CHAPTER 2

THE PARTICIPANTS AND COMMON
REINSURANCE ARRANGEMENTS

REINSUREDS AND REINSURERS

9,1 An American court once stated the nature of the relationship between reinsurer and
reinsured in this way: “A true reinsurer is merely an insurance company or underwriter
which deals only with other insurance companies as its policyholders” (fowa Mutual
Tornade Insurance Assm V. Timmons').

1. 105 N.W. 2d 209 (Towa 1960).

2.9 A reinsurance contract is an agreement between twn 1asurers, one who reinsures,
self-evidently the “reinsurer”, and one who is reinsyrsd who may be known as the
“reinsured” (a general term and one which is ured -throughout this chapter}, the
“reassured” (an expression more commonly encouriicred in the case of life, aviation and
marine business) or the “cedant” (in the case pf treaty business). These terms have
become increasingly interchangeable in practice.

9.3 Where the reinsurer itself reinsures !l or part of its liability it becomes a “retro-
cedant” and its reinsurer the “retrocéssicnaire”. For the purpose of this chapter, we
draw no distinction between a reiviured and retrocedant or between a reinsurer and
retrocessionaire. A company or uiiderwriting syndicate will, very often, be trading as
both reinsurer and reinsured; a a buyer and seller of reinsurance. Many organisations
act in both these capacitie$ at one time or another.

9.4 “Cession” is a hroad generic term used to describe the transfer of risk between
reinsured and reinstiér in treaty business. (Strictly speaking, the term is apposite only in
relation to proportional reinsurance, but one comes across the use of “cession”, “cede”
and “cedant” in the excess of loss context as well.)

9.5 A reinsurer is only indirectly interested in direct losses, that is, to the extent that
they affect his liability to his reinsured under the contract of reinsurance. The reinsur-
ance relationship is brought about by the reinsurance contract and is mutually exclusive
from the relationship between the insurer and the original insured. The original insured
has no legal interest in the reinsurance relationship. This important fact must be borne
in mind. The liabilities and obligations of the reinsurer and reinsured are new ones
which are created and governed by the reinsurance contract. They are not, despite what
some reinsurance terminology might suggest, a simple “share” of an existing obligation,
although there are circumstances where some elements of the underlying contract may
be incorporated into the reinsurance contract.’

1. See Chapter 16 for further discussion of such circumstances.
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2.6

The Participants and Common Reinsurance Arrangements

2.6 The separate character of direct insurance and reinsurance contracts is well illus.
trated by the Court of Appeal decision in Meadows Indemnity Co. Ltd v. The Insurance
Corporation of Ireland plc and Tnternational Commercial Bank ple! In that case, Meadows as
reinsurer sought to obtain declarations as o the invalidi ty both of a reinsurance contract
between itself and ICI and of an underlying policy of credit guarantee insurance. T he
Court of Appeal held that it was not possible for the reinsurer to obtain a declaration that
the insurer was entitled to avoid the original contract of insurance. May L] said this:

“These two parties [the reinsurer and the original insured] have no rights or obligations against
or to each other; they are not in a contractual rclationship. Although there is of course a connec-
tion between the contract of insurance on the one hand and of reinsurance on the other, [the
reinsurer’s] rights are in no way involved in the existing dispute between [the insurer] and [the
original insured|. Whether [the insurer] has to pay [the original insured] depends upon the terms
and circumstances of the insurance contract between them and, if relevant, any non-disclosure or
misrepresentation that occurred between them. Insofar as [the reinsurer] is concerned, any
liability on their part will depend upon the contract of reinsurance and the factual situation which
existed between them when this was entered into. As [ have said, the position of [the reinsurer] is
in no way threatened because [the insurers] are vigorously defending [the original insured’s]
claim in the Irish proceedings ... .”

1. [1989] 2 Lloyd’s Rep 298.

2.7 Neill IJ did however say that it was with “some reluctance” that he reached this
decision, as “one can . . . see the good sense of a person being able to establish by means
of [a] declaration the legal rights of a third person if those rights will, in due course,
directly affect him as an insurer or reinsurer. . . .

2.8 Chapter 4 provides an overview of the main types of reinsurance contracts which
reinsurance entities typically enter into.

BROKERS AND UNDERWRITING AGENTS

2.9 Brokers play a crucial role in the global reinsurance business. The leading brolkers
handling reinsurance business in the London market have also played a significarit part
in developing London as a major reinsurance centre. Much of the reinsurance business
written in the London market is placed by brokers, and therefore an agmeciation of
their role, duties and obligations is crucial to an understanding of how the London
market operates, as well as its legal framework.

2.10 A broker is the “man in the middle” between the insured and the underwriter/
insurer. Reinsurance brokers perform distinct but important functions. First, on the
Instructions of the reinsured, they place reinsurance with reinsurers. Secondly, they act
as agents through which the reinsurance premiums are paid and reinsurance claims
collected. Thirdly, they may sometimes act as underwriting agents binding reinsurers to
risks by a device known as a binding authority. It will be clear from this that brokers often
act in more than one capacity, and often interchangeably as the agent of more than one
party. For instance, when the broker places cover he normally acts as agent of the
reinsured. However, the legal relationship between a broker and each of the other
parties, namely the reinsured, the underwriting agent and the reinsurer is normally not
explained in any written contract, but is generally implied by law. The rights and duties
of the parties are frequently said to be governed by “market practice” which itself may
not be clear or consistent. For example, the long-standing practice of Lloyd’s brokers to
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as agents for the underwriter in appointing loss adjusters 01.1 bel:h‘alf (?f the un(}ie..r-
actﬂff without the insured’s knowledge or consent has received judicial disapproval in
. decisions (North and South Trust Co. v. Berkeley' and Anglo-African Merchanls Lid v.
two g

Bayley®) -
1.[1971] 1 WLR 470.
9 [1970]1 1 QB 311

9.11 In the reinsurance context where all parties to the transactions are professionals
: ating in the same market, cases of dual agency are not uncommon. In /G/ Insuma_tce
%};ej td v. Kirkland Timms Lid* Hirst | accepted Counsel’s argument that a brolfer admin-
istering premiums and claims as between underwm;e[."s and b_rokc_r.s hol(.inzig bmd?{f \r\lz::
an intermediary with agency obligations to both parties _(a blnd(-:I is ?t bin ml;g aut Oleé
given by an insurer to an agent authorising the agent to. b'md thf 111_surxcr ‘fuofrllsl S-a(iigii “
by the agent). It is important to note that the overndl-ng 1?1 1nc1[_:111c 0 1u yI fln ormed
consent by both principles in the case of a dual agf:ncy‘ SltllaUOi:l still app 19}.1 ;11 T wer
places business with an underwriter, the ugderwnter 1s_the thllrd party mlt) vlv omd :
broker makes a contract for his principal; if the i?roker is then 1Instrluct_ed ylt 1e un LCII“-
writer to obtain reivsurance for him, the underwriter Ib('ecomca: hl§ principal, ¢ 1§ msn}re ;
It is doubtful that any disclosure is required to the orlglpﬂ principal becausel -L ere is no
conflict in the two functions, but each should be fully informed as appropriate.

1. Unrey o;‘e_ﬁ 5 December 1985.

9.12 The different capacities in which the broker may find himsell acting when
olacing cover was analysed by Evans J in detail in SAIL v. Farex.! He stated:

1 Yo A
‘It is a commonplace situation in insurance and 1'einsu¥'ance business, a‘nq not Just atll,ll?gfil[balits);
a broker who has undertaken to obtain insurance or reinsurance cover for an ongilna’ c L aso
to place reinsurance or retrocession cover on bc.hal[.o[ the insurer or 1_c;ﬂ1n.s1_1lrf3r ‘;f ?chgi?a!-ﬁn .
original business. The legal analysis of this situation is not without its difficu dtles ~)umsm:ea Whe!gl
point for the analysis is clear. The broker acts as agent for ti_le orlgnmal m‘surf:‘ orllc e
placing the insurance or reinsurance and an agent for the insurer or reinsurer when placing
reinsurance or retrocession’”.

1. [1995] IRIR 116.

2.13 The role of brokers and their legal responsibilities and duties is considered
further in Chapter 7. B ' .

2.14 As indicated above, many brokers also act as underwriting agents. chc_dly, [hl'S
role is quite distinct from that of a traditional insuran_cc broker. A broker, ?xt?tmg as a
broker, will generally act on behalf of the insured (or reinsured). An un.df:I“Wl"[tll"lg agent
will act on behalf of the insurer (or reinsurer) and will have legal authority to accept risks
and bind the underwriters on whose behalf he acts. Put in its Sil‘[llplest terms, an und‘er—_
writing agent is any person or body who writes insuranlce or reinsurance Qll behalf Of
another with that other’s authority. Because the relationship is one of agency, this
definition does not include employees. . . o .

2.15 The authority that an underwriting agent has been given by its .prma.pals V'vlll vary
from case to case. Sometimes the agent will be given a binding authority wh:ch‘wﬂl allow
1t to underwrite certain classes of business on behalf of its principal without retere_ncg to
the principal, provided that the business is written Wi[h_in the terms of the binding
arrangement. On other occasions the authority may be limited to the grant of some form
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2.15 The Participants and Common Reinsurance Arrangements

of temporary cover subject to the agreement of the principal, as would probably be the
case with a line slip or open cover.

2.16 The relationship is governed by the law of agency and thus the underwriting
agent, in writing the business on behalf of the principal, does not incur any liability in
respect of that business itself. The liability, if any, is that of the principal. An agent owes
duties to his principal and, in addition to a strict observance of the terms of his authority,
he will be under a duty to exercise that authority with due care and in accordance with
the standards generally applied and accepted in the market. Where an agent is alleged
to have acted either without or beyond his express authority he may still bind hig
principal if the insured can establish either implied authority or, in default, apparent or
ostensible authority. The former will derive from the terms of the agency agreement and
the implied authority to do whatever is necessary in the ordinary conduct of the businesg
in accordance with normal market practice. The latter (i.e. apparent or ostensible
authority) may be established if the principal can be shown to have represented or held
out the agent to have the authority necessary to perform the relevant transactions. If,
however, the claimant actually knew the limits of the agent’s authority then he will not be
able to claim against the principal where that authority has been exceeded since he
cannot show that he actually relied upon the holding out.

2.17 In cases where a principal is able to establish his agent’s lack of authority the
insured or reinsured may have a remedy against that agent for breach of the warranty of
authority which an agent is treated in law as having given. Historically, the delegation of
underwriting authority by underwriters to underwriting agents has led to a numerous
disputes,

2.18 The role of underwriting agents is considered further in Chapter 6.

THE SUBSCRIPTION MARKET

2.19 Reinsurance placed in the London market invariably makes use of a document
known as a slip. This is a document prepared by a broker which sets out the propasais to
be made to the insurer. The slip contains the bare bones of the reinsuranee contract
using economic phraseology and the purpose of the slip 1s to offer the wisk to each
reinsurer in a form which is concise and which enables him to make a ‘peedy decision
as to whether or not he wants to participate. The slip typically identifies the reinsured,
the nature of the risk, the duration of the reinsurance, the limits of the indemnity and
the retention of the reinsured, and usually the premium payable.

2.20 In order to place a risk, a broker will typically approach an underwriter who is a
recognised “lead” for that type of business with a view to persuading him to write a
sizeable line in the hope that this will encourage other underwriters to follow his lead.
The leading underwriter will be an individual, or group of individuals, whose acceptance
and rating of the risk will be followed by the remaining underwriters who subscribe to
that risk. The broker and the leading underwriter will discuss the slip and agree upon
any amendments to the broker’s draft and the appropriate premium. The following
market will then accept (or not) the terms agreed by the leading underwriter and each
reinsurer will identify his participation in percentage terms by stamping and signing the
slip. Although there may only be one physical slip, the slip represents a series of individ-
ual contracts between the reinsured and the reinsurer and each is quite separate. If the
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reinsured suffers a loss before 100% of the slip has I-J(i(il’l col]ectc.d by the broker, then the
reinsurers who have subscribed will of course bf‘ liable for their §ha1"es. -

991 A market which permits the placing of insurance and reinsurance co{ntlmc,t,s k111'1
this manner, with a number of participating insm.n"ers-, each t:;’l,le(.ZI'lbilllg 1n(11v1duc11_ ylto lt (}
terms of the contract, is known as a “subscription market”. Hlﬂf)rl("dlly, a great r".ea,. o
reinsurance business written in the London market has been wrlitten on a subscr 1pt11(on
basis. Many view the subscription market as a key strengthlof the Lo_ndon market,
allowing difficult or unusual risks to be placed in a cost-effective manner.

LINE SLIPS

2,22 A line slip is not a slip in the conventional sense as described gbovc. It is not ‘itsellj
a document evidencing a contract of insurance or r§1115u1'ance. It is ra.the.r an agepcy
agreement by means of which a number of under\mfﬂters grant auth(?rl.ty_ to a leading
underwriter or other agent to write business on their be.hal[.. Sucl? a facnl.lty w1u define
the class of business to which it relates, the financial limits o_i the indemnity whlc}% I'Il'a()‘{
be granted and will often contain a specific wording setting out all the terms dIl.‘
conai{ions of the lacility. The underwriter or other agcnlt in whom. such al%th.orlty 1{5
vested thus binss the subscribers for each of their respective proportions. This is not a
pool or afronting arrangement but a delegation of authority. Authorl.ty under spch_ a
facilitv. ~an also be delegated to a broker. The type of problems V\-thCh can arise in
relaticn to such agency relationships, such as the exceeding of authority and conflicts of
intorest, are discussed in Chapter 6. _

2.23 The insurances or reinsurances which are concluded.under such an authority are
set out on separate slips known as “off-slips”’; these are slips in the con'ventu.)nal sense in
that they evidence the contracts between the reinsured and the respective remsurers who
have subscribed to the facility. Thus the off-slip is the binding contract of reinsurance
and not the line slip. Losses arising under such cover can, asa mattfalt of law, only aljlse
under the offslip although in the market they may be described as arising un_d_er the line
slip. Reference will commonly be made in the offslip to thflt terms and conditions of t}}lel
line slip, particularly as to the scope of the cover. In these circumstances those terms wi
plainly be incorporated by reference. . _ o

2.24 The LMP developed a mandatory market line slip, the LMP hnes.hp [sic], in June
2005, which became compulsory on 1 October 2005. Offslips attachl_ng to the LMP
lineslip have to be prepared in accordance with its guidelines. The.LMP lineslip has bee:n
replaced by the Market Reform lineslip (“MR lineslip”), pubhshe;d by tht_e MRG in
October 2006, with effect from 1 February 2007. The MRG has published gu1dehn\cs to
accompany the MR lineslip, which are available on its website (www.marketreform.
co.uk). . '

2.25 Notwithstanding that the relevant reinsurance contract will b(.f sontamed in .the
offslip and not the line slip, itis almost invariably the underwr-lter’s orrgm_al subscription
to the line slip which will bind him to the contracts evidem;ed in the oﬂ—s_hp, because the
offslips may be issued as a result of “declarations” to the line shps (that is, proposals for
reinsurance on terms conforming to those of the line slip) which are appro?f'ed by the
leading underwriter or underwriters alone, he or they having been 1nveslted with author-
ity for this purpose by the following market. In Dendy v. 17'1/145.5:r'ch_nmt,1 an issue arose as to
when a Lloyd’s underwriter had “written” a particular risk which was insured pursuant
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to a line slip: was it the date on which the underwriter had subscribed to the line slip, or
the (later) date on which the disputed policy had been issued? Waller J held that the
former date was correct because the underwriter, by signing the line slip, had granted
irreyocable authority for the syndicate to be bound by its terms in relation to all policies
issued under the line slip during the period of its validity. The Court of Appeal reversed
this decision (Denby v. English & Scottish Maritime nsurance Co. Ltd?): the court reasoned
that no risk was actually “written™ until the relevant off-slip was signed by the leading
underwriter. The line slip merely conferred an authority on the leading underwriter to
write risks on behalf of all of the underwriters subscribing to the line slip.

1. [1996] LRLR 301 (QB Com Ct).
2. [1998] Lloyd’s Rep IR 343,

2.26 Although the authority of the Court of Appeal’s judgment has not heen ques-
tioned in any subsequent case, its applicability may be limited to contracts written prior
to 1 January 1995 (Denby was concerned with claims arising under contracts written in the
early 1980s). As regards contracts written on or after 1 January 1995, Schedule 3 to the
Syndicate Accounting Byelaw (No. 18 of 1994), which came into force on that date,
provides that:

“Premiums and claims in respect of insurance contracts underwritten by the members of the

syndicate shall be allocated to the year of account corresponding to the calendar year in which the
contract incepts, except as follows—

(a) premiums and claims in respect of insurance contracts underwritten under a binding
authority, line slip or consortium arrangement shall be allocated to the year of account

corresponding to the calendar vear of inception of the binding authority, line slip or
consortium arrangement. ... "

2.27 Although this byelaw was revoked by Syndicate Accounting Byelaw (No. 8 of
2005), which was made by the Council of Lloyd’s on 7 December 2005, the new byelaw
contains the same provision. No reference to the byelaw seems to have been made in
argument in Denby, and certainly none appears in the judgment. Even if, prior to thei
mtroduction by the byelaw, there were no statutory or regulatory requirements.to
account for line slip business in a particular way, it might be asked whether the byelaw did
anything more than clarify or ratify what had, up to then, been the relevant Lloyd’s
market practice. In any event, while Denby (unless and until it is overruled) vemains good
law in so far as contracts written prior to 1 January 1995 are concerned, the byelaw is
likely to affect the position in relation to contracts written post 1 January 1995.

2.28 In HIN Casualty and General Insurance Ltd v. Chase Manhattan Bank and Others
Aikens J considered the nature of a line slip facility in the context of film finance
insurance. The case involved a facility to which declarations in respect of individual film
productions were made. Chase Manhattan Bank had lent money to fund the production
of a number of films. Insurers subscribed to a policy of financial contingency insurance
with Chase as the insured. Insurers sought to avoid or rescind the line slip facility itself
in addition to the individual declarations made under it. One issue which was raised was
whether there was a duty of disclosure and utmost good faith when the line slip was
concluded. Aikens J held that as the line slip was not a contract of insurance but rather
a contract forinsurance (akin to a binding authority), it could not be a contract of utmost
good faith. As there was no duty to disclose, there could be no question of avoiding the
line slip on grounds of material non-disclosure, or of recovering damages from the
insured or their agents. The court held, however, that there was a duty to disclose
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«ynusual features of the transaction” in relation to the line slip fracilnyaAlkenst Jdczjhxz;
ted that this was really a duty not to misrepresenF at common law an accepte i
mer-l was a duty not to misrepresent facts when the line slip was concluded. This aspect
S}i]hi judgment of Aikens | was confirmed by the Court of Appeal'-i Elﬂlﬁ)}tgzqf)tl;:reizzlgi
f the‘decision were reversed. On a further appeal to the House of Lords, is asp
?he first instance judgment was not put in issue.

1. [2001] Lloyd’s Rep IR 191 (OB Com Crt).
9. [2001] Lloyd’s Rep IR 703,
3. [2003] Lloyd’s Rep IR 230.

UNDERWRITING POOLS

9.29 Underwriting agents often write busine.ss on behalf of more L-hii] ()I}Lt ar:c}i O;:in,
many, principals. The insurers or reinsurers for whom a parucul_d}* under vl\lrcl hlriiss gWidey_
writes may collectively be known as a “pool”. Although they are ‘nrow_m? o mean,s
spread than they were a decade or two 4go, pool structures may be fl. com};& d,b xean
of achieving a lavge underwriting capacity and are often seen as a rnct 0 | 1} which
reinsurers may gzin access to a foreign mmjkctl or new classes of business to whic 3
i as individual reinsurers, otherwise have access. o
1n12g_};:t0 nr;,::e contractual relationship in this situation will be thL" same prmaplz}l a[p(‘i' aiet? ;
relaticriship described earlier; that is, the agency accepts business 01} behalf o :4(f t g)e
the n¢ol members individually so that each membt.?r is bound only to the ftxtt‘n 0
i cwritten on his behalf pursuant to the terms of the agency or pool agreement. ‘
2.31 In certain circumstances and where permitted by the lem}‘s.of tlie pi_:)(.ﬂ ?gree-
ment, one company among the pool participants may be used to fl‘O{l-t d:ﬁ. ari armglz
ment, accepting 100% of particular risks {or at any raL;‘e a largcr. Propf)l tion ! (zln :.-;)Em
normally be the case) in its own name, which alje then aulomatu,a{ly retrocede -~ fof
other pool members. There are a variety of reasons fo.r such dIT a.rrlangem rer.s or
example, one company may be more acceptable as sccunty‘t(? potgnnafre}:lmsu : ;
such arrangements may facilitate the management apd admm']str_atlon 0 _t € por)f.
2.32 Under such an arrangement, the fronting reinsurer will, in the abser?ce (1) sgle-
cific agreement to the contrary, be liable to the rei_nsured for }00% (or other applicable
proportion) of the risk ceded (Wace v. Pan Atlantic Group Inc.").

