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PREFACE TO THE SECOND EDITION

The aims of this new edition remain the same as the first edition (see Preface
to the First Edition, below).

In this edition, new cases, Codes of Conduct, alterations to legislation, both
in the UK and Australia, new directives and extracts from recent articles, have
been added to the Appendices while the text has been amended to reflect
these changes.

Chapter 1. The effect of the Financial Services and Markets Act 2000 (FSMA)
impacts on several chapters. In Chapter 1 the Financial Compensation Scheme
has taken over the role of the Policyholders Protection Board and the text and
Appendices reflect this. Certain additions to reflect the continued importance
of European Directives are made. Facts and figures have been updated.

Chapter 2. Lambert (1999) and Deepack (1999) have been added to the text and
changes to the Australian Insurance Contracts Act 1984 have been made in the
Appendices.

Chapter 3. Changes at Lloyd’s are noted in the text and also the jurisdiction of
the FSMA over unauthorised insurers.

Chapter 4. The House of Lords” interpretation of s 17 of the Marine Insurance
Act in The Star Sea (2001) is discussed in the text and extracted in the
Appendices. Also referred to in the text are Merc-Skandia (2001); Sirius
International (1999); HIH Casualty (2001). Several new articles are referred to in
the text and extracts from two articles are added to the Appendices.

Chapter 5. The following cases are worked into the text: Printpak (1999); Kler
(2000); Virk (2000); Alfred McAlpine (2000); Jacobs (2000); Kazakstan (2000); and
HIH v Axa Corporate (2001) which has also been added to the Appendices.

Chapter 6. Reference is made to the newly created General Insurance
Standards Council and its two Codes which are added to the Appendices. The
following cases have been added to the text: O and R Jewellers (1999); Bollom
(1999) and added to the Appendices together with the House of Lords
decision in Aneco (2002). Changes in Lloyd’s supervisory regime are noted.
The recent draft Directive on Insurance Mediation (intermediaries) is outlined
in the text. Changes to the Australian Insurance (Agents and Brokers) Act
1984 are included.

Chapter 7. Lord Hoffmann'’s views in ICI v West Bromwich BS (1998) are added
to the text together with the decisions in Kumar (1998); Sargent (2000); and
Rohan (1999) which is also extracted in the Appendices. The 1999 Unfair Terms
in Consumer Contracts Regulations replace the 1994 version in the
Appendices.
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Chapter 8. The Association of British Insurers” (ABI) Claims Code is added to
the Appendices. The House of Lords judgment in The Star Sea (2001) is
referred to in the text and extracted in the Appendices together with Merc-
Skandia (2001); Sprung (1999); and Pride Valley (1999). Changes to the
Australian Insurance Contracts Act are noted.

Chapter 9. Co-operative Retail Services (2001) is discussed in the text.

Chapter 10. The Final Report of the Law Commission (No 272) 2001 is
interwoven at various points in the chapter.

Chapter 11. The text has been largely rewritten to reflect the new basis on
which the former Insurance Ombudsman now operates as part of the
Financial Ombudsman Service. Parts of its Rulebook are added to the
Appendices. A comparison with other EU Members and their approach to
insurance dispute resolution is added to the text. New examples of the
Ombudsman decisions have been added to the Appendices.

Ray Hodgin
University of Birmingham
July 2002
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PREFACE TO THE FIRST EDITION

Insurance underpins many branches of law. The most obvious example is the
law of torts and, in particular, the tort of negligence. Hopefully, tort teachers
start with a brief explanation of the role of insurance in modern tort law.

Although insurance law, as an optional subject, does appear on the
curricula of some institutions, such courses are, sadly, all too few. One
problem may be that the sources of insurance law are not always sufficiently
accessible in law libraries to support such courses. The historical foundation
cases of the subject are to be found in the English Reports; modern cases are
found largely in Lloyd’s Law Reports, Insurance and Reinsurance, while many
aspects of modern consumer insurance law are to be found in self-regulatory
Codes. Students taking the professional examinations of the Chartered
Insurance Institute who may also suffer limited access to law libraries will
find this book useful.

It is hoped that this book will make available to students of insurance law
a range of essential materials. In various chapters, there is also an emphasis on
law reform, much mooted by some critics in this country, but with little visible
success. Thus, there are numerous references to English suggestions for
reform and many extracts taken from Australian statutory reform literature.
Australian insurance law was based exclusively on the English common law
and it is, therefore, instructive to see how those English rules have fared under
the legislature’s reforming zeal.

The format of this book is different from most ‘materials” books. I have
prefaced each chapter with a textual introduction, explaining the topic under
discussion. The materials referred to in the text then appear as appendices to
each chapter. The hope is that the reader can gain an overview of the topic in
question and then build on that by reference to the materials. It should also
provide a useful tool for final revision.

Needless to say (but I will!), a materials book is but a halfway house to
achieving your aims — students should look to read the materials referred to in
their entirety wherever possible. There are several excellent texts on insurance
law and these should obviously be used in conjunction with this book.

Chapter 1 is a general introduction to the subject. It contains extracts from
two excellent essays on aspects of the historical background to insurance law
and its development. It looks also at the meaning of insurance, the different
types of insurance, the size of the United Kingdom and world markets. It also
summarises the important contribution that Brussels has made to the
development of the subject.

Chapter 2, on insurable interests, illustrates how English law has narrowly
defined what can and cannot be insured. The appendices here contain extracts
from articles which criticise this narrow approach and, in particular, include
the very important American article by Harnett and Thornton. The Australian
reforms appear here, as well.
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Chapter 3 is concerned with the formation of the insurance contract —
premiums, cover notes, terms. This chapter covers the problem area of
illegality in insurance law.

Chapter 4 is a long chapter, reflecting the vast importance of the duty of
good faith in insurance law. It traces the cases from 1766 to the 1990s, when
the House of Lords had their most recent say on the matter. There are
numerous references to law reform suggested in England, but not
implemented, and reform carried out in Australia.

Conditions and warranties in insurance law, and the difficulties posed by
the terminology are reviewed in Chapter 5. The effect of the breach of such
terms has had dire results for the insured and criticisms of the rules are
included.

In Chapter 6, the important role played by insurance intermediaries in
insurance law is discussed. At the time of completing this book, the
Government announced its intention to repeal the Insurance Brokers
(Registration) Act 1977, which had been used as a model for other countries to
follow. All is in a state of uncertainty at the moment — a very unimpressive
way to set about reform, if it is reform at all! The basic rules relating to the
liability of intermediaries are, however, based on the common law, and these
rules obviously still remain in place, despite the Government upturning
certain aspects of the administrative details of supervision and accountability.

In Chapter 7, the problems of policy construction are considered: just what
do certain policies mean? The chapter could easily have been the longest in
the book by simply taking case after case and illustrating the difficulties. An
attempt has been made, however, to follow certain rules used in aiding
construction. There are no references to reform, other than the Unfair Terms in
Consumer Contracts Regulations 1994, which have only limited applicability
to insurance contracts. The reason for this is that only the insurer can put his
own house in order by concentrating on the language used and seeking
constantly to improve it.

Chapter 8 covers the claims process in the event of a loss. This involves
deciding whether the loss has been caused by an insured peril; whether the
claim is fraudulent and, if it is a legitimate loss, how the loss should be
quantified.

Chapter 9 is concerned with the somewhat technical, but highly important,
questions of subrogation and contribution. These topics reflect, in different
ways, how insurers deal with one another when a claim is made which
involves more than one insurer.

Technical problems are also dealt with in Chapter 10, in particular, those
problems that arise when an insurance company faces financial ruin and the
effect that this has on the insured and those who have claims on the insured.
Reform is mooted in this area.

viii



Preface to the First Edition

Finally, in Chapter 11, the pioneering work of the Insurance Ombudsman
Bureau in the area of consumer complaints is examined. The success of the
Bureau has been looked at closely and used as a guide for many other
countries. In 1998, the Government announced its intention to bring together
all the disparate dispute resolution mechanisms affecting the financial service
providers under one umbrella. Hopefully, this will not adversely affect the
contribution that the Insurance Ombudsman Bureau has and will make in the
area of consumer complaints.

