Response of British Maritime Law Association (BMLA) to

The Law Commission Consultation Paper

1. The BMLA

The British Maritime Law Association was established in 1908.  It draws its membership from: shipowners, shippers, merchants, manufactures, insurers, insurance brokers, tug owners, shipbuilders, port and harbour authorities, bankers, marine solicitors and other societies or bodies interested in maritime law.  The Association also has a number of individual members who may be employees of corporate or institute members or barristers.  The Association has two principal functions.  Firstly it acts as an adviser to U.K. Government bodies responsible for maritime legislation or regulation and secondly, it co-operates with its international parent body, the CMI, in research and drafting of international instruments for the harmonisation of maritime and mercantile law.
2. The Working Party 

2.1. The Executive Committee of the BMLA established a Working Party (WP) to consider the Law Commission proposals and to formulate a submission in response.

2.2. This response has been prepared by the WP and is submitted with the approval of each of its members and of the Executive Committee of the BMLA. 

2.3. The WP comprises members of the BMLA including representatives of the Lloyd’s and companies markets, P&I Clubs, ship owners, average adjusters and of lawyers in private practice in the marine insurance field all of whom have wide experience of marine insurance.  In addition, the authors of two widely-used insurance text books have contributed to our discussions – Professor Howard Bennett of the University of Nottingham and Mr Peter Macdonald-Eggers of 7 Kings Bench Walk.  Their contribution has been much appreciated
.  

2.4. Although each member of the WP has his own personal views which vary significantly and may not necessarily be in accordance with the majority view regarding topics which merit discussion, there was a broad consensus  that a clear cut case has not been made out to justify change on the scale now proposed for reform in the context of commercial insurance. We do not support wholesale reform.  However, even though wholesale reform is premature, associations representing providers and buyers of insurance and intermediaries should be encouraged to find commercial solutions to enhance certainty and maintain confidence in the market.  Indeed, the WP has taken as its starting point the famous dictum of Lord Mansfield: 

“The great object in every branch of law, but especially in mercantile law, is certainty, and that the grounds of decision should be precisely known . . .” Miles v Fletcher (1779) 1 Doug 231 at 232. 
2.5. There are several other matters which have informed the views of the WP:

2.5.1. The London Market is a key success story for the British economy linking in with some of the City of London’s other great success stories, such as the export of English legal services.  Insurance is one of the UK’s largest invisible exports, generating an impressive £13 billion per annum.  The UK insurance market employs over 330,000 people being the largest insurance market in Europe and the third largest in the world.  

2.5.2. With regard to the Lloyd’s market, which boasts a capacity of £14.8 billion, an astonishing 78% of Lloyd’s business is from outside the UK together with 57% of its capital.  UK based P&I Clubs earned premiums of over $1.5 billion in gross premium in 2006, being more than 60% of the earnings of all P&I Clubs worldwide.  All UK based P&I Clubs write on English law, engendering certainty and confidence in the London market and legal system.  

2.5.3. With regard to marine specific risks, according to IUMI the UK’s share of direct worldwide premiums is nearly 25%, with the next largest market (Japan) earning just over 10%.  Norway has less than 4%
.

2.5.4. With regard to marine insurance law, the perceived predictability of the legal system of England & Wales renders it a particularly attractive forum to a potential international assured, far outweighing a jurisdiction which may be perceived to be ‘fair’ but is in practice, unpredictable.  Looking to the European Common Frame of Reference on Insurance Contract Law as a basis for reform within England and Wales would be inconsistent with the principle of freedom to contract which underpins the market confidence the London Market currently enjoys.  Further, there is a concern reforms which seek to bring the English legal system in line with Europe will give insufficient consideration to the positive international commercial perspective of the London Market and legal system.  This would be detrimental to the economic interests of this country.  

2.5.5. As stated by the Lord Chancellor, Lord Falconer in a speech in 2005 at the Opening speech for the European Contract Law Conference: 

The English law of contract is the international law of choice over a wide range of areas, particularly in finance, shipping and insurance… you could say that the English common law of contract is now a world-wide commodity. It has become so because it is a system that people like.  In ever more complex, sophisticated and inter-related markets, English commercial law provides predictability of outcome, legal certainty and fairness.  It is clear and built upon well-founded principles, such as the ability to require exact performance and the absence of any general duty of good faith… It would be a huge error for the UK and the EU to lose this distinctiveness in the name of harmonisation.  An error not just for the UK but for the EU as a whole.”  

2.5.6. Even if a case can be made for some changes in the commercial context, the WP identified difficulties in the Law Commission proposals and believes further thought is required before change in this area. Far from achieving greater certainty, it is felt that the proposals will lead to greater uncertainty.
 In our view change will lead to the expense of litigation for doubtful benefit.

2.5.7. Implementation of these changes could damage the commercial success of the London market. It is one of the strengths of the London market that it provides a true market place for the coming together of major insureds and capital providers who are largely able to contract on whatever terms they like. The reasons why they do so are many and varied. Extreme caution should be exercised before any reform is put in place which puts at risk the workings of that market place.

