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INTRODUCTION

1988, 1989 and 1990 were bad years for Lloyd's. In each of those

&ears the market as a whole made a loss. The loss for 1988 was

calculated by Chatset Ltd., who publish a Lioyd's 'teague Tabla’,
at £510 million, or 13.7% of the-net premiuvm income. In 1989
these figures were £2,063 million or 52% of net premium inécme
and in 1990 they were £2,915 million or 55.2% of net premium
income. These losses were not born evenly by the Names at
Lloyd's. The first and second Defendants, to whom I shall référ

collectively ‘as  "Gooda Walkér", managed betwean them four

‘syndicates which fared particularly badly: 164.and 290, managed

by the First Defendant and 298 and 299 managed by the Second

Defendant. .he Plaintiffs in this Action were the majority Qf
the Names on those syndicates. They number 3,095. Between them

they claim to have lost sums totalling some £630 million. They

contend that these losses have been inflicted upen them because

the manner in which the underwriting was conducted by the active

‘underwriters for these syndicates was incompetant.

Whether that contention is well founded is the principal issue
in this Action. If it is, the Plaintiffé will have established
breach of a dﬁty of care owed to them not only by the. first and
second Defendants,. who managed the syndicétes, .but by the
Plaintiffs!' iﬁdividual Mambers' Agents, who make up the other 69
Defendants_in this Action. That this ccnsequence-will'follOW'has
been made clear by the decisions cn'preliminary points of laﬁ
reached in this and parallel AetionS'by Saville J., the Court of
Appeal and the Housz of Lords. I propose to summarise at the

outset the effect of those decisions, incorporating the summary
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# .
relating to the structure of Lloyds with which Lord . Goff

introduced his speech in this case on the. 25th July 1994:

‘Every person who wishes to become a Name at Llcyd 8 and who is
not himself or herself an underwrltlng agent must appoint an
underwriting agent to act on his or her behalf, pursuant to an
underwriting agency agreement.. Underwrltlng agents may act in

one of three different capacities.

(1) They may be ﬁmmbers'_agents,'who (broadly speaking)
advise. Names on their choice of Syndicates, place Names on the

Syndicates chosen by them, and give géneral advice to them.

{(2) . They may be managing agents;.who underwrite contracts of
~insurance at Lloyd's on behalf of the Names who are members of
the Syndicates under their management; and who reingure contracts

of insurance and pay claims.

(3) They may be combined agents, who perform both the role
of members' agents, and the role of managing agents in' rsspect

cf the Syndicates under their management.

Until 1990, thé practical poéiticn was as folloﬁé. Each Name
entered into one or more underwriting-agency agresments with ah
‘underwriting agent, which was either a members' agent or a
combined agent. Each underwriting agency agreement governed the
relationship between the Name and the members; &gent or between
the Name and the éombined'agent insofar as it acted as z members’
agent. if however the Name became a member of a'Syndicate-which
was managed by the_combined agent, the agreement also governed'
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the relationship between the Name and the combined agent actihg
in its capacity of managing agent. . In such a case the Name was
known as a'direct Name. - If however the Name became a member of
a Syndicate which was managed by some other managing agent, the
Name's underwriting agent (whether or not it was a combined
‘agent) entered into a subwagency Agreement under ‘which it
appointed the managing agent its sub—agenf tc act as such in
relation to the Name2. In such a case the Name was Known as an

Indirect Name.

- booda Walker acted as combined Members and Managing ageﬁts for
| 230_of the Plaintiffs. In respect of the remaining Plaintiffs,
their rolé was simply that of Managing Agents, acting on behalf
_of_the Names who had jocined their syndicates.- The Plalntlffs.

- 'who are indﬂrect Names claim against Gooda Walker. in tort and
. 8gainst their individual Members' Agents 1n.'centract. - The
Plaintiffs who are direct Names claim against Géoda’Walker in
contract and in tort. Whether in contract or in tort the nature
of the claim is identical. It is for damages for a"failurejto
exercise reasocnable skill and care in cenducting the business of

underwriting on behalf of the Names. The claims relate to 1ossas

H:

suffered by nembers of Syndicate 298 in the underwriting vears
1988 and 1989, by members of Syndicate 299 in the same years, bV__
~members of Syndicate 290 in 1989 and 1990 and by members of

Syndicate 164 in 1989,

Twe preliminary issues have been determined in this Acticn in

respect of the 1988 and 1989 years.
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(1) Did.Gooda-Walkar'owe'a duty of eare in negligence to all
the Names on their syndicates, whether or not they ware

in contractual relationship with them?

:(2)_ Are the Members Agents contractuaily liable tofthe_Names
for any failure to exercise reasonablé'skill and care on

the part of Gooda Walker, as Managing Agenfs?

Both these.questiqns have beeh.answered in the affirmative by
Saville J., the Court of Appeal and the House of Lords. Béfore
Saville J. and the Court of  Appeal a subsidiéry isslte was.
~canvassed. Was it necessary when considering the pérformance of
_ Gooda;ﬂalker's duty of care to have regard to thé'individual
ci:cumstanges_-of each name, or was a wuniform standard of
_perf@rmance.owed tolall the names? Saville J. and the Court of
Appeal held that the latter was the case. The premise underlying
~that decision is that objecfive standards of skill and care apply
to the bﬁsiness of actual underwriting and those'standards.are
the same, whether the duty of care is owad in contract or in

tort.

Aftér-lQBQ Names have entared_into'contracfs both with Members
Agents and with Managing Agents so that the Memberé Agents are
no longer contractually responsible for the way in which the
actual underwriting is performed. I have, nonétheless{ to
determine whether or not Gooda Walker wers negligent in respect
of the underwriting for Syndicate 29C in 1990, for on that issue
may depend the result of a claim against Members{ Agents by the
Syndicaté 290 Names in respect of 135%80. That claim hés been
severed from this trial and will be determined at a later date.
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The contractual duty owed by a Members Agent to exercise, through
the Managing Agents and their servants to whom the task is.
delegated, reasonable skill and care in the conduct of the
underwriting is only cne of the duties owed by a Members Agent
to its Names. Two of the Members Agents impleaded in this
Action, the 36th and the 38th Defendants, hﬁve each been sued by
an individuazl Name for breach Of a differént duty - the duty to

exercise reasonable skill and care when advising-a'Name'which

syndicates to join - see Brown v KMR Services Litd: Sword Daniels
v_ Pitel '(Unreported)._ In those Actions, which -ﬁere_ tried
together, it was common ground (though it may net be in this

Aétion) that +*he duties owed by a Members Aggnt to its Naﬁe

included the following:

{a) | to advis;e the Namé which syndicates io join. and in what amounts,
- ()  to keep him informed at all times of material factors which may affect his
| underwriting, | |
(€ ~ to provide him with a balanced portfolio and “appropriate spread of risk; a

balanced spread of business on syndicates throughout the main markets at
Lloyds, |

() to monitor the syndicates on which it places the Name, and 1o make
recommendations as to whether the Name should increase his share on a
syndicate, join a new syndicate, reduce his share, or withdraw. |

(e) to kesp regularly in touch with the syndicates to which the Name belongs, and

(D to advise and discuss with- the Name the prospects' and past results of

syndicates on which he could be placed.

In those Acticons each.Plaintiff claimed that his Members Agent
had negligently advised him to join s?ndicates that involved a
high degree of risk when the Plaintiff had requested to be placed'

on syndicates that invelved a low degree of risk. The syndicatéS
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of which complaint was made were those which wrote London Market
excess of loss ("LMX") business, including the Gooda Walker
syndicates. It was not alleged tﬁat the underwriting carried
on for these syndicates had been negligent - simply that the
nature of the LMX business written involved a higher degree of

| risk than other types of business. In those ‘Actlons the
Defendant Members Agents unsuccessfully socught to challenge the
assertion that LMX business was necessarily high risk, cr
- alternatively, that they should reasonably have appreciated that
it was high risk. 1In this Action it ie.one ef the cornerstones
of the'Defence that ILMX business was, and wes generaily known to
| be, high risk - indeed Mr. Eder, Q.C., for the:Defendants, has
chosen'to describe it as dynamite. It is.quite.plaih from the
evidence before me that this was not a perception of LMX business:
shared by many of the Defendaﬁts at the time. I have no doubt.
_ thatethere_ere many_Plaintiffs who would understaﬂéablY‘heve felt.
outraged had they heard the plea being advanced on behalf of
t@eii Members3Agent that Names had nc cause for complaint because
the type of business they had chesen to write was well kKnown to_
be dynamite. The Plaintiffs have, however, for reasons which I
can well undsrstand, chosen to limif their allegations in fhis
_Aetion to the simple charge of negligent underwriting. It is the
Names'-contention'that, in underwriting on their behalf, the
GOoda Walker underwriters disregarded cerfain_ fundamental
principles of underwriting, with the result that the Names were
subjected to excessive exposure to risk. Part of the debate in
‘this Action has related to the extent to which it is preoper £for
an XL underwriter deliberately to expose hisg syndlca“e_uo risk
cf loss. It is the Names' ease that, insofar as this is proper,

it can only be in circumstances where the underwriter makes clear
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te the Names the extent of that exposure. Insofar as I have to
consider how:ﬁhé nature .of the business of the syndicates was,
or should have been, perceived by the Names, there is noc room for
distiﬁguishing between the knowledge of one Name and the next.
That question must he judged having regard to the knowledge:ané
information that would have been generally available to Members

Agents and their Names and on the premise that the Names were

Teceiving competent advice from their Members Agents.

The Gooda Walker Group, |
Until the lst January 1990, both Goocda Walker Ltd {"GWL") and
Gooda & Pa;tners Ltd ("GPL") performed the dual rgle Qf Memberé
and Managing Agénts. GWL was the Managing Agent for the non-
marine -syndicates, _290 and 164, and; GPL for the. ma:ine
"syndicates, 298_and_299; - GWL acted as Members Agent for 150
_Plaintiffsﬂ_and GPL performed the same role for a further 80-
'Plaintiffs._ Mr Anthony Gooda was Chairman of both companies, but
was primarily concerned with the members’ agency side of.the
business. Mr Derek Walker was the Managing'Difector of GWL and
in charge of the non-marine underwriting, He was an ordinary
Director of GPL. On the lst January 1990 the group structﬁre'was
recrganised. Both Companies were placed under a holding company,
Gooda Walker Holdings Ltd., of which Mr Gooda was Chairman. Mr
Walker became Chairman of GWL, which took over responsibility as
Managing Agent for all the group's syndicates. GPL becamé the
Members Agent for all the gfoup's names, with Mr“.Gocda as
Chairman. Gocda Group' Management. Services Ltd.'providéd

~administrative services to all the group's companies.
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In the summet of 1991 Lloyd's withdrew_itS'trading'licence from .
all cocmpanies in the Gooda Walker group. Both GWL and GPL were

- placed in voluntary liquidation, and have no assets other than .

a contingent claim on error and omission (" E & 0") underwrlte*s
who have purported to avoid 1lisbility on grounds cf non-

dlsclosure.

The Syndicates

. Syndicate 290 was ~a non-marine syndicate writing  almost
exclusively excess of loss business.  Mr Walker was the active
underwriter for the syndicate and his son, Barrie'Walker; was his

‘deputy.

Syndicate 164 was a non-marine -syndicate, whose active
undarWritar;was'Mr, Edward Judd. Authority to write excess of
loss business was, however, delegated to Mr Walker under a gplit
stamp arrangement. This provided that a fixzed percentage-of the
major categorles of excess of loss business written by Mr Walker
“would be lelded in fixed proporticns between syndicate 290. and
syndicate 164. 1In 1988 the split was 70:30. In 1988 this was
- reduced initially to 75:25 and, with effect from the 30th March

1989, to 80:20. Mr Walker also mede himself responsible for

obtaining reinsurance cover to protect syndicate 164's excess of.

-loss exposure. Mr Walker readily accepted that he had to bear
tThe responsibility for the results of syndicate 164's excess of

loss underwriting.

Syndicate 298 was a marine syndicate writing a broad'range of.

excess of loss business, covering hull, cargo, liability, rigs,

and whole accounts. It wrote a substantial amount of XL on XL
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business. Mr Stan Andrews was its active underwriter from the
time that it started writing this type of business in 1983 until "

November 1980G.

Syndicate 299 was a maripe syndicate which wrote business at two

boxesf At the carge box Mr Malcelm Maxwell, the deputy
underwriter, wrote cargc business and 2 very small amount of
'excesé of loss businiss. At the hull box Mr Anthony Willard, the
active underwriter wrote the hull business{f The syndicéte:wrote_
a broad range df business which had always indluded;an excess of
loss account. With effect from July 1987 Mr Robert Hawkes, who
was Mr Willard s deputy underwritar, took over the writing of the

excess of loss account under Mr Willard's supervision.

LMX Businegg

Tha_busipess of_insuranca‘prgvides a commercial_mechanism fdr the -
mufual sharing of risk. Each insured ﬁays a premium for
inéurance cover. The premiums thus paid by the many provide the
resources for payment of indemnities to the few who sustain
losses as a consequence of insured perils. Market fdrcés should
~ensure that the level of premiums is sufficient to provide for
payment of claims, the varicus expenses incurred by the inéﬂrars,'
‘and to leave a margin by way of reasonable reward for the

insurer.

Conventional reinsurance is part of the market mechanism for this .
sharing of risk. It enables an insurer who has accepted a larger
risk than he wishes to retain to share. that risk with other

insurers.
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The balancing of premiums received on the one hand against
indemnities paid on the other is threatened when a natural -

catastrophe strikes that causes losses to thousands  or even

millions of individual insureds.” An individual insurer,

particularly one whe carries on business in a particular -

geographical area, may find that as a consequence of such a
catastrophe claims greatly exce'ed premiums received. Against
such a risk the insurer. may wish to take out excess of loss

protection.

The letters LMX stand for London Market Excess of Loss. The

" letters thus describe both the ‘place where the ‘business is

transacted and the nature of the business. The place is the
London insurance market. This embraces both Lloyd's and the

companies which carry cn the business of insurance in Londen.

. Excess of loss describes a particular type of reinsurance

business. Indeed, as a matter of strict terminclogy it is

perhaps incorrect to describe it as re-insurance:  see the

comments of Hobhouse L.J. in Toomey v Fagle Stax_‘ [1894] 1 Lloyd's

Rep. 5156 at.pp.522-3. Insurers limit their exposure to losses
by various-tyﬁés of reinsurance. They may reinsure a sbecific
portion of a specific risk. They may reinsure a proporticn of
the business that they write, or a category of it,-by a quota
share treaty. Excess of loss reinsurance is designed to put a
cap on an insurer's exposure to.a particularly large individual
risk, or an éggregation of fisks'that are all exposed to the same

event. The insurer reinsures his liability for the conseguences

h

0f a single event to the extent that this exceeds that part of

the risk which he chooses to retain fof his own account - his

retention. It is customary to place this cover in layers, each .

&
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layer being identified as a sum in excess of'a.figure which is

the. sum. of the insurer's retention and the underlying-layers of

excess of loss cover. A low level layer of excess of loss

insurance may be liable to be impacted fairly frequently by

events, such as windstorms, which are relatively common

occurences. In general, the higher the layer of reinsurance the

more sericus, and the less common, will be the evént that impacts

the cover. . Low layers of cover are sometimes referred to as

'working layers‘.g Excess of loss insurance of high layers is
commonly referred to as 'catastrophe insurance' on the basis that
the cover will only be likely to be impacted in-consequence of
‘@ catastrophe, whether caused:by man or by nature. Excess of

loss business is commonly described by the letters XL.

1f the layers of excess of loss protection of individual insurers
are reinsured by a wide range of réinsurers, who are writing
excess of loss protection for different types of business in

different gecgraphical areas, excess of loss reinsurance can form

part of the mechanism. for the overall sharing of risk. I,

_however, there are relatively few reinsurers who are prepared to

write excess of loss reinsurance, the result will be not the -
dispersal but the concentration of risk. This is what occurred

in the London Market in the 1980's. This period saw a steady and-

substantial increass in capacity at Llcyd's ccﬁpled with an

increasing demand for excess of loss reinsurance - fostered in

part by the growth in insured values of individuallrisks such as

oil platforms. Excess of loss insurance had been the-creation
of Lloyd's after the great San Francisco earthquake of 1306 and
in the 1580s a disproportionate share of excess of lecss business

was coming to London.
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In a period without -major catastrophe, excess of loss
underwriters can make a gocd:profit. in thé first six years of
~the 1980's there was only one major global catastrophe - the
~ hurricane 'Alicia' in 1983 - and the full effects of that took
guite a few years to be felt in the IMX market. Prior to that

"~ thers had neot been-a'major global catastrophe since Hurricane
Betsy in 1965; New Names and ©0ld were keen to shara in the
profits that it was believed could be made by wrltlng excess of

loss business.

The years 1980-1988 saw ﬁembership.of-Lloyd's-risenffom-18;552
to 32,433 Names, both-incfeasing the stamp capacity of-existihg.
.. syndicates and resulting in the forming of new syndicates. This
increase in stamp capacity was accompanied by a. substantial

- growth in the excess of loSs'business being written at Lioyd's.

Mr. OQuthwaite, . who was called by -the Defendants as an
: underwriting expert, informed me thaf, of the BO syndicates which
‘commenced business between 1982 and 1988, 52 wrote some excess
of loss business, including some which specialised in excess df
loss, and only 28 wrote no excess of loss business. Mr.
Outhwaite alsc provided me with figures for 198% of those Qf-the
Lioyd's syndicates and London companies which specialised in
excess of loss business - that is thqse which made such business
.the major part of their book, those which wrote excess oﬁ loss
as an adjunCt to.their main book and those which-wrbte no éxcess
-0of loss business. 0f the marine syndicates 33 fell into the
first category, 67 into the second category and 19 into the third
category. Of the non-marine syndicates 59'fell'into the first
category, 71 into the second category and 5.into the third
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category. Cf the insurance companies which were members of the

Institute of London Underwriters, 26 fell into <the first

category, E6 into the seccnd category and 11 into the third

category.

In a Report to Lloyd's made in 1892, Sir David Walker identified

87 syndicates which specialised in LMX business in 198%. These
did not wholly tally with Mr. Outhwaite's categorisation, but
broadly supperted the overall number of specialists in this

field.

Mr. Outhwaite said that it was almost impossible to_make-any'

. greater degree of categorisation than that which he had

attempted. In his statement he described the po-sition as

follows:

Within each of the above categories, each syndicate wrote a different mix of business,

depending on the outlook and judgment of the underwriter. Some wrote predominantly
excess of loss remsurance of other excess of loss underwriters (i.e. excess of loss on

excess of loss and/or reinsurance of excess of loss on excess of loss, so—called 'spiral’

business); others wrote none {(concentrating on excess of loss reinsurance of direct

accounts). Some underwriters concentrated on lower layers, others on upper layers,

depending on the underwriter's view of the relationship between the premivm and .

Lability. Some specialised in 'back-ups' (an excess of loss policy ﬁould normally have

an upper limit each and every loss, subject to 2 limited number of reinstatements - a

back-up policy was one which was designed to provide cover only after the

reinstaternents on another (‘front~in') policy had been exhausted) — it was a question of

where they saw the best bargain. The approach to underwriting manifested by the

individuzl underwriters varied (in my experience) according to the .philosolahy and nature
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of the syndicate, which the particular underwriter was best (irideed, uniquely) placed to -

judge.

- Although syndicates 298 and 299 were marine syndicates, the

excass of loss business that they wrote was nof'limitad tO marine

risks. Mr. Jewell,_an underwriter who gave evidence for the

Plaintiffs, explalned how marine syndzcatas came to write non-

marine business. The standard marine policy on cargo extends to

cover shore risks before and after-shipment. These are known as

incidental non-marine risks. The grant of such cover led to sone

‘marine syndicates writing a small proportion -'up to 103 - of

non-marine-risks, notwithstanding that they Were'not incidental

to marine risks, and this became an accepted feature of the

marine market. Sc far as' the reinsurer is concerned, the non-

-~ marine element in his book may significantly exceed 10% for the

following reason. The marine reinsurance syndicate may choose -

to underwrite pure non-marine reinsurance as its 10% incidental

non-marine. This means that the-total'non—marine element in its

book of bu51ness will be greater than 10%, because the 90% of 1tS'

-account that'iS'relnsurance of marine syndicates may itself

contain"the 10%. incidental . non-marine business of those
syndicates. When such a reinsurance syndicate buys its own whole
account protecticn,_the reinsurer will be subject o all <that
non—mariﬁe exposure. If that reinsurer, in its turn, .retrocedes
its risk to a further reinsurer which also *ncludee in its book
10% 1nc1dental non-marlne, the non-marine content of its account

will be even greater. This phenomenon explains the exposure that

'syndicates'298 and 299 proved to have to non-marine risks.
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The Spiral

Spiral business plays a crucial role in this case. It is not

clear on the evidence how many of those who wrote ILMX business

were prepared to write spiral business. I assume that most, if

not all, of those who specialised in LMX business did so. All

four of the Gooda Walker syndicates wrote spiral business. Mr.

Walker told me that his syndicate was one of only five or six

major leaders of LMX business who were likely to be found on

every LMX sl;p. They must all have written spiral business. The

- working of the spiral was complex, and whether by diagrams or in

words it is only possible to attempt. to describe it in a-

simplified form. My attempt is as follows.

Many syndicates which wrote XL cover took out - XL cover -

themselves. Those who reinsured them wera thus writing XL on XL.-

They,_in their turn, frequently took out their own &L cover.
There thus developed among the syndicates and companies which
wrote LMX_business a8 smaller group that was largely responsibie
fof creating a complex intertwining network cf mutual
reinsurance, which has been described as the spiral,. When a
catastrcphe led to claims being made by primary insurers on tﬁeir
excess of loss coﬁers, this started a procsss whersby syhdiéates

passed on their liabilities, in excess of their own retentions,

under their own excess of losg covers from one to the next, .

rather like a multiple game of pass the parcel. - Those left

holding the liability parcels were those who first exhausted

their lavers cf'excess_cf loss reinsurance protection.

So far as the individual syndicate was concerned, the effect of

the spiral was to magnify many times the impact of a particular
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loss. That is because claims wera repeatedly made in respect
of the same loss as it circulated in the spiral. T was told that- 
claims in respect of the Piper Alpha loss exceeded by a. multzple”

of about 10 the net logs that was covered on the London market.

This géaring aeffect did'not, of courée; result in an ultimate
- payment of a greater indemnity than the initial icss. As the
loss passed through the spiral, however, it impacted'repeatedly'
on  successive layers of reinsurance cover, and ultimately

cohcentrated'on those reinsurers who found their cover exhausted.

There wére_at_leaSt two significant ways in which spiral business

was written:

XL on XL : This described_the_graht:of excess of loss

- cover in respect of an excess of loss account. -

" Whole account : An underwriter who took oﬁt,:without
. exclusion, excess of loss cove: in respect of hié_whole
accouﬁt would thereby obtain exzcess of loss cover iﬁ
respect of that part of his whole account which itself

comprised excess of loss business.

The'spiral effect of claims was diminished or-extinguisﬁéd by
~individual' retentions, whether before::reinsurance protection
commenced of éfter it had been-exhausted, by CQ~insﬁrénce and by
‘1eakage‘ to reinsurers outside the London-market so that the
extent to which catastrophe clalms spiralled depended to a degree
on the size of the loss, or more precisely that part of it Wthh 
entered the London market. Thus, the higher the level of the
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layer of excess of loss pfotéction, the.lower the risk that it
would be impacted. The effect of ‘the spiral was, however,
significantly to raduce the comfort that could properly be
"derived from being exposed only to what.appeared to .be a verﬁr'
high layer of loss. Another effect was to transfei' from the
insurers to the brokers a very substantial part of the overall
premiums in respect of a risk, for on e.a'ch. excess of loss
reinsurance, brokerage fell to be paid at a rate of 10% o£ the

premium.

The Losses

While I_have o resclve any issues of -principal thét arise in
relation to damages, I am not concernad with the quantificétion.
of the Plaintiffs' claims. At this stage of the Action the
losses suétained_by,the Gooda Walker syndicates ars relevant.
largely as a demonstration of the extent of.the*exposure-to which

they were subjected by the underwriting. Pracise figures are

thus not important.

The positicn opened by the Plaintiffs on the basis of G.W. Run

0ff figures as at 3lst December 1993 was as follows:

288/1988 : ' £42700,000 £ 70,200,000 '
298/1989 £44.,300,000 . £323,600,000 (open year) -
299/1988 £41,600,000 - £22,100,000

299/1989 | £38,100,0C0 £ 40,100,000 (open year)
290!1989 ' £70,300,000 £271,300,000 (open jfear)
290/1990 : £57,700,0C0 . &£72,700,000 (open year)
164/1989 £57,200,000 - £30,300,000
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These figures differ somewhat from the figures shown in the 1992
and 1993 accounts. At this stage I need not -~ and cannot -

resolve the discrepancies.

In his opeﬁing, Mr. Vos told me that the losses sustalned in
these seven syndicate Years amounted to 15% of the. losses made
by the entlre Lloyd's market in these years and that in 1989 the -
four Gooda'walke:_syndzcates lost 30% of the_entire market's

losses.

The Catastrophes

It is common.ground that the losses made by the Plalntlffs were -
attrlbutable in large measure to their exposure to a series of

_ catastrophes._.lt is the Plalntlffs case that the_underwriters .
. were .r_ze.gl_igent_ _in_--_leaving' their syndicates exposed to these
catastrophes. It is the Defendants’ casé'that the-seQuencé of
catastrophes Qas unprecedented and'unforeseeable and.that'nc
. blame is to be attributed.to-the Defendants for the fact ihat the

Plaintiffs were not protectad from their donsequences.

In this Acflon the Plaintiffs have focused on seven catast;oches..
mhey conteqd that tne first two are significant in that their
impact should have aler+ted the underwriters to the risk to which
they wers exposing their Names. The subsequent five catastrophes
are relled upen by the Plalntlf;s as ev;denc1ng the congequences
of the Defendants' breaches of duty for which they are.liable in
damages, Thls is the pos;tlon in relation to the consequences
of these catastrophes that Mr. Vos opened: The first two

catastrophes were:
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. Hurricaﬁg_ﬁlicia 6n thé 17th-20th August 1983. The
overall insured loss attributed to this catastrophe by
Sigma catastrophe reports published by Swedish__Re;
totalled 5675 million. The Plaintiffs-contendéd that .
Syndicate 290 suffered losses of about $70 million
against reinsurance.protectioh.of $62 million. Losses
were dalso axperienced by the  non-marine syﬁdicates,

although th&ir-reinsurance'protection was not breached.

