STATE OF WISCONSIN CIRCUIT COURT DANE COUNTY

In the Matter of the Rehabilitation of:

Segregated Account of Case No. 10 CV 1576
Ambac Assurance Corporation

CAPCO’s BRIEF IN SUPPORT OF ITS OBJECTION TO
THE PROPOSED PLAN OF REHABILITATION

‘The Consumer Asset Protection Company (“CAPCO”) submits this brief in
support of its Objection to the Plan of Rehabilitation submitted by the Wisconsin
Office of the Insurance Commissioner as the court-appointed Rehabilitator for the
Segregated Account. CAPCO objects to the Plan’s treatment of any potential CAPCO
claim against Ambac as a “general claim” rather than a “policy claim.” as those terms
are defined in the Plan. By classifying claims under a reinsurance contract as “general
claims,” the Plan effectively subordinates such claims to other “policy claims.” Under
the plain terms of the applicable Wisconsin statutes, a reinsurance agreement is entitled
to treatment equal to that provided by the Plan for “policy claims.”

The Plan and its related documents do not explain why reinsurance contracts are
treated in this fashion, other than to suggest vaguely that they are “not entitled to
priority.” However, CAPCO has been advised by counsel for the Insurance
Commissioner that the Plan’s treatment of reinsurance contracts is based on the
Commissioner’s interpretation of Wis. Stat. § 645.68, which governs the “order of
distribution” for creditors in a rehabilitation proceeding. Affidavit of John Franke, 9§ 8.
CAPCO objects to this interpretation, and asks the Court to find that, as a matter of
law, reinsurance contracts are entitled to treatment as “ILoss Claims” under the terms
of the statute and therefore entitled to treatment as “policy claims” under the terms of

the Plan of Rehabilitation.



This conclusion follows unambiguously from the plain language of the statute,
and it find further support in the statute’s legislative history. The Wisconsin courts
have not had occasion to address the question of where a reinsurance contract claim
falls in the order of priotity established by Wis. Stat. § 645.68. Appellate courts in a
number of other states have addressed similar statutes, and have concluded that
reinsurance contracts should not be afforded the same priority status given to the
claims of direct policy beneficiaries. However, these cases apply the case law,
definitions and legislative history pertinent to their respective jurisdictions, and apply
those considerations to statutory language that is different than the words of the
Wisconsin statute. The language, case law, definitions and legislative history relevant to
the interpretation of the Wisconsin statute are all unique and support a different result.
For the reasons discussed below, the language of Wisconsin’s statute does not
subordinate reinsurance contract claims to other “policy claims” in a Chapter 645

rehabilitation proceeding.

Background

The Court is fully familiar with the procedural background of this case,
including the petition for rehabilitation filed by the Commissioner of Insurance on
March 24, 2010 and the Plan of Rehabilitation subsequently filed on October 15, 2010.
CAPCO’s connection to this Rehabilitation proceeding stems from a reinsurance
contract between it and Ambac. A copy of this contract is attached as Exhibit 1 to the
Affidavit of Attorney John Franke.

The Customer Asset Protection Company, or CAPCO, is an insurance
company formed by vatious securities firms for the purpose of providing additional

protection to the firm clients for losses in the event that the firm should fail." Such

! The background information in this paragraph and the two subsequent paragraphs relies on the
Affidavit of Attorney John Franke, { 2-7.



clients wete already provided coverage for by the Securities Investor Protection
Corporation; CAPCO was created to provide supplemental or “excess” protection for
losses that exceeded the coverage provided by SIPC.

CAPCO was created in late 2003 and is licensed in the state of Vermont as an
insurance company, but the only insurance it has provided is the coverage for firm
clients described above. This coverage was accomplished by the issuance of various
bonds to the member firms that provided for the payment of claims to clients who
suffered losses exceeding amounts covered by SIPC. CAPCO’s contract with Ambac
provides that Ambac would assume some of the risk that CAPCO would have to pay
for claims made by brokerage firm clients under the terms of the bonds. Under this
contract, Ambac and another company, Assured Guaranty Corporation, indemnified
CAPCO for its losses if claims under the bonds exceeded certain amounts.

All of the outstanding bonds issued by CAPCO expired by February of 2009.
No claims have been made against CAPCO at any time, and none can be made except
possibly under bonds issued to Lehman Brothers Inc. and Lehman Brothers
International (Europe). Because insolvency proceedings were commenced against this
two entities prior to the expiration of the relevant bonds, a customers of those firms
may have a claim as a beneficiary under the bonds. Several things must happen before
a client can make a claim under the bonds, including the resolution of the complicated
Lehman Brothers bankruptcy, and it is likely to be at least several years before CAPCO
can determine whether it has any claim against Ambac under the terms of its
reinsurance contract.

When the Segregated Account was created in connection with this rehabilitation
proceeding, CAPCO’s contract with Ambac was placed in that account, along with
several other reinsurance agreements. See Petition for Rebabilitation, Schedule F. The
Petition for Rehabilitation, the Plan of Rehabilitation, and the many related documents

filed by the Commissioner do not explain why CAPCO’s contract was placed in the
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Segtegated Account. It appears to have been based primarily on the Commissionet’s
view that such contracts were subotdinate to claims made under other Ambac
insurance contracts. See Affidavit of John Franke, § 8.

The subotdination of CAPCO’s contract is not specifically discussed or
explained in the Plan. This subordination is achieved by the definitions of “general
claims” and “policy claims,” which simply establish by definition that a claim under an

insurance contract is a “general claim.”

1.28 General Claims. All Claims which are not Administrative
Claims or Policy Claims, and are not otherwise entitled to priority
under the Act or an otder of the Court, including, but not limited
to,. . . (i) any Claim submitted under a reinsurance agreement
allocated to the Segregated Account, as identified in Exhibit F to
the Plan of Operation.

1.48 Policy. Any financial guaranty insurance policy, surety bond ot
other similar guarantee allocated to the Segregated Account pursuant
to the Plan of Operation.

1.49 Policy Claim. A Claim under a Policy or Policies.
Plan of Rebabilitation, at 5, 8. For the most part, the procedures for the handling of both
types of claims are similar. However, the provisions for payment of such claims are
very different. The Segregated Account will pay 25% of an approved policy claim in
cash and provide the holder of the claim with a “Surplus Note” for the remaining 75%.
Such notes bear an interest rate of 5.1% and mature on June 7, 2020. Approved
general claims receive no cash, and are paid entirely with “Junior Surplus Notes,”
bearing the same interest rate and maturity date as Surplus Notes. Any and all of these
payments are dependent on the Segregated Accounts ability to pay and are subject to
the approval of the Commissioner. Most significantly, Junior Notes will not be paid

until all Surplus Notes have been satisfied. Thus, CAPCO will not receive any



payment on its claims until all policy claims have been paid or the Commissionet is

otherwise satisfied that such claims will be paid.
Legal Standards

A. Principles of Statutory Interpretation
The Wisconsin courts have discussed the principles that govern statutory
interpretation many times, including the following summary in Cesare Bosco v. Labor &

Industry Review Commission, set forth here with the numerous citations omitted:

When interpreting statutes, our goal is to give effect to the language
in the statute. We begin by looking to the language of the statute
because we “assume that the legislature’s intent is expressed in the
statutory language.” Technical terms or legal terms of art appearing
in the statute are given their accepted technical or legal definitions
while nontechnical words and phrases are given their common,
everyday meaning. Terms that are specifically defined in a statute are
accorded the definition the legislatute has provided. In addition, we
read the language of a specific statutory section in the context of the
entire statute. Thus, we interpret a statute in light of its textually
manifest scope, context, and purpose.

