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This article considers recent United States case law,
which sets forth the analytical framework employed
by courts in applying the follow the settlements
doctrine to a cedent’s allocation decision. These
cases suggest that the proper standard depends, in
large part, on whether the applicable reinsurance is
facultative or treaty and, further, appear to reflect
a new willingness by at least some courts to more
closely examine underlying settlement and allocation
determinations.

Introduction

Especially in cases involving mass torts, an insurer’s
first order of business after settling with its insured
frequently is to decide how to allocate that settle-
ment to its reinsurers. This process usually requires
an analysis of how to spread that settlement across
policy years and, thus, requires a determination of
the number of “occurrences” involved, the relevant
policy periods, and/or the possibility of annual-
ization. Confronted with allocations that seem
to maximize reinsurance liability, it has not been
uncommon for reinsurers to challenge the cedent’s
allocation. The cedent often responds by arguing
that the reinsurer is bound by the cedent’s alloca-
tion decision under the “follow the settlements”
doctrine.

Follow the settlements, a narrower version of the
follow the fortunes doctrine,* generally prohibits a
reinsurer from challenging a cedents claim payment
decisions, so long as the cedent acted reasonably, in
good faith and within the relevant policies.” The
doctrine originally evolved for a number of policy
reasons that still influence the case law today. Initially,
achieving the best settlement possible served both the
cedents and the reinsurer’s interests. This common
interest gained further support from the long-stand-
ing relationships between the cedents and reinsurers,
in which reinsurers avoided allocation disputes to
maintain a positive business relationship with their
cedents.”

Unfortunately, reinsurers’ and cedents’ interests fre-
quently diverge, which may call into question the
rationale of strictly following settlements in all cir-
cumstances. Nonetheless, courts continue to apply
the cedent-friendly doctrine to allocation decisions,
citing the importance of certainty and expediency in
settlement agreements. Courts have also expressed
the concern that, absent follow the settlements, ce-
dents would litigate allocation issues before settling,
resulting in large unpaid claims and increased docket
congestion.

The seminal case applying follow the settlements to
allocation is Commercial Union v. Seven Provinces.’ In
that case, a federal district court in Massachusetts held
that “the doctrine of follow the settlements requires
the reinsurer to follow the reinsured’s good faith and
reasonable allocation of settlement dollars between
different policies and sites.” Attempting to avoid
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the follow the settlements doctrine, Seven Provinces
asserted that it only challenged “the good faith of the
allocation, rather than the settlement.” The court dis-
agreed, and found that Seven Provinces’ settlement-
versus-allocation argument was “a distinction without
a difference.”” The court stated that:

[TThe attempt to distinguish settlement
from allocation would undermine the
entire ‘follow the settlements’ doctrine.
In practical terms, the determination
of which among several policies covers
which particular loss among many is not
much different from the more general
decision that the losses are covered by
the policies.®

The court also noted that “it would be impossible for
[the cedent] to come to any settlement of such com-
plex claims . . . If the follow the settlements’ principle
did not apply to the allocation of those settlements,
litigation would surely proliferate.” The Seven Prov-
inces decision has not settled the issue.

More recent decisions underscore the distinction
between facultative and treaty reinsurance in deter-
mining whether a reinsurer must follow the cedent’s
allocation decision. In the case of facultative reinsur-
ance, where the certificate is often a one or two page
standard form with coverage terms following the
underlying insurance policy, courts generally require
a reinsurer to follow the cedent’s decisions as long as
the settlement allocation is reasonable, in good faith,
and arguably within the policy."® This situation is
distinguished from treaty reinsurance, which in-
volves a detailed contract covering numerous, varied
policies, and containing its own coverage terms and
conditions, often distinct from those in the underly-
ing policies. The treaty’s terms govern whether the
cedent’s allocation is allowed. This distinction has
been noted by two recent cases.!! Nonetheless, at
least one court recently deviated from this general
rule.