Publishers, like universities, are now into the numbers game and therefore
my thanks go to Cavendish Publishing for agreeing to publish this book, the
first under such a title.

The numbers game, in universities, usually means doing more with less. I
am most grateful, therefore, to Denise Lees, who undertook the word
processing of this book. I did not tell her how long the book would be when I
tirst asked for her help — but that was an innocent non-disclosure, rather than
fraudulent!

Ray Hodgin
University of Birmingham
October 1998
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CHAPTER 1

A GENERAL INTRODUCTION

INTRODUCTION

This chapter is something of a mixed bag of disparate subjects, important
nonetheless, for setting the scene for what will follow in later chapters.
Reference is made in this chapter to the historical foundations of insurance
law; a definition of insurance is formulated and some of the statutory
background, mainly procedural, affecting insurance, is described. Some facts
and figures about insurance law are provided and European issues affecting
insurance are also considered.

Historical background

According to Holdsworth (Appendix 1.1), the earliest remaining example of
an insurance policy (polizza) is to be found in Genoa, dating from 1347. The
Greeks, however, were no strangers to agreements which had the appearance
of insurances (on marine adventures). An insurance court was set up in
Bruges in 1310. The first English policy appears to date from 1547 (a marine
policy). The development of English insurance law was largely due to the
judgments of Lord Mansfield, in the second half of the 18th century, wherein
he tackled many of the subjects which form the basis of later chapters of this
book. (See Oldham, Appendix 1.2.) By 1688, Edward Lloyd’s coffee house had
become a venue for the transaction of insurance business and, in 1696, he
published a newssheet entitled Lloyd’s News, in which movements of ships
were entered. (See Clayton, British Insurance, 1971, London: Elek.) The article
and book referred to above provide a wealth of historical detail.

What is insurance?

A definition of the subject matter of a book on a specialist area of law seems a
sensible requirement. Most law books, however, irrespective of the branch of
law with which they are concerned, are usually forced to admit that there is
no single accepted definition of their subject area. Insurance law is no
different, despite the fact that there are numerous statutes regulating this area.
Writing in 1753, Nicolas Magens, in “An essay on insurance’, described the
situation thus:
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The contracting parties are: the insured, who pays a consideration, which is
called a premium; and the insurer, who receives it. For the premium the
insurer engages to satisfy, and make good to the insured, unless a fraud
appears, any loss, damage, or accident that may happen; according to the
terms of the contract or policy.

In Prudential Insurance Co v IRC [1904] 2 KB 658, Channell | stated that there
were three requirements for a valid contract of insurance. First, it should
provide some benefit for the policy holder on the occurrence of some event;
secondly the occurrence should involve some element of uncertainty; and
thirdly the uncertain event should be one which is prima facie adverse to the
interest of the assured. The judge then added that this was not an exhaustive
definition!

Why is it important to struggle to find a definition? (See Appendices 1.3,
1.4, and 1.5.) One of the main reasons is that there are a number of statutes
that dictate certain consequences for the parties affected by the contract of
insurance. For instance, as will be seen below, an insurer needs to be
authorised to carry on insurance business in the European Union and where
an insurance company is wound up certain consequences follow to aid the
policy holder. Certain classes of insurance are subject to particular statutory
requirements such as the Life Assurance Act 1774 (Appendix 2.2) and the
Marine Insurance Act 1906 (Appendix 4.3). In 1994, the Finance Act
introduced an insurance premium tax in relation to an insurance contract.

The controlling legislation for authorisation is the Insurance Companies
Act 1982. From 1871 until 1998, the Department of Trade and Industry was the
Government department charged with responsibility for overseeing the
regulatory powers. However, in 1998, these responsibilities were switched to
the Treasury.

The key players in the insurance market are the insurance/reinsurance
companies; Lloyd’s of London and insurance intermediaries.

What is the legal standing of an insurance contract issued by a company
that is not authorised? In the 1980s, there were conflicting court decisions as to
the answer. The Financial Services Act 1986 presented the opportunity, in
s 132, to resolve the problem. The solution has been retained in the Financial
Services and Markets Act 2000, see below. The answer is that a contract issued
in contravention of the Insurance Companies Act 1982 (s 2) shall be
unenforceable against the other party, but that that party shall be entitled to
recover any money or other property paid or transferred by him under that
contract, together with any loss sustained by that party. However, the Act
gives the court the discretion to enforce the contract on behalf of the
unauthorised insurer — if the company can show that it reasonably believed
that it was not in contravention of the authorisation requirements and if it is
just and equitable for the contract to be enforced.
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Insurance companies

There are approximately 800 companies authorised to conduct insurance
business in the United Kingdom, and 4,000 in the European Union. They
range from the mega companies, which are household names, to small
companies that are in very specialised areas of insurance. A company may
seek authorisation for any of the following individual classes of business
(Insurance Companies Act 1982; Insurance Companies Regulations 1994; and
Insurance Companies (Third Insurance Directives) Regulations 1994).

Long term business and reinsurance

Long term business and reinsurance covers:
(a) life and annuity;

(b) marriage and birth;

(c) linked long term;

(d) permanent health;

(e) tontines;

(f) capital redemption;

(g) pension fund management;

(h) collective insurance;

(i) social insurance.

General business and reinsurance

General business and reinsurance includes cover for:
(a) accident;

(b) sickness;

(c) land vehicles;

(d) railway rolling stock;
(e) aircraft;

(f) ships;

(g) goods in transit;

(h) fire and natural forces;
(i) damage to property;
(j) motor vehicle liability;
(k) aircraft liability;

(1) liability for ships;
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(m) general liability;

(n)
(0)
(p)
)
(1)

credit;

suretyship;

miscellaneous financial loss;
legal expense;

assistance.

Financial Services and Markets Act 2000

The Financial Services Act 1986 was a massive and ambitious piece of
legislation aimed at supervising all forms of financial services, of which
insurance, but not all types of insurance, is one. Its replacement, the Financial
Services and Markets Act 2000 (FSMA), is even more comprehensive in its
coverage. Despite its intimidating length, 433 sections and 22 Schedules, it is
only the tip of the iceberg. In its wake will come handbooks covering all
aspects of the Act, in similar fashion to the 1986 Act. Only parts of the FSMA
concern insurance. The key body in the superstructure of the FSMA is the
Financial Services Authority (FSA):

The Insurance Brokers (Registration) Act 1977 is repealed by the FSMA but
no statutory replacement was envisaged. However problems with the
newly created self-regulatory system (GISC) that was intended to replace
the 1977 Act has caused the FSA to say that by 2004 the work of the GISC
will be absorbed into the FSA (See Chapter 6, below for more detail).

The Insurance Ombudsman Scheme, created in 1981, together with other
voluntary schemes in other areas of financial undertakings, have been
brought together in one Financial Ombudsman Service (FOS) (see Chapter
11 for more detail).

The Policyholders Protection Act 1997 whereby the victims of insolvent
insurance companies could seek compensation from a central fund is also
recast under the FSMA (see below).

Lloyd’s was always self-governing but has now been brought within the
jurisdiction of the FSA. However the Council of Lloyd’s will maintain
supervisory control as in the past but with the FSA having the ability to
intervene if deemed necessary.

Lloyd’s of London

(Some of the figures below are changing rapidly, reflecting the recent traumas
at Lloyd’s.)

A few facts to set the background to Lloyd’s:
a little over 300 years old (founded in 1688);
a market place of underwriters not an insurance company;
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* financed for over 300 years only by individuals, called Names. But with
the Lloyd’s litigation problems of the 1990s (where Names sued managing
agents for negligence) the number of Names has dropped from over 32,000
to less than 2,500 within 10 years;

* in place of Names, since 1994, the concept of limited liability companies
providing the financial basis has been allowed. That base (2002) exceeds
£12 billion in capacity.

In 2001 the corporate capacity was over £9 billion and there were 894
corporate members.

In 2001 individual Names capacity was almost £2 billion and there were
2852 individual Names:

* Names and corporate members join syndicates which tend to specialise in
certain areas of insurance. The number of syndicates has also decreased in
recent years and in 2001 there were 108. The active underwriter of each
syndicate has the responsibility for making the day to day insurance
decisions;

¢ the Corporation of Lloyd’s is the administrative base of Lloyd’s, supplying
the support infrastructure, for example: Lloyd’s Policy Signing Office,
claims service, membership vetting, liaison with Lloyd’s brokers, public
relations, complaints procedures (although, as a last resort, Lloyd’s is a
member of the Ombudsman service);

e Lloyd’s is only to be found in Lime Street in London, there are no branch
offices, but Lloyd’s has representatives in other countries to look after their
and their clients’ interests.

