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 A CLOSER LOOK AT FACULTATIVE REINSURANCE

 Richard C. Mason and James E. Pfeifer II

 I. INTRODUCTION

 Facultative reinsurance is reinsurance of an individual risk or insurance policy,
 whereby the reinsurer has the right, or "faculty," to accept or reject the risk.1 The
 facultative reinsurance underwriter's right to reject individual risks contrasts with
 the treaty reinsurance underwriter who, once bound to accept all risks within a

 certain class, cannot reject any such risk within the period of the treaty.2
 Almost all insurance companies have reinsurance treaties to satisfy most of their

 reinsurance needs. They buy facultative reinsurance to (1) write classes of business

 excluded from the treaty;3 (2) protect the treaty from loss;4 (3) provide additional

 1. The word "facultative" derives from the Latin word for "ability" or "power." Compagnie
 de Reassurance D'ile de France v. New England Reassurance Co., Inc., 57 F.3d 56, 62 n.4 (1st
 Cir. 1995). It connotes "optional action," indicating the reinsurer's participation is "permissive," not
 "obligatory." kenneth thompson, reinsurance 53 (4th ed. 1966). In France "facultative" is a
 baseball expression meaning "fielder's choice." William G. Clark, Facultative Reinsurance. Reinsuring
 Individual Policies, in Reinsurance 117 (Robert W. Strain ed. 1980).

 2. Treaty reinsurance consists of a standing agreement between two insurance companies, "binding
 one in advance to cede and the other to accept certain reinsurance business pursuant to the provisions
 of the treaty." Progressive Casualty Ins. Co. v. C.A. Reaseguradora Nacional de Venezuela, 802 F.
 Supp. 1069, 1078 (S.D.N.Y. 1992), rev'd on other grounds, 991 F.2d 42 (2d Cir. 1993) (holding
 retrocession agreements incorporated by reference arbitration clause in facultative agreement).

 3. Reinsurance treaties are designed to cover most risks a company may insure, but are usually
 general contracts that cannot capture the entire book of a company. See Bernard L. Webb, Connor

 M. Harrison, James J. Markham, Insurance Operations 26 (1st ed. 1992). Each treaty a com
 pany might have in place contains numerous exclusions. For example, treaties commonly exclude "long
 tail" (often pollution or product liability) risks, high risk auto classes such as long haul truckers or
 haulers of hazardous waste, and some lines of business such as professional errors and omissions coverage.
 Facultative reinsurance can protect the company's retained exposure from large losses on business that
 falls outside of a treaty. See generally id.

 4. Frequendy, reinsureds seek to protect the loss experience of their treaties through facultative
 placements. Webb, supra note 3, at 26-27. Reducing losses under a treaty may keep treaty rates down.
 See id.

 Richard C. Mason is an associate with Palmer, Biezup & Henderson in Philadelphia. James
 E. Pfeifer II is an underwriter specializing in facultative reinsurance with General Reinsurance
 Corporation. The views expressed in this article are those of the authors and not those of General
 Reinsurance Corporation.
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 642 Tort & Insurance Law Journal, Volume 31, Number 3, Spring 1996

 capacity;5 and (4) garner underwriting advice.6 Facultative reinsurance also serves
 to stabilize loss experience and to mitigate the effect of large losses.7 Facultative
 reinsurance provides an attractive method for insurers to reinsure risks too exotic

 or extreme for a treaty arrangement.8 As recent cases have demonstrated, however,
 facultative reinsurance has not yielded a comprehensive body of definitive law.9

 This article is intended to enhance understanding of facultative reinsurance as
 a business as well as a legal concept. First, it examines the practice of facultative
 underwriting to provide the commercial background that often is vitally relevant
 to development of governing law. Second, it scrutinizes the legal characteristics
 and distinctions courts have deemed applicable to facultative reinsurance. The article
 concludes with a discussion of the relevance of industry custom and practice to
 the law of facultative reinsurance.

 II. BUSINESS OF WRITING FACULTATIVE REINSURANCE

 Reinsurance usually is effected between sophisticated business practitioners,
 schooled in the esoteric practices of an ancient art.10 Because of the sophistication
 of the parties and the complexity of reinsurance transactions, courts may rely less
 on legal canons than on functional analysis of the character of the business transacted

 5. Facultative reinsurance is useful for obtaining capacity in excess of that available under treaty
 arrangements. thompson, supra note 1, at 4; webb, supra note 3, at 30.

 6. Webb, supra note 3, at 30. Reinsurers see business from a wide range of clients and a broad
 base of classes, so they may have experience underwriting risks a primary insurer rarely encounters.
 The expertise of a reinsurer also can help a company enter a new line of business or write a new class
 of business. Because the insurance company may have litde or no experience in these new ventures,
 treaty reinsurers may be initially reluctant to reinsure this new business. Facultative reinsurers, however,

 will assist with underwriting and pricing as well as assume a layer of the risk. Facultative reinsurance
 thus is useful today because it provides insurers the means to take new lines in which they lack expertise.
 See generally Graydon S. Staring, Reinsurance ? 2:2[2], at 3 (1993). The insurer who wants to
 stay abreast of its competition may take a new kind of business initially by obtaining facultative reinsurance
 from reinsurers who are experts in that line of business. Id. Once the insurer has accrued underwriting
 expertise sufficient to comfort its treaty underwriter, the treaty underwriter may then incorporate this
 business in the treaty.

 7. webb, supra note 3, at 2, 30.

 8. See thompson, supra note 1, at 58. "Odd" and "especially hazardous" risks customarily
 become the subject of facultative reinsurance. See Clark, supra note 1, at 118. A good example would
 be casualty insurance for a Rolling Stones concert or the demolition of a skyscraper. Id.

 9. See Aetna Casualty & Surety Co. v. Home Ins. Co., 882 F. Supp. 1355 (S.D.N.Y. 1995).
 In Aetna Casualty the court denied the parties' joint motion for vacatur of its opinion because the
 facultative reinsurance issues involved "had only received scant attention in published and unpublished
 decisions" and, therefore, "the important public interest in the development of decisional law definitively
 outweighjed] the setdement interests of the parties." 882 F. Supp. at 1 357.

 10. Facultative reinsurance dates back at least to 1370 a d. See John S. butler & Robert M.
 Merkin, Reinsurance Law ?A.2.1atA.2.1-01(1988 & Supp. 1995). Facultative reinsurance was
 undoubtedly the original type of reinsurance. staring, supra note 6, at 7. Reported facultative reinsur
 ance cases in this country can be found within thirty years after independence. Id. (citing Hasde v. De
 Peyster, 3 Cai.R. 190 (N.Y. Sup. Ct. 1805)).
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 Facultative Reinsurance  643

 and the nature of the contract.11 Accordingly, we begin with an overview of the
 principles and practices of facultative underwriting.

 A. Traditional and Innovative Modes of Facultative Reinsurance
 The "classic" model of facultative reinsurance is a contract of reinsurance on an

 individual risk or insurance policy, which facultative underwriters themselves evalu
 ate and choose to accept or decline.12 Courts customarily have defined facultative
 reinsurance by comparing it to its counterpart: treaty reinsurance.13 Although pitfalls

 may lie in drawing too broad a distinction between "facultative" and "treaty"
 reinsurance,14 the comparison is an appropriate jumping-off point.

 Treaty reinsurance and facultative reinsurance can be analogized to mutual funds
 and individual stocks.15 Mutual funds have a built-in spread of risk through the

 purchase of individual stocks from numerous companies, deriving their return from
 the combined results of the stocks. Likewise, treaty reinsurance contemplates a
 built-in spread of risk by reinsuring a direct insurer's entire book of business. Risk

 to treaty reinsurers is further spread by writing treaties with many different insurance
 carriers and many different lines of business.16 The return of the treaty reinsurer

 generally will rise and fall with the individual insurance companies and the insurance
 industry as a whole.17

 11. See, e.g., Compagnie de Reassurance D'ile de France v. New England Reinsurance Corp., 57
 F.3d 56, 77 (1st Cir. 1995) ("The best approach in [construing term in facultative certificate] lies in
 the realities of industry practice"); accord Unigard Security Ins. Co. v. North River Ins. Co., 4 F.3d
 1049, 1065 (2d Cir. 1993) (holding "canons of construction that protect individual purchasers of

 original insurance policies do not apply to reinsurance"); U.S. Fire Ins. Co. v. General Reinsurance
 Corp., 949 F.2d 569, 573-74 (2d Cir. 1991); Great American Ins. Co. v. Fireman's Fund Ins. Co.,
 481 F.2d 948, 954 (2d Cir. 1973).

 12. Staring, supra note 6, ? 2:2[1], at 2. The reinsurer "is under no preexisting obligation, but
 has a faculty, which is to say a choice, of accepting or rejecting any risk proposed, and at a premium
 according to its own underwriting judgment." Id.; accord butler & Merkin, supra note 10, at A. 1.2-01
 ("The essence of facultative reinsurance is that it is optional: the insurer is not bound to offer, and
 the reinsurer is not bound to accept, any such offer.").

 13. See, e.g., Aetna Casualty and Surety Co. v. Home Ins. Co., 882 F. Supp. 1 328, 1 3 3 3 n.3
 (S.D.N.Y. 1995) (in facultative reinsurance, "[t]he reinsurer evaluates the risk before agreeing to reinsure
 it. In treaty reinsurance, by contrast, the reinsurer agrees to indemnify losses incurred on all policies
 issued by the cedent to its insured."); North River Ins. Co. v. CIGNA Reinsurance Co., 52 F.3d 1194,
 1199 (3d Cir. 1995) ("Unlike a treaty reinsurer who must accept all covered business, the facultative
 reinsurer assesses the unique characteristics of each policy to determine whether to reinsure the risk,
 and at what price."); Christiania General Ins. Corp. v. Great American Ins. Co., 979 F.2d 268, 271
 (2d Cir. 1992); Michigan Millers Mutual Ins. Co. v. North American Reinsurance Corp., 452 N.W.2d
 841, 842 (Mich. App. 1990); Fortress Re, Inc. v. Jefferson Ins. Co. of New York, 465 F. Supp. 3 3 3,
 336 (E D. N.C. 1978), affd, 628 F.2d 860 (4th Cir. 1980); see also Clark, supra note 1, at 121 ("It
 is difficult to appreciate the distinct characteristics of facultative reinsurance without also discussing the
 nature of treaty reinsurance.").

