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Part 1:  The background and the general parameters
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1. The story so far

1.1 The Third Parties (Rights Against Insurers) Act 1930 (‘the Act’) is a short and specific piece of legislation with a simple and laudable purpose.   If an insured tortfeasor becomes insolvent before his established liability to a third party is satisfied, the third party will be entitled to claim his damages direct from the tortfeasor’s liability insurer by standing in the insured’s shoes.   In essence, the Act provides a statutory assignment to the third party of the rights of the insured under the contract of insurance and the insured damages are settled outside the usual insolvency process, thus maximising the third party’s chances of recovery.

1.2 But for the Act, the essential purpose of conventional liability insurance – the provision of effective indemnity to an injured third party – would be largely defeated as there would be little chance of that third party obtaining all his damages if he merely ranked as an ordinary creditor in the tortfeasor’s insolvency.   Moreover, the other creditors could be said to be unjustly enriched at the third party’s expense by being able to share in the proceeds of insurance intended to benefit no-one other than that third party.   This perceived injustice is particularly marked where the relevant liability insurance is compulsory, e.g. that in respect of third party motor liability.   It was no accident that the Act became law contemporaneously with the introduction of such compulsory motor insurance under the Road Traffic Act 1930. 

1.3 However, some 60 years on, the Act arguably fails to recognise many legal and practical realities of modern life and has long been perceived to have defects that preclude its effective operation in specific situations.   The Act has therefore been the subject of lengthy joint review by the Law Commission and the Scottish Law Commission.   Issue of a consultation paper with provisional recommendations in 1998 was followed by further consultation.   The final report was published as Law Com No 272 in July 2001 (‘the Report’) together with a draft Third Parties (Rights against Insurers) Bill (‘the Bill’) which, if passed, will cause the Act to be wholly repealed.

1.4 The Bill achieves the same fundamental purpose as the Act but does so by using a certain amount of rather different machinery to overcome most of the recognisable production difficulties and to satisfy a wider range of customers more readily.   To continue the engineering analogy, it had been clear for some years that the Act’s machinery had not kept pace with either outside technological change or other relevant legal development.   The Bill shows that the Act has now been stripped down, cleaned up and reassembled with some added components of modern design, the whole being housed squarely in the insolvency shop.

2. What is ‘insolvency’?

2.1 The short answer, in both the Act and the Bill, is that the legislation is triggered by any formal insolvency of any person that arises before his insured liability is fully satisfied.   The main changes in this area are that:

(a) an insolvency order made against a partnership under the Insolvent Partnerships Order 1994 is confirmed as being such a trigger, as is the insolvency of any one partner in a firm where other partners remain solvent;

(b) the Bill eliminates the particularly cumbersome and wasteful process presently necessary to restore to the register a company that has been struck off without winding up, in order that it can then be wound up so that the Act can apply; the striking-off alone is now sufficient;

(c) a company’s voluntary winding up for the purposes of reconstruction or amalgamation is also now within the ambit of the Bill as a third party’s rights may still be prejudiced by such action;

(d) existing third party proceedings against the insurer will no longer be rendered ineffective by the subsequent discharge of the insured from bankruptcy;

(e) a recognised form of voluntary arrangement entered into by an insolvent individual or company involves a mechanism that does not fully dovetail with that of the Act.   The Bill seeks to overcome these difficulties whilst preserving the respective procedures.

3. Which insurances are relevant?

3.1 The Act is specific in that it applies to ‘any contract of insurance … against liabilities to third parties’ but not to reinsurance.   The latter exclusion is preserved but the scope of ‘insurance against liabilities’ has been extensively reviewed, given its imprecision and the modern recognition of types of insurance and categories of insured that did not exist in 1930.

