


creditor does not constitute an unconditional payment of the
debt”).

Therefore, claims by policyholders allocated to the
Segregated Account will not be paid in full.

2. The Plan Permits Payments To Members Of
Lower Priority Classes.

Because policy claims allocated to the Segregated Account
will not be paid in full, any payment to a lower priority class will
violate the absolute priority rule. See Wis. Stat. §§601.01(2) and
645.68. Yet that is what the Plan permits.

AAC’s shareholder is in the lowest priority class and
therefore should receive nothing until every higher priority class,
including all policyholders, is paid in full. Wis. Stat. §645.68.
Yet, the Plan permits OCI to approve dividends or the transfer of
other assets to AAC’s shareholder before policyholders with
claims in the Segregated Account have been paid in full. There is
evidence that such transfers are contemplated, though the
Circuit Court’s refusal of discovery impeded development of this

evidence.
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First, the CDS Settlement expressly permits up to
$15 million of payments from AAC to its shareholder without
further approval by OCI, and contemplates annual payment up to
$59.5 million to AAC’s shareholder with OCI approval. (See
R.515 at Ex. 19, pp. 10 (“OCI Approval Standard”), 22-23
(§3.04(h)).)

Second, AAC’s shareholder, AFG, filed for Chapter 11
bankruptcy protection and described its ownership of AAC as one
of its most “valuable asset[s].” (See R.532:17 (115).) For AAC to
be valuable to AFG, assets must be transferred from AAC to its
shareholder.

Third, the possibility that AAC will transfer value to AFG
is not speculative. OCI negotiated a non-binding term sheet with
a group of AFG bondholders whereby: (1) AFG will be allowed to
utilize more than $2.5 billion of net operating losses (“NOLs”)
attributable to AAC’s operations without paying consideration to
AAC; and (2) AAC may be required to pay AFG for the use of up

to $3.5 billion in NOLs generated by AAC. (R.515 at Ex.38(b),
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(7 of “Terms of Transaction”); R.560:226-31; R.562:48-50.) It is
intended — and certainly permitted by the Plan — that AAC will
transfer value to its shareholder while AAC policyholder claims
in the Segregated Account remain unpaid.

The reimbursement provisions of the Plan exacerbate this
problem. As explained below, infra at 78-81, Section 4.04(g) of
the Plan entitles AAC’s General Account to be reimbursed the
full value of a policyholder’s permitted claim in fhe Segregated
Account even though the policyholder is paid only 25% of the
claim in cash. (R.567:23-24, JA.609-10.) Under some policies,
when AAC pays a claim, it is entitled to be reimbursed for its
payment from assets in the mortgage securitization trust. (See
R.613:122-26.) The Plan permits AAC to be reimbursed for the
full amount of the claim even though the Segregated Account will
have been paid only 25% of the claim in cash. (See id at 125.)
That reimbursement is paid into the General Account, not the
Segregated Account, and can be used to pay claims of

policyholders left in the General Account, claims of general
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creditors, or even distributions to AAC’s shareholder. (R.567:23-
24, JA.609-10.) Consequently, the Plan permits AAC to plunder
assets that would otherwise go to policyholders allocated to the
Segregated Account and make them available for claimants of
lower priority.

B. The Segregated Account And Plan Create Unlawful
Subclasses.

Section 645.68 of the Wisconsin Statutes requires that “[n]o
subclasses shall be established within any class.” To allocate
unavoidable losses equitably among claimants and shareholders,
all claimants within a class must be treated equally. The
Segregated Account and Plan violate this prohibition by dividing
claims of AAC’s policyholders into the General Account andvthe
Segregated Account and providing adverse treatment for those
allocated to the Segregated Account.

AAC wrote financial guaranty insurance that covered
municipal bond obligations, residential mortgage-backed security
obligations, and other financial obligations. (R.1:2, JA.247.)

AAC’s insurance policies for the different forms of financial
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obligations are virtually identical. (See R.561:153.) OCI
concedes that the policy claims allocated to the Segregated
Account are in the same class as the policy claims that remain in
the General Account. (Cf R.560:191-92; R.561:137.)
Nonetheless, OCI and AAC divided claims arising under those
policies and are treating those subclasses differently.

First, policyholder loss claims allocated to the Segregated
Account are to be paid 25% of their claim in cash and 75% in
surplus notes of questionable value. (R.567:6 (§1.08), 14 (§1.62),
15 (§2.02), JA.592, 600-01.) Policyholder loss claims left in the
General Account are to be timely paid 100% cash. (See
R.560:199; R.561:57.)

Second, in the event that the General Account is also
placed into rehabilitation, policyholder loss claims in the General
Account will be entitled to Class 3 treatment. Meanwhile, there
is a substantial risk that policyholder loss claims allocated to the
Segregated Account will become general creditor Class 5 claims

in a rehabilitation of the General Account. The Segregated
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Account’s sources of funding are the Note and the Reinsurance
Agreement from AAC to the Segregated Account. (R.1:19-20,
JA.263-64.) In the event AAC enters rehabilitation, the
Segregated Account’s contractual rights under those documents
may become Class 5 claims in that rehabilitation, in which case
policyholder claims in the Segregated Account would receive
payments on account of their loss claims only after loss claims in
the General Account have been paid in full. Thus, policyholders
who obtained the exact same type and class of insurance coverage
from AAC - financial guaranty insurance — could be treated
differently.

The prospect that all of AAC will need to enter
rehabilitation is not far-fetched. OCI concedes that
notwithstanding the creation of the Segregated Account, the
financial condition of AAC remains precarious. (R.613:12-13
(AAC was “financially hazardous” in March 2010 “and it remains
so today”).) In a June 1, 2011 report to the Circuit Court, OCI

conceded that it is considering whether to subject all of AAC to
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rehabilitation proceedings. (See Report on the Rehabilitation of
the Segregated Account of Ambac Assurance Corporation, /n re
Segregated Account of Ambac Assurance Corp., No. 10 cv 1576, at
11 (Dane County Cir. Ct. June 1, 2011), (available at

http://ambacpolicyholders.com/storage/courtfilings/06012011/Rep

ort%200n%20the%20Rehabilitation%206-1-11.pd?).

