How are Reinsurers Affected?

By Colin Croly

There can be no doubt that reinsurers will be greatly affected by the 2005 Hurricane Season.  Although the losses caused by Hurricanes Katrina, Rita and Wilma have not yet filtered through to reinsurers; it is nonetheless apparent that reinsurers (and retrocessionaires) will be expected to pick up a significant proportion of the losses.  The purpose of this paper is to identify some of the issues that may arise when claims are made on reinsurers and retrocessionaires.

Although the details surrounding the storms have been well rehearsed in previous presentations, it is worth highlighting some of the key facts relating to Katrina and Rita which have an impact upon the issues I intend to discuss.  

Katrina first made landfall on 25 August 2005 in Florida as a Category 1 hurricane causing approximately US$1-2 billion of insured losses.  After gaining strength in the Gulf of Mexico, she made a second landfall in Louisiana on 29 August 2005 as a Category 4 hurricane, and then moved through Mississippi and Alabama.  The insured loss for the second landfall has been estimated in the region of US$35 billion.  The following day, two levees in New Orleans failed, causing widespread flooding.  The insured losses associated with the flooding have been estimated separately at US$25 billion.

Hurricane Rita made landfall on 24 September 2005 in Louisiana as a Category 3 storm, before moving North into Texas.  Much work had been undertaken in New Orleans to repair the broken levees and dry out the City following Katrina.  However, the levees could not sustain the rainfall and storm surge from Rita, resulting in 30% of the City becoming flooded for a second time.

In the immediate aftermath of the hurricanes, there were a number of practical and political issues facing insurers.  There was considerable political pressure on insurers to settle claims quickly.  Further, pressure was brought to bear by an organised plaintiff bar and the risk of bad faith exposure if insurers failed to settle within policy limits in appropriate circumstances.  These pressures were felt by insurers at a time when they were faced with complicated adjusting issues, such as those identified by the speakers before me, and when cash flow was a problem.  These issues are important because reinsurers and retrocessionaires are aware of the significance these factors will have played on settlements of underlying claims.  

Given the background, it was paramount for insurers to ascertain whether they had provided insurance cover to a particular claimant and if so, on what terms.  Many different policies were in place, with different limits and deductibles, applying in different circumstances.  For example, many policies excluded liability for claims resulting from flood.  Those insureds with flood exclusions were either protected by the National Flood Insurance Programme or were uninsured.  

If insurers settle a claim that is excluded or falls outside the terms of insurance, it is unlikely that the claim will be recoverable from reinsurers.  Obviously this will depend upon reinsurance terms but it is remote that a reinsurance contract will contain a clause providing for cover where the reinsured has no legal liability for the underlying claim.  For example, in Commercial Union v. NRG Victory, the Court of Appeal found that the reinsured, Commercial Union, could not recover  a claim from their reinsurers, NRG Victory, because they had not proved their legal liability to pay the underlying claim to the Exxon Corporation.  Exxon claimed for the costs of an extensive clean-up operation following the spillage of oil caused by the grounding of the tanker Exxon Valdez in Alaska.  Commercial Union settled the claim with Exxon on the basis of advice from their Texan lawyer that although they had good legal defences to Exxon’s claims, such defences were unlikely to succeed in court before a Texan jury. 

In order to address questions of cover, in both the insurance and reinsurance context, it is fundamental to identify the proximate cause of a loss.  Was the loss caused by a hurricane or a flood?  If so, which one?  Property in the areas affected by Katrina had been damaged by Hurricane Ivan in 2004 and questions arose as to whether those properties had been fully repaired before they were hit by Katrina.  Some may say that the proximate cause of all losses in New Orleans in August was Katrina - the hurricane.  Others may be of the view that separate losses resulted from the breach of the levees (which were designed to cope with a Category 3 hurricane only) and the consequent flooding.  Following Rita, it may not only be crucial for adjusters to determine whether a particular loss resulted from wind or flood but (if possible) which wind or flood.  Further, questions over whether Rita increased the quantum of a particular loss caused by Katrina will inevitably arise, particularly given that the levees may have coped with the increase in water following Rita (a Category 3 storm) but for the previous damage caused by Katrina (a Category 4).  These are difficult questions to answer in circumstances where there is obvious pressure to adjust the vast number of claims as quickly as possible.  

