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Introduction

The core of the reinsurance relationship is that of utmost good
faith, with each party relying on the other to perform its obligations under the
reinsurance contract. No rule or doctrine exemplifies this principle more than the
follow-the-fortunes doctrine.

The follow-the-fortunes doctrine provides generally that a
reinsurer must follow the underwriting fortunes of its cedent and, as claims are
resolved, is bound by the good faith and businesslike settlements made by its
cedent so long as there is no evidence of fraud, collusion with the insured, or bad
faith. It is a burden-shifting doctrine that allows the cedent the freedom of
making good faith claims handling decisions without the fear of having to
relitigate those decisions with its reinsurer.

In the United States, courts and many practitioners use the terms
“follow-the-fortunes” and “follow-the-settlements” interchangeably. This paper
will use the term follow-the-fortunes, although there are differences between the
two concepts. In fact, most of the recent case law in the United States is really
about the depth and breadth of the follow-the-settlements doctrine and its
application to post-settlement reinsurance allocation issues.

Early History

Application of the follow-the-fortunes doctrine to reinsurance
contracts in the United States began in as early as the 1800s. These early
interpretations of the doctrine, however, did not originate from English common
law, but instead appear to have evolved from general principles applied to
reinsurance contracts in France.! By the 1800s in France, it was customary for
reinsurance agreements to contain an express provision binding the reinsurer to
reimburse the cedent for payment of loss so long as the cedent acted in good faith
and could produce evidence of payment of the loss.? This clause obligated the
cedent to exercise sound discretion when deciding whether to contest or pay a
claim presented by the insured.> Without this “special contract,” however,
reinsurers were entitled to raise every defense that could have been asserted by
the cedent in a suit upon the underlying insurance policy.* As the doctrine
continued to evolve over the next century, inclusion of a follow-the-fortunes type
clause in reinsurance contracts obligated the reinsurer to reimburse the cedent for
paid losses so long as: 1) there was evidence that after a proper investigation the
cedent was legally liable to pay its insured; and 2) there was no evidence of fraud
or bad faith on the part of the cedent.’



General Applications of the Doctrine

The general rule is that follow-the-fortunes obligates a reinsurer to
follow the underwriting fortunes of its cedent and bars the reinsurer from
challenging the good faith claims-handling decisions of its cedent.® Traditionally,
courts have interpreted this doctrine as applying to the cedent’s decisions
regarding claims settlements and judgments.” Although some courts have
acknowledged a distinction between “follow-the-fortunes” and “follow the
settlements” principles, courts often use the two terms interchangeably.® Failure
to distinguish between the two concepts may result from the reference to
“settlements” in most standard follow-the-fortunes clauses in reinsurance
agreements.®

As interpreted by courts when construing loss cessions, the
doctrine holds that a reinsurer is bound by the cedent’s settlement decisions so
long as the decision was made reasonably and in good faith.’® As most recently
put by the Second Circuit Court of Appeals, “[flollow-the-fortunes applies only to
claims submitted in good faith.”** The obligation not to relitigate a cedent’s good
faith claims decisions extends to a cedent’s good faith decision to waive defenses
to which it may have been entitled.*? This standard is purposefully low in order to
preclude de novo review of the cedent’s decision making process.”® Although a
reinsurer is entitled to inquire into the dispositions of coverage disputes between
cedents and their insureds, a reinsurer may not conduct a de novo review of these
dispositions.** Courts will not permit an intrusive factual inquiry into the
settlement process if the settlement itself was in good faith, reasonable, and within
the terms of the policies.™ Thus, the follow-the-fortunes doctrine creates an
exception to the general rule allowing de novo review of contract interpretation.'®
By prohibiting a court or arbitration panel from conducting a de novo review of
the cedent’s claims decisions, the follow-the-fortunes doctrine obligates a
reinsurer to reimburse the cedent unless the reinsurer can demonstrate that the
cedent did not act in good faith, the claims did not fall within the scope of the
policy, or that the cedent failed to conduct a reasonable businesslike
investigation.*’