 14. See Aetna Ins. Co. v. Home Ins. Co., 882 F. Supp. 1 328 (S.D.N.Y. 1995) and discussion
 beginning infra at note 125.

 15. Reinsurers refer to their book of business as their "portfolio." Bernard L. Webb, et al , I
 Principles of Reinsurance 74 (1st ed. 1990).

 16. See generally Staring, supra note 6, ? 2:3, at pp. 3-4.
 17. Indeed, in some treaty relationships it is understood that, if necessary, the treaty terms will

 be adjusted to ensure a profit for the reinsurer over the long term. Clark, supra note 1, at 121.
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 644 Tort & Insurance Law Journal Volume 31, Number 3, Spring 1996

 Facultative reinsurance, like individual stocks, can be volatile with regard to

 return, so the facultative reinsurer generally finds it necessary to mitigate the risk

 of loss by reinsuring many separate accounts and separate lines of business.18 The
 facultative reinsurer must analyze each individual risk to be reinsured, as well as
 trends present in the class of business to which the risk belongs.19 The facultative
 reinsurer's return will depend on the quality of underwriting on each account
 rather than the performance of the insurance companies it supports.

 The facultative-treaty distinction is useful to gain appreciation of the individual
 risk assessment that is the hallmark of traditional facultative underwriting. That

 said, one must recognize that traditional modes of facultative reinsurance have
 been augmented by innovative arrangements that, though bearing the "facultative"
 name, may differ radically from the traditional facultative arrangement. Hybrid
 types of reinsurance, combining aspects of treaty and facultative reinsurance, have

 been developed to cover groups of homogeneous risks that may not qualify for a
 treaty, but would be cost-prohibitive to reinsure on a facultative basis.20 These
 arrangements may be called facultative obligatory facilities, facultative programs,

 or facultative treaties. These hybrids generally contemplate routine cession and
 acceptance of risks, although in most instances the reinsurer retains the right to
 reject a particular risk or risks.21

 If any unifying feature is common to all facultative reinsurance, however, it is
 the general requirement for some degree of individualized assessment on the part
 of the underwriter.22 The principles of risk assessment and underwriting employed
 in the traditional facultative arrangement, therefore, are worthy of examination.

 B. Risk Evaluation and Underwriting

 Facultative underwriting is similar to direct underwriting, but with a significant
 twist. Because the underlying (direct) insurance usually will cover the statistically

 18. "Facultative underwriting is an exceedingly volatile business." clark, supra note 1, at 122.
 This is principally because facultative reinsurers make their living by reinsuring the riskiest and most
 unusual coverages. See id.

 19. See Webb, supra note 15, at 75-77.
 20. See Compagnie de Reassurance D'ile de France v. New England Reinsurance Corp., 57 FJd

 56, 78 (1 st Cir. 1995) (hybrid facilities were "developed to offset the paperwork and high costs associated
 with classic certificate facultative reinsurance individually negotiated in advance on a risk-by-risk basis.").

 21. See generally robert C. Reinarz et al., II reinsurance practices 109 (1st ed. 1990)
 [hereinafter Reinarz (II)]. Under the "facultative obligatory treaty," the reinsured has the option of
 ceding risks within the scope of the treaty, which the reinsurer must then accept, although reinsurers
 may require specific information as to each risk ceded. robert C. reinarz et al., I reinsurance
 Practices 107 (1st ed. 1990) [hereinafter Reinarz (I)]. The "facultative treaty" provides the ceding
 insurer the option to cede, and the reinsurer the right to accept or decline an individual risk forming
 part of the treaty. Walter j. Coleman, The Pro Rata Treaty in Property Insurance, in reinsurance
 154 (Robert W. Strain ed. 1980). A facultative treaty serves to "reinsure many similar policies and

 may be considered as a collection of individual facultative certificates simultaneously." reinarz (II)
 at 109.

 22. In Compagnie de Reassurance, the court noted that even under semiautomatic "facultative"
 arrangements in which evidence showed the reinsurer accepted 100% of risks ceded, the contract
 preserved "[t]he hallmark of facultative reinsurance?evaluation of each risk separately by the reinsurer's
 underwriter." 57 FJd at 78-79.
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 Facultative Reinsurance  645

 probable losses, the facultative underwriter must learn to evaluate risks at a level

 at which a loss may be perceived as improbable.23 The level, or "attachment point,"
 at which the reinsurer agrees to provide coverage furnishes the context for the
 underwriter's risk assessment.24 Selection of the proper attachment point usually
 depends on the underwriter's analysis of "adverse selection," loss history and loss
 control, and assessment of the overall risk level.

 1. Phenomenon of "Adverse Selection"

 Adverse selection refers to the "tendency of persons with the greatest exposure
 also having the greatest desire for coverage."25 This concept applies to reinsureds,
 as well as to insureds. Consequently, facultative reinsurers are often exposed to a
 double dose of adverse selection. Not only does the facultative reinsurer have the
 adverse selection of insureds who are prone to loss being the ones most likely to
 buy insurance, but the insurance company may also adversely select the reinsurer.26

 For example, a reinsured may decide to retain for its entire account those insureds

 with low loss potential and cede only those insureds with a high potential for loss.27
 The facultative underwriter must be aware of adverse selection and factor it into

 pricing, the attachment point of the reinsurance, and the overall acceptability of
 the risk.28 One mechanism for ameliorating the effect of adverse selection is to

 obtain the reinsured's promise to maintain a substantial stake in the account. This
 may be accomplished by use of a "retention warranty" requiring the reinsured to
 retain a specific dollar amount for its own account.29

 2. Loss History and Loss Control

 Loss history and loss control play a major role in determining the attachment point
 of the reinsurance, the final premium for the coverage, and, indeed, the acceptability

 23. See generally Clark, supra note 1, at 122-23.
 24. See id. The two main types of both treaty and facultative reinsurance are pro rata and excess of

 loss. Pro rata reinsurance, also called "quota share" in property facultative reinsurance and "contributing
 excess" in casualty facultative reinsurance, involves proportional sharing of premium and losses between
 the insurer and the reinsurer. Excess of loss is the most popular form used for casualty facultative
 reinsurance placement, and is becoming more prevalent in the property reinsurance market as well.
 See id. at 124-25. Excess of loss reinsurance enables the reinsurer to attach excess of the layer where
 losses regularly occur and only pay large individual losses in excess of the attachment point of the
 reinsurance. See id. at 125. This allows the reinsurer to pay only the occasional severe loss that, if paid
 by the reinsured, could adversely affect the reinsured's overall results. The major benefit to the insurance
 company of excess of loss reinsurance is that it is inexpensive, yet still affords protection from unexpected
 adverse results. See generally 2 Klaus Gerathewohlet al., Reinsurance Principles and Practice
 131 (John C. Labonte trans. 1980).

 25. Bernard L. Webb, Connor M. Harrison & James J. Markham, I Insurance Opera
 tions 221 (1st ed. 1992).

 26. Reinarz (II), supra note 21, at 92; see also Clark, supra note 1, at 122.
 27. Clark, supra note 1, at 122; Reinarz (II), supra note 21, at 92.
 28. Reinarz (II), supra note 21, at 92. The reinsurer must "underwrite the underwriter." Id.
 29. Butler & Merkins, supra note 10, at A.6.4-02 ("There is little doubt that in practical terms

 the single most important piece of information to a reinsurer is the amount of the reinsured's retention,
 as this will reveal to the reinsurer the reinsured's true assessment of the nature of the risk accepted
 under the original insurance.").
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 of providing coverage at all.30 Both the insurance company underwriter and faculta
 tive reinsurance underwriter use this information to assess the ability and desire

 of the prospective insured to reduce loss frequency and loss severity.31 Frequency
 often breeds severity, meaning that the more individual losses an insured has relative

 to its class of business, the more likely the chance that a large loss will occur.32
 When analyzing past losses, the reinsurer will attempt to estimate the cost of those

 losses if they happened today.33 This practice, called "trending," employs actuarial
 factors to estimate the effect of rising medical costs or building costs, as well as other
 economic factors, such as social inflation, to evaluate the cost of a past claim in current

 value terms.34 The time between occurrence and notification of a loss often is longer

 for the reinsurer than for a primary insurer because the reinsured may not report the
 loss until it believes its own retention will be exhausted.35

 Loss control also plays a role in determining the acceptability of risk for reinsur
 ance. An insured should have a loss prevention program in place aimed at reducing

 frequency, as well as a loss reduction program aimed at reducing the severity of
 the claims that do occur. The presence of a solid loss control program can assure

 the reinsurer that measures are in place to protect it from losses, and to ensure
 losses that do occur are prevented from escalating out of control.36

 Accordingly, while a facultative reinsurer may have guidelines determining the

 minimum attachment point for a class or line of business, the individual characteris

 tics of a risk, particularly loss control and loss history, often play a key role in
 selection of the final attachment point.37

 30. See generally Webb, supra note 15, at 77-78.
 31. Id.

 32. To develop this information, a reinsurer will examine the loss reserve history of its reinsured,
 recognizing that the loss reserves may not be an entirely accurate reflection of loss history. Some
 reinsureds attempt to accomplish the difficult task of accurately assessing the probable final cost of each
 claim, while others initially reserve all similar claims at the same amount. Some of these losses may
 eventually reach levels many times greater than the original reserve amount. Consequendy, the reinsurer
 must be familiar with industry reserving practices as well as individual company reserving practices and
 apply this knowledge in predicting loss development. See generally reinarz (II), supra note 21, at 118,
 and Webb, supra note 3, at 168-69.

