial condition. (Greenspan Aff.

~

285.)

It is arbitrary and capricious for an agency to "entirely fail[] to consider an

important aspect of the problem," State Farm, 463 U.S. at 43, or to conduct "an incomplete
investigation" that fails to consider "the abundance of documentary evidence" available to the
agency, Brady, 22 N.Y.2d at 605-06. Here, the NYID failed to give all of MBIA Insurance's
financial projections a "hard look" based on a "thorough investigation of the problems involved,"
which was necessary to provide a rational basis for the NYID's determination. Chinese Staff &
Workers Ass'n v. City of New York, 68 N.Y.2d 359, 363-64 (1986); accord Brady, 22 N.Y.2d at
606 (agency failed in its duty to "make an independent evaluation and determination").
3.

The NYID Did Not Conclude in February 2009 That MBIA Insurance
Was Solvent Under the Insurance Law.

MBIA and the NYID have repeatedly suggested that the NYID concluded that
MBIA Insurance was "solvent."

(See, e.g., MBIA Mem. at 5 ("as the NYID found, the

Transformation would leave MBIA Insurance solvent"); NYID Mem. at 14 ("The Department ...
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concluded that: ... MBIA Corp. was and would remain solvent").) That is not so; the NYID
Letter contains no finding of "solvency."

Under Insurance Law Section 1309, an insurer "shall be deemed insolvent" if the
insurer (1) cannot "pay its outstanding lawful obligations" or (2) "does not have sufficient assets
to reinsure all outstanding risks" with another insurer.
Under the first prong ofthe test, MBIA Insurance's $2.056 billion loss reserve as
of December 31, 2008 (net of reinsurance) clearly was not sufficient "to pay outstanding lawful
obligations as they mature[d]" over the next 35 or more years. 219 BlackRock's "Base Case"
analysis reflects $13.8 billion in losses on one-quarter of MBIA Insurance's policies "as of'
December 31, 2008 (see Paltrowitz Aff.

~

9)-$11.8 billion higher than MBIA Insurance's

December 31, 2008 loss reserve. Since December 31, 2008, MBIA Insurance's actual losses
have far outstripped even its "Extreme Stress" projections.

(See Reply

~~

189-91, infra.)

Increasing MBIA Insurance's loss reserves by only a few billion dollars would overwhelm
MBIA Insurance-'s post-Transformation surplus of$3.1 billion?20
Equally importantly, as of year-end 2008, MBIA Insurance clearly was insolvent
under the second prong of the Section 1309 solvency test.

219

(PX 102 (Annual Statement of the MBIA Insurance Corp. for the Year Ended Dec. 31,
2008), at p. 3 line 1.)
220
(See PX 102 (Annual Statement of the MBIA Insurance Corp. for the Year Ended Dec.
31,2008), at 14.14.)
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Even if the test were what a theoretical reinsurer might charge,
MBIA Insurance still would fail this reinsurance test, because an MBIA model that "simulates
what a bond insurer would charge to guarantee a transaction" insured by MBIA Insurance
predicted that, as of December 31, 2008, MBIA Insurance would have to pay $19.4 billion to
reinsure its entire portfolio--far in excess of its assets. (See Reply

~

183, supra.) MBIA

Insurance also failed this solvency test as of September 30, 2008. (Stulz Aff., ~~ 179-84.)
D.

MBIA Provided Misleading Financial Data to the NYID.
Agencies cannot rely on quantitative analyses "based upon false assumptions,"

Basile, 279 A.D.2d at 771, or factually inaccurate financial projections based on "stale

experience and predictions established to be grossly incorrect." NY Tel. Co. v. Pub. Serv.
Comm., 29 N.Y.2d 164, 169-71 (1971).221 In short, a conclusion based on an "erroneous

assumption regarding the record evidence [lacks] a rational basis." Bd. of Educ. v. Comm'r of
Educ., 91 N.Y.2d 133, 141 (1997).

Here, the record makes clear that MBIA understated its expected losses on every
class of products reviewed by Mr. Buchmiller-second-lien RMBS, ABS CDOs, and CMBS
CDOs-by using illegal, stale and inaccurate data and assumptions. These flawed loss estimates
caused MBIA Insurance's loss reserves to be understated, and its "surplus to policyholders" and

221

See also, e.g., Maltbie, 275 N.Y. at 366-67 (agencies cannot rely on outdated and
factually inaccurate financial projections); Trump on the Ocean, 76 A.D.3d at 1087 (agency
cannot base decision on "misapprehended" information); Byrne v. Bd. ofStandards & Appeals of
City of NY, 5 A.D. 3d 261, 265 (1st Dep't 2004) ("no judicial deference is owed to an agency's
statutory interpretation that is premised <:>n an erroneous factual conclusion").
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"earned surplus" to be overstated. The NYID cannot "base any finding upon the discredited
opinion" offinancial performance submitted by MBIA. Maltbie, 275 N.Y. at 366-67.