Third, by paying policyholder claims with surplus notes,
the Plan transforms a Class 3 policyholder claim into a lower
priority claim — such as a Class 10 contribution note claim — the
moment the surplus note is issued. Meanwhile, other
policyholder claimants will retain their Class 3 priority. The
Disclosure Statement provides that “[t]he payment of the
principal of and interest on the Surplus Notes will be expressly
subordinate in right of payment to the prior payment in full of all
... Policy Claims.” (R.372:52-53, JA.394-95; see also R.567:118,
JA.704.) In the event of a future delinquency proceeding
involving the General Account or future liquidation of the

Segregated Account, policyholders holding surplus notes in
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satisfaction of their claims may be subordinated to policyholders

whose claims arose later in time and had not yet been converted

to surplus notes.

In sum, the Segregated Account and Plan violate
Wisconsin’s prohibition on the creation of subclasses. By dividing
claims between the General and Segregated Accounts, and
affording adverse treatment to claims allocated to the Segregated
Account, OCI has failed to treat policyholders “fairly and
equitably” and to equitably apportion unavoidable losses.
Appellants raised this issue below, and the Circuit Court
approved the Plan without addressing those statutory violations.
The Circuit Court’s approval of the Segregated Account structure
and Plan should be reversed and the matter remanded.

IV. The Circuit Court Erred In Approving A Plan That Does
Not Provide Policyholders With Opt-Out Rights Or
Liquidation Value.

The Circuit Court erred in approving a Plan that does not

grant policyholders opt-out rights or provide them the liquidation

value of their claims.
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The Circuit Court initially observed that the Wisconsin
Insurance Code required “that policyholders must receive at least
the liquidation value of their claims from a plan of
rehabilitation.” (R.397:14, JA.238.) Later, the Circuit Court
reversed itself, without explanation, and accepted OCI’s position
that there was no such requirement and affirmed a rehabilitation
scheme that did not assure Segregated Account policyholders the
liquidation value of their claims or grant them the right to opt
.out of the Plan and receive that liquidation value. (R.556:58-59
(1911-12), JA.157-58.)

A.  The Wisconsin And United States Constitutions
Require That Policyholders Receive At Least
Liquidation Value.

The requirement that policyholders receive at least the
liquidation value of their claims is rooted in the constitutional
prohibition against governmental takings. Neblett v. Carpenter,
305 U.S. 297, 305 (1938) (“Carpenter’). In Carpenter, the United

States Supreme Court established the principle that in a

rehabilitation, policyholders must receive at least the liquidation
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value of their claims under the rehabilitation plan or be given the
right to opt out of the plan and receive the liquidation value of
their claims.

Carpenter arose from rehabilitation proceedings of Pacific
Mutual Life Insurance Company of California (“Pacific Mutual”).
Carpenter v. Pac. Mut. Life Ins. Co. of Cal., 74 P.2d 761, 769-71
(Cal. 1937). The rehabﬂitétor proposed a plan that restructured
the business of Pacific Mutual by isolating a discrete subset of
policies. Id. at 768. The California Supreme Court concluded
that the plan was lawful because every policyholder was given
the option “to accept or reject the plan” and those who opted out
were given “the liquidated value of [their] contract rights without
unreasonable delay.” Id. at 777-78. This feature satisfied the
constitutional standard. The United States Supreme Court
upheld the plan in Carpenter precisely because policyholders
were permitted to opt out of the proposed plan and collect the

liquidation value of their claims. Carpenter, 305 U.S. at 305.
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A rehabilitator’s failure to provide at least liquidation value
constitutes an unconstitutional taking of private property for
public use without just compensation. U.S. Const. amend. V,
XIV; Wis. Const. art. I, sec. 13. Appellants have a
constitutionally-protected property interest in their insurance
contracts. See, e.g., U.S. Trust Co. of N.Y. v. New Jersey, 431
U.S. 1, 19 n.16 (1977) (contract rights are property and “may be
taken for a public purpose provided that just compensation is
paid”); Wis. Retired Teachers Ass’n, Inc. v. Employee Trust Funds
Bd., 207 Wis. 2d 1, 18-19, 558 N.W.2d 83, 90-91 (1997)
(individuals have constitutionally-protected property interests in
contractual rights). Contract rights may only be taken or
modified in exchange for just compensation, which, in a
rehabilitation proceeding, means the liquidation value of a
policyholder’s claims. See Carpenter, 305 U.S. at 305; Pac. Mut.,
74 P.2d at 778.

Following Carpenter, courts are in agreement that

policyholders must be able to opt out and receive at least the
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liquidation value of their claims, or receive liquidation value in
the rehabilitation. See, e.g., Commercial Nat] Bank in
'Sbreveport v. Superior Court, 17 Cal. Rptr. 2d 884, 886-87, 899
(Cal. Ct. App. 1993) (rejecting plan that failed Carpenter
standard); Foster v. Mut. Fire, Marine & Inland Ins. Co., 614
A.2d 1086, 1093-94 (Pa. 1992) (“Under [Carpenter, creditors
must fare at least as well under a rehabilitation plan as they
would under a liquidationl.]”); Grode v. Mut. Fire, Marine &
Inland Ins. Co., 572 A.2d 798, 804 (Pa. Commw. Ct. 1990)
(rehabilitation plan may not give parties worse treatment than
they would receive in liquidation); see also National Association
of Insurance Commissioners, Receivers Handbook for Insurance
Company Insolvencies, at 5, 448 (2009) (rehabilitation plan |
should not give policyholders worse treatment than they would

receive in liquidation).
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B. The Rehabilitator Failed To Establish That
Policyholders Will Receive Liquidation Value Under
The Plan.

Before the confirmation hearing, the Circuit Court cited
and adopted the Carpenterliquidation standard, holding that
Wisconsin’s “fairly and equitably” standard means “that
policyholders must receive at least the liquidation value of their
claims from a plan of rehabilitation.” (R.397:14, JA.238.)

The Circuit Court later changed course when it adopted
verbatim OCI’s proposed Confirmation Order and held that
“[t]here is no constitutional or statutory requirement that the
Rehabilitator offer policyholders the right to opt out of the Plan of
Rehabilitation in favor of taking a cash payment equaling the
liquidation value of their permitted policy claim.” (R.556:58-59
(Y11), JA.157-58.) The Court held that “there is no requirement
that the Rehabilitator proves that his Plan offers any particular
policyholder or creditor, or all policyholders and creditors, a more

favorable recovery than might be obtained pursuant to a

liquidation.” (/d. (emphasis added).) That statement is correct as
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far as it goes—policyholders need not receive morein a
rehabilitation than in a liquidation. But they must receive a¢
least as much in a rehabilitation, which they do not here. Nor
are they provided the right to opt out of the Plan and receive the
liquidation value of their claims, which would also satisfy the
constitutional requirement.

