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THE STATE OF TEXAS § IN THE DISTRICT COURT OF
§

V. §
§

MEMORIAL SERVICE LIFE § TRAVIS COUNTY, TEXAS

INSURANCE COMPANY, LINCOLN §

MEMORIAL LIFE INSURANCE §

COMPANY, AND NATIONAL §

PREARRANGED SERVICES, INC. § 250™ JUDICIAL DISTRICT

NORTHSTAR’S REPLY TO NOLHGA’S OBJECTION TO LIFT STAY

L. INTRODUCTION

1. In its objection to the motion to lift stay filed by Northstar Reinsurance Ireland
Limited (“Northstar”), the National Organization of Life and Health Insurance Guaranty
Associations (“NOLHGA”) — following the lead of the SDR — misstates the nature of the relief
sought by Northstar in this proceeding, claiming that Northstar improperly seeks access to
“property of the estate™ for the sole benefit of Northstar. As Northstar has repeatedly pointed out
in its filings regarding its motion to lift the stay, Northstar is not seeking to lift the stay in order
to obtain “property of the estate.” To the contrary, Northstar is simply séeking a declaration that
the Agreement is not “property of the estate” because the Agreement was properly terminated in
accordance with its terms, prior to any insofvency.

2. The necessary corollary to a declaration that the Agreement does not constitute
“property of the estate” is that the collateral posted in respect of Northstar’s obligations under
that Agreement also does not constitute “property of the estate.” Indeed, the SDR has already
agreed that it can draw the collateral only to the extent permitted by the Agreement — that is, for
amounts that would be due Lincoln from Northstar under the Agreement. That Rule 11
agreement, to which the Texas Department of Insurance explicitly consented, was entered on the

record on March 18, 2008. (Exh. 1.) Because no amounts will ever be due from Northstar under



the Agreement, as explained in depth in Northstar’s prior filings, then the SDR would have no
basis for any draw on the collateral — a fact with which the SDR and NOLHGA must agree. In
sum, the necessary effect of the termination of the Agreement is that the collateral associated
with the Agreement must be released. Northstar seeks to lift the stay only in order to obtain a
judgment as to whether the Agreement has been terminated. If the Agreement has been properly
terminated, then neither the Agreement nor its associated collateral constitute “property of the
estate,” and the SDR — and NOLHGA - have no right to avail themselves of assets that do not
belong to the estate in order to meet administrative expenses or make distributions to creditors of
the estate.

3. NOLHGA states, without argument or basis, that “Northstar’s alleged termination
was ineffective.” Northstar disputes this contention and refers the Court to both its motion to lift
stay and its reply in support of its motion to lift stay for a detailed response on this issue.

4. NOLHGA does raise two issues that the SDR did not raise in its objections to
Northstar’s motion to lift the stay. First, NOLHGA alleges that even if the Agreement has been
properly terminated, the Agreement remains property of the estate because a terminal accounting
must be made and, by NOLHGA’s calculation, that terminal accounting results in a payment to
the SDR that constitutes “property of the estate.” In so arguing, NOLHGA both misconstrues
the terms of the Agreement and, more egregiously, grossly misrepresents the October 24, 2007
Order of the Texas Department of Supervision, which placed Lincoln into supervision. Contrary
to NOLHGA’s assertions, Northstar terminated the Agreement based on Lincoln’s failure to pay
amounts due to Northstar prior to Lincoln’s “insolvency,” as that term is specifically defined in
Amendment Three of the Agreement. Accordingly the termination of the Agreement did not

trigger any terminal accounting, and NOLHGA’s argument must be rejected out of hand.



