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action,'> Article 9 would treat insurance policies as general intangibles."
Security interests in general intangibles are perfected by filing with the
Secretary of State.'* They are subject to a well-understood foreclosure and
disposition regime."> Contractual restrictions on assignment of interests in
general intangibles are invalid.'® These features of Article 9, in addition to
its general coherence and uniform treatment of other security interests,
promise substantial improvements to this area of financing.

Part III goes on to consider and reject objections to this proposal.
Five such objections are considered. Historical analysis shows that there
was never a compelling reason for the exclusion, and policy analysis shows
that exclusion is an inappropriate mechanism for protecting consumers or
the insurance industry. Part IV concludes by taking stock of the problem
and imagining the significance of this proposed solution for the broader
financial market.

I.I' WHY PEOPLE BORROW AGAINST THEIR INSURANCE
POLICIES, AND WHY IT SHOULD BE EASIER.

Judge Crippin in St. John v. American Mutual Life Insurance Co.,
noted that “[W]ithout the right to assign, insurances on lives lose half their
usefulness.”’” An insured’s right to assign an insurance policy to a third
party is not seriously contested. The right was clearly recognized by the
Supreme Court of the United States in 1911."® But the law may make it
difficult,” and as a result compromise half the usefulness of an insurance
policy.

Many different rationales might motivate an individual to borrow
against her life insurance policy.”* Most simply, an insured may desire to
keep her insurance policy but be unable or unwilling to continue paying

12 See infira note 94.

BU.C.C. § 9-102(1)(42) (2000).

U.C.C. § 9-310 (2000).

5U.C.C. § 9-610(a) (2000).

1 U.C.C. § 9-408 (2000).

'7°St. John v. Am. Mut. Life Ins. Co., 13 N.Y. 31, 39 (1855). In that case,
perhaps not by coincidence, the surrender value of the policy was approximately
half of the death benefit.

'® Grigsby v. Russel, 222 U.S. 149 (1911).

1 See infra Part II.

% Sachin Kohli, Pricing Death: Analyzing the Secondary Market for Life
Insurance Policies and its Regulatory Environment, 54 BUFF. L. REV. 279, 293-95
(2006) (listing manifold reasons policy owner may wish to part with it).
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Another way for a cash strapped consumer to deal with premium
payments is to borrow against the insurance policy for those same amounts.
Loans secured by life insurance mark a palatable halfway point between the
extremes of outright sale of the policy on the one hand and continued
premium payment (which may no longer be possible for some insureds) on
the other. Policy-secured loans allow an insured to monetize her valuable
asset without permanently losing her residual interest in her policy. If she
later regrets borrowing against her policy, she may be able to repay her
creditor and again own the proceeds in full.”® If the insured dies before
having borrowed much of her line of credit, the surplus value above the
debt belongs to her or her estate.”’

Today many consumers borrow from their life insurance
companies. However, because the current legal regime discourages third-
party creditors from making favorable bids, insureds must often borrow
from their insurance company without being able to consider competing
offers from other lenders.”® The bargaining power of the insured and the
lending insurance company is grossly unequal, and one may reasonably
deduce that this inequality harms consumers and generally discourages
consumers from borrowing against their insurance. Insurance statutes and
market competition only partially mitigate these harms.

If we improve the law, with the result being a freer market, what is
the benefit? This section addresses that question, explaining how the power
to liberally sell or borrow against a policy will tend to benefit consumers by
obtaining greater value for them than the transactions in which they
currently engage. A liberal secondary market involving securitization of
life insurance policies will also benefit investors, insurance companies, and
the market as a whole.

2 See 44 C.1.S. Insurance § 563 (2007).

27 See 44 C.1.S. Insurance § 562 (2007).

*® Insurance companies take steps to discourage insureds access to third-party
financing. See Lori Widmer, Life Settlement Regulation Makes It Harder to Avoid
the Market, AGENT SALES J., Feb. 2010 (“Many have gone so far as to ban the
mere mention of life settlements to policyholders, and a number of insurers include
contract stipulations that expressly prohibit agents from entering into such
discussions.”). Some insurance companies have restricted agents from informing
customers about third party assignability rights, while one insurance company has
added a “right of first refusal.” James C. Magner, What is Life Insurance? The
Evolution of Financial Products, 35 EST. PLAN 24, 30 (2008). Accumulator
Universal Life III offered by Phoenix Home Life Variable Insurance Company, a
Connecticut-domiciled affiliate of Phoenix Life Insurance. /d. at 30 n.55.0z.
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sufficient to cover her premiums may surrender her policy or allow it to
lapse.

Insurance companies build a rate of lapse into their business
models.”” They assume that some insureds will stop paying the premiums
rather than wait to collect the full maturity sum, even when the maturity
amount is substantially greater than the premiums probably required to
service the policy. If insureds could borrow up to the true value of their
policy at a competitive rate, they could pay their premiums on credit and
avoid lapse, or borrow against their policies rather than use the surrender
option.

Primary markets for insurance products are largely competitive,”*
so initial surrender prices should be actuarially fair at the time a consumer
begins coverage. Even without laws forbidding the abusive practices Gazur
reported, insurance companies have an incentive to offer !"#$%@&deasonable
surrender options because it is one feature consumers may compare as they
decide which policy to select. Customers will pay less for an insurance
policy if they think that it will be subject to unfair borrowing or surrender
terms.

However insurers have no I"#'()& incentive to update the surrender
value to become actuarially fair.*> The contract has been signed, and the
competitive pressure is gone. In particular an insurance company is
unlikely to improve the surrender or borrowing terms if an individual learns
that her health prospects have worsened.

Poor health means that the insurance contract is likely to pay
sooner than initially expected. Consequently, the insurance policy becomes
more valuable. The insured, now having a shorter life span than was
predicted by the insurer’s initial models, will pay fewer premiums and wait
a shorter time before her estate can collect. But this is true only if she holds
the policy until maturity. No extra value is realized if she surrenders the
policy or allows the policy to lapse.

If the surrender value represents the amount of money needed to
pay the maturity sum in the future, and the maturity date has moved sooner,
the surrender value should increase. But the insurance contract generally do

¥ DOMINIQUE LEBEL, TOWERS PERRIN TILLINGHAST, PRESENTATION AT
SOCIETY OF ACTUARIES ANNUAL MEETING: PRICING LAPSE-SUPPORTED
PRODUCTS/LAPSE-SENSITIVE PRODUCTS (Oct. 16, 2006) (A lapse-supported
product is “a product where there would be a material decrease in profitability if, in
the pricing calculation, the ultimate lapse rates were set to zero (assuming all other
pricing parameters remain the same).”).

3 Doherty & Singer, )*'+$#note 1, at 468.

-, at 462.
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a policy, they must research policies for their own long-term holdings. But
where resale is possible, a savvy investor may dedicate resources to
evaluating policies. She may invest in far more policies than she would be
comfortable holding to maturity because she anticipates selling them to
investors lacking the specialized evaluating skills.”' More policies will be
funded and better investment research skills will be developed in a
specialized market with liquid secondary sales. Lenders may lend more on
insurance than they otherwise would, knowing that they will not have to
hold collateral to maturity.

Third, vibrant markets lead to price discovery, which allows non-
speculators to be comfortable investing in a given asset class. Fourth,
where policies are liberally sold and resold, they can be combined,
bundled, and securitized in a way that reduces risk. The benefits of
investing2 in pools, rather than in their individual underlying assets, are well
known.

Tt is also true that some investors may dedicate less resources to evaluating
assets when they know that they will be passed onto to less specialized secondary
purchasers. That is one key cause of the present financial crisis. Too many
investors or lenders allowed their internal controls to lapse because they knew that
they would not bear the costs of their errors, and too many secondary purchasers
trusted ratings agencies or bond insurers. However, the above point about the raise
of specialized investment evaluation skills remains valid. If it costs $10 to develop
a method for determining whether investment X is $1 more profitable than
investment Y, or vice versa, then few companies will develop that method. But if a
company can the sell their interest in X or Y to a third party, and then use the
proceeds to buy either X2 or Y2, that company can use the method again. The
more iterations, the greater the return on the knowledge investment. Capital is
better allocated when companies profitably invest in vetting and evaluation
methods. Doubtless, many companies failed to adequately evaluate the viability of
many subprime, exotic, or complex assets. But the few that did evaluate, and the
many more that could have, did so because of technology that only made sense in a
securitized market where primary investors didn’t have to buy and hold.

21" LIFE SETTLEMENTS TASK FORCE, STAFF REPORT TO THE UNITED STATES
SECURITIES AND EXCHANGE COMMISSION 6 (2010) (“the majority of investors in
today’s life settlements market are large institutional investors looking to acquire
pools of policies™). The benefits of pooled investments accrue only if the risks of
individual assets are not highly positively correlated. Pooled life insurance policies
will generally meet this condition. Mortality rates generally do not rise and fall in
tandem for geographically spread policy holders. The possibility for pooling is one
of the major enablers of an insurance industry. If one individual’s death was
strongly positively correlated with many other individuals, insurance companies
would not be able to reduce risk by holding a large portfolio.
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This raises the troublesome possibility that security interest in life
insurance policies might be perfected by possession without notification.'"
The common law pledge existed in every state prior to the Uniform
Commercial Code.'” While Article 9 controls formerly-pledged
transactions of other kinds, the life insurance carve-out puts these policies
squarely within the case law that has always governed pledges. As a result,
this case law has given great importance to physical possession of policies.

It should provide no comfort to note that not all jurisdictions follow
this rule, with some vindicating the industry practice of disregarding
physical possession.'” Opportunities for confusion and conflict abound.
Physical possession may matter in one state, but not in another, such that
the perfection regime is ruefully diverse.

Not only do jurisdictions differ from one another, intra-
jurisdictional variation is also substantial. It is often difficult to disentangle
judicial decisions interpreting the common law of pledges rather than the
statutory pledge act of a given state — only the latter being repealed in many
of the states that have adopted the Uniform Commercial Code. The
portions of those decisions that interpret the common law, and the cases so

S.W.2d 1060 (Mo. Ct. App. 1939) (life insurance policy; no formal or written
assignment necessary); Fidelity Union Trust Co. v. Phillips, 68 A.2d 574, (N.J.
Super. Ct. Ch. Div. 1949) (by implication; life policy); MacQueen v. Dollar Sav.
Bank Co., 15 N.E.2d 529 (Ohio 1938) (life insurance, pledged by deposit without
written assignment); Woofter v. Fourth Nat’l Bank, 78 P.2d 683 (Okla. 1938)
(insurance policy and benefit certificate); Page v. Detroit Life Ins. Co., 11 Tenn.
App. 417 (1929) (life insurance policy); Sun Life Assur. Co. v.Weyen, 136 F.
Supp. 592 (D.C. Wash. 1955); Massachusetts Mut. Life Ins. Co. v. Bank of
California, 60 P.2d 675 (Wa. 1936) (life policy). See 5 RUSS ET AL, COUCH ON
INSURANCE § 37:47 (3d ed. 2008).

192 See In re Bickford's Estate, 38 N.Y.S.2d 785 (1942) (no written assignment
necessary where policy is delivered); Woofter v. Fourth Nat’l Bank, 78 P.2d 683
(Okla. 1938) (pledge did not require written assignment).

19 Shanklin v. Madison County, 21 Ohio St. 575 (1871) (A chose in action
may be equitably assigned without any written transfer). See also RESTATEMENT
(FIRST) OF SECURITY § 1, cmt. (e) (1941) (defining an insurance policy as an
“indispensable instrument,” an interest in which may secured by possession).

1% See 1 GILMORE, supra note 80, § 14.1.

19 See Metro. Life Ins. Co. v. Haack, 50 F. Supp. 55, 63-64 (W.D. La. 1943)
(stating that an insurance policy cannot be pledged by possession); Commercial
Nat’l. Bank v. Chapman, 206 F.2d 349, 349-51 (5th Cir. 1953) (holding that a
statute authorizing pledge by delivery without assignment was ineffective, so
creditor took no rights against beneficiaries of the policy).
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distant in time as to predate those repealed statutes, make an uneven sample
from which to rediscover the common law of choses.

3.1 Notification to Third Parties

Industry practice has it that insurers have no general duty of
notification to any actual or potential creditor, and the common law agrees
to some extent. As a result, important information may not be shared, to the
frustration of many parties.

It is clear that subsequent assignees have no right to the
information they need to determine whether their interest is
subordinated.'” The insurer has no general duty to notify assignees that the
insured has discontinued premium payments.'” Thus, an assignee may
become an unsecured creditor when she finds that the insurance policy has
lapsed for want of payment.

For this reason, it is generally incumbent upon assignees to
diligently request information from policy issuers and, when necessary, pay
premiums for the policies. But some statutes differ, reducing inter-
jurisdictional uniformity and putting a burden on the issuing insurer.'®®

Moreover, actions or representations by the insurer may give rise to
estoppel,'” and the insurer’s knowledge of the terms of the assignment has
given rise to liability.""’ Thus, “[t]he outcome in the lapse cases is by no
means a certitude either for the assignee or the insurer.”''" It becomes a

1% See discussion infia Part A.4.

197 See Standard Fire Ins. Co. v. United States, 407 F.2d 1295, 1300-01 (5th
Cir. 1969); Sorenson v. Nat’l. Life Ins. Co., 201 N.W.2d 510, 512 (Wis. 1972);
Lewis State Bank v. Travelers Ins. Co., 356 So. 2d 1344, 1346-48 (Fla. Dist. Ct.
App. 1978); Mut. Benefit Life Ins. Co. v. First Nat’l Bank, 74 S.W. 1066, 1070
(Ky. 1903).

1% See CAL. INS. CODE § 10173.2 (West 2005) (stating that notice is required);
215 ILL. COMP. STAT. ANN. 5/234 (West 2000) (stating that notice is required);
N.Y. INS. LAW § 3211 (McKinney 2006) (stating that assignment may call for
notice that premiums are due).

1% Missouri Cattle Loan Co. v. Great S. Life Ins. Co., 52 S.W.2d 1, 10-11
(Mo. 1932) (holding that assignee relied on insurer’s promise to provide notice if
premiums were due).

" Bank of Poplar Bluff v. Metro. Life Ins. Co., 723 S.W.2d 514, 517-23 (Mo.
Ct. App. 1986) (the court looked to the contract of assignment and the policy
assigned to determine whether the insurer was obliged to provide notice to
assignee).

"' Knippenberg, supra note 11, at 7.
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5. UCC Solution

As described above, industry practice has it that interests in
insurance policies are perfected by notification to the insurance company,
with physical possession of the policy having no legal effect. However, as
also described above, the non-UCC law provides ample examples where
the law contradicts insurance industry practice. Regardless of whether !"#$
can be distinguished in one jurisdiction or another,'* the law here is a field
of brambles, much underestimated in its propensity to entangle otherwise
benign transactions. Professor Knippenberg summarizes the non-UCC law
in this way:

The long and short of it is, there are risks and costs both to
lenders seeking to secure a debt through an assignment of
life insurance, and to insurers who are driven to
interpleader actions or, not infrequently, forced to justify as
defendants the payment of proceeds to one or another of
multiple claimants. These risks and costs are of the sort
that are predictably generated where, for lack of thorough
statutory treatment, there is room left by uncertainty for
argument. 127

He concludes that “the law governing assignment, then, is sufficiently
flaccid, incomplete and non-uniform to suggest insurers and assignees alike
would benefit from . . . Article 9.”'** A fundamental policy of Article 9 of
the Uniform Commercial Code is to discourage secret liens,'” and it could
be applied here to give parties greater comfort in their security.

The UCC should be amended to remove the life insurance
exclusion and treat life insurance policy interests as general intangibles,
while still acknowledging the realities of the insurer’s special role. Issuer
loans against policies should be treated as purchase money security
interests under § 9-107. Such loans should be automatically perfected for a
period of time, and then achieve super priority if perfected through notice.
Short term financing for an insured who is late in an insurance premium
payment may never need to be filed. Nor would an insurance company be
forced to file at a moment of great inconvenience, merely because of the

126 Rose v. AmSouth Bank of Florida, 391 F.3d 63, 65 (2d Cir. 2004).
12" Knippenberg, #%&'(note 11, at 8.

128 Y4 at 9,

12 $$)-.'$ Cushman Baking, 526 F.2d 23, 28-29 (Ist Cir. 1975).
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his debt obligations to a collateral assignee, a number of questions emerge:
(1) may the creditor exercise the surrender option of the policy to satisfy
the debt; (2) may the creditor wait until the policy matures and collect the
proceeds; (3) may the creditor sell the policy to a third party, and under
what conditions; and (3) may that third party surrender, wait to collect, or
resell? At some stage, one of these options may produce cash in excess of
the debt as of yet unsatisfied, provoking the most important question of all:
who can keep this surplus of cash above the borrower’s remaining debt?

There is a gulf between what the law permits and what is industry
practice. Generally, lenders expect to keep the surplus from the policy, or
else to sell the policy to a buyer who will someday get to keep the surplus.
The borrower often loses more than the initial bargain contemplated, and
the law generally regards surplus as the property of the borrower. Statutory
treatment is desperately required to curtail the most abusive practices
currently extant, as well as to clarify creditors’ and third parties’ rights to
the benefits of their bargains.

As with the previous section considering the perfection problem, it
makes sense to look at what third-party lenders believe and what they do.

In many cases, lenders’ actions are based on wrong assumptions, and
increase their own risks needlessly. Lenders will generally lend an amount
that falls somewhere between the policy’s surrender value and the maturity
proceeds. Lenders reason that if the insured defaults, they can surrender the
policy with no risk and satisfy the remaining debt. Or, if they have the
appetite and sufficient patience, they can pay the premiums until the policy
matures and then collect the death benefit. Or they may sell the policy on
the secondary market.

These various actions by lenders are based on their understandings
(sometimes misunderstanding) of their rights. Creditors believe they have
the right to surrender the insurance policy. Most lenders believe that they
can foreclose on their security with minimal process or protection for the
debtor and sell the policy to a third party, who takes the policy free and
clear and may receive the full proceeds.

Some lenders believe that they may keep the full balance paid by
the purchasing third party, or paid upon maturity by the insurance
company, even if it exceeds the value of the defaulted debt, with no need to
return the surplus to the debtor or beneficiaries.”** Other lenders believe it

2 This belief is perpetuated in part by the widespread practice of executing

security assignments using absolute assignment forms. Thus, the paperwork
already looks like the creditor has been given the whole policy, without regard to
specific obligations.
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position is that a creditor-assignee may only take the remaining
indebtedness, plus expenses such as payments made to keep the policy
alive.”® Many states have statutes to this effect, patterned off of the
Uniform Consumer Credit Code.”” In the vast majority of cases, courts
construe the assignment so as to reserve to the non-creditor beneficiaries
any excess of proceeds over indebtedness.'*’ The burden is on the creditor
to establish what he is due under the indebtedness."*’

Arguments in favor of a creditor’s right of windfall are usually
limited in their scope. For example, the assignee of a policy of insurance,
assigned by way of security, is sometimes said to occupy the same status as
the insured with respect to the rights and liabilities under that particular
policy that the insured occupied.'* In allowing a creditor to foreclose upon
and sell an insurance policy, the Florida Supreme Court’s !""#$%&$'())(*+,
seems to advocate for this view:

The assignee of a policy of insurance, such as life
insurance, assigned by way of security, in general,
occupies the same status with respect to the rights and
liabilities under the policy that the insured occupied, to the

the amount exceeding the amount of the debt plus interest.”); Rattray v. Banks, 121
S.E. 516 (Ga. Ct. App. 1924); First Nat’l Bank v. Sec. Mut. Life Ins. Co., 222 S.W.
832 (Mo. 1920); Minn. Mut. Life Ins. Co. v. Manthei, 189 S.W.2d 144 (Mo. Ct.
App. 1945).

B% William H. Danne, Jr., Annotation, -(./0$ "1$ 2345(0"3% 64#41(7(*38% "3%
9,,(#44%$"1$ #,;3*#74$<")(783"#$=(1487033$0"$ @A74,,$<3"7445,$B%43$ 9+";:#0$
BC45%"#$>476 A.L.R.6th 391 § 5 (2005).

13 UNIF. CONSUMER CREDIT CODE (1974) § 4.105(2) (1974) (creditor must
pay to the consumer or his or her estate all proceeds received by the creditor in
excess of the amount to which the creditor is entitled within 10 days after receipt of
the proceeds).

" Danne, ,;D3*$note 138. E44F$48L&xton v. United States, 340 F.3d 659,
662 (8th Cir. 2003). (“[A] collateral assignment transfers only those rights
necessary to secure the assignor’s debt and extinguishes the named beneficiary’s
interest only to the extent of the assignor’s debt to the assignee.”).

41 EA4F$4&Iloyd v. Victory Sav. Bank, 189 S.E. 462, 467 (S.C. 1937).

245 C.J.S. #,;3*#74 § 757 (2007) (note, however that this passage reads in
full “The assignee of a policy of insurance, such as life insurance, assigned by way
of security, in general, occupies the same status with respect to the rights and
liabilities under the policy which the insured occupied, to the extent of the
indebtedness for which the policy was assigned as collateral.”).
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extent of the indebtedness for which the policy was
assigned as collateral.'*

The court goes on to say that the assignee may sell the policy by order of
court and that the purchaser

would stand in the position of the insured as to the right to
exercise options under the policy, and therefore would
thereby acquire the right to surrender the policy for its cash
surrender value, or make such other settlement with the
company in regard to the policy as could have been made
by the insured, had the policy not been assigned.'**

Although Moon does authorize some creditor activity, the Moon court is
careful to include the limiting phrase “to the extent of the indebtedness.”'*
The court does not explain what would happen if the court-ordered sale
price exceeded the indebtedness, and it cites to Metropolitan Life Insurance
Co. v. O’Brien, a case in which the creditor’s recovery is limited by the
debtor’s indebtedness.'*

A similar argument emerges from the fact that most courts have
held that a creditor, holding a policy as collateral, may surrender the policy
to the insurance company upon the insured’s default.'”’ An assignee-
creditor has the power to terminate the contract for insurance and end any

> Moon v. Williams, 135 So. 555, 557 (Fla. 1931).

144

S Id. at 556.

14652 N.W. 1012, 1013-14 (Mich. 1892) (“Creditors, however, hold only what
is necessary for their indemnity for the debt, and the representatives of the insured
will be entitled to the balance.”) .

7 Bush v. Block, 187 S.W. 153, 156 (Mo. Ct. App. 1916) (Assignee of life
policy taken as security loan, which then comes into default, may convert the
policy into a paid-up policy upon notice to the insured); Mut. Benefit Life Ins. Co.
v. First Nat’l Bank, 169 S.W. 1028, 1034 (Ky. 1914) (creditor to whom life policy
assigned may surrender the policy); Higgins v. Helmbold, 48 App. D.C. 50 (1918);
Bank of Idana v. Ill. Life Ins. Co., 9 P.2d 629 (Kan. 1932); McGimpsey v. Sec.
Bldg. & Loan Ass'n, 157 A. 441 (N.J. 1931); Wilson v. Prudential Ins. Co., 187 A.
251 (Pa. Super. Ct. 1936); See Gen. Am. Life Ins. Co. v. Fraventhal & Schwarz,
101 S. W.2d 953, 954 (Ark. 1937).
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future growth in the policy principal. Some creditors may reason !"#$%&'$%'
that power of surrender entails the existence of equal or lesser rights.'*®

In (&)*+,-".14/"01"21+345*%'6!+"7'#*"8+,1"($2 bank purchased
a life insurance policy sold in foreclosure by a collateral assignee.'”’ The
bank sought to have itself listed as a beneficiary under the policy."™ The
court ruled for the bank, analogizing the power of appointment to the right
of surrender: “Rights with respect to loans and surrender clauses in a policy
are rights of the same nature and character as the one to change beneficiary,
and we can think of no reason why the purchaser of the policy in this case
should not enjoy the same right . . . .”"'

