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SUPREME COURT OF THE STATE OF NEW YORK 
COUNTY OF NEW YORK: IAS PART 3 
_ _ _ _ _ _ _ _ _ I - _ - _ _ c _ _ _ _ - - - - - - - - - - - - - ~ ~ ~ - - - - - - - ~ - - - - * ~ ~ - - - ~ - - - - - - - - - - - - -  X 
In tlic Matter of thc Liquidation of 

Index No. 41292/85 
Motion Date: 6/5/08 
Motion Sey. No.: 133 UNION INDEMNITY INSURANCE COMPANY OF 

NEW YORK 

EILEEN BRANSTEN, J.: 

The Superintendcnt of Insurancc of the State ofNew York as Liquidator (“Liquidk! 

ofunion Indemnity Insurancc Company ofNcw York (“Union”) seeks an order, among other 

things, approving: (1) the Liquidator’s Initial Report on the Status ofthe Liquidation ofunion 

(“Initial Report”) and thc fiiiancial transactions delineated therein; (2) establishing Noveniber 

15, 2007 as the bar date for presentation of all claims othcr than administrative costs and 

expenses; (3) payment of all administrative costs and cxpcnses; and (4) a distribution to the 

extent that assets arc availablc aftcr paymcnt of all administrative costs and expenses, in 

accordance with the priorities set forth in the currciit vcrsion of Insurancc Law $ 7434, to 

thosc creditors of Union possessing claims allowed by the Liquidator. 
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Scvei-al creditors filed written objections to the Initial Report.’ Three rciiisurers, The 

Mutual Fire, Marine and Inland lnsurance Company (“Mutual Fire”), British Insurance of 

Company of Cayman Islands (“BICC”), as successor in interest to the rights and obligations 

of American Centeniiial Insuraiice Company, and Invotex, Iiic., foi-iiierly known as Maryland 

First Financial Corp., having agrecd to serve as collection agent for the Property and Casualty 

lnsurancc Guaranty Corporation, who in turn acquired all of the interest in obligatioiis of 

Union to Eastcrn Iiidcmnity Company of Maryland (“EICOM”),2 submitted written 

objections to the Initial Report. 

Their written objcctions raise three constitutional issues. Thcy challenge the 

retroactive application of Insurance Law 5 7434 to set the priorities for payment of claims 

as a violation of due process, cqiral protection and/or the Contract Clause ofthe United States 

Constitution. BTCC objects to thc amounts claimed as administrative expenses, given that 

at the time that the Initial Rcport was issued, the audit of Union’s financials had not bccn 

completed, and that thc Liquidator admits that thcrc was significant mismanagement of the 

’ Initially, Pfizer lnc. and Quigley Company Inc. submitted written objections to t11c 
Initial Report. T h y  wcrc joiiiecl by the Combustioil Enginccriiig 524 (g) Asbcstos PI Triist. 
Siibsequently, however, thcy withdrew their objections. 

’ The objections of ETCOM were iiot timely filed and will not bc considcred on this 
application. Had they been timely filed, they assert essentially the same claims as the other 
rcinsurer objectors aiid would have becii dccidcd in tlic samc nianncr. While both BICC and 
Mutual Fire (collectively the “Objectors”) submitted timely written objections, only BlCC 
appeared for oral argiiment. 
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Union estate. R I K  raiscs various othcr objections related to the procedures followed for 

noticc and thc policics employed as to the handling of reinsurance and cominutation, citing 

many of the issucs discussed in Matter of Midland Ir~sur-unce Conipatiy, 2008 N Y  Slip Op 

501 lO[u] (Sup Ct, NY County 2008).3 Thc Objectors seck dcnial of thc Liquidator’s 

application imd the imposition of a committee of creditors or a managemcnt audit. 

Background 

Union was incorporatcd in 1975 as a stock casualty insurance company and was 

domiciled in the Statc of New York. Union’s business was concentrated in pcrsonal and 

commcrcial lines, in particular automobile, general liability, commercial multi-peril, fire, 

allied lines, occan marine and surety policies. In addition, Union provided some medical 

malpractice and workcrs’ compensation coverage and was a reinsurcr of other insurance 

companies. 

Ti1 addition to the State of New York, Union was authorized to transact business i n  

Canada, the District of Columbia, Pucrto Rico and all states except California, Maryland, 

N o ~ h  Carolina, South Dakota and Wyoming. It was approved as a non-adrnittcd insurer i n  

Califoiiiia, Maryland, North Carolina and South Dakota. 

Thc objcctioii to thc bar date chosen by the Liquidator has bcen withdrawn (see July 3, 
2008 Transcript at 8). 
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Union filed an aniiual statement for the year ending Dcceinbcr 31, 1983, in which i t  

reportcd a surplus of $9,275,076. The New York State Department of Insurance (“Insurance 

Department”) conducted an examination of Union, and reported on January 3, 1985 that it 

was insolvent as ofDecember 3 1,  1983 in the amount of $27,916,683, and that its capital was 

impaired by $30,416,683. As aresult orthese findings, the Insurance Department monitored 

Union’s financial condition. On Fcbruary 5,1985, the Iiisurance Department directed Union 

to eliminate its capital iiiipairment and to cease issuing policies while its capital remained 

impaired. 

