Run-off

scheming

As the market for exit solutions matures, the pitfalls of the various
run-off techniques are being noted, and solvent schemes of

arrangement are coming to the fore

Given tre sheer scale of the world's insurance
ana rainsurance business that is in runoif. it is
hardly surprising that much has been written
about 1he techniques available for exiting dis-
continued business. However, due in part to
the relatively short time that those techniques
have been in place, rather less has been writ-
en about any potential pitfalls that have
emergad and how they can be addressed.

The market for exit solutions is maturing.
Just a few years back, the only solutions for
geting out of run-off involved either a commu-
tation programme or a large-scale reinsurance.
Then, largely because commutation s slow and
the reinsurance solution can be expensive with-
out actually providing “finality’, sales and
schemes  of  arrangement
came into vogue. N

There have since heen
some 27 solvent schemes of i
arrangement in the UK and the‘acqwret
Bermuda (counting pool and
group schemes as one), as well as a number of
sales, and it has finally become possible to
speak of an established market for these alter-
native solutions,

As is only to be expected now that the
market has had time to react to the use of
sales and solvent schemes and to test the
boundaries of how they can be applied, it is
also possible to discern some concerns about
the techniques and their application.

Sale of discontinued business

The sale of discontinued business is becom-
ing a very popular metod of achieving an
exit and there is a small (but growing) num-
ber of specialist purchasers with dedicated
finance available in the market.

The advantages of this approach to an
nsurer with run-off business embedded with-
n a live company or group are obvious: the
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> Slow claims payments damage the
reputation of the seller and, indeed, that of

iabilities and potential for adverse claims
Cevelopment are removed from the balance
sheet, while the company, its shareholders
and the rating agencies can concentrate on
new business, -

However, there are pitfalls emerging, in
darticular that slow ciaims payments damage
e reputation of the seller and, indeed, that
of the acquirer, )

A purchaser may see it as advantageous to
delay payment of claims in order to magimise
Investment returns so as to maximise the
capitel realised as shareholder when the
business is closed.

However, such a policy is likely to prove to
be shart-sighted as, if those in the market
take the view that the delays
are unreasonable and delib-
erate, they will seek revenge,
This could take the form of a
complaint to the Financial
Services Autherity (FSA) and
pressure on the seller - assuming it is still in
the live market. For the purchaser, obtaining
regulatory consent to the next purchase
would be difficult if the FSA is concerned
about its treatment of policyholders.

Scheme of arrangement

Solvent schemes of arrangement have
become the key technique by which partfolios
are closed, whether by risk carriers or by buy-
ers of run-off books, in order to go ahead, sol-
vent schemes of arrangement have to be
approved by a majority in number, represent-
ing 75% by value of those who vote.

To date, it would appear that only one sol-
vent scheme has been rejected at a creditors’
meeting (and it was re-presented and accept-
ed at a subsequent meeting), and most (if not
all) of which that have gone through have
done so with numerical and value majorities
of around 90%.

With the greater use of such schemes, it is
perhaps unsurprising that some creditors

have used their potential vote as a bargain-
ing chip to push for faveurable commutations
ahead of schemes.

However, this is a double-edged sword in
that few creditors can be sure that their vote
alone holds the key to the success of a
scheme, and therefore is the means to block it.

Tactical voting - or the threat of it — may
give the appearance of a reaction against
schemes, but in reality the voting figures to
date suggest that it is a commercial lever
rather than the symptom of discontent.

That said, there are signs of disquiet about
a few aspects of some recent soivent
schemes, and these need to be heeded by
those who are promoting them in future if
the perception of one of the few really useful
tools that exists to deal with legacy issues is
not to be irreparably damaged.

Three particular examples have resulted in
concerns being expressed not just within the
market, but also to the FSA,

The first issue revolved around bar dates —
the deadline by which claims must be noti-
fied in a scheme. Failure to notify means no
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claim and no payment. Although most
schemes allow for discretion to accept late
notification, the potential consequences of
missing the deadline are severe.

Obviousty, if creditors (particularly those
based overseas), do not learn of the
scheme’s existence until some time after it
becomes effective, their time to react, con-
sider, take advice and to file claims will have
been much reduced.

In the case in point, the bar date was three
months after the scheme became effective — a
short period and probably the shortest that the
FSA would permit in normal circumstances.

As such, some overseas creditors and their
advisers felt that they had not been given suf-
ficient time to prepare and submit their claims,
$0 triggering suggestions that the whole sol-
vent scheme process is inherently unfair.

