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This is the final part of this article which has been substantially revised and updated to take account of

recent developments.

Recent set-off developments in the US

The application of set-offs in insurance insolvencies in
the US is currently a controversial issue among both
regulators and industry.? Industry advocates favour
the broadest interpretation of set-offs, relying on the
doctrine of mutuality and bankruptcy law.’ However,
many receivers contend that permitting reinsurance
set-offs at all is contrary to the scheme of pro rata
distribution under the priority of distribution estab-
lished in the Model Act* and adopted in one form or
another in the vast majority of states. The manifest
intent of these priority distribution statutes is to
favour claims of policyholders over those of general
creditors, including reinsureds. Receivers take the
position that set-offs strip policyholders of their
favoured position under the priority statutes, as set-
offs enable the party setting off to recover 100 per
cent of his claim before policyholders can recover any
portion of their unsecured claims.

These divergent views have resulted in intense
debate among receivers themselves, and between
receivers and industry. These debates have spurred
attempts to both enlarge and restrict the right of set-
off as set forth in the Model Act and the applicable
statutes of many states. The combatants in this battle
have not been content to wage war within the confines
of their respective legislative and trade organisations,
but have carried their causes to the courts, as
evidenced by the recent O’Connor and Mission
decisions. Whatever the end result of the current
controversy, two things are clear: the doctrine of set-
off in the US will change, and that change will not be
the result of compromise.

The battle over reinsurance set-offs

Until the second half of this century, it was assumed
that reinsurers of insolvent insurers could set off their
reinsurance obligations against claims they might
have against the insolvent for losses under primary
policies or reinsurance treaties underwritten by the
insolvent. In fact, it appears that no court addressed
the precise issue until 1958.° Since that time, the
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assertion of set-offs by reinsurers has been a con-
troversial issue, much debated in the legislatures and
— as evinced above - litigated in the courts.

The first major legislative battle over reinsurance
set-offs in insurance insolvency proceedings was
waged in 1965, when the Wisconsin legislature
created an Insurance Laws Revision Committee
charged with rewriting the state’s insurance code.®
The first chapter of the insurance code reviewed by
the Committee related to the rehabilitation and
liquidation of insurers.” The Committee created a
provision that would have denied reinsurers any set-
off of an insolvent cedent’s premium obligations. The
purpose of the provision was to maximise the assets
available for liquidation, encourage reinsurers to be
more concerned with the financial condition of
cedents, make reinsurance better perform its stabilis-
ing function, and frustrate fraudulent reinsurance
transactions. However, the Committee’s suggestion
was rejected, and the restrictive provision was never
enacted into law.?

The dissent over reinsurer set-off rights continued.
In July 1970, the California Assembly considered a
bill requiring that all payments due from a reinsurer
be made without any set-off for premiums due from
the insolvent insurer. By the time the bill passed in
August of that year, however, the anti-set-off pro-
vision had been deleted.’ In December 1970, a com-
mittee of the NAIC revisited the debate, creating a
subcommittee to consider elimination of reinsurance
set-offs.” The prevailing perception that surplus aid
reinsurance was being abused and had become a
serious problem provided impetus for the recon-
sideration.” After intense debate, both public and
private, the matter was temporarily resolved in
December 1972 by the addition of a ‘ceded insurance
report’ to Schedule S of the annual report form that
insurers are required to file with the various state
departments of insurance.” The issue was revived
briefly in 1983 when revision of the Utah insurance
code was undertaken,” but this time the right of
reinsurers to set-off was expressly preserved.

