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PREFACE

2006 is the ninth year of publication of the Allens Arthur Robinson Annual Review of Insurance and Reinsurance Law.

It is interesting to compare the kind of insurance issues which are concerning the courts today with those which prevailed in 1998, 
when this publication fi rst commenced. There are fewer cases dealing with the interpretation of some of the most signifi cant 
provisions of the Insurance Contracts Act, such as section 54 and the provisions relating to non disclosure and misrepresentation. 
The Insurance Contracts Act is now about 23 years old, and most of its signifi cant provisions have been well ventilated through the 
courts. The insurance industry still awaits the outcome of proposals for reform put forward several years ago.  

More recently, regulation of the insurance industry has been focused at a level far beyond the insurance contract itself. This review 
reports on the new APRA prudential standards which came into effect on 1 October 2006. They directly impact upon how an insurer’s 
business is managed at many levels, and impose obligations on the board to put appropriate policies and procedures in place. They 
also impact upon reinsurance management and reinsurance strategy.  At the same time, in an environment of increased regulation, 
we are seeing more regulatory based litigation, some of which is reported in this Review.

2006 has also continued to see the conduct of directors and offi cers under scrutiny. Those of you who are directors or offi cers or 
insurers or reinsurers of directors' and offi cers' risks may be interested in the 2nd edition of the Allens Arthur Robinson Directors’ 
Duties During Insolvency book which was published by Thompson Lawbook Co in late 2006.

This Review also contains several cases which deal with the scope of operation of traditional statutory forms of insurance in 
particular, workers' compensation. They illustrate how complex questions can arise where various forms of statutory cover interact, or 
where there are other sources of compensation for an injury.

I would like to thank all those who contributed articles to this publication, and in particular Jenni Priestley, Laila Ragupathy, 
Jason Silverii, John Savic and Kelly Royle, each of whom offered critical assistance in both the content of the publication and in 
assuring critical deadlines were met.  

I would also like to thank the following persons who edited particular sections of the Review:

Dean Carrigan – Legislative and Regulatory Developments

Mark Lindfi eld – Civil Liability

Simon McConnell – Asia Section

Andrea Martignoni
Editor
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The Australian insurance environment is one of the most highly regulated insurance markets in the world – partly due 
to the collapse of a number of major Australian-based insurance companies in recent years. The complex regulatory 
maze means that insurance and reinsurance organisations need legal advisers who can quickly identify the critical 
issues, apply the law and deliver advice that is both commercial and in plain English.

Allens Arthur Robinson (AAR) has been servicing clients in Australia for more than 180 years and the Asia Pacifi c 
region for the past three decades. AAR is one of the largest and most highly regarded law fi rms in the Asia Pacifi c 
region, with 189 partners and more than 600 other legal staff.
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Our leading insurance and reinsurance practices offer clients a team of specialists who can quickly identify the 
critical issues and regulatory risks and offer practical and commercial solutions. 

We are known internationally for our expertise in all aspects of insurance law, including corporate, regulatory and 
contentious matters. We have more than 20 years’ experience representing London-based insurance syndicates in 
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based in Hong Kong.

It was pleasing to see that in 2006 our insurance and reinsurance practice was recognised with the receipt of the 
ANZIIF award for Insurance and Reinsurance Law Firm of the Year.
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GENERAL INSURANCE LAW

Appropriate choice of law for a claim under 
a policy

Case Name:
Quinlan v Safe International 
Försäkrings AB

Citation:
[2005] FCA1362, 
Federal Court of Australia per 
Nicholson J

Date of Judgment:
20 December 2005

Issues:
•    Exclusive jurisdiction clause 

in policy
•    Section 8 of the Insurance 

Contracts Act 1984 (Cth)

The applicant in this case sought leave to serve a Federal Court 
application and statement of claim on the fi rst respondent in 
Sweden.

The applicant, Mr Quinlan, claimed under the terms of an insurance policy issued 
in Australia entitled ‘Camp Counsellors USA Work Experience USA’ (the policy), 
together with claims under the Australian Securities and Investment Commission 
Act 2001 (Cth) and the Trade Practices Act 1974 (Cth) for unconscionable conduct 
by the insurer, the fi rst respondent, concerning the policy. Mr Quinlan also claimed 
for benefi ts under the Insurance Contracts Act 1984 (Cth) and the Insurance 
Contracts Regulations.