1.

MBIA Relied on Stale Data To Understate Projected Losses
on Second-Lien RMBS.

Mr. Buchmiller's analysis of MBIA's loss reserves focused on the methodology
used by MBIA to model future losses. For second-lien RMBS, Mr. Buchmiller examined the
methodology by which MBIA had calculated its loss reserves for the third quarter of 2008 (as of
September 30, 2008). (See, e.g., Buchmiller Aff.

~~

27-28, 31.) But he never saw or asked

MBIA to re-run its RMBS loss models to provide updated loss projections using data from the

fourth quarter of 200S-arguably the worst quarter in American economic history.

was arbitrary and capricious for the NYID not to
consider available data regarding current mortgage performance. See, e.g., 601 W Realty,2010
WL 1179400, at *4-5 (Sherwood, J.) (agency could not rationally rely on inspection conducted
in 2004, when an inspection from 2009 was available).

But, as described above, MBIA Insurance did not update its
second-lien RMBS loss reserves as of December 31, 2008 using data from the fourth quarter;
instead, MBIA re-used loss projections from the third quarter (and even earlier) to set its
December 31, 2008 loss reserves-giving the NYID financial projections that pretended the
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worst quarter since the Great Depression had not occurred. (See Reply ,-r,-r 83-88, supra; PX 71
(PwC 0001167-75), at 1172;
Every second-lien RMBS loss model that MBIA gave to the NYID-inc1uding
every single "stress test" that MBIA ran on those products-assumed that those securities had
reached their "peak" rate of losses, based on mortgage data from August 2008 and earlier. (See
Greenspan Aff. ,-r 193; Stulz Aff. ,-r,-r 136-140.) But "early-stage delinquencies" on the secondlien mortgages underlying ~BIA second-lien RMBS had skyrocketed by a whopping
~etween August and December 2008-demonstrating that MBIA's assumption that

mortgage delinquencies had peaked was not only absurdly optimistic, but factually false. (See,
e.g., McKiernan Aff. Ex. 15 (MBIA_NYS0008246-74), at 49

(noting 28% increase

III

delinquencies during fourth quarter of2008); Stulz Aff. ,-r,-r 136-39; paragraphs 89-93, supra.)
The NYID could not properly rely on MBIA loss projections that were based on
stale, factually inaccurate data and erroneous assumptions during a financial crisis. In Maltbie,
the Court of Appeals held that a utility regulator "could . . . not base any finding upon the
discredited opinion," given to the regulator in May 1932, that "the trend of prices was definitely
downward" to make a determination in June 1933-by which time a "continuous rise in prices"
was well underway. 275 N.Y. at 367-68. The Court further stressed that administrative agencies
"cannot ignore[] that the country was suffering from the effect of a depression of unusual
severity." Id.; accord Atchison, T &

s. FR.

Co. v. United States, 284 U.S. 248, 260-62 (1932)

(ordering agency to revisit prior ruling following onset of Great Depression).
Likewise, in New York Telephone Co. v. Public Service Commission, the .Court of
Appeals reaffirmed that it is arbitrary and capricious to rely on "stale experience and predictions
established to be grossly incorrect," because agencies must "take into account drastic changes in
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economic circumstances."

29 N.Y.2d 164, 169-71 (1971).

Agencies "may not rely on a

reckoning when actual experience is available and establishes that the predictions have been
substantially incorrect. . .. 'Elaborate calculations which are at war with realities are of no
avail.'" Id. at 169 (quoting Lindheimer v. Illinois Bell Tel. Co., 292 U.S. 151, 164 (1934». An
agency that ignores economic deterioration has engaged in "arbitrary action." Id. at 171.222
As described in Mr. Greenspan's expert affidavit, MBIA's use of stale data to run
its loss models "created a classic case of 'garbage in, garbage out'" causing MBIA's models to
"generate unreliable outputs." (Greenspan Aff.

2.

~

279.)

MBIA Understated Loss Reserves Using an Illegal Discount Rate.

