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Do W, STEPHENS, Commissioonsr of Insurance,
Commonwaalth of Eantucky as Ligquidator of Delta
Amsrics Re Insuranca Cospany,

Plalmel€f-Appallane,

V.

AHERICAN INTERMATIONAL THS. O0.; GRANITE STATE
IREURANCE CO.; LEITROTON IHEURANCE COMPANY;

REW HAMPSRIRE THSURANCE COMPANT; AMERICAN MODERN
HOME INS. CO.; CANAL [N§. OO.; NORTH RIVER INSURAHCE

COMPANTY
Defendante,

HOME INSURANCE COMPANY; U.5. INTERMATTOHAL
REINSURANCE COMPANY,

Defendants-Appalless,

IHFERIAL CASOALTY & INDEWMHITY; LE REUNIOH AERIDMNE
GROUFHENT 0° INTERET BCONOMIQUR; HWEAD RETHSURANCE
CORF. ; MONY REIMSURANCE CORPORATION; SCOTTSDALRE INS.
C0.; EMPLOYERS IMSURANCE COMPANY OF WATEAD,
HATIOHWIDE MUTUAL INSURANCE COMPANY; HORTHWESTERM
HATIOHAL INS. ©0.; UNIVERSAL RETNSURANCE CORPF.;
HT. HRWLEY INS. CO.,

Defendancs,

ROYAL INSURANCE COMPANY OF AMERICA, ROYAL INGEMHITY
COMPANT; ST. PAUL SURPLOS LINES [MS. 0.,

pefendant a-Appellesu,
ST. PAUL FIRE & MARINE INSURANCE OD.; TRAMSAMERICA
[HSURANCE COMPANY .

Defendants,

CORSTITUTION STATE IHSURANCE COHPAMT™
nﬂ-l,r'iuuﬂ.-lppillu.

GRENT SOUTHWEST FIREE TN, 0.
E.P. CONEN, D.H. FOREST, D.J.
and K.F. ADLER,

OVD* § SYHDICATES
. F.H. WHITHE.

Defandante,
1

STEPFHENS

@@FJY

.AMEHI.E.-IN INTERNATIONAL .

Auguet Term, 1984

[.A.0.M.; BRITISH AVIATION [NS. 0O.. LTD.,
Defandance-Appalleas,

ASEOCTATION OF COMMERCIAL PROPERTY [MSURERS§
ENGLISH & AMERICAN INSURANCE GROUP, PLC, ~

Delendasts,
HEURANCE CORPORA
RET TION OF NEW 'I';I: -

---------------------

Before: NESMAN, McLADGHLINANDWARKER, Circult Judoms.

Appeal frca opder of thes Onited Statss Dietrict Court for
the Southsrn District\of Wew York, [(Martim, J.) compslling
Liguidastor to afbltrats disputes with varicus cedlng Lisurance
companiss. Ligulditor susd ceding cospanies to collect umpaid
premiuns for insolvent relnsurer. Ceding cospanies moved Eo compal
arbitration under Chapters | & 7 of the Federal Arbitraciom Met.
Llguidator oppossd motlon arguing that the Kentucky Insursrs
Relabdlitation apd Liguidation Law (*Rentucky Liguidation Aet®),
contalne statutory prohibitlen against compalling liquidster te
arbitrats. Liquidstor maintained that Eentucky Liquidation Act
applied because the McCarran-Ferguson Ast preserved it from
preamption by Federal Acbitratiom Aet. Diseriet Court hald the
anti-aebltratlon provision of the Liguidetion Met wae not “designed
to protect palicybolders,® thersfors Liguidstion Aot was not sxespt
from presmption by the Pederal Arbitration Act and granted motion
to compel arbleration, Because we find that the Liguidacios het ie
A state stagute enacted *for the purpess of regqulacing the bBusiness

of insurance® and is "designed to protect policyholders® undar the

HeCarsan- Fergueon Act, District Court's decimiom i reversed.
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Willlam F. Costigan, Mew York, WY

{Andrew J. Costigan, Costigan & Berms,
#.C.;, Heow York, WY, Jacquelins Syerm
Duncan, Eavin M. McGulre., Jackson & Eally,
Leximgcon, KEY, of counsall, fer plainclff-
appallantc.

James D. Veach, Hew York, WY

[Guy P. Davarty, Mousd, Cottom & Wollan,
Haw Tork, WY, of couamsl), for dafendantm-
appalless Bt. Paul Surplus Lines Ins, Co.,
Esinsurance Corporatlon of Hew York,

Constitution State Insurance Compamy,
loms Insurance « 0.5, Incernacional
_ Ralnsurance oy; Royal Inesurance

Cospany of Asarica;, snd Royal Indemnity
'I‘_‘nqm-

David J. Grals, MNew Yark, NY

(Crais & Phaillipe, Wew TVork, WY), for
defendant-appalles British Aviatlen Ime.
Co., Ltd.