The Circuit Court’s Confirmation Order approving the Plan
incorrectly applied the Carpenter analysis. The Court stated
that, assuming a liquidation analysis was required, the one that
OCI offered on the eve of the Hearing was sufficient because the
Court agreed with OCI’s assertion that rehabilitation of the
Segregated Account was preferable to the collateral damages and
other disadvantages that would have occurred if AAC as a whole
were rehabilitated or liquidated. (R.556:58-59 (911-12), JA.157-
58.) That conclusion has nothing to do with the Carpenter
standard. Under Carpenter, courts need not consider whether
liquidation is preferable to rehabilitation—they must determine

what policyholders would recover if a liquidation occurred. The
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Plan fails that test because, in addition to containing no opt-out
mechanism, OCI belatedly presented a flawed liquidation
analysis that failed to quantify the policyholders’ liquidation
value as of the effective date of the Plan. As a result, the Circuit
Court had no basis on which to evaluate whether the Plan meets
the minimum constitutional and statutory threshold.

Although the Segregated Account rehabilitation
proceedings commenced in March 2010, OCI did not submit any
liquidation analysis until November 12, 2010—the business day
immediately preceding the Hearing. (See R.483, JA.578-86, filed
Nov. 12, 2010.) That liquidation analysis was not prepared by
OCI, but by OCI's unnamed financial advisors and legal staff
(none of whom testified at the Hearing). (R.562:74-76.) OCT’s
witnesses were unable to testify how the liquidation analysis was
done, or the bases for its assumptions. (See R.560:241-43;
R.562:74-76.) No discovery was allowed concerning the

liquidation analysis or any other topic. (See, e.g., R.497.)
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OCT’s liquidation analysis thus should not have even been
considered. OCI’s delay in providing the analysis resulted in
unfair surprise and prevented parties from evaluating the
analysis. As shown in further detail in Section VI below, the
entire analysis was inadmissible hearsay and should have been
stricken. Even if the liquidation analysis were admissible,
however, it was insufficient for at least two reasons.

First, the liquidation analysis used the wrong liquidation
date. The appropriate liquidation valuation date is the Plan
effective date. Commercial Nat’l Bank, 17 Cal. Rptr. 2d at 898-
900 (reversing order approving rehabilitation plan because
liquidation value must be determined as of plan effective date,
rather than petition date); see also 11 U.S.C. §1129(a)(7)
(requiring that creditors receive as much under a Chapter 11
reorganization plan as of the plan effective date as they would if
the debtor were liquidated on that date).

Here, OCI submitted a liquidation analysis as of the

commencement date of these rehabilitation proceedings.
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(R.483:6, JA.583; R.562:75-76.) Had OCI used the correct date,
the analysis would have been different. After commencement,
AAC consummated the CDS Settlement, which resolved the
single largest exposure facing AAC and distributed $2.6 billion in
cash and $2 billion in notes. (See R.372:31-34, JA.373-77.) OCI’s
liquidation analysis does not reflect the economics of that
transaction—both as to decreased liabilities (at least

$12.9 billion) and decreased claims paying resources ($2.6 billion
in cash paid pursuant to the settlement). (R.74:15-16; R.515 at
Ex.19, p.8; R.562:81.) In addition, after commencement, the
amount of claims from policies allocated to the Segregated
Account increased. (R.562:208-09.) The liquidation analysis that
OCI tendered on the eve of the Hearing did not take those
significant developments into account and was therefore
fundamentally flawed. (R.483:6-8, JA.583-85.) OCI admitted it
had not prepared a liquidation analysis as of any date after

March 24, 2010. (R.562:75-76.)
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Second, the liquidation analysis failed to include more than
$3 billion of potential assets. The liquidation analysis did not
include recoveries from remediation claims relating to RMBS
policies, which AFG recently estimated at $2.3955 billion."
(R.483:6-8, JA.583-85; R.515 at Ex. 48, p. 7.) The liquidation
analysis also did not include $1 billion of assets held by Ambac
UK, a subsidiary of AAC, “which will be available to AAC [once]
Ambac UK receives approval from its regulator to dividend
monies to AAC.” (R.483:6-8, JA.583-85; R.515 at Ex. 48, p. 8; see
alsoR.562:218-19.) Including those recoveries would have
increased the amount available to satisfy claims in a liquidation
and therefore the amount that policyholders must receive in a

rehabilitation. OCI’s deficient and untimely liquidation analysis

18 Even if AAC’s estimate of the remediation recoveries is inaccurate, some
value should have been assigned to the potential recoveries. If the
remediation recoveries are worth something, then those assets should be part
of the liquidation analysis that defines the constitutional minimum amount
that policyholders must receive.
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thus failed to take into account material claims paying

resources.

Because policyholders allocated to the Segregated Account
are not permitted to opt out of the Plan and receive the
liquidation value of their claims, and because there was no
showing that the Plan affords them at least their liquidation
value, the Plan is unlawful and the Circuit Court erred in
approving it. The Confirmation Order should be reversed and the
matter remanded.

V. The Plan Violates Other Provisions Of Wisconsin Law.
A. The Plan Is An Impermissible Liquidation.

The Plan violates Wisconsin law because it constitutes an
impermissible liquidation under the authority of the
rehabilitation statues.

Under Wisconsin law, a rehabilitator may only take actions

that are “necessary or expedient to reform and revitalize the

19 These problems highlight the prejudice from the late production of the
liquidation analysis and the refusal to permit discovery, which would have
allowed the parties to assess the impact of these errors and possibly identify
additional errors.
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insurer.” Wis. Stat. §645.33(2). A rehabilitation plan must be
prepared “for the reorganization, consolidation, conversion,
reinsurance, merger or other transformation of the insurer.” Wis.
Stat. §645.33(5).

