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Commonwealth Court of Pennsylvania. 

M. Diane KOKEN, Insurance Commissioner, Common-
wealth of Pennsylvania, Plaintiff, 

v. 
LEGION INSURANCE COMPANY, Defendant. 

Re Petition for Liquidation of Legion Insurance Company 
(In Rehabilitation). 

June 26, 2003. 
Publication Ordered Aug. 28th, 2003. 

 
Commissioner of Insurance, as rehabilitator of insolvent 
fronting-type direct insurers offering property and casu-
alty policies, filed petitions to convert rehabilitation into 
liquidation, and ultimate controlling shareholder of direct 
insurers and certain policyholders were allowed to inter-
vene. The Commonwealth Court, No 183 M.D. 
2002,Leavitt, J., held that: (1) insurer rehabilitation statute 
did not authorize rehabilitator to consent to insurers' liq-
uidation; (2) rehabilitator could not amend insurers' by-
laws to confer on herself sufficient authority to consent to 
insurers' liquidation; (3) certain policyholders could claim 
third-party beneficiary rights to reinsurance; (4) evidence 
was insufficient that direct payments sought by policy-
holders from reinsurers of insolvent direct insurer would 
constitute impermissible preferences; (5) statute govern-
ing involuntary dissolution of insurers authorized policy-
holders' direct access to reinsurance; (6) alternative futil-
ity standard for determination by rehabilitator as to 
whether to seek conversion of rehabilitation into liquida-
tion of insurer could not be applied; and (7) rehabilitator 
was entitled to convert rehabilitation into liquidation. 
 
Petition for liquidation granted, and certain policyholders' 
requests for direct access to reinsurance granted. 
 

West Headnotes 
 
[1] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
A creature of statute, such as the Insurance Commissioner 

acting as a rehabilitator, can only exercise those powers 
which have been conferred by the Legislature in clear and 
unmistakable language. 
 
[2] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Under rehabilitation statute, a rehabilitator has full power 
to direct and manage and to deal with the property and 
business of the insurer but to one end, to achieve a suc-
cessful rehabilitation; rehabilitation statute does not con-
fer the power upon a rehabilitator to amend an insurer's 
bylaws, or to assert all rights of its board of directors, 
even the right to consent to liquidation. 40 P.S. § 
221.16(b). 
 
[3] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
 
 Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
The purpose of rehabilitation statute is to clarify that dur-
ing the course of a rehabilitation, the commissioner of 
insurance, not the insurer's board, has responsibility for 
the management of the insurer's business; otherwise, the 
rehabilitation can devolve into a contest between the 
commissioner and the insurer's management. 40 P.S. § 
221.16(b). 
 
[4] Insurance 217 1405 
 
217 Insurance 
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      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Insurance Commissioner, acting as rehabilitator, could not 
consent to insurers' liquidation, although under rehabilita-
tion statute rehabilitator, not insurers' boards, had respon-
sibility for the management of the insurers' business, 
where insurers, despite cash flow problems, continued to 
report policyholder surplus in excess of liabilities, which 
indicated they would have enough assets to pay all obliga-
tions; rehabilitator's powers superseded boards' only with 
respect to actions necessary to correct insurers' condition, 
and liquidation and corporate dissolution were not actions 
that corrected their cash flow. 40 P.S. § 221.16(b). 
 
[5] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Although rehabilitation statute directs that in any dispute 
on management of the insurer's business, the insurance 
commissioner, acting as rehabilitator, trumps the insurer's 
board of directors, a rehabilitator does not trump the 
board of directors in every respect; rehabilitator's powers 
supersede the board only with respect to such action that 
is needed to correct the insurer's condition. 40 P.S. § 
221.16(b). 
 
[6] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Insurer rehabilitation statute does not authorize a rehabili-
tator to consent to an insurer's liquidation; statute specifi-
cally authorizes use of insurer funds to contest its liquida-
tion during rehabilitation, such contest would not be pos-
sible if rehabilitator can speak for insurer on liquidation, 
statute only authorizes an insurer to consent to liquida-
tion, and definition of insurer under statute does not in-
clude rehabilitator. 40 P.S. §§ 221.3, 221.16(b), 
221.20(b). 

 
[7] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Commissioner of Insurance, acting as rehabilitator, could 
not amend insurers' bylaws to confer on herself sufficient 
authority to consent to insurers' liquidation; rehabilitation 
statute did not give rehabilitator power to consent to liq-
uidation, but only the right to exercise insurers' boards' 
powers only where needed to effect rehabilitation. 40 P.S. 
§ 221.16(b). 
 
[8] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Insurer rehabilitation statute gives Commissioner of In-
surance, as rehabilitator, only the right to exercise the 
insurer's board's powers only where needed to effect a 
rehabilitation. 40 P.S. § 221.16(b). 
 
[9] Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
Under insurer rehabilitation statute, a rehabilitator may 
not, by changing an insurer's bylaws, expand his or her 
powers beyond present applicable law. 40 P.S. § 
221.16(b). 
 
[10] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
Statute governing involuntary dissolution of insurers es-
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tablishes precise standards for a conversion of a rehabili-
tation to a liquidation; these standards cannot be avoided 
even if the insurer, by its board of directors, consents to 
the conversion. 40 P.S. § 221.1 et seq. 
 
[11] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
The rights of policyholders to have the grounds for a con-
version of insurer's rehabilitation into a liquidation estab-
lished in a court of law cannot be abrogated by insurer's 
board of directors any more than they can be abrogated by 
a rehabilitator; consent of the insurer may be a means to a 
rehabilitation or to a liquidation at the outset, but it is not 
a means to a conversion of a rehabilitation into a liquida-
tion. 40 P.S. § 221.18(a). 
 
[12] Insurance 217 1387 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1387 k. Evidence. Most Cited Cases 
In any petition to convert insurer's rehabilitation into liq-
uidation, rehabilitator has the burden of proof; initially, as 
moving party, it is rehabilitator's burden to prove insol-
vency as of date of filing petition for liquidation, then, 
rehabilitator needs to demonstrate that continued rehabili-
tation would substantially increase risk of loss to credi-
tors, policy and certificate holders, or the public, or that 
rehabilitation would be futile. 40 P.S. § 221.18(a). 
 
[13] Insurance 217 1352 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1351 Remedies 
                      217k1352 k. In General. Most Cited Cases 
Liquidation of insurer is a remedy of last resort. 40 P.S. § 
221.1 et seq. 
 
[14] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 

                217k1350 k. In General. Most Cited Cases 
For purposes of statute governing involuntary dissolution 
of insurers, something more than blind hope is needed to 
continue a rehabilitation of insurer and avoid a liquida-
tion. 40 P.S. § 221.1 et seq. 
 
[15] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
 
 Insurance 217 1405 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(C) Supervisors, Liquidators, Conservators, 
Rehabilitators or Receivers 
                217k1405 k. Powers and Duties. Most Cited 
Cases 
For purposes of allocation of responsibility between In-
surance Commissioner, acting as rehabilitator, and the 
courts under statute governing involuntary dissolution of 
insurers, in context of rehabilitator's petition to convert 
insurer's rehabilitation into liquidation, Insurance Com-
missioner is not court's agent, but neither is he or she a 
free agent; he or she must follow the statutory mandates, 
as must the court, and use “reasonable” discretion. 40 P.S. 
§ 221.18(a). 
 
[16] Insurance 217 1387 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1387 k. Evidence. Most Cited Cases 
 
 Insurance 217 1401 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1401 k. Review. Most Cited Cases 
Deference to determinations of fact and public policy 
made by Commissioner of Insurance, acting as insurer 
rehabilitator, is not appropriate where, in context of reha-
bilitator's petition to convert insurer's rehabilitation into 
liquidation, court must apply specific statutory standards 
to the evidence presented by the rehabilitator and parties 
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opposing liquidation; to apply deference to factfinding 
would undermine court's responsibility to act upon reha-
bilitator's petition in a fair and neutral manner and would 
improperly shift burden of proof to those opposing a peti-
tion to liquidate. 40 P.S. § 221.18(a). 
 
[17] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
Equitable purpose of rehabilitation and liquidation in in-
surance insolvency statutes is to protect first of all con-
sumers of insurance. 40 P.S. § 221.1 et seq. 
 
[18] Insurance 217 1376 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1376 k. Reinsurance. Most Cited Cases 
General rule that, in liquidation, reinsurance proceeds 
become general assets of estate of liquidated insurer, did 
not apply to direct insurer in the business of fronting in-
surance as to which Commissioner of Insurance, as reha-
bilitator, sought to convert rehabilitation into liquidation, 
where policyholders, not direct insurer, placed reinsur-
ance, direct insurer neither adjusted nor funded claims, 
and it did not seek to expand its underwriting capacity 
through reinsurance, but, rather, sought to avoid any un-
derwriting because its business plan called for generation 
of fees, not underwriting profits. 40 P.S. § 221.18(a). 
 
[19] Insurance 217 3631 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3631 k. Effect of Reinsured's Insolvency. 
Most Cited Cases 
In context where insolvent direct insurer acted only as 
pass-through and not as true insurer, court was obliged to 
examine reinsurance arrangements in their entirety to de-
termine whether to allow direct insureds direct access to 
reinsurance, instead of applying general rule disallowing 
direct payments to insureds from reinsurance. 
 
[20] Insurance 217 3629 
 
217 Insurance 

      217XXXII Reinsurance 
            217k3628 Rights of Original Insured or Others 
                217k3629 k. In General. Most Cited Cases 
 
 Insurance 217 3630 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3628 Rights of Original Insured or Others 
                217k3630 k. As Third-Party Beneficiary. Most 
Cited Cases 
Policyholders may bring a direct action against the rein-
surance company where the policyholder is a third-party 
beneficiary or intended beneficiary of the reinsurance 
contract. 
 
[21] Insurance 217 3630 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3628 Rights of Original Insured or Others 
                217k3630 k. As Third-Party Beneficiary. Most 
Cited Cases 
 
 Insurance 217 3631 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3631 k. Effect of Reinsured's Insolvency. 
Most Cited Cases 
Policyholders could claim third-party beneficiary rights to 
reinsurance, where insolvent direct insurer acted only as 
pass-through and not as true insurer, and policyholders 
purchased reinsurance for their benefit alone, and not for 
the benefit of direct insurer. 
 
[22] Insurance 217 3630 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3628 Rights of Original Insured or Others 
                217k3630 k. As Third-Party Beneficiary. Most 
Cited Cases 
In determining third-party beneficiary rights under a rein-
surance contract, courts look at the extent of the rein-
surer's involvement in the underlying insurance program. 
 
[23] Insurance 217 1376 
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217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1376 k. Reinsurance. Most Cited Cases 
 
 Insurance 217 3630 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3628 Rights of Original Insured or Others 
                217k3630 k. As Third-Party Beneficiary. Most 
Cited Cases 
 
 Insurance 217 3631 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3631 k. Effect of Reinsured's Insolvency. 
Most Cited Cases 
In context of analyzing direct access to reinsurance by 
third-party beneficiary to reinsurance contract, third-party 
beneficiary rights under reinsurance agreement cannot 
inure to insolvent direct insurer's liquidator, receiver, con-
servator or statutory successor; insurer's statutory succes-
sor is not a third-party beneficiary to reinsurance contract 
but, rather, party to the contract with same rights as those 
of insolvent insurer. 
 
[24] Insurance 217 1387 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1387 k. Evidence. Most Cited Cases 
Evidence was insufficient to show that direct payments 
sought by policyholders from reinsurers of insolvent di-
rect insurer would constitute impermissible preferences, 
thus barring direct access to reinsurance; although reha-
bilitator witnesses contended that direct payments might 
constitute impermissible preferences, they did not explain 
legal basis for this opinion. 
 
[25] Insurance 217 3631 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3631 k. Effect of Reinsured's Insolvency. 
Most Cited Cases 
Statute governing involuntary dissolution of insurers au-
thorized policyholders' direct access to reinsurance, where 

reinsurer, rather than fronting company direct insurer, 
bore 100 percent of underwriting risk, and reinsurer was 
chosen by policyholders. 40 P.S. § 221.34. 
 
[26] Insurance 217 1401 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1401 k. Review. Most Cited Cases 
It is the Court's task to ensure that insurer rehabilitator's 
actions are consistent with equitable principles and serve 
the interests of policyholders. 
 
[27] Insurance 217 1376 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1376 k. Reinsurance. Most Cited Cases 
 
 Insurance 217 3631 
 
217 Insurance 
      217XXXII Reinsurance 
            217k3631 k. Effect of Reinsured's Insolvency. 
Most Cited Cases 
Court has authority under statute governing involuntary 
dissolution of insurers to order the filing of a rehabilita-
tion plan to allow direct access to reinsurance where it 
would prevent great harm to some policyholders without 
adversely affecting the overall estates of insolvent insur-
ers. 40 P.S. § 221.5. 
 
[28] Constitutional Law 92 2758 
 
92 Constitutional Law 
      92XXII Obligation of Contract 
            92XXII(C) Contracts with Non-Governmental 
Entities 
                92XXII(C)2 Particular Issues and Applications 
                      92k2758 k. Insurance. Most Cited Cases 
      (Formerly 92k178) 
 
 Constitutional Law 92 2769 
 
92 Constitutional Law 
      92XXII Obligation of Contract 
            92XXII(C) Contracts with Non-Governmental 
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Entities 
                92XXII(C)2 Particular Issues and Applications 
                      92k2764 Actions 
                          92k2769 k. Trial, Judgment, and Review. 
Most Cited Cases 
      (Formerly 92k178) 
 
 Insurance 217 3582 
 
217 Insurance 
      217XXXI Civil Practice and Procedure 
            217k3581 Judgment 
                217k3582 k. In General. Most Cited Cases 
Court judgment allowing policyholders direct access to 
reinsurance proceeds could not violate contract rights of 
reinsurer, as an alien friend with substantial assets in the 
U.S., under federal and state constitutions' Contracts 
Clauses protecting the obligation of contracts against state 
action; Contracts Clauses offered protection from legisla-
tive act of passing laws, not from court judgments. 
U.S.C.A. Const. Art. 1, §§ 10, 17. 
 
[29] Constitutional Law 92 2661 
 
92 Constitutional Law 
      92XXII Obligation of Contract 
            92XXII(A) In General 
                92k2661 k. Application in General. Most Cited 
Cases 
      (Formerly 92k115) 
The test for unconstitutional impairment of contract is the 
same under both state and federal constitutions. U.S.C.A. 
Const. Art. 1, §§ 10, 17. 
 
[30] Constitutional Law 92 2673 
 
92 Constitutional Law 
      92XXII Obligation of Contract 
            92XXII(A) In General 
                92k2673 k. Judicial Decisions. Most Cited 
Cases 
      (Formerly 92k116) 
The Contracts Clause of the Federal Constitution, protect-
ing the obligation of contracts against state action, is di-
rected only against impairment by legislation and not by 
judgments of courts. U.S.C.A. Const. Art. 1, § 10. 
 
[31] Insurance 217 1350 
 
217 Insurance 

      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
Commissioner of Insurance, as rehabilitator of insolvent 
fronting company direct insurers, was entitled to convert 
their rehabilitation into liquidation, although direct insur-
ers' rehabilitation could have been viable given they had 
combined surplus as to policyholders in excess of $326 
million and they had secured quality reinsurance, where 
numerous states refused to return statutory deposits to 
rehabilitator, rehabilitator was unable to make significant 
progress in collecting more than $310 million in reinsur-
ance recoveries, and guaranty funds had adopted rigid and 
formalistic approach that allowed for coverage only in 
event of liquidation, not rehabilitation. 40 P.S. § 
221.18(a). 
 
[32] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
Rehabilitator satisfied her burden of proving reasonable 
cause to believe that further attempts to rehabilitate insur-
ers would substantially increase the risk of loss to policy 
and certificate holders, as required to convert rehabilita-
tion into liquidation of insurers, where numerous states 
refused to return statutory deposits to rehabilitator, reha-
bilitator was unable to make significant progress in col-
lecting more than $310 million in reinsurance recoveries, 
and there was testimony that order of liquidation was re-
quired before underlying claims could be turned over to 
guaranty funds. 40 P.S. § 221.18(a). 
 
[33] Insurance 217 1350 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
Alternative futility standard for determination by insurers' 
rehabilitator as to whether to seek conversion of rehabili-
tation into liquidation of insurers could not be applied, 
where plan for rehabilitation of insurers was never filed 
with the court, and there was no evidence that insurers' 
finances were in total disarray, that loss reserves against 
claim liabilities were drastically understated, or that in-
surers' investments were chimeral. 40 P.S. § 221.18(a). 
 
[34] Insurance 217 1350 
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217 Insurance 
      217VI Financial Impairment 
            217VI(A) In General 
                217k1350 k. In General. Most Cited Cases 
 
 Insurance 217 1382 
 
217 Insurance 
      217VI Financial Impairment 
            217VI(B) Proceedings 
                217k1382 k. Summary Proceedings. Most Cited 
Cases 
Insurance rehabilitation is not to be used as a period of 
conservatorship while the Insurance Department reviews 
options for dealing with financially troubled insurer; thus, 
if period of conservation is the appropriate response to a 
financially troubled insurer, conservatorship should not be 
effected by court-ordered rehabilitation but, rather, by 
summary administrative order issued by the Insurance 
Department pursuant to statute governing involuntary 
dissolution of insurers. 40 P.S. § 221.10. 
 
[35] Contracts 95 164 
 
95 Contracts 
      95II Construction and Operation 
            95II(A) General Rules of Construction 
                95k164 k. Construing Instruments Together. 
Most Cited Cases 
When two or more contractual documents are executed at 
the same time and involve the same transaction, they 
should be construed as a whole, even when the parties are 
not the same. 
*1200 Gaetan J. Alfano,David M. Laigaie, Philadelphia, 
for Rehabilitator. 
 
David L. Bricker and Amy L. Weber, Harrisburg, for In-
surance Department. 
 
Michael L. Browne and Douglas Y. Christian, Philadel-
phia, for Mutual Risk Management, Ltd. 
 
Jay H. Calvert, Jr. and Richard F. McMenamin, Philadel-
phia, for American Airlines, Inc. 
 
Timothy P. Law, Philadelphia, for Pulte Homes, Inc. 
 
*1201 Terence P. Cummings, New York, NY, for Psy-
chiatrists' Risk Purchasing Group, Inc. 

 
David R. Moffitt and Michael F. Consedine, Harrisburg, 
for Rural/Metro Corp. 
 
James I. Rubin, Teresa L. Snider, Chicago, IL, and Helen 
L. Gemmill, Harrisburg, for Syndicate 271. 
 
OPINION BY JUDGE LEAVITT. 
 
Before this Court are Petitions for the Liquidation of Le-
gion Insurance Company (In Rehabilitation) (Legion) and 
of Villanova Insurance Company (In Rehabilitation) (Vil-
lanova) that were filed on August 29, 2002, and amended 
on October 18, 2002. The Petitions were filed by the 
Pennsylvania Insurance Commissioner, Honorable M. 
Diane Koken, in her capacity as Rehabilitator of Legion 
and Villanova. The Rehabilitator asserts the following 
grounds for a liquidation: Legion and Villanova have con-
sented to their liquidation; Legion and Villanova are in-
solvent; FN1 further rehabilitation of Legion and Villanova 
is futile and may substantially increase the risk of loss to 
creditors, policyholders and the public. The Rehabilitator 
also asserts the need to trigger state guaranty funds. 
 

FN1. The insolvency claim was based upon Le-
gion's and Villanova's asserted cash flow prob-
lems, the very problems that prompted the Insur-
ance Commissioner's filing of Petitions for Re-
habilitation of Legion and Villanova. See Notes 
of Testimony 11/14 at 14-15 (N.T. ----). Orders 
of Rehabilitation were entered on March 28, 
2002. 

 
The ultimate controlling shareholder of Legion and Villa-
nova, Mutual Risk Management, Ltd. (MRM), was 
granted intervention FN2 to contest the liquidation of these 
insurers. MRM asserts that Legion and Villanova did not 
consent to their liquidation. It also contests the Rehabilita-
tor's claim that “further” rehabilitation would be futile, 
noting that a reasonable attempt at rehabilitation has yet 
to be initiated. Far from preventing harm to creditors and 
policyholders, MRM asserts that a liquidation will ad-
versely affect these parties. Further, it denies that shifting 
the claims of Legion and Villanova to state guaranty 
funds is in the best interests of either the policyholders or 
the public. 
 

FN2. As the controlling shareholder, MRM con-
tinues to have the authority to direct the election 
or appointment of the directors of Legion and of 
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Villanova. The statute expressly authorizes the 
directors of an insurer to contest a liquidation. 

 
Article V of The Insurance Department Act of 1921, Act 
of May 17, 1921, P.L. 789, added by Section 2 of the Act 
of December 14-1977, P.L. 280, as amended,40 P.S. §§ 
221.1-221.63 (Article V), governs the rehabilitation and 
liquidation of insolvent insurers. It specifies the procedure 
and grounds for the conversion of an insurance company 
rehabilitation into a liquidation. It states, in relevant part, 
as follows: 
 

Whenever he has reasonable cause to believe that fur-
ther attempts to rehabilitate an insurer would substan-
tially increase the risk of loss to creditors, policy and 
certificate holders, or the public, or would be futile, the 
rehabilitator may petition the Commonwealth Court for 
an order of liquidation. A petition under this subsection 
shall have the same effect as a petition under section 
520. The Commonwealth Court shall permit the direc-
tors to take such actions as are reasonably necessary to 
defend against the petition and may order payment from 
the estate of the insurer of such costs and other ex-
penses of defense as justice may require. 

 
Section 518(a) of Article V, 40 P.S. § 221.18(a). It is 
against this statutory *1202 provision that the positions of 
the Rehabilitator and MRM must be measured. 
 
A pre-hearing conference was held on October 4, 2002. 
Evidentiary hearings were conducted on November 7, 8, 
14, 15 and 22, 2002. Prepared statements were received 
from interested persons,FN3 who were not granted party 
status as intervenors. The Rehabilitator and MRM each 
submitted post-hearing briefs; the final brief was submit-
ted on January 13, 2003. Amicus curiae briefs were filed 
by several state insurance departments and state guaranty 
associations. FN4 
 

FN3. Statements were received from Pulte 
Homes, Inc., Psychiatrists Purchasing Group, 
Inc., American Airlines, Inc., Rural/Metro Cor-
poration, who later became intervenors, third-
party administrators, insurers, national trade as-
sociations and several state insurance depart-
ments. 

 
FN4. These include: the state insurance depart-
ments of Alabama, Georgia, Kansas and Iowa; 
the National Conference of Insurance Guaranty 
Associations; the National Organization of Life 

and Health Guaranty Associations; and the Na-
tional Association of Insurance Commissioners. 

