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/ (er . • 1 ~ STEPIlliNS ilAMEIUCAN INTEltNATIONAL 

UNITED STATES COUllT OF AF£OfP;r • 
FOR THE SECOND CIRCUIT 

No. 1516 Augu.t Terra, U9. 

DeClde!ilt :dIm) 
Docket No. 94-9143 

(Argued May 11. 19'5 

DON K. STiPHKNS. Commi •• toner of In.urance. 
Commonwealth of Kentucky Ae Liquidator ot Delta 
America Re In.uranc. Compaay, 

Plaintiff-Appellant. 

v. 

AMERICAN IImlRNATIOIIAL INS. CO., GRANITE STATI 
INSURANCE CO.; LBIIN<n'ON IHSIlIWICB COIIPANY; 
NEW IlAKPSHIRE INSIlIWICB COMPANY , AMBRICAN MODERN 
HOME INS_ CO. ; CANAL 1115. CO.; NORTII RIVIUI INSURANCE 
COMPANY, 

DefendAntlJ, 

HOME INSURANCE COMPANY ; U. S . IImlRNATIONAL 
REINSURANCe COMPANY. 

Defendanta · Appell ••• , 

IMPERIAL CASUALTY' INDEIIIIITY; LB R!lJ)IION AERIENIIE 
GROUPHENT O' INTERET BCONOHIQUB I MEAD REINSOIWtCE 
CORP . ; HONY RBINSURANCB CORPORATION , SCOTTSDALB INS . 
CO.; EI1PLOYERS INSURANCE COIIPANY OP WAUSAU; 
NATIONWIDE MUTUAL INSURANCE COMPANY; NORTI/lIESTERN 
NATIONAL INS . CO .; UNIVERSAL RBINSIlIWICB CORP . ; 
MT. HAWLEY INS. CO .• 

Defendants. 

ROYAL INSURANCE COMPANY OF AMERICA, ROYAL INDEMNITY 
COMPANY; ST. PAUL SUllPLUS LINES INS . CO .• 

Defendants-Appellee., 

ST. PAUL FIRE' MARINE INSURANCE CO . ; TRANSAMERICA 
INSURANCE COMPANY . 

Defendants. 

CONST ITUTION STATE INSURANCE COMPANY. 
Defendant-Appellee , 

GReAT S01.JTHWE9T FIRE INS . CO .: LLOYD'S SYNDICATES 
E. P . COWEN. D.H. FOREST. D. J . WALKER . F.R. WHITB . 
a n d K. F . ADLER . . 

Oefendant •• 

1 

I . A.G .H. ; BRITISH AVIATION INS . CO •• LTD •• 
Def.ndant. -App.ll •••• 

ASSOCIATION OP COMMBRCIAL PROPERTY INSURERS, 
ENGLISH' AM2RICAN INSUllANCE GROUP. Pte, 

Defendants. 

REINSUIWICB CORPORATION OF /lEW YORX, 
Defendant-Appellee . 

Setore: HEWMAH. McLAUCHLIN AND PARlER. Cirqyit Jydael . 

Appeal trom order of the United State. District COUIt for 

the Southern Diltrict of New York. (Martin. J . I COMpelling 

Liquidator to arbitrate di.pute. with variou. clding in.uranc. 

compani... Liquidator .ued ceding compani •• t o collect unpaid 

premium. for in.olvent rein.urer . Ceding companie. moved to ca.pel 

arbitration under Chapter. 1 , 2 of the Faderal Arbitration Act . 

Liquidator oppo8ed motion arguing that tha Kentucky Insurer. 

Rehabilitation and Liquidation Law ("l.ntucky Liquidation Act"'. 

contoin. stotutory prohibition again.t compelling liquidator to 

arbitrate. Liquidator .aintained that ~entucky Liquidation Act 

applied bee.u.e the McCarran-Ferguson Act preserved it from 

preemption by Federal Arbit r ation Act . Diatrict Court held the 

anti -arbitration provision of the Liquidation Act WIS not -designed 

to protect policyholder.,- therefore LiquidatIon Act was not exe~pt 

from preemption by the Federal Arbitration Act and granted motion 

to compel arbitration . BeCIU ,e we find that the Li quidat ion Act is 

a state statute enacted -for the purpose at regulating the business 

of in.urance- and i 8 -des igned to protect pol icyholders- under the 

HcCarran -Ferguaon Act, District Court" decision is reversed . 
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PARKER. Circuit Judge: 

• 
Wi l liam F. COltlgan, New York, NY 

(Andrew J . COltigln , Co.eigan , Berni, 
p.e., New York. NY, Jacqueline Syerl 
Duncan. Kevin H. McGuire, Jackson , Kelly. 
Lexington. KY, ot coun.ell, for plaintitf · 
appellant. 