An exception to the follow-the-fortunes doctrine exists where the
reinsurer demonstrates that the cedent’s decision-making process was fraudulent,
collusive, made in bad faith, or that the underlying claim was not arguably within
the scope of the reinsurance coverage.’® The standard for “bad faith” is usually a
high one and generally requires evidence of gross negligence or recklessness by
the cedent, or evidence that the settlement is arguably not within the scope of
reinsurance coverage.'® More recent court decisions require a reinsurer to make
an extraordinary showing of a disingenuous or dishonest failure in the claims
settlement process to avoid liability for the cession.?’ For example, courts have
stated that the following scenarios do not constitute a cedent’s bad faith: 1)
failing to accurately inform reinsurers of an offer of settlement; 2) failure to
inform the reinsurer of the cedent’s decision to forego an appeal where there was
little likelihood of success; and 3) treating a group of similar claims as one



occurrence where there was considerable debate as to whether a large group of
claims should be treated as one occurrence or as multiple occurrences.” In
addition, at least one court has allowed the jury to consider the failure to obtain an
opinion from counsel as evidence of bad faith in evaluating a cedent’s refusal to
defend.?? Evidence of mere negligence, therefore, is likely to be insufficient.?®

Reinsurers may be successful in convincing a court to grant
discovery on whether the underlying claims were within the scope of the policy
and whether the cedent’s settlement decision was fraudulent, collusive, or in bad
faith, but because of the necessity for an extraordinary showing of bad faith, that
success may be short lived and may ultimately result in summary judgment
against the reinsurer if sufficient proof is not forthcoming.?*

Current Trends and Issues

As the follow-the-fortunes doctrine has evolved, courts in the
United States have been increasingly willing to expand the doctrine by applying it
to claims handling decisions other than those relating to settlement, including the
manner of the claims investigation, the cedent’s coverage determinations, and the
cedent’s reinsurance allocation determinations. This expansion, however, has not
gone unchecked. Several issues have arisen from this broader application of the
follow-the-fortunes doctrine.

Application of Follow-the-Fortunes to Investigation of Claims and Coverage
Determinations

Cedent’s have increasingly asked reinsurers to follow their
decisions regarding the quality of their investigation and evaluation of claims, and
their coverage determinations. In applying the follow-the-fortunes doctrine to
these claims handling decisions, courts have generally applied the same low
standard of “good-faith reasonableness” applied to decisions regarding claims
settlements.® Thus, courts have held that a reinsurer may not refuse to reimburse
the cedent where there may be additional interpretations of the parties’ obligations
that also are reasonable.?®

Where, however, the claims handling is so poor as to amount to
gross negligence, courts have sided with reinsurers to avoid liability.?” The
presumption of follow-the-fortunes may be overcome if the reinsurer shows that
the cedent acted in bad faith or that the liability was not reasonably within the
scope of the original policy. Where the claim handling and investigation is not a
reasonable, businesslike investigation, follow-the-fortunes will not apply. So
where a cedent merely relied on information from an underlying insurer, failed to
keep abreast of relevant case law in the jurisdiction, failed to obtain its own
coverage counsel opinion, and failed to obtain its own expert advice as to when
the underlying injury actually occurred, the reinsurer was able to meet the high
burden in demonstrating that the cedent had failed to make a reasonable
investigation.?



Application of Follow-the-Fortunes to Allocation and Annualization
Decisions

Cedents with multi-year policies or multiple policies covering
multi-year exposures have sought to bring their cession decisions within the ambit
of the follow-the-fortunes doctrine with varying degrees of success. Recent
federal circuit court decisions have come out strongly in favor of requiring
reinsurers to follow their cedents on these types of determinations.”® But under
the right factual circumstances, courts will reject a cedent’s post-settlement
allocation decision if it is inconsistent, unreasonable, and disingenuous.*

The question faced by the courts is whether a post-settlement
allocation of a loss among reinsurers must be followed by those reinsurers. In
many cases, cedents perform pre-settlement analyses, which turn out to be
inconsistent in part with the actual post-settlement allocation used by the cedent.
Reinsurers argue that follow-the-fortunes should not apply to post-settlement
allocations that are inconsistent with pre-settlement analyses. This argument has
been flatly rejected by the courts.™

The leading Second Circuit decisions hold that the follow-the-
fortunes doctrine “extends to a cedent’s post-settlement allocation decisions,
regardless of whether an inquiry would reveal an inconsistency between that
allocation and the cedent’s pre-settlement assessments of risk, as long as the
allocation meets the typical follow-the-[fortunes] requirements i.e., is in good,
faith, reasonable, and within the applicable policies.”** Thus, under Second
Circuit precedent, inquiry into the propriety of a cedent’s method of allocating a
settlement — even if that allocation is impliedly inconsistent with the terms of the
settlement — is not authorized if the settlement itself was in good faith, reasonable,
and within the terms of the policies.®