5. Finally, NOLHGA claims that this Court has the exclusive jurisdiction for “all
matters relating to Lincoln’s receivership, and there is no basis to surrender that jurisdiction to an
arbitrator.” (Objections, § 5.) Once again, NOLHGA has simply ignored those provisions of the
Receivership Act and the Agreement that NOLHGA does not like. First, as discussed above, the
Agreement and associated collateral are not “property of the estate” over which the Court
necessarily has jurisdiction.  Second, even if there were a colorable argument that the
Agreement and associated collateral did somehow constitute “property of the estate” — a
contention with which Northstar adamantly disagrees — Section 443.005(c)(2)(e) of the
Receivership Act clearly preserves any contractual right to arbitrate that applied prior to the
insolvency. Article IX of the Agreement contains just such a contractual right. Moreover, the
arbitration agreement found in Article IX of the Agreement is itself extremely broad, providing
that “[a]ll disputes and differences between [Lincoln] and [Northstar] on which an agreement
cannot be reached will be decided by arbitration.” (Exh. 2, Art. IX.) Thus, while this Court
could assert jurisdiction over the issue whether the Agreement and associated collateral
constitute “property of the estate,” that jurisdiction is not exclusive, and Northstar is entitled
under the Texas Receivership Act to insist upon its contractual right to submit the issue of
whether the Agreement has been properly terminated, such that neither the Agreement nor the
collateral constitute “property of the estate,” to the arbitration panel.

II. ARGUMENT

A. Lincoln Was Not Insolvent When the Agreement Was Terminated.

6. NOLHGA devotes no fewer than seven pages of its brief to its attempt to justify
its contention that Northstar had continuing obligations under the Agreement following its

termination of the Agreement due to a purported obligation to perform a “terminal accounting”



that, by NOLHGA’s calculation, results in a payment to Lincoln. (NOLHGA Objections, pp. 3-
10.) NOLHGA’s entire argument on this point hinges upon the faulty premise that Lincoln was
“insolvent” at the time that Northstar terminated the Agreement pursuant to Paragraph 7 of
Article VII of the Treaty, found in Amendment Three to the Agreement, which sets forth the
parameters for “Termination for Nonpayment of Amounts Due by the Ceding Company While
the Ceding Company is Insolvent.” (NOLHGA Objections, § 19.) In doing so, NOLHGA
misrepresents the import and effect of the October 24, 2007 Order of Supervision. Contrary to
NOLHGA'’s contentions, Lincoln was not insolvent at the time that the Agreement was
terminated, and NOLHGA'’s contention that Northstar owed some continuing obligation to
Lincoln that constitutes “property of the estate” must be rejected.

7. In early October, 2007, Lincoln and Northstar executed Amendment Three of the
Agreement. As noted above, Amendment Three contained a revision to Article VII of the
Agreement, setting forth the mechanism by which Northstar could terminate the Agreement for
nonpayment of amounts due by Lincoln “while [Lincoln] is insolvent.” (Exh. 2, Amendment
Three, Art. VII, § 7.) The parties explicitly defined the circumstances under which Lincoln
would be considered “insolvent,” stating:

Insolvent, for purposes of this paragraph, is defined to be: (a) the
filing of a voluntary or involuntary petition for liquidation by or on
behalf [Lincoln], (b) any assignment for the benefit of creditors, or
(c) the appointment of a conservator, liquidator, receiver, or

statutory successor to conserve or administer [Lincoln’s] properties
or assets.

(1d.)
8. Not surprisingly, NOLHGA fails to spell out precisely how it contends that
Lincoln was “insolvent” per the terms of the Agreement at the time the Agreement was

terminated. A generous reading of § 19 of NOLHGA’s brief suggests that NOLHGA is



attempting to argue that the October 24, 2007 Confidential Order Creating State of Supervision
and Appointing Supervisor (the “Supervision Order”) issued by the Texas Commissioner of
Insurance with respect to Lincoln constitutes the appointment of a “conservator” or “statutory
successor” to conserve or administer Lincoln’s properties or assets, such that Lincoln was
insolvent at the time that Northstar terminated the Agreement. This argument is, at best,
disingenuous and completely misrepresents the import and effect of the Supervision Order.