Jamee D. Veach, Hew York , NY 
tGuy P. D.uarty, Mound, Cotton , Wollan. 
Kew York. NY, of caunael). for d.fend~t.· 
app.ll ••• St. Paul Surplu. Lin •• In •. Co., 
Relnlurance Corporatlon ot Hew York, 
COD.tltutloD Stlt. Inluranc. Coapany, 
HONe Inlurance Coop.oy, O.S. Internltioa.l 

, Rein.urance Company, Royal Inlurlnce 
Cospany of America, and Royal Indoonity 
Company. 

David J. Grli., Hew York, NY 
IGrail , Phillip., Hev York. NY} , for 
detendant·appellee Britieh Aviation Inl. 
~.,W. 

The i •• ue pI.aented on thi. appeal 11 whether an &nti· 

arbitration provision in the Kentucky InBurer. Rehabilitation ~nd 

Liquidation Law ia enacted 'for the purpoe. of regulating the 

bUainel1 of insurance- and thul pre.erved by the HcCarran·Ferqulon 

Act fraN preemption by the Federal Arbitration Act . For the 

following reasons, we hold that the anti · arbitration provision of 

the Kentucky Insurera Rehabilitation and Liquidation Law ie 

preserved by the McC,rran · perguson Act and the Liquidator cannot be 

co~elled to arbitrate . The order of the Southern District of Hew 

York (Hartin. J . I compelling arbitration in this case is reversed. 

PACTS 

Celta America Re Insurance Company ('Delta ' ) was an 

insurance company chartered under the laws of Kentucky, involved in 

) 

• 
the buaines. of reinsurance . Reinsurance 1s the practice whereby 

primary i nsurers who hive assumed risk from their policy holders in 

exchange tor premiuma, cede portions of that risk to reinsurers, in 

.xchange for pr.miuma. pursuant to reinsurlnc. Igreementl . In 

turn , the reinlurer., often, cede portIon. of the allumed risk to 

their own reinsurer. . In this way, the risk I"ociated with any 

one policyholder 11 spread among a variety of insurers. 

In 1985, the Franklin Circuit Court of ~entucky found Delta 

to be insolvent. An Order at Liquidation was entered on September 

15, 19.5 Ind purluant to the lentucky In.urer. Rehabilitation aDd 

Liquid.tion Law, ~y . Rev . Stat. Ann . )04 . ll-010 et .eq. (BaldwiD 

199., '-the Kentucky Liquidation Act-) . the Com.issioner of 

Inaurance ~al appointed Liquidator, entrusted with overaeeing the 

liquid.tlon of the company. In September 1991, the Liquidator 

filed suit in the Southern District of Hew York, pursuant to 

28 U.S .C. 11]]2 (1'88), against various companiel who had ceded 

riak to Delta ('the Cedents·'. seeking both recovery of premium, 

owed to Delta and an order requiring specific performance at 

Cedents' remaini ng obligations to pay all future pre~iumB . The 

Cedents hive retuled to pay the premiuml because they claim that 

they are entitled. given industry practice and their prior dealings 

with Delta, to set off the premiums the LiquLdator clai~s they owe. 

against the value of 10lsel owed to the~ by Delta . However . the 

Liquidator claim. that aetoffs are prohibited under the Kentucky 

Liquidation Act, S 304 . 33 · 330 , which prohibita the offset of 

premiums owing to an insolvent inaurer : 
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• • No setoff or counterclaim shall be illowed 1n favor 
of any perlon' wherl : 

. (dl The obligation of the perl on i. to 
pay prealum., Whlthlr .arned or une.rned, to 
the in.urer. 

~y . Rev . Stat. Ann. S lO'.ll-))OI~lldl IBaldwin 199t1 . 

Allot the reinlurance contract. at i.,us contain broad 

arbitration elauI.I . Certain Cedent. ~v.d to compel arbltr.tiOD 

under the Pederal Arbitration Act "FAA'I, , U.S.C. S 1 et leq. 