If this process of analysis yields a plain, clear statutory meaning,
then there is no ambiguity and the statute is applied according to this
ascertainment of its meaning. If the statute is unambiguous, there is
no need to resort to extrinsic sources such as legislative history; we
simply apply the language of an unambiguous statute to the facts
before us. A statute is not ambiguous merely because the parties
disagree as to its meaning or because different courts have reached
different conclusions. A statute is ambiguous if it is “readily
susceptible to two or more meanings by reasonably well-informed
individuals.”

2004 WL 77,9 23-24; 272 Wis. 2d 586, 681 N.W.2d 157.

B. Standard of Review
The Commissionet’s interpretation of Wis. Stat. § 645.68 involves a question of

law which is not binding upon a reviewing court. Loca/ 695 v. LIRC, 154 Wis. 2d 75, 82



(1990). The coutts generally apply one of three levels of deference to an agency’s
statutoty interpretations: great weight, due weight, and de zovo review. Saunk County .
WERC, 165 Wis. 2d 406, 413 (1991). Howevet, under any standard of review, an
agency’s interpretation cannot be upheld if it is contraty to the clear meaning of the
statute. UFE Ine. v. LIRC, 201 Wis. 2d 274, 287 (1996).

Undet de novo review, there is no deference to the agency. This standard applies
when the matter is one of first impression for the agency and where the agency lacks
special expertise or experience in determining the questions presented. [Jicha v. DILHR,
169 Wis. 2d 284, 291 (1992); WSEU ». WERC, 189 Wis. 2d 406, 411 (Ct. App. 1994).

A second level of review, identified as due weight deference, is appropriate when the
agency has some experience in an atrea, but has not developed the expertise which
necessarily places it in a better position than the court to make judgments regarding
statutory interpretation. UFE Inc. v. LIRC, at 287. Under this standard, the court will
uphold a reasonable interpretation of the statute unless the court finds that there is a
more reasonable interpretation.

Under the “great weight” standard, an agency’s decision must be upheld if it is
reasonable, even if the court believes a different conclusion might be more reasonable.

Four requirements must be met in order for this level of deference to apply:

(1) the agency was charged by the legislature with the duty of
administering the statute; (2) that the interpretation of the agency is
one of long-standing; (3) that the agency employed its expertise ot
specialized knowledge in forming the interpretation; and (4) that the
agency’s interpretation will provide uniformity and consistency in the
application of the statute.

Harnischfeger Corp. v. LIRC, 196 Wis. 2d 650, 660 (1995).
Here, the record before the court does not identify the Commissionet’s
reasoning for the application of any particular interpretation of the statute, or

demonstrate that the Commissioner has any particular expertise that places it in a



bettet position than the court to make a determination of the statutory intent, or
establish that there has been a longstanding interpretation of these particular statutory
provisions. Under such circumstances, the Commissionet’s decision would be subject
to de novo review or, at most, due weight deference. It is, however, CAPCO’s position
that the Commissioners interpretation is contrary to the statutes plain meaning, and

cannot be sustained even if given great weight deference.

Wis. Stat. § 645.68

The full text of Wis. Stat. § 645.68 is set forth in Appendix A. This statute sets
a priority for the distribution of claims from the insuret’s estate, a ptiority that applies
to rehabilitation as well as liquidation. In order of priority, the first seven classification

titles are as follows:

(1) ADMINISTRATION COSTS.

(3) Loss CLAIMS

(3¢c) FEDERAL GOVERNMENT CLAIMS AND INTEREST
(3m) CERTAIN INJURY CLAIMS

(3r) WAGEs

(4) UNEARNED PREMIUMS AND SMALL LOSS CLAIMS
(5) RESIDUAL CLASSIFICATION 2

At issue here is whether a reinsurance contract claim is a loss claim under (3) or patt of
the residual classification under (5). CAPCO contends that its potential claims belong
under subsection (3); the Commissioner apparently believes CAPCO’s claims fall

under the “residual classification” of subsection (5). The pertinent portions of

subsections (3) and (5) are as follows:

2 There is no subsection (2) at this time, although there was in the original list of classifications. This
will be discussed in connection with the legislative history below. The classifications after subsection (5)
are (6) JUDGMENTS; (7) INTEREST ON CLAIMS ALREADY PAID; (8) MISCELLANEOUS SUBORDINATED
CLAIMS; (9) BONDS; (10) CONTRIBUTION NOTES; (11) PROPRIETARY CLAIMS. See Appendix A.



(3) Loss CLAIMS. All claims under policies for losses incurred,
including 3“-patty claims and federal, state, and local government
claims, except the first $200 of losses otherwise payable to any claimant
under this subsection other than the federal government. . . .

(5) RESIDUAL CLASSIFICATION. All other claims, including claims of
any state or local government, not falling within other classes under
this section and claims desctibed in s. 645.69. Claims, including those
of any state or local governmental body, for a penalty or forfeiture,
shall be allowed in this class only to the extent of the pecuniary loss
sustained from the act, transaction or proceeding out of which the
penalty or forfeiture arose, with reasonable and actual costs occasioned
thereby. The remainder of such claims shall be postponed to the class
of claims under sub. (8).

ARGUMENT

I. The Plain Language of the Statute
Requires that a Reinsurance Contact Claims be
Treated as a Loss Claim Under Subsection (3).

Wis. Stat. § 645.68 does not specifically refer to “reinsurance contracts.”
However a the plain language of the statute place claims under such contracts cleatly
within the scope of the “Loss Claims” in subsection (3) and undet no other subsection.
The description of “Loss Claims” begins by including “All claims under policies for
losses incurred . . .7 CAPCO’s claims against Ambac will be for losses it incurs by
having to pay client claims under the terms of its bonds. Thus, the only question is
whether a reinsurance contract is a “policy” as that term is used in this very simple
phrase.

Wis. Stat. § 600.03 provides a long list of definitions applicable to Chapter 645,

and includes this definition of “policy™:

(35) “Policy” means any document other than a group certificate
used to prescribe in writing the terms of an insurance contract,
including endorsements and riders and setvice contracts issued by

motot clubs.



Section 600.03 does not define “insurance contract,” but it seems beyond dispute that
a teinsurance contract is a type of insutance contract and that the CAPCO contract

with Ambac is a “document used to presctibe in writing the terms of an insurance

3
contract.”

Wisconsin case law has repeatedly endorsed a broad definition of insurance, and
there is nothing to suggest that insurance does not include reinsurance. In Shakman v
United States Credit System, 66 N.W. 528 (1896), the court concluded that a contract
whereby the defendant company guaranteed a merchant against losses resulting from

the insolvency of its customers was an insurance contract:

An insurance contract is a contract whereby one party agrees to
wholly or partially indemnify another for loss of damage which he
may suffer from a specified petil. The peril of loss by the insolvency
of customers is just as definite and real a petil to a merchant or
manufacturer as the peril of loss by accident, fire, lightning, ot
tornado, and is, in fact, much mote frequent.

66 N.W. 528, at 531. This definition was cited favorably in Sims v. Manson, 25 Wis.2d
110,114 (1964), along with this definition from the federal coutt of appeals:

. Insurance involves essentially a contractual security against
anticipated loss. The risk of loss on the part of the insured is
occastoned by some future or contingent event, and is shifted to or
assumed by the insurer. There is also a distribution of the risk of loss
by the payment of a premium or other assessment into a genetal
fund.

[eiting Metropolitan Policy Retiring Assoc., Inc. v. Tobriner, 113 U.S. App. D.C. 168, 170, 306
F.2d 775, 777 (1962)).
The CAPCO contract with Ambac indisputably satisfies this concept of

insurance and the definition of “policy.” It therefore fits the plain language of “Loss

3 Section 600.03(25) establishes that “insurance” includes certain particular things, but does not define
the term. Section 600.02(2) confirms that “Statements that a term ‘includes’ or ‘excludes’ something
else are not definitions.”