But where the post-settlement allocation consists of manifest
manipulation of the allocation process in total disregard of the cedent’s obligation
to act in good faith, the follow-the-fortunes doctrine is not required to be followed
according to a New York state appellate court.3* Thus, while an inconsistency
between a pre-settlement assessment of the risk and the post-settlement allocation
is not by itself sufficient to avoid application of the follow-the-fortunes doctrine,
an inconsistency between the cedent’s pre-settlement allocation of loss with its
insured and its post-settlement allocation with its reinsurer, which is designed to
minimize the cedent’s loss and maximize unreasonably the amount of collectible
reinsurance, does not bind the reinsurer.®

In disputes over whether the underlying occurrence should be
applied on an annualized or multi-year basis to the limit of insurance, courts have
held that the follow-the-fortunes doctrine binds the reinsurer so long as the
settlement was reasonable and made in good faith.*® Where underlying excess
polices had follow-the-form provisions that could be read to incorporate the pro-
annualization wording in the underlying primary policies applying the policy



limits in a multi-year policy on an annualized basis, the follow-the-fortunes
provisions in the reinsurance certificate bound the reinsurer to follow the good
faith and reasonable settlement made on an annualized basis.*’

What all these cases imply is that a reinsurer will be bound by
reasonable, good faith settlement decisions, including allocation and annualization
decisions, as long as there is no specific policy provision providing otherwise, and
as long as there is no bad faith manipulation of the settlement to maximize
reinsurance recoverables.

Limitations on a Reinsurer’s Indemnity Obligation Under Follow-the-
Fortunes

The general rule is that the follow-the-fortunes doctrine requires a
reinsurer to reimburse the cedent for good faith payments that are “at least
arguably within the scope of the insurance coverage that was cedent.”*® Courts
have limited this obligation, however, by holding that a reinsurer’s obligation
does not extend to losses that are clearly outside the scope of the underlying
policy or to amounts paid in excess of the liability cap of the reinsurance
agreement.* This limitation is particularly important in the context of facultative
reinsurance where the reinsurer accepts specific risks.*® As one New York trial
level court noted: “It would be an unwarranted and indeed tortured construction of
that clause to hold a reinsurer bound, for example, to pay if the prime insurer paid
moneys to its insured on a claim completely without the scope of the policy and
not in good faith.”*

Courts have also limited efforts to cede declaratory judgment
expenses under the follow-the-fortunes doctrine. The Second Circuit has held that
follow-the-fortunes does not apply to expenses incurred for which the
policyholders obtained no benefit.*> Where there are questions of fact concerning
whether a claim was proper under the cedent contract, courts will deny summary
judgment.*®

Application of Follow-the-Fortunes Absent an Explicit Clause in the
Reinsurance Contract

The question of whether the follow-the-fortunes doctrine may be
invoked absent an explicit clause in the reinsurance contract has been the subject
of debate and judicial scrutiny. Early case law indicates that courts were not
willing to read follow-the-fortunes type language into reinsurance contracts when
not expressly stated in the agreement.** Reinsurance contracts were instead
viewed within the confines of the general rules applicable to contract
interpretation.

For a period of time, case law suggested a greater tendency to
apply the doctrine to all contracts of reinsurance whether expressly provided for
or not.*> More recently, however, courts are refusing to impose liability on a



reinsurer for a settlement contribution absent an express provision in the contract
indicating an agreement between the parties to do s0.* A Michigan appellate
court has noted that a reinsurer’s liability is determined solely by the terms of the
reinsurance contract.”’” Thus, while parties to a reinsurance agreement are free to
agree to terms obligating the reinsurer to follow-the-fortunes of its cedent, some
courts will not incorporate the doctrine by implication absent an express
indication that the reinsurer agreed to be so bound.

Conclusion

The principles embodied in the follow-the-fortunes doctrine
represent one of the hallmarks of the reinsurance relationship. While courts have
allowed a broad application of the doctrine, recently there has been a push back
against the unfettered and unchecked discretion on allocating settlements to the
cedent’s reinsurance program. But if the settlement or allocation is made in good
faith and is reasonable, and there is no direct policy provision precluding the
cedent’s actions, the courts will not allow further inquiry into the cedent’s actions
and the reinsurer will be obliged to follow and pay.

" This paper is based on a series of earlier papers and articles by the author updated for recent
developments for presentation at the Falconbury Reinsurance Contract Wordings and Disputes
Conference, October 8-9, 2009, Hamilton, Bermuda. The author acknowledges former colleagues
Melissa Battino and Christa Santos for their assistance in the research, preparation, and drafting of
the earlier articles. The author would like to acknowledge Jonathan Barbee and Angela Smedley,
both Dewey & LeBoeuf 2009 summer associates, for their research assistance for some of the
recent developments discussed in this paper.
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