The applicant sought leave pursuant to Order 8 Rule 2(2) of the Federal Court 
Rules to serve an application and statement of claim on the insurer in Sweden. 
A question then arose as to whether Australian law was the proper law of the policy. 
This would determine whether the Insurance Contracts Act applied.

The majority of the applicant’s medical expenses were incurred in Australia, and 
the claim for a lump sum payment for permanent impairment was made while the 
applicant was in Australia. Had the insurer performed its obligations under the 
policy, it would have sent cheques to the applicant in Australia. Based on this 
analysis, the court determined that the location of performance under the policy 
(and therefore the breach) would be deemed to have been where the money was 
to be paid, namely in Australia.

The applicant relied on section 8 of the Insurance Contracts Act in seeking to 
override an exclusive jurisdiction clause contained in the policy which referred 
disputes to the courts of Sweden. The court referred to the case of Akai Pty Limited 
v The People’s Insurance Company Limited [1981] 1 Lloyd’s Rep 90 and 
concluded that an exclusive jurisdiction clause does not deprive an Australian 
court of jurisdiction to try the dispute.

Matters to be taken into consideration
The judges considered that the relevant jurisdiction would be the one that had the 
closest and most real connection to the policy. Other factors a court may take into 
account include:

•   whether the law under the exclusive jurisdiction clause applies and whether it is 
materially different from Australian law;

•   the availability and location of facts and evidence in a particular jurisdiction;
•   the additional costs of a trial taking place in the jurisdiction intended by the 

exclusive jurisdiction clause;
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•   the connection between the country in which the proceedings were commenced 
and the policy;

•   whether a party is seeking simply to have a procedural advantage by 
commencing proceedings in an alternative jurisdiction; and

•   whether a party would suffer prejudice from being required to commence 
proceedings in a foreign jurisdiction.

The court found that s8 of the Insurance Contracts Act applied to the policy. 
The court stated that:

     the protective factor in the Australian Statute strongly favours the ability of the Applicant 
to sue in an Australian Court assuming that a Swedish Court would not apply the 
Insurance Contracts Act to the Policy.

The court ordered that the applicant should be granted leave to serve his 
application out of the jurisdiction.

This case does not create any new law but illustrates an 
application of the principles which apply when a court is faced 
with an exclusive jurisdiction clause in an insurance contract.
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GENERAL INSURANCE LAW

When does dishonesty make a claim a 
fraudulent claim?

Case Name:
Insurance Manufacturers of 
Australia v Heron

Citation:
[2005] VSC 482, Supreme 
Court of Victoria per Gillard J

Date of Judgment:
16 December 2005

Issues:
•    Fraudulent claims
•    An insured’s obligation of 

utmost good faith when 
making a claim

The Victorian Supreme Court considered what information must 
be disclosed by the insured to their insurer when making a claim. 
The court considered when conduct will be fraudulent and 
breach the insured’s duty of good faith.

Mr Heron had a motor vehicle insurance policy with Insurance Manufacturers of 
Australia Pty Ltd (IMA). In March 2004, Mr Murphy was driving Mr Heron’s vehicle 
when he was charged with drink driving. Mr Murphy informed Mr Heron of the 
charges against him and requested Mr Heron retrieve him and the car from the 
police station.

After Mr Heron collected the car, the vehicle met with an accident causing 
substantial damage to the vehicle and resulting in the car being written off. 
Mr Heron claimed that he was the driver at the time of the crash. IMA refused 
Mr Heron’s claim.

Mr Heron sought damages from IMA for breach of the contract of insurance. 

The magistrate found that Mr Heron was driving the vehicle at the time of the 
accident and there was no evidence that he was under the infl uence of alcohol. 
Notwithstanding those fi ndings, IMA argued that:

•   It was entitled to refuse the claim as the insured was not truthful and frank in 
statements made in his claim; and

•   Mr Heron had breached his duty of utmost good faith to IMA by withholding 
information regarding Mr Murphy’s breath test and Mr Murphy’s call from the 
police station.