Claims.” There is no reason to look elsewhere in the statute for an appropriate

classification and no reason to relegate such claims to the “residual classification.”

II. If Necessary, the Legislative History
Demonstrates a Legislative Intent that Reinsurance
Claims be Included as Loss Claims.

For reasons discussed above, thete is no ambiguity in the statutory scheme that
requires resort to extrinsic evidence of legislative intent. Just as the statute does not
reference claims under reinsurance contract, the legislative history does not mention
such claims. However, should the court find that the plain language and definitions
discussed above are not sufficiently clear, the legislative history demonstrates the same
intent as is conveyed by the words of the statute, that is, that reinsurance policy claims

are to be treated as “Loss Claims.”

A. The Creation of Chapter 645

Chapter 645 was created as a part of Act 89 of 1967. This Act included
extensive and detailed comments, and the pertinent portions of the Act ate included as
Appendix B.* Just as the statute does not reference claims under reinsurance contract,
these comments do not mention teinsurance contracts. However, the comments to
the Act clearly support three relevant conclusions with respect to the legislative intent

regarding reinsurance claims:

> reinsurance claims do not belong in subsection (5);

> such claims logically belong above the claims placed in
subsection (4);

> nothing suggests a legislative intent to temove ot exclude such
claims from subsection (3).

4 Appendix B includes the list of all sections of the new Chapter 645, the Preliminary Comment for
the entire chapter, and the particular statutory language and comments for § 645.68.
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While the original classifications differ somewhat from the current list, for
putposes of the ptiority of claims issue before the Court, the classifications and ordet
of ptiotity wete quite similat. The first five classification titles in the initial version of

Chapter 645 were as follows:

(1) ADMINISTRATION COSTS.

(2) WAGES

(3) LosS CLAIMS

(4) UNEARNED PREMIUMS AND SMALL LLOSS CLAIMS
(5) RESIDUAL CLASSIFICATION.

As with the discussion of the current statute above, the question at hand is whether a
reinsurance contract claim falls in the Loss Claim category or the Residual
Classification.

In determining the answer to this question, the comments with respect to
subsections (3), (4) and (5) are all helpful. The “Introductory comment” to § 645.68
includes a brief description of these three categories, with more detailed comments
following the statutory language for each of the categoties. The “Introductory

comment” includes the following:

{8) Losy cloims. This iz limited to large claims, the cases where the
most bardship will result if foll payment is not made reasonably promptly.

{4} Unecarned premivm reserve and small loss olaims. If this priority
can be reached and these claims paid in full, the enterprise will have car-
ried out the social finction of insurahce in a ressonably adequate way.

(5) Residual clossificntion, This includes ordinary commercial debts
and debls owing to govermments, such as taxes. It is lkely to be small
in amonnt relative to the toksl of all clalms,

Appendix B, at 7.
B. Subsection (5): RESIDUAL CLASSIFICATION
The introductory comment cited above indicates that this category includes

“ordinary commercial debts” and debts to government, such as taxes. The more

detailed comment following the statutory language of subsection (5) begins as follows:
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Comment on sub. (5): This is the residusl clasgification, and includes a
oreat variety of clalms; though in agorerste smount, jt will vsgaliy be

unimportant. This priority and all below it are of relatively lesser social
importance. They are just debts, having no signifieant relationship to the
important role insuratice plays in our seciety.

Appendix B, at 10.> The comments cited above demonstrate that this category was not
intended to include reinsurance claims. Such claims are not likely to be small. They
ate not “just debts,” nor are then “unimportant.” Rather, they are directly related to
the role that insurance plays in our society, namely, allowing one person or entity to
shift risk to an entity that is in a bettet position to handle that risk. Reinsurance claims

obviously have no business being placed in this category.

C. Subsection (4): UNEARNED PREMIUMS AND SMALL LOSS CLAIMS
The full comment following the statutory language of subsection (4) is as

follows:

Comment on sub. (4}); Unearned premium claimants are placed in ﬁne
after loss claimants, to help ensure the continuity of insuranee protection,
and the performance of insyrer functions. The holders of asseszable poli-
cies arg not granted any such priority since traditionally their payments
are ‘ﬁmded as partially in the natare of capital contributions. With un-
:';ai;n'm fmmmma iz included the “deductible” portion of loss claims from

Appendix B at 10. This comment makes clear an intent that the liquidated company is
expected to perform its essential insurance function, that is, covering the risks it had
agreed to cover, before reimbursing claimants whose payments to the company “are
regarded as partially in the nature of capital contributions.” This cleatly evidences an
intent that all insurance claims, including reinsurance claims, be satisfied before
subsection (4) claims are paid. If reinsurance claims must wait until after claims under

subsection (4), the introductory comment to subsection (4) makes no sense. Until

> The balance of this very lengthy comment is concerned with the handling of government debts and
whether the subordinate treatment of government debts is consistent with fedetal law.
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such claims ate made, the entetrprise has not cartied out the social function of

insurance, as that term has been broadly defined, in a reasonably adequate way.

D. Subsection (3): Loss CLAIMS
The comment following the statutory language of subsection (3) begins as
follows:

Comasent on sub. (2): This class containg the claime central to the socfal
role of insurance. - The typical policy {5 not an ordinefy mercantile con-
tract, bat one of great public importance. In the usmal ease, if 8 policy-
holder loses » premiwm, he is not zerionsly harmed, but if a loes goes un-
paid, or even unpaid in substantial measure, great harm iz likely to be
done. Large elaiwz degerve s higher peiority than unearfied premigms,
and this system has 8¢ provided. , ) ,

. Small Joss ¢laims are subordinated to larpe claims and put on a par
with pnearned premijums, in order to incresge the likelihood of full pay-
mient of disaster-fype ¢luims. - Thiz iz the point of the $200 deduetion. In
the psual case, a small loss may be absorbed by the elaimant without seri-
olzg hardship, and therefore does not deserve or neéd priovity shove un-
earned premimms, The larger the ¢lalin the more likely it iz that substan-
tial payment to the elaimant is urgently needed. ,

Appendix B at 9. As the Ambac rehabilitation case demonstrates, insurance takes
many different forms and covers many different types of risk. Nothing about the
other “policies” placed in the Segregated Account makes them any more “central to
the social role of insurance” than is CAPCO’s contract with Ambac. In fact, the
Ambac policies that insured Credit Default Swap agreements and Residential Mortgage
Backed Securities are far less a part of the traditional social role of insurance than is
CAPCO’s effort protect the customers of participating securities firms. Nothing
suggests that the investment firms and financial institutions that are the Ambac
“policyholders” the Court has heard from in this case are any more vulnerable than is
CAPCO or any more in need of protection during a rehabilitation proceeding.
Moreover, the reference to the subordination of “small claims™ does not apply
to reinsurance claims. By their nature, those are likely to be “large.” As this case
illustrates, the handful of reinsurance contracts placed in the Segregated Account
represented $20 billion of the total of $67 billion in net per outstanding estimated to

apply to the policies assigned to the Segregated Account. Affidavit of Roger Peterson, filed
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May 20, 2010, at 7, 9 10. Such large claims do not fit within the intended scope of the
Residual Classification in subsection (5).