Similarly, if the power to destroy the policy is theirs, then any
value in surplus of the surrender value persists due solely to their benign
neglect of that power. And any premiums paid from that point forward goes
to grow the principal and increase the chance that the principal will be
realized rather than the surrender value.

There is a sense in which the surplus is created through the
creditors’ actions alone and so they are entitled to it. But it proves difficult
to find a case where the surplus-taker did not acquire the policy after the
appropriate judicial sale. No such case validates the right of the creditor to
hold a maturity or resale balance in excess of the debt and costs. The most
this reasoning proves is that if a party takes the policy after court-ordered
sale, they may be able to keep whatever proceeds are later liberated — but it
says nothing about the proceeds of the judicial sale itself, which surplus
may be properly allocated to the insured.

Perhaps sensitive to unfavorable law, industry practice has it that a
creditor who is owed less than the maturity payment will persuade a
defaulted debtor to list the creditor as beneficiary on the policy and sign
away his residual rights in the insurance in satisfaction of the debt. In this
way, the creditor obtains an amount of money greater than the nominal
value of the debt and the debtor retains no rights to any residual.

The transaction then acquires the character of a wager contract,
with all the worrisome policy implications of the creditor hoping for the
early demise of the insured.””” These surplus allocations are more

148 466$%FRANK HERBERT, DUNE 462 (2005) (“The power to destroy a thing
is the absolute control over it”).

149141 So. 481 (La. Ct. App. 1932).

150 891

1 89Ht 482.

132 %% Anthony Alt, Note,":28;37'#*"8+,<%!+6*"2$="6"*,>"4"?")) @'+A"B##*6&8"$+"
C<5I+"?'A+'&@"1+9"&D*" ?*1&D" $#" 7'#*" 8+, £ YAM*MARIA L. REV. 605 (2009).
=8 +H%IILD.
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ability to take the surplus from the insured, creditors will benefit from
greater legal certainty and reduced litigation.

2.1 UCC Solution

The surplus problem involves confusion as to the treatment of
surplus proceeds and facilitates predatory behavior by creditors. Inclusion
in Article 9 is the appropriate remedy. It is not enough to simply clarify in
statute that the creditor may not keep surplus unless clearly specified."®
This clarification is appropriate, and a truthful depiction of the law as best
as can be construed, but it creates bad incentives if adopted alone.

Imagine a creditor in possession of a policy with a maturity value
of $1,000,000, a surrender value of $100,000 and a resale value, reflecting
the expected value of the policy given premium and maturity date, of
$200,000. Imagine, further, that the creditor is owed $100,000. Under
current industry practice, the creditor is likely to resell the policy for
$200,000 to a purchaser willing to wait for maturity. The creditor will keep
all $200,000, representing $100,000 of debt and a $100,000 surplus. The
better result is that the creditor keeps $100,000 and returns $100,000 to the
debtor insured.

But if the law were amended to clarify that the $100,000 belonged
to the debtor, this better result will not obtain. Stripped of any potential
surplus, the creditor would simply surrender the policy for $100,000. Why?
Surrender is always easier than more complex commercial transactions,
which are risky in terms of their value, and which require the seller to pay
the insurance premiums until disposition.

Surrender also reduces litigation risks. If the debtor has an interest
in the surplus, the debtor may litigate if he feels the creditor made unwise
choices in selling. He may claim that the creditor made a hasty sale, or a
sale to a friend on unfair terms, resulting in a cognizable harm to the
debtor’s interest. There is no incentive for the creditor to bear those risks.
As long as resale has risk but no benefit, and as long as surrender remains a
legal option, value will be lost to the debtor-insured.

"% There is nothing wrong, !"#$%"in allowing an assignee to take the whole
surplus. But such transaction is really a sale of the policy, in consideration for a
loan, with the seller’s right to repurchase for the loan principal plus interest.
Presumably the loan offered is at a below market interest rate, as the lender expects
to make their real gain on the surplus. But such a transaction should be clearly
labeled as such, and not sprung upon a borrower.
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Inclusion of interests in insurance policies within the UCC would
subject the decision to resell or surrender to Article 9°s standard foreclosure
provisions. Upon default by the debtor, a secured creditor has a right to
dispose of the collateral.'”” The creditor may come to own the collateral,
should she wish, by purchasing it in a judicially administered sale.'® But
the disposition need not be judicially administered, nor need it even be a
sale,'”’ so long as it is commercially reasonable.'® Dispositions in
conformity with reasonable commercial practices are deemed to be
commercially reasonable.'®

Creditors have hitherto had undue freedom with regard to liberal
surrender. Surrender should properly be regarded as one of the many
options potentially available to the foreclosing creditor. Sometimes
surrender would be regarded as a commercially reasonable option, such as
where the surrender amount is likely to equal the resale amount. But under
the UCC, creditors would no longer be allowed a general safe harbor for
surrenders where surplus-creating resales may be possible. So the creditor
from the example above would be required to sell the policy for greater
value, and share the surplus, less expenses, with the debtor.

Conversely, some creditors have failed to surrender to the
detriment of the borrower. In one case, a pledgee held policies with a
surrender value sufficient to satisfy its claims, but instead allowed the
policies to decrease in value for years until they could no longer satisfy the
claims. The court found for the pledgee, allowing it to recover the
unsatisfied debt from the pledgor. The court reasoned that the Article 9
statutory obligation of "reasonable care in the custody and preservation of
collateral" is inapplicable to interests in life insurance policies.'®* This is an
appalling and inefficient result. Inclusion in Article 9 would mean that
surrender would sometimes be required as part of the reasonable
preservation and disposition of collateral. The legal duties imposed by
Article 9 are crucial components to the correction of the surplus problem.

9 U.C.C. § 9-610(a) (2000).

10 1d. at § 9-610(f).

11 1d at § 9-610(a) (“a secured party may sell, lease, license, or otherwise
dispose of any or all of the collateral. . . .”).

12 1d. at § 9-610(b).

' Id at § 9-627(b)(3). There is no recognized market for life insurance
policies, though there may someday be a market for the securitized bundles of
them. Thus the other methods of reasonable disposition will not work. § 9-
627(b)(1)-(2).

to4 Poultry Processing, Inc. v. Mendelson, 584 A.2d 659, 662 (Me. 1991).
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alleviative this problem, in part because they tend to benefit when third
party interests are impaired.

1.!' Origin in the Vested Beneficiary Problem.

Beginning in the mid-nineteenth century, courts began to restrict
the ability of insureds to assign their policies.'” They did so on the theory
that the beneficiary under the policy had a vested interest in the proceeds
that could not be divested without his permission. It seemed unjust and
problematic that a breadwinner could procure a policy to give peace of
mind to her dependants and then secretly assign the policy to a bank. The
beneficiary may have come to rely on the benefit. It was also argued that
the insured had given the beneficiary a beneficial interest at the time of
taking out the policy and was not at liberty to unilaterally divest the
beneficiary.

The protection of the vested interest of a beneficiary became the
law in all states but Wisconsin,'’® and life insurance policies became de
facto unassignable. Such restrictions reduced the value of insurance
policies to insureds, who were forced to accept whatever price the
insurance company saw fit to offer for a policy loan or surrender.

Insurance contracts were soon drafted to reserve the insured’s right
to change beneficiaries.'”” This reservation clause limited the beneficiary’s
interest to a mere expectancy and freed the insured’s hand to make
assignments. A policy that was assigned absolutely would carry with it the

STAT. § 431:10-228(a) (West 2010); IDAHO CODE ANN. § 41-1826 (West 2011);
KY. REV. STAT. ANN. § 304.14-250(1) (West 2011); ME. REV. STAT. ANN. tit. 24-
A, § 2420(1) (2010); MONT. CODE ANN. § 33-15-414(1) (2010); N.D. CENT. CODE
ANN. § 26.1-33-33 (West 2011); OKLA. STAT. ANN. tit. 36, § 3624 (West 2011);
PA. CONS. STAT. ANN. § 512 (West 2011); S.D. CODIFIED LAWS § 58-10-6.1
(2011); VA. CODE ANN. § 38.2-3111 (West 2011); WASH. REV. CODE ANN. §
48.18.360 (West 2011).

13 See Lewis D. Asper, Ownership and Transfer of Interests in Life Insurance
Policies, 20 HASTINGS L.J. 1175, 1177. For more on the origin of this theory, see
William Reynolds Vance, The Beneficiary's Interest In A Life Insurance Policy, 31
YALE L.J. 343, 347-48 (1922).

176 See 4 GEORGE J. COUCH, CYCLOPEDIA OF INSURANCE LAW § 27:56 (2d ed.
1960). See also Ellison v. Straw, 92 N.W. 1094 (1902); Clark v. Durand, 12 Wis.
223 (1860).

17 See e.g., Asper, supra note 175, at 1179; Grimm v. Grimm, 157 P.2d 841,
842 (Cal. 1945); Morrison v. Mut. Life Ins. Co., 103 P.2d 963, 965 (Cal. 1940);
Davis v. Modern Indus. Bank, 18 N.E.2d 639, 643 (N.Y. 1939).
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4.1 Solving the Reservation Problem

Inclusion of life insurance policies under Article 9 will empower
parties to solve the reservation problem. Consider first why the problem
cannot be drafted away under the current legal regime. A beneficiary’s
interest does not vest if the insured always retains the power of
appointment, and so collateral assignment invariably reserves that right to
the insured."™ But there are other ways to keep the beneficiaries’ interest
from vesting.

Absolute assignments keep the expectancy from vesting by
granting to the assignee the power of appointment. '** Similarly, the insured
could grant the collateral assignee the right to select beneficiaries. This
would keep the beneficiary’s interest contingent while conveying to the
creditor an important right he will want upon foreclosure. But the insured
probably doesn’t want a mere creditor to have the right to select the
beneficiary, at least not until a default occurs. And even if a default occurs,
the insured will want the excess of the proceeds to go to her own choice of
beneficiaries, rather than granting a windfall to the creditor.

Where the parties intend for the creditor to have access to the full
proceeds in the event of default, or to be able to resell with all the incidents
of ownership, the vesting problem could be solved through drafting a
springing appointment clause. The assignor could grant the assignee a
contingent right of appointment that vests only in the event of default. But
these clauses are unheard of. Insurance companies have not seen fit to add
them to the set of available options, perhaps because of the ease with which
securitization might then follow.""

The industry practice discussed in Section III is for insureds and
their assignees to give notice of assignment to the insurance company on
forms issued by the insurance company. Insurance companies do not
include springing beneficiary clauses in those forms, so springing
beneficiary clauses are not used in collateral assignments and the power of
appointing beneficiaries remains reserved in the insured. In this case, the

'8 Janesville State Bank v. Aetna Life Ins. Co., 274 N.W. 232, 233 (1937).

18914 "06R P WEST’S PA FORMS § 14:7 (1995) (“I . . . assign . . . all
incidents of ownership with respect to, life insurance policy number
issued on my life by [name of life insurance company]. The incidents of ownership
hereby assigned include, but are not limited to, the right to designate the
beneficiary or beneficiaries of the policy....”).

190 g ()*+$ Part IILE, explaining why some insurance companies have
discouraged securization.
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that they would prefer to keep, or may later regret giving up."”® And the tax
implications of such a transfer can sometimes be surprising.'”” These
legitimate concerns may require disclosure and regulatory oversight.** Yet
our approval of assignments indicates a confidence that these problems can
be addressed. It is of independent value that the law be orderly and that
consumers get the best possible price for their policies.

B.! STATUS QUO AND THE ORIGIN OF THE CODE
I
! This section treats the general conservative objection that the
Drafters of the Code knew what they were doing, and we should not amend
their work without knowing why they set things up the way they did.
Indeed, since most of the problems explained in the preceding sections are
not new, it would be strange, if not hubristic, to amend the Code without
wondering what the drafters thought of these problems. *"'

It will be shown in this section that this general objection is not
persuasive here. The origin of the exclusion lies not in the drafters’
thoughtful understanding of subtle economic and legal realities so much as
bowing to the pressure of an industry that feared change. As ambitious as
Article 9 may have been, the drafters made compromises in order to ease
its passage.”””

1% J. Alan Jensen and Stephan R. Leimberg, Stranger-Owned Life Insurance:
A Point/Counterpoint Discussion, 33 ACTEC J. 110, 113 (2009) (“therefore, it will
reduce the ability of the insured to buy additional coverage throughout his life. . .

19 Rev. Rul. 2009-13, 2009-21 L.R.B. 1029 (explaining that individuals who
sell their insurance policies may owe taxes on the amount received, less premiums
paid. Thus, settlement income does not receive the same tax advantage for the
insured as maturity proceeds. Note, however, that tax implications of a policy loan
are unlikely to be as surprising and adverse.).

20 See generally Miriam R. Albert, The Howey Test Turns 64: Are the Courts
Grading this Test on A Curve? 2 WM. & MARY Bus. L. REv. 39-50 (2011)
(statutes and regulations regulating viatical settlements).

! Notwithstanding the growing importance of secondary markets. See infia
Part I.B.

2 Homer Kripke, The Principles Underlying the Drafting of the Uniform
Commercial Code, 1962 U. ILL. L. R. 321, 327 (1962) (“The draftsmen and the
members of the sponsor organizations knew that to draft a dead-letter bill would
accomplish nothing. The Code had to be enacted.”).
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1.!' Early Exclusion in Article 9

The first draft of the Uniform Commercial Code, promulgated in
1952, did not exclude insurance policies from the scope of Article 9.
Article 9 was first adopted in Pennsylvania without any exclusion,”* but
the integrity of the Code was soon threatened by a seeming drafting error.

The confusion arose from an apparent conflict between the text of
the Code and its comments. Comment 4 to Section 9-105 of the 1952 UCC
stated:

‘Instrument’ (subsection (1)(g)): the term as defined
includes not only negotiable instruments and investment
securities but also other intangibles which are evidenced by
writings which are in ordinary course of business
transferred by delivery, for example, insurance policies.*”

This Comment clearly indicates the desire of the drafters to classify
insurance policies as instruments.

However, the statutory text of the definition does not mention
insurance as an instrument, and indeed, implies the contrary: “‘Instrument’
means . . . [a writing] which evidences a right to payment of money and is
of a type which is the ordinary course of business transferred by
delivery.”®® To be an instrument, insurance policies must have been
transferred by delivery in the ordinary course of business, but the extant
commercial practice required more than mere delivery to transfer insurance
policies.””” Life insurance policies were ordinarily transferred by delivery
I"# by a written agreement of transfer, not mere delivery. If not an
instrument, life insurance policies would seem to have been left out of the
Code notwithstanding the drafters’ intentions.

There were a number of ways to potentially square the drafters’
intentions with the text, but none proved satisfactory. For example, if the
commercial practice of delivery was a necessary condition, but not
sufficient, then life insurance policies might still fit the definition as

203 $9496.C.C. § 9-104 (1952).

2% PA. STAT. ANN. tit. 12A, § 1-101 %&'(%()Purdon Supp. 1953).

5 U.C.C. § 9-105, Comment 4 (1952).

206 4448 9-105.

27 Carl W. Funk, ,-./0%1('.2'30!((4245!84." 6"#%-'7-&450%'8'.2' &9%'6"42.-1'
3.11%-5410'3.#% 102 U. PA. L. REV. 703, 709 (1954).
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9 with respect to insurance, and later narrowed the exclusion of life
insurance policies. The revision treated insurance policy loans differently
from other loans largely because of insurance company lobbying.*”
California also accepted that loans from an issuing insurance company
“essentially involve a set-off,” and are not really loans.”** Thus,
California’s Section 9 now excludes “[a]ny loan made by an insurance
company pursuant to the provisions of a policy or contract issued by it and
upon the sole security of the policy or contract.”** Loans by third parties
are not excluded from the UCC.

The drafters preferred the California approach. Professor Homer
Kripke, Associate Reporter for the Review Committee, concurred with
Gilmore’s reflection that the exclusion existed less for good public policy
reasons than because of the insurance industry’s sense that it was perfectly
happy with the status quo:

We have thus had a clear-cut issue as to the approach of
this Committee. The California position seems (at least to
the writer) to be more sound theoretically than the existing
Code. On the other hand, we seem not to have had any real

a discussion of Louisiana’s non-uniform treatment of Article 9, see James A.
Stuckley, !"#$%$& & (%) *"'+,'$-"./) 0&.$&1$"%) $') ,23232) 34&516 .67 LA. L.
REV. 793 (2002). There is only one glaring problem with the Louisiana approach
for the present purposes. Chapter 9 of the Louisiana Code does not adequately
protect the rights of those with interests in insurance policies to assign them. By
excluding insurance policies from the definition of “general intangible,” Louisiana
was able to conveniently draft separate provisions specific to insurance, such as the
perfection by control provision. 892} 842. But life insurance policies were thereby
removed from the scope of U.C.C. § 9-408 which rendered ineffective restrictions
on alienability of general intangibles. With no clause protecting the alienability of
life insurance policies, the reservation problem still plagues Louisiana.

223 :66;) 62<sFurther Comments on Chapter 9: Comments on Memoranda of
Subcommittees of State Bar Committee an California Bankers Committee, Further
Comments of State Bar. (“Therefore, we think that the amendment proposed by the
California Bankers Committee is a sound modification of the rule of the Official
Draft and will avoid unnecessary opposition from life insurance companies. . . .”).

4 =46),'$-"./)3"1/6.>$&?) 3"96;) @) :56>$&?) A65".1) BC) 146) 387%." '$&):1&16)
D&.)3"//$1166)™)146)3"//6.>$&?)3"96, 37 J. ST. B. CAL. 119, 200 (1962). But
%66)$'-.&

225 CAL. CoM. CODE § 9109(d)(8) (West 2009).
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However, the SEC Life Settlements Task Force was not persuaded
that lapse-reduction threatens the industry.”®® The Task Force noted that
prudent pricing models involve conservative lapse rate assumptions.”®' At
worst, certain insurance companies will suffer, but the industry as a whole
will remain healthy.”®

Moreover, reforms to the law of assignment are likely to be to the
benefit of the insurance industry, for at least four reasons. First, these
proposals are efficiency increasing, and insurance companies should be
able to obtain some compensating share of the surplus. For example, legal
reform will reduce costly litigation and confusion that currently is a cost for
insurers t00.”®’

Second, whatever wealth is transferred from insurance companies
to creditors and investors is likely to find its way back to insurance
companies anyway. Insurance companies are the ones with the best
actuarial information and they are, theoretically and actually, the most
likely third-party creditors against other insurance company’s policies.

%20ACLI%20misleads.pdf; Press Release, Life Insurance Settlement Association,
"#$% &'()*+',$%-$../$0%".% 1((2,"+."3$642'5(% .2% 6" (/$+5"7% 18!&% 92("."2'% 2'%
"#$%  -$../$0%'( MARKETWIRE (Feb. 5, 2010), ++"/+/$% +.
http://www.marketwire.com/press-release/Life-Insurance-Settlement-Association-
Responds-Misleading-ACLI-Position-on-Life-Settlements-1113175.htm.

260 SEC STAFF REPORT, ()4*+ note 52, at 20 (“the Task Force was told that the
extent of this impact is likely to be small.”) (citing Telephone Interview with Scott
Hawkins, Conning Research & Consulting (Mar. 30, 2010); Michael Shumrak, !"#$%
-$../30%".(<1%=""52>%"?#%?442*)". @L%%BC3$%!"#3$%&'()*+',$% &' 5)RF@DE
NEWS, Feb. 2010, at 14 (only about 1% of life policies have been settled)).

! SEC, STAFF REPORT, ()4*+ note 52, at 20 (citing Christian Kendrick,
-43,"+/% 3342*.F% 3%.)*'% 2#% 9*$0")0% 9*ARANSAMERICA REINS. (Jul. 13,
2007), +:+"/+;/$% +. http://www.transamericareinsurance.com/Media/media_
associateArticle.aspx?id=295); ($$%+/(PELOITTE CONSULTING LLP & THE UNIV.
OF CONN., THE LIFE SETTLEMENT MARKET: AN ACTUARIAL PERSPECTIVE ON
CONSUMER EcoNoMIC VALUE 12 (2005), +:+"+;/1$% +.
http://www.quatloos.com/uconn_deloitte_life settlements.pdf (a life settlements
transaction “generally has minimal or no impact on the anticipated profitability of
a life insurance contract because the persistency of an unhealthy policyholder is
precisely what is assumed at the time of original pricing.”).

262 SEC STAFF REPORT, ()4*+ note 52, at 20.

63 _$$ Knippenberg, ()4*+ note 11, at 226 (“The long and the short of it is,
there are risk and costs. . . to insurers who are driven to interpleader actions or, not
infrequently, forced to justify as defendants the payment of proceeds to one or
another of multiple claimants.”) (citing Lincoln Nat’l Life Ins. Co. v. Brown
Schools, 757 S.W.2d. 411, 414 (Tex. Ct. App. 1988)).
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Much of what insurers lose in lapse-reduction will really represent a
transfer from one insurance company to another, with the consumer as the
incidental beneficiary.

Third, insurers may sometimes be pleased that their customers turn
to third parties for credit. Policy loans disrupt insurer cash flow, and so
their dynamics are of vital interest to insurers.*®* Since insurers may be
required by law to offer policy loans®” and may be limited by law in their
ability to charge market interest rates, there may be times where insurers
would prefer not to serve their customers’ financing needs.

This result may be exacerbated by the inverse relationship between
an insurer’s ability to lend to their customers, and their customers’ need for
loans: policy borrowing is largely driven by emergencies,*® so catastrophic
events both induce borrowing and also accelerate maturity payments.
Insureds resort to policy loans more often when other forms of credit are
difficult to obtain, regardless of the market interest rate.”®’ Rendering
alternative financing more accessible may induce some insureds to borrow
elsewhere. This will reduce unanticipated draws on the insurance
company’s balance sheet, even when statutory interest rate compares
favorably with the market interest rate.

Fourth, a liberal secondary market allows insurance companies
new ways to hedge risk. Actuarial technology gives insurers great power to

264 Andre P. Liebenberg, James M. Carson, & Robert E. Hoyt, "#$%#&'()$
*+,8-*#85/(01,'(2#$3+4.25%-+(07 J. RisK & INS. 651, 651 (2010).

65 GHHALASKA STAT. ANN. § 21.45.080(a) (West 2011); ARIZ. REV. STAT.
ANN. § 20-1208(A) (2011); ARIZ. REV. STAT. ANN. § 20-1209(A) (2011); DEL.
CODE ANN. tit. 18 § 2911(a) (West 2011); GA. CODE ANN. § 33-25-3(5) (West
2011); ME. REV. STAT. ANN. tit. 24-A, § 2510(1.) (2010); MASS. GEN. LAWS ANN.
ch. 175, § 132(7) (West 2011); MINN. STAT. ANN. § 61A.03(g) (West
2011); MONT. CODE. ANN. § 33-20-131(1) (2010); NEB. REV. STAT. ANN. § 44-
502(8) (2010); NEV. REV. STAT. ANN. 688A.110(1) (West 2011); N.J. STAT. ANN.
§ 17B:25-8 (West 2011); N.Y. INs. LAW § 3203(8)(A) (McKinney 2011); OHIO
REV. CODE ANN. § 3915.05(G) (West 2011); OR. REV. STAT. ANN. § 743.186(1)
(West 2011); 40 PA. CONS. STAT. ANN. § 510(h) (West 2011); S.C. CODE ANN. §
38-63-220(k)(1) (2010); S.D. CODIFIED LAWS § 58-15-15 (2011); VT. STAT. ANN.
tit. 8, § 3731(7) (West 2010); WASH. REV. CODE. ANN. § 48.23.080(1) (West
2011); W. VA. CODE ANN. § 33-13-8(a) (West 2011). 6##$'40Metro. Life Ins. Co.
v. Mass. Travelers Ins. Co., 471 U.S. 724, 728, (1985).