On March 15, 1985, Union filed its annual statcrnent for the year ending Dcceinbcr 

31, 1984 with the Insurance Department. This statement reflected an insolvency in thc 

amount of $14,580, 959. Thc Insurance Department meanwhile conducted further 

examinations of Union’s financial affairs. It issued a report, dated March 25, 1085, which 

found that LJnion was insolveiit i n  the amount of $138,501,581 and that its capital was 

impaired by $141,001,531. 

Since LJnion was unable to eliminate its capital impairment and had suffered a 

substantial incrcasc i n  its insolvency as found in the March 25, I985 rcpoi-t, thc 

Superintcndent, as regulator, pctitioned the court to liquidate Union. By order entered July 

16, 1985 (“Liquidation Order”), the court granted liquidation and appointed thcn- 

Super-intendcnt, James P. Corcoran, and his successors as Liquidator of Union (Mrztfer qf 
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Union hdenz. I m .  GI. qfN.cw York, Sup Ct, NY County, July 1 ,  1985, Gammennan, J., lndex 

No. 41292/1985). 

l’he Liquidation Order charged the Liquidator with responsibility for 1) idciitifying 

Union’s policyholders, claimants and creditors; 2) notifying Union’s policyholders, claimants 

and creditors to present their claims; 3) marshaling Union’s asscts; 4) adjudicating the claims 

presented by Union’s policyholders, claimants and creditors and detcrmiiiing the total 

liabilities of Union; 5 )  distributing Union’s assets to creditors with allowed claims; and 6) 

otherwise liquidating Union’s business, pursuant to Article 74 of the New York Insurance 

Law (id.) Thc Liquidator, as authorized by Insurance Law 5 7422 (a), in turn, appointed the 

Special Deputy Siipcrintendent in Charge as Agent of the Liquidator (the “Special Deputy”) 

to carry out through the New York Liquidation Bureau (“NYLB”) the responsibilities of the 

Liquidator. 

Sincc then, this liquidatioii proceeding has gcnerated a vast amount of litigation 

spanning ovci-20 years. Prior to this application, over 130 niotioiis have been made. Many 

of the dccisions have been appcalcd to the Appellate Division, and then the Court of Appeals, 

with OK going all the way to thc United States Suprcine C0u1-t.~ Much of this litigation 

involvcd tlic collectabi lity of rcinsurance proceeds, so that defining the size of thc liquidation 

estate has been problcmatic. Specifically, thc reinsurers obtained ;-I declaration that the 

‘ S e e  C‘z~rzuk 11 Uriited States, 509 US 901 (1993). 
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rcinsurance contracts werc unenforceable because of fraudn5 The last reported decision was 

handed down by the Appellate Division in 2005.6 

During the course of thc liquidation, the NYLB received 31,299 claims, 23,545 of 

which have been adjudicated. Of the rcmaining claims, 3,540 were filed for policyholder 

protection, 2,027 were voided as duplicates, 465 were withdrawn, and 1,722 remain open. 

Thrce New York State Security Funds--Property and Casualty Insurance Security Fund, thc 

Public Motor Vehicle Liability Security Fund and the Workers' Cornpcnsation Sccurity Fund 

("WC Fund")--and 42 Guaranty Funds from other states have filed proofs of claim and these 

will remain open until all allowed claims handled by the funds have bccn resolved. As of 

March 31, 2007, the funds collectively have paid $73,946,372. There have been 1,692 

gencral creditor policyholder proofs of claim that have bccn allowed in the amount of 

$20,738,729, leaving opcn 3 17 proofs of claim, of which 39 are Security Fund covcrcd. 

Wliilc Union was placed in liquidation in 1985, thc Liquidator has not filed an Initial 

Repoi-t with the coui-t until now, and as a conscqucnce, no distributions havc bccii made. The 

Liquidator ackriowlcdgcs that "[t]he delays in issuing an initial report for Union are the result 

See C'iwialc 1' AIG Mdtilirte ,Sydicate, 204 AD2d 237 (1 st Dept 1994); Matter of the 
Liquidnrion oJ'Uiiiori Itidem. J m  Con of New York, 200 AD2d 99 (1st Dept 1994), ~$7189 NY2d 
94 (1996). 

Sce Mutter of the 1,iqziidution of Unioii IticIetn. Ins. Co. of New York, 21 AD3d 802 (1st 
D ep t 2 0 0 5). 
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of poor manageinen t,” and cites the “troubled history of NYLB,” including “the indictment 

oftlic immediatc fonner Special Deputy Superintendent, the failure of the NYLB to have its 

financials audited and ycars of poor management” (Initial Report at 1). 

The current administration of the N Y  LB was appointcd in April 2007 with &‘a mandate 

to ciigage in swccping reform” (id.) To this end, the new admiiiistratioii is attempting to 

wrap up Union and other longstanding liquidations as quickly as possible. 

Thc Initial Report states that an audit of Union’s financial condition was undertaken, 

aiid that at thc time of issuance of the report, the audit was not completed but that i t  should 

be done by the end of thc year.7 The Jnitial Report indicates that should the audit results 

require it, thc Liquidator would submit an amended Initial Report to reflect any significant 

changes revealed by the audit. In addition, the Initial Report sets forth that there are still 

open policyholdcr and Security or Guaranty Fund claims that have not as yet been processed 

by NYLB.R Consequently, the figiircs stated in the Initial Report undoubtedly will have to 

be adjusted. 