 
Thereafter, certain policyholders petitioned to intervene, 
and other policyholders, who had been previously denied 
intervention, requested that their denials be certified for 
immediate appeal. A conference was conducted on Febru-
ary 11, 2002, at the request of the policyholders. The 
Court granted intervention to American Airlines, Inc., 
Rural/Metro Corporation, Pulte Homes, Inc. and the Psy-
chiatrists' Purchasing Group, Inc. (collectively Policy-
holder Intervenors). The record was opened to allow Poli-
cyholder Intervenors to present evidence on their position 
that a liquidation would be harmful to their interests. 
 
On March 5, 2003, a collection of underwriters from 
Lloyds of London, known as Syndicate 271, filed an 
emergency petition to intervene in this liquidation pro-
ceeding for the purpose of opposing the request for relief 
of Policyholder Intervenor, American Airlines, Inc. Inter-
vention was granted to Syndicate 271, but its request for a 
45 day postponement of the hearing was denied. 
 
Evidentiary hearings on the Policyholder Intervenors' 
petitions were conducted on March 6, 7, 19, and 20, 2003. 
The Rehabilitator and Syndicate 271 presented evidence 
on April 3, 2003. Post-hearing briefs were filed by the 
Policyholder Intervenors, Syndicate 271 and the Rehabili-
tator. An amicus curiae brief was filed by the Reinsurance 
Association of America (Reinsurance Association). The 
last brief was filed on May 27, 2003. 
 
The matter now is ready for disposition. 
 
I. FACTUAL FINDINGS. 
 
A. Financial Condition of Legion and Villanova. 
 
Legion and Villanova are property and casualty insurers 
organized and existing under the laws of the Common-
wealth of Pennsylvania that operated principally as 
“fronting companies” in various commercial insurance 
programs. As fronting companies, Legion and Villanova 
issued policies of insurance that were largely reinsured by 
other insurers. The commercial insurance they “fronted” 
generally fell into two basic categories: corporate account 
business and program business. The goal in writing this 
business was to generate earnings from fees, not under-
writing profits; accordingly, Legion Group retained little 
underwriting risk. Instead, the insured retained most of 
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the risk of loss, but the insured's total loss was capped at a 
certain point through excess coverage or a reinsurance 
agreement. 
 
*1203 The corporate account business was written in two 
ways. Legion and Villanova issued a guaranteed cost pol-
icy that was reinsured by a captive reinsurer,FN5 owned or 
rented by the policyholder.FN6 Legion and Villanova also 
issued a large loss deductible policy. Under this policy, 
the insured retained a large, per-occurrence risk through a 
large deductible. FN7 The insured then purchased a second 
policy, called a deductible reimbursement policy, from a 
Legion affiliate, Mutual Indemnity Reinsurer. The insured 
posted collateral with the Mutual Indemnity Reinsurer to 
secure the amounts to be paid by the Mutual Indemnity 
Reinsurer. Legion and Villanova billed losses and ex-
penses that fell under the insured's deductible obligation 
directly to the appropriate Mutual Indemnity Reinsurer. 
 

FN5. A “captive” is an insurance company estab-
lished and owned by its policyholder, or parent 
corporation, to reduce premiums and to retain 
policyholder control over disposition of claims. 
Earnings of the captive insurer benefit, in differ-
ent ways, the parent corporation/policyholder, 
which may claim a tax deduction for premiums 
paid. If the parent were to self-insure, it cannot 
claim a tax deduction. LEE R. RUSS & THO-
MAS F. SEGALLA, 3 COUCH ON INSUR-
ANCE § 39.2 (3d ed.2000). 

 
FN6. This permitted the insured to benefit 
(through the payment of a dividend or some 
other mechanism) if actual losses in a policy pe-
riod were less than expected. 

 
FN7. In the case of one Policyholder Intervenor, 
Rural/Metro Corporation, the deductible was $1 
million on each occurrence. 

 
The program business consisted of a group of commercial 
risks that were homogenous in their business and risk. 
This business was usually presented to Legion Group by a 
Managing General Agent or by a reinsurer. Legion Group 
ceded all, or nearly all, of the underwriting risk to one or 
more reinsurers. The program of Policyholder Intervenor, 
Psychiatrists Risk Purchasing Group, Inc., is an example 
of this second type of Legion business. 
 
Under the corporate account and program business, Le-
gion Group's insureds were policyholders in name only; in 

effect, they were self-insureds FN8 that used Legion and 
Villanova as the means of obtaining stop-loss coverage 
from a reinsurer. Because Legion and Villanova did not 
function as true insurers, their underwriting and claims 
departments were minimally staffed; typically, claims 
were handled by a third-party administrator that was en-
gaged and paid by the insured. Legion and Villanova did 
not place the reinsurance or negotiate its terms; FN9 as is 
appropriate for a fronting company, Legion Group evalu-
ated the reinsurance for quality. By all accounts, the rein-
surers of Legion Group are financially strong and respon-
sible companies. 
 

FN8. This description does not apply to Ameri-
can Airlines, Inc. Legion acted as a fronting 
company, and it assumed no underwriting risk. 
However, the risk was not borne by the airline 
but, rather, by the reinsurers. 

 
FN9. This is true, at least, for the Policyholder 
Intervenors. The Court did not hear testimony on 
every insurance program. 

 
This paradigm began to change somewhat in early 2000, 
when Legion and Villanova began to accept some under-
writing risk in order to generate more cash flow through 
increased premium retention. Nevertheless, its total re-
sponsibility for claims, in the aggregate, for all years and 
all lines, did not exceed 10%. 
 
In most cases, Legion Group funded the loss payouts and 
then sought reimbursement from the reinsurers. Begin-
ning in 1999, Legion Group began to experience cash 
flow problems, which it attempted to remedy by establish-
ing loss escrow accounts and by billing reinsurers on a 
more *1204 timely and accurate basis.FN10 However, rein-
surance disputes developed between 1999 and 2000. Be-
cause of these increased reinsurance disputes, A.M. Best 
reduced the rating of Legion and Villanova from A to A-
in December 2000. At the end of 2000, MRM contributed 
$50 million to both companies. However, on February 15, 
2001, A.M. Best placed Legion and Villanova “under 
review with negative implications.” In September of 
2001, MRM made a capital contribution to Legion and 
Villanova of approximately $80 million. Despite this in-
fusion of additional capital, by December 2001, A.M. 
Best again placed the A-rating of Legion and Villanova 
“under review,” citing the need for even more capital. 
 

FN10. Legion's problems in collecting reinsur-
ance were exacerbated by its poor software, 
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ironically called “Faster.” 
 
In February of 2002, Ernst & Young determined that a 
deferred tax asset could no longer be carried as an admit-
ted asset on the respective statutory financial statements 
of Legion and Villanova; this charge reduced their collec-
tive admitted assets by approximately $50 million. Prior 
to this event, Legion Group had been discussing with 
A.M. Best the need for a $70 million capital infusion; the 
Ernst & Young charge increased the total capital need to 
$120 million. Accordingly, in February of 2002, A.M. 
Best downgraded Legion to a B rating (thereby bypassing 
two intermediate steps, B+ and B//). As a result, many of 
the Legion Group insureds, whose risk managers required 
an insurer to have an A or A-rating from A.M. Best, 
ceased doing business with Legion Group. 
 
MRM provided $130 million in additional capital to Le-
gion and Villanova in late 2000 and September 2001. By 

March 2002, all but approximately $30 million of that 
capital was gone, having been used to fund operations. 
 
In March of 2002, Legion paid approximately $90 to $100 
million in losses, and it incurred expenses of $5 to $6 
million. At that point, Legion Group reported admitted 
assets of over $400 million; however, only a portion of 
these assets were liquid and available to pay claims and 
fund expenses. A significant portion of Legion's admitted 
assets were statutory deposits held by the insurance de-
partments of other states. As of August 31, 2002, Legion's 
statutory deposits totaled $185,088,928, and Villanova's 
statutory deposits totaled $40,043,706. 
 
Legion's premium collections dropped from $49.6 million 
in April of 2002 to $11.1 million in September of 2002. 
During the period from April through September 2002, 
Legion's reinsurance collections were (in millions) as fol-
lows: 

 
April May June July August September 
$6.8 $14.6 $10.8 $11.9 $34.6 $4.8 
 
During that same period, April through September 2002, 

Legion's total sources of cash have been (in millions) as 
follows: 

 
April May June July August September 
$56.7 $56.7 $47.9 $33.8 $54.4 $15.9 
 
During the period April through September 2002, Le-

gion's total expenditures have been (in millions) as fol-
lows: 

 
April May June July August September 
$44.4 $45.8 $49.1 $49.8 $46.1 $51.0 
 
Since April 1, 2002, Legion has continued to pay worker's 
compensation and accident and health insurance claims. 
Claims not being paid, i.e., liability, are estimated by the 
Rehabilitator to total $25 million per month. 

 
Villanova's premium collections dropped from $4.5 mil-
lion in April 2002 to $2.0 Million in October. In the pe-
riod April through September 2002, Villanova's total 
*1205 sources of cash have been (in millions) as follows: 

 
April May June July August September 
$4.6 $4.6 $6.4 $2.5 $3.8 $2.0 
 
During that same period, Villanova's total expenditures 

have been (in millions) as follows: 

 
April May June July August September 
$6.2 $4.3 $4.7 $7.0 $6.2 $6.2 
 
Since April 1, 2002, Villanova has continued to pay 

worker's compensation, accident and health claims. 
Claims not being paid, i.e., liability, are estimated by the 
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Rehabilitator to total $1.5 million per month. 
 
The unpaid claims identified by the Rehabilitator had 
been funded directly by reinsurers or were reimbursed by 
reinsurers promptly upon Legion's or Villanova's pay-
ment. In addition, much of the captive reinsurance was 
secured by letters of credit or trust funds which could be 
drawn down as payment was made. In short, the putative 
claims backlog of $162.5 million can be substantially 
reduced by reinsurance payments that the Rehabilitator 
has refused to allow since placing Legion and Villanova 
into rehabilitation and by collateralized reinsurance. 
 
The rehabilitations of Legion and Villanova were 
prompted by their cash flow problems, caused by reinsur-
ers that did not make timely payments. As explained in 
the hearing, once the rehabilitation began, “it was pretty 
clear that the issue in regards to its ability to survive as a 
going concern going forward was its ability to collect the 
reinsurance.” Notes of Testimony 11/14 at 28 (N.T. ---). 
The reinsurance payments, as of June 30, 2002, that were 
past due and owing to Legion and Villanova total $310 
million.FN11 
 

FN11. There are ten to fifteen major reinsurers 
who owe Legion $3 to $5 million or more. Prior 
to rehabilitation in 2001, Legion's and Villa-
nova's reinsurance collections approached $1 bil-
lion. 

 
Joseph DiMemmo, Director of the Bureau of Liquidation 
and Rehabilitation Management, was the Rehabilitator's 
principal witness. He testified knowledgeably about the 
reinsurer's past due obligations to Legion and Villanova. 
He noted that reinsurers “can hold off for whatever rea-
sons they use, whether legitimate or non-legitimate, and 
not pay, earn investment income over a period of years, 
be in a position to pay it back sometime later.” N.T. 11/14 
at 30-31. 
 
Gregg Frederick, Senior Vice President for Reinsurance, 
Reinsurance Manager for the Rehabilitator, explained that 
these reinsurers are unjustified in their refusal to pay and 
are simply playing games by asserting invalid defenses. 
N.T. 11/7 at 226. The failure of the reinsurers to honor 
their contractual obligations is not limited to Legion 
Group; it is endemic to the industry. 
 
The Rehabilitator asserts, nevertheless, that the reinsur-
ance will be collected “to the greatest extent;” only the 
timing of these collections is uncertain. N.T. 11/14 at 34, 

56-57, 82. To date, however, the Rehabilitator has had 
little success in collecting on the overdue $310 million 
owing by Legion Group's reinsurers.FN12 The Rehabilita-
tor has declined the assistance of Robert Mulderig, a 
member of Legion and Villanova's board at the time of 
the hearing, even though, prior to the Rehabilitation, he 
had been instrumental in negotiating*1206 significant 
reinsurance commutations and collections where the bal-
ances were substantial or the issues difficult. FN13 The 
Rehabilitator has not followed the course of the Reliance 
Insurance Company receivership, where the Commis-
sioner made telephone calls and sent letters on official 
Department stationery regarding the importance of timely 
payments. Only one arbitration has been commenced by 
the Rehabilitator in the months since the rehabilitation 
orders were entered. As of December 1, 2002, only two 
commutations FN14-one for $500,000 and one for 
$300,000-had been finalized with reinsurers. 
 

FN12. The Rehabilitator does not have a busi-
ness plan or written strategy for collection of re-
insurance proceeds. A formal forecast for rein-
surance collections was not due until September 
of 2002, six months after the rehabilitation 
commenced. The Rehabilitator acknowledges the 
duty to pursue reinsurance proceeds. 

 
FN13. Further, Mr. Mulderig, was instrumental 
in closing commutation deals and reinsurance 
collections prior to the rehabilitation and that he 
had useful skills in that area. Mr. Frederick, in 
charge of reinsurance collections for Legion, tes-
tified that Mr. Mulderig's assistance would have 
been helpful and that it could have changed the 
results. 

 
FN14. A commutation is a settlement of all 
amounts owing under a reinsurance arrangement, 
future, present and past. 

 
Prior to the rehabilitation, several reinsurers made direct 
payments to Legion's and Villanova's insureds. After the 
rehabilitation orders were entered, one or more reinsurers 
offered to make direct payments, but the offers were re-
jected by the Rehabilitator. 
 
Edward B. Wallis, testified on behalf of the National Con-
ference of Insurance Guaranty Funds (NCIGF).FN15 It is 
his view that the majority of states require a court to enter 
an order of liquidation with a finding of insolvency in 
order to trigger guaranty fund coverage. With regard to 
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claims other than workers' compensation claims, every 
state has adopted a maximum per-claim limit on what will 
be paid by state guaranty funds. The most common 
maximum per-claim payment is $300,000.FN16 In addition, 
many states have policyholder net worth provisions that 
allow guaranty funds to seek reimbursement of claim 
payments from policyholders with a net worth that ex-
ceeds a certain level stated in the applicable statute. The 
state guaranty funds, through the NCIGF, have not ex-
pressed an opinion on whether Legion can be successfully 
rehabilitated. 
 

FN15. When the NCIGF filed its amicus brief in 
this matter, its principal concern was that work-
ers' compensation payments might be cut off in 
all states, but this has not happened. 

 
FN16. This amount is adequate for personal lines 
insurance but not for the large commercial insur-
ance programs fronted by Legion and Villanova. 

 
Peter G. Gallanis, President of the National Organization 
of Life and Health Guaranty Associations (NOLHGA), 
testified that none of the life and health state guaranty 
funds have been triggered. In rehabilitation, Legion has 
been paying all accident and health claims on a current 
basis, which are in the range of $1 million to $2 million 
per month. 
 
The Rehabilitator asserts that 84.77% FN17 of all claims of 
Legion and Villanova will fall within the maximum limits 
of coverage available from guaranty associations. How-
ever, this estimate does not take into account the follow-
ing factors: the ineligibility of policyholders that exceed 
defined net worth requirements that exist in the majority 
of states; the high deductibles in the Legion program and 
corporate account business; the exclusion of certain types 
of *1207 insurance policies; the deadlines for filing 
claims that will bar coverage of claims that are slow to 
develop; and other statutory limitations on coverage that 
vary from state to state. Because it is not the case that all 
claims falling under $300,000 will be covered by guar-
anty funds, the actual percentage of claims to be paid by 
guaranty funds is unknown. 
 

FN17. The Policyholder Intervenors strongly ob-
jected to the admissibility of Liquidator's Exhibit 
125 (LIQ Ex. ----). It was admitted, but the Court 
accepts the exhibit as showing only what is ob-
vious: most claims fall under $300,000. Of 
course, the Rehabilitator cannot identify the total 

dollar amounts owing on either side of the 
$300,000 breakpoint. The Court assigns the ex-
hibit little weight on the exact percentage of 
claims covered by guaranty funds. 

 
The rehabilitation orders allow the Rehabilitator the dis-
cretion to pay claims, and the amended rehabilitation or-
ders specifically authorize the Rehabilitator to make di-
rect payments in hardship cases such as those arising from 
the California non-standard automobile program.FN18 It 
was not done. According to Mr. Mulderig, shortly after 
the rehabilitation was entered, the reinsurers on the Cali-
fornia automobile program offered to pay those claims 
either immediately upon payment by Legion and Villa-
nova or directly to claimants. Mr. Mulderig asserts that 
this offer was declined by the Rehabilitator. The Califor-
nia Insurance Department failed to use the Legion and 
Villanova statutory deposits in its possession and control 
to pay these hardship claims.FN19 These actions, or lack of 
actions, are inexplicable. 
 

FN18. This program, unlike most of Legion 
Group's business, was personal, not commercial 
insurance. Subsequently, the Court has approved 
the Rehabilitator's proposed guidelines for the 
payment of hardship and small claims. They are 
good guidelines; the delay in their adoption is 
unfortunate but perhaps unavoidable. 

 
FN19. The Rehabilitator also made the judgment 
not to pay the California automobile claims. N.T. 
11/14 at 103. 

 
MRM's expert, Michael J. FitzGibbons, an individual 
with experience working as a rehabilitator and liquidator 
for several state insurance departments, testified that it is 
premature to order the liquidation of Legion. Mr. 
FitzGibbons projected cash flows for Legion and Villa-
nova through the year 2016 by using the expected loss 
and loss adjustment expense payments that were prepared 
by the Rehabilitator's expert, Terry Goldberg. Based on 
those projections, Mr. FitzGibbons concluded that Legion 
and Villanova will be able to honor all of their direct poli-
cyholder obligations over the long run, that is, through 
2016, in spite of their current liquidity crisis. 
 
Mr. FitzGibbons further testified that the Rehabilitator's 
projections do not show whether the liquidity crisis of 
Legion and Villanova is short term or long term. There 
are a number of potential sources for alleviating the li-
quidity crisis, including statutory deposits, reinsurer de-
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posits, the then-pending commutation with Legion affili-
ates, giving policyholders direct access to reinsurance, 
such as those insured in the California nonstandard auto 
program. 
 
Finally, Mr. FitzGibbons explained that reinsurance, the 
single largest source of funds for Legion and Villanova, 
will be easier to recover in a rehabilitation than in a liqui-
dation. This is because in a liquidation, claim files are 
forwarded to the various guaranty associations, which will 
complicate and delay the collection of claim data needed 
to effect reinsurance accounting, billings and collections. 
Keeping Legion and Villanova in rehabilitation will re-
duce claims adjustment expenses because much of the 
claims adjustment expenses of Legion and Villanova have 
been prefunded through third-party administrators. If the 
companies are placed in liquidation, the cost of handling 
these claims will be paid by guaranty funds, which will 
then bill these costs to the estates of Legion and Villa-
nova. 
 
Mr. FitzGibbons opined that further attempts to rehabili-
tate Legion and Villanova*1208 would not be futile and, 
indeed, that the Rehabilitator needs to do further analysis 
before deciding whether the companies need to be liqui-
dated. 
 
Mr. Mulderig is a director of Legion and Villanova. He 
opposes liquidation and denies that either insurer has con-
sented to the Rehabilitator's petition to liquidate. In sup-
port of this opposition, Mr. Mulderig testified about the 
bizarre results produced by a liquidation. Policyholders 
that are responsible for claims adjustment, such as Pulte 
Homes, Inc., will lose control of claims. Further, they will 
have to pay guaranty funds to adjust claims even though 
they have already paid for this service. Using the example 
of claims of members of the American Psychiatric Asso-
ciation program and American Airlines, Mr. Mulderig 
described the limits of guaranty fund coverage as disas-
trous. A liquidation would provide a windfall to the recal-
citrant reinsurers, tax the guaranty funds and the insurers 
who must fund them,FN20 and negatively affect the ad-
ministration of the claims. 
 

FN20. In many states, including Pennsylvania, 
funding is ultimately the responsibility of the 
taxpayers. Insurers receive a dollar-for-dollar 
credit against their premium taxes for assess-
ments paid to guaranty funds. Section 902.1 of 
the Tax Reform Code of 1971, Act of March 4, 
1971, P.L. 6, added by Section 11 of the Act of 

May 24, 2000, P.L. 106, as amended, Section 16 
of the Act of June 22, 2001, P.L. 353, 72 P.S. § 
7902.1. 

 
Mr. Mulderig further testified as to the usefulness of put-
ting pressure on the reinsurers by inviting them in for a 
meeting to come up with a funding plan that would allow 
Legion to meet their obligations as they fall due. Notably, 
Mr. Mulderig testified that that he was informed by the 
Insurance Department that it attempted to do just such a 
thing in the case of Reliance Insurance Company and had 
been optimistic that it might have worked. However, the 
events of September 11 intervened. Mr. Mulderig was 
informed that such an effort could, however, be successful 
with Legion and Villanova. These conversations were, 
apparently, instrumental in the decision of Legion and 
Villanova to consent to a rehabilitation. 
 
There is no question that Legion and Villanova are unable 
to meet their claim obligations as they come due. This 
was the situation that caused the companies to be placed 
into rehabilitation. Inability to pay claims timely is, by 
statute, an indication of insolvency. 
 
Until substantial payments are recovered from reinsurers, 
Legion and Villanova will remain in this situation. As Mr. 
DiMemmo explained, it is impossible to predict when 
collections will exceed loss payments. “I believe we are 
going to collect [the reinsurance]. The hesitancy I have is 
putting a time frame on when that's going to be done.” 
N.T. 11/14 at 115. 
 
As of June 30, 2002, Legion had a statutory surplus as 
regards to policyholders of $289 million, and Villanova 
had a surplus of $37 million. Stated otherwise, combined, 
their net worth exceeds $326 million. This proceeding is, 
therefore, unique. The problem is not impairment of statu-
tory surplus, but the problem is with cash flow. As the 
Rehabilitator has acknowledged to the Court, the Insur-
ance Department, at least since 1989, has never sought to 
liquidate an insurance company with a positive net worth, 
as is the case here. 
 
B. Interests of Policyholder Intervenor: Pulte Homes, 
Inc. 
 
Pulte Homes, Inc. (Pulte) is a single-family residential 
construction company and one of the largest in the nation. 
Last year, for example, Pulte built approximately*1209 
28,000 homes in 25 states. In 2002, Pulte's total revenues 
approximated $7.5 billion; its net worth was $2.7 billion. 
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Since 1991, Pulte has provided for its general liability 
claims through a program of its own design that involves: 
(1) direct negotiation and purchase of reinsurance for 
Pulte's sole benefit; (2) a licensed fronting, or a pass-
through, insurance company to issue certificates of insur-
ance so that Pulte could satisfy financial responsibility 
requirements; FN21 and (3) the handling all liability claims 
by a third-party administrator (TPA) chosen and compen-
sated by Pulte. The reinsurance companies bear the entire 
risk of any losses in excess of the Pulte self-insured reten-
tion, up to the limit of liability, and the fronting company 
bears none. 
 