Follow The Settlements
In Facultative Reinsurance

North River v. ACE (2d Cir. 2004)
Building on the foundation laid by Seven Provinces,
the Second Circuit afirmed the Southern District of
New York’s reliance on that decision in North River v.

ACE."* In upholding the reinsurer’s indemnification
obligation, the Second Circuit held:

[T]he follow-the-settlements doctrine
extends to a cedent’s post-settlement al-
location decisions, regardless of whether
an inquiry would reveal an inconsistency
between that allocation and the cedent’s
pre-settlement assessments of the risk, as
long as the allocation meets the typical
follow-the-settlements requirements,
i.e., is in good faith, reasonable, and
within the applicable policies."

Here, ACE provided facultative reinsurance for a por-
tion of North River’s policies with Owens-Corning
Fiberglass Corporation (“OCF”)." Litigation arose
concerning North River’s obligations to OCF for as-
bestos-related claims.” During this litigation, North
River examined a variety of ways that OCF’s claims
could be covered: “[a]t one point, North River’s
preliminary decision tree analysis set forth 83 differ-
ent, probability-weighted, damage and coverage sce-
narios.”'® Eventually, North River and OCEF settled,
and North River billed ACE for its share."”

ACE disputed “the settlement allocation because
North River assigned its entire settlement to ACE’s
layer of reinsurance . . . even though North River’s
pre-settlement analysis of possible litigation outcomes
identified risk of loss in higher layers.”"® ACE further
argued that “North River’s interests in allocating the
loss to it are in conflict with those of ACE and thus
a fundamental premise of the follow-the-settlements,
mutuality of interest, is missing.”"” The court rejected
the latter argument, observing that “the main ratio-
nale for the doctrine is to foster the ‘goals of maxi-
mum coverage and settlement’ and to prevent courts
through ‘de novo review of [the cedent’s] decision-
making process’ from undermining ‘the foundation
of the cedent-reinsurer relationship.””?® The court
further explained that:

(I]t is precisely this kind of intrusive fac-
tual inquiry into the settlement process,
and the accompanying litigation, that
the deference prescribed by the follow-
the-settlements doctrine is designed to
prevent. Requiring post-settlement allo-
cation to match pre-settlement analyses
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would permit a reinsurer, and require
the courts, to intensely scrutinize the
specific factual information informing
settlement negotiations, and would un-
dermine the certainty that the general
application of the doctrine to settlement
decisions creates.”!

Importantly, the court did note that this holding
does not leave the reinsurer without protection: the
requirements of reasonableness, good faith, and cov-
erage within the terms of the policy still apply.*

Travelers v. Gerling (2d Cir. 2005)

Coverage of OCF’s asbestos-related claims was also
at issue in Travelers v. Gerling, wherein the Second
Circuit relied on its North River position.® Traveler’s
insured OCF and settled certain claims.?* Like North
River, Travelers obtained facultative reinsurance for a
portion of the OCF risk with Gerling Reinsurance
Corporation (“Gerling”).” When Travelers billed
Gerling for its share of the OCF settlement, Gerling
opposed Travelers’ allocation.”® Gerling “insisted that
the allocation be made on a multiple-occurrence,
rather than a single-occurrence, basis.””

The court would not, however, entertain further judi-
cial inquiry into the allocation. Citing many of the
passages from North River quoted above, the Second
Circuit determined that Gerling’s position was even
weaker than ACE’s because, unlike North River,
Travelers did not document alternative pre-settlement
allocation theories.”® Moreover, the court stated five
times that “OCF and Travelers ‘explicitly disclaimed
any particular theory of coverage,” as they never
reached agreement as to whether the claims arose
from a single occurrence or multiple occurrences.””
Rather than relying on written settlement documents,
the only inquiry the court allowed was whether the
settlement was reasonable, in good faith and within
the relevant policies.

