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Future

... We intend to keep in force our current reinsurance programme and, if the market is
available, to expand our protections”.

it appears that in April 1986 Syndicate 290 purchased a further time and distance policy (Ref:
86DP00110) for US $5,000,000 xs US $17,150,000. A copy of the cover note and SFA relating
to this policy appear at pages 12 to 24 of Exhibit "KER 4". The policy covered losses settied after
1st January 1986 and protected the 1983 and prior years of account. Thus, the 1982 and prior years
of account had protection of US $8,150,000 (see paragraph 26 above) and the 1983 and prior years
of account had protection of US $5,000,000, amounting to US $13,150,000 in total.

Year Ended 31/12/86

The Underwriter's Report contained the following statements:
"Reinsurance

We have in force a major reinsurance programme to protect us. This covers the whole
account protection and is backed up by specific reinsurance for the different classes. There
has been no major change in our protection. This programme is placed by major Lloyd's
Brokers with the largest proportion placed in the Lloyd's market. We are very careful with
Company security and will only accept first class companies.

The 1983 (and prior} Account has been protected by substantial aggregate Stop Loss cover
which now amounts to some $13,150,000; this is in addition to the reinsurance to close
shown in the Accounts. This reinsurance is placed with an overseas company which is
backed up by a security fund agreement with a major American bank.

Closed Year 1984 Account

In closing the 1984 account we are pleased to report a profit. The year was not marked by
any particular major loss and the claims settlements seemed to come mainly from large
numbers of smaller ciaims. This year was the last year before the substantial increases in
rates, as the effect of Hurricane Alicia in the United States had not really come through to
the market.

The performance of the reinsurance to close received by the closed year of account has
shown a deterioration on some years, and this we have taken into account in the closing of
this year.

Future

... 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 problem 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 ten years and we can but await future losses which we hope will be
contained within our reinsurance programme”.

There was no additional purchase or variation of subsisting time and distance policies during 1986,
nor prior to the determination (in early 1987) of the reinsurance to close the 1984 year of account.

it is nevertheless necessary to set out, in light of the above, certain events which took place in May
and June 1987.

On 15th May 1987, the Directors of GWL approved the accounts of Syndicate 290 for the year ended
31st December 1986. These accounts contained the statement that:

"The performance of the reinsurance to close received by the closed year of account has
shown a deterioration on some years”.

in June 1987, the two time and distance policies which protected Syndicate 290 were amended as
follows:
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Policy No 84MX01776: US $8,150,000

{a) The indemnity was increased to US $9,150,000 on payment of an additional premium of US
$350,000;

(b) The policy excess was increased by US $1,000,000 to US $10,000,000;

{c) Despite a deterioration on back years, claims paid in calendar years 1985 and 1986 were to

be ignored in the calculation of the excess point;
{d) The 1983, 1984 and 1985 years of account were added;
(e} Maturity of funds held in the SFA (which had originally been due to mature on 31st March

1991) was rescheduled as follows (although the policy itself still contained no limits on when
claims couid be made under the policy):

Amount Date

UsS $2m 15/5/91
US $2m 15/5/92
US $5.15m 15/5/93

it can be seen on page 28 of Exhibit "KER 5" that the lower diagonal of boxed double figures shows
settlements during 1985 and 1986 in respect of the 1982 and prior years of account amounting to
US $2,757,875. Thus, by the time the variation to the policy was effected on 26th June 1987, the
Syndicate had agreed to ignore (for the purposes of calculating the excess point) claims payments
amounting to at least US $4,748,237 or over half of the original excess.

Policy No: 86DP00110: US $5,000,000

(a) The indemnity was increased to US $13,000,000 on payment of an additionai premium of
US $3,815,000;

{b) The policy excess was increased by US $2,000,000 to US $19,150,000 (to refiect the
amendments to underlying policy 84MX01776 above);

(c) Claims of US $794,154 paid in calendar year 1986 were to be ignored in the calculation of
the excess point; two further years of account were added. (This is shown by the figure
appearing in respect of the 1983 year of account under the column headed "4" at page 28
of Exhibit "KER 5"); and

(d) Projected settlement of funds under the policy was rescheduled as follows:

Amount Date

UsS $3m 15/5/94
Us $3m 15/5/95
US $3m 15/5/96
US $1m 15/5/97
US $1m 15/5/98
US $2m 15/5/99

Copies of the relevant endorsements regarding the above amendments are at pages 14 and 15 of
Exhibit "KER 4".

It thus appears that the Directors of GWL were prepared, within one month of acknowledging that
the back years were deteriorating, in effect to ignore for the purpose of calculating the excess point
claims payments on a number of years of account in the amount of US $3,552,029 and to defer
collections further into the future.

A Note to the Accounts for the year ended 31st December 1986 provided further information about
the Syndicate’s time and distance programme:

"Reinsurance to Close

The Syndicate has two whole account aggregate reinsurance policies: in respect of 1982
account and prior for $8,150,000 excess of $9,000,000 and for 1983 account and prior for
$5,000,000 excess of $17,150,000. There are no timing restrictions regarding recoveries
on the 1982 policy; however the 1983 policy imposes an interest charge of 2% over the
Euro-Dollar 12 months deposit rate for any recoveries made prior to 31st December 1990.
It is not expected that there will be any recoveries prior to that date for the 1983 policy.
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The balance of indemnity not already reclaimed is recoverable in specified amounts on fixed
dates between 1991 and 1994. The policies are protected by security lodged with Bank of
America N.T. & S.A. London, England, with maturity/cover values equal to the amounts so
recoverable”.

Whilst it is correct to say that no timing restrictions were imposed on Policy No. 84MX01776 for the
1982 and prior years of account, we have ascertained that Pinnacle was reinsured by the
arrangements referred to in paragraph 73 below.

However, | note that Syndicate 290 was not expecting to make any recoveries on the policy for the
1983 and prior years of account before December 1990.

Year Ended 31/12/87

The Underwriter's Report referred to excess of loss (and not stop loss) reinsurances only, presumably
because detailed information about the time and distance programme was, for the first time, disclosed
in a Note to the Accounts as was required by the new Syndicate Accounting Bye-Law.

The Underwriter’'s Report contained the following statements:
"1985 Closed Year

The 1985 result disclosed an underwriting profit of £4,971,045, a significant improvement
over the 1984 account underwriting profit of £1,109,686.