Whilst it is important for insurers to review their policy terms, it is equally important for reinsurers to review their inwards contracts.  Obviously it is essential that reinsurers identify which reinsurance policy applies and in what circumstances.  The reinsurance cover may not be on back-to-back terms with the underlying insurance.  The reinsurance may exclude flood when the underlying risk does not; the period of cover may not be the same; the reinsurance may be on a “risks attaching” rather than a “losses occurring during” basis; and the deductibles/limits may differ.  Further, the law governing the contracts may not be the same; for example, the insurance contract may be governed by the law of Louisiana whereas the reinsurance contract may be governed by English law.  Furthermore, the dispute resolution procedures in each contract may vary; one may refer disputes to a specific court in a specific jurisdiction, whereas the other may refer a dispute to arbitration in a jurisdiction where, perhaps, there is no obligation to follow the strict law governing the agreement.

Another issue which may arise is claims notification.  The current legal position in relation to a breach of a claims notification clause is that reinsurers have no right to reject a claim however serious the breach might be unless the claims notification clause is a condition precedent: Sirius v. Friends Provident.  In order for a clause to be a condition precedent, there must be clear wording to this effect.  In the absence of clear wording, the only remedy for breach is damages.  Quantification of a reinsurer’s loss for breach of a claims notification provision is difficult.  There is little useful authority on the subject.  However, one would have thought it unlikely that a claim for damages would be significant unless late notification precluded a reinsurer from taking crucial steps which would have reduced the reinsured’s claim.

As to claims control clauses, the position is slightly different.  A claims control clause may entitle reinsurers to deny claims that they have not controlled even if the clause is not described as a condition precedent and even if the reinsured can show actual liability to pay the amount claimed: Eagle Star v. Cresswell.  The Eagle Star decision must be considered in context.  It concerns a contract which was described by the judge at first instance as a “dog’s breakfast”.  The contract contained a follow the settlements clause and the following claims control clause:

“the underwriters hereon shall control the negotiations and settlements of any claims under this policy.  In this event the underwriters will not be liable to pay any claim not controlled as set out above”.
In circumstances where reinsurers had not controlled the settlement of the underlying claim, the Court of Appeal held that the reinsured was precluded by this clause from recovering the claim even though the reinsured might be able to prove actual liability for it.  The follow the settlements clause was emasculated (see below).  This may be a harsh decision for the reinsured however, other issues of waiver and estoppel, which may redress any imbalance, were eluded to by the Court.  The lesson to be learnt is that reinsureds should treat such clauses with caution.  

It is common in non-proportional treaties to find a follow the settlements clause.  Such clauses will not, however, be implied into a contract.  Such clauses will usually operate to oblige reinsurers to follow the settlements of the reinsured provided (a) that the loss falls within the terms of the reinsurance contract; and (b) the reinsured acted honestly and in a proper and businesslike manner in settling the underlying claim : ICA v. SCOR.  Once the reinsured has demonstrated that the loss falls within the terms of the reinsurance contract, the burden shifts to the reinsurer to prove that the settlement of the underlying claim was not reasonable and businesslike.  In reality, it is difficult for reinsurers to go behind a settlement.  However, a claim which has been settled outside the terms of the underlying policy is unlikely to satisfy the required test.  In such circumstances, it would be for the reinsurer to challenge that the reinsured acted honestly or in a proper and businesslike manner in settling the claim.  

Some contracts, traditionally proportional treaties, contain clauses described as “follow the fortunes”.  The idea behind such clauses is that the fate of the reinsurer follows the fate of the reinsured, not only as regards losses but also as regards premiums, expenses etc.  The English courts have not been called upon to interpret such clauses.  It should also be noted that in the US, there is a tendency to use the phrase “follow the fortunes” interchangeably with “follow the settlements” although they appear to be different.

Some reinsurance contracts contain both a follow the settlements clause and a claims control clause.  There is an obvious conflict between the two.  The underlying philosophy of the former is that reinsurers trust insurers to make settlements, whereas the underlying philosophy of the latter is that settlement shall not be made without reinsurers’ approval.  This conflict arose in both ICA v. SCOR and Eagle Star v.  Creswell (as mentioned above).  Although SCOR had not approved ICA’s settlement, ICA was still able to recover the loss from SCOR.  The majority of the Court of Appeal found that ICA was not entitled to rely upon the follow the settlements clause in order to make a recovery from reinsurers.  However, they found that ICA had sufficiently proved that the insured had sustained a loss in the amount of the claim so that the sum paid by ICA, as an indemnity, was recoverable from reinsurers.  In the Eagle Star case, the follow the settlements clause was effectively ignored and, as referred to above, reinsurers were not obliged to pay the claim in the absence of having controlled the settlement of it.  Depending upon the precise terms of any follow the settlements and claims control provisions, either one or both may be rendered ineffective if they are contained within the same contract.  Reinsureds and Reinsurers alike should beware!