2.6. The WP has no view on the case for reform in the context of consumer insurance. 
2.7. The Law Commission proposals focus on the placing of consumer business much of which is on standard terms and tariffs which is a world away from the placing of marine business. This is almost invariably done by brokers who know their client and on a bespoke basis on terms largely determined by those brokers. Indeed, the commercial power of the handful of major brokers who place the majority of the major marine risks and can control the terms on which it is done should not be underestimated. 
2.8. The WP notes that the Commissions’ involvement was provoked by a 2002 paper from a sub-committee of the British Insurance Lawyers Association.  The BILA report spoke with concern as to a theoretical weakness in bargaining position of, for example, tradesmen.  The Commissions have echoed this concern but the WP have been unable to find in the proposals any evidence that such a concern can be substantiated in practice.  

In one of a number of speeches advocating reform, Lord Justice Longmore suggested that the files of the Financial Ombudsman Service (“FOS”) might provide that evidence.  In fact, a brief review of the FOS material available on the Internet shows that the small business jurisdiction of the FOS is invoked annually on only a tiny fraction of all eligible UK business policies.  In absolute numbers of complaints, there are no more complaints made annually to the FOS in this jurisdiction, than are made in the same period to the regulator of the English and Welsh barristers' profession.  Given the comparative size of the two markets, the insurance industry’s performance in this class therefore compares very favourably with one of the UK's most professional traditional service providers.  The FOS reports do not suggest that insurers are abusing the law, or their relative size and strength, in this theoretically most ‘vulnerable’ class of commercial policy.  

The WP suggests that certain market features are likely to continue to reinforce that conclusion.  First, there is considerable and sustained competition for "SME" business in the UK general insurance sector.  Second, the UK broking industry has consolidated, helping to ensure that even small businesses have powerful advocates, often responsible for large blocks of similar business.  

2.9. Finally, if there were to be a default regime for commercial insurance, the WP believes that it should be possible to contract out of this simply and without inquiry into the reasonable expectations of the insured.  
3. Response Structure

3.1. The structure of this response is as follows:

3.1.1. In Section 3 we make some general observations about the placing of marine business.

3.1.2. In Section 4 we consider whether marine insurance should be treated differently from other commercial insurance

3.1.3. In Section 5 we consider the duty of disclosure

3.1.4. In Section 6 we consider misrepresentation

3.1.5. In Section 7 we consider remedies for misrepresentation

3.1.6. In section 8 we look at warranties

3.1.7. In Section 9 we look at implied warranties

3.1.8. In Section 10 we consider Contracting Out of the Default Regime

3.1.9. In Section 11 we comment on Standard and market terms


3.1.10.  In Section 12 we consider insureds reasonable expectations

3.1.11. In Section 13 we comment on the definition of consumers

3.1.12. In Section 14 we comment briefly on the monetary impact of reform

4. General Comments

4.1. This response is written from the point of view of practitioners in the marine market. It should be noted that there are features of the way in which commercial business and particularly international marine business is conducted which bear little relationship to some other forms of insurance.

4.2. Typically commercial business is placed using a broker (as agent of the assured) using bespoke placing information but incorporating “market standard” terms and conditions. It is very rare for an insurer in the commercial marine market (excluding P&I) to produce a wording for use by customers, such standard terms usually manifesting themselves through the actions of the agent, though in some specialist sub-classes the use of bespoke individual clauses is more common.

4.3. The use of proposal forms is very rare in the commercial marine market. Many of the Commission’s proposals refer to insurers asking questions. However, in this field, such questions might be asked orally at the time of presentation of a risk but not necessarily in a structured way.

4.4. We would also note that in a subscription market the nature of the presentation may vary from one subscribing underwriter to another at any given time. This could lead to a situation where some have remedies and others do not. This is true under the existing law but this inconsistency (and therefore greater uncertainty) will probably increase if the law changes.

4.5. The reality is that commercial brokers are well aware of the law and of market practice – of what matters to insurers. They can make their presentations and give advice as to their content accordingly. It is unrealistic to expect an insurer in London, with limited administrative resources, to investigate, by proposal form or otherwise, how for example an international company operating in multiple locations and jurisdictions is structured. The process is likely to involve a combination of skilled insurance or risk manager, a local broker, possibly a captive insurer and certainly a London broker but that is reasonable – such is the norm for the market’s clients. All those professionals are best placed to choose the cover they need and the market from which they want to buy it and to meet the requirements of the system of law which they choose should govern that relationship.

4.6. The market’s customers are often foreign. They have a freedom to place their business in any convenient international market and often do so. It is not uncommon for parts of their risk to be placed in different markets on different terms.

4.7. Such customers often place business in the London market but incorporate foreign conditions such as the American Institute forms, the Norwegian Plan or German DTV Conditions. Sometimes foreign law and jurisdiction is specified. It is the broker who in practice puts the slip and placing information together and he who selects from the range of Institute and other markets’ clauses those which he considers are most suitable and frequently amends these to suit particular circumstances.

4.8. In short, the commercial customer has (and frequently exercises) significant freedom to place business wherever he wishes and on the terms that he wishes. He does so relying on specialist advice from his brokers, both in London and elsewhere, weighing up the competing advantages and disadvantages of the extent of cover, the regulatory system of law which governs the solvency of the insurer, the quality of his claims service and a host of other factors.

4.9. We are concerned that the proposals do not take sufficient account of either the sophistication of the customer base nor of the challenges faced by the underwriter writing international commercial business in the London market. These are not the same as those faced by the underwriter designing a homogeneous product to be sold to consumers on standard terms thousands of times.

4.10. These challenges include:

4.10.1. The fact that the subject matter insured moves around and may not be always be capable of survey or inspection

.