UK _Windstorms 87J on the 16th-17th October 1987.

Sigma's figurs for this leoss is $870.millioﬁ. As at the
31st Decembér 1992 Syndicate 290.estimated that it had
suffe;ad a2 gross loss of £85 million in respect of this
catast;ophe against reinsurance cover of £55 million.
Syndicate 164 estimated its gross loss at £38 million
against reinsurance cover of £21 million.

The other five cafastrophes, which I shall hereafter refer to as

"the Five Central Catastrophes' were:

The loss of Piper Alpha on the éth_July.1988. At the
start of this Action Syndicate 298 had én astimated loss
of - $220 million | from this catéstrophe against
reinsurance of $110 million. Syndicate 299 was
estimated to have lost $80 million-against.reinsurance

of 536 million.
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Exxon Valdez on 24th Mafch 1989, andicate 298:was
estimated to have.loSt approximately $200 million in
respect of this catastrophe agalnst reinsurance of §127
million, leaVLng net losses of §73 mllllcn5 Syndlcata

28% was also affected, but losses had not yet exceeded

available reinsurance.

Hurricane Hugo on 15th -22nd September 1989. - Sigma‘s
figure for this insured loss was $4,100 million. This
catastrophe was estimated to ha&e caused Syndicate-ZQO
a gross loss of 3385 million against reinsurance of S170
million, resulting in an estimated net loss of 5215
million._ It caused Syndicate 164 an est;matad gross
loss of $120 million against reinsurance of 564 million,
resulting in an estimated net loss of $56 million. It
caused Syndicate 298 an estimated gross 1oss'cf $380
miilion'against available reinsurance of $161 wmillion,
resultlng in an estimated net loss of $219 million and-
it caused Syndicate 299_an-éstimated gross loss of 385'
millicn againsf avaiiabie reinsurance of §82 milliqn,

resulting in an estimated net loss of $3 million.

Phillips Petroleum on the 23rd October 1989, 'Sigma‘S'

figure for this insured loss was $1,100 million. It
caused Syndicate 298: an estimated gross 1loss of
apérdximately $175 million against reinsurance of %84
million, leaﬁing an estimated net loss of $91 million.

t caused Syndicate 299 an estimated gross loss of SEO
million against reinsurance of $41 million, leaving an
estimated net loss of $9 million.
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Windstorm Tiaria 90A on 24th January 1990. Sigma's

figure for this insured loss was 84,600 million, It
caused an estimated gross loss to Syndicate 290 of £200
million against available reinsurance of £89 miliion,

producing an estimated net loss of £111 millien.

None of these figures are agreed and revised estimates of some

of them have been made since the Plaintiffs' case was opened.

Issues on Liability

As I have indicated, the only issue that I have to resclve in

relation to liability is whether or not the active underwriters

exercised the skill and care to be expected of"reésonably

competent underwriters. The Plaintiffs have pleaded that Gooda

Walker were not meraly vicariously liasble for the faults of the

‘active underwriters, but in breach-of.their'own duties to manége
the.underwriting. In the event,” however, there is no shortcoming
alleged against the companies themselves that will not; if_weil
founded, also involve a finding of fault on the part  of the
active. underwriters. What are the 'faults allegéd? The

Plaintiffs have pleadsd detailed.particulars of principles that

they contend the active underwriters should have followed and

-which they failed to follow. I guota from paragraph 22 of tha

Points of Claim, as amended:

In the circaumstances, any participation in the IMX reinsurance market required extreme
caution and the exercise of a high standard of skill. Any competent insurer participating

would have:
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written only a limited volume and/or proportion of XL on XL business of
business which included or constituted XI. on XL business (by virtue of being
a whole account protection of a cedent whose business was or included XTI,

on XL or XL business) and/or
paid close attention on a contimuous basis to the following vital facts, and/or

taken steps to plan, write and protect its business accbrdingiy.

In particular, any competent insurer should have:

(D

)

3

JudgmentiGooda - Draft

obtained, so far as possible, information as to the nature of the risks
comprised in the business which he was considering writing; this was in

practice extremely difficult, when incoming " business mlght include

" :'retrocessions at several stages away from the original risk; accordingly, it was

necessary 10.assume the worst, when assessing the hkely e?emcnts in the

make-up of a plece or portfolio of LMX reinsurance business;

planned, calcu]ated and monitored total aggregate exposures on the various

elements of LMX business wntten

planned, assessed and monitored, in the light of the information availabie and

in any case of uncertainly on a worst case basis, the PML on the various

- clements of such business. In this respect:

(a) all XL on XL business would necessarily have to be assessed as

having a 100%;

by whole account business (particularly in the marine market, where
exclusions of LMX.or XL on XL business were not commen) was

bemng sought by insurers as a cheaper alternative 1o XL on XL

and/or had to be assessed on the basis that it was likely to contain

- a subsiantial propornon of XL on XL business \thh would

aggregate with other business;




2

(9 it would have been prudent to obtain from prospective reinsureds
details as to their reinsurance programmes, which would have
provided insight into their views of PMLs on the business being

written;

{4 planned and placed reinsurances, normally in advance of any commitment to
writing business requiring such reinsurance, whereby the éyndicate would be
protected in full in respect of the PMLs assessed in respect of the relevant.
elements of its portfclio;

(5) refused the business rather than accepting it and foregoing full or adequate
reinsurance, when and if, as a result of pferﬁium rates, brokerage (customarily
deducted at the rate of 10% on each LMX reinsurahcc) and othe:r factors, the
réte on offer in respect of the business would not enable the fmancmg of
appropriate reinsurance to protect the relevant PMLs. In assessing: the
appropriateness of a premium rate in this context, the nature of the spiral

. meant that the height of the excess point under any particular reinsurance was
no guide to the risk of it becomiﬁg a tota] loss. In the event of a loss
e.xcegdiing'_the original (frequently depressed) retentions and such limited co-
insurance as might exist, the whole loss wonld spiral upwards and hit the
~uppermost layer of any reinsurance - unless some other participani(s) in the -

spiral happened to run out of such reinsurance first;

(34} refused the business rather than accepting it in circumstances where the cost

of reinsuring it:

(a) deprived the writing of such business of its commercial viability,
and
(®) would have resulted in foregoing either sufficient reinsurance to

protect the LMX business written or sufficient cover for the

balance of the account or'fdregoing both;
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(6) recognised, taking account of the. _above, that marine syndicates choosing to
‘write an "incidental” non-marine portfolic would thereby be'-exp_osing
themselves to the effect of the spiral arising out of non-marine as well as

marine risks.

The Points of Defence dealt with fhese ._ Pleas byi denial or non--
ad_miséicm_ar;_d_ did not seek to raise an alternative case as to
specific principles to be applied in writing IMX business.
Instead the pleading listed a number of matters- which were
i élleged to be ma.t'erial when considering the standard of care to

be applied in underwriting. These were. as follows:

(D Names at Lloyd's knowingly accept unlimited lability;
(i) ~  Underwriting is a risk business;
(61} Underwriters ‘assume risk in consideration of premium, and it is no part-of their business

to reinsure all the risks that they have assumed.

C(iv) Lloyd;é; Regulations had no requirements for reéording aggregate eXposure or éalculating

probable ‘maximum loss.

() ~ In the late 1980's the entire insurance industry- was hit with a serjes of unprecedented
losses and ‘the risk of such a concatenation of catastrophes within such a period of time
~could not reasonably have been anticipated and/or was so remote as not o be a matter

which a reasonably prudent underwriter would necessarily guard against.

Mr. -Eder's opening for the Defendants _}néde their case clearer.
Exdess of loss business is, and is known to be, an area of
insurance that involves a higher degree of risk and of. reward.
Thé - reinsurance written provides protection against the
.consec.;uences of catastrophes. Thé proper prémium for assuming

such a risk is a matter of Jjudgment. If catastrephes do not
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cccur excess of loss business is very profitable. If they do
occur, losses will result, which should be balanced by good
profits frOm the catastrophe free years. The losses made-by the
Plaintiffs in this Action were the consequence not of bad
Jjudgment, ler alcne:negligence-er incompetence in underwriting,
but of the unprécedented and unforeseeable seguence of

catastrophes.

The pleadings and the opening of each party thus disclosed a

fundamental issue as to whether or not the principles relied upon

- by the Plaintiffs had any 'application. in the field of LMX

underwriting. The precise nature of this issue became clearer
as Mr. von Eicken, the Plaintiffs' underwriting expert, gave

evidencs.

Mr. Voan Eicken

Before turning to the evidence of Mr Von Eicken I must rule on
a.sgbmission made by Mr Eder that Mr Von Eicken was not competent

to give expert evidence in this case.

Mr Von Eicken was employed for 35 yeers by the Munich Reinsurance
Company ("Munich Re"). During this period Munich Re grew into
the world’s largest reinsurance company. While with Munich Re
Mr Von Eicken undoubtedly became an expert in the field of
catastrophe excess of loss insurance. In.1963 he was responsible
for drawing up a set of general principles to be followed by
Munich Re. in reletion to XL reinsurance. These principles
remained in fbrce, subject to amendment from time.to time, up to

the time that Mr Von Eicken retired from the company in 1990.
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In 1967 Mr von Eickenfwas asked to set up Munich Re's London
Office. Thereafter he spent the majority of.each working week
in London. He served as General Manager and Managing Director
cf - the company's Main:Representation Office. Mr. Von Eicken
stated that during his 23 yeafs-in.London he héd constant contact
with Lloyd's. He met frequently many Llcyd‘s'underwriters and
had extensive dealings with Lloyd's at Chairmén level. By
- exchanging views on the reinsurance market he gainéd a clear
understanding ‘of the way Lloyd's syndicafes- opérated. He -
negotiated individual'-participétidns by Mﬁnich Re in the
reinsurance of Lloydfé'5yndicates}'and;was also involved in a
section within the Mﬁnich.Re (headed by its'Chief Executive)
which decided on the des;gn of Munich Re's own, relnsurance
: protections. (mostly Catastrophe XL), which lnvclved dlscussicns_
with Lloyd's brokers;and the under#riters at leyd‘s who were

writing the Munich Re's covers.

Despite Mr Von Eicken's wide experience of reinsurance in geﬁeral
and excess of loss insurance in particular, his pafticipatibn in
the London ihsurancé_market and his general knowledge of the
_'manner in which Lloyd's operates, Mf Eder argued that he was not
- competent to give expert evidence in this case. This was because
the evidence clearly established that it was Munich Re's pollcy
that the company should not reinsure excess of loss accounts.
Such business was specifically stated to be undesirable in almost
every edition of the written prlnc1ples which Mr Von Eicken had
criginated. - There was cne exception to this. The guidelines in
force from 1883 to -1986 stated thaf such contfabts- weres
"conditionally desirable where they are.customary (e.g. on the
North American market or in the London market for Lloyd's
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syndicates and fringe companies"). Mr Von Eicken told me that
he discovered that Munich Re had started to write reinsurance of
Lloyd's XL business in the mid 1980s and that he had put a stop

to this because it was contrary to all the principles that Munich

Re considered to be an essential basis for business.

In the light of this evidence, Mr Eder argued that Mr=VQn.Eickeh
ﬁad_no personal experience bf_LMX business, and in particula:-no
experience of writing XL on XL cover, so that. he was not
gqualified to comment on the principles that shouid be épplied by

the reasonably competent underwriter in that market.

Mr Von;Ei¢ken would not accept that there wefé.special principleé'
.tQ be applied to the writing of LMX business. His constant theme
was that LMX business was éubject to the same basic principles
as ail reinsurance, indeed all insurance, and that he was highly

qualified to speak 0 those principles.

Mr. Von Eicken criticised the Gooda Walker underwriters for
failing to write a balanced book of business,_failing properly
to calculate and reinsure their exposure and for failing properly

to rate the business that they wrote. In.the conclusion to his
Report he commented that if the basic princigles that he had
cutlined had been foullowad, it would haﬁe been possible for thé
Names not merely fo avold their losses but to make profits by
writing catastrophe excess of loss businegé during 19883, 1889 and
1990. EHe cifed by way'of.an illustrafion of thiS'possibility{

the results of Mr. T.R. Berry's syhdicate °36. Under Crcss-.
examination it became apparent that this did ndt aécurately
express Mr. Von Eicken's opinion. It was his opinioh-that it wés
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impossible to apply-.his .underwriting prinéiplés when wri-ti'ng X%

" on XL business. That bus:mess was so opaque that it was

J.mpossz_ble to make an accurate estimation of @xXposure or to

estimate the appropriate rate for the risk underwritten. . The

only way to be confident of making mcmey' by writing spiral

business was by " skilful arbitrage and this was not what

. reinsurance was about. ‘Arbitrage apart, writing spira.l‘ business

was. akin to gambling. The following passages from Mr. Von

. Eicken's evidence clearly expressed his views about _ splral

bu51ness-

Thc unfortunate fact is that m order {o engage in this type of cover, ﬁrou_really- have to
do with a fraction of the knowledge, and a fraction of the experience and a fraction of
. the information which you would be needing in order to conduct catastrophe excess of
loss business, and I maintain that it is-just an aberration of catastrd.phe- excess of loss
business and should . probably not have been touched' by anybody.... - - it was'an :
.extremely mcestuous market. Everybody init was dealmg mduecﬂy with themselves and
it had to be known that it was not a market and it had to be known that 1t was fot a
© viable market and it had to be known that it would not be a market that had any hope of
staying alive and that the profits that were made could only continue fo be made as long

as the hope came true that no ma;or catastrophe occurred.

This approach to the spiral had not formed part oF the .

Plaintiffs' case. 1In his written ogem.ng Mr Vos said this about

the spir'al :

- The Plaintiffs' case should not be .misunderstood. It is not the Plaintiffs' case that the
underwriters were negiigent simply. because they participated in the:spiral. ‘The Plaintiffs
say that because of particular features of the spiral, it is necessary to exercise particular

care when writing an account within it.

In his final speech Mr. Vos submitted that Mr. Von Eicken was
prcbably right in his wiew that the spiral market was an

aberration. The Plaintiffs, however, did not need to go that
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far. Their _c:ase.was based on the disregard 'by,' the Gooda Walker
underwriters 0f specific basic principles of insurance practice.

Zf_Mr, Veon Eicken was right abouﬁ spiral business, so much thé
_bgtter,_for that reinforced the Plaintiffs' case.

Mr. Eder for his part alsc argued that it did_not matter'wheﬁher

the spiral market, viewéd_as a whole, was aﬁ.aberration, - Even

if it was, a competent underwriter could properly enter thét
- market in order to make profit for his Names. Mr. Van -Eicken
had deliberately kept out of.that market and was.not'competent
to express opinions about the conduct of those who practised

within it.

- Mxr. Eder askeﬁ,Mr. Jewell, whose role as a witness I shall deal-
_ with shortly, about Mr. Von Eicken's ability to give]expert

evidence in this case. He commented:

I believe the fundamental principles of reinsurance are the same throughout the wor_ld,-
_and that they start with a fundamental understanding of the direct busiiiess. Therefore,
- although a Eurﬁpean reinsurer, or an insurer who is buying ~ who is not buying or who

is buying - his reinsurance from the London miarket, may not have firsthand experiénce

of the way the market is operating because he has chosen not to operate within it, does

Somebody outside the market with a good understanding of the fundamental business,

may actually be able to see the wood from the trees clearer than those within.
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;.have_rEached.the same conclusion as Mr;'JeWell.' Mx. Von Eicken

-is  qualified to express an opinion as to the principles that

should be followed when wrifing'excess.of'loss business. Hé is
alsé qualified “to 'expfess an opinion as to whether fhose
principles are compatible with the writing of spiral buéiness.
I have not been bPersuaded by the evidénce that it is'appropﬁiate'
to ringfence that minority of London _Companies'”and. Lloyd's

syndi¢ates that specialised in writing excess of loss buginess,:

- and to treat them as members of a separate market. They were

-members of the London insurance market, and the London market is

itself part of an international insurance market. Mr Von Eicken

has had very considerable expérience of the international

“insurance market, of the London' insurance market, of the‘dustcmst

and practices of Lloyd's, and of the writing of excess of lcss

-business._-Theﬁfact that.it‘was the almest unbroken policy of the.

- Munich Re to avoid writing XL on XI business does not'diSQualify

Mr Von Eicken from giving ezpert evidence in this Action.

Before turning to the expert evidence, it is right that I should

state the impression made on me by those who gave- - it.

Mr. Von Eickan

Mr. Von Eicken was not an ideal expert witness. He showed a keen
appreciaticn ©f his own abilities and a contempt for any
challenge to his viéws. This attitude was not justified, for in
his repcrt Mr. Von Eickeén had, in places,. made sweeping
statements of ‘underwriting principle which could not be
justified. '.He_ adopted, throughout, a vigorously partisan

approach and could scarcely ever be induced by Mr. Eder to make
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& concession, however clear it might be that a concession was

due.

Mr. Jewell

Mr. Jewell was nct_called_by_the_Plaintiffs as_an_éxpért.' He is:
a Director and General Managé:_of City.Run-Off.iimited ("CRO")..
CRO has contracted. with G.W. Run-Qff Limited_.(“GWRO“) to
administer the run-off of the Gooda Walker Syndicates. chm 1962
to 197% Mr. Jewell was employéd, first by New Zealand Insurance
Company Limited and then by Norwich Winterthuf- Reinsurance
.Cqmpany _Limited, For the most part as a deputy marine
uﬁderwriter. From 1979 to 1989 he was employed by Claremcunt
Underwriting Agency Limited as an activa. underwriter fbr
Claremount Syndicates. _He underwrotea. all - the: reinsurance
account, consisting 0of marine, _nonemarine."and_.aviaﬁion XL
‘business for syndicates, which had at their peak, a combined
stamp capacity in excess of £100 million. The XL account was

predominant.

In Cctober 1989 Mr. Jewell joined GPL and took over the running
of Syndicate 299 frcom Mr. Willard. When, st the end of 1989,.Mr.'
Andrews was asked to resign as active underwriter of Syndicats
298, Mr. Jewell agraed to replace him_on the understanding thét
he would not write any new business other than lines alresady
promised. When, in the-aufumn of'iQQI'GPL'and'GWL'went into.
voluntary liquidation, CRO was formed by Bankside Underwriting
Agengies Limited to handle the day +to day zrunning of thé
syndicates. Mr., Jewsll was cne of a number of Gocda Walker sﬁaff

who were retained by CRO.

Judgmenti\Gooda - Draft ’ ' - 32 -




B
il

- Mr. Jewell was called by the Plaintiffs to givevfactual evidence

about, inter alia, the eXposures, reinsurances and lossés cof the
Gooda Walker syndicates. Mr. Eder chose, however, to crosg-

examine him at length on matters of expert-evidence.'_I'am glad

that he did, for:Mr; Jewell impressed me asz a witness of high

standing, ability and experience in the field of excess of loss

‘reinsurance.

.. I found the evidence that he gave in relation.to the préctice of

excess of loss reinsurance more.compelling than that of the

witnesses. whe had been called specifically to 'givé"expert

- evidence on this topic.

. Mr., Duthwaite

Mr. Quthwaite commenced work-at Lloyd’s-in.lQS?'at_the'age of 21.

‘He w@rked- as personal assistant and iatterly as’ deputy

underwriter to Mr. Roy Merrett and beceme responsible fof most
of ;the excess of loss underwriting.for his syndicate.: In 1972
he - took over as underwriter for the syndicate jointly with Mr.
Stepehn;Merrettf -From 1974 until 1989 he ran hisg own syndicate.
This was a general marine syndicate with an excess of loss book
of 25-30% of premium income. The syndicate was known as a leader.

of excess of loss business. Mr. Cuthwaite has served on many

- committees at Lloyd's, including the Joint Excess of Loss

Committee which was formed in 18987. Thisg summary illustrates the

depth of Mr. Quthwaite's experience of Lloyd's underwriting and

of excess of loss in particular. I found him, in general, an

‘impressive witness. - Nonetheless I did not find him wholly

objective. While he did not demonstrate the partisan enthusiasm
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of Mr. Von Eijicken, he was, I felt, careful insofar as he could

to avoid answers which might further the Plaintiffs' case.

Mr. Fryver -
Mi. Peter Fryer has worked in the insurance industry from 1853
until his retirement last year. | From 1969 to 1985 he was
Managing Director of North Atlantic Insurance Company Limited.
After that company was acquire§ by the British National Insurance
Group he was first of ali Man;ging Director and subsequently
_Deputf'Chairman and Ghairman.cf B:itish.Naticnal,_responsible for.
‘the group’s_insuraﬁce.and reinsurance.oparations throughout the
world. From 1986 until 1993 he was Chief Executive of the
- Charter Reinsurance_Company Limited of London. Mr. Fryer was
well placed to give expert evidende_from:the.viewpoint'of a
 London reinsurance company. I found him an impressive and on the

whole a balanced witness.

The Rripciplesunpnlicable to Excess of Loss Underwriting

.It is not possible to resolve the issue of liability in this casé”
without having regard to the peculiar :featureé of spiral 
business. I propese, however, to consider those features in the .

- context of the specific allegations made by the.?laintiffs. The
_first step must be to decide, with the assistance of the expert
evidénce, what, 1f any, basic principles of underwriting practice
should have beeh adopted by those who were writing LMX business.
I shall then consider whether, and if so how, those principies
could be applied by & writer of spiral business. Finally'I shall
consider the specific allegations directed at éach~of-the active

underwriters.
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Exposure and Balance

The Points of Claim allege in some detail the prihciples.of
underwriting practice that the Plaintiffs contend should have
_been follcwed,_but éo not clearly allege whét the competent
underwriter shoﬁld have attempted to achieve by the application
of these principles.  Their case was, however, clarified by Mr.
von EickenFS-Report. .This emphasiséd the importance of writing

a balanced account.

A balanced account, adopting the terminelogy'of-Mr; Voﬁ.Eicken,
is one where the claims that the underwriter ‘has to meet;
-together with all his expenses, are covered by'thefpréﬁiums.that'
“he réceives,_sé.that'an-appropriate profit remains. According -
'to-Mr.,Voanickenj fhis balance should be achieved by fhe~excESs~
,Qf_lossgunderwriterwin two ways. Firgt he éhould5iimit_the
. exposure of his syndicate to the consequences of a éinglesévent
- by spreading the syndicate's business over a number cf.different
‘classes oﬁgbusiness_(e.g. rig covers) and over'ea-number of
~different geographical areas. :In this way the uhderwriter can
. ensure that the potential exposure to a single event is balanced
by premiums from business not exposed to that event. To achieve
this balancing exercisé in practice.the underwriter will have to
restrict his exposure in respect of some classes of business or
- eXposure areas.’ ‘In order to do ﬁhis he must be aware of his
aggregate exposure in relation to each class of business or

exposure area.

A single event will be unlikely to expose an underwriter to
liability in respect of 100% of his aggregate exposure in respect
of a class of business or exposure area. For this reason it is
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possible to_adopt_a more reaiistié and_sophisticated;approach to
thé balancing of an account. The underwrlter selects the most
serious catast*ophic event that he can foresee as a p0551b11_ty_
for whlch he must make provision and estlmates the maximum loss
that he will be likely to have to meet should +hat event occur.
Thls amount is described as the Probable Maximum_Loss or PML.
It is_thus_the_PML,_:ather:than the aggregate, to which the
competent underwriter normally has_regard;when'considering the_

balance of his account.

_Tbe other tool whlch according to Mzr. Von Eicken, the excess of
loss underwriter uses +o achieve balance is reinsurance. By
reinsuring his exposure to his PML, or part of-it,_in.a cost
effgqtivé manner he can help to ensure that if-a.catastrophe
étr;kes hisg liability ﬁill nct_overreach_the'net_premiﬁms_that

he has retained.

it was, I believe, initially the Plaintiffs’' contention that the
competent excass of loss underwriter shculd ach;eve a balance of
thls sort year by year for each year of account so .that, unless

an untoward event occurred, each year would end in profit.

It has always been the Defendants' case that the type of balanée
that I have just described, achieved yeaf by vyear, is -nbt
cqmpétible with writing excess of loss business on any scale..
Insofar as it cmncern§ the concept of_achieving balancé-by
dispersing the business written over different classes  0:
geographical areas of risk, the Defendants' stance on this point
was supported: by a number of witneszes including, moét
authoritatively, Mr, Fryer. He told ne.that it was impossible
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to-write an excess of loss account of any significaﬁce covering
catastrophe perils and to achieve internal balance by.éuch;means;
Most of the demand for excess of loss covér came from the United
States and Eurocope and insufficienf business'could be written in
other parts of the globe to balance exposure to those areas.
Charter Re had aiso ttied to achieve balance by-writing.a mixture
of marine, avmatlon and non-marine buszness and by writing flrst

second and third ‘tier re;nsurance. The problem of lmbalance
could be reduced in this way, but not removed. Mr. FrYér agreed, .
however, fhat it was possible to smooth potential losses by

reinsurance.

- Ifit is impossible for an excess of loss underwriterlfo achieve-
internal balance without reinsufance, I cannot ‘'see how
reinsurance can wholly ramove eprsure to 1css'if:the rainsuréncej__
rates.properly reflect the risk transferred. It was Mr. Fryer's
evidence that the excess of loss underwriter could not expect to
achieve a balance between claims and prémium'indome yeér in year.
out, but would have to accept that there would be loss making

years. to be balanced by premium income in other years.'

Mr. Jewell said that in 1987, 1988 and 1889, when the market was
terribly éoft, it was "highly pbssible" to devise a reinsurance
programme which was éompletely compehensiﬁe. He tolid he that in
. 1988 he had.been able to buy reinsurance covér for his syndicate
at 2 rate which enabled him to write business for his Names Whlch
did not expose them to risk but enabled them to make profit from
- premium differentials. He added, however, that to'attempt to

make profit without risk was not a professional move "because the
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professional move starts with how much exposure you are prepared

to write".

At the end of the day Mr. Ves retreated.from.the suggestion that
aﬁ excaess of loss underwriter should necessarily aim to achieve
a balanced account year by year. His submission, rather, was
that, if the underwriter was going to_subject,his Names'to the
risk of making an overall loss, he should aim to restrict the
egposure to a_preqetermined limit and make it-quite.plain”tq

Names that they were exposed to loss to that extent.