Under Insurance Law Section 6903(b)(I), "[a] deduction from loss reserves shall
be allowed for the time value of money by application of a discount rate equal to the average

rate of return on the admitted assets of the insurer . ... " But in its balance sheet as of
December 31, 2008, MBIA Insurance used a discount rate of 5.03%, which was calculated as
being "equal to the yield-to-maturity ofMBIA [Insurance's] fixed-income investment portfolio,

excluding investments in money market funds and including intercompany loans under

222

Accord, e.g., In re TOUSA, Inc., 422 B.R. 783, 841-42 (Bankr. S.D. Fla. 2009), rev'd on
other grounds, 2011 WL 522008 (S.D. Fla. Feb. 11, 2011) (criticizing solvency opinion
regarding homebuilder based on projections using three-month-old data, despite "un-relenting
bad news" about housing markets and homebuilder's business since data were collected).

-155-

repurchase agreements.,,223 Because money market investments are "admitted assets," MBIA's
exclusion of those assets from its discount-rate calculation was illega1. 224

if the NYID had determined that the MBIA's
discount rate complied with the Insurance Law-and it did not-this Court would owe the NYID
no deference when reviewing that conclusion oflaw?26 See, e.g., Madison-Oneida Bd. of Coop.
Educ. Servs. v. Mills, 4 N.y'3d 51,59 (2004) (where courts are "faced with the interpretation of

statutes and pure questions oflaw[,] no deference is accorded the agency's determination"). The
statutory requirement that insurers use a discount rate "equal to the average rate of return on the
admitted assets of the insurer" unambiguously requires that the insurer consider all of its
"admitted assets" when setting the discount rate, Ins. Law § 6903(b)(1), and forecloses the use of
any other discount rate.
223

(PX 102 (Annual Statement of the MBIA Insurance Corp., for the Year Ended Dec. 31,
2008), at 14.16 (emphasis added).)
224
"Cash" and "cash equivalents" are admitted assets under the Insurance Law. See Ins.
Law § 1301(a)(I); Statement of Statutory Accounting Principles No.2, NAIC Accounting
Practice & Procedures Manual (Mar. 2009) (deeming savings accounts, certificates of
and "cash
.
by 11 N.Y.C.R.R. § 83.3);
Tellingly, MBIA Insurance's balance sheet listed all
of its $1 billion of "cash" as an admitted asset. (PX 102 (Annual Statement of the MBIA
Insurance Corp., for the Year Ended Dec. 31, 2008), at 2.)
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As explained by Mr. Greenspan, MBIA Insurance's loss reserves would have
been materially higher (and MBIA Insurance's post-Transformation surplus would have been
materially lower) if MBIA Insurance had used a discount rate lower than 5.03%. _

3.

As of December 31, 2008, MBIA Insurance had zero loss reserves for its "CMBS
CDO" policies (i.e., insured products whose collateral consisted of individual commercial real
estate loans).
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•

By contrast, BlackRock has estimated that MBIA Insurance, as of year-end 2008, would

incur claims of between $4.8 billion and $13 billion on CMBS CDOs (on an undiscounted basis)
(Greenspan Aff. Figure 28)-which the NYID would have known had it retained BlackRock.
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4.

MBIA Insurance's Flawed Stress Tests Did Not Comply with the
NYID's Recently Published Stress-Testing Policy.

MBIA Insurance's loss models for all three financial products reviewed by
Mr. Buchmiller were based on data and assumptions that were months out of date by February

2009.

The NYID's failure to require MBIA Insurance to update the data used in its
undeniably critical "stress tests" violated the Department's own stated policy. In November
2008-before MBIA had even submitted its application-the NYID issued a Circular Letter

directing that: "Insurers should systematically review their stress testing and scenario analyses,
especially in light of recent market events. In a robust process, inputs, assumptions, stress
scenarios and the resulting impact must be continuously monitored, assessed and updated." (PX
94 (NYID Circular Letter No. 25).)
Indeed, MBIA's "stress" and "extreme stress" scenarios were based on _

Maltbie, 275 N.Y. at 366 (agencies cannot
"ignore[] ... the effect of a depression"); TOUSA, 422 B.R. at 842 (homebuilder's reliance on
old data despite housing-market deterioration was either "gross negligence" or "willful"). As a
matter of law, the NYID's failure to hold MBIA to the stress-testing standards in its own
Circular Letter was arbitrary and capricious. See, e.g., Sabol v. Perales, 82 N.Y.2d 685, 687
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(1993 ) (agency decision to "ignore its own published interpretation of the relevant regulations in
imposing sanctions constituted arbitrary and capricious action").

III.

THEN-SUPERINTENDENT DINALLO'S EXTRA-LEGAL MOTIVATIONS
.NULLIFY HIS APPROVALS OF THE TRANSFORMATION TRANSACTIONS.
Courts owe deference to an administrative agency only "in the exercise of its

discretion within the law."