Insurance intermediaries

The importance of the intermediary to the British insurance market can not be
over-estimated. Highly skilled intermediaries not only provide a valuable
professional service to insureds in this country but they play an invaluable
part in advising overseas clients and thus play a major part in making
insurance the important invisible export earner that it is today.

Intermediary covers a range of people. Classification is important in order
to determine the legal responsibilities of intermediaries and to whose self-
governing rules they are subject. In simple terms we can talk of employees or
agents of a particular insurer on the one hand and the truly independent
broker or insurance consultant on the other. The subject is dealt with in
Chapter 6.
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THE SINGLE EUROPEAN MARKET IN INSURANCE

Supervision of insurance companies dates back to 1870. United Kingdom
membership of the European Union in 1973 and the declared aim of
producing a single market in insurance within the European Community,
required the United Kingdom Government to introduce numerous changes
(for greater detail, see Merkin and Rodgers, EC Insurance Law, 1997, London:
Longman).

When faced with the difficult task of dismantling barriers to a single
market in insurance, it was inevitable that the easiest barriers were dealt with
tirst and then slowly (and in the case of insurance, very slowly) the more
difficult obstacles were tackled.

The declared aim of the Treaty of Rome is to ‘ensure the economic and
social progress” of their countries by common action to eliminate the barriers
which divide Europe. Of course to eliminate barriers, which must mean
protective barriers, will have the inevitable effect of exposing the weak
markets to the strong markets. In insurance, it is assumed, at least by the
United Kingdom, that a long and influential history in insurance, the major
invisible export earner, must put the United Kingdom in the ‘strong” camp. It
may well be that the international flavour of the United Kingdom industry,
together with mega firms of insurance brokers, and Lloyd’s in particular, is
seen by outsiders as a major strength.

Many of the articles of the Treaty inevitably concern insurance, which, of
course, is only one segment of financial services. Of particular importance are
Arts 52-58, which are concerned with the right to establishment, and
Arts 59-66, which are concerned with freedom to provide services.

Freedom of establishment is the right to set up in business and to carry on
that business in any Member State; freedom to provide services means the
facility to provide a service in one country without having any business
location in that country. Various court decisions have dealt with the meaning
of these articles, but none of the cases, prior to 1986, had been specifically
concerned with insurance (see Reyners v The Belgium State [1974] CMLR 305;
Patrick v Minister for Cultural Affairs [1977] 2 CMLR 523; Van Binsbergen v Board
of Trade Association of the Engineering Industry [1975] 1 CMLR 298).

In 1986, important decisions were handed down by the European Court of
Justice (see [1986] ECR 3755; Edwards (1987) EL Rev 231; Hodgin (1987) CML
Rev 273) specifically concerning insurance and the above mentioned articles of
the Treaty of Rome. The case was brought by the Commission and two
Member States with liberal insurance rules (the United Kingdom and the
Netherlands), under Art 169, against Member States who had conservative
and self-protective insurance regimes (that is, the Federal Republic of
Germany, France, Italy, Ireland, Belgium, Denmark). Article 169 allows the



Chapter 1: A General Introduction

Commission to deliver a reasoned opinion for the consideration of any
Member State whom it feels has failed to fulfil an obligation under the Treaty.
If there is no compliance by the Member State, the Commission can take the
matter to the European Court of Justice.

The outcome of the case was, unfortunately, somewhat ambiguous,
although there was a distinct moral victory for the liberal approach. The court
held that a Member State could not insist that in order to carry on insurance
business in one Member State an insurer from another Member State must set
up an establishment in that Member State. Thus, there was a victory for
providing services on a transnational basis. But, the effect of this
pronouncement was somewhat tempered by the court’s acceptance of the
defendants” argument that, as insurance was a sensitive area, in the sense that
the protection of the policyholder was paramount, certain limited and more
protective supervisory laws of a particular Member State should be followed
by any insurer wishing to do business in that Member State. In particular,
what the court had in mind as being in need of special protection, was the
solvency of insurance companies and the contractual conditions of the policy.
The real difficulty with the court’s decision was in identifying when a
Member State was entitled to demand strict observance of its own national
rules. What is clear, however, is that a Member State must not require
observance of conditions which exceed what is necessary for the protection of
policy holders and insured persons. It is also obvious that with so many
different types of insurance in the market, the concept of consumer protection,
while applicable to some (that is, mass risks) would be inapplicable to others
(for example, large risks). These two types of risks are explained below. There
is little doubt that the judgment had a very important effect on the wording of
later Directives.

A brief summary of some but not all of the insurance Directives
and how UK law implemented them

Reinsurance Directive 1964 (64/225/EEC)

The declared aim of this Directive was to abolish restrictions on freedom of
establishment and freedom to provide services in the very specialist area of
reinsurance. It was obviously passed before the United Kingdom’s accession,
and it caused no real problems to United Kingdom practices when the United
Kingdom finally joined in 1973. This was because United Kingdom domestic
law had no barriers to competition in this area of insurance law, operating, as
it does, an open door policy.
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Motor Insurance Directives (72/166/EEC; 72/430/EEC; 84/5/EC; 90/232/EC;
90/618/EC; 2000/26/EC)

The 1972 Directive, as amended, obliged Member States to introduce
compulsory motor insurance for vehicles normally based in its territory. It
also required the Member States to see that the insurance covered any loss or
injury caused in other Member States in accordance with the laws in force in
those other Member States. The Directive eliminated green card checks at
frontiers.

The 1983 Directive extended compulsory third party motor insurance to
cover damage to property, to a minimum guaranteed level. This was a new
requirement for United Kingdom insurers. The Directive also further
enhanced the protection of the victims of uninsured drivers.

The 1990 Directive filled gaps left by the above two Directives. It extended
cover to all passengers (other than those who enter a vehicle knowing it to be
stolen). It also required insurers to provide compulsory third party cover
throughout the European Union at the level required by the Member State
where the accident occurs or of the Member State where the vehicle is
normally based, if that cover is higher. This means that the victim of a United
Kingdom policyholder injured outside the United Kingdom will benefit from
the unlimited liability of United Kingdom motor policies.

The above requirements are to be found in the Road Traffic Act (RTA)
1988 and the Motor Vehicles (Compulsory Insurance) Regulations 1992 (SI
1992/3036).

The importance to the citizen of Directives can also be seen in Motor
Vehicles (Compulsory Insurance) Regulations 2000 (SI 2000/726). The House
of Lords had interpreted the compulsory insurance provisions of the RTA
1988 as being inapplicable to accidents occuring in a car park (Cutter v Eagle
Star Insurance [1998] 4 All ER 417). The cumulative effect of the above
Directives is to see that all civil liability arising out of the use of a motor
vehicle is covered by insurance. This SI therefore amends the RTA 1988 to
include public places other than roads. The latest Directive (2000/26/EEC)
requires that victims of negligently inflicted road traffic injuries, where
liability is not contested, should have a direct right of action against the
insurer on risk. Insurers will be expected to establish a claims representative
in every Member State to deal with such claims. The emphasis is on speeding
up settlements.

The first two key Directives on non-life and life assurance

Non-Life Directive 1973 (73/239/EEC)

This Directive was of major importance and required the United Kingdom to
introduce important changes to its domestic law. These were implemented,
and have been consolidated, in the Insurance Companies Regulations 1994 (SI
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1994/1516). The Directive’s aim was to achieve one set of regulatory rules
applicable to all Member States governing the supervision of insurance
companies, other than life companies and pure reinsurance. To do this
Member States had to dismantle their own supervisory systems, some of
which had been very protective of their own industries, to the disadvantage of
insurance companies in other Member States. There is little doubt however
that the Directive called for controls stricter than had ever existed previously
in the United Kingdom. The new, more onerous, requirements should
produce a more secure financial regime for policyholders.

