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Reinsurance Dialogue 

between 

Christopher J. Robey • 

and 

David E. Wilmot •• 

Le 8 juin 1992 

Re: The Nature of Excess of Loss Peyments and The 
Aelnsurer's Role ln the Mar1c:et 

Dear Mr. Wilmot, 

Deflnltlons 

Before discussing your comments on the nature of 
excess of loss payments, I must take up the question of 
defini tions. 

Our business is full of words and phrases with 
meanings no longer evident in themselves. With the great 
increase in workers in reinsurance over the last thiny years, such 
words and phrases are now subject to differing interpretations, 
certainly in different countries but also between different 
generations in the same country. 

One such phrase appears in the first sentence of your 
comments on the nature of excess of loss payments - "treaty 
reinsurance". 

You have used it to differentiate between proponional 
and excess of loss reinsurance, a corn mon use, but more usually 
reserved for the London market, and even there for underwriters 
of many years experience. 

• Mr. Oiriswpher J. Robcy is 1111 e,i:eeutive vice president of B E P Intcmatiœiù 
Inc., membcr oflhe Sodan:an Group. 

•• Mr. David E. Wilmot is Manager for Canada, Norwich Wintcnhur Reimurance 
Corporaùai Llmited. 
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To-day, and particularly in North America, "treaty 
reinsurance" îs more often used to distinguish automatic 
arrangements from facultative. "Proportional" replaces it as the 
terrn used to distinguish a sharing type of contract from exccss of 
loss. 

In itself, it may seem a minor point, but many 
contracts contain an exclusion for "assumed treaty reinsurance" 
whcn it is the intention to ex.clude an forms of automatic 
reinsurance acceptances, not just those on a proportional basis. 

302 However, definitions is not the subject this time, 
although pcrhaps it would be an appropriate one for another 
time. 

The Nature of Excess of Loss Payments 

The follow the fortunes principlc is subject ta sa 
much debatc nowadays that one must wonder if the phrase still 
serves any useful purpose. Perhaps we should eliminate it from 
ail contracts and spell out exactly what we mean, instead of 
using a phrase which has alrnost lost meaning. 

Certainly it cannot be applicd ta exccss of Joss 
reinsurance, where there is not the same sharing of fatc as there 
is under a proportional contra.et 

Lossas payable 

To me, the use of "losses payable" as wcll as "lasses 
paid" in the ultimate net Ioss clause is more a technical malter 
than one of principle. 

Certainly, reinsurers should not be expected ta pay a 
Joss well in advance of the ccding company paying its insurcd, 
but a request for prepaymcnt of a large loss to put the ccding 
company in funds to pay the insured is reasonable. 

It would not make much sense for the ceding 
company to have ta sell some investments to pay a loss for 
which it will be reimbursed shortly after. Of course, a line of 
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credit at the bank would usually be used, but there are 
circumstances when it would be more appropriate for the 
rcinsurcr to prcfund a loss payment which it would makc later 
anyway. 

Perhaps tlle best example would be a major 
catastrophe. Rapid settlement of claims is not only good for the 
image of the industry, of which tlle reinsurer is pan, but would 
keep down the cost of settlement as well. 

The reinsurer benefits from such reduced cost, indeed 
will probably be the sole beneficiary, and it is nonnal that it help 303 

the ceding company to achieve it. If this can be done by 
advancing funds solely on tlle basis of tlle probability of tlle 
reinsurer being involved for tlle amount advanced, il is equitable 
and good business sense for tlle reinsurer to mak.e the advance. 

Agreement to prefund individual lasses can of course 
be dcalt with case by case, since the need should not arise 
frequently. Howevcr, a rcinsurer which refused on the basis that 
the wording reforred only to "tosses paid" would not be doing 
itself or its client a service. 

Another argument which could be developcd is that 
reinsurers are indeed li able for al1 lasses, outstanding or not, the 
question being only the timing of the payment. This would be 
supported by the fact that rcinsured outstanding tosses arc carricd 
on the reinsurer's books, not those of tlle ceding company. I 
suspect, howevcr, tllat tllc accountants would tell us tllat is the 
way it would be donc regardless of tllc wording. 

I think tlle debate to be on a minor point at best. No 
ceding company should expect to enforce payment of 
outstanding losses well in advance of its own payment to its 
insured, whatever tlle spccific wording used, unless the wording 
actually provided for it. Rcinsurance practice is sufficicntly wcll 
establishcd for tllat. 

Indeed, if tlle reinsurer is concemed tllat its ceding 
company would try such a tlling, it should consider whetller it 
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should provide it with any reinsurance at ail, since this is likely 
to be the Ieast of its sins. 

