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INTRODUCTION

This is a case in which Appellants challenge the compromise and dismissal of
their claims by Appellee and the Trial Court where Appellants were not parties to
settlement, where Appellee did not own the claims which it purported to settle, and where
the court did not follow the requirements of Rule 23 in the dismissal of those claims.

STATEMENT CONCERNING ORAL ARGUMENT

Appellants request oral argument in this matter. Appellants believe that oral

argument would be helpful to the Court in deciding the issues presented in light of the

extremely convoluted history and procedural posture of this litigation.
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STATEMENT OF THE CASE

A. Procedural Posture

This case arises out of the rehabilitation of AIK Comp f/k/a Associated Industries
of Kentucky Selective Self-Insurance Fund (“AIK Comp”). AIK Comp was placed into
rehabilitation in 2005, but it was not until late 2007 that the settlement which gives rise to
the issues raised in this appeal was initially presented to the Franklin Circuit Court.
Record on Appeal (“R.A.”), Tab 54, at S0001254. In that settlement, the Rehabilitator
presented a settlement with the officers and trustees of AIK Comp which purported to
dismiss the claims of Appellants and all members of the putative class as asserted in
Appellants’ Complaints. R.A., Tab 54, at S0001267. In this appeal, Appellants
challenge the ability of the Rehabilitator to compromise, settle, and dismiss Appellants’®
claims against the officers and trustees. Additionally, the Appellants challenge the
method by which the Trial Court purported to compromise and dismiss those claims.

AIK Comp was placed into Rehabilitation on August 3, 2004, under Kentucky
Revised Statutes Chapter 304, when the Rehabilitator filed his Original Verified Petition
(the “Petition”) and Consented Motion for an Order Directing Rehabilitation. R.A., Tab
2, at S0000015. In essence, the Rehabilitator found that there was a significant
deficiency in the Fund and a substantial risk that AIK Comp would not be able to pay its
workers’ compensation claims as they became due.

On June 15, 2005, the Rehabilitator filed a 2005 Assessment and Reorganization
Plan, which stated that the amount of the assessment necessary to offset the deficit was in
excess of $97,000,000. R.A., Tab 18, at S0000224. Neither the Assessment Plan nor the

Plan of Reorganization tendered in June 2005 mentioned the pursuit of claims against

others allegedly responsible for the deterioration of the fund — even though at that time



the Rehabilitator, through counsel, stated that such claims were to be “pursued
aggressively.” Prior to that time, the Franklin Circuit Court had issued a stay preventing
the pursuit of the claims against the third parties which h.ad already been filed by group
members while the assessment phase was underway. R.A., Tab 14, at S0000198. The
Rehabilitator was not subject to this stay and could, if he had so elected at the time, have
pursued claims against these third parties and insiders, but he did not. Under the terms of
the June 2005 Plan, the decision of the Rehabilitator, allegedly made “in the exercise of
his discretion” and in the “best interest” of AIK Comp, was instead to assess the group
members (Appellants and putative class members herein) of the Fund and then engage in
a “self run-off” of the claims. R.A., Tab 18, at S0000253. The Rehabilitator had
embarked on this path to assess the group members, without at the same time
aggressively pursuing those responsible, even though there were numerous factors
pointing towards the tortious and negligent conduct of the officers, trustees, and others
which led to AIK Comp’s financial crisis. The stay imposed by the Franklin Circuit
Court prevented Appellants and other group membérs from pursuing their claims against
the officers, trustees, and culpable third parties for an extended period of time. R.A., Tab
14, at S0000198.

As acknowledged in the 2005 Plan of Reorganization, the need for additional
funds was crucial to the success of any efforts towards the rehabilitation of AIK Comp.
Appellants and other group members did not dispute that there was a need for additional
funds to satisfy AIK Comp’s deficit. They did object, however, to the strategy followed

by the Rehabilitator — to pursue only the assessment path rather than pursue both

assessment and the third party claims at the same time. R.A., Tab 19, at S0000259.