Reference should also be made to the Directive (84/641/EC) amending,
particularly as regards tourist assistance, the first Directive on direct insurance
other than life.

The various insurance Directives omit any definition of an insurance
contract. Thus Directives are no more helpful than United Kingdom domestic
legislation has been over the years (see above). The 1973 non-life Directive
classified insurance contracts into 17 categories. Doubt persisted as to whether
a contract which provided specified services or assistance, rather than money
indemnity, were to be regarded as insurance contracts and thus subject to the
new regulations. The doubt had been answered in the affirmative in the
United Kingdom by the court in Department of Trade and Industry v St
Christopher Motorists” Association (see Appendix 1.3).

This Directive similarly treats such ‘assistance’ contracts as insurance
contracts and therefore subjects them to the supervisory regime of the 1973
First Directive, thus creating an 18th class of non-life business. This
requirement required only textual changes to the United Kingdom's insurance
companies legislation.

First Council Directive relating to Life Assurance (77/92/EEC)

This Directive (77/92/EEC) was introduced in 1979. This followed the same
basic procedures as the non-life Directive. The main aims, therefore, were to
introduce a State system of authorisation and to require a solvency margin,
although calculated by a different formula. The Directive also attempted to
deal with a major conflict between Member States concerning ‘composite’
insurance companies. ‘Composites’ are companies which transact both life
and non-life business. The United Kingdom, Belgium and Luxembourg
recognise composites while other Member States do not. The argument
levelled against composites was that life assurance, which is seen, by many
policyholders, as a means of saving and providing security for the family,
would be in the same financial grouping as non-life business, which is more
volatile. On this assumption, there was potential financial danger for the life
policyholder. Germany was the main opponent of composites. A compromise
is found in Art 13 which banned the formation of any new composites, or any
new branch of an existing composite, but recognised that existing composites
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could continue. However, things have moved on and composites are now
fully recognised in the Third Generation Directives (see below).

The 1979 Directive did not require changes to United Kingdom law.

The Insurance Intermediaries Directive 1977 (77/92/EEC); the Commission
Recommendation on Insurance Intermediaries 1991 (92/48/EC) and a new Proposal
for a Directive of insurance mediation 2001

These are discussed in Chapter 6.

Community Co-insurance Directive 1978 (78/473/EEC)

Co-insurance describes the situation where two or more insurers join together
to cover a risk, usually because of the financial implications of that risk. The
Directive was necessary because some Member States had legislation, which
prevented an insurer who was not established in that Member State from
participating in the cover. The United Kingdom had no such barriers and,
therefore, the Directive presented no problems of implementation. The
method of implementation caused a serious disagreement between Member
States and was one of the major points of contention in the December 1986
decisions of the European Court of Justice (referred to above).

This Directive was implemented by various measures now consolidated in
the Insurance Companies Regulations 1994 (SI 1994/1516) and Insurance
Companies (Accounts and Statements) Regulations 1996 (SI 1996 /943).

Directive (87/343/EC)

Amending, as regards credit insurance and suretyship insurance, the First
Directive on non-life business. Certain types of insurance were not affected by
the First Directive on non-life insurance in 1973, mainly because of their
specialised nature (this was particularly so in the Federal Republic of
Germany). This 1987 Directive called for harmonisation of this class of
insurance by requiring Germany to fall into line.

Directive relating to legal expense insurance 1987 (87/354/EC)

This Directive seeks to harmonise the law relating to legal expense insurance,
by allowing freedom of establishment and it also seeks to stamp out any
conflict of interest problems. Such problems can be illustrated by the example
where X has a claim on his policy with insurer A and his legal expense insurer
is also insurer A. The Directive requires that those who handle legal expense
claims must not handle other types of claims. It also attempts to resolve the
possible conflict where the same legal expense insurer represents both parties
to the dispute. This is achieved by giving the insured complete freedom to
choose his own lawyer to represent his interests.

The Directive allows exemption from the requirement of choosing one’s
own lawyer in certain conditions. The conditions appear to apply, as far as the
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United Kingdom is concerned, to the legal expense support offered by
membership of the AA and the RAC. Thus, in such situations, those
associations will be able to choose the lawyer to represent their members.
Naturally, when both parties to the dispute are members of that organisation,
different firms of lawyers would have to be instructed.

The second two key Directives on non-life and life assurance (1988)

Second Non-Life Directive (88/357/EC)

This was a most important Directive, crucial for the completion of the internal
market in insurance services. The aim was to allow an insurer who is
established in one Member State to offer services in another Member State. As
we saw above, that objective was not fully achieved by the important ruling of
the European Court of Justice in 1986. The Court accepted the argument of the
Federal Republic of Germany that consumer protection was of paramount
importance and therefore it was permissible for a Member State to insist on
authorisation in that State, before certain types of insurance was sold. The
problem, however, remained as to what types of insurance qualified for the
special, restrictive, treatment. This Directive attempted an answer. It did so by
introducing the concept of ‘large risks’, or commercial risks, and ‘mass’ or
consumer risks. The mass risk policyholder required some protection while
the former did not.

The Second Life Assurance Services Directive 1990 (90/619/EC)

This built on the 1979 Life Establishment Directive and laid down specific
provisions, which would allow limited freedom of life assurance services. The
two major areas thus freed related to life assurance and annuities; a notable
exclusion was that of pension fund management.

The 1992 third generation Directives for non-life (92/49/EC) and life assurance
(92/96/EC)

These two Directives complete the single European market for insurance by
introducing the ‘single passport’. This means that once an insurer has been
authorised in the Member State (the Home State) in which it has its head
office, that insurer is then free to sell its products in any other Member State
(the Host State). There is one major exception to complete freedom, and this
exception was created by the 1986 European Court of Justice decision, with
the protection of the consumer in mind. Thus, the Host State can prevent
persons entering into insurance contracts and prevent insurance advertising if
it is considered by the regulatory authority to be in the ‘general good’.
Unfortunately, the phrase was not defined by the European Court of Justice.

11
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The Court, however, determined that:
... any measure imposed in the interest of the general good must:
* be objectively necessary;
* be in proportion to the objective;

* not duplicate a restriction with which the insurer must comply in its Home
State;

* not discriminate between insurance companies operating in a Member
State.

What specific points can be found in the two Directives that can be said to be
tailored to the private consumers’ needs?

There existed, in some Member States, the necessity to obtain prior
approval from the regulatory authority of premiums and of policy conditions.
Such approval, which did not exist in the United Kingdom, is now abolished.
In its place, however, is a list of points in the Life Directive, that must be
disclosed to the policyholder, most of which are concerned with describing
the assurance undertaking and describing the product (see Appendix 1.6).

Insurance contract law

Now we come to the one great failing in European Union insurance
harmonisation. The Draft Insurance Contracts Directive (1979), as amended
(Com (79) 355 and Com (80) 854), was referred to by the Law Commission,
Insurance Law, Non-Disclosure and Breach of Warranty, in some detail (see
Appendix 4.8). The report described the draft Directive as one which ‘would
necessitate far reaching changes in our law of insurance’. The key provisions,
Arts 3-6, relating to consumer protection were seen to be modelled on French
law. In particular, they introduced the concept, unknown to English law, of
proportionality (this concept is discussed in Chapter 4). The report described
this principle as having inherent limitations and practical drawbacks which
would render its introduction into English law undesirable. That, together
with other objections, caused the report to state that the draft Directive did not
achieve a fair balance between the interests of the insurer and the insured.

In the face of such opposition, it is not surprising that the draft was
doomed to failure, ‘its basic features ... are likely to be non-negotiable’. In its
place, the report advocated legislative reform of United Kingdom law, which
has not been forthcoming. What we do have are the Association of British
Insurers’ self-regulatory Statements of Insurance and Codes of Practice, which
were also criticised by the Law Commission report (see Appendix 4.10).

Where does that leave the consumer? The answer seems to be that he is
faced with a complex choice of law framework (Appendix 1.6). What then if a
consumer chooses to insure with a United Kingdom authorised insurer? To
adopt MacNeil's classification (‘The legal framework in the United Kingdom
for insurance policies” (1995) 44 ICLQ 19) after explaining that the common
law does not restrict choice of law in the field of insurance:

12
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(1) an express choice of law determines the applicable law;

(2) where there is no express choice, the intention of the parties is to be
inferred from the terms and nature of the contract and from the general
circumstances of the case;

(3) where there is no express choice and no inference is possible from the
circumstances, the contract is governed by the system of law with which it
has its closest and most real connection; this test will normally result in the
contract being governed by the law of the country in which the insurer
carries on its business, and if it carries on business in more than one
country, by the law of the country in which the head office is located.