1199.'. All but one of thl.o Cedenta .ought to coopel arbitration 

under the provillona of Chapter 1 of tbe PAA, under which 

arbitration may be ordered only in the diatrict where the petition 

reque.ting the ordar wa. filed. 9 a.s.c. S , 1199.,. However, 

British Aviation lnlurance Complny, Ltd. '-Britilh Aviation'), 

moved to compel arbitration abroad, pursuant to Ch~pter 2 of the 

FAA, 9 U.S .C. S 201 et .eq. , which implement. the Convention on the 

Recognition and Enforcement of For.ign Arbitral Avard, (-tbe 

Convention-) . I 

The Liquid~tor oppoled the .otiona to compel arbitration 

arguing that 5 l04 . ll-010161 of the Xentucky ~iquldation Act. i •• 

etatutory prohibition againlt co~pelling a liquidator to arbitrate. 

This section states : 

lilf thore 1. a dolinquency proceeding under thi. 
• ubtitle. the provi.ion. of tbi. lubtitl •• hall 
govern thOle proceeding. , ~nd all conflicting 
contractual provilion. contained in Iny contract 
between the inaurer which 1. aubject to the 
delinquency proceeding and any third party, 

I Another Cedent. Reinsurance Corporation of New York. (UX) Ltd . 
,-nCO') is a180 an alien and thua .ubject to the Convention. but 1a 
aeeking arbitration in New York and thul haa moved pursuant to 
Chapter 1. 

s 

• including, but not limited to, the choice of lav or 
arbitration provialon., ahall be deemed 
lubordinated to thl provilion, of thil aubtitle . 

Ky. Rev. Stat. Ann . I lO'-lJ-OIOI6I IBaldwin 199., . The ~lquidator 

argued that thi. aection nullified the arbitration cIAu.e. 1n tbis 

cale. The Cedent., hovever, •••• rt.d thAt thl FAA preempt I thi, 

.ection of the Kentucky ~iquidation Act . The ~iquidator maintained 

thlt the FAA does not apply bacaul. the McCarran·Pergulon Act 

I'McCarran-Forgulon'l. 15 U.S.C . 11011 ot .eq. 1199.' . preserved 

the Kentucky Liquidation Act fra. preemption becaul. the Act wal 

enacted Ifor the purpo •• of regulating the bUline •• of inaurlnce' 

and the PAA doe. not relate to thl buaine •• of inaurance. 

The Diatrict Court held that the anti-arbitration provilion 

of the Kentucky Liquidation Act val not -deliqned to protect 

policyholders and thul (WI. notl exempt frca preemption by the 

FAA, ' Ind granted the Cedenta' . otion. to compel arbitration . 

Stephenl v. American Int /1 In •• 00. , .t .1 . , No. '1-CIV·6245, alip 

op . at ) (S .D.N.Y . Aug . 12 , 1"4) . Thi. COurt granted the 

Liquidator'l motion for per.il.ion to appeal Judge M~rtin" 

Interlocutory order compelling arbitration. and this appeal 

followed. Thla Court hal juri.diction purauant to 28 U.S. C. 

5 1292lbl 119881 . 

DISCUIIIOII 

x. 
Generally, arbitration clauae. are enforceable under the 

Federal Arbitration Act . 9 U.S.C. S ) (1994 ). Under the 

conventional applicati on of the supremacy clause and rules of 
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statutory conacruction. the FAA, a teder~l acatute, would preempt 

Kentucky'S Liquidation Act •• Itate statute, insofar 18 the 

Liquidation Act contravene. the PAA . However l Congrel. created ar. 

exception to the u8ual rulea of preeaption when it enacted the 

McCarran-Fergulon lct . McCarran-Pergulon pre •• rvel Itate .tatutea. 

enacted -for the purpose ot regulating thl bueine •• of inauranee,' 

from preemption and leave. the regulation of the bUline •• of 

insurance to the atat... Under McCarr&D-Fergu.on, 

(nlo Act of Congr ••• ,hall be con.trued to 
invalidate, impair or luper •• de any law enacted by 
any State for tbe purpo •• of regulatinq the 
bUlin ••• of inluranee . unI ••• auch Act 
specifically relat •• to the bUlin ••• of in.ur~nce . 

15 U. S.C. S 1012 (bl (19941. 

The Liquidator argue_ that the lentucky Liquidation Act is 

~ -law enacted for the purpo_. of regullting the bu.ine •• of 

Insurance- and that Con9re •• cannot .uper.ede it except with an Act 

specitically relating to insurance. No one di.putes the tact that 

the fAA doe. not specificilly relato to inourlnce. Tho Cedent. 

argue that the District Court was correct in holdin9 that the ant i-

arbitration provision in thl Liquidation Act does not -protect 

policyholders~ and thul doe. not ~regulat. the bUline •• of 

insurance- 1n the manner in which that phraae has been detined by 

the courts . See United St~te. Dept. ot Trea.ury v . Paba, U.S. 