FN21. State or local financial responsibility laws 
are enacted where a particular activity requires a 
license or permit before the activity can be un-
dertaken. Many states, for example, require that 
an owner of a motor vehicle demonstrate finan-
cial responsibility as a condition of having the 
vehicle registered by the state. Financial respon-
sibility laws may take different forms. They may 
require one of the following: (1) that the licensee 
be qualified as a self-insurer; (2) that the licensee 
purchase an insurance policy with specified lim-
its; or (3) that the licensee post a bond or other 
security. See GEORGE E. REJDA, PRINCI-
PLES OF RISK MANAGEMENT AND IN-
SURANCE 195 (6th ed.1998). 

 
For many years, Pulte's reinsurance has been placed by its 
reinsurance consultant, Northern States Management, 
whose principal is John Middleton. Annually, Mr. Mid-
dleton has met with reinsurers, using Pulte's loss runs, 
exposure information and claims exhibits, provided by 
Pulte's TPA, to provide reinsurers the information needed 
to underwrite and price the Pulte risk. Since 1991, two 
companies, Swiss Reinsurance America Corporation 
(Swiss Re) and American Reinsurance Company (Am 
Re), separately or in tandem, have provided 100% of the 
reinsurance for the Pulte insurance program. Am Re and 
Swiss Re were chosen because they are two of the largest 
and financially strongest reinsurance companies that 
sought Pulte's business.FN22 
 

FN22. Swiss Re's 1997 renewal proposal was 
made to Pulte, not to Legion, and it touts Swiss 
Re's financial strength. It also demonstrates that 
Swiss Re's insurance “partner” was Pulte, not 
Legion. Pulte Ex. 14. 

 
In most years, Swiss Re and Am Re participated on a 50% 

quota share basis, meaning that for any losses in excess of 
Pulte's self-insured retention, Swiss Re and Am Re would 
each pay 50% of the claim. In 1997, Pulte retained liabil-
ity of up to $1 million per occurrence and $5 million in 
the aggregate. Swiss Re and Am Re functioned as the 
excess insurers on Pulte claims that exceeded $1 million 
per occurrence or $5 million in the aggregate in a single 
year. They assumed up to $9 million per occurrence, and 
up to $5 million for aggregate losses. In later years, the 
split between Swiss Re and Am Re was a bit more com-
plicated, but they always accepted all of the risk in excess 
of Pulte's self-insured retention.FN23 
 

FN23. Pulte's captive insurer is involved in the 
primary layer retained by Pulte. Rush Testimony, 
N.T. 3/6 at 162. 

 
Swiss Re and Am Re issued facultative reinsurance FN24 
certificates to Pulte that specifically identified Pulte as the 
insured. They were boilerplate certificates, and, as *1210 
is the case with reinsurance, often disregarded.FN25 How-
ever, the Pulte program operated along the lines of the 
parties' reasonable expectations. 
 

FN24. There are two types of reinsurance: facul-
tative and treaty. Facultative reinsurance rein-
sures one particular risk, and treaty reinsurance 
reinsures a program, for example, a collection of 
homeowners' risks underwritten by a ceding 
company. In treaty reinsurance, the reinsurer 
may not reject a particular risk of the ceding 
company; it must accept all risks covered by the 
treaty. 

 
FN25. One point to emerge in the many days of 
hearings is the casual nature of the contractual 
relationship between ceding companies and their 
reinsurers. The parties operate on the handshake 
rather than the “get in writing” principle. It is 
quite unlike the contractual relationship between 
insurers and their policyholders that requires pre-
approval of policies, exacting attention to cover-
age applications, notice obligations and the like. 

 
In 1997, Legion became the fronting company on the 
Pulte general liability insurance program. For its services, 
Legion received a flat fronting fee of $100,000 per year. 
Pulte paid premium to Legion to cover the fronting fee, 
the taxes, and the reinsurance premium; Legion disbursed 
the premium to the reinsurers. 
 



  
 

Page 15

831 A.2d 1196 
(Cite as: 831 A.2d 1196) 

© 2010 Thomson Reuters. No Claim to Orig. US Gov. Works. 

The declarations page of the Legion 1997-1998 Policy 
contains an aggregate coverage limit of $10 million and a 
per occurrence limit of $10 million. This policy includes a 
deductible endorsement that makes Pulte responsible for 
claims up to $1 million per occurrence and $5 million in 
the aggregate. The premium for the 1997-1998 Policy is 
listed as $929,540. Of that amount, $800,000 was paid to 
the reinsurance companies, $100,000 was retained by 
Legion as its fronting fee, and the remaining $29,540 was 
used by Legion to pay premium taxes. Legion issued 
similar policies in 1998, 1999, 2000 and 2001. They fol-
lowed an identical paradigm; the only changes were in the 
limits of coverage. 
 
The principal type of claim asserted against Pulte is a 
construction defect claim that requires a repair to the 
home. In dealing with claims, Pulte focuses on customer 
satisfaction. Pulte tries to create a homeowner for life, 
hoping to sell a home to a first-time home buyer, then 
another at the “move up home stage” and, finally, a re-
tirement home. In order to achieve a high level of cus-
tomer satisfaction, Pulte works for a fair, quick and cost 
effective resolution of customer problems. As of February 
28, 2003, 416 claims have been asserted against Pulte that 
are covered by the Legion fronting policies; those 416 
claims constitute 390 separate occurrences. Only five or 
six of those 390 occurrences are currently expected to 
exceed Pulte's “per occurrence” retention. 
 
Pulte's TPA is RiskCap, which is located in Denver, Colo-
rado. Legion is also a party to the TPA agreement; FN26 
however, Legion does not pay the TPA's fees and has no 
actual involvement in the handling of claims. Indeed, it 
was the intent of all parties to the TPA agreement that 
Legion,FN27 as a pass-through, would play no role in the 
administration of claims or supervision of RiskCap. 
RiskCap has total authority and responsibility for all 
claims adjusting and administration services. Accord-
ingly, RiskCap sets the loss reserves (with the input of 
Pulte), maintains all claims files, pays claims and per-
forms the claims adjustment function that otherwise Le-
gion would be required to perform under the policy. Pulte 
has final authority and control over most claims; Legion 
is entitled to notice of certain types of claims. 
 

FN26. Legion has to be a party because techni-
cally the claims adjusted are covered by the Le-
gion policy, and Legion has an obligation stated 
in the fronting policy to adjust claims. This is 
technical coverage because of Pulte's $1 mil-
lion/$5 million deductible, at which point the re-

insurers become responsible. 
 

FN27. The TPA Agreement specifically provides 
that RiskCap was to act as an independent con-
tractor and not as an officer or employee of Le-
gion. 

 
In contrast to Legion, the reinsurance companies played a 
large role in Pulte's *1211 claims process. RiskCap often 
communicated with the reinsurance companies, and there 
were annual meetings to which Pulte, RiskCap, Am Re, 
and Swiss Re would send multiple representatives. Legion 
never sent a representative. 
 
One of the Rehabilitator's stated objectives in this liquida-
tion proceeding is to transfer a backlog of property and 
liability claims to state guaranty funds. Thirty-one guar-
anty funds bar coverage to claimants with a certain net 
worth, and funds will make claims against the Legion 
estate for services in handling claims as well as for their 
payment. 
 
The Rehabilitator's objective has untoward consequences 
for Pulte. Upon liquidation, RiskCap will be required to 
deliver Pulte's claims files to the guaranty funds, which 
will assume the handling of claims on “behalf” of Legion 
even though Legion never adjusted a Pulte claim. Claims 
personnel at the guaranty funds are necessarily unfamiliar 
with Pulte's particular files and with Pulte's business. This 
will lead to significant claims administration expenses in 
the guaranty funds' obtaining of the files, becoming famil-
iar with the files, and perhaps even mishandling the 
claims. In addition, because Pulte did business in many 
states, jurisdictional disputes will arise as to claim respon-
sibility: the state where the claim arose or the state where 
Pulte was domiciled. See, e.g., Jupiter Aluminum Corp. v. 
Home Ins. Co., 225 F.3d 868 (7th Cir.2000); Ruiz de 
Molina v. Merritt & Furman Ins. Agency, 207 F.3d 1351 
(11th Cir.2000). Finally, Pulte's net worth of $2.7 billion 
will render it ineligible for guaranty fund coverage in 
most of the states in which it operates. Notwithstanding 
that lack of eligibility, Pulte will still be required to send 
its files to guaranty funds which, in turn, will charge Pulte 
for its services and claim payments. 
 
If Pulte is forced to transfer claims adjustment to guaranty 
funds, it will lose the oversight it needs to ensure that the 
claims of its customers are promptly and equitably re-
solved. Maintaining control over claims is essential, Pulte 
believes, to building a lifetime customer base and was its 
principal objective in setting up its program. Pulte be-
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lieves that the Rehabilitator has an obligation to it and to 
other policyholders before moving to a liquidation. It be-
lieves that it should have direct access to its reinsurance, 
which will save the Rehabilitator (or Liquidator) the ex-
penses attendant to claims administration and collection 
of reinsurance. A liquidation will take 15 to 20 years to 
complete.FN28 Even a partial distribution on policyholder 
claims would take years.FN29 This delay will be harmful to 
Pulte as well as to its customers, who are the claimants. 
 

FN28. The Reinsurance Association notes that 
the estates of Mission and Integrity are still open 
16 years after being placed in liquidation. Rein-
surance Association Brief at 5. 

 
FN29. Mullin Testimony, N.T. 3/20 at 458. 

 
C. Interests of Policyholder Intervenor: Psychiatrists' 
Purchasing Group, Inc. 
 
The American Psychiatric Association (APA) is an or-
ganization of physicians who specialize in psychiatry, and 
it has approximately 35,000 members worldwide. The 
APA provides advocacy, educational and professional 
services to psychiatrists. One of the benefits of member-
ship in the APA is the opportunity to participate in its 
professional liability insurance program (Program) that 
was established in 1984. 
 
At present, the Program is delivered through a risk pur-
chasing group, Psychiatrists' Purchasing Group, Inc. 
(PPG), *1212 which is governed by the federal Liability 
Risk Retention Act, 15 U.S.C. § 3901-3906.FN30 In accor-
dance with federal law, PPG acts on behalf of the physi-
cian members of the APA to obtain: (1) coverage tailored 
to the practice of psychiatry, and (2) the economies of 
scale that result from purchasing insurance on a group, as 
opposed to an individual, policy basis. 
 

FN30. A purchasing group is defined under fed-
eral law as: any group which-(A) has as one of 
its purposes the purchase of liability insurance 
on a group basis; (B) purchases such insurance 
only for its group members and only to cover 
their similar or related liability exposure; (C) is 
composed of members whose businesses or ac-
tivities are similar or related with respect to the 
liability to which members are exposed by virtue 
of any related, similar, or common business, 
trade, product, services, premises, or operations; 
and (D) is domiciled in any State. 15 U.S.C. § 

3901(a)(5). Purchasing Groups are exempt from 
certain state laws that would prohibit them from 
obtaining the premium and coverage benefits de-
rived from purchasing liability insurance on a 
group basis. 15 U.S.C. § 3903(a). 

 
Since 1984, the APA has offered its members malpractice 
insurance through the Program.FN31 The Program has al-
ways operated through fronting companies. On May 1, 
1988, Legion became the principal fronting company for 
the Program, and it continued as the fronting insurer until 
it was placed into rehabilitation. The purpose of the front-
ing arrangement was to give each psychiatrist a certificate 
of insurance from a licensed insurer to satisfy the psychia-
trist's financial responsibility obligations.FN32 
 

FN31. Participation in the Program was and is 
limited to members of the APA. The Program 
has historically been offered through fronting 
companies. In the early years of the Program a 
large percentage of the risk was reinsured by 
Psychiatrists Mutual Insurance Company 
(PMIC) a “captive” insurer owned and operated 
by the APA through the “American Psychiatric 
Insurance Trust.” PMIC in turn obtained reinsur-
ance for itself, and for portions of the Program 
that it did not reinsure, through commercial rein-
surers. 

 
FN32. For example, hospitals may require all 
physicians with admitting privileges to hold 
medical malpractice coverage from a licensed in-
surer. Some states, such as Pennsylvania, require 
physicians to have malpractice coverage from a 
licensed or admitted insurer in order to be li-
censed. See Section 711(d) of the Medical Care 
Availability and Reduction of Error Act, Act of 
March 20, 2002, P.L. 40 P.S. § 1301.711(d). 

 
In contrast to the Pulte program, Legion retained a nomi-
nal risk for the payment of claims arising from the Pro-
gram. In order to satisfy Legion's regulatory issues,FN33 
Legion retained some risk; however, the amount of that 
risk was fully funded by the Program.FN34 For example, in 
1988, Legion retained risk for $8.5 million in claims; for 
that risk, it received $8.5 million reduced to present value. 
This is not a true underwriting risk where the policyholder 
pays a premium calculated by actuaries to pay expected, 
but uncertain, losses. This pre-funding by PPG rendered 
Legion's retention risk-free. 
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FN33. These issues were not specified in the 
hearing. It appeared, however, that Legion 
needed to establish at least the appearance of as-
suming some claim liability. 

 
FN34. From 1988 to 1996, Legion retained, on 
an annual basis, between $8.5 million and $13.3 
million for PPG claims. From 1996 to 2002, Le-
gion's retention was stated as a percentage of 
premium; it was 7.5%. Legion never accepted an 
underwriting risk because in all years its reten-
tion was fully funded by PPG. 

 
In 1988, Legion became the principal fronting company 
for the Program. At first it issued a master group claims-
made policy that was subject to a group aggregate limit (a 
limit that was shared in by all Program participants). FN35 
By 1996, Legion *1213 no longer issued policies subject 
to a group aggregate limit. Instead, it offered individual 
policies issued on either an occurrence or claims made 
basis, at the option of the participant. At all times, Legion 
was fully reinsured for the coverage it issued, subject to a 
small retention for which it received additional premium 
monies in an amount equal to its risk. 
 

FN35. The Legion coverage was supplemented 
by a policy issued by Psychiatrists' Risk Reten-
tion Group, Inc. (PRRG), a Tennessee domiciled 
insurer that was also owned indirectly by the 
APA (through the American Psychiatric Insur-
ance Trust). PRRG provided coverage where Le-
gion's group aggregate limit left off, and also 
coverage for claims that were filed after Legion's 
policy expired-an unlimited extended reporting 
period that resulted in the Program offering the 
equivalent of occurrence-based coverage. 

 
In 1991, PMIC, through its reinsurance intermediary, Wil-
liam Galtney, FN36 obtained reinsurance for a portion of 
the Program losses from Transatlantic Reinsurance Com-
pany (TRC). This reinsurance was issued to Legion and 
PRRG, as the Program's two fronting companies. The 
Chief Executive Officer of TRC, Robert Orlich, regularly 
attended PMIC board meetings. Beginning in 1991 and 
continuing to the present, TRC was a reinsurer for the 
Program. By April 1, 2002, TRC provided reinsurance for 
almost 100% of the Program's underwriting risk. Legion 
had no role in bringing TRC into the APA program. Mr. 
Galtney's relationship with TRC was the key factor in its 
becoming a reinsurer of the Program. The beneficiaries of 
the TRC reinsurance are the psychiatrists insured under 

the Program. 
 

FN36. Mr. Galtney's company subsequently be-
came Healthcare Risk Management Services. 

 
Over a period of years, TRC took on a larger and larger 
share of the Program's underwriting risk. By the time Le-
gion was placed in rehabilitation in April 2002, TRC was 
reinsuring almost 100% of the risk under the Program. As 
noted, to the extent Legion had any liability for claims, it 
had received dollar-for-dollar pre-funding for the claims, 
in addition to its fronting fee. 
 
During 1997, TRC also took on a large part of the risk 
that previously had been underwritten by Legion, PRRG 
and PMIC, through a “loss portfolio transfer.” Under the 
loss portfolio transfer, TRC assumed from Legion, PRRG 
and PMIC losses not to exceed approximately $131 mil-
lion arising from Program years prior to 1991.FN37 The 
reinsurance issued by TRC was negotiated by PMIC and 
other Program entities, not Legion, for the benefit of 
PPG's members. 
 

FN37. Over time, and by October 2000, that 
limit was increased to $191 million, plus fifty 
percent of losses in excess of that amount. TRC 
received premiums in excess of $100 million 
from PRRG and PMIC, and also Legion, as con-
sideration for taking on this risk. It is axiomatic 
that the source of this consideration was the 
premium dollars paid by PPG's members through 
the Program's insurers, including the two cap-
tives (PRRG and PMIC). 

 
Since 1986, the Program has been administered by Pro-
fessional Risk Management Services, Inc. (PRMS).FN38 
PRMS's services include the issuance of policies, the han-
dling of claims and financial administration of the Pro-
gram. It has handled marketing, underwriting, premium 
collection and billing, claims defense and settlement, and 
almost all other aspects of the Program, with little or no 
input or involvement from Legion. By contrast, PRMS 
has worked and continues to work closely with TRC, for 
example in the area of claims settlement and setting pre-
mium *1214 rates for participants.FN39 
 

FN38. APA formed PRMS to administer the 
Program. PRMS became a subsidiary of PRRG 
in 1998, and in 2000, it become a subsidiary of 
Legion. It continues to handle the day-to-day 
functions as manager of the Program even 
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though Legion is no longer the fronting com-
pany. 

 
FN39. Since 1986 the Program has had its own 
actuary, Mr. Charles Gruber, who reports to the 
Program entities, but not to Legion, which has its 
own actuarial staff. 

 
PPG has acted as the Program's “ombudsman” since 
1990, and even after a reorganization in October, 2000 
(when the APA sold its interest in PMIC and PRRG),FN40 
PPG continues to operate as such under the current Insur-
ance Program Agreement. Over the years, PPG has en-
tered into a number of contracts with PRMS under which 
PRMS provided the above-described administrative ser-
vices to the Program, not to Legion. It was PMIC and 
PPG, not Legion, that engaged Mr. Galtney's services to 
place reinsurance for the Program. 
 

FN40. A material requirement for the APA's sale 
of these assets was the continued support for the 
Program of TRC as 100% reinsurer. 

 
In summary, as a fronting company, Legion did not par-
ticipate in Program administration and did not assume a 
true underwriting risk.FN41 TRC and PRMS (and PMIC 
prior to October 2000) have handled the claims and all 
other aspects of the Program. PRMS has received instruc-
tions from and dealt directly with TRC and PPG, bypass-
ing Legion, on virtually every aspect of the Program. FN42 
The reinsurance agreements between Legion and TRC, 
with the exception of the Loss Portfolio Transfer, do not 
contain “cut through” provisions; FN43 however, the in-
tended beneficiaries of the Program reinsurance are the 
individual Program participants. 
 

FN41. Legion's aggregate retention, for all years, 
is estimated by the APA's consulting actuary to 
be $8 million, at that point in the future when all 
claims have fully developed. Its liability could 
reach $16 million, which is the maximum. How-
ever, these payouts have already been fully 
funded. 

 
FN42. PRMS is ready, willing and able to con-
tinue providing these services with regard to all 
claims that are reported for the years in which 
Legion was the front company and TRC was the 
reinsurer. 

 

FN43.See infra p. 38 for explanation of a cut-
through provision. 

 
If Legion is placed into liquidation, state guaranty funds 
may be inadequate or unavailable to pay all the claims of 
PPG's members.FN44 The availability of state guaranty 
funds for claims that may not develop for 25 years is 
unlikely.FN45 Guaranty funds will not cover claims in ex-
cess of $300,000, and claims paid on behalf of PPG 
members, on occasion, have exceeded that amount by 
multiples. For the years in which the risk retention group, 
PRRG, provided coverage to the Program, there may be 
no coverage at all from guaranty funds because policy-
holders of risk retention groups do not have any access to 
guaranty funds. 15 U.S.C. § 3902(a)(2). The bar date FN46 
for filing claims against the liquidated estate requested by 
the Rehabilitator could have adverse consequences for the 
Program. An act of alleged malpractice by a psychiatrist 
may not result in a claim until the patient reaches the age 
of *1215 majority, which may be decades after the origi-
nal date of treatment. By that time, the bar date will have 
long passed, and the member's ability to collect against a 
residual estate gone, assuming a residual estate exists af-
ter payment of those claims filed before the bar date. 
 

FN44. The Rehabilitator asserts that most claims 
of PPG will fall within the limits of guaranty 
fund coverage. 

 
FN45. Dr. Levenson testified about a recent 
claim of malpractice asserted against an ADA 
member arising from occurrences over 25 years 
old. N.T. 3/7 at 245. 

 
FN46. The Rehabilitator contends that the bar 
date for filing claims will not prevent a liquidator 
from collecting from reinsurers for claims arising 
after the bar date. The bar date establishes the 
universe of claims to be paid from the estate. A 
late claims procedure is contemplated under Ar-
ticle V; however, claims accepted under the late 
claims procedure generally are paid only if funds 
remain in the estate. 

 
PPG opposes a liquidation of Legion; it believes that Le-
gion can be rehabilitated and that a rehabilitation is in the 
best interest of the members of PPG. It requests the de-
velopment of a plan of rehabilitation that allows the Pro-
gram direct access to payments from TRC.FN47 Absent this 
relief, Program members may find themselves exposed to 
massive, devastating personal liability arising from claims 
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that would not be covered in a liquidation. 
 

FN47. Indeed, if such access is not granted, PPG 
estimates that TRC could enjoy a windfall of $48 
million. 

 
D. Interests of Policyholder Intervenor: Rural/Metro 
Corporation 
 
Rural/Metro Corporation (Rural/Metro) is an emergency 
and medical transportation company that is headquartered 
in Scottsdale, Arizona; its stock is publicly traded. Ru-
ral/Metro operates through approximately 120 subsidiar-
ies in 26 states to provide 911 ambulance service and fire 
prevention services as well as certain non-emergency ser-
vices. Rural/Metro employs over 10,000 paramedics, 
emergency medical technicians (EMT) and other person-
nel who make approximately 1,000,000 medical trans-
ports, both emergency and non-emergency, per year. 
 
As of December 13, 2002, Rural/Metro reported a net 
worth of $160 million. Annual revenues exceeded $500 
million in 2002. A recent corporate restructuring has al-
lowed Rural/Metro to meet its cash flow needs; however, 
unanticipated cash needs would impair the restructuring 
and require additional debt or equity financing. Such fi-
nancing may not be available to Rural/Metro on reason-
able terms or at all, which would have a material adverse 
effect on the company. 
 
To cover the liabilities arising from its medical transporta-
tion and fire prevention services, Rural/Metro has ar-
ranged for automobile, professional and general liability 
insurance (the liability insurance program). In arranging 
its liability insurance program, Rural/Metro was repre-
sented by Healthcare Insurance Services and its affiliate 
Healthcare Risk Management Services, a certified rein-
surance intermediary. 
 
After considering several candidates, Rural/Metro se-
lected TRC FN48 for two reasons. First, reliable insurance 
coverage is essential to Rural/Metro's need to maintain 
community trust, and TRC's high financial rating pro-
vided this reliability. Second, Rural/Metro was looking 
for a long-term partner, and TRC was willing to under-
write Rural/Metro as a credit risk as well as an underwrit-
ing risk. All essential terms of Rural/Metro's liability in-
surance program, including scope of coverage exclusions, 
limits of liability, self-insured retention and premiums, 
were negotiated directly by Rural/Metro with TRC. 