The possibility must surely be that for private consumers buying from United
Kingdom companies, the applicable law will be the English law of insurance
contracts and that will be chosen by both parties because these are the legal
rules best known to them. If that is so, it will be necessary for the insured to
look at those areas of difficulty that beset English insurance law, and these
problem areas could be detrimental to the interests of consumers in other
Member States, if they agree to be bound by contracts which are subject to
English law.

The draft insurance contract law proposal was formally abandoned in
1994.

Conclusions

Insurance, perhaps more than other areas of commercial activity, has
illustrated strongly held beliefs from different Member States. Large sums are
involved and nearly the whole adult population of the European Union has
an interest in insurance.

The Directives outlined above have been concerned mainly with the
administrative framework of setting up a single market in insurance.
Occasionally, a Directive has been concerned with the direct and immediate
interests of the private consumer; the motor Directives present the best
examples.

Harmonisation of insurance contract law has been the great failure.
Instead, complicated choice of law rules have been introduced (Appendix 1.6).
Insurers, presumably, will prefer to follow their own national rules. The
history of their own national development in this area over many decades
must surely be reflected in their products and in their approach to the insured
risk.

It is unlikely that the private consumer will be convinced to deal with
‘foreign’ insurers on their terms. Not only will there be language and cultural
barriers but also doubts as to whether the legal rules applicable in the various
Member States are necessarily to the consumers’” advantage. The criticisms
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that appear in later chapters of English insurance contract rules, and the
apparent inapplicability of the self-regulatory rules to those buying abroad,
will present a barrier to expansion in the private consumer area. If this
somewhat pessimistic view is correct, then the single market in insurance will
perhaps have little impact on the private citizen in the immediate future. What
is perhaps more important to United Kingdom insurers, is whether a single
market will lead to greater penetration of the European Union market in the
area of commercial insurance.

POLICYHOLDER PROTECTION

The above overview of the Directives shows that the aim has been largely to
create an open single market for the selling and buying of both commercial
and consumer insurance products. Many of these developments have had the
consumers’ interests at heart but harmonisation of contract law was not
achieved. In terms of domestic reform, the Law Commission
Recommendations of 1980 were not enacted (Appendix 4.8). What the
consumer has instead is the Association of British Insurers self-regulatory
statements (Appendix 4.10) and Code of Practice (Appendix 6.5). To this
should be added the Unfair Terms in Consumer Contracts Regulations 1994
(now 1999) (Appendix 7.1) which originated from a Directive.

In addition to the above, the influence of the Insurance Ombudsman (see
Chapter 11) should not be under estimated.

Finally, reference should be made to the Policyholders Protection Acts of
1975 and 1997 and to Part XV of the FSMA (Appendix 1.7).

Introduction

The greatest calamity that can face the insured is to find that his policy is
worthless. The most dramatic way in which this can happen is for his
insurance company to go into liquidation and be wound up.

Where the policy affected is annual indemnity cover, such as car
insurance, house buildings or contents, the insured may suffer financial loss if
he needs to make a claim. But where the policy is a long term policy such as
life assurance or a pension arrangement a much greater catastrophe ensues.
Every policyholder is affected and long term savings plans will be ruined.
When compulsory insurance is concerned then the victims’ compensation
may be at risk.

14
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The history of insurance company supervision in this country showed,
until relatively recently, a kid-glove approach. The battle cry of the industry
was ‘freedom with publicity’. The ‘freedom’ related to freedom from too
much government control. In recent years, things have changed, for three
main reasons.

First, a number of insurance company crashes in the 1960s and 1970s
highlighted the problem, exposing thousands of policyholders, and
sometimes their victims, to great financial losses. The Government was forced
to act. This took the form of increased government inspection of insurance
companies, as referred to in this Chapter, and of the intermediary market as
seen in Chapter 6 (although the changes were subsequently rejected in favour
of further self-regulation). Secondly, membership of the European
Community resulted in the application of Directives, some of which were
concerned with the solvency of insurance companies. Thirdly, the growing
wave of consumer protectionism demanded that some safety provisions exist,
to cover situations where, despite the growing stringency of supervision, an
insurance company failed its policyholders. This resulted in the Policyholders
Protection Act 1975, amended by the 1997 Act.

The desire to protect the insured by means of statutory intervention
outweighed the hostile opposition of many companies who, at the most,
wanted to arrange non-statutory protection. Reputable insurers were
particularly incensed by the fact that they would need to bail out the
disreputable or incompetent insurer.

The legislation

The Policyholders Protection Act was passed in 1975 and changes to it
brought about by the Act of 1997, although much of the later Act was never
brought into force. The reason for that was that the Financial Services and
Markets Act 2000 was intended to make further changes to the way that
consumers were protected when companies or institutions failed. Protection
existed in areas other than insurance and the intention was to bring all of the
different regimes under one roof. The statutory outline of how that is to be
accomplished is set out in Part XV of the FSMA (Appendix 1.7). As the new
body, the Financial Services Compensation Scheme (FSCS), was only up and
running from 1 December 2001 it is too early to comment in detail on how
things have progressed. (For the latest developments, see www. fscs.org.uk.)

We are here concerned only with insurance aspects of the new scheme.
The general principles to be found in the Policyholders Protection Acts will
still provide the main emphasis of how the newly created FSCS will operate.

Compensation is available at two levels depending on the type of policy
that is threatened by the financial difficulties faced by the insurer. Where it is
a compulsory policy (thus one covering motor insurance, employers’ liability
insurance, Riding Establishment Act 1964 requirements or those of the
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Nuclear Installations Act 1965) then there is 100% cover. For any other type of
insurance (including life cover) it will be 100% of the first £2000 and thereafter
90% of the remainder. There is no maximum sum that is claimable which
therefore distinguishes the treatment of insurance from other investment
business which tends to have a maximum level of compensation. Lloyd’s
policies are not covered by the scheme because it has its own central fund to
provide compensation. Certain specialist categories of insurance are also not
covered by the scheme: marine, aviation, transport business, and credit
insurance. These areas of cover are not considered to be areas where the
consumer would normally be involved.

Wherever possible the aim is for the FSCS to try to arrange for another
insurer to take over the failed insurer’s policy thus safeguarding the
policyholder’s interests.

Those eligible for compensation are individual policyholders and small
businesses, defined as a business with a turnover of £1 million or less. This is a
change from the ‘old” law which gave compensation to partnerships but made
no mention of small businesses. Out go the former and in come the latter.

What are the territorial limits of the insurance policies that are covered by
the new scheme? Under the original Policyholders Protections Act (PPAct)
1975 all policies issued by UK insurers were covered and this led on one
occasion to a massive claim from North American insureds (Scher and Akerman
v Policyholders Protection Board [1993] 4 All ER 840). The 1997 PPAct changed
the law to limit compensation to those policyholders who are insured with
companies authorised to carry out business in the UK, EEA, Channel Islands
and Isle of Man and where the policy coverage is similarly confined. The new
scheme follows these jurisdictional limits.

Who pays? Under the original scheme all insurers paid by means of a levy
based on their turnover. This approach will be followed under the new
scheme, thus insurers will pay for insolvent insurers and other groups, such
as banks or building societies, will pay for their insolvent competitors.

Between 1975 and 2000 the Policyholders Protection Board paid out, and
thus levied from insurers, £348 million. In January 2002 the new FSCS levied
£150 million. This would seem to indicate that despite the increased solvency
margins required under European directives and the increased regulatory
supervision under the Financial Services Act 1986 things have got worse
rather than better!

Some facts and figures about the insurance market

It is not easy to be precise or absolutely up to date about insurance facts and
figures because the accounting periods usually stretch over several years and
some institutions such as Lloyd’s of London have their own way of doing
things.
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The following figures are taken from the Association of British Insurance

and from Sigma publications:

United Kingdom Insurance Figures.