-' 113 S. Ct. 2J02 fI99J); Union t.bor L1fe In,. Co . v . P1reno, 

458 U. S. 119 (19821; Group L1f. 'Health Inll. Co . v Royal Drug Co. , 

440 U. S. 205 (1919) ; Garci. v. I.l~d Program De.1gner, Inc., 

• F . ld 57 (let Cir . 19911 . 

7 

• 
The SupreMe Court haa identified a three part teat for 

determining whether a particular practice il a part of the 

·businea. of inaurance:- 'firat . whether the practice ha. the 

etfect ot transferring or apreading a policyholder's ri.k ; second, 

whether thl practice ia an integral part at the policy relationship 

between the inlurer and the in.ured, and th1rd, wh.ther the 

practico i. limited to .ntiti •• within the in.uranc. indu.try . ' 

Pireno, .58 U.S. at 129 (Citing Royal Drug, •• 0 U.S . 205 (197911.' 

Reinauranc. practic., fall within this teat . Any tran.action 

between an inaurer and a rein.urer i. princi~lly the aame a. a 

tran.action between an original policyholder and an inlurer, aa 

both center around the transfer of riak . Furthermore, reinaurance 

is not merely -an integral part of the policy relationship between 

the inaurer and insured,- it 11 thl policy relationship between the 

two partiel. Finally, the practIce of reinsuring insurers ie a 

practice -li~ited to entities within the in,urlnee indu_try.~ 

Since rein.ur.nce i •• prlctice which tall. within the 

~busines. of inauranee- the only que.tion that remains ia whether 

the Kentucky Liquidation Act wa. -enacted for the purpose of 

regulation of insurance- under McCarran-Fergu8on. tn Fabe , the 

Supreme Court held that in order for a .tate law to have been 

-enacted for the purpose of regulation at the buaineas of 

I Although ficeno and Royal Dru~ both concern an interpretation 
of the -business of insurance- language aa uled in the second clause 
of S 21bl of McCarran· Ferguaon , the Court. in Fabe. u.ed the teet in 
the context of deciding whether an Ohio priority statute waa 
preserved from preemption by the fir.t clau.e of HcCarran · Ferguaon, 
which ia similar to the issue before this Court. Fabe, 113 S. Ct. at 
2209 . 
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"' '" • • ~ insurance- under McCarran·rerguson. it must be ·~imed at protec:~n9 
~ 
r 
~ or regulating (thel relationship (betyeen the insurer and in8ure~l. 
~ 
~ directly or indirectly . - FAbe, ill 9 . Ct at 2208 (quoting SEC v. 
~ 

2 
r national 50cur1t1 ••• Inc .• 3'3 U.S. 453 . 460 (1'6'). The Court 

~ I tocused on the relation.hip bltween an Insuranci company and its 

~ policyholdera, Itatlng, 
~ 
:> 

< 
?2 
p -p 

§l 
~ 

-[tlha relation.hip between inBurar and in.ured, 
the type of policy which could be I •• ued. It. 
rllilbilltr' interpretatloD, and enforcement .. 
the •• lare the core of tbe 'bulinel. of 
iniurancl.' Undoubtedly, other activit! •• ot 
inlurance campanial relate 10 cl0 •• 1y to their 
.tltUI II reliable inlurera that tbey too mUlt be 
placid in the .ame cl.... But whatever the exact 
Icope of the atatutory tefft, it II clear where the 
tacua WI. -. it w •• on the relationlhip between the 
in.urance company and the policyholder . -

Id . (quoting Nat1 0nal Secur1ties. J9J U. S. at 460) . 

In thiB caae we have a state Itatute which specifically 

regulates the liquidation of insurance caapanle, and which rendera 

arbitration clau.e. unenforceable during liquidation. It ie clelr 

that through i te anti·arbitration provilion, among others, the 

Kentucky Liquidation Act regulates the performance of insurance 

contract I once an tnsurance company (or a re i nlurance company) !s 

declared i neolvent and enterl liquidation . It is crucial to the 

-r elationship between (anJ insurance company and [a l policyholder­

that both parties know that in the cale of insolvency . the 

insurance company will be liquidated in an organized fashion. 