3.2 Despite the importance of compulsory liability insurance and the growing recognition of third party ‘consumer’ rights, the Bill does not distinguish either as meriting either exclusive or special attention.   However, it is recognised that the concept of ‘liability’ should not be confined to what is essentially tortious liability and should now embrace ‘voluntarily incurred liabilities’ such as those arising under a contract for legal services or medical services and insured by, inter alia, legal expenses or medical expenses insurance.   

3.3 The position of the professional (who has, in many cases, contracted to supply his services secure in the knowledge that they would be paid for by his client’s insurer) will therefore now be protected for the first time.   This change was not clearly identified as desirable during the consultation process but was prompted by the decision in Tarbuck v. Avon Insurance plc (forthcoming in [2001] Lloyd’s Rep IR) which confirmed the common view (to which the writer has firmly subscribed) that legal expenses insurance was outside the ambit of the Act.  This removal of unfairness and uncertainty is likely to be generally welcomed by all concerned, other creditors aside.

4. When does the third party’s right arise?

A major difficulty under the Act is that the third party must not only establish the liability but also that it is potentially insured, i.e. that relevant insurance exists and that, if the insured complies with its terms, appropriate (if not necessarily full) indemnity should be available.   It will thus often be necessary for the third party to pursue worthless proceedings to establish liability only to find that no insurance can be invoked; in any event, any proceedings against the insurer are separate and secondary.  The Bill recognises this problem by establishing the right of the third party to pursue the insurer at the time of the insured’s insolvency rather than when the insured’s liability is determined.

Part 2:  The new legal procedures and their implications
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5. The main proposed reform: the proceedings

The third party is to be given a direct action against insurers before the liability of the insured has been established in cases where the insured has become insolvent.   The draft Bill does this by giving the third party a procedural right, which arises at the same time as the transfer of rights, to ask the Court for declarations as to the insured’s liability to him; and as to the insurer’s potential liability to him under the insurance contract.   A single set of proceedings should resolve the questions of whether the insured is liable to the third party and whether the policy covers the liability in question.   This reflects the fact that in practice it usually is the insurer who controls the insured’s defence in liability proceedings.

6. Principal procedural implications for lawyers

6.1 The new right to bring a direct action against insurers is optional. It remains open to a third party to sue the insured and once liability is established, then sue the insurer under the insurance contract. However, the likely result of the enactment of this Bill is that a third party will usually bring one set of proceedings against the insurer.

6.2 I list below the main procedural implications for lawyers:

6.2.1 Proceedings may be swifter if a Court deals with certain coverage questions as preliminary issues, for example, whether an exclusion clause should be interpreted so as to exclude insurer’s liability for the loss in question; if it operates as an effective exclusion, it would remove the need for a trial on the insured’s liability;

6.2.2 Proceedings may also be less time consuming and less costly as the third party will have information (see below) regarding the heads of damage which are covered by insurance and those which are not. This means that a third party can confine its case to alleging and proving those losses that are insured and will not waste time and money on uninsured losses. It is also likely that lawyers acting for the third party will seek to frame their pleadings from the outset in ways which would be most likely to secure coverage, for example, by pleading that a loss has arisen from an insured peril rather than an uninsured peril or by not making allegations of deliberate misconduct by an insured;

6.2.3 There is not the risk that insurers who choose to defend the claim on the basis that the insured is not liable to a third party are subsequently estopped from relying on the terms of the insurance policy against the third party; at present insurers may reserve their position and end up paying for two sets of lawyers; one to conduct the defence of the insured and another set to ‘oversee’ the conduct of that defence from the point of view of the insurers;

6.2.4 There should be less chance of liability going by default in cases where an insured has had no funds and/or no inclination to put up a vigorous defence on liability;

6.2.5 In the case of an ‘insured’ company that has been struck off the register of companies, there would no longer be the need to spend time and money applying to the Court to restore the company to the register, as the action could just be brought against insurers;