4.10.2. The owners of the insured property may well be single ship owners established in an offshore jurisdiction offering limited scope to investigate or consider financial risks and associated moral hazard. 

4.10.3. The underwriter relies on the honesty and openness of the assured and his agent, the broker, to a very significant extent, often more so than in other classes of business.

4.11. These challenges are and have been successfully addressed by the use of warranties (or clauses expressly limiting cover in certain circumstances) and the sanction of avoidance in the event of material non-disclosure or misrepresentation. The latter is particularly important where it is not easy, practicable or economic for an underwriter to investigate the risk in detail on placing. 

4.12. We feel that the Law Commission needs to give further consideration to the importance of disclosure and warranties in the context of a wide variety of commercial contracts. We believe it would be helpful for further evidence of the way in which international commercial business is written and the practical challenges it faces to be collected and considered before making changes where the need for that change has not been demonstrated clearly.

4.13. Under the current legal regime, underwriters know that, in order to be upheld, warranties need to be clearly drafted.

4.14. We have seen no evidence that underwriters in the commercial marine market have been conducting themselves in such a way as to make significant profits (or indeed any profit at all) out of reliance on technical defences which on an objective view offend the “justice” of the situation. 

4.15. To suggest that the current law is unfair and does not meet the reasonable expectations of insureds risks oversimplification.  It is perhaps worth noting here that insurers also have reasonable expectations that those commercial undertakings who seek their support are open and frank in their dealings, that requirements which are fundamental to the risk are complied with and that they have a chance to price the risk properly.
4.16. Further, to the extent the Commission view this as an insurer v insured issue, we believe other important considerations may be being overlooked.  Insurance spreads the losses of the few amongst the many.  If the number of losses paid increases, the cost to the many (in terms of future premiums) must also increase.  The ‘loss-free’ majority of insureds will not have their interests served by inflated loss ratios, created by a laxer regime intended to provide recoveries to less careful and conscientious buyers.      
4.17. Objective examples of unfairness are in practice difficult to identify. The Court of Appeal's decision in the case of the North Star, where the alleged non-disclosure was as to the existence of a criminal charge of fraud subsequently dropped, has, however, been portrayed as demonstrating the unfairness of an element of the current law on disclosure but such a conclusion ignores a number of issues.  First, it is not the same question as whether there was unfairness to the individual assureds in that case. It should be remembered that there was a finding of fact by the trial judge that one of the assureds had acted fraudulently in casting away the ship. Thus, at the point when the Court of Appeal considered the disclosure issue, the claim would in any event have failed.  Secondly, it ignores the nature of the risk and the realities of the market at that time. The case concerned war risk insurance which is a class of business where basic cover is obtained for insured values of many millions at a minimal, almost nominal, cost, where the claims under the basic cover are not driven by the condition or trading pattern of the ship and where underwriting process takes a matter of minutes.  The underwriter either accepts or rejects the risk at the going market price. In those circumstances a key ingredient in the underwriting decision is the moral hazard issue - does the underwriter want to do business with this particular assured?

5. Should marine insurance be treated differently from other general commercial insurance business?  

5.1. Although a special case can be made out for marine insurance to be treated differently from other forms of commercial insurance, on balance, the WP is not persuaded that this should happen.

5.2. There are many hybrid risks written today in the marine market which may not strictly be marine insurance. Examples would be construction risks in the offshore energy field which might well cover onshore design and fabrication, the float-out of modules and subsequently installation of a fixed structure offshore. Part of the risk is marine but part is not. 

5.3. It is hard to see any real justification for treating commercial marine risks separately from a misrepresentation or disclosure point of view. There appears, given the lack of controversy on these aspects, to be strong justification for separate treatment in relation to the well established rules on valuation, measure of loss, payment of premium, general average and the concept of abandonment and constructive total loss which are treated differently in the context of marine insurance but that is a debate for another day.

6. Duty to Disclose

6.1. We agree the duty of disclosure should be retained for business risks. 

6.2. We agree with the requirement that there must be evidence that the insurer would not have entered into the contract on the same terms or at all if the fact had been disclosed.

6.3. We do not accept as necessary the proposed modification to s.18(1) which simplifies the test in s.18(1) MIA 1906 (that the insured is “deemed to know every circumstance which, in the ordinary course of business, ought to be known by him”) and limits the duty of disclosure to facts which the business insured knew or which it ought to have known, removing the question of deemed knowledge and imposition of circumstances of the assured’s “ordinary course of business”. On the law as it stands the inclusion of a duty to disclose what an insured “ought to know” prevents an insured from arranging matters so as to limit its disclosure obligation, by ensuring it does not know what it would know were it running its business properly.  This serves three purposes:

· That the insured does not skimp on premium at the expense of the insurer, and of all other insureds contributing to that premium pot;

· It lessens the risk that the insurance funds will have to respond to an unanticipated loss; and

· It encourages all insureds to run their business properly - this can only be beneficial from a risk-control standpoint.  

This provision also simplifies litigation; few assureds would waste time arguing “my people did not tell me” as doing so is futile.  It is worth noting that the law is quite even-handed in this respect since s.18(3)(b) imposes the same control on the insurer.  Furthermore, the proposed change will broaden the boundaries of the assured’s knowledge by removing the limitations inherent in the  ‘ordinary course of business’ proviso, thereby making it even more uncertain what an assured should or should not disclose.  