266 1 jebenberg, Carson & Hoyt 017,'$note 264.

7 A. Edward Day & Patric H. Hendershott, 8+10#"+4)$%#&'()$*+,$3+4,85
44 J. RISK & INS. 441 (1977). 91:$0##. David Cummins, ;($<2+(+&%#:,.2$=+)#4$
+$"HE-HS/(01,'(2#H$ 6#2:+,$ +*$ "#$ >767$ <24(+RRISK & INS. 533 (1973)
(arguing for both market interest rate and alternative funds hypotheses).
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predict the time and extent of their liabilities, but insurers currently can do
nothing to meet expected and liabilities except altering their asset mix. An
insurance company that recruited heavily in the past may be able to predict
substantial liabilities in a decade or so. But it faces the possibility that its
cash-out date will be a depressed period for the investment market; an
insurance company with significant fixed liabilities maturing in 2008 may
have had more difficulty paying than one paying the same liabilities in
1998.

As it stands, an insurance company can respond to such risks by
shifting from risky, illiquid assets (that may earn higher returns) into
comparatively safer, liquid assets (that may earn less attractive returns).
This is a method of mitigating risk, but it is a crude method and it sacrifices
returns.

Insurance companies would do better if they could periodically
update their inter-temporal diversification.”® With a robust secondary
market, an insurance company could buy policies due to mature at the same
time as those they have issued. Then they would be due payments at the
same time their own liabilities matured. Put simply, insurers could make
sure that cash was flowing in to match the cash that was flowing out. The
more robust the secondary market, and the easier to pool insurance-linked
assets, the easier and cheaper for insurance companies to rebalance their
portfolios. It is perhaps no wonder that the largest insurance policy
securitization to date, and the only rated securitization, was internal to an
insurance company.*®

IV.  CONCLUSION

The advantages of having a single commercial law govern secured
transactions in every state were known to the drafters of the Code and have
since been demonstrated to practitioners who may have been initially
skeptical. Life insurance policies were excluded from the scope of Article 9
because of industry resistance, but that resistance rested on skepticism
about the merits of Article 9.

28 1™ JAN AYRES & BARY NALEBUFF, LIFECYCLE INVESTING (2010)

(describing the Samuelson Share, and methods for investors to achieve
intertemporal diversification).

¥ Meg Green, #$%& '()*& '(+*,& -.,"/& 0(1"& !",,)"2"3,& !"45+(,(6.,(73
BESTWEEK, Apr. 16, 2009 ($8.4 billion transaction internal to an AIG subsidiary);
*"&.)*7 SEC STAFF REPORT, *58+.&ote 52, at 15-16 (discussing securitizations).
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The time for skepticism is over. Importantly, the legal morass of
the common law has become more of a problem since the time when the
code was contemplated. Removing almost all other secured transactions to
the Code has left insurance alone to develop the case law, leaving industry
practices to exist in uncertain tension with the throwback common law.

The law governing perfection and surplus allocation is unclear and
at odds with creditors’ expectations. The reservation problem, too, stands
as an impediment on securitization and resale, and a source of potential
litigation.

All these problems would be solved by bringing interests in life

insurance policies into the scope of the UCC. The nature of the inclusion
can be debated. The simplest, clearest solution is for life insurance policies
to be treated as general intangibles, but even if they are given their own
rules within the UCC, as they are in California and Louisiana, the system
will be much improved.
! The path leading away from exclusion has ramifications for reform
projects generally. In reform projects, compromises may sometimes be
struck. But the transactions left unchanged because they are “good
enough,” do not remain good enough as the market grows in response to
the reform.

Perhaps if Article 9 had not created a unified security regime, the
disparate types of security agreements would have grown together
organically, jurisdiction to jurisdiction, with life insurance policies lending
among them. But the growth of non-UCC securitization has been isolated
and localized life insurance policy collateral, stunting the growth and
rationalization of the law of insurance-backed-lending.

Moreover, the success of Article 9 security agreements in other
areas has led to a rise in successful securitizations. The market expects that
assets can be wused in sophisticated financing agreements and
securitizations. Article 9 has created an expectation of, and appetite for, a
high standard of efficiency and predictability in financing transaction. As it
stands, life insurance policies cannot satisfy that appetite. Every reform
compromise carries with it the possibility of regression, making the
unreformed law even worse than before. For the life insurance policy
exclusion, and other opportunities for reform, fuller reform is the better

policy.
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I.  INTRODUCTION

Sexual offenders constitute a grave social problem in contemporary
American society.! For a quarter century, sexual abuse claims have been
brought against an increasing number of Roman Catholic dioceses and
priests,” and against members of other religious denominations as well.’

! See, e.g., MySpace Pulls 90,000 Sex Offenders From Site, RICH. TIMES-
DISPATCH, Feb. 4, 2009, at A3 (noting that this figure was nearly double what
MySpace officials had originally reported the previous year).

* See, e.g., Scott Glover & Jack Leonard, Cardinal Mahony Under Federal
Fraud Probe Over Abusive Priests, Sources Say, L.A. TIMES, Jan. 29, 2009
(reporting that Cardinal Mahony “was accused of transferring priests who molested
children to other parishes rather than removing them from the priesthood and
alerting authorities.”); see also David L. Gregory, Some Reflections on Labor and
Employment Ramifications of Diocesan Bankruptcy Filings, 47 J. CATH. LEGAL
STUD. 97 (2008) (discussing the significance of Roman Catholic dioceses filing for
bankruptcy in the wake of clergy sexual abuse scandals, and making significant
mention of liability insurers proactively filing declaratory judgment actions to
avoid coverage in clergy sexual abuse claims). Clergy sexual abuse claims have
not been limited to the United States, and high profile clergy sexual abuse claims
also have been reported in a number of other countries as well, including Australia,
Brazil, Britain, Ireland, France, Italy, Germany, and Belgium. See, e.g., Henry
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Sexual predators who abuse minor children should be prosecuted to
the fullest extent of the law, and face serious criminal and civil liability for
their detestable acts. But should these sexual abuse claims, including
clergy sexual abuse, be covered under liability insurance policies, which
commonly exclude acts that are “expected or intended from the viewpoint
of the insured”? The courts have been far from uniform in addressing this
and other related issues arising under liability insurance policies.*

Beginning with the earliest claims for insurance for sexual abuse,
liability insurers typically have denied coverage for such claims under
standard liability insurance policies. Insurers long have contended that the

Chu, Cardinal Asked Victim to Keep Silent, L.A. TIMES, Aug. 31, 2010 (“The
former head of Belgium’s Roman Catholic Church acknowledged Monday that he
was wrong to have urged a sexual abuse victim to stay quiet until after the bishop
who repeatedly molested him over a span of 13 years could retire.”).

3 See, e.g., Carolyn Peirce, Jewish Coalition Want Abuse Victims to Speak Out,
WASH. EXAMINER, Jan. 25, 2009, available at http://washingtonexaminer.com
/local/jewish-coalition-want-abuse-victims-speak-out (reporting on an Orthodox
Jewish cantor who had previously participated in an international child
pornography ring. “It’s like the Catholic Church all over, but not as large,” one
coalition member stated.); see also Charles Toutant, Mormon Church Sued on
Charges of Sexual Abuse by Youth Leader, 185 N.J. L.J. 475 (2006) (reporting that
a Mormon bishop from Provo, Utah notified the child abuser’s new ward, or
congregation, about his previous criminal sexual offenses in Utah and Wisconsin,
but the ward still put him in positions working with children in Dallas, Texas, and
later working with children in Ledgewood, New Jersey).

4 See, e.g., STEVEN PLITT, DANIEL MALDONADO & JOSHUA D. ROGERS,
COUCH ON INSURANCE 3D §§ 127:24-127:28 (2008 rev. ed.) [hereinafter COUCH
ON INSURANCE]; JERRET E. SALE & LINDA M. BOLDUAN, Insurance Coverage for
Sexual Molestation, in 3 Rowland H. Long, The Law Of Liability Insurance Ch.
11C (Matthew Bender ed. 2010) [hereinafter LONG ON LIABILITY INSURANCE]; see
also Jesse J. Cooke, Book Note, Beyond an Unfortunate “Occurrence”: Insurance
Coverage and the Equitable Redress of Victims of Sexual Predator Priests, 36
ARIzZ. ST. L.J. 1039 (2004); Barron L. Weinstein, Sexual Misconduct Claims: A
Policyholder’s Perspective of Key Coverage Issues, 38 THE BRIEF 49 (2009);
James L. Rigelhaupt, Jr., Annotation, Construction and Application of Provisions
of Liability Insurance Policy Expressly Excluding Injuries Intended or Expected by
Insured, 31 A.L.R. 4th 957 (1984); Joseph Conder, Annotation, Liability of Church
or Religious Society for Sexual Misconduct of Clergy, 5 A.L.R. 5th 530 (1992),
superseded in part by Marjorie A. Shields, Annotation, Liability of Church or
Religious Organization for Negligent Hiring, Retention, or Supervision of Priest,
Minister, or Other Clergy Based on Sexual Misconduct, 101 A.L.R. 5th 1 (2002).
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in general.'' However, by the late 1970s, reports of sexual abuse of
children had sharply increased,”” and claims seeking financial
compensation for sexual molestation increased rapidly.

In recent decades, assorted youth organizations have been sued for
sexual molestation, although in many cases the courts have held such
sexual abuse was not foreseeable.” In some of these cases, plaintiffs have
alleged prior knowledge on the part of a responsible parent or supervisor.
However, allegations concerning pervasive knowledge and deliberate
tolerance of sexual abuse — and even conspiracies to allow it or to conceal
it — are rarely pled in suits against lay organizations, although they have
became a staple of clergy sexual abuse lawsuits during the last two
decades, as discussed below.

Adults sued for sexual abuse occurring within their own home also
have been held subject to liability under principles set forth in "#$%$"&"$(
y*'+,'-.(,/(0,1$# § 316 (Duty of Parent to Control Conduct of Child)."
"#$%$"&"$()*"+,"-.(,/(0,1$# § 316 provides that parents are obligated to
prevent their children from creating a risk of bodily harm to others if the
parent “(a) knows or has reason to know that he has the ability to control
his child, and (b) knows or should know of the necessity and opportunity
for exercising such control.”"

Similarly, one may be subject to liability for sexual offenses
committed by one’s spouse. “[W]hen a spouse has actual knowledge or
special reason to know of the likelihood of his or her spouse engaging in
sexually abusive behavior against a particular person or persons, a spouse
has a duty of care to take reasonable steps to prevent or warn of the harm . .

' % THE NAT’L REVIEW BD. FOR THE PROT. OF CHILDREN AND YOUNG
PEOPLE, A REPORT ON THE CRISIS IN THE CATHOLIC CHURCH IN THE UNITED
STATES 22-25 (2004).

1 2-3at 23.

13 xm4("35 Doe v. Goff, 716 N.E.2d 323 (Ill. App. Ct. 1999) (holding that the
Boy Scouts of America could not be held liable for failure to prevent the sexual
assault of a Boy Scout because it was unforeseeable); H.B. "6( 1"73lark v.
Whittemore, 552 N.W.2d 705 (Minn. 1996) (holding that a trailer park manager
did not have a duty to warn or protect children whom she knew were being
sexually abused by a resident); Montgomery v. YMCA of Cincinnati, 531 N.E.2d
731 (Ohio Ct. App. 1996).

14 x4 ("353Gritzner v. Michael R3 611 N.W.2d 906 (Wis. 2000).

13 2-3ikewise, there is a duty to control the conduct of a third person as to
prevent him from causing physical harm to another if a “special relationship”
exists between the actor and the other person that gives to the other a right of
protection.(*""4("35&RESTATEMENT (SECOND) OF TORTS § 315(a)—(b) (2010).
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issue of whether a church or other religious organization should be held
liable for the negligent hiring, the negligent retention, or the negligent
supervision of a priest, minister, or other clergy member based upon
allegations of sexual misconduct.

A number of courts have recognized such claims based upon
vicarious liability principles of negligent hiring, negligent retention, or
negligent supervision of a priest or other clergy member.” Other courts,

misconduct of the pastor was for personal motives, and not to further the interests
of the church); Olinger v. Corp. of the President of the Church of Jesus Christ of
Latter-Day Saints, 521 F. Supp. 2d 577 (E.D. Ky. 2007) (holding that the church
could not be vicariously liable under Kentucky law for a missionary’s alleged
sexual molestation of a minor child, since there was no evidence that the
missionary or anyone else believed that he was acting to further the interest of the
church at the time of the alleged sexual misconduct, and such sexual molestation
was clearly outside the scope of the missionary’s employment). !"#3$%&R$e v.
Hartz, 52 F. Supp. 2d 1027 (N.D. Iowa 1999) (plaintiff’s '&%()*+& #$ %"(&"-)'
claim survived motion to dismiss on basis that church knew or should have known
about past misconduct and mental disease or defect made misconduct a realistic
threat, but noting that this was a “remarkably tenuous” basis for imposing
'&%()*+&,#$%"(&'-)liability); Parks v. Kownacki, 711 N.E.2d 1208 (I1l. App. Ct.
1999) (holding that questions of material fact as to whether a parish priest was a
child abuser or not, and whether the church or diocese which appointed the priest
knew, or should have known, of his tendencies precluded the dismissal of a lawsuit
against the church and the diocese based on the doctrine of '&%()*+&,#$%"(&'-),
'&./+, 737 N.E.2d 287 (1ll. 2000). $

» 0&&1$&282t v. Norwich Roman Catholic Diocese, 56 F. Supp. 2d 195 (D.
Conn. 1999) (applying Conn. law) (holding that the Roman Catholic Marianist
Society had actual or constructive knowledge of the priest’s grossly inappropriate
sexual misconduct toward the plaintiffs); 4,'#5, 52 F. Supp. 2d at 1077-78
(applying Iowa law) (holding that a parishioner’s allegation that the church,
diocese, and bishop knew of a priest’s “mental disease or defect” and the threat
posed to parishioners was sufficient to state a claim for negligent supervision
arising out of the priest’s sexual assault of the parishioner); 6,'7$8 ., 79 Cal. Rptr.
2d at 78 (holding that in an action for negligent supervision and retention of a
priest who sexually molested a child, the archdiocese had failed to warn the victim
of the priest’s known propensity for engaging in sexual misconduct with boys);
Fortin v. The Roman Catholic Bishop of Portland, 871 A.2d 1208 (Maine 2005)
(stating there were sufficient facts to hold the diocese liable for negligent
supervision of a priest who sexually abused a parochial school student and altar
boy); Hutchison &9%'&:Hutchinson v. Luddy, 742 A.2d 1052 (Pa. 1999) (finding
that the Roman Catholic Church, bishop, and diocese negligently hired, supervised,
and retained a priest, despite knowledge of his pedophilic disposition, when the
priest later molested a minor in a motel room). $
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such a context therefore is irrelevant.”® Other courts hold that, as a matter
of law, an insured may never assert a lack of capacity to form intent caused
by voluntary intoxication as a defense to the application of an intentional
act exclusion, regardless of the act committed.” A minority of other courts
have held, however, that where an incapacity to form intent to harm is
alleged, that incapacity may render unintentional any harm caused by the
insured, so that such an incapacity must be considered by the finder of fact
when resolving the issue of any existence of intent to harm.*

In conclusion, under either the “objective” or “classic tort”
standard,”’ or under an “inferred intent” standard,”* the overwhelming
majority of American courts have persuasively-- and correctly-- held that
an adult sexual molester of an abused child will not be entitled to coverage
under a liability insurance policy based upon its intentional acts
exclusion.”

38 See, e. g., State Farm Fire & Cas. Co. v. Estate of Jenner, 874 F.2d 604, 605,
607 (9th Cir. 1989) (applying Cal. Law); Landis v. Allstate Ins. Co., 546 So.2d
1051, 1053 (Fla. 1989); Pub. Emps. Mut. Ins. Co. v. Rash, 740 P.2d 370, 373
(Wash. Ct. App. 1987).

% See, e.g., Allstate Ins. Co. v. Hampton, 433 N.W.2d 334, 336 (Mich. Ct.
App. 1988); Hanover Ins. Co. v. Newcomer, 585 S.W.2d 285, 289 (Mo. Ct. App.
1979).

% This is the minority “Arizona rule.” See, e.g., Globe Am. Cas. Co. v.
Lyons, 641 P.2d 251, 254 (Ariz. Ct. App. 1981) (“derangement of . . . intellect”);
Parkinson v. Farmers Ins. Co., 594 P.2d 1039, 1041 (Ariz. Ct. App. 1979)
(voluntary intoxication); see also Hanover Ins. Co. v. Talhouni, 604 N.E.2d 689,
691-93 (Mass. 1992) (further explaining Worchester Ins. Co. v. Fells Acres Day
Sch., Inc., 558 N.E.2d 958, 965 (Mass. 1990)). See Wiley v. State Farm Fire &
Cas. Ins. Co., 995 F.2d 457, 465-67 (3d Cir. 1993), for the application of
Pennsylvania law to and a general discussion of these three judicial approaches to
the “inferred intent” rule when the insured asserts his or her incapacity for an intent
to harm.

8! See supra notes 41-44 and accompanying text.

62 See supra notes 54-59 and accompanying text.

8 See generally COUCH ON INSURANCE, supra note 4, at § 127:26; FISCHER,
SWISHER & STEMPEL, supra note 8, at 64-66; LONG ON LIABILITY, supra note 4, at
§ 11C:02[1]. Although the underlying rationale for applying an “inferred intent”
standard when the sexual abuse victim is a minor may not always apply when the
victim is an adult, a majority of courts nevertheless still apply this “inferred intent”
standard to adult sexual abuse victims, as well as to child sexual abuse victims.
See, e.g., W. Am. Ins. Co. v. Vago, 553 N.E.2d 1181, 1185 (Ill. Ct. App. 1990);
Rulli v. State Farm Fire & Cas. Co., 479 N.W.2d 87, 89 (Minn. Ct. App. 1992); see
also W. Nat’l Assur. Co. v. Heckler, 719 P.2d 954, 960 (Wash. Ct. App. 1986)
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An accident is never present when a deliberate act is performed
unless some additional, unexpected, independent and unforeseen happening
occurs which produces the damage, the court added.”! This analysis
assumes particular importance in “negligent hiring” and ‘“negligent
supervision” cases (as in "#$%&) where the policyholder usually asserts
the injuries were neither “expected nor intended” from ()%! %)#*+,-(*)as
distinguished from the molester’s standpoint). The “accident” requirement
also can limit coverage for abuse claims based on alleged
“misrepresentations” by a school or church that children would be safe
from abuse.”®

It is difficult to predict how influential the "#$%&' approach will
be. Certainly, the alternate approach — which focuses exclusively on the
“expected or intended” clause — may be unwelcome in those jurisdictions
that claim to place particular emphasis on reading insurance contract
provisions as a whole, so that each provision is afforded meaning.”” But

PN

" John Doe 1 v. Archdiocese of Milwaukee, No. 2009AP2266, 2010 WL
4723728, at *4 (Wis. Ct. App. Nov. 23, 2010) (“The cause of the plaintiffs’
injuries, the misrepresentation by the Archdiocese, cannot be characterized as
accidental. The affirmative representations of safety by the Archdiocese did not
occur by chance, nor was it unforeseen or unintended. . . .”).

77 0&&1!&/Bhio Cas. Ins. Co. v. Union Pac. RR. Co., 469 F.3d 1158, 1163
(8th Cir. 2006) (applying Ark. law) (“Different clauses of an insurance contract are
read together to harmonize all parts because it is error to give effect to one clause
over another when the two clauses are reconcilable.”); Liberty Mut. Ins. Co. v.
Treesdale, Inc., 418 F.3d 330, 336 (3d Cir. 2005) (applying Penn. law) (“[Insured]
focuses on phrases that it believes are favorable to its interpretation and ignores all
of the other language that runs counter to its interpretation."); Premcor USA, Inc.
v. Am. Home Assur. Co., 400 F.3d 523, 529 (7th Cir. 2005), #%!#3&*+&+!-*I'&452
(Apr. 21, 2005) (applying Ill. law) (“Our task is to determine whether this
provision remains ambiguous when viewed in the context of the entire . . .
policy."); Herman Miller, Inc. v. Travelers Indem. Co., 162 F.3d 454, 455 (6th Cir.
1998) (applying Mich. law) ("Viewed alone, we could not say that the terms
'piracy,’ 'idea misappropriation,’ or ‘unfair competition' could never constitute
patent infringement. However, to draw such an inference when considering these
terms within the policy as a whole construes them too broadly."); Silverball
Amusement, Inc. v. Utah Home Fire Ins. Co., 842 F. Supp. 1151, 1159 (W.D. Ark.
1994), #66583 F.3d 1476 (8th Cir. 1994); Am. Guarantee and Liab. Ins. Co. v.
Shel-Ray Underwriters, Inc., 844 F. Supp. 325, 331 (S.D. Tex. 1993); Allstate Ins.
Co. v. Hardnett, 763 So. 2d 963, 965 (Ala. 2000) ("The provisions of the policy
cannot be read in isolation, but, instead, each provision must be read in context
with all other provisions."); Van Ness v. Blue Cross of Cal., 104 Cal. Rptr. 2d 511,
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new car !"#!$ %8&either damaged nor defective.”’® No one reading this

particular sentence would conclude that the writer had made an offer to
accept an undamaged and non-defective '&()$car. True, “undamaged and
non-defective” are essential characteristics of a new car — just as
“unexpected and unintended injury” are essential characteristics of an
“accident” — but the meaning is quite clear: the car must be new. In the
same interpretive manner, for an “occurrence” to be found, even
unintended injury must still result from an “accident.”

As one court has explained, the final clause to the “occurrence”
definition “makes it clear that not all injuries from an intended act will be
excluded, but only those injuries that were intended.””” And as another
court has correctly observed: “There are two components that must be
shown to establish an ‘occurrence’ under the policy: (1) an accident; and
(2) personal injury or property damage neither expected nor intended from
the standpoint of the insured.”®

Courts that give independent meaning to the term ‘“accident”
persuasively conclude that sexual abuse and molestation is not an
“occurrence,” even if such an injury was not expected or intended by the
supervisor-insured. In contrast, those judicial decisions that conflate the
two prongs of the “occurrence” definition do not explain how their
particular approach can avoid offending the interpretative rule, emphasized
in so many jurisdictions, that insurance contract provisions must be read as
a whole, giving meaning to the entire document."'

Had the “occurrence” definition merely provided that “occurrence”
means “property damage or bodily injury neither expected nor intended
from the standpoint of the insured” — omitting the “accident” predicate —
then whether the act itself was “accidental” would be beside the point. But
given that “occurrence” is defined as “#*$#++%)(*L. resulting in damage

™ (($-(*(#//01$N. Crossarm, Inc. v. Chem. Specialties, Inc., No. 03-C-415-
C, 2004 WL 602648 (W.D. Wis. Mar. 16, 2004);%aris Mailing v. Dep’t of State
Revenue, 512 N.E.2d 480, 485 (Ind. T.C. 1987).

™ Great Am. Ins. Co. v. Gaspard, 608 So. 2d 981, 985 (La. 1992); &(($#/&2%
United Pac. Co. v. McGuire Co., 281 Cal. Rptr. 375 (Cal. Ct. App. 1991) (“Since
the word ‘event’ is not limited to fortuitous happenings, the phrase ‘not expected
or intended’ cannot be read as language confirming the meaning of the term; . . .
the phrase must be regarded as language of limitation, narrowing the coverage
otherwise provided by the word ‘event.’”).

80 Norwalk Ready Mixed Concrete, Inc. v. Travelers Ins. Co., 246 F.3d 1132,
1137 (8th Cir. 2001) (quoting W. Bend Mut. Ins. Co. v. lowa Iron Works, Inc., 503
N.W.2d 596, 600 (Iowa 1993)).