 
FN48. This is the same company that reinsures 
PPG. 

 
Once the reinsurance was in place, Rural/Metro ap-
proached several carriers to issue a fronting insurance 
policy so that Rural/Metro could comply with state licens-
ing and regulatory requirements relating to financial re-
sponsibility. FN49 Legion was selected as the fronting car-
rier because*1216 it maintained licenses in all states 
where Rural/Metro operated. TRC issued a Certificate of 
Casualty Facultative Reinsurance (Certificate) that identi-
fied Rural/Metro as the sole insured and Legion as the 
ceding insurer. Legion issued fronting policies to Ru-
ral/Metro for two policy periods: June 5, 2000 to June 5, 
2001, and June 5, 2001 to June 5, 2002. TRC issued Cer-
tificates for both periods. 
 

FN49.See supra, n. 21. It is common in most 
states that registrants of motor vehicles be able to 
demonstrate financial responsibility, usually with 
proof of insurance, as a condition of registration. 
See, e.g.,75 Pa.C.S. §§ 1782, 1786. 

 
The 2000 Legion Policy provided coverage in the amount 
of $2 million per occurrence, with an annual aggregate of 
$20 million. This coverage was in excess of Rural/Metro's 
self-insured retention (SIR) of $1 million per occurrence 
with an annual aggregate SIR of $4,250,000. The 2001 
Legion Policy provided Rural/Metro the same coverage 
but it increased Rural/Metro's aggregate SIR for the pol-
icy to $5 million. The coverages, limits of liability, Ru-
ral/Metro's SIR and other essential terms of the 2000 and 
2001 Legion Policy were derived from, and consistent 
with, the terms set forth in the TRC Certificates. 
 
Rural/Metro employs Gallagher Bassett Services, Inc. 
(Gallagher Bassett), a TPA, to adjust its liability claims. 
Rural/Metro's in-house risk management staff works with 
Gallagher Bassett to investigate, review and adjust claims. 
Rural/Metro is responsible for the payment of Gallagher 
Bassett's fees. Rural/Metro and Gallagher Basset, in coor-
dination with TRC, set reserves for the liability program 
on a claim-by-claim basis, which are recorded and peri-
odically updated in a computerized database known as 
Risx Facs. Legion has no involvement in the adjustment 
of claims or the setting of claim reserves. 
 
Several state guaranty associations have requested that 
Rural/Metro forward its workers' compensation claim 
files. This has adversely affected Rural/Metro's ability to 
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adjust and pay claims promptly and to maintain its loss 
prevention program. 
 
Rural/Metro sought TRC's agreement to assume Legion's 
liability. After lengthy discussions, TRC, in March 2003, 
agreed in principle to assume all Legion's liability under 
the 2000 and 2001 Legion Policies pursuant to Ru-
ral/Metro's liability insurance program.FN50 Rural/Metro 
believes this Court's approval of this agreement would 
benefit Legion in several respects. First, it would relieve 
the Rehabilitator of the costly and time-consuming burden 
of collecting reinsurance from TRC for Rural/Metro's 
claims. Twenty-percent of Legion's operating budget is 
spent on reinsurance collection efforts. Second, Legion 
would be relieved of the administrative expenses that 
would be paid to state guaranty associations for adjusting 
Rural/Metro's claims. Third, Legion would be relieved of 
a $400,000 exposure that it incurred under the fronting 
policies. 
 

FN50. To be effective, Rural/Metro asserts that 
the agreement requires court approval and an or-
der releasing TRC from potential double liability 
pursuant to Section 534 of Article V, 40 P.S. § 
221.34. 

 
To provide for its workers' compensation claims, Ru-
ral/Metro purchased a Legion large deductible policy for 
the period of May 1, 2001 to May 1, 2002. The deductible 
is $500,000 per occurrence. A second policy, a Deducti-
ble Reimbursement Policy (the DR Policy), was issued by 
Mutual Indemnity (Bermuda), Ltd. (Mutual Indemnity) to 
cover claims falling under the deductible. Rural/Metro 
funded a $6.6 million collateral account (the Claims 
Fund) that is used by Mutual Indemnity to pay claims 
under its policy. The Legion Large Deductible Policy and 
the Mutual Indemnity DR Policy are designed to operate 
in concert. Using the Claims Fund, *1217 Mutual Indem-
nity reimburses Legion for payment of claims falling un-
der the deductible. 
 
Rural/Metro agreed to put $6.6 million into the Claims 
Fund through the payment of monthly installments; mis-
takenly, Rural/Metro also funded workers' compensation 
claims directly. Mutual Indemnity “reimbursed” Ru-
ral/Metro for the double-paid claims through a credit to 
Rural/Metro's monthly payments to the Claims Fund. Ru-
ral/Metro estimates that the credits provided by Mutual 
Indemnity totaled approximately $1 million, leaving an 
estimated $1.1 million of double-paid claims to be recov-
ered.FN51 

 
FN51. Rural/Metro asserts that Mutual Indem-
nity estimates the excess collateral in the Ru-
ral/Metro Claims Fund to be $1.14 million. Mu-
tual Indemnity filed a brief noting its objection to 
this characterization and to this Court's jurisdic-
tion over a contractual relationship governed by 
the laws of Bermuda. 

 
Gallagher Bassett also adjusts Rural/Metro's workers' 
compensation claims under a second TPA agreement. 
Claim payments, reserves, and total loss experience are 
maintained on a claim-by-claim basis in Gallagher Bas-
set's Risx Facs System. In estimating reserves, Ru-
ral/Metro employs a conservative philosophy that is in-
tended to “approximate 100 percent of ultimate payout on 
that claim.” As a result, the development factor on Ru-
ral/Metro's claims is fairly low. Rural/Metro does not fa-
vor transferring the adjustment of its workers' compensa-
tion claims to guaranty funds. 
 
Rural/Metro requests an accounting under the supervision 
of the Court to determine the amount of the credit it is 
owed for funding workers' compensation claims from the 
Claim Fund. It also requests that guaranty funds seek 
payment from the Claims Fund for amounts under the 
deductible, rather than from Rural/Metro; that any excess 
amount in the Claims Fund be returned to Rural/Metro 
and that its Claims Fund only be used to pay Rural/Metro 
claims. With respect to its liability insurance program, 
Rural/Metro requests direct access to the TRC facultative 
reinsurance for their payment. 
 
E. Interests of Policyholder Intervenor: American Air-
lines, Inc. 
 
American Airlines, Inc., its parent, AMR Corporation, 
and their subsidiaries and affiliates (collectively Ameri-
can) are headquartered in Fort Worth, Texas. American is 
the largest commercial air carrier in the world. Against 
risks that it faces in its business, including aircraft acci-
dents and a myriad of smaller losses, American purchases 
insurance known as hull, spars and liability insurance that 
provides first-dollar coverage with per occurrence limits 
in excess of $1 billion and with no aggregate limit of li-
ability. Because of American's size and the enormity of its 
potential losses, no single insurer can underwrite the risk 
on its own. Thus, American obtains liability coverage 
from multiple insurers, each of which is responsible for a 
portion of the total risk. 
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American has traditionally used Aon's brokerage services 
to obtain coverage in the United States and abroad. 
American relies on a broker because it does not have the 
expertise to deal with the appropriate insurance markets, 
particularly the London markets. In addition, under the 
rules established by Lloyds of London, participating syn-
dicates may deal only with intermediaries and never with 
insureds directly. American and Aon (along with Aon's 
corporate predecessors) have a relationship spanning sev-
enty years. American pays approximately $1 million a 
year to Aon for its brokerage services. 
 
*1218 American meets with Aon FN52 in July or August of 
each year to discuss its goals for the coming year and to 
provide the information needed by underwriters to under-
stand American's operations and needs. American and 
Aon make joint presentations to the aviation insurance 
marketplace. Following these presentations, Aon negoti-
ates with insurers in this market, and then provides 
American with its recommendations on the coverages that 
American should bind. 
 

FN52. With respect to the transactions relevant 
to this proceeding, American worked primarily 
with Vincent Catalli. Mr. Catalli has been an 
Aon (or its predecessor) insurance broker for ap-
proximately thirty-five years, and has a thirty 
year relationship with American's insurance 
manager, Michael Stoeckert. Mr. Catalli's exper-
tise is in crafting aviation hull and liability cov-
erages. 

 
In May of 1997, Aon began to develop an aviation insur-
ance quota share program (quota share program or pro-
gram) that would coordinate the services of Aon's many 
business units for the purpose of gaining market penetra-
tion. Scott Arledge was one of the six Aon representatives 
who were principally responsible for developing Aon's 
quota share program for airlines. Mr. Arledge was Senior 
Vice President and Regional manager for the Southeast 
Region for Aon Aviation; however, he left Aon's employ 
in September 2002. Mr. Arledge has been involved in 
aviation insurance for almost nineteen years. 
 
Mr. Arledge testified at length and with impressive speci-
ficity about the quota share program that he developed 
with colleagues while employed at Aon. He was person-
ally involved in the negotiations with reinsurers partici-
pating in the quota share program. He testified that it was 
the intent of the parties that in the event Legion should 
become insolvent Syndicate 271 would make payments 

directly to American.FN53 The Court finds that Mr. 
Arledge testified completely and truthfully about the ne-
gotiations and the intent of the parties with respect to the 
reinsurance provided by Syndicate 271 to American by 
way of Legion. 
 

FN53. His testimony was confirmed by Mr. 
Catalli of Aon, the individual who persuaded 
American to use the quota share program. Mr. 
Catalli confirmed that in the event Legion could 
not or would not pay claims, the reinsurers 
would pay on behalf of American. 

 
Aon was successful in enlisting aviation underwriters to 
make their entire aviation insurance capacity available to 
the insurance quota share program. For the most part, the 
insurers that agreed to participate from the London market 
were traditional direct insurers, not traditional reinsurers, 
and, thus, experienced at dealing with insureds directly. 
They were required to take all of the underwriting risks 
just as if they had written the insurance on a direct basis. 
These London market insurers were willing to underwrite 
coverage through the Aon quota share program at a dis-
count because the program provided them the desired 
increase in their share of the U.S. aviation insurance mar-
ket. It was Aon's goal that airlines that participated in the 
quota share program would be in the same position as if 
they had purchased insurance on a direct basis from the 
reinsurers participating in the quota share program. 
 
After enlisting the London underwriters for the quota 
share program, Aon sought a U.S. fronting company, i.e., 
a U.S.-based insurer with licenses in every state. The 
fronting company would consolidate the coverage of rein-
surers into one package. After Aon was introduced to 
Legion, it made presentations about the quota share pro-
gram to Legion at its offices in Philadelphia.*1219 The 
presentations specifically provided that Legion would not 
be required to use any of its own assets to pay losses un-
der its fronting policy. Rather, losses would be funded by 
reinsurers participating in the quota share program.FN54 In 
approximately July of 1998, Legion agreed to provide the 
“paper,” or fronting policy, to give the London reinsurers 
in Aon's quota share program access to the U.S. market. 
Legion's participation legalized the transaction; the Lon-
don insurers were not licensed to write direct business in 
the U.S. 
 

FN54. The first lead underwriter in the London 
market was Busbridge Syndicate; thereafter, Aon 
solicited other London underwriters. Each un-
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derwriter had to make its own intelligent deci-
sion on whether they wanted to sign onto the 
program or not. In those discussions, Aon made 
it clear that Legion was not to have any under-
writing liability for the program and would not 
have responsibility for advancement of funds to 
pay claims. Legion expressly required that it not 
have to make claims payments prior to receiving 
funds from the reinsurers. 

 
The quota share program was initially offered to smaller, 
non-trunk airlines; however, one year later, the quota 
share program became available to major trunk airlines, 
again with Legion as the fronting company for the Lon-
don reinsurers. Legion participated in the trunk airline 
quota share program for two years, beginning on July 6 of 
each year. Thus, the annual periods in which Legion par-
ticipated in the trunk quota share program were for the 
years beginning July 6, 1999, and on July 6, 2000. Any 
aviation hull and liability insurance policy placed by Aon 
after July 6 of the year in question was covered by the 
trunk quota share program for that year. Legion indicated 
its participation for the policy year beginning July 6, 
1999, by signing a Final Placement Slip,FN55 containing a 
summary of the relevant terms and conditions of the 
agreement. There were five Lloyds syndicates, including 
Syndicate 271, participating in the program for the policy 
year beginning July 6, 1999. 
 

FN55. A placement slip is signed by the ceding 
insurer, and the cover note is signed by the as-
suming insurer, i.e., reinsurer. Here, the “Final 
Placement Slip” was a cover note; its title and 
form were unusual. These points were conceded 
by Syndicate 271's expert. American Airlines Ex. 
3 (AA Ex. ----). 

 
Placement slips contain the salient terms and conditions 
of a reinsurance agreement. Placement slips can contem-
plate the preparation of a contract that sets the provisions 
of the parties' agreement in detail, or they can refer to 
standard contractual provisions, the terms of which are 
readily available. The latter type placement slip is known 
as a “slip wording.” Unless a placement slip indicates that 
it is a “slip wording,” the full agreement of the parties will 
be set forth in a separate reinsurance contract known as 
the “wording.” The placement slips that were signed by 
Legion and by the reinsurers were not slip wordings and, 
thus, required a separate wording or agreement. Legion 
signed a separate placement slip for each year. 
 

Under the trunk airlines quota share program, Legion 
fronted two policies of aviation hull and liability coverage 
for American. The first policy ran from December 1, 1999 
to November 30, 2000 (2000 Policy) and the second from 
December 1, 2000 to November 30, 2001 (2001 Policy). 
Legion fronted 7.5% of the American 2000 policy and 5% 
of the American 2001 Policy. Of the participating reinsur-
ers, only Syndicate 271 chose to underwrite the American 
2001 Policy issued by Legion. Accordingly, Syndicate 
271 agreed to take all 5%, or 100% of the Legion partici-
pation, under the American aviation insurance for the 
2001 Policy. 
 
*1220 The actual reinsurance contract,FN56 or wording, 
was prepared by Aon. The reinsurance issued to cover 
Legion's participation in American's aviation insurance is 
known as a facultative obligatory treaty. It is a hybrid that 
combines facultative and treaty insurance. It functioned as 
a treaty in that the terms and conditions were set in the 
contract and were not further negotiable; this included 
such terms as premium payment schedules and coverage 
limits. It was obligatory in that the reinsurers were obli-
gated to provide a line of coverage. The contract was fac-
ultative in that the reinsurers provided coverage for spe-
cific airlines in amounts that fluctuated depending on the 
reinsurer's comfort level in underwriting a particular air-
line. 
 

FN56. The reinsurance contract evolved over the 
two years that Legion participated. It included: 
the initial agreement, entered into when the pro-
gram began on July 6, 1999, together with a 
number of Endorsements. Endorsement No. 1 is 
the annual renewal and shows both the new ef-
fective date of the agreement-July 6, 2000-and 
the reduction in the overall insurance capacity 
under the program from 13.75% to 7.5%. AA 
Ex. 7. 

 
In consideration for its participation, Legion received a 
7.5% fronting fee in the trunk quota share program's first 
year, and a 5.75% fronting fee in the program's second 
year. American paid the premium to Aon Risk Services, 
which in turn, paid Legion. Legion retained its fronting 
and other fees and then remitted the remainder of the 
premium to Aon Re. Aon Re paid Aon Group, Limited, 
which, in turn, forwarded the net premium payment to the 
reinsurers. Through its agent Aon, therefore, American 
was dealing directly with the reinsurers on the payment of 
premiums owing under the quota share program. 
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The reinsurance contract stated that the reinsurers' obliga-
tion was created when Legion became “liable” for a pay-
ment, not when Legion actually made a payment. The 
contract also required the reinsurer to make payment 10 
days after demand from Legion without any reservation of 
rights by the reinsurer. 
 
Large claims, those in excess of $50,000 or, in the second 
year of the program, $75,000, were processed differently 
from “small” claims. For a large claim, the lead under-
writer would issue a market call to all the insurers that 
underwrote a particular airline's coverage. Upon receipt of 
such notice, the reinsurers had 10 days to pay the full 
amount of the claim. Legion did not make any payment to 
the underlying insured or to the lead underwriter before it 
received payment for the full amount of the claim; Legion 
did not advance any funds. Even if Legion were to make a 
wrongful payment, the reinsurers had to seek recovery 
from the third-party, not from Legion. 
 
Small claims FN57 were paid from a “Paid Loss Fund,” 
which ensured that Legion did not have to use its funds to 
pay claims while minimizing administrative costs. The 
Paid Loss Fund was funded by the reinsurers; Legion de-
ducted the funds needed from the premium otherwise due 
and owing to the reinsurers. The payments of small claims 
were made under the direction of the lead underwriter; 
Legion did not adjust these claims. 
 

FN57. Small claims complement the “large 
claims,” i.e., they were under $50,000 in 2000 
and $75,000 in 2001. 

 
In negotiating the reinsurance contract for the quota share 
program, Aon pressed for a provision that would permit 
its aviation clients to obtain payment directly from rein-
surers in the event of Legion's insolvency. This provision 
is known generally as a “cut through.” Aon considered 
*1221 a cut-through provision important because Legion 
was a new entity in the aviation insurance market with 
relatively modest capital. Aon wanted to be able to give 
its airline clients comfort that, if something happened to 
Legion, these airline clients would be able to obtain cov-
erage from the reinsurers, which in reality were the source 
of direct coverage. 
 
The final language included in the Insolvency Article of 
the reinsurance contract states in pertinent part as follows: 
 

In the event of [Legion's] insolvency, the reinsurance 
afforded by this Agreement will be payable by the Re-

insurers on the basis of [Legion's] liability under the 
policies reinsured without diminution because of [Le-
gion's] insolvency or because its liquidator, receiver, 
conservator, or statutory successor has failed to pay all 
or a portion of any claims. The reinsurance will be pay-
able by the Reinsurers directly to [Legion], its liquida-
tor, receiver, conservator, or statutory successor ... ex-
cept (a) where this Agreement specifically provides an-
other payee of such reinsurance in the event of [Le-
gion's] insolvency or (b) where the Reinsurers, with the 
consent of the direct insured or insureds, have assumed 
such policy obligations of [Legion] as direct obligations 
of themselves to the payees under such policies in sub-
stitution for [Legion's] obligation to such payees. Then, 
and in that event only, [Legion], ... is entirely released 
from its obligation and the Reinsurers will pay any loss 
directly to payees under such policies. 

 
AA. Ex. 7 at 19. Provision (b) was included in the con-
tract to provide the airlines direct access to the reinsurers 
in the event of Legion's insolvency. 
 
On September 11, 2001, terrorists flew American Flight 
11 into the North Tower of the World Trade Center and 
American Flight 77 into the Pentagon. On November 12, 
2001, American Flight 587 crashed in Queens, New York. 
As a result of these tragedies, American faces extensive 
claims from the estates of passengers on board the three 
airplanes, claims from individuals on the ground who 
were injured or killed, claims for property damage to 
buildings and claims for loss of income. 
 
The lead underwriter FN58 under American's aviation in-
surance policy has reserved the September 11 loss at ap-
proximately $2.3 billion. The Flight 11 loss is reserved at 
$1.7 billion, and the Flight 77 loss is reserved at $600 
million. Legion's share of the amount reserved for the 
September 11 loss is approximately $105 million. 
 

FN58. It is the lead underwriter on American's 
aviation policy, not Legion, that sets the reserves 
for American's losses. 

 
Three separate market calls of $5 million each were made 
for the September 11 loss. These calls occurred on Sep-
tember 13, 2001; September 28, 2001; and July 18, 2002. 
Legion's share of each market call was $250,000. In re-
sponse to the market calls of September 13, 2001 and 
September 28, 2001, Syndicate 271 paid Legion the full 
amount of the market call and, after receipt of this 
amount, Legion paid the lead underwriter. The market call 
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of July 18, 2002, was made after Legion was placed into 
rehabilitation. By that time, the Rehabilitator was refusing 
to pay any claims of American under the policy, regard-
less of whether Legion received the money to pay the 
claim from Syndicate 271. The lead underwriter under 
American's aviation insurance policy sent the claim to 
American and asserted *1222 that American must stand in 
Legion's shoes and pay the claim. 
 
The lead underwriter under American's aviation policy 
has reserved the Flight 587 loss at $700 million, and Le-
gion's share of this loss is approximately $35 million. On 
November 19, 2001, a $20 million market call was made 
for loss arising from the Flight 587 tragedy. Legion's 
share of this market call was $1 million. Syndicate 271 
paid Legion the full amount of the market call and, upon 
receipt, Legion remitted this amount to the lead under-
writer. On December 12, 2001, a $25 million market call 
was made for losses arising from the Flight 587 tragedy. 
Legion's share of this market call was $1.25 million. Syn-
dicate 271 did not pay this market call within 10 days as 
required by the reinsurance contract. In accordance with 
the premium offset provision of the reinsurance contract, 
the $1.25 million due and owing on this market call was 
offset against $1.31 million in premiums owed to Syndi-
cate 271 by Legion. Legion used $1.25 million of the 
premium to pay the lead underwriter under the policy, and 
the remaining premium was paid to Syndicate 271. As 
with all previous claims, Legion used Syndicate 271's 
money, and not its own, to pay the claim. 
 
In February 2002, the lead underwriter made a market call 
for the value of the hull claim arising out of the Flight 587 
tragedy. Legion's share of the Flight 587 hull claim was 
approximately $2 million. Payment of the hull claim was 
to be made in part to American and in part to the lender 
that had a security interest in the hull. Syndicate 271 did 
not make this payment within 10 days of receiving the 
request for payment. Consequently, Legion used premium 
payments due to Syndicate 271, as well as a cash contri-
bution from Aon, to pay the hull claim to American and 
its lender. Once again, even where Syndicate 271 failed 
and refused to pay the hull claim, Legion only paid the 
claim after it had received funds from others. Syndicate 
271 delayed reimbursing Legion for seven months. 
 
After Legion entered rehabilitation, its reinsurers, includ-
ing Syndicate 271, ceased making payments, apparently 
because they feared that they would be held liable for 
double payments, both to American and to the Rehabilita-
tor. The lead underwriter under American's aviation in-

surance policy then began seeking payment directly from 
American for the share owed by Legion and Syndicate 
271. Further, the Rehabilitator refuses to allow Syndicate 
271 to pay on behalf of Legion. 
 
American has been harmed by these events. So far, 
American has laid off 20,000 people, reduced its flight 
operations, cut back on aircraft orders and lost approxi-
mately $4 billion. American has also implemented sig-
nificant cutbacks in customer service and is seeking con-
cessions from its unions to avoid bankruptcy. In addition, 
American has incurred significant additional costs be-
cause of new federal security regulations. Moreover, in-
creasing insurance costs have affected American. For 
example, the aviation insurance market imposed a $1.25 
per passenger surcharge, which added approximately 
$130 million in insurance costs after September 11. 
 