The statute does not permit the “run-off’ or “liquidation” of
the insurer as a permissible purpose for a rehabilitation. The
official comments to Chapter 645 direct that liquidation “must be
used when the insurer’s assets are to be distributed and the
insurer dissolved.” Wis. Stat. Ann. ch. 645, Introductory Cmt. to
subch. IIT — 1..1967, c.89, §17. “Rehabilitation is not appropriate
at a point where a company has been allowed to approach
insolvency, unless substantial additional resources are poured
into the enterprise immediately by contributors of capital funds.”
Wis. Stat. Ann. ch. 645, Introductory Cmts. — 1..1967, ¢.89 §17:
Grounds for Formal Proceedings (emphasis in original); see
generally Lee R. Russ, 1 COUCH ON INS. §5:24 (3d ed. 2010)

(rehabilitation statutes obligate rehabilitator to “devis[e] a plan
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for rehabilitation that will result in the successful continuation of
the business of the insurer”).

Here, the Segregated Account is insolvent. The Plan is
nothing more than a strategy for conducting a de facto liquidation
that will not “reform and revitalize” the Segregated Account.

OCI conceded there were no plans to infuse new capital
into the Segregated Account at any time. (R.560:215.) The Plan
itself “provides for the orderly run-off . . . of the liabilities
allocated to the Segregated Account.” (R.567:5, JA.591.) OCI
agreed that the goal of the Plan was to “run off the liabilities in
the Segregated Account and terminate the Segregated Account
thereafter.” (R.560:215.) The Rehabilitator testified that “this
[was] purely runoff’ and:

we're not trying to build back a AAA company five years
from now to start selling municipal bond insurance.
We're just trying to take the claim’s [sic] paying ability
that it has and make sure the policyholders continue to
have coverage as the company runs off over the next 10 to
20 years.

(R.561:55-56; R.560:152.) OCI does not even claim its goal is to

have the Segregated Account emerge from the rehabilitation as a
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viable business entity capable of writing insurance in the future,
as the law requires.

The distinction between rehabilitation and liquidation is
important because policyholders in a segregated account receive
additional protection in the event of a liquidation. Section
611.24(3)(e) provides that in a liquidation, claims remaining
unpaid “shall have liens on the interests of shareholders, if any,
in all of the corporation’s assets that are not liquidated, and the
rehabilitator may transform the liens into ownership interests
under s. 645.33(5).” Accordingly, if the run-off of the Segregated
Account occurred through a liquidation under Chapter 645 and
claims remainea unpaid, as is expected, claimants would have
liens on the shareholders’ interests in AAC’s assets, including
any assets in any other general or segregated accounts.
However, by running off the liabilities through a rehabilitation,
OCI has allowed AAC’s shareholder to preserve its interests in
AAC, even as policyholder claims that were allocated to the

Segregated Account are not paid in full.
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Moreover, AAC’s shareholder will benefit because the Plan
permits AAC to hoard excess cash, rather than distribute it to
policyholders with impaired claims. Indeed, absolutely no
provision is made in the Plan to ensure that the Segregated
Account policyholders’ claims will be paid to the extent that cash
is available. (See R.567, JA.587-727.) This recapitalization of
AAC for the benefit of AAC’s shareholder in the form of a de facto
liquidation of the Segregated Account violates the Wisconsin
Statutes.

Appellants raised this issue below, and the Circuit Court’s
order approving the Plan failed to address this objection.

B. The Plan Of Operation And Rehabilitation Plan

Unlawfully Strip Assets From Policies Allocated To
The Segregated Account.

The Plan of Operation for the Segregated Account and the
Rehabilitation Plan separate valuable assets from policies
allocated to the Segregated Account, in violation of Wisconsin
law. The Circuit Court erred in approving this improper

allocation of liabilities, but not assets, to the Segregated Account.
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Section 611.24(3)(h) of the Wisconsin Statutes provides
that a Wisconsin insurer may “transfer assets for fair
considefation among the segregated accounts, the general
account and any trust accounts of the corporation.” Section
611.24(3)(b) also requires that “[t]he income and assets
attributable to a segregated account shall always remain
identifiable with the particular accountl.]”

As part of the establishment of the Segregated Account, the
Plan of Operation allocated to the Segregated Account certain
insurance and reinsurance policies, as well as the remediation
claims on account of those policies. (R.12v17'18, JA.261-62.) The
Plan of Operation, TRO, and Section 4.04(g) of the Rehabilitation
Plan, however, credit and transfer to the General Account all
insurance premiums, recoveries from the remediation claims, and
any other reimbursements or payments from the securitization
trusts on account of the policies allocated to the Segregated
Account. (R.1:17-18, 20, JA.261-62, 264; R.9:3, 5, JA.177, 179;

R.567:23-24, JA.609-10.) In other words, the liabilities of certain
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policies were transferred to the Segregated Account, but the
income and other assets associated with those policies, including
future premium payments and subrogation recoveries, remain
with the General Account. Policyholders with active policies in
the Segregated Account must continue to pay their premiums to
the General Account, but their claims will be paid only pennies
on the dollar by the Segregated Account. In addition, recoveries
for reimbursement, remediation, and subrogation on Segregated
Account policies go straight to AAC’S General Account. This is
not a trivial issue. Though there is disagreement about their
precise value, the remediation recoveries alone on policies
allocated to the Segregated Account may be worth over $2 billion.
(R.515 at Ex. 48, p.7.)

| Separating the policies from the premiums, reimbursement
amounts, and the recoveries on account of the iemediation claims
violates Wis. Stat. §611.24(3)(b) because the income and assets
attributable to the Segregated Account must remain identifiable

with that particular account. In addition, AAC failed to prove it
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provided any compensation for those assets, let alone the “fair
consideration” required by Wis. Stat. §611.24(3)(h). Accordingly,
the Plan of Operation and Section 4.04(g) of the Rehabilitation
Plan violate Wis. Stat. §611.24(3)(b) and (h).

C. The Plan Violates Wisconsin’s “Made Whole”
Doctrine.

The Court eired in approving Section 4.04(h) of the Plan,
which violates Wisconsin’s “made whole” doctrine.