Various objections were filed to the June 2005 Assessment and Reorganization Plan.
Expedited discovery was undertaken in the summer/early fall of 2005 to examine these
objections and to examine challenges to the proposed plan. R.A., Tab 24, at SO0000420.
All the while, the claims against others responsible languished. The Franklin Circuit
Court further ordered the parties to engage in mediation, which occurred at the end of the
initial discovery phase. R.A., Tab 24, at S0000420. As a result of those efforts, a
settlement agreement was reached which resulted in a modified plan and ultimately this
modified plan was approved by the Franklin Circuit Court. R.A., Tab 22, at S0000376.
Under the terms of that Settlement Agreement, the Franklin Circuit Court issued various
Findings of Fact and Conclusions of Law. R.A., Tab 24, at S0000412.

Under the terms of the Settlement Agreement, the Rehabilitator and certain group
members of AIK Comp (which had participated in the mediation process) agreed that the
amount of the deficiency was $92,257,762. R.A., Tab 22, at S0000389. Following
adjustments for actuarially determined loss reserves (discounted to present value), estate
closing costs, and anticipated uncollectible assessments, the final assessment amount was
determined to be $90,775,754. R.A., Tab 22, at S0000378. Further, the Settlement
Agreement provided that, once 80% of the agreed deficiency was paid through cash or
the execution of contingent callable promissory notes (under the agreed hardship
provisions), the joint and several liability as required by statute and the Indemnity
Agreement that was originally signed by the members of AIK Comp would be converted
into pro rata liability. R.A., Tab 22, at S0000378. As part of the settlement, the parties

agreed to provide contingent, callable promissory notes which, under certain conditions,

could be called by the Rehabilitator. The Settlement Agreement also obligated the




Rehabilitator to meet with representatives of the group members to discuss how best to
proceed with claims against officers, trustees, and third party professionals under a
variety of theories for damages which resulted in AIK Comp’s severe financial distress.
R.A., Tab 22, at SO000383.

Appellants and other group members of AIK Comp which had taken an active
role in the negotiations of the Settlement Agreement met with the Rehabilitator to discuss
how best to proceed against culpable third parties. Unfortunately, those efforts to reach
an agreement on how best to proceed in a coordinated fashion were not successful. Asa
result, certain group members filed a Renewed Motion to Lift Sfay. R.A., Tab 31, at
S0000483. The Rehabilitator opposed the Motion to Lift Stay and, just prior to the
hearing on that motion, contended that group members had “ceded” to AIK Comp their
rights to pursue the third party claims. R.A., Tab 32, at S0000494. The current trustees
of AIK Comp, who were never elected by the members of AIK Comp, filed a pleading in
support of the opposition to the Motion to Lift Stay, claiming that the “ownership” of the
underlying claims must first be determined prior to the pursuit of the claims. R.A., Tab
36, at SO000811. After an extensive briefing and argument, Judge Graham entered an
Order on May 25, 2006, holding that Appellants and putative class members owned
certain claims. R.A., Tab 38, at S0000876. In particular, Judge Graham held that:

[pJursuant to KRS 304.33-160, the Rehabilitator ‘may pursue all

appropriate legal remedies on behalf of the insurer.” The word may is

permissive, thus not exclusive.  Furthermore, the powers of the

Rehabilitator are separate and distinct from those of a Liquidator. As

such, the Rehabilitator is limited in the claims he may pursue whereas the
Class Action Plaintiffs may pursue a broader array of claims.

With that in mind, the Court hereby finds that under these circumstances,
the Rehabilitator does not have exclusive ownership over claims against
the alleged third-party tortfeasors. The Court finds a more efficient and
expeditious resolution of claims against the alleged third-party tortfeasors




will be encouraged by participation of class action lawyers who answer
directly to certain group members. This is particularly true in light of the
fact that all of the funds paid to the Rehabilitator to AIK Comp come
directly from the pockets of the group members.

