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1.
BACK-TO-BACK COVER IN REINSURANCE CONTRACTS 

The phrase “as original” in reinsurance contracts is intended to incorporate the terms of the direct contract into the reinsurance. 

The effect of the authorities is that the phrase “as original” will carry into the reinsurance from the direct contract any term of the latter, insofar as the term is apposite for inclusion in the reinsurance. 

If the reinsurance contract contains an express provision which is inconsistent with the incorporated terms of the direct contract policy, then that express provision will prevail. That is unless it is made clear that the reinsurance clause was inserted only to cover the possibility that an equivalent term was missing from the direct contract policy.

a. Presumption in case of proportional reinsurance

It is settled law that, so far as proportional reinsurance is concerned, there is a presumption of back-to-back cover, so that the risks accepted by the reinsured are matched - subject to any financial limits - by the cover provided by the reinsurer.

b. No such presumption in non-proportional reinsurance

It is interesting to note that unlike the position in proportional reinsurance, a presumption of back-to-back cover has no part to play in non-proportional reinsurance.

The interests of the insurer and of the reinsurer are quite separate in this situation, and there is no justification to construe the words of the reinsurance contract other than in accordance with their ordinary and natural meaning, even if the outcome is that the cover is more restricted than under the direct contract. 

2.
SUMMARY OF THE GOSHAWK CASE 

The case involved a dispute between an insurance company and its reinsurers as to whether the parties intended under the reinsurance slip policy to create back-to-back cover in respect of the underlying risks.

In deciding this, the Court interpreted the ‘Sum Insured Clause’ (the “Clause”) in the reinsurance contract to include losses in excess of both the Annual Aggregate Deductible (“AAD”) of US$5m (as provided in the underlying contract), as well as the original underlying deductible of US$1m.

The Court dismissed the reinsurers’ interpretation, that they were to be liable only after the AAD amount of US$5 million, and thereafter the maintenance deductible, had been exhausted. The Court agreed instead with the reinsured’s construction, and held that the term “original underlying deductibles”
 in the Clause implied that the reinsurers were liable for all losses in excess only of relevant deductibles in the underlying policy. 

The reinsurers in this case were unable to deny liability based on the argument that the loss amount had not exceeded the AAD limit of US$5m. This was because in the opinion of the Court, the Clause required a broader interpretation so as to follow the terms of the underlying insurance Policy and include all risks as covered by it.

3.
DETAILED ANALYSIS OF THE CASE 
a. Facts 

The reinsured, XL Specialty, insured a chain of clothing shops, a number of which were destroyed in the World Trade Centre disaster in 2001. They sought recovery from their reinsurers, Goshawk, who refused indemnity for a number of reasons, including an allegation that an AAD of US$5m contained in the Policy had not been exhausted at the relevant time.

Under the original policy, XL Specialty were on risk in relation to large claims in excess of US$1m arising from, amongst other things, damage to the insured's goods, even though the AAD had not been exhausted.

Goshawk argued that the way in which the AAD was drawn in the reinsurance Policy differed from this underlying term. They argued that under the reinsurance, the AAD had to be exhausted and that it was common ground between the parties that it had not been.

 XL Specialty argued in turn that the reinsurance had to be looked at as a whole and the use of the words "as original" made it clear that it was intended that the reinsurers were to follow the fortunes of the reinsured.

The relevant provision in the reinsurance Slip Policy was the Sum Insured Clause, which read:

“USD 20,000,000 any one loss, disaster or casualty... This policy to respond only for losses in excess of original annual aggregate deductible of USD 5,000,000 and original underlying deductibles.”

The relevant terms of the underlying Policy (corresponding to the Sum Insured Clause in the reinsurance Slip Policy), set out in Clause 5 were as follows:


“This Policy shall be subject to an Annual Aggregate Retention of USD 5,000,000 for all cargo losses and occurrences resulting in covered losses under this Policy… The maximum amount applied to the Annual Aggregate Retention shall be no greater than USD 1,000,000 any one occurrence or cargo loss… The Assured shall be liable for all loss amounts up to the amount of the above Annual Aggregate Retention for any one Policy year”

So the net effect of this clause is:

· Each loss will erode the AAD to a certain extent.

· However any loss above USD 1m will only erode the deductible to a maximum of USD 1m.