Notably, the Second Circuit distinguished between the
application of follow the settlements to facultative and
to treaty reinsurance.”® The court refused Gerling’s re-
quest to rely on a previous case involving treaty reinsur-
ance, Travelers v. Lloyds, which held that follow the set-
tlements “did not apply to the cedent’s post-settlement
allocation because the allocation did not fall within the
treaties’ terms.””' The Second Circuit stated that:

[Travelers v.] Lloyd’s involved reinsurance
treaties rather than facultative certificates
. and those treaties contained their
own definitions of ‘loss’ and ‘disaster,
which were distinct from the coverage
terms of the underlying policies . . . The
Lloyd’s treaties, in other words, were dis-
tinguishable from Gerling’s reinsurance
certificates, which did not contain an in-
dependent definition of ‘occurrence.’

Commercial Union v. Swiss Re and American

Employers’ v. Swiss Re (1st Cir. 2005)
Two companion cases from the First Circuit further
refined the bounds of the follow the settlements doc-
trine to allocation decisions: Commercial Union v.
Swiss Re® and American Employers’ v. Swiss Re.>* In
both cases, Swiss Re challenged the cedents’ settle-
ment allocation. The First Circuit applied follow the
settlements in both cases, but remanded to the district
court with either the instruction or the suggestion
to examine the good faith and reasonableness of the
settlement. While other courts mentioned that a re-
view of good faith and reasonableness could be done,
the First Circuit indicated in these cases that it should
be done on remand.

Commercial Union v. Swiss Re

(1st Cir. 2005)
In Commercial Union v. Swiss Re, Commercial Union
insured Grace & Co. (“Grace”) under multiple multi-
year policies,” and reinsured a portion of that risk with
Swiss Re under a number of facultative certificates that
included a per-occurrence limit, a follow the forms
clause and a follow the settlements clause.*® The cer-
tificates, however, did not define “occurrence.”” After
settling with Grace on an annualized basis,”® Commer-
cial Union sought indemnity from Swiss Re, applying
its per-occurrence limit in each policy separately for
each policy year.”” Swiss Re refused full payment and
argued that the facultative certificates prohibited an-
nualization, because the per-occurrence limit applied
for the whole multi-year period.*

The court agreed with Commercial Union’s pro-an-
nualization reading of its policies with Grace.”! Rely-
ing on the follow the form clause, the court stated that
only a “clear limitation to the contrary in the Swiss
Re documents” could prevent Commercial Union’s
annualization.” The First Circuit explained:
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This view of the matter accords with the
basic presumption of concurrence that
we think exists where there is a skeleton
reinsurance contract coupled with fol-
low-the-form and follow-the-settlement
clauses . . . Of course, if sufficiently clear,
specific limits in the certificate control
over the general aim of concurrence and
ordinary ‘follow’ clauses.®

The court held that where a limit or condition is
“simply cryptic . . . the balance is tipped in favor of
making [the reinsurer] share liability.”* Thus, even
though the reinsurer had an argument for non-an-
nualization based on a possible interpretation of the
certificate, the court declined inquiry by labeling the
policy language “cryptic” and unclear.

American Employers’ v. Swiss Re

(1st Cir. 2005)
This same basic rule was applied in American Employ-
ers’v. Swiss Re.> American insured Pennsalt Chemical
Company (“Pennsalt”) through three multi-year poli-
cies, that were reinsured by Swiss Re through three
multi-year facultative reinsurance certificates similar
to those in Commercial Union, i.e., skeletal in form,
containing occurrence and aggregate limits, follow
the form and follow the settlements clauses.*

Pennsalt’s parent company, Elf, made a claim on the
American policies after settling a number of hazard-
ous waste suits. During settlement negotiations, EIf
based its demands on a non-annualization theory of
its multi-year policies and American based its offers
on an annualization approach.” Through mediation,
American determined that “there was little difference
between Elf’s non-annualized approach and Ameri-
can’s annualized approach ‘as far as the final liability
number was concerned,” so they settled under an
agreement containing no mention of annualization.*®
American then billed Swiss Re based on an annualized
basis for the multi-year facultative reinsurance.*’