(Emphasis added.)! R.A., Tab 38, at S0000876-877. In issuing this ruling, Judge
Graham properly found that the powers of the Rehabilitator under KRS 304.33-160 are
not as broad as the powers granted to a liquidator, leading to the conclusion that “the
Rehabilitator does not have exclusive ownership over claims against the alleged third

party tortfeasors.” R.A., Tab 38, at SO000877.

B. The Dubious Underpinning For The Claim To Ownership Of
Appellants’ Claims

AIK Comp was formed as a group self-insurer for workers’ compensation
liabilities in the late 1970’s. R.A., Tab 24, at S0000416. One of the essential documents
in the creation of AIK Comp (and the means by which companies joined AIK Comp) was
an Indemnity Agreement which employers were required to sign in order to become
group members of the association. R.A., Tab 34, at S0000701. The 1979 Indemnity
Agreement identified the original three-person Board of Trustees. R.A., Tab 34, at
S0000701. Further, the Indemnity Agreement clearly provided “the members [would]
select succeeding trustees for [the] fund.” R.A., Tab 34, at S0000701. Clearly, the group
members were to have an active, direct role in the selection of the trustees to manage the
fund that they were joining. The basis for this right is abundantly clear and reasonable —
they had the joint and several liability to pay their claims such that they should select the

people to manage their affairs.

. The Rehabilitator filed an appeal and a CR 65.07 Motion for Relief with regard to this Order. R.A,,
Tab 47, at S0001097. Both the appeal and Motion for Relief were denied by the Kentucky Court of
Appeals. Therefore, the May 25, 2006 Order is unquestionably the law of the case.




At some time after the execution of the 1979 Indemnity Agreement, but without
the input or vote from the members of AIK Comp, the Self-Insurance Fund’s By-Laws
were apparently amended or modified to usurp the group members’ role in the selection
of trustees. R.A., Tab 34, at S0000706. The amended By-Laws placed the power to
appoint trustees in the sole control of the chairman of AIK Comp. In fact, the present
trustees were not elected by AIK Comp group members. These same trustees, however,
managed the affairs of AIK Comp in such a manner that the deficit was created and then
voted to put AIK Comp into Rehabilitation. R.A., Tab 24, at S0000417. Further, they
have opposed the efforts of the group members to have any role in the management of the
Fund (notwithstanding the significant financial contribution of AIK Comp group
members towards the Rehabilitation). The trustees have also opposed the efforts of the
group members to assert a decisive role in the pursuit of the claims against officers,
trustees (which would include the trustees themselves), and culpable third parties who the
group members believe caused the economic conditions that led to the need for the
Rehabilitation. R.A., Tab 34, at S0000646-647.

The By-Laws which apparently allowed for the election of these non-
representative trustees are the same By-Laws which the Rehabilitator now claims form
the basis for the argument that the group members have ceded to the Board, and therefore
by operation of law to the Rehabilitator, the control over the claims against the third
parties as well as the officers and trustees themselves. The irony in this argument is
readily apparent.

C. Prior Regulatory Issues

This is not the first time that AIK Comp has run afoul of Kentucky regulators. By

an Agreed Order signed on November 13, 1997, the Kentucky Department of Workers




Claims, Office of the Commissioner, made certain findings with regard to the operation
of AIK Comp. R.A., Tab 34, at S0000742. Those findings included the sponsoring
organization, Associated Industries of Kentucky, had not exercised appropriate control
over the Fund to ensure that the self-funded plan was being administered for the optimal
benefit of AIK Comp’s group members. R.A., Tab 34, at S0000742. Further, the Agreed
Order found: (1) that the Board of Trustees had members with direct and significant
familial relationships with service providers; (2) that the Board of Trustees had failed to
create adequate books and records that reflected the true operation and management of
the Fund; (3) that there was no conflict of interest policy; and (4) that there were
inadequate safeguards prohibiting arms-length transactions between the trustees and
service providers. R.A., Tab 34, at S0000742-743. The findings went further to hold that
there were failures of internal and external controls to ensure that AIK Comp was being
operated for the ultimate benefit of group members. R.A., Tab 34, at S0000743.
Additionally, the November 13, 1997 Order held that the manner in which the
fund selected its trustees violated the then-governing administrative rules found in 803
KAR 25:026, § 1. R.A., Tab 34, at S0000743. Specifically dealing with the manner in
which trustees are to be elected or appointed, 803 KAR 25:026, § 1(18) defined

