Reform of Insurance Contract Law

are there problems with english insurance contract law?

if so, what areas should be the subject of reform?
Report of a joint seminar held by the British Insurance Law Association and the Law Commission on 19th January 2006 in the Old Library at Lloyd’s.

[Report prepared by Marcus Mander, Barrister, 7 King’s Bench Walk]
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Introduction by Adrian Hamilton Q.C.

Adrian Hamilton explained that the purpose of the seminar was to identify topics that the insurance market and commercial lawyers felt ought to be included in the Law Commission’s proposed review of insurance contract law.  The purpose was not to determine what answer the Law Commission should reach on each such topic, but simply which topics it was felt the Law Commission should consider.  

The Law Commission’s Project on Insurance Contract Law: opening address by Professor Hugh Beale Q.C.

Professor Beale explained that the Law Commission and the Scottish Law Commission had begun a joint review of insurance law, and had published a joint Scoping Paper on 18 January 2006. 

The Scoping Paper set out various areas which the two Law Commissions intended to review, some of which (including in particular those covered by the Law Commission’s Report of 1980) they had already decided to look at.  The purpose of his address was to ask firstly what additional topics should be covered by the study, and secondly whether the audience felt that the Law Commission should aim to codify the basic rules applying to insurance contracts of all types, or at least the law applying to consumer contracts.

Professor Beale emphasised how much had been achieved over recent years by the introduction of the ABI’s Statements of Insurance Practice, the Financial Ombudsman’s Service and more recently the FSA’s ICOB rules, particularly in relation to consumers.  However, such initiatives had not addressed all of the issues, particularly insofar as business and commercial insurance fall outside a number of the schemes introduced.  In addition, the Law Commission was responsible for reviewing the law with a view to its systematic development – a state of affairs in which insurers could be found to have acted improperly merely by exercising their legal rights was unsatisfactory.  Nevertheless, the Treasury had not accepted that there was definitely a case for reform, and there was no guarantee that Parliamentary time would be made available to implement any recommendations the Law Commission might make.  

The Law Commission’s Report of 1980

The Law Commission intended to revisit the recommendations of its 1980 Report, not simply to recommend their implementation.  The government of the day had rejected these in favour of self-regulation by the industry, and the context had since changed.  For example, a Regulatory Impact Assessment would now need to be carried out before a Bill could be introduced, and there had been significant debate since 1980 as to the Law Commission’s conclusions.  For example, BILA had argued that the “proportionality” principle should be adopted in cases of non-disclosure or misrepresentation where there had been no fraud, and many had suggested that proposed reforms should be extended to include MAT.  

Topics for review

Professor Beale made a few preliminary comments.  First, time and resources were limited, so the Law Commission was anxious to restrict itself to consideration of questions that raised significant problems in practice.  At this stage, it was therefore seeking the impressions of consultees as to where reform was and was not needed, ideally with concrete examples.  Greater energies should be saved for commenting on the detailed consultation paper once produced.  Second, the Law Commission considered that there might be a distinction to be drawn between consumers and small businesses on the one hand (“CSB”), and larger businesses on the other (“MLB”).  For example, the ICOB rules by and large applied only to consumer insurance.  It would be useful to know whether problems were thought to affect just one of CSB or MLB, or both.  Third, the Law Commission was not only interested in reforms that might benefit insureds, but also in reforms that would be welcomed by insurers.  Examples might be reform of the law as to insurable interests, which might enable them to write a greater range of policies, or reform of the law as to fraud and the effect of fraud in the making of claims.

The main topics on which views were sought were:

1.
Insurable interest.  There were two levels to this.  First, the question of whether the current parameters of insurable interest were too narrow, for example in relation to the rights of unmarried cohabitees to insure each other’s life.  Second, whether it was necessary to retain the doctrine at all.  There were questions of moral hazard and the impact of the Gambling Act 2005 to consider. 

2.
Statutory definition of insurance.  The question was whether it was worthwhile (or even possible) to attempt to develop such a definition, for example for regulatory purposes.

3.
Agency and insurance.  The most commonly cited problems, particularly in the field of consumer insurance, related to the effect of an intermediary’s failure to pass on information to the insurer, but there were also a number of other issues, such as conflicts of interest, to consider.

4.
Subrogation.  The Law Commission was interested to hear whether it was felt these rights should be restricted.  For example, the application of rights of subrogation to MIG insurance had attracted significant comment.

5.
Joint policy holders.  Should a joint policy sometimes be construed as containing separate contracts, at least in the consumer context?