9. The Texas Insurance Code includes specific provisions relating to the
appointment of a “conservator.” Texas Ins. Code, Subchapter D, §§ 441.151-201. The
provisions relating to conservatorship are entirely separate from the provisions in the Texas
Insurance Code relating to supervision of an insurance company; indeed, the provisions relating
to supervision are in a different subchapter than those relating to conservatorship. Texas Ins.
Code, Subchapter C, §§ 441.101-105. The Supervision Order explicitly states that “the
Commissioner has determined that [Lincoln] should be placed under supervision.” (Exh. 3,
Supervision Order, p. 2, emphasis added.) Moreover, the Supervision Order explicitly references
§ 441.104 of the Texas Insurance Code — a section found in “Subchapter C. Supervision” of the
Code and entitled “Prohibited Acts during Supervision.” (Id., emphasis added.) Nowhere does
the Supervision Order even mention conservatorship, except to say that if Lincoln fails to meet
the requirements of the Supervision Order, “then the Commissioner may enter an order applying
the remedies and sanctions authorized by Chapter 441 of the Texas Insurance Code and take any
other action that is authorized law,” which, read broadly, may constitute an oblique reference to
conservatorship. Thus, the Supervision Order is just that — an order of supervision — and does

not constitute the appointment of a conservator.



10.  Nor does the Supervision Order appoint a “statutory successor” for Lincoln.
Rather, the Supervision Order plainly contemplates that, although a supervisor will be appointed
to oversee and approve certain of Lincoln’s actions, Lincoln remains in possession and Lincoln
must meet the requirements of the Supervision Order within a six-month period to avoid further
action by the Commissioner. (Exh. 3, Supervision Order, pp. 2-4.)

11.  Thus, NOLHGA cannot demonstrate that the Supervision Order somehow
rendered Lincoln “insolvent” for the purposes of Paragraph 7 of Article 7 of the Agreement.
Lincoln did not become “insolvent” as defined by Article VII, Paragraph 7 until the May 14,
2008 Rehabilitation Order was entered - almost a full two weeks after Northstar terminated the
Agreement on May 2, 2008 due to Lincoln’s failure to pay amounts due to Northstar. (See
Termination Notice, Exh. 4.) Northstar effected that termination pursuant to Article VII,
Paragraph 3 of the Agreement. (Exh. 2.)

12. Pursuant to Article VII, Paragraph 2 of the Agreement, Northstar’s “liability with
respect to any insurance policy reinsured hereunder will terminate on . . . the date this Agreement
is terminated in accordance with Paragraph([] 3 . ..” such that Northstar had no further obligation
with respect to reinsured policies following the May 2, 2008 termination of the Agreement. (Id.)
In addition, the “Terminal Accounting and Settlement” requirements set forth in Article VIII of
the Agreement apply only if the Agreement is terminated in accordance with Paragraphs 4, 5, or
7 of Article VII. Because Northstar terminated the Agreement under Paragraph 3 of the
Agreement, no terminal accounting is required.

13.  In light of the foregoing, neither of the alleged “continuing obligations” of
Northstar that purportedly constitute “property of the estate” exist. NOLHGA first claims that

Northstar has a continuing obligation to reinsure paid-up policies. (NOLHGA Objections, 918-



21.) Given that Northstar terminated the Agreement pursuant to Article VII, Paragraph 3 — not
Article VII, Paragraph 7 — Northstar has no such obligation. Rather, pursuant to Article VII,
Paragraph 2, Northstar’s obligations terminated in their entirety on May 2, 2008. NOLHGA’s
second claim, that Northstar owes Lincoln some payment as a result of a terminal accounting,
fares no better. (NOLHGA Objections, 4] 22-26.) The terminal accounting provisions do not
apply to a termination effected pursuant to Article VII, Paragraph 3 of the Agreement. Thus,
Northstar has no continuing obligations under the Agreement that might conceivably comprise
“property of the estate” to which the stay applies, and NOLHGA’s argument should be rejected
in its entirety.

B. Northstar Is Entitled to Arbitrate the Issue Whether the Agreement Was
Properly Terminated as of May 2, 2008.

14, NOLHGA contends that “this Court has ‘exclusive jurisdiction’ over this matter,
and there is no reason for it to cede its jurisdiction to an arbitration panel.” (NOLHGA
Objections, 1 29.) In so arguing, NOLHGA relies on § 443.005(c) of the Texas Insurance Code,
which provides that “the receivership court, as of the commencement of a delinquency
proceeding . . . has exclusive jurisdiction of all property of the insurer.” Thus, as did the SDR in
its response to Northstar’s motion to lift stay, in making this argument NOLHGA assumes that
the Agreement and associated collateral constitute “property” of the insurer, ignoring the fact
that the very issue that Northstar seeks to resolve is whether the Agreement and associated
collateral constitute “property of the estate.” The basis for the Court’s jurisdiction over the
actual issue can be found in the second sentence of Section 443.005, which provides that “[t]he
receivership court has original, but not exclusive jurisdiction of all civil proceedings arising . . .
in or related to delinquency proceedings under this chapter.” Texas Ins. Code 443.005(c)(2)

(emphasis added). Arguably, the determination whether the Agreement and collateral constitute



“property of the estate” is “related to” Lincoln’s insolvency proceeding. Thus, although this
Court would have jurisdiction over that issue if the parties were to agree to submit the issue to
the Court for resolution, it does not have exclusive jurisdiction over that issue.