 3 3. Webb, supra note 3, at 140.
 34. Webb, supra note 3, at 140. "Social inflation" refers to a society's tendency to litigate more

 frequently, and for the judicial system to award ever-increasing sums.
 35. reinarz (II), supra note 21, at 86-87.
 36. See generally Webb, supra note 25, at 303.
 37. In a typical casualty facultative excess-of-loss placing, most reinsurers seek to have their duty

 to indemnify begin at a dollar level, say, $500,000, excess of what is known as the "frequency layer."
 See generally Reinarz (II), supra note 21, at 86. The "frequency layer" is the layer of risk where the
 amount and frequency of losses can be statistically predictable. Id. These losses are expected to occur
 from the standpoint of the insurance company and reliable rates exist to pay for these losses. Examples
 of frequency-type losses are slip and fall claims by grocery store customers or "fender-benders" in auto
 risks. See clark, supra note 1, at 12 3.

 By contrast, facultative reinsurance is designed to pay for the most severe losses; those that are
 unexpectedly large and do not occur in a predictable pattern. The layer above the frequency layer,
 where these losses occur, is called the "working excess layer." The working excess layer contains losses
 that are unexpected from the viewpoint of individual insureds, but are inherent in a class of business
 and are foreseeable, though unlikely. See Clark, supra note 1, at 123 (facultative reinsurers "tread
 carefully in this layer," given the likelihood of loss penetration). An example of a working excess layer
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 Facultative Reinsurance  647

 3. Risk Assessment

 The facultative underwriter evaluates a risk in a manner similar to that of a primary

 underwriter. Both require a comprehensive description of the insured's operations,
 locations, and loss history.38 The reinsurance underwriter also requires the pricing
 strategy of the primary underwriter, the terms and conditions of the placement,
 and the limits to be reinsured.39 In excess-of-loss reinsurance, the parties' chief
 difference in vantage point is that the reinsurance underwriter will concentrate on

 the severity of losses while the primary underwriter will have a greater focus on

 the frequency of losses.40
 The initial step in risk assessment is to gather a description of the risk in enough

 detail to understand all the relevant exposures to loss. Most insureds have many
 exposures to loss and the reinsurer must focus concern on those with the greatest

 large loss potential.41 To the extent the facultative reinsurer is in an excess position,
 the amount of detail requested may be considerably less than that required by the

 primary underwriter.42 The reinsurance underwriter relies heavily on the concept
 of "utmost good faith" on the part of the primary underwriter to disclose all aspects
 of the risk to the reinsurer.43 Often, the facultative reinsurer seeks to guarantee

 the reinsured's stake in the venture by inclusion of a "retention warranty" in the

 facultative certificate, requiring the reinsured to retain a specified amount of the
 risk for its own account.44

 loss is fire in a store that destroys only part of the building and causes smoke and water damage to
 other parts of the store.

 Because the rates the underwriter can charge are based upon the layer at which the reinsurance
 attaches, the underwriter must correctly evaluate and categorize the dollar level at which that layer
 begins. See Reinarz (II), supra note 21, at 62. The premium the facultative underwriter receives
 on a particular risk is seldom sufficient to cover a loss. See id. at 86. Consequently, a mistaken
 assessment as to the attachment point may lead to a loss under the facultative certificate (if the
 attachment point is underestimated) or to rejection of the offer by the reinsured (if the attachment
 point is overestimated).

 38. This information may come from the direct insured's application, as well as safety inspections,
 credit reports, and financial reports. Webb, supra note 15, at 77. Past insurance carriers of the insured
 also are important to loss history evaluation because their loss reserving provides an indication of the
 insured's risk frequency and probability.

 39. See Reinarz (II), supra note 21, at 20-21.
 40. Reinarz (II), supra note 21, at 86.
 41. Id.
 42. Unigard Security Ins. Co., Inc. v. North River Ins. Co., 4 F.3d 1049, 1054 (2d Cir. 1993)

 [hereinafter Unigard III] (if the reinsurance premiums are to be less than primary rates, reinsurers
 cannot duplicate the costly but necessary work of the primary insurer in evaluating risks and handling
 claims). Reported opinions in Unigard Security Ins. Co. v. North River Ins. Co. are found at 762 F.
 Supp. 566 (S.D.N.Y. 1991) [Unigard I]; 919 F.2d 630 (2d Cir. 1991), question certified [Unigard II],
 594 N.E.2d 571 (N.Y. 1992), certified question answered, 4 F.3d 1049 (2d Cir. 1993) [Unigard III].

 43. Due to the nature of the facultative reinsurance business, "the contractual relationship between
 the facultative reinsurer and insurer must be one of good faith (uberrimae fidei)." Clark, supra note
 1, at \ cf. Unigard III, 4 F.3d at 1054 ("courts should . . . adopt information-forcing default rules
 based on the good faith the reinsurance market demands").

 44. E.g., Compagnie de Reassurance D'lle de France v. New England Reinsurance Corp., 57 F.3d
 56, 87 (1st Cir. 1995) (reinsurer required retention warranty as "an increased incentive to exercise
 care and prudence in risk selection").

This content downloaded from 
�������������68.82.181.41 on Sat, 12 Dec 2020 22:33:57 UTC�������������� 

All use subject to https://about.jstor.org/terms
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 When analyzing loss history, both underwriters generally will require three years

 of past losses at a minimum, while desiring five or more years whenever possible.45
 The reinsurer will concentrate on the two main aspects of loss history: frequency
 and severity. The frequency of losses can expose trends in loss patterns and illustrate

 the effect of any newly implemented (or discontinued) loss control measures.46
 Increasing losses in the proposed layer of reinsurance may signal the proposed
 attachment point is too low because it is in the "frequency" layer where losses
 occur regularly. The minimum attachment points generally found in the industry
 today are 10 percent of the total values for property and $250,000 or $500,000
 in the casualty lines.

 Facultative reinsurance underwriting is distinguished by its attention to individual
 risks. This attention is concentrated by the facultative underwriter's need to avoid
 a probability of loss on any one risk because the premium charged ordinarily
 anticipates only the infrequent loss. The business in general is distinguishable from
 treaty reinsurance because a treaty reinsurer's fortunes more closely follow the
 overall profits of its reinsured.47

 III. LEGAL DISTINCTIONS APPLICABLE
 TO FACULTATIVE REINSURANCE

 Given the antiquity of facultative reinsurance, one might expect to find a ready,
 well-defined body of law devoted to the field. In fact, pertinent holdings are scarce,

 although a district court judge in the Southern District of New York recently
 acknowledged "the important public interest" in developing such a body of law.48
 The authorities suggest a number of rules that may be unique to facultative reinsur
 ance, however, as discussed below.

 The distinctive characteristics of facultative reinsurance give rise to rights and
 obligations that may differ from those arising under treaty reinsurance. Courts and

 authorities have distinguished between facultative and treaty reinsurance in the
 following contexts:

 (1) Utmost goodfaith. A reinsured's duty to its treaty reinsurer to disclose facts material

 to the risk has been characterized as a "fiduciary" one, whereas the duty owed
 to facultative reinsurers is one of "utmost good faith";49

 45. Reinarz (I), supra note 21, at 42.
 46. See generally Donald S. Malecki et al., I Commercial Liability Risk Management

 and Insurance 142-43 (2d ed. 1986).
 47. It has been said that treaty relationships, being "long term in nature . . . provide[] for an

 expected profitability for the reinsurer over an extended time period." Clark, supra note 1, at 140.
 48. Aetna Casualty & Surety Co. v. Home Ins. Co., 882 F. Supp. 1 355, 1357 (S.D.N.Y. 1995).
 49. S?? Mutuelle Generate Francaise Vie v. Life Assurance Co., 688 F. Supp. 386 (N.D.IU. 1988).

 In Mutuelle the district court for the Northern District of Illinois held, because of its "dominant and

 influential position in carrying out its reporting and administrative obligations," a treaty reinsured had
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 (2) Material misrepresentation. In general, facultative reinsurers are concerned with
 specific representations concerning an individual risk. By contrast, treaty reinsurers
 usually consider the nature of the portfolio as a whole;50

 (3) Retention warranties. Adherence to the retention warranty in a facultative certificate

 has been ruled a condition precedent to the reinsurer's duty to indemnify; treaty

 reinsurers, on the other hand, have been required to indemnify the reinsured,

 subject to an offset, even if the reinsured breaches the warranty;51

 (4) Expiration dates. The expiration date of a facultative contract customarily is the
 same as the underlying policy. By contrast, the expiration date of a treaty is the

 end of the period when new cessions may be made, but not of the reinsurer's risk
 on old cessions;52

 (5) Incorporation of terms of direct policy. Facultative certificates often incorporate terms
 of the underlying insurance, whereas the operative conditions in a treaty usually
 are wholly contained in the treaty contract;53

 a fiduciary duty to its reinsurer to share material information. 688 F. Supp. at 398. No court has held
 that a standard facultative certificate gives rise to a fiduciary duty. See Deborah F. Cohen, Timothy
 E. DeMasi & Aaron Krauss, Uberrimae Fidei and Reinsurance Rescission: Does a Gentlemen's Agreement
 Have a Place in Today's Commercial Market?, XXIX tort& Ins. L.J. 602, 612 & n.77 (Spring 1994)
 (citing International Surplus Lines Ins. Co. v. Fireman's Fund Ins. Co., No. 88C320, 1989 WL 165045
 (N.D. 111. Dec. 29, 1989) (distinguishing Mutuelle on ground that it involved a reinsurance treaty
 requiring an exceptional amount of trust on part of reinsured)).