E. Cases from Other Jurisdictions.

CAPCO expects that the Commissioner will rely on appellate decisions from a
number of other states that have addressed similar statutes, and acknowledges that
such decisions have concluded that reinsurance contracts should not be afforded the
same ptiotity status given to the claims of other policy beneficiaries. See, for example,
Covington v. Obio General Ins. Co., 99 Ohio St. 3d 117, 789 N.W.2d 213 (2003); I re
Lignidations of Reserve Ins. Co., et al, 122 1ll. 2d 555, 524 N.E.2d 538, 120 Ill. Dec. 508
(1988); Cherokee Ins. Co. v. Pine Top Insurance Co., 704 S.W.2d 1 (1986).

However, these cases apply the case law, definitions and legislative history
pertinent to their respective jurisdictions, and apply those considerations to statutory
language that is different than the words of the Wisconsin statute. None of these cases deals
with the Wisconsin statutory language and none of the cases reference any statutory
definition of “policy,” much less the same definition that applies to the Wisconsin
statute. The Ohio case, as an example, relies on a number of other statutory
provisions that demonstrate an intent by the Ohio General Assembly to differentiate
between direct consumer insurance and reinsurance. None of these Ohio statutes
apply to the interpretation of Wis. Stat. § 645.68. The Illinois case gives considerable
weight to a statutory definition of “reinsurance,” a definition that has no application
here. The language, case law, definitions and legislative history relevant to the
interpretation of the Wisconsin statute are all unique and support a different result
than was reached in these foreign jurisdictions.

Conclusion
For all of the reasons discussed above, the language of Wis. Stat. § 645.68 does

not subordinate reinsurance contract claims to other “policy claims™ in a Chapter 645
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rehabilitation proceeding. CAPCO trespectfully requests that the Court uphold its

objection to the Plan of Rehabilitation in this regard.

Dated this 8% day of November, 2010.

GASS WEBER MULLINS LI.C
Attorneys for CAPCO

309 North Water Street

7th ] ,
Milwaukee, W1 53202 A e

(414 223 3300 Tel ohn Iﬁran , State Bar No. 1017283
(414) 224-6116 Fax ranke swebermullins.com
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(b) Such priority shall be in lieu of any other similar priority
authorized by law as to wages or compensation of employees.

(c) Notwithstanding pars. (a) and (b) and subs. (3), (3c) and
(3m), if there are no claims of the federal government, the claims
in the class under this subsection shall have priority over all claims
in the classes under subs. (3) to (11).

(4) UNEARNED PREMIUMS AND SMALL LOSS CLAIMS. Claims
under nonassessable policies for unearned premiums opather
mium refunds and the first $200 of loss excepted by the deductible
provision in sub. (3).

(5) ResibuAaL cLassiFicaTioN. All other claims, including
claims of any state or local government, not falling within other
classes under this section and claims described in s. 645.69.
Claims, including those of any state or local governmental body;,
for a penalty or forfeiture, shall be allowed in this class only to the
extent of the pecuniary loss sustained from the act, transaction or
proceeding out of which the penalty or forfeiture arose, with rea-
sonable and actual costs occasioned thereby. The remainder of
such claims shall be postponed to the class of claims under sub.
(8).

(6) JupeMmENTs. Claims based solely on judgments. If a claim-
nt files a claim and bases it both on the judgment and on the
nderlying facts, the claim shall be considered by the liquidator

o shall give the judgment such weight as he or she deems

ropriate. The claim as allowed shall receive the priority it

Id receive in the absence of the judgment. If the judgment is

er than the allowance on the underlying claim, the remaining

645.68 Order of distribution. ~ The order of distribution of
claimsfrom the insurés estate shall be as stated in this sectio
The first $50 of the amount allowed on each claim in the clas
under subs. (3) to (6), except for claims of the federal governm
under subs. (3) and (3c), shall be deducted from the claim
included in the class under sub. (8). Claims may not be cumula\
by assignment to aveld appication of the $50 deductible profarton of the judgment shallbe treated s if it were a claim based
class shall be paid in full or adequate funds retained for the p y-EIy on a judgment.
ment before the members of the next class receive any paymenf/) INTERESTON CLAIMS ALREADY PAID. Interest at the legal
No subclasses shall be established within any class. That porE compounded annually on all claims in the classes under subs.
of any loss for which indemnification is provided by other benefifd) t0 (6), except for claims of the federal government in the
or advantages recovered or recoverable by the claimant shall {{8§Ses under subs. (3) and (3c), from the date of the petition for
be included in the classes under subs. (3) and (3m), other tlidiydation or the date on which the claim becomes due, which-
benefits or advantages recovered or recoverable in discharg€ & IS later, until the date on which the dividend is declared. The
familial obligations olupport or by way of succession at death giuidator, with the approval of the court, may make reasonable
as proceeds of life insurance, or as gratuities. No payment mgtggsifications of claims for purposes of computing interest, may
by an employer to an employee shall be treated as a gratuity. e approximate computations and may ignore certain classifi-
ciaims described in s. 645.69 are among the claims not subje@#ons and time periods that are trifling. o
subs. (3) and (3m). (8) MISCELLANEOUS SUBORDINATED CLAIMS. The remaining

(1) ADMINISTRATION cosTs. Thecosts and expenses of admin-CIa'mS or portions of claims not already paid, with interest as in
istration, includingout not limited to the following: the actual andS“b' @): )
necessary costs of preserving or recovering the assets of th€) Except for claims of the federal government under subs. (3)
insurer; compensation for all services rendered in the liquidatidd (3c), the first $50 of each claim in the classes under subs. (3)
any necessary filing fees; the fees and mileage payable to W@t{(6) subordinated under this section.
nesses; and reasonable attorney fees. (b) Claims under s. 645.63 (2).

(3) LosscLaims. All claims under policies for losses incurred, (c) Claims subordinated by s. 645.90.
including 3rd-party claims and federal, state, and local govern-(d) Claims filed late.
ment claims, except the first $200 of losses otherwise payable tqe) portions of claims subordinated under sub. (5).
any claimant under this subsection other than the federal govern(f) Claims or portions of claims payment of which is provided

ment. All claims under life insurance and annuity policieg, oiner henefits or advantages recovered or recoverable by the
whether for death proceeds, annuity proceeds, or investment Y&limant

ues, shall be treated as loss claims. Claims may not be cumula eEJ . T .
by assignment to avoid application of the $200 deductible provi- (9) Any indemnification recovered as a voidable preference
sion. under s. 645.54 (1) (c).
3c) FEDERAL GOVERNMENTCLAIMS AND INTEREST. Claims of (9) Bonps. The claims of the holders of bonds, under $.33
the( fe()jeral government not included under sub. (3), and inter&édt(@): 613.33 (1) or 614.33, including interest thereon.
at the legal rate compounded annually on all claims in the clas§10) CONTRIBUTION NOTES. The claims of the holders of con-
under this subsection, and on all claims of the federal governmiiitution notes under ss. 611.33 (2) (b), 613.33 (2) and 614.33,
in the class under sub. (3), from the date of the petition for liquidAcluding interest thereon.
tion or the date on which the claim becomes due, whichever is(11) PROPRIETARY cLAIMS. The claims of shareholders or
later, until the date on which the dividend is declared. other owners, including policyholders of a mutual insurance cor-
(3m) CERTAIN INJURY CLAIMS. Claims against the insurer thatPoration within the limits of s. 645.72 (2).
are not under policies and that are for liability for bodily injury ag HSI9y: 1971 c. 260; 1978 ¢, 93; 1978 6. 102 5. 236 (3); 1979 c. 1101989 . 23,
for injury to or destruction of tangible property. ' B T T
(3r) WacGes. (a) Debts due to employees for services pe
formed, not to exceed $1,000 to each employee which have t
earned within one year befdie filing of the petition for liquida-
tion. Officers shall not be entitled to the benefit of this priority
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Senate Bill 303 Date published:
Angust 4, 1967

CHAPTER 89, LAWS OF 1967

AN ACT to repeal 20.460 (1) (j), 200.08 (1) to (5), (7) and (8), 200.09.
200.26 (9), 201.13 (1) and {2), 201.27 (2),201.51 and chapter 6186; to
renumber 201.27 (1); to renumber and amend 200.08 (6) and 201.18
(3); to amend 102.65 (15), 200.03 (18),201.16 (2), 206.19 and 286.12;
and to create chapter 645 of the statutes, relating to delinquency pro-
ceedings in insurance.

