BOND INSURANCE

Pond |nsurance is a commitment bg an insurance company to make the scheduled Principal and interest

Pagments on a bond should the obligor of the bond is unable to do so.
Tﬂow does it work?

When a company or a Pub!ic entitg decides to issue a bond, it pays the bond insurer to guarantee its bonds.
I ntities with a lesser credit rating than the monocline company can get their bonds insured so that tlﬁeg can
have the same rating as the insurance company itself (mostly AAA). So, rc|ativ<313 Poor~qua1it9 debt
becomes investrnent~qua!it9 debt because the insurance company will pay the interest and Principa! i the

}Dorrower de]ca ults.

This makes the bonds safer and investors shouldj in theorg, require lower interest payments to lend the

mOl'XC\lj.

Bond insurers essentia”g lend their rating to less crcditworthﬂ borrowers;just as some students can onlg

borrow money it Paren’cs actas guarantors‘
\Nho uses bond insurance?

gions,

Thc market cicvelopment in the Ué in the 1970s as municiPa| borrowers, such as small towns or reg

realised that tl‘)éﬂ could borrow money from }Dig investors i theg were guaranteed }Dy bond insurers with

triPIe~A credit ratings, the best Possiblc.

]ﬂ recent 368['5, bon& insurers have dCVCIOPCd I’JUSh’X@SS around guaranteeing Payments on structurecl or

securitised bonds. Some have also entered the derivatives market.
Wl’]at is Problcm now?

Bonc{ insurer agree to pay Principa! and interest when due in a time]3 manner in the event of a default. Ma;19
bond insurers have Providccl such guarantees on billions of securities, fncludimg collateralized debt
obligations (CDQOs) that are Part19 exPosed to subPrime mortgages. The Prob]em is that tidal waves of
mortgage defaults are sweeping the (5, creating so many losses that many bond insurers are getting

swampecl.

T he risks of defaults in the structures and securitised bond markets have Provec{ to be higher than in the
municipal bond market. Some of the assets behind the comP!ex bonds were mortgages, including risi(g S

subprime mortgages. The soaring rates of clelinquencies on these mortgages means Pagments to the bond

O

lﬂave stoPPcc{‘

| osses on these bonds, some of which are called collateralized debt obligations have been }ﬂgher than

exPcctcd, and the bond insurers have to find extra caPital to be sure t‘ney can meet their obligations.

Wi’chout the extra CaPital, ’cheg could lose their triP!c—-A ratings, and no ]onger be able to insure as many
bonds.
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