In the course of closing submissions_l suggested to Mr. Eder that

it was common ¢round that a competent underwritér;hadgto restrict
exposure to an appropriate.ievel. Mr. Eder would~n6t accept
this. = He submitted that there was no .inherent limit on the
.exposura that an excaess of loss.uhdérwriter could properly incur.
This.reﬁlected 4 theme in his argument that Names who jcined
Lloyd's deliberately accepted unlimited liability and that Names
~ who joinéd excess of loss syndicates knew that they were thereby

indulging in underwriting that involved higher than normal risk.

Mr. Eder's submission raceived a degree of support from Mr..

Quthwaité. He said that it was thecretically possible to write
& book of business in the excess of loss field where all covers
- were exposad to the same loés event and that there was nothing,
in theory, to prevent this. This, however, was.subjecf to the

important provisc that this policy was made plain to the Names.

So far as exposure was concerned Mr. Outhwaite said that the

governing principle was that the underwriter should not expose
his Names beyond that'level which he aimed for and predidted.

This statement was not far removed from a passage in Mr. Von
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Eicken's evidence when he agreed with Mr. Eder'that one-doula not
criticise an underwriter for laaving_an uninsured gap, whatever:
its sizé,_provided that he did so cn.purpose, knew_eﬁactly what
it was and informed his Namesg of what he was doin§. Mr. Jewell
said that the startinglpoint was that the underwfitef-should
decide how muéh risk he was prepared to write énd expose his
syndicate or company to and that having taken that decision he
'had to“restrict exposure to that level by reinsurance. This

evidence was put to Mr. Quthwaite who agreed with it.

My conclusions in relation to eXposure are as:follows, .The fact
that a Name who joins Lloyd's deliberately agrees  to expose
himself to unlimited liability does not .mean that;he:anticipates
O :accepts that when he joins a syndicate the active underwrlter

. owill deliberately expose him to the risk of such lisbility. On -
the_contrary the Name w;ll-reasonably expect the_underwriter to
'exexcise due skill and care to prevent him from sufféringilosses.
In@many,categories-ofuinsﬁranée the Name will.rEasonably expéct
the underwriter to plan'td'procure profité, year in'yéa: out.
The fact that syndicates are recbnstitutéd each year does not,
however,.make it mandatory.forlan undérwriter to conduct business
in ﬁhis way. I accept-Mr. Cuthwaite's evidence that underwriting
must be conducted as an ongoing business. There is.no'reason'in
principle why an underwriter shculﬁ not writa.business on the.
basis that net -loéses will be made in some years that are
balanced by genaercus profit levels in the othar vears. . If,
however, an underwriter ig deliberztely to expose his Names to
sufferlng losses from time to time, he must make sure that the
" Names are aware of this_and of the scale of loss to which they
will from time to time be exﬁosed. :
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This conclusion is one which I would have reached as a matter of

common sense 1f unassisted by expert evidence. A Name at

Lloyd's, with.the assistance of his Members Agent, will want to
structure his:underwriting business in a manner thqt accords with
his means and with his attitude to risk. Syndicates at quyd's
tend to speci?lise:in different categories of business. Some
categories_.oi busiiness involve less :isk.-of loss, and

commensurately less prospect of reward, than others. A Name

~needs to know ?he_nature of the exposure that he is likely to run

by Joining a% particular syndicata' if he is to be able +to

structure his underwriting business in an appropriate manner.

It was the Plaintiffs' case that, in the absence of a specific

-warning,_a_Naﬁé would not anticipate that a particular excess of

Lpss_synq;qgté_would write in such a way that loss making years
would be a_qat?ral consequence from time to time. A loss making
yvear would Qn%y result from some.untcﬁard avent or ‘sequence of
events for ﬁh#ch the underwriter could not reascnably have been
expected to provide. The Defendants challenged this case. As
I have already indicated, it was Mr. Eder's contention that any
Name should have kncwn that writing excess of loss business could
ﬁell-result in very high lesses - such business was "dynamife“.
The extent to which Names should reasonably have anticipated that
by jeoining the Gooda Walkef syndicates they renderéd'themselves_.
liable to suffer significant losses from time to time.is a matter

to which I shall rewvert at z later stage of this judgment.

Planning

In his initial Report, Mr. Von Eicken stated that a competent

excess of loss underwriter would necessarily make detailed
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written plans of his-underwriting policy and how he was going to
achieve it. Aggregate limits, PMLs and reinsurance protection
would all be planned in advance . and those plans would be

committed torwriting.-

Mr. Outhwaite challenged this evidence. = He said that an
underwriter ﬁould_certainly prepare detailed plans, albeit not
-necessarily in . writing, khen setting up a new syndicate.
Thereafter there woulad be no fcrmal.planning. The undéfwriter
would run the syndicate as an oﬁgoing buéinessQ-kéeping his
underwriting and -his general strategy undet-réview and reacting
to changes in-the market. ~Only if the capacity or-éompositibn
©of a syndicate chahged-significantiy between one Yéar and'the
- next. was it -neceséary . to plan how :the underwriting should
accommodate these changes. When Mr. Eder asked ‘him whether it
-_was_not-strange-that'underwritihg) és a-ptofaséionai'exercise,-
. should be conducted on an ad hoc basis without formal ﬁlanning

he replied:

*I do not find it strange at all, it was the environment in which I was brought up in

Lloyd's; it is how Lloyd's has alﬁa}?s worked."

Mr. Jewell said fhat- he  would not necessarily expect an
underwriter of a syndicate of the same type as the Gooda Walker
syndicates to have a detailed underwriting plan. He added,
- however, that in his opinion all should have such a plan. He

said: :
"I'would have felt very uncomfortable for my own job, let alone for the Names that I was
writing for, if I did not have a structure and a plan and an idea of what I was attehlpting '
to put together..... I do not believe I could have purchased a reinsufance programme’
. intelligently without having an idea of what I was going to write and what 1 was trying

1o protegt."
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‘Written underwriting plans have, I believe, now. become the norm
at Lioyd's. This was not the caseiduring the pericd-with which
1 am concerned. Absence of written underwriting plans canndt be:

_ treated as evidence of laék of competence. What was, in my
judgement, important was not that a plan should be written down,
but that a plan should exist and be followed. In'particular; any
competent undérwriter had to formulate and follow a policy as to
- | ‘ the extent to which Nameé were to be exposed to the risk of less.
| Mr,., Eder sﬁggasted_that an underwriter.couldaprapefly make nb
' attempﬁ_to limit his Names' exposureubeyoﬁd fhe restfiction-
imposed by.Lloyd's regulations on premium income..  Even if that
_were.correct, and the model is a purely hypothetical cne, an
underwriter could not be competent in adopting_such_an approach
unless hé'did_so after careful consideraticon and unless he made
it absolutely clear to his Names-that this was his poliCy. .In
fact all the witneﬂses in this case accepted that an excess of
loss underwriter would have a policy as to.the amount of expoéure
to which his Names would be sﬁbjectadlr In.myzjudgmént it was a
fundamental principle of excess of. loss underwriting that the
unéerwriter should formulate and follow a plén as to the amount
of exposure that his syndicate woﬁld run. During the period
with which I am concerned such a plan would neormally - if not
inevitably - involve restricting the syndicate’s.gréss éxposure-
by reinsurance in order to,6 attain the  planned level.df net
exposure. Mr. Outhwaite accepted that the underwriter WOﬁld_buy
reinsurance cover with a view to protecting exposure resulﬁing_
from specific projected aggregates. He said, however, fhat'such
projections were not inflexible. The undarwriter might accept
more or less business depending upon how  attractive thé
particular businéss was. I have no difficulty in'accepting this,
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subject to two . provisos;.r Flrst the underwrlter must be
monltorlng his buszness preoperly so that he knows what he is
doing. Secondly. he should not make so radical a departure from
his pollcy_on.exposure as to betray the reasonable'expectation

of his Names.

Aggregates and PMLs
 In.crdef tb'monitor_the axposuzre that resulfs f;om the business
he writes, the exéess]of loss underwriter must be éware of his
aggregates. _Hé has the'adVantéga that each piece of business he
writes is subject to. an express.limit of liability. To calculate
his exposure to a single event he.needs to know how many of the
covers that he has written are exposed to the risk of a. claim
should that event. occﬁr. He thus has to divide into. different .
categorles the covers that can aggregate. In practice this is
normally done_by,a system cf-codlng the different categories.
. The_more carefully the business is recorded under appropriately
chosen codes the more confident the underwriter will be able to
be as to the limit of his exposure to a singie event.. As I.have
already explaiﬁéd there will be some categories where it is
unlikesly, or indesd inconceivable; that a single event will
result in a claim on every cover. Iﬁ respect of those categories
the true exposure will be, not the aggregate, but the PML. The
estimation of the PML has:to bé made by the application of

judgment to the data available.

There is nc'real_dispute:between the parties as_to the need to
assess-PMLs{_although;there was some debate as to appropriate;
terminology. As. Mr.._Eder put it in his final written
submissions:
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"It was common ground that an underwriter must form some judgment of his exposure

to one loss event in order to decide what reinsurance to purchase.”

This leads me to the topic of reinsurance.

Reinsurance Policy

In his final submissions Mr. Vos contended that a competent

excess of loss underwriter should adopt a reinsurancé policy'that

included the'following'elements:

(1)

(2)

(3)-

(4)

'The underwriter should know the PML that his syndicate

will be exposed to in the event of the worse

catastrophe.

He should then work out. what net exposure he is prepared

to run in that event.

He should reinsure the balance.

‘He should retain a meaningful retention at the bottom

(and preferably the whole retention should be at the

bottom).

He should match the reinstatements on his reinsurances
to the reinstatements that he is allowing in his
writings, so0 that he is protected against frequent

catastrophes.

Mr. Eder made no substantial challenge to the first two

propositions. It was his case that they would form part of an -
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on-going and flexible review rather than an inflexible plan.. As
to the third proposition, Mr. Eder accepted that thlS is what the
competant underwrlter should attempt to ach:_eve. Mr. Vos had
orlglnally_ asserted that the competent underwriter would have his
reinsurance in place before he started writing bover. “That

proposition was patently absurd for, if applied to all, no-one

could wrlte any business. Writing excess of loss cover and

.obtalnlng such cover are two operations which can nelther be done

sequentially nor synchronised. There -m_ust. inevitably be a ris-k

that the insurer 'finds that he cannct cbtain as much reinsurancé

~cover as he would wish at rates which he considers fair.

The -fourth proposition was not common ground. It had originalzly

been the Plaintiffs' case, supported_by'Mr;_Von'EickEnfs Report,

_thatlthe'competent_excess of loss underwriter would decide how

much he wished to retain and relnsure evev'ythlng in excess of
that amount up to his PML.; Unaer_cross-examination Mr. Von
Eicken conceded, however, that there was no Teason why = the
:.ﬁsurer shou}.d not retain exposure at the top above his layers
oﬁ rE1nsqrance._ This was subject to the proviso that he did so'
deliberately in the knowledge of the amount of that exposurs,

Mr. Jewell had already given evidence to like effect. He said:

The wise approach in my experience would be to have a core reinsurance put together
that you know -yo.u c:ax_i achieve and buy the rest of your protection either at the bottom
or at the top end of your exposﬁre. The important factor is'to know what your exposure.
is and how mmch of it you are prepared to carry. It is almost Irrelevant in my view as

to where you carry that,
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_It.séEms to_me.that in principle this must be right. If an
~underwriter hés determined to retain a specific net. exposure,
those layers of exposure which he protects by reinsurance should
- depend upon the view he takes of the terms of the reinsurance on
offer. The evidence suggests, however, that it may be difficult

in practice to obtain reinsurance cover if one cannot demonstrate

that cne is retaining a layer of risk below that cover.

MATCHING REINSTATEMENTS

Mr._VoéY fifthxpropmsiticn.introduces a topic of scme complexify.

In his final speech Mr. Eder described it as "almost a diversion

-~ a variation on a theme" and commented, with some:justificaticn, 
that as the peint had not been specifically pleaded, no one had

really focused on it as a separate issue.

In that section cf his witneés_ statement which deals ﬁith

reinsurance protection, Mr. Jewell states:

Reinsurance policies cover layers of exposure.... Each policy will provide coverage for
a particular sum insured (e.g. £5 million excess £5 million) and may be reinstated a
limited number of times. The number of reinstatements available indicates the level of

horizontal protections.

The excess of loss underwriter has to consider not me:ely'the‘
extent of his vertical exposure to a single loss event, but the
extent o©of his horizontal exposufe - the number of. events
résulting'in claims to which he may be exposéd._ This Actibn ﬁas.'
cbncentrated iargely on vertical exposure. The pleadings make
no express reference .to. horizontal exposure and the' expert
reports do nct focus on this topic. Iflis, however, Dné.of

importance having regard to the manner in which the Plaintiffs
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édvande-their claim to damages and to the DefehdantsT-reliance
upon a 'concatenation of catastrophes’. This section of my

judgment is derived largely from evidence provided by Mr. Jewell .

Horizontal reinsurange cover is classically.provided by a'clauée'
in_the policy of reinsuraﬁce which prdvides=that, if a claim is
made, the cover will be réinstated 20 as to protect against a
further loss event upon payment of an additicnal ﬁremium._ The
pdlicy_may provide for one of'a number of such reinsﬁatements.
_ Tﬁis is, however, only one form of horizontal cover. & policy
may provide cdver, up to . a limit for each event, for a seguence
- of: events for a single premium. = Back-up policies can be
_pu;ghased'which.only-take'effect after a specific.number of loss
.eveﬁts have occurred. A 'top and drop' policy may be used either
to provide to? layer protecticn or fo provide back-up protection

~at a lower laver.

A syndicate's horizontal exposure,.and the,reinsurance;protection
]purchased_fo_ccver this, will depend upon.tha nature of the
business written. If working layers or low layers are written
it may be reasocnable to expect a signifiéant number of loss
events and.to buy reinsurance protection to cover them. Thus,
for example, Syndicate 290 had in place, as at the lst January
1989, a fairly complex strucfure of whole account X/L ccVef at
lower layers.which included éover for $130, 000 excess of $100, 000
for 10 loss events after an initial 10 such events had occurred,
'agd thereafter bovei for SS0,000'excess of §50,000 for a further
20 loss events. Syhdicate 298 had in place, as at the.lst July
198%, whole account cover prcviding for 24 reinstatements at the
lowest level of $250,000 excess of $250,000. At levels such as
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this I cannot see any place for the concept of "matching
reinstatements” advanced by Mr. Vos. The concept does make

sense, however, when one is considering true catastrophe

insurance written in the spiral.

.Mr. Fryer pointed out the difference between the need to devise
an appropriate pattern of horizontal cover and the more specific
desirability of matching reinstatements when wtiting high level

catastrophe cover:

In norraal situations you get a gradient of losses which may be ralati\}ely flat,
n other words a large number of small and medium sized lbsées; or it may
be relatively speaking, a smaller number of medium and large losses. Now
the number of reinstatements you need and at which level within the

. programnme would vary dramatically between those two cases....

Q. The point is a more general one that if one is writing a book of high level
' catasirophe reinsurances, XL on XL, you will not as a géneral malter write
your higher large covers with two reinstatements and place your reinsurance

‘programme with one reinstatement.
Al I would not, no.

An underwriter who makes & practice of granting to his fellow
excess of loés specialists more reinstatements than he purchases
from them will be subjecting his Names to an obvious area of.
‘unprotected exposure. Mr. Outhwaite gave the-fbllowing evidence_

about reinstatements:

....in general terms the business that you are writing on excesé of loss wiil be.
limited to reinstatements, either ome or two. Generaﬂy. speaking, your
~outward reinsurance will be similarly placed, that is to say, it will have the
same number of reinstatements. In general terms you will find the

reinsurances outward are done on the same basis as inwards, sc to that extent
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reinstatements match. It is not necessarily that they will always match under
practxcal circumstances, because as risks attach * throughout the year.
reinsurances. may be exhausted by some losses and because of different.
attachment dates, you have claims on other policies. _
Thirdly, there are areas wheré you .write business with more | than fwo
reinstatements. ‘Working Iayeré are habitually done with more and it may be
that you take a view that you only protect yourself up to some of them and
you are prepared to run the risk of reinstatements beyond that point.

Mr.Vos: But you accept that it is desirable to write your book of business and remsure
it on the basis that the remstatements match in the way that you have just
expiained? '

The way that | have explained this is what will normally happen certainly.
| It is desirable fo do that?
Yes.

o » O »

It is obviously desi_rable; because it protects yoﬁrself against'freqﬁency of -
" losses except in excess of your reinsurance? - '
A - CYes.

In a subsequent pass_age cf his evidence, 'Mr. OQuthwaite add'ed_

these f'urther_ comments :.

Q. Fam suggesting that the numbers of {losses], although they may have been an.
unusual number .together, it was something for which an insurer sbould bave been
prepared for?
Al I quite disagree, yon have to make some estimate of the probability of these
things, as I pointed ouf earlier. If you think that the probability of a loss is one in ten
* during the course of the year, the probability of two of them occurring i-S_only 11in 100
during that year. So yoﬁ get to.the point where you do not take the possibility of the
numbers of cccurrences into accoum, you get beyond any ordinary sort of calculation:
Q. Your position is that you should not be prepared, if you are a rcinsﬁrance
.underwriter, for more than one Ioss?
A. Iam not saying more than one loss, but there comes a point where it goes past

‘what I would call reasonable estimation of a probability of loss.

Q. Where is the point?
A I cannot tell you, it would depend very much on how underwriters see it.
Q. Three losses?
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1 do not know.
Two losses?

I just do not know, Mr. Vos, it is impossible to say.

o P Qo p

The reai point here, Mr. Quthwaite, is this, that these losses that occurred were
unusual in the sense that there were more than there had previously been in a short space
of time, but they were not so unusual, were they, that it was reasonable for the
underwriters to ignore the possibility of their occurring? ' _

A, I do not know the degree that you can say that they ignore it. Iam Séy_ing
that any underwriter has to make some estimation of what_pcésible losses are going to
occur, and you have to stop somewhere. Underwﬁting is a business where vou take a

Tisk..

This evidence was not inconsistent with answers given earlier by

Mr. Jewell in relation to this topic:

Q. - How should an underwriter who has written policies with rein'statements.'t_aké
this into account in relation fo his reinsurance programme? -

A. - I'stumble with the answer — what he should.do is récognise the exposure. He
should measure the exposure — I am sorry to be repetitive to some extent -
and then decide how much of it he wishes to keep for his syndicate..' It IS B

¢asy to recognise the exposure.

Q. - All Tam frying to do is to explore how that answer fits into the reinstatement
problem., '
A, The unprecedented or whatever - the succession of losses can only impact the

syndicate if it did not cover for those losses.

Ccunsel for the Plaintiffs put to Mr. Willard, Mr. Andrews and
‘Mr. Walker that it was desirable to match reinstatements. Each
of them agreed to this. Mr. Andrews and Mr. Walker claimed to-

have done so. Mr. Willard accepted that he had not.

My cenclusions 'aré as follows. The competent excess of.ios_s'
underwritér had to give careful consideration not meraly to his
vertical expeosure but also to his horizonfal exposu.re.. This was
true whether he was writing high level catastrophe busiﬁe'ss in
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the spiral or low level reinsurance of direct business and it ig
axiomatic that the underwriter had to plan his pattern of

reinsurance ' protection. | In relation *to  true catastrophe

~Teinsurance, to grant more reinstatements than those purchased

would produce an area of obvious exposure.

I accept'. Mr. Outhwaite's .evidence that there rﬂight" be
circumstances in which an underwriter. wi:;uld deliberately take

-such a risk. Nothing suggests that such circumstances ‘applied

in the present case, or that any of the .Gooda Walker underwriters
were deliberately taking such a risk. 'I‘hey. should cin my

gudgment have been following a policy of matching reinstataments

. in relation to the catastrophe. excess of loss business that they

were writing in the spiral.

A policy of matchlng re:.nsta‘tements in this way was not, however

calculated to cover all horizontal exposure to a saquence of

catastrophes. The position was graphically described in the -

Séptember 1991 edition of Chatset:

In 1589, apart from Hugo, which hit most syndicates in both Marine and Non—Marine,
| there were five other major losses, namely Exxon Valdez, Phillips Refinery, Atlantic
Richfield, San Francisco Earthquake, Newcastle Earthquake. Any oné_ of those may have
necessitated calls on a syndicate's general protections and most reinsurance programmes
allow for two reinstatements of the original policy lmit, 13 three Iosses Once the
policy has met those three losses the fourth and every subsequent loss cascades over the
top and all claims are paid gross. Policies are also written covering 'cascade' losses, to
add to the misery of those underwriters writing them, who may themsalves already have .

- cascaded.
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The manner of impact of competing claims on writers of spiral

business with limited reinstatements is, as Mr. Jewell explained,

- complex and gotentially capricious, particularly in the marine

market where it is the custom and practice that losses are taken

in settlement date order for reinsurance purpeses. A sequence

of catastrophes can expose a syndicate to losszes, not because

claims from the individual catastrophe outstrip the vertical
cover in placé, but because they outstrip the horizontal cover.
The September:1992 edition of Chatset summarised. the position as -

lelows:

The problems caused by "Hugo" were only part of the story. There were other
catastrophes in 1989 which may not have exceeded the vertical reinsurance cover, but the
number of catastrophes impinging on reinsurance may have exhausted the number of

reinstatements available.

In the course of the trial Mr. Jawall gave ev1dence that claims

resulting from catastrophes other than the Flve Central

'Catastrophes wefe likely to exceed the re1nsurance cover

available.and result in net lesses - Enchova, Lockerbie-and the
Australian Earthquake are examples. It is not axicmatic that

posure to those catastrophes is a consequenoe of a failure to
'match reinstatements'., They indicate simply that horizontal
cover was nct adequate to cater for the séries of catastrophés
that occurred. The pleadings make no speéific allegation in
relation.to deficiency of herizontal cover énd, apart from a few
questions to the underwriters about matching reinstatements,
their EVldEDCP does not cover thlS area. The significance of

tnﬂs is a matter to whlch I shall revert.
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Rating

The experts were agreed that it is a fundamental principle
applfing to all insurance.businESS_that the undéfwritar-must
satisfy himself that the premium received iS'ccmmeﬁsurate with
the risk assumed.  If not so satisfied he should not write the

risk. This basic principle is subject to pragmatic exceptions.

Sometimes it will be politic to accept an unattractive risk as

a loss leader to a brokef who has more attractive buSineés in his
gift;' The majority of business written tends to be renewal
business. Such buginess, once rejected, will find another home
énd-not return. This again may justify the short term expedient
of..accepting a_risk;ét an unattractive rate. It has not been

suggested that these.gﬁceptions to the general principle that the

'rateﬂshould be adequate for the risk have any significance in the

present case.

_The§experts.agraed.that there were_four-elements that made up an

adequate premium:

(1) - The basic risk.premium;

{2) A loading for fandom'fluctuation;

-(3) | A ioading;fo: administrative expenses and brokerage:;
(4) A loading for profit.

In most classes of insurance past experience provides a good

guide for assessment of the level of premium necessary to cover

these elements. Past claims statistics both of the market in

general and, where appropriate, of the insured in particular,
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provide a reliable guide to the nature of the risk. Market

~forces tend to ensure that rates are adequate.

Rating catastrophe exceés_ cf loss business :is much more
difficult. The reinsurer has to assess the likelihood of a
single event resulting ih iosé to the reinsured in excess of a
particular level. BAny sensible attempt at this exercise requires
detailled information as to the nature of the reinéuréd‘s cwn book
of business so that a view can be taken of the measure of
exposure of that businesé-to a single catastrophic avent. Much
~more diﬁficult_is the assessment of the likelihoodaof'such a
_catastrophic event. Catastrophes do not:occur:regularlf aﬁd1 as
the.wprld develops, the potential consequences. of a natural .

catastrophe become more weighty.

In these circumstances 'the experts were all agreed that
_historical experience is of little assistance in-rating if all
the underwriter is locking at is a period during which there has

been no serious catastrophe.

The difficulty of assessing an adequate raté for writing an
eXCess Qf loss rigk has, in the past} been alleviated by a
phenomencn known as “payback®. If a claim is made under an
excess of loss cover the premium is subsequently increased so
that, in the space of a few yéars, the loss that has been paid .

is recouped.

In October 1988 a Working Party under the chairmanship of Mr.
Graham Lyons produced a Report on "Excess of Loss Reinsurance of
Lloyd's Syndicates and London Market Companies”. The aim of the
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WOrking' Party was to set d_own the nature of the London market and’
the special considerations which apply to LMX business. In

relation to rating the Report made this sanguine comment:

Leaders of LMX business tend themselves to be London underwriters and-have a close.
understanding of the various exposures .wn'tten ‘generally in the market ang specifically
by individua.xl' syndicates or companies. LMX premiums are reviewed each year by these -
leaders who take into accoust all the factors in setting the new annual premiams for each

excess of loss contract. The leaders have questionnaires desi‘gncd to draw out-each -
reassured'’s éxposures, both on individual risks and in the aggregate on the various classes

- of business written.

Such a question:xa_ire-would provide detailed information about the

underwriting business of the reinsured. The Report included

suggestions by an actuary as to how excess of loss business might

-be- rated.. I did not understand that the actuarial appro-ach

suggested was one that at any material time was adopted in

practice by excess -of loss underwfit'ers. The actuary drew

attention to the problems inherent in us_ing. paybac:k- as a means

of adjusting rating.

- In his Report Mr. Outhwaite had this *to say abcut rating:

On excess of loss bus'fness, premium is normally expressed-as a 'rate on line' - ie. as a
percentage of the total liability undertaken by the 'réi_nsurer on a particular piece of
business. Rating is not an exact science: it is not possible in any particular ease to say
that a premium is right or wrong. It is 2 matter for the underwriter's. judgmént whether
the risk is worth taking at the premium offered. The pre;mil;rn would be set by the lead
underwriter on a slip in accordance with his assessment of the risk, rates in the market
generally, and what he thought the business offered would bear. Others would then be
approached by the broker to complete the slip and would subscribe or not according to
their own evaluation of the risk, often much influenced by their view of the lead

underwriter".
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In my judgment any competent unaerwriter:shguld have satisfied
ﬁimsélf upon.reéscnable_grounds_that the-premium adequately
refiected the risk hefore writing excess of_idss business. This
is_sﬁbject to some comments I shall have to make in due course
abdut arbitrage. The underwriter's judgment, to ‘which Mr..
Cuthwaite  refers, should, it seems 0 me, have involved
considering the type and level of catastrophes that would result
iﬁ a claim on the cover and the likelihood of such a_catastrophe
Qccurring. _This_was not an easy exercise, even in the case of
direct reinsurance, but unless it waé attemﬁted the ratiﬁg

exercise was no morz than guesswork.