Ex gratla Payment9 

I agree with your comments on ex gratia paymcnts. 
They should not be automatic under excess of loss covers. 

However, there are limes when such a payinent would 
be in the reinsurer's interest, for example a loss compromise 
without admission of liabilily, so the reinsurcr would be wisc to 
listen to ail proposals. 

Commerclal rlsk 

l cannot dismiss the role of reinsurers in payment of a
commercial risk as readily as you do. 

Punitive damages arc a specific case you cite. 
Howcvcr, usually, the action which caused punitive damages to 
be awarded was takcn by the ccding company to save the 
reinsurer's money as much as its own. 

With most claîms co-operation clauses, the rcinsurer 
is kept aware of developments on a claim. lt has the opportunity 
to givc advice to its ceding company and even instruct the ccding 
company how to procccd. 

lt cannot accept the consequences of the ceding 
company's actions only when they are successful and wash its 
bands of the conscquences when the y fail. 

Sometimes, the punitive damages will be the result of 
an action the ceding company took on the instructions of the 
rcinsurer. Alrcady the ceding company bears the damage to its 
reputation in the marketplace; it is only nonnal that the reinsurer 
bcar the financial cost of its instructions. 

Where the reinsurer has given only passive approval 
through not commenûng on the ceding company's handling of 
the case, there are provisions in the extra-contractual obligations 
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clause approved by lhe Reinsurance Rcsearch Council for a 
sharing of the consequences. 

The terms are agreed at the original negotiaûon of lhe 
contract, but if the parties disagree on the course of action to be 
taken on a spccific claim, there is always lhc possibility of 
negotiating a specific sharing for that daim. 

The relnsurer's role ln the market 

If commercial risk arises out of "being in business", 
men we should remember that me reinsurer is in the same 305 

business as me insurer and serves the insurance client no Jess 
lhan the insurer does, although in a different way. 

Because of me frequent discussion of this point, in 
part, as you point out, because of questions relating to lhe 
Ontario Motorist Protection Plan (OMPP), I will take it further 
and expand it into a new topic for discussion. 

The mie of me insurance industry is to spread me cost 
of Joss by individual members of lhe general public, bom prîvate 
and commercial, amongst ail of mem. lnsurers play the public 
role through lheir direct contact wim the insured. Reinsurers play 
their role in the background by helping insurers spread me risk 
still further. 

Rcinsurers are part of the market; the y bcnefit from it, 
for without it, mey would have no purpose. 

Rcinsurers' income originates wilh the insured. While 
a direct relationship should not exist, and the insurcr and 
reinsurer should be careful to sec that none can be inferred, the 
reinsurer cannot wash ils hands of its rcsponsibility to the 
multitude of insurcds which rely on the reinsurer's clients for 
security. 

It is undcniable that the possibility cxists of 
govemmcnt-imposcd liability over and above the terms of the 
individual policies, whcmer it is imposed by legislation or 
coercion. 
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Any insurer choosing independently to increase 
paymcnts to an insured over those required by its policies would 
do well to consult its reinsurers beforehand, rather than expect 
thcm to follow automaLicaily. 

However, such changes rarely corne about that way. 

Any change would be discussed first with the 
industry. Indeed such discussion would be necessary for any 
form of coercion to take place and it is cenainly well establishcd 
as the norm for legislation. 

In ail probability, the industry would be represcnted in 
the discussions by the Insurancc Bureau of Canada (IBC) to 
which most if not ail liccnsed rcinsurers belong. Reinsurers 
thcrefore have a forum for panicipating in the discussions with 
the gove m.mcnt 

If they are not satisfied wilh that forum, lhey have 
their own organization, the Reinsurance Rcsearch Council 
(RRC), through which they can speak directly to govem.ment. 

If the IBC agrces to a voluntary change and 
recommends it to its membcrs, can rcinsurcrs morally say that 
the change has nothing to do wilh them? 

Certainly thcy can discuss wi th their ccding 
companies the appropriate way to deal with the change and it 
would frcquentJy be inequitable to pass the whole cost on to 
reinsurers. But it would usually be just as inequitable for 
reinsurers to refuse any pan of it. 

The possibility of extra paymcnts following a 
Vancouver earthquakc is a good ex ample. 

lt is unlikely lhat an individual insurcr would choose 
to pay more than the policy rcquires without consulting its 
reinsurcr, although il can be expccted to give the insured the 
benefit of the doubt in dctermining coverage. If lhe govem.ment 
wantcd coverage widencd for ail insureds, it would want it f rom 
ail insurers and would handle lhc discussions through an industry 
organization. 
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The industry as a whole, including reinsurers, would 
have to decide how to respond, including how to spread lhe extra 
cost between the segments of the market. Reinsurcrs should not 
pay all lhe additional cost, but thcy certainly have arole to play. 