At fi rst instance, the magistrate ordered IMA to compensate Mr Heron for his claim. 
Her Honour held that the insured had not committed fraud under section 56(1) of 
the Insurance Contracts Act 1984 (Cth). The magistrate accepted that, in advising 
the police on the day of the incident that he did not know the location of the 
vehicle, he had breached his duty of utmost good faith to IMA. Her Honour also 
accepted that it was dishonest for Mr Heron not to advise the insurer of his 
conversation with the police following the apprehension of Mr Murphy and the 
circumstances which had led to his presence at the scene of the accident.

However, the magistrate also found that there was no evidence of any prejudice to 
IMA resulting from this dishonest conduct. Accordingly, by reason of the 
application of s54 of the Insurance Contracts Act, the insured’s breach did not 
enable IMA to refuse indemnity.
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IMA appealed the magistrate’s decision. Justice Gillard of the Supreme Court of 
Victoria dismissed the appeal.

Justice Gillard observed that non-disclosure or error does not amount to breach of 
the duty of utmost good faith unless there is dishonesty. An infl ated claim may not 
amount to dishonest conduct, as values are often an expression of opinion. The 
amount may be infl ated because of an honest over estimate or a mistake.

The appeal turned on the question of whether the claim was a ‘fraudulent claim’ 
within the meaning of s56 of the Insurance Contracts Act, thereby entitling the 
insurer to refuse indemnity. 

Justice Gillard found that for a claim to be fraudulent the insured must have 
intended to defraud the insurers. An intention to defraud may be inferred from an 
excessive over estimate.

Justice Gillard considered that fraudulent claims have at least three 
common features.

•   By reason of an act or omission of the insured or an agent of the insured, 
represents to the insurer a false fact. The false representation may result where 
the insured had some control and knew the representation was false but does 
nothing to correct the belief.

•   The false fact is relevant to whether the insurer will accept or reject the claim.
•   The insurer is induced to form a mistaken belief about some aspect of 

the claim.
However, Justice Gillard held that no fraudulent statement of fact was made under 
s56. The information that the magistrate said should have been revealed (ie his 
conversation with the police following the apprehension of Mr Murphy and the 
circumstances which had led to his presence at the scene of the accident) did not 
induce a false belief in the insurer concerning any matter relevant for 
consideration. The omission to reveal information did not affect the prospects of 
his claim. Although he deliberately withheld the information, he did not do so to 
obtain payment or benefi t under the policy. 

This case provides a useful illustration of the matters which 
must be proven before an insurer is entitled to deny a claim on 
the basis of a fraudulent claim. It is not enough to prove 
dishonesty or a breach of the duty of utmost good faith. The 
insured must intend to deceive the insurer in relation to a matter 
material to the decision to accept or reject the claim
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GENERAL INSURANCE LAW

Liability of insurer where notifi cation of 
circumstances by insured is inadequate

Case Name:
Kernaghan v Corrections 
Corporation of Australia Staff 
Superannuation Pty Ltd & Ors

Citation:
[2006] FCA 2, Federal Court of 
Australia per North J

Date of Judgment:
6 January 2006

Issues:
•  Construction of notifi cation 

of circumstances clause
•  Section 54 of the Insurance 

Contracts Act 1984 (Cth) 
•  Settlement of claims 

following denial of 
indemnity by insurer

In a case of a refused indemnity under a superannuation trustees’ 
liability insurance policy, the Federal Court of Australia considered 
whether the notifi cation given under that policy was suffi cient to 
notify the insurer of a possible claim in accordance with the 
Insurance Contracts Act 1984 (Cth). The court also considered 
the necessary objective awareness and subjective awareness of 
the insured required under the relevant clause of that policy.

Corrections Corporation of Australia Pty Ltd Staff Superannuation Fund operated as 
the superannuation fund for Corrections Corporation of Australia Pty Ltd employees 
(now known as Australian Integration Management Services Corporation Pty Ltd 
or AIMS). 

The trustee of the fund was Corrections Corporation of Australia Staff 
Superannuation Pty Ltd (CCAS). The insurer, CGU, issued a liability insurance 
policy to CCAS for the period November 1999 to November 2000 (the CGU policy). 
Chubb issued liability insurance policies for the period January 2001 to 
January 2005. 