The Problems Posed by Spiral Business

The reinsu#er gf a direct account is in a position to cbtain the
data_that ﬁe neéds,in order to undertake the difficult_task.of

assessing the risk. The risk is_relatively-transpérent. The

writer of first tier excess of loss-réinsurance can, at least in
theory, obtain.data_from the reinéﬁred about the hature df his

accocunt. But beyond that stage the risk becomes totally opagque.

One thing is certain and that is that the same event may give
rise to claims under each excess of loss bock that has besn
reinsured. All the XL on XL business aggregates.with a PML of

100. What is uncertain is the level of catastrophe that will

enter the spiral and burn through the individuai'syndiééte’s
layers of reinsurance cover. In such a sitﬁation-it seems to me
that Mr. Von Eicken is plainly right to say thet the underwriter
lacks the necessary data to make an informed asseésment of the

risk.
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I am._alsq._persuaded that Mr. Von ‘Eicken was jusfified, in
-describin_g the spiral as an aberration.- Its effect was to
-cencentrate the losses that came to London under dlrect excess
of loss covers on a small proportion of those writing excess of
leoss business. The evidence in this Acticn demonstrates that at
least some of those who were left bearing the losses had not
- intended to hold themselves out as insurers of last'resort. The
cost in brokerage of putting in place the comﬁlex contractual
latticework of the spiral must have transferred from the

underwriters to the brokers an inordinate proportian of the

original gross premium that came to London.

The gexistence of the spiral enabled direcf ekcess ©of loss
'-_1nsurers to write business in the confident expectatzon that they
-could cbtain relnsurance cover. The evidence that I. have heard

- suggests that thls led ‘some of them to be less than scrupulous
An assessing and rating their cwn.business._ This led Mr. Walker

S in 1988 to lead a market initiative which resulted in a
requirement that those reinsuring excess of loss business should -

-, retain an exﬁosure of 10% by way of co-insurance. This must have

dempened the spiral effect, but only tc a limited degree.

The losses with which this Action is concerned destroyed the
spiral andtbfought the market to its senses. Before Hurricane
Betsy a_spiral'had developed in the London market.and according
to Mr. Walker the .losses that followed that cetastrophe
demonstrated. the effect of the spiral. The lesson had-been

forgotten by the 1980's.
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Rafing Structure .

If is clear on.the evidence that the growth of the spiral in the
1980's was accompanied by the developmeht of an irraticnal rating
structure. This wag due I believe to an approach tc rating which
ignored the manner in which the spiral greatly reduced the extent
to which risk reduced as the layer of cover rose. The practice
was first to rate the lowest layer and for subsequenf'layers to
be rated at progressively lower rates, each rate being” a
reduction on the rate of the'ﬁreceding layer. Ih the result the
premium rate, at least of the upper laYers;.fell.far below what
might have been adequate to reflect the risk. The highest lavers
‘were, fpr 2 time, being written at 2% or even 1% rate on line.
The steps by which the rate reduced to this modest.percentége
from the rates.chargéd_on the'lower layers weré far toc steep and
.failed to have regard to the mannexr in which once a loss entered

the London market it cOuid'spiral up through it.

Mr. Eder sought to persuade Mr. Jewell to agrée that the rating
structure reflected the view at the time of the whole market as
to appropriate rates, and that fhe defect in the rating structure
cnly became apparent with hindsight.. M. JEweli_would not accept
this. He saic that many underwriters who wrots spiral business
did not understand the difference between feinsuring direct
business and writing XL on XL. .They did not, however, represent
.the whole market or even, necessarily, the majority of the
market. Many may not have written business at.all because théy
recognisad the irrationality of the rating. Mr. Jewell said that

he himself recognised it and used it *o hisg advantage.
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and Effects of -thg Splral? '

Some LMX und_e.rwrit_ers undoubtedly had an appreciation of the
spirzl, and made that appreciation known. One of these was Mr.
Emney, Director and Chief Underwra.te.r of Charter Re. 1In. O_c:‘t:ober
_19_87 he gave an address to the Institute of London Underwritars
pointing out the gearing effect of the spiral on '-claims in

respect of Alicia.

The Lyons Report quoted the following views on the LMX market
expressed by an ILMX underwriter in a talk to the LMX working

party on the 14th June 1988:

Xl~on-XL. This is reinsurance of other reinsurers’ LMX business. The same loss .

- inevitably goes back and forth creating a spiral. The main IbenefiCiary is the broker with

. his 10% brokerage. ’I‘here is a gearing element: it is worth wntzng if the premium rates. . .

are higher than the cost of outwards- reinsurance.

An LMX underwriter tries to get a.decent handle on his exposuies. His aim will be fo
protect to the top of his aggregate exposure, if possible, depe_nding of course on what this
will cost. - Exposure can be under~estimated e.g. 87J (the October 1987 UK hurricane).

If an underwriter can obtain an ‘edge’ (i.e. if his net position is such that he is expected
to make a profit) he will exploit it. However, the margins for profitability are very smail,
particularly when the brokerage of 10% each time is considered: Hence in general there

- can only be a very few winners in the market ~ most player's'wﬂl be losers.

The information currently provided via the standard questionnaires is not great. An LMX
underwriter really needs much more detailed information particuarly on exposure.

Without this information the underwriter's role is effectively entrepreneurial.

In April 1988, shortly before the Piper Alpha disaster, Mr.
Outhwaite delivered a paper at a reinsurance conference which

proved to be prophetic., It is so germane to the issues that
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arise in this Actlion that I propose to quote some lengthy

extracts from it:

-.there i no doubt that mmally at any rate LMX remsurancc appears 1o mcrease the
size of the marke: 51gmf' cantly. An underwriter wouid be prepared to accept a certain

amount of catastrophe reinsurance from the United States and, esnmatmg its PML, would: |
accept more if he in turn was reinsured and 1 have no doubt this is just what the major |

responsible syndicates and companies do.

Catastrophic losses would have passed into the LMX market and here one comes acmss
~ an extraordinary. phenomenan. It is very rare to find an LMX underwriter who anémpté'
to run any significant liability at all. The only market for a reinsurance -of an LMX
underwriter is to all intents and purposes the LMX market itself. The amounts pIaced
overseas are insignificant and are in any case often reinsured on a similar basis back in
London. There are at least two major firms of LMX 'specialist brokers who pride
themselves in placing all their business within the London market. IMX uﬁderwriters |
have on the whole been conspicuously' successful at a time when the underwriters: of Whai
. ome might call primary risks have been in difficulty. The cxplanation for this obvici:sly
lies in the fact that there has not been a catastrophe loss large enough to test the market
to destruction. 1 am not an adherent to the conspiracy theory of history, as it is largely
based on paranoia, but it does seem to me that there is an almost universal ostrich-like

unwillingness to fact facts.

In 2 paper at a previous seminar, 1 gave an example from the drilling rig market. The
maximum insured value of a platform on the North Sea is around $2 billion. At least
60% of that is insured in London net, and locking through the list of marine compamies
and Lloyd's 1 made an estiméte. of what each would maintain his retention was should the
platform be a total loss. On the most generous basis this would not exceed one huadred
million dollars. There is no dispute that if there were such a.total loss; the London
market would pay $1.2 billion net. Where will the thf:" one thousand one hundred
mﬂlzon dollars come from? Tt will come from the LMX market It is an oddity that in
the ordinary way u large risk is placed widely around the market in order to spread the
load, it then gets spread further into the reinsurance market and indeed initially that is |
| what would happen in the example I am quoting. However, once the claim was large
enough, ir would reach the point where every LMX underwriter believed he was fully

reinsured, the loss would become increasingly concentrated amongst the few major

Judrment\dooda - Draft : . L 60 _




¥
k4

" Syndicates and companies operating in the retrocession LMX market and would continue

‘1o go round and round until eventually each one exhausted his reinsurance protection and

the loss would bhecome net. In the event of a major wmdstorm thrc the initial loss to
London could be much greater, the effects would be even more severe, but. precisely the

same thing would apply.

If thig is true, which it clearly is, why is this not recognised? There are several reasons,

most of them concerned with the perfectly natural reluctance to rock.'the boat. How does
the underwriter justify the position? Firstly one can pretend that it is not right. He can

say that the market came through “Alicia unscathed (although I estimate that that i

* . looking somewhat doubtful at the moment) and that the aviation market came through

1985 with flying colours Of course this is a question of quantum. Had Alicia been only
twice as large no one would be in any doubt that what [ am saying is correct. There has
not been a collapse of a platform in the North Sea. Secondly an iitformed underwriter

can say yes this is all very true in general, but I myself am adequately protected. ‘I do

_ mot_believe that any uﬁderwriter who is accepting significant amounts of LMX

remsurance: of excess of Joss accounts can be adequately protected.. As the liability
accumulates cvcry policy wrltten would have to be catered for under an outgoing
reinsurance which is uniikely to cost signifi cantly less. Th:rdly, an underwriter may

accept that a substantial amount of the lHabilities _hc is accepting are not protected by

- Teinsurance on the basis that it is unlikely that a loss of_sufficient'maghitudc would
. happen at ail, and if it did it is acceptable that his Names or shareholders could suffer a

loss. That is a perfcctly reasonable approach prowdcd that the Names and shareholders

arg aware that this is the case.

- From various discussions I have had with Lloyd's Agents I am fairly centain that they do

not believe that any underwriter in Lloyd's is operating on this basis. I would enter a

slight caveat here. 1 am sure of this in the case of marine underwriters, but slightly less
so in respect of the other markets. There are certain minimum premium levels -below
which it is just not possible to place high level non marine catastrophe rcmsurancc or
aviation reinsurance, and the rates seem to me to reflect seasible appreciation of the risk,
and are at a level where it is quite reasonable to take om a significant net liability. On
the other hand, in the marine market high level catasirophe rates are absurdly low, and
are based solely on comparison and precedent and bear no rclaﬂonship whatsoe\« er to the
risk being run. Indeed there are many examples where non marine XL reinsurance is

being incinded with marine exposure and is being placed at a mere fraction of the cost
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(say around 2 quarter) of what the none marine market itself would require, and without

any co--insurance warranty........

I cannct believe that it is healthy, either for the LMX market itsélf or for the diref:t_
market, for the position to have developed to the stage where a large part of it WOlle "
collapse in the event of a major catastrophe. Such a collapse would affect a vast number
of companies and people, underwriters, brokers-and the like, undermine confidence in -
Lloyd's \ivhich looking ét a not altogether improbable combination of events, may default
on a Lloyd's policy for the first time in its history with a substantial wlthdrawal of |
membelshxp and capacity. Of course, it may never happen, but because there is the
possibility that _1I. may, is why there is insurance in the first place. So, for an underwriter

to work on the assumption that it will never come to pass is hardly tenable.

Mz_-; Outhwaite tclci me that in th:.s paper he had dellberately
exaggerated his views in order to be provocative. In my view
they give a valuab]e picture of the abll:.ty of an underwrlter to
apprec:x.ate the nature and the :.nherent d_angers c:f_ spiral _

business.

The irratiocnality o 'f the rating sfructure was also appreciated
by scme. The views of the underwrn.ter quoted in the Lyons Repc:-rt

included the J_ollowz_ng comments on rating:

Rating is wsually in relation to exposed premiums expressed as a rate on the premium

base...

The actual rates charged for LMX on LMX and for LMX excluding LMX on LMX (e.g. .
a generals programme) are of a similar pattern. . For LMX~on~IMX the rates vary from
about 45% r1ate on line for the lower layers of a programme to around 5% to 10% rate .
on line for the top layers. This may not in fact be cen'ect. For LMX-on-LMX a-claim
has to be rather larger to hit the bottom layer than for a straight generals programime.
However, due to the incestuous nature of the LMX market and the spiral effect, once a-
claim ha:§ entered the LMX-on-LMX market there is a fair chance that it will go nght
through the programme. Hence the rate on line graph might need to be much less

sloped and the "comect"” rates could well be from 30% to 15% or even a fixed 22.5%!
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‘The underwriter‘s.apppeciation'of the nature of spiral business,

as evidenced by these extracts, contrasts with that of Lord

Strathalmond who was called by the Defendants in order to give

. expert evidenée of the viewpoint of the Members Agent. He told.

me that prior to Piper Alpha he did not appreciate the existence

of the spiral, let alone its implications.

In my;judgmgnt.the_GocdaNWalkerfunderwriters-should-have shared
the appreciation of the spiral enjoyed by Mr. Emney} by the Ljons

Report underwriter and by Mr. Outhwaite. This was a business in

.. which they chose to specialise and they should have given the

most careful'thought to its nature. I shall deal later with the

standard of skill and care to be expeqted of those underwriters.

As a broad proposition, any professiocnal who engages in a

nparticular-speciality can be expected to demonstrate the level -

Qf.skill.and care appropriate to that speciality. No reascn has
been suggested by the Defendants why the Gooda Walker
underwriters should not have made the. same appraisalmof spiral

buSiness as Mi. Outhwaite and.I can . think of-none.

Could a Competent Underwriter Write Spiral Business?

Mr. Von Eicken's view was that a competent underwriter should not

write spiral business at all. During the material period Mr.

Quthwaite came close to following'this course, for his spiral

business was essentially restricted to a medest amount of back-up

cover. He told me that he reinsured in excess cof his PML's and

wrote a balanced account.

- I propose at this stage to gquote some extracts from Mr.

-Outhwaite's Underwriters Reports, for they eéxemplify the attitude
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that the Plaintiffs contend should be taken by the prudent excess

of loss reinsurer. In 1986 he wrote:

Excess of loss reinsurances continue to contribute a major. part of our premium income.
We underwrite a very wide-ranging account encompassing almost every class of
business. Generally we do not accept reinsurances of other excess of loss underwriters

as this type of policy will accumulate in the event of a major catastrophe.
In 1588 he wrote:

A substantial part of the cost [of reinsurance protection] relates to the purchase of
“catastrophe” excess of loss protection. In most years 1o claim will be made on these
policies. 'Ihey are however fundamental to the success of the syndicate. The Iimit of the
.cover purchased is fixed by reference to our estimate of the Iargest loss the syndicate is
likely to suffer. '

In 1987 he wrote:

Excess _(E:f Ic}ss reinsurance policies form a major. section of our accounts. We wﬁte a
deliberat;eiy -broadly based account: it includes. purely “marine contracts, covering
individuil sections of an account or a whole account, non-—nﬁarine, aviation, satellite and
gven an éoccasional_ motor or livestock policy. Almost the only risks that we will not

consider are reinsurancss of other excess of loss accounts.
In 1989 he wrote:

The account is written across areas of the busmess with the intention of achlevmg as
great a soread of business as possible so that no mdav:dual claim in -anv particular area
can have too much influence on the overall resuits. Thxs is in marhcd contrast to some
excess of loss accounts underwritten in London where the normal practice is to accept
huge aggregate labilities in any given area {often 'many umes the  syndicate’s prenrium -
mcome capacity) and therefore rely entirely on their Own reinsurances {or on their being :
no catastrophe loss).... A substantial part of thé [reirisurance] cost, relates fo the
purchasa; of catasirophe excess of loss protection. In most years no claims will be made
on these: pohcms, they are, however, fundamental to the success of the syndicate. The
limit of the cover purchase is fixed by refercnr.'ﬂ to our estimate of the largest loss that

the syndicate is likely to suffer. Itis a matter of judgment and there can be no certal.nt}’
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that the amount is absolutely sufficient, it must be borne in mind that to buy too much

protection can be as harmful to the long-term profitability of the syndicate as to buy too-

little.

These statements suggest that it was the degree of exposure

invoived that disinclined Mr. Outhwaite +to write XL on XL .

 business. He told me that he stopped writing that business in

the e:.ghtles because he did not thlnk the rate was good encugh.

I asked him to expla:l.n how he assessed the rate and this is what _

he said:

"Excess of loss on excess of loss is; as has been made clear by v.irtﬁally everybody h’ére,
a very opaque business. It is very difficult to imagine there is such a thing as a proper,
a correct rate. You accept business, however, in the knowledge that it is not just for one
year, but it 15 in the context of a number of years, and if you thmk that in one year a risk
is worth taking, havmg taken all the things that you know of, worth taking at a rate of,
say, 10%, you are ai_so comforted by the fact that it thmgs happen you will probably get
20% . or 25% next year for the same risk. So it has ifs éompensations. -But it seems to
mie, if you get to a point where you are offered risks at rates of 2%, .or something like
that, that it was not, in my view, worth taking the risk. Other underwriters were taking
it, of courSc, because' T was shown:slips _ai- those rafes and I also did .not think it was

worth it in order just o reinsure them.”

In the course cf his evidencs Mr. Von Eicken referred to a faw
underwrlters who plaved the spiral game ccrrec:tly. I asked him

how they did th:.s._ He gave me this answer:

"If you were able fo reinsure vourself out at ... a better rate than you took the

reinsurances in, such as the classical case where you took in low level covers, at a high -

rate on line, and had a meaningful retention and a quota share incidentally, as Mr. Berry

had, and then reinsured it out, obx iously at a high level. at a low rate on line, you would

be playmg correcﬂy
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_ in_ such a situation, providing there _was  a._satisfacta?y'
differential, the actual rate did not matter so that the cpacity
-of the risk did not prevént successful underwriting. Mr. Berry
underwrote for Syndlicate 536 which commenced underwr:_tz.ng in
- October 1982 for the 1983 account. The account consisted of
fnarine. excess of loss business emanating  from . London and
ové._rseas. . Mr. Von o Eicken exhibited Mr. Berry's annuél
~underwriting reports, starting with that made in 1989, as an .
illustration of a competent approach to writing excess of loss
bus?iness. These reports indicate that for each year, up to at
least 1991, Syndicate 536 made a profit. In ﬁis 1992 report Mr..

Berry made this comment about the spiral:

Thc spiral does not increase the size of a loss, at the end of the day, it only redistributes
it. In all matters of redistn'bunon there must be winners and losers, and ulnmately, those -

who understand the nature of the beast eventually succeed.”
In the followi‘ng year he reassured his Names:

I'know that we understand our business although some Names and Agents have, 1 fear,

taken the incorrect view that no insurer understands it!

The reports indicate the following aspects of Mz, Berry's

underwriting policy:

(1) A careful monitoring of exposure. In 1989 he stated: "I
personally maintain a comprehensive accumulation
exercise from which I calculate the amount of excess of

loss protection the syndicate should prudently carry”.
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'__Aﬁdetailed-reinsuranée policy. Thus in 1990 he feported-

that there was a shortfall of 2.42% of 'the total

- reinsurance coverage that he had sought_to_purchase.

The avoidance of net exposure when he considered the
premium rate inadeguate. Thus in 1991 he recorded that,
when.writing the 1988 account: "I considered that at the

general level of :rates' which then prevailed in +the

~market it was not worth  taking the-syndicaté into  the-

risk taking business. I was looking at a risk/rewazd
ratio which was 100% and ‘virtually ne prospect of

rewvard, "

Discrimination in respect of fhosez'to- whom he was

. Prepared to grant cover. He wished to be satisfied that

they were. not simply relying upon excess of - loss

- protection to avoid the necessity of making a proper:

-appraisal of the merits of their own business.

A willingness to carry net exposure when he considered

that the rate was favourable.
Céreful covaring cof his'reinstatement'obligations.

Express notlce to his Names of taklng a deliberate

dec1s;on to expose them to risk to take advantage of

favourable rates.
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Mr. Berry's reports indicate that he wrote a substantial
proportion of spiral business. It is possible that his syndicate
remained profitabls by luck rather  than good judgment. His
reports lead me to conclude, however, that this wés not the case
and.thaﬁ, despite the opacity of the buéiness, it was possible
for a competent excess of loss underwriter who followed the
approach of Mr. Berry to write a book which included spiral
'business. I am inclined to think, however, that this cauld_only
be aéhieved:by sqm&one who fully . understood the spiral and who
'delibeﬁately took advantage of the:disparity of.rate fdr low

level and high level layers of business.

WAS THE UNDERWRITIN ING NEGLIY GENT"

Unlike Mr. Berry's syndlcate the Gooda Walker syndlcates made

ve*y substantial losses in the perlod 1988 to 1990 . It does not
- follow from this that their underwriters were incompetent or

negllgent. It is now necessary to turn to consider in detall_the

manner in which they conducted their underwriting. business.

The Standard of Skill and Care

In his Opening submissions, Mr. Eder advanced the following

_principles which he contended applied in the present case:

(1) The standerd of skill and care. to be exercised by a
member of a profe551onal calllqg 1s the degree of skill .
and care oﬂdlnarlly exercised by reascnably competent

members of that professicn or calling.
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{2) The existence of a  common Practice over an extended -
- period of -time by persons habitually éngaged in
particular business is 'strong evidence of what

constitutes the exercige of reascnable skill and care.

{3 . 1In situations which call for the exércise-of judgment,
the fact that, in retrospect; the-choice-adtuélly made
cén be shown to have. turned out badly is not of itself

- proaf Qf_a.failu:e to meet the necessary standard of

Care.

(&) The Plalntlffs cannot show a8 failure +to’ meet the
R _requlred standard of skill and care unless the arror on
.the part of the underwrlter was such that a feasonably
well informed and competent member of the profe531on or

calling could have made it. -

- L..accept each of these propositions. They ﬁerit, however, a
degree of eléboration. The first prop051tlon does not remove
from the Judge the determination of the standard of sklll and
‘care that ought properly to be demonstrated. As the authors of .

_jthe third edition of JackSon and Powell on Professional

Negligence point out at p.39£.

It is for the Court to decide what is meant by "reasonbly competent” members of the
profession. They may or'may not be equated with practitioners of average competence....

Suppose a profession collectively adopts extremely lax standards in some aspect of its
work. The Court does not regard itself as bound by those standards and will not acquit

pracnnoners of neghgence simply because they have complied with those standards.”
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The fourth proposition is based on a passage of the speech in

Lord Diplock in Saif Ali v Sidney Mitchell [1980] A.C.198 at

pP.220:

"No matter what profession it may be, the commen law does not impose on those who

practice it any liability for damage resulting from what in the result tum out to have been

errors of judgment, uniess the emor was such as no reasonably well informed and .'

-competent member of that profession could have made. So too the common law makes

allowance for the difficulties in the circumstances in which professional judgments have

to be made and acted upon.”

This passage .was dealing es'sentially with the gquestion of.

judgment. The Plaintiffs’' case is not that errors of judgment

were made, but that judgment was not exercised at all in that the
underwriters never acquired the.data on which that ju’dgment might

have besn based.

Az teo the second proposition, the particular- busine‘ss with which
this Action is concerned is the business of underwriting. More
particularly, this Action is concerned with one arsa of
‘underwriting, excess of loss reinsurance. At the heart of .':the'

Action lies one aspect of excess of loss underwriting, the

-writing of spiral business. That was & ‘business that developed:

rapidly in the period of the eight years or so that led up to the
events with which this Action is concerned. Only a relatively

small proportion of Lloyd's underwriters specialised in writing

spirzl business. The Londen market no longer writes spiral

business - at least on the  scale and in. the manner which

developed in the last decade. In these circumstances I do not
consider that one can autbmat_ically'regard' the practices of those

who wrote spiral bus:iness as constituting strong evidence of what
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.ccnstitutedythe exercise of reasonable skill and care. It isg

necessary to approach this case with the p0551b111ty in mind

that, for many lnvolved a significant involvement in spiral

busihéss _ may not have been compatible with competent

underwriting.

‘Mr. Eder has urged me to avoid the dangers of hlnd51ght and of-

'being wise after the event. He is rlght to do so. Nevertheless.
the underwriters zn thls case. were puttlng thelr Names at risk_
to.the-tune of manynmllllons.of.pounds; The heavy responsibility
that that ehtailed-entitled_those-Names-tc'expect-fhat their
unde:writers would exercise an appropriate amount of wisdom both
before and during the undérwritingftﬁat they transacted on behalf

of their Names.

- .Successful excess_-of._lQSS'5underwriting,t particularly"if: it

included significant spiral business, called for an approach to
underwriting which .differed from that of conventiecnal direct
insurance and called for a high degree. of skill. In the course

of his final submissions Mr. Eder seized on the statement of the

underwriter quoted in the Lyons Report that "there can only be-

a few winners in the market; most players will be losers". He

submitted:

....jrour Lordship put to me that [the market_}' did not make sense. It was an aberration.
But each individual underwriter trying to be as compeﬁtive as possible, was using that

market to transfer risks from him to some other party, with a view to making a profit.

In hindsigh_t, ultimately, if you have one major loss or, certainly as in 1989, more than
one major loss, ultimately, as was predicted in that article 1t is quite mtercsnng, it was

* done at about the time of Piper Alpha, there will be more losers than winners.
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If one is in the practice of arbitrage, as we are all guessing Mr. Bérry-might have been,
it may be that he would be one of the winners. But that does not mean that the market
was negligent at the time, necessarily. Nor, indeed, that any one particular underwriter

working within that market was negligent,

In my view to justify participation in the spiral market the
underwriter had to have good reasoh for believing that he would
rank among the winners. As Mr. Berry remarked "those who

understand the nature of the beast eﬁentually-succéed".

 Before looking at the individual syndicates, I propdse to
consider certain allegations of breach of duty that apply to each

of-them._

AInter-Syndicate Reinsurance

The Plaintiffé_plead,-as an allegation of breacﬁ,of duty, that
the.fhree Syndicates lQO,.298 and 299 entered into contracts of
rainsurance Letween themselves.  This is alleged to be
ijéctio_nable becauge of the proportion of Names who ware on more

than one. Gooda Walker syndicate. |

The following facts were put to Mr. Andrews and not chéllengéd'

in relatibn to the 1989 year of account:

Of the Plaintiffs,
230 Names were cnISyndicafe 298 alone;
359 Names were on Syndicate 295 and c:r_zé othei::
' 368 Names were on Syndicate 298 and two others:

413 Names were on all four syn_dicates._'
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The Points of Claim plead the following particulars of ihter~

syndicate reinsurance:

Syndicate 298 purchased from other syndicates $5.76 million of cover in respect of the

1988 year and $8.53 million in respect of the 1989 year.

-Syndicate 299 purchased from other s?ndicétes $2.56 million of cover in respect of the
1988 year.