The Initial Report provides that under Uiiion’s comparative balance sheet and 

statcmcnt of cash receipts and disbursenicnts for the period ending March 3 1, 2007, Union 

Other submissions seem tu indicate that the audit was not complctcd at ycar cnd and that 7 

it  was thought that the audit would bc finished by August 2008. 

The Initial Rcport states that 317 prooh of claim are unresolved and that 39 of them x 

iiivolvc Security or Guaranty Fund coverage. 
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has total assets of $106,419,398 and total liabilities of $51 5,650,555, which leaves Union 

insolvcnt in tlic amount of $409,23 1,157. 

Under thc current version of Insurance Law 5 7434, which cstablishcs a priority 

schenic for paynient of different types of claims and orders them by class, therc will only be 

enough money to pay class one claims (“necessary costs and expenses of administration”), 

the administrative expenses of$83,704,661, and then the class two claims (“all claims under 

policies . . . exccpt claims arising under reinsurance contracts”), totaling $273,928,000, will 

be subject to pro rata distribution to the class two creditors. Since there are insufficient funds 

to pay off all the class two creditors in full, no creditors from classes three through nine will 

recover monies from the liquidation estate. 

Prior to the liquidation, the Objectors had agrecments with Union for Union to providc 

rcinsurance on policies the Objectors wrote for their insureds. Both Objectors had claims by 

their insurcds presented to thcm, and the Objectors havc paid on those claims. The Objectors 

have submitted claims in this proceeding to rccovcr on the reinsurance issued by Union for 

tlic monies paid out to the Objectors’ jnsurcds. 

However, under tlic currcnt version of Insurancc Law 5 7434, their claims fall within 

class six, and will not be reached because there are insufficicnt funds in thc Union cstatc. 

Thc Objectors are challenging the retroactive application of the priority scheme, because 

pursuant t o  the law cxisting at the time that Union went into liquidation, the Objcctors would 
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have pai-ticipated in pari passu with the other crcditors in a pro rata distribution, and 

rccovered solme of the claimed reinsurance. 

The Historv of Prioritv of Payment under Ncw York Law 

When this liquidation was commenced in 1985, all creditors (for example, 

policyholders, Security and Guaranty Funds, suppliers and holders of reinsurance claims), 

took ratably from the liquidation estatc after administrative expenses had been paid. 

Previously, under New York law, there werc no classes ofcreditors and the reinsurers shared 

equally in the estatc with the policyholders and Security and Guaranty Funds. All crcditor 

claims had to be revicwed arid decided before any ratable distribution could be determined 

and made. Reinsurance claims were larger and their resolution would take longer. As a 

rcsult, they often hcld up the closiiig of liquidation estatcs and the concomitant distribution 

of liquidation firnds. 

111 1990, Insurance Law 5 7434 was amended to create a systcin of priorities for the 

paymciit of claims in liquidation. It set up a structurc of nine classes. Under the structure, 

the claims from a class with thc first priority must be paid in full before the claims of a 

subsequent class are to be considered. Thc statutory change finally put New York in 

conforniity with other states aroiind the country in giving spccial place to the needs of 

policyholders and the security funds/guaranty funds. It also took into account fcdcral law as 
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enunciatcd in U.S. Departinelit of Treasury v Fabe (50s US 481 [ 1993]), and the priority 

systcin contained in the National Association of Insurancc Commissioners Modcl Act (see 

Mein of Assembly Rules Comin, Bill Jacket, L 1999, ch 134 ). Under the revised structure, 

if the liquidation cstate has insufficient funds to pay a class in fu l l ,  it will no longer be 

nccessary to review all claims in later, less prioritized classes, thereby accelerating the 

winding up of the liquidation estate. 

The 1999 enactment was to takc cffect immediately and would apply to any 

liquidation proceeding instituted aftcr its effective date of July 1, 1999. Thus, the 1999 

amendment did iiot apply to existing liquidation procecdings, like the instant Union 

1 iq u idat ion. 

However, in 2005, the Legislature revisited Insurancc Law tj 7434 (see L 2005, ch 

33). Subsection (e) was addcd to the statute and provides: 

“Tlic provisions of this section shall apply to distributions made after the 
effective date of this subsection in any proceeding under this ai-ticle, 
regardless of the date such procecding was commenced under this article, 
provided that the foregoing provisions of this subscction shall iiot apply 
to distributions made pursuant to a final court ordcr of distribution 
cntcrcd on or before the effective date of this subscction.’’ 

The 2005 amendment was adopted as part of a plan to rescue the near-bankrupt WC 

Fund, so that i t  would have sufficient funds to continue to pay injured workers whose 

insurers were illsolvent (see Memorandum of Assciiiblyinan Grannis, 2005 NY Legis Aim 
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at 23). Thc bill was designed to speed up the processing of longstanding liquidation 

proceedings, and to make additional inonics readily available to the WC Fund. As a result 

of the enactment, estates that had insufficient funds to reach reinsurance claims did iiot have 

to review such claims, and distributioiis could bc made sooner, oiicc the earlier classes werc 

rcsolved. Ti1 furtherance of the rcscue plan, the provision also pcnnitted loans from the 

liquidation estates to the WC Fund against the monies to which the WC Fund would be 

entitled under the ncw priority rules.‘) 

The language of the 2005 amendment unequivocally expresses the Lcgislature’s 

intention to apply the amendcd priority schcme to all existing liquidations, which would 

include the Uiiion liquidation. I t  changes the previously existing ratablc distribution to a 

priority schcine that places reinsurance claims in class six. 