1 (($&'3.#%note 75 and accompanying text.
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this "#$%&'()%* I'+,-+.- “even the egregious facts in /(0&%!%*01*2(,0,+*
likely would not be sufficient to trigger the expected or intended exclusion”
to liability insurance coverage.'”

Which is the better-reasoned interpretive approach—the 0#$%&'()%*
I'+,-+.-* as illustrated in the /(0&%!%* 01* 2(,0,+¢ase, !"3.+4*or the
"#$%&'()%*!'+,-+.45 illustrated in the 5(!603*01*7+,*/(%8&ise, !"3.+9*

* It is submitted that the O#$%&'()%* I'+,-+.elearly is the better-
reasoned interpretive approach for four compelling reasons:

First, the claims of negligent hiring, negligent supervision, and
negligent retention brought against church organizations and their
supervisors for the sexual abuse of minors by priests or other clergymen all
sound in ,%8:(8%,&%hich traditionally is based upon an O#$%&'()%*
“reasonable person” standard of care.'”’ Moreover, in a liability insurance*
context involving claims of negligence, a court generally applies an “eight
corners rule”—that is, the court will compare the “four corners” of the
underlying tort complaint with the “four corners” of the insurance policy to
determine coverage.'”

Second, the “objective” or “classic tort” standard for determining
intentional acts in liability insurance coverage disputes, or alternately the
“inferred intent” standard as applied to child sexual abuse cases, is
generally recognized in an overwhelming majority of states as opposed to
the minority “subjective” or “particular insured” standard, based upon
strong public policy reasons.'”

Third, a substantial majority of courts have now recognized that the
crucial underlying requirement in negligent hiring, negligent retention, and
negligent supervision of clergy cases largely is based upon whether the
priest or clergyman’s supervising church, bishop, diocese, or other

100 Weinstein, !"3.+*note 4, at 50.

"% The law of negligence generally imposes on each person an obligation to
conform to a reasonable person of ordinary prudence standard, an objective
standard that is now well-established in American negligence law. 7%%4* %V8;
PAGE KEETON ET AL., PROSSER AND KEETON ON THE LAW OF TORTS § 32 (W. Page
Keeton ed., 5th ed. 1984); 1%%* +:10AN B. DOBBS, THE LAW OF TORTS § 258
(2000).

192 70/9%4* 9P8kin Ins. Co. v. Dial, 823 N.E.2d 986, 990 (Ill. App. Ct. 2005)
(finding no duty to defend the insured in a sexual molestation case).

193 706%*8%, %.+::<*@art-11.B.
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religious organization !"#$%&'% ()&*+,%)-.#%!"&H Ue sexual offender’s
abuse toward minors—which, again, is an objective standard.'"*

Fourth, and of primary importance, the crucial /-*(-01&"%
'#2*1'#3#"0% both tort law and insurance contract law -+(&requires the
application of an objective “efficient or predominant cause” interpretive
analysis, as is discussed in more detail directly below.

3.1 Reassessing the Crucial Causation Requirement in
Liability Insurance Coverage Disputes Involving Sexual
Abuse of Minors

The /-*(-01&"%'#2*1'#3#"@s a crucial factor in both tort law'” and
insurance law,'” especially involving liability insurance coverage disputes. !

1% A##%ooke, (*5'-%note 4, at 1063 (“If a reasonably prudent person in the
position of the Church would expect or should expect that an employee is a danger
to innocent life, the church should bear responsibility for all resulting liability.”).

19 According to Professor William Lloyd Prosser, to establish a 6&"-%71 #%6
action sounding in negligence, the plaintiff must plead and prove: (1) that the
defendant owed plaintiff a duty of due care to act in a reasonable manner toward
the plaintiff; (2) that defendant breached this duty of due care to the plaintiff; (3)
that defendant’s acts were the /-*(-+%/&"™"#/01&Bétween the defendant’s conduct
and the resulting injury; that is to say, it was the /-*(#% 1"% 7-4@@lothe 5'&813-0#%
[-*(#%0of plaintiff’s injury or loss; and (4) actual damage or loss occurred to the
plaintiff as a result of defendant’s actions. 4##9%#%eeton, (*5'-%note 101, at
164-65. The proposed RESTATEMENT (THIRD) OF TORTS § 6 cmt. b (2010) states
that there are five elements to any prima facie case in negligence: (1) “duty”; (2)
“failure to exercise reasonable care”; (3) “7-/0*-+%/-*(#; (4) “physical harm”; and
(5) “harm within the scope of liability (which historically has been called
<5'&813-0#%/-*(f{Hemphasis added).

"% In an insurance law context, Professor Banks McDowell argues that the
following four factors need to be considered: (1) the coverage provisions of an
insurance policy; (2) the occurrence of the event; (3) the loss or damage; and (4)
the /-*(-+% >/&""#/0& ?%etween the event and the loss. Banks McDowell,
@-*(-01&"% 1"% @&"0-/0(% -",% A"(¥2U#CONN. L. REV. 569, 575 (1988)
(emphasis added). McDowell goes on to state that causation “should be limited to
the connector between what, consistent with insurance terminology, may be called
an ‘occurrence,” and the loss suffered by the insured . . . .” A,:% 575-76. 4##%-+(&%
Sidney 1. Simon, B'&813-0#% @-*(#% 1"% A"(¥-I'(# AM. Bus. L.J. 33, 35-36
(1972) (“The insurance rule is that only the proximate cause of the loss, and not the
remote cause, is to be regarded in determining whether recovery may be had under
an insurance policy, and the loss must have been proximately caused by a peril
insured against. . . . The proximate cause of loss or damage to an insured’s
property or injury to his person is not necessarily the last link in the chain of
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This is especially true with "#3$""%&" "()*+#(,-Coverage issues,
since in order to determine

whether an insurer has a duty to defend [or provide
coverage for] its insured in a lawsuit, a court should
generally apply an “eight corners rule”—that is, the court
should compare the four corners of the underlying tort
complaint with the four corners of the insurance policy and
determine whether the facts alleged in the underlying
complaint fall within, or potentially within, the insurance
policy’s coverage.'"*

Next, this crucial causation “connector” requires proof by the
plaintiff of the .+/$#$"1"%&' /@arm—rather than a mere “possibility” of
harm—based upon defendant’s conduct toward the plaintiff.'"'

Finally, when two or more defendants actively cause the plaintiff
harm, most courts will apply a “substantial factor” test, which holds that
those defendants who were a “substantial factor” and constituted the
“efficient or predominant cause” of the ultimate harm to the plaintiff,
within an unbroken casual chain of events, will be the cause-in-fact and the
proximate cause of the plaintiff’s injuries.''> This “efficient or predominant

If the clergy sexual abuse was the “efficient or predominant cause” of the
injury, and if it is excluded from coverage under an intentional acts exclusion in
the policy, then the insured will (/%be able to recover under the liability insurance
policy. This same result would also occur under “the cause nearest the loss”
interpretive analysis.

"% pekin Ins. Co. v. Dial, 823 N.E.2d 986, 990 (1ll. App. Ct. 2005) (finding
there was no duty to defend the insured in a sexual molestation action).

11212 (-+#11&' Keeton, )*.+#' note 101, at 269-72; RESTATEMENT (SECOND)
OF TORTS §§ 430-433 (1965). 1--3'-424Diocese of Winona v. Interstate Fire &
Cas. Co., 89 F.3d 1386, 1391 (8th Cir. 1996) (applying Minn. law) (“The issue
then is whether a reasonably prudent person in the position of the Diocese and the
Archdiocese knew or should have known that Adamson’s abuse of Mrozka was
substantially probable as a result of the continuing [clergy sexual abuse] exposure
caused by their willful indifference. In defining substantial probability, this court
has stated, ‘[t]he indications must be strong enough to alert a reasonably prudent
man not only to the possibility of the results occurring but the indications also must
be sufficient to forewarn him that the results are highly likely to occur.””) (citations
omitted).

1121..3'-4A24RESTATEMENT (SECOND) OF TORTS §§ 431, 432(2), 433, 435
(1965). 1--'2-(-+#11& Dobbs, )*.+# note 101, at 414-17, 447-51; Keeton, )*.+#'
note 101, at 263-68.
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cause” analysis is recognized in an insurance law context as well.'”> But in
a liability insurance context, what “efficient or predominant cause” would
(or would not) constitute an “occurrence” in a causal chain of events
involving more than one defendant?

Since few cases to date have comprehensively analyzed whether
liability insurers can defeat coverage by asserting that a church
organization, employer, or supervisor negligently “knew or should have
known” of the “expected or intended” injuries to a sexual molestation
victim initially caused by a priest or clergyman, especially from a
necessary causation perspective, we need to analyze some analogous
liability insurance cases dealing with this crucial causation requirement.

For example, in the analogous case of Farmers Alliance Mutual
Insurance Co. v. Salazar,'"* a homeowner’s insurer brought a declaratory
judgment action, seeking judicial determination that it had no obligation to
defend or indemnify either the insured son, Manuel Corrales, for his
negligent entrustment of his gun to a fellow gang member, or the insured
mother, Ofelia Salazar, for her negligent supervision of her 16-year-old son
Manuel, based on wrongful death claims arising out of her son’s
participation in the murder of another boy, Thomas Byus.'"

The insurance company’s “duty to defend and indemnify Ms.
Salazar and Manuel Corrales turns on whether Thomas Byus’s death was a
‘bodily injury . . . caused by an occurrence’” under the homeowners’
liability insurance coverage. Farmers Alliance Insurance Company argued
that the murder of Thomas Byus, by firing the bullet into his head, was the
event that must qualify as an “occurrence.” Byus’s administrator in this
wrongful death action, however, “asks us to cast our focus further up the
causal chain to Ms. Salazar’s negligent supervision of Manuel and
Manuel’s negligent entrustment of the murder weapon to Jacob De
LaCruz.”'"

In a case of first impression, the Eighth Circuit Court of Appeals,
applying Oklahoma law, stated:

Our search for “occurrence” policy case law addressing a
causal chain that begins with a negligent act or omission

3 See generally Jerry & Richmond, supra note 7, § 67[b]; Stempel, supra
note 7, § 7.02; see also Keeton, supra note 100, § 82 (Liability Insurance and its
Impact on Tort Law).

11477 F.3d 1291 (10th Cir. 1996) (applying Okla. law).

" Id. at 1293-94.

"9 Id. at 1295.
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and ends with an intentional tort has uncovered the
decisional equivalent of a famine. We have located no
cases addressing the issue facing us today. Therefore, we
begin our analysis with cases that might help by analogy or
deduction.  Of the scores of decisions interpreting
“occurrence” policies, two categories of cases prove
particularly instructive. The first category answers the
question of when an “occurrence” happens, and the second
focuses on where.'"’

The court then discussed the generally prevailing rule, recognized
by most courts, that “the time of an ‘occurrence’ generally is determined by
‘the time the complaining party was actually damaged,”” and “the location
of an ‘occurrence’ is determined by the place where the injury happened; it
does not matter that a precipitating event took place elsewhere.”''®
Although these cases did not address the court’s causal link issue directly,
the court found their reasoning to be dispositive. Accordingly, the court
held in determining whether a bodily injury was “‘caused by an
occurrence’ the question of whether there !"#$ an ‘occurrence’ should be
resolved by focusing on the injury and its immediately attendant causative
circumstances.”'"’

Based upon the facts of this particular case, the “occurrence” was
when and where Jacob De La Cruz murdered Thomas Byus, which was an
intentional act, and therefore it could %&qualify as an “accident . . . [that
was] neither expected nor intended from the standpoint of the insured.”'*’
Consequently, the court concluded that it “need not reach the issue of
whether Ms. Salazar or Manuel Corrales actually intended or expected
Thomas Byus’s death, because intentional murder is not ‘an accident’
under the insurance policy’s ‘occurrence’ provision.”"*!

This same legal argument might also be applied in a liability
insurance context when a priest or clergyman intentionally sexually abuses

117 fyx
18 ()* at 1296 (citation omitted).
119 s

120 fn w77 3d at 1297,

21 ()*$ Blthough the court did not directly address the negligent supervision

allegation involving Ms. Salazar in this particular case, the court may also have
utilized the same causation analysis found in analogous cases interpreting “Liquor
Liability Exclusions” or “Assault and Battery Exclusions™ as discussed below. +//$
#01."$iotes 95-103 and accompanying text.
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affected [the victim] after he was shot does not make it
unrelated and independent of the assault.'**

When courts have applied this analysis to negligent supervision claims in
the context of sexual abuse and molestation, they have held that the
resulting injury was not an “occurrence” within the meaning of a general
liability insurance policy:

If [the perpetrator] had not sexually molested the Isbell
daughters, Linda Isbell would have no claim for damages
against [the mother-defendant]. Thus, we find [her]
liability to be ‘related to and interdependent on’ the
tortious acts of [the perpetrator]. Because [the
perpetrator’s] underlying acts are not encompassed within
the definition of ‘occurrence,’ [the insurer] has no duty to
defend.'”

These decisions reason that negligent hiring and supervision, in and of
themselves, are not actionable, and hence immaterial, absent the non-
accidental act of molestation.

Other cases are in accord with this persuasive and compelling
causation analysis. For example, in the case of Terra Nova Insurance Co. v.
Nanticoke Pines, Ltd.,"”® a liability insurer brought an action seeking a
declaratory judgment that it had no obligation to defend or indemnify its
insured tavern keeper for claims asserted by Kevin Gibbs, who was shot by
the tavern’s security officer, John Hargett. The plaintiff argued that the
liability insurance coverage was premised on the negligent hiring and the
negligent supervision of the tavern’s security guard under the doctrine of
respondeat superior.””’ The insurer argued, however, that it was not liable
under its “assault and battery” exclusion in the policy.

The federal district court, applying Delaware law, held that:

134 Stagebands, 636 F. Supp. 2d. at 148-49.

5 Am. Nat. Gen. Ins. Cos. v. Ryan, 274 F.3d 319, 325 (5th Cir. 2001)
(applying Tex. law); accord W. Am. Ins. Co. v. Embry, No. Civ.A. 3:04CV-47-H,
2005 WL 1026185 (W.D. Ky. Apr. 25, 2005); Nw. G.F. Mut. Ins. Co. v. Norgard,
518 N.W.2d 179, 184 (N.D. 1994).

136743 F. Supp. 293 (D. Del. 1990).

BT 1d. at 294.
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2011 CLERGY SEXUAL ABUSE CASES 401

Based upon the Oblates’ knowledge of Rapp’s history and
his need for supervision and ongoing treatment, the
Oblates’ decision to give Rapp unfettered access to
Assumption’s  parishioners, without warning, was
substantially certain to result in additional incidents of
sexual molestation of boys. Accordingly, we find that the
Oblates];gactions did not cause accidental injury to Rapp’s
victim.

“Rather,” the court concluded, “the injury to Rapp’s victim was expected,
i.e., substantially certain to occur, and, therefore, the Oblates’ actions were
not ‘occurrences’ pursuant to CIC’s policy.”'”

Applied in this manner, the “expected” standard is akin to a gross
negligence standard."”' Thus, where the claimant alleged that the
perpetrator had a history of mistreating and assaulting female employees,
and the supervisor-insured knew of at least one incident where the
perpetrator had assaulted an employee, the court concluded the insured
“knew full well what was potentially going to happen with their son [the
employee-perpetrator] and the female employees and did not care.”'’* The
insurer demonstrated that the perpetrator’s “conduct was foreseeable and
not unexpected” on the part of the supervisor. Thus, with a negligent hiring
claim, “foreseeability of harm to the plaintiff is a prime factor in the duty
analysis.”'” The court concluded: “Under such circumstances, we cannot
conclude that the negligent hiring and supervision ... was an ‘occurrence’
or ‘accident’ within the meaning of the policy.”'"*

169 11

170 10

! «Ordinary negligence” has been defined as “want of ordinary care and
diligence” where “gross negligence” is defined as the “want of slight care and
diligence.” See Lutheran Benevolent Ins. Co. v. Nat’l Catholic Risk Retention Grp.
Inc., 939 F. Supp. 1506, 1512 (N.D. Okla. 1995).

"2 Mountain States Mut. Cas. Co. v. Hauser, 221 P.3d 56, 58 (Colo. App.
2009).

' Id. at 61 (citing Raleigh v. Performance Plumbing & Heating, Inc., 130
P.3d 1011, 1016 (Colo. 2006)).

" Id. In light of the high degree of foreseeability required to establish
negligent hiring/supervision, the court indicated that injury in such cases may, by
definition, be “expected” (and thus ineligible for insurance coverage), though the
court did not need to decide the point in light of the allegations that the insured
knew of prior incidents.
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third party."™ “The elements of a claim for negligent hiring are: (1) a
specific tortious act by the employee; (2) the employee’s incompetence or
unfitness; (3) the employer’s actual or constructive notice of the
employee’s incompetency or unfitness; and (4) injury.”'®  Absent the
fourth element — “injury” — nothing of legal significance has “occurred.”
As was said in another context, “negligence in the air, so to speak, will not
do.”'™® Hiring, supervision, and retention that fall short of the standard of
care, without causing injury, are of no legal consequence.

A line of decisions reasons that, in cases of negligent supervision
or hiring, the “accident,” for purposes of considering whether an
“occurrence” happened, remains the injury-causing event — such as sexual
molestation — rather than any precipitating negligence by the insured. The
term “accident,” it has been held, “unambiguously refers to the event
causing the damage, not the earlier [negligent hiring] creating the potential
for future injury.”" Courts in Illinois and in the Eleventh Circuit have
observed that a claim for negligence against an insured-employer does not
transform a non-accident (sexual molestation) into an accident, even if the
insured-employer did not expect harm."™ In SCI Liguidating Corp. v.
Hartford Ins. Co., for example, the Eleventh Circuit Court of Appeals held
that allegations of intentional sexual harassment, assault, and battery
against a manager, which formed the predicate for a claim of “negligent
retention” by the employer, are not ‘accidents’ and therefore do not
constitute an “occurrence.” The insurance coverage inquiry, it has been
held, must “focus on the ‘immediately causative circumstances.””'™
Molestation, a deliberate act, may mean that allegations of mere negligent
supervision are irrelevant, because “[t]he intentional act interrupts the
causal chain between negligent supervision and injury.”'™

180 Canatillo Ind. Sch. Dist. v. Nat’l Union Fire Ins. Co. of Pittsburgh, Pa., 99
F.3d 695, 705 (5th Cir.1996) (applying Tex. law).

81 White v. Consolidated Planning, Inc., 603 S.E.2d 147 (N.C. 2004), rev.
denied, 610 S.E.2d 717 (N.C. 2005).

82 palsgraf v. Long Island R.R., 162 N.E. 99, 99 (N.Y. 1928), cited in Cooper
v. Eberly, 508 P. 2d 943 (Kan. 1973).

'8 Maples v. Aetna Cas. & Sur. Co., 148 Cal. Rptr. 80, 84 (Cal. Ct. App.
1978), cited in Northern Sec. Ins. Co. v. Perron, 777 A.2d 161, 162 (Vt. 2001).

'8 Sears, Roebuck & Co. v. Nat’l Union, 772 N.E.2d 247, 256 (I11. 2002); SCI
Liquidating Corp. v. Hartford Fire Ins. Co., 181 F.3d 1210, 1214-17 (11th Cir.
1999).

'83.6C1, 181 F.3d at 1216-17 (applying Ga. law).

" TIG Ins. Co. v. Premier Parks, No. Civ.A.02C04126JRS, 2004 WL
728858, at *10 (Del. Super. Ct. Mar. 10, 2004).
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In another case, the court considered a sexual assault lawsuit
brought against the owner of a cab company that had hired a cab driver
who sexually assaulted his customer. The court held that whether or not
the cab company “expected or intended injury” was beside the point. Its
hiring of the molester was not the accident. The cab company’s acts or
omissions “merely created the potential for injury ... but was not itself the
cause of the injury.”"®” And in a case of negligent supervision against a
woman whose son committed murder, the court reasoned: “[t]hough
myriad other events of an earlier time and different place may have
contributed to the claimed injury, to determine whether there was an
‘occurrence’ within the meaning of the policy we must focus on those
events directly responsible for the injury.”'*®

Each of these decisions reasons that hiring a bad actor, such as a
pedophile, may be negligence, but it is not an “accident.” Certainly,
negligent hiring may form part of the circumstances contributing to
deliberate injury. Nevertheless, negligent hiring is not an “accident” within
the ordinary use of that word, these courts observe, and therefore “sexual
abuse” claims do not give rise to an “occurrence.” As one court opined,
where abuse has been alleged, a negligent supervision claim does not exist
without the damage caused by the sexual abuse.'®

E.! CLAIMS IN WHICH NEGLIGENCE IS PLED ALONGSIDE FACTS
SHOWING ACTUAL KNOWLEDGE OR INTENT: LOOKING
“BEYOND THE LABEL OF NEGLIGENCE”

An issue of critical significance with regard to an insurer’s duty to
defend the insured arises when a sexual molestation complaint pleads facts
showing specific knowledge on the part of a religious organization,
consistent with an expectation of harm, but adds a count for
“negligence” as well. Should such a count be regarded as defeating the
expectation of harm reflected by the complaint’s other allegations?

A considerable number of decisions acknowledge that when the
complaint alleges facts consistent with an expectation of harm, further
allegations that the insured “should have known” of the potential for injury,

'8 Am. Empire Surplus Lines Ins. Co. v. Bay Area Cab Lease, Inc., 756 F.
Supp. 1287, 1289-90 (N.D. Cal. 1991).

"% Farmers Alliance Mut. Ins. Co. v. Salazar, 77 F.3d 1291, 1296-97 (10th
Cir. 1996).

189 Canutillo Ind. Sch. Dist v. Nat’l Union Fire Ins. Co. of Pittsburgh,!Pa., 99
F.3d 695, 705 (5th Cir. 1996) (applying Tex. law).
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"#$%$#"™&'())* ,**' the court concluded that an insurance company was
not obligated to defend an insured against a claim labeled “negligence” in
the complaint, even though the policy — like any standard liability
insurance policy — covered negligent conduct. The court observed that “the
facts alleged involved sexual abuse (which is intentional conduct by
definition),” and thus the complaint did not state a claim that would be
covered by the policy. The legal theory denominated in the complaint was
therefore irrelevant.

This approach may be particularly apt in sexual abuse cases
involving the alleged “negligence” of a supervisor or employer. In such
cases, courts have discounted nominal allegations of negligence when they
are side-by-side with allegations of actual knowledge or purposeful action.
Thus, in an insurance action brought by parents of the alleged molester, the
court held: “Although the word ‘negligent’ is used in their allegations
against [the parent-insureds], intentional conduct is actually described. For
example, the complaint alleges that Glen and Helen Stanley had (+,-()
knowledge that Jesse possessed deviant sexual propensities and was a
continuing danger to [the victim], but that they ."/%0,,"1 him to
continually sexually abuse and sexually exploit [the victim] [as a result of
their conduct].”””> These decisions analyze whether allegations such as
“should have known” override allegations of specific knowledge.

The logic is worth exploring. Consider the following hypothetical
allegations:

The Insured employer:

(1) knew the molester had molested minors before;

(2) knew the molester aimed to molest minors again;

(3) knew and/or *23$-)1& 2(3"& 4#$5the molester was a threat to
minors.

In this example, does the inclusion of “should have known” in the third
allegation mean the insured did not expect molestation? Only if the first
two allegations are (improperly) overlooked. To illustrate, consider
another analogous example:

determine whether insurance coverage exists by focusing on the incident itself and
not the theory of liability.”).

O CL. and T.W. "6& /")7Guerin v. Sch. Dist. of Menomonee Falls, 585
N.W.2d 826, 830 (Wis. Ct. App. 1998).