 50. In facultative reinsurance there usually is a duty to disclose facts concerning the particulars of
 the "property or interest to be reinsured." Donald W. Rees and Carol E. Reese, Reinsurance: The Basics
 and Bad Faith Considerations, 39 Fedn Ins. & Corp. Couns. Q. 323, 326 (1989). Whereas facultative
 reinsurers are concerned with the details of discrete risks (such as the correct value of an insured hotel),

 treaty reinsurers focus on general matters, such as whether the risks overall are correcdy classified as
 industrial or private. See butler & merkin, supra note 10, at A.6.4-01, A.6.4-14. Thus, a fact that

 would be material with respect to a facultative certificate may not be material to a treaty reinsurer.
 See id.

 51. See Fortress Reinsurance Co., Inc. v. Jefferson Ins. Co. of New York, 465 F. Supp. 3 3 3 (E.D.
 N.C. 1978), affd, 628 F.2d 860 (4th Cir. 1980) and discussion, beginning infra at note 95.

 52. Staring, supra note 6, ? 14:2 at 3. Gerathewohl explains that the reinsurer's liability under
 a facultative certificate customarily ends when the underlying insurance terminates: if the underlying
 insurance is canceled, so is the facultative insurance. gerathewohl, supra note 24, at 830. If the
 facultative certificate provides for a termination date that is inconsistent with the direct policy, however,
 the termination date in the reinsurance certificate will govern. In one case, the reinsured covered its

 insured under a fire policy terminating on June 20, but mistakenly obtained facultative protection
 terminating June 19. Milwaukee Mechanics Ins. Co. v. Palantine Ins. Co., 60 P. 518, 519 (Cal. 1900).

 Naturally, a fire sprang up on June 20 and the reinsured claimed under its facultative policy, asserting
 there had been a "mutual mistake" as to the termination date. 60 P. at 519. The court held the

 reinsurer's duty was governed by the explicit date in the reinsurance contract and denied coverage. Id.
 As in most cases, problems can be avoided by careful drafting. Many policies contain a standard exten
 sion clause stating the facultative certificate will remain in effect until a stated period after expiration,
 "pending renewal." E.g., Globe & Rutgers Fire Ins. Co. v. Liberty Bell Ins. Co., 60 P.2d 200 (Cal.
 1936).

 53. butler & Merkin, supra note 10, at B. 1.1-05, cited in Hartford Fire Ins. Co. v. California,
 113 S. Ct.2891,2914-15(1993). An overly broad incorporation clause in a facultative certificate may
 create difficulty when a clause in the direct policy conflicts with a clause in the facultative certificate.
 See Forsikringsaktieselskapet Vesta v. Butcher, [1989] 1 All ER 402 (criticizing certificate providing
 for governing law differing from underlying policy). The problem of inconsistency between the certificate
 terms and direct policy terms may be avoided by use of a proper "following form" clause, providing:
 "the liability of the reinsurers, except as otherwise provided by this Certificate, shall be subject in all
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 (6) Follow the settlements. Although some authorities suggest facultative reinsurers have

 no common law duty to contribute to settlements not clearly covered by the
 underlying policy, one court recently held that facultative reinsurers have an extra

 contractual duty to "follow the settlements";54

 (7) Declaratory judgment expenses. Commentators have argued facultative reinsurers
 should not have to pay declaratory judgment expenses incurred by the reinsured
 because, unlike a treaty reinsurer, the facultative reinsurer is not in a "partnership"
 with the reinsured;55

 (8) Ceding of retrocessions by reinsurance intermediaries. The Reinsurance Intermediary
 Model Act56 bars reinsurance intermediary-managers from ceding retrocessions on

 respects to all the terms and conditions of [the direct policy.]" See Unigard III, 4 F.3d at 1070-71
 (limits stated in reinsurance certificate will govern reinsurer's duty to pay, given "except as otherwise
 provided by this certificate" clause in "following form" provision).

 54. See Aetna Casualty & Surety Co. v. Home Ins. Co., 882 F. Supp. 1328, 1348 (S.D.N.Y.
 1995) and discussion beginning infra at note 125.

 55. Michael J. Brady & Lawrence O. Monin, Reinsurance Disputes: Death of the Handshake, 61 Def.
 Couns. J. 529, 532-33 (October 1994) (citing Affiliated FM Ins. Co. v. Constitution Reins. Corp.,
 626 N.E.2d 878, 880 (Mass. 1994) (whether legal fees incurred by excess insurer in declaratory judgment
 action against insured were "expenses" under facultative certificate was fact question precluding summary
 judgment)). See generally Leslie J. Davis, Concerning the Coverage of Declaratory Judgment Expense, XXX
 Tort & Ins. L.J. 677 (1995).

 56. Reinsurance Intermediary Model Act (NAIC 1993) [hereinafter Model Act]. Legislation based
 on the Model Act has been adopted by nearly all states: Ala. Code ? 27-5A-13 (Supp. 1994); alaska
 Stat. ?? 21.27.670 to 21.27.770 (1993); ARIZ. Rev. Stat. Ann. ? 20-486 (Supp. 1994); ARK.
 Code Ann. ?? 2 3-62-401 to 23-62-413 (Michie 1987); Cal. Ins Code ?? 1781.1 to 1781.13 (West
 1993) ; Colo. Rev. Stat. ?? 10-2-301 to 10-2-312 (1988); Conn. Gen. Stat. Ann. ? 38a-760
 (West Supp. 1994); Del. Code Ann. tit. 18, ?? 1601 to 1613 (Supp. 1994); D.C. Code Ann. ??
 35-3101 to 35-3110 (Supp. 1994); Fla. Stat. Ann. ch. 626.7492 (Harrison 1994); Ga Code Ann
 ? 33-49 (Harrison Supp. 1994); Haw. Rev. Stat. ? 43 L9B (Supp. 1993); Idaho Code ?? 41-5101
 to 41-5111 (Supp. 1994); III. Ann. Stats, ch. 215, para. 100/1-60 (Smith-Hurd 1992); Ind. Code
 Ann. ?? 27-6-9-1 to 27-6-9-26 (West 1993); Iowa Code Ann. ?? 521C.1 to 521C.12 (West Supp.
 1994) ; Kan. Stat. Ann. ?? 40-4501 to 40-4513 (1993); Ky. Rev. Stat. Ann. ?? 304.9-700 to
 304.9-759 (Michie/Bobbs-Merrill Supp. 1994); La. Rev. Stat. Ann. ?? 22:1210.20 to 22:1210.31
 (West Supp. 1995); Me. Rev. Stat. Ann. tit. 24-A, ?? 741 to 754 (West Supp. 1994); Md. Ann.
 Code art. 48A ?? 698 to 717 (1994); Mass. Ann. Laws ch. 175 ?? 177M to 177W (Law. Co-op.
 Supp. 1994); Mich. Comp. Laws Ann. ?? 500.1151 to 500.1171 (West 1993); Minn. Stat. Ann.
 ?? 60A.70 to 60A.756 (West Supp. 1995); MlSS. code ANN. ?? 83-19-201 to 83-19-221 (Supp.
 1994); Mo. Rev. Stat. ? 375.1 152 (Vernon Supp. 1994); Mont. Code Ann. ?? 33-2-1701 to
 3 3-2-1709 (1993); Neb. Rev. Stat. ?? 44-5601 to 44-5613 (1993); N.H. Rev. Stat. Ann. ?? 402-F:
 1 to 402-F: 11 (Supp. 1994); N.J. Stat. Ann. ?? 17:22E-1 to 17:22E-23 (West 1994); N.M. Stat.

 Ann. ?? 59A-12D-1 to 59A-12D-12 (Michie Supp. 1994); N.Y. Ins. Law ? 2106 (McKinney 1985
 & Supp. 1995) AB 5740, SB 2601; N.C. Gen. Stat. ?? 58-9-2 to 58-9-26 (1994); N.D. Cent.
 Code ?? 26.1-31.1-01 to 26.1-31.1-12 (Supp. 1993); Ohio Rev. Code Ann. ? 3905.86; Okla.
 Stat. tit. 36, ?? 5101 to 5113 (Supp. 1994); Or. Rev. Stat. ?? 744.800 to 820 (1993); Pa. Cons.
 Stat. tit. 40 ?? 321.1 to .10 (Supp. 1994); R.I. Gen. Laws ?? 27-52-1 to 27-52-13 (1994); S.C.
 Code Ann. ?? 38-46-10 to 38-46-120 (Law Co-Op. Supp. 1993); S.D. Codified Laws Ann. ??
 58-14-24 to 58-14-42 (Supp. 1994); Tenn. Code Ann. ?? 56-6-801 to 56-6-812 (1994); Tex. Rev.
 Civ. Stat. Ann. ? 21.07-7 (Supp. 1995); Utah Code Ann. ?? 31A-23-701 to 31A-2 3-709 (1994);
 Vt. Stat. Ann. tit. 8 ?? 4815 to 4824 (1993 & Supp. 1994); Va. Code Ann. ? 38.2-1857 (Michie
 1994); Wash. Rev. Code Ann. ?? 48.94.005 to 48.94.901 (West Supp. 1994-95); W. Va. Code
 ?? 3 3-38-1 to 3 3-38-1 3 (Supp. 1994); Wis. Stat. Ann. ? 628.49 (Supp. 1994); Wyo. Stat. ??
 26-47-101 to 26-47-113 (Supp. 1994).
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 Facultative Reinsurance  651

 behalf of a reinsurer, but makes an exception for "facultative retrocessions [ceded]

 pursuant to obligatory facultative agreements" if the contract with the reinsurer
 includes reinsurance underwriting guidelines for such retrocessions.57

 None of the foregoing "distinctions" is the subject of a clear-cut legal rule or
 entrenched judicial precedent. Although facultative reinsurance was certainly the
 earliest mode of reinsurance, courts only now are acknowledging the need for a
 special body of law tailored to facultative reinsurance.58

 This body of law is only haltingly emerging, as discussed below. In Compagnie
 de Reassurance D'ile de France v. New England Reinsurance Corp.,59 the district court
 and court of appeals differed as to the very definition of "facultative reinsurance."