American opposes a liquidation of Legion unless Ameri-
can is allowed direct access to Syndicate 271 under the 
reinsurance contract. Guaranty fund coverage is meaning-
less to American because the size of its claims dwarfs any 
amount available from a guaranty fund. Further, Ameri-
can's net worth is too great to make it eligible for cover-
age from most state guaranty funds. Alternatively, Ameri-
can seeks an amendment to the Rehabilitation Order to 
compel Syndicate 271 to pay Legion *1223 and, in turn, 
have Legion pay the claims arising out of September 11 
and the Flight 587 loss. 
 
F. Interests of Reinsurer for Claims of American Air-
lines, Inc.: Syndicate 271 
 
Syndicate 271 is that collection of Lloyds' underwriters 
that participated in the part of the Aon quota share pro-
gram that was fronted by Legion. Syndicate 271 FN59 has 
no particular interest in the issues underlying the Reha-
bilitator's liquidation petition. It opposes any order from 
this Court that would give American direct access to the 
reinsurance provided by Syndicate 271 under the quota 
share program. 
 

FN59. On March 20, 2003, this Court granted 
Syndicate 271's Application for the Issuance of a 
Letter of Request for the Examination of Wit-
nesses and Production of Documents in the 
United Kingdom seeking the depositions of three 
witnesses employed by Aon London, as well as 
the production of the Aon London guidelines for 
drafting cut-through agreements, endorsements 
or provisions and all Aon London exemplars of 
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cut-through agreements, endorsements or provi-
sions. At Syndicate 271's request, the Court reis-
sued two Amended Applications. They con-
formed to the applicable Hague Convention re-
quirements, but they were denied. However, 
these materials have limited relevancy to the is-
sues raised by the quota share program. 

 
Syndicate 271 first presented the testimony of John Lan-
gen, who was involved in reinsurance from 1970 to 1997. 
He worked for a number of brokers, including Guy Car-
penter, Marsh & McClennan, G.L. Hudson; he also 
worked for Alexander Re.FN60 He testified at length about 
his work at G.L. Hudson drafting reinsurance slips, cover 
notes and full length contracts, also called “wordings.” 
However, he had no experience,FN61 as far as he could 
recall, in the drafting of aviation trunk airline reinsurance 
agreements, treaty or facultative, or in the negotiation of 
their terms. 
 

FN60. Mr. Langen holds no insurance certifica-
tions and he was not educated beyond high 
school. However, he has extensive experience, 
which includes participation in the preparation of 
a reinsurance text, ROBERT W. STRAIN, RE-
INSURANCE CONTRACT WORDING (3rd 
ed.1998). He also teaches at reinsurance semi-
nars. 

 
FN61. His experience also does not include of-
fering an expert opinion on reinsurance contract 
formation, insolvency clauses or cut-through 
provisions. 

 
Mr. Langen explained that a “reinsurance” slip FN62 is 
prepared by a reinsurance broker on behalf of a ceding 
company. The reinsurance slip contains the salient terms 
and conditions of the reinsurance coverage sought by the 
ceding company. Upon the signature of the reinsurer, the 
reinsurance broker prepares the reinsurance cover note, 
which also contains the salient terms and conditions of the 
reinsurance coverage. It is presented by the broker to the 
ceding company to confirm the terms of the reinsurance 
placed by the broker on the ceding company's behalf. The 
cover note also identifies the reinsurers providing the 
coverage, including the percentage of their participation. 
The reinsurance slip and the cover note are mirror images 
of one another. 
 

FN62. At different points in his testimony, Mr. 
Langen called the reinsurance slip, a slip or 

placement slip. 
 
The 1999 placement slip includes a reference to an insol-
vency clause as a term of the reinsurance. It does not 
specify American as an alternate payee, and it does not 
contain the phrase “cut-through.” The 1999 Legion cover 
note, the Final Placement Slip,FN63 includes a reference to 
“insolvency” as a condition of the reinsurance. It does not 
specify American as an *1224 alternate payee, and it does 
not contain the phrase “cut through.” These facts are also 
true for the 2000 Final Placement Slip.FN64 
 

FN63. AA Ex. 3. 
 

FN64. Syndicate 271 Ex. 23. 
 
Mr. Langen testified about the purposes of an insolvency 
clause. He explained that if a ceding company wishes to 
take credit for reinsurance on its statutory financial state-
ment, the ceding company must include an insolvency 
clause in the appropriate reinsurance contract. This credit 
relieves the ceding company of the need to post reserves 
for liabilities that have been transferred to a reinsurer; it 
enhances the ceding company's surplus. There are various 
forms of insolvency clauses, depending upon the require-
ments of the ceding company's state of domicile. Gener-
ally, an insolvency clause must provide that the reinsurer 
will pay to the statutory receiver, liquidator or rehabilita-
tor of an insolvent ceding company any amounts for 
which the reinsurer may become liable, without diminu-
tion due to the ceding company's insolvency. A cut-
through agreement changes the direction of reinsurance 
loss proceeds to the beneficiary of the cut-through. Cut-
through clauses are not common in reinsurance transac-
tions involving U.S. domiciled companies. 
 
Mr. Langen acknowledged that the Insolvency Article in 
the reinsurance contract between Legion and Syndicate 
271 contained a reference to an alternate payee in the 
event of Legion's insolvency. However, he believes that it 
simply gave the parties the right, as opposed to the obliga-
tion, to redirect the flow of reinsurance payments in the 
event of Legion's insolvency. He stated that a second 
agreement or endorsement would have to be executed to 
make it an obligation.FN65 However, because the reinsur-
ance contract was not executed by Syndicate 271, Mr. 
Langen opined that the slip defines the agreement of the 
parties, and the slip does not contain an express reference 
to a cut-through endorsement. 
 

FN65. Mr. Delehy, for the Rehabilitator, also 
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testified that an endorsement was required in or-
der to effect a cut-through right in American. 
However, he had not noticed, until cross-
examined, the variation in the Insolvency Article 
with the use of “or,” instead of the typical “and,” 
which allows each clause to operate independ-
ently. See supra, p. ---- for text of the Insolvency 
Article. 

 
Mr. Langen has many years of experience in drafting re-
insurance agreements, using slips and cover notes as his 
sources. However, the agreements he drafted were used in 
personal lines insurance, such as homeowners and auto-
mobile; he has never drafted a contract for a program as 
unusual as the Aon quote share program developed for 
trunk airlines. Accordingly, his knowledge of the custom 
and practice of the industry, while impressive, is not di-
rectly relevant to this case. Further, because cut-through 
provisions are unusual, there is no custom and practice for 
their use. Finally, Mr. Langen was not involved in the 
negotiations of the terms of the Aon quota share program. 
Accordingly, Mr. Langen's testimony has little weight in 
the resolution of the discrete question of the parties' actual 
intent with respect to the reinsurance arrangement be-
tween Legion and Syndicate 271. Notably, Syndicate 271 
did not produce any witnesses to refute Mr. Arledge's FN66 
testimony about the negotiations and the intent of the par-
ties. 
 

FN66. Mr. Arledge was not an expert in contract 
drafting; he relied on Aon Re to draft and negoti-
ate the insolvency clause for the 1998 non-trunk 
quota share program. This clause was then re-
peated for the 1999 trunk quota share program. 

 
Greg Dawson and Robin Pearson, Syndicate 
271 underwriters in 1999 and 2000, were in-
volved in the quota share program. They were 
interviewed by Syndicate 271's attorneys 
without the benefit of the Hague letters. An 
adverse inference is drawn from the fact that 
Messrs. Dawson and Pearson did not testify. 

 
*1225 Syndicate 271 also offered the testimony of Colin 
Taylor, who is employed as run-off manager FN67 for Syn-
dicate 271. He is an associate of the Chartered Insurance 
Institute and has experience in aviation underwriting; FN68 
he has been employed by Syndicate 271 since 1986. His 
work at Syndicate 271 involves claims adjustment. Mr. 
Taylor had no involvement with the negotiations of the 
reinsurance arrangement between Legion, or any of the 

fronting carriers on the quota share program, and Syndi-
cate 271. He testified that Syndicate 271 did not know-
ingly remit funds to Legion before Legion paid the lead 
underwriter on American's claims. 
 

FN67. Syndicate 271 stopped writing new avia-
tion business at the end of 2000; it is now simply 
paying claims for business previously written. 

 
FN68. However, he has not done any underwrit-
ing for Syndicate 271. 

 
However, Mr. Taylor authorized payment of American 
claims without requesting proof that Legion had already 
paid the claims. Further, he acknowledged that the small 
claims, which he called attritional claims, were paid from 
the Claims Fund, which was established with reinsurer 
moneys, not Legion moneys. Accordingly, while it was to 
be the general practice of a reinsurer to indemnify the 
ceding company only after it has paid a claim, that prac-
tice was not followed here. Syndicate 271 paid claims 
without waiting for proof FN69 that they had been paid by 
Legion. 
 

FN69. In January of 2002, Syndicate 271 al-
lowed Legion to meet a market call by withhold-
ing $1.25 million of $1.31 million in premium 
owed to Syndicate 271. 

 
Most of the risk assumed by Syndicate 271 applicable to 
American claims has been ceded to other reinsurers, 
called the retrocessionaires. Syndicate 271 is required by 
Lloyds of London to secure its obligations on U.S. busi-
ness by posting funds with Lloyds' “Credit for Reinsur-
ance Trust Fund” (Trust Fund). In large part, Syndicate 
271 has satisfied its Trust Fund obligations with contribu-
tions provided by its retrocessionaires. 
 
With respect to the Syndicate 271's exposure for the 
American September 11 and Flight 587 losses, the ret-
rocessionaires have posted letters of credit into the Trust 
Fund. If Syndicate 271 were required to issue an assump-
tion reinsurance agreement to American, pursuant to sub-
paragraph (b) of the Insolvency Article, the retrocession-
aires may contest the classification of the risk and seek a 
change in the classification from “U.S. reinsurance” to 
“non-regulated.” In that event, the retrocessionaires might 
demand release of their letters of credit, which might re-
quire Syndicate 271 to take a bad debt provision on its 
books. This, in turn, may require Syndicate 271 to make a 
cash call upon its underwriting names. 
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The reinsurance contract between Legion and Syndicate 
271 that relates to American's losses was not signed. Ac-
cordingly, Syndicate 271 believes that the language of the 
slips control, and they only use the term “insolvency” not 
cut-through.FN70 
 

FN70. Mr. Langen could not provide the Court 
any precise information about how the parties 
would express their intention to establish a cut-
through on a slip wording. 

 
The cut-through is imbedded in the Insolvency Article of 
the reinsurance contract, and, therefore, the slip provides 
no answer to the question of the parties' intent. Further, 
the parties have acted in accordance with the terms of the 
unsigned reinsurance contracts. It is not uncommon*1226 
for reinsurance agreements to take effect and be acted 
upon by the parties, in good faith, as if signed. Mr. Taylor 
acknowledged that it can take “months and even years for 
wordings to be signed in the marketplace in London.” 
N.T. 4/3 at 180. The Court finds that the reinsurance con-
tract between Legion and Syndicate 271, not the Final 
Placement Slip, states the parties' intentions. 
 
Syndicate 271 posits harm if American is allowed direct 
access. Certainly, direct access will terminate Syndicate 
271's respite from paying any party under the reinsurance 
contract. When payments resume, Syndicate 271 will 
have to pay the same amount, whether it is to the Reha-
bilitator or to American. The assertion that Syndicate 
271's reinsurers, the retrocessinaires, may demand the 
release of their letters of credit contemplates several fu-
ture actions that may, or may not, occur. Further, Syndi-
cate 271 argues from the flawed premise that it will be-
come the direct writer of American under an assumption 
certificate. However, American's direct access to reinsur-
ance payments from Syndicate 271 does not require the 
issuance of an assumption reinsurance agreement; it 
merely requires a redirection in the flow of funds. 
 
II. LEGAL ANALYSIS. 
 
A. Consent Is Not a Ground for Terminating a Reha-
bilitation. 
 
The Rehabilitator contends that Legion and Villanova 
have consented to a termination of their rehabilitation. 
Section 518(a) of Article V, 40 P.S. § 221.18(a), does not 
provide that an insurer may consent to a termination of a 

rehabilitation. However, an insurer that is not in rehabili-
tation may consent to a liquidation; the applicable statu-
tory provision states: 
 

An order of the Commonwealth Court to liquidate the 
business of an insurer shall be issued only after a hear-
ing before the court or pursuant to a written consent of 
the insurer. 

 
Section 520(b) of Article V, 40 P.S. § 221.20(b) (empha-
sis added). The questions are two: (1) whether the Court 
can make the factual finding that Legion and Villanova 
consented in writing to their liquidation, and (2) whether 
“written consent of the insurer” is a valid basis to termi-
nate a rehabilitation and convert it to a liquidation under 
Section 518(a). 
 
1. The Rehabilitator cannot consent to her own peti-
tion for liquidation. 
 
The consent of Legion and Villanova was not expressed 
by their board of directors but, rather, by the Rehabilita-
tor.FN71 Stated otherwise, in her liquidation petition the 
Rehabilitator purports to act on behalf of the moving 
party and on behalf of the defendants, Legion and Villa-
nova. 
 

FN71. The actual consent was executed by Wil-
liam S. Taylor, Deputy Insurance Commissioner, 
who avers that he has authority to act for the Re-
habilitator. He also waived Legion's and Villa-
nova's right to a hearing on their liquidation. 

 
On April 1, 2002, several days after her appointment as 
Rehabilitator, the Insurance Commissioner amended the 
Bylaws of Legion and Villanova. Asserting to act “with 
the full power of the Board of Directors,” but without 
calling a meeting of the directors who continued to 
serve,FN72 she *1227 consented to her amendment of the 
Bylaws. Specifically, she added the following language to 
Article V, Section 8 of the Bylaws of each insurer: 
 

FN72. After the rehabilitation orders were en-
tered on March 28, 2002, individual directors 
began to resign. LIQ Ex. 13. The resignations 
began on April 8, 2002, and continued through 
the summer. Most of the resignations were sub-
mitted effective August 23, 2002, several days 
before the liquidation petitions were filed. How-
ever, one individual, Robert Mulderig, remains 
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on the board of directors of Legion and Villa-
nova, and he testified at the hearing that he op-
posed the liquidation of either insurer. N.T. 
11/14 at 116. 

 
If a rehabilitator of the Company (“Rehabilitator”) 

has been appointed pursuant to an Order of the Com-
monwealth Court of Pennsylvania, such Rehabilitator 
shall have, in addition to such other authority and 
power as the Rehabilitator may have under applicable 
law and any order of the Commonwealth Court of 
Pennsylvania, the same authority and power as the 
Board of Directors shall have under these Bylaws and 
the Pennsylvania Consolidated Statutes. Pursuant to Ti-
tle 40, Section 221.16 of the Pennsylvania Consolidated 
Statutes FN73the Rehabilitator shall have all the powers 
of the directors, officers and managers of the Company, 
whose authority shall be suspended, except as may be 
redelegated by the Rehabilitator. 

 
FN73. The statute dealing with insolvent insurer 
is not codified. “Section 221.16” refers to the 
unofficial codification produced by West Pub-
lishing Company. 

 
LIQ Ex. 14, 15 (emphasis added). It is by authority of this 
amendment to the Bylaws that the Rehabilitator asserts 
the power to consent to the liquidation of Legion and Vil-
lanova. 
 
[1][2] A creature of statute, such as the Insurance Com-
missioner acting as a rehabilitator, can only exercise those 
powers which have been conferred by the Legislature in 
clear and unmistakable language. Aetna Cas. & Sur. Ins. 
Co. v. Insurance Dep't, 536 Pa. 105, 118, 638 A.2d 194, 
200 (1994), quoting Human Relations Comm'n v. Transit 
Cas. Ins. Co., 478 Pa. 430, 438, 387 A.2d 58, 62 (1978). 
In this instance, the Rehabilitator's purported power to 
amend the Bylaws of Legion and Villanova derives from 
Section 516(b) of Article V, which states as follows: 
 

The rehabilitator may take such action as he deems 
necessary or expedient to correct the condition or con-
ditions which constituted the grounds for the order of 
the court to rehabilitate the insurer. He shall have all 
the powers of the directors, officers and managers, 
whose authority shall be suspended, except as they are 
redelegated by the rehabilitator. He shall have full 
power to direct and manage, to hire and discharge em-
ployes subject to any contract rights they may have, and 
to deal with the property and business of the insurer. 

 
40 P.S. § 221.16(b) (emphasis added). A rehabilitator has 
“full power to direct and manage” and to “deal with the 
property and business of the insurer” but to one end: to 
achieve a successful rehabilitation. However, Section 
516(b) did not confer the power upon a rehabilitator to 
amend an insurer's bylaws FN74 to assert all rights of its 
board of directors, even the right to consent to liquidation. 
 

FN74. Indeed, Section 516(b) does not authorize 
a rehabilitator to amend an insurer's bylaws for 
any purpose. Arguably, authority under bylaws is 
redundant of a rehabilitator's statutory authority 
to manage the insurer's business during rehabili-
tation. 

 
[3] The purpose of Section 516(b) of Article V is to clar-
ify that during the course of a rehabilitation, the commis-
sioner, not the board, has responsibility for the manage-
ment of the insurer's business. Otherwise, the rehabilita-
tion can devolve into a contest between the commissioner 
and the insurer's management. As noted by the Supreme 
Court of Washington, 
 

[The proceeding] thrust the Commissioner into a con-
tentious and litigious *1228 partnership with the com-
pany officers and virtually precipitated the trial court, 
as the arbiter, into the role of rehabilitator. 

 
Kueckelhan v. Federal Old Line Ins. Co., 74 Wash.2d 
304, 444 P.2d 667, 674 (1968) (wherein conflicts devel-
oped between the commissioner and management as a 
result of their dual and divided administration of an in-
surer in rehabilitation). Section 516(b) prevents such an 
outcome; it directs that in any dispute on management of 
the business, the insurance commissioner trumps the 
board of directors. 
 
[4][5] However, a rehabilitator does not trump the board 
of directors in every respect. Her powers supersede the 
board only with respect to “such action” that is needed “to 
correct” the insurer's condition. Section 516(b) of Article 
V, 40 P.S. § 221.16(b). Here, it is beyond dispute that 
Legion and Villanova have serious cash flow problems. 
Nevertheless, both insurers continue to report a policy-
holder surplus in excess of liabilities, which indicates that 
long-term they will have sufficient assets to pay all obli-
gations.FN75 The liquidation and corporate dissolution of 
Legion and Villanova are not actions that correct their 
cash flow problems unless one adopts a Kevorkian view 
that the death of a corporation is its “correction.” 
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FN75. As of June 30, 2002, Legion had a statu-
tory surplus as regards policyholders of $289 
million, and Villanova had a surplus of $37 mil-
lion. 

 
[6] There is additional support in Article V to support the 
conclusion that the Rehabilitator may not act on behalf of 
the board of directors in this proceeding. Section 518(a) 
of Article V specifically authorizes use of insurer (in re-
habilitation) funds to contest its liquidation.FN76 Such a 
contest would never be possible if, as asserted here, a 
rehabilitator can speak for the insurer in this life or death 
decision. Further, Section 520(b) of Article V does not 
authorize a rehabilitator to consent to a liquidation; it only 
authorizes the “insurer” to consent. 40 P.S. § 221.20(b). 
“Insurer” FN77 is a defined term, and it does not include 
“rehabilitator.” 40 P.S. § 221.3. 
 

FN76. Section 518(a) of Article V states in rele-
vant part: 

 
The Commonwealth Court shall permit the di-
rectors to take such actions as are reasonably 
necessary to defend against the petition and 
may order payment from the estate of the in-
surer of such costs and other expenses of de-
fense as justice may require. 

 
40 P.S. § 221.18(a) (emphasis added). 

 
FN77. Section 503 of Article V defines “insurer” 
as follows: 

 
“Insurer” means any person who is doing, has 
done, purports to do, or is licensed to do an in-
surance business, and is or has been subject to 
the authority of, or to liquidation, rehabilita-
tion, reorganization or conservation by any in-
surance commissioner. For purposes of this ar-
ticle, any other persons included under Section 
502 shall be deemed to be insurers. 

 
40 P.S. § 221.3. Section 502 of Article V, 40 
P.S. § 221.2, lists the various types of insurers 
subject to Article V. An “insurer” is not, by 
any reading of this definition, synonymous 
with “rehabilitator.” 

 
In short, Article V does not authorize a rehabilitator to 

consent to an insurer's liquidation. The question, then, is 
whether this lack of express statutory authority was over-
come by the Rehabilitator's amendment to the Bylaws of 
Legion and Villanova. 
 
[7][8][9] The amendment to the Bylaws confers on the 
Rehabilitator “the same authority” as the board of direc-
tors and suspends their authority to act. It also states that 
her authority is “in addition to such other authority and 
power as the Rehabilitator may have under applicable law 
and any other order of the Commonwealth*1229 Court of 
Pennsylvania.” LIQ Ex. 14, 15 (emphasis added). Be-
cause the amendment of the Bylaws did not involve the 
board of directors, its validity, as a matter of corporate 
governance, is questionable. Nevertheless, it is certainly 
invalid under regulatory law. The Legislature did not give 
the Rehabilitator all the powers of Legion and Villanova's 
boards, including the power to consent to a liquidation. It 
only gave her the right to exercise the board's powers only 
where needed to effect a rehabilitation. As a creature of 
statute, she may only exercise powers conferred by stat-
ute. Aetna Cas. & Sur. Ins. Co., 536 Pa. at 118, 638 A.2d 
at 200. A rehabilitator may not, by changing an insurer's 
bylaws, expand her powers beyond present “applicable 
law.” 
 
Were the Court to accept the Bylaw amendments as valid, 
then the Insurance Commissioner at any time, on her de-
cision alone, can convert a rehabilitation into liquidation; 
this is not consistent with Article V. Even if consent were 
a permissible ground for such action, a premise we do not 
accept,FN78 there is no consent here. Legion and Villa-
nova, by their board of directors, did not consent to their 
liquidation. 
 

FN78. We do not accept this premise because 
consent is not one of the grounds for terminating 
a rehabilitation listed in the applicable statutory 
provision, i.e., Section 518(a), 40 P.S. § 
221.18(a). 

 
2. Section 518(a) governs, exclusively, the procedure 
and grounds for the liquidation of an insurer in reha-
bilitation. 
 
Once the course of rehabilitation has been chosen by the 
Insurance Commissioner, it must be pursued unless and 
until the Commissioner satisfies this Court that the reha-
bilitation should be terminated under Section 518(a) of 
Article V and a liquidation order entered. In that case, a 
petition for liquidation brought under Section 518(a) 
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“shall have the same effect as a petition under Section 
520.” 40 P.S. § 221.18(a). In other words, a petition under 
Section 518(a) is an alternative to a petition under Section 
520. It was error for the Rehabilitator to base her petition 
on both Section 518(a) and Section 520, which she did, 
presumably, to find the statutory hook on which to hang 
her “consent.” 
 