The Cedenta argue th. t even i t the Kentucky Liquidation Act 

is found t o regulate t he bUliness of ineurance , the anti -

arbitrat ion provision contained in t he Act does not ·protect· the 

9 

• policyholder. . The Cedents ~aintain that , to the contrary, it 

deprive. them at I blrga i ned· for right to Arbit r at i on And thua i s 

not pre •• rved from preemption by McCarrAn· Perguaon. Thil ~rgument 

reliel on In overly narrow definition of -protecting-

policyholder • . F&be .tatel that -[a]tatut •• aimed at protecting QI 

regulating (the relation.hip between policyholder and In.urerl . 

directly or indirectly , are lawa regulating tbe 'bu.ine •• of 

inlurance, ' · ~nd tbat ~DY law with t he -end, intention, or aim of 

Idjulting, managing, or controlling tbl bu.ine •• of insurance- is a 

law -enlcted for the purpo •• of regullting the bUline •• of 

insurance . - Pabe, III S. Ct . at 2208, 2210 (citationl and 

quotatlonl olllitted) (emphilia odded) . 

The conceptI of -regulation- and -protection- are 

inextricably entwined and are often referred to interchangeably . 

In Garc1a, the First Circui t uled one term to detine t he ot her , 

holding that the provision in question could not b. .aid to 

-'regulate policyholders', tor it [wal] neither directed at, nor 

neces.ary for, the protection of the policyholder • . - c.ccj~, 4 

F.ld at 62. The Kentucky Liquidation Act ha. the -end , i ntention, 

or aim of adjusting , managing or controlling the bUline.s of 

inBurance,· in thlt it regulltea the winding up of an insolvent 

insurance company . The Liquidation Act -protects- policyholders 

whether they are individual policyholders or ceding insurance 

companies • • by •• suri ng that an inaolvent insurer will be 

l i qui dated In an orderly ~nd predictable ~nner and t he anti · 

arbi trat i on provision Is s imply one piece of that mechanism. 

10 
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Becaue. the Oi.trict Court found thlt the anti·arbitration 

provilion of the Liquidation Act WI. not enacted tor the purpoae ot 

protecting policyholder. Ind thu. not pr ••• rvtd by McCarran· 

Perguaon. it did not addre •• the foreign reinlurera' eor. apecific 

arguMent. reglrding international agreement. and the ConventioD. 

Both Britiah Aviation and RiCO argue that, .a foreign corporation., 

even It tho Kontucky Liquidation Act I. not preeopted by tho PAA '0 
to thl domeltic Ced.ntl, tb. CODvention would Itil1 require 

arbitration of their clalm8. The argument t. that under the 

Supremacy Clause the Convention luper.ed •• the Kentucky Liquidation 

Act . This argument tall. because the Convention I. not .elf· 

executing, and therefore, re11e8 upon An Act of Congr ••• for ita 

I.ple~ontatlon. See' u.s .c. II 101-101 (1"4) . 

A treaty I., in it. nature, I contract bltw.en 
two nationl . not I I_gi.latiya Ict. It doe. not 
generally .fflct, of it.elf. the object to be 
accompliehed; e.pecl.11y. 10 far II it. operation 
18 Intrl·tlrrltorialJ but 1. carried into execution 
by the lov.reign power of the relp,ctivi parti •• to 
the in.tru •• nt. In the United 9tate. , • different 
principle 1. e.tabli,hed. OUr conltltutioD 
declare. a treaty to bo the law ot the land . It 
tl , con.equently, to be regarded In courts of 
justice " equivalent to ~ Ict of the legill.ture, 
whan,vlr it operata. of it •• lf. vithout tbe atd of 
any legielatlve prov!aion. aut whln tbe t.~. of 
the stipulation iMPOrt a contract -- when either of 
the partiel engage. to perfOrM I particular act . 
the treaty ~ddre.'.8 it •• lf to the political, not 
the judicill department; and the legialature mu.t 
execute the contract, before it can beco •• a rule 
for the court . 

121 Foster v. Nielson, ~7 U, S . (1 pet . ) 153, 313·1< 118191 (oophlli. 

!O I added) . 

" p 

s 
~ 

McCarran ~ 'ergu80n statel -(n )o Act of Congre •• ahall be 

11 

con.trued to . 

at inllurance.-

• 
. luperaede any lav . . . regulating the bUli ne,. 

15 U.S.C . 11011(b) (1"4) . Accordingly. t ho 

i ~plementing 1lgill'tion doe. not prelmpt thl Kentucky Liquidation 

Act • . which, I. w. hAve already beld, i. a law 'regulating the 

bu.ine •• of inlurlne •. ' The Convention it.elt i. aimply 

Inapplicabl. In thl. In.taneo. 