6.2.6 A third party will not be required to join an insured as a defendant, but he may still wish to, as an insured who is not joined as a defendant will not be bound by the terms of any eventual judgment. The third party may wish to do this if, for example, the insured has only partially insured his debt, or the insurer has a plausible defence to a claim under the contract; of course, this would only be worth pursuing if there is some prospect of effecting recovery from the insured;

6.2.7 There may be occasions where the insured would wish to be added as a party to the proceedings brought by the third party against the insurer and not simply leave it to the insurers to defend the action, for example, if the third party’s allegation is that the insured failed to provide a safe working environment, it may be that the insured will be concerned about its reputation or about possible criminal proceedings and wishes to ensure that its interests are given due priority.  The Law Commissions recognised this and saw a need for the insured to be notified of proceedings. They recommended that the third party should be obliged to inform the insured when he issues proceedings against insurers, unless the insured is no longer in existence.

6.2.8 A third party who has yet to establish the insured’s liability will be able to take advantage of the new mechanism in arbitration proceedings if the insurance contract requires or allows disputes to be resolved in arbitration proceedings. A third party is to be bound by an arbitration clause in the contract to the same extent as the insured would have been bound.   This means that:

(a) If the third party has already obtained judgment against the insured before the latter was insolvent, he  can proceed to arbitration directly;

(b) Where the third party has not obtained judgment before the insolvency of the insured, the liability of the insured and the insurers can be resolved in the arbitration proceedings.

7. New rights to information
7.1 Section 2(1) of the Act provided for disclosure to the third party of such information –

‘…as may reasonably be required by him for the purpose of ascertaining           whether any rights have been transferred to and vested in him by this Act and for the purpose of enforcing such rights, if any…’.

7.2 At the time that the 1930 Bill was passing through Parliament it was envisaged that the third party would be able to secure information from insurers as to the likelihood of insurance responding. Mr R. A. Taylor MP was reported in Hansard as stating on 10 April 1930:

‘I regard it as of great importance that the injured poor person should have the right to demand from the insurance company, before they resort to the expensive and uncertain processes of the law, all the relative facts disclosed to them in order to enable them to make up their minds as to whether they have a substantial claim or not.’

7.3 The Courts, however, decided that a third party had no right to disclosure under the  Act until he had established the liability of the insured (Bradley v. Eagle Star Insurance Co Ltd [1989] A.C.957).

7.4 The Bill gives the third party new rights to obtain certain information on the insured’s insurance position; these are vital if the third party is to avoid embarking on proceedings against an insolvent insured who has no valid cover in existence or whose cover is liable to be avoided or repudiated. The third party has the right to obtain such information both before and after the issue of proceedings. The third party is not confined to seeking such information from a potential defendant.

Conditions enabling a third party to obtain information

7.5 Under the Bill, a third party is entitled, on giving 14 days’ written notice, to receive from the insured, the insurers or others in possession of relevant information, such as brokers or other intermediaries, details of the insurance cover (see Clause 7 and Schedule 1 to the Bill). A third party has to meet the following conditions set out in paragraph 1(1) of  Schedule 1, namely he has to believe on reasonable grounds –

(a) that a liability has been incurred to him;

(b) that the party who incurred the liability is insured against it under a contract of insurance;

(c) that rights of that party under the contract have been transferred to him under section 1 or 2; and

(d) that there is a person who is able to provide any information falling within sub-paragraph (2).

What information is a third party entitled to obtain?

7.6 The Bill specifies the type of information that a third party may obtain.  The initial step is to establish whether there is a contract of insurance that covers the supposed liability           or might reasonably be regarded as covering it.   If so, the following information can be           obtained:

(a) The identity of the insurer.

(b) The terms of the insurance.

(c) Whether the insurer has told the insured that it does not consider itself liable under the insurance contract in respect of the alleged liability. 

The insurer is not obliged to disclose the grounds on which it intends to deny cover or to repudiate; of course, it may do so if it wishes to try to deter the third party from pursuing proceedings.