Swiss Re denied payment, asserting, among other
things, that the per-occurrence limits in the cer-
tificates precluded annualization.® The court high-
lighted that “the settlement American actually paid
was based on a calculation of its own liability that did
assume annualization,” even though the settlement

did not expressly address that issue.” It was also

noted that the allocation method was “not a post-hoc
characterization or a unilateral post-settlement al-
location without grounding in the settlement process
itselt.” However, the court left open for “Swiss Re to
challenge American’s good faith on remand if it has
evidence to support such a claim.”

Interestingly, in suggesting this inquiry, the court
distinguished its view — that consistent pre- and
post-settlement allocation methods are a “starting
point” for an analysis of good faith and reasonableness
— from that of the courts in North River and Seven
Provinces. In footnote 8 of the opinion, the First
Circuit declined to approve American’s argument
that “regardless of what the settlement embodies, a
cedent’s unilateral post-settlement decision as to al-
location among reinsurance policies is binding under
a follow the settlements clause.”” This footnote
signals that courts may hesitate to apply follow the
settlements to a cedent’s post-settlement allocation
that differs from its pre-settlement assessment. Such
discrepancies seem to factor into the good faith and
reasonableness inquiries.

The First Circuit in American ultimately held that the
certificate did not prevent annualization:

Absent a clear limitation in the certifi-
cate, the principle of congruent liability
between cedent and reinsurer-adopted
by Swiss Re and American in the cer-
tificates’ follow-the-form and follow-
the-settlements clauses . . . suggests that
Swiss Re’s liability should follow the
gloss (assuming it is reasonable and made
in good faith) given to the underlying
policies by the settlement.>*

Though the court did not conduct the good faith and
reasonableness inquiry, the case was remanded for
such an examination, with the court suggesting that
“the parties would be well advised to settle.”

Facultative Case Law Examining
Good Faith And Reasonableness

National Union v. American Re

(S.D.N.Y. 2006)
As in Commercial Union and American Employers,
courts have suggested that they are willing to ex-
amine whether a settlement allocation is reasonable
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and in good faith. National Union v. American Re
is among three recent cases involving an actual, de-
tailed inquiry into the limitations of applying follow
the settlements to an allocation decision.”® In this
case, the Southern District of New York rejected
American Re’s challenge to National Union’s settle-
ment allocation, applying follow the settlements
doctrine and citing Travelers v. Gerling.”” American
Re questioned whether the cedent’s settlement was
within the relevant policies, reasonable and in good
faith, where the cedent accepted the insured’s alloca-
tion method.*®

First, with respect to coverage, the court found that
the follow the fortunes doctrine requires American
Re to indemnify National Union’s claim payment so
long as it “was at least arguably within the scope of
the insurance coverage that was reinsured.” Citing
documentary evidence that suggested coverage, the
court held that a reasonable factfinder could only de-
termine that the payment was at least arguably within
the policy.®

Then, this coverage finding — that the allocation
was “at least arguably correct” — led the court to
determine that the allocation likewise satisfied the
reasonableness requirement. The court noted that
American Re’s argument that National Union acted
unreasonably in accepting the insured’s allocation
method “must fail because it is exactly the type of
inquiry that the follow-the-fortunes doctrine is in-
tended to prevent’; allowing such an inquiry “would
be to make settlement impossible and reinsurance in
itself problematic.”!

Finally, American Re argued that National Union
acted in bad faith because “National Union was indif-
ferent to the improper allocation of plaintiffs to the
reinsured policy, and that it intentionally turned a
blind eye to maximize its reinsurance recovery.”® In
rejecting this argument, the court stated that:

[A] cedent choosing among several rea-
sonable allocation possibilities is surely
not required to choose the allocation
that minimizes its reinsurance recovery
to avoid a finding of bad faith. ... An
allocation that increases reinsurance
recovery-when made in the aftermath of
a legitimate settlement and when cho-

sen from multiple possible allocations-

would rarely demonstrate bad faith in
and of itself.®?