202W. Va. Fire & Cas. Co. v. Stanley, 602 S.E.2d 483, 498 (W. Va. 2004).
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defined in commercial general liability policies to mean “bodily injury,
sickness, or disease.” In contrast, other standard form policies define
“bodily injury” to include mental harm, defining “bodily” or “personal
injury” as “bodily injury, shock, mental anguish, sickness or disease,
including death at any time resulting therefrom.”

Sexual abuse claims range from an abuser masturbating while in
proximity to a plaintiff, to instances of penetration, including penetration
resulting in physical damage. Sexual abuse involving clergy has included
penetration by objects, penile or digital penetration, vaginally or anally, as
well as oral copulation. Physical injury sometimes is alleged, though often
complaints allege harm limited to “anxiety, embarrassment, and emotional
distress.”

In considering whether the alleged sexual abuse equates to “bodily
injury,” a number of courts have concluded that emotional damages arising
from sexual molestation may constitute “bodily injury” under a commercial
liability policy.™” These courts have held that bodily touching alone is a
sufficient predicate to support coverage. Other courts, reasoning that
physical "#$%@&nd physical '($)*!"+ are not synonymous, conclude that
emotional damage (even if arising from touching) is not “bodily injury.”*"’
They have held that bodily injury, including sickness and disease, “does not
include emotional distress, at least where, as here, the distress is not caused
by physical trauma.”"!

Quite a few courts have held that various forms of touching and
fondling in the course of sexual abuse do not constitute “bodily injury.” A
2005 federal court decision catalogued insurance coverage cases
nationwide in which plaintiffs’ private parts had been grabbed, squeezed or
fondled, yet no “bodily injury” was deemed to have occurred. The court
held: “The phrase ‘bodily injury’ simply cannot be read as synonymous
with the phrase ‘physical )("',)' .””*'* In 2008, the New Mexico Court of
Appeals reasoned that “bodily injury” had not occurred where a neighbor
molested a child by squeezing her chest through her clothes, and rubbing

29 Wayne Twp. Bd. of Sch. Comm’rs v. Ind. Ins. Co., 650 N.E.2d 1205, 1210
(Ind. Ct. App. 1995); Allstate Ins. Co. v. McCranie, 716 F. Supp. 1440, 1443 (S.D.
Fla. 1989); Cnty. of Chemung v. Hartford Cas. Ins. Co., 496 N.Y.S.2d 933, 935
(Conn. Super. Ct. 1985).

219 Am. & Foreign Ins. Co. v. Church Sch., 645 F. Supp. 628, 632 (E.D. Va.
1986); Chatton v. Nat’l Union Fire Ins. Co., 13 Cal. Rptr. 2d 318, 323 (Cal. Ct.
App. 1992).

1 Allstate Ins. Co. v. Tozer, 392 F.3d 950, 953 (7th Cir. 2004) (applying Ind.

law).
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compensated through liability insurance coverage, which commonly
excludes acts “that are expected or intended from the viewpoint of the
insured.”

In a majority of states today, liability insurance coverage for the
molester-insured generally is barred, either under an “objective” or “classic
tort” standard for determining intentional acts, or under an “inferred intent”
standard when applied to child sexual abuse cases.

The courts have not been uniform, however, in how they treat
liability insurance coverage disputes pertaining to the sexual molester’s
supervisory employer or religious organization, specifically when the
supervisor-insured is sued for the !"#$%#"!&upervision, employment, or
retention of a sexually abusive priest or clergyman, rather than based on the
molester’s %!&"1&%'léB)s *"'+),"-

) Some courts have held that an underlying insured “occurrence”
must also be “accidental,” and therefore “negligent supervision” of a sexual
molester can never be an “accident.”*'®

Other courts have applied an “objective” or ‘“classic tort”
interpretive standard to liability insurance claims arising out of the
negligent hiring, supervision, or retention of a clergyman-molester,
including the prominent .%'/",")'0)1%!"l() case.”"”

It is submitted that the objective .%"",") '0) 1%!"!() approach
applied to liability insurance coverage disputes involving supervisory-
insureds of clergy sexual molesters is the better-reasoned interpretive
approach for the following reasons: First, the claims of negligent hiring,
negligent supervision, and negligent retention brought against church
organizations and their supervisors for the sexual abuse of minors by
priests or other clergymen all sound in !"#$%#"l/" which traditionally is
based upon an objective “reasonable person” standard of care. Second, this
“objective” or “classic tort” standard for determining intentional acts in
liability insurance coverage disputes, or alternately the “inferred intent”
standard as applied to child sexual abuse cases, is recognized in an
overwhelming majority of states, as opposed to the minority “subjective” or
“particular insured” standard, based upon strong public policy reasons.

218 2"3)"#IMountain States Mut. Ins. Co. v. Hauser, 221 P.3d 56, 60 (Colo.
Ct. App. 2009). 45&),") /"&+()Safeco Ins. Co. of N. Am. v. White, 913 N.E.2d
426 (Ohio 2009) (holding that torts like negligent supervision, hiring, and retention
are separate and distinct from the related intentional torts committed by the
original actor, such as a priest or clergyman-molester).

219 2" Diocese of Winona v. Interstate Fire & Cas. Co., 89 F.3d 1386 (8th Cir.
1996) (applying Minn. law).
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In "#$%&'()*+#,-.(/0# 1) 2"#3"#4&/(-#56.".7/--#1)e New York
Court of Appeals again reaffirmed 5--' without directly reaching the issue
of the standard of materiality, citing to 5--' with approval in support of the
majority’s finding that it was “manifest” that certain information “would
have affected defendant’s choice of insuring the risk covered by the policy
issued to plaintiff.”*

Although the Court of Appeals, since 5--'# and since the enactment
of Section 149, has not provided further detailed analysis regarding
whether materiality should be judged from an objective or subjective
standard, it never has disavowed the objective standard it so clearly
articulated and established in 5--' . The Court instead has embarked on a
lengthy debate about whether materiality can be decided as a matter of law,
and repeatedly has cited 5--' as good law.

1! THE 588,# DISSENT SETS THE STAGE FOR UNCERTAINTY
The 5--'# court was not unanimous, with Judge Edward Ridley

Finch writing a vigorous dissent. Judge Finch voiced concern that the
majority’s test for determining materiality improperly treated nearly all

a matter of fact for the jury’s consideration under Section 149, materiality can be a
matter of law under certain circumstances. Without any further insight from the
Court of Appeals, the Appellate Division has construed these cases as allowing the
court to decide materiality as a matter of law “where the evidence concerning
materiality is clear and substantially uncontradicted.” Kroski v. Long Island Sav.
Bank, 689 N.Y.S.2d 92, 93 (N.Y. App. Div. 1999); 9--#.(9)#guilar v. U.S. Life
Ins. Co., 556 N.Y.S.2d 584, 585 (N.Y. App. Div. 1990). The Appellate Division
recently has treated this as a subjective inquiry, finding materiality to be clear and
substantially uncontradicted when the insurer presents “documentation concerning
its underwriting practices, such as underwriting manuals, bulletins or rules
pertaining to similar risks, to establish that it would not have issued the same
policy if the correct information had been disclosed in the application.” Precision
Auto Accessories, Inc. v. Utica First Ins. Co., 859 N.Y.S.2d 799 (N.Y. App. Div.
2008); 9--#.(9)#%hirmer v. Penkert, 840 N.Y.S.2d 796, 799 (N.Y. App. Div. 2007);
Curanovic v. N.Y. Cent. Mut. Fire Ins. Co., 762 N.Y.S.2d 148, 151 (N.Y. App.
Div. 2003). Thus, while a subjective standard may be applied in determining
materiality for purposes of summary judgment — &"-"that there is uncontroverted
evidence that the particular insurer at issue would not have issued the particular
policy at issue under the same terms and conditions — a court or jury still is
obligated to apply an objective standard if the case proceeds past summary
judgment.

32 L. Smirlock Realty Corp. v. Title Guarantee Co., 418 N.E.2d 650, 653 (N.Y.
1981).
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Arizona’s insurance statute governing misrepresentations employs
a similar substantive form as that of Maine, also utilizing the phrase “the
insurer.”®"  Consistent with Maine’s highest court, Arizona’s Court of
Appeals explicitly has held that the statutory language supports an
objective rather than a subjective test. The court in "##$%& " ()*+& ,-./&0/&
1("2*342-52$2-"#&62*7("23$&BM Ariz. 349, 353 (Ct. App. 2004) stated
that the test for materiality “is whether the facts, if truly stated, might have
influenced a reasonable insurer in deciding whether to accept or reject the
risk.”” The Ninth Circuit, in applying Arizona insurance law in 97-7"#&
,5:$&62*7("23%& 84/& 4:& ;$<& =4(>& 0/& 94(78(Fad 470, 474 (9th Cir.
1950), also explicitly held that the test for materiality under Arizona law is
an objective one, explaining that the inquiry is to be examined from the
perspective of a “reasonable insurer.”® More recently, in 2008, the
Arizona federal district court in 9$.53"#& ?(4-$3-50$& 84/& 0/& BUB@.
Supp. 2d 1049, 1058 (D. Ariz. 2008) reiterated the previous endorsement of
an objective test by holding that “materiality exists if the facts, if truly
stated, might have influenced a reasonable insurer in deciding whether to
accept or reject the risk.”*

Florida and West Virginia also have followed suit behind Maine
and Arizona in interpreting their respective statutory provisions regarding
materiality of misrepresentations as requiring an objective test, despite
references to “the insurer” and not “an insurer” or “reasonable insurer” in
the statutory language of each state.”” Courts in each of these states have
interpreted the provision as focusing on how a reasonably prudent insurer

644, 646 (Ky. Ct. App. 1951); Massachusetts Mut. Life Ins. Co. v. Allen, 416 P.2d
935, 941 (Okla. 1965); Powell v. Time Ins. Co., 382 S.E.2d 342, 349-50 (W.Va
1989)).

1 ARIZ. REV. STAT. ANN. § 20-1109(3) (2010) (“The insurer in good faith
would either not have issued the policy, or would have not issued a policy in as
large an amount, or would not have provide coverage with respect to the hazard
resulting in the loss, if the true facts had been made known to the insurer as
required either by the application for the policy or otherwise.”).

52 1"##$%& "'()* v. Transcontinental Ins. Co., 78 P.3d 1070, 1074 (Ariz. Ct.
App. 2003).

% Mutual Life Ins. Co. v. Morairty, 178 F.2d 470, 474 (11th Cir. 1949) (“The
test of materiality is whether the facts, if truly stated, might have influenced a
reasonable insurer in deciding whether to accept or reject the risk; the insurer need
not show that it would have rejected the applicant had it known of the falsity of the
claim.”).

5 Med. Protective Co. v. Pang, 606 F. Supp. 2d 1049, 1058 (D. Ariz. 2008).

65 ASSFLA. STAT. § 627.409 (2005); W. VA. CODE § 33-6-7(c) (2006).
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also repeatedly referred to what “the insurer” would have done, seemingly
applying, based on Geer, a subjective test on materiality. Thus, the Aguilar
case quotes Geer for the proposition noting that a showing that the
misrepresentation “‘substantially thwarts the purpose for which the
information is demanded and induces action which the insurance company
might otherwise not have taken.”® The court also includes the following
cite from Geer: “The question in such case is not whether the company
might have issued the policy even if the information had been furnished;
the question in each case is whether the company had been induced to
accept an application which it might otherwise have refused.”®  The
Aguilar court then “appl[ies] this test” and affirms the lower court.** But
what test did the court apply, exactly? The language from Geer cited in
Aguilar cannot resolve the issue because it only tells half the story. Gone
from Aguilar is the language of the “reasonable” or “prudent” insurer that
featured so prominently in Geer and that is critical to the quotations lifted
out of context by the court in Aguilar. And deciding whether an objective
or subjective standard applies was not central to the issue decided by the
Agquilar court.

Even more problematic and egregious is the ruling in Greene v.
United Mut. Life Ins. Co.,¥ in which the trial court rejected the jury’s
findings and granted a directed verdict in favor of the insured as to whether
material misrepresentations had been made. Here, the trial court directly
took on the question of “[w]hat constitutes a material misrepresentation
sufficient to justify an avoidance of the policy.”® The trial court referred
to the Corpus Juris Secundum which stated “the test to be ‘whether
knowledge of the true facts would have influenced a prudent insurer in
determining whether to accept the risk or in fixing the amount of
premiums.””®” The Greene court then continued, reaching a shocking
conclusion:

However, the test in New York has been laid down by its
Court of Appeals in Geer v. Union Life Ins. Co. . . . . It
gives a narrower test, it is not the test of what any other

%2 Jd. at 210-211 (quoting Geer v. Union Mut. Life Ins. Co., 273 N.Y. 261,
271) (1937)).

zz Id. at 211 (quoting Geer, 273 NY at 269) (emphasis in original).

Id.

% Greene v. United Mut. Life Ins. Co. 38 Misc. 2d 728 N.Y.S. 2d 809, 815-16
(N.Y. Gen. Term 1963).

% 1d. at 731, 813.

¥ Id. (citing 45 C.J.S. Insurance § 595).
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support of its decision to reverse the trial court’s denial of the defendant
insurer’s motion to dismiss on the ground of a material misrepresentation.
The court used an objective standard, stating that a misrepresentation is
material when a “reasonable insurer would be induced by the
misrepresentation to take action which he might not have taken if the truth
had been disclosed.”'*

In addition, other jurisdictions and the federal judiciary have held
that, under New York law, materiality is determined by an objective test.
In Hoechst Celanese Corp. v. National Union Fire Insurance Co., 1990
WL 96400 at *1 (Del. Super. July 6, 1990), the Superior Court of Delaware
(citing Geer as relevant precedent) recognized that under New York law,
“fraudulent concealment can serve as a bar to recovery under an insurance
contract if the contract contains a representation made by the insured that is
false and material and that was relied upon by insurer in issuing the
policy.”'” The court provided a thorough analysis on misrepresentations
under New York law, providing in part: “Materiality is judged by an
objective standard; that is, would industry practice consider the allegedly
concealed information as material to an insurer’s decision to renew the
policy.”''’ Similarly, the Southern District of New York twice has held
that the test for materiality under New York law is an objective one, and
depends on whether industry practice would consider the undisclosed
information material as to the insurer’s decision to participate in the
insurance contract.""'

Despite the potential confusion created by the enactment of Section
149 and the inconsistent holdings of lower New York courts, there has been
one constant for applying an objective test: the New York Court of
Appeals. When a statute is enacted, it becomes the responsibility of the

said as a matter of law that a prudent insurer like the defendant would have or
would not have rejected the application.”) (emphasis added).

1% Horton, 363 N.Y.S.2d at 132 (quoting Geer v. Union Mut. Life Ins. Co.,
273 N.Y. 261, 272 (N.Y. 1937)).

1% Hoechst Celanese Corp. v. Nat’l Union Ins. Co. of Pittsburgh, No. 89C-SE-
35,1994 WL 721653, at *2 (Del. Super. Ct. Mar. 31, 1994).

"0 1d. at *3.

1" See John Jovino Co. v. Fireman’s Fund Ins. Co., No. 90 Civ. 7486, 1992
WL 176956, at *7 (S.D.N.Y. July 14, 1992) (“The standard by which materiality is
judged is an objective one.”); Am. Home Assurance Co. v. Fremont Indem. Co.,
745 F. Supp. 974, 977 (S.D.N.Y. 1990) (“It remains to be seen whether under the
standard by which materiality is judged, an objective one, industry practice would
consider the [insured’s] loss projections as material to a reinsurer’s decision to
participate . . .”).
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Crystal L. Fraser*
I INTRODUCTION$

Medicare is a health insurance program for people age 65 or older,
people under 65 with certain disabilities, and people of all ages with end-
stage renal disease.! Medicare was originally considered a primary payer
system because “the private health insurance industry made its coverage
secondary to [M]edicare’s.” As a result, at its inception, Medicare was
considered “the ‘secondary’ payer only for medical services covered by
workers’ compensation, and the ‘primary’ payer for all other eligible
medical services provided to eligible participants.”” In response to the
increasing financial burdens on the Medicare system and in an attempt to
shift the burden of costs to private sources, Congress enacted a series of
amendments to the Medicare provisions of the Social Security Act in 2007
which provided numerous circumstances under which Medicare was no
longer a primary payer.* “Medicare Secondary Payer” (hereinafter “MSP”)

* Crystal L. Fraser, Esq. is a 2011 graduate of the University of Connecticut
School of Law. She is currently employed as an associate at the West Hartford
office of Seiger Gfeller Laurie LLP. A special thank you to Partner Mark Seiger of
Seiger Gfeller Laurie, for his assistance in selecting and researching this complex
subject.

' Michael A. de Freitas, Annotation,!"#$%$&'()*+,-& $/&$+,)",%) 0114#$/"&$+,) +2)
34%%$/".4) 54/+,%".") 6"4.) 6.+7$-$+,-) +2) 5+/$"#) 54/8.$&") 0/&) 9:;) <=5=*=0=) >)
?@éB'QCDD)",%)E4F8#"&$+,-)6.+GB#F"&4%)HIl@é&%AR. FED. 553 (1995).

J%=

3 Christopher S. Berdy & W. Steven Nichols, HI4) 34%$/".4() 34%%$/"$%) K)
5*LI6)MN&4,-$+,)0/&)+2);00PQ)0)6+/&F&W), &.+%8/&$+,)&+)E4-+#7$,F)64.-+,"#)
J,S8.") T$"CH#$&'=)*#"$G-) C) 34%$/".4) U4,42$/%5.4F. COUNS. J., Oct. 2009,
at 393,394,

* 544) $9%35) de Freitas, -81." note 1; 544) "#-+Sonja P. Morgan-Marshall,)
VA4%4."#) 34%$/".4) 54/+,%".") 6"4.) *+G1#$",/4) ", %) W+X) 3",%"&+.") J,-8.4.)
E41+.&%,F)Y)ZI"&R-)WANRIAL ADVOC. Q., Summer 2009, at 6 (“[M]edicare is
not expected to pay for medical services as long as payment ‘has been made, or
can reasonably be expected to be made, promptly, under a workmen’s
compensation law or plan of the U.S. or under an automobile or liability insurance
policy or plan (including self-insured plan) or under no-fault insurance”).



I $%R&'SOS*(H)&+* -&SH.-H0%* &-#  1234#564T#

89# 1 <t :<=># ?2>>2@3AH BO<CH# :2# =<D<=# :2# 98:BE:82@9%# F;<=<# :;<#f GKC8?E=<#
H=2I=E>#C2<9%# @2:#;EJ<#tH=8>E=A#HEA><@ ## {BERAOBESEBAB=<#
89#:: <#N9<?2 @ CE=AOH#HEA<=#8@#:F2#?8=7B>9:E@?<94#P8=9: M##
#
G<CB8?E=<#89#E#9<?2@CE=A#HEA<=#:2#QI|=2BH# ;<E3:;#H3E@9R#D2=#
G<C8?7E=<# K<@<D8?78E=8<9# F;2# E=<# <38I8K3<# G<CS8?E=<#
K<@<D87?78E=8<9%# 4# 4# 4# E@QC# F;2# ;EJ<# QI=2BH# ;<E3:;# H3E@R#
?2J<=E|<#2 @#:;<#KE98I#2D#: <8=#2F @#2=#:;<8=#9H2B9<SO#?B==<@ #
<SH32A><@:# F8:# E@# <>H32A<=# :;E:# ;E9# QE:R# 3<E9:# .:F<@:A#
<>H32A<<9#D2=#K<@<D8?8E=8<9#EI<C#98T:AUD8J<#2=#23C<=M#2=#E:#
3<E9:#5VV# <>H32A<<9# D2=# :;<# C89EK3<CM# 2=# ;EJ<# <@C# 9:El<#
,<@E3#CB89<E9<#E@CH#F;2#;EJ<#QI=2BH#;<E3:;#H3E@R#?2J<=El<#
2@#E@A#KEDB94
#
+<?2@CM# G<C8?E=<# 89# E# 9<?2@CE=A# HEA<=# F;<=<# ?<=:E8@#%# 2:;<=# D2=>9# 2D
8@IB=E@?<# E=<#=<9H2@98K3<# D2=# E# G<C8?E=<U<38I8K3<#8@C8J8CBE3S9# ;<E3:;
<TH<@ZJ4Y@# :;:89# ?2@:<T:M# G<C8?E=<# 89# <99<@:8E33A# 9<?2@CE=A# F;<=<# EQ#
8@C8JI8CBE3# 89# :=<E:<C# D2=# E@# S@WB=A# 2=# 833@<99# F;8?;# 89# F2=XU=<3E:<C
?EBI9<C#KAH#E@#E??8C<@:M#2=H#F;<=<#<8:;<=#E#@2UDEB3:#8@9B=E@?<#2=#|=2BH# -
H3E@#F833#7?2J<=#9B?;#833@%2912=#3@WB=A4
Y @H#Z<?<>K<=#T[M#TVVEM#\=<98C<@:#]<2=I<#/4#"BO;#98|@<CH#8@: 2#3EF#
5 <# G<C8?E=<M# G<C8?E8C# E@C# +$ W 'T:<@982@# -?:# 2D# 7VV6# ;<=<8@ED:<=#
NGG+-Oad# +<?:82@# 555# 2D# GG+'-# 8>H29<9# 2@<=2Bo%# @<F# =<H2=:8@I#
=<bB8=<><@:9# 2@# 38EK838:A# 8@ ?3BC8@I# 9<3DU8@9B=<=9aM# @2UDEB3:# E@C#F
?2>H<@9E:82@# 8@9B=<=9# F8: # E<@WILEH#<Z K<@<D8?8E=8<9# F;2# ;EJ<#
?2J<=El<# B@C<=# |=2BH# ;<E3:;# H3E@# ";<=<8@ED:<=# N]_\Oa# E==E@I<><@:9M# E9#
F<33#E9# D2=#G<C8?E=<#K<@<D8?8E=8<9#F;2#=<?<8J<#9<::3<><@:9M#WBCI><@:9M#
2::<=# EFE=C9% 2=# HEA><@:9# D=2># 38EKS838:A# S@9IB=E@7?<# 8@?3BC8@I# 9<3L

HRB R

R+ & PurG2)$- %  c#G2)$)z#  +,1+ AM# GG+'# +$()%&# 555
G'2)$-'#  +$%&Z-d#t \-d# G-&Z-(%,d# , \%,08&] & )N))(d# )&+*,-&$#

)&$.+2)&J# +P Da+ -&$ aM &WUP.# )&+ &% M -&z# | wf+ %
$wGV&+-(%&# * +# | Nz MHE:#57# TCH<CATVV[ad##

H#A<=CAHCH&S?; A38M @ 2:<#g4l#

4 E:#g[IU[L# 28:8@# | 7# *4+4$4# h#t 5g[LA Ka 7a’-a 88a# " 7VVYai#t G<>2=E@CB>#
D=2># $:=94# P2=# G<C8?E=<# c# G<C8?E8C# +<=J94M# )@:=2CB?:82@%# :2# +<?:82@%# 555#
GE@CE:2=A# G<C8?E=<#+<?2@CE=A#\EA<=# ,<H2=:8@|4# B4 * Rt 04 HGM} 7VV[aM#
;:HejjFFF4?>94;,9412JjGE@CE:2=A) @9,<H|Z2F@32EC9},<J89<C+<?:82@555V77gV[4
HCD4a4#

"#G2=IE@UGE=91EBMHE 2: <#!4#

4 2A# -Att P=E@7?2# <@HBIARP&3#1!1+-,.4) 5.11,"/+12) 16) %) 7%!.) 8+/9) %)
0.'+:%%$.)7,%+3%2M#RH#( _# Z'P HBEAHTVV[MHE #Y4#