In the absence of a follow the settlements clause, the reinsured must prove his loss in the same way that an insured would, namely, by demonstrating (a) legal liability for the loss; and (b) the correctness of the quantum paid.  In addressing the first hurdle, the reinsured must show that the loss fell within the insurance and reinsurance contract terms.  As a result, ex-gratia payments made due to political or commercial pressure in the absence of legal liability will not be recoverable from reinsurers: Commercial Union v. NRG Victory.  A distinction, however, should be drawn between ex-gratia payments and without prejudice settlements.  A settlement which is made on a without prejudice basis, where liability is not admitted but may exist, is capable of being recovered from reinsurers if legal liability could have been established.

Where a reinsurer has legal liability for multiple claims with a particular reinsured and wishes to commute its liability, it must do so carefully, if it wishes to make a recovery from retrocessionaires.  The settlement or commutation agreement must be drafted so as to identify what payment is being made in respect of which loss.  The same is true for insurers when settling multiple claims with an insured which may result from different hurricanes, for example.  Following the decision in Lumbermans v. Bovis Land, unless a settlement/commutation agreement makes clear what portion of the settled sum relates to which event and identifies the policy under which payment is being made, then insurers/reinsurers may not be able to prove their loss and recover from reinsurers/retrocessionaires.  If it is not possible to identify and allocate losses prior to settlement, insurers/reinsurers should seek the permission/approval of reinsurers/retrocessionaires to the proposed agreement.  Such approval may not be forthcoming.  If it is not, it is unlikely that a reinsured/reinsurer will be able to allocate liability for losses to a particular event/policy post settlement.  The position in the US would appear to be different and losses may be claimed on the basis of reasonableness.  [Since this speech, the case of Enterprise Oil v. Strand Insurance has cast doubt on the controversial decision in Lumbermans v. Boris Land.  Although the judgment on this point was technically obiter (or beside the point), the Judge declined to follow Lumbermans and ruled that it was not a precondition of recovery from liability insurers based on a settlement that the settlement allocated liability amongst individual claims: it was sufficient that the assured had to establish and quantify liability in order to bring a claim.  The Judge distinguished the authorities relied upon in Lumbermans and said that if Lumbermans was right, the decision would apply equally to judgments (which rarely contain ascertained figures representing liability) and this would lead to artificiality and a lack of commerciality. Again, caution should be exercised pending a decision from the Court of Appeal overruling Lumbermans.]

The final issue that is worth noting and may arise as losses filter through to reinsurers and retrocessionaires is one of aggregation.  Most catastrophe excess of loss contracts contain an Hours clauses setting out a definition of a “loss occurrence”, limiting aggregation of individual insured losses caused by an “event”.  The IUA’s standard clause (NP61) is set out in my slides.  Different wordings are in existence.  However, as a general rule, losses caused by a hurricane and occurring within 72 hours can be aggregated under the standard Hours clause.  Similarly, losses caused by flood and occurring within 168 hours can be aggregated.  Further, some clauses provide for aggregation of flood losses with losses arising from the storm.  Furthermore, it is for the reinsured to choose the date and time when a loss period is to commence thus enabling a reinsured to recover two loss occurrences within the same event, applying two retentions depending upon the terms of the contracts and the reinstatement provisions.  

Given the facts surrounding Hurricanes’ Katrina and Rita which I outlined at the beginning of this paper, it is highly unlikely that losses resulting from Katrina’s first landfall in Florida will be capable of aggregation with losses from her second landfall in Louisiana.  However, losses occurring within 72 hours of Katrina are capable of aggregation; as are losses occurring within 72 hours of Rita.  Although obviously, the Katrina and Rita losses cannot be aggregated together.  The flood losses in New Orleans may be aggregated with the losses from Katrina depending upon the wording.  However, the second wave of floods following the second breach of the levees which followed Rita will not be capable of aggregation with the first floods.  This does create difficult adjusting issues as previously discussed.

The purpose of this speech is to identify some of the issues that may arise in the future as a result of the very active hurricane season in 2005.  The season was longer than normal; Katrina is the most costly hurricane to date; and the reinsurance market is expected to pick up a significant proportion of that loss.  Looking to the future, the hurricane season in 2006 is expected to be just as active, with some suggesting that there is an 80% chance of a Category 3 plus hurricane hitting the US.  The climate is changing.  Rates on renewal were expected to increase but have not increased to the extent speculated.  There is increasing political pressure encouraging a State reinsurance programme for natural catastrophes in light of some US property insurers leaving the market.  The impact this has on the reinsurance market is awaited.  The one thing that is certain, is that the market will suffer further losses and it is important for all involved to ensure that they properly understand their policy wordings and have appropriate reinsurance and/or retrocession protection in place.
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