6.4. We are concerned about the “actual insured” and the “reasonable insured ” test as they apply to materiality insofar as they deprive the actual insurer of disclosure based on the prudent insurer test. The “reasonable insured” and the “prudent insurer” tests may well suffer from the same shortcoming in that evaluating the content of disclosure from the perspective of one party’s position, but not the other, is likely to prejudice the other. The “prudent insurer” test is less problematic in this respect than a “reasonable insured” test, because the assured under a marine policy is very likely, indeed almost always, to have been advised by a professional broker who is qualified to assess materiality by reference to the prudent insurer test. Furthermore, the “reasonable insured” test ignores the very purpose of the duty of disclosure, to correct the limited information available to the insurer. If a neutral “objective relevance” test of materiality were employed, it is more likely to approximate to the prudent insurer test than the reasonable insured test. In addition, the “prudent insurer” test can be applied with greater certainty, given that it is based on the workings of a particular market, whereas the attributes of a reasonable insured will depend on the particular circumstances of an assured which will be difficult, if not impossible, for a contracting underwriter to gauge, given that the “reasonable expectations” of an assured in Piraeus may be very different from an assured in Valparaiso.
6.5. If a “reasonable insured” test were applied, further thought would need to be given to features of the actual insured which would be attributed to the reasonable insured, in particular by considering the differences between business transacted without a broker and with a broker. In our view the realities of commercial business are that it is very hard to determine whether a reasonable insured should have appreciated that a particular fact is one that the insurer would want to know about. That depends entirely upon what he has been told by his broker. The alternative will result in boiler plate language going into every slip intending to exclude argument (subject to the application of uncertain statutory controls) about what an insurer would want to know. That will still not solve the problem where the broker fails to pass that information on and subjecting the boiler plate clause to the proposed control on standard terms will inevitably introduce uncertainty as to whether any given insurer’s clause would withstand challenge.  

7. Misrepresentation (Business Contracts)

7.1. We agree that a duty not to misrepresent should continue to apply to business insurance contracts.

7.2. We do not disagree that a representation giving rise to a remedy must have induced the insurer to enter into the contract 

7.3. We are not persuaded that the insured should be excused if he has acted honestly and reasonably unless specifically agreed in the contract. We do believe that there are serious problems of attribution in determining what a corporate entity “believes”.

7.4. We also have difficulty with the concept that the insurer must prove that a “reasonable insured in the circumstances would have appreciated that the fact in question was one that the insurers would want to know about”.  See paragraph 6.5 above.   

7.5. Brokers typically have specific notices or disclaimers in correspondence with their assureds - usually in a footer towards the bottom of their emails - one example of which reads “It is important that you disclose all information that might influence insurers in reaching a decision on their premium and terms and conditions of the insurance contract.  Failure to do so may entitle insurers to avoid all cover and claims.  If you are unsure whether information or a change in circumstances may be material, you should disclose it.”.  Such disclaimers/notices remind the assured of their disclosure and misrepresentation obligations in addition to what may have been said verbally.  The Assured may never in fact receive that notice because of the operation of a string of sub-brokers, but that should not be the insurers’ problem.  

7.6. In the placing of commercial marine business a broker is almost always engaged by the customer. If the business deals directly with insurers, then we could see the argument that the insurers should be explicit as to what they expect but that is not the prevailing market practice. 

7.7. We can see great scope for disputes as to what a “reasonable person” would not have represented.  The premise that unless the assured has done something ‘wrong’ there should be no sanction fundamentally misunderstands insurance.  It is rather about the insurer having the right to make an informed judgment of the risk, informed in the sense that the insurer has the right to the benefit of the full range of the assured’s knowledge.  Information producing informed risk assessment is the basis of the contract
.  The assured’s state of mind in failing to give the insurer accurate information is irrelevant because this is not the law of tort.  By contrast, intrinsically relevant is the insurer’s right to be armed with a full cache of knowledge before agreeing to underwrite the risk.  

8. Remedies for Misrepresentation and Non-disclosure

8.1. The WP considers that, in the commercial context, there is no reason why non-negligent, non-fraudulent misrepresentations or non-disclosures should be excused. All misrepresentations and non-disclosures affect the reality of the insurer’s consent as they do in respect of non-insurance contracts, where innocent misrepresentations give rise to rescission.  It is the insured who is, in practice, able to check the veracity of what it says (or rather, of what it instructs the broker to say) and, if that is inaccurate, it is the insurer who has been misled.  Assuming the law intends to promote a competitive insurance industry, transferring the risk of that being wrong to the insurer, and hence to all insureds, does not seem logical.     

8.2. The proposal to introduce proportionate remedies depending on the state of mind of the assured or the reasonableness of the assured’s conduct creates an artificial response to a given misrepresentation or non-disclosure.  It is likely to encourage litigation between insurer and assured as they wrangle over which proportionate remedy is relevant in any given circumstance. Further litigation might also be encouraged on the divisions between fraudulent, innocent but non-negligent and innocent but negligent misrepresentation, and precisely which side of these divisions a given action may fall. Litigation might be repeated under the same policy if multiple claims are separately pursued.

8.3. An entirely innocent non-disclosure or misrepresentation may still fundamentally change the character of the risk which the insurer thought he was asked to underwrite. To deprive a remedy to the insurer in such circumstances could lead to a positive injustice. It is difficult to see any rational reason why a contract, say, for the sale of goods might be rescinded upon the making of an innocent misrepresentation, but not an insurance contract similarly induced.  