The assets of the fund were concentrated in real estate investments. In June 2000, 
the accountancy fi rm, Arthur Andersen wrote to CCAS and suggested a 
diversifi cation of the fund’s investment portfolio. Between June and November 
2000 there were unexpected events that required the funds to pay out signifi cant 
sums. As a result of the preponderance of property investments the fund was not in 
a position to meet the outfl ow of funds caused by these unexpected events.

The court held that by November 2000 the situation of the fund, judged objectively, 
was such that members might take action against CCAS and its directors. 

On 17 November 2000, CCAS wrote to CGU disclosing that the fund was selling all 
its properties to fund the payment of members’ entitlements, that payments were 
frozen in the meantime and that APRA had been advised of these matters.

In April 2002, 63 former members of the fund commenced proceedings against 
CCAS alleging that it had breached its duties as trustee of the fund and that they 
had suffered loss as a result. This action was settled in November 2003 by way of 
a payment from CCAS to the claimants.
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CCAS brought cross-claims against CGU seeking an indemnity under the CGU policy.

The CGU policy was designed to provide indemnity against claims made in the 
period of insurance. Clause 4.9 of the CGU policy provided a deeming provision 
under which the scope of indemnity under the policy was extended if:

•    CCAS became aware of any fact, situation, or circumstance that might have 
given rise to a claim under the policy, and 

•    CCAS elected to give notice during the indemnity period to CGU of any such 
fact, situation, or circumstance, and 

•    the claim subsequently arose out of the fact, situation, or circumstance.

CCAS argued that its letter of 17 November 2000 was suffi cient to trigger the 
deeming provision of clause 4.9, and therefore CGU was not entitled to refuse 
indemnity. CCAS further argued that the test of ‘awareness’ for the purpose of 
clause 4.9 should be viewed objectively and the question to be asked was: of what 
fact, situation or circumstance was the trustee aware, and might it, when 
objectively judged, give rise to a claim under the policy?

CGU argued that the test of ‘awareness’ was subjective and the question to be 
asked was: did the trustee subjectively appreciate the said fact, situation or 
circumstance might give rise to a claim under the policy?

The court held that adequate notifi cation had been given by CCAS to trigger the 
deeming provision of clause 4.9. It was not therefore necessary to decide whether 
an objective or subjective construction was the correct construction of clause 4.9, 
as both tests were met.

CGU further argued that the terms of the November 2000 letter did not suggest 
any breach of trust or wrongdoing by CCAS, but rather pointed to the chance of 
claims resulting from delayed payment of members’ entitlements. As such, CGU 
contended, the letter was not a notifi cation of the claims which subsequently arose.

The court found that the notifi cation failed to identify the conduct giving rise to the 
situation facing the fund, namely the failure to have a proper investment strategy in 
place and to appreciate properly the liquidity requirements on the fund. 

However, Justice North held that the notifi cation made was enough to trigger the 
deeming provision. He considered that the letter ‘implicitly suggested’ that claims 
might arise and it contained enough information to alert CGU to make further 
enquiries to clarify the basis upon which there might be claims.

However, it was not necessary for the court to make that fi nding because section 
54 of the Insurance Contracts Act 1984 (Cth) excused a failure to give notice. CGU 
did not suggest that any prejudice arose as a result of any failure to notify. Rather, 
CGU had contended that s54 did not apply because CCAS was not aware of any 
relevant fact, situation or circumstance for the purposes of clause 4.9.
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In relation to the reasonableness of settlement between CCAS and its former 
members who had brought claims the court relied on Unity Insurance Brokers Pty 
Limited Rocco Pezzano Pty Limited (1998) 192 CLR 603. CCAS did not have to 
prove that it would have lost (or paid a sum equal to or lower than the settlement 
sum) the case made by the ex-members. Rather, it had to show that the settlement 
was reasonable.

In considering the reasonableness of the settlement, the court took into account 
that legal advice was obtained, calculations had been prepared by a superannuation 
expert and there was a ‘signifi cant risk’ that CCAS would lose the litigation if a 
settlement were not achieved.