CHAPTER. . 645.

INSURERS REIIABILITATIUN AND LIQUIDATION.
| SUBCHAPTER 1.
GENERAL PROVISIONS.

645.01 Title, construection and purpose.

645.02 Persons covered.

645.08 Definitions.

645.04 Jurisdiction and venue.

645.06 Injunctions and orders.’

645,06 Cosfs and expenses of litigation.

645.07 Co-operation of officers and employes.
645.08 Bonds.

645.09 Commissioner’s report.

645.10 Continuation of delinquency proceedings.

SUBCHAPTER II
SUMMARY PROCEEDINGS.

645.21 Commissioner’s summary orders.

645.22 Court's seizure order.

645.28 Commissioner’s seizure order.

645.24 Conduct of hearings in summary proceedings.
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FORMAL PROCEEDINGS.

645.31 Grounds for rehabilitation.

645.32 Rehahilitation orders.
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PRELIMINARY COMMENT: This chapter is the first product of the
comprehensive study and revision of the insurance laws authorized by s.
13.84. It re-examines and comprehensively redesigns all agpects of delin-
quency proceedings in insurance. Its purpose can best be understood in
relation to the problems it attempts to solve.

Basic Problems

Several major groups of problems can be isolated for consideration
in a study of delinquency proceedings in insurance. As they appear in
logical sequence they are as follows:

(1) The causes of insolvency, -

(2) The detection of inecipient: difficulty in the insurance company
operation,

(3) The devising of ways to induce the insurance commissioner to
take early action to cofrect remediable defects in insurer operation, be-
fore the sickness has become serious,

{4) The provision of effective procedures for rehabilitation of com-
panies seriously sick but still salvageable,
. (6} For companies that cannot be saved, the development of efficient,
inexpensive, and expeditious procedures for liquidation that will dis-
tribute the unavoidable burden fairly, and :

_ (6) The complications superimposed on the ahove problems by the

existence of a federal system as the setting for delinquency proceedings.

This chapter deals with all of these groups of problems, though with
gome much more than with others. The first 2 are treated least fully, be-
cause they are more closely connected with substantive regulation than
with delinquency proceedings. The others are dealt with in succession.

Insurance commissioners do not now deal with difficulty in insurance
company operation, in many instances at least, until long after it is com-
mon knowledge in the industry and even in regulatory circles that the
company 1s in serious trouble. Reluctance to take effective action despite
adequate knowledge is a fundamental problem of insurance regulation,
and this chapter has approached the solution of that problem by providing
new sSummary procedures.



Summary Procedures

In order to encourage early action by the commissioner of a more
diseriminating sort than is possible using traditional methods, very flex-
ible summary procedures were devised. Since the commissioner has previ-
ously had available to him only rather gross methods that usually involved
the destruction of the company through liquidation or through an ineffec-
tive effort to save it by formal and public rehabilitation procedures, he
has often been hesitant to take action until all hope was lost. Moreover,
when he has merely suspected difficulty he has heen unwilling to proceed
because he was not sure of his ground for action and because the publicity
attendant upon any proceeding was destructive of the company.

It is true that under former s, 200.09, the commissioner has had
summary power to seize an insurance company in an emergency, but he
has never used it. That restraint seems wise since the statute was devised
to deal with bank insolvencies and is poorly designed for insurance com-
panies. Hence it is necessary to equip the commissioner with a variety
of discriminating weapons that will enable him to deal effectively and
prompily with incipient difficulty, if he will use them. Unlike traditional
regulatory tools, the new procedures are designed to eliminate unnecessary
damage to the insurer and needless intervention in the industry. -

There should be no reason why the commissioner would not use the
new procedures. They are not novel devices; they have counterparts in
the Wisconsin banking law and in similar procedures in the California in-
surance statutes. Nor are they dangerous. They are hedged about with
procedural safeguards against arbitrariness by the commissioner, includ-
ing quick and easy access to judicial review. Moreover, because they can
be used with minimum publicity and less massive intervention, they can
be used with less risk of destruction and interference with the company
and are thus less dangerous than more formal methods. '

The chapter creates 2 kinds of summary procedures, one a simple
order, either mandatory or inhibitory, and the other a seizure order.
Normally, the former type of order would be obtained after a hearing; in
emergency situations the commisgioner may issue such an order without
hearing, but subject to immediate and speedy court control at the instance
of the company. The sejzure order would normally be issued by a court,
and only in an emergency by the commissioner. : -

These devices will enable the commissioner to deal effectively with
gsingle practices that endanger the company solvency or the publie interest.
Where venal manipulation of assets is feared, he will be able to seize
assels and books quickly enough to protect them and to learn what is

happening. The prospect of immediate court supervision and the possi-
bility of devastating criticism of his action in the insurance world where
he values his reputation highly will suffice to keep the commissioner from
abusing this carefully limited power. In addition, a commissioner will not
be unaware of possible tort liability if he should act improperly. Indeed,
the greater difficulty is to give the commissioner sufficiently discriminating
weapons to induce him to act as soon as he should; nearly always he is
inclined tn dn nnthine mtil it is ton Inte.



Formal Procedures -

 The summary proceedings just described will not always be appro-
priate. When difficulties have reached a certain point, more formal action
is necessary. Statutes generally distinguish between rehabilitation and
liquidation, and this distinetion is retained. However, rehabilitation has
been conceived heretofore in the same legalistic way as liquidation—the
problem is seen erroneously as one of undertaking formalized legal action
to save the company—perhaps through merger, consolidation, mutualiza-
tion, conversion to the stock form, or other reorganization. Occasionally
these formal devices may be useful, but the emphasis has been altogether
misplaced. o _

What is needed for rehabilitation of an insurance company is new
management with the capacity to see what is wrong and the power to cor-
rect it. The chapter, therefore, tries to devise a rehabilitation procedure
with & focus on management expertise, The key to success is twofold.
Early action is one-half and obtaining a satisfactory rehabilitator the other
half. The rehabilitator cannot be the ingurance commissioner, except in a
formal sense, for the commissioner hag too many other things to do and
may or may not know how to manage an insurance company, however
able he may be as a regulator. He should not be a practicing lawyer, un-
less he is also management oriented and trained. He should be a mana-
ger of talent and experience in the insurance business. It is important to
draw from the industry an experienced executive of recognized ability
who will regard it both as his public duty and his private opportunity
to save the company. . _

To obtain the “right’” person requires help from the industry. If they
will, insurance executives can help find the man and can help convince him
and his present employer that on the grounds of public service and private
career opportunity he must take the job. He should be compensated liber-
ally so that he does not lose financially. He should then be given wide dis-
cretion in management, subject only to general court supervision, so that
he can take such action as is necessary to revitalize the company. Con-
ceptually he should be treated as new management with especially broad
powers, including the power to propose to the court the formal legal re-
organizational devices that have heretofore been the focus of rehabilita-
tion but that should normally be subordinated in the future to the Iarger
management task, This change is more one of “tone”—of attitude—than
of change in the formally stated rules. But tone or attitude can be a de-
cisive factor in achieving success in a complex undertaking.