 In Fortress Reinsurance Co., Inc. v. Jefferson Insurance Co. of New York,60 regarding
 the effect of breach of a retention warranty, the court held that facultative certificates

 were subject to a different rule than treaty reinsurance. But in Aetna Casualty and

 Surety Co. v. Home Insurance Co.61 the court rejected authority stating facultative
 reinsurance is not subject to an extracontractual duty to "follow the settlements."

 These cases demonstrate courts have striven to recognize the unique qualities of
 facultative reinsurance, but the dearth of pertinent, uniform authority leaves the
 courts with uncertain footing.

 A. Defining "Facultative Reinsurance"

 The term "facultative reinsurance" traditionally has referred to reinsurance of risks
 on an individual basis.62 In recent times, however, a wide variety of reinsuring
 arrangements, some bearing little resemblance to classic facultative reinsurance,
 have gained currency under the "facultative" appellation.

 57. The Model Act defines a "reinsurance intermediary-manager" to include "any person, firm,
 association or corporation who has authority to bind or manages all or part of the assumed reinsurance
 business of a reinsurer (including the management of a separate division, department or underwriting
 office) and acts as an agent for such reinsurer whether known as a [reinsurance intermediary-manager]
 or other similar term." Reinsurance Intermediary Model Act ? 2(G). The terms "facultative" and
 "obligatory facultative agreements" are not defined by the Act. Retrocession by intermediaries is viewed

 with some skepticism because, unlike an insurer, an intermediary generally retains no risk for itself.
 See Compagnie de Reassurance D'ile de France v. New England Reins. Corp., 57 F.3d 56, 83 (1st
 Cir. 1995).

 58. See Aetna Casualty & Surety Co. v. Home Ins. Co., 882 F. Supp. 1 355, 1 357 (S.D.N.Y.
 1995). The traditional dearth of legal precedent in the reinsurance field in general commonly has been
 attributed to the (merciful) industry custom of resolving disputes out of court, often through arbitration.
 See generally Brady & monin, supra note 55, at 529-30. The absence of case law distinguishing
 facultative from treaty reinsurance also may be attributable to the fact the rudimentary law of reinsurance

 developed solely in the context of facultative marine insurance. See butler & Merkin, supra note
 10, A. 3.2-04. Accordingly, when most of the fundamental reinsurance law was laid down courts simply

 did not have any facultative-treaty distinction in mind. See id.
 59. 825 F. Supp. 370 (D. Mass. 1993), offd in part, rev'd in part, 57 F.3d 56 (1st Cir. 1995).
 60. 465 F. Supp. 3 3 3 (E.D.N.C. 1978), affd, 628 F.2d 860 (4th Cir. 1980).
 61. 882 F. Supp. 1 328 (S.D.N.Y. 1995).
 62. See Compagnie de Reassurance D'ile de France v. New England Reins. Corp., 57 F.3d 56,

 78 (1st Cir. 1995) (risk-by-risk is the "original and classic method") (citing Unigard III, 4 F.3d at
 1053-54).
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 652 Tort & Insurance Law Journal, Volume 31, Number 3, Spring 1996

 In Compagnie de Reassurance D'ile de France v. New England Reinsurance Corp.,63
 retrocessionaires (reinsurers who reinsure other reinsurers) sued their reinsured for

 fraud, breach of contract, and RICO violations.64 The plaintiff-retrocessionaires
 were thirty-four reinsurance companies that had entered into reinsurance treaties

 with New England Reinsurance Corporation (NERCO), an affiliate of the Hartford
 group of insurance companies.65

 In the course of soliciting plaintiffs' participation in treaties reinsuring
 NERCO, NERCO's brokers provided placing information stating the brokers
 had established a division (the Graham Watson division) to underwrite "faculta

 tive reinsurance" on behalf of NERCO.66 The treaty slip stated the treaty would
 cover "Property and Casualty Facultatively Assumed business produced and
 underwritten by the Graham Watson division."67 The plaintiffs agreed to partici
 pate in the treaties, which also specified Graham Watson would underwrite
 "facultative" reinsurance.68

 The reinsurance underwritten by Graham Watson resulted in losses for which
 NERCO sought recovery under its reinsurance treaties with plaintiffs.69 The retro
 cessionaires denied coverage and filed a declaratory judgment to determine their
 duty to indemnify NERCO. The district court for the District of Massachusetts
 held NERCO intentionally had violated its obligation to reinsure on a "facultative"
 basis.70

 The court found that, far from obtaining individual risk submissions from its
 ceding parties, NERCO (through Graham Watson) had been accepting risks submit
 ted in the most abbreviated form.71 For example, Graham Watson never sought
 to obtain from First State the underwriting file pertaining to a particular risk until

 after NERCO had ceded the risk to the retrocessionaires. Prior to accepting the
 risk, Graham Watson received nothing more than a one-line summary including

 63. 825 F. Supp. 370 (D. Mass. 1993), affd in part, rev'd in part, 57 F.3d 56 (1st Cir. 1995).
 64. The defendants were three affiliated companies within the Hartford group of insurance compa

 nies: (1) First State Insurance Company, which chiefly wrote primary and surplus insurance; (2) New
 England Reinsurance Corporation (NERCO), which wrote reinsurance; and (3) Cameron and Colby
 Co., Inc., which provided management, marketing, and underwriting services to First State and NERCO.
 Id. at 373.

 65. Id. at 373.

 66. Id. at 374. Cameron and Colby established the Graham Watson division on behalf of First
 State and NERCO. Id. at 373.

 67. Id. at 3 75-76. The reinsurance "slip" constitutes, in summary form, the initial contract between
 the reinsured and the retrocessionaires. Id. at 374.

 68. Id. at 376. NERCO further represented it "would establish a direct relationship with primary
 insurance companies to produce reinsurance business which Graham Watson would underwrite faculta

 tively, that is, on an individual risk certificate basis." Id. at 377 (emphasis by court). This representation
 formed the basis for separate counts of fraud and misrepresentation on which the district court found
 for plaintiffs. Id. at 379.

 69. Id. at 383.
 70. Id. at 382.

 71. Id. at 378. Graham Watson actually performed its underwriting on an "automatic" or "semi
 automatic" method. Id. This method employs bordereau risk submissions or "layoff sheets," which
 provide abbreviated information regarding the group of risks being submitted. Id. at 378 & n.4.
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 Facultative Reinsurance  653

 only the name of the insured, the policy number, the name of the risk, the period
 of the risk, policy limits, retention, and the net premium ceded.72 Notably, Graham

 Watson never received information pertaining to loss experience.73
 The court held these practices were inconsistent with the "individual risk submis

 sion" that is the hallmark of a facultative placing.74 An individual risk assessment
 involves (1) examining the individual offer; (2) negotiating the terms of acceptance;

 (3) deliberating on the decision; and (4) deciding whether to accept the individual
 risk.75 Graham Watson's only review consisted of occasional "audits" of the ceding
 entities' performance after the risks had attached to the treaties underwritten by
 the retrocessionaires.76 The district court held the defendants had induced the

 plaintiffs to enter into the treaties by means of fraudulent misrepresentation, had

 breached their contracts with plaintiffs, and had engaged in unfair and deceptive
 trade practices in violation of Massachusetts law.77

 The First Circuit Court of Appeals reversed the trial court's holding based on
 the parties' understanding of the term "facultative," though it upheld the district
 court's holding as to another ground for fraud.78 The court of appeals held the

 72. Id. at 378 n.4. In contrast, the declaration section of a facultative certificate generally includes
 sufficient information' 'to describe the ceding company and the risk, the policy limits and their application,
 the exclusions, the retention by the ceding company, and the reinsurance limits and type. Ideally, the
 reinsurance underwriter should understand the risk as well as the ceding underwriter." Thomas M.
 Tobin, The Facultative Contract, in Reinsurance Wording 428 (Robert W. Strain ed. 1987).

 7 3. Id. at 379. The court emphasized, "[s]uch loss experience information, which assists an under
 writer in predicting future losses, is essential to the facultative underwriting process." Id.

 74. Id. at 378.

 75. Id; cf. Stonewall Ins. Co. v. Fortress Reinsurers, 350 S.E.2d 131, 136 (N.C. App. 1986)
 (cession had "essential characteristics" of facultative reinsurance, given expert testimony that such
 characteristics include: (1) reinsurance of an individual risk, (2) an individually derived premium for
 the risk, (3) specific underwriting information on the risk, and (4) the reinsurer's right to accept or
 reject a particular risk.).

 76. Graham Watson's underwriting was performed by using "automatic" or "semiautomatic"
 methods. Under the "automatic" method, Graham Watson agreed to reinsure a group of risks, but
 retained the right to cancel the agreement. Under the semiautomatic method, Graham Watson was
 authorized to reject the cession of individual risks. In either case, however, Graham Watson could not
 exercise its right to cancel or reject until after the risks had attached. Id. at 378.

 77. Id. at 381-84. The court dismissed plaintiffs' RICO claim. By way of relief, the court rescinded
 the treaties, ordering the defendants to repay amounts the plaintiffs had paid under the treaties, offset
 by premiums paid by the defendants. Id. at 383.

