THE INSOLVENCY OR BANKRUPTCY CLAUSE IN
AUTOMOBILE INDEMNITY INSURANCE POLICIES

When insurance companies conceived the idea of writing
auntomobile insurance, they at once realized that the hazard of
their undertaking would be measured to a large extent by the
assured’s willingness to cooperate after an accident had oc-
curred, in order to prevent undue loss. Appreciating that
human frailty might have a tendency to cause the policy holder
to be neglectful about obtaining witnesses and that he might
even collude with third persons so that a recovery could be had
against him, they set about to create a contract which would
make self-gservice a motivating influence to the desired end. The
indemnity insurance policy was the result.

The design of the original undertaking was strict indem-
nity. Its purpose was to indemnify the assured against loss
actually sustained through the payment of a judgment which
had been imposed upon him by law because of the ownership,
maintenance or use of the insured automobile. By creating this
strict relationship of indemnitor and indemnitee and adding
further prerequisites to and qualifications of the right to indem-
nity, the assured was given every possible incentive to protect
himself against claims arising out of accidents.

The legal propriety of such contracts was soon recognized
universally by the courts. In an early opinion it was said that
“After an accident the automobile owner is not grievously con-
cerned about either legal liability or expenses so long as the
insurance company must pay the bills. To protect itself against
indifference, improvidence, or even collusion and downright
fraud, the insurer is obliged to undertake defense and make its
own outlay for expenses. Under these circumstances, the in-
surer is not put to any election to forego these protective meas-
ures or give up writing indemnity policies. Until the state
interferes, an indemnity policy may lawfully be written which
permits the insurer to guard against the rendition of a judg-
ment, when there was no liability, and against the rendition of
a collusive or unjust judgment, when there was liability. An
automobile owner may take or leave such a policy; but when
such a contract is made, the insurer is not required to give up
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the one feature in order to enjoy the benefit of the other.””

While the insured was legally obliged to satisfy the judg-
ment against him before becoming entitled to “reimbursement,”
in practice it did not work out that way. Under the provisions
for investigation of accidents and defense of suits, the carrier
always took hold of the case and when it saw that the policy-
holder had cooperated and that he had not violated any condi-
tion of the contract, it either effected a settlement of the injured
person’s claim or paid the judgment returned at the trial, with-
out first requiring the assured to do so. Thus the company was
able to determine whether or not the assured was in fact co-
operating and at the same time to cultivate his good will either
by settling the claim against him or by the immediate payment
of a judgment against which it would have no defense at a later
time in a policy suit.

However, the various scriveners who were engaged in the
preparation of these policies did not all employ the same termi-
nology although it is apparent from a study of the cases that
they all intended to adhere to the same form and legal effect.
As a consequence, judicial interpretation has set up two differ-
ent classes of indemnity contracts and the language employed
determines the class in which the particular agreement be-
longs, as well ag the resultant obligations of the company and
the assured.

These two classes are now well recognized. Generally, the
first class, is the strict indemnity, or indemnity against loss con-
tract, and the second is the indemnity against liability contract.
The authorities are not entirely in harmony and some confusion
exists as to whether a particular policy should be placed in one
or the other category.

The distinction between the two is an important and a vital
one. Under the strict indemnity or indemnity against loss con-
tract, the company does not become liable to the assured until
after the payment by him of the judgment rendered in favor of
the injured person in the damage action.®* Under the indemnity

*Emerson v. Western Auto Ind. Assn, 105 Kan. 242, 182 Pac. 647 (1919).
(192”7 ])3arney v. Preferred Auto. Ins. Exchange, 240 Mich. 199, 215 N.W. 372
*Nakonieczny v. Commonwealth Cas. Co, 111 N.J.L. 137 (Sup. Ct. 1933);
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against liability contract the carrier’s liability to the assured
attaches as soon as the assured’s liability for the accident be-
comes fixed by an adverse judgment in the damage action. In
such cases it is not necessary for him to satisfy the judgment
before looking to the company for relief.*