Barry, 303 N.Y. at 52 (emphasis in original).

Because then-

Superintendent Dinallo's approval of MBIA's Transformation plainly rested on "improper"
grounds, Montauk Improvement, 41 N.Y.2d at 913, and "extralegal considerations," Simpson,
38 N.Y.2d at 396, his approvals must be annulled. Accord State Farm, 463 U.S. at 43 (agency
action is "arbitrary and capricious if the agency has relied on factors which [the legislature] has
not intended it to consider").
The NYID makes much of the absence in Section 1505 of "specific criteria that
the Superintendent must apply" when assessing whether a holding company transaction is "fair
and equitable." (NYID Mem. at 20.) But because "[e]ven under the broadest and most openended of statutory mandates, an administrative agency may not "use its authority as a license to
correct whatever societal evils it perceives," the Superintendent's determinations must be
consistent with the purpose of the Insurance Law.

Boreali, 71 N.Y.2d at 9-11; accord

Burlington Truck Lines, 371 U.S. at 167 (agency must "exercise its discretion under [statute]
within the bounds expressed by" the statute).

In short, agency determinations deserve no

deference if "administrative officers act[] solely on their own ideas of sound public policy,
however excellent such ideas may be.'"

Swalbach v. State Liquor Auth., 7 N.Y.2d 518, 522

(1960) (quoting Picone, 241 N.Y. at 162).
Moreover, administrative action must be based on "laws and not sympathy and
public opinion." Circus Disco Ltd v. NY. State Liquor Auth., 51 N.Y.2d 24,38 (1980) (quoting
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Estate of Mollineaux v. Michaelis, 29 Misc. 2d 933, 935 (Sup. Ct. Nassau Co. 1961)). Because

private parties are constitutionally entitled to "unprejudiced decision-making by an
administrative agency," "a determination based not on a dispassionate review of facts but on a
body's prejudgment or biased evaluation must be set aside." Warder, 53 N.Y.2d at 197.
Here, in approving MBIA's Transformation, then-Superintendant Dinallo sought
to benefit certain favored constituencies-existing municipal-bond policyholders, government
bond issuers in New York and elsewhere nationwide, and even MBIA Inc. and its shareholders
and executives-at the expense of one class of private parties, beneficiaries of MBIA Insurance
on structured products, including Petitioners and other institutional investors, ranging from
pension plans to charities?29 Nothing in the Insurance Law permitted the Superintendent to
engage in such discrimination.
A.

Then-Superintendent Dinallo Impermissibly Sought To Promote PublicPolicy Considerations Outside the Insurance Law.
The purpose of the Insurance Law is to "protect policyholders and the insurance-

buying public from abuses by insurers," Health Ins. Ass 'n, 154 A.D.2d at 68, and the purpose of
the Insurance Law's requirement that related-party transactions by an insurer be "fair and
equitable" is
also Moriarty Aff. , 8).

In approving MBIA's Transformation,

however, the Superintendent was motivated by considerations other than the protection of
policyholders, including:

229

(See, e.g., PX 118 (MBIA_NYS0006109); PX 119 (MBIA_NYS0005897) .)
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•

Boosting the market prices and credit ratings of municipal bonds already
trading in the securities markets;230

•

Encouraging individuals to keep buying municipal bonds; 231

•

Reducing the future borrowing costs of state and local governments,
including those of the State of New York;232 and

•

Giving MBIA Illinois "new opportunities to generate revenue" (Moriarty
Aff.

~

6, Moriarty Dep. at 83) to "provid[e] revenue to the holding

company system" (Moriarty Dep. at 90), even though neither MBIA
Illinois nor MBIA Inc. had any intention or obligation to ever provide
capital to MBIA Insurance. 233
Nothing in the Insurance Law authorizes the NYID to consider these policy objectives, "however
excellent such ideas may be," when making determinations-and these considerations certainly
cannot trump the overriding objective of protecting policyholders. Picone, 241 N.Y. at 162; see
Corcoran Aff.

~~

10, 61-63 (Superintendent considered factors outside his mandate).

The Court of Appeals' decision in Boreali v. Axelrod, 71 N.Y.2d 1, is on point
here.

In Boreali, the Court annulled the Public Health Council's effort to "promulgate[] a

230

(See, e.g., Moriarty Aff. Ex. N (NYID Feb. 18, 2009 press release) (NYID hoped
Transformation would "stabilize and hopefully increase the ratings and therefore the value of
$537 billion in outstanding municipal bonds").)

231

(See, e.g., Moriarty Aff. Ex. N (NYID Feb. 18, 2009 press release (NYID hoped
Transformation would "protect the value of [individual investors'] investments and should
encourage them to continue investing in municipal bonds").)