IS %&'()*+&$,&)-(/  $H&O.+-(1  $23&,% 445%

6789::7<=>?$7@AB:9CD$6789::7<=?$ @:$E@:F=:E S K &HiH BS7 B T30
DK68$ 7=E$ C=L68C;D6@7%$ :=67B@:<=8% DK=$ 7@D6@7$ DK;D$ DK=$ B=M=:;C$ L@N=:7H-=
67D=7D$@7$=789:67L$DK;D$%=M6<;:=$68%$;CE;08%$D:=;D=M$;8$DK=%I:0=:$@B$C;8D$:=8(
67$ DK=8=$ 86D9;D6@78% ;7M$ 68% 67D=7M=M$ D@$ I: @N6M $ %=M6<;:=$ E6DK$ 7=E$ ;7
‘MM6D6@7;C$ D@@C8$ D@$ =7B@:<=$ DK68$ :6LKDJI$ 27M=:$ DK=$ %%,&*?$ |;:D6=
M=86L7;D=M$ ;8% P+=81@786QC=$+=1@:D67L$ &7D6D6=8R$ SK=:=67;BD=:$ P++&8R>?$ ;:=%
:=T96:=M$ D@$ :=I@:D$ <=:D;67%$ 67B@:H;D6@7$ D@$ DK=%$ )=7D=:8% B@:$ %=M6<;:=$ ;7\
%=M6<;6M$,=:N6<=8$SK=:=67;BD="$P)$6:B+®D 78=$ D@$DK=$=7,<DH=7D$ @B$
DK=$ ,=<D6@7$ ###%$ :=I@:D67L$ :=T96:=H=7D8?$ 6D$ 68% 6HI=:;D6N=$ DK;D$ ++&8$ ;7M$
DK@8=$ I::D6=8% EK@$ :=1:=8=7D$ ++&8% 67$ :70% <;1;<6DO$ D;F=$ 86L76B6<;7D$ ;7M$
I:@;<D6N=$ 8D=I8$ D@$ :=;8@7;QCO$ <@786M=:$ DK=$ 67D=:=8D8$ @B$ %=M6<;:=$ EK=
=8@CN67L$ 6789::7<=$ <C:6HBFLE7TNEERDS @:$ BID9:=$ %=M6<;=$
Q=7=B6<6;:6=8U$@B$9DH@8D$6HI@:D;7<=$683M=N=C@167L$;$DK@: @9LK$97M=:8D;7M
@B$DK=$,=<D6@7$ ###$8D;DID@:0$ 8<K=H=$;7M$K@E$ D@$ <@HICO$ E6DK$6D8$ D=
=1@:D67L$:=T96:=H-FEIBJ

-K=$%%,&*$68$;$<@HIC6<;D=M$E=Q$EK6<K$K;8$V98D$:=<=7DCO$Q=L97%$
D@$ Q=% 97:NY3%,% K;8% Q==7$ :=8=7D=M$ H;70$ T9=8D6@78% EK6<K?$
:CDK@ILK$DK=$;<D$SE;8$1;:88=M$67$!"'57$:=H;67$ EEDK@9ID$<C=;:$;78E=:81$*8%$:$
:=89CD?$ DK=%$ 6HIC=H=7D;D6@7$ M;D=$ B@:$ DK=%$ :=1@:D67L$ :=T96:=H=7D8% K;8% Q==
198K=M$ Q;<F$ 79H=:@98% D6H=8J% -K=$ 6HIC=H=7D;D6@7$ M;D=$K;8% ;C:=;MO$ Q==
M=C;0=M$ DE@$ BOCC$ O=;:8% B:@H$ DK=$ 676D6;C$ X;79;:0$ #?2$ I""Y$ M;D=U$ ++&8%$ ;:=
<9::=7DCO%$=ZI=<D=M3$D@$Q=L67$D=8D67L$DK=$:=1@:D67L$808D=H$S@7$X;79;:0$#?$!"}
TM$D@$Q=L67$H;7M;D@:0%$:=1@:D67L$67$DK=$B5'BBST- DRSS BS!"##J
@B$ DK68%$*:D6<C=$68%D@$ |: @N6M=$ M=D;6C=M$ 678D:9<D6@78% @7$ <@HICO67L$ E!
,=<D6@7$ ###$ :=L68D:;D6@7$ :=T96:=H=7D8% ;7M$ D@$ ;7;CO[=$ DK=$ 7=E$ :=1@:D67L$
:=T96:=H=7D8$;7M$ DK=$86L76B6<;7D$6889=83DK=0$1:=8=7D$ B@:$6789:=:8%;7M$ DK=6
:DD@:7=08%;7M$D@$1:=8=7D$:$N;:6=DO$ @B$8@CID6@78$EK6<K?$6B$;<D=M$91@7$(
1:@1:6;D=3% I;:DO%$ @:$ =7D6DO?$ E6CC$ K=CI$ =789:=% <@HIC6;7<=$ E6DK$ DK=$
-=T96:=H=7D8%$;7M$I:=N=7D$DK=$6HI@86D6 @ 7$@B$8=N=:=$I=7;CD6=8J$$

,=<D6@7$ (($M68<988=8%++&8$67$L:=:D=:$M=D;:6C?$1;:D6<9C;:CO$:=L;:M67L$
EK@$ T9;:C6B6=8% ;8% :7$ ++&JI$ *MM6D6@7;:CCO?$ 6D$ ;:L9=8% DK;D$ @7=$ @B$ DK=$ H(
@7=:@98% D;8F8% B;<=M$ QO$ DK=$ 6789:;7<=$ 67M9I8D:0$ 68$% M=D=:H6767L$ 6B$ ;7%

SRR AR

:;34!$2J,J)$\ #HWY]OSQ>S5>ASN>$SI">J$
d.

“Fee =:MO$ $/6<K @GHRB7 @D=$W?$;DSWYWA4L"|I$

% (D$68$6HI@:D;7D$D@$ 7@D=$DK;D$ DK68$ Q@MO$ @B$ C;E$68$<@7D679@98CO$<K;7L6
M=N=C@I67LI$(7M==M?$B: @H$DK68%$;|=:G8$676D6;C$M:;BD67L$DK: @ILK$6D8$I9QCE6<;D6@7$)
6889=M$ 79H=:@98$ 9IM;D=8% :7M$ <C::6B6<;D6@78J$*8$ 89<K?$ 6D$ 68$ KBLKCO$ C6F=CO$ DK;D$:
19QC6<;D6@7$<=:D;67%;:=;8$E6CC$Q=$B9:DK=:$M=N=C@I=MJI$

S %%,&* $ #itHs a b Gb /| &a B KDDIBCAdEEEJ<H8IL@Nd%;7M;D@:0(78+=Id$
"4eaK;D8e/=EJ;8If-@1.BO;L=$SC;8D$N686D=M$.<D@Q%:$4?$!"#">J



% $9&&'S()SH(H)&+*,-&SH.-HOY* & # 1234#5647#

289::<=:><2:# <?# 28# <?# 2># @2;?7<AB8BA# ::# ,,'# C28# +B@><2;# 555# 8BD28><;9#
DE8D2?B?4# (F<?# ?B@><2;# 2E>3<;B?# >FB# <GD28>:;;@B# 2C# G:H<;9%# >F<?#
AB>B8G<;:><2:4##

+B@><2;#)))#18<BC3J#BKD3:<;?#LBA<@:8B#B;><>3BGB;>#:;A#B3<9<I<3<>J#:; A#
:89EB?#>F >#,," ?#G: J#F.MB#BK>8BGB#A<CC<@E3>J#<#2|>:<;<;9%>FB#<;C28G:><2;#
B@B?7?:8J#>2#G:HB#:#AB>B8G<;:><2;#:?#>2# # @3:<G:;>N?#LBA<@:8B#IB;BC<@<:8J#
?>>E?44 ># @2, @3EAB?# >E2E3/#HG HB# G:;A:>28J# 8BD28><;9# 2C# #
@3:<G:;>N?#?2@<:3#?B@E8<>J#;EGIB8#:#D8B8BOE<?<>B#>2#8B@B<M<;9#:;J#?B>>3BG
28# 2>FB8# C28G# 2C# D:JGB;># :;AP28# >F:># ABCB;?B# @2E;?B3# ?F2E3A# <;@3EAB#
SBOEB?>?# C28# >F<?# <;C28G:><2:# <:# <;>B8829:>28<B?# ?BSMBA# 2;:# ::J# D3:<;><CC4;
Q2RBMBS8S#>F<?#?B@><2;#:3?2#F<9F3<9F>?#>FB#D:8><@E3:8#A<CC<@E3><B?#D8B?E
T23AB8U#@3:<G?#RFB8B#?2GB#2C#>FB#?E99B?>BA#7?23E><2;?#G:J#IB#<;BCCB@><MB:-

+B@><2;# )1# 2E>3<;B?# >FB# 8BD28><;9# D82@B??# C28# ,,"?# <;@3EA<;9#
8B9<?>B8<; 9#R<>F#IL+#: A#AB> <3< 9%#RF:>#<;C28G:><2;#GE?>#|B#?EIG<>>BA#>2#
SL+#: AHRFB;#>FB#<;C28G:><2;#GE?>#IB#?EIG<>>BA4#)>#.89EB?#>F . >#>FB#E?B#2C#
9B >?#C28#8BD28><;9#DE8D2?B?#|J#,, ?# G: J#D82M<AB#:;# . AA<><2;:3#D2<;>#2C#
3<1<3<>I# C28# >FB# ,,'# ;;A# >FBBBC28B# @2; @3EAB?# >F:># ,,'?# ?F2E3A# ;2># E?B#
(9B >?#:?2# #GB:;?#2C# :>>BGD@2BDR M R<>F#>FB#+B@><2;#555#8BD28><;9#
8BOE<8BGB;>?4#

+B@><2:# 1# A<?@E?7?B?# >FB# DB;:3><B?# C.:@BA# |J# ,,'?# C28# ;2;V
@2GD3<:;@B# R<>F# >FB# +B@><2;# 555# 8BD28><;9# 8BOE<8BGB;>?4# )># :89EB?# >F:>
<GD27<;9# FB:MJ# G2;B>:8J# C<;B?# C28# ;2;V@2GD3<:;@BS# D:8><@E3:83J# <;# >FB#
?@B;:8<2# RFB8B# :# @3:<G:;># F:?# C:<3BA# >2# D82M<AB# >FB# ,,'# R<>F# 8BOEB?>BA#
<:C28G:><2:# <?# :# M<23:><2:# 2C# >FB# '<9F>F# -GB;AGB;>N?# 'K@B??<MB# W<;B?#
$3:E?B#:; A#<?#>FB8BC28B#E; @2;?><>E><2;:34##-?#:#8B?E3>S#H>F<?#?B@><2;:#@2; @ 3E.
>F:>#:J# DB;:3><B?# RF<@F# G:J# |B# <GD2?BA# 2;# :;# ,,'#t PF2E3A# <;?>B:A# IB#
PF<C>BA#>2#>FB#@3:<G:;>#;AP28#>FB# @3:<G:;>N?#:>>28;BI# 2;# #?7>82; 94 ?F2R<;9#
C82G# >FB# ,,'#f >F:># >FB# @3:<G:;># F:?# C.<3BA# >2# D82M<AB# >FB# <;C28G:><2;#
S8BOE<8BA#|J#>FB#,,'#>2#B;?E8B# @2GD3<:;@B#R<>F#>FB#+B@><2;#555#8BD28><;9#
8BOE<8BGB;>?4##+B@><2;#1#CE8>FB8#?EQ9B?>?#:#D82 @B??#RF<@F#,, ?#?F2E3AH#E?E
>2#B;?E8B#>FBJ# F:MB# :; J# <;C28G:><2:# :B@B??:8J#>2# @F:33B;9B# :;J# C<;B?# C28#
2.V@2GD3<:; @B#R<>F#>FB#+B@><2;#555#8BD28><;9#8BOE<8BGB;>?4##

+B@><2;# 1)# D8B7?B;>?# # M:8<B>J# 2C# ?23E><2;?# >2# >FB# ;EGB82E?#
D82I13BG?#D8B?B;>BA#|J#>FB#+B@><2;#555#8BD28><;9#8BOE<8BGB;>?4#);#D:8><@E3:8
<># A<?@E??B?# >FB# ABMB32DGB;># 2C# B8828?# At 2G<??7<2;?# D23<@<B?# >2# D82>
. ?H# C82G# D2>B;><:3# ;2;V@2GD3<:;;@BX# <># ?EQ99B?>?# >F<?# ?23E><2:;# ?#
D:8><@E3:83J#E?BCE3#>2#7?B3CV<;?ESBA?4#+B@2;ASH#<>HA<?@E??B?# At AM2@:>B
G:;;A:>28J# E?B# 2C# LBA<@:8B# ?B># :?<AB# :88:;9BGB;>?S# D:>>B8;BA# :C>B8# >FB#
@E88B;>#8BOE<8BGB;>#C28#R28HB8?N#@2GDB;?:><2;S#C28#3<:I1<3<>J#Y<;@3EA<;9#7|
<:?E8::@BZ# ::A# :2VC:E3># <;?E8B8?# :?# :;# :3>B8;:><MB# GB>F2A# 2C# D82>B@><;9#



IS %&'()*+&$,&)-(/  $H&O.+-(1  $23&,% 445%

%6789::6<=$ >8?:798:@$ 8?A6;6=A=$ :?7$ AB$ AC6$ =A;89A% ;6DB;A8?ES$ ;6FG8;6H6?A=$
:71B9:A67$87?$AC6$%%,&*I$

$

(Q  +&0./,(K3&$+&0.+-(/1$&/-(-(&,$

|
! -C6%$>8;=A%$H:LB;$8==G6$DB=67$ MN$ AC6%$ %%,&*$ 8=$ 76A6;H8?8?E$ OCB$
=CBG@7$M6$76=8E?:A673:=$:7$++&J%,69A8B?$###%$,6FG8;6=$B? @N$++&=$AB%$;6DB;A$
8?7>B;H:A8B?$AB$)%,J$$%6789:;65CB@7=3AC6$++&$=B@6@N$ ;6=DB?=8M@6%$>B;$ AC!
199G;:A6$:?7$ABHE@NS>8@8?ES:?7%;6DB;A8?ESB>$9@ :8H=$:?7$8A$8=$AC6;6>B;6$9;8A8
AB$876?A8>N$SAC6$D;BD6;$++&I%$

PBO616;Q$AC6$D;B96==$B>$876?A8>N8?E$OCBS$FG: @8>86=%$:=$:?$++&$C:=$
D;BI6?7$78>>89G@A%$:?7$9B?>G=8?EJ$RB;$6S:HD@6Q$8?$AC6$=GHH6;$B>$!"'5Q%$*)&$
2,*Q$:$;6A:8@$BD6;:A8?E$7818=8B?$B>$*)&$1;BGDQ$B>>6;8?E$D;BD6;ANQ$9:=G: @ANQS
:8=TUH:?:E6H6?A$:?7$:99876?A%:?7$C6: @AC$8?7=G;:?96$D;B7GI9A=$AC;BGEC$;6A:8@%
M;BT6;=Q%;6@6:=67$87>B;H.ABBRPATIR$BRAES8?=G;67=3OBGC@7$M6SACES++&S$
>B;$ :@HB=A$% :@@$ DB{IBASSINEES ""5Q% *)&$ 2,*$ ;:6@6:=67$ AC6S
>B@@BO8?E$=A:A6H6?AWS$ XYCB8@6$06$M6@86I6$AC6;6$8=$H6;8A3 ABFAC6$DB=8AS8
BG;$87=G;67$9BG@7$ M6$ D;BD6;@N$ 76=8E?:A67$ :=5$ AC6S$ ++&$ >B;$ 9@:8H=F :E:87=A%
767GOABM@6%$ @8:M8@8AN$ DB@8986=0Q% O6% ;69BE?826% AC6%$ 87>B;H:A8B?$ ;6968167$
)%,$9:7$M6$8?A6;D;6A67$82$=616; S OMBIB;6Q$8?$AC6$.9ABM6:$!""5$
;6@6::6$*)&$2,*$:==GH67$;6=DB?=8M8@8AN$:=$ACG$:I§$;—BB;83$6$++&J
AOB$ D;6==% ;6 @6:=6=3$9@6:;@N$ =CBO3$ AC6$ :HMBEG8AB6=% 87% ,69A8B?$ ###$ :?7$ AC
9BHD@89:A8B?=%$87%$87A6;D;6 A8?E$8A=$;6FG8;6H6?A=J%$$

$

*] 1PO $++&, $

$

1P0$ ++&=% :;6% E676;:@@N$ 8?7=G;6;=$ B;$ ACS8;73$ D:;ANS$ :7H8?8=A;:AB;=$
AX-0*=[_J$*$-0*$8=3:?$67A8ANSAC:ASD:N=%$:?7"B;$:7LG789:A6=39@:8H=F:?7$H:N$
D6;>B;H$BACG6;$:7H878=A;:A816$=GENM66-BEBB>SACE6$1POQSACESD@:?$B;$ACES
D@:?$87=CG%;(258?7=A:296=30C6;6$:?$ 8?$ BRI AC:AQ$87$ 6AG;?$>B;$
AC6%;6968DA$B>$D;6HBGHQS$:==GH6=$AC6$BM@8E:A8B?$AB$D:N$9@:8H=$76=9;8M67
AC6$87=G;:?96$9B?A;:9A%$:?7$:==GH6=3AC6$>87:798:@%$;8=T$:==B98:A67$O8AC$=G9IC$
D:NH6?A=Q%$7B6=$7?BA3$D;B96==31P03$9@:8H=38A=6@>Q$MGAS$9IB?A;:9A=$08ACS$:$-0*$/

3353355355355 355 555355355355 355 3553553553555 5 555 P PP PP PP PFP LI PFHS
" 0:6==$ +6@6:=6Q%$ *)&$ 2,*Q$ 2D7:A6$ (?>B;H:A8B?WS *)&$ :?7$ AC6$ %6789:;6Q%
%6789:87$b3,)P(0$&SA6?7=8B?$*9A$",GHHE;$!"'5_$"B?$>8@6$08ACS$:GACB;_J$
1$0:6==$+6@6:=6Q% *)&$ 2,*Q$ 2D7:A67$ (?>B;H:A8B?W$ *)&$ : ?7$ AC6$ %6789::6Q%$
%67#5139:87$b$,)P(O$&SA6?:BB?$*9A$".9ABM6;$VQ$!""5_J$
$4.$
" ee$c$4!$2J,J)IS#ASVNAM_A]_$7M™a_J$




'S 068" (%)*%+)$* +-.'%($/.0$1&+" /S 2345$6758%

9:<3:=$ >?@A$ >:;:BC@:>D$ EA:$ )F.$ AG>$ EA:$ ;:>93H>CICAEERS 3<$ ;:93;ECHK5
(=943J3:;>% G;:$ ,:@EC3H$ 666% --(>$ <3;$ MNF$ 9?;93>:>% ?HO:;$ 3H4J$ B:;J$
4C=CE:0$@C;@?=>EGH@:>5%
$
P5 / *P**)Q$ *,+-.'%($ R%/+S*M$ , (/T U+-'o%( \$ 'S$
"&UTHN$ *+-wm( 0 $
$
T3;$H3HUMNF$97?;93>:>$R4CGIC4CEJ$CH>?;GH@:D$>:4<UCH>?;GH@:D$H3U<G?.
CH>?;GH@:$3;$W3;X:;>Y$ @3=9:H>GEC3HVD$EA:$--($ C>$ EA%ZG994C@GI4:$94GH5[
JASE:;;=$Z2G994C@GI14:$ 94GH[$ =:GH>$ EA:$ Z<3443WCHKS$ 4GW>D$ 94GH>D$ 3;$ 3EA:;$
G;;GHK:=:HE>D$CH@4?0OCHK$EA:$<CO?@CG;J$3;$GO=CHC>E;GE3;$<3;$>?@A%$4GWD
3;$G;;GHK:=:HE\$RCV$]4"CGIC4ACEJ$CH>?;GH@:$RCH@4?0OCHK$>:4<UCH>?;GH@:V_$R
<G?4E$CH>?;:GH@:_$RCCCVS$IWA3; X::>Y$ @3=9:H>EH SN ABAEAS3: $94GH>5]
%G;:$ TCHGH@CHKS$ .O=CHC>E j3E<BHMNR4TTVDS WAC@AS GO=CHC>E:;>$
TOC@G;:D$O:<CH:>$GHFG994C@GI4:$94GH$G>$ZGHISG;;GHK:=:HED$3;G4%3;$W;CEE:
1J$ 3H:$ 3;$ =3;:$ :HECEC:>D$ E3$ 9;3BCO:$ A:G4EAS$ |'H:<CE>$%$ 3;$ =:0C@G4%$ @G;:$ 3;$
G>>?=:$4:KG4$4CGIC4CEJ$<3;$CH€P.§$$$3;$C44H:>>5[
$.$H3HUMNF$]--("$C>$GH%$:=943J:;$3;$0:<:HOGHEY>$CH>?;GH@:$3@G;;C:;$
RC5:5D$W3;X::>Y$ @3=9:H>GEC3H$ CH>7?;::D$ K:H:;G4$ ACGICACEJ$ CH>?;:;D$ 3;$ H3U<G
CH>?;:;V5% T3;$ :bG=94:D$ C<$ GH$ :=943J:;;$ C>% >:4<UCH>?;:0$ <3;$ W3;X:;>Y$
@3=9:H>GEC3H$3;$4CGIC4CEJ$CH>?;GH@:D$ EA:$:=943§?$H$J$I:$GH$-—(5[
CH>?GH@:$@G;;C:;$=GI$@A33>:$E3$AGHO4:$@4GC=>%$9;:3@:>>CHK$3H$CE>$3WHS$3
37E>3?,@:$EA:>:$;:>93H>CIC4ACEC :>$E3$GH3EA:;$:HECEJ5$N3W:B:;D$EAC>$OC>ECH@
C>$C;;:4:BGHE$CH$;:4GEC3H$E3$EA:$O:E:;=CHGEC3H$3<$EA:$--($ GHOS GHS CH>?;:; B
@3H>CO:;:0$GH3$--($;:KG;04:>>$3<$WA:EA:;$3;$H3ESCESAGHO4:>$ CE>$3WHS @4GC=>
9;3@:>>CH$H
$
65 /CGIC4CEJ$*H>?,GH@:$
$
/ICGIC4CEJ$CH>?,GH@:$C>$0:<CH:0O$CH$EA:$;:K?4GEC3H>$C=94:=:HECHKS$ EA.
(- $G>$
$EPPPPPPP$$$$$$55555555PPPPPPPE$$$$$555SSSTIIPPPPPPPPPP TS BE
"HS
Big0p, BT&-$ (%3 d$ (5%.S$, (-2, 5)-85+%)&$)8$ , (%)&'$ 6665
Y S)&-Q$ T (S%($ , (W&'S-Q$ F.Q($ - (F&)*M $SR8#HLVSS
518$+5,5%5%e$6cL"IRIVRIVSS
8818$9%5T5-5$e$!66586$R8##gV5$
8 P::0J$d$'C@ATARE HIE:$cSGES s B&VR 5 (%)*&'$ 6665&TSIN(S
(% B (5*%2S$.5$ %NYFY hy(r&s . %)$&TSH#HAR (VDS ()(*+(,+-
(/. AEEQ\ii344C>CH>?;GH@:5@3=IW9U@3HE:HEIi?943GO>i8##Li#7i>.@EC3Hj666590<5%
8!$--( $&B:;BC:WD$ AEEQIIWWW59CGEE@3H>?4ECHK5@3=iCHO:b59A9k39EC3HI@3=j@3%
HE:HEdBC:WIG;EC@4:dCOI6c6d*E:=COIL6$R4G>E$BC>CE:O$&@E5$!D$8#6#V5$