In the absence of statutes providing otherwise, indemnity
policies whether they are of the strict indemnity or of the in-
demnity against liability type are regarded merely as contracts
between the carrier and the assured. They are designed exclu-
sively for the benefit and protection of the assured and no third
person, whether he be judgment creditor or not, has any interest
whatever in them. When a person who has been injured as the
result of the negligent operation of the insured automobile sub-
sequently recovers a judgment, he is in no better position so far
as the insurance is concerned than he was before the trial. He
is not a party to the contract and it is not designed for his bene-
fit. If at the time of the accident which results in the injury or
thereafter the assured is insolvent or bankrupt and is conse-
quently unable to pay the judgment he cannot sustain a loss as
contemplated by the policy and the judgment creditor is remedi-
less.® In the event that the assured becomes insolvent or bank-

North v. North & Son, 93 N.J.L. 438 (E. & A. 1919) ; Moses v. Travelers Ins.
Co., 63 N,J.Eq. 260 (E. & A. 1901); Globe Ind. Co. v. Sulpho-Saline Bath Co.,
299 Fed. 219 (C.C.A. 1924); Shea v. U, S. F. & G. Co., 98 Conn. 447, 120
Atl. 286 (1923); London & Lancashire Ins. Co. v. Cosgriff, 144 Md. 660, 125
Atl, 529 (1924) ; Barney v. Preferred Auto Ins. Exch., 240 Mich, 199, 215 N.W.
372 (1927) ; Luttrell v. Hardin, 193 N.C. 266, 136 S.E. 726 (1927); Malley v.
American Ind. Co.,, 297 Pa. 216, 146 Atl. 571 (1929); Landaker v. Anderson,
145 Wash. 660, 261 Pac. 388 (1927); Eberliew v. Fid. & Dep. Co., 164 Wis.
242, 159 N.W. 553 (1916).

*Nakonieczny v. Commonwealth Cas. Co., 111 N.J.L. 137 (Sup. Ct. 1933);
Rose v. American Emp. Liab. Ins. Co., 56 N.J.Eq. 41 (Ch. 1897); Slavens v.
Standard Acc. Ind. Co., 27 Fed. (2ud) 859 (C.C.A. 1928); Ravenswood Hos-
pital v. Maryland Cas. Co, 280 Ii. 103, 117 N.E. 485 (1917); U. S. F. & G.
Co. v. Williams, 148 Md. 289, 129 Atl. 660 (1925); Hoffman v. Professional
Und,, 259 Mich. 633, 244 N.W, 184 (1932); Capelle v. U. S. F. & G. Co,
80 N.H. 481, 120 Atl. 556 (1922); Eberhard v. Aetna Life Ins. Co.,, 235 N.Y.S.
445 (1928) ; Miller v. U. S. Cas. Co., 241 N.Y.S. 753 (1930); Malley v. Amer.
Ind. Co., 297 Pa, 216, 146 Atl. 571 (1929); Fentress v. Rutledge, 140 Va, 685,
125 S.E. 668 (1924).

S Allen v. Aetna Life Ins, Co., 145 Fed. 831 (C.C.A. 1906); Shea v, U. S.
Fid. & Guar. Co., 98 Conn, 447, 120 Atl, 286 (1923); Cushman v. Carbondale
Fuel Co., 122 Ia. 656, 98 N.W. 509 (1904); Transylvania Cas. Co. v. Williams,
209 Ky. 626, 273 S.W. 536 (1925); Emerson v. Western Auto Ind. Co., 105
Kan, 242, 182 Pac. 647 (1919); New York Ind. Co. v. Emen, 221 Ky. 114,
298 S.W. 182 (1927); O’Connell v. N. Y, etc. Ry. Co., 187 Mass. 272, 72
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rupt the creditor must file his claim like any other claimant and
accept his pro rata share of the assets of the bankrupt. If no
dividend is declared, he receives nothing. When a dividend is
declared the trustee or receiver acquires a cause of action under
the indemnity contract, but the recovery is limited to the loss
sustained, that is, the dividend paid.®

Many judgment creditors finding themselves faced with
financially worthless assureds attempted through the medium
of various forms of action to satisfy their judgments out of the
policy. They were, with rare exceptions,” unsuccessful, because
the status of the company and the assured under the contract
is firmly established and because the lack of privity of the third
person was so generally recognized.

Much hue and cry® was raised against what was conceived
to be the injustice of the situation, but the courts, although
agreeing in many instances, held to the law and declared them-
selves powerless to act in the absence of an enabling statute.