· The direct insurer will pay claims arising from any single occurrence in excess of USD1m.

· Subject to the above condition, the insured will be liable to retain losses up to an aggregate amount of US$5m (i.e. the AAD) out of the total loss amount for each year. . 

· After such AAD has been exhausted, the insurers shall be liable to cover the total annual losses of the insured subject to ‘maintenance deductibles’ (set out in para B of Clause 5). 

Similarly in the reinsurance contract:

· The reinsured have to bear liability for paid up individual losses up to US$1m. 

· If the loss amount is above US$1m, the reinsurers shall cover the paid up loss amounts. 

· The reinsured shall be subject to retain AAD amount of US$5m out of the total loss amount for each year. 

· The original Policy’s upper limit of US$1m per occurrence had been adopted in order to invoke the AAD. 

· After such AAD has been exhausted, it is the liability of the reinsurers to cover the total annual losses of the insured subject to ‘maintenance deductibles’(set out in para B of Clause 5)

· The total loss coverage for each loss to be borne by the insurers is limited to US$20m.

b. Reinsurer’s Arguments

· Their primary argument was that on a reading of the first part of the Clause, they had incurred no liability in this case, as the AAD limit had not been exhausted. 

· With respect to the second part of the Clause they argued that they were to be liable only where the original underlying maintenance deductibles in Clause 5 B of the original policy had been exhausted. Since this level had also not been exhausted in this case, the reinsurers were not to bear any claim amounts.

· They reasoned that the word “and” connecting the two parts of the sentence confirmed that the term “underlying deductibles” did not include the liability to pay individual claims above USD1m. The Clause would have otherwise simply stated ‘all deductibles in the underlying policy’ instead of specifying which deductibles.

· There were no grounds to support the argument that the reinsurance coverage was back-to-back with the original policy.

· This was particularly so because there was nothing in the policy wording whose ordinary and natural meaning can be construed as implying that the two covers are to be back-to-back.

· There was nothing in the policy wording that supported the argument that the parties intended the reinsurers to indemnify the reinsured for sums in excess of US$1m for each occurrence. This interpretation would be quite contrary to what is actually stated in the policy.

· It would make no commercial sense to interpret the Clause as otherwise

· If the interpretation of the reinsured was to be accepted, they would incur no losses but still have control of the settlements by virtue of the alleged “follow the settlements” clause.

c. Reinsured’s Arguments 

· The reinsurance contract must be construed as a whole. 

· In respect of risks covered, the policy made it clear that it was “all as original”. 

· The words of the Clause referred to the “original” AAD and the '”original” underlying deductibles. 

· In respect of the risks covered by the reinsurance it was plainly intended that the cover should be 'back-to-back'. The reinsurers were liable to follow the fortunes of the insurers.

· Accordingly, the provision for an AAD was varied with respect to large losses so that the insurers, and thus the reinsurers, are liable for large losses in excess of US$1m, before the AAD has been exhausted. 

· The effect of the reinsurers' argument was to give them a different excess provision from that in the insurance policy, thus subverting the concept of 'all as original'.

· The clause tracks the scheme of the original policy both as regards limits and retentions and deductibles.

· The words “original” AAD and “original” deductibles reflect no more and no less than the whole of the terms of clause 5A of the underlying policy.

· The AAD referred to in the Sum Insured clause incorporates within it the special arrangement relating to a claim in excess of US$1m.

· The reinsurers' argument is contrary to commercial and common sense. 

· The reinsurers received almost two thirds of the entire premium for reinsuring only a small part of the risk.

· For a series of low losses below US$1m the reinsurers would be on back-to-back terms with the insurers. 

· However for the larger losses the respective position of the parties is radically altered. 

· Had the World Trade Centre been attacked after the AAD had been exhausted then, subject to the maintenance deductibles, the reinsurers would have borne the whole loss. If the disaster occurred when the AAD had been eroded to the extent, say, of US$3.5m, then the insurers would, on the argument of the reinsurers, be responsible for the whole loss. This was considered by the Court to be “a capricious and unlikely result”.



d. Decision

Mr. Justice Morison agreed with the reinsured’s construction, though he arrived at it by a different route. 