1. [1981] 2 Lloyd’s Rep 339.

2.33 Questions frequently arise as to the actual aL.lthority of the agentin iappm}nfm{gh a
fronting company under these circumstances, parUc.ularly whcrle the result is t ciazl foi
fronting company is bound for a larger gross proportion of Lhe risk ?h_anils provide por
in the agency agreement, notwithstanding that its net share (i.e. after retr f)C&sspn tclJ] B
other pool members) is in accordance with that agreement. In .such cases, it wil hc
necessary to establish that there was implied or ostensible athhorLFy on the.p?rt of t] e
agent o effect a fronting situation. A finding of implied or ostenmlble zu_lth_orlty lwou d,
however, be unusual: see Suncorp Insurance & Finance v. Milano Assicurazioni SpA.

1. [1993] 2 Lloyd’s Rep 225, discussed at para 2.41.

2.34 Tt is common in the context of underwriting pools to encounter a.l_lt:gatlons .Of
illegality, improper fronting and questions concerning the agent’s authority. Illegality
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was and is a particular problem in respect of the pools set up in the late 1970s, where
underwriting agents, by diverse, and usually ineffective, means, attempted to circumvent
Department of Trade authorisation.

2.35 Some of the problems with pools are associated with the underwriting “chain”

increasing in length, and Figure 2.1 provides an illustration of the various and numerous
parties which can be involved in such transactions.

UK reassured
UK broker

UK sub-broker

{binding authority}

Overseas underwriting
manag(‘m(‘nt cnrpnralion

Onverseas intermediary

(binding authority)

Overseas managing agent of pool

Pool member “A™
fromis for the pool members B-F
(overseas insurance companics)

VAR T AN

B C D E

quota share rewrocession cover
tor the pool with Reinsurance Company XYZ

Figure 2.1 Possible parties in the underwriting chain
2.36 In Figure 2.1:

(i) The UK reassured places instructions with its broker to obtain reinsurance
cover for a specific treaty.

(ii) The broker instructs a UK sub-broker.

(iii) The UK sub-broker places the business with an overseas underwriting manage-
ment corporation (this company is part owned by the UK sub-broker and was
formed specifically to handle business emanating from the UK sub-broker).

(iv) The overseas managing agent is reinsurance manager for a number of overseas
companies who wish to reinsure UK risks. There are parallel managing agency
agreements between each pool member and the pool manager.

(v) The pool manager enters into an agreement with the overseas underwriting
management corporation whereby the pool manager delegates a binding
authority to the corporation to accept on its behalf and cede to it business
emanating from the UK sub-broker.

(vi) The pool manager also arranges retrocession cover for the pool.
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9.37 The above, complex arrangements will maximise commission and minimisclthe
premium reaching the ultimate risk carriers: a practice commonly kIlOWT‘l as “prem}um
stripping”’. It is highly unlikely that the pool can ever make a profit after the various
commissions and overriders have been paid. .

9.38 The problems concerning the delegation of underwriting authority are further
aggravaLcd in the context of a pool. It is unusual for the pool _memb(:l:s to know (?a'ch
o}her’s identity, and therefore highly unlikely that they will combine sensibly to super vise
propel‘l}/ the activities of the underwriting agent. In the cxgmple abow_a th.e problem is
further emphasised by the use of sub-agents and the delegation of the binding authority,
perhaps without the authority of the pool members. _ |

2,39 It has also been seen, for example, that fronting companies have been used to
facilitate the underwriting process, perhaps where the front company is _lhe only com-
pany licensed to write local risks. It is quite common for the underwriting ag('ent to
inclllde in the agreement with each of the pool members a provision wh.crf:by it, the
underwriting agent, can nominate any one of the pool members as the fronting company
without that company’s specific authority. The dangers are obvious, in that any one of the
pool members reinsuring the front can become insolvent and yet the fronting company
will remain fully hiable to the cedant.

9.40 An example of the complications that may arise in connection with this type of
arrangement cin be seen in North Atlantic Insurance Co. Lidv. thionwid(e _G.eneml Insurance
Co. Ltd" s*hich arose out of the Rutty pool’s operation in the 1960s. Individual members
of the-nobl'were used as fronting companies, which would accept 100% of any inwards
risl _but would be reinsured by other members of the pool. The pool itself was then
ceiiisured by external reinsurers. A dispute arose as to who within the pool cohuld claim
ihe external reinsurance recoveries when two of the pool members became insolvent.
Even though the fronting company was named as the reinsured, the Court of Appeal
held—on the particular wordings of the pool’s underwriting agency agreements and
reinsurance arrangements—that the reinsurances were based on pool liabilities and not
on individual fronting companies’ liabilities and therefore the outwards reinsprance
proceeds belonged to each pool member in accordance with its agreed proportion, so
that the fronting companies ranked alongside the insolvent pool members’ other unse-
cured creditors for a share of the proceeds of the outwards reinsurances.

1. [2004] Llovd’s Rep IR 466 (CA).

2.41 The issue of whether or not the underwriting agent had authority to use one
company as a front may in itself generate disputes. For example, does an express prqvi-
sion in the management agency agreement which gives discretion to the agent to rein-
sure or to retrocede in whole or in part any of the risks allow the agent to use one of the
pool members as a front? Clearly much will depend on the precise terms of theragree—
ment, but usually the answer should be in the negative. The agreement in Suncorp
Insurance & Finance v. Milano Assicurazioni SpA' contained a clause permitting the agent
“at his sole discretion [to] effect any reinsurance on behalf of the [pool member] as the
[agent] considers desirable”, but Waller | did not refer to this provision in reaching the
conclusion that the contract did not permit the agent to use one pool member as a front
for others.

1. [1993] 2 Lloyd’s Rep 225.
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2.42 How does the pool deal with the run-off of the business? It is not uncommon for
the underwriting agency to have disappeared after the first few years and left the pool
members to run off the business. There are various ways in which a pool member can
protect itself against such a possibility, by, for example, ensuring that the underwriting
agent has provided for errors and omissions cover or that the underwriting agent ig
obliged to set aside funds in a separate interest-bearing account to provide for run-off
facilities.

243 The market has probably learned a good deal from the mistakes made in the last
thirty years, and pool membership is no longer as fashionable as it once was, although it
has featured of late in the context of US workers compensation carve-out business. The
problems remain obvious and probably insurmountable,

FRONTING ARRANGEMENTS

244 Whether the facultative reinsurance is arranged on a proportional or non-propor-
tional basis, the amount of risk retained by the cedant will generally be a material
consideration for the reinsurer when considering whether or not to accept the cession.
Untl the mid-1980s it was a common practice for the London market to receive risks
from overseas, fronted by local insurers who retained varying amounts of risk for their
own account. Such arrangements had become necessary for a variety of reasons, the
commonest being due to local restrictions on overseas reinsurers’ ability to write business
on a direct basis, or local licensing or exchange control requirements. Alternatively, the
local market may not have had sufficient expertise or capacity to assume the risk, in
which case the local cedant would issue the direct policy and retain a ceding commission,
while allowing the facultative or fronted reinsurer in all but name to underwrite the
risk.

2.45 Fronting arrangements are likely to be subject to a claims control or co-operatior
clause, which enables the reinsurer to control the conduct of any direct claim presented
to the cedant. These clauses are notorious for producing claims handling probleras, as
the local insurer will be unable to agree and adjust claims without reference to,or prior
approval from its reinsurers, In addition, the local insurer may be subject to palitical and
cconomic pressures from an interested financial institution or an indesteidl insured
which is wholly or partly owned by its government. The fronted reinsurer may also
encounter local regulations which require the ceding company to retain part of the
reinsurance premium in that country for a specified time, and these will have the effect
of allowing a virtually automatic set-off of claims against premiums, regardless of the
applicability or otherwise of the original policy terms and conditions.

2.46 In the London market, fronting arrangements have been used by brokers on
some UK and overseas risks where unlicensed or unacceptable security has had to be
“concealed” for contractual purposes behind an acceptable fronting insurer. This has
the legal effect of making the fronting insurer the only contracting party against which
an insured can pursue its claim; the insurer is therefore solely liable to the insured for
any [ronted participations of other (re)insurers. In many cases the broker will have
accounted for such arrangements on a net basis to both parties, “for convenience”, but
this will not alter the legal position reflected in the contract documentation, as in law the
fronting insurer remains liable.
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CHAPTER 3

GLOBAL REINSURANCE MARKETS

BACKGROUND

3.1 Reinsurance is, by its very nature, a global business. Reinsurance exists, On a macro-
economic basis, in order to spread risk, not merely between companies but between
countries and regions. Many of the earliest reinsurance agreements were made interna-
tionally and on a mutual basis whereby a company operating, for example, in Sweden,
would share its risk with a company operating in Italy. By this means the accumulation of
exposure to major natural disasters would be spread. Examples of mutual reinsurance
can be fonnd-dating back to the early part of the nineteenth century.

3.9 T erder for reinsurance to develop internationally, communication was required
and it vis therefore not until the latter half of the nineteenth century that reinsurance
~¢mpanies, designed with the sole purpose of accepting reinsurance business, were
formed. In the years between 1850 and 1930 a total of 158 reinsurance companies came
into being around the world. Twenty-seven of these were founded in Germany and 28 in
the USA. Significant numbers also emerged in the UK, France, Sweden and Denmark.
Others were established in Argentina, Austria, Belgium, Bulgaria, Canada, Czechoslova-
kia, Finland, Holland, Hungary, Italy, Japan, Norway, Poland, Portugal, Spain and Swit-
zerland. The inclusion of Japan and Argentina in this list, where seven and three
reinsurance companies were incorporated respectively, demonstrates the global spread
of reinsurance, even in those times.!

1. Golding, A History of Reinsurance, Second Edition, London 1932.

3.3 In the years that followed, major social, economic and political developments
occurred and most of these impacted upon the reinsurance markets and their develop-
ment. The end of imperialism and the birth of new nations led to the development of
national reinsurance requirements aimed at balancing both the spreading of risk and
exchange control. Regulation grew at both the insurance and reinsurance levels, altering
the manner in which reinsurance could be bought or sold. All the time, the need to avoid
risk accumulation on both a macro and micro economic basis drove the development of
the market.

3.4 In 1906 the San Francisco Earthquake occurred, leading Cuthbert Heath, the
founder of non-marine reinsurance in London, excess of loss reinsurance and the
London company market, to telegraph the Lloyd’s Agent in California: “Pay all our
policy holders in full, irrespective of the terms of their policies.” This iconic statement
laid the basis of Lloyd’s and the London market’s involvement in US excess insurance
and reinsurance. At various stages in the twentieth century, the US accounted for over
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50% of the world’s premium income. In higher catastrophe layers, considerably in excess

of 50% of US liabilities were reinsured through London.

3.5 London, and in particular Lloyd’s, had often written insurance business from the
British Empire. As independence was won, countries regulated their own insurance,
often requiring local insurers to bear the initial risk. London’s role changed to one of
reinsurer.

3.6 London was not alone. Many of the markets that had grown at the end of the
nineteenth century grew and developed during the latter part of the twentieth century.
The reinsurance capabilities of the US, Germany, Switzerland, Scandinavia, France, Ttaly
and Japan grew and have continued to develop.

3.7 In some countries, reinsurance underwriting was seen as a means of obtaining
hard currency quickly or as a means of expansion. Insurers in countries as diverse as
those in the former Soviet Bloc, South America and Israel sought reinsurance business
energetically in the late 1970s and carly 1980s, often from underwriting agents, contact
offices or brokers in London. Insurers from countries such as Finland sought to grow
beyond their highly evolved local markets by underwriting non-accumulatory risk from
London. In almost every instance, this “naive capacity” found itself facing disastrous
losses.

3.8 Even the sophisticated markets of London faced massive losses, primarily from
their participation in the reinsurance of the US. Asbestos, pollution and health-hazard
(APH) losses caused major upheavals and when coupled with major disasters such as
Piper Alpha and Hurricane Andrew, caused the failure of many companies and the
restructuring of Lloyd’s.

3.9 Through all of these upheavals and disasters, the reinsurance market has con-
tinued to develop because it has been necessary, Regulatory and fiscal changes have
shaped that development, as has the ability to attract capital.

3.10 Since the losses of the early 1990s, the interaction between the reinsurance and
capital markets has been of great significance. Depending on the position of the cycle
and the cost of reinsurance compared with capital costs, reinsurers have sought to
participate in the capital markets. Capital markets have also provided capacity soluticas
to the reinsurance and insurance markets.

3.11 Today there are four principal regions which provide global reinsurance capucity.
These areas are (1) London, (2) Bermuda, (3) Europe and (4) North America. In
addition there are also markets in Japan and South Fast Asia and varying. aegrees of
reinsurance activity in other areas such as Australia or Brazil where Lloyd's has recently
been admitted as a reinsurer and has opened an office. While none of the markets is
homogeneous, each market has notable characteristics, not simply in the nature of the
entities that operate there but also in the manner in which participants write business.
Finally, the fast growing economic power of the People’s Republic of China (“PRC”)
means that it is a rapidly expanding market for insurers and reinsurers and will continie
to be so for some years to come. Lloyd’s was admitted as a reinsurer in the PRC in 2007

and has an office there. A number of companies have followed suit. We have discussed
the Chinese market in detail in Chapter 51.

LONDON

3.12 London remains one of the principal centres of reinsurance capacity in the world
and provides numerous products, both traditional and innovative. Al though London’s
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acity serves many of the businesses that are based in the City of London itself it also
cap ;

ies ar ‘ jor classes of
vides services to a large number of companies around the globe. All major clas
pro E ; 8

business are written by the London market. This chapter focuses principally on the
usines - — Lt hap

ompanies market while Lloyd’s is covered in Chapter 23.

(& : )

The market

3.13 A notable feature of the London market, in contrast to other rcinsgra‘a‘]ce 1?6-113"6-?
s redominance of brokers. Traditionally around 90% of the busmcbs P ace' i
iR asses through brokers. As a result London market business involves more face-
LO? d?nngcrotiation and much less reliance on electronic trading th'an occurs in other
. aCL-~ ’]?h' situation is beginning to change somewhat as electronic trading becomes
mal"lﬁf?lbj % bll'f;kied It scemstlikely, however, that face-to-face broking of complex and
Ei;}"oer i:’;qlllranc;a ﬁsks will remain an established feature of the London market for
so?ifﬁzc:al:‘(rﬂ:;able feature of the London market is its willingness to write unusual
r151§_5i5 The Londan market is, today, comprised of F)rlanclh ofﬁces of meﬂor gl(jl?a:lt ‘:1(:1111;-
surers or their(subsidiaries. Most of the entities participating in the market are 11
tionally owned and are writing business from around the globe.

The 11iternational Underwriting Association of London

316 The International Underwriting Association of London (TUA) 1; tfhe tratilie iii?m‘:l:
tion for the London insurance and reinsurance market. It was forme : Tom He mmfce
of the Institute of London Underwriters (TLU) and the London Internauonar 11(;() : CTHe
and Reinsurance Market Association (LIRMA) which took efft“jct on‘ ]_IamA‘z};\]r} \ };ét.wcen
TUA now performs all of the functions which these two bodies used to share be
'11;13;7 The ILU was the trade association of London_ market insurance cc_)mp'amgs f\(?i
participated in marine and aviation insurance and reinsurance. It als;J riﬁalgtalrflea tcm_de
working links with Lloyd’s. The activities of th‘c ILU went be_yon-( t{OSC .10 ! rade
association, however, as it provided the facility of a single collective insur ar}calp(c)l u:y‘ o
all its members subscribing to any particular risk. Each metmbler retained its in GIZ:LH' ;
ence and was liable only for its own proportion of the pOlllC‘)f, n l_nuch thl'e.szurnrlt?hmalyljjT
the members of a Lloyd’s syndicate are liable only for t.he}r individual sh.n e_:j. f;: o
also developed standard clauses for policy wordings Ell.ld ass%sted underv\frlt?m‘ ylczl s et&
advice and information and providing a forum within W'hl(.‘h underwntealz co\u ) \me n;
Perhaps the most important function of the ILU was that it operated a‘ market a?et.t Lnfl o
system, under which the net balances owed to one another by }mdet writing C(ig]qid thé,
and participating brokers were calculated and pgld centrally. Since lﬁ_]ztllnuarzf ﬂ;e ,ILU.
policy signing, central accounting and imztijrmaLmn technology operations >

w) have been merged. o
allg.f;ﬁ%rsaziinzo being on 1 jan%lary 1991. It reprcsent?d .non-r:nar.l_ne 11115ura:r(1:§
companies operating in the London market. It was a trade assoclation \:\f’lih fu? itlgnl)s(ﬂic
powers similar to those of the ILU. LIRMA was createc} through a mtrgler’ of ! v ang
Signing and Accounting Centre (PSAC), which provided central policy signing
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market settlement systems for non-marine insurance companies, with the Reinsurance
Offices Association (ROA), whose members were reinsurance companies. The ROA
developed policy wordings, disseminated information of interest to its members and
provided advice where necessary.

3.19 From 1 March 1996, companies established in any of the states of the European
Economic Area (EEA) were permitted to become members of LIRMA (and so of the
TUA). The change in LIRMA’s rules which occurred as a response to the Third Non-Life
Insurance Directive means that EEA companies which are now ITUA members are able to
transact business in the London market from their home offices through computer
networks and will not have to set up a subsidiary or branch office in London.

BERMUDA

3.20 Bermuda is an island located 774 miles from New York and 3,445 miles from
London. Its total area is 53.3 km? with a population of around 66,000. Despite this small

size it is one the most important reinsurance markets in the world, providing more
capacity than any other region.

Captives

3.21 The growth in the captives market in Bermuda has been one of steady progress to
a position of market leadership today. The number of captives has grown from the 1960s
when there were approximately ten captives to today when Bermuda is believed to be the
domicile of 3,000 captives, over half the global total. There have been two principal
engines to this growth; first, the tax regime has been a powerful incentive for captives
and reinsurers to become domiciled in Bermuda. Secondly, the quality of human
resources that work in reinsurance is high. It is for this reason that Bermuda is more than
simply a tax haven for captives; much of the management of captives is carried out frein
the island, with around forty active captive managers operating from Bermuda.

Reinsurance

3.22 Tn 1948 the American International Re-Insurance Company domiciled in Bermuda.
Since that date the expansion of capacity has been one of stops and starts, with significant
growth in the 1970s, 1980s, and 1990s and the twenty-first century. However, Bermuda
has not always enjoyed its present stability. Following the changes to the American tax
laws in the 1970s, various Bermudan companies were forced to diversify outside their
captive client bases. In some instances this led to delegated underwriting in the London
market which in turn had very poor results. This caused both the failure of various
reinsurance companies and an increase in the run-off sector, with a number of com-
panies remaining in run-off today.

3.23 The late 1980s led to a reinvigoration of the Bermuda market with a period of
growth and the formation of several new companies. There was concern that although
the capacity of these companies was considerable the capitalisation was such that they
would be unable to withstand a major catastrophic loss. The events of 11 September
2001, however, proved otherwise: Bermuda’s ability to withstand such losses led to a
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iti ) 3 operat-
her infusion of capital in recognition of the profits thaF Lould_be m.adg ({rom P -
fmtf om the island. This has led to a position where the island is believed to rein
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and regulatory reasons.

EUROPE

France
y arg nt, fr a hase of
3.25 The French reinsurance market developed, to a large extent, ﬁon:hiq e
; : i i rivatise any vears se
nationalised companies which were subsequently privatised. For many ?71 ) s
that the French market was dominantly French-owned. In recent _1:1.mcs, _10vi\iev ! 01
. ed to be the case. Much capacity now comes from foreign entities, with for me; ma_J : ]
o l sicnificant foreigr
;rench companies ceasing to be French-owned. There has been _a mgmhca;t o S%g
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capacity to otrer jurisdictions such as America.