Syndicate. 290 purchased from other syndicates $1.45 million of cover in respect of the
1983 year. '

 Where reinsurance takes place between two syndicates on which

there are common Names, the consequence is to dilute the transfer

of risk which thé reinsurance is intended to achieve. .The extent

of the dilution depends upon the degree to which the syndicates
are made up of_common_Names, Where syndicates have -a large
. Proportion of common Names, -sc that the dilution of the transfer

- of risk becomes significant, it will usually make sense.to avoid .

ing_;er-_syn_dicate reinsurance. I imagine that such a.situation is
only likely fto arise in cases, such as the -present, where a

number of syndi_ca‘ces are managed by the same Agency. It does not

seem 1o me that it is possible to condemn inter-syndicate

rainsur'a'n_ce as constit{ztin_g, per se, a practice which breaches
the duty to exercise reasonable skill and care in conducting the
business of underwriting. | It must be considered having regard
to all the relevant individu_'al circumstances - not least its
potential 'c.onsequences for the Names . involvéd. Those
consequences are particularly difficult to assess where the
inter-syndicate ;‘einsurance formed part of the complex web of

reinsurance transactions that created the spiral. All that one

can say is that the inter-syn_dicate reinsurance that took place.

Judgment\Gooda - Drafs - '73 -

SHpbp s [RE e




=
#

" in this Case. accentuated the incestuous nature of the spiral
transactions and diminished the comfort that the active
underwriters could take from the apparent_pretection afforded by

the reinsurance cover that they bought.

Recigrocal Reinsurance
I have reached a similar conclusicn in relation to the pleaded

allegation that the underwriters wers negligent in'dcing“

"a substantial volume of reinsurance business with other syndicates and/or éqmpanies who
were at one and the same time placing reinsurances with them and accepting reinsurances
from them, with the effect that reinsurances were written and placed which effectively

cancelled each other out and/or contributed to the LMX spiral”

Evidence suppcrted the allegatlon of a degree of reczprecal
reinsurance.  This did not however, have the _affect.:oe'
cancelling cut.the mutual transactions, for the book ef'businees
in respect of which reinsurance was takeﬁ out'was'net identieal
' 1n the case of. each participant, nor were. the layers 1dent1cal.
.ReC+procal reinsurance did, however, contribute to the spiral.
It demonstrated the working of the'spiral in its most immediate
and incestuocus manner. It was not necllgent per se but it
contri buted to the Jrcblems facing the Defendants in ccnducting

spiral business.

The Individual Svndicates

I turn now to consider the underwrltlng carried on on behalf of
the individual syndlcates. In the course cf d01ng sc I shall
summarise the Lnformatlon provided to Names in the annual Reports

and Accounts in order to see the extent to whlcn if at all,
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these forewarned Names of the expesure +o which ‘they were -

subject.

'SYNDICATE 398

Mr. Andrews

Mr. Andrews was born in 1930. He left school at'théfaée_of 14
and joined tha.ﬁarine department of Matthew Wrightson. He joined’
the Gooda Group in 1954 as.an'assistant on'the marine box,

working on the hull side, where he reméined until 1967. 1In 1967
he moved to the Gale Group as the active underwriter for théir
_aviatioh business. There he developed a particular interest in
excess of loss cover. In 1974 he joined the Swiss company,

Turegum, as ﬁheir-aviation'underwﬁiter, and became a recognised
éviation excess of ioss leader. He-ﬁas also involvéd_iﬁ_the
w:iting of'Turegum's marine accqunt,. In 1980 he';ejoinéd'the.

quda_ Group to bécome  active undErwriter 'of the non-marine
syndicates 290 and 387.during Mr. Derek Walker‘s absence. He
~also wrote the excess of loss accounté for a&iation syndicate 265
'and non-marine S§ndicate 1s4. From:l983 he_todk over -as the
acti&e uhderwritef of syndicate 298, which had previously been
the baby syndicate of syndicate 299. The plan was to turn this
intd_aﬂ indépendent syndicate writing marine excess_df loss
business. In the first year 130'Names Jjoined the syndicaie,

giving a stamp capacity of £1,505,000. . The syndicate rapidly
'expanded.- In 1884 its stamp capacity_had grown.to £5.2 million.

In 1985 to £11.3 millicn,.in 1986 to £21.6 million and in 1987
.to £32 million. In 1986 Mr. Andrews startéd writing an aviation.

‘account, and developed a position as @ leader of aviation risks.
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Mr. Andrews was not a satisfactory witness. ' He began his
evidence with an apology to the Names for the losses which they
had suffered. He went on to point out that he had himself

suffered losses which had led to his ruin. He went on to say:

"Having said all that | cannot agree with the allegations made against me in this action
by the Names. In my view ] at all times maintained good practices on my syndicate and

“acted in what I reasonably perceived at the time to be the Names' best interests."

I have no doub"i: that Mr. Andrews did, at all times, believe that
he was acting in the best interests of his Names. He ..has,
however, been _.unable to accept the fact that he might be
responsible for their downfall. He stated mo.re than '6n'ce that
the loss of Piper .{Llphin was "unthinkable". The evidence sugge_sfs
that when that loss occurred Mr. Andrews found himself unprepared
to present to the Board of Gooda Walker or to Members Agents the
clear iméact of that loss upon his Names. He was no more
prepéred_ in the witness ._box te accept that any aspect Of_' his
;;onduct of the syndicate's business could be criticised without

the benefit of hindsight.

Peolicy in Relation to Exposure

In his report Mr. Outhwaite stated:

1 have considered the aggregate exposures accepted by Syndicate 298 in 1988 and 1989,
considered the PMLs that it may be reasonable to adopt and the reinsurance purchased
by the syndicate. The net liabilities retained by the syndicate are in excess.of what I

believe to be reasonable.

Mr. OQuthwaite went on to say that this view did not imply
criticism of Mr. Andrews. Net exposure was a matter of
judgment. He went on to state:

G
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Mz, Andrews in common with many other underwriters, did not reinsure up to the extent
~of his assessment of the PML. It was his conscious policy.to run a mgmf:canf propomon

~ of the risk wntten.

This last comment-is not supported by the evidence. Mr. Andrews
made it-plain that it was not his policy deliberately to subject
his Names to the risk of the losses that they sustained. The
excess pf_ loss reinsurance that he placed to protect the
syndicate'was subject to a retention of $250,000. He told me
 that had_é Name aéked whether,there'was.any likélihood that - a
loss would exceed that amount his answer would have been no, and

he -added:

That was our concept as well, to be really honest. We did not think the Name would -

sustain a loss beyond the protection we had in place.

 .Earlier_he had said that he was aware that there“were'32posed
aggregates, but did not feel it necessary to refer to this fact

in his Report to the Names "hecause I felt the PML faCtbrrof it
was poteﬁtially covered'hy our:reinsurance programme",'“l accept
that Mr. Andrews did not believe that'his-underwfiting was
exposing his Names to the risk of loss. The issue is whether
that belief is one that any reasonably competent underwriter

could have held.

It was Mr. Andrews' evidence that he monitored his aggregates,
assessed his PMLs and took out adequate reinsurance to cover
those PMLs. All of these assertions are challenged by the

Plaintiffs.

Fi
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Aggregates

Mr. Andrews kept no record of his aggregates. He did, however,

meticulously record premium income and estimated signed lines in
premium income analysis books. Mr. Andrews told me that in the
renewal system he would use these records in order to calCulate
aggregates.  He took the books home ét the weekend to do this.

The method that. he adopted was to divide the total estimated
signed line for each class ©of business by the total estimated
premiﬁm income in order to obtain a rate on line for that class
of business. The:eafter he would apply that rate to premium
income in order to arrive at the aggregate. This exercise was
done in relation to the two classes of.business which were most:
significant from the viewpoint of aggregation. These: were
class.lo, which was XL on XL busineés énd ciass'Ol, which was

whole account business. Mr. Andrews told me that if a. whole

account cover imcluded a significant proportion of XL on XL

business, he would code it as class 10. Class 01 was business -

which he considered to have little chance of being invaded by XL
. on XL losses. He congidered that this was a substantially risk

free code.

The Plaintiffs challenged Mr. Andrews' assertion that he
monitored his aggregates in this way. For reasons that I shall

explain I do not think it matters whether he did or not. On

balance I do not believe that he did. ‘The following are my
Ieasons.
(1) The syndicate records contain no reference at all to
aggregates.

@
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(2) Mr. Andrews' description_in the witness box of how he

monitored aggregates .was confusing and .contained

inconsistencies.

(3) Mr. Andrews' -deputy, Mr. Wilson, told the Poynter
- Committee that aggregates were not measured. When asked

about this Mr. Andfews said that Mr. Wilson-might'not

have been aware that he was monitoring aggregateso I

found that suggestion almQSt-inconceivable.

(4) . . Had Mr. Andrews wished to monitor his aggregates  the

obvious way to do. 80 would have been to keep-a,runnihgi

account of the exposure written rather. than adopting the

tortuous method described by Mr. Andrews.

- The possibility remains that Mr. Andrews kept some form of check

Qprthe_aggregate exposure of his class 10 business,  which he
:cons;dered tb_carry a high risk of aggregation. I can see no
‘reason, on his evidence, why he should have monitored the
aggregates of his whole account business, which he considered
essentially risk free. He does not suggest that he monitored the

aggregates of any other codes.

PMLs

It was Mr..Andrews' evidence that he-atfributed-a PML of 100% to
his class 10 business and a PML of 15% to his class Ol business.
If he kept a check on his class 10 aggregates, I can accept the
likelihood that he would have assessed their-PML-at 100%. I have
said that I do not accept that Mr. Andrews monitored his class.OI

aggregates and it follows, of course, that I do not accept that

g
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‘ he assessed the PML of this class at 15%. The explanation that

he gave me for choosing this figure I found unintelligible. The

figure of 15% first appears in the transdript of Mr. Andrews'
evidence to the Poynter Committee. When  that transcript was
received byf Reynolds Porter, the Solicitors acting for Mr.
Andrews, they wrote guerying the 15%. I think it nbt.unlikely
that, as the Plaintiffs suggest, the ofigin_of this figure is a

typographical error.

1f, contrary to my oconclusion, Mr. Andrews 4id attempt to
calculate his aggregate exposure in respect of his class 01 risks
and assessed his PML~in-respect of that aggregate at 15%, this

of itself demonstrated a high degree of incompetence. It was Mr.

Andrews' evidence that he believed that the patternl cf his

‘exposure did not change as his stamp capacity increased. It was

. pointed out to him that between the time of Piper‘Alpha and of

Hurricane Hugo his XL on XL exposure increased by 70% and his

whole account expdéura increased by 45%. He agreed, with some
reluctance, that he had no idea of the size of these changes and
added that if théy' vere the true figures he was extremely
" disappointed and had to agree that his system was not as strong
as he thought at the time. He was also forced to agrée fhat-if
~he had monitored his aggregates accurately he would have
discovered that in 1988 his class 10 exposure.wés $80 million angd
his class 01 exposure in excess of $200 million. Mr. Outhwaite
- commented that the system for monitoring aggregates, as used by

Mr. Andrews, appeared to be useless.

It is hard to understand how Mr. Andrews could have believed that

the.whole account business which he wrote and classed és'Ol was
&
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-virtually risk free, giving rise to a.PMLsof.nQ-more'than.is%.

It was put tc Mr. Outhwaite that Mr. Andrews could not sensibly,
as a competent underwriter, have assessed the PML of 15% on. his
whole account business. Mr. Outhwaite answered that he found it

difficult to imagine how anybody could really come +o an

'assessment of 15% as a PML on that account and agreed that: Mr.

Andrews was wrong to consider that that account was not spiral
business. ~ Mr. Andrews said that the basis upon which he
classified whole account business under class 01 rather +than

class 10 was his personal knowledge of the type of business that

‘he was reinsuring. In a.prolonged piece of cross-examination Mr.

Gaisman demonstrated a number of examples of whole accounts that

had been classified as 0l notwithstanding that they dincluded a

" substantial element of XL on XL business. Mr. Andrews . conceded

that his categorisation of class 01 business . had been proved

wrong but suggested that he had been misled by the information

‘provided by the placing brokers. I did not find this a

satisfactory explanation for Mr. Andrews' misappreciation of the

_ekposure to which he was subjecting his Names.

In his witness statement Mr. Andrews referred to a number of
féctoté which led him to believe that it was only necessary for
him to buy cover ih_respect of about 15% of his whole account
aggregates._ The first was what he described as.his cautious
approach to categorisation, onlf_placing a risk in class 01 if
he thought that the chances were small that XL on XL losses would
invade it. Added to this he thought that, aé he wrote at a
relétively high leveljwhich would not in any event be damaged
except by losses of & significant size, his whole account

writings ought to be largely safe from invasion. He said he also

L8
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bore in mind the loss of business in the direct marine market
which made <the exposure to whole accounts that much .iess.
Finally he_.thoughf that by covering 100% of his aggregéte
exposure for class 10 risks he was being over cautiéus which gave
an éleﬁent of slack Jin his reinsurance programme. For.the
reasons that . I . have already given, Mr. Andrews had no
justification for thinking that his approach to categorisation
was cautious. His reference to the security implicit in writing
risks that are relatively high level echoes comments made by Mr.
Andrews on a number of occasions when giving evidence about
writing at a high level risks which were saféa Mr. Andrews’
‘attitude to the degree of exposure involved in writing.the higher
layers was demonstrated by a paséage in his evidence when he said
. he would not buy reinsurance at those lQVels-unlesé he could get
it at 2% or 1% on line., He did not think that there was any need
to buy cover at thal level because there Jwas.'no exposure.
Passages in Mr..Andreﬁs' evidence suggested that.he felt that
much of the business that he was beingipaid”to ﬁrité did not
involve any significant risk. His statement that the loss of
direct marine business had resulted in a reduction of whole
. account exposure was a point-thatll faiied to understand. It
suggested that he was being regquested to provide whole accounf

reinsurance cover for business that did not exist.

Whether Mr. Andrews assessed the exposure that he needed
_reinsurance to cover by calculating PMLs or whether he adopted

a less scientific approach I consider that he demonstrated

incompetence in estimating that exposure.

g
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Reinsurance

The consequence of-failing properly to calculate his Names'

exposure may have resulted in Mr. AndreWS'failing_to obtain the

- reinsurance that he intended should cover that exposure. I say

may because_l am not confident that Mr. Andrews based the amount
of.reinsurance that he bought on any calculation of his Names'
exposure. In this Actlon he has said that ‘he set out to cover
the PMLs he assessed on class 01 and class 10 of hls busrness.

He also stated that he aimed to purchase relnsurance to

'approxlmately 40% of the aggregate of those two classes which
'produced a similar flgure. It was put to Mr. Andrews that he

had, in the past, described his reinsurance cover as. belng “two

and a half times hisg 1ncome or twenty times his previous largest

.loss. _. Mr., Andrews accepted that he might have made these

statements by way of reassurance to Members Agents but was

'Iedamant that they did not represent reinsurance policy. 1In the

end I was left in doubt as to the basis upon which Mr. Andrews

purchased reinsurance.

The Exposure

The parties are not agreed as to the preclse exposure to which

Mr. Andrews subjected his syndicate. What has been agreed in

each case is_the reinsurance cover available to meet each of the

"Five Central Catastrophes, together with the cover that would
have been available had it not been depleted by prior: claims.

When this is compared to GWRO's estimated ultimate gross losses,

a fair impression can be gained of the syndicate's exposure.
While the estimated ultimate gross losses are not agreedzflgures
they de not in any event represent the maximum‘potentlal exposure

but only the actual exposure to the particular catastrophe.

i@
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Caspalty - Actual Cover Cover on a Estimated Ultimate -
Piper Alpha $109,750,000 - $109,963,000 $220,000,000
Exxon Valdez $127,450,000 $149,950,000 '$200,000,000
Hurricane Hugo $161,225,000 $169,950,000 $380,000,000
Phillips Petroleum  $84,050,000 $184,925,000 $195,000,000
90A $131,075,000 $132,000,000

$134,694,000

Failure to Match Reinstatements
In his final submissions, Mr. Vos contended that fhe disparity
between cover on a first loss basis and ectual eover available
in relation to Phillips Petroleum was the consequence of a
failure to match rejnstatements. Mr. Jewell -when.:giving
- evidence, had explained the dlsparlty in general terms by saylng
that by October, when this catastrophe occurred, many of the 
_ﬁreceding events had eaten into the available reinsurance cover.
To a degree these two exﬁlanatiops may be different sides of the
same coin. As dt the lst July 1989 Mr. Andrews had in place'
layers of whole account reinsurance whlch ‘appear to- have been
designed to cater for three catastrophes, 1nasmuch as .they
provide for tﬁo reinstatements of cover up :o a_high level.
Hoﬁever, the first and second reinstetements do not fully
‘reinstate the available cover in that there areesignificant gaps .
in the upper layers of cover and the second reinstatement
previdee cover up to only $120 million, comﬁared_to_the 3150

miliion limit of the original cover.

The scale of the claimg on Syndicate 298 in relation to Phillips
'Petroleum, when contrasted with the limited cover available to
meet those claims, suggests that the exposure is due at least in

part to a failure on the part of Mr. Andrews to match
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"reinstatements. I am satlsfled that Mr. Andrews, in Order tot
cover obv1ous ‘exposure, 'should have had in place relnstatement
cover extendzng to a suff1c1ent height to proteot against the
Phillips Petroleum claims. .Mr.-JeWell's evidence suggests
however, that part of the exposure to Phillips Petroleum is due,
not to laok of vertical cover, ‘but to erosion of cover at lower
levels-as a consequence of ‘a sequence of loss events which

-outstripped the horizontal cover available.

Piper alpha
The deficiencies of Syndicate 298'sg reinsurance cover were
: demonstrated when Piper Alpha was lost.  Mr. Andrews said that
he had regarded the total loss of a North Sea 0il platform as
unthinkable. Mr._Eder.submitted that.suoh a view-could not be
condemned as incompetent. I do not belleve that & competent
excess of loss underwriter could properly discount the rlsk of
the total 1oss of a-Nbrth Sea-oll platform while aocepting
" premium to provide excess of loss cover against that risk. This
1ssue51s{ however, of no importance. Mr. Andrews accepted that
- theré were other larger casualties*the possibility of whioh could
reasonably be foreseen - HUrricene Hugo is an exampleﬁuer.
Andrews could not justify his relnsuranoe policy on the basis
_that he had bought cover against the most serlous catastrophe

that he could reasonably envisage.

In.summary, subject to his deliberate low level retention, .it was
Mr. Andrews lelCY to cover his Names exposure agalnst any event
.that was a foreseeable poss1billty by reinsurance. He signally

fa;led to do so. .However he set about assessing the vertical .
'_exposure that he wished to cover he'failed to exeroise the skill

: i . R
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and care to be expected of the reasonably competent underwriter
when making that assessment. His failure adequately to assess

~and buy cover for his Names' against such exposure was negligent.

Réting

Assessment of exposure is a crucial element when considering the
adequacy of premium rate for an excess of loss risk. . No
competent underwriter could decide to leave the upper layers of
his PML exposed without forming a view of the likelihood of an
event which would impact thoée.layers. ‘Mr. Andrews did not
believe that he was leaving unprotected upper layers of his
. aggregate which were liable. to be impacted from'time'tc time by
.catastrophes. He thus never applied his mind to ‘the rate that
would be appropriate to reflect that risk. His attitude was that
the higher layers of cover that he was writing under his whole
account cla551f1cat10n were virtually risk free. Thus~he:spoke
of writing high layers of cover for specific clients where he
felt comfortable writing them as a safe risk. He told mé that
the basic_concept that he applied when considering rating was fo
rélate'the premium charge to the loss record of the-dlient'at the
_particular level of ccocver. The experts all agreed that this was
an inappropriate basis for rating where ‘the historical period
under donsideration was free of major catastrophes. When asked
-why those he was insuring were prepared to buy cover when there -
was no significant risk he réplied thét-he felt that the exposure
to loss was minimal but that "if they were prepared to pay -why

was I to say no".

As I unde_r_stood ‘Mr. Andrews' evidence he led some aviation

business but otherwise was not a significant leader of excess of

£ - 86 -
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- loss business. He described how each layer was rated-quef as
.one went up through the layers until one reached.l% or 2%. When
asked whether he considered that this strucfure was“justified in
the case of gpiral business he would not éxpress‘a personél view
but simply stated that all that he could say was that that was

the:way the market operated. .

Mr. Andrews' evidence satisfied me that he-had never had a proper
appreciation_of the excess of loss business that he was writing.’
He_built up that business at a time'that was largely free of
majoﬁléataétnophes and, by basing his approach to- underwriting
oﬁ'the pastfhistorical.records_of those that he wancovering
__wroﬁély discouhted the,pdssibility of méjor catastrophes that
should have formed a vital element in his assessment of the risk.
This was compounded by a failure fully to appreciate the gearing
effect of spiral business and the extent to which that business
had invaded the whole account covers that he was wrongly
evaluating as posihg‘minimai risk. Mr. Andrews' performance fell
far :short' of reasonable competence. These comments. apply

equally to the_lQBB and the 1989 years.

 Information Provided to Names

- The Annual Reports and Accounts made it'ﬁlain.that Syﬁdicate_zgﬁ
Speciélised in;writing excess of loss business .and that such
business.iﬁcluded 2 significant element of excess of loss on
‘excess of loss. Mr. Andrews did not believe that he was exposing
his Names to the risk of a loss beyond the-reinsurénce protection
that.he.had in place. ‘He said that before Piper Alpha he
_considered thaf_ a loss of 25% or 50% on stamp would be a
disaster. In these circumstances it is not:surprising that he

e
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did not warn his Names that they were exposed to such a risk.
The average profits of the syndicate over the years-1983 to 1987
‘were 6.5%.  Mr. Andrews described this as not a bad réturn, but
disavowed any suggestion that his syndicate was a high reward

syndicate.

.SYND-ICATE- - 299

Mr. Willard

Mr. Willard was born in 1935. He first went to work at Lloyd's
in 1851. He served for 10 years as an underwriting clerk for
Syndicate 284 and joined Gooda Walker in 1968. In 1960 he was
. appointed deputy underwritar to.Mr. FUllick; a'positioh that he
held until 1983, when he replaced him as active undérwritEr cof
the syndicate. He is thus'a marine underwriter of immense

experience.

Mr. Willard himself shared in full measure the losseé'made by

Syndicate 299. = It was plain that he';keenly felt .his

. responsibility for the losses that had been suffered by his

‘Names. Mr. Eder, in his final speech, described him és a broken

man. . He was certainly an emotional witness and at times showed

deep distress. Some areas of his evidence 1 have been unable to.

_accept but I think that they may well result from Mr. Willard

deceiving himself rather than attempting to deceive me.

On' taking over from Mr. Fullick, Mr. Willard continued the same

underwriting policy. 'This was to write a broad spread of marine

business together with an excess of loss account. Between 1983

~and 1988 stamp capacity more than doubled from £18.3 million to

£41.6 million, Gross premium income did not keep pace. It
£
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increased from £13.9 million to £19.5 million. This reflected
over capacity'in-the_marine market. The excess of lbss:elEment
in the book broadly kept pace with stamp capacity, until the
years 1988 and 1989 when it virtually doubled as a result of
reinstatemenfs. Mr. Willard was a cautious underwriter and he
told me that he resisted pressure from Mr. wélker to increase the

proportion of excess of loss business that he was writing. Mr.
Hawkes, Mr. Willard's deputy, tock over writing the excess of

loss business in 1987 under Mr.IWillardis supervision. He

continued to follow the established policy. . This was to write

middle to upper layers of business, which included XL on XL énd

whole account including XL. Mr. Willard remained responsible for

the reinsurance programme.

Policy in Relation to Exposure

The 1988 year of account has closed with a total  loss of

£22,148,302, representing 53,28% of stamp.capacity and over 100%

- of gross premium income. A major cause of this loss was.exposure

to Piper Alpha.. At the time of closure this was estimated at §24

:million. It had been no pért of ‘Mr. Willard's policy to expose.

‘his Names to the risk of such a loss. He had believed that he

was -operating a cautious. pelicy under which he had in;piace

- sufficient reinsurance to ‘protect his Names -against any

foreseeable catastrophe. He did not suggest that the loss of a

rig such as Piper Alpha was not foreseeable. His evidence was

~that he had not foreseen that the gearing effect of the spiral
- would take such a loss through his reinsurance protection. So

_far as Mr. Willard is concerned, the essential issue is. whether

his failure to provide his Names with adeguate réinsurance

protection was attributable_to'a failure to exercise the skill
- g . N
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and care to be expected of a reasonably competent excess of loss

underwriter.

Aggreqgates

No criticism can be made of the recording or monitorihg of

aggregate exposure by the syndicate. An aggregate book was kept
in which entries were made both alphab.etj.cally and by class of
business_. _I\fo historical aggregate record-wés kept, but at any
moment in time it was possible to calculate the current aggregate
exposure of the syndicate. Mr. Hawkes said that he reviewed

aggregates weekly.

PMLs and Reinsurance Folicy

It is the Plaintiffs' wase that prior to the loss of Piper Alpha

Mr. Willard never at-l:fempted to assess his PMLs. It is the
Defendants' case that Mr. Willard assessed his PMLs  and had _
.regard to them when deciding how much  reinsurance cover to

obtain. Before turning to the evidence I proposed to set out the

relevant extracts from the pleadings.

27(1y The active underwriter, Mr. Willard, andfor his assistant, Mr. Hawkes,

appreciated the need o calculate and monitor total aggregate eXposufes on the various

elements of LMX business uhderwn'tten, and kept a book in which they sought 1o do so.

(04 However, they did not appreciate the need to plan, assess or monitor PMLs
on the various clements of such business and overall using, inter alia, the book of total

aggregate exposures which they kept; and did not do so at all or in any appropriate way.

(5) ¥ (as to which no admissions are made) Mr. Willard and Mr. Hawkes made
any assessment of PMLs.... they took a deliberate decision to run an unprotected risk in

the region of $30 million in respect of the Syndicate's then PML.