He began his reasoning by stating that the constant reference in the reinsurance policy to “all as per original” risks emphasized that the parties intended to create a back-to-back arrangement. Likewise, that if one adopted the reinsurers own interpretation, they had assumed little or no risk under the policy, despite having received around two-thirds of the premium for the underlying contract. As such, their interpretation did not make commercial sense. It was therefore logical to conclude that the reinsurers had undertaken all risks with regard to loss of goods, leaving the insurers to bear other underlying risks.

The Court’s reasoning is to be distinguished from that of the reinsured’s:

· As per the reinsured, the words “losses in excess of AAD” incorporate within them the whole of clause 5A and permit the court to give effect to the true nature of the commercial bargain. 
· But this argument required the court to read into the Clause some qualifying words such as “This policy to respond only for losses in excess of US$1 m until the AAD has been exhausted and thereafter in excess of the original underlying maintenance deductibles.”
· The Court’s approach was that the Clause embraces within it the whole of clause 5A and 5B of the underlying policy. 
· The AAD regime is contained within the first paragraph of clause 5A. That paragraph includes a retention by the assured (or a US$1m deductible) in relation to claims in excess of US$1m, when the AAD has not been exhausted. That retention or deductible is apt to be included within the words “original underlying deductibles” in the Sum Insured Clause. 
· The slip policy is an abbreviated form of contract and read in this way the Clause made sense. Either the AAD had been exceeded, or it had not. If it had then the first part of the sentence applies; if it had not, then the second part might apply. 
· All that is required to produce this result was an acceptance that the words “original underlying deductibles” were not confined to “maintenance deductibles”. If the parties had intended to so confine them, they could simply have written “original maintenance deductibles”. 
· The word “and” did not need to be read conjunctively; it was apt to cover all situations where a relevant deductible has been exceeded, and to which the reinsurance responded. The reinsurers were not right in their contention that the limit of US$1m which formed part of the rules as to the calculation of an AAD could not properly be called a deductible. The fact that the ‘information clause’ in the reinsurance slip had the provision relating to the US$1m appearing under the heading “Deductibles” did not change this. As per the natural and ordinary meaning of the words in the Clause, the reinsurers were under an obligation to pay out if the losses claimed exceeded the AAD and the relevant deductible.
· The reinsurers’ liability arose by virtue of the fact that the reinsurance policy reflected the fact that the parties intended that the cover be back- to-back with the underlying policy.

Although he admitted there was "an obvious tension" between the actual words used and XL Specialty's arguments, Mr. Justice Morison found that the emphasis in the reinsurance was very much on creating a back-to-back arrangement and as such, the natural and ordinary meaning of the words meant that the reinsurers were under an obligation to pay.

The Judge acknowledged, however, that different Judges might take different views and immediately granted leave to appeal. The decision therefore turned out to be a close call for the reinsured, and a good example of the need for absolute clarity in a reinsurance policy intended to be back-to-back with the underlying direct policy. 
4. 
CASES - REFERRED AND COMPARED
Most of the cases dealing with the concept of back-to-back reinsurance cover deal with proportional reinsurance policies, whereas the Goshawk case involved a non-proportional or stop loss policy. It is also interesting that there is no mention of any other case law in the Goshawk case. However in order to understand the way in which the Court dealt with the concept of back-to-back reinsurance and its interpretation of the contract wording to reflect the intention of the parties, a few cases are considered below:

a) The Insurance Co of Africa v Scor (UK) Reinsurance Co Ltd 

This is the leading case on the ‘follow the settlements’ clause in a reinsurance policy. The Court of Appeal stated that the effect of a clause binding reinsurers to follow settlements of the insurers was that the reinsurers agreed to indemnify the insurers in the event that they settled a claim by their assured. Lord Justice Robert Goff effectively laid down two requirements which would need to be satisfied before the ‘follow the settlements’ clause could be relied upon: 

(i) The claim so recognized by the insurers falls within the risks covered by the policy of reinsurance as a matter of law; and 

(ii) In settling the claim the insurers have acted honestly and have taken all proper and business like steps in making the settlement.

These provisos require reinsurers to accept the settlement carried out by the reinsured in terms of the liability and the quantum of the claim amount so long as it falls within the coverage of the reinsurance policy. At the same time they require the insurers to act honestly and take all proper and business like steps in settling the claim. This means that reinsurers cannot question the claim settled by the insurers but can question the basis and the manner of the settlement if a valid follow the settlements clause is in place. 