The result of this agitation wag the adoption by many states
of the statutory requirement that automobile insurance policies
must contain the provision now commonly called the “bank-
ruptcy or insolvency clause”. From a practical standpoint, the
effect of this legislative mandate was to render the distinction
between policies of strict indemnity and indemnity against lia-
bility almost academic because thereafter policy suits could be
brought directly against the company by the injured person
after judgment in the damage action and because in such actions
the right of recovery in the event of the assured’s bankruptcy or

N.E. 979 (1905); Poe v. Phila. Cas. Co., 118 Md. 347, 84 Atl, 476 (1912);
U. S. Fid. & Guar. Co. v. Williams, 148 Md. 289, 129 Atl, 660 (1925); Combs
v. Hunt, 140 Va, 627, 125 S.E, 661 (1924); Moses v. Travelers’ Ins, Co., 63
N.J.Eq. 260 (E. & A. 1901); Amer. Auto Ins. Co. v. Cone, 257 S.W. 961
(Tex, 1923); Luger v. Windell, 116 Wash. 375, 199 Pac, 760 (1921).

*Moses v. Travelers’ Ins. Co.,, 63 N.J.Eq. 260 (E. & A. 1901).

"Employers Liab. Assurance Corp. v. Bodron, 65 Fed. (2nd) 539 (C.C.A.
1933) ; Blanton v. Kansas City Cotton Mills Co., 103 Kan. 118, 172 Pac. 987
(1918); Griffin v. General Cas. & Surety Co., 231 Mich. 642, 204 N.W. 727
(1925) ; Reilly v. Linden, 151 Minn, 1, 186 N.W. 121 (1921); Anoka Lumber
Co. v. Fid, & Cas. Co,, 63 Minn. 286, 65 N.W. 353 (1895); Patterson v. Adan,
119 Minn. 308, 138 N.W. 281 (1912); Graff v. Continental Auto Ins. Und.,
35 SW. (2nd) 926 (1931); Elliot v. Life Ins. Co. 100 Neb. 833, 161 N.W.
579 (1917); Landaker v. Anderson, 145 Wash, 660, 261 Pac. 388 (1927).
(192‘1§taggs v. Gotham Min. & Mill Co., 208 Mo. App. 596, 235 S.W. 51F
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insolvency is not at all dependent upon the nature of the indem-
nity contract.

However, irrespective of the inclusion of the ingolvency or
bankruptcy clause, the rights, duties and obligations of the
assured under the policy in the absence of payment of the dam-
age action judgment still depend upon the answer to the in-
quiry as to whether or not the policy is one of strict indemnity
or indemnity against liability.

This insolvency or bankruptey clause ordinarily takes the
following or a similar form:

“Insolvency or bankruptcy of the assured here-
under shall not release the company from the payment
of damages for injuries sustained or loss occasioned
during the term of this policy, and in case execution is
returned unsatisfied because of such insolvency or
bankruptey, in an action brought by the injured, or his
or her personal representative in case death results
from the accident, then an action may be maintained
by the injured person, or his or her personal represent-
ative, against the company under the terms of the pol-
icy for the amount of the judgment in said action, not
exceeding the limits of the company’s liability as speei-
fied herein.”®

The statutory requirement was not complied with by insur-
ance companies without a struggle. The acts creating the neces-
sity for such a provision were attacked immediately as uncon-
stitutional. The principal ground urged was that they deprived
the insurance carrier of its property without due process of

? States having such statutes are:

Arkansas—P.L, 1927, Act. 196, §1,
California—Stats. 1919, p. 776.
Indiana—P.L. 1931, Chap. 180,
Louisiana—P.L. 1918, Act. 253, as
amended P.L, 1930, Act. 55.
Maine—R.S. 1930, Chap. 60, §178
(Provision does not have to be in
policy).
Maryland—Code Art. 48A, §54.
Michigan—§12460, Ins. Law.

Missouri—Rev. Sts. 1929, §5898-99,
Nebraska—Sts. 44-607,
New Jersey——-PL 1924, Chap. 153,

D
New York—§109 Ins. Law.
Oregon—P.L. 1927 p. 263.
Pennsylvania—P.L. 1933, p. 987.
S. Carolina— (Commissioner’s Rule).
Vermont—P.L. 7085-7093,
Virginia—Ins, Laws, §4326a.
Wisconsin—Sts. 204, 30.