6.
Post-contractual duty of good faith.  This was a subject that had attracted significant comment.  BILA had suggested that there should be no statutory interference in this area with the exception of the refusal to pay a valid claim.  Another view was that the issue was better left to the courts.  Insofar as fraud was concerned, the law was much clearer following The Aegeon [2001] Lloyd’s Rep IR 573 and Axa v Gottlieb [2005] Lloyd’s Rep IR 369, but issues remained – for example as to the effect of fraud on future claims, and as to the distinction between fraudulent claims and hopeful claims.  A particular issue was the relationship of the post-contractual duty of good faith with s.17 Marine Insurance Act 1906 (“MIA”).  Should s.17 be made a contractual duty, attracting normal contractual remedies; or should it be restricted to the pre-contractual context?  A further question was unjustifiable delay in the payment of claims.  The Law Commission thought it would be unlikely to recommend awards of punitive damages in such cases, but compensatory damages seemed worth exploring.

7.
Reinsurance.  The question was whether, in general, the Law Commission’s review should consider the application of general principles of insurance to reinsurance.  Ought the principles to be the same, so that the risks faced under insurance and reinsurance contracts matched, or should they be kept separate?

Professor Beale said that certain topics were perhaps more appropriately dealt with at the regulatory level – for example the sale of worthless policies.  Nevertheless, there might be a case for reviewing them and recommending how they might best be addressed.  Similarly, contract certainty was arguably more an issue of market practice, but views were invited. 

In addition to these topics was the broader question of codification, which if pursued would constitute a second phase to the Law Commission’s project.  One possibility was the replacement of the general provisions of the MIA with a new Act, rather than simply tinkering with the MIA.  The advantages of a new Act included certainty, making the law accessible, and making English insurance law attractive and up-to-date in anticipation of a future European harmonisation drive.  Disadvantages included the problems that codification would undoubtedly involve, inflexibility, and doubt as to whether codification would in fact reduce uncertainty.  For example, Robert Merkin and Colin Croly had argued that the parts of the law which were codified in the MIA had produced as much litigation as those that were not.  Others had suggested that this was only because the MIA was now showing its age.  There were then further questions as to what should be included in any codifying Act.  For example, ought it to include a power of amendment by ministerial order, in view of the difficulty in gaining Parliamentary time for reform of insurance law?  In addition, would the issue would be best addressed by way of a review similar to that carried out by the DTI in relation to company law?  Alternatively, codification could be restricted to consumer insurance only, where the case for reform was stronger, accessibility being of particular importance in the consumer sector.  

The Law Commission invited responses to its Scoping Paper by 19 April 2006.  It expected to issue a full consultation paper 12 – 18 months thereafter, with production of a final report estimated to take a further year.  It was anxious to maintain dialogue with the market in throughout the process. 

The European dimension

Professor Beale also spoke on the European dimension to the development of insurance contract law.  

Various projects to produce international restatements of contract law had been worked on over the last 25 years, including development of the UNIDROIT principles, and more recently the Principles of European Contract Law (“PECL”).  The Study Group on a European Civil Code had taken over responsibility for revising PECL and incorporating them into a broader document, and meanwhile a team established by the late Professor Reichert-Facilides had been working on insurance contracts.

Following a communication published by the Directorate-General for Health and Consumer Affairs in 2001, the European Commission had since published an Action Plan in 2003, calling for the improvement of the coherence of the EU legislation already in place and the promotion of EU-wide standard contract terms (amongst other things), out of which a proposal had arisen for the development of a Common Frame of Reference (“CFR”).  This would set out common fundamental principles of contract law, supported by definitions of key concepts completed by model rules.  Once developed, it would be used as a tool in reviewing and drafting EU legislation.   It is likely that it would adopt much of the PECL, including those parts covering specific contracts such as insurance.  The first planned workshop on insurance contracts had taken place in December 2005.  

Meanwhile, in late December 2005 the Commission had produced proposals for revision of the Rome Convention, which included amendments to Article 3 to authorise parties to choose, in preference to a system of national law, systems of law recognised internationally or in the Community.  These could include UNIDROIT principles, PECL or any future Community instrument.  They might also include the principles of insurance law being worked on by the Insurance Contracts Group set up as part of the CFR project.  
Audience and expert panel contributions

Insurable Interest

Professor Clarke commented that the principle of insurable interest was hard to justify.  Other common law jurisdictions had rejected the concept.  In Australia a test dependent on a “factual connection” to the subject matter of the insurance had evolved in its place, and German law applied an indemnity rule, requiring the insured to demonstrate that they had suffered a loss.  He queried whether the concept was needed at all.  Professor Merkin agreed: there seemed no need for the concept of insurable interest if an insured was required to prove a loss.  He also queried whether the Gambling Act had not resolved the issue in any event.  Adrian Hamilton commented that insurable interest points were often taken in practice, but almost always dropped.  Reg Brown queried whether an insurer would be required to return the premium in cases where the insured had suffered no loss.  

