FOLLOW THE SETTLEMENTS

The Questionnaire and Notes for Guidance

This is a revised version of a Questionnaire originally prepared in 1999, which led to the publication of “Follow the Settlements” by Lloyd’s of London Press on behalf of the Reinsurance Working Party, in 2000. The present Questionnaire asks for more or less the same information as the original Questionnaire, but has been redrafted in some significant respects and updated to deal with particular matters which have arisen in the last five years. 

The Questionnaire is divided into five parts. The first part seeks to ascertain the relationship between insurance and reinsurance terms, as this has an important impact on the effect of follow settlements. This information was sought under the earlier Questionnaire, but not as a question in its own right. The next three questions deal with: the position where there is no follow the settlements clause; the position where there is a follow the settlements clause; and the position where some other form of wording is used, most importantly, follow the fortunes. More or less the same questions, with slight variations according to context, are asked in respect of each of these three situations. Question 5 looks at contractual restrictions on follow the settlements: in the earlier Questionnaire, Question 5 was treated as a part of the other questions and was not set out separately.
It is appreciated that many of the points raised may not have been considered by the courts and may not have been the subject of legislative provision. Respondents are, accordingly, asked to give their views on the likely answers, and – where possible – to obtain the views of underwriters and claims managers as to what they regard as the effects of follow the settlements and related provisions.

1 The relationship between insurance and reinsurance

Is there any rule that the terms of the direct policy and the reinsurance are to be construed in a back-to-back fashion, e.g., that the words in the insuring, exclusion, duration and aggregation clauses of the reinsurance are intended to mean the same as those in the direct policy? If so, is this the result of the incorporation of the words of the direct policy into the reinsurance, or by reason of the operation of a presumption that the two contracts are to be construed as back-to-back?  Does the back-to-back principle continue to operate if the words of the insurance and the reinsurance are different, or if the words are the same but are subject to different applicable laws?

The purpose of Question 1 is to ascertain whether there is any operative principle which attempts to unite the terms of the insurance and the reinsurance. The “full reinsurance” clause which operates in many markets provides that the terms of the reinsurance are “as original” (or some equivalent phrase). This has been taken to mean in England that the terms of the insurance are incorporated into the reinsurance, and override any inconsistent express term of the reinsurance. Even where there is no incorporation, there is a presumption of back-to-back cover under which the reinsurance is to be construed in the same way as the insurance even though different words or used or different governing laws are applicable.

2 The General Law

(a)
In the absence of any express contractual provision requiring the reinsurer to follow the reinsured’s settlements with the direct policyholder, do the courts or the markets recognise an implied term requiring the reinsured’s settlements to be followed? In particular: 
(i) 
Is the reinsurer entitled to challenge the factual basis on which the reinsured has settled, e.g., whether or not an insured peril has in fact occurred, the amount of loss caused by that peril or the absence of fraud by the policyholder?

(ii)
Is the reinsurer entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, e.g., that the peril falls within the scope of the insurance policy and that the insurer has no defences against the direct policyholder under the policy?

(iii)
Is the reinsurer entitled to challenge the manner in which the reinsured has classified the policyholder’s claim where, as a result of that classification, the claim becomes one within the scope of the reinsurance agreement?

(iv)
Assuming that the reinsurer is not entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, does the reinsurer have the right to rely upon the terms of the reinsurance agreement in order to defeat a claim?

 (v)
Assuming that the reinsurer is not entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, is the reinsurer’s own right to rely upon the terms of the reinsurance agreement as against the reinsured lost where the reinsurance agreement and the direct policy are framed in identical terms, e.g., where the terms of the direct policy have been incorporated into the reinsurance agreement or where they are to be construed on a back to back basis?