Last year | gave a rather gloomy forecast for this year but the position improved over the last
12 months. Forecasting open years is one of the most difficult things to do regardliess of
Lloyd’s regulations, and one can only make a very rough estimate.

Old Years

In closing the account we have had to take note of a large number of new claims advised
on some of the old years on the US $ account, and we have felt it prudent to substantially
increase our reserves. This has produced a deficit on the US $§ account of $15,949,745
arising primarily in the years 1980-1984 from Casualty and Rig Business. To off-set any loss
to a Name we have purchased additional Stop Loss protection for $30,500,000 for a
premium of US $15,665,000. After reinsurance this has still left a Name with a good profit
on the 1985 pure account”.

The additional protection referred to above was obtained by the variations to policies referred to in
paragraph 35 above and a further variation of Policy No. 86DP00110.

By the further variation, in return for an additional premium of US $11,500,000, the indemnity was
increased by US $21,500,000. The whole of the increase in the indemnity was scheduled for
recovery not before 15th May 1996.

The benefit of £7,891,000 taken by the Syndicate in respect of time and distance policies in the year
in question appears material in the context of the profit reported by the Syndicate for that year of
account (£3,066,000).

The Notes to the Accounts for the year ended 31st December 1987 set out detailed information
relating to time and distance policies and this is to be found at page 18 of Exhibit "KER 3".

Year Ended 31/12/88

The Underwriter’'s Report referred to the excess of loss reinsurance arrangements (see paragraph 40
above) and also contained the following statements:

"1986 Closed Year

The year was free of any major loss and this has been refiected in a very good underwriting
profit. The 1986 underwriting profit of £12,159,978 was a significant improvement on the
1985 underwriting profit of £4,971,045.

Old Years

As a reinsurance Syndicate we are always in the hands of the original assured and we have
to suffer the problem of late loss advices. There seems no particular pattern to the notified
losses although we are seeing more evidence of Asbestosis claims. Despite the contention
of the Inland Revenue that last year’s reinsurance to close was too high we have again
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thought it prudent to increase old year reserves by buying a Stop Loss protection of
$16,500,000 at a cost of $8,200,000".

The protection purchased by this policy was not recoverable until 15th November 1996. A copy of
the cover note relating to Policy No. DA6151R00, together with the relevant SFA, is to be found at
pages 25 to 35 of Exhibit "KER 4". | have not seen any cash flow analysis that supports the deferred
recovery of this further substantial sum until 1996 at the earliest. In October 1989, the excess point
was increased to US $59,150,000 to reflect an adjustment to the underlying policy 86DP00110 (see
paragraph 49 below).

The Notes to the Accounts for the year ended 31st December 1988 provided further information
relating to the Syndicate’s time and distance programme and this is to be found at page 19 of Exhibit
"KER 3"

Year Ended 31/12/89

The Underwriter’'s Report stated that:
"1987 Closed Year

Last year | had to advise you of a potential 25% loss on this year owing to the large claims
being received on the UK windstorm loss in October 1987. Fortunately, the loss settlements
have died away and to close the year we are now able to give an accurate assessment of
the final position. It is nice to be able to advise you of good news in that, although we have
run out of reinsurance protection on this loss and even with an underwriting loss overall of
£2,789,285 on the pure year, we have been able to make a profit with the help of good
investments plus a break-even on the old years. This goes to prove the difficulty in
assessing a reinsurance account as one can easily over react, but | forecast on the bleak side
hoping we would be able to contain the loss in the long run.

Old Years

The old years are running off with no problems this year, but in anticipation of a loss for the
1987 account to close we have re-adjusted our existing aggregate stop loss protections to
produce an additional surplus and we have further purchased a sterling policy in the amount
of £7,000,000 at a cost of £4,218,000, thereby producing the underwriting result of
£3,250,649".

A further time and distance policy (Ref: DA6241R00) was purchased to pay £7,000,000 xs
£5,000,000 settled on or after 1st January 1991. This policy was referred to elsewhere in the
Underwriter's Report. A copy of the cover note and SFA relating to this policy is to be found at pages
36 to 45 of Exhibit "KER 4". In addition, on 18th October 1989 there was a further adjustment to
Policy No. 86DP00110 which increased the indemnity from US $34,500,000 to US $40,000,000
largely by deferring a substantial proportion of the recovery scheduled for 1996 until 1999 (see page
5 of Exhibit "KER 2").

The Notes to the Accounts for the year ended 31st December 1989 provided further information
relating to the Syndicate’s time and distance programme and this is set out at page 23 of Exhibit

“KER 3". What is not disclosed is that the new sterling policy referred to above was financed from
the proceeds of commutations of other policies which had largely been paid for in US dollars.

Year Ended 31/12/90
The Underwriter’'s Report stated that:
"1988 Closed Year

We are very pleased to be able to report that this year has closed with a good profit,
confirming our expectations of last year.

Old Years

The old years overall are running off with no major problems to report, other than a small
deterioration of 2.1775% of the reinsurance to close”.

The Notes to the Accounts provided further information relating to the Syndicate’s time and distance
programme and this is to be found at page 26 of Exhibit "KER 3" (but see paragraphs 56 to 69
below).




D.

52.

53.

IMPACT OF TIME AND DISTANCE POLICIES ON THE RESULTS OF SYNDICATE 290

An analysis of the impact of time and distance policies on the results of Syndicate 290 for the years
of account from 1981 to 1988 inclusive illustrates the impact which these policies had.

| have prepared the following table from the figures provided in the Syndicate accounts for the years
in question and from information provided by the Syndicate auditors. My analysis has been confirmed
by the Syndicate auditors:

Year of Syndicate Profit after T&D Benefit Cheque for
Account Capacity Personal taken £10,000 line
Expenses
£ £ £ £
1981 5,135,000 1,994,000 3,210,000 *3,800
1982 6.150,000 1,379,000 - 2,243
1983 8,135,000 988,000 1,351,000 1,214
1984 13,485,000 1,277,000 - 947
1985 25,295,000 3,066,000 7.891,000 1,212
1986 37.725,000 8,118,000 4,585,000 2,178
1987 48,165,000 4,412,000 5,766,000 916
1988 69,746,000 10,929,000 997,000 1,567

* Approximate restated profit per Syndicate auditors.