In 1986, the NAIC again found itself hosting heated
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debates over proposals to eliminate, or at least
modify, the right to assert set-offs against reinsurance
obligations owed to insolvent insurers and reinsurers.
In September 1986, the Law/Legislation Study Group
of the NAIC’s Rehabilitators and Liquidators (Ex 4)
Task Force (‘Task Force’) reported that it was con-
sidering ‘the question of off-set for reinsurers’.” In
June 1987, an Offset Issues Working Group (‘Work-
mg Group’) was established to review the applica-
bility of section 30 (the predecessor of section 29) of
the Model Act (the set-off provision) “as it affects re-
insurers’.’ In 1988, this charge was delegated to a
Reinsurance Setoff Study Group (‘Study Group’)”
composed of industry representatives. A regulatory
counterpart to the Study Group was created called
the Regulatory Subgroup of the Offset Issues Work-
ing Group (‘Regulatory Subgroup’), comprised of
representatives from the insurance departments of
various states.™

The Working Group, the Study Group, and the
Regulatory Subgroup met on numerous occasions.
They drafted or considered at least six separate pro-
posed revisions of former section 30. They also
created, distributed, collected, and tabulated the
results of a questionnaire designed to elicit the views
of the various state insurance departments and in-
dustry segments on certain set-off issues. Addition-
ally, they produced written majority and minority
reports, responses to those reports, and replies to the
responses. They also conducted a workshop on the
issue for regulators and their staff, at which a
majority of the regulators in attendance agreed on
proposed changes to section 30.?

In August 1988, the Study Group concluded its
deliberations on reinsurance set-offs, and reported its
findings in September of that year to the Task Force.”
The Study Group concluded that reinsurance set-offs
were consistent with both English and American law,
as well as equitable and business principles. Never-
theless, the Study Group recommended certain
clarifications of former section 30, that is, deleting all
reference to counterclaims, adding language denying
set-offs when the obligation ‘was not in existence
upon entry of an order of liquidation’, and adding
language denying set-offs when the obligation sought
to be set off is ‘that of an insured to pay earned
premium to the insurer’ or that of a person to pay ‘to
an insurer sums held in a fiduciary capacity’.?

A dissent to the Study Group Report was sub-
mitted, rejecting the proposed clarifications, and
arguing that section 30 was not in accordance with
legal and equitable principles, thus leaving the law on
set-offs unsettled.? One of the authors of the dissent,
Henry Jernigan, also proffered changes to section 30
that would limit set-offs to mutual debits and credits
‘arising from a single contract’, provide that no con-
tractual provision that increases the debts to be set-off
will be enforceable, and prohibit set off of joint and
several obligations.

In April 1989, the Regulatory Subgroup proposed
its own amendments to former section 30.* The Sub-
group’s amendments were the most comprehensive to
date, including deletion of references to counter-
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claims, allowance of set-offs arising out of different
contracts, and denial of set-offs between affiliates.
The Subgroup also proposed that the receivers
provide reinsurers with accountings of outstanding
debts, and that only claims which a cedent had paid
could be set off.* This proposal sparked intense
debate and spawned numerous counterproposals,
both from regulators and from the insurance in-
dustry.”

For example, the Illinois Department of Insurance
proffered a proposal that would have amended sec-
tion 30.A to expressly allow set-offs between
different contracts, amend section 30.B.(1) to clarify
the pre- and post-insolvency prohibitions, add a
prohibition against set-offs by affiliates, and limit set-
offs to mutual debts and credits ‘which are currently
due and payable’.” Under this proposal, if the party
asserting the set-off determined that after set-off it
owed the insolvent, then that party either could pay
the net amount or delay payment of a portion of the
net amount for future assertion as a set-off, provided
it deposited that portion into an interest-bearing trust
account for the insolvent’s benefit.”

Priority distribution statutes and public policy

The Prudential and Midland decisions have inten-
sified the debate over reinsurance set-offs. In both
cases, industry representatives advocated a broad
interpretation of statutory set-off provisions.
Receivers contended that permitting any broad rights
of set-off is fundamentally inconsistent with the
statutory schemes of priority distribution established
in the Model Act® and adopted in one form or
another in the vast majority of states.* Both appellate
courts reached the same results based on priority dis-
tribution statutes.®

Priority distribution statutes create and rank
different classes of creditors in an insurance insol-
vency. Under these statutes, creditors in a particular
class may be paid only after the insolvent’s assets have
been distributed pro rata to all other classes of
creditors of a higher priority and those creditors have
been paid in full. One of the central purposes of such
priority distribution statutes is to favour claims of
primary policyholders over those of general creditors,
including reinsureds. Some receivers take the
position that allowance of set-offs in an insurance
insolvency strips policyholders of their favoured
position under the priority statutes because set-offs
enable the party setting off, that is, reinsurers with
lower priority than policyholders, to recover 100 per
cent of their claims before the higher priority policy-
holders can recover any portion of their unsecured
claims.

