
 
 

Abstract 
 
 

The reinsurance loss settlement clause, which appears in a variety of forms of 
wordings, historically has been one of the most difficult aspects of reinsurance 
law and practice. In recent days, more and more litigation has arisen as a result 
of such clauses. This study centers upon the interesting and oftentimes 
confusing issue of the scope and effect of such clauses, and how they define 
both the reinsured’s and the reinsurers’ liability.  
 
The purpose of reinsurance is to provide insurance protection by the reinsurer 
for the reinsured, namely, the insurer. At the beginning of reinsurance history 
when there were only a small number of insurers operating in the insurance 
market, insurers were fairly familiar with one another, and that resulted in a 
minimum of formality in doing business. In terms of reinsurance, reinsurers, 
when asked to pay by their reinsured, normally did not go out of their way to 
initiate a de novo review or assessment of the risk insured. The main reasons 
for such practice were, for one, insurers were so familiar with their business 
partners that they did not see the need for such re-assessment of the risk, and 
for another, in the past, the nature of the risks insured was not as complicated 
as those we are faced with nowadays.  
 
With a view to enhancing business efficiency and providing better protection 
for insurers, the parties that engaged in a reinsurance agreement oftentimes 
would insert into the agreement a “follow the fortunes” or “follow the 
settlements” clause. Such clauses bound the reinsurers to follow the 
fortunes/settlements of their reinsured without the reinsured’s liability having 
been proved, and restrained the reinsurers from refusing to indemnify the 
reinsured on the ground that liability did not exist under the original policy, 
provided that the reinsured had acted in a bona fide and businesslike way. In a 
word, the existence of the loss settlement clause was a logical consequence of 
the purpose of reinsurance, and the reinsurers’ obligation under such clauses 
was conditioned on the reinsured’s good faith. 
 
Reinsurance loss settlement clauses have been interpreted by the court rather 



favorably for the reinsured. Courts would normally find coverage for the 
reinsured, once they decided that the reinsured had acted in good faith in 
settling with the insured, even if they held that the reinsured had not been 
legally liable. This fact highlights the importance of the reinsured’s duty of 
utmost good faith in reinsurance law and practice. However, what exactly is 
good faith, and what are the reinsured’s obligations under the good faith 
requirement? Is there a general rule that the courts have developed to justify 
their finding of the reinsured’s good faith? If good faith, being abstract in itself 
and susceptible to courts’ subjective discretion, serves as the “standard” to 
evaluate or define the liability of the parties to a reinsurance agreement, how 
does it usually function? Does it at times seem so abstract and variable that the 
reinsurance agreement parties have a hard time predicting their liability under 
such a standard? 
 
Also, in this study, the questions of the implication of loss settlement clauses 
and the scope or effect of such clauses are explored. The former question asks, 
where the reinsurance contracts do not contain any “follow the fortunes or 
settlements” provisions, does the law, custom or practice read into the contracts 
any obligation on the reinsurer to follow its reinsured’s fortunes or settlements? 
This question is important in that it deals with the applicability of loss 
settlement clauses, and thus has a fundamental impact on how reinsurance 
contracts are interpreted. The latter question aims at clarifying how loss 
settlement clauses are applied to pertinent areas such as ex gratia payments, 
punitive damages, reinsurers’ liability caps, payments related to the Wellington 
Agreement and claims cooperation clauses. Specific examples are given here in 
order to better understand how loss settlements clauses are put to practical use. 
Discussion concerned with this question also demonstrates how a loosely 
worded loss settlement clause could give rise to disputes between the parties. 
 
To better define the parties’ rights and obligations under a reinsurance 
agreement, a more detailed review of how the reinsurance environment as a 
whole is functioning and how the courts interpret reinsurance loss settlement 
clauses is required. This issue will be even more worth pondering now that we 
are seeing a more complex reinsurance market where the parties’ interests are 
potentially conflicting, which is per se a challenge to the general view that the 
reinsurers should follow the fortunes or settlements of the reinsured. 
 
 



 


