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Some Thoughts on the Pre-Hearing Security
Freight Train in the Run-Off Context

By Kevin ]. Walsh and
William D. Foley

Introduction

The Significance of
Pre-Hearing Security
Awards for Run-Off
Reinsurers
s many have noted, in the
run-off context, where claims
issues cannot be resolved
by promises of new premium onr

wonderful (loss free!) new business,
run-off reinsurers find themselves

William D. Foley

with more disputes, ma = o. hich
end up in arbitration. Subsequently, pre-he: ngse rity
has become a threshold issue v .ithe pc = .y of

significant adverse consequences Hr a run-off company.

Typically, cedents, contesting .dequacy of the
reinsurers’ reserves, assert there will be shortfall at the
end of the day. They claim the reinsurer is in reality an
extortionist seeking to force settlement with the insol-
vency card and frivolous defenses, and at the very start of
the arbitration, ask the arbitrators to require the reinsur-
er to post security for the full amount in dispute before
any consideration of the merits. The run-off reinsurer,
in turn, asserts that it is simply taking a more objective,
careful view of claims, and rather than simply paying
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quickly for reputation reasons, it is entitled to arbitrate
legitimate disputes without elevating the cedent to pre-
ferred creditor status. With many reinsurance arbitrators
being retired officers of insurers or reinsurers, who prac-
ticed in an era when run-off invariably meant a failed or
likely to fail operation, there is a distinct possibility that
the train will leave the station early, with a pre-hearing
security order, leaving the reinsurer to ponder whether it
can continue the fight. For a run-off reinsurer, a panel’s
grant of such relief can have disastrous consequences.
As overall = ~ves get portioned off to elevate particular
cedentsi ‘ser red creditor” status, the reinsurer’s finan-
cinls may < on a grim look and, in the most severe

v adeath, piral to insolvency results, as other cedents
a a eregulators lose confidence in the run-off’s ability

nauage the book to a successful conclusion.

The run-off reinsurer, in turn, asserts that it is simply taking
a more objective, careful view of claims, and rather than
simply paying quickly for reputation reasons, it is entitled
to arbitrate legitimate disputes without elevating the
cedent to preferred creditor status.

Clearly, the run-off reinsurer must consider this pos-
sibility prior to initiation of any arbitration. This article:
1) focuses on the existing case law on pre-hearing securi-
ty in the United States, the United Kingdom and Canada;
and 2) offers a few suggestions on preparation for this
issue in the run-off context.

I. The United States — Deference to
Arbitration Results in a Loose Standard

The problem (from the reinsurer’s point of view) with
the cases on pre-hearing security in the U.S. is that the
reported decisions arise in the context of courts decid-
ing motions to vacate an arbitration award. Under the
Federal Arbitration Act (9 U.S.C. § 1, et seq.) to prevail
on a motion to vacate such order, the cedent need only
show that the power of the arbitrators can be “rationally
derived” from the reinsurance agreement. Yasuda Fire ¢
Marine Ins. Co. of Europe v. Continental Cas. Co. 37 F. 3d
345, 350 (7th Cir. 1994). This has led to decisions
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Typically, cedents, contesting the adequacy of the
reinsurers’ reserves, assert there will be shortfall at the
end of the day. They claim the reinsurer is in reality an
extortionist seeking to force settlement with the insol-
vency card and frivolous defenses, and at the very start of
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the arbitration, ask the arbitrators to require the reinsur-
er to post security for the full amount in dispute before
any consideration of the merits. The run-off reinsurer,
in turn, asserts that it is simply taking a more objective,
careful view of claims, and rather than simply paying
quickly for reputation reasons, it is entitled to arbitrate
legitimate disputes without elevating the cedent to pre-
ferred creditor status. With many reinsurance arbitrators
being retired officers of insurers or reinsurers, who prac-
ticed in an era when run-off invariably meant a failed or
likely to fail operation, there is a distinct possibility that
the train will leave the station early, with a pre-hearing
security order, leaving the reinsurer to ponder whether it
can continue the fight. For a run-off reinsurer, a panel’s
grant of such relief can have disastrous consequences.
As overall reserves get portioned off to elevate particular
cedents to “secured creditor” status, the reinsurer’s finan-
cials may take on a grim look and, in the most severe
case, a death spiral to insolvency results, as other cedents
and the regulators lose confidence in the run-off’s ability
to manage the book to a successful conclusion.
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end of the day. They claim the reinsurer is in reality an
extortionist seeking to force settlement with the insol-
vency card and frivolous defenses, and at the very start of
the arbitration, ask the arbitrators to require the reinsur-
er to post security for the full amount in dispute before
any consideration of the merits. The run-off reinsurer,
in turn, asserts that it is simply taking a more objective,
careful view of claims, and rather than simply paying
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legitimate disputes without elevating the cedent to pre-
ferred creditor status. With many reinsurance arbitrators
being retired officers of insurers or reinsurers, who prac-
ticed in an era when run-off invariably meant a failed or
likely to fail operation, there is a distinct possibility that
the train will leave the station early, with a pre-hearing
security order, leaving the reinsurer to ponder whether it
can continue the fight. For a run-off reinsurer, a panel’s
grant of such relief can have disastrous consequences.
As overall reserves get portioned off to elevate particular
cedents to “secured creditor” status, the reinsurer’ finan-
cials may take on a grim look and, in the most severe
case, a death spiral to insolvency results, as other cedents
and the regulators lose confidence in the run-off’s ability
to manage the book to a successful conclusion. Clearly,
the run-off reinsurer must consider this possibility prior
to initiation of any arbitration. This article: 1) focuses
on the existing case law on pre-hearing security in the
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United States, the United Kingdom and Canada; and 2)
offers a few suggestions on preparation for this issue in
the run-off context.”

I. The United States — Deference to
Arbitration Results in a Loose Standard

The problem (from the reinsurer’s point of view) with
the cases on pre-hearing security in the U.S. is that the
reported decisions arise in the context of courts decid-
ing motions to vacate an arbitration award. Under the
Federal Arbitration Act (9 U.S.C. § 1, et seq.) to prevail
on a motion to vacate such order, the cedent need only
show that the power of the arbitrators can be “rationally
derived” from the reinsurance agreement. Yasuda Fire &
Marine Ins. Co. of Europe v. Continental Cas. Co. 37 F. 3d
345, 350 (7th Cir. 1994).
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