Ireland

3.93 jreland has become an atfractive location for rt;)ins_uresrss,t;lv:;l; oTVEL :1iZ};uES1;E§
e ur companies being authorised to carry on business i LIS fh
:;;ﬁiiaizciid toprival Lond?m but the nature Qf the marke?t is fqultel'?lffiézlléafrgﬁ
London. Ireland offers a broader spread of bus}nesses, .rangujlg‘ rom li 1:1 i igpalso
management to nondife reinsurance. Due to this thellrlsh re;rfl):lflrance .
home to a large number of captive insurance companies and : h?.l R

3.27 This growth in the reinsurance sector rcﬂelcts some o ﬁ e be Imia“d st
domicile, with the relatively low tax regime bci:mg a 51gr}1ﬁcant in ue?lc“ebECD ol has 2l
secured double tax treaties with many countries .mch_ldmg all the major 1 ¢ addmo.n.
This allows companies to trade without substantial rllsk to any ta;citlolrz ,};’Si{;ilremsumnce
Ireland has a highly educated and skilled base of re/insurers and broke

ies ap into. ' ' N
Cogfgglifgtftrg Ilnsurance Act 1989 (“1989 Act™), r_einsurance busm'c.ss m Ir:l:(gsexnvzat
unregulated; Irish reinsurers did not need to submit accopnls or II’lc‘ilgtl%l;]B : exl’endeé
margLiH. Under the 1989 Act, however, requirgnents were laid dgwr} ((_mI irmd T.he =
by the Insurance Act 2000) for reinsurers wishing to carry on buf%1r}css in r}i 0 -t-on ]
Reinsurance Directive established a new regulatory framew.ork for the aut ot 1_5)3 i .
regulation of reinsurers. Ireland was the first country to nﬂplemenfr IIICIDILL%?; gne; &
many large reinsurers took up the opportunity that th.IS presem?d. . he 1 is ‘ :
ices | i s dev i ;ation for being accessible and pro

Services Regulatory Authority has developed a reputa :
business.

Germany

. » {
3.29 The German insurance market is one of the oldest anq largest n E.Luope.. Ml_lg'h E:
the market is life-based but non-life plays a important role, with motor being a significa
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sector. Due to the size and longevity of many German entities busines
term. In recent time there has emerged what may be a trend to
relationships based upon a more global approach to reinsurance.

s relations are long-
wards shorterterm

Switzerland

3.30 Switzerland is a well-established insurance centre, predominantly consisting of
three large entities which have consistently maintained more than a 75% share of the
market. However, there are a considerable number of smaller reinsurers th
of Switzerland; in August 2006, 69 reinsurers operated from Switzerland.

3.31 The Swiss reinsurance market is highly international; in 2005, 95% of r
ance premiums came from foreign business. In 2007, 25% of the Swiss
ket’s total global premium came from reinsurance.

5.32 A major attraction of Switzerland for reinsurance companies 1s its taxation
regime. Although tax rates differ between cantons, they are considerably lower than
major European competitors such as the UK and Germany. The regulatory regime also
appeals to international reinsurers and Switzerland has been described by one rating
agency as leading the way in terms of regulation of insurance and reinsurance. Histor-
ically, regulation had been much lighter on the non-life side, However, this changed in
2006 with the Insurance Supervision Law and, in particular, Supervision Ordinance
requiring reinsurers to fulfil new solvency requirements.

at operate out

einsur-
insurance mar-

NORTH AMERICA

3.33 The predominance of the United States in the world economy has led to a sub-
stantial demand for insurance and reinsurance there. The convulsions of the credit
crunch have had a significant effect on the US market, with AIG, once riding high on the
Dow Jones, now only being maintained because of the support of the US Government.
Many AIG entities are in the process of being sold and it is expected that this will léadl
to greater diversification of the US market.

3.34 Notwithstanding the strength of the US reinsurance market it does not by any
means retain all US risks. Insurers are still placing business with foreign réinstrers to
meet their capacity requirements, with Bermuda and London offering sig
tance in this regard. One example of this is that a significant
property market is protecied in London.

3.35 Reinsurance dispute resoluton in the United States is discussed in de
Chapter 50.

aiticant assis-
proportion of the US

tail in
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CHAPTER 4

TYPES OF REINSURANCE CONTRACTS

INTRODUCTION

s 3 | =3 . 3 v (\t
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always be concerned to know that its reinsured is retaining enough zf the rljajti "
d i in hi igi writl ociélé Anonyme dInlermedi-
i ' : : his original underwriting. In Socié
the reinsured to exercise care in socide an Intermeds
7 (NS “are. atehouse J in the
] rgeois & A .. Farex Gie & Others' (“SAIL v. Farex”), :
aries Luxembourgeois & Anotherv. SAL : Jinee
Commercial Court concluded that the absence of a 51gn1ﬁcant_retent19111 }wa% a macerial
matter, albeit one about which the reinsurer should make enquiry, or risk )e;lng(wd -
; i is 1 5 our
have waived disclosure by the reinsured. (This issue was not pursued‘ in t e_ ) pen
Appeal.) A reinsured’s approach towards its outwards reinsurance rcqun;lem.ell'ns is »
: i indivi riting judg s the decision-making
fore as much a question of individual underwriting judgement as th g
which precedes acceptance of the inwards business.

1. [1995] LRLR 116 (QB Com Ct and CA).

] ire & 1 ce Co. Lid
4.3 In Kingscroft Insurance Co. Lid and Others v. Nissan Fire & Manne Insummprg fect !
(No. 2)," Moore-Bick ] held that the purchase of excess of loss reinsurance top et
i ' % s 5 . 3 . ACCOUTL -
reinsured’s retention enabled the reinsured to manage its under X?Tmr;g accol pein e
prudent manner, without undermining the reinsured’s incentive for resp
underwriting.

1. [1999] Lloyd's Rep IR 603 (QB Com Ct).

: . i e
4.4 The availability of reinsurance and its cost has been knowr} to del,ern;irlél}heoiyklfis
of business an underwriter is prepared to accept, and it will certainly affect the size c
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gross line. The profitability of large risks or portfolios which are
may ultimately depend on the strength and per
are reinsured.

4.5 At one level, the decision to buy reinsurance will often be determined by such
considerations as the capital base of a syndicate or company, by which the abili ty to retain
risk for its net account is measured. Likewise, the cost of reinsurance must be balanced
against its value to the reinsured, which must decide whether to protect itself against
accumulations of multiple unrelated “attritional” losses, or “vertical” aggregations of
similar losses arising out of the same reinsurance event or catastrophe, or both,

4.6 Atanother level, the underwriter’s decision to purchase facultative reinsurance on
an individual risk may depend largely on whether the line to be written on that risk is
excluded from or limited (because of is size) in its protection under the outwards whole
account or catastrophe programmes, or whether the underwriter wishes to avoid ceding
that type or amount of risk to his treaty reinsurers. The broker may also offer him
reinsurance at a competitive price to reduce his net exposure on a large risk while
allowing him to maintain a controlling participation,

4.7 The types of cession used by syndicates and comp
often complex, as they are designed to reflect the different underwriting requirements
relating to individual risks and portfolios. Nevertheless, the mechanisms for ceding risks
fall into relatively few broad categories which are discussed below.

substantially reinsured
formance of the security with which they

anies are therefore varied and

FACULTATIVE REINSURANGCF

4.8 Facultative reinsurance is generally arranged in relation to a single risk. The individ-
ual risks to be ceded are declined or underwritten by the reinsurer in much the sar
as if offered on a direct basis. The level of underwritin
same as that provided on the direct placement and
will possess the specialist direct underwriting skills

sufficient capacity to accept most, if not all, of the
administrativ

me way
g information is very often the
a reinsurer in this area of the market
required, and may have at its disposal
risk. Although the traditionally high
e costs incurred by the reinsured in providing full details of each ‘=isk at
inception and renewal may discourage facultative cessions, the opportunity (o earning
additional ceding commission has to some extent outweighed this, as may have the
broker’s enthusiasm for earning additional reinsurance brokerage when offering the
original or reinsured risk. On the other hand, the added cost of maintaining facultative
underwriting facilities may be Justified for a reinsurer wishing
markets, such as London, into which the unusual and complex ris
way.

4.9 In SATL v. Farex,'
difference betw

to specialise in niche
ks generally find their

it was suggested on behalf of the reinsured that there was a
een the underwriting considerations applicable to a facultative reinsur-
ance placement on the one hand, and to a declaration made under a lineslip on the
other. The reinsured’s argument was that a reinsurer who has accepted a lineslip has
already indicated its willingness in principle to reinsure the cedant and would not expect
(nor should be expected) to consider each risk with the same degree of attention as
would be the case if it was offered to the reinsurer on a facultative basis. Gatchouse J
disagreed. He saw no reason why Farex should have taken a less rigorous attitude towards
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1. [1995] LRLR 116 (OB Com Ct and CA).

Ensuring reinsurance on the same terms as original

he primary objective of the underwriter is likely tolbc to ?ay oh‘? rls]f< in :nsz?lsri:
4-;0 ti'r 16rni\nne-:lr and, if possible, on a “following form” basis. The intention is uzommis
. cecti °Xis e same terms (except as to premium, ot -
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R o ot tho Lhe’ and underwriter’s part. This in itself presents a
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e pmblérln lnb;hatlat(iedrzltnzlzlza:l:;l:n‘zil:;;lz:s thcy original risk. This ef’fectively
ideal_l}" e ii:(l-"}writeg to monitor the outwards placement simultaneous!y to ensure
. o L{n e is groperly reinsured from the outset. This includes checking w1t‘}(11_the
g grOSbhmf'CL‘ri*atlive placement has been completed, and on the samg WOT migci
broker thB}l L e]'wird x;’ith acceptable security. In order to do this the ur_lderwrltmz!showuh )
g has }.)U.an}) L{gﬁce of the inwards risk as “subject to satisfactory reinsurance”, ?1 ’ e
?uahffhhls H L’ ggct of being inadequately reinsured without recourse against the broker
aces the pros] : mnac msu
g “"ml "Oflqghl’ ;LO ;lv l’[’};j:j“(r;;r(;g g’l eO?ffel?‘&sl\I:%land Welch & Co. Ltd') clearly illustratled
) :1}1"( r ;zpflrnge;wr:iter and his reinsurance broker to ensure that.the ???.CLlltElU\"e.
e 01 he same terms as the original. Although the placement in this case x«ias
rlaceﬂl_cm . 0111 t“fe kultative” cover in l:h(;, strict sense, the protection pu_rchased was an
i T a'i:r on an excc:sé of loss basis to which a relatively limited mlm.b?r of
?b]{g?‘mf}’ Openl CO(\;uld be declared on original terms as they were built. Qn the OI‘lngllal,
mdel{altVfr::Ersavr:cc for a primary period was to be declared, with the lnsured_:llaﬁfr;%
gicf)l[l)ltz(r)]n to extend it at an additional premium, whereas thc b{okeclietris:ﬁts(i: : r:,fact
placing the outwards reinsurance facility on_be.half of 11:;8 011g111£1 i?iod rriters in fact
arranged cover which (the court held) was 11_rn1ted toa -mloln fif'm d.l In the evens
hich followed, losses were paid under the primary insurance long afte : erane
- d had expired, and it was held that the reinsurance would not respond, 1l by
{;\ifg rilsi toe apclain,l against the brokers for breach of their con tractual duty in placing

the reinsurance.

1. [1992] 2 Lloyd's Rep 127,

Timing of placements and claims processing

i insur: 3 it notes to the
4.12 In an ideal world the broker would issue rcm:.um.nce cover an(‘i (}elzzl)lltiﬁmred ohe
reinsured at the same time as processing documentation tq Fhe orlgin . rfn;oke;,s e
quently, however, this has not been done, particularly where different phac11111§ A

3 L] . - '
employed on the original risk and its facultative counterpart. Althougd ol disgrfoen
: ins : insured on the same underlying risk,

act as agent for both the insured and rein ! e criying risk, e
placemeits and therefore the broker’s obligations to both parties, are qu P
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Likewise, when a claim occurs, the cedant can reasonably expect the reinsur
ery to be processed at about the same time as the original claim, as delays in Paymen;
would expose the cedant’s cash flow to a larger loss, being exactly the situation which
reinsurance was intended to prevent.

ance reggy,

Premium and claims accounting systems

4.13 The administrative burden for a reinsured is not limited to monitoring the termg
and placing of a facultative cover, but extends beyond this to the need for Specific systemg
to handle the premium and claims accounting of each cession. These will, for example,
ensure that declarations under less specific reinsurance (such as proportional whgle
account or catastrophe excess of loss programmes) have already taken the facultatjrm
placement into account. Since the facultative risk may have been ceded on a propor
tional or non-proportional basis, the reinsured and its reinsurers will be concerned to
ensure proper accounting of any benefit which may inure (or not, as the case
for the benefit of reinsurers of less specific covers.

4.14 The contractual provisions which determine how such benefit is to be
will generally appe

may hej

handleq
ar in the less specific reinsurances within an outwards programme, I

the absence of specific provisions, the parties’ intentions may be gathered from the
surrounding circumstances—in particular, the way in which the various reinsurance
programmes fit together. For example, in order to determine whether a whole account
quota share reinsurer is to receive the benefit of any underlying facultative cover, or of
other more specific reinsurance purchased for common account, it may be necessary tg
consider whether that reinsurer has contributed part of the underlying reinsurance cost

by way of a deduction in the subject premiums credited to that whole account rein-
surer.

Double recovery

4.15 Under whole account and catastrophe excess of loss presentations, a faiture to
ensure that facultative recoveries do not form part of the ultimate net loss cdn vesult in
2 double recovery or “windfall” profit for the cedant. In the event that such A practice
(and it need not be particularly widespread) is identified by a reinsvrertduring the
course of an inspection of records, it exposes the reinsured to allegaticns that a material
mis-cession, or non-disclosure or misrepresentation has occurred.

TREATY REINSURANCE

4.16 Broadly stated, a treaty is an agreement whereby the reinsurer agrees to accept part
or all of the reinsured’s business falling within the treaty terms and limits. The reinsured
may be obliged to cede all business within the same terms and limits. In these circum-
stances the treaty is “obligatory” for both parties; but, as with any definition, variations
do occur, such as the facultative obligatory treaty, which allows the cedant a discretion as
to which risks to cede to that treaty, while the reinsurer is bound to accept all risks which
the reinsured has decided to cede.

4.17 The use of reinsurance to manage underwriting capacity and reduce premiums
(and therefore liabilities) accepted inwards has resulted in a variety of treaty mechanisms

74

50% for motor business) of gross written premium income (Lloyd’s Byelaw No.
95%, ot O 70

Treaty Reinsurance 4.20

d. In 1992, Lloyd’s changed its regulations to allow syndica{es to reinm.lrc |
being deve]Ope. .b is a part of their whole account with other syndicates or companies,
on 2 g0 Sha'w alSl'uia[tjing the ceding syndicate’s maximum premium allocation any

mﬂ.de-d thra;nl?e C(?oteq notLeXceed a predetermined percentage (increased in 1993 to
such remsu =

This relaxation of the rules was designed to allow individual _synldicatcs t.o

g of 1.9 92)'- 1 ase their capacity by using reinsurance, which if placed with insurance

e o 11’1‘111: have t‘he effect of increasing the capacity of the Lloyd’s marke_t as a

e < COU’ bled individual syndicates to maximise the use of their capa.cny b_y
ek Ltéllla'los of risks not normally underwritten on a direct basis, and it 'rec_h- |
taking or! e 110 lah ; premium surplus towards spare underwriting capacity. w1th%n |
- mtemaE)gQ n{w'frds at a time when it was unclear whether the capacity of certain
UOY('TS e 1(21 bz sufﬁcie,nt to absorb the substantial premium increases anticipgtcd in
dlcatzsn‘:irlllarket It is also a convenient route for “corporate capital” to find its way
;Llceli::;:ly into the Lloyd’s marketplace. .

|
Facultative obligatcry. treaty

4.18 As discussedd above,! this form of treaty allows the re'n}surcd an OI'{)Liai)n ‘{l\;}.IEt'IE)e_i (L)Cr) |
: to utilise the treaty. It is commonly found where the r_emsuraf alrcady_su 'S(Il"l- e o
5 Od { s reinsurance programme but is willing to provide the cedant Wl'th additiona |
- D ?Zn!selected risks. This is generally achieved by the treaty being wr1tr:e_n. as a first |
ca?"z:l-ldditional surplus line cont;'act, which gives automatic reinsurance -faCI'llthS to the
,{-,:arj';n‘:whcn the capacity of any quota share or surplus contract takm)g prﬁrllyl}::g :)E;EI; |
éxhausted. Although this form of treaty can be structured on an e:f(.:c.ss' ;) h(;slzn : Of, e |
discretionary nature of the contract lends itself more to a proportional s g |
between the parties.

1. See para 4.16. |

4.19 The mechanism whereby original risks are ceded to a faculta‘tive obliga;(?ryctrca-t); \
was considered by Potter | in Colin Baker (Syndicate 947) v. Black _.Sea and ‘Ba]tzc) Ieflgg
Insurance Co. Ltd." The judge held that an unequivocal act of cession takes p aC(‘,}a he |
moment when the reinsured underwriter, by writing a line to which }116 ;11t_tac 1::5 LiI; |
appropriate reference, indicates his intention to cede a percentage of Lmtl ine olc o
reinsurer. The cession becomes effective at the moment of contractual completion o . ‘
slip and neither any further formal act on the part of the ccda.nt, nor (aF any rate, in ;A eL
context of the Lloyd’s market) any specific notice of the cession, 1s req_ulr.ed to perfec
the cession and make it valid and binding. Potter ]'s decision on this issue 2Was not |
challenged in subsequent appeals to the Court of Appeal and House of Lords.

1. [1995] LRLR 261 (QB Com Gt). |
2. [1996] LRLR 353 (CA); [1998] Lloyd’s Rep IR 527 (HL).

4.20 An essential element of this relationship is trust, as the reinsured obtaln:s auto-
matic attachment on any risk it chooses to cede. Such treaties are (as a.]ready mv?n_noned-)‘
more commonly written on a proportional basis, as it is tl'le mLenUor’l that 1e1nst_1.n:s
follow and share as far as possible in the fortunes of the reinsured o_n 11.5. scllected 1115 s._ |
Since the reinsurers have no discretion whether or not to accept the risk within the treaty
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terms, it is incumbent on the cedant to avoid selection against a reinsurer’s interests, and

to act in good faith when exercising any discretion conferred under the treaty.
4.21 In Phoenix General Insurance Co. of Greece SA v. Halvanon Insurance Co, Lid

facultative obligatory agreement was under an implied duty to exercise appropriate care
and skill in the conduct of the business. This general obligation encompassed specific
duties, inter alia, to keep full records of risks accepted and claims made; to investigate the
risks offered prior to acceptance as well as any claims subsequently arising on those risks;
to keep accurate accounts; to make collections and payments promptly and to retain a]
records and make them reasonably available to reinsurers for inspection. Although
Phoenix v. Halvanon probably remains good law so far as facultative obligatory (or other
proportional) contracts are concerned, it should be noted that the Court of Appeal has
held that a reinsured owes no such implied duty of care to a reinsurer in excess of loss
business: see Bonnerv. Cox Dedicated Corporate Member Ltd.?

1. [1985] 2 Lloyd’s Rep 599 (OB Com Ct).
2. [2006] Lloyd’s Rep IR 385 (CA).

4.22 Tf a reinsurer chooses to participate in a facultative obligatory treaty in isolation,
without the level of information and supervisory control provided by an underlying or
associated obligatory treaty applicable to the cedant’s entire portlolio of risks, the rein-
surer may be at risk of “anti-selection” (i.e. the reinsured ceding only those risks to the
treaty which it considers to be sub-standard), unless, for example, the cedant also retains
a major share of the original risk for its own net account. In the hands of an Unscrupu-
lous cedant, this type of treaty is prone to bad underwriting results. If a dispute arises on
such a treaty underwritten in isolation, the particular wording of a given inspection
clause may, for example, be argued as limiting the reinsurer’s access to records of the
ceded risks in the cedant’s inwards portfolio, whereupon the reinsurer may be unable to
determine whether or not selection has occurred. The burden of proof of establishing
that a breach has occurred will initially rest on the reinsurer, and in such circumstances
the prospects for successfully establishing adverse selection, and thereby the right to
avold liability, may be severely limited.