(d) Whether there are or have been proceedings between the insurer and the insured in respect of the supposed liability.

If such proceedings are on foot, a third party is entitled to relevant details of those proceedings i.e. the name of the court, the case number, the contents of all documents served in the proceedings in accordance with the rules of court or with any orders made in the proceedings and the contents of any such orders; (similar information is to be provided in the case of arbitration proceedings even though the intention may have been to keep these private).  This provision would enable a third party to apply to be substituted for the insured in current coverage proceedings between the insured and insurer;

(e) Where the contract sets a limit on the fund available to meet claims in respect of the supposed liability and other liabilities, how much of it (if any) has been paid out in respect of other liabilities.

In the Commissions’ Consultative Report, they canvassed the idea of disclosure of the limit(s) of indemnity under insurance policies, but BILA and certain other consultees opposed this on the basis that it would serve to reveal ‘deep pockets’ to opportunist litigants.   The Commissions decided not to have such wide disclosure; this provision may put potential litigants on notice as to how far a fund may have been eroded. 

(f) Whether there is a fixed charge to which any sums paid out under                      the contract in respect of the supposed liability would be subject.

Obligation of a person who receives a notice for information (Para 2, Schedule 1)

7.7 A  person who receives such a notice is obliged, within 28 days beginning with the date of receipt of the notice:

(a) to give any information specified in it that he is able to provide;

(b) in relation to any information that he is unable to provide, to notify the person seeking the information why he is not able to provide it;

(c) if the information that he is not able to provide was in a document that once was in his control, but is no longer in his control, and he knows or believes it is now in another person’s control, he is obliged within the same 28 day period, to provide the person who gave the notice with whatever particulars he can as to the nature of the information and the identity of that other person.

7.8 There is an important qualification to this obligation, namely that no duty arises in respect of information as to which a claim to legal professional privilege could be maintained in legal proceedings.

7.9 Paragraph 5 of  Schedule 1 prevents the insured and insurer from contracting out of this disclosure regime. Any provision in an insurance contract in so far as it purports to avoid this regime is to be of no effect. 
Penalty for non-compliance

7.10 There is no explicit sanction for non-compliance with the disclosure provisions.   The Law Commissions have recommended that CPR31, which deals with Disclosure and Inspection of Documents, should be amended to deal specifically with the procedure set out in Schedule 1. CPR 31.16 applies to applications before commencement of proceedings, but only in relation to disclosure of documents and against a person who is likely to be a party to subsequent proceedings. Whilst paragraph 2 in Schedule 1 of the Bill imposes obligations to supply information (c.f. ‘documents’) before any proceedings are commenced, on persons who are not necessarily expected to be parties.   Presumably, the ultimate sanction for failing to obey a Court Order will be punishment pursuant to contempt proceedings.

Where the insured is a company not on the register

7.11 Where the insured company is no longer on the register, paragraphs 3 and 4 of Schedule 1 to the Bill enable a third party to obtain documentation about his claim against the insured in circumstances where the third party has commenced proceedings against the insurer.   The third party will be entitled to impose the same duties of disclosure on former officers employees and office holders of the insured as would have been imposed by the Court had the insured been restored to the register and orders for standard disclosure had been obtained.

7.12 The disclosure of information provisions should make it easier for third parties to assess the advisability of commencing proceedings and the likelihood of their recovering sums from insurers. The provisions are in accordance with the recent reforms encouraging early disclosure of parties’ positions and trying to avoid a party being taken by surprise at a later stage. It certainly would be of assistance to many claimants with ‘long tail claims’ faced with insolvent companies and many insurers to trace. 

8. Erosion of insurers’ defences

8.1 Insurers’ rights to rely on some technical defences against a third  party would be removed by the Bill:

8.1.1 No longer would insurers be entitled to rely on a defence of breach of a             condition by an insured when the condition can be fulfilled by a third party.