Since insurers would probably be able to rccoup at 
lcast part of the additional loss through a subsequcnt premium 
surcharge, the distribution of ùiat would also need to be 
discussed. 

An insurer which is not willing to take ùie risk of such 
possible arbitrary govemment action has the option of 307 

withdrawing from the British Columbia market, or any other 
market where the possibility is feared, for there is ultimately no 
oùier defencc against il The same is true for a reinsurer. 

After all, legislation and coercion can apply to 
reinsurerN just as much as to insurers. It is ùic same govemment 
whlch licenses lhem both, Wlder ùie same legislation. 

New proposed legislation in Ontario shows ùiis to be 
ùie case, though pcrhaps accidentally. 

Restrictions on withdrawing from the market which 
are in Bill 164 apply cqually to insurers and reinsurcrs, sincc the 
law makes no distinction bctwcen them. The way ùie legislat:ion 
is worded suggests it was not intended to apply to rcinsurers, 
howcver if insurcrs are 10 be reslricted in ùieir right to wiùidrnw 
from ùie market, restrictions must also be imposed on rcinsurers, 
since most insurers could not stay wiùiout lhem. 

Incrcased benefits under expired OMPP policies 
would be dcalt with the same way as an extension of coverage 
following a Vancouver earthquake. Whether lcgislatcd or 
adopted "voluntarily" by insurcrs, the insurance market, 
including reinsurcrs, would have an opportunity to voicc their 
opinion on ùie change. 

Tiùs has in fact already happened under OMPP. Whcn 
it was first introduced, all insurers "voluntarily" read in the 
highest available weekly benefits limit for a fcw monùis and I 
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am not aware of any reinsurer refusing to honour claims at chat 
lcvel. 

The rcinsurer undertakes to reimburse the ceding 
company for amounts it is legally Hable to pay. Cocrcion would 
not producc legal liability, but reinsurers can expcct to be 
coerced as much as insurers. If coercion of reinsurers wcre 
unsuccessful, insurers could insist the change be lcgislatcd and 
lcgislation would produce a legal liability. Reinsurers are part of 
the market and cannot hide. 

308 Again the issue should be how reinsurers will share in 
the increased cost, not if they will - and how they will share in 
any prcmium collcctcd by their ccding comparues in future years 
to offset the additional cost, since it is probable that the Ontario 
Insurance Commission would permit some Ievel of recovery. 
Govcmments are much more familiar with a cash in-cash out 
basis of operating than the one-time pricing of long-terrn 
commitrncnts common in the insurance industry. 

And reinsurers will be listened to. Dcspite how it may 
sometimcs secm. they are important to their ceding comparues, 
for without thcm, most ceding companies would be out of 
business. 

That reinsurcrs should not sharc in the incrcased cost 
of changes because thcy did not collect any premium for the 
exposure is not much of an argument when their ccding 
companies did not collcct any premium eithcr. 

Where the possibility of such Wlplanncd incrcases in 
cxposure is rccogrtizcd in advance, reinsurers also have a duty to 
alen thcir ceding companics to their position. A clause to 
exclude such increascd coslS can easily be wrincn - one such 
clause, the "bcnefilS in force" clause, already exislS and could be 
applied to OMPP daims. 

lndeed one can argue that a reinsurer which does not 
exclude a foreseeable increase in benefits is taciùy accepling it. 
Certainly lhere has bccn enough discussion of the possibility of a 
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retroactive increase in accident benelits under OMPP that no 
reinsurer could deny knowledge of the possibility. 

If the reinsurer had discusscd such a possibility before 
pricing the contract, is the ceding company not entitled to 
assume that such a possibility, if not specifically excluded, was 
included in the price? 

Cenainly the reinsurer cannot be expected to foresee 
every evenruality, but neither can the ceding company. Where it 
is _possible, such circumstances should be provided for. Where it 
is not possible, the parties must ncgotiatc an cquitable solution. 309 

The burden should no more be thrown entirely on to the ceding 
company than it should be lhrown entirely on to the rcinsurcr. 

Reinsurers are part of the marketplace; the y share the 
benefits of it and should share the pain. The discussion should 
not be whether unexpected increased exposures should be 
shared, but how. That is a debate to be undertaken case by case, 
since each case will be diffcrent. 

Yours sincerely, 

Christopher J. Robey 