4.23 The potentially disadvantageous aspects of a facultative obligatory ¢coniract were
recognised in Aneco Reinsurance Underwriting Ltd v. Johnson & Higgins Ltd:' Cresswell |
examined the nature of such a contract and held that, while it might fairly be described
as a form of proportional reinsurance, it exhibited significant differences from a strictly
proportional quota share treaty. Accordingly, a statement made by the defendant brokers
on placement of an excess of loss reinsurance contract that the underlying business
protected was a quota share treaty (when in fact it was a facultative obligatory contract)
was a material misrepresentation. In an arbitration between the excess of loss reinsurers
and the reinsured (Aneco), the reinsurers had been held to be entitled to avoid the
reinsurances. Cresswell J found that the brokers had been responsible for the mis-
representation and were liable in damages to Aneco. His Judgment was amended on
appeal® but only in relation to the quantum of damages payable. The Court of Appeal’s
decision was subsequently upheld by the House of Lords.®

1. [1998] 1 Lloyd’s Rep 565 (QB Com Ct).
2. [2000] Lloyd’s Rep IR 12 (CA).
3. [2002] Lloyd’s Rep IR 91.
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4.24 Provided that a reinsured manages such a faci]i.ty resppnsiblyz the arr_an_germlen(;
y -h'we definite advantages for that reinsured in the form (.)f a Proht comlmﬁsmn ‘em
N omimissions higher than those normally available on individual facultative plaFe—
cedllzf "i“he ad;fantages to the reinsurer include the ability to identify its partifzipations in,
z;e; thlerefore control, profitable risks selectively, while avoiding .Lhe pl‘Odll(.Itl(:)I] c;:ncr:::;
sions paid to the reinsurance intermediaries, as well as reducing the reinsurer’
underwriting expenses.

Quota share treaty

4.25 A common form of proportional treaty }1sed for both marine_ EII]dle(,])]H—H-l.arl;]IT;;
business is the quota share contract, under which an agreed pm}‘)‘(.)cll"tm? o ”at rr;; 15_,and
risks within the portfolio or class of busine.-q.i covered 1is ceded on “i qu;la N eaeinksurcr
conditions to reinsurers. The principle bf,‘hlll’ld the quota shzu_‘e m‘teree.t is tha clsldle e
participates in the reinsured’s original busnllef:s on a]mo§t Lh? same te_rrllzis a deduc.md
sured, i.e. with the exception of profit commissions and reinsurance overriders
e reinsured befare cession. .

byf;f;' rf;nz;;;:(?;z ViaAssurance & Othersv. Marchant & (.Jthers‘ a n:einsuragcci llljlder‘;[tlttef‘.rl;
was approached by brokers to accept reinsurance of Jewellelrs hblock um;l;jz :‘A;gks "
under a binding authority operated by the brokers on the basis t .a.t some o ](;1 s to
be bound weald be “fronted” by Lloyd’s syndicates. The Iundcrufrn:.err was _rll.o_tat‘of e
the syzmidicates in question, which had providfad the security on snml_dr‘fam ities 01{ =
coverhalder in the past, were refusing to continue to do so w1lthout reinsurance m p a; L
and had decided to increase the premium rates substanhally. ;ljhe ‘un\deﬂ«irltar‘ ‘\‘NaS
subsequently told by the brokers that the sy"ndi(l:at.es would cede 80% of the b&ml‘n-e?: 1.012
quota share reinsurance”. Thereafter, declarations were accepted l_jy the un efvlvrl e i
the belief that the words “quota share” indicated that the _syn(hcates and 1en:surtchr%
would share premiums and risks in the same agreetd proportions. In fact,h hz)lw_ci\ er, E‘dc
syndicates received premiums based on the new, higher rates Whl-Ch t_hcy ; a 1c‘qmr ] : X
while the reinsurers received premiums based on the old rates. The reinsurers eV(.IlltU,Eth
discovered that the syndicates were receiving additional pl".CHllLll'll, with the el.cfect. th(ui.t 'e
risk borne by the reinsurers was vastly higher than the l”lS-k borne by the &,yndmat;st 11;
proportion to their relative shares of the premium. The reinsurers thereu_pon so?g 0
avoid the reinsurances, arguing (inter alia) that the brokers had materially misrepre
sented the nature of the reinsurance arrangements.

1. Commercial Court, 12 December 1996, unreported.

4.27 The judge held that the words “quota sharfa” wou_ld be un@cr.stood b‘y _an unfdt(l:lr‘-
writer as indicating that a fixed proportion of all risks which fel? mthmtht? scope o §
reinsurance contract would be ceded by the reinsured to the reinsurer in return for 1thc
same proportion of the premium as paid by the original insured (ad_]ustedras (cltgftee( tto
allow for brokerage or other commissions). thln the br_okers used t-he wor ; ' qlcllota
share”, they had made a representation of material fact, i.e. Ithat the rates }n( 1Cc1tet 0
the reinsurers were acceptable to the Lloyd’s syndicates, who mte'tnded to insure at those
rates any risks accepted by the reinsurers for their 80% share. This statem_ent was gntrue,
and it had induced the reinsurance underwriter to accept the declarations, which the
reinsurers were consequently entitled to avoid.
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4.28 As illustrated by this case, a quota share treaty is often oblig
the reinsured is bound to cede a fixed percentage of each risk withi
of its business. Cessions are therefore automatic, and the treaty will g
so deem) a maximum limit for any one risk or cession, which acts
reinsurer and prevents cession of unacceptably large amounts of risks, One disadvantage
of quota share treaties is that the percentage of each cession is fixed in advance and
allows the underwriter na ﬂexibility to increase or reduce the amount of risk ceded. For
this reason a surplus treaty’ may be used as a substitute for, or in addition to, a quoty
share treaty, and may take the form of a facultative obligatory treaty.

atory in nature ang
N an agreed sectioy
enerally contain (gp
as a safeguard (o the

L. Discussed at paras 4.39-4.44,

4.29 The advantages of the quota share contract lie in the administrative ease with
which cessions can be processed; it is commonly perceived as an easy way of providing
underwriting capacity for a large book of small premium business. Many of the recipro-
cal arrangements reached between European companies are effectively an exchange of
quota share participations in each other’s national business; these offer a simple o ratg
share of the original premium, and reinsurers enjoy (or suffer) the same spread of risk
and claims experience as the reinsured.

4.30 Since an obligatory cession and its acceptance are automatic, the amount of the
original risk retained by the reinsured for its own account will be material to the
reinsurer’s decision whether, and on what terms, to underwrite the treaty. Where the
contract wording stipulates a warranted net retention, a reinsured subsequently recover-
ing all or part of that retention under other reinsurance arrangements risks avoidance of
the contract by reinsurers for breach of warranty. Whether or not a warranted net
retention exists will generally depend on the wording of the reinsurance contract, and in
the absence of clear terms to the effect that the amount of risk to be retained is a
“warranty” upon the contract, the existence of a warranty will be difficult to establish. In
Great Atlantic Insurance Co. v. Home Insurance Co. & Others' the court found that a con-
tractual provision as to the percentage net retention to be retained by the reinsured was
not a warranty in favour of the reinsurer, because on the facts Great Atlantic (GAICCY)
had voluntarily retained 10% under the fronting arrangement in which its reinsurer had
been willing to accept 100% of any inwards risk. It may be, however, that clear coniractual

wording and evidence of intention is not available Lo indicate whether a war.anty can be
said to exist; in these circumstances the materiality of a reinsured’s decision o reinsure

all or part of its retained amount could then depend on an expert’s view of the relevant
market custom and usage.

1. [1981] 2 Lloyd's Rep 219.

4.31 In the GAICO case it was alleged that GAICO had breached a warranted net
retention by purchasing additional excess of loss reinsurance which might reduce GAI-
CO’s net retention below the relevant 10% to be retained in respect of each and every
risk. The court found on the facts that the use of the word “net” retention was insuffi-
cient evidence of an undertaking on GAICO’s part not to purchase excess of loss
protection in respect of its ultimate retained loss. It is, for example, common practice in
the London market to purchase whole account or catastrophe excess of loss protection
to cover losses from multiple original risks arising from one reinsurance event or catas-
trophe, which is less specific than underlying “per risk” or individual cession reinsur-
ances. In the GAICO case, Lloyd J took the view that even if the existence of excess of loss
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sufficie 1 justify the
onstituted a breach at all, the breach was not of sufficient gravity to justify
cover C A o
n: he contract at a late stage.

ipsurer terminating t ; : N ) - N

I€14 ;.2 It therefore appears that whereas it Imghl be dcceptabl(,, for elxampfc‘ ,iqko gvutr
‘ hole i ; € egations of rie e

2XCES ] cisurance to protect such aggrega
‘hole account excess of loss reinsur 3L . \ : .
. g i be true if the reinsured’s retention on a
i riginal i 3 the same may not be tri [ .
m 1p1(-: original insureds, ks [ o
pUlt risk” or “per cession’”’ basis is further prol.ecr.ed by another proportl?na cover
: i e > rel : reinsur-
ernged on a similar per risk basis. In such circumstances the remsluiance o} Ell : y
g l )4 [ ide (0 be a material fact requirmmg -
i ay b expert evidence to ‘

d’s retention Imay be shown . O be amaterk T lLrd01
61 i re: failure to do so would then entitle the reinsurer to avoid the con T
closure; raiiul
; ption. . - - G T
m‘f% In ngscﬂﬂ Insurance Co. Ltd and Others v. Nissan Fire & Marine Tnsmltma?wd_ -

) ‘ .ke k i 151 I e a share treaties in 13p
2 { - | at a provision mn th quota s
1 however, Moore-Bick | held tha AT g
(NhOI J elnsu ! etain 5 « its] m account” did not mean that the
¢ the rei red would retain 50% “‘for [its] ow ; *
: anL -y C ] " i in respect of its b0% retention.
i ase excess of loss protection P ,
sured could not purch ] R ‘ ' ‘E‘ —
rIehle undispuu:d expert evidence before the court was to the Lffe?lthat d&: a ra ; o
m P 4 € un riter excess ol loss remsurance
i z t derwriter wonld purchase € :
ket practice, a prud n : ‘ : e

alt t his retention..On the other hand, thejudge concluded that a 1emsur‘(,r WO .
rotect - ¢ c thara e
rg d the pur(ha%c of further quota share reinsurance as (,Iodmg the rein dﬂd

\ ‘ o i A 21 e WOU
TC 1 five to unacrwrite responsibly and that non-disclosure of such reinsuranc
incentiy T S

be material.

1. [1999) 1oyd's Rep IR 603 (QB Com Co).

i 5 >dant are ¢ ntial,
4 2% Where the profit commission and overrider allowed to a cedant are subiﬁn .
7 v . . :
1 ihe cedant’s retention is comparatively small, the financial equation I;E.y resu o
B i i , s than i insurers. 1§ may tem
i 5 L [ tain an overall loss than its rein .
cedant being less liable to sus in s 8 i A
cedants to underwrite high premium volumes to generate c}?mr;nssmn, p Ommor{
g in r cars this has become a cc
: i eneral agents, and in recent years e
through managing general ag ; j pipe-sieey
comp;gaint particularly from reinsurers. Where the brokerage and C()-ISTISSI(; B
: i stanti > rei er will have been : :
; Wleahi? iness are substantial, the reinsure
to the cedant on the original bus ' 1 e ware
] /ever, where the ce
1 ibility : On a large book of business, however, .
of this possibility at the outset. . e e e
i ¢ ‘ed against the inwards bus ,
¢ the production costs charged ag
may also have control over T o i o oy
i iffic in determining whether such acqui ; _
reinsurer could have difficulty in _ et e
correctly deducted, unless it commissions a detailed (and probably expensive) 3
the reinsured’s premium records. - o cefore. an
4.35 The distinction between obligatory and non-obligatory treaties is, (_t;hueifauy ,thc
: : wihi i in di the parties. Gener
i ar ) ; ften result in disputes between :
important one which can o . ‘ e T o
igati i is 1l business classified (usually by t ;
obligation of the reinsured is to cede a : d ' \ s
itsel% as the covered class, but this does not necessarily entitle tl;e r;{}nsu‘rcdfto i fﬁ
i i rec ation for
ine ri -mar As to what is a correct classifica
for example, marine risks as non-marine. ass - e
j i i i i : ording,
risk thisli\-’ill in the absence of a specific designation in the original 1t}))ohcy 'vlvcermg;l
s - 3 - ) i
depend largely on market practice. Since there will always be grey arcas (z{t‘ﬁeelf et
" % O 7..
commonly recognised classes of business, the test of whe.:ther t_he_remsure aiCd e
market practice will often depend on whether a substantial deviation has occtfn’its C;ﬂmialw
example, the contract provides that the reinsured will cede a p31*Ler£tage o] _ndemnit,y
’ i its o ssional 1
business to the quota share, but the reinsured omits to cede its profess P
and directors’ and officers’ liability business, the reinsured would be open g
of breach of contract and non-disclosure of a material fact.
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4.36 Likewise, if the treafy excludes professional indemnity business, and Certaiy
reinsurances assumed by the reinsured include treaties which contain (but are
classified as) professional liability exposures, it is questionable whether such liahil;
would be covered under a treaty which did not expressly cover “incidental” rigks, regard.
less of whether they were an incidental or substantial part of the original. With hindsighg

it is often clear that more precise contractual terms were necessary—and should haye
been used—to control the original business ceded.

4.37 If reinsurance assumed is not for net account, the reinsurer
ensure that adequate outwards reinsurance is in place. This in turn may generate proh.
lems for the reinsurer in later years, particularly as after risks have heen class-codeq
(commonly done by way of the “underwriting reference” assigned to each risk) by the
cedant for accounting to an assumed treaty, there may have been little or no analysis of
their individual risk content by the reinsurer, until loss ratios on such portfolios reach ap
unacceptable level and the reinsurer’s own outwards reinsurers are called upon (g
pPax

4.38 In order to determine whether an acc
surer undertaking an inspection will again need to analyse the whole inwards account,
including the use of underwriting references and their effect on t
omission of individual risks for presentation to the tr
inspecting reinsurers with a heavy burden,

volume of risks is likely to be large and (in la
the reinsurer has access to the computer d
large tranches of information into a parall
ough inspection of ceded premiums

not

will itself need ¢

ount has been properly ceded, the rein.

he allocation or
eaty. In practice this can present
as in any large underwriting operation the
ter years) substantially computerised. Unless
ata of the cedant, or is prepared to re-inpug
el system, the chances of performing a thor
and claims may be greatly reduced.

Surplus treaty

4.39 Another form of proportional treaty is the sur
is bound to cede, and the reinsurer is bo
reinsured’s retention. Similar restrictions may apply (concerning the reinsured’s abiligy
to reinsure that retention) to those discussed above in respect of quota share (reaties,
The surplus treaty is, however, more flexible for the reinsured, in that the reinsured is
permitted to cede to the treaty any part of the risk not retained for its own accavnt. The
contract will be again subject to an overall limit, generally a multiple of the remsured’s
retention, which is called the “line”. If 4 surplus treaty is said to have“10 lines” the
reinsured may allocate to its treaty up to 10 times its retention on a given risk.

4.40 Unlike the quota share contract, the surplus treaty does not generally stipulate
the percen tage of the original risk to be ceded. This percentage must, however, be fixed
at the time of underwriting, and as the underwriter will use a variety of permutations
when ceding the different risks in a book of business, the administrative requirement for
ensuring that each risk is properly categorised, both as to the reinsured’s own retention
and the percentage to be ceded to the treaty, can be onerous.

4.41 The most common surplus treaty
reinsured’s surplus line must be allocated
surplus treaty. Whether the first surplus
reinsurances will depend on the function
programme. This is a potential area for
ularly as on profitable business it is in a

receives priority.

plus contract, whereby the reinsured
und to accept, a surplus liability over the

is known as a first surplus, meaning that the
to that treaty first, in preference to any other
treaty is operated with a priority over other
which that treaty performs within the overall
dispute between reinsured and reinsurer, partic-
einsurer’s interest to ensure that its participation

30
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A second surplus treaty will receive a share of the reinsured surph-ls nzl; zng;fit:
e SE.C s has received its maximum amount. In these c%rcumstgnc o
- ﬁ;t Sllllgiu:nagz to the second surplus where the original risk wTas 1.0(2) rgerrs:cit HtchJ) e
R 1 s retenti st surplus treaty. In m
:cheptﬁd e t‘he reé;liﬁzeglfocl‘;g;;tlz?lizlllrlcsl bﬁertween It)he retention, 1.2}'16 first sulrrplus
B e aim'llllr lus layers is the key to ensuring that all premium and C-MH;?
e a0y subquut?I.ld : riz)cessed. Since the surplus contract is es_sentlz_illy a proportmg1 !
CESSiOHS-are (_OI’I“LC Y-fcnta es'must remain fixed for a given original risk throughou;L- t:;
. i—— thebe’ pe‘ldevelf ment of that risk. It would not be co.rrect, for examp c},1 d
iy z'md da“;lls L sur 1?19 tl'“eaty from an original risk for which the premlun; a t
iy t Olj }1;3 ﬂil(i 11211“‘;‘[ and second surplus treaties, as to do so wo_uld amo}sg
i 'LO b(')t h of tﬁe contract terms and could, in effect, retroactlvlcly 51'1PLr
e ?Ta;l;r”]Szrmnlon-proportiona] allocation of loss on this part of the reinsurance
impose a |
s The : e of “layering” to the premium/risk equatign was one of tlﬁc
E The' lmp'ort;/ril;f v. Farex. Altimugh in this case Gatehouse J did not find L-h‘all; the
issu6§ examl?Cd El the ;ci.nsur”e'd rr:quir(;d disclosure, his decision 'flppears to }~1aw, (:?;
e o }']dﬂ tion that the reinsurer had been able to dec1d§: whet.ha or no.ble
A—— 'CODS] : ;rtcL what premium. In other circumstances, where it mlght be ‘[.)OSS.I
acceptef}ch T.ISk' o\ 511'1t an porig‘inai risk into layers, select an ?lllO(:j'dtl(?ﬂ of plen_uur?_
e remsum% T y Spl' ers ancli then cede those layers to reinsurers in dlffe.rent propo‘d
e t}_l':]d“‘trem e h the practice of layering was a material fact which require
tions, it migtit be argued_t atthe p
to be isciosed by the reinsured.

9. F
(1995] LRLR 116 (QB Com Ct and CA). See paras 4.2 and 4.9.

Lo

4.44 In general, however, surplus treaties offer the rcinsurcc.:l g',‘reatti“-cfkll(;:;b;ét; 1:10
: . g' A small and profitable insurances, although at a ?1 el -

],"Mde.ﬂm'"e émﬂ- retfllllzt assdciated with quota share contracts. In a reinsui Eill‘lC(: pthC
. CO:L' tk . tilises a combination of quota share and surplus CESS‘I()H&, e
e W 11‘c ! -u 'S-ailocating risks will be frequent. This can ha\"e severe Com-qul?n m._
opportum.t e f‘m mlh needs. to prepare accurate loss statistics for renewa'l of the p "
e ihe I-CII}SuI_Ed V:l 0 not iJeen identified and corrected, their presence in a. long-t;n
e e'norsl 1:51'\@211 reinsufer’s inspection will require explanation. Bccause' ttlfi
e Subje'a?( (r)tiorml treaties is generally done on a quarterly bordereau or ata:lee
accou?)m;;g Svflt[;; ?)Iismiums balanced against claims, several yezsirs can elaps;1 Bgiii?on;l
e : i ati 1 hemselves. Since many pr
effects of any widespread mis-allocation manifest t. e 21 o
treaty stateml:nts are now‘compu@r—gen;rgts{\; }tl}ll:h ]E::i Ei; égfg;en s Braa—
lying policies, and the various cessions o ]"15” — ,These pesiade: ke A
each of those policics, will not easily be ascertained. . i o rhermEn o
pounded for the reinsurer by the VOlume.Of pre?l}ilm l?c()o::;me. The potential for a
iy Il_fiﬁd N ﬂOW ﬁon'll o a(;;?:?arli* I\)Af‘flfre developments giving rein-
dispute in such circumstances is very real, p i it S s fed
surers cause for concern may not become apparent fo Yy
already reached unacceptable levels.