54,

55.

In light of the position set out in this table, it is the next stage in my investigation to review the
statements made in the Syndicate accounts referred to above. | am particularly concerned to
investigate the following:

whether the dates selected for the recoveries under the time and distance policies
were and continued to be realistic having regard to the likely ciaims payment pattern
of the business underwritten;

(1) (a)

(b) whether the effect of the selection and maintenance of dates far into the future for
large recoveries under time and distance policies inflated the profits of the Syndicate
which were then distributed to Names;

(c) whether the liquidity of the Syndicate to meet claims was impaired by the locking
up of funds per (a) and/or the distribution to Names of inflated profits per (b); or

(2) whether the time and distance programme was a proper attempt to ameliorate the cost to
Names of carrying conservative reserves.

Until my investigation has been completed it is not possible to reach any conclusion on the above.

In paragraph 15 above, | explained that the Inland Revenue requires that time and distance recoveries
be credited in full to the year of account being closed. The amount of that benefit is the difference
between the premium paid and the sum which will ultimately be recoverable. Using the figures in the
above tabie, | have calculated the profit commission charged to Names which could be regarded as
attributablie to profits generated from the use of time and distance policies:

£

1981 460,096
1983 228,594
1985 567,619
1986 1,337,497
1987 852,521
1988 228,400

3,674,727

However, it must be remembered when considering these figures that the Syndicate might otherwise
have generated increased investment earnings.
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E. COMMUTATION OF TIME AND DISTANCE POLICIES IN 1991

56.

57.

58.

58.

60.

61.

62.

63.

64.

The accumulation of claims in respect of market catastrophes in 1987, 1988, 1989 and 1990,
exacerbated by delays in securing reinsurance recoveries, had resulted in a heavv outflow of cash for
a number of Gooda Walker syndicates throughout 1990. By early March 1991, the vast majority of
syndicate investments had been liquidated, the Gooda Walker syndicates were substantially
overdrawn within the Lloyd’s American Trust Fund ("LATF") and the Board of GWL was under
considerable pressure from Lloyd’s to clear the LATF overdraft. Moreover, loan facilities had been
arranged with Citibank (for US $50,000,000) and National Westminster Bank (for £34,000,000) of
which drawings of US $50,000,000 and £5,000,000 were outstanding.

Because of the high level of claims and the slow rate of reinsurance recoveries, the Gooda Walker
syndicates were unable to repay their overdraft within the LATF from their own resources and the
alternatives considered appear to have been to make an immediate cash call or to raise funds
elsewhere. (Interim cash calls had already been made by Syndicates 298 for the 1988 and 1989
years of account and 290 for the 1989 year of account but the sums in question were not due from
Names until 17th July 1891 at the earliest). Furthermore cash was needed to pay out the profit
declared on the closure of Syndicate 290’s 1988 account.

From investigations to date | believe that the following events occurred. Mr Derek Walker held
discussions with Pinnacle in late March 1991 to enquire whether Pinnacle would agree to advance
funds to Syndicate 290 against the time and distance policies written by Pinnacle. Pinnacle’s
response appears to have been that they were not a bank and did not have uncommitted funds at
their disposal. It was agreed that the same resuit could be achieved through the immediate
commutation of 6 time and distance policies. At the same time, the Syndicate may have agreed a
reinstatement of these policies with the premium (and surcharges) being payable in August 1991 from
the proceeds of cash calls and reinsurance recoveries. | have seen a note of a meeting with Mr S.
Lawrence, Managing Director of the London office of Pinnacle, in which he confirmed that the
arrangements to cancel and replace policies were put into effect in response to a request from Mr
Walker for assistance from Pinnacle.

With effect from 2nd April 1991, the following 6 time and distance policies placed on behalf of
Syndicate 290 were commuted, realising the sums of US $34,246,000 and £8,216,000:

Policy £ Uss
DA5852P00 1,779,000

DA6241R0O0 4,885,000

DA6444S00 1,552,000

DA5955P00 7,202,000
86DP00110 22,431,000
DA6094R0O0 4,613,000

£8,216,000 US $34,246,000

The above figures were confirmed in the list of time and distance policies to be found in Exhibit "KER
2",

Cheques dated 2nd April 1991 were provided to GWL by C.E. Heath Insurance Broking Limited on
that date. (Copies of these cheques are to be found at page 46 of Exhibit "KER 4"). | believe these
funds were used to reduce the Syndicate’s sterling overdraft with National Westminster Bank and its
overdraft within the LATF but this is a matter still under investigation.

I now refer to the accounts of Syndicate 290 for the year ended 31st December 1990 (see pages 24
to 27 of Exhibit "KER 3"). These were approved by the Board of GWL and dated 22nd May 1991.

Although the commutation of two policies (DA5852P00 for £1,779,000 and DA5955P00 for US
$7,202,000) was disclosed in Note 4 to the Accounts, the commutation of the remaining 4 time and
distance policies referred to in paragraph 59 was not disclosed. The Syndicate auditors have
confirmed to me that they were unaware in May 1991 that the 4 policies had been cancelled.

By a letter dated 22nd May 1991 addressed to the Syndicate auditors, a copy of which is to be found

at pages 47 to 51 of Exhibit "KER 4", Mr D.R. Jewell (a director of GWL} and Mr Walker made the
following statements to the Syndicate auditors:

11
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"We confirm to the best of our knowledge and belief the following representations given to
you in connection with your audit of the Syndicate accounts for the year ended 31st
December 1990.

In order to confirm these representations, we have made the appropriate enquiries of the
active underwriter and his staff, and other directors and officials of this Agency and other
Agencies whose Names participate on this Syndicate.

We acknowledge as directors our responsibility for the accounts”.
Paragraph 1 confirmed that:

"all underwriting and accounting records have been made available to you ... all the
transactions ... have been properly reflected in the underwriting and accounting records”.

Paragraph 3 - Accruals of Reinsurance Recoveries - stated that:

~the net total of £23,364,167 relating to the 1988 and previous years of account represents
the total of all material accruals of reinsurance recoveries known to be recoverable in respect
of 1988 and previous years of account at the balance sheet date”.