Statutory definition of insurance

Professor Clarke thought there were two reasons to be cautious in attempting to draw up a statutory definition of insurance.  First, as the FSA had discovered, insurance is a difficult concept to define with precision.  Second, in cases where problems had arisen, the issue had tended to be more the scope of a particular statute and whether that statute was intended to cover the activity in question, rather than what amounted to “insurance”.  Professor Merkin queried why it was necessary to have a statutory definition.  If it was in order to establish the ambit of regulation, that really raised a different question.  

One member of the audience (a partner at a leading insurance firm) thought the issue ought to be considered by the Law Commission, for regulatory reasons in particular.  Some companies were only authorised to enter into contracts of insurance, but the common law did not clearly define the term.  Insofar as it did, the definition was perhaps too narrow.  Another contributor commented that the absence of a definition made the scope of the concept difficult to apply to individual situations, which he felt was not the result of any failing in the FSA’s guidance.  He felt the FSA had tried to keep their options open rather than attempt a definitive approach, perhaps in an attempt to regulate more rather than less widely, but even so some things which were not regulated perhaps ought to be. Another senior solicitor thought the issue was particularly important where the regulatory regime had created criminal offences.  He noted that there had been problems in relation to finite reinsurance in particular.  Adrian Hamilton noted that any definition would need to be broad enough to encompass new forms of insurance developed in the future.

Agency

There was general agreement that the law of agency as it applied to insurance was complex and difficult to explain to practitioners from other jurisdictions.  A senior in-house lawyer at a leading broker noted that s.19 MIA was a source of serious concern to the broking industry.  There had been little law on the subject until the last ten years or so but it was now very much a live issue, and pleaded with abandon by insurers.  He thought the issue needed to be examined.

Professor Merkin thought that the role of the broker was key to the commercial market, and noted that brokers often appeared to be acting for both insured and insurer.  He agreed that the law was currently in a state of development and queried whether there was an argument for reversing the general rule that the broker acts as the agent of the insured, at least for some purposes.  There was some disagreement; one leading market practitioner commented that there had been many developments in the previous 12 months, but he felt the impetus was towards the broker being purely the agent of the insured.  Insurers, he felt, had very little appetite to have the broker as their agent, except perhaps in cases of reinsurance.

Joint policies

A retired senior broker thought this was a problem easily addressed by better drafting of policies.  Professor Clarke thought the issue could be serious, citing a Canadian example where a large partnership of lawyers faced avoidance of their liability policy through the non-disclosure of a single partner, but he noted that the problem in that case had been solved by construction of the policy.  Adrian Hamilton noted that although the problem could be dealt with in the terms of the contract, that might not be an answer in cases of consumer insurance, particularly where there was no broker involved. A barrister specialising in insurance law asked what the panel thought the position would be in cases where the interests of other parties were noted on the policy.  There was general agreement that the issue ought to be reviewed.

Post-contractual duty of good faith
Professor Merkin thought there was less of a problem following Bonner v Cox [2005] EWCA Civ 1512, although Professor Clarke noted that decision was not well known and that Lord Mance had expressed a different view.  Adrian Hamilton thought the issue should be reviewed, but that statutory interference would not necessarily help.   One partner at a leading insurance law firm thought there was a case for codification of the judicial solution reached by Lord Mance in The Aegeon.
As to fraud, Professor Clarke thought that there was particular need to clarify the law at the consumer level.  Professor Merkin noted that the remedy for fraudulent claims was still uncertain, and that Lord Mance’s definition of fraud was very wide.  There were difficult grey areas.  Adrian Hamilton wondered whether the apparent propensity of loss adjusters to seek aggressively to reduce the amounts of claims did not aggravate the situation, although it was felt by underwriting representatives that loss adjusters generally acted professionally and performed an important role.  The general market view was that the problem of fraud needed to be reviewed. One suggestion was the introduction of a test that the claim must not be “knowingly or recklessly exaggerated”.  Another market practitioner queried the appropriate burden of proof in cases where fraud was alleged, noting the regulatory approach requiring the criminal standard to be made out.

A range of views were expressed in relation to unjustifiable delay.  One leading solicitor felt that the topic should not be examined in isolation from the law as it applies to other types of contract.  Professor Clarke, on the other hand, thought that English law was out of step with Scottish and continental law, and that the rules developed for insurance contracts were anomalous.  There was general support for addressing the issue by way of insertion of an implied term, including from market delegates, who noted that insurers who had accepted premiums should be liable for failing to honour their obligations.