The case shows that insurers should clarify with an insured if a 
notifi cation of circumstances is received which does not appear 
to refer to potential claims, or conduct that might lead to them, 
but may implicitly suggest an awareness of possible claims. The 
case also provides authority for the view that an insured will be 
indemnifi ed for claims which it settles prior to seeking indemnity 
under the policy, so long as that settlement is reasonable. Proof 
of a reasonable settlement does not require proof of actual 
liability. It must be noted, however, that the court did not 
consider all relevant authorities on this issue and other 
authorities suggest this question may turn on the particular 
policy wording.
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GENERAL INSURANCE LAW

Insurer’s liability to indemnify costs incurred 
without its consent

Case Name:
Manufacturers Mutual 
Insurance Ltd v Murray River 
North Pty Ltd & Anor

Citation:
[2004] WASCA 276 (S), 
Supreme Court of Western 
Australia, Court of Appeal per 
Malcolm CJ, Murray J and 
Wheeler J

Date of Judgment:
20 October 2005 

Issues:
•    Indemnity for costs incurred 

without insurer’s written 
consent

•    Costs incurred following 
wrongful denial of indemnity

•    Section 54 of the Insurance 
Contracts Act 1984 (Cth)

In this case, although the proper construction of the policy was 
that the insurer’s obligation to pay the insured’s litigation costs 
was conditional upon the insured obtaining the insurer’s prior 
written consent, section 54 of the Insurance Contracts Act 1984 
(Cth) precluded the insurer from denying indemnity for those 
costs by reason of the fact that the insured failed to obtain 
written consent.

Murray River North Pty Ltd and Gaucho Pty Ltd (the defendants) were sued by an 
employee for damages in respect of personal injuries. Manufacturers Mutual 
Insurance Ltd (MMI) was the defendants’ employer’s liability, workers’ 
compensation and common law insurer. 

MMI denied indemnity on the ground that the plaintiff was not employed by the 
defendants and so the defendants joined MMI as a third party.

Following an appeal, the plaintiff obtained judgment against the defendants and 
MMI was found to have wrongly declined indemnity to the defendants.

An issue presented on the appeal was whether MMI was liable to indemnify the 
defendants under the policy, not only in respect of their liability in damages to the 
plaintiff, but also in respect of the defendants’ costs in defending the plaintiff’s 
claim and the costs of prosecuting the third party proceedings against MMI.

Although the policy provided cover for costs incurred by the defendants in respect 
of litigation, it also provided that the defendants shall not, without the written 
authority of MMI, incur any expenses of litigation for any claim by a worker. The 
defendants had neither requested, nor obtained, MMI’s written consent to incur 
costs in respect of the litigation.

MMI therefore argued that as the costs had been incurred without MMI’s written 
consent, MMI was not obliged to indemnify the defendants for those costs. 

The defendants argued that MMI’s obligation to indemnify them for the costs 
should not be construed as being subject to a condition precedent that MMI must 
provide its written consent. Otherwise, so the defendants said, MMI was able to 
avoid its liability to meet costs by simply declining indemnity and not giving its 
written consent.

The defendants also argued that section 54(1) of the Insurance Contracts Act 
precluded MMI from denying its liability to indemnify them for the costs by reason 
of their failure to obtain MMI’s prior written consent.
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Section 54(1) of the Insurance Contracts Act provides that an insurer cannot refuse 
to pay a claim by reason of an act or omission of the insured, except that it may 
refuse to pay the amount that fairly represents the prejudice suffered by the insurer 
as a result of the act or omission.

The Full Court of the Supreme Court of Western Australia agreed with MMI’s 
construction of the policy, holding that MMI’s obligation to indemnify the 
defendants for their costs was conditional upon those costs being incurred with 
MMI’s prior written consent.

However, the Full Court went on to hold that s54(1) of the Insurance Contracts Act 
prevented MMI from refusing to pay the costs by reason of the defendants’ 
omission or failure, to obtain MMI’s prior written consent. 

The Full Court also found that MMI was not permitted to reduce the amount it had 
to pay by reason of any alleged prejudice, as no such prejudice was apparent. In 
this regard, there was no suggestion that consent to incur the costs could have 
been properly withheld (if the request had been made).