The California Court of Appeals recently rejected
the notion that reinsurance set-offs may be permitted
only after all parties with higher priority under a
statutory distribution scheme have been fully paid. In
Prudential Reinsurance Co. v Superior Court®
Prudential sought to set off amounts owed by it to the
insolvent Mission Insurance Group, Inc. (‘Mission’),
against amounts owed by Mission to Prudential under
reciprocal reinsurance contracts.™ That is, Prudential
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sought to set off amounts owed by Prudential as a
reinsurer of Mission against amounts owed by Mis-
sion as a reinsurer of Prudential.

The California liquidator denied the asserted set-
offs for two reasons. First, the liquidator claimed that
the language of California’s insurance insolvency
statute made payment of set-offs contingent upon the
financial ability of the insolvent company to pay in full
all claimants with a higher statutory priority than
Prudential.® Second, the liquidator contended that
strong public policy considerations favouring pay-
ment of policyholders rendered set-offs improper
under the statute if such set-offs would result in
diminution of payment to claimants with a higher
statutory priority than Prudential.*

The trial court agreed with the liquidator’s views on
set-offs and denied Prudential’s set-off claims.”
Prudential appealed and the California appellate
court reversed.* The appellate court determined that
the priority distribution scheme of the California
Insurance Code did not control the interpretation of
the set-off provision therein.” Rejecting the liqui-
dator’s contention that set-off was impermissible until
all higher-priority claimants had been paid, the court
reasoned that such a construction of the set-off pro-
vision would create an irreconcilable conflict in the
Code.® The court found the set-off provision to be ‘a
classic statement of the doctrine of equitable set-off,
universally recognized to require payment of only the
set-off balance into an insolvency estate’.*

The court also rejected the liquidator’s contention
because such a construction would render the set-off
statute meaningless. As the court noted, ‘If the legis-
lature had meant to gear set-off entitlement to the
estate’s financial capacity, we presume it would have
worded [the set-off statute] to make that intention
sufficiently clear’.® Furthermore, the court found
that when the set-off and priority provisions were
adopted in 1935, the priority provision set forth only
three classes of claimants, with primary policyholders
and reinsurers sharing the same priority. The pro-
vision did not assign a higher class to policyholders
until 1979.® Thus, the legislature could not have
intended the 1979 amendment to the priority pro-
vision to control interpretation of the 1935 enactment
of the set-off provisions. Also, observing that set-offs
are not unlawful preferences, the court rejected the
liquidator’s contention that the set-off provision ef-
fected a ‘double preference’ in favour of reinsurers
over both policyholders of a higher class and general
creditors of the same class.*

In tandem with Prudential stands the Midland
decision. In Midland,” the trial court relied on the
dominant purpose of the statutory liquidation scheme
— pro rata distribution of the insolvent’s assets — to
deny reinsurance set-offs. The court found that by
withholding payment of its reinsurance obligation,
Kemper sought to obtain a greater share of
reinsurance proceeds that should have been con-
tributed to Midland’s assets for pro rata distribution
to all of Midland’s claimants.* This, the court said, ‘is
in fundamental opposition to the express policy
behind the liquidation statute and will not be
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countenanced’.*’ ‘L'he court held that set-o1t errects a
preference that cannot be tolerated under the New
York statutory scheme for liquidating the estates of
insolvent insurers.®