Non-proportional reinsurances

i : 5 reinsured a speci-
4.45 Under a non-proportional treaty the reinsurer agrees to pay the r ;ln o eXChEnge
fied amount of all losses in a portfolio which exceed an agreed excess point,
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CHAPTER 24

ALTERNATIVE RISK TRANSFER

INTRODUCTION

94,1 In addition to traditional reinsurance, there are several other ways in which risks
can be transferred or financed. This chapter is intended to provide an outline of some
of the available products and mechanisms, together with an overview of the principal
associated legal issues. In Chapter 37, we shall look at a different aspect of the transfer
of reinsurance risl, namely the regulatory safeguards established in connection with the
replacermnent by.one reinsurer of another in circumstances where the new reinsurer
assumes liahilly to one or more reinsureds for certain risks (or an entire portfolio of
business) o= which the other reinsurer was formerly responsible.

942 1o the last decade there has been a significant increase in the use of a variety of
attern>ave risk transfer (“ART”) products. Swiss Re (Sigma Report No. 1/2003—"The
Picture of ART”) reported that global commercial lines direct premium volume written
gy traditional carriers was about US$370 billion in 2001. This can be compared with the
premiuim volume of various types of ART carriers which was about US$88 billion.

94,3 ART products are varied and include those which contain genuine risk transfer
and others which are essentially risk financing vehicles. Some products (such as finite
reinsurance) are not new, but others are—for example multi-line, multi-trigger and
multi-year protections, securitisation products, structured finance solutions for new asset
classes which include reinsurance elements and “insured” derivatives (credit default
swaps and weather derivatives).

24.4 At the same time as new products have been developed, there has also been an
expansion in “alternative” insurers and reinsurers. There is a growing trend, particularly
in hard markets, towards self-insurance, risk retention groups, captives and protected cell
companies. A specific innovation In recent years has been the transfer of risk from
reinsurance markets to the capital markets through insurance-linked securities (such as
catastrophe bonds) and through contingent capital arrangements. A new development
in 2007 was the setting up of IFEX (the Insurance Futures Exchange) as a trading
platform for insurance-based derivatives, including event linked futures (ELFs).

24.5 There has been a growth in products which seek to use the capital and reinsur-
ance markets in one seamnless product. This has been seen in some structured finance
solutions for new asset classes with the reinsurance market providing a credit enhance-
ment reinsurance product. The purpose of these credit enhancement products is to
ensure that the notes or other financial instruments issued will receive an appropriate
rf:lting to enable them to be sold in the financial markets. These products have high-
lighted the tension between the different legal regimes that apply to the insurance and
capital markets respectively. The legal principles of utmost good faith and the duty of
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24.5

Alternative Risk Transfer

disclosure do not apply to capital and finan
cultures has generated litigation, particularly
number of high value disputes have come
considered in Chapte

cial market products. This clash
in relation to film finance
before the English courts.
r 10 and also at paragraphs 24.100-24.124.

of ]e

PRINCIPAL TYPES OF ALTERNATIVE RISK TRAN

SFER PRODUQ7g
AND MECHANISMS

Financial reinsurance

Characieristics of financial reinsurance

24.6 There is no universally accepted definition in the market of what constityteg
cial” or “finite” reinsurance. It is, perhaps, more hel
distinguishing features between conventional reinsura

surance contracts. These are;

finay.
Maip
J'ein.

pful rather to identify the
hece contracts and financia]

(a) The anticipated investment income from the transaction,

earnings on premium or reserves, is usually an acknow
the underwriting and Ppricing

such as investmem

ledged complemen of
of financial reinsurances,

(b) The financial outcome, or range of possible resuls,
reinsurers is determinable and generally an ex
outset, because with financial reinsurance the
reinsured to make a recovery from the reinsu

(c) The reinsurer’s profit is not primarily dependent upon the level of claims made
under the contract (although some element of risk transfer is probably
required, as discussed at paragraph 24.44),

for the reinsured and
plicit term of the contract at its

parties will generally expect the
Ter,

24.7 The Financial Services Authority (“FSA”)
entitled “A New Regulatory Approach to Insurance

ing” (July 2002) identified the following characteri
tracts:

In its consultation paper CPl44
Firms’ Use of Financial Engince
stics of financial reinsurance cog-

an element of direct or indirect profit sharing;

— multi-year and multi-risk contracts;

establishment of an experience account maintaine
to a specific formula throughout the life of the co
— despite the fact that a main purpose of the arrangement is financing, often a

limited amount of insurance risk is transferred to the reinsurer but enough for
the arrangement to be considered reinsurance for accounting purposes,

d by the reinsurer according
ntract; and

24.8 The FSA has subsequently offered a definition
Quarterly Consultation (CP05/14) of October
contract of reinsurance which should be reported

ment applies to any contract of reinsurance under
been ceded by the insurer, where:

of financial reinsurance in its
2005 by describing the features of a
as financial reinsurance. This require-
which general insurance business has

(a) the value placed on future payments in respect of the contract in the return for

the financial year in question is not commensurate with the economic value

provided by that contract, after taking account of the level of risk transferred;
or
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. ; insured event)
e terms or foreseeable contingencies (other than(jlth:‘l R
here o the potential to affect materially the value place hO financial year in
; e ! . s , nar
d’ml have s balance sheet at, or any time after, the end of the
the 1INSUIET 5

(b)

questiﬂn-

g ng Ie‘ie ac Lo 1Irance ecets (9] s

] one or [)() 1 f ” €8¢
ontract or reins A

21 9 n CcOI1l der a W

g insurer must: | | )
. e (including side
e art of the contract any agreements, correspondence E ¢ ame;gld '
e : i TPOY >
7 Il’ﬁ:\ i 5) Ic))r understandings that amend or modify, or purp
etter: i —
odify, the contract or its operation; and st e dlose adhicn, g
- 'd;:r whether the contract meets the con 1.t10n o e e
e d together with one of more contracts of reinsurance w m——
. " 't or e insure 2
o anét’i the reinsurer under the first contract or between t
insurer al x _ aer tie
person connected with that reinsurer.

; ; EU Reinsur-
iy o ; -e has been provided by the .
~finition of finite reinsurance b - e s
gL A f:'lr(t:h;;ii:dnon 16 November 2005 (2005/68/EC). Finite reinsuran
ance Directiv :

e hich the explicit maximum loss potential, f:‘x.prcssf:d as t};eﬁﬁ?zlmﬁi
«  reinsurance ‘t:]fd?r ‘{q{c—'gin both from a significant under_wr'mng r:sk. EH]; o arﬁount
economic Tisk tm.lsfetre(l, ‘rlm,ejg the lifetime of the contract by a lmnted_ but Slgr']cll lfation of the
ransfer, ex‘,},.;e(‘s e p.wmg?the following features: (a) explicit and mal'cn?l C‘Oﬂf;m?c experience
fogetherwitrat 1eas,L E)l-:r,l)econtractual pm{visiorls to moderate the :r,)alance oL econ. ?

o ﬂhalzfyiil?lrilg ,over ﬁme to achieve the target risk transfer.

he wee'l -

T 1€ i 1 c UK.
’ Directl'\e haS oW be(,ﬂ lmplemf:ntLd mn th
— 4

= irective Regulations 2005, in part
- = er the Reinsurance Directive R('g“_ . Sid
& - elfected in part under the L . : the Financial Services an
1 IHiPltim?m;logalh‘;;r]zf(i[-; and Markets Act 2000, (?F.[QI\;[(!;&O; %s dl‘él;éﬁeinlg d:;—‘ e —
through the Fin 5 ¢ o Directive) Order 2007 (8 No. 32F : l e g
1S sure S : . ¢ agx th oh rules ma b
E Au‘l()‘z)%o([(;:;ii?irlltg Directive) Regulations 2007 (81 2007 FNS?\‘IiZDB) R oRR
yark?:a{\gtef\'ices Aurﬁorif)' under powers available to them under FSMA.
inan fatieihe

Prospeciive and retrospective covers

ctive COVers,

istincti awn between retrospe

] i tinction must be draw ! s

further important dis - bich deal wit

2L:1.:I-11?€13.t(3 to the Eusincss of years past, and prospective covers, W

WIC . 4 s .

husiness of current and future underwriting yea}r}s. PO p——

] acts are contracts wher § a ‘ b

4.12 Retrospective contra e eontrke i

fr 2m tfle reinsier in relation to future loss developmen_ls on (,x“ msi e bt

1e?nain in force. For instance, in the case of long-tail busmelss, a 1eand ey, wnder the

' ) re anltici = 8 s

build up substantial reserves to cover future anticipated to;se o ot rhoa

) 1 sidence, not be «

i i of the country of 1ts resi , ; ) ) e
ncial and tax regime of i ,  cial Teinsura
{riflzlsirxczes to allow fogr the time value of money. A Tetrespeative fin A ——

3 [ . ance
rangement, such as that commonly known as a " fime and distan P ,
arran ; : _ : s
i ng reserve
the rfinsured to obtain the effective beneﬁl. of discounti hg oo fcspelking pGTER
24.13 A prospective reinsurance contractis one where the e St B et
tion -and rc}znsurance recoveries in relation to future losses_ on exis e'uiured o bt
: 1 ar {
ness, Such contracts can be used to stabilise profits by pf:L"IIllFUl’l;g iy
. . . .
off-balance sheet reserves to smooth profits in the event of catastrop
windstorms or hurricanes.
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24.14 Alternative Risk Transfer

Deve[opmem of financial reinsurance

24.14 Various types of financial reinsurance

contracts have been widely
London market (including Lloyd’s syndicates)

for many years.

TIME AND DISTANCE POLICIES

24.15 A time and distance policy is
which reinsures all or part of an insu
and distance policies are varied. T

in essence a limited aggregate excess of ]
rer’s run-off of a year of account. The types of time
hey range from policies which have 2 Structureq

ins fixed limits and specified payment dates,

0ss§ Ppoli

“ROLLOVERS”®

24.16 Financial reinsurance contracts have posed a number of problems for the Lloyd’s

market. For instance, at the end of the 1960s many syndicates arranged policies of
reinsurance which were commonly called “rollovers”. The principal characteristic of
such policies was that when a claim was made or the policy was cancelled, the Lloyd's
syndicate received back from the reinsurer the whole of the premiums paid, together
with interest at an agreed rate, or an agreed split of the interest actually earned by the
reinsurer on the premiums, The essence of the “rollover” was that the premiums were
“rolled over” from year to year with interest, thereby creating a fund in which the
interest was compounded with the premiums. The fund was available for return to the
syndicate when required by it to meet a catastrophic loss or for other reasons.

24.17 Following concerns expressed by the Inland Revenue in the early 1980s ahaus
“rollovers” and their derivatives, they are no longer used by Lloyd’s syndicates hacause
they do not comply with Lloyd’s regulations. The experience of Lloyd’s with ‘r¢llover
policies illustrates the importance of giving close consideration to the ds
structuring of financial co

ntracts to ensure that they achieve their legal, s
and accounting objectives.

-arting and
Sgulatory, tax

SPREAD LOSS CONTRACTS

24.18 In the early 1990s there
market which generated an in
ance contracts, commonly kno
to operate for a number of yea

Was a contraction of capacity in the London excess of loss
creased interest in specialised forms of financial reinsur-
Wi as spread loss contracts. These contracts are intended
18, on the basis that the total indemnity' available does not
exceed what ultimately must be paid by way of premium and interest less expenses and
claims paid. The great benefit from the reinsured’s perspective is that he can imme-
diately buy high levels of coverage, which may not be
reinsurance market, and any additional premium which
subsequent years, dependin

available in the conventional

considerable care must be taken in dealing with this issue.
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tions ; s
off solu —tai -off exposures. An
- ia] reinsurance has been used to address long-tail run-off tPe il
ancial reins e ' : {ances is a retrospectiv
) - used in these circums : : L )
le of the ype of product _ : -over.! Fssentially, this is a contract
g conbract SACH a5 an aggregyie Sp 68 © he existi loss reserves in the
rﬁinsurancéd for the payment up to a limit in excess of the existing 1dinq it ad
ich provides ; i n expanding
L Ovd’terjoration in the future losses. It may provide for " : LEi)OD is worse than
fren of 2 fL additional premium in the event that the deteriloxa rnshoisgiont-
t of an 4 eriorate or do not deteriorate as
frocn rent that losses do not deteriora . iy
ici -In the event that losses 3 e reinsured of a pro
anumpazei the contract may provide for the payment bac.k to EFheGC types of products
. . ed, 2 - 1 remiuim. ol
anficipa g nt income earned on the p : oy
f the investmer : il sl ) G
ke p to account the effect of “discounting”” which a]lowa. an 11m’1 oy
1L : . i es ning
-l ]d settlement figure by a rate of interest r(.ﬂectll_lg tbe 1?“' sed in many cases
e expSCte 1ding settlement of the claims. This mechamsm 13.mle6 1E Pp———
g funds per i sfer .. Before entering mto suc : ’
.[h nnection with loss portfolio transfer covers. B n s an imcentive to the reinsured to
k. sured will be carrying undiscounted reserves. As ar t (;mium il mormally be
e rein A - ¢ ers the contract pre i
transfer covers et limits
G the loss portfolio G e contract limits
enter mt(lj b efemlprc to the discounted value of the reserves, but th
ated PN T *SEerves.
Ca];: 1]11 et b;y' reference to the amount of undiscounted rese
will be set Dy rerete

94.19 Fin

e P ore on such policies,
1. See paras 2@3\1—36.36, for mo [
T T

2 ? € e % -la}’ W “ I as
4 1€ use Ol h[ldllcial Tre urar O add 58 TUnN-o. pOSl S
Al N f s lb.[ 1ce § ’ € : run 1 €X ire we crease
\l '1 ,Cad up Lo t.hf? lIIlpl(:]“entdthn Of SOI\'(:]]C} II.

he

ulti-line, multi-year and multi-trigger

i i i are dev ing in response to
1 Multi-line, multi-year and multi-trigger reinsur ances (%Ie‘duelogm tgional Ii ol
L d from r;insure;iq exposed to a wide range of dissimilar 0&) e e e
. , w5 "porati mnay be exposed wor ' !
i-nati industrial corporation may : _ o
le, a multi-national ind . . i srarerl danrage o
st;rlzg jfrom traditionally insurable risks such as product 111;Tb1113(,g S s et
a raditi 1ly uninsurable risks S {
in transit risks, through to traditionally u L e
ds in transit risks, throug _ ble R
?nd goocham_{c rate fluctuations, or pure financial loss by 1eabonbol prormal e
ex : ss by ‘ o
CI:IEiﬁOﬂS (i‘or example, an energy supplier sufferllllég a los; P}: :ingle of recuced
i 5 ing : seasonably mild winter). A s .
demand for its products during an un e ooy, i
einsurance cover at the right price would be extremely attrac D o]
. : 1 1tz E: § ! :
:j(:n Typically, the overall solution will combine capital nmrk;tsbpli) S e
; o : ~ofy ient to make best u
i 5 AC ber of years sufficient £ us: b i
rance products across a num ye: , . ik
glfsfhe rerlr)u'um Various premium-reducing features can be built l[i’h 1; ° insu;id -l
loss trilgjger clauses (so that no payment is triggered unless two or -
happen in conjunction) or additional premium clauses.

New asset solutions

i i rith asset-backed secur-
24.22 Structured finance products are often used in cognecugn E:leg ssevbacked secu
- : i redit ¢ receivables.
itisati 3 e such as credit car rd e
1usations of future flows of incom . o e i
surers have become involved in these financial market tran:aactlm?su - 10%”125 -
‘ ' g T
credit enhancement by means of insurance guarantees also c\ollocgua }Ehe o
ance wraps”’. Insurance guarantees are particularly useful w Lnl N —
‘ . : 3 ki ave also = i
involves a new asset class such as income from films. There hav
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Alter SINSUTENS
e Addptative Fish. ] ransfer Allernative Reinsu

(re)insurance products for aircraft manufacturers such as BAe and

I T X I
More recently, the first UK flood securitisation was placed by Swiss Re on beha
Mor - bl
for aircraft leasing revenues.

April 2007. This securitisation covers UK flood risk zfn_d L_JS nog—Callforl?llap r
E which were non-correlated. The key to the securitsation of new perils is

Saab Providing Cover 94.27

of Allianz in _
carthquake s

Insurance risk securitisation

24.23 Essentially, securitisation is a mechanism by which income-generatin
be turned into capital (or, in the case of insurance and reinsurance, ri
capacity). In other words, it is a particular type of receivables financing. Unde
which are capable of providing income over a period of time represent
stream. Securitisation is the label given to the process by which the right to
Income stream is packaged and converted into securities to be sold to investo
for the immediate payment of a capital sum. The first step is to create a hOmOgEneous
group of income stream assets. The underlying assets should be alike both ip terms of
their inherent risk and in terms of the timing of that risk. Next, the value of the incﬂme
stream over a fixed period of time needs to be assessed. Once this is done, investors can
be offered the right to receive a share of this income stream. The process is often
channelled through a company incorporated specifically for this purpose and known g
a special purpose vehicle (SPV). In the simplest form of securitisation the SPY buys the
right to receive the income stream from the original party for a capital sum. Anothey Wa
of structuring securitisation is by means of what is called a “synthetic securitisation’. This
is a transaction that involves the transfer of risk on a portfolio of assets through a credj
default swap. Traditional securitisations have been structured on the basis that there isa
transfer of assets to the SPV. This can be achieved in synthetic form by transferring the
risk by using credit derivatives.
24.24 Securitisation is a mechanism which can be used to transfer risk from the
reinsurance market to the capital market. Insurance-linked securities were first devel-
oped in the early 1990s following Hurricane Andrew and the Northridge earthquake,
There has since been a steady stream of catastrophe bonds issued, so thar at the end of

2002 there were US$2.77 billion of rated catastrophe-linked securities outstanding in ths
financial markets.

8 assets gqy
sk-assumy

rying asse(y
an iHCOme
receiVe lhe
TS in reqypy,

24.25 One of the earliest successful reinsurance securitisations was the St Pau! Re
securitisation, completed at the end of 1996, Investors were invited to purchase either
three-year equity or ten-year debt in a reinsurance SPV, George Town Rer The equity
comprised preference shares redeemable after three vears, whereupon dividends and the
capital (dependent upon the underwriting performance of George Town Re) were
repayable. The debt consisted of principal amount notes on which interest was payable.
Half of the proceeds of the issues were invested at inception in US treasury bonds for a
ten-year period. The investment was designed to produce sufficient funds to repay the
principal amounts of the notes at their maturity. A key part of the deal was that St Paul
Re entered into a ten-year proportional treaty with George Town Re, enabling St Paul Re
to underwrite inwards business for outwards cession to the cover on a fully secured (or
fully collateralised) basis. Essentially, St Paul Re’s comparatively illiquid asset, namely the
right to receive reinsurance recoveries, had been securitised and made liquid, thereby
providing St Paul Re with extra underwriting capacity.

24.26 In April 2002, Lloyd'’s Syndicate 33 became the first Lloyd’s syndicate to arrange
a catastrophe bond. St Agatha Re, named after the patron saint who is reputed to provide

protection against earthquakes, protects the syndicate against the risk of earthquakes in
California and other areas of the USA.
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derivatives -
- ; iati ase of $180
timated by the British Bankers’ Association that, from a base. . $
i bes oe < : i ivati orew to over US$20 trillion by
24.25 1 1997, the total global credit derivatives market grew ; ;( Al
i i 2 . . . - g C {l ]
bﬂhoﬂéﬂ £ 2006. Insurance companies have a significant m'.cerest_ db)I‘lS t;:lly aclion
. ! involved in insuring (or reinsuring) weather z
: market has also been involve )
insurance I
R 99 The most common form of credit derivative is the credit default :i;:vap ( CD?i ).
- i the “protection buyer”) to buy protection
i # :nables one party (the “prote y L ;
s a contract which ena . _ : e v
3 CDSrllother party (the “protection seller”) against the risk of default of']an dbbz‘;t sued
f,mm“aeference entity’”. The protection buyer pays a fee for the cove;‘ unti aLc:E cven
. i : if edit event occurs). Following a credit event, the p -
or until mgturity (if no cr 3 W ' , i
OCCUI)S er willreceive compensation for the loss on the reference asset. The basis t
. : what i i i 5 sset,
E. 1uyc1)¢ is that the protection buyer has no insurable interest in thIe) ;therence ah »
. L l onvenient trigger for payment under the CDS. Insurers ha
hich is m=rely used as a convenient rigg . aym > 1 oo have
‘;thh e "-rllvohf}ed in the insurance of credit derivatives by means of various typ v o
A% i it the CDS into an insurance con-
~rmer whose purpose is to transform ! .
pAanstormer structures _ b 008 G Taeere plagen o, this
; z f Lehman Bros in September
Qi fcor the colapet 0 i arket during 2007/2008 there
igni t losses to the reinsurance marke g 00 .
.parket) and some significan - . i "
:nsome) question as to how much insurance/reinsurance companies may partucip
is

this market in the future.