COllCLU8IOII 

B.clu.. the Kentucky Liquidation Act i. • atate .tatute 

enacted 'for the purpo •• of regulating the bu.in ••• of in.urance ' 

and i. 'd.,lgned to protect policyholder.' under thl McCarran· 

Perguson Act, it il not preempted by tbe Feder.l Arbitration Act. 

We have con.ldorod the Cedents' other argument. and have found tbem 

to be without merit . ThUl, undor I 304 .13- 101(6) of the 

Liquidat i on Act, tho Liquidator cannot be compelled to arbitrate 

ond the District Court'. order compelling tho Liquidator to 

arbitrate 11 hereby rever.ed . 
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UNITED STATES COURT OF APPEALS 

FOR THE SECOND CIRCUIT 

No. 1516-August Term, 1994 

(Argued May 11, 1995 Decided September 14, 1995) 

Docket No. 94-9143 

DON W. STEPHENS, Commissioner of Insurance, 
Commonwealth of Kentucky as Liquidator of Delta 

• 

America Re Insurance Company, • 

Plaintiff-Appellant, 

- v.-

AMERICAN INTERNATIONAL INS. CO.; GRANITE STATE 
INSURANCE CO.; LEXINGTON INSURANCE COM­
PANY; N EW 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 . CO., 

Defendants, 

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

Defendants-Appell~es, 

ST. PAUL FIRE & MARINE INSURANCE CO.; 
TRANSAMERICA INSURANCE COMPANY, 

Defendants, 

CONSTITUTION STATE INSURANCE COMPANY, 

Defendant-App~llee, 

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

Defendants, 

I.A.G .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-Appell~e. 
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Before : 

NEWMAN, McLAUGHLIN and PARKER, 
Circuit Judges . 

Appeal from order of the United States District Court 
for the Southern District of New York, (Martin, 1.) 
compelling Liquidator to arbitrate disputes with various 
ceding insurance companies . Liquidator sued ceding 
companies to collect unpaid premiums for insolvent rein­
surer. Ceding compan ies moved to compel arb itration 
under Chapters 1 & 2 of the Federal Arbitration Act. 
Liquidator opposed motion arguing that the Kentucky 
Insurers Rehabilitation and Liquidation Law ("Kentucky 
Liquidation Act" ), contains statutory prohibition against 
compelling liquidator to arbitrate. Liquidator maintained 
that Kentucky Liquidation Act applied because the 
McCarran-Ferguson Act preserved it from preemption by 
Federal Arbitration Act. District Court held the anti­
arbitration provision of the Liquidation Act was not 
"designed to protect policyholders," therefore Liquida­
tion Act was not exempt from preemption by the Federal 
Arbitration Act and granted motion to compel arbitra­
tion. Because we find that the Liquidation Act is a state 
statute enacted "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 decis ion is reversed. 

WILLIAM F. COSTIGAN, New York, NY 
(Andrew 1. Cost igan, Costigan & Berns, 
P.C ., New York, NY, Jacqueline Syers 
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Duncan , Kevin M. McGuire, Jackson & 
Kelly, Lexington, KY, of counsel) , for 
plaintiff-appellant. 

JAMES D. VEACH, New York, NY (Guy P. 
Dauerty, Mound, Cotton & Wo\lan, New 
York, NY, of counsel), for defendants­
appellees St. Paul Surplus Lines Ins . 
Co ., Reinsurance Corporation of New 
York, Constitution State Insurance 
Company, Home Insurance Company, 
U.S. Intemational Reinsurance Com­
pany, Royal Insurance Company of 
America, and Royal Indemnity Company . 

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

PARKER, Circuit Judge : 

The issue presented on this appeal is whether an anti­
arbitration provision in the Kentucky Insurers Rehabil ­
itation and Liqu idation Law is enacted "for the purpose 
of 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 Liquidation Law is 
preserved by the McCarran-Ferguson Act and the Liq­
uidator cannot be compelled to arbitrate. The order of 
the Southern District of New York (Martin, 1. ) com­
pell ing 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 premiums, cede portions of that risk to reinsurers, in 
exchange for premiums, pursuant to reinsurance agree­
ments. In turn, the reinsurers, often, cede portions of the 
assumed risk to their own reinsurers. In this way, the risk 
associated with anyone policyholder is spread among a 
variety of insurers . 