This case illustrates that, unless prejudice to an insurer is 
be shown, s54 of the Insurance Contracts Act has the capacity 
to impose liability on an insurer contrary to the plain meaning of 
the policy. This can often pose diffi culties for insurers seeking 
to deny liability for legal costs incurred without the insurers 
consent. 
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GENERAL INSURANCE LAW

Indemnity for settlement sum agreed by an 
insurer under a liability policy

Case Name:
Enterprise Oil Limited v Strand 
Insurance Company Limited

Citation:
[2006] EWHC 58(Comm) 
England and Wales High Court 
per Aikens J

Date of Judgment:
26 January 2006

Issues:
•   Settlements by insured
•   Identifying the insured loss

In this case, Justice Aikens declined to adopt the view expressed 
by Justice Colman in an earlier judgment on ascertainment of 
settlements and indemnity for settlement sums under liability 
policies.

Proceedings had been brought against the Enterprise Oil Limited (the insured) and 
several co-defendants in Texas by Rowan companies (Rowan) following the 
cancellation of a contract between one of the co-defendants and Rowan. In English 
proceedings arising out of the cancellation of the contract, which were concluded 
prior to the Texan proceedings, it was held that the termination was wrongful and 
that Rowan were entitled to damages and interest plus indemnity costs. The 
insured, although not a party to the English proceedings, was required under a joint 
venture agreement to contribute to the English award.

Rowan’s claim in the Texan proceedings involved allegations that the insured and 
co-defendants had committed various intentional torts, including tortious 
interference with a contract. The parties settled prior to the commencement of the 
trial. The settlement amount included the amount of the English award in favour of 
Rowan, plus a further amount. The settlement agreement did not apportion sums to 
the particular causes of action or heads of damages that had been claimed by 
Rowan. In particular, the settlement agreement did not identify the amount for 
which the insured was liable to Rowan for the alleged tortious interference. Instead, 
the settlement amount was expressed to be in settlement of various tort claims. 
The insured paid to Rowan its proportion of the settlement amount. The insured 
then sought to recover that amount from the Strand Insurance Company Limited 
(the insurer) pursuant to the Package Insurance Policy (the policy), asserting that it 
would, or may, have been liable to Rowan in the Texan proceedings for the tort of 
wrongful interference with a contract.

The insurer refused indemnity on the ground that the policy did not respond unless 
the insured could prove its liability as a matter of law.

The court was called upon to consider:

(a) whether the policy responded to indemnify the insured for payment of its 
proportion of the settlement amount; and

(b) what an insured was required to demonstrate in order to recover under a 
liability policy for a payment made by it in settlement of foreign 
proceedings.
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The relevant insuring clause in the policy indemnifi ed the insured for:

     … all sums which the Insured may be obliged to pay, by reason of liability imposed on 
the Insured by law or assumed under contract or agreement (written or oral) or otherwise, 
on account of personal injury and/or bodily injury and/or loss of life and/or loss of and/or 
damage to tangible property (including loss of use following physical loss of or damage 
to property or persons) arising out of an occurrence occurring during the period of 
the Policy.

Personal injury was defi ned broadly to include infringement of contract rights. The 
policy also provided cover for costs and expenses in connection with any claim the 
insurers may require to be contested by the insured.

In respect of the issue referred to in (a) above, Justice Aikens agreed with the 
insurers that the words liability … assumed under contract or agreement do not 
extend to a liability that is assumed under a settlement agreement concluded in 
respect of antecedent liabilities or alleged liabilities. Rather, the words apply to 
liabilities assumed under contracts that precede the loss that gives rise to the 
liability assumed under contract in respect of which a claim could be made under 
the policy.

In respect of the issue referred to in (b) above, Justice Aikens disagreed with the 
insured, holding that in the absence of express wording to the contrary, an insured 
under a liability policy was entitled to recover in respect of an actual liability only, 
rather than an alleged liability. That is, Justice Aikens preferred the insurer’s 
argument that the insured would be entitled to recovery only if it could prove that it 
would have in fact been liable to Rowan in respect of the tortious interference 
alleged in the Texan proceedings. Applying Texan law to the facts, Justice Aikens 
found that the insured was not liable to Rowan for the alleged tortious interference. 
Accordingly, in the absence of actual liability on the part of the insured, its claim 
under the policy for recovery of the settlement amount failed.