Grounds for Formal Proceedings

Traditionally the grounds upon which action might be instituted
against an insurer were the same for rehabilitation as for liquidation,
the choice between remedies depending on an estimate of probable success
if the former were attempted. The chapter retains this notion in part but
tries to tailor it to reality. Rehabilitation is not appropriate at & point where
a company has been allowed to approach insclvency, unless substantial
additional resources are poured into the enterprise immediately by con-
tributors of capital funds. A serious error in recent insurance regulation
has been the futile hope that insolvent enterprizses might yet survive,

held long after it was too late. Consequently the grounds are now separ-
ate: those that suggest insolvency are grounds for liquidation while
those that indicate only difficulty of a differént order are now grounds
for rehabilitation. Flexibility ‘is preserved (1) by making either pro-
cedure possible on any ground, though the chapter peints the procedure
in ope direction or the other, depending on the situation, and (2) by per-
mitting conversion from one type of proceeding to the other. - -

One indication of approach is the elimjnation of failure to remedy
an impairment of capital after & commissioner’s order as a ground for
liquidation. Insolvency now includes every case of impairment of capital;
whenever an order to restore impaired capital is necessary, it is too late
and the company shouid be put into liguidation. Generosity on this matter
would be misplaced. The only exception to a rule that such a company
should be liquidated immediately is if money is poured inte the entérprise
so quickly that it is again clearly solvent before the commissioner irre-
versibly commits the company to the liquidation process. He should
not wait to begin to do what is necessary to protect the public while efforts
are made to find money. '

Liquidations

Liguidation is an unfortunate end to an enterprise, to be handled as
efficiently and expeditiously and econmomically as possible and with as
equitable as possible an allocation of the inevitable loss.

The influence of the Federal Bankruptey Act is quite apparent in
the sections dealing with ligquidation. That act provides a time tested,
though not ideal, source for liqguidation procedures. But the Act has not
been blindly followed, when the special problenis of insurance liguidation
and regulation or other considerations urge a departure from the model

The chapter tries to provide for an orderly and complete procedure;
for a technique for the handling of claims, especially third party claims,
in which everyone makes some concessions to the common necessity and
no one suffers too much; for a system of priorities in claims that will
enable some clagses of claims to be paid earlier than they are now and
that will ensure that the insurance company comes as close as possiblé
to performing its social funetion even in its death throes; for powerful and
discriminating devices to recover assefs improperly dissipated while the
niatient was in a rama. '



645.68 Introductory comment: When an insurer must be liquidated, the
outcome is often tragic. While many of the losers will merely be incon-
venienced, others may suffer losses or delays in receiving payment that will
subject them at least to hardship and may even deprive them of the neces-
sities of life. It becomes apparent that claims that are socially more im-
portant need to be paid ahead of those that are less important. Recognition
of such secial equities is commonplace in the law relating to insolvency
and bankruptey,

In an effort to minimize the harm done by liquidation, and especially
to lessen it for those persons least able to bear it, much thought and con-
sultation went into the structuring of the prigrity system, The outcome
is the classification that follows. Because of the novelty of certain parts of
the system, a full explanation for the placement of each eategory is pro-
vided. The basic nature of the system is explained briefly in the following
outline, however, to provide an overview.

The order of distribution is:

(1) Cost of administration. -Without- this, the liquidation could not
proceed and no distribution could be made, ' These costs .generally come
first in all priority systems.

(2) Wages, in imited amounts. This is traditionally a high priority

and seems obviously meritorious in a society where the majority of
people are dependent for a livelihood upon regular receipt of wages.

(3) Loss clatms. This is limited to large elaims, the cases where the
most hardship will result if full payment is not made reasonably promptly.

(4) Unearned premium reserve and small loss claims. If this priority
can be reached and these claims paid in full, the enterprise will have car-
ried out the social function of insurance in a reasonably adequate way.

(5) Residual elassification. This includes ordinary commereial debts
and debts owing to governments, such as taxes. It is likely to be amall
in amount relative to the total of all claims,

(8) Claims based zolely on judgments. Those judgments that cannot
otherwise be avoided for constitutional reasons are postponed to this
class to protect other claimants against inflated claims that are not prop-
erty defended because of the deterioration of the company in its last days.
If the claim is meritorious, the judgment creditor can elevate his claim to
the priority it would otherwise have by proving it in the liquidation on
its merits and not on the hasis of the judgment. The judgment may, of
course, be a very persuasive fact.

(7) Imterest on claims paid in the classes of higher priority.

(8) Miscellaneous subordinated claims. These are left to the last
because of their minimal soeial importance or because of the necessities
of administration.” The ecategory includes late claims and claims where
the claimant is compensated in other ways, among others.



This section is designed to establish a complete system of priorities
among unsecured creditors, based on the relative social and economic im-
pnrtance of the claims I]_kE]y‘ to be asserted against an insurer. The sys-
tem is more intricate than any list of priorities provided elsewhere. It
would be possible to simplify the system by having fewer categories. This
is what the traditional priority system does, for it generally gives priority
only to a few kinds of claims—indeed, the traditional pattern is no system
at all. Its crude simplicity does crude injustice and fails to carry out sound
public policy by minimizing the damage done to the insured community
when an insuver fails. The insurance enterprise should be made to do its
proper job in the social organism, so far as that is possible with the limited
assets that remain in a liquidation,

645.68 ORDER OF DISTRIBUTION. The order of distribution of
claims from the insurer’s estate shall be as stated in this section. The
first $50 of the amount allowed on each claim in the classes under subs.
(2) to (6) shall be deducted from the claim and included in the class under
sub. (8). Claims may not be cumulated by assignment to avoid application
of the $50 deductible provision. Subject to the $50 deductible provision,
every claim in each class shall be paid in full or adequate funds retained
for the payment before the members of the next class receive any payment.
No subclasses shall be established within any class.

. (1) -ADMINISTRATION COETS. The costs and expenses of administra-
tion, including but not limited to the following: the actual and necessary
costs of preserving or recovering the assets of the insurer; compensgation
for all services rendered in the liquidation; any necessary filing fees; the
fees and mileage payable to witnesses; and reasonable attorney’s fees.
Comment on sub. (1): This is freely adapted from the first prierity pro-
vision in Federal Bankruptcy Act s. 64a. See also s. 645.06, on defense
coats, for a special provision for payment of certain litigation expenses.

(2) Wages. (a) Debts due to employes for services performed,

not to exceed $1,000 to each employe which have been earned within one
year before the filing of the petition for liquidation. Officers shall not be
entitled to the benefit of this priority.
Comment on sub. (2) (a): The usual wage priority is $600 (see e.g. Fed-
eral Bankruptcy Aect s. 64a). It seems unrealistically low. The $1,000 pro-
vided here may still be low but is more realistic and equitable. The period
covered is extended from the 8 months of the traditional statute to one
year, Obviously the $1,000 limit would be reached much earlier than a
vear, if a full salary for even the lowliest employe were in question, The
one year limit will be relevant only in unusual cases. Priority is denied
to officers (which term includes directors), on the grounds that they are in
a position to protect their own interests, and that those directly involved in
what is likely to have been mlmnanagement leading to liquidation should
m:.:ki be accorded special privileges in a financial debacle of their own
making,

(b) Such priority shall be in lieu of any other similar priority author-

ized by law as to wages or compensation of employes.
Comment on sub. (2) (b): This is necessary to supersede such provisions
ag 88, 180.40 (6) and 268.17. For analogous legislation to this paragraph,
see Arizona 3. 20-637B; Hawaii s. 181-678 (b); XKentucky s. 204.978 (2);
North Carolina s. 558-155.27 (b); Washington s. 48.81.280 (2).