Paragraph 7 (Contingent Liabilities) stated that:

"any contingent liabilities affecting the Syndicate at the balance sheet date in relation to the
1988 and previous years of account have been taken into account in calculating the
reinsurance to close”.

~We further confirm that there are no contingent liabilities affecting open years and closing
year at the balance sheet date which need to be reported to Names".

Paragraph 9 (Reinsurance - Special Contracts) repeated in exact terms Note 4 to the Accounts, to be
found at page 26 of Exhibit "KER 3"

The Syndicate auditors have advised me that they inspected a number of time and distance policy
documents prior to the completion of their audit. They further state that they were shown the
original policy documents of the 4 policies which had in fact been commuted on 2nd April 1991.

Syndicate 290’s accounts for the year ended 31st December 1990 were dated 22nd May 1991, at
which time the policies which had been used to raise money in April no longer existed and the
underlying securities had been released from the SFA’s and sold by Pinnacle. It has also been
confirmed to me by Pinnacle that it was agreed between GWL and Pinnacle that upon receipt of funds
from the June cash calls, the 4 policies would be reinstated. | do not as yet know whether the
agreement to reinstate the policies was a gentlemen’s agreement or a binding contract, although !
have seen evidence in Pinnacle’s files that forward purchases of securities had been made by Pinnacie
for the purpose of reinstating the SFA’s in August 1991.

Although we have identified cover notes dated 21st May 1991 which in three cases appear to provide
to Syndicate 290 the same cover as was provided by the relevant commuted policies, the schedule
at "KER 2" provided by Heath gives the inception dates as 5th August 1991 and this was the day
on which the premium was due. A fourth cover note in respect of Policy No. DA6094R00 provided
a US $1m increase in indemnity. The reinstatement of the 4 policies gave rise to surcharges of us
$3,302,000 and £723,000, all of which were charged to the 1989 open year. The "reinstatement”
premiums (that is, the premiums to match the commutation value in April 1991) were debited to the
same years of account as the original policies. An assessment of these transactions in terms of
Syndicate profitability is set out in paragraph 68 below. Copies of these cover notes are to be found
at pages 52 to 60 of Exhibit "KER 4". If cover note KX6079T00 is taken as an example, this appears
to replace commuted contract 86DP00110. However, the SFA backing the policy became effective
on 5th August 1991 and it was only then that the policy had any substance.

From the above | need to investigate whether the results of the 1988 account of Syndicate 290 have
been overstated in either of the following ways:

Either:
a) The surcharge for the 2 reinstated policies relating to the 1988 and prior years of account

(which was charged to the 1989 account) should been charged to and have formed part of
the reinsurance to close the 1988 account ie.

12
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Policy No. 86DP00110 $2,022,000 or £1,058,639

Policy No. DA6241R00 f 542,000
Total sterling equivalent £1,600,639
or: T
b) That since the policies had been commuted, the accounts should have taken credit for the

proceeds of the commutations and not the full indemnity value of the policies {the treatment
which was followed in the case of policies DA5852P00 and DA5955P00).

Full Commutation

Indemnity Amount Amount
Policy No. 86DP00100 $40,000,000 $22,431,000
Policy No. DA6241R00 £ 7,000,000 f 4,885,000
Profit Overstatement: $17,569,000 + £ 2,115,000
Total Sterling Equivalent £11,313,429

The above figures will need to be reviewed by the Syndicate auditors to assess the impact of the
additional information now available.

INTER-SYNDICATE TRANSACTIONS AND TIMING RISK REINSURANCES

Our examination of the files of Pinnacle has revealed that policies placed with them are written in
various formats: some have the appearance of conventional excess of loss contracts whereas others
are clearly time and distance policies and provide for a fixed sum to be paid at some future date, with
or without a timing risk.

Where a policy provides for the payment of a fixed sum at a future date, the reinsured carries the risk
that its settlements will run at a faster level than it has forecast, leaving it to obtain cash from
alternative sources to fund the claims settlement pending the recoveries.

Pinnacle have informed us that they do not as a matter of practice retain and will not normally accept
any timing risk and accordingly all such timing risks are reinsured with third parties before Pinnacle
will agree to be bound on the underlying time and distance contract.

As noted in paragraph 38 above, there was no timing restriction imposed on Policy No. 84MX01776
but Pinnacle structured the arrangements as if they were to take no timing risk.

(a) They created an SFA for the securities with fixed maturity dates that were to cover the
indemnity under the policy, but

{b) They procured a reinsurance from Syndicate 727 at Lloyd’s for the timing risk. Syndicate
727 was in turn reinsured by another Lloyd’s syndicate not identified on the cover note. The
security was in fact Syndicate 164 (a syndicate also managed by GWL) which would
therefore have incurred at least part of any loss resulting from a claim being made on
Pinnacle in advance of the anticipated date.

As a result of the amendments referred to above, claims payments made in 1984, 1985 and 1986
were in fact ignored for the purpose of calculating the excess point.

On 11th July 1990, Hugh Robertson wrote to Heath advising that settlements on the poiicy for the
period 1st January 1987 to 31st December 1989 amounted to US $6,704,197 and he wrote again
on 26th March 1991 advising of settiements in 1990 of US $6,609,716. Copies of these two letters
are to be found at pages 79 and 80 of Exhibit "KER 4" respectively. In these letters the reference
to policy 875474 is the new reference for policy 84MX01776. The policy excess was amended to
US $10,000,000 effective 26th June 1987. Thus, at 31st December 1990 the total settlements
were US $13,313,913 which entitied the syndicate to make a recovery under the policy of US
$3,313,913. However, as can be seen from his letter of 26th March 19381, Mr Robertson limited his
request for recovery to US $2,000,000, thus matching the maturity of the securities in the SFA rather
than operating the contract in accordance with strict policy terms. It should also be noted that the
above figures were in addition to claims payments of US $4,748,237 which had previously been left
out of account for the purposes of calculating the policy excess point. Therefore but for the foregoing
the claim Syndicate 290 would have been entitled to make under the policy at 31st December 1990
was US $8,062,150.
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| am still investigating operation of this reinsurance underwritten by Syndicate 164. We have been
advised by Mr Hugh Robertson that Syndicate 164 has been carrying an outstanding claims reserve
for some years. Indeed, it has purchased specific time and distance reinsurance from Pinnacle in
respect of this anticipated claim. | also draw attention to the pencil note at the foot of the letter from
Mr Robertson to Heath on 11th July 1990 a copy of which is to be found at page 79 of Exhibit "KER
4",

G. SYNDICATE LOANS AND FURTHER COMMUTATION OF TIME AND DISTANCE POLICIES IN JUNE 1991

77.