“trustees” as meaning “persons elected by the group members or appointed by the board

of directors of the sponsoring trade association or association of governmental entities to

oversee the administration of the group self-insurance fund.” (Emphasis supplied). This

administrative regulation was not followed by AIK Comp to select its trustees.”

2

This regulation was eliminated in 2005 after AIK Comp was placed into rehabilitation.




This trustee selection methodology used by AIK Comp was in direct
contravention of the clear and unambiguous terms of the 1979 Indemnity Agreement and
the then controlling 803 KAR 25:026. The Board of Trustees at the time of the
Rehabilitation were not elected by the members. Indeed, none of the trustees of AIK
Comp came from members of AIK Comp (who were and remain at risk) and were not
elected by the members of AIK Comp (who have paid their assessments of more than
$80,000,000).

These same trustees, who were not selected by the group members, played a
direct role in placing AIK Comp into rehabilitation.” R.A., Tab 24, at S0000433. As
shown above, the trustees were appointed or elected in violation of the original Indemnity
Agreement and applicable regulatory guidelines. Accordingly, the legitimacy of their
status with regard to this proceeding must be called into question.

The Rehabilitator uses these “amended” By-Laws to argue that the members of
AIK Comp “ceded” to AIK Comp and its trustees control over the claims which are at
issue in this appeal. R.A., Tab 32, at S0000498. Adopting the interpretation of the By-
Laws advanced by the Rehabilitator means that the group members (who were at the time
jointly and severally liable for any deficiency) gave or “ceded” to the trustees (who
themselves contributed to the events that led to the deficiency) control over the claims
against the trustees and others who caused the loss. Such an argument is circular at best

and closer to illogical.

3 KRS 304.33-140(1)(m) requires that two-thirds of the Board of Trustees of AIK Comp consent to the
Rehabilitation.




ARGUMENT

For the reasons stated herein, Appellants submit that the Order Approving
Proposed Settlement entered April 17, 2008, by the Franklin Circuit Court should be
reversed.
L THE TRIAL COURT ERRED IN PERMITTING THE REHABILITATOR

TO SETTLE AND COMPROMISE CLAIMS WHICH HE DOES NOT

OWN

The Rehabilitator is a creature of statute and has no authority except that which
the statute confers upon him. Kentucky Central Life Insurance Co. v. Stephens, Ky., 897
S.W.2d 583 (1995). With regard to rehabilitation, the provisions of KRS 304 create a
special statutory proceeding left largely to the supervision of the trial court and the
exercise of sound judicial discretion. /d. KRS 304.33-140 sets forth the grounds for
rehabilitation. These grounds are separate and apart from the grounds that would allow
for liquidation under KRS 304.33-190. By its nature, rehabilitation envisions a process
whereby the affairs of the insurer are, for a limited period of time, administered by a
rehabilitator and supervised by the Court with the ultimate goal of having the operations
returned to management after rehabilitation has been concluded. The powers of a
rehabilitator are set forth in KRS 304.33-160. Included in that list of powers and duties is
the following:

Pursuit of insurer’s claims against insiders. If the Rehabilitator finds that

there has been criminal or tortious conduct or breach of any contractual or

fiduciary obligation detrimental to the insurer by any officer, manager,

agent, employee or other person, he may pursue all appropriate legal

remedies on behalf of the insurer.

KRS 304.33-160 (emphasis supplied). This statutory language only empowers a

rehabilitator to pursue the insurer’s claims against insiders—not claims that are owned by

policyholders or members of self-funded groups.


