The UK insurance industry is the largest in Europe.
It employs over 300,000 people, a third of all financial services jobs.
It contributes about £8 billion to UK overseas earnings.

It pays out £225 million a day in pensions and life insurance benefits and
£41 million a day in general insurance claims.

Just over 800 insurers are authorised to carry on insurance business in the
UK.

The largest 10 insurers handle 85% of that business.
The largest 10 property insurers handle 80% of that market.

The net premium income in general insurance business (see above for
how insurers are classified) is £20.6 billion and for long term business it is
£116 billion.

In 1999/2000 those who buy insurance spent on average (figures in
brackets represent the percentage of households which purchase that class
of insurance):

Home contents £132 (75%)
Motor £370 (67%)
Home buildings £158 (61%)
Life insurance £911 (55%)
Mortgage protection £278 (17%)
Personal pension £1707 (16%)
Medical £608 (9%)

Income protection £380 (2%)

UK in the insurance international markets

Biggest insurance markets as a percentage of the global market 2000
USA 35%
Japan 20%
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UK

Germany

France

10% (including being the largest life market in Europe and third
largest in the world: the non-life market is the second largest in
Europe and fourth in the world)

5%
5%
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CHAPTER 1: APPENDICES

A GENERAL INTRODUCTION

APPENDIX 1.1

Holdsworth, W, “The early history of the contract of insurance’
(1917) 17 Col LR 85

In this paper, I propose to deal with the origins of the contract of marine insurance;
with the beginnings of the development of this form of insurance in English law; and
with the origins of other forms of insurance.

(1) THE ORIGIN OF THE CONTRACT OF MARINE INSURANCE

Insurance has been defined as a contract by which one party (the insurer) in
consideration of a premium, undertakes to indemnify another (the insured) against
loss. The researches of M Bensa have proved that the earliest variety of this contract
was the contract of marine insurance; that as a separate and independent contract it
dates back to the early years of the 14th century; and that it evolved, like so many other
modern mercantile institutions, in the commercial cities of Italy. As M Lefort has said,
this contract was not devised by a legislator. It was the last term in the evolution of
various legal devices invented to provide against the risks of the sea; and though there
is no evidence of the existence of an independent contract of insurance before the
beginning of the 14th century, we can see in these various devices the germs from
which this contract evolved. And, even when in practice it had come to be recognised
as a distinct species of contract, it still continued to be disguised under the forms of a
sale, an exchange, or a maritime loan, in order to prevent any question that it could be
illegal on the grounds that it infringed the laws against usury.

Among both the Greeks and Romans we meet with stipulations, accessory to the
contract of carriage, which settled the incidence of the risk of loss of, or damage to the
goods carried. For instance, either the carrier or the consignee might guarantee the safe
arrival of the goods carried; and the maritime loan — trajectitia pecunia — can be analysed
into a contract of mutuum with a contract of insurance added to it. The higher interest
paid by the borrower represented a premium, in consideration of which he was not
liable to pay if the ship were lost. Then again we meet, in the earlier medieval period,
mutual associations formed to guard against certain risks of the sea, as for insurance
against the risks which arose from the issue of letters of marque, or from the practice of
reprisals; and at Genoa there was established an institution — the Officium Robarie — to
give redress against Genoese citizens who had committed acts of piracy against any
trader, which really gave a sort of state insurance against this particular risk.

More immediately connected with the development of the contract of insurance
were the stipulations as to risk introduced into the ordinary commercial contracts of
the 13th century. Indeed, M Valery thinks that, in the 13th century, some of these
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contracts, for example, contracts of sale or loan, were never intended to be sales or
loans, but insurances. Thus in the contract of ‘commenda’, under which A advances
money or other property to B to trade with, there is usually a stipulation as to the party
on whom the risk of accidental loss is to fall. In the contract of mutuum it is probable
that, though it evaded the canonical prohibition of usury by calling itself mutuum
‘gratis et amore’, the lender often paid over the money advanced with a deduction, in
consideration that nothing should be payable if the money were lost by accident, and
such a deduction is, as M Bensa has said, a true premium of insurance. Similarly,
contracts of sale or exchange (cambium) were used to disguise transactions intended to
operate as loans at sufficient interest to compensate the lender, both for the use of his
money, and for the provision that nothing was to be payable if the money were
accidentally lost. The form of a contract of sale was adapted to this purpose as follows:
instead of B buying goods with money lent by A, A buys the goods himself and sells
them to B, and the price which B agrees to pay will be: (a) payable at a future date;
(b) contingent upon the safe arrival at the place of payment, either of the original goods
or the goods into which they have been converted; and (c) sufficient to meet the sum
paid by A with maritime interest. Similarly, in the case of exchange, B received coins
from A on the terms of paying different coins (which would be of a different value) at
another time or place; and accordingly, as the coins were at the risk of the borrower or
lender, the value of the coins to be returned would differ. The difference between the
rates of exchange, depending on whether the money was repayable in any event, or
only on the prosperous termination of the voyage, represents again a premium of
insurance. As M Bensa has said, it is only necessary to split up such arrangements into
their component parts in order to arrive at the idea of an independent contract of
insurance:

It would only be necessary for a third person to intervene between a purchaser
who intended to purchase goods arrived safely, and a vendor who wished to
throw on the purchaser the risks of the sea, and to offer to take these risks for
the sum, which the course of trade and the rate of exchange had fixed as the
difference in the price, depending whether one or other party took these risks.

In 1347, we have, in the archives of Genoa, what is perhaps the oldest contract of
insurance; and the archives of Florence show that, in the first 20 years of this century, it
was an ordinary commercial transaction in the principal commercial towns of Italy.
But, as we have seen, the contracts in which the market value of the element of risk had
been thus worked out were chiefly contracts of maritime loan, and all were concerned
with the risks incurred in transport — generally by sea. It is not surprising, therefore, to
find that when the contract of insurance first appears as an independent contract it is
modelled on the maritime loan, which developed into the contract of bottomry. No
very large modification was needed. In the maritime loan, the debtor, who has
borrowed the money, declares that he has received the sum advanced, and promises to
restore an equivalent sum on the safe arrival of the ship or goods: in the insurance, the
assurer plays the part of the debtor, states that he has received the amount for which
the ship or goods are insured, and promises to repay it in the event of the ship or
goods not arriving safely. It was only natural that the earliest insurers should be
shipowners — they could charge a smaller premium because they could more easily
guarantee a safe arrival; and it was inevitable that those who drew up the earliest
contract of insurance should be the same persons as those who were in the habit of
drawing up contracts of loan on bottomry. Hence, it was from the latter contract that
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some of the most important of the technical terms applicable to insurance at the
present day (such, for instance as ‘policy” and “premium’), were originally taken.

But, later in the century, the form changed. It came to be modelled on a sale; and
the analogy of a sale was used to explain its incidents. The contract of sale was adapted
to the purposes of an insurance by regarding the property insured as sold to the
insurer, subject to a resolutive condition in the event of its safe arrival. It was for this
reason that the goods were at the insurer’s risk during the whole of the voyage, and
that he could sue for their recovery during this period. Two important principles of
insurance law flowed from this conception. In the first place, the insured must be the
owner, or at least have some interest in the property insured. A man cannot transfer to
another what he does not own. Therefore, from the first, the contract was a true
contract of indemnity, and not a mere wager on the safe arrival of ship or merchandise.
In the second place, if the ship or goods did not arrive safely, and the resolutive
condition failed to operate, the insurers were entitled to so much of the property
insured as could be recovered.

During the 14th century, the business of insurance grew and flourished. In the first
half of the 14th century Florentine and Genoese merchants treated the cost of insurance
as a regular part of the cost of transport. Genoa seems to have been the centre of the
insurance business. Societies of insurance brokers, employed solely in this business,
were known there, and that their business flourished can be seen from the fact that on
a single day in 1393, a single Genoese notary made more than 80 insurance contracts ...