The “made whole” doctrine is a well-established insurance
principle rooted in equity, which mandates that “a party claiming
subrogation rights may not recover until the insured is fully
compensated for his or her losses.” Ruckel v. Gassner, 2002 WI
67, 17, 253 Wis. 2d 280, 646 N.W.2d 11, Rimes v. State Farm
Mut. Auto. Ins. Co., 106 Wis. 2d 263, 272, 316 N.W.2d 348, 353
(Wis. 1982) (one claiming subrogation “is barred from any
recovery unless the insured is made whole”). The doctrine
protects against (1) incomplete recovery for the insured, and (2)
shifting loss from the insurer, who was paid to assume the loss,

to the insured, who paid the insurer to protect against loss.
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Ruckel 646 N'W.2d 11, §41. To that end, “an insured must be
made whole before the insurer may exercise subrogation rights
against its insured, even when unambiguous language in an
insurance contract [or, in this case, a proposed rehabilitation
plan,] states otherwise.” Id, 646 N.W.2d 11, 4. The “made
whole” doctrine cannot be overridden by contract. Id.

The Plan violates the “made whole” doctrine because it
requires policyholders to assign their contractual rights to AAC
before they are fully compensated for their losses. Under the
Plan, a policyholder submitting a claim to the Segregated
Account receives a distribution of 25% in cash and 75% in surplus
notes. (R.567:6 (§1.08), 14 (§1.62), 15 (§2.02), JA.592, 600-01.)
Upon receiving that distribution, the Plan forces the policyholder
to assign to AAC all of its rights and recoveries against the
primary obligor for the full amount of the submitted claim.
(R.567:24, JA.610; see also R.372:44 (§V.F.), JA.386; R.562:61-
64.) AAC may exercise its assumed subrogation rights and seek

100% recovery on the policyholder’s claim against the primary
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obligor for the benefit of the General Account. (R.567:24,

JA.610.)

The evidence presented above establishes that the Plan
does not fully compensate policyholders for their losses. The
testimony of the Rehabilitator establishes that the su‘rplus notes
are worth only “cents on the dollar.”20 (R.562:61.) Payment of
cents on the dollar, by definition, does not allow a policyholder to
be “fully compensated for his or her losses.” Ruckel, 646 N.W.2d
11, §17. Because the Plan fails to make policyholders “whole”
before requiring them to assign their claims to AAC, the Plan
violates the “made whole” doctrine.

Section 4.04(h) also leads to inequitable results. The Plan’s
forced assignment of policyholders’ rights against their primary
obligors deprives them of the benefit of the bargain they struck
with AAC. Indeed, the very reason policyholders obtained

insurance from AAC was to obtain an additional source of

20 According to the Rehabilitator, there is “no material difference” between
(1) the surplus notes AAC issued to the CDS Settlement group that trade at
“cents on the dollar” and (2) the surplus notes to be issued under the Plan.
(R.561:184-85.)
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recovery in the event the primary obligor defaulted on its
payment obligations. Section 4.04(h) undermines that purpose by
shifting loss from AAC, which received and continues to receive a
substantial premium to assume that loss, to the policyholders in
the Segregated Account, who paid AAC to protect against loss.
Ruckel, 646 N.W.2d 11, 741.

The Plan is also inequitable because the recoveries that
AAC will obtain through the subrogation of policyholders’ rights
will not be reinvested back into the Segregated Account. Rather,
the Plan allocates those recoveries to the General Account — Ze.,
to the General Account’s creditors, shareholder, and
policyholders, who will receive 100 cents on the dollar on their
claims. (R.372:44 (§V.F.), JA.386; R.562:62-64.) It is inequitable
to take the recoveries from the parties to whom they are due
(Segregated Account policyholders) and reallocate them to third
parties (those with interests in the General Account) that lack

any legal right to those recoveries.
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For these reasons, the Plan violates Wisconsin’s “made
whole” doctrine and is unenforceable as a matter of law. The
Court did not address the Appellants’ objections in this regard

and erred in approving the Plan.

D. The Plan Contains Overly Broad Release, Immunity,
Indemnification, and Injunction Provisions.

The Circuit Court erred in approving the sweeping release,
immunity, indemnification, and injunction provisions contained
in the Plan that needlessly protect AAC’s insiders, its parent
corporation, and other entities not involved in the rehabilitation
of the Segregated Account. (See, e.g., R.567:30-36 (§§8.01, 9.01,
9.02, 10.02), JA.616-22.) Those provisions exceed the
Rehabilitator’s authority under the rehabilitation statutes.

A rehabilitation plan may not confer immunity greater
than that a rehabilitator and his or her employees or agents are
otherwise provided by law. Foster, 614 A.2d at 1104; Grode, 572
A.2d at 811. The official comments to Wis. Stat. §645.34 prohibit
a rehabilitator from insulating the insurer from liability through

rehabilitation: “The rehabilitator should not be permitted to
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escape actions and proceedings instituted against the insurer — if
he needs to do that the insurer should be liquidated, not
rehabilitated — but he should be given time to reconsider
strategy.” Wis. Stat. §645.34, Cmt. — L.1967, c.89, §17.

Section 645.08(2) permits immunity for certain individuals,
including the commissioner, special deputy commissioner,
rehabilitator, and their employees or agents. Although Wisconsin
law thus limits the releases, immunity, and indemnity a
rehabilitator may give or receive, the Circuit Court approved the
Plan’s sweeping provisions that are significantly broader than
what the Wisconsin rehabilitation statutes allow. For example:

e Though only the Segregated Account is in rehabilitation,

Section 8.01 provides that policyholders may not assert any

claims or causes of action against the Segregated Account,

the General Account, AAC, and AAC’s parent, AFG.
(R.567:30-31, JA.616-17.)

e Section 9.01 similarly extends immunity and
indemnification not only to OCI, the Rehabilitator, the
Special Deputy Commissioner, and the Segregated Account,
but also to AAC, the General Account, and AFG. (R.567:35,
JA.621.)

e Section 9.02 extends to these same individuals official
immunity and permits indemnification to be provided out of
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the assets of the Segregated Account. (R.567:35-36,
JA.621-22.)

OCI failed to articulate any rational basis for those
provisions, and none is set forth in the Circuit Court’s order. (See
R.556, JA.100-63.) In particular, OCI provided no explanation as
to why policyholders should release claims they may have against
AAQC, its affiliates, management, and parent corporation — none
.of which are parties in the formal rehabilitation proceedings or
subject to the Circuit Court’s jurisdiction — without any
consideration. (See R.392; R.482.) The official comments to
Chapter 645 state that such relief is not appropriate in a formal
rehabilitation proceeding, which is not designed to permit a
rehabilitator to avoid liabilities. Wis. Stat. §645.34, Cmt. —
L.1967, c.89, §17.