In 1985, the Franklin Circuit Court of Kentucky found 
Delta to be insolvent. An Order of Liquidation was 
entered on September 15, 1985 and pursuant to the Ken­
tucky Insurers Rehabilitation and Liquidation Law, Ky. 
Rev. Stat. Ann. 304.33-010 et seq. (Baldwin 1994) ("the 
Kentucky Liquidation Act"), the Commissioner of Insur­
ance was appointed Liquidator, entrusted with oversee­
ing the liquidation of the company. In September 1991 , 
the Liquidator filed suit in the Southern District of New 
York, pursuant to 28 U.S .C. § 1332 (1988), against 
various companies who had ceded risk to Delta ("the 
Cedents"), 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 Liquidator claims they owe, against the 
value of losses owed to them by Delta. However, the 
Liquidator claims that setoffs are prohibited under the 
Kentucky Liquidation Act, § 304.33-330, which pro-
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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 unearned, to the 
Insurer. 

Ky. Rev. Stat. Ann. § 304.33-330(2)(d) (Baldwin 1994). 

All of the reinsurance contracts at issue contain broad 
arb itration clauses. Certain Cedents moved to compel 
arbitration under the Federal Arbitration Act (UFAA"), 9 
U.S.C. § 1 et seq. (1994). All but one of these Cedents 
sought to compel arbitration under the provis ions of 
Chapter 1 of the FAA, under which arbitration may be 
ordered only in the district where the petition requesting 
the order was filed. 9 U.S.C. § 4 (1994). However, 
Brit ish Aviation Insurance Company, Ltd . ("British 
Aviation"), moved to compel arbitration abroad, pur­
suant to Chapter 2 of the FAA, 9 U.S.C. § 201 et seq., 
which implements the Convention on the Recognition 
and Enforcement of Foreign Arbitral Awards (Uthe 
Convention").' 

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

[il f there is a delinquency proceeding under this 
subt itle , the provisions of th is subtitle shall govern 

Another Cedent. Reinsurance Corporation of New York. (UK) Ltd. 
C RECOn

) is iillso an alien and tbus subject to tbe Convention, but 
is seeking arbitration in New York. and thus bas moved pursuant to 
Chapler I. 
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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 th ird 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. Stat. Ann . § 304.33-010(6) (Baldwin 1994). 
The Liquidator argued that this section null ified the arbi­
tration clauses in this case. The Cedents , however, 
asserted that the FAA preempts this section of the Ken­
tucky Liquidation Act . The Liquidator maintained that 
the FAA does not apply because the McCarran-Ferguson 
Act ("McCarran-Ferguson" ), I S U.S.C. § lOl l e t seq. 
(1 994), preserved the Kentucky Liquidation Act from 
preemption because the Act was enacted "for the pur­
pose of regulating the business of insurance" and the 
FAA does not relate to the business of insurance . 

The District Court held that the anti-arbitration pro­
vision of the Kentucky Liquidation Act was not 
"des igned to protect policyholders and thus [was not] 
exempt from preemption by the FAA," and granted the 
Cedents' motions to compel arbitration . Stephens v. 
American Int 'llns. Co., et aI., No. 91-CIV-6245 , slip op. 
at 3 (S.D.N.¥. Aug . 12, 1994). This Court granted the 
liquidator 's motion for permission to appeal Judge Mar­
tin'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 

I. 

Generally. arbitration clauses are enforceable under 
the Federal Arbitration Act. 9 U.S.C . § 3 (1994). Under 
the conventional application of the supremacy clause and 
rules of statutory construction. the FAA. a 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 enacted the McCarran­
Ferguson Act. McCarran-Ferguson preserves state 
statutes, enacted "for the purpose of regulating the busi­
ness of insurance," from preemption 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 
S tate for the purpose of regulating the business of 
insurance ... unless such Act specifically relates 
to the business of insurance. 

15 U.S.C. § IOI2(b) (1994). 

The Liquidator argues that the Kentucky Liquidation 
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 to 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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1 

phrase has been defined by the courts . Su United States 
Dept. of Treasury v. Fabe, _ U.S. -' 113 S. Ct. 2202 
(1 993) ; Union Labor Life Ins. Co. v. Pireno , 458 U.S. 
119 (1982); Group Life & Health Ins. Co. v Royal Drug 
Co., 440 U.S . 205 (1 979); Garcia v. Island 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 or spreading a policyholder's 
risk; second, whether the practice is an integral part of 
the policy re lationship between the insurer and the 
insured; and third, whether the practice is limited to enti­
ties with in the insurance industry." Pireno, 458 U.S. at 
129 (citing Royal Drug, 440 U.S. 205 (1979».2 Rein­
surance practices fall within this test. Any transaction 
between an insurer and a reinsurer is principally the 
same as a transaction between an original policyholder 
and an insurer, as both center around the transfer of risk. 
Furthermore , reinsurance is not merely "an integral part 
of the policy relationship between the insurer and 
insured," it is the policy relationship between the 
two parties . Finally, the practice of reinsuring insurers 
is a practice "li mited to entities within the insurance 
industry. " 