Reinsurance

Adrian Hamilton noted that the commercial context of reinsurance was different from that of insurance insofar as both parties were generally of equal bargaining power, and represented by professionals.  Professor Merkin thought the Law Commission was right to look at the issue, but one market practitioner thought that this was an area where the international dimension was a more important consideration than domestic considerations.  There were far reaching implications.  A partner at another leading insurance firm asked whether the Law Commission should consider the question of whether insurance and reinsurance should be governed by separate codes and rules as a separate issue in its own right.  Another leading solicitor agreed, and thought the Law Commission should not start with a presumption that the law relating to insurance and reinsurance ought to be the same.  Reform of the law relating to reinsurance might in fact exacerbate problems, insofar as underlying contracts were often governed by other systems of law.  

Other topics

Concern was expressed that the Law Commission should not lose sight of the pressing need to reform the law relating to the duty of good faith by including too many topics in its review.  Professor Beale said the conclusion reached was that reform of the duty of good faith would require primary legislation in circumstances where another opportunity to obtain Parliamentary time might not be secured for a long time.  Whilst there was a danger of becoming bogged down in less important issues, the additional time needed to examine a longer list of topics ought not to be prohibitive.  If there was particular controversy raised in relation to one point that looked in danger of compromising the whole reform package, it might be possible to split the proposals at the Report stage. 

Another experienced broker thought the Law Commission should also examine in more detail a number of the topics referred to in the Scoping Paper which the Law Commission considered more peripheral.  These included the issue of questions on proposal forms (which remained an issue in commercial insurance) the doctrine of proximate cause, underinsurance and settlement methods used by insurers.  

Other views included that if waiver was to be reviewed, then underwriters’ duties should be reviewed as well.  In particular, the issue of the extent of an underwriter’s obligation to ask obvious questions not covered by the broker’s presentation. One contributor noted that insurers had become reluctant to survey small risks, in order to reduce costs, but were avoiding policies on the grounds of facts which would have become apparent if they had done so.  Professor Beale said that a comprehensive review of the law on waiver and estoppel was beyond the scope of the Law Commission’s review, but thought the issue might be addressed as part of consideration, in the context of non-disclosure, of circumstances where information was more or equally available to insurers as it was to insureds.  Several delegates thought contract certainty was not appropriate for inclusion in the Law Commission’s review.  Finally, it was suggested that the use of condition precedents and notification provisions be reviewed in detail, where they still appeared to operate as all-or-nothing principles. 

Codification

Professor Clarke was not in favour of codification, taking the view that it would take too long, and recommending humility in view of the complexity of modern insurance law.  There was a danger of a temptation towards simplicity on the one hand, which would leave many problems unsolved, and towards an impossible perfection on the other.  Professor Merkin noted that a similar attempt at reform in the form of the Arbitration Act 1996 had caused dislocation and problems and which were arguably greater than those presented by the law that preceded it.  

Professor Beale emphasised that any codification would need to be restricted to insurance law, and that there would be no attempt to extend the inquiry into contract law generally.  He said the Law Commission envisaged a self-contained piece of legislation such as the Sale of Goods Act 1979, particularly if the conclusion reached was that at least some amendment to the MIA was necessary.  

Another senior solicitor made the general observation that if it was the case that company law was outdated and required modernisation, the same was doubly true of insurance law.  He thought EU intervention was likely in the absence of progress.  Whilst the laws of other member states offered solutions to many of the issues discussed, they also recognised concepts which he would not want to see introduced in England and Wales.  

Views were mixed as to the advisability of a mechanism for amendment of any new code by statutory instrument.  Some delegates thought it a good idea in principle, but dangerous in practice.  Others thought it necessary nevertheless, pointing to the absence of reform in the law since the MIA and the fact that the mechanism had worked in other areas.  Professor Beale thought that such a power could never be a panacea, and might not work well in the absence of a dedicated government function with responsibility for monitoring developments.  Adrian Hamilton thought the concept might work better in the consumer / CSB field. Another contributor agreed.  He felt that the development of the common law had done little to assist consumers, and that a power of intervention by statutory instrument would be welcome.

MLB and CSB

Finally, there were also mixed views as to the desirability of reform in the MLB field in addition to the consumer sector.  One delegate observed that, with the exception of Carter v Boehm (1766) 3 Burr 1905, all of the case studies set out in the Scoping Paper illustrating the case for reform were consumer cases, suggesting that the case for reform of the law applying to MLB was much less strong.  Professor Beale emphasised that the Law Commission was open to the idea of different codes for different sectors, but thought that whether MLB should be left alone entirely was debatable.  Different rules were certainly envisaged for consumer insurance.  
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