15. Indeed, NOLHGA’s reading of §443.005(c) must be rejected because it
essentially renders §443.005(¢e) ineffective. Section 443.005(¢e) provides, in pertinent part, that
“[e]xcept as to claims against the estate, nothing in this chapter deprives a party of any
contractual right to pursue arbitration.”

16.  As discussed at length in § 20 of Northstar’s Reply Brief in Support of Motion to
Lift Stay, Northstar is not asserting a “claim against the estate.” The Receivership Act makes
clear that a “claim” refers to an action for monetary amounts owed. See Texas Insurance Code,
Sec. 443.252. Northstar does not seek to lift the stay in order to pursue amounts owed to it by
Lincoln. All Northstar seeks is a determination that the Reinsurance Agreement has been
properly terminated, that Northstar bears no further liability under the Agreement and that, in the
absence of such liability, Northstar has no further security obligations under the Agreement, such
that the amounts that Northstar previously posted as security may be released to Northstar.
Northstar does not seek payment of past due amounts owed to it by Lincoln.

17.  Moreover, Northstar clearly has a contractual right to arbitrate this issue. Article
IX of the Agreement provides that “[a]ll disputes and differences between [Lincoln] and
[Northstar] on which an agreement cannot be reached will be decided by arbitration.” (Exh. 2,
Art. IX.) This language clearly encompasses any dispute over whether the Agreement was
properly terminated. See Houston General Ins. Co. v. Realex Group, N.V., 776 F.2d 514, 516-17
(5™ Cir. 1985). In light of the fact that the Agreement explicitly provides Northstar with that

contractual right, NOLHGA’s contention that “Northstar offers no principled reason why an



arbitrator, rather than the Court, should decide the threshold question” must be soundly rejected.
The principled reason why an arbitration panel’ should decide this issue is that the parties
expressly agreed to an extremely broad arbitration provision that mandates arbitration of all
disputes and differences. Thus, §443.005(¢) clearly applies to the threshold issue at hand —
whether the Agreement was properly terminated on May 2, 2008.

18.  NOLHGA also improperly claims that in asking that an arbitration panel resolve
the issue whether the Agreement was properly terminated “Northstar unilaterally assumes that
the collateral is not property of the estate and, therefore, may be disposed of by arbitrators.”
Northstar assumes no such thing — rather, that is the precise issue that Northstar seeks to resolve.
Indeed, without lifting the stay in order to determine whether the Agreement was properly
terminated as of May 2, 2008, the threshold question whether the Agreement and the collateral
posted under the Agreement constitutes “property of the estate” to which the stay even applies
cannot be resolved. Further, unless or until that issue is resolved, this Court does not have the
“exclusive jurisdiction” over the collateral that NOLHGA so desperately desires.

C. A Clear Statutory Basis Exists to Lift the Stay for the Purpose of

Determining Whether the Agreement and Associated Collateral Constitute
“Property of the Estate.”

19. NOLHGA makes a number of arguments as to why Northstar has purportedly
failed to meet the requirements for lifting the stay set forth in Sections 443.008(h) and (i) of the
Receivership Act. Paragraphs 8 through 18 of Northstar’s Reply in Support of Motion to Lift
Stay address these arguments in detail, and Northstar hereby incorporates those arguments as
though fully set forth herein. That said, Northstar is compelled to point out a glaring omission in

NOLHGA'’s argument regarding § 443.008(h)(1) — an omission that demonstrates NOLHGA’s

' NOLHGA seemingly does not understand that a panel of three arbitrators (one appointed by Lincoln, one
appointed by Northstar, one neutral, all already chosen) would decide this issue, rather than the hypothetical sole
arbitrator repeatedly referenced in NOLHGA'’s papers.



apparent willingness to ignore both the facts and the law in order to achieve its goal of muddying
the issue sufficiently to tie up assets to which neither NOLHGA nor the SDR is entitled.