The Bill would ensure that an insurer cannot resist a claim from a third party by arguing that the insured has not fulfilled a condition in the insurance contract if the third party has met that condition instead.

Clause 4 provides that where rights of an insured under an insurance contract are subject to a condition that the insured has to fulfil, then:

‘anything done by the third party which, if done by the insured, would have amounted to or contributed to fulfilment of the condition is to be treated as if done by the insured.’.

The obvious example would be a policy requiring an insured to notify the insurer of a claim within a certain period, but the insured fails to do so. If the third party did notify the claim within the requisite period, the Bill would not allow an insurer to rely on the insured’s failure as a defence. However, for this to work effectively, a third party would have to obtain information about notification fairly quickly.

8.1.2 An insurer would not be allowed to rely on breach of a condition in the policy              requiring the insured to provide the insurer with information and assistance              if the reason for that condition not being fulfilled is that the insured is a              body corporate that has been dissolved (see Clause 4(2)).

8.2 Some insurances contain a ‘pay-first’ (or ‘pay-to-be paid’) clause which requires the insured to pay the claim before the right to an indemnity from the insurer arises; in practice, an insolvent insured is unlikely to be able to fulfil such a clause and the third party’s claim against insurers is generally futile. However, under the Bill, the third party’s claim would generally not be adversely affected by such a provision, as Clause 4(3) provides that the third party’s rights are not subject to such a condition. However, the Law Commissions appreciated the importance of this clause in marine insurance, particularly for P and I clubs (see The Fanti and The Padre Island [1991] 2 A.C.1) and that it might be affected by international negotiations which were afoot. Thus, the Bill provides an exception in the case of a contract of marine insurance (as defined by s.1 of the Marine Insurance Act 1906) so that Clause 4(3) applies only where the liability of the insured is a liability in respect of death or personal injury.    

8.3 Any unpaid premium and any excess or deductible may be deducted from whatever indemnity is ultimately provided to the third party by the insurer.

9. Limitation

Under the Bill, if a third party attempts to establish the insured’s liability to him, an insurer will, in general, be able to rely on any limitation defence the insured could have relied upon. The Bill goes on to prohibit the insurer from relying on a limitation defence if the third party has issued proceedings against the insured in time (see Clause 11(1)).

10. Can one avoid the operation of the proposed Act?

10.1 Unlike the recent Contracts (Rights of Third Parties) Act 1999, it is not proposed that one can contract out of the new regime. Clause 6 prevents the insured and insurer from drafting an insurance contract so as to nullify the effects of the Bill. Clause 5 of Schedule 1 prevents an insured and insurer from contracting out of the disclosure regime contained in that Schedule.

10.2 The Bill does not seek to alter the position whereby an insured and insurer may reach a settlement prior to any statutory transfer of rights.   Such a settlement may be attacked as one designed to cheat the third party (see Normid Housing Assoc. Ltd v. Ralphs [1989] 1 Lloyd’s Rep.265) and a freezing order may be obtained or it may be set aside pursuant to Insolvency legislation.

10.3 Finally, a provision in an insurance contract which seeks to disapply the law of England and Wales or Scotland is to be disregarded for the purposes of determining whether the proposed legislation applies (see Clause17). Thus, one cannot circumvent the proposed legislation by the insurer and insured agreeing that the insurance contract is governed by foreign law. If the conditions set out in Clause 1 and 2 apply (‘the statutory transfer’), the full rigour of the proposed legislation will apply.

11. Conclusion

The proposals are a useful piece of law reform, which address deficiencies both in the Third Parties (Rights Against Insurers) Act 1930 and in the ways that it has been interpreted by the Courts.  The proposed legislation fits the ‘spirit’ of Woolf in that it enables a third party, at a stage when he is faced with an insolvent insured, to make a more informed choice as to whether it is worth pursuing his claim.  It is a short Bill, which should not be politically controversial.  The remaining question is whether Parliamentary time will be made available for it.
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