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Introduction

We all know the rules in an average bankruptcy. Uncle Sam holdsthe trump card, the federal priority statute, and he
playsit. When an insurance company becomes insolvent, the story is alittle different. The McCarran-Ferguson Act
allows states to create laws that pay claims of policyholders above the claims of the United States. |nRuthardt v. United
States, Linda Ruthardt, the Insurance Commissioner of Massachusetts, asked two questions. First, when a state statute
provides a guaranty fund with a priority higher than that of the United States, who is paid first? Second, if astatelaw
setsadeadline for al claimsto befiled, do the claims of the United States government also have to meet that deadline?
The answer to those questions requires a closer ook at the interplay between the Massachusetts Liquidation Act (“the
Mass. Liquidation Act") the federal priority statute and the McCarran-Ferguson Act.

Thefederal priority statute states that in a traditional bankruptcy case "the claims of the United States are paid first"? and
federal supremacy prevents any state law from superceding it. Insurance insolvencies are unique, however, because the
McCarran-Ferguson Act® ("M cCarran-Ferguson") creates an exception to this general rule. It states that:

“No Act 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, or which imposes afee or tax upon such business, unless such
Act specifically relatesto the business of insurance.”

15USC "1012. Thiscreatesareverse preemption, whereby a state law may preempt afederal oneif: (8) the statelaw was
enacted for the purpose of regulating the business of insurance; and (b) the federal law does not itself specificaly relate
toinsurance. Inother words, if astate law is enacted to regulate the business of insurance and conflicts with afederd

law like the Federal Priority Act, then under McCarran-Ferguson, the state law trumps the federal law. Soundssimple
enough. Thetrick, of course, is determining when a state law regulates the business of insurance.

In U.S. Department of the Treasury v. Fabe,* the Supreme Court read M cCarran-Ferguson narrowly and determined that a
law regulates the business of insurance only to the extent that it protects policyholders. By thisdefinition, if astatelaw is
primarily designed to further the interests of other creditors, it is outside the scope of McCarran-Ferguson and normal

preemption applies. In Fabe, the Court reviewed an Ohio state law that gave administrative claims and policyholder
claims priority above the United States. Normally that law would be preempted by the federal priority statute. Instead,

the court found that to the extent that the Ohio law was primarily designed to protect policyholdersit escaped federal

preemption.

Guaranty Associations Join the Party

The question that Fabe left unanswered was whether a guaranty fund would also receive priority at the policyholder
level. State guaranty funds provide protection for policyholders when an insurance company becomes insolvent.
Instead of pursuing aclaim directly, apolicyholder is paid by the guaranty fund, and the guaranty fund, in turn, receivesa
claim against the assets of the insurance company. InFabe, the Supreme Court told usthat policyholder claimsreceive
priority above the United Sates, but what about when that claim is transferred to a guaranty fund. Whois paid first
then?

Enter, Linda Ruthardt. 1n 1989, two Massachusetts Insurance Companies, American Mutua Liability Insurance Company
("AMLICQO") and American Mutual Insurance Company of Boston ("AMI") (collectively "the companies") were declared
insolvent. LindaRuthardt, asthe Commissioner of Insurance for the Commonwealth of Massachusetts® was appointed
Permanent Receiver and thus had the exclusive authority to recover all assets of the companies. Severa states, including



Massachusetts, have statutes giving guaranty funds priority as a policyholder to the assets of an insolvent insurance
company. The Mass. Liquidation Act gives administrative claims first priority, policyholder claimsincluding guaranty
funds second priority, and non-policyholder claims of the United States, third priority.

The policyholders' claims were transferred to Massachusetts Insurer's Insolvency Fund and other state insurance
guaranty funds. In accordance with Massachusetts state law, the receivership court entered an order requiring all
creditors to file their claims within one year. Over 37,000 claims were filed by the deadline, including claims by 51
property-casualty guaranty fundsin 46 jurisdictions. The claims of the United States totaled $636,742 against AMLICO
and $5,740 against AMI, and included several that were filed after the one-year claimsfiling deadline.

The Commissioner set out aplan for the distribution of the remaining assets. The claimswereto be paid in accordance
with the Mass. Liquidation Act, which gave priority to guaranty funds at the policyholder level (second priority), above
those claims of the United States government (fourth priority).° Several distributions were made to the guaranty funds
after obtaining a written waiver of objection from the United States. Then, on June 1, 1999, the court approved a
proposed 5th distribution to guaranty funds for $10,125,000, but this time the United States would not waiveitsclaim.
The Commissioner, who faced personal liability for any distribution paid out before the United States, refused to permit
the distribution and brought action against the United States.

District Court

The Commissioner requested two specific findings from the court. First, that the guaranty funds be given priority as
policyholders under the Mass. Liquidation Act, and second, that the claims of the United States were subject to thefiling
deadline set by that statute. If the provisions of the Mass. Liquidation Act were enacted to protect policyholders, then
under Fabe, they were enacted to regulate the business of insurance, and McCarran-Ferguson's reverse-preemption
should apply. Similarly, if the Massachusetts claims filing deadline was enacted to regul ate the business of insurance
then the state law filing deadline would also preempt federal law and the United States would be required to submit all
claims before that deadline.

Guaranty AssociationsHave Priority As A Policyholder

The United States argued that the Mass. Liquidation Act was not enacted to regul ate the business of insurance and was
therefore, preempted by the federal priority statute. Under Fabe, a state law must directly benefit policyholdersfor it to
qualify as regulating the business of insurance and thereby preempt federal law. The United States al so emphasized that
guaranty funds can still filetheir claims under the federal priority statute, but will have apriority after the United States.