FARKER. Ciroult Judom:

The Lssue presented on this appesl is whether an anki-
arblerstlon pravislon in the Eentucky Insurers Rehabilitation amd
Liguldstion Law ke snacted *for the purpoes of regulating the
business of insurance® and thus preserved by ths WcCarran<FeTguson
et from preemptlon by the Federal Arbitratlem het. For\ithe
following reasons, we hold that the anti-arbitratide grovision of
tha Esntucky ITnsurers Fshabilicaclos and Llguidevien, Law L
preserved by the MoCarran-Pergueson Aet and the Liquidacor cannot be
compelled to arbitrata. The arder of the ‘Southern District af Naw
Yark (Martin, J.) compelling arbitration“n chin case im reversed.

FACTS

Delta Amarica Re Insurance Company (*Delta®] was an

insurance company chartered under the laws of Rentucky, imvalved in
1

the business of relnsurance. Reinsurance is the practice whereey
primary imsurers who have assused riak fros chély policy holders in
exchange for premiuss, ceds portlons of thee.cisk te ralmsurers, in
wuchange [or premlums, pursuant to felnsuriénce agresmencs. In
turn, the relnsurars, often, cedd portions of the assumed risk to
thelr owh relnsurers. In chis way, the rlok assoclated with any
ona policyholder le spresd imong a varlsty of lnsursrs.

In 1988, the Pramklln Clreuit Court of Eentucky Pound Delta
ta be lnsalvents Ag Order of Liguidatlon was sptared on Ssptesber

15, 1985 and pursusht to the Eentucky Insurers Rehabilicacion and
Ligquidation Law, Ky. Rev, Stat. Ann, J04.33-010 et seg. (Baldwin
1584~ "eba Kantucky Ligquidatioa Act®), the Cosmimslonsr of
InsuEances was appointed Liguidator, emtrusted with ovarsssing the
Vigaidarion of the company. In Eeptember 1951, the Liguidater
Eiled sult im the Scuthern Dletrict of Hew York, pursuant to

18 W.5.€. §1133 (1%88);, againec various companies who had cedesd
risk to Delta (*the Cedencs®), seeklng both recavery of premiums
owed to Delta amd am order requiring specific parformance of
Cedents’ mempining cbllgaticns to pay all future premiuma, The
Cedents have refused to pay the premlums becauss they claim that
they afe sncitled, given industry practice and their prior dealings
with Delts, to set off the premiums the Liguidator claims they ows,
againat the valus of losses owed To thes by Dalts. However, the
Liguidator clalms that ascoffs are prohilblted usdar the Kencucky
Liguidation Act, § 104,31-330, which prohibita the oflset of

premiums awing to am ineclvent insurer:
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Mo setoll or countepclalm shall be allowed in favor
of any parson whara:

.+ . ldl Tha ebligstion of ths perscn la to

pay premiums, whathar samned or wnesrmad, to
the lnsurer.

Ry. Rev. Stac. Amn. § 304.33-3300130id) [Baldwin L9540 .

All of che reinsurance contracts at fssue contaln brosd
arbitration clauses. Certain Cedente moved to compsl arbitratiom
wnder the Fedsral Arbicration Act (*FAA®), % 0.5.C. § 1 ac seq.
1984} . ALl but one of thess Cedents sought to compel arbitration
undar tha provisions of Chapter 1 of the FAA, wnder which
ordered only in the district whers the pecitiom

5 0.3.C. § 4 lLew).

arbitratlon may be
requesting the ordar weas flled. Howewer,
British Aviatlom [nsurance Company, Ltd. [(*British Aviation®),
moved to compal arbiltratiom abroad, pursuant to Chaptar I of the
FAA, % 0.8.C. § 201 et meqg., which isplemence the Convantion on the
Reacognition and Enforcesent of Foreign Arbleral Awards (“the
Conventlom®) ."

The Liguidator cppossd the mocjons to compe] arbicracion
arguing that § 304.33-0101(6) of the Eestucky Liguidation Act, iu a
sratutory prahibitiom agalnet compellimg a liguidator to Arbitgate.
This section atates:

l[:}l:i:i_tr.ﬂ: 4 delingquency procesding Jid

guvern thass procesdigs, sed a1l contih "“"

contractual provislons comtaimed im Wmy é’uu'l.::
betwsan the insurar which s subjedc Bo the

delinguency proceeding snd any third party,

{ux] Led.
®tt to tha Comvention, but la
\ inil thas has moved pursuant co

| Aot bar ndlnt. e LAEuEance w-llm al Hew York,
(*RECG*) {m also an alien and

seeking arbitracion In Haw
Chaprar 1.

including, but not limiced to, the choice of law or
arbitracion provisions, shall ba deemed
subardinated to tha provisloas of this subticls.
stat. Amm. § 304.23-010(6) (Baldwif Lpga).
argusd that this section nullified the s¥bitewfion clauses in this
cage,. Tha Cedence, howsver, amsarced Chat the FAR presspbs this
section of the Mamtucky Liguidatdon Iﬂ The Liquidator maintained
that the FAA does not apply hﬁnii' the McCarran-Ferguson Aot "

(1894, preserved

Ky. Rev, Tha Liguidazoe

[*MeCarran-Ferguson®), 18 U.8.2. §loll ec mseq.
tha Eemtucky Liguidadioe Act [rom pressption becauses tha Aot was
enacied “for che Porpose of regulating che busissss of I(nsurance*
and the PAA doas’ mot relate to the busimsss of Insurancs.