(3) Loss craims, All elaims under policies for losses incurred including
third party claims, and all claims againzst the insurer for liability for
bodily injury or for injury to or destruction of tangible property which are
not under policies, except the first $200 of losses otherwise payable to
any claimant under this subsection. All claims under life insurance and
annuity policies, whether for death proceeds, annuity proceeds or invest-
ment values, shall be treated as loss claims. Claims may not be cumulated
by assignment to avoid application of the $200 deductible provision. That
portion of any loss for which indemnification is provided by other bene-
fits or advantages recovered or recoverable by the claimant shall not be
included in this class, other than benefits or advantages recovered or re-
coverable in discharge of familial obligations of support or by way of
succession at death or as proceeds of life insurance, or as gratuities. No
payment made by an employer to his employe shall be treated as a gratuity.
Comment on sub. (3): This class contains the claims central to the social
role of insurance. The typical policy is not an ordinary mercantile con-
tract, but one of great public importance. In the usual case, if a policy-
holder loses a premium, he is not seriously harmed, but if a loss goes un-
paid, or even unpaid in substantial measure, great harm is likely to be
done. Large claims deserve a higher priority than unearned premiums,
and this system has so provided. _ .

Small loss claims are subordinated to large claims and put on a par
with unearned premiums, in order to increase the likelihood of full pay-
ment of disaster-type claims. This is the point of the $200 deduction. In
the usual case, a small loss may be abgsorbed by the elaimant without seri-
ous hardship, and therefore does not deserve or need priority above un-
earned premiums. The larger the claim the more likely it is that substan-
tial payment to the claimant is urgently needed.

The investment element of life insurance and annuity contracts is
here treated as a loss claim. Life insurance and annuity policies present
a complex array of investment and insurance mixtures which would often
be difficult to classify as either loss claims or claims for investment values.
Furthermore, the economic function and social importance of these invest-
ment values clogely parallel those of loss claims in general. To avoid ad-
ministrative difficulty and to give proper recognition to the social values
in question, all claims under life and annuity policies are placed in this
priority and are riven loss claim status. '

The 2nd group of claims against the insurer, for “lability for bodily
injury or for injury to or destruction of tangible property which are not
under policies,” avoids the anomaly of giving insured liability claimants a
high priority while subordinating other identically situated claimants who
are unprotected by the benefits of liability insurance. This might happen,
for example, if the insurer were self-insured (or not insured) for iis own
public liability. The words “bodily injury” rather than “personal injury’
are used in the definition of this group to elminate from this priority un-
insured claims for libel, slander, invasion of privacy, false imprisonment,
etc., which are less likely to generate actual out-of-pocket economic losses.
The words “injury to or destruction of tangible property” are used in order
to eliminate from this priority uninsured claims for intangible property
losses {e.g. invasion of ecopyright) which are also less likely to generate
out-of-pocket economic losses. These excluded claims would fall into the
residual classification in sub. (5).

Under prior practice, it was possible for a claimant to be compen-
sated legitimately more than once for certain kinds of losses. Because of
their lesser social importance, this section subordinates any portion of a
claim. the navment of whirh wonld resnlt in double comopensation.
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(4) UNEARNED PREMIUMS AND SMALL L0SS CLAIMS. Claims under
non-asgessable policies for unearned premiums or other premium refunds
and the first $200 of loss excepted by the deductible provision in sub. (3).

Comment on sub. (4): Unearned premium claimants are placed in line
after loss claimants, to help ensure the confinuity of insurance protection,
and the performance of insurer functions. The holders of assessable poli-
cies are not granted any such priority since traditionally their payments
are regarded as partially in the nature of capital contributions. With un-
earned premiums is included the “deductible” portion of loss claims from
sub. (3).

(5) RESIDUAL CLASSIFICATION, All other claims including claims of

the federal or any state or local government, not falling within other
classes under this section. Claims, including those of any governmental
body, for a penalty or forfeiture, shall be allowed in this class only to the
extent of the pecuniary loss sustained from the act, transaction or pro-
ceeding out of which the penalty or forfeiture aroge, with reasonable and
actual costs occasioned thereby. The remainder of such claims shall be
postponed to the class of claims under sub. (8).
Comment on sub. (5): This iz the residual classification, and includes a
great variety of claims, though in aggregate amount, it will usually be
unimportant. This priority and all below it are of relatively lesser social
importance. They are just debts, having no significant relationship to the
important role insurance plays in our society.

“The last 2 sentences are similar to Federal Bankruptey Act s. 57j. It
is sound policy to disallow or subordinate such claims. The Bankruptey
Act provision does for governmental claims what general contract law
does for similar claims of private parties. See MacLachlan, Bankruptey
140 {1956). Here, as a precaution, the rule is made clearly applicable to
private penalties and forfeitures as well. Whether the claims of the federal
government can be placed this far down on the prierity list depends on the
following analysis justifying subordination of other governmental claims
to this class. :

In this residual classification fall most of the claims by government
that are traditionally given a high priority. There is no justification for
giving a high priority to the sovereign because it is sovereign. On the
merits, indeed, there seems an unanswerable case for declining to prefer
government claims, including claims on taxes, and giving priority to claims
of greater social importance, such as the unearned premium reserve and,
a fortiori, logs claims, The sovereign, and in particular the United States,

will be able to survive without hardship even if relegated to the priority
accorded ordinary creditors. Of course, governments as insureds stand on
a different footing. )

An insurer in liquidation is tailing to perform ifs social role and is
casting heavy burdens on segments of society that cannot afford to bear
them. In such a case, the modest contribution made to the handling of a
difficult situation by the government, if its taxes are subordinated, may
have social utility vastly in excess of its costs to the public. Moreover, by
undertaking fo regulate insurance, government should be regarded- as
assuming at least to this limited extent an obligation of underwriting
solvency. This is as true of the federal government as of the states, for
the federal government has delegated the field to the states on the theory
that the states can do it better. When they fail to do it at all, such gov-
ernment can not then fairly depend on sovereign powers to get a prefer-
ence over other creditors. Instead they should take a subordinate posi-
tion in the priority hierarchy.
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A problem is ¢reated by the Federal Inzolvency Aect, 31 U.S8.C. 5. 191,
which provides in part: “Whenéver any person indebted to the United
States is insolvent. . .the debts die to the United States shall be first satis-
fied...” If in a case that Act were held to override a priority system for
insurance liguidation that subordinates government claims, it would then
be possible and desirable to seek Congressional amendment of that act.

There is considerable reason to think that the Federal Act would not
override this priority system. There are 2 alternative and independent
arguments, either of which is enough, if successful, to subordinate the
federal government claim. _ _

. The first is based on restrictive interpretations of the section by the
United States Supreme Court that may prevent its application to insur-
ance. This argument is simple. The Federal Insolvency Act hag been held
by the United States Supreme Court to apply, despite its broad language,
in only 4 cases: the decedent's estate, voluntary assignment for benefit of
creditors, attachment of the estate of an absent debtor, and the commis-
gion of an act of bankruptcy. Kennedy, ‘“The Relative Priority of the
Federal Government: The Pernicious Career of the Inchoate and General
Lien,” 63 Yale Law Journal 905, 906, n. 6 (1954). None of these 4 cases
seem to comprehend an insurance liquidation. Moreover, it appliez only
'on ingolvency of the insurer, which may not have béen shown. United
States v. Oklahoma, 261 U.S. 2563 (1923). See comment on s, 645,42 (4).