232

(See, e.g., Moriarty Aff. ~~ 6, 32;
Moriarty Aff. Ex. N (NYID
Feb. 18, 2009 press release) (NYID "hope[s] this will ... help public entities get easier, less
costly access to credit" and "lower[] the cost of [government] borrowing"); PX 51
(NYSID0002794-2852), at 2796-97 (citing "increased ... need for public-sector borrowing (e.g.,
NY's unemployment insurance fund").)

233

(See R000252-56, at 53 (MBIA Illinois would not "subsidize" MBIA Insurance or
"support [its] operations"); Moriarty Dep. at 90-91 ("MBIA Inc. does not have a legal obligation
to fund MBIA [Insurance]; it may have a business incentive to do so.").)
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comprehensive code to govern tobacco smoking" in public areas, as exceeding that body's
authority. Id. at 6. Although "stress[ing] that this case presents no question concerning the
wisdom of the challenged regulations," the Court held that a general statutory grant of authority
to '''deal with any matters affecting the ... public health'" did not empower the Council to
"engag[e] in inherently legislative activities" like banning smoking in certain locations. Id. at 89 (quoting Pub. Health L. § 225(5)(a)).
Health Insurance Association of America v. Corcoran, 154 A.D.2d 61 (3d Dep't

1990), aff'd, 76 N.Y.2d 995 (1990) is instructive.

In 1987, the NYID issued a regulation

prohibiting health insurers from "(1) considering HIV test results in determining an applicant's
insurability, (2) requesting an applicant to submit to HIV testing, and (3) inquiring [about prior
HIV tests]." Id. at 65. Although the Commissioner of Health had certified that such practices
were "contrary to the health care needs of the public," id., the Appellate Division held that the
Insurance Law did not give the NYID and the Commissioner of Health "carte blanche to
drastically disturb long-standing principles of accepted insurer underwriting practices in order to
further the Commissioner of Health's own objectives in public health policy," id. at 72.
Recognizing that the "AIDS epidemic represents a formidable financial threat of disastrous
proportions to health insurers and the public fisc," the Appellate Division noted that the NYID
and Commissioner of Health had no "special technical expertise in deciding the fundamental
question of how the potentially enormous financial and human costs of the AIDS crisis should be
borne within society." Id. at 73. Although the Legislature could have "delegated broad power to
[the NYID] ... to implement a legislative policy to guarantee adequate coverage for a favored
class of persons," the NYID exceeded its authority by making that policy decision without

statutory authority. Id. at 74-75 (emphasis added).
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Here, as in Health Insurance Association, the NYID lacked statutory authority to
protect a "favored class of persons" or "decid[e] the fundamental question of how the potentially
enormous ... costs" of the global financial crisis "should be borne within society." Id at 73-75.
Whereas the agencies in Boreali and Health Insurance Association could at least point to broad,
affirmative statutory grants of authority to promote the public health, nothing in the Insurance
Law is directed to the municipal-bond market or government borrowing costs. In short, agency
"discretion is not unlimited," and the Superintendent lacks the power to unilaterally promote his
own view of "sound public policy." Swalbach, 7 N.Y.2d at 522.
B.

Then-Superintendent Dinallo's Approval Reflected Impermissible Bias
Against Structured Policyholders.

"Bias" i$ a broad concept, which can encompass "advance knowledge of facts,
personal interest, animosity, favoritism and prejudgment" by an agency. 1616 Second Ave. Rest.
v. NY State Liquor Auth., 75 N.Y.2d 158, 161 (1990). As the record makes clear, the NYID's
determinations were "based not on a dispassionate review of facts but on [the NYID's]
prejudgment or biased evaluation," and must be set aside. Warder, 53 N.Y.2d at 197?34
1.

Then-Superintendent Dinallo Prejudged MBIA's Transformation
Application.

The record shows that Mr.