8.4. Whilst there might be concerns about the harshness of avoidance as a remedy in limited circumstances, the solution is not to create an artificial regulation of remedies as is now proposed. The solution is to empower the Court to exercise a discretion to disallow the avoidance and substitute an award of damages, as the Court is now empowered under the Misrepresentation Act 1967.   However, until we can formulate a viable, closely-defined test for a genuinely unjust avoidance, allowing damages as a judicially-sanctioned alternative seems to be a recipe for a great deal more litigation.  

9. Warranties

9.1. We agree that strict compliance with warranties should continue to be required.

9.2. The WP is divided as to whether the default position should be that a breach of warranty should be causative.
 The concern we have is the definition of “materiality” and “contribute to the loss” in Para 8.4.2.  This seems to us to give rise to greater risk of litigation and uncertainty. It should be noted that the Courts are ever more prepared to construe a non-material “warranty” as a suspensive or descriptive warranty, rather than a promissory warranty under section 33 of the Marine Insurance Act 1906.

9.3. We agree with a requirement that warranties be in writing, that being the law today (see section 35 of the Marine Insurance Act 1906); orally agreed warranties are unheard of.  Market practice, under the MRG slip, is however to place these on the front of the policy, where they may most easily be seen, rather than in a schedule.

The WP is concerned with the proposal that, in the event of a breach, the insurer would then have the right to terminate cover for the future as opposed to cover automatically coming to an end, if that results in discharge being deferred to that point in time because the efficacy of the rule on breach of warranty lies in it biting automatically
.  To defer discharge of the policy until such date as the insurer hears of the breach, and acts on it, renders the concept toothless, given that breaches of warranty are often discovered after the policy comes to an end.  In practice, we believe the strictness of the automatic rule encourages insureds and brokers (a) to negotiate warranties carefully and (b) to keep an eye on their performance and seek a ‘hold covered’ if a breach seems likely.  A warranty which only bites once the insurer knows of its breach will not fulfil the risk control and distribution function of some continuing warranties, e.g. those going to safety.  It is central to the market’s cost efficiency that insurers may rely on the operation of a warranty carefully negotiated to protect them.  

We are divided as to whether there should be a pro rata refund of premium in that event.  The WP supports a rule that requires pro rata return of premium once breach of warranty is established and accepted, but there are those in the market who point, quite fairly, to the fact that they will usually have incurred a good deal of expense investigating a loss by that point, which expense will go uncompensated.   

9.4. We would note also that strict compliance is often modified in commercial contracts by the use of “held covered” clauses.  The WP wonders whether this topic should be dealt with at greater length.  

9.5. We support the proposal to bar “basis of the contract” clauses. These are very rare in the hull and cargo markets (partly because proposal forms are equally rare) but are to be found universally in P&I Club Rules and Certificates of Entry and occasionally in yacht policies.

10. Implied Warranties/Conditions MIA 1906

10.1. The Law Commission has raised questions regarding the implied warranties in Sections 39-41 and the voyage conditions in Sections 42-48.

10.2. Although these are interesting questions, in some ways we consider that the question steps round the real problem in Section 39. This is the difficulty within the current regime of running a defence of unseaworthiness under a time policy under s 39(5). This is, of course, beyond the scope of this consultation but in the context of review of Marine Insurance generally it is a topic which merits careful attention.  There is a wider public interest in having a regime which encourages the operation of seaworthy (and therefore safer) ships both to protect the innocent cargo owners, crew and the environment.

10.3. As to the implied warranties, there are only two. The s 39(1) voyage seaworthiness warranty and the warranty of legality in s 41. The s 41 warranty adds little to the existing law of illegality. The WP was able to identify some hull voyage insurance cases in modern times where the implied warranty of seaworthiness was relevant, for example in towing rigs, scrapping voyages, repositioning of energy assets, or a vessel embarking upon a voyage which falls outside the trading warranties in a time policy.  The Law Commission may wish to consider the fact that removing the implied warranty of seaworthiness under s.39(1) might send rather a peculiar message, implying that marine insurance law is less supportive of safety of life at sea , the prevention of casualties and the preservation of the environment than it was in 1906!  

10.4. The WP does however agree that if parties want or need warranties then  they can be expressly included, negating the need for implied warranties such as these.

10.5. As to the cargo voyage conditions, these have to an extent been taken care of by held covered provisions or the Institute Cargo Clauses (A). 
  Where, however, these clauses have not been dealt with, the provisions still serve a purpose.  
10.6. There have been some problems in the context of cargo insurance with “phantom ships”.

11. Contracting Out of the Default Regime

11.1. We are concerned by the Law Commission’s proposals on opting-out.

11.2. Although it is proposed that the parties are free to contract out of the default regime (save for basis of the contract clauses), this is subject to controls on the use of standard term contracts which “defeat the insured’s reasonable expectations of cover”.  This is a departure from the Law Commission’s previous refusal to interfere with business-to-business freedom of contract in, for example, the context of Unfair Contract Terms, outside the area of small businesses.  

11.3. We consider that this proposal takes insufficient account of the way in which business is placed (see our general comments above) in the commercial marine market although we can see that, potentially, some kind of small domestic business might have little choice when buying direct with no broker involvement.