The court held that even indifference to a proper allo-
cation would not rise to a showing of “‘extraordinary’
bad faith.”®* Thus, the reinsurer was unable to meet
the high standard for challenging the cedent’s settle-
ment allocation.

Suter v. General Accident (D.N.J. 2006)
Nonetheless, the reinsurer has prevailed in at least
two recent decisions in the facultative realm: Sutzer
v. General Accident® and Allstate v. American Home.*®
The Suter v. General Accident (“Suter”) opinion, how-
ever, was vacated by the New Jersey District Court
in May, 2007 as a result of a settlement between the
parties.”” Though this opinion no longer has author-
ity as precedent, it still provides instruction on how
courts review allocation decisions.®® The Suter court
held that, because the insurer was grossly negligent in
its settlement of the relevant claims, “the defendant
has met its burden by a preponderance of the credible
evidence that it is not obligated to follow the fortunes
or settlements of [the cedent].”®

In Suter, Integrity Insurance Company insured Phzer,
and reinsured a portion of the Phizer risk with General
Accident under facultative certificates that covered
Integrity on an occurrence basis and included follow
the settlements language.” Integrity paid claims sub-
mitted by Pfizer, and then billed General Accident for
a portion of those claims.” General Accident refused
payment, because, amongst other things, it argued
that the settlement did not fall within the policies,
was unreasonable and in bad faith.”

“Bad faith in this context amounts to a showing of
gross negligence, recklessness or a showing that the
settlement was not even arguably within the scope
of the reinsurance coverage.””> As General Accident
had only insured Integrity for two years and only for
occurrences during that period, Integrity had to show
that the claims met these requirements. However,
there was no evidence that any theory Integrity used
to allocate its claims to General Accident’s policy
period was ever legally valid.”* Because it deemed In-
tegrity’s coverage rationale unfounded, the court held
that the claims did not fall within General Accident’s
policy period.
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Even though the claims were outside the policy, the
relevant inquiry for follow the settlements to apply
“is not whether the claims are within the policy but
whether the claims are reasonably within the terms of
the policy.”” To meet this standard, Integrity should
have made a good faith and reasonable, businesslike
investigation, which it did not. The court found that:
Integrity accepted, without independent assessment,
Phizer’s classification of the claims; Integrity’s claims
examiner requested further medical evidence but
never received it; and Integrity failed to obtain its own
coverage counsel, even when multiple documents
that the claims examiner received suggested there was
new case law pertinent to the claims.”® Therefore, the
claims were not “even arguably within the terms of
Integrity’s policy.”””  Suter illustrates that a reinsurer
can successfully challenge the cedent’s allocation, but
the cedent’s conduct must be highly inappropriate.

Allstate v. American Home

(N.Y. App. Div. 2007)
Allstate v. American Home™® represents another suc-
cessful challenge to a cedent’s allocation. In Allstate,
American Home provided commercial property insur-
ance to United Technologies Corporation (“UTC”).”
UTC sued American Home in Connecticut District
Court for indemnification from environmental pol-
lution damage at sixteen different sites.*® Both UTC
and American Home maintained that each site in-
volved multiple occurrences, but they disagreed as to
how many occurrences per site.*!

8

With respect to one site, the Connecticut District
Court found seven occurrences. American Home
disagreed and moved for a new trial, but the parties
settled without resolving the number of occurrences
issue.®> However, the litigation continued regarding
coverage on the sixteen cites, and American Home
consistently assessed its exposure at each of the sites
on a “multiple-occurrence-per-site” basis.** Before
the trial regarding the sixteen sites, American Home
and UTC settled. American Home’s settlement po-
sition was that there were ninety-five occurrences,
while UTC maintained there were only forty-four
occurrences.