States not having such a statute still adhere to the principles stated above.
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law. However this objection was soon disposed of by the United
States Supreme Court where it was declared that the business
of insurance is of such a peculiar character and is so intimately
connected with the common good that the state ereating insur-
ance corporations and giving them authority to engage in that
business may, without transcending the limits of legislative
power, regulate their affairs so far at least as to prevent them
from committing wrongs or injustices in the exercise of their
corporate functions. It was further said that such regulation
would seem to be peculiarly applicable to that form of insur-
ance which has come into very wide use of late years, that of
indemnifying the owners of vehicles against losses due to the
negligence of such owners or of their servants in the operation
and use of vehicles and that, having in mind the sense of im-
munity of the owner protected by the insurance and the possible
danger of a less degree of care due to that immunity, it was rea-
sonable for the state, in the interest of the public, whose lives
and limbs are exposed, to require that the owner of the con-
tract idemnifying him against any recovery should stipulate
with the insuranee company that the indemnity by which he
saves himself should inure to the benefit of the person who is
thereafter injured.!®

Such legislation does not in any way affect the right of
freedom of contract or the right to acquire and possess prop-
erty, since it is prospective in its scope. The insurance contract
is the subject of voluntary negotiation between the parties. An
insurance carrier is not forced to accept premiums or to issue
policies. It may do so or not as it chooses, but if it chooses to
accept the premiums the policies issued therefor must conform
with reasonable regulatory requirements. With the single ex-
ception of the insolvency clause requirement and its accompany-
ing incidents the insured and the insurer are free to make such
contracts as they wish, and the scope and validity of such con-

® Merchants Mutual Auto. Lia. Ins. Co. Smart, 277 U.S. 126, 69 L. ed.
538 (U. S. Sup. Ct. 1924), affg. 230 N.Y. 577 142 N.E. 290; Federal Auto.
Ins. Co. v. Abrams, 217 Ala, 539, 117 So. 85 (1928) Lorando v. Gethro, 228
Mass, 181, 117 N.E. 185 (1927) (sllghtly different statute) O’Connell v. New
Jersey Fid. & P. G. Ins. Co.,, 193 N.Y.S. 911, affd. 235 N.Y. 583, 139
N.E. 744 (1923); Stacey v. Fid, & Cas. Co., 114 ‘Ohio St. 633, 151 N.E, 718,
152 N.E. 794 (19 6).
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tracts are left as before, unaffected by the statute.™

The effect of the statute has been expressed in many ways
by different courts. It enables the person suffering the initial
damages, out of which grows the loss to the assured, to acquire
a lien against the right to damages or indemnity arising under
the policy and to enforce it in his own name. It also serves the
purpose of having the insurer agree by virtue of the issuance of
a policy of liability insurance that the obligation to the assured
shall be hypothecated for the benefit of a third person to the
extent of a judgment recovered by such third person against the
assured for an injury covered by the policy.}? It confers upon
the person injured through those acts of the assured a certain
beneficial interest in the policy.* It gives to the injured claim-
ant a cause of action against the insurer for the same relief that
would be due to a solvent principal seeking indemnity and reim-
bursement after the judgment had been satisfied ;* it subrogates
the injured party to the rights of the assured upon the contin-
gencies named; and it gives the injured party all the rights
which the insured would have had if he paid the judgment or
if bankruptcy had not intervened.!®

The legal propriety and general effect of the acts are now
generally recognized. 8o much so, that the insolvency or bank-
ruptcy clause is now in almost universal use by insurance com-
panies regardless of the existence of the statute. However, its
absence from an automobile policy in a jurisdiction where the
statute applies presents no defense to an action brought there-
under by the injured third party. Since the law requires its
inclusion, it is read into the contract, which is then construed
as though it were incorporated therein originally.'® So, too, if
the policy contains provisions which are inconsistent with the

“ Lorando v. Gethro, 228 Mass. 181, 117 N.E. 185 (1927).

* George v. Employers Liab. Assur. Corp,, 219 Ala. 307, 122 So. 175 (1929).

B Globe Ind. Co. v. Martin, 214 Ala, 646, 108 So. 761 (1926).

* Coleman v. New Amsterdam Cas. Co., 247 N.Y. 271, 160 N.E. 367 (1928);
N. J. Fid. & Plate Glass Co. v. Love, 43 Fed. (2nd) 82 (C.C.A. 1930); Royal
Ind. Co. v. Morris, 37 Fed. (2nd) 90 (C.C.A. 1929); Hynding v. Home Acc.
Ins. Co., 214 Cal. 743, 7 Pac. (2nd) 999 (1932).

