
R einsurance recoveries are likely to figure
prominently in any assessment of the funds
likely to be available for distribution to

insurance creditors of the HIH group. As at the time
of writing, HIH companies were in provisional
liquidation and no decision had been made as to
whether to proceed to a winding up or a scheme of
arrangement. In either case, reinsurance recoveries
are likely to be dealt with in accordance with s526A
of the Corporations Law, which makes specific
provision for the application of proceeds of
contracts of reinsurance in a winding up.

S562A was introduced by the Corporate Law
Reform Act 1992 (Cth) to deal specifically with
reinsurance recoveries in the liquidation of an
insurance company. The provision was considered
by Young J (as his Honour then was) in Butterell v
Douglas Group Pty Ltd (2000) 35 ACSR 398 in the
context of the winding up of a mutual insurance
venture, Consulting Engineers Advancement Society
of Australia Ltd (CEASA).

S562A provides that where the reinsurance
recoveries equal or exceed the amounts payable
under relevant insurance policies, the recoveries are
applied to pay those claims. Where there is a
shortfall, the recoveries are to be applied to claims
proportionately according to a formula set out in
the section, subject to an overriding court discretion
for the proceeds to be applied differently. A non-
exhaustive list of matters to be considered in the
exercise of the discretion is set out in the section.

Prior to the commencement of s562A of the
Corporations Law in 1993, reinsurance recoveries
by the liquidator of an insurance company were
treated in accordance with a priority provision
applicable to companies generally in relation to
liability insurance claims. This is to the effect that
where a company goes into liquidation having a
liability against which it is insured, the proceeds of
the insurance claim received by a liquidator go to
the third party claimant as a priority: s562,
Corporations Law.

That provision has its origins in the UK Third
Parties (Rights Against Insurers) Act 1930 following
the decision in Re Harrington Motor Co Ltd, exp
Chaplin [1928] Ch 105. In Harrington the applicant
had obtained judgment against the company for
damages for personal injuries, but the company
went into liquidation before execution could be

levied. The company’s insurer paid the damages and
costs to the liquidator. It was held that the applicant
had no right at law or in equity against the insurer
and that he could prove only as a general creditor in
the winding up, with the sum recovered by the
liquidator from the insurer forming part of the
assets of the company. 

In Australia, the uniform Companies Act 1961,
following a comparable provision in the NSW
Companies Act 1936, made provision for receipts by
a liquidator under a contract of insurance to be paid
to the person to whom the company was liable in
priority to all other debts: s292(5). Unlike the UK
legislation, the provisions in the Companies Acts did
not purport to exclude reinsurance contracts from
their operation. Accordingly, Needham J, in Re
Dominion Insurance Co of Australia Ltd [1980] 1
NSWLR 271, held that the uniform Companies Act
provision applied equally to reinsurance recoveries
where the company in liquidation was an insurance
company.

The uniform Companies Act provision was re-
enacted as s447 of the Companies Code and s562 of
the Corporations Law. Difficulties arose however in
relation to the application of the provision to
reinsurance recoveries by reason of, among other
things, the structure of reinsurance arrangements
and the impossibility in many cases of attributing
particular recoveries to individual claims: see
Saltergate Insurance Co Ltd (No 2) [1984] 3
NSWLR 389; Re Palmdale Insurance Ltd (in liq)
(No 3) [1986] VR 439; and discussion in Australian
Law Reform Commission Report No 45, General
Insolvency (the ‘Harmer Report’) Vol 1, at pars 759-
764. In the event, s562 was amended by the
Corporate Law Reform Act 1992 to exclude
reinsurance from its operation and s562A was
inserted to deal specifically with reinsurance
recoveries.

In Butterell v Douglas Group Pty Ltd (2000) 35
ACSR 398 CEASA had excess of loss reinsurance for
claims over $350,000. It was to meet claims up to
this amount from its own funds and the reinsurance
would cut in above this level.