Tha~odwerict Court held that the anti-arbitratlen provision
af the Mentueky Liguidation Act was mot “deaigned Lo protest
policyholders and thus [was not| seempt from preemption by tha
FAA,* and granted the Cedents’' motlons to compel arbicratios.

1H40d3H NOILVHLISHY

Stephens v, American Int'l [ne. Co., et &l., Ho. FL-CIV-8245, slip

ap, &t 3 {S.0.R.Y. Aheg. 13, 1984). This Court granted the
Liguidator's motion for permission to appeal Judge Martin's
interlocutory order compelling arbitration, and this appeal
followed,

§ i29albl [(ises).

This Court has jurisdletion pursuant to 18 1.5.C.

OISCOAATON
I.
gensrally, srbitrstion clausss are snforceabls under Che
Under tha

Fadaral Arbltration Aet. 9 O.85.C. § 1 (19340,

conventional applicacion of che supremscy clauss and pules of
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scacutory constructisn, the FAA, & fedaral statuts, wcaild preempt
Eencucky 8 quuidillun Rot, s wtate atatuce, lnsofsr am cha
Liguidagion Act contravenss the FAA. Howevar, Comgress creaced an
axception to che usual rules al pressption when it enacted the
McCarran-Ferguson Ast. HeCagran-Perguscon presarvas stats scacubes,
enacted "for the purposs of regulating ths business of lnsurancs,®
from preesptlon and leaves tha regulation of the business of

Under McCarran-Fergussa,

(nle Act of Comgresa sball B construed to

invalidate, impair or supersede any law enacted by

any Svate for the purpoas of cegulsting cha

bisiness of indurance . . . wnlemé misch Act
specifleslly relaces to the businesa of insurance,

i5 w.5.C. § 1oi2(B) (1%94).

insuraince £5 tha Itates.

The Liquidater arques chat che Eentucky Liquidatiom Act ia
a “law enacted for the purpose of regulsting ths business of

inaurance® and that Congress capnot supersede it except with an Ast

specifically relating to lnsurance. Mo cns disputes the fact chat
The Cedenta
apgus thac cthe District Cowrt was correct lm halding thag che amci-

the FAA does not specifically relate to insurance.

arbitration provision in the Liquidation Act doss nog’ *progect
policyhalders® and thus does not "regulate the Businsws/of
imsurance® in the sinnsr In which that phrasse has\been defined by
the courts. Ses United States Dept. of Treadupy w. Fabs, _ 0.5,
_+ 1131 5. Ce., 2303 (1991); Cpion [abde life Iné. Co. v, Plreao,

v Royal Drug Ce.,
440 U.S5. 205 (1979); Garcia v. Teland Program Designer, Inc.,

ASA U.5. 119 (1983); drowp Life & Newl®h Ins. Co.

4 F.3d 57 list Chir. 1393} .

The Suprems Court has identified a thres part tesc for
determining whether & particular practice im o part of the
*business af insurance:* *firse, whatheg pﬁ.wu::i:t has tha
affect of transferring or spreading & palicyheldar's risk; secood,
whather the practice is an integral part of the policy ralatlonship
between the lnsurer and the~imghred; and third, whather the
praceles Is limiced to shtieles within the Losurance Lndusctry.®
Pireno, 458 0.3, at 429 \(eledng Royal Dewg, 440 U.5. 205 (1379)).°
Beinsurance prastices fall within this cest. Any transactlon
becwesn an liwiter dnd & relnsures le principally che same anm
transaction Befween an original poileyholdar and am lneurer, as
both-center around the transfer of risk. Purthermore, reinsurance
ko mag_marely *an integral part of the policy relationship between
the/imsurer and imsured.® it lg the policy relatlonship batween the
two parties, Finally, the practice of relnsuring insurers ls o
practice *limited to entities within the Lnsurance industry.®

Since relnsurance ln a practice which falle within the
*bysipess of lnsuwrance® the only questlon that remains ls whather
the Kentucky Liquidation Act was "enacted for the purpose of
raqulation of insurance® under MeCarran-Ferguson. In Fabs, the
Suprems Court held that La arder for a state law to have been

*snacced for che purpase of regalatlon of the business of

¥ Although Pirenc and Boyal Dirug boch concemn an imcerprecatlon
af the "bueainess of ipsurance® langusgs as oeed (o the second clause
of § 2(b) of McCarran-Ferguaon, the Court, in Fabe, used tha test in
the context of deciding whethar &m Ohic priority statute was
pressrved [rom presspeion by the Flrst clause of MeCarcan-Farguson,
which |s similar co cthe lssue before this Court. Fabe, 113 5. Cr. at
13089,

[ Uni
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insarance® undsr McCarran-Ferqueacn, 1E mUst ba "ailmed at proceciing
o vegulating [the] relationship [between the lndurer and (nedred] ,
dirsctly or indirectly. Fibes, 111 3. Cc at 2308 (gquoting SEC v.
Macional Securicisw, Iac,, 393 0.5, 453, 460 [1963). The Court
focused oa the relationship betwesn an insurance compamy and ite
polieyholdars, stating,

"lelbe relstionship betwesn Insurer ind insured,

thae :Hi af palicy which could be lesied, ita

raliabilllty, interpretaticn, and snforcemsst --

thess [ara] eke core of the ‘Businsss of

insursncs.' DAdoubbedly, othef activitles af

insurance companies relate so closaly to thair

status as rellable imsurers cthec they too mustc be

placed ln the wame clas. But whatever thes exact

of the statutory term, It is clear where the

focun wam -- [t was on che relscionmhip becween tha

insurance cospany and the pollcyholder.®
Id. [quoting Nacional Securities, 331 U.5, at 4§0).