Comparison of the Scor case with the Goshawk case
While the Scor decision governs most reinsurance cases involving the back-to-back cover issue; it cannot successfully be cited as the governing law for the Goshawk case. This is because the Goshawk case involves a slightly different basis for the dispute regarding the back-to-back cover issue. 

· While in the former case the words ‘follow the settlements’ were clearly incorporated in the respective contracts, in the latter the reinsurers denied the fact that the nature of the contract was back-to-back since there was no such intention reflected by the wordings of the policy.

· Further, in the Scor case, the reinsurers denied their liability by disputing the settlement carried out by the reinsured. Whereas in the Goshawk case, the reinsurers denied outright their liability by relying on the Sum Insured Clause of the reinsurance policy. According to their construction of this Clause, their liability arose only after the reinsured had exhausted their relevant deductibles, and since it had not occurred in this case, they were not liable for the said risks.

· Lastly, the most important distinguishing factor between the two cases is that, as per the two provisos laid down in the Scor case, reinsurers cannot deny the claim itself, but only the manner in which it was settled by the reinsured. The reinsurers in the Goshawk case however sought to deny the claim itself; not the manner by which the reinsured settled it. 

b) Hill v Mercantile and General Reinsurance Co plc 

This case concerned the loss of several Kuwaiti and one British aircraft following the 1990 invasion by Iraq.  The case involved retrocession contracts covering the ‘intermediate’ reinsurers, which in turn reinsured the aircraft themselves. The relevant clause in the outwards reinsurance contracts read:

“All loss settlements by the Reassured including compromise settlements and the establishment of funds for the settlement of losses shall be binding upon the reinsurers, providing such settlements are within the terms and conditions of the original policies and/or contracts (or as provided for in the Extra Contractual Obligations clause hereof) and within the terms and conditions of the reinsurance.”

Liability was denied by the outward reinsurers, on inter alia, the basis that relevant excess limits in the outwards reinsurance had not been exceeded. Whether the excess limits had been breeched or not depended upon whether the loss of the aircraft was seen as one or several events, as well as the outwards reinsurers’ argument that the losses fell outside the period of reinsurance coverage. Despite the ‘follow the settlements’ clause, they sought to dispute liability as a matter of law, as they denied the settlements on the basis that they were not within the terms and conditions of the outwards reinsurance?


At first instance the reinsured issued proceedings claiming US$300m from the reinsurers on the grounds that, whatever the position regarding the cause and time of the loss, the defendants were unanswerably bound by the ‘follow the settlements’ clause.

In addressing this situation, Lord Mustill denied the reinsured’s assertion, and summed up two fundamental rules in relation to back-to-back reinsurance cover:

(i) 
That the reinsurer cannot be held liable unless the loss falls within the cover of the original policy and within the cover created by the reinsurance; and

(ii) 
That the parties are free to agree on ways of proving whether these requirements are satisfied. 

In essence, the reinsured cannot just accept liability to pay and expect automatic reimbursement from his reinsurer; he must satisfy himself that it is covered under the terms of the original policy and then prove it falls within the terms of his reinsurance.
 

Comparison of the Hill case with the Goshawk case
· The Hill case provides an important rule as to the claims liability of the reinsurers, that is, it only arises if the settled claim falls within the scope of the reinsurance policy. 

· Applying this to the Goshawk case we find that the reinsurers could not have denied liability on the ground that the settled claim is not within the scope of the clause providing liability in the reinsurance policy. 

· This is because the terms of the reinsurance policy provided that the liability of the reinsurers in the Goshawk case arose in case “the AAD of $5m and that of other underlying deductibles in the original policy had been exhausted”.

· A broad interpretation of this clause as in fact adopted by the Court can include the individual claims above US$1m as forming part of “other underlying deductibles in the original policy”.

c) GE Reinsurance Corporation v New Hampshire Insurance Co 
 
In this case the reinsurers raised two defences against the reinsured in attempting to avoid liability under a back-to-back arrangement: ‘the Stabler Wording’ defence and the retention defence. 

The first was based on the fact that Mr. Stabler had left the employ of his company on 8 November 1999. The reinsurers contended that Mr. Stabler's continuing employment was a warranty, breach of which discharged the reinsurers from any future liability. 