Once again, the trial court’s decision was
reversed.® In fact, the appellate court quoted from
the Seventh Circuit’s decision in Stamp v Insurance
Company of North America,” agreeing that reinsurer
set-offs are in the interests of policyholders and the
general public.™

Set-off of federal government claims

Federal claims are another type of claim in which the
applicability of set-offs may depend upon a statutory
priority of distribution scheme. In 1797, a federal
statute was enacted to govern the priority of the
federal government’s claims in insolvencies.* Essen-
tially unchanged today, this statute, known as the
‘Superpriority Statute’, provides that:

‘(a)(1) A claim of the United States Government shall
be paid first when —
(A) a person indebted to the Government is insol-
vent; and-
(i) the debtor without enough property to pay all
debts makes a voluntary assignment of property;
(ii) property of the debtor, if absent, is attached; or
(iii) an act of bankruptcy is committed; or
(B) the estate of a deceased debtor, in the custody of
the executor or administrator, is not enough to
pay all debts of the debtor.”

This statute enables the federal government to be
paid on its claims before any other claimants or
creditors; thus the federal government has a ‘super-
priority’ claim in an insolvency proceeding. The
penalty for ignoring the statute is high: ‘A representa-
tive of a person or an estate . . . paying any part of a
debt of the person or estate before paying a claim of
the Government is [personally] liable to the extent of
the payment for unpaid claims of the Government.*

Currently, there is great controversy as to whether
the Superpriority Statute applies to insurance insol-
vencies. Some commentators argue that the exclusion
of the business of insurance from federal regulation®
precludes application of the Superpriority Statute in
state insurance insolvency proceedings. Others argue
that the statute is applicable, as insolvency proceed-
ings do not fall within the ‘business of insurance’
excluded from federal regulation.%

This debate gives rise to an interesting question:
are federal claims asserted in state insurance insol-
vency proceedings pursuant to the Superpriority
Statute subject to rights of set-off? The Superpriority
Statute is silent on the issue. As previously discussed,
the existence of a prioritised distribution statute does
not automatically negate the application of statutory
set-off provisions before payment of priority claims.
Thus, it would appear (at least under Prudential) that
statutory set-offs could be applied before payment of
government claims. In fact, at least one court has
taken such a position.”

Another question arises regarding federal claims:
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can an insolvent company take a set-off against
government claims? The question would appear to be
controlled by application of the two-part requirement
for set offs: mutuality of capacity and mutuality of
time. Thus, set-offs might be denied on mutuality of
capacity grounds if the state receiver is deemed to be
holding insolvency funds in trust for the federal
government.*® Complicating the analysis is the exis-
tence of the federal supremacy clause, dictating that
the laws of the federal government are supreme to
those of state government regulating the same sub-
ject. It could be argued that the Superpriority Statute
overrides state set-off statutes to the extent they are
deemed to conflict. Unfortunately, it does not appear
that this issue will be resolved short of litigation.

Conclusion

American laws governing insurance insolvency
proceedings have lagged behind the times. Originally
created to resolve the financial difficulties of sub-
standard primary carriers, these laws have not been
adapted to respond to the myriad problems involved
in the insolvencies of reinsurers. The business of
reinsurance has changed and the insolvencies of
reinsurers and primary carriers with reinsurance
books of business have become increasingly complex.
Receivers, however, have been given dated, ill-fitting
tools with which to dismantle insolvent insurers. The
effects of this morass have been visited on the
insurance and reinsurance industry and ultimately the
world community through restrictive approaches to
the valuation of contingent claims and the applica-
bility of set-offs.

The business of insurance and reinsurance is a
global enterprise whose problems demand global
solutions. The many conflicting and inconsistent
statutory and regulatory provisions applicable to in-
solvencies evidence the need for reform. Contingent
claims can and should be valued and allowed for
payment or applied either through set-offs or the
doctrine of recoupment. Models for reform can be
found in the law of various jurisdictions read as a
whole. The time is ripe for legislative reform. Unless
receivers and industry work together to achieve
needed change, drastic solutions may be forced upon
them.
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