In this case we hawe a state statute which specifically
regulaces cha liguldacion of insurance companiss and which renders

arbitracion clauses unenforceable during liguidation. Ii im clear

that throegh ite anti-arbicration provision, amcng cthers, che
Eentucky Liguidation Act reguistes the parformance af lnsurancas
contracts onde AN lnsurance company (or 4 reRinsurance cospanyl LS
declared insalvent and enters liguidation. It la crecidlito the
*relacionship becwesn (an] insuramce company and [w| ‘pdlicyholder®
that both parties know that Lo ths cass of lesclvency, tha
insurance compamy will be liguidated Ln an oroenlzed fashiom.

The Cedente argue that even if ehe Rentwcky Liguidacion Act
in found to regulate the besiness of Lheurance, the amei-

arbitration provislom contaimed Wa\the Act doss not “protect® the

policyhaldars. The Cedenta ssintaln thaeg, to the contrary. it

deprivas them of a bargained-for right te srbitration and chus is
not preserved frea pressptlan by mn—m-!uﬂm This argusent

7 X

relien om am cvarly marrow definicion &f ®peocecting®
palicyhaldars.
regulating |the relscionskip betwssn policyholdsr and lnsurer],
directly or Ladirsetly, apf lavw regulating ths 'businses of
inssrance, ' and that amy lew/'with the *epd, intention, or ainm of

Fabe states that *[e]catubes almed it procecting gr

adjusting, managing, orf\controlling tha business of lasurdace® is a
law "spacted fot Bhe purposs of requlating the business of

Fabas 11) 5. CE.
quotst lons, omitied) [(emphasis added] .

{nsurance . sE 3108, 3380 {clitacions and

Tha concepts of "regulacion” and "protection® are
Thazerdcably entwined and are often raferred to Interchangsably,
InGarcia, thes Flrec Clreult used one term to deflse the other,
holdimg that the provision im question could mot be sald to
""requlate policyholders’, for it [was] neither directed at, nor
necessary for, the protection of the policyholdars.* Garcia, 4

F.0d at &3, The Fentucky Ligaldation kot bas tha "end, Intencion,

or aim of adjuscing, minaglng or controlling the business of
impurance.® in that it regulstes the winding up of an imealventc
insurance company, The Liquidsclon ket "procects® policyholdars --
whether they are individual pelicybolders or ceding imsurance
compinles -- by sesuring that an insalvent insurer will be
H.ql.l.lll'l'.ﬂ in an orderly amd prediccable manner and the anti-

arbitratlon provislon im simply one plece of that mechanjss

e
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II.

Because the District Court found that the snti-arbitration
proviaion of the Liquidaclon Act was not anacted for cha purposs of
procecting policyholdere amd thus mot pressrved by MoCarran-
Ferguson, LIt did not sddress the forelges reinmurers’ sore specilic
arjumentes regarding Intermaticnal agressants and the Comvention,
Both Britieh Aviatiom ard RECO argue that, as forelgn corporatioms,
aven if tha Eentucky Liguidation Act ls not preespted by the FAR as
to the domestic Cedents, the Comwentiom would selll requice
arbitration of their claime. The argumenc lm cthet undsr che
Supresacy Clause the Conventicn supsrssdes the Kentucky Liguidation
Act., This argumsnt Calls becauss the Conventlon is sot saelf-
executing. and therefors, relies wpon an Act of Congress [or ite
implamantation. Ses ¥ U.5.C. §§ 101-108 [1994].

A crsaty s, im its mature, a contract betwesn
two pations, mot & legislative sct. It does not
ganerally affect, of leself, ths object to be

lished; especially, so Car as ite oparatlem
i infra-terricorial; buc i carcled lato execublon
by the soversign powsr of Ehe reapestive :u:tu Ea
the instresant. In the United States, a diffeyenc
principle im established. Our consticutiom
declages 4 treaty to be ths law of the lands IC
lm, conssquently, co ba regardsd in couste of
justice as equivalent to an act of the-legidliturs,
whenaver it cpecates of Lesalf, withouk the ald of
any leglalacive provislon. But whes the terms of
the scipalaticn £t & contrack ==\ when elther of
the partiss sngages to perford B particular act,
tha treaty addresses ivselfceo'\the politieal, not
the judicLl department; and\the leglslaturs suat
execute the contract, beforeit cen becoms & ruls
for the coart, '

Foaster ¥. Mielson, 17 U.§5. (1 pav.} 253, 3113-14 (1829) (emphanis

added] ., McCarran-Fergusom states *[nlo Act of Comgress mhall be

11

construsd to . . . Superseds any law . . SPagulating the business
of Lnsdrance,® 15 0.8.C. 18131k} (399} »Recordingly. the
implemanting legislation doss not m ths Eaptucky Liguidseion
Act -- which, as we have alresdy M.. is a law "requlacing tha
business of Lesursnce.® The Comvantion itself is aimply
inspplicabls in this Ipetance.
COMCLITAION