The Coiistitutioiial Obiections 

The court must now examine whether the application of the priority scheme to a 

pending liquidation procccding is a retroactive change that nins afoul of the constitutional 

provisions cited by thc Objectors. The Objectors argue that generally contracts, such as thc 

reinsur-ancc agreements, incorporate the applicable statutory law existing at the time of 

Such a loan of $41 0,000 was madc from the Union estate to the WC Fund, and the loan 9 

has almost been repaid. 
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formation. In this casc, that would include the existing statutory distribution scheme that 

would havc permitted thcni to participate pro rata in the distribution. Thc Objectors contend 

that under- thc order of liquidation, their rights havc been set as of that datc, so that 

application of the cirrrent version of (j 7434 acts retroactively to impair their vested rights in 

violatioil of the Due Process, Equal Protection and Contracts Clauscs of the United States 

Constitution. The Objcctors assert that the retroactive changes must be examined by 

employing a balancing test, and that using such analysis, the court should find it would be 

inequitable to uphold the application ofthe statute as amended because i t  would vitiate their 

c l a im in violation of their Constitutional rights. 

The Liquidator contends that the current version of Ij 7434 is economic regulatory 

legislation that is rcnicdial, and that it should be applied to distributioiis to be niadc in 

pending liquidations. The Liquidator maintains that the appropriate analysis centers on 

application of the rational-basis test because the legislation is prospective since it only 

applics to future distributions and does not rcquirc thc return of any distributions already 

niadc. Thc Liquidator c la im that the legislativc history of 5 7434 demonstrates that it was 

enacted for legitimate governmental purposes and that courts in other jurisdictions have 

corisidercd the same issues and upheld the constitutionality of retroactive application of 

similar provisions, coricluding that there is no vcstcd right in any particular distribution 

scheme (see Muryland Ills. Glur. Assn. v Mzihl, 66 Md App 359, 504 A2d 637 [Ct of Spec 
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App Md 1 c)SCl]; It1 Mlittel- of the Reliubilitution of Mut. Benefit L f e  Ins. Co., 1993 NJ Supcr 

Lexis 940 [Super Ct, Chancery Div, Mercer County 19931 ufld 297 NJ Super 179,687 A2d 

1035 [App Div 19971, cert denied 149 NJ 408 [ 19971; Matter of the Liquidutiorz ofAnzericai? 

Mzrt. Liability I t i s .  Co., 434 Mass 272, 747 NE2d 1215 [2001]). 

Analysis 

Legislative enactments are afforded a strong prcsurnption of constitutionality, and the 

Objcctors, who challenge the liquidation statute, bear the hcavy burden of establishing 

uiicoiistitutionality beyond a reasonable doubt (41 Kew Gnrderis Rd. Assocs. v Tyburski, 70 

NY2d 325, 333 [ 19871). 

Due Process 

The Objectors urgc that application of tlic currciit form of Insurance Law 5 7434 

works a dcprivatioii of their property without duc process. They claim that, under the old 

law, they would have rcccivcd funds as part of the pro rata distribution and that the new 

statutc rcsults in tlicir claims bcing rcduccd to zcro. The Liquidator countcrs that there is no 

dirc proccss violation bccausc therc is no vcstcd right to m y  particular distribution and that 

tlic Lcgislaturc had a public purposc for anicndiiig tlic statute; thus, thcrc is a rational basis 

for its application. 
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Generally, whcn economic legislation is challenged, duc process jurispiudence 

requires great defcrcnce to the legislahire (Exxorz Corp. v Goveriior of Maryland, 437 US 

1 17, 124 [ 19781; Monfgornery v Buriiels, 38 NY2d 41, 67 [ 19751). Applying the rational- 

basis test, courts are not to consider the wisdom of thc legislature’s policy choices, but must 

dctciinine only whether the legislation has any reasonable relation to a legitimate 

goveiiimental purpose or interests (Exxoiz Corp. v Governor of Murylarzd, 437 US at 124). 

Courts have concluded that “[a] legitimate governmental purpose is, of course, one 

which furthers the public health, safety, morals or general wclfarc” (FredF. French Investing 

Co., I m .  v City qfNew York, 39 NY2d 587, 596, cert denied 429 US 990 [ 19761). Thus, 

even if a statutc trcats groups diffcrcntly, the legislation will be upheld utilcss “‘varying 

trcatincnt of different groups or persons is so unrelatcd to thc achicvcment of any 

combination of legitimate purposes that we can only conclude that the legislature’s actions 

were irrational” (Perznrll v City of San Jose, 485 US 1, 14 [ 19883 [citations omitted]; see ulso 

Eliriwood-Utica Houses v Bifl‘do Sewer ,414f11., 65 NY2d 480, 492 [ 19851). 