As OCI argued throughout the rehabilitation proceedings,
and the Circuit Court agreed, the General Account and AAC were
not in rehabilitation and were not even subject to the Circuit
Court’s jurisdiction. (See generallyR.73:11; R.151:131.) The

introduction to the Plan states that it does not pertain to the
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General Account’s assets or liabilities. (R.567:5, JA.591.) There
is no justification to grant these absent parties a full release.
Moreover, the release applies to all claims not expressly provided
for in the Plan, while the statute permits a release only for acts
or omissions in the course of duties conducted pursuant to certain
designated provisions of the rehabilitation chapter. See Wis.
Stat. §645.08(2). The Plan’s release, immunity, and indemnity
provisions cannot stand because they are significantly broader
than what is provided for in the law. See Foster, 614 A.2d at
1104; Grode, 572 A.2d at 811.

The injunction provisions in the Plan are similarly
overbroad, as OCI has not demonstrated that such provisions —
particularly concerning AFG or other AAC affiliates — are
necessary and proper for the accomplishment of a successful
rehabilitation. (See R.392; R.482.) A rehabilitator must seek
permission from other jurisdictions to enforce such terms
elsewhere. Wis. Stat. §645.05(2). OCI did not do so here, as

Section 8.01 specifically provides that policyholders are barred
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from acting in a manner inconsistent with the Plan “in any place
whatsoever.” (R.567:30-32; JA.616-18.)

Moreover, the Court erred in continuing the injunctive
provisions first imposed by the TRO in March 2010. (R.556:63,
JA.162; R.567:36 (§10.02), JA.622.) As discussed above, those
provisions are inequitable in that they require policyholders
whose claims are allocated to the Segregated Account to continue
paying premiums and reimbursement amounts to the General
Account even though they have been barred from making claims
under those policies and will not be paid in full when they do.

See supra at pp. 78-81.

OCI presented no evidence demonstrating that the Plan’s
broad release, immunity, indemnification, and injunction
provisions comply with the Wisconsin statutes and applicable
law. (SeeR.392; R.482.)

OCI does not have the authority to grant such broad
releases, injunctive relief, and immunity and indemnification.

The Circuit Court’s Order did not address Appellants’ objections
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to the breadth of these provisions and erred in approving them.

(See R.556, JA.100-63.)

VI. The Circuit Court’s Proceedings And Plan Hearing Were
Fundamentally Unfair And Denied Appellants Due Process.

A. The Circuit Court Denied Discovery Throughout The
Proceeding.

The Circuit Court erred in denying Appellants’ requests for
discovery and in confirming a Plan that was not subjected to
meaningful testing by parties. Appellants were entitled to
discovery under Wisconsin Statute §804.01(2)(a), which permits
discovery regarding any issue relevant to the subject matter
involved in a pending action.

The rehabilitation statute requires that notice and a
hearing be provided before any rehabilitation plan may be
approved. Wis. Stat. §645.33(5). To satisfy due process
requirements, the Circuit Court must afford a meaningful
opportunity to be heard on the merits of the proposed plan. /n re
Ligquidation of Am. Eagle Ins. Co., 2005 WI App 177, Y44, 286
Wis. 2d 689, 704 N.W.2d 44 (“The fundamental requirement of

procedural due process is the opportunity to be heard at a
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meaningful time and in a meaningful manner.”). As “the right to
a hearing embraces not only the right to present evidence but
also reasonable opportunity to learn the claims of the opposing
party and to meet them,” any hearing regarding Plan
confirmation that was held without sufficient information or time
to evaluate and test the Plan does not satisfy due process.
Brotherhood of R.R. Trainmen v. Swan, 214 F.2d 56, 59 (7th Cir.
1954) (citation omitted); see also In re Am. Eagle, 7104 N.W.2d 44,
945.

National standards in rehabilitation proceedings support
permitting policyholders and other interested parties an
opportunity to challenge a rehabilitation plan after discovery.
For example, in Grode, the court ordered the rehabilitator “to
allow the Policyholders Committee and all interested persons
access to [the insurer’s] books and records” because the
rehabilitator previously “had released no financial information or
documentation to substantiate” the projected payments to

policyholders under the plan. 572 A.2d at 801-02. Similarly, the
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Carpenter proceedings that established the minimum
constitutional threshold for rehabilitation plans included a
confirmation hearing that lasted weeks and during which
interested parties were permitted to intervene, take evidence,
and propose alternatives. Pac. Mut., 74 P.2d at 770-71.

In violation of those basic rights, the Circuit Court denied
all requests for discovery that would have permitted Appellants
to evaluate OCI’s and AAC’s assertions regarding the Plan and to
prepare for and participate in the Hearing meaningfully on a
level playing field. (See, e.g., R.127:16-17, JA.210-11; R.497.)
The Circuit Court permitted OCI to release only such information
as it chose and to withhold the backup for its critical conclusions.
The Circuit Court accepted the unsupported, self-serving
assertions and documents that OCI and AAC saw fit to share.
(See R.556:12 (] 20), JA.111.) Appellants were forced to cross-
examine OCI’s witnesses without being afforded the opportunity

to depose them.
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The Circuit Court’s failure to permit discovery was
particularly harmful because OCI did not establish a foundation
for the evidence on which the Circuit Court relied in approving
the Plan. OCI never produced any of the supporting documents
underlying the Disclosure Statement or provided the parties with
any basis to verify the accuracy of OCI’s statements or
calculations. OCI’s late-produced liquidation analysis was
entirely anonymous and unsupported. Discovery was important
here because OCI expressly disclaimed the ‘;accuracy or
completeness” of the Disclosure Statement. (R.372:3, JA.345.)

In denying Appellants’ requests for discovery and
permitting the Hearing to proceed based on evidence that was not
subject to testing or evaluation, the Circuit Court violated
Wisconsin Statute §804.01(2)(a) and Appellants’ due process
rights.

B. The Circuit Court Erred In Scheduling An Expedited
Hearing.

The Circuit Court denied Appellants their due process

rights under the Due Process Clause of the Fourteenth
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Amendment to the United States Constitution and Article I sec. 1
of the Wisconsin Constitution by scheduling the Hearing barely
one month after the Plan and Disclosure Statement were first
released, and one business day after OCI provided its liquidation
analysis. (SeeR.471:81-84; R.387, JA.221-24.)