[10][11] Article V establishes precise standards for a con-
version of a rehabilitation to a liquidation. These stan-
dards cannot be avoided even if the insurer, by its board 
of directors, consents to the conversion. Article V protects 
the interests of the creditors and policyholders in a deci-
sion to terminate a rehabilitation,FN79 which is a decision 
of utmost importance to them. The interest of policyhold-
ers in a rehabilitation has long been recognized. See, e.g., 
Foster v. Mutual Fire, Marine & Inland Ins. Co., 531 Pa. 
598, 614 A.2d 1086 (1992) (wherein a committee of poli-
cyholders was permitted intervention in a rehabilitation). 
The rights of policyholders to have the grounds for a con-
version of a rehabilitation into a liquidation established in 
a court of law cannot be abrogated by the board of direc-
tors any more than they can be abrogated by a rehabilita-
tor. Consent of the insurer may be a means to a rehabilita-
tion or to a liquidation at the outset, but it is not a means 
to a conversion of a rehabilitation into a liquidation. 
 

FN79. There is an analogue in the federal Bank-
ruptcy Code that requires a hearing before a 
Chapter 11 bankruptcy can be converted to a 
Chapter 7 bankruptcy. 11 U.S.C. § 1112(b). 

 
In sum, “written consent of the insurer” is not a basis to 
order the liquidation of Legion and Villanova. The reha-
bilitation *1230 of these insurers may not be terminated 
unless and until the Court has evidence of record on 
which to make the factual findings that continued reha-
bilitation will substantially increase the risk of loss to 
policyholders, creditors and the public, or it is futile. 
These standards, set forth in Section 518(a) of Article V, 
are mandatory and may not be avoided even where the 
insurer, as opposed to the rehabilitator, consents to a ter-
mination of a rehabilitation. 
 
B. The Rehabilitator Has the Burden of Proof in a Pe-
tition to Convert a Rehabilitation into a Liquidation. 
 
[12] In any petition to liquidate filed under Section 518(a) 
of Article V, the rehabilitator has the burden of proof. As 
the moving party, it is the rehabilitator's burden to prove 
insolvency as of the date the petition for liquidation is 

filed. Commonwealth Ins. Dep't. v. Safeguard Mut. Ins. 
Co., 18 Pa.Cmwlth. 195, 336 A.2d 674 (1975). The reha-
bilitator's next burden is to demonstrate that continued 
rehabilitation would “substantially increase the risk of 
loss to creditors, policy and certificate holders, or the pub-
lic, or would be futile.” Section 518(a), 40 P.S. § 
221.18(a). 
 
[13][14] Liquidation is a remedy of last resort. See, e.g., 
Grode v. Mutual Fire, Marine & Inland Ins. Co., 132 
Pa.Cmwlth. 196, 572 A.2d 798, 803 (1990) (“[T]he bene-
fits of rehabilitation-its flexibility and avoidance of inher-
ent delays-are preferable to the static and cumbersome 
procedures of statutory liquidation.”); Mutual Fire, 531 
Pa. at 614, 614 A.2d at 1094. This principle is followed in 
most jurisdictions that have enacted an insurer insolvency 
statute similar to Article V.FN80 On the other hand, as 
aptly observed by the Rehabilitator, something more than 
blind hope is needed to continue a rehabilitation and 
avoid a liquidation. Minor v. Stephens, 898 S.W.2d 71 
(Ky.1995). 
 

FN80.See, e.g., Carpenter v. Pacific Mut. Life 
Ins. Co. of Cal., 10 Cal.2d 307, 74 P.2d 761, 775 
(1937) (“The public has a grave and important 
interest in preserving the business [of the insol-
vent insurer] if that is possible. Liquidation is the 
last resort.”); In re Executive Life Ins. Co., 32 
Cal.App.4th 344, 38 Cal.Rptr.2d 453, 459 (1995) 
(“[W]hile the Commissioner ... has the power ei-
ther to rehabilitate the insolvent insurer or to liq-
uidate it, liquidation is a last resort.”) (citations 
omitted); Kueckelhan v. Federal Old Line Ins. 
Co., 69 Wash.2d 392, 418 P.2d 443, 453 (1966), 
superseded by rule as stated in State v. WWJ 
Corp., 138 Wash.2d 595, 980 P.2d 1257 (1999), 
(“[I]t should be remembered that the process of 
insurer rehabilitation is preferred to that of liqui-
dation....”); State ex rel. Pope v. Xantus Health-
plan of Tenn., Inc., No. M2000-00120-COA-
R1O-CV, 2000 WL 630858, at *11 
(Tenn.Ct.App. May 17, 2000) (“Rehabilitation is 
preferred over liquidation because of the public 
interest in insurance.”); cf. Mueller v. Beamalloy, 
Inc., 994 S.W.2d 855, 859 (Tex.App.1999) (stat-
ing that under Texas Business Corporation Act, 
liquidation only allowed as a “last resort” when 
less harsh remedies such as rehabilitation are in-
adequate). 

 
Here, the Rehabilitator asserts that she should be allowed 
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to take this step of last resort unless the Court finds that 
she has abused her discretion. In support, she refers the 
Court to several cases from other jurisdictions holding 
that it is the prerogative of the commissioner to choose 
whether to liquidate or to rehabilitate an insurer inasmuch 
as the grounds for each are identical. FN81See, e.g., State ex 
rel. Sizemore v. United Physicians Ins. Risk Retention 
Group, 56 S.W.3d 557 (Tenn.Ct.App.2001). At least one 
case, Minor v. *1231 Stephens, would apply this standard 
where, as here, a petition to terminate a rehabilitation and 
convert it to a liquidation was under consideration. Inter-
estingly, however, the Minor court relied on our Supreme 
Court's holding in Mutual Fire, 531 Pa. 598, 614 A.2d 
1086. 
 

FN81. Section 519 of Article V states: 
 

Any ground on which an order of rehabilita-
tion may be based, as specified in section 514, 
whether or not there has been a prior order of 
rehabilitation of the insurer shall be grounds 
for liquidation. 

 
40 P.S. § 221.19. 

 
We come back, then, as we have repeatedly in this case, 
to the scope and meaning of our Supreme Court's holding 
in Mutual Fire. In particular, we consider the Supreme 
Court's statement that “it is not the function of the courts 
to reassess the determinations of fact and public policy 
made by the Rehabilitator.” Id. at 609, 614 A.2d at 1091. 
 
Mutual Fire established a three-part test for determining 
whether this Court has properly approved, disapproved or 
modified a plan of rehabilitation proposed by the Reha-
bilitator. Id. at 610-611, 614 A.2d at 1092. It does not 
stand for the broad proposition that every action taken or 
opposed by a rehabilitator in the course of an Article V 
rehabilitation proceeding should be given a high degree of 
deference. Unlike the Federal Bankruptcy Code, FN82 
which only permits the bankruptcy court to approve or 
disapprove a plan of reorganization, Article V allows this 
Court to approve, disapprove or modify a plan of rehabili-
tation. In Mutual Fire, our Supreme Court held that this 
modification power was to be used sparingly and only to 
correct abuses of discretion. 
 

FN82.11 U.S.C. § 105. 
 
The legislature conferred broad discretion upon a rehabili-

tator to devise a plan that will correct the problems of an 
insurance company placed into rehabilitation. It is not, 
however, unfettered discretion. “[C]onferring too much 
discretion on an individual or an institution creates the 
potential for harm attributable to abuse of discretion. 
Many administrative law doctrines are a response to that 
well-known problem.” RICHARD J. PIERCE, JR., AD-
MINISTRATIVE LAW TREATISE § 17.1 at 1227-1228 
(4th ed.2002). Here, the legislature did not establish a 
scheme whereby the Insurance Commissioner could oper-
ate an insolvent insurer unless and until one of her actions 
prompted a person who was aggrieved to seek judicial 
review. It could have, but it did not. Treatise authority 
addresses the balance of authority between the courts and 
agencies as follows: 
 

In many administrative schemes, the ultimate power of 
decision remains with the agency and the courts only 
monitor the agency's performance. In other schemes, 
the courts have the power of decision and the agency's 
decision forms the basis upon which the courts exercise 
that power. Each administrative scheme strikes a bal-
ance in the allocation of authority between total judicial 
dominance and total administrative dominance. 

 
CHARLES H. KOCH, JR., ADMINISTRATIVE LAW 
AND PRACTICE § 9.2 at 2-3 (2d ed.1997). Article V is 
an example of the second paradigm: the Court has the 
power of decision. However, the statute strikes a balance 
between judicial dominance and administrative domi-
nance. 
 
[15] This balance was acknowledged in Mutual Fire. Our 
Supreme Court found the rationale of a decision of the 
Washington Supreme Court in Kueckelhan v. Federal Old 
Line Ins. Co., 74 Wash.2d 304, 444 P.2d 667 (1968), 
“very persuasive” for the reason that the insurer insol-
vency statutes in both states were so similar. Kueckelhan 
analyzes the division of authority between the courts and 
the Insurance Commissioner as follows: 
 

Our statutory provisions, therefore, properly place the 
responsibility on both *1232 the Insurance Commis-
sioner and the courts, the Commissioner being required 
to follow the statutory mandates and to use reasonable 
discretion in the rehabilitation of a seized company, 
with abuses of discretion to be checked by the judiciary. 

 
In this capacity, the court is acting much in the same 
manner as it acts when overseeing a trust or probate; 
only in this instance, it is reviewing the Insurance 
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Commissioner who is acting like a receiver or trustee 
and as an officer of the state. Moreover, the Insurance 
Commissioner is not acting as an agent of the courts. 
He holds his position as rehabilitator by force of legis-
lative enactment, confirmed by court appointment. 

 
Id. at 674 (emphasis added). This is an apt description of 
the allocation of responsibility in Article V: the Insurance 
Commissioner is not this Court's agent, but neither is she 
a free agent. She must follow the statutory mandates (as 
must the Court) and use “reasonable” discretion. 
 
[16] In short, the holding in Mutual Fire is limited to the 
situation of this Court's review of a plan of rehabilita-
tion.FN83 Deference is not appropriate where, as here, the 
Court must apply specific statutory standards to the evi-
dence presented by the Rehabilitator, MRM and by the 
Policyholder Intervenors that oppose liquidation. To ap-
ply deference to the job of factfinding would undermine 
this Court's responsibility FN84 to act upon the Rehabilita-
tor's petition in a fair and neutral manner. Further, to ap-
ply the deference standard as proposed by the Rehabilita-
tor would shift the burden of proof, improperly, to those 
opposing a petition to liquidate. 
 

FN83. In Mutual Fire, the Supreme Court ap-
peared to adopt an appellate standard of defer-
ence to the Rehabilitator's plan of rehabilitation, 
citing to Norfolk & Western Railway Co. v. 
Pennsylvania Public Utility Commission, 489 Pa. 
109, 413 A.2d 1037 (1980), which was an appeal 
of a PUC adjudication. It also relied on 
Blumenschein v. Housing Auth. of Pittsburgh, 
379 Pa. 566, 109 A.2d 331 (1954), wherein the 
Court refused injunctive relief to taxpayers who 
sought to challenge the choice of properties for 
condemnation in an eminent domain proceeding. 
The continued efficacy of this holding is ques-
tionable because it precedes enactment of the 
Local Agency Law, 2 Pa.C.S. §§ 551-555, 751-
754. 

 
Article V proceedings, however, are conducted 
in this Court's original jurisdiction where an 
appellate standard of review cannot work. In 
proposing a plan of rehabilitation, the Com-
missioner does not act as an adjudicator, but as 
a state officer with a proposal that cannot be 
implemented except with court approval. 
Whatever deference is to be afforded the Re-
habilitator, this deference does not usurp the 

Court's authority to make factual findings in 
the course of an evidentiary proceeding. Fac-
tual findings can only be based on what is of 
record. 

 
FN84. This is consistent with precedent from 
other jurisdictions. See, e.g., LaVecchia v. HIP of 
N.J., Inc., 324 N.J.Super. 85, 734 A.2d 361, 364 
(Ch.Div.1999) (holding that trial court must de-
termine if entry of an order of liquidation is ap-
propriate and rejecting Insurance Commis-
sioner's contention that an order of liquidation 
should be entered absent a showing of abuse of 
discretion by the Commissioner in her determi-
nation to seek liquidation); Florida Dep't of Ins. 
v. Cypress Ins. Co., 660 So.2d 1177, 1182-1183 
(Fla.Dist.Ct.App.1995) (explaining that the De-
partment must apply to the court for an order of 
liquidation and the court is not required to give 
deference to the Department's findings regarding 
the necessity of liquidation); Angoff v. Casualty 
Indem. Exch., 963 S.W.2d 258, 263 
(Mo.Ct.App.1997) (same). 

 
C. A Standard Liquidation Will Harm the Policy-
holder Intervenors. 
 
[17] This Court has stated that the “equitable purpose of 
rehabilitation and liquidation in insurance insolvency 
statutes is to protect first of all consumers of insurance.” 
Grode, 572 at 801 n. 5. The Rehabilitator*1233 asserts 
that under Article V, “individual interests may need to be 
compromised in order to avoid greater harm to a broader 
spectrum of policyholders and the public.” Vickodil v. 
Commonwealth, Ins. Dep't, 126 Pa.Cmwlth. 390, 559 
A.2d 1010, 1013 (1989).FN85 As noted by American, this 
does not mean that the needs of all policyholders are not 
worthy of consideration. 
 

FN85. In Vickodil, judgment creditors sued the 
Insurance Department and certain of its employ-
ees for acts committed in their official capacities 
as rehabilitator of the judgment debtor's insurer. 
The acts allegedly prevented the judgment credi-
tors from obtaining insurance proceeds prior to 
the judgment debtor's insurer's liquidation. The 
Vickodil holding recites the object of the priori-
ties of a liquidation and does not have particular 
relevance to a conversion of a rehabilitation to a 
liquidation. 

 



  
 

Page 33

831 A.2d 1196 
(Cite as: 831 A.2d 1196) 

© 2010 Thomson Reuters. No Claim to Orig. US Gov. Works. 

Here, the “compromise” suggested by the Rehabilitator 
would have all reinsurance proceeds become general as-
sets of Legion and Villanova. At some point, which all 
parties agree is many years away, those assets will be 
used to pay policyholder claims. In the meantime, policy-
holder claims will be transferred to various state guaranty 
funds for payment.FN86 The Policyholder Intervenors ob-
ject, noting that the standard course of liquidation will 
greatly harm their interests without advancing the needs 
of Legion and Villanova. Specifically, they note the fol-
lowing: 
 

FN86. Eligibility for guaranty fund coverage is a 
significant issue for PPG because of the years 
where a risk retention group shared responsibil-
ity with Legion for coverage as well as the other 
Policyholder Intervenors whose net worth will 
bar them from guaranty fund protection. 

 
• The reinsurance agreements in question were pur-
chased by and for the benefit of the Policyholder Inter-
venors, not for Legion; 

 
• Guaranty fund coverage will be unavailable in the 31 
jurisdictions that have adopted net worth limitations on 
eligibility; 

 
• Guaranty fund coverage is limited to amounts that are 
dwarfed by the loss exposures of the Policyholder In-
tervenors; 

 
• Guaranty funds will take over the adjustment of 
claims presently handled by the reinsurers or by the 
Policyholder Intervenors; 

 
• It will be years before any policyholder claims will be 
paid by the liquidator; 

 
• Policyholder Intervenors will be better suited than a 
liquidator to collect on their reinsurance, in part be-
cause of their on-going relationship with the reinsurers; 
FN87 

 
FN87. The Rehabilitator's witness, Mr. Mullin 
explained that a person with an on-going busi-
ness relationship with the reinsurer has more 
“muscle,” and, thus, is better able to collect un-
der a reinsurance agreement. N.T. 3/20 at 512, 
514. 

 

• Guaranty fund expenses and reinsurance collection 
expenses will drain the estates of Legion and Villanova; 
and 

 
• The contractual expectations of all parties, including 
Legion, will be destroyed in the putative “compromise” 
advanced by the Rehabilitator. 

 
The Policyholder Intervenors seek direct access to their 
reinsurance, in either a continued rehabilitation or in a 
liquidation. The Rehabilitator objects, contending that 
unless a precisely worded cut-though endorsement that 
accords with the Reliance guidelines FN88 can be pro-
duced, direct access *1234 is not available to the Policy-
holder Intervenors. In light of the statutory standard that a 
rehabilitation should not be terminated unless it will sub-
stantially increase the risk of loss to, inter alia, policy-
holders, it is appropriate to consider whether direct access 
should be permitted to the Policyholder Intervenors and 
others that may be similarly situated. 
 

FN88. This Court adopted guidelines for allow-
ing policyholders direct access to reinsurance in 
another receivership proceeding, i.e., the liquida-
tion of Reliance Insurance Company (In Liquida-
tion). Koken v. Reliance Ins. Co., No. 269 
M.D.2001. Those guidelines, while instructive, 
are not binding in the Legion and Villanova in-
solvency. 

 
1. The general rule in liquidations is to deny policy-
holder claimants direct access to reinsurance. 
 
[18] In most liquidations, reinsurance proceeds become 
general assets of the estate. Amicus curiae, the Reinsur-
ance Association, explains the basis of this general rule 
with its primer on reinsurance: 
 

Reinsurance is insurance coverage taken out by an in-
surance company on risks that it has originally in-
sured.... The two main reasons cited for purchasing re-
insurance are capacity and stability. By arranging for 
reinsurance a primary carrier can relieve itself from the 
full burden of a large loss. By accepting a share of the 
loss, reinsurance has the effect of adding to the finan-
cial capacity of the primary insurer and stabilizing the 
primary carrier's financial results. 

 
Reinsurance Association Brief at 5. Where the direct in-
surer seeks safety in reinsurance in the above-described 
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manner, generally the policyholder has no knowledge of 
either the existence or application of reinsurance proceeds 
to its claims. Housing Auth. of Lebanon County v. Envi-
rohousing, Inc., 442 F.Supp. 1193, 1196 (M.D.Pa.1977). 
 
The usual occasion for reinsurance has no application to 
Legion. The Policyholder Intervenors, not Legion, placed 
the reinsurance; Legion neither adjusted nor funded 
claims; and Legion did not seek to expand its underwrit-
ing capacity through reinsurance. Indeed, it sought to 
avoid any underwriting because its business plan called 
for generation of fees not underwriting profits. 
 
The general rule identified by the Rehabilitator and the 
Reinsurance Association is just that, a general rule that 
applies in the traditional insurer/reinsurer context. The 
general rule makes little sense, however, where following 
it will turn upside down the contractual arrangements 
established by the Policyholder Intervenors for providing 
for their liability risks. FN89 The question, then, is the ex-
ception to the general rule. 
 

FN89. A liquidation will transform Legion from 
a fronting company into an orthodox insurer that 
will perform claims adjustment and claim-paying 
functions. 

 
2. Direct access to reinsurance is a right established on 
a case-by-case basis. 
 
The Rehabilitator asserts that the case law generally sup-
ports her contention that a direct insured is not entitled to 
receive direct payments from reinsurers.FN90 However, 
this is not a point in dispute. Decisions also acknowledge 
that direct insureds can establish a right to access reinsur-
ance and provide directions for establishing this right. 
Even cases that have found against the direct insureds in 
this effort have acknowledged that direct access can 
sometimes be allowed. This was the case in Mellon v. 
Security Mut. Cas. Co., 5 Phila.Co.Rptr. 400 (1981), upon 
which the Rehabilitator relies. 
 

FN90. Syndicate 271 agrees. See Syndicate 271 
Brief at 3-4. The numerous cases cited by Syndi-
cate 271 therein are distinguishable because they 
do not involve fronting arrangements or reinsur-
ance agreements with an insolvency clause 
worded in the same way as the Insolvency Arti-
cle in the reinsurance contract applicable to Le-
gion and Syndicate 271. 

 
*1235 In Mellon, a policyholder brought a lawsuit against 
the reinsurer of the insolvent insurer that had issued the 
direct policy. The policyholder contended that because the 
reinsurance agreement at issue provided for indemnity 
against the reinsured's liability, rather than its loss, it cre-
ated a direct right of action in the insured.FN91 The court 
rejected that theory, stating that: 
 

FN91. Under English law, there is a recognized 
distinction between indemnity of loss and in-
demnity of liability. The former requires the re-
insurer to pay even though the ceding company 
has not yet paid. Mr. Arledge testified that the 
London reinsurers understood that this clause 
meant Legion did not have to issue payment on 
behalf of American prior to receiving monies 
from Syndicate 271. N.T. 3/20 at 334-335. In-
deed, this has been the meaning ascribed to such 
a clause for over one hundred years. For exam-
ple, in In re Eddystone Marine Insurance Co., 
[1892] 2 Ch. 423, 1892 WL 9775 (Ch D), the 
court explained that “pay as may be paid” lan-
guage is: 

 
satisfied without the necessity of holding that 
payment is a condition precedent. To say that 
the liability of the reinsurer, who has received 
the premium on the full amount reinsured, de-
pends upon the degree of solvency or insol-
vency of the original insurer, involves an ab-
surdity. The Eddystone Company are accord-
ingly bound to indemnify the Western against 
all claims up to the full amount of the reinsur-
ance, whether the Western have paid anything 
or not. 

 
Id. at 426. This interpretation has been reiter-
ated in many more recent decisions. See, e.g., 
Home & Overseas Ins. Co. Ltd. v. Mentor Ins. 
Co. Ltd., [1989] 1 Lloyd's Rep. 473, 480, 1989 
WL 649995 (CA) (rejecting reinsurer's conten-
tion that “pay as may be paid” language, in 
conjunction with other clauses, meant that the 
reinsurer was liable only after the insurer paid 
claims to their insureds; stating that it is “both 
unjust and discordant with commercial good 
sense that, by reason of the accident of a rein-
sured becoming insolvent, the reinsurer (who 
has accepted premiums) should go scot-free 
from liability under the reinsurance policy in 
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respect of claims for which the reinsurers 
would unquestionably have been liable had the 
reinsured remained solvent”). See also Charter 
Reinsurance Co. Ltd. v. Fagan, [1996] 2 
Lloyd's Rep. 113, 117, 1996 WL 1090698 
(HL) (explaining that liability for sums “actu-
ally paid” meant that the reinsurer was obli-
gated at the time the reinsured was found li-
able for payment not when payment was actu-
ally made); id. at 119-121 (citing several deci-
sions from U.S. jurisdictions supporting this 
conclusion); GRAYDON S. STARING, LAW 
OF REINSURANCE § 16:1[2] (1993) (dis-
cussing same and summarizing decisions simi-
larly requiring payment by reinsurers prior to 
payments by the direct insurer). 

 
This law, taken in combination with the con-
duct of the parties, specifically, the fact that 
Syndicate 271 has indemnified Legion's liabil-
ity, supports the conclusion that Syndicate 271 
has assumed Legion's direct obligations to 
American. 

 
the distinction between “indemnity of loss” and “in-
demnity of liability” is merely determinative of when 
the obligation to pay arises, i.e., whether a condition 
precedent has been discharged; but this issue bears no 
direct relationship to the question of who may enforce 
that obligation. 
Id. at 412. The court, therefore, concluded that even as-
suming the reinsurance contract provided indemnity 
against liability without regard to the reinsurer's actual 
payment of claims, the policyholders were not thereby 
entitled to assert direct claims against the reinsurers. 