Dinallo impermissibly prejudged MBIA's

Transformation application before it was even filed. After opposing MBIA's Transformation
plan for months, he

decided

not to seek an independent valuation of MBIA Insurance's structured portfolio weeks before
MBIA had even submitted its application.
234

. Moriarty Dep. at 318-19.) Even

Remarkably, the NYID has sought leave to appeal this Court's November 23,2010 Order
that the NYID submit to discovery into whether its decision-making process was biased.
Petitioners reserve the right to supplement their pleadings with, or to introduce at trial, any
documents produced by the NYID in the future.
-164-

Mr. Buchmiller recognized that his job was "to find the shortcut to get to the decision on
transformation. ,,235
As described above, there is no evidence that then-Superintendent Dinallo
considered the results of Mr. Buchmiller's review of MBIA Insurance's financial condition, or
even asked Mr. Buchmiller for any final conclusions. (See Reply" 121-25, supra.) The NYID
Letter contains zero findings of fact-implying that no such findings were made. (See Section
ILA., supra.) Former Superintendents Corcoran, Muhl, Serio and Stewart-who collectively led
the NYID for nearly 20 years-would not have approved the Transformation on this record.
(Corcoran Aff. " 5, 21, 84; Muhl Aff. , 9; Serio Aff. " 6, 100; Stewart Aff. " 10, 47.) The
only explanation for the NYID's cursory review is that the decision to approve the
Transformation was made before MBIA submitted its application, and that Mr. Buchmiller's
review (and his backdated final memorandum) was nothing but window-dressing.
2.

Then-Superintendent Dinallo Exhibited Impermissible Animosity and
Favoritism.

The NYID is charged with protecting the interests of all policyholders. (See
Moriarty Dep. at 37-40,.; Corcoran Aff. ,,6-7,62-63; Muhl Aff. " 8, 17,39; Stewart Aff.
" 10,38,47; Serio Aff. " 17, 86, 99.) When distributing the assets of an insurer in liquidation,
the NYID cannot establish "subclasses... within any class" of policyholders.

Ins. Law

§ 7434(a)(1). Yet in the Transformation, MBIA Insurance assets were shifted to MBIA Illinois,
where those assets could be used only to pay municipal-bond policyholder claims.
During 2008, then-Superintendent Dinallo and other NYID political appointees
and agents repeatedly stated that they would favor the interests of municipal-bond policyholders
over those of structured-finance policyholders:
235

(PX 60 (NYSID0002641).)
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•

Mr. Dinallo testified before Congress that he was "doing all we can to

protect all policy holders and strengthen the bond insurers, [but] if it
becomes clear that is not possible, our first priority will be to protect the
municipal bondholders and issuers.,,237
•

When the NYID recognized that FGIC's "financial condition is
deteriorating," the NYID did not "want the money going out the door to
the structured credits. ,,238

•

Talking points prepared by the NYID's public-relations officer described
the Transformation as a "[p]rivate sector solution for [the] public sector"
securities market, and indicated that it was up to the federal government to
protect "the banks.,,239

Mr. Dinallo also characterized as "very helpful" e-mails from MBIA CEO Brown

that disparaged Petitioners using the political theme of "Wall Street versus Main Street":
•

In a January 16 e-mail, Brown told Dinallo:

"FEDS are covering

downside for monoline cds exposures. As such, more reason for us to
move aggressively to address restoration of muni market ASAP." (PX
116 (MBIA_Plenary_01194986).)
•

The next day, Brown advised MBIA Inc. Chief Operating Officer William
Fallon that Superintendent Dinallo "had noted that feds are taking care of
banks so that is less of an issue." (PX 116 (MBIAYlenary_01194986).)

237

(PX 24 (The State of the Bond Insurance Industry: Hearing Before the H Subcomm. on
Capital Markets, Ins. & Gov. Sponsored Enters., 110th Congo 219, 221 (2008) (testimony of
Supt. Dinallo).)
238
(PX 38 (Jack Herman, Inside the FGIC-MBIA Auction Pact, The Bond Buyer (Sept. 17,
2008).)
239
(PX 120 (MBIA_NYS0455975-76).)
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•

On February 9, Brown wrote to Dinallo about how the President's speech
"about wall street versus main street ... which crystalizes our approach to
deal with 50,000 issuers and millions of bond-holders versus a dozen or so
banks which are just looking for a few dollars on the margin." (PX 140
(MBIA_NYS000534 7).)

•

On February 10, Mr. Brown wrote to Mr. Dinallo: "I do understand the
modest potential negative reaction of a few key banks . . .. [T]hey are in
no position to complain about the steps we are taking to restore the US
municipal market and improve the value on $553 billion of muni bonds
held by millions of americans."

Although the NYID is charged with "protect[ing] policyholders ... from abuses by insurers,"

Health Ins. Ass'n, 154 A.D.2d at 68, Mr. Dinallo found "very helpful" arguments by an
insurance company CEO that the NYID should not protect certain policyholders. Mr. Dinallo
should not have been swayed by "political concerns," Town of Orange town v. Magee, 88 N.Y.2d
41,53 (1996), or "sympathy and public opinion," Circus Disco Ltd., 51 N.Y.2d at 38.
IV.