¥ New Jersey F. & P. G. Co. v, Clark, 33 Fed. (2nd) 235 (C.C.A. 1929);
Miller v. Metropolitan Cas. Co., 50 R.I. 166, 146 Atl, 412 (1929).

8 Perlman v. Independence Ind. Co., 235 N.Y.S. 194 (1929); Meehan v.
Commercial Cas. Co., 166 S.C. 496, 165 S.E, 194 (1932).
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insolvency clause or with the statute requiring it, such provi-
sions are void. Consequently a “no action” stipulation is a nul-
lity so far as the third person judgment creditor is concerned.’
Also a policy which by its terms is one of strict indemnity is
rendered one of indemnity against liability and the assured is
deemed to have suffered loss as soon as the adverse judgment in
the damage action is entered.'

While the ingsolvency or bankruptcy of the assured is
spoken of, the application of the statute and consequent clause
is not limited to the named assured. Thus when a person is
operating the insured vehicle under circumstances which would
bring him within the coverage extended by the “omnibus clause,”
his insolvency or bankruptecy would enable the third person to
reach the policy benefits.'

The authorities are generally agreed that under the ordi-
nary insolvency provision the injured person’s right of action
against the carrier does not become vested until certain condi-
tions precedent are complied with. First he must obtain a judg-
ment in the damage action and second, a writ of execution must
have been issued on the judgment and returned unsatisfied.?®

The term insolvency as here employed means general finan-
cial irresponsibility;*' general inability to answer pecuniary

' West v. MacMillan, 152 Atl. 104 (Pa, 1930); A. Rose & Son v. Zurich
Genl. Acc. & Lia. Co., 296 Pa, 206, 145 Atl, 813 (1929); Schmidt v. Automobile
Underwriters, 244 N.W. 729 (Ja. 1932); Weiss v. N. J. F. & P. G. Co., 228
N.Y.S. 314 (1928).

#Union Ind. Co. v. Small, 154 Va, 458, 153 S.E. 685 (1930); Mechan v.
Commercial Cas. Co, 166 S.C. 496, 165 S.E. 194 (1932). Rhode Island conira
see: Anderson v. Amer. Auto. Ins. Co., 50 R.I. 502, 149 Atl. 797 (1930);
Degnan v. Rhode Island Mut. Lia. Co, 51 R.I. 366, 154 Atl. 912 (1931).

¥ Maryland Cas. Co. v. Ronan, 37 Fed. (2nd) 449 (C.C.A. 1930); Ocean
Acc. Co. v. Schroeder, 48 Fed. (2nd) 727 (C.C.A. 1931); Metropolitan Cas.
Co. v. Blue, 219 Ala. 37, 121 So. 25 (1929) ; Fagiani v. Genl. Acc. Ins. Co., 105
Cal. App. 274, 287 Pac. 377 (1930); Lahti v. Southwestern Auto Ins. Co., 109
Cal. App. 274, 292 Pac. 527 (1930); Kautz v. Zurich, etc. Ins. Co., 212 Cal.
App. 576, 300 Pac, 34 (1931); Dickinson v, Maryland Cas. Co., 101 Conn. 36,
125 Atl, 866 (1924) ; Ocean Acc. v. Schmidt, 46 Fed. (2nd) 269 (C.C.A. 1931).

®N. J. Fid. & P. G. Co. v. Clark, 33 Fed. (2nd) 235 (C.C.A. 1929) ; Suy-
dam v. Public Ind. Co., 10 N.J.Misc. 868 (Sup. Ct. 1932) ; Damiano v. Damiano,
6 N.J.Misc, 849 (Cir, Ct. 1928); Edwards v. Fid. & Cas. Co. 11 La. App. 176,
123 So. 162 (1929); Geitner v. U. S. Fid. & G. Co,, 251 N.Y. 205, 167 N.E. 222
(1929) ; Indemnity Ins. Co. v. Pitts, 38 S.W. (2nd) 883 (Tex. 1931); Royal
Ind. Co. v. Watson, 61 Fed. 2nd 614 (C.C.A, 1932),

# Miller v. Union Ind. Co., 204 N.Y.S. 730 (1924); Metropolitan Cas. Co.
v. Blue, 219 Ala, 37, 121 So. 25 (1929).