In addition to concluding that the insured was not entitled to indemnity under the 
policy because recovery required proof of actual liability, Justice Aikens made some 
obiter comments about the earlier judgment of Justice Colman in Lumberman’s 
Mutual Casualty Co v Bovis Lend Lease Ltd [2005] 1 Lloyd’s Rep 494. In that 
case, Justice Colman considered that a policy would not provide indemnity for a 
settlement payment where the settlement agreement does not itemise the amounts 
paid in settlement of each claim or otherwise differentiate in any way between 
insured and uninsured claims. Justice Colman would also not allow recourse to 
extrinsic evidence in order to establish the insured’s loss arising from the 
settlement agreement. Accordingly, the insured was denied recovery in 
Lumberman’s because the settlement agreement did not specifi cally identify the 
amount of the insured’s liability to the third party or which liability was insured 
under the liability policy.
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Justice Aikens disagreed with the conclusion reached by Justice Colman, opining 
that an insured could rely on extrinsic evidence to prove that it was liable to a third 
party for a specifi c sum pursuant to a settlement agreement. This sum would 
represent an insured loss under a liability policy. It should be noted that Justice 
Aikens specifi cally limited his views to liability insurance and did not consider their 
application to reinsurance.

The case suggests that an insured under a liability policy may 
not recover under that policy where it has settled a third party 
claim in circumstances where the insured, in subsequent 
proceedings, would not be able to demonstrate as a matter of 
law and fact that the insured would have been liable to the third 
party. In addition, when framing the terms of any settlement 
agreement where it is questionable whether the liability policy 
provides coverage to each of the heads of loss or claims , it 
may be necessary to apportion specifi c amounts to each loss or 
claim so as to quantify the insured’s liability in respect of each 
loss or claim. 

As to the position in Australia on these issues, we refer to a 
paper, Settlement of Claims without an Insurer’s Consent, 
presented by AAR Partner Andrea Martignoni and Senior 
Associate Malcolm Stephens in February 2006 (available at 
http://www.aar.com.au/pubs/insur/pap8feb06.htm). That paper 
considers the circumstances in which an insured is entitled to be 
indemnifi ed by its insurer notwithstanding the failure by the 
insured to obtain the insurer’s consent to the settlement. The 
position in Australia may be different to that suggested by this 
decision, however the issues are complex and also dependant 
on the particular policy wording. 
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CONSTRUCTION OF INSURANCE POLICIES

Excluding cover for liability arising out of 
construction work

Case name:
Baulderstone Hornibrook 
Engineering Pty Ltd v Gordian 
Runoff Limited

Citation:
[2006] NSWSC 223, Supreme 
Court of New South Wales per 
Einstein J.

Date of Judgment:
12 April 2006

Issues:
•   Construction insurance 

– professional indemnity 
policy

•   Exclusion for liability arising 
out of construction work

This case considered an exclusion in a project-specifi c 
professional indemnity policy for claims ‘arising out of 
construction work’.

In August 1992, the Federal Airports Corporation, the predecessor to Sydney 
Airports Corporation Limited (SACL), entered into a contract with Baulderstone 
Hornibrook Engineering (BHE) for the design and construction of the third runway 
(or ‘parallel runway’) at Sydney Airport.

The third runway was constructed between August 1992 and August 1994. After 
construction, it became apparent that the seawall and the millstream wall were 
losing sand.

In 2002, SACL brought proceedings against BHE over the loss of sand. These 
proceedings were settled in June 2004 on the basis that BHE would rectify the 
seawall and millstream wall. The estimated cost of carrying out the rectifi cation 
work exceeded $60 million.

BHE sought indemnity for its liability to SACL under a project-specifi c professional 
indemnity policy arranged by SACL. Two of the insurers under that policy denied 
indemnity and were sued by BHE. The other insurers settled the claims for 
indemnity.

The primary issue in the proceedings was the cause of the loss of sand from the 
seawall and the millstream wall. 

The decision of Justice Einstein 
Justice Einstein held that the loss of sand was caused by defects in the 
construction work by BHE. He therefore held that the insurers were entitled to deny 
liability under exclusion 1(b) which excluded claims:

     Arising out of construction work performed involving the means, methods, techniques, 
sequences, procedures and use of equipment, of any nature whatsoever which were 
employed by the Insured’s contracting staff or others in the executing of any phase of 
any project.