However, the Court of Appeals, in Alliunce of Ainericari Insurer.y v Clm, 77 NY2d 

573, 586 (1 Wl) ,  explained that “where legislation has retroactive effccts, judicial review 

does not end with thc inquiry generally applicablc to economic regulation, i.e., whether thc 

legislation has n rational basis [ I .  Instead, the coui-ts must balance a nuniber of fxtors ... to 

determine whether the rights affcctcd are subject to alteration by the Legislature.” Thc 
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factors to be considered include “‘fairness to thc pai-ties, reliance on pre-existing law, the 

extent of retroactivity and the nature of the public interest to be served by the law”’ (Mntter 

qf-Hodes v Axelrod, 70 NY2d 364,370 [ 19871 [citations omitted]; Matter of ClirysZerProps. 

v Morris, 23 NY2d 51 5 ,  5 1 S [ 19691). 

Here, the parties disagree as to whether the new statute has retroactive effect. In 

urging that thc provision operates rctroactively, the Objectors point to thc change in thcir 

status from equal participants in the distribution to a lower priority--class six--that will 

reccivc nothing upon liquidation. The Liquidator maintains that the statute is prospectivc 

becausc it only applics to distributions madc after its effective date and anyoiic rccciving 

monics pi-ior to the enactment would retain thcm. 

Evcn assuming that the enactment has rctroactive effect, a balancing-test analysis 

warrants application of the priority scheme. Coilsiderations relevant to the balancing tcst are: 

1 )  the nature of thc interest granted under a liquidation statutory priority scheme; 2) whether 

that scheme crcatcs reasonable expectations among the claimants in the liquidation as to how 

payment would bc made; and 3) the public interest to be served by thc ainendmcnt to tlic 

statute . 

The constihitionality of rctroactive application of thc current version of Insurance Law 

5 7434 has iiot yct been considered by a New York court. Courts in other states that enacted 

similar nicasiircs, however, have unifoimly upheld the constitutionality of retroactive 
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application and concluded that the insurance insolvcncy laws’ priority schemes are remedial, 

do not give rise to vested rights and are subject to change by legislative amendment. 

In Murylaiid Itis. Guur. Assoc. v Muhl, 66 Md App 359, 504 A2d 637, thc court 

analyLed a scries of bankruptcy cases to determine whether retroactive changes would be 

applied to existing cases. The Maryland appcllate court found that the “insolvency laws are 

remedial in n:itLirc” and that while “creditors may dcvclop expectations of what they night 

receive undcr those laws, they do not acquirc vcsted rights to particular modes of distribution 

that are bcyond the power of Congress to alter” (id. at 372; see also Matter of Ancillary 

Liquidntiori ofIt7tegrity Ins. Co., 217 Wis 2d 252, 580 NW2d 348 [1998]). 

New York law likewise provides that a right is not vested unless it is something more 

than a mere expectaiion based 011 an anticipated continuation ofthe present general laws (Ten 

Ten Lincoln Plncc v Consolidated Edisori Co. of New York, 190 Misc 174 [Sup Ct, Kings 

County 19471, q@273 App Div 903 [2d Dept 19481). 

Additionally, sincc the priority and distribution schenic is a crcature of statutc, m d  thc 

Legislatirrc may aincnd it  at anytime, a claimant “can cstablish no co/itractztal right to 

recovcr any particular distribution in a liqiiidatcd cstatc” (Matter of the Lipidation qf 

Aiircricrrii Miif. LirrhilitJ? Ins. Cu., 434 Mass at 283). 

‘The Objectors assert, in thc first instance, that i t  is entry into the reinsurance 

agreements that brings into play the statutory priority scheme in force at that timc. This 
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position has been rcjected by other courts, which explaincd that merely “entering into 

contracts for insurancc does not in itself implicate the priority scheme established by the 

Legislature; it is the subsequent iiisolvency of that insurer that triggers the statutc” (id., at 283 

[citations omitted]). The Objectors’ reliance on Matter. of Knickerbocker Agency (Holz), 4 

NY2d 245, 25 1 (1 C358), is misplaced, for it actually supports insolvency as the intcrvening 

event that will bring thc statute into play. 

The Objectors ncxt submit that the Liquidation Order fixed the rights of thc parties. 

7405(b), which provides that: That order, howcver, was made pursuant to Insurance Law 

“The rights and liabilitics of any such insurcr and of its creditors, 
policyholders, shareholdcrs, members and all other persons 
intercsted in its estate shall, unless otherwise directed by the 
court, bc fixed as of the datc the ordcr is entered” (emphasis addcd). 

The statute explicitly iises the qualifying language “unless otherwise directed by the court,” 

which implies “‘a power of rctroactive adjustment,’ and should have put the objectors on 

noticc that future changes in the priority schcme werc possible” (Matter of Liquiddon of 

hier icnn  Mut. Liability I m .  Co., 434 Mass at 284, 747 NE2d at 1224 [citations omitted]). 