The expedited hearing schedule that the Circuit Court
imposed did not afford Appellants sufficient time to review OCI’s
Plan and Disclosure Statement, particularly given that OCI itself
had been working on the rehabilitation for at least two years and
on the Plan for at least six months. That imbalance, coupled with
OCT’s refusal to release information in its complete discretion,
put Appellants at an unnecessary and inequitable disadvantage
during the Hearing.

OCI articulated no defensible reason for an expedited
hearing. OCI’s rationale for seeking a quick hearing was that
policyholders were not receiving payouts on their policies
pursuant to the claims moratorium imposed by the TRO.

(R.471:23-24.) Yet policyholders who participated in the Circuit
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Court unanimously opposed the expedited process and sought
more time and information. (See id. at 48-55, 62-74.) Despite
OCT’s assertions, which were not supported by any evidence, no
AAC policyholders participated in the proceedings to push for a
fasterresolution. (SeeR.471.) Moreover, as of the date of this
filing, OCI has yet to consummate the Plan and make payments
to policyholders, without any adequate explanation. (See

http://ambacpolicvholders.com/.)

Appellants sought a February 2011 hearing to give them
sufficient time to review the Plan documents. This schedule was
equivalent to the schedule the Circuit Court approved in a
previous rehabilitation proceeding. (See R.471:53-55.) Although
OCI professed a need to secure prompt confirmation of the Plan
when it rejected Appellants’ request, it has not acted with similar
urgency once it had the Confirmation Order in hand. The
Hearing concluded on November 30, 2010, and the Order was
issued on January 24, 2011. Yet, the Plan has not been

implemented—months after OCI insisted a speedy hearing date
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was required so that it could begin paying policyholders as soon
as possible. As recently as June 1, 2011, OCI announced that the
threshold conditions for the Plan to become effective have not yet
occurred. (See Report on the Rehabilitation of the Segregated
Account of Ambac Assurance Corporation, In re Segregated
Account of Ambac Assurance Corporation, No. 10 cv 1576, at 9

(Dane County Cir. Ct. June 1, 2011), (available at

- httpi//ambacpolicyholders.com/storage/courtfilings/06012011/Rep

ort%200n%20the%20Rehabilitation%206-1-11.pd ).

Moreover, none of the steps that were necessary for Plan
implementation — such as receiving no-action letters from various
jurisdictions and working out claims payment logistics with
trustees — were dependent on an order confirming the Plan. (See
R.567:26-27, JA.612-13.) Even with a February 2011 hearing
| date, OCI could have resolved these other conditions in the
interim and would not have been delayed beyond where it is
today. In other words, OCI’s “need” for an expedited hearing was

an attempt to gain a strategic advantage over Appellants at the
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expense of their due process right to a meaningful opportunity to

be heard.

C. The Circuit Court Admitted And Considered
Unreliable Hearsay.

The Circuit Court erred in admitting and considering the
Disclosure Statement and other documents, which were
unreliable and inadmissible hearsay that OCI, as a litigant, and
- its counsel created specifically for the Hearing.

OCI requested at the outset of the Hearing that the Circuit
Court apply a relaxed evidentiary standard and admit various
documents, such as the Disclosure Statement and its related
amendments and supplements (which contained the liquidation
analysis), without an evidentiary foundation. (R.485:1-2.) Over
objection, the Circuit Court ruled that the Disclosure Statement
and related materials were admissible as public records. The
Circuit Court held it could take judicial notice of documents that
had been filed with it. (R.560:91-92; R.564:47-51.) This was not
harmless error. The Circuit Court order approving the Plan is

replete with references to this “evidence,” demonstrating that
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these materials were critical to the Court’s approval of the Plan.
(R.556:12 (Y 20), JA.111.)

The Circuit Court erred as a matter of law. It lacked the
authority to ignore the Rules of Evidence in the Plan
confirmation proceedings. The Rules of Evidence “govern
proceedings in the courts of the state of Wisconsin except as
provided in ss. 911.01 and 972.11.” Wis. Stat. §901.01. The term
“proceedings” is broadly defined to include “actions” (which
include all civil and criminal matters) and “special proceedings.”
Wis. Stat. §801.01(1); Judicial Council Comm. Note to Wis. Stat.
§911.01(2). As part of a civil action, the Hearing was therefore a
“proceeding” governed by the Rules of Evidence unless covered by
one of the listed exceptions.

Here, neither Wis. Stat. §911.01 nor §972.11 exempts
proceedings regarding a rehabilitation plan from the Rules of
Evidence. When the Legislature intends to exempt proceedings
from the Rules of Evidence, it has done so by statute. The

Legislature has identified the proceedings to which the Rules of
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Evidence are inapplicable, and rehabilitation proceedings are not
among them. See Wis. Stat. §911.01(4).

The Circuit Court did not follow the Rules of Evidence,
which applied with full force, and it erred when it admitted the
Disclosure Statement and related materials. Here, the
Disclosure Statement and related materials were inadmissible for
at least four reasons.

First, although OCI claimed that the Disclosure Statement
and the Supplements were not “being offered for the truth of the
statements,” that is exactly how OCI — and the Circuit Court —
used them. (R.560:85.) OCI and its witnesses relied on the
financial projections and liquidation analysis in those documents
as substantive evidence to support the decisions OCI made. (/d.
at 89.) OCI asked the Circuit Court to “consider [the Disclosure
Statement and Supplements] part of the record for all purposes.”
(Id. at 73 (emphasis added).) The Circuit Court indicated in its
order that it did consider them for their truth in upholding the

Plan. (R.556:12 (]20), JA.111 (noting that the Circuit Court gave
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particular weight to the Disclosure Statement and amendments
and supplements).) Because those documents were out-of-court
declarations of unknown witnesses that were offered — and
considered — for their truth, the materials were hearsay and
should have been excluded. Wis. Stat. §908.01(3).

Second, the Disclosure Statement and related materials
were not within the “public records” exception to the hearsay
rule. Under Wis. Stat. §908.03(8), records, reports, statements
and data compilations of public officials are exempted from the
hearsay rule if they set forth: “(a) the activities of the office or
agency, or (b) matters observed pursuant to duty imposed by law,
or (¢) in civil cases . . ., factual findings resulting from an
investigation made pursuant to authority granted by law.” Wis.
Stat. §908.03(8). Here, the Disclosure Statement and
Supplements did not satisfy any of the criteria for the public
records exception.