This question is concerned with the situation in which the contract does not contain any follow the settlements provision, and asks whether the law implies into the contract any obligation on the reinsurer to follow settlements. An obligation to follow settlements potentially encompasses three different matters: the factual basis on which the reinsured has settled - Question 2(a)(i)); and  the legal basis on which the reinsured has settled – Question 2(a)(ii). The remaining questions are concerned with the scope of the reinsurance agreement. Question 2(a)(iii) asks whether the reinsurer is bound to accept the classification of the loss adopted by the reinsured — it is the law in England, for example, that the reinsured is entitled to classify the loss in the manner most favourable to himself provided that as a matter of law the loss can be so classified. Question 2(a)(iv) asks the basic question whether the reinsurers can rely upon their own policy terms to deny liability: it is anticipated that this will produce a “yes” from all respondents. On that basis, Question 2(a)(v) raises the problem which occurs where the reinsured has reached a bona fide and businesslike settlement with the reinsured on the terms of the direct policy, but the reinsurer seeks to rely upon the identical wording of the reinsurance (whether incorporated or presumed to mean the same, as identified by Question 1) to argue that there is no coverage under the reinsurance. Is the reinsurer’s separate right to rely upon its own policy wording lost in this situation? If not, it may be that the follow the settlements clause is undermined.
(b)
Where a follow settlements obligation of a general nature is to be implied, is that obligation removed where the reinsurance agreement requires the reinsurer to follow the reinsured’s settlements in a particular respect only. For example, if the law implies a term that the reinsurer shall follow the reinsured’s settlements both as regards the facts found by the reinsured and as regards the legal basis on which the reinsured has settled with the insured, and the reinsurance agreement states merely that the reinsurer cannot challenge the factual basis of the reinsured’s settlements, does the reinsurer thereby deprive himself of the right to challenge the legal basis of the reinsured’s settlements?

Question 2(b) raises the possibility of a limited follow the settlements clause. The issue here is whether, if there is a general and wide implied obligation to follow the settlements, an express follow the settlements clause which is of a narrower nature simply supplements the implied obligation or whether it has the effect of supplanting that implied obligation. It might be argued, for example, that by making limited express provision, the parties have agreed to exclude all wider obligations, but it may equally be argued that by making limited express provision the parties had not considered other aspects of the duty and that the implied duty should continue to operate.

(c)
Assuming that the reinsurer is obliged to follow settlements, to what extent does the reinsurer’s duty extend to the following sums:

(i)
Payments to the direct assured which are made by the reinsured knowing that there is no legal liability but on the basis of other commercial considerations, e.g., maintaining goodwill between himself and the direct assured?

(ii)
Payments made to the direct assured which are made without investigation of legal liability, but on the basis, e.g., that the claim is too small to merit challenge, and in particular does the fact that such a payment is described as “ex gratia”, “without prejudice” or “without admission of liability” affect the reinsurer’s position?

(iii)
The reinsured’s defence costs?

(iv)
Exemplary damages or punitive damages awarded against the reinsured in favour of the direct policyholder, e.g., for failing to settle in good time or in good faith?

(v)
Interest awarded against the reinsured for late payment, particularly where the delay is the result of the reinsurer insisting on further investigation?

(vi)
Sums for which the reinsured has agreed to accept liability under a settlement carried into effect by the Asbestos Claims Facility under the Wellington Agreement?

(vii)
Commutations?

Question 2(c) asks respondents to consider the position in respect of various forms of financial liability which might be faced by the reinsured which fall outside the terms of its direct policies. Most of these matters are straightforward, although some further mention is necessary of items 2(c)(i) and 2(c)(ii). Question 2(c)(i) is concerned with payments which the reinsured makes knowing that there is no legal liability to do so, but which are regarded by the reinsured as necessary in the interests of, e.g., maintaining goodwill — most jurisdictions do not impose liability on the reinsurer for pure ex gratia payments of this type, and the question seeks to ascertain whether this is the position in all jurisdictions. Question 2(c)(ii) is rather more complex, and concerns payments made by the reinsured which may or may not be based on legal liability, but where the reinsured considers that payment should be made for reasons of convenience, e.g., that the sum at stake is too small to be of concern. This type of payment is plainly not one falling within Question 2(a)(i) and (ii), as that arises where the reinsured has settled on the basis that it does face liability, nor is it one within Question 2(c)(i), which involves the case in which the reinsured is plainly not liable. Payments of the type covered by Question 2(c)(ii) may be described as “ex gratia “, “without prejudice” or “without admission of liability”, and respondents are additionally asked whether these expressions have any particular meaning attached to them by law or in the market, and whether the use of any of these expressions has any effect on the reinsurer’s liability to the reinsured for them.

3 Follow the Settlements Clauses

(a)
If the reinsurance contract contains an express follow the settlements clause, is the reinsurer obliged to follow settlements? In particular:

(i)
Is the reinsurer entitled to challenge the factual basis on which the reinsured has settled, e.g., whether or not an insured peril has in fact occurred, the amount of loss caused by that peril or the absence of fraud by the policyholder?

(ii)
Is the reinsurer entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, e.g., that the peril falls within the scope of the insurance policy and that the insurer has no defences against the direct policyholder under the policy?