 
[19] The Mellon court relied heavily on the holding in 
Fontenot v. Marquette Cas. Co., 258 La. 671, 247 So.2d 
572 (1971), noting that: 
 

the Fontenot court concluded that “[r]einsurance not 
only affords no privity in contract to the insured, but it 
is sought by the insurer solely for its own protection, 
profit, and benefit.” 

 
Mellon, 5 Phila.Co.Rptr. at 405 (quoting Fontenot, 247 
So.2d at 575) (alteration in original). Nevertheless, the 
Mellon court acknowledged that since Fontenot, courts 
have permitted insureds direct access to reinsurance on 
several alternative *1236 grounds. After summarizing 
those alternatives, the Mellon court concluded as follows: 

I do not feel that the listed exceptions are exclusive. 
Rather, a determination of whether an original insured 
may sue a reinsurer directly must be made on a case-by-
case basis, viewing the plain language of the agreement 
in light of the generally recognized functions and pur-
poses of reinsurance. Pennsylvania courts have demon-
strated a willingness to review the relationship between 
such parties on a case-by-case basis and evolve excep-
tions to the general rule where the agreement itself, or 
the relationships among the reinsurer, the reinsured and 
the original insured, extend beyond the realm of tradi-
tional reinsurance and evidence an intent to create third-
party beneficiary status for the original insured. 

 
Id. at 407-408 (emphasis added) (footnotes omitted). 
 
Other jurisdictions have established exceptions to the 
general rule by examining the reinsurance relationship in 
its entirety. In Great Atlantic Life Ins. Co. v. Harris, 723 
S.W.2d 329 (Tex.App.1987), an insurance company used 
a fronting company, United Bankers Life Insurance Com-
pany (United Bankers), to write business in Texas, where 
it was not licensed. Like Legion, United Bankers “as-
sumed no risk and performed virtually no administrative 
functions,” while the “reinsurer” “posted the required 
reserves.” Id. at 334. United Bankers received a fronting 
fee, a half point of the premium, but it did not accept any 
underwriting risk. Over objections, the Texas Court of 
Appeals held that the receiver of United Bankers should 
not be able to “collect funds to which [the front] would 
not be entitled if it were not in receivership.” Id.FN92 
 

FN92.See also Allstate Ins. Co. v. Administratia 
Asigurarilor de Stat., 948 F.Supp. 285, 307-309 
(S.D.N.Y.1996) (notwithstanding absence of 
language “explicitly” establishing the reinsurer's 
direct liability, the court refused to grant sum-
mary judgment to reinsurer when nature of the 
parties' relationship was not “traditional” rein-
surance). 

 
In keeping with Mellon and Great Atlantic, this Court is 
obliged to examine the reinsurance arrangements in their 
entirety to discern the parties' rights and obligations. The 
traditional approach holds little instructional value for a 
situation where the insolvent insurer acted only as a pass-
through and not as a true insurer. 
 
3. The Policyholder Intervenors can claim third-party 
beneficiary rights under the reinsurance agreements. 
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[20] Policyholders may bring a direct action against the 
reinsurance company where the policyholder is a “third-
party” beneficiary or intended beneficiary of the reinsur-
ance contract. Reid v. Ruffin, 503 Pa. 458, 461, 469 A.2d 
1030, 1032 (1983). Under Pennsylvania law, a third-party 
beneficiary relationship is established by reference to the 
standards of Section 302 of the Restatement (Second) of 
Contracts. Scarpitti v. Weborg, 530 Pa. 366, 370-371, 609 
A.2d 147, 149-150 (1992). The Pennsylvania Supreme 
Court has summarized these requirements as follows: 
 

[A] party becomes a third party beneficiary only where 
both parties to the contract express an intention to bene-
fit the third party in the contract itself, unless, the cir-
cumstances are so compelling that recognition of the 
beneficiary's right is appropriate to effectuate the inten-
tion of the parties, and the performance satisfies an ob-
ligation of the promisee to pay money to the beneficiary 
or the circumstances indicate that the *1237 promisee 
intends to give the beneficiary the benefit of the prom-
ised performance. 

 
Scarpitti, 530 Pa. at 372-373, 609 A.2d at 150-151 (sec-
ond emphasis added) (citations omitted). Prior to our Su-
preme Court's adoption of the Restatement test, recovery 
by third-party beneficiaries was allowed only in narrow 
circumstances. Guy v. Liederbach, 501 Pa. 47, 58-59, 459 
A.2d 744, 750-751 (1983) (overruling Spires v. Hanover 
Fire Ins. Co., 364 Pa. 52, 70 A.2d 828 (1950)). 
 
In Guy, our Supreme Court established a two-part test for 
determining third-party beneficiary status: (1) recognition 
of the beneficiary's right must be “appropriate to effectu-
ate the intention of the parties,” and (2) contract perform-
ance must “satisfy an obligation of the promisee to pay 
money to the beneficiary” or “the circumstances indicate 
that the promisee intends to give the beneficiary the bene-
fit of the promised performance.” Id. at 60, 459 A.2d at 
751. 
 
[21] The Policyholder Intervenors all assert third-party 
beneficiary rights but on different factual grounds. The 
rights of Pulte, Rural/Metro and PPG stem from faculta-
tive reinsurance agreements specific to their individual 
risks; they were issued facultative certificates. American 
claims rights under a reinsurance agreement that is not 
strictly facultative, i.e., a facultative obligatory treaty. On 
the other hand, the contract, or wording, between Legion 
and Syndicate 271 contains language that expresses 
American's right to cut-through Legion to collect reinsur-
ance directly from Syndicate 271. FN93 In spite of the dif-

ferences in their circumstances, all the Policyholder Inter-
venors can demonstrate third-party beneficiary status un-
der the two-part Guy test. 
 

FN93. Even the Rehabilitator acknowledges that 
the Insolvency Article in the Legion/Syndicate 
271 reinsurance contract expresses a cut-through 
right in American. 

 
First, it was the intention of the parties that the reinsurer 
assume all underwriting risk. Legion's only role was that 
of a fronting company, and the parties did not intend that 
Legion use the proceeds of the reinsurance for its general 
business purposes. Further, the reinsurance proceeds were 
used exclusively and entirely for the payment of Policy-
holder Intervenor claims, which satisfies the second part 
of the Guy test. Payment by the reinsurance companies 
was through Legion but for the benefit of the Policyholder 
Intervenors. In short, each “reinsurer” functioned as the 
direct insurer for each of the Policyholder Intervenors. 
 
[22] In determining third-party beneficiary rights under a 
reinsurance contract, courts look at the extent of the rein-
surer's involvement in the underlying insurance program. 
See, e.g., Reid, 503 Pa. at 461, 469 A.2d at 
1032;Venetsanos v. Zucker, Facher & Zucker, 271 
N.J.Super. 459, 638 A.2d 1333, 1339-1340 
(App.Div.1994) (discussing Reid ). In Reid, the Pennsyl-
vania Supreme Court noted that unless certain factors are 
present, the general rule is that an insured does not enjoy 
a right of direct action against the reinsurer. Id. at 463-
464, 469 A.2d at 1033. In Reid, the requisite factors could 
not be found because the direct insurer retained most of 
the risk, with only 25% reinsured, and it controlled the 
settlement of claims. 
 
In Venetsanos, the New Jersey Superior Court found the 
Reid factors to be present and held that the insured had a 
right to claim the reinsurance proceeds. It determined that 
where a reinsurer (1) underwrote the insurance policy in 
question, (2) undertook 100% of the risk from an insol-
vent “fronting” insurer, (3) retained final authority to ne-
gotiate and settle all claims on behalf of the “fronting” 
insurer, and (4) *1238 reimbursed the fronting insurer for 
all payments made under the policy, the policyholder was 
a third-party beneficiary to the reinsurance contract and 
could proceed directly against the reinsurer upon the pri-
mary insurer's insolvency. Venetsanos, 638 A.2d. at 1339-
1340. The Venetsanos court distinguished a fronting ar-
rangement from a “more orthodox reinsurance situation.” 
Id. at 1338. In determining that the policyholder held 
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third-party beneficiary status, the court distinguished the 
Reid outcome by noting: 
 

Although the Pennsylvania Supreme Court recognized 
the several rules respecting an insured's right to direct 
action against a reinsurer, its rationale in Reid was spe-
cifically grounded in the absence of factors which are 
here present, and the presence of factors which are here 
absent. 

 
Id. at 1340. 
 
Here, as in Venetsanos, factors are present to support a 
finding that the Policyholder Intervenors were third-party 
beneficiaries of the reinsurance contracts between Legion 
and the appropriate reinsurer. Legion acted as a fronting 
company, and it bore no true underwriting risk. Legion 
did not underwrite the risk, but, rather, was content to 
allow the true risk bearer, the reinsurer, to conduct the 
necessary due diligence. Legion also did not participate in 
the claims handling process, or the funding of claims. In 
all cases, these were the responsibility of the reinsurers. 
 
The Rehabilitator FN94 and Syndicate 271 offer countering 
views. Syndicate 271 contends that third-party beneficiary 
rights only inure to Legion's “liquidator, receiver, conser-
vator or statutory successor.” Syndicate 271 Brief at 31. 
The Rehabilitator, on the other hand, disagrees and asserts 
that the only third-party beneficiary is one named as “an 
alternate payee” under clause (a) of the Insolvency Article 
FN95 as found, for example, in the Legion/Syndicate 271 
wording. Rehabilitator Proposed Conclusion of Law ¶ 96 
(COL ----). Both Syndicate 271 and the Rehabilitator are 
wrong. 
 

FN94. The Rehabilitator counters on the basis of 
Mellon, which is not dispositive, and Allendale 
Mut. Ins. Co. v. Crist, 731 F.Supp. 928 
(W.D.Mo.1989). Allendale addressed an insol-
vency clause unlike that in the Legion/Syndicate 
271 reinsurance contract. More importantly, the 
reinsurance agreement had a third-party benefi-
ciary clause that explicitly limited third-party 
beneficiaries to the “receiver, liquidator or statu-
tory successor.” Id. at 931. Other cases relied 
upon are also distinguishable. See Richland Val-
ley Prods., Inc. v. St. Paul Fire & Marine Ins. 
Co., No. 94-C-727-S, 1995 WL 675598 
(W.D.Wis. Mar. 8, 1995) (addressing a reinsur-
ance agreement with different insolvency clause 
and without the Allendale limit on a third-party 

beneficiary rights); American Cast Iron Pipe Co. 
v. Statesman Ins. Co., 343 F.Supp. 860 
(D.Minn.1972) (addressing a differently worded 
insolvency clause); General Reinsurance Corp. 
v. Missouri Gen. Ins. Co., 458 F.Supp. 1, 3 n. 3 
(D.Mo.1977) (stating that “[i]n no instance shall 
any insured of the Company or any claimant 
against an insured of the Company have any 
rights under this [reinsurance] Agreement”). 

 
FN95. There are three logical possibilities for be-
ing a third-party beneficiary under the Insol-
vency Article: (a) a “liquidator, receiver, conser-
vator or statutory successor”; (b) “another 
payee” under clause (a); or (c) “the direct insur-
eds” under clause (b). 

 
[23] Syndicate 271's interpretation is flawed because it 
makes no sense to grant third-party beneficiary rights to 
Legion's “liquidator, receiver, conservator or statutory 
successor” because the receiver has all the contract rights 
of Legion. Under Article V, “the [s]tatutory [l]iquidator 
steps into the shoes of the insurer.” Foster v. Monsour 
Med. Found., 667 A.2d 18, 20 (Pa.Cmwlth.1995). Ac-
cordingly, a statutory*1239 successor is not a third-party 
to the contract but, rather, a party to the contract with 
rights that are “not superior to nor more extensive than 
those of the carrier whose affairs he is liquidating.” 
Commonwealth ex rel. Sheppard v. Central Penn Nat'l 
Bank, 31 Pa.Cmwlth. 190, 375 A.2d 874, 876 (1977) 
(quoting Commonwealth ex rel. Kelly v. Commonwealth 
Mut. Ins. Co., 450 Pa. 177, 181, 299 A.2d 604, 606 
(1973)). Because the rights of the Rehabilitator, or the 
liquidator (in the event of Legion's liquidation), are iden-
tical to Legion's rights, it does not follow that the Policy-
holder Intervenors and their reinsurers intended to grant 
third-party beneficiary rights to Legion's statutory succes-
sor. It would be redundant to recite what will happen by 
operation of law.FN96 
 

FN96. By way of analogy, a trustee under the 
federal bankruptcy code similarly stands in the 
shoes of a debtor. See, e.g., Official Comm. of 
Unsecured Creditors v. R.F. Lafferty & Co., Inc., 
267 F.3d 340, 358 (3d Cir.2001) (stating that 
“bankruptcy law mandates that the trustee step 
into the shoes of the debtor when asserting 
causes of action”). 

 
The Rehabilitator's argument that only a named “another 
payee” may assert third-party beneficiary rights is not 
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persuasive. First, the Insolvency Article in the contract 
between Legion and Syndicate 271 has an “or” between 
clauses (a) and (b).FN97 Following the Rehabilitator's rea-
soning, if “another payee” under clause (a) is intended to 
have third-party beneficiary status, then the “direct insur-
eds”-like American-must have that status under clause 
(b). Second, when a reinsurance contract intends to ex-
clude a third-party beneficiary, there is express language 
that accomplishes that intent. See Rehabilitator COL ¶ 51. 
However, this language does not appear in the reinsurance 
agreements relevant hereto. 
 

FN97. See page 1221, supra, for the complete 
text of the Insolvency Article. 

 
In sum, under the Guy two-part test, the Policyholder In-
tervenors can demonstrate third-party beneficiary rights to 
reinsurance that they purchased for their benefit alone and 
not for the benefit of Legion. 
 
4. Direct access would not give the Policyholder Inter-
venors an impermissible preference. 
 
[24] The Rehabilitator asserts that direct payments from 
reinsurers to policyholders constitute impermissible pref-
erences under Pennsylvania law. This contention lacks a 
foundation in the record. 
 
During the hearings pertaining specifically to American's 
claims, the Rehabilitator's witness, Arthur Mullin, initially 
suggested that direct payments by reinsurers might consti-
tute preferences but then conceded that payments in liqui-
dation pursuant to contractual cut-through are permitted 
by Section 534 of Article V, 40 P.S. § 221.34. N.T. 3/20 
at 440-442. Mr. Mullin also conceded that the Rehabilita-
tor had not yet conducted any analysis as to whether di-
rect payments to American and the other Policyholder 
Intervenors would constitute “preferences” under any 
circumstances. N.T. 3/20 at 444, 445, 493, 509. 
 
While other witnesses presented by the Rehabilitator also 
contended that direct payments might constitute imper-
missible preferences, they did not explain the legal basis 
for this opinion. For example, Thomas Stolp, reinsurance 
manager for the Pennsylvania Insurance Department, 
stated that direct payments would “creat[e] a preference 
by allowing one group to be paid a hundred percent at the 
detriment of the other creditors because we have elimi-
nated those reinsurance proceeds from the pot[.]” N.T. 
11/8 at 386. *1240 Similarly, Mr. DiMemmo, upon ques-
tioning by this Court, contended that, because “reinsur-

ance is a general asset,” no particular group of policy-
holders should be allowed one hundred percent repayment 
while others are not. N.T. 11/14 at 105. 
 
Further, no attempt was made to correlate these observa-
tions with the fact that the claims of Legion's and Villa-
nova's workers' compensation policyholders and health 
insurance policyholders will be paid 100% without a 
pause. In any case, the Rehabilitator has asserted that, in 
time, all policyholder claims will be paid because all rein-
surance proceeds owed will be collected. N.T. 11/14 at 
108, 109, 115. 
 
Finally, Mr. DiMemmo and Mr. Stolp did not explain 
how enforcement of a valid contractual right could consti-
tute an improper preference under Pennsylvania law. 
Even accepting the Rehabilitator's claim that direct access 
is an “economic” preference, it is nevertheless a lawful 
preference under Article V. N.T. 3/20 at 518. 
 
5. Article V expressly authorizes direct access. 
 
Section 534 of Article V authorizes direct access to rein-
surance proceeds in certain circumstances. It states as 
follows: 
 

The amount recoverable by the liquidator from reinsur-
ers shall not be reduced as a result of delinquency pro-
ceedings, regardless of any provision in the reinsurance 
contract or other agreement. Payment made directly to 
an insured or other creditor shall not diminish the rein-
surer's obligation to the insurer's estate except when the 
reinsurance contract provided for direct coverage of an 
individual named insured and the payment was made in 
discharge of that obligation. 

 
40 P.S. § 221.34 (emphasis added). The Rehabilitator 
gives a very narrow meaning to the exception provi-
sion.FN98 She would allow an exception to the general rule 
only where the operative reinsurance agreement contains 
a cut-through endorsement stated in very precise 
terms.FN99 
 

FN98. Syndicate 271 agrees. It cites Ainsworth v. 
General Reinsurance Corp., 751 F.2d 962 (8th 
Cir.1985) for the proposition that direct payment 
of claims might constitute a preference. Syndi-
cate 271 Brief at 47. Ainsworth addressed an in-
solvency clause without an equivalent to the Le-
gion/Syndicate 271 Insolvency Article. Id. at 
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964. There was no contractual or statutory basis 
by which that reinsurer could make a settlement 
with the direct insureds. Id. at 965. Thus, the 
Eighth Circuit's concerns with improper prefer-
ences were articulated in the context of a very 
different agreement using very different lan-
guage. 

 
FN99. The Rehabilitator offered two examples of 
cut-through endorsements that meet her stan-
dards. LIQ Exs. 107, 108. These endorsements 
may be the appropriate means for a policyholder 
to establish direct access against treaty reinsur-
ance, which is purchased by the ceding insurer 
for traditional business purposes of the direct 
writer, as explained by the Reinsurance Associa-
tion. 

 
[25] The record showed, however, that it is difficult to 
make any generalizations about cut-through endorsements 
and how they ought to appear. At the hearing, Syndicate 
271 offered Mr. Langen's opinions on cut-through en-
dorsements as “definitive.” FN100 Mr. Langen's own arti-
cle, however, acknowledged that the “[t]he clauses and 
endorsements herein are examples only and are not of-
fered as holy writ. Moreover, there are various clauses 
*1241 readily available in the industry to express the in-
tent of the parties.” Syndicate 271 Ex. 20 at 583. More 
specifically, Mr. Langen acknowledged that cut-through 
endorsements themselves are “distinctive” and vary de-
pending upon the parties' intent. Id. at 601; see also id. at 
601-616 (explaining different variations of such clauses). 
Notably, Mr. Langen's own article includes as an example 
of an “insolvency provision effecting cut through,” a 
clause that is virtually identical to the one in the reinsur-
ance contract between Legion and Syndicate 271. Id. at 
613. 
 

FN100. Syndicate 271 Exhibit 20, excerpts from 
ROBERT W. STRAIN, REINSURANCE CON-
TRACT WORDING (3rd ed.1998) sets forth Mr. 
Langen's opinions. Syndicate 271 claimed the ar-
ticle was the “definitive text” and, in fact, “the 
only textbook on the subject” of drafting reinsur-
ance contract wording. N.T. 4/3 at 196-197. 

 
In any case, the Strain compilation was far from the “only 
textbook” on the subject of drafting reinsurance contracts 
at the time the parties embarked on them. See, e.g., 
GRAYDON S. STARING, LAW OF REINSUR-
ANCE(1993); FN101 LEE R. RUSS & THOMAS F. 

SEGALLA, I COUCH ON INSURANCE (3d ed.1997). 
As does Mr. Langen, these textbooks acknowledge that 
cut-through clauses differ markedly depending upon the 
jurisdiction and the intent of the parties. FN102 In addition, 
industry documents contain different variants of cut-
through and insolvency clauses. See LIQ. Ex. 127; Syndi-
cate 271 Ex. 50; AA Ex. 89. 
 

FN101. American offers other sources not avail-
able to the Court: DR. KLAUS GERATHE-
WOHL, et al., REINSURANCE PRINCIPLES 
AND PRACTICE (1980); R.L. CARTER, RE-
INSURANCE (1979); K. THOMPSON, REIN-
SURANCE (4th ed.1966). 

 
FN102.See, e.g., STARING § 16:2[2]. 

 
Section 534 of Article V does not require a cut-through 
endorsement in the form of holy writ; it does not even use 
the term “cut-through.” Even if the statute had used those 
words, its meaning would be less than clear in light of the 
fact that there is more than one way to effect a cut-
through. A facultative reinsurance agreement provides for 
“direct coverage of an individual named insured.” Section 
534 of Article V, 40 P.S. § 221.34. No other inference is 
possible where the reinsurer, not Legion, bears 100% of 
the underwriting risk, and the reinsurer was chosen by the 
policyholder. This was the case with all the Policyholder 
Intervenors. The Policyholder Intervenors, through their 
consultants and agents, chose their reinsurers as the in-
tended source of their coverage. The fronting company 
was the last party to the transaction; its identity was not 
even known until after the reinsurance was placed and all 
material terms decided by the Policyholder Intervenors 
and their reinsurers. 
 
Notably, Section 534 refers to diminishment of the estate. 
Here, Legion's estate will be saved diminishment by al-
lowing Policyholder Intervenors direct access. This step 
will relieve Legion of the expenses of claims adjustment, 
reinsurance billing and collections. At the same time, Le-
gion will not have the liability for substantial claims. 
 
6. Article V authorizes reformation and novation 
where appropriate to avoid prejudice to policyholders. 
 
The Policyholder Intervenors note that to the extent their 
existing reinsurance agreements are imprecise on the 
point of direct access, this Court has the authority in a 
rehabilitation to order their reformation.FN103 The Court 
agrees. 
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FN103. Syndicate 271 contends that this Court 
has no power to grant such relief. Syndicate 271 
Brief at 38-40. Syndicate 271 primarily cites to 
the provisions in Article V, i.e.,40 P.S. §§ 221.5, 
221.16, 221.41, and contends that because none 
of these provisions contain explicit acknowl-
edgement of the court's reformation powers, the 
law must be construed as forbidding such an in-
terpretation. Notably, Legion makes no such ar-
gument. Section 505, 40 P.S. § 221.5, authorizes 
the Court to restrain action “... that might lessen 
the value of the insurer's assets or prejudice the 
rights of policyholders, creditors, or sharehold-
ers, or the administration of the proceeding.” 

 
*1242[26][27] Case law teaches that it is the Court's task 
to ensure that the Rehabilitator's actions are consistent 
with equitable principles and serve the interests of policy-
holders. See, e.g., Mutual Fire, 531 Pa. 598, 614 A.2d 
1086. Syndicate 271 contends that “[n]o Rehabilitation 
Plan has been submitted to the Court that provides, or 
could be modified to provide, for reformation of the con-
tract.” Syndicate 271 COL ¶ 119. However, the Court 
could modify its Rehabilitation Order to that end. Further, 
the Court has authority to order the filing of a rehabilita-
tion plan to allow direct access to reinsurance where it 
would prevent great harm to some policyholders without 
adversely affecting the overall estates of Legion and Vil-
lanova. 
 