After settling, American Home asked its litigation
counsel, who had never allocated an environmental
coverage settlement to reinsurers, to prepare an analysis
to allocate the settlement to American Home’s reinsur-

ers.” 'This analysis resulted in American Home billing
its reinsurers on a “one-occurrence-per-site-per-year”
basis, thus triggering Allstate’s facultative reinsurance
certificates.®® Allstate brought a declaratory judgment
action and sought partial summary judgment that “it
was not bound to the follow-the-fortunes doctrine
because [American Home’s] reinsurance loss allocation
of the [ ] sites was unreasonable.”®”

While American Home relied on North River v. Ace
and Travelers v. Gerling (discussed above) to argue
that Allstate must accept the allocation, the court held
those cases:

[D]o not require a reinsurer, under the
follow-the-fortunes doctrine, to accept
the reinsured’s post-settlement loss allo-
cation even if that allocation is contrary
to the reinsured’s pre-allocation position
and treatment of the loss allocation issue
with its own insured, i.e., its treatment of
deductibles. While the cases unequivo-
cally hold that the doctrine extends to
a post-settlement allocation despite ‘an
inconsistency between that allocation
and the [reinsured’s] pre-settlement as-
sessments of risk,” it applies only ‘as long
as the allocation meets the typical follow-
the-settlements requirements, i.e., is in good
[Jaith, reasonable, and within the applicable
policies.” Here, unlike North River, the
inconsistency is not between defendant’s
post-settlement allocation and its pre-
settlement assessments of the risk, but
between its pre-settlement allocation of
loss with its insured (UTC) and its post-
settlement allocation with its reinsurer.®

The court found that the settlement allocation was
unreasonable and in bad faith because: (1) the one-oc-
currence-per-site allocation directly contradicted the
Connecticut District Court’s ruling that at least one of
the sites had seven occurrences; (2) the reinsurance al-
location was internally inconsistent; and (3) it reflect-
ed “an effort to maximize unreasonably the amount of
collectible reinsurance.”® In the court’s view:

The follow-the-fortunes doctrine was in-
tended to foster consistency in the treat-
ment of losses at both levels, insured and
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reinsured, not to allow an insurer to use
a different set of rules at each level. [The
court] soundly reject[s] the notion that
the follow-the-fortunes doctrine requires
that courts turn a blind eye to such man-
ifest manipulation of the allocation pro-
cess in total disregard of the reinsured’s
obligation to act in good faith.”

The court distinguished this case as “unlike any
other reported case involving the follow-the-fortunes
doctrine, [in that] defendant ignored a court ruling
determining the number of occurrences at a covered
site in its allocation of loss to plaintiff, and instead
imposed a single occurrence at the [ ] site for reinsur-
ance purposes.””’ Notably, the court concluded that
American Home’s “inconsistent handling of loss is the
very antithesis of the follow-the-fortunes doctrine.””*

Follow The Settlements In Treaty Reinsurance
Judicial review of an allocation to treaty reinsur-
ance differs significantly from that of a facultative
certificate containing form following provisions. The
two leading cases in treaty reinsurance allocation are
Travelers v. Lloyd’?® and Hartford v. ACE®* In both
cases, the courts analyzed the meaning of the terms
contained in the treaty reinsurance and held that the
reinsurer was not bound to accept the cedent’s alloca-
tion decision when such allocation was inconsistent
with the treaty.

Travelers v. Lloyd’s (N.Y. 2001)

In Travelers v. Lloyd, Travelers provided various forms
of insurance for Koppers and DuPont.” Travelers
reinsured portions of these risks with various London
reinsurers.” These reinsurance treaties obligated
“the reinsurers to pay Travelers for ‘each and every
loss’ incurred by Travelers that exceeds the retentions
established under the treaties.”” The treaties defined
“each and every loss,” “disaster and/or casualty,”
and included a follow the fortunes clause.”® Travel-
ers settled a number of pollution claims with both
companies, and treated each contamination site as
a separate occurrence with respect to its insureds.”
Then, Travelers billed the reinsurers by treating all
160 Koppers contamination sites as one loss and all
25 DuPont contamination sites as one loss.'”