In these early days, there was no rule as to the form in which the contract must be
drawn up. There is reason indeed to think that, in the earlier part of the 14th century,
contracts of insurance were sometimes made verbally. But the procedural advantages
obtained by getting the contract drawn up in writing by a notary or a sworn broker led
the parties in almost all cases to adopt this method of contracting. In the first instance,
these contracts were sometimes very informally drawn. Mere notes of the necessary
clauses to be inserted in the agreement were taken. Probably, the instrument was
embodied in complete form only if it was necessary to take legal proceedings upon it.
But it is clear that the practice of employing sworn brokers will lead to the evolution of
a stereotyped form. The form which the brokers of Genoa, Florence and Pisa evolved
in this century has in substance shaped the policies of our modern law ...

This growth of the practice of insurance caused, in the first place, the ascertainment
and elaboration of the rules of law governing the contract and, in the second place, its
regulation by statutes which were passed, either in the interests of the state, or in the
interests of the parties to the contract. Since these rules and statutes are the basis of the
insurance law observed in Europe and in England at the present day, we must glance
briefly at them:

(a) we have seen that, from the first, the contract of insurance was a contract of
indemnity, and that therefore the person insured must have some interest in
the subject matter of the insurance. This requirement sometimes gave insurers
the opportunity of evading their obligations, and led to the insertion of clauses,
which bound the insurers to pay whether or not the insured had any interest.
But the prevalence of these clauses soon gave rise to the serious evil of
facilitating, by means of insurance, mere wagering contracts on the safety of
ships or other property insured ...;
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(b) the earliest legislation on the subject of insurances comes from Genoa and
Florence. The earliest enactment is a Genoese statute which comes from the last
quarter of the 14th century ...

(2) THE INTRODUCTION AND DEVELOPMENT OF THE
CONTRACT OF MARINE INSURANCE IN ENGLAND

As we might expect, the earliest mention of a policy of insurance in England is to be
found among the records of the court of Admiralty. Insurance, as was pointed out in a
16th century petition to the Council, ‘is not grounded upon the laws of the realm, but
rather a civil and maritime cause, to be determined and decided by civilians, or else in
the high court of the Admiralty’. This earliest policy is to be found in the record of the
case of Broke v Maynard (1547), in which an action was brought by the insured on a
policy written in Italian, and subscribed by two underwriters ...

If we compare the state of the law of insurance at the end of the 17th century with
its state at the end of the 16th century, we can see that it has made no appreciable
progress. In neither period has there been any legislation, comparable to that of
continental states, directed against obvious abuses, such as the practice of cloaking
mere wagers under policies of insurance. In neither period has much progress been
made in the work of converting those mercantile customs and that continental
jurisprudence which Malynes describes, into ascertained rule of English law. In one
respect indeed there has been a retrogression. The business of underwriting was
subject to some sort of control in the 16th century; but, in the 17th century, that control
ceased with the disappearance of the Office of Assurances. It was not till the early part
of the following century that the legislature attempted to repress some of the abuses
which were disfiguring the law; and it was not till later in that century that Lord
Mansfield developed from mercantile custom and foreign precedents the principles of
our modern law. Similarly we must look to the same period for the humble
beginnings, at Lloyd’s coffee house, of the voluntary association which has supplied,
far more efficiently than any governmental institution, that measure of control over the
business of underwriting which had been attempted by the Council in the 16th
century.

(3) THE ORIGINS OF OTHER FORMS OF INSURANCE

I have dealt so far only with marine insurance. During the whole of this period it was
by far the most important branch of insurance law. It was the only branch which the
legislature noticed.

Analogous to insurances against the risks of transport by sea are insurances
against the risks of transport by land. We have seen that this species of insurance was
known abroad; and perhaps it was known in England, though there is not much
evidence of this. Gradually, in addition to these insurances of property against the
risks of transport, insurances against other dangers to property developed. But, during
the 16th and 17th centuries the only other danger to property which could be insured
against was danger by fire; and as yet it was only houses that could be insured. As
early as 1591, a system of fire insurance was in operation in Hamburg; and proposals
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to establish this kind of insurance in England had been made in 1635 and 1638. But it
was not till after the Great Fire that it was actually established. In 1667, Barbon
established an office which, in 1680, was transferred to a company. In 1682, the City of
London started a rival undertaking. About the same time two partners established a
mutual society known as the Friendly Society; and, in 1696, another mutual society,
known as the Hand in Hand, was started.

But, before fire insurance had developed, insurances against risks, not to property,
but to the person were known both on the continent and in England. Of the early
history of this form of insurance I must say a few words.

In modern times the contract of insurance against risks to the person takes the form
either of life or accident insurance; and both are very different in character to the
insurances against risks to property. Life insurance is a contract of indemnity, in so far
as it enables the insured to make provisions against death or the incapacities of old age.
But it is also, both in England and elsewhere, a method of investment; and it is this
aspect of the contract which is the most important, and causes it to differ essentially
from insurances against risks to property. The latter class of insurances are, as we have
seen, simply contracts of indemnity. The result is that, if the loss occurring from the
happening of the risk is otherwise made good, the insurer is not liable because the loss
has not been incurred. On the other hand, the contract of life insurance is not simply a
contract of indemnity. It is an absolute promise to pay at the death of the insured a
fixed sum of money, in consideration for the payment of certain premiums during life,
the amount of which is calculated by reference to the probable duration of the life
insured. The amount insured is payable whether or not any loss is incurred as a result
of the death; and in this important respect the contract of accident insurance resembles
the contract of life insurance.

During this period we can see nothing resembling the modern contracts of life or
accident insurance. The statistical knowledge, which has rendered those contracts
possible in modern times was wholly wanting; and even if it had been available, it is
probable that the dangers and uncertainties of life in a comparatively turbulent age
would have made these contracts commercial impossible. But we do see in Italy, in the
Middle Ages, and in England, during the 16th and 17th centuries a few insurances
against certain risks to the person, which we can regard as the germs from which our
modern life and accident insurances have grown up ...

There is some evidence that contracts of this kind were known in England during
this period. In the only two cases on the subject which have got into the books we have
an insurance upon the life of one who was going abroad, and an insurance upon the
life of a certain person for one year ...

It is not until the 18th and 19th centuries that the legal incidents and consequences
of these new forms of insurances, whether against personal risks or against risks to
property other than risks of transport, begin to be defined.
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APPENDIX 1.2

Oldham, J, The Mansfield Manuscripts and the Growth of English
Law in the 18th Century, 1992, North Carolina: North Carolina
Press, Vol 1

As in the cases of usury and negotiable instruments, the English law of insurance
developed in order to facilitate international trade. Just as the legal acceptance of the
international negotiable instrument (the foreign bill of exchange) preceded and shaped
the elaboration of domestic variants, so the articulation of a legal doctrine governing
the insurance of international trade (marine insurance) invited the development of
domestic life and fire insurance. Foreshadowed by Chief Justice Holt at the turn of the
18th century, it fell to Lord Mansfield to rationalise and elucidate the legal principles of
insurance. The coherence of his efforts was one of his greatest achievements.

Guided by the convictions informing all of his decisions in commercial law (that
the mercantile law is ‘the same all over the world’); that to be functional, the mercantile
law must be within the apprehension of those who must obey it; and, as a
consequence, that ‘the great object in every branch of the law, but especially in
mercantile law, is certainty’, Lord Mansfield established the principle that an insurance
contract is an agreement requiring the utmost fidelity between parties. Fraud,
concealment of a material fact that would alter the risk, breach of implied or express
warranties, or deviation from the route implied by the terms of the contract would
invalidate the contract. Furthermore, by consistently characterising the contract as one
of indemnification, Lord Mansfield applied the principle that the risk insured against
must be commensurate with the risk actually run. This was related to the broader
principle that the insured must have an ‘insurable interest” in the thing or person
insured. Necessarily, one cannot be indemnified, held harmless, if one cannot be
harmed. The requirement of an insurable interest became the validating test. Life and
fire insurance were developed by analogy to the principles of marine insurance; cases
in which the insured lacked an insurable interest were deemed wagering and fell
under statutory proscription ...

MANSEFIELD’S CONTRIBUTION

Procedurally, Lord Mansfield moved to eliminate the necessity that the insured bring
separate actions against each underwriter, emphasizing the advantages of a proposal
that the court ‘stay the proceedings in all the actions but one’, with the understanding
that the underwriters would pay ‘the amount of their subscriptions with costs, if the
plaintiff should succeed in the cause which was tried” ...