Iiidecd, if the court may ‘Lotherwise dircct,” then “the rights of creditors cannot be regarded 

as so irrctrievably fixed as to be beyond alteration” (Mwylnnd Ins. Guar. Assrz. v Mzrhl, 66 

Md App at 373,504 A2d at 644) . 
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The new prioritimtion scheme does not deny the remedies afforded by the underlying 

reinsurance contracts, “it only affects the order of payment” (Mutter qf Kehnbilitntion of 

Mut. Beiieft Lge Ins. Co., 1993 NJ Supcr Lexis 940 at 70). Any “contractual right to recover 

011 thesc claims was impaired by the insolvency. . . and not by the application of the . . 

aiiicndments to pending procccdings. The priority accorded to the right has becn affected, 

but not  the underlying right itself’ (Arnericnn Mutual, 434 Mass at 284,747 NE2d at 1224). 

The Objectors do not have a vested right in any particular priority scheme. In 

addition, there was no reasonable expectation that the priorities set in the statutc would 

remain forever static. Indeed, to thc extent that the statute deals with insurance, an intensely 

regulated industry, thc “element of reliancc essential to a challciige against retroactive 

application o f a  statute is lacking” (id. at 283, 747 NE2d at 1223). 

Next, the court must consider the nature of the public interest to bc scrvcd by 

ret r o x  t i v c a p p 1 i cation, 

The New York Scnate Memorandum in support of the 1999 aiiicndment provides: 

“In order to facilitate and expedite the closing of companies in 
liquidation, the present schcme must be amendcd to differentiate 
bctwccn and/or among claims to establish class priority for making 
distributions. Adoption of the proposed legislatioii will bring New 
York into confoi-mity with most sister statcs and federal case law 
whilc hastening the process of closing companies and rcvcrsing 
inequities in the present pro-rata sharing by claimants in 
distribution.” 
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The New York State Assembly further explained: 

“Under the cxisting law, the Superintendent, as liquidator, cannot 
make distribution until an estimatc of the company’s liabilities for 
all typcs of claims is made. This requires that every claim be reviewed 
beforc distribution begins. Otherwise, sufficient assets tnay not be 
available to pay claimants with late developing claims their pro rata 
shares. In particular, reinsurance claims are larger and take longer to 
develop than direct claims. The proposcd legislation will eliminate the 
need for review of each claim before the distribution of asscts begins and 
ensure policy holders and security funds/guaranty associations are paid 
more quickly.” 

The amendment prioritizes, above all else, the expenses of administration, as was 

previously the case (Matter of Union Indern. Ins. Co. of New Yo&, 21 6 AD2d 48 [ 1st Dept 

19951). Second priority was given to policyholder claims and claims held by the various 

security and guaranty funds because: 

“Pol icyholdcr claims, due to the importance of insurance coverage to 
individuals and to society, are more importaiit than other types of claims, 
such as claims for taxes and assessments, reinsurance claims, or for goods 
and serviccs. The equal treatment afforded all such claims dissipates the 
assets available to pay policyholders. Furthermorc, the assets available 
to pay New Yoi-k’s insurance security funds, out-of-state guaranty 
associations of their equivalence arc also dissipated by the current statutoiy 
scheme. The security fundguaranty association systcni is funded by 
assessincnts and by distributions from the assets of thc insolvent conipaiiics 
in liquidation. Recognition of the prccminence of policyholder claims in 
liquidation will ease the burden on security funds and guaranty associations. 
This will reduce the need for assessments, and thus benefit thc industry and 
the public.” 
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The Assembly Memorandum further indicates that gencral creditor claims, including 

reinsurance claims, were placcd in class six because: 

“Reinsurance claims are claims by insurance companies that ceded or assumed 
business from the company in liquidation. An insurance company which 
enters into a reinsurance contract with a company placed in liquidation is in a 
better position than direct policyholders to face the financial consequences of 
an iiisolvency. Furthermore, reinsurance claimants can offset amounts they 
owc to the company against their claims. Finally, insurance companies are 
required to write-off amounts due from insolvent companies on their statutory 
financial statements. Thus, the impact on their financial condition is immcdiate 
and cannot be rectified by the possibility of future distributions.” 

Thus, the nine-class priority scheme was designed to serve the public in several ways. 

It was intended to give greater protection to claimants deemed to necd it more atid streamline 

liquidation and asset distribution. Additionally, the anicndinent furthers uniformity in 

handling liquidation estates across statc lines. Interstate consistency was yct another strong 

policy reason for the enactment. 

The Mcmorandum of Assemblyman Grannis, 2005 New York Leg Ann, Chapter 33, 

p 23-24, outlines the events leading up to thc enactment of the 2005 amendment. In January 

2005, thc Department of Insurance informcd the Legislature that the WC Fund was about to 

becomc insolvent and that more than 7,500 workers recciving benefits from the fund, as a 

consequencc of their etiiployers’ workers’ cornpcnsation carricrs’ insolvency, were in danger 

of not rccciving their payments in February. The WC Fund obtained an infusion of funds 

from an out-of-stzitc liquidation estatc that put off the shortfall for several weeks. 

[* 21 ]



Iiidcx No.: 41292185 
Page 21 

The Lcgislature held hcarings on February 15,2005, to investigate the crisis andat-rivc 

at a plan to protect thc solvency of the WC Fund and the injured workers dependent upon it. 

One of thc sourccs of funding for the WC Fund is payment of the fund's claims froin the 

estates in liquidation. At the time, the Liquidation Bureau was nianaging the estates of 34 

companies in liquidation, with estimated liquid assets of $783 million. 