Contingent capital

i g ' ‘ovide similar
24.30 This is usually not structured as an insurance pmdl:ft but can plox.t(::ent by
. : i ital is bz a commi
' Contingent capital is based upon
rotection for catastrophe losses. ¢ | i itnent by o
1lgmancial institution to provide capital in the event of the occurrence of a specific
event which will cause financial stress for the counterparty.

ALTERNATIVE REINSURERS

Self-insurance, captives and protected cell companies

Self-insurance

] i en it inv 3 insurance
24.31 Selfdinsurance can be something of a misnomer: ofter_l it 111‘,01_v(13: r;(; 1r::;r;umr
product at all. Essentially, self-insurance is simply a party bearing thelrls oncepcomralct
loss itself. A certain level of self-insurance is built into almost every reinsura above thé
since the reinsured will bear the risk of losses falling below the retention or ]
policy limits.
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24.32 Alternative Risk Transfer
Caplives

2 -32 (Ja i S/ 0
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context of insurance a captive ; .
ance a captive is an insurer whic Nce. Ip the

company. As a result : e h is owned by its parent (:
) c of local legislation in many jurisdictions exiives ;tn 1t .(mSUred
; : Not 1ssye |
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msurance policies. is diffic i
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Protected cell companies

24.34 A protecte - .
T apsinglc lfi C-jlu SEmEAp (P(?(;) 18 a modern derivative of the captive

intended to have fu%[] C-nmy cOmprising a number of separate “cells” WithCOHCept.A
other cells in thé P('ggdl segregation and protection of its assets and liabilit ‘ﬁaCh o
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10 recourse to the assets pf
ts if necessary. The insolvency
are discussed at paragraphs

any tha_ar cell, but can have recourse to the core gsse
implications of the cell structure under Engli ‘t e
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8 Sidecars, in common with SPVs, are vehicles that require regulatory approval to
nce. Due to tax benefits and the speed with which such vehicles can
da, most sidecars created to date have been established in that

94.3 :
erwrite reimsura

und
Bermu

pe set Up m

jurisdiction.

LEGAL AND REGULATORY CONSIDERATIONS ARISING OUT OF
ALTERNATIVE RISK TRANSFER

Financial reinsurance: legal considerations

Is the ﬁ-nancial contract a contract of reinsurance?

94,39 One of the principal questions which is often asked about financial reinsurance
contracts is whether they can properly be categorised in law as contracts of insurance.
The importance of this issue has been emphasised by the investigations of finite reinsur-
ance products led by the then New York Attorney-General Eliot Spitzer in the US and by
the continued interest of the FSA in finite reinsurance in the UK.

94.40 English ¥aw has taken the practical approach of never exhaustively defining what
is a contract of insurance. This approach is, perhaps, best illustrated by the following
remarks of Sit-Robert Megarry V-C in Medical Defence Union v. Department of Trade,' when
he statez I do not know whether a satisfactory definition of a ‘contract of insurance’
will e ei e evolved. Plainly it is a matter of considerable difficulty. It may be that it is a

cancept which is better to describe than to attempt to define . ...

LR}

=1 [1979] 1 Lloyd’s Rep 499.

94.41 It is important to bear in mind, when considering the question of whether a
particular financial reinsurance is in law a contract of reinsurance, that it is the substance
of what has been agreed which matters and not the form into which it may have been
put. Therefore, the fact that a contract is structured and described as a reinsurance
contract is not of crucial importance in determining whether in law it is in fact a contract
of reinsurance.

94.42 The nearest the courts have come to defining a “contract of insurance’ is the
classic judgment of Channell | in Prudential Insurance Co. v. Inland Revenue Commissioners,'
in which he said that a contract of insurance normally had three characteristics:

(a) There was entitlement to a benefit on the happening of an event.
(b) There must be some uncertainty as to whether that event would occur or when

it would occur.
(¢) The event must be adverse to the interests of the assured; this characteristic is

generally satisfied if there is an insurable interest.

1. [1904] 2 KB 658.

24.43 This analysis has not been universally accepted, as it has given rise to a number
of questions. For instance in Gould v. Curtis,* Buckley L] pointed out that while the third
characteristic is true for fire and marine insurance, it is not necessarily so in the case of
life insurance, particularly as a life policy may also contain endowment provisions.

1. [1913] 3 KB 84.
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24.44 It is interesting that in the above definition there
requirement that there should be a transfer of risk. Altho
directly considered by the English courts, it is believed that t
that a transfer of risk is an essential characteristic of an insurance contract (
authority to this effect in some US and (JommonwealthNjurisdictions) , and it has
been highlighted by the accountancy profession and the FSA
a reinsurance contract.

24.45 The FSA's guidance on the general principles and the specific factors

FSA regards as relevant in deciding whether any arrangement is a contract of i

is set out in the FSA’s Perimeter Guidance Manual, In summary, these princip
follows:

is no explicit reference
ugh this issue has not
hey would be likely to

to g
been
ecide
there is

certain]y
as one of the hallmaykg of

1'.h'r1t [he
Nsuranee
les are a4

(a) The starting point for the identification of
Prudential case mentioned above.,

(b) The FSA will give more weight to the substance of the contract than Lo its form,
The form of the contract is relevant but not determinative of the issue,

(¢) In particular, the substance of the provider’s obli
stance of the contract. The FSA is unlikely to treat the provider’s intention or
purpose in entering into the contract as relevant to its classification,

(d) The contract must be read as a whole and not according to its dominang
purpose or the relative weight of its insurance content.

a contract of insurance will be the

gation determines the sib-

24.46 It should be stressed that the question of whether any particular set of arrange-

ments can be legally categorised as a contract of reinsurance is a matter for decision by
the courts: the views of the regulator (or the accountancy profession) may carry some
weight, but they cannot be conclusive. The courts are, however, unlikely to give an all-
embracing definition of what amounts to an adequate level of risk transfer for the risk
transfer requirement (assuming one to exist as a matter of law) to be satisfied in the
context of financial reinsurance; each such reinsurance must be examined separately in
its commercial context before a judgment can be made about this issue, The court wii
look at the substance of the transaction rather than its form. If in reality a transaction is
a pure banking arrangement, such as a long-term deposit made by the “reinsured" with
the “reinsurer’” which has been dressed up to look like a reinsurance contract,-then a
court would be likely to cut through the often complex wording of the coni=act and hold
that it is not one of reinsurance.

24.47 Itis also possible that the courts would give weight to the manner in which such
arrangements are evaluated from an accountancy perspective.!

1. This is discussed in more detail at paras 24.59-24.67.

24.48 In December 1992, the US Financial Accounting
cial Accounting Standard 113 (FASB 113), which e
ing of financial reinsurance transactions. FASB 113 emphasises that there must be both
underwriting and timing risks for the transaction in question to be regarded as a contract
of reinsurance. This contrasts with the position in the UK where an underwriting risk
may not be an essential requirement for a transaction to be categorised as a reinsurance
contract.! It is likely, however, that there will be greater consistency of approach in the
future. In late 2008, FASB decided to work with the International Accounting Standards
Board (“IASB”) “to develop a common, high quality standard that will address recogni-
tion, measurement, presentation and disclosure requirements for insurance contracts’.

Standards Board issued Finan-
stablishes rules regarding the report-
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- > 1§ some concern
‘s will mean for financial reinsurance remains to be se.%en. There 15.3 Sy? e
et thmra:,u.lt of the joint approach the process of developing a coglin eh eUg and e
i TF'nancial Reporting Standard (“IFRS”) will slow. However, with the US
onal £l

gati ther. the result should be a more consistent international standard.

EU wgrkillg toge
para 24.44.

1. See

. 1ancial reinsurance: regulation | | | .
b o o e dce, s e oruiin ol rcinmmans
: e FSA i ulatory issues raised by ! it
e tp(?r];ts O"lgf:i('wlaﬂl:iilgliﬂtig;tzlgin a sp}ecch given by Sir Howauid Davies, th;go;;iiii

- g FSA, iati { Insurance and Risk Managers on

b e e ASSOFM‘UO?‘O i nces where it was unclear whether any
k- Hﬂ_saifl th; r*eng 1:11"2210526};:Sdli:;;liuflvﬁirlc?st;?e motivation seemed “purely prcsema—‘
0 ha’d e {J'LCE erh‘nte-d further that as a result, the FSA had required a nuglber.of
i 'HC L0Hmlscot'late their arrangements. Concerns about the use .Of ﬁnanc_lal rein-
B rerII'EO"Lcc.i to the FSA. In the Royal Commission Report which examines the
ki I'IIT: se of the HIH Group in Australia, there is trenchant cr1F1Flsm of the
e th_‘?lf J l;umnce by HIH to obscure its precarious financial p951t10r1.

g ﬁna‘tl;lm:gt:rllrllemq madejbv the Chairman of the FSA were followed in July 2002 by
24‘5(1)":"920n of the FSA coésultation paper (GP144) entitled “A New Regulatory

o

i]e P(‘;‘ 1 to Insurance Firms' Use of Financial Engineering ™. The FSA recognised tha
pproaci

1 ial reins . avalid method
fancial engineering (including the use of financial reinsurance) can be
Nan’. g
L | N
iti [ 18 a genuine
(a) strengthening a firm’s solvency position (for example, where therfe ; Enandal
C aﬁd material transfer of risk to an unconnected counterparty in
e ithi hnical provisions of
i : ic reserves within the technical provis
(b) accessing overly prudent economi

life insurers.

i ¥ ies, i ing the
9451 The FSA observed, however, that regulators in sevmfd cogntilersr, ﬁn(;}u;ljlzgcnm
UK ilad become concerned about aspects of “financial engineering”. These E

included: -
itim: ‘ rpose and
(a) whether all such arrangements have a legitimate commercial purp
oy is C S > with the risk
(b) whether the credit taken in regulatory returns is commensurate wit
transferred and value added; ‘ o _ | enough:
(c) whether systems and controls for this type 'of business arerlobus o esg "
(d) whether compliance with current accounting and regglatorg rules, esp 3
for financial reinsurance, may sometimes be inadequate; an
(e) the adequacy of current regulatory requirements.

g 5 i igh- ruidance
24.52 Tn addressing the above concerns the FSA proposed to glv?r Elgh Iexrrilaih -
concerning the standards with which it expects insurers to comply. This app
have the following key elements:
iti i ] d effect
(a) Financial engineering should have a legitimate commel cial purpoe.eb lffm | clfect
in, for example, providing financing through risk transfer or in enabling :
to economic reserves assessed on a prudent basis.
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CHAPTER 38

INSOLVENCY PROCEDURES AND TECHNIQUES
IN REINSURANCE

INTRODUCTION TO CORPORATE INSOLVENCY

38.1 This chapter will focus on problems which are specific to insurance and reinsur-
ance insolvencies. It is not a comprehensive guide to the legal regime governing individ-
ual and corporate insolvencies in the UK, the primary sources of which are the
Insolvency Act 1986 (“IA 1986™) and the Insolvency Rules 1986 (“IR 1986”') made under
it, both of which have been amended significantly over the years since they first came into
force. These principles are almost all equally applicable to insurance and reinsurance
undertakings, 2nd guidance on their application should be sought in standard works
dealing witn, insolvency law.

38.2 (Spiecilic legislation exists governing insurance and reinsurance insolvencies,
whicli piodifies the application of some of the principles of general insolvency law, but
i, cannot be said that there is anything like a comprehensive legislative regime for
iisolvency in the insurance and reinsurance context.

Individual insolvency

38.3 The law of individual insolvency is not considered in any detail in this work because
the only practical relevance of this area to reinsurance business is the insolvency of non-
corporate underwriting members of Lloyd’s. Individual insolvency is governed by Parts
VIII to XI of the IA 1986, By section 9 of the Lloyd’s Act 1982, a Lloyd’s Name ceascs to
be a member of Lloyd’s on becoming bankrupt.

38.4 The remainder of this section looks at the various methods of dealing with
corporate insolvencies.

Corporate insolvency

38.5 The IA 1986 provides a number of methods for dealing with corporate insolvencies.
We shall highlight the main areas where there is specific legislation, case law, rules or
market practice in place that may have a material effect in the context of an insurance
or reinsurance company insolvency.

Recervership and administrative receivership

38.6 These remedies are highly unlikely to be used in the context of an insurance or
reinsurance CoOmpary.

38.7 Receivership is available to secured creditors who have a fixed charge over
specific assets, The chargeholder is able to secure his claim against the proceeds of the
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assets charged to him in priority to all other creditors of the insuranc
company, including insurance creditors. It is improbable that the court would
power to appoint a receiver to the property of an insurance company.

38.8 Only if an insurance or reinsurance company had given a qualifying floatiy
charge prior to 15 September 2008, or in special limited circumstances, would there b§
the possibility of an administrative receiver being appointed over its assets. It woyjg
however be rare for an insurance or reinsurance company to have granted 5 floatip
charge over its assets, because that would be likely to cause it to struggle o meey

regulatory solvency requirements. Receivership is outside the scope of the Insurerg
(Reorganisation and Winding Up) Regulations 2004.

€ or reinsur;ince
EXercige its

L. ST 2004 No. 353. Considered at paras 38.48-38.51.

Administration

38.9 The administration procedure allows for the ma
benefit of creditors in order to secure its survival as
creditors or realising property for the benefit of
Financial Services and Markets Act 2000 (Administration Orders Relatin
Order 2002' made the administration procedure in Part IT of IA 198
insurance and reinsurance companies for the first time, with a number of modificationg,
While an administration order is continuing, the insurance or reinsurance company will
be protected from winding-up proceedings as well as from any steps a creditor might take

to seize the company's assets in satisfaction of a claim, unless the court orders otherwise
or the administrator agrees.

nagement of the company for the
a going concern, a better result for
secured or preferential creditors. The

g o Insurers)
6 available (o

1. 8I 2002 No. 1242,

38.10 An administrator is able to
ential transactions or transactions a
provisional liquidators.

38.11 The IA 1986, as a result of amendments mad

2002”), provides that the administ
of:

pursue recoveries from the beneficiaries of prefer-
t an undervalue, which is a power not available tn

e by the Enterprise Act 2002 (' BA
rator must perform his functions with the objectives

(a) rescuing the company as a going concern; or
(b) achieving a better result for the company’s creditors as a whole than would be
likely if the company were wound up (without first being in administration) if
rescuing the company as a going concern is not reasonably practical, and if
achieving a better result for the company’s creditors as a whole is not reasonably
practical, he may proceed with the objective of realising assets to distribute to
general or preferential creditors.
An administrator must act in the interests of all creditors,
appointed him.
38.12 Although the TA 1986, as amended, contains

appointments of administrators by creditors or the
do not

not simply those who

provisions allowing for out-of-court

company’s directors, these provisions
apply to insurance or reinsurance companies.'

1. See the Financial Services and Markets Act

2000 (Administration Orders Relating to Insurers) Order 2002
(SI 2002 No. 1242) as amended.,
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indi iti as insolvency must
'hereas a creditor seeking a winding-up petition based on m%olvgl. ‘y .
P any is unable to pay its debts, the applicant for an administration
oy e o g ~come, unable to
P .d only satisfy the court that the company is, or is likely to bc_c,on ;
B it 4t i ' rder is nably likely to achieve the purposes
9 its debts and that the making of an order is reaso 3
. m: i i rocedure lined above.
Sirs ure outlined a
administration proce : . | I
Ofgtgelz} An administration will automatically end after 12 months u;ﬂg;s;ez tended.
ot ire t ’ ; inistration may be
i / the court’s approval. Admini . .
ions usually require nistrafic . when 2
Exteﬂse of arrangement is determined to be the most effective ao]utlon;or an ;r;ilqe(i cc
- surance (‘lompany’s financial difficulties: for instance, the pr cl)clc ure w. C(.) a
e ” i f arrz t for AA Mutual Insurance Co. )
; fa sc e of arrangemen / :
S he preparation of a scheme o / . ot
R s : ts to certain creditors (usually wi ;
ini - also has power 1o make payment: _ _
Ap administrator a . ! " . S 7 5
i 1ﬁ)rmed consent of a creditors’ meeting), which may enable resolutio th m
n . e . ; .
1;,my"s difficulties without a scheme of drrangemenz. o -
" INSUT rnati a com g
; ey v. Centre Reinsurance International Co., 3 :
38.15 In Freakley v. N ;  (Curzon) under a policy
i in r L of =stos liabilities by an insurer (G
nsured in respect of ashestos . . .
il ] > of an “insolvency event” (including
i inter ence of an “in 3
‘ inter aliz) that upon the occurr <
. PTOV‘ded : ‘lusive right to handle and defend claims
ini i ur ld have the exclusive rig 2
inistration), Curzon shou _ dle parie
;dml ht against T&N. Curzon was in turn wholly reinsured by Centre Re anc 1twd- N
» ' \ s i ins —includir
1r'nsirelrs under a policy that conferred claims control on the reglbun;r_s in almng he
. ‘ e clai > original policy. A number of 1ssues aris
i -ontrol relevant claims under the original policy. ml -
. wvnm e t by the administrators. It was held by
ad istration were referred to the court by s ‘
B OS] (Cor ] i Ch Insurance Ltd ?) and the Court
A ¥ Reinsurance International Co. v. Gurzon In. e Lta .
o i ] reakley*) that the claims control provi-
D e: 7 Reinsurance International Co. v. Freakley :
of rpueal (Centre Reimsu _ L e et
S i i ; tracts were valid, that the reinst th_ )
sons in the reinsurance con — the admin
" :‘Lratorq were entitled to handle asbestosrelated claims, and that the
1wslre § . : ' ’
claims-handling costs were liable to be reimbursed by T&N.

1. [2007] Lloyd's Rep IR 32 (HL).
2. [2004] Llovd’s Rep IR 622 (Ch).
3. [2005] Lloyd’s Rep IR 303.

=5t the

38.16 A further appeal to the House of Lords followed on the qucsc;llf)n whetther e

; 1 i thei ims-handling costs on the
insur riori t to reimbursement for their claims ¢

reinsurers had any priority righ et Bpitaies T

i 5 f the administration. The House
basis that those costs were expenses o : ' 0% e
while claims-handling expenses incurred and paid ngtE};e}jdml_n{satr‘z;(:’rsc l\;ims_ha}l)ld“ng
inistrati ithin section 19(4) of the IA 1 , the reinsurers :
of the administration within section R R
i ' in discharge of any contracts entered mto by

expenses were neither incurred in dise y i SRR YIS Bl

istlf*)ators nor were they expenses incurred by the admuu.su dtOI’S-. CFS CEA 198%

the rei11;u1"61's were not entitled to the priority conferred lby section 19{3) c()i . :Itleistmmr’q

on the reimbursement of costs incurred in the carrying out of an a s

functions.

Provisional liquidation

38.17 Provisional liquidators may be appointe.d_ under section lji) of .tcl;;t (I)i‘xsgl‘.)igez;tsz:;z
time after the presentation of a winding-up petition. A prov?sm.r.l 1;1111 9 ﬁ.l (}: owers arc
set out in the court order appointing him. Prior to the coming into OI"C(_‘ e
Services and Markets Act 2000 (Administration Orders Relating to Insurtrlsl) der 20 O%
insurers and reinsurers in financial difficulties had tended to adopt the p
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petitioning the court for the appointment of a provisional liquidator, becayse they diq
not have access to the moratorium provided by the administration Procedure, iy orde
to preserve the company’s assets, especially to ensure that its property is Protecteq for
equal distribution so that no individual creditor “steals a march” on others onge r
winding-up petition has been presented. Wi e, the PFOVision;}

ith this breathing spac
liquidator would typically promote a scheme of arrangement under what hgg become
oning the hearing

Part 26 of the Companies Act 2006.! This process could involve postp
of the winding-up petition for several years,

1. See paras 38.53-38.63.

38.18 The administration procedure has one principal advantage over the appoin.
ment of provisional liquidators, which is that administra

tors have the power to investigate
and challenge antecedent transactions, which may result in a recovery of assets, Pre.
viously, this was only possible once the Insurance or reinsurance company had been put

into liquidation. However, an administrator, unlike a liquidator, cannot dis
property and so cannot bring all of a com
leases of property) to an end.

claim onergys
pany's commercial arrangements (particularly

Company voluntary arrangements with creditors

38.19 Part I of the TA 1986 allows any company to enter into a voluntary arrangement
with its creditors. Company voluntary arrangement (“CVA”) schermes were in Practice
not an option for insurance and reinsurance companies before 1 January 2003 because
an approved scheme only bound persons who had notice of and were entitled to vote at
the creditors’ meeting that was called to approve it. Because it is often impossible to
ascertain the identity of all potential creditors of an insurance company (who will include
policyholders with claims not yet notified to the company), it was generally impossible to
be sure that notice had been given to every person who might have a valid claim against
the company. As a consequence, it was always possible for contingent creditors who were

unascertained at the time of the CVA to appear subsequently, thus upsetting the entire
basis on which the scheme was concluded.