 78. The court of appeals upheld the trial court's finding in favor of plaintiffs' misrepresentation
 claim arising from NERCO's promise to reinsure "directly," rather than through agents or reinsurance
 intermediaries. 57 F.3d at 83. The court affirmed the trial court's finding that the difference between
 a direct and indirect relationship between reinsurer and reinsured materially "affects the quality of the
 business." Id. The difference often is material because a reinsurance intermediary assumes none of the
 risk of loss, whereas a reinsured who obtains coverage direcdy has an actual stake in the business. Id.;
 see also Clark, supra note 1, at 119 ("the vast majority of facultative placements are handled by direct
 writing reinsurers, those which deal directly with the primary companies. This . . . guarantees under
 writer-to-underwriter communication, which is so vital on high hazard or complex risks.") The court
 remanded the case for consideration whether the statute of limitations barred plaintiffs' claims, and
 determinations (1) whether the fraud claims had been dissipated by the plaintiffs' knowledge of the
 actual state of affairs, and (2) whether the plaintiffs had relied on defendants' misrepresentations. Id.
 at 93.
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 parties had not agreed on the meaning of "facultative reinsurance," nor had NERCO
 failed to retrocede facultative reinsurance.79 The court of appeals held the trial
 court's conclusion that NERCO represented Graham Watson would underwrite
 only on a "risk-by-risk" basis was "clearly erroneous."80

 According to the court of appeals, the term "facultative," as used in the placing
 information and treaties, was ambiguous.81 The court noted the leading English
 treatises recognized varieties of facultative reinsurance other than the risk-by-risk
 kind. For example, some reinsurance agreements bearing the name "facultative"
 contemplate the reinsurer will be held bound, upon receiving a request for reinsur

 ance, until and unless the reinsurer affirmatively declines the cover.82 Most im
 portantly, the court found the practice in the United States reinsurance industry
 is to underwrite semiautomatic and automatic reinsurance within the company's
 facultative department.83 American treatises have acknowledged a marked trend
 toward facultative arrangements much like the semiautomatic reinsurance under

 written by Graham Watson.84
 The court held that reinsurance agreements "in which the reinsurer can be bound

 on individual risks by the reinsured acting pursuant to the terms of a general
 authorizing contract" fell within the rubric of "facultative," even if the reinsurer
 lacked the right to void the coverage, ab initio.*5 Under the automatic and semiauto

 matic arrangements employed by NERCO, "[t]he hallmark of facultative reinsur
 ance?evaluation of each risk separately by the reinsurer's underwriter?is sought
 to be preserved by maintaining the right to cancel after the fact."86

 Thus we find, six hundred years after the advent of facultative reinsurance,
 federal judges disagree as to what "facultative" means. In considering Compagnie
 de Reassurance, however, it is important to recognize the court of appeals did
 not necessarily disagree with the district court's definition of "facultative" in the
 "standard and traditional sense [according to] the classic meaning of the term,"

 79. 57 F.3d at 79.
 80. Id. at 73.
 81. Id. at 75.

 82. Id. at 75-76. This arrangement is referred to as "cover in the course of post." C.E. golding,
 The Law and Practice of Reinsurance 42 (K.V. Louw ed., 5th ed. 1987), cited in Compagnie,
 57 F.3d at 75-76.

 83. The term "facultative reinsurance" includes automatic facultative and facultative obligatory
 agreements. See Clark, supra note 1, at 214; Tobin, supra note 72, at 428 (semiautomatic underwriting,
 also known as "facultative obligatory" coverage, is a "hybrid of part-treaty and part-facultative").

 84. 57 F.3d at 76-77. Typically, semiautomatic coverage is effected by providing the reinsurer
 with an itemized bordereau. Id. at 78 n.23. Although the risk, once ceded, attaches immediately, the
 reinsurer retains the right to cancel the reinsurance within five days of receipt of the information.

 Nonetheless, "it still remains facultative reinsurance, for the reinsurer is in no way deprived of its power
 to decline, even though it must accept responsibility in the meantime." golding, supra note 82, at
 42, cited in Compagnie, 57F.3dat79n.25.

 85. Id. at 78. The court acknowledged the risk-by-risk method is the "original and classic method"
 of underwriting facultative reinsurance. Id. (citing Unigard III, 4 F.3d at 1053-54).

 86. 57 F.3d at 78-79.
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 Facultative Reinsurance  655

 as the district court put the question.87 Rather, the court of appeals concluded
 NERCO never represented it would use only the "traditional" method of facultative
 underwriting.88 The unqualified term "facultative," the court of appeals held, may
 refer to the traditional "risk-by-risk" underwriting, or to the more "automatic"

 methods, so long as the underwriter retains the right to reject or cancel if a particular

 risk is deemed unacceptable.89

 B. Retention Warranty in Facultative Certificates

 The need to classify reinsurance properly as "facultative" or "treaty" becomes
 acute when the classification delineates or alters the rights and obligations under
 the contract.90 Perhaps the clearest example of this is found in the case law construing
 the retention warranty. Retention warranties are a key provision in facultative
 certificates, in part because "[f]acultative contracts do not contemplate a reinsurer's

 administrative oversight of the reinsured's handling of claims and other practices."91
 The reinsured therefore will be expected to retain a sufficient amount of the risk

 to give the reinsurer confidence the policy will be well administered.92 Although
 the United States Supreme Court has held that a reinsured has no common law
 obligation to retain even one dollar of the risk,93 so long as a provision requiring
 a retention appears in the policy, the reinsured must retain the stated sum for its 94 own account.

 87. 825 F. Supp. at 382.
 8 8. The court emphasized that NERCO merely agreed to cede reinsurance ' 'classified by the Reassured

 [NERCO] as Property and Casualty Facultative Assumed Business." Id. at 76 (emphasis supplied by
 the court). This language granted NERCO limited discretion to determine whether the business ceded
 to plaintiffs was classifiable as "facultative." Id. at 76 n.20. The issue, the court of appeals held, was
 "whether NERCO, having discretion under the slips and Treaty Wording, could reasonably classify
 the semi-automatic and other methods it used in its own operations as 'facultative' and whether it
 committed fraud when it did so." Id. at 77.

 89. Id. at 79.
 90. In Pioneer Life Ins. Co. v. Alliance Life Ins. Co., 30 N.E.2d 66 (111. 1940), the court held

 that breach of a reinsurance treaty did not constitute breach of a facultative reinsurance made pursuant
 to that treaty. 30 N.E.2d at 73. The court held that the reinsured was entitled to indemnity on a
 specific life insurance policy ceded under the treaty because that cession "was a separate contract bearing
 a special number, a facultative or option cession, and not an automatic cession under the treaty." Id.
 The reinsured's action to recover reinsurance on the life insurance policy, therefore, was not an action
 on the treaty itself, but under the reinsurance agreement whereby the reinsurer undertook indemnity
 on the specific policy. Id. Other potential instances when the distinction may be material are summarized
 supra beginning at note 49.

 91. See Staring, supra note 6, ? 2:2[1], p. 2.
 92. Id. The danger to the reinsurer is that, if the reinsured does not substantially participate in

 the risk, "adverse selection" may result in only the most hazardous and least desirable risks being ceded
 to the reinsurer. See discussion, supra beginning at note 25.

 93. Insurance Co. ofN. Am. v. Hibernian Ins. Co., 140 U.S. 565, 573 (1891) (absent a stipulation
 in the policy or evidence of industry custom or usage, "there can be no doubt that the original insurer

 may protect himself to the whole extent of his liability.").
 94. See generally Staring, supra note 6, ? 14:4[3], at 13-15.
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 In Fortress Reinsurance Co., Inc. v. Jefferson Insurance Co. of New York,95 the district
 court for the Eastern District of North Carolina held that construction of a retention

 warranty in a facultative certificate "raises different policy considerations and legal

 principles" from those applicable to treaty agreements.96 In a facultative certificate,
 the court concluded, compliance with a retention warranty is a condition precedent
 to recovery under the certificate.97

 In Fortress the reinsurance certificate provided that the reinsured "warrants to
 retain for its own account the amount of liability specified in Item 3 unless otherwise

 provided herein."98 The underlying policy began above a deductible of $25,000
 and had a limit of $500,000. The reinsurer agreed to reinsure the risk for amounts
 in excess of $25,000 up to $ 300,000. Pursuant to Item 3 in the retention warranty,

 the reinsured agreed to remain liable on the underlying policy from $300,000 to
 $500,000. Notwithstanding this agreement, the reinsured retained liability only
 on the first $75,000 excess of $300,000. The reinsured ceded the remaining
 $125,000 to another reinsurer under a previously negotiated reinsurance treaty.

 When a loss of $200,000 arose, the facultative reinsurer denied coverage, claiming
 the reinsured had breached the Retention Warranty.99

 The court stated that the retention warranty embodies tenets lying "at the heart

 of the reinsurance law and finance. The greater a reinsured company's stake in
 the outcome of litigation, or a claim based upon the original policy, the more
 attentive that company will be to the investigation of the claim and minimization
 of the claimant's recovery."100

 The reinsured argued that some courts had required treaty reinsurers to indemnify
 their reinsureds even if the retention warranty had been breached.101 A treaty may

 require indemnity from the treaty reinsurer when the warranty is breached, although
 the treaty reinsurer may be entitled to discount its payment by the sum the reinsured

 "improperly ceded."102 The court distinguished treaty reinsurance cases, holding
 that "the reinsurance policy presently before the court raises different policy consid

 erations and legal principles [from treaty reinsurance cases], thus dictating a distinct
 remedy."103

 95. 465 F. Supp. 333 (E D. N.C. 1978), affd, 628 F.2d 860 (4th Cir. 1980).
 96. 465 F. Supp. at 3 39.
 97. Id.
 98. Id. at 3 35 &n.l.
 99. Id. at 3 35-36. The reinsurer also denied coverage based on the reinsured's late notice, which

 the court held provided an additional ground for denying recovery under the certificate. Id. at 3 37-38.
 100. Id. at 3 39.
 101. Id. at 3 38.