A scries of measures werc adopted to facilitate an infusion of money to stabilize the 

WC Fund. Loans frotn thc liquidation estates were authorized under Insurance Law Lj 7433- 

a, to be paid back by an increase in asscssmcnts on the workers' compensation carriers. 111 

conjunction with these measures, the Legislature determined to apply the prioritization 

schenic to distilbutions in cxisting liquidations. This would free up additional funding for 

the WC Fund by facilitating delayed distributions, because reinsurance claitns would not 

have to be addressed if the assets of the estate werc insufficient to pay in  full classes of 

claims that have priority. 

Rescue of the WC Fund so that it could providc its intended safety net for over 7,500 

injured workers is clcnrly a legitimate public purpose that is in line with those discusscd in 

the legislative history created when the priority scheme was adopted in 1999. 

The Initial Report itnpacts almost 5,600 claitnants, all of whom were notificd. Only 

three havc objccted to the Liquidator's plan to distribute the asscts ofthe estate in accordance 

with the cun'ent version of Insurancc Law 6 7434, evidencing that, all things considered, 
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there would be vcry minor impact using the revised distribution scheme. The vast majority 

of the claimants will benefit from tlie remedial application of the amended statute. 

Bascd on balancing the rclevant fbctors, the priority schcine must be applied here. 

Insurance Law 7434 is a relniedial statute that does not impair a vested light; there is no 

cxpectation that the priority scheme in force at any given time will not be subject to change 

at thc discretion of the Legislature; and the Legislature was acting in the public interest whcn 

it elected to apply the new priority schcme to existing liquidations in order to provide a more 

equitable and consistcnt scheme for the distribution of the insolvent’s asscts that better 

protects the public-at-large arid helped to ensure the continued solvei-rcy of the WC Fund as 

a safety net for injured workers. 

Thc amendments to Insurance Law tj 7434, rnorcover, are undoubtedly rational and 

further tlic public intercst. The Objectors have not met their burden of establishing a due 

process v i o 1 at i o 11. 

Equal Protection 

l’he Objjectors claim that thc current version o f  Insurance Law i;; 7434 

unconstitutionally gives a preference to certain claimants over othcrs in violation of the Eqiral 

Protcction Clause. The Liquidator contends that the distinction is based on furthering 

legitimate public purposes and that tlie Legislaturc’s actions were rational. 
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In McGowniz v hlurrylnnd, 366 US 420, 425-426 (1961)) the Supreme Coui-t 

emphasized that cqual protection “is offended only if the classification rests 011 grounds 

wholly irrelevaiit to thc achievement of thc State’s objective” and that ‘&a statutory 

discrimination wil not be set aside if any statc of facts reasonably may be conceived to 

justify it.” 

The Statc’s reasons for the disparate treatment and the prioritization of claims by 

policyholders, security funds and guaranty funds over those of general crcditors, such as 

reinsurcrs, was laid out in depth in the legislative history set forth above. The Lcgislatnre 

explaiiied the public purposes that would be served through the amendment. There is a 

rational basis for the distinctions in the legislation; namely, more efficient and equitable 

resolution fo claims. Indeed, the priority scheme “is the same as most other statcs, it is 

neither arbitrary nor discriminatory in preferring policyholders to the gcneral unsecured 

creditors” (Mutter oj‘Relinbilitatiotz of Mut. BeneJt L f e  Ins. Cn., 1993 NJ Super. Lexis 940 

a t  84). There has bccii no violation of equal protection. 

Impairment of Contract Rights 

The Objectors argue tliat thcir contract rights under thc reinsurance agreerncnts have 

been constitutionally impaircd by application of the priority scheme. Once again, the 

Liqitidator responds that the contract rights were impaired by the insolvciicy of Union, and 
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that there is 110 vested contractual right to a particular distribution incthod because the statute 

itself contcinplates its alteration. 

The cases in other states that have reviewed priority-scheme legislation have all 

determined that con tract rights are unimpaired by application of comparablc statutes. Thc 

Objectors have failed to establish that a vested contractiral right has been impaired. 

RICC’s Other Obicctions 

RICC argues that the plan of the Initial Report to pay classes one and two is 

premature. It cites the Liquidator’s admission that an audit of the estate is incomplete and 

that there may be need for further amendment of the report on completion of the audit. BICC 

also points to the Liquidator’s admission of poor rnaiiagcment of the estate to challenge thc 

priority for administrative cxpcnscs, urging that expenscs must be “reasonably necessary to 

further thc goal of protecting policyholders” (C/liited States Depurtnzent uf the Treasury v 

Flibe, 508 US 491). In addition, BICC alleges that the rcport fails to provide sufficient fidcts 

relatcd to the handling of rcinsurance claims and commutation agreements for its evaluation, 

and that these issues hnvc bccn questioned in Mutter of Midlotid It7.s. Co., 18 M i x  3d 

1 1 17(A), 2008 Slip Op 501 lO[u]. BICC seeks appointment of a creditors committee or a 

managcmen t audit, 
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The Liquidator rcspoiids that the priority given administrative claims is lawful and 

appropriatc. The Liquidator argues that BICC is not entitled to the affirmative relicfit seeks, 

because such relief would abrogate his exclusive discretionary decision-making authority to 

act on behalf of the creditors as a whole under Article 74 of the Insurance Law, and that the 

application was not madc in good faith in that it seeks to ferret out information relating to the 

Liquidator’s positions and strategies concerning claims against BICC as a debtor of Union. 