38.20 The Insolvency Act 2000 has, with effec
of the deficiencies of the former regime,
for insurance companies.

tfrom 1 January 2003, remedied some
making such arrangements a possibiic option
CVAs (which can be proposed by administrators and liqui-
dators as well as by the company itself) bind not only creditors who have teen identified
and have received notice of the proposal, but also creditors who have not be
notice. This could include creditors with IBNR ¢l
tice, however, CVAs are still rarely
in schemes under P
procedure.

38.21 The requisite majority for a voluntary arrang
Is three-quarters in value of the creditors present and
meeting called to approve it. There are not the additional requirements which apply to
schemes of arrangement under Part 26 of the Comp

anies Act 2006, such as a majority
in number of the creditors voting in favour, or a need to go to court for approval.

en put on
aims under long-tail policies. Tn prac-
used because creditors cannot vote in separate classes
art 26 of the Companies Act. This is not available under the CVA

ement to be approved by creditors
voting in person or by proxy at the

1. See further paras 38.53-38.63.

38.22 The right (introduced by the Insolvency

Act 2000) of a small company (defined
by turnover, balance sheet total and number of

employees) to apply for a moratorium
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vi i ally ailable to insur-
it prepares a proposal for an arrangement will not nform‘:ily be _av;;oposed s
. ‘ their size if a scheme is
e anies because of their size, but if a sche : :

- reinsurance companies . a s : i
e Tf%lﬂsf; uidation or administration, a moratorium will in practice El):)Seﬁm plﬁu:ard{3
\ i i s re 5
by v?rlue of provisions contained in section 130(2) of the1 TA 1 . ;19 ad%ﬁnj-
}or paragraphs 42 to 44 of Schedule Bl to the TA 1986" as regards

Conte}(t o
any ever.lt
Jiquidation,
seration.

serted by the EA 2002.

1.In

e * "ms sed interchange-
o 3 A company may be liquidated (or “wound up —the tet ms are used 1111:36:e Lit(h e% -
‘ , . i ; i -up ma %

- ither on a voluntary or compulsory basis. A Volunlar}f V\n.ndmg u};he gigtmction :
e s 'voluntary winding-up or a creditors’ voluntary wmdmg-up. B C di,rectom
memberlembers’ voluntary winding-up requires a statutory declaration by i l: dimctor.s

) ' 3 1T O e =
- ?hI: company is ultimately solvent. Any voluntary \f\nndmg.u[():l _where S
g 7 i i -reditors’ voluntary winding-up. :
e tion will be a creditors EhE prachcs
ave not made such a declara 10z ng-up. The pracica
Efl‘tienrcl;tion between the two forms is that the procedure which governs the liq
is
ifferent in each.Case. . . - . ced by the
dlf;?‘il Fitherone of voluntary winding-up is commenced ‘tfy a 1Lsoluuzﬁfm sec by the
: RY ! i ‘
reholders themselves. A company carrying out ]ong-te.lm 11"1z;uranfte c{ T B
- luntarily without the consent of the Financial Services Autho.1.1 ¥y : gentéd com
up}VO \\;v n‘iing-up by contrast, is commenced by a winding-up petinon pre: prec.io the
cOT WG 3 e : ente
uL:?*A,Such a petition may be presented by the company, the dir ect01s:ri?br2tor vy
co of creditors (which includes contingent creditors), anyAC(])?n ‘nsum};] iy
":J . B . - ” 3 AL 1
: (:Jl‘:}()ies shareholders) and certain official bodies, such as lllhc ES (;1;1 o
. , i i v it that a comp s effec
ies, 1 : : s power where it suspects elie i
anies, the FSA may exercise this p : o P e
Pdr?;nq out insurance or reinsurance contracts without appropriate autho i
carrying : : : !
otherwise prejudicing the interests of consumers.

See, for ex e, Rea I 1) )78 and Other. [ 994 1971 2 BCLC 635 AA) decided under
ple, f ) g9 ¢ C ((_

E 1w Company No. Of 16 il ers Of : "

simila Prov Sl.()a‘H in the Insw rlpncej(_.(_nnpam(.s Act 1982, which was tepldred b} the Financial Services and

Markets Act 2000 ( FSMA )

38.25 Section 122(1) of the IA 1986 lists seven separate grounds ;I?V \;\dthllcrf; ];111:1:;0;:
may make a winding-up order. The most important 15 that Fl:_le chi}rrgama : W o
its debts,! For insurance and reinsurzm.cc companies, aiscsslllnfgf ! : andy“];alance &
The IA 1986 provides two main tests of }nsolw'crlcy—the cas " F o e company's
tests. A petitioner may succeed under either. The cash ﬂov_v t‘c(sit 1; rma“ iy - A
cash flow position. A company is deemed unable to pay 1'@ 1 5865 ey ssdbabe.
one of five circumstances set out in section 123(1) of the IA ‘ ,tor o "
which are that it has failed within three weLTks to satisfy a stlatu' ~tyto o
made for a sum exceeding £750; that it has fal_led in x\fholf: or ll’ldpa.‘.l- B e
on a judgment, decree or order of any court in favourr of va_cllied 1t01],36bts ‘T a—
satisfied that the company is unable to pay its debtsl as L}clici) f32 ue. De
means liquidated, and not contingent or prospective, debts.

5. 122(1) ().
§. 123

L.
9 (1)(e), TA 1986.

indi : ; any i 1 to enforce
38.26 It is not proper to petition for the winding-up of a Lompd(?ylln ?Sd;re; > enforee
payment of a debt which is genuinely disputed. A statutory demand shou
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be use is a di
e }(,d where: the\re 15 a dispute between debtor and creditor
indebtedness itsell However, non-com :

the basis for a winding-up petition, e
& 2]

Z\:;;La;tl: B:I:;stf?fltl)i[’aﬂs to pay an undisputed debt. This will be the case
a5 W YA qi-m?IL;ra; ¢ far' greater th'fm its liabilities when looked at overall

s dints fal{)f[{?dclh ls_fipph‘ed when determining whether the COI’I.I an
Harman ] said'that per;;terrllt(;sgﬁfs;\ﬁfwfm; ﬂcﬂl V;J o Dy St Lfﬂfﬂn)r; CS; pa’
Harman. persis ‘payment of a debt (in this case of £1 15 -
an wmdtiync;:uil; E[di;toolf tl’}];: company to pay that debt and so justified tilleoﬁi-ess};gges‘ted
ol e o e } ‘F)We\f(‘lr‘,-ll, WI.H r}ot be sufficient for a creditor m e
whether or not re apmey tla; insufficient liquid assets to pay all its presently ow; il
o ther o1 not th};tylhenc of such debts has been demanded. In Re C(tj)im[Annmr';zg debt-s
Gitchnge sttt boTnpz}ny could_have_z other assets which could be 1—eal‘€S .
e e U [hcm.fore A est ewdejnce of 11_1ab11ity to pay debts falling due under L:Ed i
e B3 fop e‘: a persistent failure to pay a debt due to the credi o
where liability to that creditor is undis uted by th -
1986] 1 WLR 114 (Ch D). : i

1. (
2. [1979] 1 WLR 170 (Ch D)

" : as to the ver
pliance with a statutory demand m

ven though the company is app

2 h L - 3 -
. d] ernative test f()] lll‘i()lvftll 48 th: f)&]d] 1ce Il 5 t
.;8 8 I € Cy 18 kIlOWIl I e i
COI][paIIS‘ 18 U,dg Ld 1N accor dall((. y 9 4 A

with this test to be insolvent if the value of its a

less than the a its li |
§ mount of its liabilities. F " thi i
STHTH T s e I Lk - For purposes of this test, contingent and
et o ! y ‘en into account. Thus it would be possible for a petit -
(o cstaplish 1 1a company was insolvent under this test where its IBNR claj el
§ assets, even though the liquidated claims against it were less N
Liquidator’s powers
38.29 - i iqui
29 Once appointed,® a liquidator has the following powers:
1 T 3 - H 7 ) -
EQ§ Tge power of sale or dealing with any of the company’s property;
= Th: goo‘\:rer to 1(;10 all acts in the name of and on behalf of thlz cgyr,npaw
: 2 ‘€T Lo borrow on the security of &
- the assets of the :
) The omer o . V O s of the company;
ppomt an agent to do any ine i N
et oy il Iy v business which the liansdator is

(5) The power to do all other
pany.
L. The TA 1986 and IR 1986

things necessary for the winding-up of the com-

lay dow i
¥ down the procedure for appomument of liquidators

38.30 In addition, the liqui ;
iquidator may' pay any class of creditor in full and has the

p VET 1O (k IlyC lp S I llg W 1C ('_‘(] OoTs CTrs (l]le
owe lake a 01 romise or a . cmen
1 1tors or
p TS0O1S Clalmll’lg

creditors. Other than i T T
M- . in the case of a pure” reinsurer, the liquidat i1l i
accordance with the Regulations. 1 or will have to act in

1. Subject to the Urers e
58.48—3((%‘51_ o the Insurers {Reorganisation and Winding U

P) Regulations 2004, discussed at paras

3_8.31 Liquidators will often look to
be. mcreased either by avoidance of ¢
prior to the onset of liquidation or

ae_e.whether LI.Le asscts available to creditors may
}ertaln. transactions entered into by the company
Oy actions agains 5 gui :

¥ §anst persons guilty of wrongful or
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fraudulent trading. In addition, of course, liquidators will sometimes have actions avail-
able by yirtue of the general law: for example, actions for negligence against advisers,
actions for wrongful interference with contract or even for conspiracy or fraud. Specifi-
cally, tran sactions made by a company at an undervalue (meaning by way of gift, or where
rhe'company received substantially less value than the value which it gave) within two
ears prior to the commencement of the winding-up may be set aside by the court on the
application of the liquidator under section 238 of the 1A 1986. Transactions which were
made by the company with intent to prefer a particular creditor (meaning to put that
erson into a position which, in the event of insolvent liquidation, is better than the
?ositi()ﬂ he would otherwise have been in) within two years of commencement of the
winding-up can be set aside by the court on the application of the liquidator under
section 239 of the IA 1986. IA 1986 provides a defence against the reversal of transactions
at an undervalue in section 238(5) where the company acts in good faith, for the
purposes of its business and at the time there were reasonable grounds for believing that
the transaction would benefit the company.

38.32 An action for fraudulent trading may be brought by the liquidators under
section 213 of the IA 1986 against any person who carried on the business of the
company with irtent to defraud creditors or for any fraudulent purposes. The court may
order such a-person to make a contribution to the company’s assets, and any such person

may also be-guilty of a criminal offence under section 458 of the Companies Act

1985.
32,52 An action for wrongful trading may be brought by the liquidator under section

914 of the LA 1986 against any director or controller of the company where such a person
carried on the company’s business at a time when he knew, or ought to have known, that
there was no reasonable prospect that the company would avoid becoming insolvent, and
failed to take every step to minimise the loss to the company’s creditors. A director found
liable for wrongful trading may be ordered by the court to contribute to the company’s
assets and may be disqualified from acting as a director for up to 15 years under section
10 of the Company Directors’ Disqualification Act 1986.

Effect of liquidation on f)olicyhola’ers

38.3¢ The making of a winding-up order in respect of an insurance or reinsurance
company has a number of important effects on its relationship with its policyholders:

(1) On the making of the winding-up order the policy will be terminated and all
cover under the policy will cease. Cover under policies or treaties issued by an
insolvent insurance or reinsurance company terminates on the date a winding-
up order is made against the company or on which the shareholders (or the
company) resolve to put it into voluntary liquidation. Where a policyholder
has paid premium in advance, it is entitled to a pro rata return of premium,
which it can set off against any debts which it may owe to the insolvent insurer
or reinsurer.! If the company does not go into liquidation, the policies do not
terminate: this is one of the reasons why an alternative solution to liquidation
may be sought.

(2) Time does not run under the Limitation Acts from the date of the winding-up
order in respect of debts owed by the insolvent that are not statute-barred at
that date.? This exception relates only to rights or remedies affected by the
insolvency, and so would not apply to secured creditors’ rights,®> but it does
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extend to claims presented under the Third Parties
Act 1930, Financial Services Compensation Scheme Lid v,
which the Court of Appeal held further that creditor
by the fact that the primary limitation period had
mencement of the winding-up if the creditors W
section 14A of the Limitation Act 19805 Time con
debts owed to the insolvent company and thus a |
proceedings against debtors of the com
period.

(3) Rule 4.91 of the IR 1986 provides that all sums due to and owed by the
insolvent company must be converted into their sterling equivalent at the date
of the winding-up order, or if the liquidation was immediately preceded by an
administration, on the date that the company entered administration. The
conversion rate will be the Bank of England middle market rate at thag day,
Any interest which is payable to the liquidator on any sums due must alsg pe
calculated in sterling and paid in sterling when the sums due are actually paid,
This rule is one of many that encouraged the more flexible scheme of arrange-
ment route to be used in the case of most insolvencies in the London market

during the 1990s, because so much of the business of the insolvent companies
was transacted in dollars,

(Rights Against Insurers)
Larnell | Insumnces) Lidip
s’ claims were not affecteq
expired prior to the com.
ere entitled to rely upop
tinues to run in Tespect of
iquidator must Commence
pany within the relevant limitatjop

1. Transit Casualty Co. v. The Policyholders Protection Board [1992] 2 Lloyd’s
2. Re General Rolting Stock Co. Lid (1872) LR 7 Ch App 646.

3. Cotlerell v, Price and Others [1960] 1 WLR 1097.

4. [2006] Lloyd’s Rep IR 448,

5. Discussed at paras 42.40-49 46,

Rep 3538 (Ch).

Proof of debt in lgquidation

38.35 The EA 2002 has abolished the Crown’s preferential status in relation to debts dye

to the Inland Revenue for unpaid taxes, Customs and Fxcise for unpaid VAT and ajs¢ m
relation to social securi ty contributions.

38.36 The general position of the creditors of i
companies is the same as those of an
proofs of their debt to the liquidator
their position, however, is that the m
pany may well be contingent or unas
liability will arise on a
liability

nsolvent insurance and reinserance
y other insolvent companies. Theysaust submit
in accordance with the TR 1986, One peculiarity of
ajority of creditors of an insolvent insurance com-
certained creditors, It may be unclear whether any
particular policy for some time to come, or it will be clear that a
is to arise but its quantum will be undetermined. In general:

(1) A claim under a policy may be proved in the usual
of the insurer has been ascertained by
award.

(2) The liquidator must estimate the value of the
necessary, where the creditor’s claim is contingent or unascertained.

(3) Many policyholders’ claims will be in respect of policies which straddle the

period before and after the making of the winding-up order. In respect of the

period after the winding-up order, when cover has automatically been termi-
nated by the winding-up,

the policyholder will be entitled to a o rata return

manner where the liability
agreement, judgment or arbitration

policy, and no proof of debt is
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. ) licui-
f jum. In respect of the period before the winding-up o1 der, the liqui
f premiurm. > . . 13

((jiailr will need to value the expired portion of the policy.

; s a1n U ﬂ& L.
b b (0] a. y (he
V e a ¢ meent or L C taimnec

\11L| ont g 1 1nascer € l [lf‘ 1 ecomes scertal e[l (

" should admit the claim in the liquidation for the

riod of the liquidation, the liquidator
2 1
ascertained amount.

1. McFarlane’s Claim (1880) 17 Ch D 377.

5 icies in liguidation -
Valuing policies in o - L (“TWUR™) for

Provision is made by the Insurers (Winding Up)_RulL; 2‘2.1()1’.1](1“5%_[11) i
38.3§ T th long-term and general policies after the making of a o TR
mlum-g k::Oof arlygconﬂict be%ween the IA 1986 and the Iyﬂﬂl{i th?et: ﬁht valuation of
i e“leﬂTh eat difficulty in the case of most Insurance Inso Ven;l RS ot estimate” of

rail. Lhe gr - : L i ioe ake a “juste :

g ,L & ascertained claims. Liquidators are obhg‘f1 e : 5 . ause it
anuﬂgen‘-F :!unjlsaci;llta}iiz cannot refuse to admit the claim to proof simply because 1
the value of the ¢l R

is contingent or ynascertained.

1. 81 2001 No. 5022
| iinnietatin

i) . it was held that provi-
9 Tiv Transit Casualty Co.v. The Policyholders Protection Board, " it }:mbw\rUR o Ic)i o
Ti 1 Al L - . - e :

i 38‘.St'1a“have been substantially re-enacted in Schedule l od td o B i)OHdeS
slo_ﬂb: nies for the valuation of all contngent and uEaS(T:g\IE{:{n,e o the_ ksl
e i .. In practice, however, the IW a Tran: :
lassitied as general business. In practice, i
: »“"11.‘-3 litt%e guidance as to how this is to be done. InbsomL [}ed . 2
ase give ] . Ll . or ut
. ifion is made for actuarial estimates or evaluations to be app
prov §

: «’s Rep 368 (Ch D). - . g
‘i. ]E'i)?Lf\ani];i?}:i S375‘).?220.2 of the Missouri Re\:sefl Statutes 1
Insﬁm.nce CU Trust 937 S.W.2d 213 (Mo. Ct. App. 1996).

084, considered in Angoffv. Holland-America

Reduction of tnsurers’ liabilities ) T
: its : t to reduce the value
i MA permits the cour L insurer s
40 Section 377 of the FS 1 B B s
?fs 4t?‘acts where it is unable to pay its debts. Effectively the (‘:ojuﬁ tmn;’{;ance uch terms @2
'CI:On es fit, reduce the insurer’s liabilities. The consequenccslfdm Ie1 :
it sees 2 S ‘ : Lo ret
seeking ;nv such order should, however, be carefully consi

o G » 38,199,
1. See further paras 38.67-38.71, and 38.97-38.122

The Financial Services Compensation Scheme

i 4 ablished under Part
. . + e ‘heme (“FSCS™), establishe Pz
> Fi Services Compensation Sc : . e hcies
zg\'fﬂf rfthF gﬁj‘f 1;1:[(1&"1;&@ protection to policyholders who hold certain classes of poli
of the ; S >

. g i
: onomic Area state,

i 1 by insurance companies in the UK or another European Ec

issued by

tile Ira 2 any (i I C( e 1T S(?l‘('! (8] a8 (lE( la[Ed mn deiault on ox
ce COInp m questio b anu Wi
nsu i

inst insurance ies which became insolvent

ai ainst insurance companies : ne ¢

ecember 2001. For claims ag . s, s of pr

?)?E;Te}rc? declared in default before this date, the rules arnd ?;éliti:u D e e
exis\tinq compensation schemes will apply, although the S wil

claims.
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38.42 While the FSCS was set up mainly to prote

ct private individualg
certain restrictions)

» small businesses (those with an annual turnover
million) are also covered. In summary, the FSCS will compe
full for the first £2,000 of a protected claim and thereafter for 90% of the balance of the
shortfall sustained by reason of the insolvency of the insurance company; the figure goes
up to 100% in the case of compulsory insurances, such as third-party motor liabﬂity and
employers’ liability together with mesothelioma claims which are dealt with under COMp
4.4 of the COMP section of the FSA Handbook of Rules and Guidance. Reinsurance com-
panies are excluded from the operation of the FSCS, but Lloyd’s sy
FSCS will, however, only step in to compensate a Lloyd’s policyhold
unable to make good any shortfall from the Central Fund.
38.43 The rules of the FSCS can be found in the COMP section of the FSA’s Handboop.
The FSCS is financed by levies on financial services organisations. There is power for the
FSCS to take action to safeguard policyholders of

a specified class of insurance com-
panies that are in financial difficulty, even if they have not formally gone into liquidation,

If the FSCS pays a claim to a policyholder, it will usually take an assignment of that
policyholder’s rights against the company. As a result of the Insurers ( Reorganisation ang
Winding Up) Regulations 2004! and of changes made from previous policyholder pro-
tection measures in order to reduce the number and categories of eligible claimangs,
there is perhaps less likelihood of the future cost of policyholder protection u]timately

being as significant for the insurance industry as was the case with certain insolvencies in
the 1990s.