&
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Points of Defence

41,

42,

... The First and Second Defendants aver:

that Messrs Willard and Hawkes monitored carefully the risks written by them

using the book of aggregate exposures maintained by them;

In assessing their possible maximum loss they always ezred on the side of

~caution. They applied a figure of 100% to XL on XL exposure. Whole

account exposure, on the basis that it included both cargo and XL éxposure,

was tated at approximately 75% and the time account at approximately 70%;

Having assessed the possible maximum loss, Mr. Willard would calculate the
level of reinsurance that would be obtained by Teassuring up to'50% of the
syndicate's aggregate exposure. He would then corhpare the latter with the -
possible maximum loss and consider whether, taking into account historical
experiéngc and past claims experience, any loss was likely to go higher than
the 50% on aggregate figure. This consideration  governed whether he
considered it prudent to run the gap between the 50% on aggregate figure and
the syndicate's possible maximum exposure to a joss. Until 1988 no loss had
gone higher than the second layer of whole account protection. . Finally Mr. |
Willard would cross check that the proposed vertical protect_ion was at least

400% of the prémium income written on the XL account for the syndicate;

Paragraph 27(5) of the Re-Re-Amended Points of Claim is admitted. The

First and Second Defendants aver that the decision was deliberate and reasonable and it

is denied, if it is intended to be so alleged, that it was not one which a prudent and

competent underwriter could reach.

47,

"Further, the First and Second Defcndants aver that the decision és to the level

~ of reinsurance to be purchased by Mr. Willard was made on the basis of the conmderatmn

of a number of factors, including the following:

a.
b.

C.

&
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historical experience;

‘the syndicate's past year's claims experience;

the cost of purchase of reinsurance;

the level of aggregate exposure;
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g the level of writien premium i.l:ico.me;
h. ~ the quality of security availabie;

Further, the level of reinsurance was kept constantly under review. _

In his witness statement Mr. Willard said this about monitoring

PMLs:

In .asses'sing the PML 1 erred on the side of caution. I applied a figure of 100% to the
. .31 on xl exposure. I rated whole account exposure at approximately 75%, on the basis
that it included both general and xi eiposure and I rated other sections of the time
account at approximately 70%. 1 applied these factors and percentages in my -
- calculations for the PMLs of Piper Alpha, 87J and Alicia on the LUAA form. The result
was a. "gap" between the PML figure and the 50% of total aggregate amd the.
underwriting decision which I faced was whether, given historical claims experience and
- the other factors referred to, whether it was prudent to run _fhat "gap" in the event of any '
one Joss. In 1988, the "gap" appeared to be in the régimi of $30m for a doliar loss.
Prior- to 1988, no loss had gone higher than a second laver of the whole account

' prot_ectidn. '

The "gap” was, until mid 1988, in itself part of a consistent policy. This can be seen by

reference to the following table.

Uss June 1983 July 1988 Growth

. Capacity 36.6 83.2 227.32%
Agpregate ' 41.7 100.2 240.29%
Reinsurance 22.5 : 55.8 - 248.00%
Gap 192 444 231.25%
Gap as a percentage of 52.45% ' 53.37%
stamp '

In his expert Report, Mr. Von Eicken drew attention to what
appeared to be an inconsistency between this evid_ent:e_ and the
. evidence given to the ‘.Poynt'er Committee, to which I shall shortly
refer. This led Mr. Willard to "clarify" his policy in a

supplementary statement:

&
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1 would always attempt fo have vertical reinsurance for amy ﬁnc loss of up to. roughly
50% of the total aggregate exposure across the whole of the syndicate's béok.“. I then

' calculated what ] saw as the syndicéfe’s exposure to those classes which could be exposed
and therefore accumulate on any one catastrophe and apply PML factors of 100% for

- XL/XL, apprbximatcly 75% for whole account and approximately 70% for time account.
This would result in a "gap" between the vertical reinsurance bought and the total
aggregates on eprs_ed classes. By the time of Piper Alpha the “gap” in question was

- approximately $30 million, being the difference between ‘what 1 saw as the syndicate's
then_maxirf;um exposure ($86m.) and. the then vertical reinsurance available for any one

loss (approximately $56m.)'.

When he came to give evidence Mr. Willard explained that he did .
not use the expression PML but WLOB (worst likely outcome baSis),
-The_figuré_of'SBG'million represented the WLOB. The overall

aggregate exposure was apprdximately $30 million more tﬁan this. -

There was an obvious conflict between Mr. Willard's evidence that
he be1ieved=that his reinsurance covered his Names against'thé
risk of any'foréseeable"CataStrophe_and his evidence that there
was -a gap of $30 million between his reinsurance covér-énd.his
calculation of the WLOB. He was cross-examined about this and
unable.to explain it. His statement thét no past claim had gone
above his second.'layer of reinsurance dover was not a
: sétisfactopy ‘explanation. Mr. Vos,  however, made a more
fundamentél attack upon his evidenée. Mr. Vos suggested that he
had never carried out PML, or WLOB, calculations, nor had he
.followed_alpolicy of reinsuring 50% of his aggregates.  In the
course of cross-éxamination Mr. Vos put to him a remarkable
history of confusion.and'conflict in relation to. the evidence
fhat he gave to the Poynter Committee. He did not initially tell

the Committee that it was his policy to insure 50% of his

&
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aggregates. On the contrary he stated "I always basically kept

roughly a $30 million gap". He was asked:

"Did you take parts of excess of loss accounts and allocate different levels of PML to
them? For example, would you say that the whole account mlght be 90% to 100% PML '

whereas cargo or hulls or ngs would be a lesser perccntage‘?

To this he answered "No".

The Pbynte:.committee showed great, and-understandable,”confusidn
as to the nature of and the basis for Mr. Willard's $30 million
gap. They tried to sort this out by correspondence, in relation
- to which Mr. Willard was assisted by his Solicitors, Reynolds
_Porter. ‘Mr. Willard provided =a series cf;statements, not all
- mutually compatible, one of which suggested that he switched from
basing reinsurance on aggregates to_bésing;this_on a PML at soﬁe
time in 1988. 1In the witness box Mr. Willard accepted that he
had given the Poynter Committee a series of answers which were
fcqmplete_rubbish", "complete nonsense” and.“completely -falé.e’_"°
Mr. Willard said that he_was tired and sick and wanted tb.get the

Loss Review Committee out of his hair.

If_Mr._Willard did indeed have a reinsurahce policy based in part
on_PMLs; I can see no reason why he should not have been willing

and able to explain this to the Poynter Committee.

Mr. Hawkes, when discussing reinsurance policy, said to the

. Poynter Committec:

"We did not have preconceived definite formulas or theories. It was an on-going

~ evolving reinsurance programme.”
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In evidence he said fhat he and Mr. Willard were of -the opinion
that if they protected to roughly half the aggregates they would
not cause a loss to an individual Name of roughly more than 50%
of his stamp capacity, and that this was a policy +that they

inherited from Mr. Fulllck

I am quite satisfied that Mr. Willard did not calculate PMLs and
thus that they_formed no part of his reinsurance policy. I
believe, es was suggested to Mr. Willard,.that.thehsao million-
gap was something;that only became apparent to him in the latter
part'of-1988 after the Piper Alpha loss as representiﬁg what
appeared +to be the difference between his syndlcate s - exposure
to that loss and its reinsurance protection. It is a sact.that
' -between 1983 and 1988 the syndicate's excess of.loss_protection
.femained_at-an appfoximate, though noteprecise,-level-of_SO% of
the excess of'loss aggregate exposure. M;.,Wiliard'told me that
when he took over the=syndicate“he increased the reinsurance
protectlon from 45% to 50% of the aggregate. I asked him .why he
increased it by 5% rather than leaving 4t in place or 1norea51ng
it by 10%. He answered "It was the feeling I have to do
something. ‘I am the new underwriter, I would review it."” I
.believe that Mr. Willard . probably -oontinued_ to maintain
_feinsuranoe at that level on the simple basis that if had proved
sufficient in the past. This was an unsound basis for ﬁhat'wes
'lntended to be a cautious policy of covering the Names' exposure
to catastrophe by reingsurance. It demonstrated, in my view, a-
failure to appreciate the gearing effect of the spiral. Both Mr.
'Willard.and Mr.'Ha#kesuwere asked abopt_the spiral and neither
se"tisfied. me tha-f they had prloperly_ appfeoiated its implic’ations.

In my judgment the exposure to which the Names were shown to be.
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subject when Piper Alpha was lost resulted from lack of
competence on the part of Mr. Willard and constituted a breach

cf duty bn the part of the Defendants.

Rafing_

Mr. Willard stated that:

.“The premium levels were based on the leading underwriter's assessment of the actual-
risk being covered. The premium chargé for any layer. could mot be based on the
premiums for the original risk, nor on any asssssment of the original risk being covered.
To have doﬂe this would have been completely impossible, impracticable and irrelevant.

~ The effective risk that an underwriter is assuming in writing an excess. of loss account
is that of a major catastrophe occurting and no amu::)'unt of analysis of the individual

underlying risks can throw anjf further light on the size of the loss which may happen.”

It seems to me that this evidence reflected a cpmpléte abdication
‘on the part of Mr. Willard of any attempt at rating-assesément.
The vast majority of ithe risks that Mr. Willard and Mr. Hawkes
wrote were renewals. They wrote high laYers of”Cdvef because

"obviously there was less likely exposufe'to.riSk than there_
would be by writing at lower levels”. My belief is that Mr.
"Willard would look at the past history of the business that he
was writing and, on finding it loss free, accept almost whatever
rate was going. He even wrote business at as little as 1% on
line, although he said that this tended to be in order to oblige
brokers as he considered this rate too low. When asked why it
was too low his answer was that it was half the rate thaf he had
'been-writing in previous years. My imprésSiOﬁ is that.it did.not
occur to Mr. Willard, at least before Piper Alpha, that a rate
of 2% on line might not be adequate for the risks he was writing.

Mrf Willard's approach to rating:lacked the skill and expertise
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to be expected of a competent underwriter of excess of loss

business.

The 1989 Year of Account

- The 1989 run off account as at the 31st December 1993 indicated

a loss of approximately £40 million against a stamp”capacity of
about £38,100,000 - that is a loss of about 105% on stamp
éapacity. By an. amendment to the P01nts of Claim- the Plalntlffs
allege that the whole of thls loss was attrlbutable to breach of

duty on the-part of Mr. Willard and Mr. Hawkes in a number of

- different respects, not all of them mutualiy compatible. These

can be summarised as follows:

(i) _Théy fai1ed_properly to asses or monitor the excess of

- loss PMLs or to:cover.thése-adequately by-reinsurance;-

(ii). They spent too much. on excess of loss reinsurance,

' leaving other areas of the account . with . inadequate

reinsurance:;

(1iii) . They continued to write marine business notwithstanding

that rates had fallen too low to be profitable.

The extreme case advanced by the Plaintiffs was that, at the end

of 1988, Mr. Willard should have decided to cease writing further
buginess altogether and put his syndicate into run off. As =a
less extreme alternative, the Plaintiffs suggested that Mr.

Willard should have given up writing excess of loss business and

the less attractive marine business and reétricted his

underwriting to business that was profitable.

@
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. To. close down a syndicate and condemn the Names to.the costs of
Tun off is an extreme and'expensive step. Periodic fluctuations
of profitability are =2 recognised feature of the insﬁrahce
market. Between 1987 and 1989.marine rates were depressed. The
‘Plaintiffs héve failed to satisfy me that Mr. Willard was
negligeﬂt.in continuing to write a marine book of business in
1989. - To havé demonstrated this would have involved a detailed
examination of marine underwriting at the time in order to
ascertaihxthe standards and prabtices appiied by the reasonably
competent marine underwriter. The Plaintiffs did not attémpt
that exercise. The evidence in thig trial has focused 6n excess’
of loss underwriting. Insofar as Mr. Willard suffered losses on
‘his marine underwriting in 1989 I éuspéct that his experience was 
shared by many others in the market. 1 do not believe'thai

B éitheruhe or they are automatically to be.condemnéd'as_negligent.

- for continuing to write business through this difficult period.

Excess of Loss
Mr. Willard's policy in relation to the exposure flowing frcm his
syndicate's excess of loss business did not alter between 1988
and 1989. His aim was %o eﬁsure that'his Names were fully
protected against exposure to foreseeable catastrophes by an
appropriate level of reinsurance protection. I have already
' commented on the degree of expertise necessary to write a
_sudcessfql-book-that included spiral business. Mr. Willard
.lacked that expértiae. He did not fully understand the
iﬁplications of the spiral. He was not able to evaluate ﬁremium
rating for excess of loss risks or thé dangers inherent in and
the opportunities offered by the rating structure of the
different layers. He did not appreciate the need to assess and .

o .
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monitor his PMLs. Piper Alpha brought home to him the fact that
he had failed to protect his Names against their exposure to

catéstrophes.. His reaction was to remedy this situation by

.reducing the cover written and increasing' the reinsurance

protection purchased.  He told me that his intention was to

_réduce the $86 million exposure to $76 million and to. increase

insurance cover by.SZO.million, thereby bridging the $30'milli0n

- gap. That gap was, as I have found, the difference between the

1988 reinsurance cover of $56 million and Mr. Willard's

~calculation of the syndicate's exposure to Piper Alpha of $86

million. It is not clear on the evidence precisely how Mr.

Willard and Mr. Hawkes set about implementing this policy. In
January and February 1989 Mr. = Hawkes made a number of
calculations Qf'PMLs, which were put in-evidence, which seemed
to“indicate.two alternative approaches to this task, one his and. -
one Mr, _Wiliard's. _ :Mr. Willard said that he made no PML
calculations after Piper Alphs and fhat he had no recollection
of Mr. Hawkes providing him with details of PMLs. Noit without
sowe?doﬁbt i have_concluded that Mr. Willard was not working by -
reference to_precise PML_calculations_when buying reinsurance,

but working by refetence to the $30 million gap.

A minute kept by one of the Members' Agents records Mr. Willard
-as acknowledging after Piper Alpha that he had not’been very wise
to w:ite ekcess of loss cover on high layers at a rate as low as
- 1% and that he was now writing business on less velatile layers,

"yet on the I1st January 1989, in a written statement of

underwriting;policy, he recorded that "the marine excess of loss
account will mainly involve middle and upper  layers". The

syndicate continued to write layers at relatively high levels and

&
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low rates, but Mr. Willard found that buying reinsurance to
attempt to cover_his:axposure was expensive. This was in'part,
no doubt, because having given notice of anticipated.cléims in
relation;tbiPipet Alpha, the premiums that he was being requi;ed
to pay to renew_cbver.were significantly.inéraésed; In March
.198% Mr. Willard is recorded by a Members' Agent és having.
predlcted that his reinsurance costs would be 27% to 30% of
income. If he did this was, as he accepted, wildly out.-.After
reinstatements, his excess of loss reinsurance costs amounted to
some 67% of his excess of loss premium income, including

reinstatemnent income.

Mr. Willard accepted that, in the event, so large a proportion
of his excess of loss income was spent on reinsurance that the
business-was doomed to be loss making. He attributed this to the
dlfference betwepn the rate he obtained on the business which he
wrote and the rate that he had to pay for reinsurance. He denied
‘that this was a problem which he should have appreciated, sayihg
af one stage that wher he bought_his reinsurance he anticipafed
writing business at more satisfactory rates and at another stage
that when he wrote his business he did noﬁ apprecia‘te how

expensive his reinsurance was to be.

The reality is, in my judgment, that Mr. Willard did not give due
cdnsideration as to whether, and if so how, he could increase his
reinsurance protection as he planned an& vet ﬁrite*a-profitable
excess of loss book. His actions were dictated by what he
-con51dered to be the urgent need to cover the vertlcal exposure
- to catastrophes that Piper Alpha had revealed. The additional
expenditﬁre on reinsurance exposed his Names, as he accepted, to

&
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the certainty of loss, but limited the extent of possible loss

in a manner which,  having regard to the catastrophes. that

subsequently occurred, was beneficial to his Names. ‘One cannot
divorce Mr. Willard's actions in relation to the 1989 year from

those which had given rise to the problem that he was attempting

- to mitigate. The fact that Mr. Willard's 1989 Names were placed

-in a position where:they_were_bound to make a loss resulted from

a lack of competence in the conduct of the underwriting business.

Exposure

- The Underwriting Repbrt as at 3lst December 1993 gives  the.

_folldwihg picture for 1989 in relation to major'catastrophe

claims:
Gross Paid Grose Paid : . : :
" . and and Estimated Reinsurance - Estimated
Outstanding Cutetanding - Ultimate . Cover = " Logs after
Claims Claime Gross Loges avalleble Reinsurance
B Date of -at 31.1_2.92 at 31.12.93 at 31,12.93 =&t 31.12.93 . at 31.12.93
Event ' Logs.. imillions)  {millions) inmdlijonst  fmillioms) = (millions)
Arco Raker . .. . 19.3.89_. : 416 517 T 520 534 . ]
Exxon Valdez Oilspill 24.2.8% © 233 : 343 . - 565 882 83
- Hurricane Hugo 17.9.89 &va 875 5§80 882 50

- Phillips Petroleum . 23.10.89 ' s28 542 . 860 T 845 8158

'_ This_compares_with the previous year's report which showed an.
estimated loss in excess of available reinsurance in respect of -

_Hurricane Hugo of $3 million, an estimated loss in excess of

available relnsurance. of §9 mllllon . in respect of Phillips

.Petroleum but no net loss in respect of Exxon Valdez. Neither

of these losses resulted from claims. exceeding the . cover

available on a first loss basis, which was $82,470,000. Mr. Vos

- suggested to Mr. Willard that the losses resulted from a failure

to match reinstatements:

&
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Q; The fact there were several losses in 1989 should really have been irrelevant,
should it not, if you had matched the reinstatements .in your reinsurance
'programm¢ to the reinstatements in the business you were writing?

A Which 1 would have done, had 1 thought that was likely to be the situation.

Q

But it is the easiest thing in the world to say, "Well, I know I am writing
business with four reinstatements which means I can get caught by four or
five losses"? |

I think you aré exaggerating, if you are describing my accounts.

What, why am 1 exaggerating? '

Four or five reinstatements on upper .layers, I do not think that: is very Likely.
Let us say you are writing business with two reinstatements?

Two maxirmur, [ would have thought, at high level, yes..

P e 2R

Assuming you are writing business with two reinstatements, you should be
careful, should you not, to ensure that your reinsurance programme matches
the reinstalements you bave written?

A: In: hindsight, I should have been, yes, but 1. was not anticipating that number.

I can say no more.

In my jddgment Mr. Willard was at fault for failing 1:0 .rnatch
reinstatements. He should have had in place two. full
reinstatements of vertical cover to protect against ﬁ:ateis*trdphe.s.
It does. not, however, follow that the loss'es. we.'re." all
attributable to a failure to match reinstatements - a mét‘ter to

which I shall revert when I deal with damages.

Information Provided 1o Names

Mr. Willard believed that he was following a cautious policy and
that his Names' excess of loss exposure was ful'ly protected by
reinsurance. Mr. Vos took him through his syndicate Reports and

- Accounts and put this proposition to him:

L)
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For a Name and an Agent looking at these accounts, they would have taken the view that
* your busimess was properly protected by reinsurance and that it was a.... cautious

syndicate going about a careful business.

-Mr. Willard agreed. I consider that he was right to do so.

SYNDICATE 290

Mr. Walker

' Mr. Walker started working ei'Lloyd's_in 1943 at the age of 15
" and has had 35 years experience of uhderwriting in that market.
_He started Syndicate 290 in 1974 with less than 100 Names. By
.1930’there were 489 Names on the Syndicate. By 1989 there were
-3, 163 Names on the. syndicate with a stamp capaclty of some £70
'nulllon. In the early and mld—lQBO s Mr. Walker made good
uptefits'fpr his Syndicate, which no doubt accounted inipartefor
- its ‘expansion. He was an admirably candid witness. One or two:
~aspects of his evidence were equivocal but in general he

.courteously answered the questlons put to him in a 1engthy cross—

examination in a stralghtforward manner.

Policy in Relation to Exposure'
Unlike Mr. Andrews and Mr. Willard, Mr.-Walker deliberately

- folilowed an underwrlting policy which exposed hls Names to the

llkellhood of perlodlc losses when catastrophes occurred._ It is -
the Defendants case that this was a perfectly legltimate pollcy,
Justlfled.by'extracrdlnary'proflts 1n the catastrophe free‘years.
The Plalntlffs contend that Mr. Walker's policy, and the manner
in ﬁhich he executed it, were negligent in the following

respects:

iF
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1) " He déid not control his aggregates.

2) ~He did not-attempt t0o balance his book.

3) He ‘did not attempt to assess or monitor his PMLs.

4) He had no planned limit of exposure.

5) He gambled that the catastrophe would not occur.

6) He made no attempt to rate correctly the business that
he wrote.

" Aggregates

. This was one area where Mr. Walker's evidence was equivocal. Hs
suggested at one peint that he restridtéd the amount of business
that he wro{:e in order to limit the size of his'agg_fegate

. exposure. The reality was - as I believe in the end he accepted
- that it was his pfemium incpme limit that restricted théfamcunt

- of business that he wrote. He wrote-enthusiastically'almbst up
to this'.limit, with the result that reinstatement ptémiums

carried him well over the limit.

Balance
‘Mr. Walker did not set out to restrict his exposure by balancing
‘different categories of direct excess of loss cover. Almost all

the business that he wrote was, or contained, XL on XL.

He coded risk with a view to assessing profitability, not té
calculating aggregates or PMLs. Each of the first six of the
codes that Mr. Walker kept were capable of being exposed to the
same single event. Mr. Walker said that he was aware of this and
agreed that the consequence was that, in 1989, the Syndicate was

exposed to a figure approaching $570 million in the event of the

worst possible situation.
&
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PMLs

Mr., Walker made no attempt €0 estimate a PML. He sald that he

did not tblnk that thls was & viable thlng to attempt until a
loss_had actually_eccurred.- It was not an appropriate exercise

for someone who wrote excess of loss spiral business.

L ExXposure

-When considering Mr. Walker's attitude to exposure it is

necessary to distinguish between two interrelated questlons. ‘The

.flrst ig the extent of his Names' exposure to a sin le
: p g

catastrophe. The second is the llkellhood of such a catastrophe

occurring.

The Extent of'Exposure
Mr Walker sald that he dld not start by worklng out "cast in
stane" what he wanted his net exposura to be, but gave a varlety-

of explanatlons of how he arrlved at this. He. sald that on

average over the years he spent not more than 40% of 1ncome on

relnsurance but thlS was not a policy - he was flexible. He

-said that he tried to keep reinsurance at about one-third of~his

_aggregate.' He said that he bought as much relnsurance as he

could get at a reasonable price. In his statement he sald that
his relnsurance policy was essentially based on runnlng 2 gap
which could give rise to a loss of 200% to 300% over stamp if a
truly major catastrophe occurred, such as a Florida windstorm or

a West Coast earthquake somewhere along the San Andreas.fault

line.

&
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He said that he tried to work out @ ratio between reinsurance
. costs and exposing the syndicate to about 250% maximum exposure.
In . his 1988 Accounts, which were published in May 1989, he

stated:

"I am always alerting the Members to the high risk nature of the syndicate and I must
again emphasise to all my members not to write too large a premiunﬁ on the syndicate;
1 usually recommend about £25,000 maximum for a Member. The year may come when

we have to face a loss of up to 200%"

~Mr. Eder 6escribed this as the strongest warﬁing:givan by Mr.

Walker, by which I Dbelieve he meaﬁt the -str0ngest written

wérning.' Mr, Walker in fact stated thﬁt he had giveﬁ oral
warnings to Members' Agents that the maximum @ossible loss might
amount to_SOO% of stamp; There is no récordeﬁ instance of Mr.

Walker warning of the possibility of a loss bf this size and I
am not persuaded that he did. Mr. Vos took ﬁr;~walker through
his codés and demonstrated that expoéure to a single catastrophe
might;'on a worst case scenario, involve-é.loés in é#cess of'300%'
of étampi In the event, I believe that Mr;-Walker’undereétimated
the extent of his Names' maximum exposure to a single event;
This'I'do not believe to be of great relevance in this caée, for
the Names have not suffered from a single'catéstrophe.of maximum
severity. Their losses flow largely_ from two successive
catéstrophes, each of which very significantly exceeded.their'

reinsurance protection. Hurricane Hugo is estimated to result
in iosses of $228,000,000 and 90A in losses -totalling
265,000,000, This leads to consideration of the iikelihoodiof

such losses occurring.

&
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The Likeiihood_of Losses

Mr. Walker made it plain that the potential loss against. which
he warned his Names was not one which he. envisaged would flow
from a catastrophe such as Hurricane Hugo or 90A. He had in mind
a catastrophe of more dramatic proportions. In his final written

submissions Mz, Eder made the fol'lowi_ng point:

..... the Plaintiffs have made much. of the fact that Derck Walker's v?arnings were
pradicated on the occurrence of "the big one" or "Armageddon”; a loss of the order of
San Francisco falling into the sea and of the fact that neither Hugo nor 90A were this

- loss, even in his own estimation. The short answer fo this point is that it is based on a
misconception. The Plaintiffs appear to be assuming that Mr. Walker's warning to Names
was that the) could make either a loss of 250-300% or no loss at all.” This is plainly

| _ rubbish. His waming was that if the worst happened they could lose 300%; if what -
happened was only extremely bad they would still lose but not as much This is exactly

what happened in the event.

It is true that none of the catastrophes in questzon were as blg as the- catastmphe which
Derek Walker had anticipated; but looking at each catastrophe mdmdually the losses

- which resulted from them were nowhere near as large as he ha_d prcdlcted they could be.

ThlS suggests that Mr. Walker s warnlngs related.only to the most -
severe catastrophe and that when he gave those warnlngs he was
aware of a category of lesser, and less. uncommon, catastrophes
that would cause his Names severe losses;'albeit not threatening
the full extent of their exposure. I cannot accept this
analysis:' Mr. Walker's warnings were directed at those
casualties which migﬁt result in loss up to the 1limit of
exposure. I belleve that it was Mr. Walker's view that only an

Armageddon type catastrophe posed this threat.

aF .
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In the course of lengthy and skilful.cross-examination'MfL vos
feferred Mr. Walker to the various factors which had, in fact,
beén'responsible for his Names' exposure to Hurricane !Hugo and
to 90A, and obtainéd from him ready admissions that he was aware
of them. He accepted that over the years a number of factprs had
increased the impact that natural catastrophes were likely to
have on insurers and reinsureré, These included increases in
popuiation and the density of populated areas; increase in
capital assets exposéd to loss; an increasing propensity to
inSurE'property ahd inflation so that claims wére larger in many
terms;E Mr. Walker accepted that, having regard to,his_worldwide
book of business, it was conceivable that he would have to face
the cdnsequences of two catastrophes of the severity of Hurricane
Hugo in successive years. He accepted that it ﬁas possible to
envisage more serious catastrophés than Hurricane Hugo. He was
finally led to accept that he underwrote his account with the
knowledge that any major catastrophe, including something like
‘Hugo, would subject his;Némes to a very large loss indeed. Mr.