THIS COURT SHOULD ANNUL THE NYID LETTER AND SET ASIDE MBIA'S
ILLEGAL TRANSFORMATION TRANSACTIONS.
In this Article 78 proceeding, this Court has the power to annul the NYID's

determinations, "direct or prohibit specified action by the respondent," and order other relief
"incidental to the primary relief sought by the petitioner." CPLR § 7806. And, in all events, this
Court has the power to "make whatever order is required for [this action's] proper prosecution,"
including an order "convert[ing] a motion into a special proceeding, or vice-versa, upon such
terms as may be just" and "in the interests of justice." CPLR § 103(c).240

240

See, e.g., First Nat 'I City Bankv. NY Fin. Admin., 36 N.Y.2d 87, 94 (1975) (converting
Article 78 proceeding to plenary action to recover overpaid taxes).
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Here, the Court should annul the NYID Letter, and order that all contracts entered
into and all assets transferred among the MBIA entities pursuant to those annulled regulatory
approvals be set aside. Alternatively, the Court could annul the NYID Letter, and order that the
parties try to reach a mediated resolution over the proper remedy to be entered.

A.

MBIA Inc. Must Restore All Illegal Dividends to MBIA Insurance, or to a
Constructive Trust.
Under Insurance Law Section 41 05(b), "every shareholder receIvmg any

[dividend in violation of this section] shall be liable to the creditors of the company to the extent
of the dividend received by such shareholder." MBIA Inc. is the sole "shareholder" of MBIA
Insurance, and received a $1.147 billion illegal "Dividend" from MBIA Insurance, as well as a
$1.123 billion transfer of cash and securities as a "Stock Redemption" that was nothing more
than a disguised illegal dividend. (See Sections I.A.-I.B., supra.) Accordingly, this Court should
find that MBIA Inc. is liable to MBIA Insurance's creditors for these illegal dividends.
Because Section 41 05(b) renders the recipients of an illegal dividend "liable" to
"creditors," the statute logically gives creditors a right of action to enforce that liability. See
Burns Jackson Miller Summit & Spitzer v. Lindner, 59 N.Y.2d 314, 325 (1983) (existence of
private right of action depends upon whether plaintiff is within the class "for whose especial
benefit the statute was enacted," the "legislative history of an intent to create (or conversely to
deny) such a remedy and, most importantly, the consistency of doing so with the purposes
underlying the legislative scheme" (quotation marks and citations omitted)). Creditors ofMBIA
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Insurance such as Petitioners are the parties to whom MBIA Inc. may be held "liable" under the
statute?41
A court, having "obtained jurisdiction over the parties," may "make whatever
order is required for [a civil action's] proper prosecution," including "convert[ing] a motion into
a special proceeding, or vice-versa, upon such terms as may be just." CPLR § 103(b); see also
CPLR § 3017 ("[T]he court may grant any type of relief within its jurisdiction appropriate to the
proof whether or not demanded, imposing such terms as may be just."). MBIA, the NYID and
Petitioners will be bound by any order from this Court concerning the legality of the
Transformation transactions. See Parker v. Blauvelt Volunteer Fire Co., 93 N.Y.2d 343,349-50
(1999) (adverse ruling in Article 78 proceeding collaterally estopped litigant). As a result, the
Court may order relief under Section 4105(b) in this action. 242 See, e.g., First Nat 'I City Bank,
36 N.Y.2d at 94 (Article 78 proceeding properly treated as plenary action to recover overpaid
taxes "to avoid dismissal as to a substantial part of the relief sought").
Although Section 4105(b) does not specify a remedy when a stockholder is found
to have received an illegal dividend, "it is possible for equity to formulate a ... remedy which

241

The NYID's argument that only the Superintendent can declare a dividend to be illegal
under Section 41 05(b) (NYID Mem. at 11) misreads the statute. The portion of the statute cited
by the NYID only allows it to order a regulated insurer "to cease doing any new business." Ins.
Law § 4105(b). Petitioners' claim relies on a different sentence of Section 4105(b) that renders
stockholders-whether or not they are regulated entities-"liable" to "creditors," which remedy
is "in addition to all other liabilities and penalties prescribed by law." Id. It would be absurd for
the Legislature to create liability but no means to enforce it. Cf Bus. Corp. Law § 719(a)
(directors who approve illegal dividend are liable "to the corporation for the benefit of its
creditors or shareholders"). And, if creditors do not possess a right to sue under Section 41 05(b),
the NYID must have authority to assert such a claim on behalf of creditors.
242