 102. See, e.g., Northwestern Mutual Fire Ass'n v. Union Mutual Fire Ins. Co., 144 F.2d 274 (9th
 Cir. 1944). In Northwestern Mutual, the reinsurance treaty provided that if the reinsured ceded to the
 reinsurer an amount in excess of the stated retention the reinsurer would indemnify the reinsured,
 subject to an adjustment equal to the difference between the stated retention and the amount actually
 retained. 144 F.2d at 276. The court found the reinsured had breached the warranty by reinsuring
 $18,000 of the stated $50,000 retention, albeit with another reinsurer. Id. The court required the
 treaty reinsurer to indemnify only to the extent of $32,000, representing the total liability of $50,000,
 less the $18,000 the reinsured wrongfully failed to retain. Id.

 103. 465 F. Supp. at 3 39.
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 The court observed that reinsurance treaties are contracts "for" insurance, while

 facultative certificates are contracts "of insurance, and the two "are not synony
 mous."104 A treaty is a "bilateral contract containing mutual covenants which
 codify the ongoing process of one company's transfer of risk to another."105 In a

 facultative reinsurance agreement, by contrast, breach of the warranty "drastically
 alters the contractual and financial responsibilities of the parties, thereby undermin
 ing the basis upon which their particular reinsurance contract was struck."106 Non
 compliance with the retention warranty in a facultative certificate significantly
 lessened the reinsured's risk and concomitantly increased the risk to the reinsurer.

 The court held compliance with the retention warranty in a facultative certificate

 is a condition precedent, and breach of the warranty is material, relieving the
 reinsurer of its liability under the certificate.107 The Fourth Circuit Court of Appeals
 affirmed and adopted the district court opinion.108

 Fortress is consonant with the weight of authority, which agrees fulfillment
 of all warranties in a facultative certificate is a condition precedent to recovery.109
 Compared to warranties, however, conditions in facultative policies?such as
 Notice and Cooperation clauses?have received less uniform treatment.110 As
 discussed in section II of this article, the commercial underpinnings of the con
 tract at issue are often the surest guide to the materiality of a facultative reinsur

 104. Id. at 3 36, 3 38 (citing Security Mutual Casualty Co. v. Century Casualty Co., 531 F.2d 974,
 977 (10th Cir. 1976) (holding notice of loss provision in treaty was not a condition precedent); Pioneer
 Life Ins. Co. v. Alliance Life Ins. Co., 30 N.E.2d 66, 72 (111. 1940)).

 105. Id. at 3 36. Before labeling a treaty arrangement "bilateral," it may be important to distinguish
 between treaties that operate as standing offers and those that automatically grant cover. See butler
 & Merkin, supra note 10, at A.3.2.-08 (suggesting the latter may not constitute bilateral contracts).

 106. 465F.Supp.at 3 39; seealso Clark, supra note l,at 118 ("facultative underwriters are unwilling
 to provide reinsurance without a reasonable first loss or share participation on the part of the ceding
 company").

 107. Id. at 3 38; accord TOBIN, supra note 72, at 435 (though cautioning that, ideally, the retention
 clause should specify the consequences of a breach).

 108. 628 F.2d 860 (4th Cir. 1980). In Stonewall Ins. Co. v. Fortress Reinsurance Co., 350 S.E.2d
 131 (N.C. App. 1986), the North Carolina Court of Appeals agreed compliance with the retention

 warranty is a condition precedent to the reinsurer's duty to indemnify. 350 S.E.2d at 135. In Stonewall
 the reinsured ceded most of its stated retention under an alleged "treaty" and argued that, because
 premiums charged for treaty reinsurance will increase in relation to losses incurred "such that the
 reinsured will ultimately pay in full any losses," the sums reinsured through treaty reinsurance should
 be deemed "an amount retained" for its own account. 350 S.E. 2d at 134. The court held the alleged
 "treaty" in fact bore the indicia of a facultative cession and, moreover, the retention warranty forbade
 cession of amounts within the retention "in any fashion." Id , cf. Calvert Ins. Co. v. Yosemite Inc.
 Co., 573 F. Supp. 27, 29 (E.D. N.C. 1983) ("follow the liability" clause did not require reinsurer to
 indemnify below amount stated in retention provision).

 109. In Fortress the court held that warranties generally make a condition precedent of an insured's
 promise. 465 F. Supp. at 3 39; accord tobin, supra note 72, at 434 (explaining that breach of any
 warranty in a facultative certificate "in and of itself is sufficient to void the contract"); staring, supra
 note 6, at ? 14:4[3], p. 14 ("A breach of warranty represents what has been agreed, in effect, to be
 a material increase in the risk").

 110. Compare Unigard Security Ins. Co. v. North River Ins. Co., 594 N.Y.S.2d 290 (N.Y. 1992)
 (reinsurer must prove breach of the notice provision resulted in prejudice) with Liberty Mutual Ins.
 Co. v. Gibbs, 773 F.2d 15, 17-19 (1st Cir. 1985) (both cooperation and notice clauses in reinsurance
 contract are conditions precedent).
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 ance provision.111 In Fortress, the court recognized the retention warranty went
 to "the heart of reinsurance law and finance," and looked to the "parties' intent
 (as ascertained from the circumstances of the case), nature of the contract and

 relation of the parties)."112
 Again, as the district court in Fortress observed, the ability to predict the law is

 hampered by the "nearly nonexistent" case law.113 This is particularly true when
 an issue arises on which the contract is silent.

 C. Relevance of Industry Custom and Usage When the Contract Is Silent

 Reinsurance agreements customarily include one or both of the following clauses:
 (1) the "following form" clause, which restates the common law that the rein

 surer is liable for the original "insurance" risks of the reinsured,114 and;
 (2) the "follow the settlements" clause, which makes the reinsurer liable for

 certain "commercial" risks of the reinsured.115

 As a matter of law, the reinsurer assumes the "insurance" risks that an insured

 event will occur, and that it will be required to pay under an insurance contract.
 These are the risks reinsurers traditionally have assumed, as embodied in the standard

 "following form" clause.116
 The reinsurer may also agree to cover the reinsured's "commercial" risks,

 which arise from the reinsured's adjustment and settlement of claims.117 This
 obligation is manifested by the standard "follow the settlements" clause, which
 usually provides: "[a]ll claims involving this reinsurance, when settled by the
 company, shall be binding on the reinsurer."118 The "follow the settlements"

 111. See Compagnie de Reassurance, 57 F.3d at 77 ("The best approach" to reinsurance contract
 interpretation "lies in the realities of industry practice.").

 112. Id. at 3 38-39.

 1 13. 465 F. Supp. at 3 39.
 114. See Bellefonte Reinsurance Co. v. Aetna Cas. & Sur. Co., 903 F.2d 910, 912 (2d Cir. 1990).
 115. See Staring, supra note 6, ? 18:1, at 4.
 116. Id.

 117. See Aetna, 882 F. Supp. 1328, 1346 n.9. These may be distinguished from the underwriting
 risks of the reinsured, which can be viewed as those occurrences, such as accidents covered by the
 direct policy, over which the reinsured has no control. See Gerathewohl, supra note 24, at 476.
 The traditional "follow the fortunes" clause incorporated many of the principles embodied in the
 "follow the setdements" clause. See id.

 118. See, e.g., American Ins. Co. v. North Am. Co. for Property & Casualty Ins., 697 F.2d 79,
 81 (2d Cir. 1982). The "follow the setdements" clause played an important role in apportioning liability
 in the Dalkon Shield toxic shock syndrome insurance litigation. In Bellefonte Reinsurance Co. v. Aetna

 Casualty & Surety Co., 903 F.2d 910 (2d Cir. 1990), Aetna agreed to setdement with its insureds
 providing for defense expenses, in addition to policy limits. The settlement exhausted the limits of the
 facultative certificates, and the facultative reinsurers declined Aetna's claim for defense expenses in excess

 of the limits. 903 F.2d at 911. The court held the clause, "claims involving this reinsurance, when
 settled by the Company, shall be binding on the Reinsurer," coexisted with, and did not supplant, the
 certificates' liability cap. Id. at 913. To construe the "follow the setdements" clause to allow payments
 in excess of the liability cap would be to read the liability cap out of the certificates. Id. Bellefonte arose
 from the same litigation that gave rise to the dispute in Aetna Casualty & Surety Co. v. Home Ins.
 Co., 1995 WL 1 30575 (1995), discussed infra.
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 clause generally prevents reinsurers from "second guessing good faith settle
 ments" by reinsureds.119

 However, the "follow the settlements" clause cannot impose liability on the
 reinsurer for a settlement or payment made by the reinsured "beyond the scope
 of the policy insured against."120 In all cases, the reinsurer is entitled to raise issues
 of the scope of the reinsurance contract.121 The reinsurer's right to decline to pay
 for uninsured risks "is particularly important in facultative reinsurance where the
 reinsurer accepts only specific risks."122 If the reinsured pays in good faith under

 its policy, however, the "follow the settlements" clause usually requires the reinsurer
 to contribute to the extent provided in the reinsurance agreement.123

 Despite suggestions to the contrary in some authorities,124 a facultative reinsurer's
 duty to follow the settlements has been held to exist even in the absence of a
 "follow the settlements" or "follow the fortunes" clause. In Aetna Casualty and
 Surety Co. v. Home Insurance Co}15 the facultative reinsurance policy contained a
 "following form" clause, but no "follow the settlements" clause. Traditionally,
 the "following form" clause has been held to bind a reinsurer to settlement only
 if the claim is "plainly and unambiguously within the scope of coverage" provided
 by the underlying policy.126 In Aetna the reinsured agreed to a settlement with its

 119. See North River Ins. Co. v. CIGNA Reinsurance Co., 52 F.3d 1194, 1199 (3d Cir. 1995).
 120. Michigan Millers Mutual Ins. Co. v . North Am. Reinsurance Corp., 452 N.W.2d 841, 844

 (Mich. App. 1990).
 121. See State Auto Mutual Ins. Co. v. American Re-Insurance Co., 748 F. Supp. 556, 560-61

 (S.D. Ohio 1990) (reinsurer "agreed only to facultatively reinsure a separate and distinct policy, with
 a distinct risk"); Hiscox v. Outhwaite, [1991] 2 Lloyd's Rep. 524, 530 (Q.B. 1991). In Hiscox, a
 Lloyd's syndicate was denied reinsurance recovery for asbestos payments made pursuant to a joint
 defense agreement (the Wellington Agreement). Under the Wellington Agreement, insurance companies
 sought to lower defense costs by contributing to a joint fund under a formula based on the insureds'

 market share and the policy limits provided by the insurer. 2 Lloyd's Rep. at 527. As a party to the
 agreement, the reinsured agreed to pay some claims for which it was not legally liable under its policies.
 The court held the reinsurers were not liable for these payments, despite the "follow the settlements"
 clause. Id. at 530 The rule reinsurers are liable only for claims covered under the initial policy "is the
 only sure protection which the reinsurer has against being called upon to indemnify the reinsured
 against payments which were not legally due from him to the original insured, however reasonable
 and businesslike the payments may have been." Id.; but cf. North River Ins. Co. v. Philadelphia Reinsur
 ance Corp., 52 F.3d 1194 (3d Cir. 1995); Unigardlll, 4 F.3d at 1068, 1068-69 (reinsured may recover
 for liability payments made under Wellington Agreement even though agreement increased liability
 payments in exchange for reduced defense and administrative costs that inured chiefly to the reinsured's
 benefit).