78.

79.

80.

81.

82.

| have referred above to the severe cash flow problems experienced by the Gooda Walker syndicates
throughout 1990 and to the loans which were obtained from both Citibank and National Westminster
Bank in order to alleviate these problems.

A loan of US $20,000,000 was advanced by Citibank to Syndicate 298. It appears that in June
1991, Syndicate 298 lacked the cash resources to meet the scheduled repayment of this loan and
Citibank had made it clear that it was not prepared to consider any extension to the repayment date.

As with the repayment of the overdraft in April 1991 {see paragraphs 56 to €9 above), 4 further time
and distance policies were commuted in order to put the syndicates in funds. On this occasion,
however, a different route was adopted. Syndicates 290 and 164 "agreed” to release to Pinnacle
the securities held within the SFA’s which were supporting certain time and distance policies.
Syndicate 295 "agreed” to release Citibank from its obligation to provide letters of credit in respect
of a time and distance policy held by it. Pinnacie then deposited the securities with Citibank as
security for a loan to Pinnacle of US $20,561,000. On 27th June 1991 Pinnacle paid US
$15,426,000 to a Syndicate 298 "loan demand account” at Citibank and on 28th June Pinnacle paid
US $5,135,000 to the LATF account of Syndicate 164. A transfer of US $5,007,000 was made on
28th June 1991 from the LATF account of Syndicate 164 into the Gooda Walker syndicates LATF
pool account. On the same day, a transfer of US $4,704,428.91 was made from Syndicate 298's
LATF account with Citibank to the loan demand account with Citibank, London. The combination of
US $15,426,000 and US $4,704,428.91 cleared the balance of Syndicate 298's loan demand
account.

On 28th July 1991, Syndicates 290, 295 and 164 reinstated the 4 time and distance policies by the
payment of US $21,013,000. In the case of Syndicate 290 and 164, the reinstated policies provided
for additional premiums apparently in respect of the financing and administrative costs of the
commutation and reinstatement of the 4 policies. Such costs in respect of the Syndicate 295 policy
appear to have been "loaded” on to those for Syndicate 290. Mr Robertson has advised me and |
believe that there was no charge to Syndicate 295 because its active underwriter, Mr E. Ryan,
objected.

The overall effect of this transaction appears to be as follows:

(a) Syndicates 290, 295 and 164 commuted time and distance policies and allowed at least
some US $15,000,000 of the proceeds to be paid to Citibank to clear an overdraft of US
$20,000,000 advanced to Syndicate 298 on a loan demand account; and

{b) Syndicate 298 therefore cleared its indebtedness with Citibank using the funds of Syndicates
290, 295 and 164;

{c) For a period of one month, Syndicates 290, 295 and 164 ceased to have the benefit of
secured time and distance policies with Pinnacle.

Furthermore, adjustments will be required to ensure that Syndicate 298 reimburses Syndicates 290,
295 and 164 for the costs incurred by these syndicates in respect of the above transaction.

Sworn this 31st day of March 1992

at 2 Sergeant’s Inn, Fleet Street,
London, EC4Y 1LL K. RANDALL

Before me,

P.J. WESTWOOD

A Solicitor
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SYNDICATE 290 CASH FLOW

AIM OF THE EXERCISE

The aim of the exercise is to take the assets and liabilities in the balance sheet for years of
account 1988 and prior and convert them into a future stream of income and outgo. The

cash flows are based on the position at 31 Dccember 1990 and are calculated on two bases.
Basis A

This takes the assets and liabilities actually held in the accounts at 31 December 1990 for

1988 and prior underwriting years.

Basis B

This takes the liabilities at 31 December 1991 and backdates them to 31 December 1990 by
adding on the paid in 1991. Because the estimates of outstanding claims have increased the
liabilities exceed the assets held at 31 December 1990, consequently it was assumed that no
profit commission or profit would have been paid, and a notional cash call would have been

made to bring the assets to the level of the liabilities.

Basis C

This has the liability cash flows used in Basis B compared with the actual assets held at 31

December 1990 for 1988 and prior underwriting years.

It should be noted that any estimated cash flow is based on several assumptions and is
merely an estimate. The results are heavily dependent on the estimates of future liabilities,
and if these estimates prove to be incorrect, this will be reflected in the cash flows. We have

not made an independent assessment of the level of these future liabilities.
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DATA

The detailed cash flows arc based on the lollowing data:

Report and Accounts as at 12/90 and 12/91.

A split of the 12/91 net reserves by year of account and by class of business in

the case of IBNR

Details of net paid to date in 1991. and net outstanding claims by audit code and

year of account

For 31/12/90, details of IBNR by audit code.

Development triangles of nct paid claims at the Whole Account level

Allocation of claims

In the allocation of claims, short tail claims are those from audit codes CF, F, H, K,

P, R and 80% of code Z. Long tail claims have been calculated as the remainder.

Within the short tail claims category Hurricane Alicia and event 87J (the 1987 October
Storm) were separately identified, net and gross of reinsurance. Asbestos and pollution

claims nect of reinsurance were separately identified in the long tail claims class.

Where the data was split by currency, the exchange rates at 31 December 1990 were
used ie:

US§ 1.93 = £1.00

Can § 2.24 = £1.00
Details of the assets as at 31/12/90 rclating to 1988 and prior were supplied by

Littlejohn Fraser.

Projected recoveries from Time and Distance policies were supplied by management.

to
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IBNR

The IBNR as at 31/12/91 was established by management on a different basis to that on
31/12/90. In carrying out the cash tlow estimates it was necessary to allocate the split of
IBNR between the classes of claim on a historically consistent basis at each year end. Short
tail is assumed to be the catastrophe IBNR only, with long tail as the remainder. The
provision for future reinsurance failure was allocated on a proportional basis.

ASSETS

The assets relating to 1988 and prior years of account were split into cash type assets and

reinsurance accruals. Accruals were assumed to decrease over several years.

METHOD OF ESTIMATING CASH FLOW

After discussion with management, the following methods and assumptions were adopted.

