


Insurer Insolvency

Insolvent does not necessarily mean without money.

How to Maximize
Coverage When Your Insurer

Is Declared Insolvent

KIMBERLY WINTER

G iven the current economic climate, with
stories of bankruptcy and bail-outs filling
the news, it is understandable for all types

of policyholders to be concerned about what might
happen if their insurers are declared insolvent. It has
been said that needing insurance is like needing a
parachute — if it isn’t there the first time, chances
are, you will not be needing it again. That is why
it can be crucial for policyholders to understand
how to handle a claim, particularly in the event of
insolvency, when the process becomes even more
complicated.

This article provides practical tips that may assist
policyholders to maximize recovery in the event of

a claim involving coverage intended to be provided
by an insolvent insurer.

A Brief Background: Why Do
Insurers Become Insolvent?

Unfortunately, even when one has taken precau
tions to procure the best coverage available through
a highly rated insurer, insolvency remains a risk.
Insolvency may occur for various reasons, including
a simple failure to compete (losing business to other
companies with a better product or lower prices), un
sustainable growth, or a sudden influx ofcatastrophic
losses for which the insurer did not have adequate
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reserves or reinsurance.
Unlike most noninsurance companies, which are

subject to the federal bankruptcy code, the regulation
of insurance company financial stability and solvency
is a function of state government.1 Each state’s de
partment of insurance tracks the financial well-being
of the insurance companies that are licensed to do
business in that state. Insurers must submit financial
data periodically and are subject to audits.

When an insurer appears to be suffering financially,
there are various steps the state regulators can take
to help resolve the impairment, including rehabili
tation. Unfortunately, liquidation is sometimes the
only feasible resolution.

Although the number of insurers declared insolvent
has been declining since 2000, it is very likely that
more insolvencies are on the horizon. The present
financial difficulties facing many insurers (caused in
part by their recent lowering ofpremiums and broad
ening ofcoverage terms in order to stay competitive),
coupled with heightened scrutiny from regulators,
make the continuation of this declining trend seem
impossible.

What If My Insurer Is Declared Insolvent?

When a domestic insurer is declared insolvent,
it ceases operating. The liquidator takes control of
all the financial activity, marshaling assets (such as
reinsurance) and handling claims, so that the insurer
may be completely and permanently dissolved.

Most states follow one of two liquidation model
acts, the Uniform Insurers Liquidation Act or the
Insurers Rehabilitation and Liquidation Model Act.
However, each state has its own set of insolvency
statutes and regulations governing the insurers do
miciled in that state.

Payments from an insolvent insurer’s estate are
made based upon the priority statutes of the state
in which the company was domiciled. Typically, the
administrative claims are paid first, followed by poli
cyholder claims, then general creditor claims, and so
on, to the extent that the estate has sufficient funds
to pay each successive class of claims.

Typically, the state director or commissioner of in
surance is appointed the receiver of insolvent insurers
in that state, although the director or commissioner
often appoints outside professionals to act as special
deputy liquidators. While the director of insurance

is the statutory receiver, the court overseeing the
insolvency proceeding will generally have the
final say regarding whether any particular claim
will be allowed. In other words, if the receiver
denies a claim, that is not necessarily the end of
the process. All states’ laws on insolvency allow
for due process, including a hearing before the
receivership court.

Payments from an insolvent
insurer’s estate are made based
upon the priority statutes of the
state in which the company was
domiciled.

Why Bother With an Insolvent Insurer?

Simply because an insurer has been declared
insolvent does not mean that there will be no funds
to pay policyholders’ claims. It is important not to
disregard these insurers, as pursuing an insolvent
insurer may be the only viable means of recovery
for certain claims.

When faced with a claim against an insolvent in
surer, the claimant should also make a claim against
the appropriate state guaranty funds. However,
these funds are often little help for large claims or
companies. Many states’ guaranty funds have caps
on the amounts they will pay (often, $300,000 per
claim) and net worth exclusions (often, insureds
with a net worth of $25 million or more will be
precluded from recovery, but the figure varies).

Moreover, excess insurers might not drop down
to provide coverage in the event the underlying
insurer becomes insolvent. Usually, it is not pos
sible to pursue a direct claim against your insolvent
insurer’s reinsurers (although there are a few excep
tions). All of these factors show the reasons why
the successful recovery of a claim directly against
an insolvent insurer may be important.

What Steps Should a Claimant Take?

The following tips should help your company
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2. Gather basic information before you file a proof
of claim.

Once you determine that your company has
claims worth pursuing, it is often best to
contact the receiver for some general infor
mation. Rather than a for-profit insurance
company, the receiver is a neutral party, try
ing to treat similarly situated claimants fairly
and equally. Accordingly, the receiver is
often quite helpful in assisting claimants.

a. Have any claims already been filed on your
behalf? If so, have they been determined?