In the liquidation there were outstanding claims
both within the retained limit of $350,000 and
exceeding that amount so as to trigger the
reinsurance cover. The question in the liquidation
was how the reinsurance recoveries should be
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allocated as between the different classes of
claimants. The choice posed by Young J was
whether the recoveries should:

a) form a pool of funds for all insurance
creditors, whether or not their claims exceeded
$350,000;

b) form a pool of funds for the benefit of only
those insurance creditors of CEASA whose claims
exceeded $350,000;

c) be distributed only in respect of those claims
for which the liquidator received a reinsurance
payment;

d) form a separate pool of funds in respect of
each policy year for the benefit of those insurance
creditors whose claims exceeded $350,000 and were
notified within that policy year.

It was conceded that only claims exceeding
$350,000 should benefit from the recoveries and
Young J held that the intent of the legislation was to
apply net payments received from a particular year
proportionately to claimants in that year, taking
account of the size of the claim according to the
statutory formula. There is accordingly a strong
argument for any reinsurance HIH has that is similarly
structured to be dealt with in a comparable way.

HIH is said to have considerable assets and
liabilities in overseas jurisdictions, most notably the
UK and the USA, and if a viable scheme of
arrangement cannot be put into effect
internationally, ancillary liquidations can be
expected in relevant jurisdictions to deal with local
assets and liabilities. In relation to reinsurance
recoveries, under UK law these will generally go into
the pool of funds available to general creditors in
accordance with the principle applied in Harrington.
In the US, provision is made in most States to give
effect to ‘cut through’ provisions in reinsurance
contracts that provide for payments to be made by
the reinsurer directly to an insured where the
intervening insurance company goes into
liquidation. 

Also at the time of writing, the full details of
government rescue packages had not been finalised,
although in NSW standing legislative arrangements
exist under the Workers Compensation Act 1987
and the Motor Accidents Compensation Act 1999 to
deal with insurer insolvencies involving liabilities
under those Acts. They provide a possible approach
to structuring relevant aspects of other measures to
meet liabilities of the insurer in a way that avoids
jeopardizing reinsurance and other recovery rights,
particularly where these are governed by foreign law
or are subject to overseas jurisdictions.

The Workers Compensation Act and Motor
Accidents Compensation Act model provides for the
appointment of a statutory agent and attorney to
facilitate payments while preserving rights to prove
in the liquidation using the same device. The model
has been applied effectively in relation to workers
compensation liabilities in the liquidations of
Bishopsgate Insurance Australia Limited and
National Employers Mutual General Insurance

Association Limited (‘NEM’). Bishopsgate was the
subject of specific legislation: Bishopsgate Insurance
Australia Limited Act 1983 (NSW). 

The scheme of that legislation also forms the
basis of the more general Insurers’ Guarantee Fund
provisions contained in Part 7, Division 7 of the
Workers Compensation Act, pursuant to which
NEM workers compensation claims have been met
and their cost subsequently proved in the liquidation
of the company. NEM is subject to a principal
liquidation in England, with an ancillary liquidation
in Australia: see McMahon v AGF Holdings [1997]
L.R.L.R 159 for an instance of litigation conducted
by the UK liquidator and National Employers
Mutual (in liq) v GIO (1991) 23 NSWLR 183 for
proceedings brought by the Australian liquidator
concerning the operation of the Workers
Compensation Act Insurers’ Guarantee Fund
provisions. 

In McMahon, following a sale of business and
reinsurance agreement entered into by NEM, an
arrangement was put in place by the purchaser –
which was also the reinsurer – for reinsurance
payments to be made directly to certain NEM
policyholders, thereby relieving NEM of liability for
such payments. This arrangement was attacked by
the UK liquidator in an action framed in contract
and tort as an alternative to proceedings under the
Insolvency Act 1986 (UK) alleging that it
constituted a preference. The action in contract and
tort was dismissed as misconceived, Lightman J
holding that the real issue was whether the
arrangement constituted a preference that
disadvantaged other (mostly Australian) creditors
and that this should be determined in the action
under the Insolvency Act 1980. 

That action was subsequently resolved by way of
settlement and the preference issue was not
judicially determined.

By contrast with the NEM failure, the impact of
the HIH collapse on the NSW WorkCover scheme will
be minimal, with workers compensation premium and
investment income in relation to policies issued since
the end of June 1987 (and in some cases earlier)
having been effectively quarantined in statutory funds
of separately incorporated licensed insurers: see Part
7, Division 4 and Schedule 6.15.10, Workers
Compensation Act 1987. 
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