'S %&'()*+8&$,&)-(/  $HH&O0+-(11  $23&,$ 45#%

(6789:6;<$ =>6;?8@>6A$ :$ 7<?BC>6789<@$ D?:6E$ FG:F$ DOHI>@<7$

D:JK<6F$ L:7<@9% H6S$ ?<A:?$ ?>:L.>?>FI$ BHI$ >6M89J% HI$ >??76<77$ HI$

@:K:A<$ FH$ DOHD<9FINS$ N$ N$ N$ 3>:L>?>FJI$ >6789:6:<$ D:JK<6F$

K<:67$:$D:JK<6F$LI$:$?>:L>?>FI$>6789<90$H9$:6$HSFCHBCDH;P<F$

D:JK<6FO$ >6;?8@>6A% :$ D:JK<6F$ FHS$ ;HI<9$ :$ @<@8;F>L?<$

9<Q8>9<@$LI$:$7>:L>?>FI$>6789:6;<$DH?>;JO$LI$:6J$>6@>I>@8:?$

HI9$HFG<9$<6F>FJISFG:F$;:99><7$7>:L>?>FJ$>6789:6;<$H9$>7$;HI<9<@$

LJ$:$7<?BC>6789<@$D?:6N

$
&T77<6F>:?2?2J0%$7?>:L.>?>FJ$>6789:6;<$=>6;?8@>6A$ 7<?BC>6789:6;<E$R>7$;HI<9:A<SFG:F
>6@<K6>B><7$ HI$ D:J7$ H6$ L<G:?B$ HB$ FG<$ DH?>;JGH?@<9% H9$ 7<?BC>6789<@% <
(A>B67FS$ ;?2:>K7$ BHI9$ 6<A?>A<6;<0%$ >6:DDI9HD9>:F<$ :;F>H60$ H9$ >6:;F>H6$ SG>:G$
9<78?F7% >6$ >6M89J% FH$ :6$ >6@>1>@8:?$ HI9$ @:!KMLF}%WD<9FJNT
>6789:6;<$ >6;?8@<7$ FG<$ BH??HS>6AV$ GHK<HS6<97WS ?7>:L>?>FI$ >6789:6;<0%
:8FHKHL>?<$ ?>:L>?>FJ$ >6789:6;<0$ DOH@8;F$ ?>:L>?>FJ$ >6789:6;<0%$ K:?D9:;F>:<$
?>:1L>?7>FJ$ >6789:6;<0% 86>6789<@$ KHFHI9>7F$ ?>:1L.>?>FJ$ >6789:6;<0$ 86 @<9>6789<(
KHFHO>7F$?2>:L>?>FJ$>678%:6;<0$<F;N
$

IN ,<?BC(6789<@7$

$

(69"#$%& (& )*(& +$,"--$& SO FG<$ 26>F<@$ ,F:F<7$'>7F9>;F$ )HBIF$
>6F<9D9<F<@$R7<?BC>6789<@$D7?:6T$:7$87<@$>6$FG<$%<@>;:9<$:7$,<;H6@:9J%$0:J<
=G<9<>6:BF<9% R%,0TE$ 7F:F8F<$ :7$ >6IH?I1>6A%$ :6$ R<6F>FJ$ FG:F$ G:7$ :778K<@$
DH7F89<$ 7>K>?:9$ FH$ FG:F$ HB$ :6$ >6789°G,<G<HMD@SINHABS [<@<9:7$
+<A8?:F>H67$ @<B>6<7%$ :$ 7<?BC>6789<@$ D?:6% :7$ R:$ D?:6$ 86@<9% SG>;G$ 6%
>6@>1>@8:?70$HI$DI>|: F<$HISAHI<O6K<B6F:?$<6F>FJI$;:99><7$>F7$HS6$9>7P$>67F<:@:
F:P>6A$ H8F$ >6789:6;<$ S>FG$ :$$,:00=8INTPFGS$ ):9<$ [>6:6;>6A%
*@K>6>7F9:F>H6$ G:7$98?<@$ FG:F$ RFG<$ K<9<$:L7<6;<$ HB$>6789:6;<$ D89;G:7<@%
BQHK$:$;:99><9$@H<7$6HF$6<;<77:9>’?J$;H67F>F8F<$:$’\D’?:%W$HB$7<’?BC>6789:6;<NT
(6$ @<F<9K>6>6A3FG<$ @<B<6@:6F7WS$7F:F873$:7$DH77>L?<$R7<?BC>6789<@$D?:670
‘HB8IF$ 368%$ 7F:F<@$ FG:F$ RH6<$ 9<Q8>9<K<6F$ BH9$ :6$ <6F>FJ$ FH$ L<$ :$ 7<?BC
>6789<@$ D?:6$>7$"FG<$ DOHI>@<9$ K87F$ <7F:L?>7G$ :$B86@%$ S>FG$ :6$>6@<D<6@
B>@8;>:9J$SG>;G$>7$ @H; 8K<6F<@$ LJI$:$SO>FF<6$:A9<<K<6F$FG:F$>6;78@<7$ ?<A:?9
% N R N R

‘5$4|$)N[N+N$ $4##N5 $ ' UEN$$

VE)-+, N[+$%&0+8$ | $6&0(S , &+a, N@PL"GHF<$5NS

1x$3$

’;$%:7H6$IN$*KN$-HL:;;H$)HNO$!#!$[N$,8DDN$!@$YYO$Z#$:&N‘N/NbN$!""!EN$

‘3%

" $AIS)N[N+NS$_$A##N5"NS$

¥$ 0<@>;:9<$ :7$ ,<;H6@:9$ 0:J<9$ :6@$ %<@>;:9<$ +<;HI<9JI$ *A:>67F$ -G>9@$
0:9F><703$54$[<@N$+<ANSA#XH#UOSA#XIXS=.. FN$#HOSHZYZENS



'S 068" (%)*%+)$* +-.'%($/.0$1&+" /S 2345$675#$

89:;3<:=>=4=7=9:$% @<A$ 3>4=B@?=3<:$ 89CD=89A%$ >E$ ,7@?79% 4@F:G$ H38% ;@EI9<?$ 3}
I9A=J@4$9K;9<:9:$3H$?L3:9$=<MD8IAS>E$%?:$;83ADJI?:5N

*<$ @5 P@ES #Q60Q3% @498?73 =::D9AS >E$ %P,R$ %P,$ :?@79A% ?L@7?$ =?$ F=44%
J3<:=A98% ;@EI9<?:$ >ES$ :;3<:38:$ 3HS$ J4=<=J@4% ?8=@4:$ H38% @<E$ =<MD8=9:$ 38%
J31;4=)@7?=3<:3@8=:=<B$3D?$3H$I4=<=J@4$?8=@4:$?3%$>9%$.94HS=<:D8@<J9T$@:$:DJL
::3<:38:$ @89% J3<:=A989A$ 23$ >9% --(:$ @<A$ ID:?$ 89;38?% ?L9:9% ; @EI9<?:$ 23%
%P,5°% .:$ 9@84E$ @:$ #QQ!R$ %P,$ L@AS |@=<?@=<9A% ?L9$ ;3:=7=3<$ POA=J@89%
F3D4A$ <3?$ |@U9% ;@EI9<?:$ =<$ :=?D@?=3<:$ FL989% ?L 9% J4=<=J@4$ ?8=@4%$ :;3<:38%
@BB899A$ ?3$ J3VI8$ :@EI9<?:$ <3?$ 3?7L98F=:9$ J3VI89A$ >B$ @<3?L98% ;@E985
W3F9VI8R$%P,R$D<?=4$P@E$#Q6QR$I3<:=:?79<?4ESH@=49A%$?3$B=V93$J4@8=H=J@?=
?3% FL9?L98% 38% <3?$ ?L9% :;3<:38G:$ @B899I9<?$ ?3% I@U9%$ :DILS ;@EI9<?:$
J3<:?=?D?9A$@$4=@>=4=7E$ S DBO@NIRS; 8@ ?3$?L @ ?$A@?9R$:;3<:38:$
3H$I4=<=J@43$?8=@4:$FO989$ D<@>49%$?3$A9?798|=<9$?7L9=8%$:?7@7?D:$ @:$--(:$ @<A$>9B:
?L9%$ 89CD=89A% 89B=:?8@?=3<$ ;83J9::5% *<$ ?L9$ 9VI<?$ %P,$ L@AS$ <3?$ HD8?LI98$
9K?9<A9A$?L9$=<=7=@4$89;38?=<BSA@?9R$?L9:9%$:;3<:38:$F3DAASL@VISH@IOASF: 9V
;9<@47=9:5%)L=:$ :=?D@?=3<$ =44D:?8@7?9:$ ?L9$ 3<B3=<B$ A=HH=ID4?E$ =<$ A9?798I=<>
FL9?L98%$38%$<3?$@<$9<?="E$L@:$:94HS=<:D8@<I9$ @<A$?L9%$;83>491:$?L@?$A=HH=JI
:89:9<?:5%$$%

$

Ob '3SSH@D47?%$=<:D8@<J9%

$

)L9$89BD4@?=3<:$=1;4919<?=<BHRPH=<9$ <3SH@D4?$=<:D8@<J9%
@:$

$

*<:D8@<J9% ?L@7?$ ;@E:$ H38% I9A=J@4% 9K;9<:9:$ H38% =<MD8=9:$

D:?@=<9A%$3<$71L9%;83;987?E$38%;891=:9:33H$?L9$=<:D89AR$38%=<$

?L9% D:9R$ 3JID;@<JERS$ 38% 3;98@?7=3<%$ 3H$ @<$ @D?3I3>=49R$

89B@8A49::$3HSFLIFI@ESL@VI$>99<$89:;3<:=>49$H38%$J@D:=<B$

Stiblilishiisblisbba st bbbl LU RRURR AR
VasonR$#6#SX5$,D;;5$#AS @23 Y#$ZCD3?2=<B$P?5$[=@>43$PIA5$%?85$V5$\4D9$%83::$
1$\4D9%$,L=94A%.::G<R$[9J53'35$ Y S[IQRI6Y Y $0/$_"#"6QR$@?$ "$Za5-5-5\6$1DA4ES6RS
6YY”bb5$

°% PII38@<ADI$ H83I$ %7?8:5% X38% PIA=J@89% ]$ PIA=J@=A$ ,98V:5R$ ./(-)c$
%4=<=)J@4% )8=@4:$ ]$ /=@>=4=?E$ *<:D8@<J9$ Z*<J4DA=<B$ ,94HS*<:D8@<J9bR$ '3SX@D4?
*<:D8@<JIR$ @<A$ 038U98:G$ %31;9<:@?=3<$ ZP@EHVIRDIAQBRDRS
L??;cddFFF5J1:5B3VdP@<A@?38E*<:-9;d[3F<43@A:d.4987%4=<=)@4)B@=4:'eWa5;AH5

O'$ 1@<=J9$ f=9B498% O @ABRSSection 111 Alert in NGHP Context
Regarding Clinical TrialsR$ R[Lg R$ 1D<9$ 67R$ #Q6QR$ L?7?;cddFFF5I3<A@C$
5J3IgID<:?9A:?@’?9:d@8?:J495@:;h@8?:J49i:Aj6QO#QQ5$$

$4d.$



2011 MEDICARE SECTION 111 REPORTING RULES 453

the accident. This insurance includes but is not limited to
automobile, homeowner’s, and commercial plans.*®

No-fault insurance is essentially a plan of “insurance that pays for
health care services resulting from injury to an individual or damage to
property in an accident, regardless of who is at fault for causing the
accident.”’

1! MEDICARE ENTITLEMENT, ELIGIBILITY AND
ENROLLMENT

As mentioned above Medicare, is a federal health insurance
program for people age 65 or older, people under 65 with certain
disabilities, and people of all ages with end-stage renal disease.”® It is
distinguishable from Medicaid, which consists of state run health insurance
programs designed to provide health insurance to low income pregnant
women, children under the age of 19, people 65 and older, people who are
blind, people who are disabled and people who need nursing home care.” It
is possible to qualify for both Medicare and Medicaid; however, the
Section 111 reporting requirements concern only Medicare beneficiaries.*’

Medicare is comprised of two “parts.” Medicare Part A, commonly
referred to as “hospital insurance,” helps a qualifying individual pay for
inpatient care received in a hospital, skilled nursing facility, or hospice,
and, if certain conditions are satisfied, home health care.*' The second part,
Medicare Part B, commonly referred to as “medical insurance” helps a
qualifying individual pay for “medically-necessary doctors’ services and
other outpatient care.”* Medicare Part B also pays for certain preventative
services and services that may prevent an illness from progressing.*

%42 C.F.R. § 411.50 (2006).

37 CTRS. FOR MEDICARE & MEDICAID SERVS., "#$%#ote 5, at 13.

3 de Freitas, "#$%#ote 1, at § 2a.

3 DEP’T OF HEALTH AND HUMAN SERV., WHAT IS MEDICARE?, %'%()%*)+& %,&
http://www.medicare.gov/Publications/Pubs/pdf/11306.pdf (last visited Oct. 4,
2010).

40 4+ (/

“10./&

“0./&

#0./; Medicare beneficiaries may also choose to enroll in Medicare Part D,
which is Medicare’s prescription drug coverage plan or in Medicare Part C, which
are commonly referred to as “Medicare Advantage Plans.”
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Medicare for any conditional payments made. Section 1395y(b)(2)(B)(iii),
states, in pertinent part, when Medicare makes a conditional payment for
medical services received as a result of an injury caused by another party,
the government has a right of recovery for the conditional payment amount
against any entity responsible for making the primary payment.''® A
conditional payment is: “A Medicare benefit payment made for any item or
service to which the exclusion for third-party payers applies, [which] is
conditioned on reimbursement to the appropriate Medicare Trust Fund
when notice or other information is received regarding a beneficiary’s
entitlement to payment under a primary plan.”'"* |

In a recent decision, !"#3$%&' ($)$%*' +," -).. #*the United States
District Court for the Northern District of West Virginia was asked to
examine the ability of CMS to recover monies owed by a beneficiary from
such beneficiary’s attorney."”® The court noted that to recover payment,
“the government may ‘bring an action against any or all entities that are or
were required or responsible . . . to make payment with respect to the same
item or service . . . under a primary plan.””"*' Primary plan is defined as a
group health plan or large group health plan and a workmen's compensation
law or plan, an automobile or liability insurance policy or plan (including a

"8 42 US.C. § 1395y(b)(2)(B)(iii). “In order to recover payment made under
this subchapter for an item or service, the United States may bring an action
against any or all entities that are or were required or responsible (directly, as an
insurer or self-insurer, as a third-party administrator, as an employer that sponsors
or contributes to a group health plan, or large group health plan, or otherwise) to
make payment with respect to the same item or service (or any portion thereof)
under a primary plan.” /&, *%%"')0*Cox v. Shalala, 112 F.3d 151, 154 (4th Cir.
1997) (“When such a conditional payment is made for medical care, the
government has a direct right of recovery for the entire amount conditionally paid
from any entity responsible for making primary payment.”).

1970C AM. JUR. 2D (12#)0'(%2,'3'4%8&#2) §2473 (2009).

'U.S. v. Harris, No. 5:08CV102, 2009 WL 891931, at *1 (N.D. W. Va.
March 26, 2009) (holding that Plaintiff’s attorney became liable to Medicare
immediately when he made payment to his client, a Medicare beneficiary. Mr.
Harris’ client in a personal injury case had received Medicare benefits in the
amount of $22,549.67. Mr. Harris settled the personal injury action for $25,000.
He then distributed the settlement proceeds without reimbursing Medicare for its
conditional payments. Medicare reduced its claim to $10,253.59, taking into
account Mr. Harris’ attorney’s fees, costs, and the amount of the settlement.
Having already disbursed the settlement funds, Mr. Harris ignored Medicare’s
rights. Thereafter, Medicare pursued Mr. Harris in court to recover its conditional
payment).

12 /&, at *3 (quoting 42 U.S.C. § 1395y(b)(2)(B)(iii)).
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self-insured plan) or no fault insurance.'”” The government may also
“recover under this clause from any entity that has received payment from
a primary plan or from the proceeds of a primary plan’s payment to any
entity.”'” Such an entity is defined as “a beneficiary provider, supplier,
physician, attorney, State agency, or private insurer that has received a
primary payment.”'** Under Harris, an attorney may be held liable for
monies due to CMS if her beneficiary client fails to make such payment.
However, it appears as though this situation has rarely arisen. A Freedom
of Information Act (hereinafter “FOIA™) request submitted to CMS
revealed on three instances in which “CMS or its agents took action to
recover conditional payments under the [MSP] Program.”'*

Under 42 U.S.C. § 1395y, liability for conditional payments made
by Medicare can be further extended to the RRE. There are a variety of
methods by which an RRE may protect itself from lawsuits to recover
conditional payments. First, an RRE may make a payment directly to
Medicare for the conditional payments which have been made and then
make any remaining payment to the claimant. Second, the RRE may name
Medicare as an additional payee as a material term to the settlement
agreement. Alternatively, the RRE may establish a policy of refusing
liability payments to claimants who fail to provide the required
information.

The case of Breitkopf v. Krieger'*® illustrates how these methods
may be used in practice. In Breitkopf, the parties entered into a settlement
agreement under which they agreed Medicare’s rights had to be
protected.””’” However, a dispute between the parties arose as to whether
Medicare or CMS could appear as a payee on the settlement draft."*® The
claimant demanded a portion of settlement immediately, however, the
insurer did not want to disburse the settlement proceeds for fear of the
possibility that Medicare would pursue a claim against it if conditional
payments were not repaid within 60 days.'” The judge ordered half the
money be paid to the claimant and the other half be placed in an escrow

12242 U.S.C. § 1395y(b)(2)(A).

2.

12442 C.F.R. § 411.24(g)(2006).

2 Hart v. U.S. Dept. of Health & Human Servs., 676 F. Supp. 2d 846, 852 (D.
Ariz. 2009).

126 No. 09-1890 (E.D. Pa. Nov. 2, 2009).
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Medicare’s ability to recoup any conditional payments, to ensure its
position as secondary payer for future payments and/or to achieve the
overall goal of protecting Medicare’s future financial interests. Unlike the
safe-harbor provisions which have been advocated by some industry
professionals, which merely relieve all parties of liability, shifting the
burden of financial penalties to the party responsible for non-compliance
will serve the overarching goal of the Section 111 reporting requirements.
Furthermore, shifting the burden to the claimant may provide an incentive
for future claimants to comply with information requests sent by RREs.
Therefore, shifting the financial burden will not only protect RREs from
unreasonable penalties, but will result in a more effective process for CMS,
RREs and claimants.

VI.I'  HELPFUL SOLUTIONS
A.! ERRORS & OMISSIONS INSURANCE POLICIES

The insurance industry has begun to offer new products in response
to the reporting requirements. For example, American Empire Surplus
Lines Insurance Company (hereinafter “American Empire”), a member of
the Great American Insurance Group, has launched an errors and omissions
(hereinafter “E&Q”) liability insurance product specifically designed for
Medicare statutory compliance.””’ E&O insurance is “an agreement to
indemnify for loss sustained because of a mistake or oversight by the
insured.””® Essentially, E&O coverage provides protection “in the event
that an error or omission . . . has caused financial loss . . . .”"*" In regards to
American Empire’s new E&O product, Bob Nelson, American Empire’s
President and Chief Operating Officer stated:

Our new policy, which provides E&O coverage for
Medicare Statutory Compliance, is designed to help all
entities who choose to self-insure their workers’
compensation or third party liability exposures. The new
Extension Act legislation has wide-ranging consequences

17 Press Release, Am. Empire Surplus Lines Ins., Am. Empire Surplus Lines
Ins. Co. Launches E&O Liab. Ins. For Medicare Statutory Compl. (Nov. 9, 2009).

% BLACK’S LAW DICTIONARY (8th ed. 2004).

9 Glenda Wertz, The Ins and Outs of Errors and Omissions Insurance, INS.
1., July 19, 2004 available at
http://www.insurancejournal.com/magazines/west/2004/07/19/features/44745.htm.
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to these employers, who may soon be confronted with
demands from Medicare for reimbursement for claims they
thought were settled.'*

The use of an errors and omissions policy will be particularly
useful for self-insureds, particularly those that are small companies, where
their new Section 111 reporting requirements will seem particularly
onerous. An errors and omissions policy like the one discussed above will
reduce the risk associated with self-insureds by ensuring coverage where
any compliance mistakes are made by the self-insured which would
otherwise result in the imposition of heavy fines.

RREs should take into consideration numerous factors in
determining whether or not to purchase an E&O policy to protect against
non-compliance with the reporting requirements. For instance, in the event
an RRE uses an agent as discussed above, it is important to discern whether
the E&O policy will cover mistakes made by the agent. Further, as with
any type of insurance, RREs must consider what this type of E&O policy
will cost.

B.! MEDICARE SET ASIDE ARRANGEMENTS

The central goal behind the new reporting requirements enacted
through MMSEA is to provide Medicare with additional tools by which to
seek reimbursements for Medicare claims. Completing CMS-approved set-
aside arrangements, commonly referred to as MSAs, will effectively serve
this purpose. A Medicare set-aside is “an allocation for future payments
under an insurance claims settlement designated exclusively to pay for
medical services that would be covered by Medicare if the injury/illness is
not covered by a private insurance program.”’*' Medicare set-asides are
currently required only in workers’ compensation settlements.'** The
widespread use of Medicare set-asides in other settlement agreements will
ensure that Medicare’s interests are being reasonably considered by the
parties. The advantage of a Medicare set-aside arrangement is that when
the set-aside amount has been completely exhausted, Medicare will become

140 Am. Empire Surplus Lines Ins., "#$%éote 137.

M8 )1+$& **-.& [+012%$+& 3+45'110+& '$$%67+8+641& 9+2*8+& %6& :!I"+& *$&
<1!-&/%6%7+$WORKPLACE STRATEGIES (MARSH, Global Offices) 2005, at 1.
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the primary payer and will be responsible for all future Medicare-covered
expenses related to the injury.'®

Under the current Medicare set-aside scheme for workers’
compensation claims the following requirements must be met:

(1) The claimant is currently a Medicare beneficiary and
the total settlement amount is greater than $25,000; OR,

(2) The claimant has a “reasonable expectation” of
Medicare enrollment within thirty (30) months of the
settlement date and the anticipated total settlement amount
for future medical expenses and disability/lost wages over
the life or duration of the settlement agreement is expected
to be greater than $25,000.'*

The amount of a set-aside arrangement varies on a case-by-case basis and
should be approved by CMS. The approval process would allow CMS to
evaluate the extent to which its interests are being considered and advise
the parties as to what adjustments, if any, must be made in their
computations. In computing the amount to be “set-aside” the parties should
consider: “all future medical expenses (including prescription drugs),
repayment of any Medicare conditional payments, previously settled
portions of a workers’ compensation claim, life expectancy, inflation,
administrative fees, wages, and attorney fees.”'*’

There are no current requirements that MSAs be used in the
context of non-workers’ compensation claims, including personal injury
liability claims. However, using MSAs for these types of claims appears to
be the most prudent way to protect Medicare’s interests for future expenses

'3 Berdy & Nichols, supra note 3, at 397.

4 J1d at 396 (citing Ctrs. for Medicare & Medicaid Servs., Workers
Compensation Medicare Set-aside Arrangement, available at
http://www.cms.hhs.gov/WorkersCompAgencyServices/04_wcsetaside.asp#TopOf
Page); see id. (A claimant may have a “reasonable expectation” of Medicare
enrollment when the individual (1) has applied for Social Security Disability
Benefits; (2) has been denied Social Security Disability Benefits but anticipates
appealing that decision; (3) is in the process of appealing and/or refiling for Social
Security Disability Benefits; (4) is 62 and six months old; or, (5) has an End Stage
Renal Disease condition but does not yet qualify for Medicare.).