Long tail excluding asbestos and pollution

A pattern of settlement of claims was derived by looking at past settlement of claims and

industry data. This was adjusted for recent experience.

Short tail excluding catastrophes.

As there is very little experience to base a settlement pattern on, the length of tail was

assumed to be 4-5 years with payments decreasing with time.
Short tail catastrophes
The payments for Alicia are assumed to run off at a steady rate over the next 8-9 years with

no payments in 1991 or 1992 as this event is not expected to exceed the reinsurance

available before then.
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87J, on the other hand. because of the improvement in claims settlement procedures has

been assumed to tail off more quickly.

Asbestos and Pollution

It is very difficult to project settlement patterns for this type of claim due to the uncertainty
in the claims process and the various market initiatives - CCR and ACF - which have
distorted the natural progression, indeed further developments such as case consolidation
could lead to highly unpredictable patterns. The main cash {low is based on an increasing
settlement each year until 1999 for asbestos and 1995 for pollution and a steady fall

thereafter.

RESULTS

The resulting outwards cash flows trom claims are compared with the cash available at
31.12.90, the projected cash collections in respect of the balance of reinsurance accruals in
each calendar year and recoverics from time and distance policies. Interest on cash is
assumed at 7.16% per annum and on overdrafts at 10.16% per annum - these were

approximate rates in the US at 12/90.

The exercise highlighted the sensitivity of the cash balances to changes in the tail
assumptions. This is to be expected, but the effect is exacerbated by the fixed nature of the
Time and Distance policies. As the account progresses it will be possible to reassess the
estimated cash flows based on the actual cash (lows. The results shown are from a "one-off"
exercise and we recommend that they are updated regularly to allow for actual experience.
In particular as this is to form part of a rcport to be published next year, it may be advisable

to update the work done to include the actual 1992 figures.
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AGGREGATE STOP 1OSS as at 31/12/87 27/04/88

To show that the policy retention of US$10,000,000 will not be erroded
ahead of the Outstanding Claims Advance dates fixed in the schedule, a
triangulation of the Syndicate’s paid loss ratios has been created from the
Auditors Examination sheets from which has been calculated the average
settlement (expressed as a percentage of premium incame) for each year following
its close. For the purposes of this exercise it has been assumed that only the
US dollar account will affect the possible incursions into the aggregate stop
loss protections.

Attachment "A" shows the paid loss ratio triangulation for the US dollar
account, and the aggregate of the percentages for each year of account between
the stepped lines applied to the premium incame for the year of account in
question appears in column (b) of attachment "B". The total of colum (b) is
the projected settlement for US dollars for years 1988/89/90 inclusive which
shows that $4,140,053 could have been expended of the $10,000,000 retention
prior to the first Outstanding Claims Advance of $2,000,000 becaming payable on
15th May 1991. Colum (c) of attachment “B" adds a further year of extrapolated

sttlements as does colums (d) and (e) in order to show that the repayment
schedule of the policy is well in advance of the Syndicates possible
expenditure. The current projections suggest that the aggregate retention of
US$10,000,000 will not be breached before the end of 1993.

Fram this exercise it can be seen that the policy retention of
US$10,000,000 may not be breached until the end of 1993 which is well after
the first repayment date in May 1991. Quod erat demonstrandum.
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EXTRACT FROM CRO MEMORANDUM DATED 3/12/92

T0: Hugh Robertson
FROM: Angus Scrimgeour
RE: Information Schedules

As agreed at our meeting on Monday, | am writing to confirm that | would like you
to take responsibility for assembling the following information:

2. Information relating to Time and Distance Policies:

| expressed to you my concern about the delays being experienced by RISL
in producing their report on Time and Distance policies; | have no doubt that
you will personally be frustrated by this as well.

| understand from RISL that the delay has been caused in part by their
inability to identify and review all the relevant information.

The best way of resolving this is for you to produce a complete list of
inward and outward policies (including intra GW Syndicate policies and time
risk reinsurance) indicating the policy/reference numbers, amounts, security,
counter parties, and commutations. Please could you also identify where
the files/individual documents are held.

Hopefully this will satisfy RISL and help to put this issue to rest.




EXTRACT FROM MR ROBERTSON’S UNDATED REPLY

A. SCRIMGEOUR TASK from memorandum 3/12/92

2/. Information relating to Time and Distance Policies

Policy DA5896P00 attached - note mismatch of enclosures - copies taken -
previous documents last seen with NBR

Details of all T&D policies are with RISL - they went to Bermuda and obtained all
that was available - a lot of their missing detail relates to reinsurances effected
with Syndicates not within the GW organisation.




RATE OF RETURN

Syndicate 387 - Policy 87004

Transaction Type Date Policy Rate (%) Market Rate (%)
Inception 19/01/87 7.22 10.77
Amendment 1 06/01/88 7.73 8.03
Amendment 2 31/12/88 10.24 11.75
Amendment 3 25/10/89 11.46 12.64
Amendment 4 29/12/89 12.48 14.38
Amendment 5 31/12/90 9.25 12.33
1. Policy Rate represents the compound interest rate from policy inception (or

amendment) to maturity.

2. Market Rate represents the compound interest rate achieved on securities purchased
by Pinnacle in the open market.

Syndicate 290 - Policy 86023

Transaction Type Date Policy Rate (%) Market Rate (%)
Inception 29/04/86 7.89 9.29
Amendment 1 26/06/87 6.72 8.85
Amendment 2 28/03/88 7.99 8.89
Amendment 3 15/09/89 7.27 8.29

Policy return on 02/04/91 4.88 8.54
cancellation

1. Policy Rate represents the compound interest rate from policy inception (or

amendment) to maturity.