If the Court concludes that o~ly the NYID may assert a Section 41 05(b) claim, it should
declare the Dividend and Stock Redemption to be illegal and order the NYID to assert that claim.
See, e.g., Cortlandt Nursing Home v. Axelrod, 66 N.Y.2d 169, 183 (1985) (converting Article 78
proceeding into proceeding for declaratory judgment and Article 78 in the nature of mandamus).
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would return the parties to their original position prior to the misconduct." Trainor v. John
Hancock Mut. Life Ins. Co., 54 N.Y.2d 213, 219 (1981) (fashioning equitable relief in case
involving violation of Insurance Law regulations). Here, the Court should order MBIA Inc. to
restore to MBIA Insurance all the cash and securities illegally distributed by MBIA Insurance, or
impose a constructive trust on these wrongfully transferred dividends on behalf of MBIA
Insurance's creditors. 243
B.

The Reinsurance Transaction Should Be Declared Null and Void.

The Court also should set aside the Reinsurance Transaction. As described above,
in Section I.C. supra, the NYID Letter assumed that MBIA Illinois would receive roughly $2
billion in proceeds of the Dividend and the Stock Redemption, in addition to writing the
Reinsurance Transaction. The Reinsurance Transaction would have rendered MBIA Illinois
insolvent if it did not receive this capital contribution, and the NYID would not have approved
the Reinsurance Transaction on a stand-alone basis.

Likewise, the

Reinsurance Transaction is unfair and inequitable on its own terms. (See Section I.C., supra.)
The Court should "return the parties to their original position" by voiding the
reinsurance agreement ab initio and ordering the return of all moneys, securities and other
property transferred under that agreement. Trainor, 54 N.Y.2d at 219; see Mich. Nat'/ BankOakland v. Am. Centennial Ins. Co., 89 N. Y.2d 94, 106-10 (1996) (insurer's breach of absolute

243

It is not correct that constructive trusts "can only be granted" where a four-factor test is
satisfied and where a fiduciary relationship exists. (MBIA Mem. at 18.) "Although the factors
are useful in many cases, constructive trust doctrine is not rigidly limited." Simonds v. Simonds,
45 N.Y.2d 233, 241 (1978). Constructive trusts are "erected whenever necessary to meet the
demands of justice," and are "limited only by the inventiveness of men who find new ways to
enrich themselves unjustly." Id. (quoting Latham v. Father Divine, 299 N.Y. 22, 27 (1949)); see
In re Koreag, Controle et Revision S.A., 961 F.2d 341, 353-54 (2d Cir. 1992) (constructive trust
can be imposed absent a fiduciary relationship if equities require).
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duty to disclose all material facts to reinsurer, including ceding insurer's insolvency, voids
reinsurance contracts); Mich. Nat'l Bank-Oakland v. Am. Centennial Ins. Co., 200 A.D.2d 99,
107 (1st Dep't 1994), aff'd 89 N.Y.2d 94 (1996) ("A fact is material so as to avoid ab initio an
insurance contract if, had it been revealed, the insurer or reinsurer would either not have issued
the policy or would have only at a higher premium.") (quoting Christiania Gen. Ins. Corp. v.
Great Am. Ins. Co., 979 F.2d 268,278 (2d Cir. 1992)).244
CONCLUSION

For the foregoing reasons and for the reasons set forth in the Petition and all
accompanying affidavits, Plaintiffs respectfully request that the Court declare void and annul the
Superintendent's determinations in the NYID Letter, declare void and annul ab initio all transfers
and agreements (including the Reinsurance Transaction) made by the MBIA respondents
pursuant to those determinations, order the MBIA respondents to restore to MBIA Insurance all

244

Additionally, in this action, Petitioners requested a declaration that "the NYID Letter
does not extinguish Petitioners' causes of action against MBIA in the Fraudulent Conveyance
Action." (Pet. ~ 117.) On January 11, 2011, the Appellate Division granted a motion by the
MBIA respondents to dismiss the DCL Action in a 3-2 decision. ABN AMRO Bank N V v.
MBIA Inc., 916 N.Y.S.2d 12. On January 20, 2011, Petitioners filed a Notice of Appeal to the
Court of Appeals, which was taken as of right because two Justices dissented from the Appellate
Division's decision. The Court of Appeals will hear argument on May 31, 2011. Petitioners
believe that the Appellate Division erred, and respectfully request that their declaratory judgment
claim in this action be stayed until the Court of Appeals issues its ruling in the DCL Action,
including on their claims under the u.S. and New York Constitutions. Once the Court of
Appeals issues its decision, Petitioners and this Court may consider whether further action on
Petitioners' declaratory judgment claim is appropriate.
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assets transferred in connection with the Transformation, and enter such other relief as may be
just.
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