The Commissioner countered that the guaranty funds were entitled to the same priority afforded policyholders because
the funds function to facilitate the performance of insurance contracts. In thisway, affording guaranty fundspriority as
policyholders directly protects policyholders and therefore the Mass. Liquidation Law escapes preemption. In several

Amicus Curie briefs, guaranty funds described the detriment that would result if guaranty funds were not entitledtothe
same priority level as policyholders.” They pointed out that M assachusetts had " established alegislative bal ance of

interests that finance[d] the policyholder protection system" and that with its challenge the United States "would
undermine the state's efforts to regul ate the business of insurance for the purpose of protecting policyholders."® The
District Court agreed. It found that the Massachusetts scheme was indeed enacted to benefit policyholders. Therefore,

under Fabe, it was alaw regulating the business of insurance and it was saved from preemption by McCarran-Ferguson.
The Mass. Liquidation Act trumped the federal 1aw and the Commissioner could pay the guaranty fund claims before the
federal claims.

ClaimsBar - The District Court Was Bound By First Circuit Decision In Garcia

The United States argued that its claims were not subject to the claims filing deadline because: (a) federd damsarenot
subject to state statutes of limitation;®and (b) the federal priority statute preempted the Mass. Liquidation Act. The
Commissioner argued to the contrary that the filing deadline benefitted policyholders by "permitting final determination of
claimsand afinal distribution of assets" and that "[a]bsent a deadline for claims applicable to all creditors, neither the
affairs of the Companies, nor the interests of pending claimants can be finalized." *°



The court first rejected the argument that a deadline wasinapplicable as an imposition of a state statute of limitation on a
federal claim. Although the court recognized the principle that the federal government was not generally subject to
statutes of limitation, it could not "overcome the particular niche for state authority carved out by the McCarran-
Ferguson Act."™ Next, it concluded that although McCarran-Ferguson did apply to claims of the federa government, it
was bound by the First Circuit's prior decision in Garcia v. Island Program Designer, Inc.* that claim deadlines do not
regulate the business of insurance. In Garcia, the IRS had missed a state filing deadline set by a Puerto Rico statute.
Under Puerto Rico law, any claimsfiled after the deadline could only be paid after all other claims have been paid with
interest. TheFirst Circuit applied the rule from Fabe, and held that the Puerto Rico filing deadline was not alaw enacted
to regulate the business of insurance because it was not alaw designed to directly benefit policyholders. It explained that
thefiling deadline helped all creditors by penalizing |ate filers and therefore under Fabe's definition, it was not enacted to
regulate the business of insurance. Thus, the McCarran-Ferguson Act did not apply, and the federal priority statute
preempted Puerto Rico law.

The District Court in Ruthardt found that the First Circuit's decision in Garcia was controlling. Under Garcia, the
Massachusetts filing deadline was not directed at protecting policyholders, but instead benefitted all creditors. However,
the court did note that "[t]he record . . . suggests the Garcia panel may have underestimated the disruption which an
open-ended opportunity for federal government claims has upon insurance liquidation proceedings." *®

Therefore, McCarran-Ferguson could not save the state law from preemption, and normal federal priority applies.

First Circuit Court of Appeals
Court of Appeals Affirmsthe District Court

The United States unsuccessfully appealed the District Court’ s ruling that its claims did not have priority over the claims
of guaranty funds. The Commissioner defended the District Court's application of the Faberule. The Court of Appedls
agreed. It affirmed the District Court, finding that guaranty funds have priority at the policyholder level. The Court noted
that the Fabe decision not only gave priority to policyholders, but to administrative claims as well. It explained that
"Fabe's premise was not that priority (over the United States) for policyholdersisall right and priority for anyone elseis
not; Fabeitself upheld a priority for administrative expenses of liquidation (and apparently administrative expenses of

guaranty fundstoo.")** It noted that "the guaranty funds are little more than a mechanism for advancing the money to
pay policyholders promptly and then recovering those advances out of the estate assets. . . just as the policyholders
could have done directly."* Therefore, a law giving priority to guaranty funds was a law enacted to benefit

policyholders. Under the definition from Fabe, it was alaw enacted to regul ate the business of insurance and McCarran-
Ferguson's reverse preemption applied.

The Commissioner appealed the finding that the United States was exempt from Massachusetts' filing deadline. The
Court of Appealswas not persuaded by the Commissioner's argument that the First Circuit had sub-silentio overturned
Garcia by failing to citeit in other cases where it could have been invoked.”*® Finding that it wasindeed bound by its
own Garcia decision," the court affirmed the District Court's finding that the M cCarran-Ferguson Act does not protect
the state filing deadline from preemption.

Although the court defended its decision in Garcia as having properly applied Fabe, it was not hesitant to critique the
inevitable consequences. It opined that "giving the United States an open-ended exemption from deadlinesis (in the
liquidation context) simply terrible public policy and was almost certainly not the result of any considered judgment by
Congress."*® The court did not stop there. It continued on, listing as examples that "the defunct insurance company
cannot befully liquidated, until all claims of the United States are satisfied to the extent that remaining assets permit . . .
the Commissioner B who is personally liable for ignoring the Federal Priority Act . . . cannot ever pay off creditors with
lower priorities, unless she can wrangle awaiver from the United States." *°

Conclusion
Ruthardt isamixed blessing. Guaranty fundswon theright to be paid at the policyholder level. The United States won

the right to continue its practice of refusing to adhere to aclaimsfiling deadline. The Supreme Court declined to issue
certiorari leaving Garcia alive to see another day. The only thing that seems certain is that everyone, except for the



federal government, agreesthat some uniform time limit for filing claimsisneeded. The First Circuit declared that "thisis
amatter for the legislature and not for the courts." What remains to be seen is whether Congress will accept the First
Circuit'sinvitation to correct this "terrible public policy".
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