Vos relied upon this passage Of,cross—examination.to support thé

submission that Mr. Walker gambled on catastrophes such as -

Hurricane Hugo not occurring.

‘When Hurricane Hugo and 90A occurred, Mr. Walker's readtion #as
not that these were likely to cause very iarge lcsses to his
Names... On the contrary, in esch case he-conciuded that the
claims would be contained within his reinsurance protection. I
do not believe fhat Mr. Walker had been through the.exercise of

attempting to calculate the type and level of catastrophe that

might cause loss to his Names. He simply assumed that only the
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most extreme: catastrophe would produce this result. There was

no justification for making such an assumption.

‘RATING

Mr. Fryer in his witness statement said: - | S

No alternative method [to historical experience] of assessing exposure is suggested, and |
1know of no measure which does nat depend to so_mé degree or other on past experience.
Reinsurers approach to rating is not as simplistic as seems to have been assumed.... The
anticipated frequency and magnitude of catastrophe losses due to causes such as
windstorm, earthquake and flood can only be estimated by an-extrapolation of past trends
adjusted for changes in the value of property exposed. ~Considerable efforts have been
devoted by insurers and reinsurers wifh seismologiéts and meteorologists to improve risk
assessment methods, but the -ansﬁrers of the scientists, in my experienice atf.leést, is that
their advice is to look at the historic record over as long a period as possible and make
intelligent estimates on the basis of those results subject to whatever adjustment may be

mdlcated

.ZM_‘r. Walker made no attempt at a .statisfical ass_e.ssment'of the
-chahc’:e’ of a _felev.ant catastrophe. He said that it was i-mpc:iséible'-
' '-to forecast on this 'be’zsis. I had waited with 1nterest to hear
. what Mr Walker as one of the leaders in the LMX marke't: would
have to say on the subject of rating. The description that he

gave in his witness statement was as follows:

S.yndicates and companies in the non-marine market were prepared to pay a high price
for their excess of loss reinsurances and those prices rose steadily in the non-marme
market all the way through the late 1980's. As one of the leading underwnters T helped
set those rates. On a relanvely catastrophe free year, a well wutten excess of loss

account could be profitable for Names.
Another important factor in non-marine excess of loss writing which assisted its

‘profitability and viability was what was known as the "pay back". This was an

arrangement whereby clients who had advised claims in the previous year of account -
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would be charged for the next year's remewal, the differential to bring reinsuring

underwriters into at least a break even situation or, we hoped, profit.

Rating Methods ~ Rale on Line

My rating method was, as I believe with the majority if not all x1 underwriters, based on
what was known as "rate on line" or ROL. 1 assessed a risk over a period. It would
'involv_e reviewing the client's previous claims history in respect of that particular accoimt
and that particular layer and 1 would rate accordingly. The ROL was the ratio the
premium bo;:e to the exposure. In my market, I was fully ware of all the major losses
which had af;fected the market and what I really wanted to know was the effect wﬁich

those losses had on the account in question.

The other factor of major importance was the identity of the client. The nop—marine xI
- market was relatively small and tight, although there was a tendency in the late 1980's

for new syndicates to enter it due to the high levels of return.

The trend of my underwriting in the late 1980's was to move 'awéy- from the lower or
“working" la\:rers This was because the lower or working Iayers were tending to be hit
repeatediy ea:‘h year and 1 regarded them as little more than money swappmg On ccrtam |
lower layers I was finding that I just could not make moncy, even havmg taken a
premium of 40% on line. It therefore seemed sensible to move out of the lower layers.
Historically, 'ithe:hig_hsar layers had not been impacted by pr_eﬁ-ibus major -<catastrophes
.(_v?ith the exalsptinﬁ .of Alicia, a 1983 loss, which was beginning by 1988-89 to bfeach
the top layers). My view was that by the mid to late 1980's wntmg lower laycrs almost

guaranteed a loss

In the witness box Mr. Walker's evidenc_:e_; did not suggest that he
:played -éu_q adt_ive; role in setting rat_es.. Rather he gave the
impressi'c_)n_ pf having been a helpless captive of the market with
little choice but to accept the rates on offer. Thus when it was
puf to him that it was not appropriate to rate a high layer at

a low rate simply because the reinsured had a claim free record,

he replied:
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* Yam afraid that is what the market did..... A lot.of the top layers were coming down to
quite Jow rates on line.... probably top layers were being placed at about 2% in the non—

marine market, because they had never been impacted.....

When dealing with the rating structure whereby rates declined as

- the layers rose, he commented:

At the end of the day, you could quite well say that in the spiral business, if the spiral
- goes to the top, then évery tisk should have the same rate.... That is unfortunately not

the way the market worked.

Summary

Mr. Walker's policy was to underwrite so as to leave a

- substantial net exposure in the belief that only ‘exceptional
cataStrophés would result in losses and that these would occur .

so rarely that the profits made'by his Names in the good years

would compensate for the'occasional_loss'made-in-a_bad year. Mr,

‘Walker had no basis for believing“thét'the;rates that he was

charging for the higher. ‘layers' that he was writing were

__sufficiént "to compensate for the occasional losses that he

Envisaged. Nor had he any idea of the size of the catastrophes

' that would precipitate such losses. He had not envisaged that

catastrophes of the size of Hugo or 90A would result in a major
loss to his Names. He believed that they were only vulnerable
to significantly larger, and rarer, catastrophés than those. Mr.

Walker had, I believe, failed to appreciate the extent to which

the spiral reduced the effective protection afforded by his own:

excess of loss cover.

&

Juagment,_\couda - Draft o : . ) Co - 111 ~.

e R o e e

) G, AT



High Risk / High Reward

- The Defendants submitted that the profits that Mr. Walker was
.méking for his syndicate in the good vears were sufficient to
compenséte for the losses that were liable to occur. in the bad

years.

In his finél submissions Mr. Eder placed before mé Calculations
indicating an average rate of return for the ten years from 1979
to 1988 of 24.25% after deduction of personal egpenses.' This was
based on the syndicate accounts. Mr. Vos had referred me to the
Poynter Report, which relied for its figures on the Chatset
League Tables. These showed the following 'rate‘.of"retﬁrn

together with the position of Syndicate 290 in the Léague Table:

1983 12% 9 out of 101
1984 9% 30 out of 102
1985  12% 9 out of 101
1986 23% 7 out of 102 .
1987 9% _ 58 out of 116
1988 16% 11 ont of 115

The Poynter Report commented:

It is apparent that Syndicate 290, except for 1937, consistently reported substamially

better performance than the median return in the non-marine market.

The Report went on +to consider the . extent +to which fhe.
syndicate's results were improved by time and distance bblicies.
_These are 'policies' which pay in a future year an 'indemnity'

in ‘an amount that exceeds the 'premium' by an amount which, as

I uﬁderstand it, reflects the value of the use of the premium

over the period in guestion. Both the premium and the indemnity

&
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feature in the syndicate accounts in the year that the time and
distance policy is taken .out,: so the result is to improve the
profit/loss position shown in the accounts. Mr. Walker actepted

that the effect of his time and distance policies was that he was

~able to show a profit rather than a loss for 1981 and 1985 and

that substantial increases were produced to the profit figures

for 1983, 1986 and 1987.

.The propriety of the use made by Mr. Walker of time and distance

policies has not been challenged in this Action. Mr. Outhwaite

:told_me.that'theyzare widely used at Lloyd's and that they have

& legitimate role to.play in a reinsurance programme. ~Thus the

position remains. that the results achieved by Mr. Walker for
Syndicate 290 Were_significantly better fhan.those.of most non=

marine syndicates in the years up to 1989. It is, however,

" possible that this position was achieved in part by the'skilful

use of time and distance policies not-métcheduby.some of the
other sYhdicates. Certainly, when the benefit of the time and

distance policies is removed, it is not easy to recognise a

.pattern of a series of particularly profitable years being relied

upon to balance the effect of the rare catastrophe.

Conclusion

-Most of the criticisms made by the Plaintiffs in relation to the

manner in which Mr. Walker conducted his underwriting business

are made out. He was deliberately running a net exposure to risk

without -monitoring the precise level. of that exposure or

correctly informing his Names of this. He had made no attempt

to estimate how_often his Names might have to face a year of. loss

~and he mis-appreciated the level of catastrophe that risked

&
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bringing that result about. His r_a't;ing was based not on any
assessment of the earnings his syndicate.neede_d to make in the
good years to ba;ance the losses in the béd-, bu‘f: on an acceptance
bf the str.ucture; and level of rates prevailing in the ma'rké‘_t.
Iﬁ these respects, the Plaintiffs’ allegations of breach of duty

are made out.

Information .-t:o Names

The Annual Accounts stated repeatedly that Syndicate 290
specialised in excess of logs non-marine reinsurance and t-ha_t' Mr.
Walker wrote .and. led catastrophe reinsurance. In addition the

accounts included the following statements:

1980: "Major losses must be éxpected by this syndicate but such losses should be

- well contained within our protection”.

1982: "We arc always waiting for the large loss to hit the market and we should be

~in a strong position if this loss comes, with strong reserves behind the syndicate”.

1983: "We had cur iargest loss since we started in 1983..... this had produced large )
‘Insurance claims..... as a result of this loss, it has enabled ﬁs' to-asséés how 2 major
catastrophe could effect our syndicate and because of this we have been able to get '
substantial increases on XL renewais for 1984. Our approach to reinsurance remains '.
unchanged, we purchase substantial cover ;to profect the syndicate against a major

catastrophe...."

1984: "We have in force 2 major reinsurance programme to profect us; this covers
the whole account protection and is backed up by specific reinsurance for the different
classes. The 1983 year had Alicia and the Winter Freeze.... but we have more than

adequate reinsurance protection and I believe we can still hope for a small profit.

The reinsurances protecting the syndicate are at all times under constant
Ieview and we believe our current policy covers the needs of the syndicate and is the best
available.

&
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We believe it is our duty to remind eur Names of the nature of ‘the class of -

business that we underwrite, ~and we must apologise if we have to constantly point out

. the higher nsk nature of this syndicate. The only maJor loss since commencemcm of the

syndicate is 1983 when Hurricane Alicia struck the Galveston area in the U.S. Gulf and

" we are pleased to teport that the gross Ioss to the syndicate is well within our reinsurance

programme". .

1986: "As we have advised all our Names in the past, this syndicate is a high risk

by the nature of the business it writes and we have nearly reached the limit of reinsurance

. that is worth buying. We must always live with the prob'lem which must apply to all

- syndicates that in the event of a major loss: we could run out of reinsurance protection,

~but we have produced good results in the past 10 years and we can but await future

- losses which we hope will be contained within our reinsurance programme”.

1987 "The 1987 account... will he effecte_d by the major windstorm loss of Qctober
in the UK. and Northern France. The final original loss must be in the region of

£1.5 billion. We have been waiting for the Iérge Joss from the U.S. only to find it

~ coming from the UK. The syndicate purchased additional reinsurance in 1987 including

specific non~dollar cover. It is carly days to- forecast the loss to thé syndicate, but it

should be contained within our reinsurances".

1988: "I am always alening the members to the high risk nature of this syndicate

~ and I must again emphasise to all my members not to write too large a premium on this

syndicate; I usually recommend about £25,000 maximum for a member. The year may

come when we may have to face a loss of up to 200%. The :19_87 UK. loss is testing

- the system. Underwriters have to run a net account sometimes and this will happen to

us in the event of a major earthquake, hurricane or flood. There is no way we can
purchase enough reinsurance protection to ‘cover our aggregate, but we do have an

aggregate limit as opposed to a direct writer”.

As Mr. Walker accepted in cross-examination, with the exception

suggest

large losses in the event of a severe catastropha. Lord

" of the 1988 accounts, these statements were not calculated to

to Names that they were being exposed to the risk of

S‘trathalmond commented, however that as a Members' Agent these

F
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,acgbunts would indicate to him that Mr. Walker's syndicate was

running a net exposure.

The 1990 Year of Account

‘Mr. Walker's -statement of underwriting policy, dated the . 17th

November 1989, stated:

_ The Syndicate will continue to specialise in Excess of Loss Non-Marine reinsurance. It
will continne fo write and lead cafastrophé reinsurance, which covers fire, windstorm,
flood and carthquake; this being reinsurance of Lloyd's Underwriters and world;wide '
insurance companies. It is my intention fo substantially reduce the X/L on X/L business. |

This will corae about in two ways.

The Non—~Marine Underwriters, including ourselves.,. are being forced to retain, uninsured,
approximately 20% of their catastrophe income. This will remove the low Jevel high
rated business. There is also a co-insurance on ail layers of between 5% and 10% and
it will not be possible to place the high layers of X/L on XJL, s0 we will be keepmg a ._

very carefo] check on this class of business.
"In his witness statement, he added:

My 1990 writings therefore involved substantia] reductions in aggregates. Thé
remsurance programme, however, did not change: substantlally uniil mid 1990 as the

majomy of high layer protections which we had on our generals ran through unnl 1.7.90.

In the event, the aggregates on the code;s that included spirél :
business reduced by only $42 million from about $572 million to
8530 million. This left Syndicate 290 exposed to 90A, on the.
Defendants' calculaticon, to the extent of £143 million, or 124%

of stamp.

Thus ‘Mr. Walker's policy and practice for 1990 ‘was not
_si'gni_fi,cantly different from that for 1989. Just as for 1989 his

co_nduc't amounted to a breach of the duty owed by the Defendants
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to exerc;se reasonable sklll and care in carrying on the buSLness

of underwrltlng

SYNDICATE 164

 It is_common ground that, on liability, the Plaintiffs’ case in

relatioﬁ to Syndicate 164 stands or falls wifh-Syndicate-ZQO.
Mr. Walker‘had-assumed responsibility_both for the eﬁcess of loss
business written for Syndicate 164 uhder the splii' stamp
arrangemeht and for buying reinsurance cover against the excess
of loss exposure. Syﬁdicate l64's accounts provided the
information that excess of lass business was being written under

a split stamp arrangement, but gave no warning Cf net exposure

to loss. Mr. Judd told the Poynter Committee that it was his

understanding that the reinsurance arranged by Mr. Walker would

be sufficient to protect his syndicate against catastrophe loss.

GENERAL CONCLUSION

There are common features in the approach to the conduct of

excess of loss business by Mr. Andrews, Mr. Willard and Mr.

:  Walker . Each of these underwriters had 1mmense experience of

the business of underwritlng, havmng started work straight. from

school and spent all their working lives in the London insurance

market. . The approach of each of them to. excess of loss

.underwriting'was}one that may‘wéll be appropriate in other fields

of business - the reliance on past experience'whén'estimating-

risk.

Past.experience has to be treated with particular'caution”in'the-

field of catastrcphe excess of loss insurance, for the size and

the inc1dence of catastrophes do not conform to a pattern. The

&
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growth of the LMX market in the 1980s and, in particular, the
growth of spiral business, raised special problems in relation
to the assessment of risk, exposure and rating, that called for

special consideration. Some gave it that:consideration; The_'

. Gooda Walker underwriters.did not.-

. PERCEPTION OF RISK AND 'VOLENTI NON FIT INJURIA'

The Defendants raised a plea of 'volenti non fit injuria’ to meet
an anticipated allegation that the.degree of edesure to which
the Names were..suhject was - negligent per se. To - such an
allegation it was the Defendants' case that all the Names knew
or should have known that excess of loss ihsurance was high risk
business, and.that somz of the individual Names were spécifidally
aware pf.the extént to which they were exposed to the risk of
loss. Censent to such exposure:précluded the Names from seeking

to base a cause of action upon it.

In the event Mr. Vos did not'contend and I have not found that

the exposure to which the Names'were;subjected was negligent per
se. The. exposure in respect of which I have held the
underwriters at fault was culpable because it was unintended,
unplanned and unjustified by any proper-analeis of risk. Even
had Names been éware of the exposure, such knowledge would not
have constituted acceptance of the circumstances that made it
blameworthy or given rise to any defence. I propose, howéver,
to make some general findings on the knowledge that Names had,
or should have had, about the excess of loss business.that_was

being written on their behalf.

&
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'Lord_Strathalmond, who at the _mate::iai time was a Dbirector of.

Bain Dawes (Underwriting Agency) Ltd, told me that he appreciated
that_ a specialist excess of loss syndicate. specialisihg in
catastrophe business would be of a higher risk or more volatile

nature. There was a likelihood in years without.natﬁral man-made

- catastrophes that higher profits would be made, but if there were
- such a catastrophe lérger losses could be made - claims-would
come in but they could possibly be reinsured out as well. A
_Members' Agent_would have thought that two catastrbphes impécting

the same year of account’ might result in losses of 30% or more

of the syndlcate 8. stamp capacity - losses of as much as 100%

,'would be almost unthinkable. He said that before the .P:Lip_e_r Alpha

disaster he had not heard the term LMX and that he did not know-

what excess of loss on excess of loss policies were-—-he:was not

aware'ofithe spiral. He thought that his knowledge was fairly'

typical of Members' Agents.

Mr. Jewell commented as follows:

Excess loss syndicates were perceived as bemg high risk by most. people ‘within the
market and that meant, in most people s perception, that a severe catastrophe or series of
catastrophes might cause a syndicate of that nature to have losses that would Tepresent
something between 25% and 50% of stamp capacity. In the most extreme. of examples,
.xt would bc con51dered almost unthinkable that it would get to a level of 100%.

In my judgment these comments fairly reflected the perception

that Names, competently advised by their Members' Agents, would

‘have had of Syndicates 164, 298 and 299. Mr. Andrews said that

before Piper Alpha he would have been very sorry to lose 25% or
50% of fhe stamp. ‘Mr. Willard would not have considered that he

was exposing his Names to even this degree of risk.

&

. Judgment\Gooda - Draft . R - . : - o L= 119 = -

T4



Mr. Walker's warnings, to which I have referred earlier, were

~enough to draw to the attention of Members' Agents and his Names

that his was 2 high risk syndicate and that a catastrophe coﬁld

occur which would lead to claims that significantly exceeded the
level of reinsurance cover. Mr. Jewell was often present when
Mr. Walker described the nature cof his syndicate. He gave this

“description to the Poynter Committee:

He always told the syndicate and told the world "This is 2 high risk, high return
syndicate”. The sort ¢f words he would 'say are "There are ten years of profit but when
the big one happens we are going to have a loss".... he could not have eniphaéiséd more
strongly the high risk nature of the syndicate. I have mever heard anybody express it

stronger than he did in front of the Names and/or agents.

Mr. Vos asked Mr. Jewell if he heard Mr. Walker explain'what-he

meant by “"the big‘bne“. He said that he did - on many occasions:

The sort of events that would be described would be California slipping into the ocean,
a North Sea tidal wave washing out some rigs and ﬂoodiﬁg London or Europe, the Tokyo
earthquake, or a jumbo jet on a skyscraper in New York. These are the sort of theoretical

- worst situations that would be described as producing a horrible loss to the syndicate. -

Thus Mr. Walker's warnings reflected his own.viEW_that oniy an
 extreme .catastrophe posed a threat of heavy Jlosses to his
syndicate. As to the amount of those iosses, Mr. Jewell said
that he did not recall the extent of the loss being discussed at

‘all.

-CAUSATION AND DAMAGES -

The following order was made on the Summons fdr PDirecticns:

The issues to be determined at the trial be limited to issues of liability and questions of

principle relating to quantum.

&
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The p_rim_a’ry question of principle that arises in relation to
‘quantum is whether the Plaintiffs have made good their claim that
all their losses in the felevant years have been caused by the
Defendants' breaches of duty. If this claim is not made out,
issues of principle arise as to the extent to which, if at all,
the Plaintiffs have established causal nexus between breaches of
duty and los'ses sustained, and the manner. in which the relevant
losses should be assessed. These questions overlap. Be'fore_they
are reached, however, I have to address' en argument advanced by
Ithe Defendants as to the scope of the claim which i+ isg open to

the Plalntiffs to. advance.

‘The Scope of the Claim

The Defendants contend that the only chafge's -that they are
"required_ to meet relate to the Five Central Catastrophes : Piper
Alpha, Exxon Valdez, Hur'i:'icahe3 Huge, Phillips Petroleum and
'Windstorm Daria QOA At the most the damages for whlch they are

l:.able are the losses result:mg from those catastrophes.

To resolve this .issue is it -neces_sarf first +to consider the
pleadings. The Points 'of Claim allege almost exclus:.vely,
_negllgence in relation to the underwriting of excess of loss
‘business. The exception -is an allegation that Mr. Willard and
Mr. Hawkes "fajiled to understand or te act upon the common
knowledge that the marine market was suffering from over- capacity
and inadequa'te rating, so that following underwrlters- with
limited capacity, who had little to offer brokers, could not
expect to write prof:.table marine business". This. allegatlon was
relevant to the submlss:.on that Mr. Willard should not have
c:ont:.nued_ underwriting- in 1989. I have rejected that submission.

5
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- It follows that the Plaintiffs are restricted to recovering
damages flowing from incompetence in-relétion to the writing of

excess of loss business.

Do the pleadings restrict the Plaintiffs to claiming the losses
flowing from the Five Central Catastrophes° In my judgment they
do not. The Points of Claim first allege, in detail, the conduct
that amounted +to negligent underwriting. The allegations

“include:
Writing too much spiral busiﬁess;
Failing to calculate and monitor aggregate exposures;
Failing to calcﬁlate and moni#or PMLs:

Writing business at rates that would not finance

éppropriate reinsurance;

Writing high level business at inadeqﬁate'premiums;

' The pleading then alleges that during 1987 to 1990 a succession
of major losses occurred, the worst of which are 1dent1f1ed in
an Annex to the pleadlng This is a-Scheaule_qf ten of the worst
catastrophes in the period in guestion. ‘Finally the pleadlng
alleges that all of the lossas suffered by the Plaintlffs in
relation to the relevant years, including run off costs, have

- been caused by the pléaded breaches.

Nowhere do the Points of Claim restrict the Plaintiffs' claim to

the losses flowing from the Five Central Catastrophes.

&
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_Despite-the.breadth of the Plaintiffs' pleadedfcase;-the-manher
: in which they focused on the Five Céntral_Catastrophes in the
 preparations for this trial, which incliuded detailed_diSGUSsions_
‘with the Defendants' representatives and a considerable measure
of agreémént in respect of the syndicates' exposure to the Five
 Central Catastrophes, and the manner in which Mr. Vos referred
to these catéétrophes_in his opening, could well havé-led the
Defendants to believe that the consequehces af.these-catastrophés

- formed the essence of the Plaintiffs’' complaint.

-Onlthe_seventh day oflthe trial Mr. Vds_interrupted Mr;.EdérFs'
cross-examination of'Mr,.Jewell.in order to make it plain that
the Plaintiffs' claim was not restricted to the losses flowing
-from the Five Central Catastrophes, but embraced all the losses
that they have br will have sustained as members of the Gooda
Walker syndicates in the releﬁant years. 'Mr. Eder registered a
protest at this formulation of-theePlaintiffs‘:claim - a protest

that he repeated on a number of occasions during the trial.

The Plaintiffs' case, as clarified by Mr. Vos in the courée of
thé trial, is a simple one. The Plaintiffs contend. that the
_ entire.underwriting of each éyndicate was conducted in disregard
of basic reinsurance principles.. They say that_if is neither
appropriate nor possible tb attempt to identify individual
aspects of theTQnderwritinQ of each syndicate that.were negligent
and to. attempt to assess damages by:reconsfrﬁcting the results
‘that each syndicate would have enjoyed has those aspects been .
competéntly performed. Unless the Defendants can prove to the
contrary, the Court should proceed on the basis that all the

4
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losses sustained by each syndicate were a conseguence of the

negligence.

Thié éaSE'amounts, in large measure, to a plea of 'res ipsa
: loquitur*. The Plaintiffs rely on the fact that there has been
incompetent underwriting on the one hand and losses sustained on
the oﬁher as giving rigse to the inference that all the losses are
attributable.tq the incompetence. I propose to deal with that
case on its merits. It is a case which is o'pen' to the
Plaintiffs on the pleadings and it is not a case which has, in
my judgment, resulted in embarrassment or 'prejudice to"the

Defendaﬁts.

The Defendants have raised'the following contentions in answer

- to the Plaintiffs' case:

1) Not all of the losses are attributable to excess of loss

underwriting in the relevant vears.

2) - During the relevant period there was an unprecedented
and unforeseeable 'concatenation of"catastfophes'. A
'competent exceés of loss underwriter could not
reasonably have been expected to protect his Names
agaiﬁst all loss in the facé of these catastrophes.
This series of catastrophes was, at least iﬁ part, an

independent cause of the losses sustained by the Names.

3) The evidence demonstrates that significant heads of loss

have been sustained by the Names which do not arise from
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the breaches of duty that the Plaintiffs have alleged in

.this Action.

In these cirdumstances fhe-Defendants-contend that it is both

possible and necessary to distinguish between'the lossesﬂflewing.
-from'such specific breaches of duty as_the'Plaintiffs'may have

made out and losses attributable to other causes. .

The Causes of Loss

Excess of loss . business did not. constitute "the entire

underwriting” of Syndicates 164 and 299. Insofar as the losses .

suffered by those syndicates are attributable to the balance of .

thei;:business, they cannot be laid at the Defendants' door.

- The Plaintiffs' allegations in this Action  have been of-

negllgence in wrltlng excess of loss business in respect of the

relevant years. It_follows that the Plaintiffs can have no right

to recover damages in respect of losses which do not flow from. -

the wrltlng'of excess of loss business in respect of those years.

Thus,-for_instance,_losses.flowing-from the deterioration of

business written in prior vears, transferred by reinsurance to

close, cannot be recovered. The evidence indicates that some of

the losses sustained by the Plaintiffs fall into this category.

For these reasons alone, the Plaintiffs' claim that they are
entitled to recover all the losses that they have. sustained

cannot succeed.

&
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The 'Concatenation of Catastrophes’

Statistics.

Mr. Harold Ciarke, who heads the general insurance practice of
a firm of actuaries called Bacon & Woodrow, gave evideﬁde of what
a reasonable actuarial forecast of insuréd'catastrophe'losses
would have been in the 1980's, based on an analysis of the
catasfrophe losses in earlier years. His énalysiS-was based on
a statistical model, which produced figurés for what was to be
"expected" in the years in guestion. Mr. Clarke commented "the
model uses standard distributions as this is most likely what
would have been used in practice by reiﬁsurersf. I do not
believe that any of the Gooda Walker underwriters spoke of
carrying out statistical exercises of the type cpnductéd by Mr.