Bacauseqthe Kantucky Liguidation Act Le & stats stacuta
enacted *for ths purposs of regulating the business of Lnsurancs®
and is "designed to protect pollcyboldars® undsr ths McCarran-
Fergi&on-Agc, it le nok presmpted by ths Federil Arbitrstion Acot.
He have considared the Cadents’ other arguments and have found them
to be without merit. Thas, ender § 304.13-10106) af the
Liguidation Ace, tha Liguidator camnct ba compelled to arbltrate
and the Distrlct Court's order cospalling the Llgquidator to
arbltracs 1a haraby revarssd.

United
e Page
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UNITED STATES COURT OF APPEALS
FOR THE SECOND CIRCUIT

No. 1516—August Term, 15994
(Argued May 11, 1995 Decided Septembet Jd. 1995)
Docket No. 94-9143

DoN W. STEPHENS, Comiissioner of Insurance,
Commonwealth of Keptutky as Liquidator of Delta
America Re Insuranée"Company,

Plaintiff-Appellan:,

—_— —

AMERICAN INTERNATIONAL INS. CO.; GRANITE STATE
stuum:z CO.; LEXINGTON INSURANCE COM-
PANY."NEW HAMPSHIRE INSURANCE COMPANY:
AMERICAN MODERN HOME INS. CO.; CANAL INS.
CO.: NORTH RIVER INSURANCE COMPANY,

Defendants,

HOME INSURANCE COMPANY; U.S. INTERNATIONAL
REINSURANCE COMPANY.

Defendants-Appellees,

IMPERIAL CASUALTY & INDEMNITY; LE REUNION

AERIENNE GROUPMENT D’INTERET ECONOMIQUE;
MEAD REINSURANCE CORP.; MONY REINSURANCE

CORPORATION; SCOTTSDALE INS. CO.; EMPLOYERS
7395
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INSURANCE COMPANY OF WAUSAU; NATIONWIDE
MUTUAL INSURANCE COMPANY; NORTHWESTERN
NATIONAL INS. CO.; UNIVERSAL REINSURANCE

CORP.; MT. HAWLEY INS. CoO.,
Defendants,

ROYAL INSURANCE COMPANY OF AMERICA: ROYAL
INDEMNITY COMPANY; ST. PAUL SURPLUS, LINES

INs. Co.,
Defendanti-Appellees,

5T. PAUL FIRE & MARINE INSURANCE CO.;
TRANSAMERICA INSURANCE\COMPANY,
' Defendants,

CONSTITUTION STATE INSURANCE COMPANY,
Defendant-Appellee,

GREAT SOUTHWEST FIRE INS. CO.; LLOYD'S SYNDI-
CATES EP. COWEN, D.H. FOREST, D.J. WALKER,
F.R. WHITE, and K.F. ADLER,

Defendants,
L.ATG.M.; BRITISH AVIATION INS. CO., LTD.,
Defendants-Appellees,

'ASSOCIATION OF COMMERCIAL PROPERTY INSURERS;
ENGLISH & AMERICAN INSURANCE GROUP, PLC,

Defendants,

REINSURANCE CORPORATION OF NEW YORK,
Defendant-Appellee.

7396
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Before:

NEWMAN, MCLAUGHLIN and PARKER,
Circuir Judges.

Appeal from order of the United States District Cougr
for the Southern District of New York, (Martin, J)(
compelling Liquidator to arbitrate disputes with varions
ceding insurance companies. Liquidator suedceeding
companies to collect unpaid premiums for imt_ﬂ‘ﬂpt rein-
surer. Ceding companies moved to cnmrﬂ “_tl-‘tritﬂlinn
under Chapters 1 & 2 of the Federal Arbitration Act.
Liquidator opposed motion nr:uinj,-thi}f"mc Kentucky
Insurers Rehabilitation and LiquidatiemLaw (“Kentucky
Liquidation Act”), contains statdtory prohibition against
compelling liquidator to arbitzate. Liguidator maintained
that Kentucky Liquidatien\ Act applied because the
MecCarran-Ferguson Act peaserved it from preemption by
Federal Arbitration, Agt,,District Court held the anti-
arbitration provistensof the Liquidation Act was not
“designed to E:ri;gnatpa]i:yhnldcn.“ therefore Liguida-
tion Act was.not'exempt from preemption by the Federal
Arbitratign Wct and granted motion to compel arbitra-
tion. Bacadse we find that the Liquidation Act is a state
suwfiﬁi::t:d “for the purpose of regulating the busi-
ness of insurance” and is “designed to protect policy-
holders™ under the McCarran-Ferguson Act, District
Court’s decision is reversed.

WILLIAM F. COSTIGAN, New York, NY
{Andrew J. Costigan, Costigan & Berns,
P.C., New York, NY, Jacqueline Syers

7397
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Duncan, Kevin M. McGuire, Jackson &
Kelly, Lexington, KY. of counsel), for
plainriff-appellant.