The reinsurers rejected this allocation and argued that
Travelers' aggregation of all the claims into one oc-

currence for each insured was contrary to the terms of
the treaty reinsurance agreement.'”" Travelers argued
that:

The allocations . . . in the Koppers and
DuPont settlements for reinsurance
purposes were premised on the theory
that pollution at the various sites had
a ‘common origin’ or was ‘traceable to
the same mistake,” namely Koppers' de-
ficient corporate environmental policy
and DuPont’s failure to implement and
enforce its environmental policy.'®?

In support of this theory, Travelers cited a Brit-
ish case requiring occurrence to have the broadest
definition possible.'”® After analyzing the treaty,
the court rejected this argument and held that the
single allocations do not fall within the ambit of
« 1 » . . .

disaster and/or casualty” as provided in the reinsur-

ance treaties.'

Travelers argued that even so, the follow the fortunes
clause “mandate[s] that the reinsurers reimburse it
for losses it allocates to them reasonably and in good
faith.”' While the court agreed with the rule, it
found that it was inapplicable in the present case:

While a follow the fortunes clause in
most reinsurance agreements leaves
reinsurers little room to dispute the
reinsured’s conduct of the case, we agree
with the rationale of the . . . Second
Circuit that such a clause does not alter
the terms or override the language of
reinsurance policies.'*

The court further supported its analysis by stating:

To hold that these ‘follow the fortunes’
clauses supplant the definition of ‘disas-
ter and/or casualty’ in the reinsurance
treaties and allow Travelers to recover
under its single allocation theory would
effectively negate the phrase. The practi-
cal result of such an application would be
that a reinsurance contract interpreted
under New York law that contains a ‘fol-
low the fortunes’ clause would bind a
reinsurer to indemnify a reinsured when-
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ever it paid a claim, regardless of the con-
tractual language defining loss.'””

Unlike facultative reinsurance cases, where courts typ-
ically apply follow the fortunes unless the certificate
language contains clear, specific limits, as seen in this
case, courts are more willing to engage in a detailed
analysis of reinsurance treaties. This occurs because
reinsurance treaties are extensive contracts with their
own terms and definitions, which do not simply fol-
low the form of an underlying insurance policy to
define coverage.

Hartford v. ACE (Conn. Super. Ct. 2005)

In Hartford v. ACE, the Superior Court of Con-
necticut relied on this rationale to decide in favor of
the reinsurer on a motion for summary judgment.'®
Hartford insured MacArthur Company, whose pri-
mary business was installing asbestos insulation.'?”
Hartford, MacArthur and a number of other parties
settled over 17,000 asbestos claims by an agreement
to which Hartford contributed.''® Like Travelers,
Hartford claimed that “the 17,000 separate claims
filed by individuals against MacArthur of dispersed
work sites, over the course of four decades with re-
spect to various operations by MacArthur in installing
asbestos insulation, constitute ‘one accident’ pursuant
to the language of the policies.”"" When the reinsur-
ers refused payment, Hartford brought suit claiming
that follow the settlements required acceptance of its
allocation.

Citing Travelers v. Lloyd’s, the court denied applicabil-
ity of the follow the fortunes doctrine.'* The court
held that the agreement between the parties dictated,
and that follow the fortunes would not override the
express intent of the parties to limit liability. Addi-
tionally, the court distinguished Nor#h River from the
present Hartford claim largely because “the reinsur-
ance contract at issue in Norzh River was a facultative
certificate without independent contractual terms to
govern the post-settlement allocation.”'"® The court
thus held that, because there is an “independent defi-
nition of occurrence . . . the follow the fortunes doc-
trine [is] inapplicable . . . and the London reinsurers
are not bound by either the prior settlement decision
or the post-settlement allocation of Hartford.”"'* In
so holding, the court underscored that the Second
Circuit in Travelers v. Gerling distinguished between
treaty and facultative reinsurance in determining

whether follow the settlements applies to an alloca-

tion decision.'??