Insurance Law 6 7434 (a) (1) states that 

upon “the rccommcndation of the superintendent, and under 
the direction of the court, distribution payments shall be made 
iii a manner that will assure the proper recognition of priorities 
and a reasoiiablc balancc between the expeditious completion 
of thc liquidation aiid the protection of unliquidated and 
undeteriniiicd claims” (emphasis added). 

Thus, a court’s oversight of thc liquidation requires a careful examination of the 

Liquidator’s pi-oposal to assure a proper recognition of priorities aiid a rcasonablc balance 

between expeditiousiiess and protection. 

Hcrc, thc Initial Keport is deficient in certain respects. 

While the Liquidator is correct that adninistrativc cxpcnscs arc cntitled to first priority 

under Mnttcr of Liqiiirl~itioti of Utiioii Ir.lderri. Ins. Co. of New York, 21 6 AD2d at 47, whcthcr 

the arnount claimed is justified as “reasonably necessary to further the goal of protecting 

policyholders” under Fnbe, 508 US at 492, is a different issuc. The Liquidator has admitted 

[* 26 ]



Matter of Li(pi&tioti of Uriioii I~~cle~iinity Ins. Co. Tndex No.: 41292/85 
Pagc 26 

on the very first pagc of his report that there have been “years of poor management,” and he 

cites a “troubled history of NYLB” that includes criminal conduct and the failure to 

undertake financial audits (see also Affidavit of Jack A. Franceschetti, Memorandum of 

Assemblyman Grannis supporting the 2005 amendment to Insurance Law $ 7434 [pointing 

out that thc “insurance department’s administration of insurer rehabilitations and insolvencies 

and the state’s insurance security funds has been widely criticized by insurers, those owed 

money from companies being liquidated in New York and thrcc state coiiiptrollei+s as 

inefficicnt, costly, lacking in oversight and sccrctivc”]). 

Union’s assets total $106,419,398, and the administrative expenses are $83,704,661. 

The Initial Report calls for an unusually high proportion of the assets--approximately 80% 

of the estate--going toward satisfaction of administrative expenses, which lcavcs the 

policyholders, sccurity fliiids and guaranty funds with a very sinal1 proportionate share. Thc 

administration has taken over 23 years and is not as yet completed. There are still 

outstanding claims to be adjudicated, so that the class two creditors cannot partake of 

distribution iintil these open matters are resolved. Further, the Initial Report is based upon 

an incomplete audit. This is hardly the expeditious resolution contemplated by the statutc. 

The Liquidator supports his figure for administrative expenses by listing various 

expenscs and giving totals, the derivation of which is nowhere explained or supported by 

documcntation beyond vaguc generalities. While this liquidation proceeding has been 
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lengthy and may have givcn rise to higher expenscs, the numbers here require justification. 

In light of the admissions by the Liquidator regarding thc history of poor management, 

criminality and lack of oversight in thc form of audits, it would be unreasonable for the court, 

which is duty-bound to ovcrsee thc distribution, to accept the administrative expenses figure 

at face value. 

The Liquidator must demonstrate the administrative expenses are not attributable to 

the poor nianagemcnt, criminality or audit failure. To this end, the Liquidator shall submit 

a morc detailed report concerning calculation of thc administrative expenses, including the 

formulas applied to each category of expense arid any appropriate documentation. The 

Liquidator should review the expenscs to determine which, if any, were attributable to 

problems with NYLB maiiagement of the estate and account for those costs. In addition, the 

affidavit should include an update on thc results of the audit, as well as a report on which 

claims, if any, reniain to bc considercd. Should the affidavit with further documentation not 

bc satisfactory to the court, then the matter of validity of the claimed administrative expcnscs 

will be submitted to a referee for a hearing. Until thc matter of administrative expcnses is 

resolved, therc can bc no approval of the report and distribution from thc cstate. 

‘I’he NYLR is now under ncw administration with a niandate for refonn. The court 

will not interfere with tlic Liquidator’s discretion to manage the estate by requiring a 

creditor’s committee or dirccting a management audit at this time. Reinsurance claims and 
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commutation mattcrs will be handled consistent with the proccdures announced in Matter 

ofthe Liqziidatioii uf Midland Ins. Co., 18 Misc 3d 1 I 17(A), 856 NYS2d 498 (New York 

Cou1lty 200s)’ so as to provide consistency in the management and handling of thc cstates 

in liquidation. To this end, the Liquidator shall report to the court on how the rulings in 

Midlcilzd impact this matter, and delineate the steps that are to bc implemented to conform 

with Midlard. 

Accordingly, it is 

ORDERED that the application to approve the Initial Report is granted to the extent 

that thc Liquidator’s plan to apply thc priority scheme for distribution in accordancc with the 

current version of Insurance Law $ 7434 is approved, but final approval of thc complete 

Initial Report and its planned distribution is stayed pending further submissions by thc 

Liquidator consistent with this Decision and Order, and it is further 

ORDERED that the Liquidator provide said submissions within 30 days of service of 

a copy of this order with notice of entry. 

This constitutes the Decision and Judgment of the Court. 

Dated: New York, New York 
February 6,2009 
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