Syndicate 271 refers to Colonial Penn Ins. Co. v. Ameri-
can Centennial Ins. Co., 1992 WL 350838 (S.D.N.Y. 
Nov.17, 1992). There, the court found that, given the facts 
at issue,FN104 abrogating a cut-through right does not nec-
essarily constitute an improper impairment of contract 
and that it was necessary, given the facts, to compromise 
the rights of some policyholders for the benefit of others. 
Id. However, this holding does not stand for the principle 
that this Court should abrogate rights of direct access. As 
has been noted, in this discussion, rights of direct access 
must be analyzed in the context of a particular receiver-
ship. Generalities do not assist in this analysis. 
 

FN104. The facts are quite different between 
those in the Mutual Fire rehabilitation and the 
present proceeding. 

 
Syndicate 271 suggests that because this Court may de-
cide in a liquidation to abrogate certain contractual provi-
sions, including cut-through rights, it should not permit, 

as long as Legion and Villanova are in rehabilitation, di-
rect access to American (or any of the Policyholder Inter-
venors). Syndicate 271 Brief at 41-42. This argument is 
based on a number of faulty premises. The fact that the 
Court may disregard contractual provisions in a liquida-
tion does not mean that the Court is required to do so. 
Indeed, this Court can recognize the right of the Policy-
holder Intervenors even if it grants the Rehabilitator's 
petition for liquidation. 
 
Accordingly, this Court may reform the Agreement to 
reflect the parties' intent if necessary and appropriate to 
avoid prejudice to policyholder rights. 
 
7. Direct access does not impair reinsurer contractual 
rights. 
 
[28][29] Syndicate 271, as an alien friend with substantial 
assets in the U.S., claims the constitutional rights that can 
be claimed by a domestic corporation. It asserts that a 
judgment allowing American direct access to the Syndi-
cate 271 reinsurance proceeds will impair Syndicate 271's 
contract rights. It notes, correctly, that impairment of con-
tract is prohibited by the United States FN105 and Pennsyl-
vania FN106 Constitutions. However, there are several 
flaws in the argument of Syndicate 271. 
 

FN105. U.S. CONST., art. I, § 10. 
 

FN106.Pa. CONST., art. I, § 17. The test for un-
constitutional impairment of contract is the same 
under both constitutions. See Parsonese v. Mid-
land Nat'l Ins. Co., 550 Pa. 423, 706 A.2d 814, 
818-819 (1998). 

 
[30] The Contracts Clause provides that: “no State shall ... 
pass any ... Law impairing the Obligation of Contracts....” 
It does not speak to all “state action;” it speaks only to the 
legislative act of passing laws. It has been explained by 
the United States Supreme Court as follows: 
 

*1243 It has been settled by a long line of decisions, 
that the provisions of § 10, Article I, of the Federal 
Constitution, protecting the obligation of contracts 
against state action, is directed only against impairment 
by legislation and not by judgments of courts.... 

 
Barrows v. Jackson, 346 U.S. 249, 260, 73 S.Ct. 1031, 97 
L.Ed. 1586 (1953) (quoting Tidal Oil Co. v. Flanagan, 
263 U.S. 444, 451, 44 S.Ct. 197, 68 L.Ed. 382 (1924)). 
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This principle has been established for more than a hun-
dred years. See, e.g., New Orleans Waterworks Co. v. 
Louisiana Sugar Refining Co., 125 U.S. 18, 30, 8 S.Ct. 
741, 31 L.Ed. 607 (1888). 
 
Syndicate 271 does not explain how Article V impairs its 
contract rights. Notably, it is American, not Syndicate 
271, that is in the position to assert impairment. Legion is 
in breach of its contractual obligation to pay claims, and 
the rehabilitation has deprived American of the ability to 
sue Legion for non-payment of its claims. 
 
Even if Syndicate 271's challenges were presented to leg-
islation, i.e., Article V, it would need to show substantial 
impairment not outweighed by a legitimate and signifi-
cant public purpose. Energy Reserves Group, Inc. v. Kan-
sas Power & Light, 459 U.S. 400, 411-412, 103 S.Ct. 697, 
74 L.Ed.2d 569 (1983). It cannot. Syndicate 271 has en-
joyed a long respite from making any payments. The fact 
that Syndicate 271 will have to resume payments to 
American in amounts no greater than to Legion does not 
demonstrate impairment. Further, the possibility of lost 
collateral asserted by Syndicate 271 is a plangent appeal 
too speculative to support a claim of impairment. 
 
The Court agrees with American that the issue of whether 
Article V impairs insurance and reinsurance contracts has 
not been properly raised and need not be decided. 
 
D. Continued Rehabilitation May Substantially In-
crease the Risk of Loss of Policyholders in an Ortho-
dox Insurance Relationship with Legion and Villa-
nova. 
 
[31][32] The Rehabilitator's overriding goal has been to 
continue the payment of workers' compensation benefits 
and health insurance benefits while she sought to develop 
a plan that would allow the resumption of payment to 
other categories of claimants. However, funding of even 
those categories of claimants became problematic when 
numerous states refused to return statutory deposits to the 
Rehabilitator, and she was unable to make significant 
progress on collection of the $310 million in past due and 
owing reinsurance recoveries. A liquidation will result in 
the transfer of all claims files to guaranty funds that will 
become responsible not only for workers' compensation 
and health insurance claims but also for the claims that 
have been in stasis since the inception of the rehabilita-
tion. 
 
Most of Legion's and Villanova's claims will fall under 

the limits of guaranty fund coverage, but guaranty funds 
are not a panacea. In Pennsylvania, the taxpayers ulti-
mately bear the burden because the assessments upon 
insurers that contribute to guaranty funds are offset 
against the premium tax. See, e.g.,72 P.S. § 7902.1.FN107 
Further, guaranty fund limits and eligibility requirements 
will leave many policyholders with no remedy but to file 
a proof of claim against the estate which cannot be paid 
by the liquidator for many years. 
 

FN107. To the extent other states follow this 
rule, state governments will bear the burden of 
guaranty fund payments at a time they are al-
ready facing tremendous revenue shortfalls. 

 
*1244 Witnesses who appeared on behalf of guaranty 
fund trade associations testified that a finding of insol-
vency must be made and an order of liquidation entered 
before claims can be turned over to the guaranty funds. 
These positions appear grounded in custom and practice, 
not in statutory law. The Pennsylvania Workers' Compen-
sation Security Fund is triggered by insolvency of the 
insurer. Section 3 of the Workers' Compensation Security 
Fund Act (Act), Act of July 1, 1937, P.L. 2532, 77 P.S. § 
1053. An insurer is “insolvent” if either a factual determi-
nation of insolvency is made or a “receiver or liquidator” 
is appointed. Section 2 of the Act, 77 P.S. § 1052. The 
Pennsylvania statute does not require the appointment of a 
liquidator; the appointment of a “receiver,” or rehabilita-
tor, is sufficient. Further, a formal delinquency proceed-
ing is not even required as a precondition to coverage so 
long as insolvency is established. 
 
The language of the Pennsylvania statute is not unlike the 
language of other state guaranty fund laws.FN108 Neverthe-
less, according to Mr. Wallis, the state funds interpret 
“receiver or liquidator” to mean only a liquidator, and 
they require a finding of insolvency specifically for the 
purpose of triggering guaranty funds. N.T. 11/8 at 452, 
469. This construction is not consonant with the actual 
language of the statutes, and it renders the word “re-
ceiver” mere surplusage, a result to be avoided in any 
statutory construction exercise. 
 

FN108. The definition of “insolvent insurer” for 
purposes of the Massachusetts Insurers Insol-
vency Fund requires only a finding of insol-
vency. Mass. Gen. Laws ch. 175D, § 1(4) 
(2002). The California Insurance Guarantee As-
sociation Act requires an order of liquidation or 
receivership with a finding of insolvency. Cal. 
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Ins.Code § 1033.1(b) (West 2003). 
 
The Court is persuaded that access to guaranty fund cov-
erage is needed and that access will not occur in the ab-
sence of a liquidation. This result does not seem com-
manded by the actual language of the statutes but, rather, 
by the reality of how these state funds interpret their statu-
tory mission. This Court is powerless to assist policyhold-
ers with claims covered by guaranty funds located in 
states other than Pennsylvania. Accordingly, the Court is 
persuaded that not to order liquidation will only increase 
the risk of loss to policyholders. 
 
E. The Alternate Section 518(a) Standard of Futility 
Cannot Be Applied to Legion and Villanova. 
 
[33] The Insurance Department obtained the consent of 
Legion and Villanova to their rehabilitation.FN109 If the 
Insurance Department obtains consent to a rehabilitation, 
it has a responsibility to move directly on a plan that will 
correct the insurer's problems. Here, a plan for the reha-
bilitation for Legion and Villanova was never filed with 
the Court, and evidence of a plan's development was not 
presented at the hearing. 
 

FN109. The discussions between the parties are 
not, at this point, relevant. However, it appears 
that both parties believed that a rehabilitation 
would be possible given the quality of the man-
agement and the quality of reinsurers. Both Mr. 
Stolp and Mr. Mulderig testified credibly on the 
initial intention to rehabilitate, not liquidate, Le-
gion and Villanova. 

 
[34] A rehabilitation is not to be used as a period of con-
servatorship while the Insurance Department reviews the 
options. Article V provides other options that should be 
used where the Insurance Department is not certain 
whether to pursue a rehabilitation or a liquidation. For 
example, the Insurance Department can issue an adminis-
trative order. A suspension order prohibits a financially 
troubled *1245 insurer from writing new business, and it 
places the Insurance Department in the position of decid-
ing the extent to which claim payments should continue. 
Section 510(d) of Article V, 40 P.S. § 221.10(b).FN110 
During the suspension period, there are restraints on legal 
process against the suspended insurer. Id. Further, the 
Insurance Department may seek whatever court orders 
needed to enforce the summary order. Section 510(g) of 
Article V, 40 P.S. § 221.10(g). FN111 
 

FN110. It states in relevant part as follows: 
 

(d) Any suspension order made by the com-
missioner under the provisions of subsection 
(a) shall prohibit issuance of policies, transfers 
of property, and payment of moneys, without 
prior written approval of the commissioner.... 
From the date of such suspension on the 
ground that the insurer is insolvent, or is in 
such condition that its further transaction of 
business will be hazardous financially to its 
policyholders, creditors, or the public, no ac-
tion at law or equity shall be commenced or 
prosecuted nor shall any judgment be entered 
against nor shall any execution or attachment 
be issued or prosecuted against the suspended 
insurer, or against its property, in any court of 
this Commonwealth: Provided, that if such 
suspension order be vacated by the Common-
wealth Court for the reason that the suspended 
insurer is no longer insolvent, or in such con-
dition that its further transaction of business 
will be hazardous to its policyholders or to its 
creditors or to the public, these restraints upon 
legal process regarding the insurer shall there-
after cease to be operative. 

 
40 P.S. § 221.10(d) (emphasis added). 

 
FN111. It states in relevant part as follows: 

 
(g) The commissioner may apply for and any 
court of general jurisdiction may grant, such 
restraining orders, preliminary and permanent 
injunctions, and other orders as may be 
deemed necessary and proper to enforce a 
summary order. 

 
40 P.S. § 221.10(g). 

 
In short, a period of conservation may be the appropriate 
response to a financially-troubled insurer. However, a 
conservatorship should not be effected by court-ordered 
rehabilitation but, rather, by a summary administrative 
order issued by the Insurance Department pursuant to 
Section 510 of Article V, 40 P.S. § 221.10. 
 
An order of rehabilitation assumes the development and 
submission of a plan of rehabilitation. The Insurance De-
partment should submit at least a preliminary plan 
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promptly upon entry of a rehabilitation order for the re-
view and comment by affected persons. The first plan 
document need not be elaborate; it may suggest only the 
general contours of a work-out. For example, in the case 
of Legion, the plan could have proposed to give direct 
access to all policyholders willing to forego claims 
against the estate of Legion and against guaranty 
funds,FN112 an option that might have been attractive to 
commercial policyholders in light of Legion's overall 
small retention of underwriting risk, i.e., 10%. Only with 
the filing of a plan, even in the most preliminary form, is 
it possible to track progress and establish the plan's viabil-
ity or its futility. 
 

FN112. The example is offered hypothetically 
and in the abstract. 

 
This is not to say that futility can be established only 
where there is a proposed plan of rehabilitation. There 
will be cases where the rehabilitator discovers that the 
insurer's finances are in total disarray, loss reserves 
against claim liabilities are drastically understated and 
investments chimerical. Evidence of this type would also 
establish futility. 
 
Section 518(a) of Article V establishes futility as an alter-
native to substantial increase in risk of loss to policyhold-
ers, creditors and the public. Accordingly, the Court's 
inability to apply the futility standard here, where no plan 
has been presented, is of no moment. While evidence was 
presented to support a finding that *1246 Legion and Vil-
lanova could be turned around, that evidence is now 
stale.FN113 
 

FN113. Not to permit liquidation, where the Re-
habilitator is reluctant to forge a plan of rehabili-
tation, will cause harm to the policyholders, 
creditors and the public. It is on this Section 
518(a) standard that grounds are established for 
the termination of the rehabilitation of Legion 
and Villanova. 

 
III. CONCLUSIONS OF LAW. 
 
1. The Court's original jurisdiction over this liquidation 
proceeding arises under Article V of The Insurance De-
partment Act of 1921, supra,40 P.S. § 221.1 et seq., and 
42 Pa.C.S. § 761(a)(3). 
 
2. The Rehabilitator is not entitled to deference in a pro-

ceeding brought under Section 518(a) of Article V, 40 
P.S. § 221.18(a), to terminate the rehabilitation of Legion 
and Villanova and convert it to a liquidation. 
 
3. Under Section 518(a) of Article V, 40 P.S. § 221.18(a), 
consent is not a ground to convert a rehabilitation to liq-
uidation, whether that consent is given by the insurer's 
board of directors or by the Rehabilitator on behalf of the 
insurer. 
 
4. Legion and Villanova are insolvent because they can-
not pay their “obligations when they are due.” Section 
503 of Article V, 40 P.S. § 221.3. This inability to pay 
obligations is a ground for rehabilitation under Section 
514 of Article V, 40 P.S. § 221.14 and for liquidation 
under Section 519 of Article V, 40 P.S. § 221.19. 
 
5. The Rehabilitator has satisfied her burden under Sec-
tion 518(a) of Article V, 40 P.S. § 221.18(a), of proving 
reasonable cause to believe that further attempts to reha-
bilitate Legion and Villanova will substantially increase 
the risk of loss to policy and certificate holders. 
 
6. Legion has no right to the proceeds of the reinsurance 
agreements that cover the liability claims of Pulte Homes, 
Inc., Psychiatrists' Purchasing Group, Inc., Rural/Metro 
Corporation and American Airlines, Inc. 
 
7. Direct access to reinsurance in the case of the above-
named Policyholder Intervenors will give effect to the 
reasonable expectations of policyholders; will not ad-
versely affect the Legion estate; and will not constitute 
preferences. Each of the above-named Policyholder Inter-
venors has a contractual right, as a third-party beneficiary, 
to payment by the reinsurer on its losses. 
 
8. Syndicate 271 has assumed Legion's direct obligations 
to American under the Insolvency Article of the Le-
gion/Syndicate 271 reinsurance contract, which document 
expresses the parties' intent. The Final Placement Slips 
were not intended to operate as slip wordings. 
 
IV. CONCLUSION. 
 
Article V identifies policyholders, not their claimants, as 
the persons whose interests guide an insurer's formal de-
linquency proceeding. There is certainly a strong public 
interest in continuing claims to injured workers. Never-
theless, we are bound by Article V, and it does not teach 
that claimants' interests are paramount to policyholder 



  
 

Page 44

831 A.2d 1196 
(Cite as: 831 A.2d 1196) 

© 2010 Thomson Reuters. No Claim to Orig. US Gov. Works. 

interests. 
 
Further, Article V does not authorize giving some policy-
holders greater consideration than others. Here, the pur-
chasers of employer's liability insurance, i.e., workers' 
compensation insurance, will receive more favorable 
treatment than purchasers of other types of liability insur-
ance.FN114 The Rehabilitator also suggests *1247 that “so-
phisticated” policyholders are less deserving than others 
and, thus, prime candidates for having their contractual 
expectations compromised. Article V does not so instruct, 
and “sophistication” is an inexact standard at best, as can 
be seen in the case of Legion and Villanova. By continu-
ing to pay the claims of injured workers, the Rehabilitator 
has assisted purchasers of workers' compensation insur-
ance. Stated otherwise, she has come to the aid of “so-
phisticated” policyholders, i.e., large, well-financed cor-
porations, that may be better able to fund claims during a 
rehabilitation than are Legion and Villanova. 
 

FN114. Insurance is a vehicle for indemnifying a 
policyholder. Its purchase does not eliminate tort 
liability, and it does not eliminate an employer's 
liability to provide statutory benefits to injured 
workers. 

 
[35] The “equitable purpose of rehabilitation and liquida-
tion in insolvency statutes is to protect first of all consum-
ers of insurance.” Grode, 572 A.2d at 801. To that end, 
the goal should be to enforce a policyholder's reasonable 
expectation of coverage, a principle accepted in Pennsyl-
vania. Tonkovic v. State Farm Mut. Ins. Co., 513 Pa. 445, 
456, 521 A.2d 920, 926 (1987) (reasonable expectations 
of coverage are the “touchstone of any inquiry into an 
insurance policy”). Contracts should be construed with 
reference to the circumstances for the agreement and the 
objectives to be realized. Wiegand v. Wiegand, 349 Pa. 
517, 520-521, 37 A.2d 492, 495 (1944). When two or 
more contractual documents are executed at the same time 
and involve the same transaction, they should be con-
strued as a whole, even when the parties are not the same. 
Black v. T.M. Landis, Inc., 280 Pa.Super. 621, 625, 421 
A.2d 1105, 1107 (1980). 
 
Article V does not require, or even authorize, the aban-
donment of the policyholder's reasonable expectations. 
Direct access is expressly permitted by Article V and is 
consonant with the equitable purpose of a liquidation. The 
relevant factors presented by the Policyholder Intervenors 
are as follows: (1) the absence of any underwriting risk by 
Legion or Villanova; (2) the absence of claims adjustment 

responsibility or activity by Legion or Villanova; and (3) 
the reinsurance was placed by the policyholder, not Le-
gion or Villanova, for the policyholder's benefit. Notably, 
the Policyholder Intervenors are willing to waive claims 
against guaranty funds. 
 
Legion and Villanova functioned as fronting companies; 
they have combined surplus as regards policyholders in 
excess of $326 million; and they have secured quality 
reinsurance. In light of these factors, their rehabilitation 
should have been viable. It is regrettable that guaranty 
funds have adopted a rigid and formulaic approach that 
allows for coverage only in the event of liquidation, not 
rehabilitation.FN115 It is equally unfortunate that so many 
states refused, or were unable, to relinquish control of 
statutory deposits. Reinsurers could have shown leader-
ship in the challenge of this rehabilitation effort, *1248 
but it appears not in their short-term interests to so act. 
These factors, in concert, require that the step of last re-
sort, i.e., liquidation, be taken. 
 

FN115. It is at least theoretically possible for 
guaranty funds to participate in a rehabilitation 
of insurer by making loans. The stated purpose 
of Article XVIII of The Insurance Department 
Act of 1921(Act), added by section 1 of the Act 
of December 12, 1994, P.L. 1005, as 
amended,40 P.S. §§ 991.1801-991.1820, is to 
avoid financial loss to policyholders and to assist 
in the “prevention” of insurer insolvency. Sec-
tion 1801(1) and (2) of the Act, 40 P.S. § 
991.1801(1) and (2). The Pennsylvania Property 
and Casualty Insurance Guaranty Association is 
generally authorized to perform acts “proper to 
effectuate the purposes of this article”. Section 
1803(c)(8) of the Act, 40 P.S. § 991.1803(c)(8). 
Cf. Section 1706(a)(3) of the Act, 40 P.S. § 
991.1706(a)(3), which expressly authorizes the 
Pennsylvania Life and Health Insurance Guar-
anty Association to make loans to an impaired 
insurer. 

 
In reaching this conclusion, it is important to note what 
issues are not herein decided. For another day is the ques-
tion raised by the Reinsurance Association, i.e., that the 
Court should not assert jurisdiction over reinsurance dis-
putes but should permit them to be decided in arbitration, 
which will delay the day of reckoning for reinsurers. 
Similarly, the record is inadequate to determine whether 
funds established for the payment of PPG claims and 
American “small” claims are general assets of Legion or 
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are held in trust. Finally, this Court lacks jurisdiction to 
decide the collateral issue raised by Rural/Metro with 
respect to its large deductible reimbursement policy is-
sued in Bermuda. 
 
The specifics of a liquidation order, including its effective 
date, will not be entered until the Rehabilitator proposes 
an order that includes, inter alia, a new bar date and new 
effective date. The proposed order must also address a 
procedure for allowing direct access to those policyhold-
ers in situations similar to those of the Policyholder Inter-
venors. 
 
In accordance with this Opinion, the Court enters the at-
tached Order. 
 

ORDER 
 
AND NOW, this 26th day of June, 2003, it is hereby 
ORDERED as follows: 
 
1. The Rehabilitator's petition to terminate the rehabilita-
tion of Legion Insurance Company (In Rehabilitation) is 
GRANTED, but the Rehabilitation Order of March 28, 
2002, shall remain in effect until entry of the Order of 
Liquidation. 
 
2. The requests of Pulte Homes, Inc., Psychiatrists' Pur-
chasing Group, Inc., Rural/Metro Corporation and Ameri-
can Airlines, Inc. for direct access to the reinsurance 
agreements to which they have demonstrated third-party 
beneficiary status, as set forth in the attached Opinion, are 
GRANTED. 
 
3. The Rehabilitator shall prepare and submit to the Court 
for approval: a procedure whereby policyholders of Le-
gion Insurance Company (In Rehabilitation), who can 
demonstrate third-party beneficiary rights under a reinsur-
ance agreement in accordance with the principles set forth 
in the attached Opinion, may directly access those rein-
surance agreements. 
 
4. The Rehabilitator shall prepare and submit to the Court 
for approval an order for the liquidation of Legion Insur-
ance Company (In Rehabilitation) that includes: a new 
effective date for the liquidation order; a new bar date for 
the filing of proofs of claim with the liquidator; and other 
provisions that will address the current status and finan-
cial condition of Legion Insurance Company (In Rehabili-
tation). 

 
5. The Rehabilitator's proposed order for the liquidation 
of Legion Insurance Company (In Rehabilitation) shall be 
filed with the Court on or before July 14, 2003. 
 
Pa.Cmwlth.,2003. 
Koken v. Legion Ins. Co. 
831 A.2d 1196 
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