For receiverships that began several years
or even decades ago, you might be surprised
to discover previous claim filings made on
behalf of your company (or its predecessors)
long before you became involved. This can
become a problem if you are attempting to
assert a new claim after a bar date.

If the receiver informs you that a proof of claim
was previously filed, request a copy. You may
be able to add to or amend it to include more
recent claims, depending upon how cleverly
drafted the original proof of claim was and
whether a “policyholder protection” claim was
filed.

b. Has a claim-filing bar date been set? If not,
does the receiver expect one to be set soon?

Inquire about any bar dates that may be ap
proaching, and make certain you file your
claim before the deadline, if possible. Request
that the receiver place you on the notice list
for any future bar dates or other significant
events in the estate. Ask if the receiver has a
Web site that you can check for updates.

c. If you missed the bar date, is the receiver still
accepting late-filed claims?

Sometimes, the receiver has discretion to ac
cept late-filed claims after the bar date, and
sometimes, a bar date is firm; it depends on the
estate. If you did not receive a proof of claim

form and otherwise did not have notice of the
liquidation, you may be allowed to file a claim
after the bar date.

Complete the forms carefully.
All estates and proofs of claim
are different.

The receiver will often have a list of policy
holders to whom notice of the liquidation was
sent. If your company is not on that list, you
may be allowed to file a late claim without
providing additional proof that you lacked
notice of the liquidation. If you are on the
receiver’s list but the receiver has your ad
dress listed incorrectly, for example, you may
be allowed to file a late claim after signing an
affidavit that you did not have notice of the
liquidation due to the incorrect address.

3. File adequate proofs of claim and supporting docu
mentation.

a. Complete the forms carefully. All estates and
proofs of claim are different.

Just as states’ insolvency laws differ, so do their
proof of claim forms. Be careful to fill out the
forms as completely and accurately as possible,
and make certain the proper party signs the
form, or it may be rejected. This can be espe
cially problematic if you are submitting the
form close to the bar date, when there may
be no time to fix errors.

b. Must your claim be liquidated, or can the value
be left undetermined?

In certain states and at particular stages in the
procedure for different estates, you maybe able
to submit a “contingent” or “unliquidated”
claim. Generally, these contingent or unde
termined proofs of claim are accepted at the
beginning of the receivership, and claimants
are asked to submit an amended, liquidated
proof of claim at a later date.
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At present, it appears that estates in only
Missouri, Illinois, and Utah may allow claims
for estimated future liabilities (in addition
to past costs), as long as you provide proper
documentation of these anticipated liabilities.
However, even where estimated liabilities are
allowed, the receiver will likely require that
you provide a liquidated amount for these
contingent claims at some point in the liqui
dation.

Do not make the mistake of
simply waiting for payment once
you file the proofs of claim.

c. File a separate proof of claim for contingent
or “policyholder protection” claims that may
arise later.

If you file a proof of claim only for known
claims, then the bar date passes and another
liability arises, you may be precluded from
making a claim on that new liability. The
receiver will likely assert that you cannot be
excused from the bar date because you had pre
viously filed other claims and, therefore, knew
of the bar date. Unless you have an argument
to include the new claim under a previously
submitted proof of claim, you will be without
recourse. The best practice is always to file a
separate proof of claim for contingent liabili
ties that may arise.

d. Send a cover letter with your proofs of claim,
and attach detailed descriptions and support
ing documentation for your claims.

Make it as simple as possible for the receiver
to understand your claim. Include in the cover
letter policy numbers, insured’s name, claim
ant’s name, and any other information that
might help the receiver process your proof of
claim.

To the extent that your company has under
gone mergers, acquisitions, or name changes,

you may need to explain the corporate history
leading to the transfer of liability (and/or in
surance rights) from the insured entity to the
present company.

e. Treat the proof of claim as you would notice
to an insurer.

Attach relevant demand letters; pleadings,
such as the petition or complaint; and any
other supporting documentation that you
would normally send to an operating insurer.

4. Do not make the mistake of simply waiting for
payment once you file the proofs of claim.

a. Follow up on the initial proof of claim filing.

Make sure the receiver received the proof of
claim. Request the claim number assigned,
and ask for a date-stamped copy of your proof
of claim for your records.

b. Request that the receiver provide information
on the status of your claim in writing.

If you wait for the receiver to take action on
your claim, you may be waiting a long time. The
typical receivership involves several thousand
claims, and you want yours to be processed
sooner rather than later. Phone calls are often
effective, but written correspondence gives you
documentation of when and how often you
have contacted the receiver. The more often
you contact the receiver’s office, the more likely
the receiver will want to resolve your claim.

c. Send additional information about your claim
as it develops.

If a new claim arises, submit the information
to the receiver immediately. New claims will
likely fall under a policyholder protection
proof of claim you previously filed, or you
may be allowed to file an additional, separate
proof of claim for the new claim. When you
submit new information, ask the receiver if a
new proof of claim form should be submitted
as well.