 122. North River, 52 F.3d at 1207.

 12 3. Unigard I, 562 F. Supp. at 586 (citing Insurance Co. of N.Y. v. Associated Mfrs. Mut. Fire
 Ins. Co., 74 N.Y.S. 1038, 1039 (1st Dep't 1902), affd, 174 N.Y. 541 (1903)). This principle has
 antecedents at least as far back as Hastie v. DePeyster, 3 Cai.R. 190, 194 (N.Y. Sup. Ct. 1805)
 (reinsurance contract "obliges the reassured to act with good faith, but leaves him in all other respects
 to his own discretion and prudence in admitting or contesting the claim of the first insured.").

 124. See Golding, supra note 84, at 69; Hammesfahr & Wright, The Law of Reinsurance
 Claims 129-30 (1994); staring, supra note 6, ? 18:8, at 28. The foregoing authorities were cited,
 but not followed, in Aetna, 882 F. Supp. at 1347 n.12.

 125. 882 F. Supp. 1 328 (S.D.N.Y. 1995).
 126. Id. at 1345.
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 insured that encompassed all the insured's legal defense costs because, although it
 had intended the policy limits to cap defense costs, it concluded the applicable
 policies were so unclear that it would lose a coverage suit.127 The reinsured sought
 indemnity from its reinsurers for settlement payments, arguing that an extracontrac
 tual "follow the settlements" doctrine was inherent in the facultative policy, requir

 ing the reinsurers to contribute to settlement of a claim that even the reinsured
 doubted was fully justified under its own policies.128

 The reinsurers argued the "follow the settlements" doctrine did not apply to
 facultative, as opposed to treaty, reinsurance.129 The court recognized that some
 treatise authors had suggested the doctrine is inapplicable to facultative reinsurance,
 but also pointed to contrary authority.130

 The court held the absence of "follow the settlements" wording in the facultative

 policy was an immaterial omission.131 The industry custom, as the reinsured's expert
 stated, was that the doctrine "doesn't apply to [facultative] underwriting, but it
 still does apply to loss settlement."132 The court reasoned, "[i]t would be difficult
 to imagine how reinsurance transactions could function" in the absence of the
 "follow the settlements" guarantee.133 Thus, because the reinsured's decision to
 settle was based on a reasonable interpretation of the underlying policy, and was

 made in good faith in the course of a "businesslike investigation," the reinsurer
 was required to indemnify the reinsured under the facultative policy.134

 In Aetna the reinsurer failed to articulate why the facultative-treaty distinction

 was material in the context of the duty to "follow the settlements" and the particular
 reinsurance agreement at issue.135 The evidence of industry custom presented at
 trial indicated reinsurers customarily recognized the duty to' 'follow the settlements''

 within the commercial setting of the parties in that case.136

 127. Id. at 1 3 36-42. The insured was A.H. Robbins Company, Inc., manufacturer of the Dalkon
 Shield intrauterine birth control device. Id. at 13 31. The reinsured, Aetna Insurance Co., issued general

 liability policies to Robbins that initially excepted defense costs from the definition of "ultimate net
 loss." The ultimate net loss clause determined which costs were subject to the policy limit. Some of
 the policies had been amended to eliminate the defense cost exception in ultimate net loss, in an attempt
 to cover defense costs within policy limits, but none of the policies clearly stated that defense costs

 were encompassed by ultimate net loss and therefore subject to the policy limits. Id. at 1 3 34-36.
 128. Id. at 1344.
 129. Id. at 1347.

 130. Id. at 1348 (citing GERATHEWOHL, supra note 24, at 467) ("Contrary to views sometimes
 expressed in literature, the follow the fortunes principle applies to all forms of reinsurance and not just
 to reinsurance treaties.").

 131. Id. at 1348.
 132. Id. at 1349-50.
 133. Id. at 1 350.

 134. Id. The court approved of the methodical analysis conducted by former Judge John Shea on
 behalf of Aetna, which Aetna relied upon in agreeing to the settlement with Robins. Id.

 135. Id. at 1348.
 136. Id. at 1349-50.
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 IV. CONCLUSION

 A cynic once remarked that reinsurance is "a mystery not worth the solving."
 But when the district court for the Southern District of New York expressly notes
 the dearth of law governing facultative reinsurance, and announces the "public
 interest" in providing guidance,137 it is time for a closer look.

 The place to begin looking for guidance is the setting in which the contract is
 made. The commercial setting of facultative reinsurance includes the facultative
 underwriter, whose interest is in reinsuring individual risks where loss is unusual,

 and the reinsured, who seeks to reinsure the exotic or hazardous risk. To protect

 against adverse selection, the reinsurer may include a retention warranty in the
 contract, and often will analyze the insured risks as closely as the reinsured. The
 "classic" method of facultative underwriting, however, has been augmented in
 recent years by hybrid arrangements, which incorporate attributes of both faculta
 tive and treaty arrangements.

 The commercial setting of facultative reinsurance suggests some points that may

 prove useful in construing facultative reinsurance contracts:

 (1) The "classic" mode of facultative underwriting has been augmented by novel
 forms, some of which no longer require the underwriter's individual review and

 analysis of risks prior to acceptance.138
 (2) Current modes of "facultative" underwriting contemplate the reinsurer will

 have the right to reject or cancel if a particular risk ultimately is deemed unaccept
 able.139

 (3) The practice of facultative underwriting, with its focus on the hazards of
 adverse selection, enhances the significance of clauses that address the distribution

 of risk between the parties.140
 (4) Because the facultative certificate pertains to an individual risk, breach of a

 warranty or condition in the certificate may have a greater effect on the distribution

 of risk than breach of a condition in a reinsurance treaty.141
 (5) There is no substitute for careful drafting. The "scant attention in published

 and unpublished decisions"142 leaves courts without clear guidance as to the extra
 contractual duties of the parties to a facultative reinsurance agreement.

 On one point, at least, a judicial trend is becoming evident. Evidence of industry

 custom usually is deemed relevant and admissible in construing the terms of a

 137. Aetna, 882 F. Supp. at 1 357. Aetna was decided by Bernard Newman, Senior Judge of the
 United States Court of International Trade, sitting as District Judge by designation.

 138. See Compagnie de Reassurance D'ile de France v. New England Reins. Corp., 57 F.3d 56,
 76-78 (1st Cir. 1995) and discussion beginning supra at note 63.

 139. See Compagnie, 57 F.3d at 78-79.
 140. See Fortress Reins. Co., Inc. v. Jefferson Ins. Co. of New York, 465 F. Supp. 3 3 3, 3 39 (E.D.

 N.C. 1978), affd, 628 F.2d 860 (4th Cir. 1980), and discussion supra beginning at note 95.
 141. See id.

 142. Aetna, 882 F. Supp. at 1 357.
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 facultative reinsurance agreement.143 As courts consistently recognize customs, some
 may acquire the force of a rule of law.144

 The litigation in one recent case, Compagnie de Reassurance D'ile de France v.
 New England Reinsurance Corp., has spanned more than eight years. Such litigation
 in many instances can be avoided through a better understanding by the parties

 to the agreement of the commercial practices and principles that are embodied in
 the facultative contract.

 143. See, e.g., Travellers Indemnity Co. v. Scor Reins. Co., 62 F.3d 74, 78 (2d Cir. 1995) (evidence
 of industry custom admissible to help construe ambiguous "notice of occurrence" clause); Aetna, 882
 F. Supp. at 1349-50 (admitting industry custom evidence as to "follow the settlements" duty); Affiliated
 FM Ins. Co. v. Constitution Reins. Corp., 626 N.E.2d 878, 881-82 (Mass. 1994) (remanding case
 for consideration of evidence of trade usage regarding coverage for reinsured's expenses in bringing
 declaratory judgment action); Unigard III, 4 F.3d at 1066 (suggesting courts should determine bad
 faith according to demands of the "reinsurance market"); Stonewall, 350 S.E.2d at 134 (facultative
 reinsurance "concerns a specialized area of insurance law; therefore, parol evidence as to the meaning
 of the term 'for its own account' was necessary to determine the usual and ordinary meaning of that
 term in the reinsurance industry."); cf. Insurance Co. of New Orleans v. Hibernia Ins. Co. of New

 Orleans, 140 U.S. 565, 573 (1891) (rejecting evidence of New Orleans custom where contract was
 made in Philadelphia).

 144. It appears that is the case with respect to retention warranties.
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