Since re insurance is a practice which falls within the 
"business of insurance" the only question that remains is 
whether the Kentucky Liquidation Act was "enacted for 

2 Although PiT~n.O and Royal Drul both concern an interpretation of 
the "business of insurance" language as used in the second clause of 
§ 2(b) of McCarnn-Ferguson. the Court. in Fab., used the test in the 
context of deciding whether aD Ohio priority stamtc was preserved from 
preemption by the first clause of McCarnn-FergusoD. which is similar 
to the issue before this Court. Fab., 113 S. Ct. at 2209. 
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the purpose of regulation of insurance" under McCarran­
Ferguson. In Fab~, 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." Fab~, 113 S. Ct at 2208 
(quoting SEC v. National S~curiti~s, Inc., 393 U.S. 453, 
460 (1969). The Court focused on the relationship 
between an insurance company and its policyholders, 
stating, 

"(t)he relationship between insurer and insured, the 
type of policy which could be issued, its reliability, 
interpretation, and enforcement-these [are) the 
core of the 'business of insurance.' Undoubtedly, 
other activities of insurance companies relate so 
closely to their status as reliable insurers that they 
too must be placed in the same class. But whatever 
the exact scope of the statutory term, it is clear 
where the focus was-it was on the relationship 
between the insurance company and the policy­
holder. " 

Id. (quoting National Securiti~s. 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 unenforceable 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 
[a) pol icyholder" 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 on 
an overly narrow definition of "protecting" policyhold­
ers. F abe states that "[s]tatutes aimed at protecting or 
regulating [the relationship between policyholder and 
insurer), directly or indirectly, are laws regulating the 
'business of insurance,' " and that any law with the "end, 
intention, or aim of adjusting, managing, or controlling 
the business of insurance" is a law "enacted for the pur­
pose of regulating the business of insurance." Fabe, 113 
S. Ct. at 2208, 2210 (citations and quotations omitted) 
(emphasis added). 

The concepts of "regulation" and "protection" are 
inextricably entwined and 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 
[was] neither directed at, nor necessary for, the protec­
tion of the policyholders." Garcia, 4 F.3d at 62. The 
Kentucky Liquidation Act has the "end, intention, or aim 
of adjusting, 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. 

11_ 

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 Convention. Both 
British Aviation and RECO argue that, as foreign cor­
porations, even if the Kentucky Liquidation Act is not 
preempted by the FAA as to the domestic Cedents , the 
Convention would still require arbitration of their 
claims. The argument is that under the Supremacy 
Clause the Convention supersedes the Kentucky Liqui­
dation Act. This argument fails because the Convention 
is not self-executing, and therefore, relies upon an Act of 
Congress for its implementation. Su 9 U.S.C. §§ 201-
208 (1994). 

A treaty is, in its nature, a contract between two 
nations, not a legislative act. It does not generally 
effect, of itself, the object to be accomplished; espe­
cially, 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 itself, 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 Pet.) 253, 313-14 (1829) 
(emphasis added). McCarran-Ferguson states "[n1o Act 
of Congress shall be construed to. . . supersede any law 
... regulating the business of insurance." 15 U.S.C. 
§ 1012(b) (1994). Accordingly, the implementing leg­
islation does not preempt the Kentucky Liquidation 
Act-which, as we have already held, is a law "regu­
lating the business of insurance." The Convention itself 
is simply inapplicable in this instance . 

CONCLUSION 

Because the Kentucky Liquidation Act is a state 
statute enacted "for the purpose of regulating the busi­
ness of insurance" and is "designed to protect policy­
holders" under the McCarran-Ferguson Act, it is not 
preempted by the Federal Arbitration Act. We have con­
sidered the Cedents' other arguments and have found 
them to be without merit. Thus, under § 304.33-101(6) 
of the Liquidation Act, the Liquidator cannot be com­
pelled to arbitrate and the District Court's order com­
pelling the Liquidator to arbitrate is hereby reversed. 
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