Clarke and Mr. Walker expressly stated that he did not do so.

Mr. Clarke introduced his model with the following explanétion:;

Catastrophe claims are intrinsically random in nature in that one cannot say when a
catastrophe will occur or how severe it will be. However, over a longer period an
underlying pattern (or distribution) may be observed. I have constructed a model of

catastrophe claims which estimates the pattern in catastrophe claims.

Modelling catastrophes allows

i) the projection of expected future losses
i) the establishment of confidence bands for those projected losses
i) ~ the estimation of the chance that the number of disasters for a particular

period will exceed or be less than a specified count, and
) the projection of the future occurrence rates of disasters producing losses

within specified ranges.

It is important to appreciate that what a model such as Mr.

Clarke's indicates is "expected" to happen in any given year is

& .
. Judgment\Gooda - Draft S R - 126 -




unlikely to happen in practice. ' The expectation is simply a

statistical possibility based on past random events.

Mr. Clarke produced.'tables for the expected amount of losses
. flowing frdm claims in excess .of_$100. million, $250 million. and
$500 million world_ wide and in Europe and North America. As he
found that catastrophes occurring .in Noi‘th. America and Euroﬁe
account for 87_%_' of all catastrophe insured loss, I sha-li ‘simply

sel ocut one set of results - the world wide figures:

Claims in Excess of $100m
Year Expected amount Actual amount  Expected less
$m _ $m actual $m
1987 2830 . 3264 (434)
1988 3,617 3,322 295
1989 3870 9323 (5,453)
1990 5,890 17,509 (11,619)
- Year Expected amount Actual amount.  Expected leés .
$m $m actual $m
1987 1,182 | 1,208 (26)
1988 - 1,261 2,470 o (1,209
1989 1,667 8308 (6,641)
1990 4007 14,990 . (10983)
Claims in F £ ssop
Year Expected amount Actual amount  Expected less
$m ' $m actual $m
1987 741 S8 . (129)
1988 682 2,140 (1,458)
198 1,375 6,700 (5,325)
1990 3,968. 13,016 (9,048)
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Mr. Clarke also carried out, in the course of the trial,
calculations to ascertain the statistical probability of the
actual loss levels experienced, resulting'from claims above the

same selected thresholds. These were his'results,'wOrldwide:

Cutoff: US$ 100m
Year Expected Actval = Likelihood that
arnount amount (A) loss exceeds A
1987 2,830 3,264 1in 5 years
1988 | 3,617 3,322 1in 3 years
1988 3871 9323 1in 31 years
1990 5,890 17,509 1 in 42 vears
Cutoff: US$ 250m
Year Expected Actual Likelihood that
amount amount (A) loss exceeds A
1987 1,182 1,208 1in 3 years
1988 1,261 2470 1 in 10 years
1989 1,667 8,308 " 1in 105 years
1990 4,007 14,990 1 m 47 years
Cutoff: USS 500m
Year Expected _ Actual Likelihood that
amount amount (A) loss exceeds A
1987 741 870 1in 3 years
1988 682 2,140 1 in 20 years
1989 1,375 6,700 1 in 125 years
1990 3,968 13,016 1 in 47 years

Mr. Clarke concluded from these results that:

"the total amount of catastrophic loss in 1989 and 1990 was larger than could have been

expected, given the experience up to that time".

i
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His figures amply justify . that éonclusion, whether..fhe
--expecfation is stétistical.or the expectation of the reasonably
competent underwriter, This is perhaps more_readily appreciated
simply_by considering the éigma catéstrophe statistics, which
provided Mr., Clarke.ﬁith much of his data. I have extracted from
his tables the following figures, using values that have been
adjusted to accord with the value of thé dollar in 1986-in order

to enable more meaningful comparison:

Césualties exceeding $100m $250m $500m -  $1,000m
196 2 1 1 0
1970 4 3 0
1971 2 0 0 0
1972 6 3 0 0
1973 2 1 1 0
1974 5 3 2 0
1975 6 1 0 0
1976 3 2 1 0
1977 5 2 0 0
1978 7 2 2 1
1979 9 4 3 1
1980 5 4 0 0
1981 2 o 0 0
1982 g 2 0 0
1983 3 2 2 0
1984 7 3 0 0
1985 13 4 1 0
1986 5 0 0 0
1987 13 2 1 0
1988 7 3 2 1
1989 12 8 3 1
1990 27 13 8 2

‘In 1981, when writing to Members' Agents about Gooda Walker

losses, Mr., Jewell commented:

&
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At the root of the losses lies the fact that the business written was always at risk to high
exposure catastrophes. It is well know that, in the years involved, the ins,urancé markets
of the world were faced with an unprecedented and unforeseeable concentration . of such

events in the short space of three years,

Under cross-examination by Mr. Eder about this statement Mr.

Jewell said:;

Each of these events was not unforeseeable. What took the market by surprise is that

they happened within such a short period of time.

The Defenda:_nts have sought to rely upon. the unprecedented
sequeﬁce of catastrophes to justify the vertical exposure 1eft
by the underwriters to each-individual catastrophe. Had that
~exposure been a deliberate and calculated exposure based upon an
assessment of the likely incidence of the catastrophes that would
impact upon it, this defence would have invited consider.ation°
That, however,-wés_not the position and the unprecedented numbexr
of catastrophes that occurred provides no answer to the case that
the Plaintiffs have made out in relation to vertical exposure.
Nor is  the sequence of catastrophes any justification for a

failure to match reinstatements.

;The'unprecedented sequence of catastrophes does, however, provide
an answer to the Plaintiffs' contention.that I should infer that
-all their losses are the result. 6:? incompete.-nt underwriting -
even if one focuses exclusively on losses flowing from excess of

loss underwriting.

I have already referred to the manner in which a sequence of
catastrophes or loss events can cause 1osses which are
attributable neither +to inadequate vertical cover nor to a

&
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_failure  t0_ 'match reinstatements'. = The unprecedented and

unexpected series of catastrophes that occcurred betWeen 1988 and
1990zwas, in my judgment, a phenomenon?which was capable of

reéulting in net losses to some, at least, of those writing

- excess of loss business in a competent manner. It would not be

right_.to'-infer, from the"shortcomings demonstrated in the
underwriters' approach to vertical expdsure, that losses flowing

from horizontal exposure are the consequence of inCOmpetence.

The Losses Sustained by the Syndicates

Svndicate 290

.Inadequate vertical reinsurance cover caused substantial losses

- to Syndicate 290 in respect of two catastrophes. Hurricane Hugo

and 90A. In the case of each of those catastrophes, the

reinsurance cover that Mr. Walker had in place to meet the

-maximum. loss was essentially intact, but was greatly exceeded.

There were, however, in the relevant period many other,
individually less significant, losses. . The GWRO report for 3lst.

December 1992 records estimated losses after reinsurance

recoveries of $9 million in respect of Phillips Petroleum, $11

million in respect of US Winter Weather and $13 million in

respect of Australian Earthqguake. In the case of each of these
the estimated ultimate gross loss was well below the insurance
cover that would have been available on a first loss basis. . The

Underwriting Report commented:

The complexities of projecting estimated final gross loss 'positiorxs and the available
reinsurance on each of these disasters are manifold. The problem is compounded by the -
diversity of the account, the frequency of loss and the fact that the majority of

reinsurance policies, both written and purchased, had limited reinstatemerts. ...

&F
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The Syndicate is not only seriously exposed to - individual- méjo‘r losses which have
exceeded the amount of reinsurance purchased. Due to the diversity of the account, and
as a result of the prior exhaustion of large elements of the reinsurance programme, there
is the potential for material amounts of more mbdest market losses, including numerous

~aviation losses, to be refained net by the Syndicate.

The Report goes on to comment on potential' long tail exposures -.

presumably inherited under reinsurance to close from prior vears.

A year later, the Report recorded a deterioration in the account,

due in part to:

a deterioration in catastrophe losses which largely arises from smaller losses exhausting

available reinsurance protection.

. In the course of cross-examining Mr. Jewell, Mr.. E_de.r- put to him
Sche_dules of claims paid by Syndicafe 290 in relation to the 1989
.and _.1990 years, as at the 31st March 1_.9:94.-'- These .Schedulés
_shbwed a large number of paid claims, without indicating the_'

extent to which they were protected by reinsurance cover. .

Similar Schedules were not available -fbr Syndicates 298 or 299,
but Mr. Jewell said that the picture for 298 would be véry
similar and for 299 ‘"probably this. fimes ten". Mr. Eder
suggested that the Syndicates had performed well in.contai'ning
these many event within their rei;nsurance proteci;_icins. - Mr,

Jewell replied:

It is a question of judgment whether they were contained azid whether those bits that were
not contained within the reinsuraﬁcc-pmgr-amme ‘were contained within the premium
income, and the bit that fell out of the side of that — if it produced a loss for the
_syndicate. I would not suggest that that is necessarily something that a syndicate should

achieve.

iF
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This evidence leads me to conclude that a significant part of the
- losses sustained by Syndicate 290 were caused not because of

vertical exposure to catastrophes but because of a large number

of lbss-events which lay below or extended beYond the scope of

the syndicate's horizontal cover. The extent of horizontal

exposure may have been attributable to incompetent underwriting,

but there has been no exploration of this area of the case in the .

pleadings or in evidence and the Plaintiffs' simple contention

that negligence is to be inferred is not made out. .

Svn&icate_164

Preciéely'the'same considerafions_that I have developed in the

case of Syndicate 290 apply to the results of the excess of loss -

business written on behalf of Syndicate 164. Excess of loss
constituted only part of the_busineés of Syndicate 164 and part
- of the overall losses of the syndicate may be attributable.to

- other business.. In this context I not that the Underwriting

- Report for 3lst December 1992 records reserves being 'made in

_respect of anticipated losses on Lloyd's Underwriting Agencies

~Errors and Omissions policies.

Syndicate 298

- Inadequate vertical reinsurance cover is estimated to have caused

;snbstantial.losses to Syndicate 298 in relation to éach of the
Five Central Cataétrophes. Mf. Jewell's evidence suggests,
however, that part of the losses was due not to a failure to have
.in pladé sufficient vertidal cover ané matching reinstatements,
-but td the erosion éf lower léyers_of cover by other loss events.
The Plaintiffs have not made out their entitlement to recover

losses caused in this way.
iF
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I note that the GWRO underwriting report tables gross paid and
cutstanding claims in relation to several aviation Ilosses

amounting to $i05 million and warns:

As aresult of the prior exhaustion of Jarge elements of the reinsurance programme, there

is potential for material amounts of those losses being retained net by the syndicate.

Mr. Andrews was an aviation specialist and had in place what
appears to be quite a sophisticated specific reinsurance
programme . in relation to his aviation excess of loss account.
There is no basis upon which I could properly ihfer that aviation
losses suffered by Syndicate 298 result from incompetent

underwriting.

Szg&icafe 299

1988 ?ear of Accopunt |

'In~1988,-ﬁhich ié a closed year, Syndicate 299 made;lOsses of
approximately £22,100,000. Of this a major factor was the loss
'resulting'from vertical'equsure td Piper Alpha. As at 3lst
Deéembér 1992 this was estimated at $24 million. That estimate
has subsequently been revised downward by $6 million because
claims were made against the syndicate_in relation to another
loss - Enchova - under cover which it had been anticipated would
be used to make claims in relation to Piper Alpha. This-ddes
not, howéver, afﬁect the impact that the Piper Alpha had on the

1988 Names at the time of closure.

- The Underwriters Report as at 3ist December 1990, written by Mr.

Jewell, said this about the 1988 year:
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It is difficult to justify a loss situation. However, by means of explanation it is worth
stressing the fact that, although severe damage to the account was caused by the no.torious
"Piper Alpha" disaster, there are many other features that contributed to the downfall of

this year,

Capacity, both real and created, reached a peak in the World's insurance and reipsurance
markets. The resultant scramble for business drove premiums down fo totally

uneconontic and unrealistic levels.

In addition to Piper A]pha_thcre were many very significant losses, all of which impacted
on the account. It could certainly be argued that all of these claims were foreseeable and
quotifiable, it is also a truism to point out that the series of claims of the size was

unprecedented and therefore certainly not predictable from historical. data.

The excess of loss business written by Syndicate 299 was only
part of a very broad range of business. I have in mind Mr.

Jewell's comment that the list of claims on this syndicate would

look like the schedules of cléims produced 'iﬁ“.fe9p9cf of
Syndicate 290 times ten. The négli’gex?xc’e' established by the
Plaintiffs in relation to the syndicate"s.v'efti'cia'l :exposure to
- catastrophes does not giﬁe'rise to the inference that. all the
j-1988:'J.t:;'s;seass suffered by this syndicate:were'attributable to

" negligence.

'The.1989 Year of Account

‘Part of the losses sustained in the 1989 year were attributable
‘to a failure to have in place matching reinstatements to provide

'cover against catasti:ophes. Part of the catastrophe losses may

be attributable to the erosion of horizontal cover by the series
of loss events. Much of_the'losses are attributable to business

other than the excess of loss business written for that year.

&
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Summary
- This review of the losses suffered by the individual syndicates
demonstrates, in each case, significant causes of loss that
. cannot be a:ttributed to the negligence that the Plaintiffs have

established.

THE BAPPROACH TO THE ASSESSMENT OF. DAMAGES -

Having ruled against the Plaintiffs' simple contention that all
their losses are recoverable as damages, I have to determine the
approach to be adopted in assessing those damages that are

recoverable.

The Test

. The Plaintiffs claim in respect of breaches of identical-duties
arising in.contract'and in tort. On the facts of this case the
approach'to-the assessment of damages is_identicai,_whether the

claim lies in contract or in tort.

Iin The Albazero [1977] A.C. 774 at 841 Lord Diplock summarised -

the general approach to damages of English law as follows:

The general rule in English law today as to the measure of damages recoverable for the
invasion of. 2 legal right, whether by breach of a contract or by commission of a tort, is
that damages are compensatory. Their function is to put the.person whose right has been
invaded in the same position as if it had been respected so far as the award of a sum of
money can do so. Such an award can readily do so in the case of mercantile contracts,
since the purpose of the parties in entering into them is to make a money profit. So
where the wrong for which suit is brought is the breach of a mercantile contract the
measure of damages for the breach is generally the fhlanciai loss that the plaintiff has

sustained by reason of the Defendant's failure to perform the contract according to its

ferms.
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Applyving this approach to_the present case -the Plaintiffs are
entitled to that award of damages which will place them in the
same position as if the underwriting carried on on their behalf
by eadh syndicate had been competently perfofmed. That basic
test is easy to state but difficult to apply. My task is to
define, in as far as I am able as a matter of principle, thé
methods that should befadopted,_the matters that should be

Considered and the  matters that should be disregarded - when

~applying the basic test.

'_The Plaintiffg" Alternative Case

The Plaintiffs. anticipated that their primary case on damages
might not succeed and that I might not be persuaded that all

their losses were attributable to breach of duty oh'thémpart.of-

-the.Defendants, To meet this possibility they,advancéd a novel

_alternative.épproach:to-the assessment . of damages; --I "should

consider the results achieved by  syndicates specialising in

eXCess of'loss_business in the relevant years and from these

deduce the rate of profit or loss achieved by a typical competent
excess of loss syndicate ('the paradigm syndicate'). I should

then award such damages as would place the Plaintiffs in the Same

position as if they had been members of fhat syndicate. The

Plaintiffs called Mr. Whewell to give expert evidence as to the

. appropriate actuarial approach to be adopted in selecting the

specialist syndicates whose results would form the basis for
constructing the-fresulfs of the paradigm syndicate and the

appropriate method of calculating those results.

e
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The Defendants dicd not accept the wvalidity of thié approach to
the assessment of damages but, lest I should be minded to adopt
it, they in their turn called expert evidencs challenging both
the selection cf the specialist syndicates whose.résults.would
form the basis of the exefcise and the manner of conducting that

exercise.

The novel approach to the assessment of damages suggested by the
Plaintiffs has the attraction of avoiding an alternative exercise
of much greater complexity. That cannot, however, justify its
.adoption. There is no stereotype excess of loss syndicate. To
create one by taking some form of average or meén of.syndicates
carrying on differenf-fcrms of excess.of loss business,.combined
in greater or-lasser.dégree with other business, would be.an
artificial and unrealistic exercise. Nor would it be realistic
- to ‘proceed on the premise that had each of the Gooda Walker
syndicates conducfed'its exceéé of loss business without the
deficiencies in approach that the Plaintiffs’have.demonstrated,
their results would have been identical. I can see no
alternative to -apprqaching the assessment of the damages
sustained by the Names on each of the four'syndicates on a

syndicate by syndicate basis.

" The Damages Recoverablg.
To attempt to reconstruct the position that the Names would have
been in had the Gooda Walker underwriters adopted a competent
approach to vertical exposure +to -catasfrophes would be an
impoésible task. I believe that the reality is that if they aﬁd
all others who were writing excess of loss business had addpted
a competent apprcach to underwriting, the LMX market would not

4=
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have'existed in the form in which, and with the capacity with

which, it in fact developed.

It is for the Plaintiffs to prove that the losses that they have
sustained have been caused by the Defendants' breaches of duty.
In this Action +the Plaintiffs have concentrated, almost

exciusively, on the attitudes and actions of the Gooda Walker

-underwriters in relation to vertical exposure to catastrophes and

the consequences that these have had in relation to Joéses
flowipg from the Five Central Catastrophes. In the case of each
catastrophe, losses have been suffered bedause the ﬁnderwriters
faile@_to_put in place ~ whether on a first loss or reinstatement

basis.e_cqver that extended sufficiently high to cover the claims

'arising out of that catastrophe. The Plaintiffs have satisfied
:me_thaﬁ thefresultant.exPQSure was neither an unforeseeable
:consequence of excess of loss underwrltlng, nor a conseguence
l-that was foreseen by the underwrlters as.a possible result of a

_dellbgrately_calculated_r;sk taken on behalf of the Names. It -

was a consequence of an incompetent disregard of important.

principles of excess of loss underwriting. In my.judgment the

Plaintiffs should recover by way of damages such sums as will put

them in the same position as if this exposure had. been protected
by reinsurance. To an extent this is an artificial approach, for

in some cases such reinsurance would not have been. obtainable.

To have regard to such a situation would not, howeVer, absolve
the Defendants from liability in damages, but set in train an

'alternative.enquiry of greater complexity which would be unlikely

toc result in any lesser liability on the part of the Defendants.

'Accordingly I consider that the test which I have adopted is one

&
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‘which combines  relative simplicity with a fair and correct

~approach in principle.

Subject to what I shall have to say about consequential losses,
the Plaintiffs have not satisfied me of their entitlement_to
recover losses attributable to other causes. In particular they
have failed to establish that, insofar as losses are attfibutable
to the impact of other catastrophes or loss events, those'losses
are the consequence of incompetent underwriting. Thus, in broad
ferms, the Deféndants‘ submissions as to the limit of their.
liability in damages succeed; not as a pleading point but because B

“the Plaintiffs have failed to establish any wider liability.

Assessment of Loss

The starting point in the assessment of loss must be to compare
the claims relating to a catastrophe with the reinsurance cover
available to meet those claims. Not all the shortfall will,
however, be recoverable. The loss recoverable will be that
attributable to the inadequacy of the vertical extent of the’

ccover. Thus the following will not be recoverable:

1)  The conseguences of deliberate retention of low layer
exposure, co-insurance, or any other form of deliberate
retention of exposure;_ - The Plaintiffs  have not
estabiished that this exposure exceeded that which might
have resulted from competent underwriting and have not
made out their entitlement to recover losses flowing

from it.

&
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2) -Losses resulting from short placements by brokers of
reinsurance protection ordered. I do not consider: that
such losses can be attributed to incompetent

underwriting.

3)' - Losses resulting from the erosion by other loss events
of reinsurance cover that would otherwise have been
available as protection . against the Five Central

Catastrophes.

The 1ossjrecdverablé_should be further reduced'by-a percentage
to réflect.a'notional premium that would have been payable  for
the reinsurance that should have been in place. The rate should
be based on the rates actually paid for the - upper layers of
cover.

. Loss Not Established

Rating _ S : . =

-I have held.in the case of each underwriter that there was a
'fallure to glve‘proper consideration to the adequacy of the rates
paid for the upper layers of bus;ness wrltten. In assessing
damagas on the:premlse that addltlonal high level reinsurance
cover would have been available to the syndicates at the
prevailing rates,  the consequences of this shbrtdoming-will-be
lafgely provided for. I find it impossible to formulate a basis

for any further award of damages in relation to rating.

The 1989 Year of Syndicate 299

I have held that as a consequence of incompetence on the part of

Mr. Willard, the 1989 year of Syndicate 299 could not expect to

&
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make a profit. The extent to which reinsurance costs exceeded
those which might have been carried in a reasonable vear is,
however, not clear. In the event 1989 was a bad year - both for
excess of loss and for marine business. The additionél
reinsurance placed proved beneficial. I can see no basis for
:awarding the Plaintiffs more than the losses attributable to

exposure to the Five Central Catastrophes.

CONSEQUENTIAL LOSSES

In addition to the losses calculated on the basis outlined above
("the primary losses") certain consequential losses will be

recoverable.

Exchange Losses

_ Exchange losses will be recoverable to the extent that they are
consequential upon the primary losses. I do not consider such
losses too remote, even when. brought about by an event as
dramatic as the devaluation of sterling. This type of loss is
a normal and foreseeable consequence of suffering a primary.

underwriting loss.

- Some of the exchange losses are attributable to a failure on the
part of some o ¥ the Names to pay cash calls when due. The
Defendants contend that such losses are too remote. Primalfacie
“this would seem correct, but I am not persuaded that this would
necessarily be so in all ¢ircumstances. The point was not argued

and I propose to reserve it for further argument.

L5
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JAnterest

Similar considerations apply to iﬁﬁerest. Interest ought to be
recovered by Names on their primary losses from the dates that
those losses were sustained.' Where Names failed to pay cash
célls-it appears that they may have been debited with interest
ét.a-higher-rate_than the Court would award. As with exchange
losses, 1 propose to reserve issues'relatiﬁg to interest for

further argument.

Fersonal Expenses
In principle personal expenses will be recoverable to the extent.

only that they have been increased by primary losses. &

Run-0ff Costs

Similarly run-off costé wili be.rECDVerable to the extent only
that they have been incfeased-by'the primary 1losses.- . In this
context I find}that the incurring of those primary losses was the
proximéte-cause_bf the syndicafes-ceésing to frade and being

placed into run-off.

STOP-LOSS POLICIES

I now turn to consider arguments advanced by the Defendants as.

to the significance of stop-loss policies.

Some . of the_Plaintiffs will have taken out stop-loss policies
which will have indemnified them, in whole or in part, in respect
of the losses which they seek to recover in this Action. Some
of the Plaintiffs will not have taken out such policies. Some
of those who have taken out stop-loss policies will have done so

on the advice of the Members Agent, that they are now suing.
&
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some of those who have not taken out stop-loss policies may have
disregarded such advice. These various possibilities underline
a number of submissions made by the Defendants in respect of

stop-loss pelicies.

Quantum

-ThéfDefendants.contendnthat in assessing damages‘a.Plaintiff must
give credit for any stop-loss recovery made. It is logical to
.consider this subtmission before proceeding to deal with a.number

of points made in relation to liability.

The Defendants'-submission on quantum runs counter to the well
established principle that where a Plaintiff takes out én_
insurance policy againét the risk of injury or~loss;.thenmonies
‘paid@ under that policy are not to be taken into account when
.asSessing-the damages_payable for causiﬁg such injury or loss:

"Bradburn v G.W. Rly (1874) L.R.10 Ex.l; Parry v Cleaver [1970]

A.Cc. 1. The law considers the contract of insurance to be
collateral, or res inter alios écta. Mr. Eder submitted that in
this case stop-loss insurance was not collateral. It was parf
of the underwriting strategy of the Némg designed to reduce the
riék of loss. Where iloss was reduced in this way the Members'
Agent could not properly be made to paf compensation -
~ particularly where the stop-loss insurance was taken out on his

advice - See Eley v King & Chasemore [1B92] 2 EG 109.

This argument was advanced in Brown v _KMR Services Ltd, where it

was more pertinent as the claim was in respect of negligent
édvice, not negligent underwriting. Gatehouse J. dismissed it
as contrary to authority. My reaction is the same.  The

& .
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principle in Pafrz v Cleaver pléinly applies on theéfécts-of_this
. case. Stop-loss recoveries have_oo relevance to the:meaSure of
the Plaintiffs damages. Insofar as any.damages recovéréd relate
to losses in respect of which Plaintiffs have already been

indemnified by stop-loss insurers,_theorecovery:will be made for

' the benefit of stop-loss underwriters - see Napier & Ettrick v
‘Kershaw Limited [1993] .2 WLR 42 for the recognition by the House

of Lords of rights of subrogation in an analogous case.

Causation

The'Defendants contended that any Name who was advised to take
out stop—loss 1nsurance but failed to do so was- thereby
respon51ble for his own loss to the extent that the stop-loss
insurance would have provided protection. His failure to follow
advice broke the chain of causation. The oontehtion.inevitably
fails in the light of my,fuling that insurance recoveries do not
reduce{tﬁe measure of damage. Whether or not stop-loss insurance.'

was taken out has no relevance to causation.

Voluntary Assumption of Risk

The Defendants have contended (a) that any Name who deliberately

‘did not take out stop-loss insurance'was voluntarily.assuming-the
risk of suffering the loss against which such insuraﬁoe~would
have provided protecoiOn and (b) that any Name who did-tékexout
'_stop—loss insurance thereby_demonstrated a voluntary7assumption '
of.the risk insured against. Both contentions are eqgually bad.
Stop-loss insurance covered loss, whether caused by-negligence S ?
or not. No decision to take out such insurance or to refrain .
'from-taking out such insurance could amount to a voluntary

‘assumption of the risk of negligence.

-
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Taxation

Difficult issues arise in relation to the effect of taxzation on
the measufe of damag;res._ These became apparent at a late stage
~of the Action and were not fully developed in argument. I_t.was

agreed that they should be reserved for further argument.

I direct pursnant to RSC 0.68, r.1 that no official shorthand note shall -

be taken of this Judgment and that coplies of this version as handed
down may be treated as authentic.

The Hop. Mr. Justice Phillips
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