11.4. It is said in the Consultation Paper (Para 5.133)  that commercial insureds “are not experts”, “may not understand terms or their implications” or “may lack the ability to alter them.”   
11.5. This is a proposition which commercial insurers in the marine market would find difficult to accept. We have set out in some detail how expert the insured side of a commercial insurance negotiation actually is, and how widely known English law is to the end user in the market.   
11.6. Turning to commercial insureds’ “inability to alter terms or their implications” the reality is that these duties are negotiable.  Their alteration may be costly, but any insured whose opening gambit is that he does not want to show good faith or keep policy promises should expect that.  If in any given instance it proves to be the case that insurers only wish to insure on particular terms, that is their entitlement; no insured business is entitled to demand a contract from another business on terms it does wish to offer.  
11.7. We, of course, accept that in the context of matters such as Motor or Employer’s Liability, public policy may well mandate the insurance industry offer or abjure certain terms.  However, the terms of commercial insurance, except in such socially sensitive areas, have not hitherto been a matter of judicial or legislative concern. 

11.8. Before commenting on the detail of the proposal, it is worth noting that insurance placed in the London commercial market features the following:

11.8.1. Multiple insurers sharing the risk, often agreeing to follow the decision of the leader on pricing, on terms and on claims.  The latter aspect, which is widespread and critical to the market’s swift claims response, is predicated on the coverage obligations of subscribing insurers being identical.

11.8.2. Multiple insureds, whose knowledge and expectations may vary widely, appearing on any one policy for example managers contrasted with registered owners; or mortgagees who insist on a business insured purchasing coverage for the financed asset, naming the bank as an insured. Both the managers and the bank may know far more about insurance law and indeed current terms, than the actual insured owner.   

11.8.3. In some cases, such as shipbuilding and energy constructions risks, there are classes of assured, especially sub-contractors, who are intended to be insured by the policy but rarely have sight of it until a claim arises.  This makes a “notice based” form of post facto regulation difficult to operate.  

11.8.4. The widespread use of standard market terms.  This is not confined to Institute wordings which brokers may adopt or incorporate in a placing.  There is also the widespread adoption, by other insurers, of terms produced or used by other leaders, and of a leader’s standard clause for a particular point.  

11.8.5. The risk being negotiated through a broker, with the insurer having no interaction at all with the buyer(s) who may be down a long (international) broker chain.

11.8.6. The control bites on standard clauses not compliant with the new default.  This has the potential to bite on clauses which, although they operate in the same way as warranties, are entirely uncontroversial.  By way of example, the 1983 Institute Hull Clauses, much favoured by the international ship-owning community, contain in Clause 4 an automatic termination of the insurance in certain defined circumstances, such as a change of Classification Society, of ownership, management or flag.  The Consultation Paper indicates (see 12 below) that these, as “market” clauses, are not the target of the statutory control, but the position may prove less clear.  

12. Standard and Market Terms
12.1. It is proposed that the control on contracting out will apply to an insurer’s “standard terms”.  We are concerned that the way commercial marine business is placed has not been taken properly into account.  

12.2. The London market is not a market where conditions are routinely printed bearing a company’s logo, so that definition is immediately less than precise.  What is the test to be:  that the insurer authored the clause;  that someone else authored it but the insurer always uses it;  that the insurer sometimes uses it; that the broker incorporated it knowing or suspecting that there was no prospect of getting an insurer to quote without it?

12.3. Although the Consultation Paper was at pains to point out (5.142) that standard market wordings, offered by the broker, are not intended to be caught by this provision, we are concerned that this may not prove to be true in practice. 

12.4. A placing in the Lloyd’s market may well start with the broker offering the risk based on a standard set of conditions but, in many cases, those will have been pre-amended by the broker with his client.  The insurer will respond both with rejections of those amendments (reinstating “the standard”) and with additional ‘standard’ clauses. Neither the former nor the latter was part of original offering.  Does the insurer thereby introduce, ‘off-the-shelf’ standard terms, subject to controls?  How should this common practice be treated as part of the opt out regime?

12.5. There is perhaps an assumption which would be incorrect that London market wordings already set out in full a summary of the current law applicable to utmost good faith and for warranties.  They do not.  The P&I Clubs are the exception in setting the matter out, albeit a very important one.  Therefore the mere fact that a placement starts with, say, the Institute Time Clauses 1983, which provide for English law and practice, is unlikely without more to displace the default regime, even when both sides are entirely content to do so.  There will have to be some new “standard” market clause contracting out of the default regime,
 which raises the issue as to whether that standard clause offends the default regime?

12.6. There also seem to be conflicting comments in the Consultation Paper.  Para 141 suggests that it is ‘unlikely’ an accepted industry term would be considered unfair.  Several further points arise: 

12.6.1. On the test as propounded in Para 133, the fairness of the clause is irrelevant,

12.6.2. It is not explained how to differentiate between “standard” and an “accepted” industry term.  The expression “accepted industry term” itself gives rise to a further uncertainty as to which is the industry in question.  The P&I Clubs are part of the English marine insurance market but not, for some, part of “the London market.”  It is unclear whether the type of clause described above will fulfil the Para 133 test if used, for example, on a set of London market combined Hull and P&I conditions, such as the Institute Fishing Vessel clauses and, if it were to do so, whether it fulfils that only for P&I coverage?  If it were to be permissible for the P&I section of the Fishing Vessel clauses, would it be equally applicable for any Hull coverage?   