The public records exception applies to material created by

public officials when they are acting pursuant to a duty imposed
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by law. See Daniel D. Blinka, 7 WISCONSIN PRACTICE SERIES,
Wisconsin Evidence §803.8 (3d ed. 2010). In this case, OCI
expressly disavowed that it was required by law to prepare the
Disclosure Statement and related documents. The Disclosure
Statement specifically provides that “the disclosure contained
herein is not required by the Wisconsin Statutes.” (R.372:2,
JA.344.) OCI also stated that in Wis. Stat. §645.33 “there’s no
requirement that we provide any type of information.” (R.560:85.)
Further, Wis. Stat. §908.03(8) applies only to documents
that a public agency or office created in his or her official
capacity. Materials prepared by a consultant to an agency are
not covered. See, e.g., In re Guardianship of R.S., 162 Wis. 2d
197, 205, 470 N.W.2d 260, 263 (1991) (report of private consulting
psychologist not a public record). Here, OCI did not establish
who created the Disclosure Statement and related materials, let
alone that it did so in the course of its official activities. OCI’s
external counsel wrote that the Disclosure Statemenf was

“prepared with great effort by OCI and its advisors, with able
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assistance from the Management Services Provider [AAC].”
(R.484:32.) Moreover, all of the amendments and supplements to
the Disclosure Statement were signed by OCI’s external counsel.
(See id. at 41; R.390:3, JA.509; R.483:9, JA.586.) They were not
prepared by public officials and were not public reports. Indeed,
OCI conceded that the liquidation analysis was prepared by its
external financial advisors who did not testify and were not
deposed (R.560:241-42), and that the Rehabilitator’s November
12 supplement to the Disclosure Statement “doesn’t refer to
where [it] comes from.” (R.563:249.) Thus, OCI failed to prove —
and the evidence refutes — that the documents were OCI’s
documents.

In addition, the public records exception is premised upon a
belief in the impartiality and integrity of public officials and does
not apply if “the sources of information or other circumstances.
indicate lack of trustworthiness.” Wis. Stat. §908.03(8). When
litigation is pending or anticipated, questions about the

reliability of the records arise. See Blinka, 7 WISCONSIN
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PRACTICE SERIES, Wisconsin Evidence §803.8 (noting “[plossible
bias when reports are prepared with a view to litigation” as a
factor bearing on a purported public record’s reliability). In this
case, the Disclosure Statement and related materials were all
filed on or after October 8, 2010, approximately six months after
OCI petitioned for rehabilitation on March 24, 2010. During
those six months, ‘extensive litigation ensued and many parties
objected to OCI’s actions. Further, OCI expressly disclaimed the
reliability of the documents. (R.372:3, JA.345.) Therefore, the
creation of the Disclosure Statement materials as a litigation
document undermines the premise of impartiality and integrity
typically afforded to public records.
The Circuit Court’s interpretétion of the public records
‘exception violates public policy. Under its interpretation, any
public official who is a party in a pending proceeding could
‘introduce into evidence as a public record any document that was
created during the litigation, including attorney work product

created during the pendency of the litigation. The Legislature
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could not have intended to give public officials carte blanche to
create and freely introduce any self-serving material for its truth.

In any event, even if the Disclosure Statement and related
materials qualified as public records, each layer of hearsay — and
there are multiple levels of hearsay in those documents — must
qualify under an exception to the hearsay rule. See Wis. Stat.
§908.05 (“Hearsay included within hearsay is not excluded under
the hearsay rule if each part of the combined statements
conforms with an exception to the hearsay rule provided in this
chapter.”); State v. Gilles, 173 Wis. 2d 101, 114, 496 N.W.2d 133,
139 (Wis. Ct. App. 1992). OCI did not even attempt to prove that
a hearsay exception applies to both the document itself and each
layer of hearsay in the document, and the Circuit Court indicated
that OCI was not even required to do so. (See R.560:92.)

Third, the Disclosure Statement and Supplements cannot
be the subject of judicial notice simply because, as the Circuit
Court ruled, they were filed in Court. (/d. at 91.) Wis. Stat.

§902.01 provides that a court may judicially notice a fact that is
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“generally known within the territorial jurisdiction of the trial
court” or “capable of accurate and ready determination by resort
to sources whose accuracy cannot reasonably be questioned.”
Wis. Stat. §902.01(2). Judicial notice is often used to introduce
known facts, such as weather reports or scientific facts. Where,
as here, the accuracy of OCI's materials is “subject to reasonable
dispute” (Wis. Stat. §902.01(2)), a court can only take judicial
notice of the existence of the documents, not the disputed facts
contained therein. See In re Termination of Parental Rights of
Brittany Ann H., 2000 WI 28, 153, 233 Wis. 2d 344, 607 N.W.2d
607 (circuit court cannot take judicial notice of facts “subject to
reasonable dispute”). The Circuit Court erred in taking judicial
notice of the Disclosure Statement and related materials for their
truth.

Fourth, OCTI’s use of the supplements and amendments to
the Disclosure Statement, including the liquidation analysis,
constituted unfair surprise because OCI filed them at the

eleventh hour before the Hearing began. The liquidation analysis
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that was filed the business day immediately preceding the
Hearing is a complex financial document. (R.483, JA.578-86,
filed November 12, 2010.) OCI did not identify who performed
the calculations, who prepared the documents, and on what
information they relied. (See id.) That information should have
been provided well in advance of the Hearing, especially because
the liquidation value is the constitutional minimum that
policyholders must receive under a rehabilitation plan.
Carpenter, 305 U.S. at 305. The late introduction of those
documents was prejudicial because it denied Appellants the
opportunity to evaluate the evidence or take depositions or other
discovery to investigate their assumptions, methodology, and
reliability.

The Circuit Court erred in admitting and relying upon the
Disclosure Statement, liquidation analysis, and other hearsay. |
Because the inadmissible hearsay included the liquidation
analysis that forms the basis of the constitutional standard for

plan evaluation, and because the Circuit Court acknowledged
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that it relied heavily on hearsay in issuing the Confirmation

Order, the Confirmation Order should be reversed.

CONCLUSION

Appellants respectfully request that this Court reverse the

Circuit Court’s orders approving the creation of the Segregated

Account and the Confirmation Order approving the Plan and

remand the matter.

Dated this 17th day of June, 2011.
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