JAMES D. VEACH, New York, NY (Guy P.
Dauerty, Mound, Cotton & Wollan, New
York, NY, of counsel), for d;p'endn,nu-
appellees St. Paul Surpiw“ﬂyu Ins.
Co., Reinsurance Earpﬁrﬂwn of New
York, Constitution (State Insurance
Company, Home Insurance Company,
U.5. Internationgl-Réinsurance Com-
pany, Royal (Trsurance Company of
America, mﬂ.ﬂﬂ:ﬂﬂ fndemniry Company.

DAVID J. GRAIS: New York, NY (Grais &
Ph1lhpkﬁw York. NY), for defendant-
appellee British Aviation Ins. Co., Ltd.

PARKER, \Cirtuir Judge:

THe ¥sste presented on this appeal is whether an anti-
_arbitrafion provision in the Kentucky Insurers Rehabil-
j¢ation and Liquidation Law is enacted “for the purpose
bf regulating the business of insurance” and thus pre-
served by the McCarran-Ferguson Act from preemption
by the Federal Arbitration Act. For the following rea-
sons, we hold that the anti-arbitration provision of the
Kentucky Insurers Rehabilitation and Liguidation Law 1s
preserved by the McCarran-Ferguson Act and the Lig-
uidator cannot be compelled to arbitrate. The order of
the Southern District of New York (Martin, J.) com-
pelling arbitration in this case is reversed.
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FACTS

Delta America Re Insurance Company (“Delta™) was
an insurance company chartered under the laws of Ken-
tucky, involved in the business of reinsurance. Rein-
surance is the practice whereby primary insurers who
have assumed risk from their policy holders in exchange.
for premioms, cede portions of that risk to reinsurers{in
exchange for premiums, pursuant to reinSurance agrees
ments. In tarn, the reinsurers, often, cede portions 6fthe
assumed risk to their own reinsurers. In this way, the risk
associated with any one policyholder is spread among a
variety of insurers.

In 1985, the Franklin Circuit Courtvaf-Kentucky found
Delta to be insolvent. An Ordér of Liquidation was
entered on September 15, 1985 and ‘pursuant to the Ken-
tucky Insurers Rehabilitation and Liquidation Law, Ky.
Rev. Stat. Ann. 304.33-019 ef'seq. (Baldwin 1994) (“the
Kentucky Liguidation-Act™), the Commissioner of Insur-
ance was appointedLiquidator, eatrusted with oversee-
ing the liquidation ef\the company. In September 1991,
the Liquidator filed suit in the Southern District of New
York, pursudnd to 28 U.S.C. § 1332 (1988), against
various.companies who had ceded risk to Delta (“the
C:dl:m"} seeking both recovery of premiums owed to
Delta.and an order requiring specific performance of
Cedents’ remaining obligations to pay all future premi-
ums. The Cedents have refused to pay the premiums
because they claim that they are entitled, given industry
practice and their prior dealings with Delta, to set off the
premiums the Ligquidator claims they owe, against the
valoe of losses owed 1o them by Delta. However, the
Liguidator claims that setoffs are prohibited under the
Kentucky Liguidation Act, § 304.33-330, which pro-

7399

United States
Page 11 of 19



hibits the offset of premiums owing to an insolvent
insurer:

No setoff or counterclaim shall be allowed in favor
of any person where:

- . . (d) The obligation of the person_is to pay
premiums, whether earned or ungdmmed, to the
INSurer.

Ky. Rev. Stat. Ann. § 3n4_33-335L_21@j. (Baldwin 1994).

All of the reinsurance contfacts at issue contain broad
arbitration clauses. Certain\Cedents moved to compel
arbitration under the Federa] Arbitration Act (“FAA™), 9
U.S.C. § 1 er seq. (1994% All but one of these Cedents
sought to compel afbitration under the provisions of
Chapter | of the FAA, under which arbitration may be
ordered onlyimthe district where the petition requesting
the order~wag filed. 9 U.S.C. §4 (1994). However,
British- Ayiation Insurance Company, Lid. (“British
Avi.a&m_;"], moved to compel arbitration abroad, pur-
sianeto Chapter 2 of the FAA, 9 U.S.C. § 201 er seq.,
#hich implements the Convention on the Recognition

and Enforcement of Foreign Arbitral Awards (“the
"Convention”™).!

The Ligquidator opposed the motions to compel arbi-
tration arguing that § 304.33-010(6) of the Kentucky
Liquidation Act, is a statutory prohibition against com-
pelling a liquidator to arbitrate. This section states:

[i]f there is a delinquency proceeding under this
subtitle, the provisions of this subtitle shall govern

I Asother Cedent, Reinsurance Corporation of New York, (UK) Lid.
("RECO) is also an alien and thus subject to the Convention, but
i3 seeking arbitration in Mew York and thas has mowed pursuasi wo
Chapter 1,
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those proceedings, and all conflicting contractual
provisions contained in any contract between the
insurer which is subject to the delinquency pro-
ceeding and any third party, including, but not lim-
ited to, the choice of law or arbitration provisions,
shall be deemed subordinated to the provisions of
this subtitle.