12.7. The P&I clause discussed above
 is, on one definition, a “basis of the contract” clause (which it is proposed shall be unenforceable).  It bears noting that it is proposed therefore to invalidate a clause which is in universal use by the mutual P&I industry, and accepted by over 95% of the world’s shipowners.  At the same time the prevalence of such terms in P&I Club rules demonstrates that 95% of the world’s shipowners are annually notified of the essentials of their duty of utmost good faith and of the consequences of its breach.  

12.8. In the context of subscription markets with leaders and following underwriters, statutory control produces further problems.  Assume, unknown to the follower, the leader uses what is, for the leader, a standard clause.  In fact, the clause falls foul of the notice element of the expectations test, because the broker fails to tell his client or his producing broker.  The follower also accepts the risk with that as a term.  For that particular follower however, that clause is not, in fact, a standard clause.  Therefore the failure to give notice of it is of no relevance.  The follower is fully entitled to rely on the clause but the leader is not.  It is difficult to see how the leader can in these circumstances be allowed to take claims decisions on the follower’s behalf. 

13. The Insured’s Reasonable Expectations
13.1. This is a new concept in England although familiar to those with US experience. 

13.2. We are concerned that the proposal appears to be that the validity of the clause will depend on an ex post facto assessment of the clause against the reasonableness of the actual insured’s expectations, given what it knew about the clause.  Although “procedural unfairness” (as this test is elsewhere called) focuses on whether the clause was brought to the insured’s attention (5.144) this approach appears intended to go beyond notice, and certainly to go beyond incorporation into the policy.   

13.3. Such an approach is presumably calculated to make it more difficult for the insurer to rely on such clauses than the current provision used in the Marine Insurance Act – which provides that most of the sections apply “unless the policy provides otherwise”.  The effect will be a forensic enquiry into the insured’s knowledge, however and whenever that was acquired, of a given clause in every case where a “standard” clause departing from default regime is used and gives rise to a defence.  Since it is in the nature of such clauses that they will only be introduced to reinstate a defence otherwise removed by the default code that will represent a considerable cost for every insured. The scope for litigation is significant.

13.4. The approach proceeds upon the assumption that the default regime is the starting point for what is reasonable (in the context of commercial marine insurance) and the clarity with which a standard term alerts the insured to the modification of that should be assessed against that.  However, in a market where there is little complaint from insureds about the law as it currently stands insofar as commercial risks are concerned  the curious outcome will be that a businessman who knows the current law will be giving evidence based on a premise which simply does not apply to him. 

13.5. The regime could be unjust to the insurer, given the way the market functions.  In broker produced business, the insurer has no control over the insured’s knowledge of the clause.  The broker effecting and coordinating the placement is the accepted channel.  The insurer is left exposed to the possibility that clauses which, in ordinary contract dealings with an agent, it would be fully entitled to insist upon as terms conditioning its promise to insure, will not be relayed to or explained to the insured by the insured’s own agent. 

13.6. There are also the issues mentioned elsewhere which arise in identifying the alter ego of the company when it comes to expectation. Should it be the expectation of the beneficial owner of a ship or a director of his managing company or the insurance manager in the managing company who is not a director? There would seem to be scope for dispute, litigation and uncertainty.

13.7. Once a claim arises, the starting point for every insured confronted with a defence which depends on a clause which displaces the default regime will be to explore how it or if more than one, they, can contend this does not conform to their expectations.  In that regard, it is entirely foreseeable that there will be different expectations held by different insureds on the same policy.  This is a recipe for litigation.

13.8. We consider a reasonable expectations test as likely to give rise to difficulties.
13.9. If there is to be a default regime, we consider the opt-out ought to be a neutral “unless the policy otherwise provides.” That will ensure, that commercial insurance contracts mean what they say – that the contract terms are paramount – and that essential certainty is preserved. The certainty provided by English law - which remains one of the major selling points for international insurance and its associated service industries coming to London – must be preserved.    
14. Definition of consumers? 

14.1. We agree with the Law Commission proposed definition of consumers.

14.2. We agree that high value items such as jets and yachts be exempted from the consumer regime to the extent they are owned by companies.

15. Monetary Impact of Change
15.1. We are not in a position to comment on the monetary impact of change other than to comment that, in the many areas where these proposals  involve an increased risk of litigation, that will be expensive.

15.2. We have identified a number of issues where we believe that litigation will be the inevitable consequence of a change in the law.
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� The members of the working party are set out in Appendix A


� Further information and statistics can be found in the IFSL Research paper on Insurance 2007 at: http://www.ifsl.org.uk/research/index.html.





� The Law Commission will know that there was a significant increase volume of litigation following the Arbitration Act 1996 in the UK and the Australian Insurance Contract Act 1984 in Australia . Similarly, most of the open legal questions as to the extent of the duty of good faith, the requirements for inducement and materiality, the role of good faith in claims, the effect of breach of warranty and how it may be waived have been addressed by the appellate courts over the last 20 years or so. The position at law is now reasonably clear and certainly clearer than in 1980.  That enables the business man and underwriter to select their cover and to price it effectively against a background of reasonable certainty.





� Note that there have been recent attempts by the market to introduce standard clauses such as the International Hull Clauses 2003 which spell out in plain language the consequences of a breach of policy terms which vary depending upon whether such breaches are causative of loss.  The new MARCAR 01/09/07 wording also adopts such an approach to warranties.   