The 2nd argument is based on Public Law 15, &. 2 (b), which provides
that “No Aet of Congress shall be construed to invalidate, impair, or
supersede any law enacted by any State for the purpose of regulating the
business of insurance, unless such Act specifically relates to the business
of insurance...” This precludes application of 31 U.8.C. a. 191, which
does not specifically relate to the business of insurance and therefore can
not “invalidate, impair, or supersede” any state law regulating insurance.
The priority system created by this section is a state law regulating in-
surance for it is part of a complex statute all of which regulates insurance.
In fact, Congress exempted insurance companies from the operation of the
Federal Bankruptey Act in recognition of the fact that they are subject to
a complete system of state regulation, which extends to the rules governing
insolvency. A federal court (In Re Supreme Lodge of the Masons Annuity,
285 Fed. 180 (N.D. Ga. 1923)) in discussing the bankruptey exemption
of insurance, notes that:

_ “No reasons for making these exceptions were assigned by the com-
mittees of Congress, but they may be surmised to lie in the public or quasi-
public nature of the business, involving .other interests than those of
ereditors, in the desirability of unarrested operation, the completeness of
state regulation, including provisions for insolvency, and the inappropri-
ateness of bankruptey machinery to their affairs.”
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The rationale of the bankruptey exemption, as stated by the federal
court, is affirmed in s. 645.01 (4) (f). That paragraph indicates that
the purposes of this chapter include “Regulation of the insurance business
by the impact of the law relating to delinquency procedures and substan-
tive rules on the entire insurance business.” The statement of purpose is
not a mere assertion, for it is clear that insurance ragulaigm:_l in gianeral,
and this chapter in particular, including the section on priorities, is part
and parcel of the regulatory structure, and has a real impact on the on-
going insurance operation. It follows, therefore, that the Federal Insol-
vency Act cannot “invalidate, impair, or supersede” the priority system
of this section. .

It is true that Langdeau v. United States, 363 S.W. 2d 327 (Tex. Civ.
App. 1962), which on its facts is on all fours with the situation contem-
plated in this subsection, holds that the state may not subordinate federal
tax elaims even to wage claims, The case is thus a clear—but not high—
authority. At best it would be only persuasive authority, but it is not in
the least persuasive. The court seems to rest its position on 2 points,
neither of which is clearly articulated or persuasively put. First, the court
seems to rely heavily on United States v. Emory, 814 U.8. 423 (1941) as
making clear that 31 U.S.C. s. 191 applies to the case and establishes
the federal tax priority. But unfortunately for that argument, the E'mory
case was not an insurance case and it was one in -which an act of bank-
ruptey had been committed, thus bringing it within one of the r.lqssaa of
cases to which s. 191 has been held to apply. The court's 2nd point was
that the Texas statute subordinating the federal tax was not a regulatory
statute, but merely a priority established for creditors. The Texas court
seems simply wrong on this peint. A fortiori it would be wrong under
this subsection, which is designed to have a regulatory impact. This chap-
ter as a whole, and even this single subsection, is an integral part of the
regulatory pattern. In fact, the supervision of the ailing insurance enter-
prige is not only regulation, but regulation of the greatest intensify. The
obvious regulatory impact of this chapter is not limited to sick and dying
insurers, either, but influences the entire operation of the industry.

For example, it seems very clear that the preference of loss claims to
unearned premium claims will have a bearing on the way the business is
conducted, and particularly on the way premiums are financed. Premium
financing agencies would avoeid financing premiums for shaky companies,
thus changing their operating patterns. This is important and fruitful
regulation. Every part of the priorities section has regulatory impact, and
18 designed to make the insurance institution work better. This priorities
section thus gives the liquidator the statutory basis for contesting the
federal priority. If despite the case outlined here, the T.S. Supreme Court
decided otherwise, the federal statute should then be amended if possible.
But there is little point in proposing amendment until its meaning as
applied to this sitnation is fested in an authoritative fribunal. Designing
the subsection as it is designed is in effect inviting a test case the first time
enough money is involved to justify it.

This comment does not purport to be a brief for the test case, if one
develops. But the chances of achieving the goal are excellent and it should
be tried. Acquiescence in an unfair federal priority in liquidation cases
would be anticipatory capitulation. Acquiescence by the federal govern-
ment in this reascnable state priority system is possible, though perhaps
not to be relied upon; it would eliminate the need for a test case. ‘
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~ (6) JUDGMENTS. Claims based solely on judgments. If a claimant
files a claim and bases it both on the judgment and on the underlying facts,
the claim shall be considered by the liquidator who shall give the judgment
such weight as he deems appropriate. The claim as allowed shall receive
the priority it would receive in the absence of the judgment. If the judg-
ment is larger than the allowance on the underlying claim, the remaining

portion of the judgment shall be treated as if it were a claim based solely
on a judgment.

Comment on sub. (6): Whether or not recent judgments can be rendered
invalid under other provisions of this chapter, they should always be
suspect because of the likelihood of inadequate defense in the last days
of the insurer. This priority is an effort to provide additional protection
to the estate of the insurer against unwarranted depletion by such inade-
guately defended suits, Such judgments are questionable enough that they
should not be given parity of treatment with better proved claims. If the
claimant proves his claim in the statutory way he gets his normal priority.

(7) INTEREST ON CLAIMS ALREADY PAID, Interest at the legal rate

compounded annually on all claims in the classes under subs. (1) to (6)
from the date of the petition for liquidation or the date on which the
claim becomes due, whichever ig later, until the date on which the dividend
is declared. The liquidator, with the approval of the court, may make
reasonable classifications of claims for purposes of computing interest,
may make approximate computations and may ignore certain classifications
and time periods as de minimis.
Comment on sub, (7): Interest might well receive the priority given the
underlying elaim. Praectical considerations urge postponement. At seme
point, however, interest should be allowed before paying the remaining
funds to ownership claimants. Interest should also rank ahead of the
very low priority claims that fall in the next class. Interest does present
special problems unless the liguidator is using automated equipment. These
problems necessitate separate treatment. Moreover, the liquidator has
wide discretiom, controlled by the court, to pay or ignore interest, or to
estimate it.

(8) MISCELLANEOUS SUBORDINATED CLAIMS, The remaining claims
or portions of claims not already paid, with interest as in sub. (7):

(a) -The first $50 of .each claim in the classes under subs. (2) to (6)
subordinated under this section;

(b) Claims under s. 645.63 (2);

{¢) Claims subordinated by s. 645.90;

{(d) Claims filed late:

(e) Portions of claims subordinated under sub. (5); and

(f) Claims or portions of claims payment of which is provided by
other benefits or advantages recovered or recoverable by the claimant.
Comment on sub. (8): It will be a rare liquidation that will pay anything
to the last few priorities, but only claims of little merit have been rele-
gated to this class. Still they should rank above ownership claims.

(9) PREFERRED OWNERSHIP CLAIMS. Surplus or contribution notes,
or similar obligations, and premjum refunds on assessable policies. Pay-
ments to members of domestic motual insurance companies shall be limited
in accordance with & 201.13. Interest at the legal rate shall be added to
each claim, as in subs. (7) and (8).

Comment on sub. (9): These claims are quasi-ownership claims, and rank
close to the bottom by their own terms, _
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{10} PROPRIETARY CLAIMS. The eclaims of shareholders or other
OWIErs,
645.71 Iniroductory comment: - This section prescribes a procedure to
assure proper court records and the submisgion of Jists ﬁf recommended
claims to the court. Special treatment is accorded to claimants of invest-
ment values under life and annuity contracts, and to unearned preminm
claimants, since the insurer’s records should - make their submission of
claims unnecessary..

The former Wisconsin insurance liquidation law, 8. 200.08, prescribed
no appropriate procedures, Especially in view of the fact that liquidation
is not frequent enough to generate detailed case law, it is useful to spell out

‘basic procedures in the statute rather than rely on sketchy and inadequate
tradition.
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