The second was based on the 'sum insured' clause, which the reinsurers contended operated to prevent New Hampshire from reinsuring elsewhere the one-third part of its liability not covered by the reinsurers. They asserted that New Hampshire was required to hold that part of its liability for its own account by way of retention. It was in fact common ground that New Hampshire had reinsured either all or most of that part of its liability with another reinsurer, Gemstar.


The reinsurers in the case sought to rely upon an express condition in the reinsurance – ‘the Stabler Wording’ - which had no counterpart in the direct policy. 

Justice Langley stated that:

“the presumption of back to back cover was simply a rule of construction, held almost inevitably that while the presumption could be used to modify the meaning of a reinsurance term which had a direct insurance equivalent, it could not be used to delete an express provision in a reinsurance contract where there was nothing in the direct policy touching upon the same matter.”

With regard to the retention, Justice Langley stated that there was a problem in the wording of the sum insured clause, “40% part of 60% part of 100% of original limits ceding company retains 20% (with reinsurance)”. These words appeared to Justice Langley to “at the very least opaque if not downright contradictory”. He was not clear how to reconcile the concept that New Hampshire was to “retain 20%” but could deal with it “with reinsurance”. It was not obvious how the words were to be construed.

Comparison of the GE case with the Goshawk case
The two cases bear a close resemblance to each other to the extent that: they involved trying to reconcile provisions in the reinsurance contract and underlying insurance contract that appeared on the face of them not to stand entirely happily together. Both judges tried to reconcile the intention of the parties from the wider commercial context.

d) Municipal Mutual Insurance Ltd v Sea Insurance Company Ltd and Ors

This case involved an appeal by the defendant reinsurers from a judgment in the Commercial Court in favour of the Plaintiffs, Municipal Mutual Insurance Limited. The trial concerned three facultative reinsurance contracts contained in or evidenced by a slip presented to the various reinsurers by the Plaintiffs' brokers and initialed for various proportions by the relevant reinsurer's underwriter. 


Each of these slips evidences or contains distinct independent contracts of reinsurance each defined for a period of twelve months. The contract of original insurance under-written by the Plaintiffs and referred to in the slips was not of the same character. It was a policy whereby the Plaintiffs undertook to insure the Port of Sunderland in successive years subject to the payment of annual premiums renewing the cover. The underlying policy dated from before and continued until after the three years covered by the reinsurance slips and with which this action is concerned. Although it was immaterial under the underlying policy to ascertain whether the loss actually occurred within the policy date; under the reinsurance slip policies it was of material importance if the loss preceded the lapsing or cancellation of the policy. Lord Justice Hobhouse accordingly held that:

“In order to recover the Plaintiffs must satisfy the Court that there has been physical loss or damage which has occurred in the year covered by the relevant contract of reinsurance which exceeds the excess applicable to that contract.”

Even though the policies in the case were intended to be back-to-back, the terms under the original and the reinsurance policy were distinct in terms of their duration.
Comparison of the Municipal case with the Goshawk case
The Municipal case followed the reasoning that back-to-back insurance will only be imposed where the terms of the reinsurance contract are not manifestly different from those in the underlying insurance contract. In the Municipal case the periods of cover were evidently distinct from those in the underlying insurance and the Court would not impose on the reinsurers a different bargain from the one they had struck. In the Goshawk case the court found that the two policies were capable of reconciliation without any strain on the language of either policy.

5. 
CONCLUSION
In summary, the Goshawk case appears to lay down that even where the words in a reinsurance Policy do not clearly provide for back-to-back cover, it may be inferred from a holistic interpretation of the Liability Clause in the Policy.

Such Clause must be interpreted in light of the intention of the parties inferred from: 

(i) references in the reinsurance Policy to the risks ‘as covered in the original Policy’; and 

(ii) the ratio of the premium paid by the reinsured in return for the risks to be covered by     the reinsurers.  

The fact that in the Goshawk case Mr. Justice Morison expressly acknowledges that the Clause could be construed differently in different courts (and therefore the reinsurers were granted a right to appeal) emphasizes that the Judge made assumptions about the underlying commercial bargain (specifically that the premium charged for the reinsurance was based on the underlying insurance) which were not fully argued before him. Nevertheless the decision appears to be entirely consistent with previous decisions on this aspect of reinsurance law.
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