In reality, of course, this has not normally
been an issue. In many complex schemes, the
bar date is up to six months after the scheme
becomes effective. What is more, even before
a scheme becomes effective, companies
should send “practice statement letters’ and
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must send notifications of the proposed cred-
itors’ meetings to give creditors and potential
creditors plenty of early warning of bar dates
and their effect.

Communicating with ‘policyholder-creditors’
is vital and not only involves writing to those
identified on the scheme company’s records,
but also advertising and contacting brokers
and other advisers. In addition, roadshows and
helplines can be made available in countries
where there are likely to be significant numbers
of creditors. The use of the internet is also
greatly improving this process, as each scheme
can have its own website. One obvious related
concern, which can also impede communica-
tion with creditars, is language. A complex
scheme is hard enough to master for those
whose primary language is English, so it has
been important to consider using translations
of schemes (or at least of the main features) to
help increase the understanding of overseas
readers.

The second issue which triggered com-
ment to the FSA revolved around a scheme
whose structure meant that some creditors
found it hard to work out bath whether their
claim was caught by the scheme and how
set-off worked for insurers that were involved
in the scheme.

Such points highlight the crucial role of
scheme engineering and drafting, particularly
in complex pool environments. By the nature
of the business, many pool schemes are
going to relate to pool business that was only
one part of the participating companies’
overall underwriting activity.

As such, the scheme document must be so
limpidly clear that a reader can tell for certain
whether a particular claim falls within it is or
excluded, otherwise creditors with bona fide
claims may be left without a remedy — and
market reputations could be tainted.

What is more, where such uncertainty
exists, most creditors will file claims far
beyond the intended scope of the scheme,
leaving the company to sort out those that are
covered from those that are not, so driving up
costs and causing defay and aggravation.

To avoid such problems it is critical that
schemes are ‘stress-tested’
in their draft stage with rep-
resentative  policyholders

> Itis critical that schemes are 'stress-tested’
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as reating an unreasonable administrative
burden on policyholders, this process can be
avoided by including the data on the claim
forms that are sent out after the scheme
becomes effective. Creditors can then simply
confirm details as correct without re-submit-
ting all the information from their own records.

The third key issue that has raised its head
with the FSA recently is that of independent
oversight of the scheme process. If something
goes wrong in a scheme, to whom do credi-
tors talk? They may feel the company running
the scheme is not going to give a truly inde-
pendent response to complaints, and they
will almost certainly not want to go to court
as a first step.

The best answer may lie in the role of what
is often described these days as the 'scheme
adviser'. This function is created by the scheme
and can give the office holder the role of whis-
tle-blower" in the event that some aspect of
the scheme process is not being followed. The
existence of an independent whistle-blower
should serve to comfort creditors voting for a
scheme, and that is a vital function.

To fulfil this role, the scheme adviser obvi-
ously needs to be independent of the compa-
ny and its scheme, and have no financial
interest in its outcome.

Overall, solvent schemes stili offer the best

_device by which the market can tackle its

legacy problems, making them a vital tool in
the market's ability to remain viable in the
future. But as a potentially powerful force for
changing relationships with policyholders,
the industry must take real care to ensure
policyholders’ concerns receive full attention
when creating schemes.

Fundamentally, the reputation of the com-
panies promoting schemes is vital, hard-won
and easily damaged. If they are seen to take
advantage of the scheme or sale process in a
way that appears to exclude legitimate
claims, then the courts, the requlators and the
market will react adversely.

As Paul Taylor at the FSA, the man who has
the unenviable task of overseeing the UK
generai insurance run-off market, points out:
“These comments have been made to us as

well. We are mindful of
"~ them, and have raised them
. with those who formulate

and others to make sure

in their draft stage with representative

solvent schemes and sales.

they are understandable

policyholders and others to make sure they
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and effective.

are understandable and effective.
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} schemes, in particular, are

Stress-testing is a vital |
part of scheme engineering,
as it enables others to run problem scenar-
ios on the scheme structure and see if it
responds properly to all of them.

A related contentious issue is the require-
ment in some schemes for creditors to resub-
mit claims data that they have already
provided in order to be eligible for payment.

Regarded with resentment in many quarters
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| one of the few mechanisms
- possibly the only one —
available to close discontinued business.
"We are closely involved in the regulatory
oversight of the process of formulating them,
and we are certainly happy that they work in
principle. We are confident that the recent
comments can be addressed by the adoption
of best practice on the part of all parties
involved in carrying out schemes.”
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