The Outlier
Argonaut v. Travelers (N.Y. Sup. Ct. 2005)

One case has been found that does not follow the
developing pattern. In Argonaut v. Travelers, a lower
New York court did not apply follow the settlements
to Travelers’ settlement allocation on facultative rein-
surance certificates.'’® Travelers insured Witco and
paid it for environmental pollution claims.'"” Travel-
ers facultative reinsurers refused to honor Travelers’
bill to them for the settlement, on the grounds that
the allocation contradicted Travelers’ previous treat-
ment of the settlement.!'®

Rather than examining whether Travelers’ allocation
was reasonable, in good faith, and arguably within
the policy, the court substantially departed from
the way in which other courts analyze follow the
settlements as applied to facultative reinsurance al-
locations. Citing Zravelers v. Lloyds, a case involving
treaty reinsurance,'”” the court conducted an in-depth
factual inquiry regarding the settlement allocation.'
However, this seems to be “precisely [the] kind of
intrusive factual inquiry into the settlement process,
and the accompanying litigation, that the deference
prescribed by the follow-the-settlements doctrine is
designed to prevent.”'?! This caused the court to de-
termine that the definition of “occurrence” contained
in the underlying policy precluded Travelers™ alloca-
tion method.

Key to the decision was evidence that the post-settle-
ment single-occurrence allocation differed from Trav-
elers’ clear understanding that the settlement “was
not paid to eliminate Travelers exposure solely with
respect to [one] site.”'** Yet, other cases involving set-
tlement allocation to facultative reinsurers make clear
that the allocation analysis before and after settlement
need not be consistent — follow the settlements
“extends to a cedent’s post-settlement allocation deci-
sions, regardless of whether an inquiry would reveal
an inconsistency. . . .”'* Moreover, “[r]equiring post-
settlement allocation to match pre-settlement analy-
ses would permit a reinsurer, and require the courts,
to intensely scrutinize the specific factual information
informing settlement negotiations, and would under-
mine the certainty that the general application of the

doctrine to settlement decisions creates.”'**
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This court’s analysis differs from the usual treatment
of facultative certificates; however, the same finding
could likely have been reached by analyzing whether
the settlement allocation met the typical follow the
settlement requirements of good faith, reasonable-
ness, and coverage within the applicable policies.'®

Lessons From These Cases

A careful analysis based on either a facultative or
treaty perspective is a good starting point for a rein-
surance allocation issue.

Most recent cases involving a cedent’s settlement al-
location to a facultative certificate show that this al-
location will be followed as long as it is reasonable, in
good faith, and within the relevant policy.'”* Even in
the cases that test coverage, good faith or reasonable-
ness, the reinsurer’s burden for a finding against the
cedent is high. These cases also illustrate that it is in
the cedent’s interest not to document an allocation
method during, or in, settlement. As seen in Zravelers
v. Gerling and American v. Swiss Re, the courts sug-
gested that had the cedent explicitly articulated an
allocation method in the settlement different from
that used to bill reinsurers, the result may have been
different. Finally, a reinsurer should make sure that its
own hands are clean when beginning the inquiry into
a cedent’s good faith and reasonableness.'”’

In the treaty context, the key in determining whether
a reinsurer must follow a cedent’s allocation decisions
is a carefully constructed reinsurance treaty. Critical
to the court’s determination will be the definitions of
“occurrence” or “disaster and/or casualty,” and how
these terms are interpreted. Different states, as well as
the United Kingdom, interpret these terms distinctly.
Therefore, analyzing choice of law at the outset is ad-
visable to determine whether the cedent’s allocation
method is supported.
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