5 I1d. Conditional payments are those payments made by Medicare to a
provider for health care services. “Medicare can and will seek reimbursements
from GHPs and non-GHPs for conditional payments made if it determines those
payments were the responsible of a primary payer.” Id. at 395.
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and to protect RREs against future liability and fines. A system of MSA for
personal injury liability claims could closely resemble the system currently
in place for workers’ compensation claims. If any scenario listed above
exists, a set-aside arrangement would be an appropriate option.'*

I

VIL.I' CONCLUSION

In an attempt to “protect its future financial interests,” Medicare
has imposed stringent new reporting requirements on liability (including
self-insurance), no-fault and workers’ compensation insurers. These new
reporting requirements present a variety of obstacles which make strict
compliance difficult for these entities. Lack of strict compliance can lead to
the imposition of stiff monetary penalties on these entities, as well as
liability for any other remedies available to CMS. The simplest way to
avoid liability is for the RRE to retain reporting duties within itself, not to
outsource that responsibility to agents. That is because RREs may not
transfer its duty to report, that is, it will always be liable for errors and non-
compliance, regardless if it actively participates in the actual reporting
process.

Affected entities need to take care to ensure they determine the
proper RRE for reporting purposes and that the RRE makes any and all
attempts to ensure compliance. Ensuring compliance with the reporting
requirements will be particularly difficult because the RRE must rely
heavily on the trustworthiness and cooperation of the claimant who for all
intents and purposes has little incentive to honor any information requests
from the RRE. For this reason, the burden of penalties should be shifted
from the RRE who attempts in good faith to the uncooperative claimant
who through his or her actions is essentially interfering with Medicare’s
right to protect their interests.

As CMS works through the implementation of the mandatory
reporting requirements, more “alerts” and information are sure to come.
Until then, the hurdles and obstacles faced by RREs and their attorneys will
remain great. And until then, entities involved in the liability (including
self-insurance), no-fault, and workers’ compensation insurance industry
must be sure to determine their status as an RRE and comply with the
current reporting requirements.

146 1t at 401.
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seven participants: Bear Stearns, Goldman Sachs, Lehman Brothers,
Merrill Lynch, Morgan Stanley, JP Morgan, and Citigroup.® In particular,
Lehman Brothers championed the CSE program as generally increasing
competitiveness and aligning U.S. regulations with the European Union.’
Fundamentally, these broker-dealers assured regulators that despite capital
requirements being calculated internally, adequate risk-management
policies and advanced statistical modeling would ensure that proper levels
of capital would be maintained.

Despite the promise of the CSE, by March of 2008 three of the five
participating firms had at least $30 of debt to every $1 in assets.® Such
ratios are far in excess of the SEC’s standard limit of $15 in debt to every
$1 in assets.” Yet, even in the face of such alarming levels of leverage, the
broker-dealers continued to assure the markets that they were in
compliance with the CSE standards. On March 11" three days before the
collapse of Bear Stearns, SEC Chairman, Christopher Cox, stated that he
had “a good deal of comfort” about the capital cushions being maintained
by CSE participants.'” Despite such assurances, by the end of September
2008 all but two of the original CSE participants had dissolved or been
acquired.'"  More alarmingly, September 15", 2008, the day Lehman

LU v L Lo

Letter] (“Lehman Brothers applauds and supports the Commission in establishing a
voluntary alternative method of computing net capital for certain broker-dealers. . .

% U.S. SEC. & EXCH. COMM’N OFFICE OF INSPECTOR GEN., SEC’S OVERSIGHT
OF BEAR STEARNS AND RELATED ENTITIES: THE CONSOLIDATED SUPERVISED
ENTITY PROGRAM iv, Report No. 446-A at iv (September, 2008) [hereinafter OIG
Report].

71" Lehman Brothers Letter, #$%&hote 5.

¥ Ben Protess, ()*"+, !-.,/&01&'2, ('3)"+, 40, 5"36, 36, 768"#42"64, 9'6:#;,
PROPUBLICA;,Oct. 1, 2008;,http://www.propublica.org/article/flawed-sec-program-
failed-to-rein-in-investment-banks-101. ,

?01G Report, #$%&note 6, at ix.

' Boyd Erman, <=",("+,5%#="#,36,'#,>"),14&"4,<""4"&#;LOBE AND MAIL
(Toronto), Mar. 12, 2008, at B1.

" Robert Schroeder, ?0)+2'6;, @0&1'6, 40, 9"A02", B0)+361, .02%'63"#C,
.02%'63"#, 1"4, DAA"##, 40, ("+, &361, 36, -FA='61", G0&, H8"&#31=4
MARKETWATCH, Sept. 21, 2008, http://www.marketwatch.com/story/goldman-
sachs-morgan-stanley-to-become-bank-holding-companies. The remaining two
firms, Goldman Sachs and Morgan Stanley applied to be bank holding companies,
which effectively removed them from SEC oversight. 7+|
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the issuance of licenses and impose penalties on institutions that fall out of
compliance with the requirements of entry.”> Second, regulators generally
impose capital requirements that force banks to hold minimum levels of
money in reserve.” Finally, regulators attempt to impose market discipline
on the financial industry through the public disclosure of financial
information, which permits investors and depositors to assess the risk
associated with a particular bank.** This Note is primarily concerned with
the second principle, minimum capital requirements.

B. THE DEFINITION OF CAPITAL

When regulators refer to a bank’s capital they are referring to the
“financial cushion that depository institutions maintain to shield themselves
from unanticipated losses.”” In its simplest terms, capital is the amount by
which financial institution’s assets exceed the institution’s total liabilities.*
Core capital primarily consists of retained earnings and shareholder’s
equity.”” It is a generally accepted principle of financial regulation that the
larger a financial institution’s capital, the more likely the institution will be
able to repay its investors and avoid failure.”® In addition, forcing financial
institutions to hold a minimum level of capital helps incentivize reasonable
risk-taking on the part of the company’s shareholders.”

L s

2 RESERVE BANK OF INDIA DEPARTMENT OF BANKING SUPERVISION, CORE
PRINCIPLES OF EFFECTIVE BANKING SUPERVISION, §§ 1-2 (1999) (Discussing the
essential elements of an effective regulatory system and licensing as core
principles of banking regulation), "#'$%"&%'! "(
http://www.rbi.org.in/upload/publications/pdfs/10115.pdf.

)% at § 3 (discussing capital requirements as core principles of banking
regulation).

# Y+at § 5 (discussing the disclosure of financial statements as a core
principle of banking regulation).

> PATRICIA McCoy, BANKING LAW MANUAL: FEDERAL PRUDENTIAL
REGULATION OF BANKS AND THRIFTS § 6.03 (Matthew Bender & Co. 2009).

26 Capital is the “net worth of a business; that is, the amount by which its
assets exceed its liabilities.” InvestorWords.com, Capital, http://www.invest
orwords.com/694/capital.html (last visited April 12, 2011).

T Equity Capital is “[i]nvested money that, in contrast to debt capital, is not
repaid to the investors in the normal course of business. It represents the risk
capital staked by owners through purchase of the firm’s common stock.”
Businessdictionary.com, Equity Capital, http://www.bis.org/press/p981027.htm
(last visited Feb. 26, 2011).!

2 CARNELLET AL., ,-./" note 13, at 252.

* McCoy0!,-./"! note 25.
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1.I' Total Capital: Tier 1 and Tier 2

Since not all forms of capital provide an effective cushion against losses,
Basel I divides a bank’s total capital into two tiers.* Tier 1 (Core) capital
is the preferred form of capital and consists of common equity shares, non-
cumulative preferred shares, and holdings in consolidated subsidiaries."’
Because of its preferred status, regulators require that 50% of a bank’s
capital requirements be satisfied with Tier 1 assets.”  Tier 2
(Supplementary) capital accounts for all other non-preferred forms of
capital.¥ Tier 2 capital commonly includes hybrid capital instruments,
subordinated debt, and general loan-loss reserves.**

Using these tiers, Basel I establishes limits and restrictions on the
composition of a bank’s total capital. Most prominently, Basel I limits Tier
2 capital to 100 percent of Tier 1 capital.”® In other words, if a bank has
$500,000 in Tier 1 capital and $1 million in Tier 2 capital, the bank’s total
capital can only be $1 million ($500,000 in Tier 1 capital and $500,000 in
Tier 2 capital). Additionally, Basel I limits subordinated debt to 50 percent
of Tier 1 capital.46 For instance, if a bank has Tier 1 assets of $500,000 and
subordinated debt of $1 million, the bank’s total capital cannot exceed
$750,000 ($500,000 in Tier 1 capital and $250,000 in subordinated debt).
After appropriately sorting a bank’s assets and applying the requisite
restrictions, a bank’s total capital can be determined by simply adding Tier
1 to Tier 2."

2.1 Risk-Adjusted Assets

Next, Basel I values a bank’s “risk-adjusted assets” by dividing a
bank’s total assets into four broad categories or “buckets.”*® Each bucket is
assigned a specific conversion factor or “risk-weight” that is tied to the

LU L Lo

% See BASEL I, supra note 31, at 3-7 (discussing the constituent elements of
capital).

“'1d. at 14-15.

“1d. at 3-4.

“Id. at 4-6.

“1d. at 14.

* BASEL I, supra note 31, at 14,

“Id.

“1d.

48 RODRIGUEZ, supra note 21, at 8.
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credit risk associated with the assets contained in each category.*”
Specifically, the four buckets and their associated risk-weights are: 1) cash
and government securities-0 percent; 2) interbank claims-20 percent; 3)
debt secured by real property-50 percent; and 4) all other obligations,
including corporate debt-100 percent.® Once a bank’s total assets have
been appropriately sorted into the above categories, the dollar value of each
category is multiplied by the conversion factor.”’ The resulting dollar
amounts represent the risk-weighted asset value for each category. For
instance, if a bank has $100,000 in mortgages (debt secured by real
property), the risk-weighted value of those mortgages is $50,000 (100,000
multiplied by the conversion factor of 50 percent).

In addition, Basel I also provides mechanisms for drawing
otherwise off-balance-sheet obligations, such as letters of credit, into total
risk-adjusted assets for purposes of capital adequacy.”® Once again, off-
balance sheet obligations are grouped into the same four buckets, and
multiplied the by the conversion factors: 0 percent, 20 percent, 50 percent,
and 100 percent.”” By summing the risk-weighted value of categories 1-4
we can calculate a bank’s total risk-weighted asset value.

3.! Risk-Adjusted Capital Ratio

Finally, Basel I sets the ratio of minimum capital to risk-weighted
assets at 8 percent,”* of which Tier 1 capital must be at least 4 percent.”
For instance, if a bank has total risk-weighted assets of $100,000, the bank
would be required to hold a minimum of $8,000 in capital ($100,000 x .08).
At least $4,000 of the $8,000 capital charge would need to be Tier 1 capital
($100,000 x .04). However, Basel I assumes that national bank regulators
will require banks to operate with capital levels in excess of the 8 percent

Nk

a8 tbl. 1.

1 at 8.

2 BASEL I, $%& (note 31, at 19.

3 1"# at 25 (“Once the bank has calculated the credit equivalent amounts,
whether according to the current or the original exposure method, they are to be
weighted according to the category of counterparty in the same way as the main
framework...”).

*I"tat 13.
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The new accord is based on three pillars: I) minimum capital requirements
for credit risk, market risk, and operation risk; II) Guidelines for effective
supervisory review; and III) market discipline through enhanced public
disclosures about capital adequacy.”® This Note will primarily focus on
how Pillars I and II contributed to the collapse of Bear Stearns and Lehman
Brothers.

Though Basel II represents a significant departure from Basel I,
key elements of Basel I were retained.”” For instance, Basel II still utilizes
risk-adjusted capital standards, the 8 percent capital ratio, and the
classification of capital into Tier 1 and Tier 2.° However, Basel II does
introduce significant changes to how the risk may be calculated under Pillar
1. In an effort to correct the “one size fits all” approach of Basel I, Basel
IT sets up two approaches to calculating a bank’s minimum capital
requirement, the “standardized approach” and the “advanced approach.””

1.!I' Pillar I: The Standardized and Advanced Approaches

The standardized approach is best understood as a modified version
of the basic risk-adjusted capital requirements in Basel I.  The Basel
Committee decided to leave this approach intact as an option for banks that
may not be able to comply with the significantly more complex advanced
approach.”’ Under the standardized approach, the concept of sorting assets
into risk categories or “buckets” remains, but the number of buckets is
increased.”” Additionally, the standardized approach now forces banks to
take a standard capital charge to account for market risk.” Finally, the
standardized approach ties the risk-weights assigned to each “bucket” to
the external credit-rating of the borrower as issued by companies such as
Standard & Poor’s.”* By tying the risk-weight to the market-based credit
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STANDARDS: A REVISED FRAMEWORK, COMPREHENSIVE VERSION (June 2004)
http://www.bis.org/publ/bcbs107.pdf?noframes=1![hereinafter!BASEL II]. !

66 miigat 2.

7 McCoy, %&'() note 25 at § 6.03[2].

68 u#$

69 u#$

" BASEL II, %&'() note 66, at 15, 48; McCoY, %&'()hote 26 at § 6.03[2].

" McCoy, %&'()note 25, at § 6.03[2]a.

7 BASEL II, %&'() note 66, at 15, 23 (discussing individual risk categories and
associated risk-weights); McCoY, %&'() note 25, at § 6.03[2]a.

" McCoy, %&'()note 25, at § 6.03[2]a.

™ BASEL 11, %&'() note 65, at 19-27 (discussing the assessment of credit risk
using the ratings from “external credit assessment institutions”).
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by a set of substantially equivalent rules.”* Given the comprehensive
nature of the EU financial regulations, the major U.S. investment banks
preferred to be regulated by the SEC.”> Unfortunately, the Gramm-Leach-
Bliley Act of 1999 created a regulatory void in the U.S. for systemically-
important investment bank holding companies.” Nevertheless, major
investment banks pressured the SEC to fill the regulatory void in order to
avoid the exacting EU regulations.”” In response to this pressure, the SEC
created a voluntary supervision option for broker-dealers known as the
consolidated supervised entity (CSE) program.”® The CSE program
incorporated the three pillars of Basel II, and allowed the SEC to supervise
broker-dealers on a consolidated basis, including their holding companies
and affiliates.”” The goal of the program was to permit the SEC to monitor
the systemic risks to U.S. regulated investment banks posed by their
unregulated affiliates.'”

As part of the CSE program, an investment bank could apply to the
SEC for an exemption from the Commission’s standard net capital rule.'"'
After obtaining such an exemption and agreeing to consolidated
supervision, the investment bank was permitted to compute its required
capital using an “alternative method” that complied with the Basel II
capital standards.'” However, unlike Basel II, participating financial
institutions would be required to maintain an overall Basel capital ratio of

4 Report of Examiner Anton R. Vukas, at 1484, In re Lehman Brothers
Holdings, 433 B.R. 133 (Bankr. S.D.N.Y. 2010) (No. 08-13555) available at
http://lehmanreport.jenner.com/VOLUME%204.pdf  [hereinafter  Examiner’s

% See Examiner’s Report, supra note 94, at 1484-85.

% 0IG Report, supra note 6, at 2-3.

19 74 at viii (“The regime is intended to allow the Commission to monitor for,
and act quickly in response to, financial or operational weakness in a CSE holding
company or its unregulated affiliates that might place regulated entities, including
US and foreign-registered banks and broker-dealers, or the broader financial
system at risk.”).

"% 4. at 2. Under the standard net capital rule it must meet certain ratios and
maintain minimum net capital levels based on the type of securities activities they
conduct.

"% 1d. at 2-3.
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risk-modeling floundered.'* Because of these inconsistencies, internal
memos suggest that the trading-desks began to ignore the advice of risk-
managers.'” Internal confidence in risk-modeling was further eroded when
Bear Stearns abruptly replaced an experienced risk-manager, which
resulted in the further disruption of the company’s risk-management
structure.' ¢

Additionally, and potentially most critically, VaR models need to
have sufficient historical trading and valuation data in order to accurately
project future results.""” For instance, if a financial institution’s VaR model
only contained data during a stable or positive market trend, the model may
not accurately forecast potential downswings in valuation. Unfortunately,
VaR models at most financial firms included historical trading data that did
not adequately capture the volatility of the assets.""® As a result, though the
VaR models were operating correctly, they were not accurately projecting
the risk of future downturns in asset valuations.

Because of the above and other limitations of VaR models, it is
essential that they are adequately “stress-tested.”''” Since the VaR models
operate at the 99% confidence level, there is still a 1% chance that the
model is completely incorrect.'””” However, a huge limitation of the VaR
model is that it doesn’t tell you what can happen during the 1% of the time
when it is Wrong.121 Thus, to assess whether the 1% represents a
catastrophic failure or a small blip, stress testing puts the model through a
series of hypothetical stresses to see how it will react. For instance, for a
portfolio of corporate bonds a bank might place the VaR model through a
test involving a dramatic change in interest rates. Though both Bear

" Mark Pittman!" #$%&™ ()#" #*+'$," -*.$,/" $+" 0*1," (¥1,+" #$221.*1"
BLOOMBERG.COM!"Oct. 7, 2008!"http://www.bloomberg.com/apps/news?pid=2107
0001 &sid=a6iXuZJG1L44.

'5"345"*$,/ ,'6.,1 note 6, at 22-23.

116 478

7.9 " <9+1+=912">$7*29'62,1 note 81, at 3-4.

18 Nocera, '6.,1 note 87 (“The whole intellectual edifice, however, collapsed
in the summer of last year because the data input into the risk-management models
generally covered only the past two decades, a period of euphoria. Had instead the
models been fitted more appropriately to historic periods of stress, capital
requirements would have been much higher and the financial would be in far better
shape today.”).

"% Romain Berry, (/,*""@*/9+?"A126*B1/B-9'J.P.MORGAN, http://www.jpm
organ.com/tss/General/Stress_Testing_Value-at-Risk/1159389400084.

120 478

121 478
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Stearns and Lehman brothers did test their VaR models under certain
historical scenarios, (including the 1987 stock market crash in the case of
Lehman)'? there is evidence that the models were not properly designed.
For instance, at Bear Stearns the VaR model for mortgage-backed
securities was never tested for a potential collapse in home prices.'” As
recent events have shown, such a test would have been critical to highlight
potential flaws in how the model was constructed. Similarly, at Lehman
Brothers management deliberately excluded risks to its real estate
investments from firm wide stress tests.'** Thus, Lehman’s VaR models
were never tested for economic shifts in the real estate market. These
examples help demonstrate why adequate stress-testing is needed and why,
if not conducted, firms cannot adequately prepare for the catastrophic 1%.
Murphy’s Law tells us that “anything that can go wrong will go
wrong.” Unfortunately, the above represents a perfect example of this
concept. The limitations of VaR modeling have been well documented
since it was first created by J.P. Morgan in the early 1990°s.'* Yet, both
Bear Stearns and Lehman brothers failed to take notice of these limitations,
choosing instead to be lulled into complacency by the sirens song of
mathematics. Not only did these firms ignore the flaws contained in VaR
modeling, they also failed to take the necessary steps to help mitigate those
risks. Thus, as critics of the Basel II advanced approach warned,'** Bear
Stearns and Lehman Brothers touted the superiority of their risk
management systems, while in reality they were woefully unprepared.
These inadequacies not only led Bear Stearns and Lehman Brothers to
collapse, but led the global financial system down the road to perdition.

B.! LACK OF COMPLIANCE WITH BASEL II CAPITAL ADEQUACY
STANDARDS (PILLAR I)

Beyond the proper management of VaR models, Bear Stearns and
Lehman Brothers demonstrated a troubling record of compliance with CSE
and Basel II standards for calculating capital adequacy. The CSE program
requires that a participating financial institution “calculate capital adequacy
consistent with the international standards adopted by the Basel Committee

LU v e vy v vvrr I e

122 v4819%6&'()* , +,")- note 6, at 24; .[-012&)3+1%&'()* +,")- note 96, at 30.
12 n4$106&'()* ,1+,)-! note 6, at 244

124 1-012&)3+1%&'()* +,')- note 96, at 181-82.

125 Nocera, +,")- note 87.

126 56&17-18-1)1%&0-)9+,")- note 1.
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Finally, at Lehman Brothers a series of “Repo 105 transactions
resulted in questionable capital charges being made.””* A Repo 105
transaction is an accounting maneuver that allows short-term loans to be
temporarily classified as a sale."””> The cash obtained through these "sales"
are then used to pay down debt, allowing the company to appear to reduce
its debt-to-equity ratio by temporarily paying down liabilities."*® In order to
artificially reduce its capital charges and improve its debt-to-equity ratio in
late 2007 and early 2008, Lehman Brothers use Repo 105 transactions to
temporarily remove debt from its balance sheets."”’  Prior to its collapse,
Lehman Brothers undertook “$38.6 billion, $49.1 billion, and $50.38
billion of Repo 105 transactions at the ends of fourth quarter 2007, first
quarter 2008, and second quarter 2008 respectively.”"*® Such behavior is in
direct contravention of Basel II and the CSE program, since it allowed
Lehman Brothers to illegitimately reduce its debt-to-equity ratio and
corresponding capital charges.

The above series of events only corroborates Chairman Bair’s
predictions that banks have a natural tendency to hold less capital rather
than more. Instead of choosing to comply with Basel Il and CSE standards,
Bear Stearns and Lehman Brothers used loopholes and outright tricks to
delay the inevitable. Such behavior resulted in the systematic manipulation
of capital ratios, and shows a complete disregard for the stability of the
financial system. Yet, the above problems with VaR calculations and the
deliberate manipulation of capital charges also demonstrate why Basel I
and the CSE program contain guidelines for adequate regulatory
supervision.

V.!I FAILURE OF SEC OVERSIGHT (PILLAR II)!
I
Basel II requires that regulators “review and evaluate banks’
internal capital adequacy assessments and strategies as well as their ability
to monitor and ensure their compliance with regulatory capital ratios.”"*’
Additionally, Basel II requires that regulators “expect banks to operate
above the minimum regulatory capital ratios and should have the ability to

134 vt $90& ' (J#++,1-#./*0, | 1.*& note 96, at 732-34.
13523 at 732.

136 23 at 733-34.

137 23

138 23 at 733 n. 2852.

39 BASEL 11, ,1.*& note 67, at 209.
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banks of their own country a competitive advantage. Though regulators
attempted to forgo regulatory action under Basel I, their actions were easily
discovered due to the simplicity of the regulatory framework.

Alternatively, Basel IA represents an intermediate approach to
financial regulation that combines the best elements of Basel I and Basel I1.
Fundamentally, Basel IA provides meaningful improvements to the risk
sensitivity of Basel I, while imposing minimal increases in regulatory
burdens. To increase the risk sensitivity of Basel I, Basel IA significantly
increases the number of risk-weight categories.'® The addition of more
risk-weight categories solves Basel I’s greatest flaw (the “one-size-fits all”
approach) by permitting financial institutions to adjust their capital ratios
based on the institution’s specific risk profile. Yet, by abandoning Basel
II’s advanced approach in favor of a standardized method for calculating
capital adequacy, Basel IA also reduces the burdens placed on global
financial regulators. No longer would regulators be forced to police dozens
of firm-specific statistical models that are often complicated and beyond
the comprehension of the average regulator. Instead, under Basel IA
regulators would be free to calculate capital adequacy using a standardized
formula that naturally adjusted to the risk-profile of each financial
institution. Because of their simplicity, the regulations included in Basel
IA are easier to understand and thus, facilitate compliance by financial
institutions and adequate auditing by regulators. Further, the Basel 1A
standards are also more transparent; it would not only be easier for
regulators to audit a financial institution, but would be easier for
competitors and regulators in other countries to check whether there is
adequate compliance. Finally, Basel IA’s simpler rules allow regulators
and interested parties to more adequately assess the credit and market risks
posed by individual institutions. By adopting the Basel 1A framework,
global regulators will help to establish a sustainable path to global financial
stability.
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