Ky. Rev. S51at. Ann. § 304.33-010({6) (Baldwin H‘M},
The Liguidator argued that this section nullified the aii-
tration clauses in this case. The Cedents, \bowever,
asserted that the FAA preempts this section of the Ken-
tucky Ligquidation Act, The Liquidator maintained that
the FAA does not apply because the McCarran-Ferguson
Act (“McCarran-Ferguson”), 15 ULS.C7§ 1011 er seq.
(1994), preserved the Kentucky)Liquidation Act from
preemption because the Aci-wis enacted “for the pur-
pose of regulating the hu:hg;és of insurance™ and the
FAA does not relate tothe business of insurance.

The District Copst held that the anti-arbitration pro-
vision of the &etwucky Liquidation Act was not
“designed toproteet policyholders and thus [was not]
exempt from preemption by the FAA," and granted the
Cedents' \motions to compel arbitration. Stephens v
Americhn'tnt'l Ins. Co., et al., No. 91-CIV-6245, slip op.
5. D.N.Y. Aug. 12, 1994). This Court granted the
tqhidator’s motion for permission to appeal Judge Mar-

's interlocutory order compelling arbitration, and this
appeal followed. This Court has jurisdiction pursuant to
28 U.S.C. § 1292(b) (1988).
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DISCUSSION
L.

Generally, arbitration clauses are enforceable under
the Federal Arbitration Act. 9 U.5.C. § 3 (1994). Under
the conventional application of the supremacy clause and
rules of statutory construction, the FAAJS 3. federal
statute, would preempt Kentucky's Liquidation Act, a
state statute, insofar as the Liquidation.Act contravenes
the FAA. However, Congress created an exception to the
usual rules of preemption when it énacted the McCarran-
Ferguson Act. McCarran-Fesguson preserves state
statutes, enacted “for the plu'pq;déu't‘ regulating the busi-
ness of insurance,” from/freemption and leaves the reg-
ulation of the business of insurance to the states. Under
McCarran-Ferguson,

[n]o Act of Congress shall be construed to invali-
date, impair or supersede any law enacted by any
Stateforthe purpose of regulating the business of
insurange . . . unless such Act specifically relates
14 the business of insurance.

13WUTSC. § 1012(b) (1994).

The Liguidator argues that the Kentucky Liguidation
Act is a “law enacted for the purpose of regulating the
business of insurance™ and that Congress cannot super-
sede it except with an Act specifically relating to insur-
ance. No one disputes the fact that the FAA does not
specifically relate 1o insurance. The Cedents argue that
the District Court was correct in holding that the anti-
arbitration provision in the Liquidation Act does not
“protect policyholders™ and thus does not “regulate the
business of insurance™ in the manner in which that
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phrase has been defined by the courts. See Unired Stares
Dept. of Treasury v. Fabe, __U.5. __, 113 8. Ct. 2202
(1993); Union Labor Life Ins. Co. v. Pireno 458 U.S.
119 (1982); Group Life & Health Ins. Co. yRoyal Drug
Co., 440 U.S. 205 (1979); Garcia v. [sfand Program
Designer, Inc., 4 F.3d 57 (1st Cir. 1993).

The Supreme Court has identified a.three part test for
determining whether a particular-practice is a part of the
“business of insurance:" “first, 'whether the practice has
the effect of transferring énspreadiog a policyholder’s
risk; second, whether the practice is an integral part of
the policy relationship \between the insurer and the
insured; and rhird, whether the practice is limited to enti-
ties within the instrance industry.” Pireno, 458 U.5. at
129 I:l:ltl.ng R,pyﬂf Drug, 440 U.S. 205 (1979)).2 Rein-
surance pm:naes fall within this test. Aoy transaction
betweed an insurer and a reinsurer is principally the
same as Ffransaction between an original policyholder
and)an,insurer, as both center around the transfer of risk.
Fuicthermore, reinsurance is not merely “an integral part
of the policy relationship between the insurer and
insured,” it isr the policy relationship between the
two parties. Finally, the practice of reinsuring insurers
is a practice “limited to entities within the insurance
industry.”

Since reinsurance is a practice which falls within the
“business of insurance™ the only question that remains is
whether the Kentucky Liguidation Act was “enacted for

1 Although Piremo and Royal Drug both concern an interpretation of
the “Business af insurasce™ language a0 weed in the second clavse of
§ 2(%) of MeCarran-Ferguson, the Coari, in Fabe, osed the test in the
context of deciding whether an Okio priority statote was preservied from
presmption by the firm clanse of MoCarmn-Ferguson, which is similar
to the issuwe before chis Cowrt. Fabe, 113 5. CL at 2209
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the purpose of regulation of insurance™ under McCarran-
Ferguson. In Fabe, the Supreme Court held that in order
for a state law to have been “enacted for the purpose
of regulation of the business of insurance™ under
McCarran-Ferguson, it must be “aimed at protecting or
regulating [the] relationship [between the insurer and
insured], directly or indirectly.” Fabe, 113 S. Crt at 2208
(quoting SEC v. National Securities, Inc., 393 U 5. 433,
460 (1969). The Court focused on the selationship
between an insurance company and if$ policyholders,
stating,

“[t]he relationship between, insurér and insured, the
type of policy which could-be issued, its reliability,
interpretation, and enforcementi—these [are] the
core of the ‘business ofinsurance.” Undoubtedly,
other activities«of \insurance companies relate so
closely to theiestatus as reliable insurers that they
too must bé placed in the same class. But whatever
the exact scope of the statutory term, it is clear
whete _the Tocus was—it was on the relationship
between the insurance company and the policy-
holdet.”