IHC 2003 were designed to achieve greater clarity and to ensure so far as possible that the expectations of assureds were free from uncertainty. Only very limited business has been placed on these new clauses. Assureds, advised by their brokers, have elected to use old clauses (ITC 1983) in preference to the 2003 Clause or even ITC 1995 Clauses. This is a clear example of the operation of the free market. The underwriters were and are content to spell out what will happen when a particular obligation is broken but it was the commercial buyers who decided they did not want these. Even when business has been placed on IHC 2003, it has usually been on modified terms.


� It should also be noted that, although the assured asserted that they were not guilty of the frauds which were alleged against them, and which were the subject matter of the non disclosure defence, it was not the case that the allegations of fraud had been exhaustively reviewed by a court in a trial and the assured found not guilty. One of the relevant authorities, the Greek criminal prosecutors, decided after reviewing the allegations, to discontinue the action against the assured. The other allegations, made in civil proceedings in Panama, came to nothing because the proceedings were not pursued by the claimant for reasons unknown.  By the time the issue reached the Court the case proceeded on the basis that the assureds were not guilty of the alleged frauds but the reality was that the issue had not been truly considered by any court and the underwriters had no way of challenging the assureds' assertions that they were not guilty. Further, there were other issues, such as a rather odd sale agreement for the ship, an assured's communications with charterers which showed a willingness to deceive a contracting party and a failure to disclose to a mortgagee bank that the assureds were funding an apparently third party purchase of forced sale of another ship in the fleet which all suggested that the assureds were not people with whom it was safe to enter into a contractual arrangement.  





� This is why, for example, the test for ‘truth’ in s.20(4) MIA operates by reference to materiality rather than simple accuracy.  


� An insurer covering an offshore construction project might wish as part of his risk management process to impose a warranty as to the way the project is supervised and monitored. A loss might occur for a reason which has an independent cause but might well be indirectly related to slack quality control by the insured which is the real evil the insurer is seeking to control. It might be hard to prove any direct causal link but, if the insured had been compliant, the result might have been different or the extent of the loss smaller.


� The Good Luck


� Certainly, in cargo insurance where there is the potential for injustice, the Market has come up with practical solutions to specific problems.  Thus, the difficulties caused by the implied warranty of seaworthiness in voyage policies created by Section 39 (1) are effectively negated by Clause 5 of the ICC (A) Clauses.  The Clause 4.6 ICC (A) Insolvency Exclusion is regarded as being too favourable to insurers and is in practice replaced by a revised wording, the JC 93 wording.





� The phantom ship issue arises under Section 44 of the Act, which provides:- �"Where the destination is specified in the Policy, and the ship, instead of sailing for that destination, sails for any other destination the risk does not attach".   �A phantom ship is one with "no valid classification is not registered with any recognised ship registry and is usually operated by criminals”.  It is employed as a vehicle for fraud on cargo owners, the modus operandi being that, as part of a pre-arranged scheme, shortly after leaving the port of shipment, delays en route are reported during which the phantom vessel in fact proceeds to a new location to discharge her cargo.


�Section 44 applies where the ship sails for a different destination.  It does not therefore absolve cargo insurers from liability for loss/damage en route between warehouse and the vessel. If, however, the vessel sails for a different destination the risk is subject "to an ex-post facto invalidation".  As far as the assured is concerned, he may suffer a fortuitous loss of his goods during ocean carriage and yet is deprived of a recovery.


�The leading case is now the "Prestrioka" [2002] 1 LRIR p.752, following the 1893 decision in Simon Israel v Sedgwick.  The contractual voyage was from Kohsichang to Dakar.  The vessel loaded at Kohsichang, set off but not for Dakar and then disappeared.  As stated by Potter LJ "..on the face of it … the cargo was totally lost in circumstances prima facia covered by the All Risks Policy". The problem for the cargo assured was Section 44. The case came before the Court of Appeal on a jurisdiction question – the cargo insurers arguing that the original grant of permission to serve out should not have been granted. The Court of Appeal held that the original Order granting permission to serve out should be set aside, the assured having failed to establish that it had a reasonable prospect of success on its claim, and that the proceedings be dismissed.





Prof. Howard Bennett suggests that insurers "escaped liability on what must be considered a technicality".  The only solution appears to be a specifically drafted Clause to disapply Section 44.





The fact that the Market has not already come up with such a Clause (and brokers are not generally slow in coming forward on this type of issue), and also that the two leading cases dealing with the issue are 1893 and 2002, over 100 years apart, is a strong pointer that this is in practice a very minor issue. It is only a problem when cargo assureds elect to use sub-standard shipping for their shipments.





� The “Institute Contacting out Clause”


� one example of which states that the applicant must provide “all material information and particulars” and any additional particulars of information as the Managers require, with a warranty attached to this based upon what the applicant knew or could ascertain with reasonable diligence


� It may actually be to the broker’s advantage not to pass on the true effect of the terms. He can thereby secure a competitive quotation from the insurer who thinks he is quoting on tight terms. If there is a breach, the insurer cannot rely on it because of the reasonable expectation test and the broker does not run the risk of an action (which he faces under the current law) because the insured gets his money and has no loss. The only loser in this is the insurer who quotes on one basis and finds his important but freely negotiated contractual terms do not apply.


� There are also problems with construction insurance. Often this is arranged by Principal Insureds but with liberty to confer benefits on subcontractors as additional insureds. Those additional insureds may not even have been identified at the time the policy is agreed. If a claim arises and there is a breach of a warranty it is absurd and impossible assess what the reasonable expectations of the additional insured may have been when the policy was written in circumstances when he was not (at that time) a beneficiary of the policy at all.
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