(subject ¢q
of less thap £
nsate such policyholderg in

ndicates are not. The
er if Lloyd’s hag been

1. See paras 38.48-38.51.

Role of the FSA

38.44 As the regulator of UK incorporated insurance
FSA may wish to intervene in

Two of its four regulatory obj

and reinsurance companies, the
any procedure relating to the insolvency of a UK insurer.
ectives are the maintaining of market confidence and the
protection of consumers. Part XXIV of the FSMA gives the FSA power to be heard at wny
hearing in relation to a voluntary arrangement, application for administration or wpd-

ing-up. Insolvency practitioners have various duties imposed on them to reporito the
FSA.

38.45 The FSA also has powers to apply for administrators or liquidators to be
appointed. In the case of long-term insurers, the FSA has power to intervene in applica-
tions to the court to reduce the value of one or more of the contracts of long-term
insurance effected by the insurer. The court is given a discretion to reduce the value of
one or more of any insurer’s contracts instead of making

a winding-up order, on such
terms and subject to such conditions

as the court thinks fit.

Accou’n,t:ing issues

38.46 There are various £

actors that may affect the choice of procedure for resolving any
solvency

difficulty that an insurance or reinsurance company might have.
company will have no shortage of cash when its insolvency
almost always lies in inadequate reserves for futur
available to investigate the most appropriate solu

Usually the
is identified (the problem
¢ claims), so resources ought to be
tion, which may well be other than
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: g a taxation per-
There may be significant disadvantages—{or example fi omt [anon Eess
1}11;3 returns available on investments, the ability to preserve Eilr olR ¢ asiness
: 1 i he
g caucratic requirements o
ern and some of the bure . hEh : Lose e
1to liquidation rather than being made subject to some form

fiquidatio
5 ecﬁ\r’ey t
R a going conc
pusiness is put ir
g-an'lsatl()l'ln

Agailability of insurance business transfer schemes
o

i hole or part of an
The procedure under Part VIT FSMA pursuant to which the Wtﬁj:; Olilc)yhol dors

E ’ bfsiness can be transferred to certain other insurers, so - P A

i s bus ; ! na

ol %e automatically novated (and possibly other assets transferred), may

jghts ar . -

e Lral sfer proce(lure_ is cunsidcred in more detail at paras 37.5-3

l 1 ' 2l (‘l?,tﬂ 5
rance fl ?, s é ; (4 p Oﬂty ver Cia' A} Oj f»h/, u?lse‘(,‘u?&d (4
nsuUrance ALy Frvet P 0 PN oLher TE ¥

iority giv i i winding-up of a UK insurer is set (.)llt

g e ?rdérﬁff Tl(iEga%;;inafdcﬁfzﬁﬁifgné?;e Regula?iorlljs 2004_ (“the Reorg‘ar:fsla-
g Insm‘?“ (”'e }5"5%1‘6 replace the original 2003 Regulations, which Welre Passe 11(;
jion Regglatloﬂ? ‘) t ;n EYU Dpirccliive in the UK on the reorganisation and winding-up o
e lmpler%-e 1k nos. The Reorganisation Regulations, which Flo not apply toﬂpuflc
i ”‘f.d .r(tia ggt'aﬁer the payment of preferential debts, “insurance debts oAa,
Tﬁ'mﬁur‘"% ?io"_l i eb ?'n wound up must be paid before all other uns.ecured d-ebts. Vn
N th‘al ’1’5' ud%bt for which a UK insurer is or may become hablel, put SL}a;'llt tc])r
“in:.:lranc_e d:bt lrsaj;ce to a policyholder or to any person who hgs a chfrect rig t (;_
) t_UnU"aCL_ : m}fut 'niulier It includes any premium paid in connection with th; 11:1§un
et tla'& 111 ihc ir;surer may be liable to refund. The insurance debt de [lrltlf) ‘
g Comfa:d o e claims Schemfes of arrangement under Part 2(?) of the Cc?_?llparae;
EXCIUde% lemsura;nﬁ within l;lle scope of the Reorganisation Regulat_lops, bu_t wi n};) t
- 2'00() - HO't'a'bl option for non-UK EEA insurers because .1t is unhkely_ ‘t at a
B i & fe?l' - a F':J.imt such companies will be achievable while a scheme 1s Abell)ng‘
m01.‘at01"1um fOI’f d]mlslcg thc; EU Reinsurance Directive' is implemented by all mu{lJ Ig.
deiig'in?i}hgl?‘l:;f?eguire those states to enact provisions similar 1;0Eg tl;;)sc (())i; S?;?litv Osf
?Itfsli"ance business transfer regime under Part VII of' thf: FS?&L’SS. midzuy’ o ﬁon_

.s for non-UK entities may well arise, by way O.f a tWO-bL.EP process: e
Eﬁe?;jngss would be transferred to a UK authorised entity under theh(‘);m -Z Cjould o
tion’slprovisions equivalent to the FSMA Part VII rc:glr?le, 9;?1(2 L:?]:; ; ;: o happoned
implemented in respect of the business transferred to b]e. es; e e 0
in relation to Deutsche Ri'lckversich_erung AG, V\CFlhOSC usines:
England with a view to a scheme being proposed.

1. See paras 5.8-5.13. )
2. See paras 37.5-37.36.

i it of the

38.49 The exclusion of pure reinsurers and reilnsuran‘ce clfmns tg&r"rclht:; Z{r;l;fe?:l the

Reorganisation Regulations has certain commermzﬂ r'flmlf{c?ugl}zmsurcrs s Sl

ancelfrequently take into account the setcunty‘of pl.Opr(“, v s wiies

their business. If a buyer of reinsurance is placing buslmess wi S e willb
or has been authorised to write, both insurance and reinsurance,
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adversely affected if the reinsurer gets into financial difficulties,
receive nothing on an insolvency if the reinsurer’s funds have
ments to direct policyholders which will take precedence over d
ance arrangements. The purchaser of reinsurance may therefore try to neg
readjustment or perhaps make a decision not to buy reinsurance from any company
other than a pure reinsurer. Correspondingly, a seller of reinsurance that alsg Writes
insurance should consider splitting the business so that separate entities write either
solely reinsurance or solely insurance.

38.50 The Reorganisation Regulations contain certain administrative re
including notification and reporting, detailed discussion of which is be
this book, but which may encourage those associated with the com
scheme of arrangement under Part 26 of the Companies
outside the ambit of the Regulations.

Potentially,
been exhauste
ebts owed unde

it could
d by pay_
T reingye
Otlate a priCC

quiremems,
yond the scope of

Pany to pursye
Act 2006, as such schemes fall

Application of the Reorganisation Regulations to Lloyd’s

38.51 Applying the EU Directive to Lloyd’s proved difficult because “the association gf
underwriters known as Lloyd’s” (which is the term used to refe
undertaking within the context of Community law) has
quently, the Insurers (Reorganisation and Winding U
“Lloyd’s Reorganisation Regulations™) were introduced on 10 August 2005 to impose on
Lloyd’s the same conditions with regard to reorganisation measures and winding-up
procedures as had already been put in place for all other UK insurers by the Reorganisa-
tion Regulations. For action to be taken under the Lloyd’s Reorganisation RegulationS,
it must appear at least likely to be the case that the Lloyd’s insurance market as a whole
does not, or will not, meet the solvency requirements set by the FSA. In this scenario, the
principal objectives of the Lloyd’s Reorganisation Regulations are (a) to preserve or
restore the financial situation of, or market confidence in, Lloyd’s; and (b) to assist in
achieving an outcome that is in the interests of members’ creditors and insurance
creditors in particular.
38.52 Either the FSA or the Society of Lloyd’s, or both, may apply to the cout for a
Lloyd’s Market Reorganisation Order (“LMRO™) and, once obtained, the LMRO will
protect those to whom it applies through the imposition of a moratorium on4jl proceed-
ings or other legal process against them. As soon as an LMRO is made/itie FSA must
inform every other EU regulator that the order has been made and coramunicate its
probable effect on the carrying-out of contracts of insurance at Lloyd’s and the rights of
policyholders under those contracts. Once an IMRO is in force, the main body of the
Reorganisation Regulations, with amendments to tailor them to the special nature of the

Lloyd’s market, will operate under the supervision of a court-appointed reorganisation
controller.

T to the regulated
no legal personality. Conse.
p) (Lloyd’s) Regulations 2005 (the

SCHEMES OF ARRANGEMENT UNDER PART 26 OF THE
COMPANIES ACT 2006

Introduction

38.53 Until the amendment to the IA 1986 in the ea
which made administration and voluntar
insurance and reinsurance companies,

rly years of the present century,
y arrangements possible solutions for insolvent
schemes of arrangement under Part 26 of the
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i ; 8 anies Act were
ies Act 2006 which was formerly section 425 of the 1980hbompldil-?t \(;:;. ;][er
> ith i insolvencies and, despite the availability of alter-
- 1 with insurance nsolvencies and, desp
only used to dea! _ availabiliyy of alier
coﬂ?m Prbccdurcs, such schemes still represent the procedur; resort e g
ke king an arrangement is to prevent the comparny il
. The purpose of making 1 _ : . any o heg
E fi : heme is an avoidance of expenses
ts of such a scheme 15 ¢ ' R
up. One of the benefi . v , S
wour;?e ilrjl a liquidation, enabling creditors to recover a large_:lrl pm}z)oLLlun; i(;pense vy
k- it i iqui - takes over he will probably
¢ : the liquidator takes
r benefit 1s that when y dispense Wit
Anoih:f the staff and certainly existing management. In a scheme of arrang
- i . run by existin management.
any may continue to be run by existing gem ‘ . N
mmpBaIYAs n}otcd at paragraph 38.50, the Reorganisation Regulations d(lannot a}pp y ©
k. e h f arrangement will now have
s of arre t. Draftsmen of schemes o e :

- 96 schemes of arrangemen . ol : - o have 10
K. 26 mind the new order of priorities outlined above, as unless goh(‘.} holde.rl " Enale
. reditors, or there is a good commercial 12 x

jority i ured creditors, or ther g ra .

- same priority over other unsec ek : ; : —
N Sant (lgcj)ing s0, they can be expected to vote against a scheme. The adn::l ; Cacn o
. ( , J i i i - ostly) ¢
. rSrements of the Reorganisation Regulations (which are likely to prove costly
i ; - £ art .

1 C arrangement. '
oided by the use of a scheme o { o R
a‘(f);lsdgﬁ Pz scheme of arrangement, if approved by a majority in num?)er, rcpxde?f o Cq

. i i : > credi i S, an -
i fach class of creditors voting at the creditors meetngs,
e s b i ] ing those who either did not attend
-oned by the cour, is binding on all creditors, including those
nor Y :] ;i ‘ 7
a meeting, o1-who did attend but voted against the schegnc(.:l ol by
56 . i iate majorities to he deter )
2arn 20 1 s the appropriate majorities re e U
38.56 Tar. 26 requires i o 1 the provisonel T
» 1 surance Co. Lid,! the p
=\l “class” of creditor. In Re Hawk Insu : -
B 25 vk : : rangement under whic
dators of Hawk Insurance Company proposed a scheme (.)f anin.ge‘ S
5 ments would be calculated by reference to 100% of admitted claims, bu zled <
%% - ; i i r reported.
EUE%; and 75% of losses which were outstanding or mcuned%)}ul, lfloi inga]lce ada
i is at a creditors’ meeting. The firs ; g
: ) dthout dissent at a creditors’ mee “
it oo ision for scaling down payments 1
sanction i ounds that the provision for scaling _ ent
refused to sanction it on the gr . . _ S
elation to outstanding losses and TBNR claims meant that the_credltor; dldjll Ll intd
; single class for the [;urpose of approving the scheme. The (J((;'u; t of ILPL(ZE ;mv diﬁér,
‘that ighting i i ivide not reflec -
i isions hting in relation to dividends dic y d
held that the provisions for weighting D e o,
' j credi id the scheme create differen .
he rights of creditors, nor did t : : s L
o ; . of creditors with a common interest in achieving a relatively
There was a single class of creditors vith o i acen:
simple, inexpensive and expeditious winding-up of the company':
w3

Compal'l

1. [2001] EWCA Civ 241.

38.57 In Re Equitable Life Assurance Society (No. 1) Lloyd | -appn‘Jve;d tgzli(;it;ilztlgg tp;é
forward in Re Hawk Insurance Co. Lid, that the purpose_: of LlaSSEi: ? I?({:‘1 'en.dv ing a2
scheme of arrangement was to link creditors whose r}ghts werglsudla iy simllar 0
to allow them to consult together in their common interest. L oy Ja Lh held thay e
terms of Part 26 allowed the court to direct that the I_TlEl_]f)I‘l[y vote mde;’clri: C-ﬂcu_lating e
ascertained by reference to the value of §ach creditor s 7](;]?1.1?1"1 ’a{[;' ! difgerem pa}ts ©
majority by value, creditors could vote in different ways with respe
their claims.

1. [2002] BCC 319.

. nt € s5¢hn 1€ hee ff(i S ope Y (:16(1 tor Wh (10(.5
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PIE'\EIll th 15 hdppffl ng, 1he (.()I”Pan} ma}* pI( sent a Pttlt]()ll fO] 1Ls Own V\l“(ll[lg‘llp dll(l
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38.58

Insolvency Procedures and Techniques in Reinsurance

Lo obtain a provisional liquidation order or go into administr
advantage of a stay of proceedings.

38.59 The procedure requires the court’s approval of the scheme in addition ¢q the
approval of the creditors, The legislative intention behind this provision is to Protect the
minority of creditors who would otherwise be bound by a scheme to which they may

cither have objected or of which they had no notice. Both reinsurers and the court ywij
be concerned to ensure that the scheme takes i i

_ It - all creditorg
As a consequence the court will not approve sche

creditors will not be prejudi
where an application was made i

ation in order (o obtain e

n a solvent scheme in
ad gone into run-off in 2002 and faced vario
products or environmental liabilities such as ashestos, pollution and rel

hazards. The application was challenged by a class of creditors whose
involved IBNR. While the scheme proposed that IBNR creditors be
claims, the IBNR creditors were unhappy with the manner in which t
be assessed and valued because the IBNR would be given a valuati
amount to the full indemnity that the IBNR creditors might expect t
off were allowed to proceed to its natural conclusion.

relation ¢q
us long-tajl
ated healip
claims primarily
allowed to submjt
hese claimg would
on that would not
0 receive if the run-

1. [2005] EWHC 1621 (Ch).

38.60 Only one creditors’ meeting was convened. At that meeting, the IBNR creditors’
complaints were overruled by the majority of creditors and the scheme was approved,
When the scheme subsequently came before the court for approval, Lewison J upheld
the IBNR creditors’ challenge and refused to sanction the scheme, ruling that the single
scheme meeting was not properly constituted as creditors with accrued paid claims (who

one hand, and creditors with IBNR claimg
on the other, effectively had no common inter

together into one general body of creditors.

38.61 In the immediate aftermath of Lewison J's judgment, there was
legacy market that the BAIC case could lead to problems w
solvent schemes where there were creditors with significant
feature common to many schemes). It does not appear, ho
have materialised: a number of schemes have been
one relating to the Mercantile and General Re

scheme meeting was allowed, although formal reasons were not given by the Scottish
court which heard the application). In addition, Warren I in In the matter of Sovereign
Marine & General Insurance Co. Lid and Others' provided guidance on how Lewison J’s
Judgment in BAIC should be applied to future schemes. Warren | stated that the appar-

ently general statement made by Lewison J—that creditors wi

with IBNR claims and credi-
tors with accrued paid claims had no common interest and

together into one general body of creditors:
him and in particular in the light of his

different types of claim in a solvent run-o
rise . . . Each case will . ., .

concern in tlc
ith the sanctioning of fiture
unknown IBNR expostre (a
wever, that these dift culties
approved subsequently.( wicluding
insurance Co. Ltd in which a single

therefore could not be put
“must be read in the light of the facts before
analysis of the rights of policyholders with
ff and the uncertainties to which they give
be heavily fact-dependent.”

L. [2006] EWHC 1335 (Ch).

38.62 On the facts of Suverezgn Marine, Wa

rren | found that creditors with IBNR claims
and creditors with claims for outstanding lo

sses had very different rights and, therefore,
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pd m th 1< ‘ Ot 1 any

d I ot tak

coul sl 3 t retain any
ut forward. /ed, however, the court does no
scheme€ P scheme has been approved, however,
1ce a scneme s
38.63 Or

ot reditors, for
‘scretion to vary the terms of that scheme on the a,pphcatloé; L;fnc(:tj‘;gr (m}mm
residual discretio gl Lﬁﬂ time limits for lodging claims: SEt: Kempe centis . uase
example, by exten 1 nj% surance Ltd) v. Ambassador Insurance Co. (In U‘]"’:‘*‘b(f If\ v;lrie d on
Liquidaﬁﬁ_TS of M‘?Z?{)r en w:n;h Bermudian law. Schemes have nevertheles?h Lt‘,e o .prcmld_
decided In Z}CCOI. ‘dEC ompany, usually to bring about closurfa of the sc erln i , o
the application o't féf: fms prog;essed to a position where it is le§s dlfl;L'c.u t ;)re, |
ing, 0N t1-16'r'mt-of0r a c?u—off pursuant to which all outstanding claims al
actuaria

1. [1998] 1 WLR 271 (PC).

Voluntary creditors schemes

Yy Pr s is a scheme of arrangemenF r_n.ade by
B ?hemﬂti‘fe tc') thi:tca;i(;lyt (I))fl i)liz(il;z:itlors. This method offers ﬂex1'blhtﬁfoa'(1£}cll
COﬂ[raiLW]th thriur‘*zrclllglt:{av a“ssociatcd with the statutory proccdurffl.ei:ﬁ? g?edggditors
O ever, ohidly iy i ance scheme, because ge N
ias, e ”_“1;!’-3_13/ m'ﬁe ]US:S;]Ca})::ﬁ?é?;‘g;ﬁ(l and will not be a.ble to _bf?neﬁtsf; ;Ii:;
B mhczlwl;l It}(ljf- contractual arrangement. Therefgre, Lf z‘tssels ai;;t;rs 2
e bou'n" tl?;ll oﬁligations at the expense of the umder_ltlhed cilcate g,
LTS COU‘;‘C_ tors may be open to a claim for damages at a later] 1.H,1.ited .
S T"I‘g; ylamd ;}zfusil;clc such contractual arrangements can at:i)est ;rli;'ea()fr(;r};nl C;f od s
i . o & ant of individual contracts and no
within the ambit of the settlement of in

3 —— ith creditors.
arrangement w

jecti f a scheme | |
o n particular circumstances, anq
hes are recognised by practi-
as they arise.

i > 1ts ow
$8.66 The objectives of a scheme will depend upon :1 o
flexibility is the key to any successful scheme. Two ’pgd A
i s: flrst a run-off scheme where claims are assess D thors, fo, gt Thi
;1012;;1. of t,he claims being paid in full a payment pcéff;e g(r) e e Tl
nste: { s |
i a conservative , ‘ e
[ centage is based upon ol ; I s e i
Fa{’ﬁ{e}“ pe:i atssel:?T in the estate and additional amounts wﬂLSgtLéeconpdly iy
1abilities an ,‘ 1 _ ) o . | |
e 18 tainty (“the run-ofi app . . B e Tie
ade and there is more cer y ("th ! R o
are mfldi is used where creditors are invited to submit thend -Cldicamrybased o ot
approac %11é11 agreed or adjudicated by an 1ndependelnt a i]u b e el SIS
' 2 - o AT
Clamdﬂl'5 df f;'Iaims together with an estimation of IBNR Cla.ll’l’l,b W ;1(:1 M
S'taﬂ m'éd lines contained in the scheme which have _been .1.::(:_ p .and 'qancdoned o
uonlgmf ek: cheme being approved by the requisite majority s
result of the s
i i iven to
iy the terms of the scheme, consideration should be give w0
e termos o oo i rerie m this source usually
1 szfﬁ 7t\(’:llllethe terms of contracts of rctrocessmr?. Recoveries 1rflroanieg e
%ts . ech for a significant proportion of assets of rcmsura.nce c;) rEake ﬂ,le ot
“CCOLE as a result of the effect of the scheme may ultimately T v
recot"f . tc; creditors. As a consequence the terms of the two types
tractive 3 1

ilj -over these assets.
to protect the company’s ability to recover these as
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