I4. Yquoting National Securiries, 393 U.S. at 460).

In this case we have a state statute which specifically
regulates the liquidation of insurance companies and
which renders arbitration clauses anenforceable during
liquidation. It is clear that through its anti-arbitration
provision, among others, the Kentucky Liquidation Act
regulates the performance of insurance contracts once an
insurance company (or a reinsurance company) is
declared insolvent and enters liquidation. It is crucial to
the “relationship between [an] insurance company and
[2] pelicyholder™ that both parties know that in the case
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of insolvency, the insurance company will be liquidated
in an organized fashion.

The Cedents argue that even if the Kentucky Liqui-
dation Act is found to regulate the business of insurance,
the anti-arbitration provision contained in the Act does
not “protect” the policyholders. The Cedents maintain
that, to the contrary, it deprives them of a bargained-for
right to arbitration and thus is not preserved from pre-
emption by McCarran-Ferguson. This argument relies an
an overly narrow definition of “protecting” policyhold-
ers. Fabe states that “[s]tatutes aimed at prgﬁeﬂhg ar
regulating [the relationship between polick¥holder and
insurer], directly or indirectly, are lawsTegulating the
*business of insurance,’ " and that any law.with the “end,
intention, or aim of adjusting, mapaging, or controlling
the business of insurance™ is a law“Emacted for the pur-
pose of regulating the businesq of insurance.” Fabe, 113
S. Cr. at 2208, 2210 (citatiohs ifid quotations omitted)
(emphasis added).

The concepts of “regulation™ and “protection™ are
inextricably entwined 4nd are often referred to inter-
changeably. In Garcia, the First Circuit used one term to
define the other, holding that the provision in question
could not\be\said to * ‘regulate policyholders®, for it
[wu]'_gﬁtli’:r directed at, nor necessary for, the protec-
tion.of the policyholders.” Garcia, 4 F.3d at 62. The
m-:hr Liquidation Act has the “end, intention, or aim
of ldjnstu:g. managing or controlling the business of
insurance,” in that it regulates the winding up of an
insolvent insurance company. The Liquidation Act “pro-
tects” policyholders—whether they are individual poli-
cyholders or ceding insurance companies—by assuring
that an insolvent insurer will be liquidated in an orderly
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and predictable manner and the anti-arbitration provision
is simply one piece of that mechanism.

IL.

Because the District Court found that the anti-arbi-
tration provision of the Liquidation Act was not enacted
for the purpose of protecting policyholders and thus not
preserved by McCarran-Ferguson, it did not address the
foreign reinsurers’ more specific arguments regarding
international agreements and the Conyemtion. Both
British Aviation and RECO argue that,-as foreign cor-
porations, even if the Kentucky Liguidation Act is not
preempted by the FAA as to the domestic Cedents, the
Convention would still reguire arbitration of their
claims. The argument i§ that under the Supremacy
Clause the Conventiog supetsedes the Kentucky Ligui-
dation Act. This argument fails because the Convention
15 not self-execuling, snd therefore, relies upon an Act of
Congress for jtsimplementation. See 9 U.5.C. §§ 201-
208 (1994}

A'{reaty is, in its nature, a contract between two
niatiang, not a legislative act. It does not generally
effett, of itself, the object to be accomplished; espe-
eially, so far as its operation is infra-territorial; but
is carried into execution by the sovereign power of
the respective parties to the instrument. In the
United States, a different principle is established.
Our constitution declares a treaty to be the law of
the land. It is, consequently, to be regarded in courts
of justice as equivalent to an act of the legislature,
whenever it operates of itsell, without the aid of
any legislative provision. But when the terms of the
stipulation import a contract—when either of the
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parties engages to perform a particular act, the
treaty addresses itself to the political, not the judi-
cial department; and the legislature must execute
the contract, before it can become a rule for the
court.

Foster v. Nielson, 27 U.S. (2 Per.) 253, 313-14 (1829)
(emphasis added). McCarran-Ferguson states “[n]o Act
of Congress shall be construed to . . . supersede any law

. . regulating the business of insurance.” 15 U.5.C,
§ 1012(b) {1994). Accordingly, the implementing leg-
islation does not preempt the Kentucky Liguidatiom
Act—which, as we have already held, is a law “cegn-
lating the business of insurance.” The Convention itself
15 simply inapplicable in this instance.

CONCLUSION

Because the Kentncky Ligquidation Act is a state
statute enacted “for the purpdse.of regulating the busi-
ness of insurance™ and is Ydésigned to protect policy-
holders” under the McCarran-Ferguson Act, it is not
preempted by the Fedéral Arbitration Act. We have con-
sidered the Cedents® other arguments and have found
them to be withoutmerit. Thus, under § 304.33-101(6)
of the Liquid@tian°Act, the Liquidator cannot be com-
pelled to arbitpate and the District Court’s order com-
pelling-the Digquidator to arbitrate is hereby reversed.
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