2. Market Rate represents the compound interest rate achieved on securities purchased
by Pinnacle in the open market.
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PROPORTION OF GROSS RESERVES REPRESENTED BY

TIME AND DISTANCE POLICIES

Syndicate 164

T&D

Year Closing Gross T&D % of
End Year Reserves Content RITC Gross

£ £ £ Reserves
31/12/82 1980 9,259,260 3,703,704 5,555,556 40.0
31/12/83 1981 9,294,455 4,137,931 5,156,524 4.5
31/12/84 1982 10,784,002 5,172,414 5,611,588 48.0
31/12/85 1983 12,807,989 9,137,931 3,670,058 71.3
31/12/86 1984 17,112,344 | 10,304,054 6,808,290 60.2
31/12/87 1985 14,295,150 7,130,655 7,164,495 49.9
31/12/88 1986 16,836,691 6,245,153 | 10,591,538 37.1
31/12/89 | 1986 open year | *15,273,720 6,050,868 9,222,852 39.6
31/12/90 | 1986 open year | *12,596,690 4,792,746 7,803,944 38.0
31/12/91 1986 open year | *25,075,007 4,946,524 | 20,128,483 19.7
31/12/91 1989 open year | *29,615,173 804,812 | 28,810,361 2.7
Notes

1.

given.

Amount retained to meet all known and unknown outstanding liabilities.

"T&D Content" represents recoveries due under relevant policies in force at the dates




PROPORTION OF GROSS RESERVES REPRESENTED BY

TIME AND DISTANCE POLICIES

Syndicate 290

T&D

Year Closing Gross T&D % of
End Year Reserves Content RITC Gross

£ £ £ Reserves
31/12/83 1981 11,831,687 5,620,690 6,210,997 47.5
31/12/84 1982 17,808,756 7,025,862 | 10,782,894 39.5
31/12/85 1983 19,357,471 9,068,965 | 10,288,506 46.8
31/12/86 1984 25,423,077 8,885,135 | 16,537,942 34.9
31/12/87 1985 39,309,990 | 24,400,031 | 14,909,959 62.1
31/12/88 1986 53,057,401 | 33,232,044 | 19,825,357 62.6
31/12/89 1987 87,327,041 | 47,776,398 [ 39,550,643 54.7
31/12/90 1988 81,810,690 | 41,015,544 | 40,795,146 50.1
31/12/91 | 1989 open year | *174,958,955 | 44,245,990 | 130,712,965 25.3
Notes

1.

"T&D Content" represents recoveries due under relevant policies in force at the dates

given.

Amount retained to meet all known and unknown outstanding liabilities.




PROPORTION OF GROSS RESERVES REPRESENTED BY

TIME AND DISTANCE POLICIES

Syndicate 295

T&D
Year Closing Gross T&D % of
End Year Reserves Content RITC Gross
£ £ £ Reserves
31/12/81 1979 11,428,381 4,736,842 6,691,539 41.4
31/12/82 1980 25,163,891 | 15,432,099 9,731,792 61.3
31/12/83 1981 25,627,325 | 17,241,379 8,385,946 67.3
31/12/84 1982 36,176,899 | 21,551,724 | 14,625,175 59.6
31/12/85 1983 25,027,871 | 17,586,207 7,441,664 70.3
31/12/86 1984 22,031,396 | 17,229,730 4,801,666 78.2
31/12/87 1985 16,281,145 | 13,031,915 3,249,230 80.0
31/12/88 1986 12,239,268 9,944,751 2,294,517 81.3
31/12/89 1987 14,097,233 9,449,474 4,647,759 67.0
31/12/90 1988 10,837,460 6,981,275 3,856,185 64.4
31/12/91 1989 open year | *19,985,312 6,245,408 | 13,739,904 31.2
Notes
1. ""I‘&D Content" represents recoveries due under relevant policies in force at the dates
given.

* Amount retained to meet all known and unknown outstanding liabilities.



Market Bulletin LLOYD’S

LLOYD'S OF LONDON

Telephone 071-623 7100. Facsimile 071-626 2389. Telex 8950741 CLLOYD One Lime Street, London EC3M 7HA

The Chairman/Senior Partner
G W Run-off Ltd
5 Lloyd’'s Avenue

London
EC3N 3DB
UAD0790
From: Manager, Solvency and Reporting Department
Extension: 5092
Date: 19 February 1993

Reference: SRD/BJM/DW/clb/0163z.59

Subject: FINANCIAL REINSURANCES

Recent pronouncements both in the UK and abroad in respect of the future
treatment of financial reinsurances purchased by Lloyd's syndicates have
highlighted certain concerns in the Lloyd's market.

In particular, the Department of Trade and Industry's (DTI) guidance to all
companies on the disclosure of financial reinsurances in DTI returns
legislates against those time and distance policies (T&D's) that do not meet
the criterion of trensferring timing risk, as defined in the guideline, and
indicates that those policies would not constitute reinsurance.

Furthermore, in the US, the Financial Accounting Standards Board has recently
issued Financial Accounting Standard 113, which governs the reporting of
reinsurance contracts. The Standard requires that premiums paid for contracts
that do not meet the definition of reinsurance should be treated as deposits
and that no credit for reinsurance recoveries would be possible. The
statement provides that the accounting provisions for reinsurance depend on
whether the contract is long duration or short duration. Regardless of its

form, any transaction that indemnifies an .nsurer against loss or liability

relating to insurance risk shall be accounted for according to the provisions
of the statement. Insurance risk is defined as the risk associated with the
occurrence of insured events under an insurance contract. Those risks include
the uncertainties relating to both the ultimate amount of payments and the
timing of those payments. Risks other than those associated with the
occurrence of insured events under an insurance contract, such as the risk
that investment income will vary from expectations, are not elements of
insurance risk. It would appear that some T&D policies might not meet the

conditions




for reinsurance accounting and hence would be reported using deposit
accounting. The Standard is effective for fiscal years beginning after 15
December 1992.

Although neither the Standard nor the DTI guidelines will directly impact on
Lloyd's syndicates, they are indicative of the direction in which the UK
accounting profession is moving, which will certainly affect Lloyd's in due
course. The Institute of Chartered Accountants in England and Wales intend to
issue a technical release on financial reinsurance in the first quarter of
1993, however, there is no indication as yet, as to whether FAS 113 principles
will be adopted for UK purposes or not.

In addition to the above, the EC directive on the Accounts of Insurance
Undertakings, which will be implemented into UK law to be effective from 1
January 1994 prohibits implicit discounting. This will result in financial
reinsurance contracts being accounted for on the balance sheet, and so to
compensate for this treatment, companies will almost certainly have to
discount.

In view of the above, managing agents and underwriters are warned that those
reinsurance contracts with a small amount of risk transfer which result in
there being no benefit to the ceding syndicate in accounting terms may, in
future, be held to be unacceptable.