(iii)
Is the reinsurer entitled to challenge the manner in which the reinsured has classified the policyholder’s claim where, as a result of that classification, the claim becomes one within the scope of the reinsurance agreement?

(iv)
Assuming that the reinsurer is not entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, does the reinsurer have the right to rely upon the terms of the reinsurance agreement in order to defeat a claim?

 (v)
Assuming that the reinsurer is not entitled to challenge the legal basis on which the reinsured has settled with the direct policyholder, is the reinsurer’s own right to rely upon the terms of the reinsurance agreement as against the reinsured lost where the reinsurance agreement and the direct policy are framed in identical terms, e.g., where the terms of the direct policy have been incorporated into the reinsurance agreement or where they are to be construed on a back to back basis? 

(b)
Assuming that the reinsurer is obliged to follow settlements in accordance with any follow the settlements clause, to what extent does the reinsurer’s duty extend to the following sums:

(i)
Payments to the direct assured which are made by the reinsured knowing that there is no legal liability but on the basis of other commercial considerations, e.g., maintaining goodwill between himself and the direct assured?

(ii)
Payments made to the direct assured which are made without investigation of legal liability, but on the basis, e.g., that the claim is too small to merit challenge, and in particular does the fact that such a payment is described as “ex gratia”, “without prejudice” or “without admission of liability” affect the reinsurer’s position?

(iii)
The reinsured’s defence costs?

(iv)
Exemplary damages or punitive damages awarded against the reinsured in favour of the direct policyholder, e.g., for failing to settle in good time or in good faith?

(v)
Interest awarded against the reinsured for late payment, particularly where the delay is the result of the reinsurer insisting on further investigation?

(vi)
Sums for which the reinsured has agreed to accept liability under a settlement such as the Asbestos Claims Facility under the Wellington Agreement?

(vii)
Commutations?

(c)
Does the law permit a reinsurer to undertake an absolute obligation to follow settlements whether or not the reinsured is liable to the policyholder, or is such a clause regarded as void for uncertainty, a gambling provision or otherwise contrary to the general law?

This question considers the position under an express follow the settlements clause. The information sought is largely the same as under Question 1, with the necessary omission of the point raised in question 2(b) which is relevant only to implied terms. The only addition to the information sought in Question 3 is Question 3(c). This question operates on the assumption that a follow the settlements clause does not oblige the reinsurer to follow payments which are made by the reinsured in the knowledge that there is no liability, and asks whether it is possible for a follow the settlements clause to be modified so as to make the reinsurer liable for payments falling within Question 3(a)(i) or 3(a)(ii). Respondents might like to consider (1) whether such wording exists in the market and (2) whether it might be given full effect by the courts or whether some legal objection attaches to an unconditional obligation to indemnify, e.g., that it is contrary to the fundamental precept of reinsurance that there should be an uncertain event outside the control of the reinsured. 
4 Follow the Fortunes and Other Clauses

Sometimes the reinsurer’s express obligation is expressed as one to “follow the fortunes” of the reinsured. Other variations may also be found. Is this phrase regarded by the law or the market as differing in any respect from a clause requiring the reinsurer to “follow the settlements” of the reinsured as covered by Question 3 above?

This question was explained under the general comments above. It merely repeats the information sought under Question 3 where different wording is used. It would be of assistance if respondents could indicate whether variations on follow the settlements wording do exist, and what the anticipated legal effect might be.
5  Contractual limits on follow the settlements

Assuming that the reinsurer is obliged to follow settlements, what contractual provisions are used to restrict that obligation. In particular, what is the effect on the general obligation of:

(a)
Claims co-operation clauses?

(b) 
Claims control clauses? 

(c) 
Inspection clauses?

(d)
Any other types of clause used in your jurisdiction?

Question 5 appeared in the last Questionnaire as Questions 1(d) and 2(c). The importance of these types of clause has made it appropriate for them to be considered in their own regard.  Question 5 asks what types of clauses are used in your jurisdiction to restrict the obligation of reinsurers to follow settlements: three of the most important types are set out in (a)-(c), although new Question 5(d) attempts to pick up any other terms which may be used. In answering this question, please indicate: (1) whether such terms are used; and (2) the consequences of any breach on the reinsurers’ obligation to follow settlements. As regards (2), it may be that the clause precludes any recovery at all, removes the right of the reinsured to rely upon the follow the settlements provision so that the reinsured can recover as long as it can be shown that the reinsured faced liability to the assured as a matter of law, or requires the reinsurers to pay but gives them a right to recover damages from the reinsured for breach.