Lord Mansfield derived his principles of marine insurance from his knowledge of
continental practice and custom, refined by consultation with merchants and
underwriters. In Lewis v Rucker (1761) 2 Burr 1167, he determined the proper amount
payable upon a partial loss ‘by conversing with some gentlemen of experience in
adjustments’, while underwriters were consulted in Glover v Black (1763) 3 Burr 1394, as
to the practice of drafting policies. Lord Mansfield’s knowledge of general civil
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maritime law led him to see that “the mercantile law ... is the same all over the world.
For, from the same premises, the sound conclusions of reason and justice must
universally be the same’. At the same time, his familiarity with mercantile practices led
him to realise that:

... the daily negotiations and property of merchants ought not to depend upon
subtleties and niceties; but upon rules, easily learned and easily retained,
because they are the dictates of common sense, drawn from the truth of the
case ...

By 1765, just nine years after Lord Mansfield became Chief Justice, Blackstone was able
to report that ‘the learning relating to marine insurances hath of late years been greatly
improved by a series of judicial decisions, which have now established the law’; but he
noted that ‘it is not easy to reduce them to any general heads in mere elementary
institutes’. The cases can nonetheless be separated for discussion purposes into four
categories, grouped around the principle of good faith. The first three categories
involve the asserted absence of good faith due to fraud or material misrepresentation,
breach of warranty, and deviation from implied contract terms. The fourth category
consists of cases assessing the implications of the presence of good faith by determining
the consequences of indemnification upon loss.

FRAUD OR MATERIAL MISREPRESENTATION

A series of Mansfield cases fixed the contours of the doctrine that fraud or
misrepresentation voids ab initio an insurance contract ...

Carter v Boehm (1766) 3 Burr 1905 was considered a seminal case, for, as Park noted,
‘from it may be collected all the general principles upon which the doctrine of
concealments, in matters of insurance, is founded, as well as all the exceptions’.

As Park reported, Lord Mansfield first reviewed the difference between a warranty
and a representation. To the subsequent underwriters, who argued that the
specifications were part of their agreement, Lord Mansfield stated, “The answer to this
is, read your agreement: read your policy. There is no such thing to be found there’. As
to the first underwriter, who saw the representation, Mansfield argued that if the
specifications had induced him to underwrite, ‘he would have said, put them into the
policy; warrant that the ship shall depart with 12 guns and 20 men’. Since the
specifications were not a warranty, Lord Mansfield then determined whether they
amounted to a material misrepresentation:

The representation amounts to no more than this; I tell you what the force will
be, because it is so much the better for you. There is no fraud in it, because it is
a representation only of what, in the then state of the ship, they thought would
be the truth. And in real truth the ship sailed with a larger force ...; the
underwriters therefore had the advantage by the difference.

BREACH OF WARRANTY

Park defined a warranty in a policy of insurance as ‘a condition or a contingency, that a
certain thing shall be done or happen, and unless that is performed, there is no valid
contract’. While a representation might underlie a contract or shape the parties’
agreement, a warranty was regarded as an essential element of that agreement; thus:
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A warranty must be strictly and literally performed; and therefore whether the
thing, warranted to be done, be or be not essential to the security of the ship; or
whether the loss do or do not happen, on account of the breach of the
warranty, still the insured has no remedy ... And though the condition broken
be not, perhaps, a material one, yet the justice of the law is evident from this
consideration: that it is absolutely necessary to have one rule of decision, and
that it is much better to say, that warranties shall in all cases be strictly
complied with, than to leave it in the breast of a judge or jury to say, that, in
one case it shall, and another it shall not.

Here, the requirement of good faith and the need for certainty were seen to be
mutually reinforcing, while representations, because external to the agreement,
required an inquiry into materiality. ‘A representation may be equitably and
substantially answered’, Lord Mansfield stated in De Hahn v Hartley (1786) 1 Term Rep
343, ‘but a warranty must be strictly complied with’.

The difficulty, of course, came in deciding whether a statement constituted a
warranty or a representation ...

THE CONSEQUENCE OF INDEMNITY

A fundamental implication of the principle of indemnity was articulated by Lord
Mansfield in Stevenson v Snow (1761) 3 Burr 1237. There, a ship insured ‘at and from’
London to Halifax was warranted to sail with convoy from Portsmouth, but she was
unable to do so because the convoy had already left when she reached Portsmouth
from London. Lord Mansfield required a return of the premium for the voyage from
Portsmouth to Halifax, stating:

Equity implies a condition that the insurer shall not receive the price of
running a risque, if he runs none. This is contract without any consideration, as
to the voyage from Portsmouth to Halifax: for he intended to insure that part
of the voyage ... and has not ... If the risque is not run, though it is by the
neglect or even the fault of the party insuring, yet the insurer shall not retain
the premium ...

A second implication of indemnification, that the amount recovered be commensurate
with the amount lost, emerged in cases like Goss v Withers (1758) 2 Burr 683, where
Lord Mansfield stated, ‘The insurer runs the risk of the insured, and undertakes to
indemnify: he must therefore bear the loss actually sustained; and can be liable for no
more’ ...

An insurer could not, because of the nature of indemnification, pay less in damage
than the damage suffered (up to the policy amount), but neither could the insured
recover more than the value of his loss, even if he had effected double insurance. In
Newby v Reed (1763) 1 Wm Bl 416, Lord Mansfield affirmed ‘that upon a double
insurance, though the insured is not entitled to two satisfactions; yet, upon the first
action, he may recover the whole sum insured, and may leave the defendant ... to
recover ... from the other insurers’. ‘It is a principle of natural justice’, Park concluded,
‘that the several insurers should all ... contribute in their several proportions, to satisfy
that loss, against which they have all insured’.
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The ultimate implication of indemnity was the reality of the loss being risked, for
one could not be held harmless if one could not be harmed. In other words, there must
have been an insurance interest at risk. The centrality of this requirement to insurance
law becomes even more apparent upon consideration of another form of contract
involving risk assessment — the wager.

INSURANCE VERSUS WAGERING

As Lord Mansfield stated in Da Costa v Jones (1778) Cowp 729, ‘Indifferent wagers
upon indifferent matters, without interest to either of the parties, are certainly allowed
by the law of this country, in so far as they have not been restrained by particular acts
of Parliament’. The piecemeal statutory pattern then in place attempted to regulate
professional gambling and other wagering or gaming contracts deemed immoral.

The issue of whether an insurance contract is valid even when the insured lacks an
interest in the object of the contract is as old as the English legal records of insurance
cases. The pleading in the Ridolphye case (1562), after citing that the practice of insuring
was within the custom of merchants ‘time out of mind’, alleged that merchants
commonly carried goods in which they had ‘no interest or property” to be insured from
port to port. In the years prior to Mansfield, courts of law and equity differed on the
question of validity. In Goddart v Garrett (1692) 2 Vern 269, the Court of Chancery took
it ‘that the law is settled, that if a man has no interest, and insures, the insurance is
void, though it be expressed in the policy, interested or not interested’, because
‘insurances were made for the benefit of trade, and not that persons unconcerned
therein, and who were not interested in the ship, should profit thereby’. As
Holdsworth pointed out, however, the law courts had taken the opposite view. In
Sadlers Co v Babcock (1743) 2 Atk 554, Lord Hardwicke observed that ‘the common law
leant strongly against the policies (interest or no interest) for some time, but being
found beneficial to merchants, they winked at it’ ...

The issue was brought to a head by a dramatic increase in the practice of insuring
upon interest or no interest in the early 18th century. Park observed:

The security given to the insured was very considerably increased by the
erection of two assurance companies ... incorporated by royal charter in the
year 1720 ... But this additional security for the insured soon produced many
dangerous and alarming consequences, which, if they had not been checked,
would have proved very detrimental to ... trade ... For instead of confining the
business of insurances to real risks, and considering them merely as an
indemnity to the fair dealer against any loss which he might sustain in the
course of a trading voyage, which ... was the original design of them; that
practice, which only prevailed since the revolution, of insuring ideal risks,
under the names of interest or no interest, or without further proof of interest than
the policy, or without benefit of salvage to the underwriters, was increasing to an
alarming degree, and by such rapid strides as to threaten the speedy
annihilation of that lucrative and most beneficial branch of trade.

Accordingly, the legislat