Any comments or questions on the above should be addressed to David Wharrier
(extn 5382).

This market bulletin is being sent to managing agents, underwriters and
recognised auditors.

Barbara J Merry
Manager
Solvency and Reporting Department




Lloyd's

Lime Street, London EC3M 7THL

UAA

DEPUTY CHAIRMAN

Telephone: 01-623 7100

A. W. Higgins TELEGRAMS : LLOYDS LONDONEC)
TELEX : 987321 LLOYDS O

STRICTLY PRIVATE & CONFIDENTIAL 22nd May 1981

E. Ryan, Esq.,
Underwriter

Gooda, Walker Limited
Lloyd's.

Dear Mr Ryan,

Aggregate Excess Reinsurance of Syndicate 295

With reference to various discussions which have been
taking place between yourself and the Audit Department, I
write to confirm that you may effect the above reinsurances
in respect of the 1978 Account of Syndicate 295 provided the
following points are observed:-

l. The contract terms should be in accordance
with the Cover Notes supplied by Bellew, Parry
and Raven Limited and F.Bolton & Company Limited.

2. The premium payable for the policies should be
computed at "arms length" (i.e the Policy to be
rated by a Leading Underwriter unconnected with
the Gecoda, Walker Agency).

3. There should be no retrocession of the liability
from such Leading Underwriter back to any
Syndicate managed by Gooda, Walker.

From the enquiries made by the Audit Department it is
understood that the reinsurances in question comply with the
above and have the full support of your Auditors.

I also understand that the "Committee of Management" which
was set up last year has been advised that a reinsurance of
Syndicate 295 is being arranged and Members of the Committee have
confirmed that they would be in agreement with such a reinsurance.
I will leave it to you to decide whether the Committee of Management
should be given full details of the policies which have been
effected.

continued...ceeeveeeeenn




I should be grateful if you would kindly acknowledge
this letter indicating that the above conditions have been
complied with and confirming that the interests of Names
on Syndicate 290 will not be prejudiced by accepting a large
proportion of these reinsurances.

Yours sincerely,

UAA/KER/GMD




6th oy, 1981

Jear ~r. Sigeius,
Thank vou for your letter cf the 2Zncd 1nst.

I can confirw that the threce coaditions stated in your letter

tave been complied with.

So far as the “Coumittee of lanagement’' 1S concerned, this
Conmittee, as you may be aware, was set up as a liaison and disemenation
of information instrument between tlhe Cooda wallker Avency and our Afcats
as a result of the charges laid azainst Nr. Walker and
is in this area. iHowever, as the Coumittee arc all Azents involwved with
our Groap Mr. A.W. Gooda and I have made a point of discussin? our

gituation with them persomelly.

1 can also confirm that in ny opinion Syndicate 240 has in a0
way been prejudiced by accepting a large proporticn of the relevant

reinsurances.

Yours sincerely,

tielr sole concerr

o ¥
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Pinnecle Reinsusance Company Limited

1 a 1 Church Street. P.O. Box HM 1801

Telephone: (§09) 292-8600
3 FACSIMILE Telex 3572 ASSUR BA
Facsimile: (809) 2055019
TO: Jeff Wrightman DATE: 4th November, 1991
- Beath Re Broking
London

FROM: Bruce Swarm RE: D.J. Walker Syndicate 290

Carmel asked me whether our files contain @y written camumication,
between Pinnacle and the syndicates, with respect 1o the syndicate 290
restructuring which took place at the end of March for effect 2nd

April.

The answer is that there are no exchanges of written correspondence

directly between Pinnacle and the syndicate, the only written
¢ correspondence 1is belween your firm and Pimnacle confirming the

restructuring and documenting {t into slip endorsements and addende.

Communication betwéen Pinnacle and the syndicate was verbal.

You asked me to set out our understanding of the purpose behind the
transaction.

It was explained to us by the syndicate that they were experiencing a
_gevere cash flow defictt. Since the svndicate had several Time &
Distance policies with us, could we find @ way to lend them money
- ogainst the present value of underlying assets &0 that nanes would not
. need-’to be calied wpon for this pworpose?

N . ‘We thought about this request for a day or two and concluded that, for
- a-variety of reasons, we could not lend the icate money. However,
- we-explained to the syndicate that there mignt be a way to achieve a
- cegimtiar result. - This would invelve the cancellation and camutation
- . of:Certain existing Time & Distance policies for an agreed sum in
( " cash, to be paid to the syndicaie on commutation, (which occwrred on .
— end April), ond the sinuitaneous writing of new Time and Distance -
policies with a pranium peyment deferred until cash flow was expected
to be positive again. (In the event the deferred premiun was
_ . gcheduled to be paid on 5th August 1991 end was so paid). The
~ syndicate decided that they would be interested in receiving from us a
- -firm proposal along the lines suggested above. We made them an offer
. . and they ‘accepted it. All the above was done by verbal cammunication’
- and the final details were agreed and accepted late one evening London
time. At that point yowr firm was advised in writing of the full
terms, and the paperwork evidencing the transaction was conpleted.

‘I ‘believe the foregoing sets out the sequence of events and rationale.
in a lucid marmer. R

- \ Kin% egards, g/z _»
g » 00113

| An Intrrmatioral Insusnce and Reinsomnce Compa




SYNDICATE 290
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Rates of Exchange
£ Sterling Account

Nett Incurred Losses in US $

Noted Outstandings in US $

Cumulative Settled Losses in US §

Annual Figures in US $ (Settled Losses)
Annua! Figures in £ STG (Settled Losses)
Cumulative Settled Losses in £ STG from ESP
Noted Outstandings in £ STG

US Dollar Account

Nett Incurred Losses

Noted Outstandings

Cumulative Settled Losses
Annual Figures (Settled Losses)

CAN Dollar Account

Nett Incurred Losses in US $

Noted Outstandings in US §

Cumulative Settled Losses in US §

Annual Figures in US $ (Settled Losses)
Annual Figures in CAN $ (Settled Losses)
Cumulative Settled Losses in CAN $ from ESP
Noted Outstandings in CAN $§

Total in US Dollars

Nett Incurred Losses

Noted Outstandings

Cumulative Settled Losses
Annual Figures (Settled Losses)




£6'l 1971 1871 881 s¥'l 114 9 syl 9