20. Spéciﬁcally, in Paragraph 38 of its objections, NOLHGA discusses the use of the
word “includes” in §443.008(h)(1), stating that “subsection (h)(1) limits ‘cause’ to what is listed
in subsection (i).” Subsection 443.008(i), of course, states that ““cause’ includes” certain
scenarios. As Northstar pointed out in its Reply in Support of Motion to Lift Stay, pursuant to §
311.005 of the Texas government code, ““includes’ and ‘including’ are terms of enlargement and
not of limitation or exclusive enumeration, and use of the terms does not create a presumption
that components not expressed are excluded.” TEX. GOv. CODE, §311.005(13). In accordance
with this statutory definition, Texas courts have repeatedly construed the word “include” to
signify a non-exclusive list. E.g., State v. Vasilas, 187 S.W.3d 486, 488-92 (Tex. Crim. App.
2006); H.G. Sledge, Inc. v. Prospective Inv. & Trading Co., Ltd., 36 S.W.3d 597, 603 (Tex.
App. — Austin 2000, pet. denied); Wilburn v. State, 824 S.W.2d 755, 762 (Tex. App. — Austin
1992, no writ).

21.  Although Northstar’s Reply was filed on November 17, 2008, such that
NOLHGA had a copy of that Reply in hand for two weeks prior to filing its own objections on
December 1, 2008, NOLHGA fails to respond in any way to the fact that, by statute, the term
“includes” is a term of enlargement, not limitation. And, indeed, because Subsection (i) itself
uses the word “includes,” NOLHGA’s argument that “if subsection(h)(1) was intended to mean
‘cause’ expansively, it would not have used the limiting language, ‘cause as described by
Subsection (i)” makes absolutely no sense. Rather, it is subsection (i) itself that, by using the
expansive term “includes,” provides for a broad reading of “cause,” contemplating the potential

for “cause” in situations other than the specific circumstances detailed in the statute.
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D. NOLHGA'’s Equitable Argument Concerning Forfeiture Is Inapposite.

22.  Citing a 1926 case, NOLHGA also includes a throwaway paragraph claiming that
Northstar seeks a “forfeiture” of the premium paid by Lincoln that is not permitted in equity.” In
that case, which involved a policyholder and an insurance company, the court refused to
recognize a forfeiture of the policy where “the insurance company itself by the acceptance of the
premium — an act wholly inconsistent with the forfeiture — has failed and refused to recognize.”
Bailey v. Souvereign Camp, W.O.W., 288 S.W. 115, 116 (Tex. 1926.) This ruling has no bearing
on the instant case. In this case, pursuant to the terms of the Agreement that were expressly
agreed by the parties, Northstar was entitled to terminate the contract upon thirty-days notice
upon nonpayment of amounts due from Lincoln, and Northstar’s liability for all reinsured
policies terminated as of the termination date, regardless of the premium-paying status. (Exh. 2,
Article VII, 91 2, 3; Solar Soccer Club v. Prince of Peace Lutheran Church of Carrollton, 234
S.W.3d 814, 828 (Tex. App. Ct. 2007).) This is the right that Northstar bargained for and
obtained when the parties entered into the Agreement.

23. Thus, there was no “forfeiture” that Northstar then “failed and refused to
recognize.” To the contrary, Northstar has insisted upon its rights with respect to termination of

the Agreement.

? It appears that NOLHGA cannot decide whether this is a legal or an equitable argument. In the section heading,
NOLHGA states that this argument arises out of equity, while in the body of the paragraph. NOLHGA states that the
alleged forfeiture is not permitted by law. In either case, NOLHGA is wrong,
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III. CONCLUSION
24.  For all the foregoing reasons, the Court should reject all of NOLHGA’s purported
objections and should grant Northstar’s Motion to Lift Stay for the purpose of arbitrating the
issue whether the Agreement has been propetly terminated.
Dated: December 31, 2008
Respectfully submitted,
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