The judgment of Justice Einstein is consistent with the general rule in interpreting 
insurance contracts that, if a cause of a loss or liability is an excluded risk, the 
insurer will not be liable, even if other causes of the loss or liability are covered by 
the policy. 
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There were, however, a number of observations by Justice Einstein on the operation 
of this exclusion which, although consistent with authority, may cause concern to 
construction companies. In particular, Justice Einstein observed that:

(a) it is not necessary for an insurer seeking to rely on this exclusion to prove  
that the construction work was negligent; and

(b) the exclusion would apply even if the construction conformed with the plans 
and specifi cations for the performance of the work.

In the context of a design and construct contract, negligent design will almost 
invariably be manifested in construction which conforms with that negligent design. 
If exclusions such as Exclusion 1(p) apply in these circumstances, there would 
arguably be very little cover provided by the policy.

The observations of Justice Einstein are consistent with a decision of the Full Court 
of the Supreme Court of Western Australia in Speno Rail Maintenance Australia Pty 
Ltd v Hamersley Iron Pty Ltd (2000) 23 WAR 291, summarised in the Allens 
Arthur Robinson’s 2001 Annual Review of Insurance Law,  page 35. As noted in 
that summary, the court’s broad application of the words ‘liability arising out of’ is a 
concern for both insurers (if, as in Speno, the phrase is used to defi ne the cover 
provided by the policy) and for insureds (if, as in the present case, the phrase is 
used to defi ne an exclusion to cover) . 

This case highlights the fact that an insured will not be entitled 
to indemnity if an exclusion applies, even if the excluded cause 
of loss is only one of many causes of that loss. It also highlight 
the very broad meaning given by the courts to the phrase 
‘arising out of’ in an insurance policy, with potentially surprising 
consequences for insurers and insureds.
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CONSTRUCTION OF INSURANCE POLICIES

Business interruption claims and the meaning 
of ‘closure’ of premises

Case Name:
Cat Media Pty Ltd v Allianz 
Australia Insurance Ltd

Citation:
[2006] NSWSC 423, Supreme 
Court of New South Wales, 
Court of Appeal per Bergin J

Date of Judgment:
24 May 2006

Issues:
•   Business interruption policy
•   Meaning of ‘order of a 

competent public authority’
•    Meaning of ‘closure’

Cat Media Pty Ltd, a distributor of pharmaceutical products, 
sought an indemnity under its policy with Allianz Australia 
Insurance Limited when the product manufacturer’s licence was 
suspended, claiming consequential loss for business interruption 
expenses. Justice Bergin held that suspension of the licence did 
not amount to closure of the business and denied the claim.

Pan Pharmaceuticals Limited (Pan) manufactured therapeutic goods under 
licence granted under the Therapeutic Goods Act 1989 (Cth). Cat Media Pty Limited 
(Cat Media) had a contract to distribute those products. In April 2003, following an 
audit by the Therapeutic Goods Administration (TGA), a notice issued under the 
Therapeutic Goods Act suspended Pan’s licence. During the suspension period, 
Pan continued manufacturing for analytical, testing and training purposes. The 
suspension of Pan’s licence had a major impact upon Cat Media’s product 
distribution business.

Cat Media held an industrial special risks policy (the policy) with Allianz Australia 
Insurance Limited (Allianz), indemnifying it against loss resulting from business 
interference arising from closure of premises by order of a competent public 
authority. Cat Media sought to claim its losses resulting from the ‘closure’ of 
Pan’s premises. Allianz refused indemnity. 

In the proceeding, the meanings of ‘order of a competent public authority’ and 
‘closure’ under the policy were in issue.

Justice Bergin held that the policy is a commercial agreement and should be 
interpreted with attention to the language used by the parties, the commercial 
circumstances of the document and its object.

In relation to ‘order of a competent public authority’ under the policy, Her Honour 
held that such an authority must have jurisdiction over the events specifi ed in the 
clause and have the power to close or evacuate the premises. Issue of the notice by 
the TGA was not such an ‘order of a competent public authority’. Allianz had 
submitted that the TGA was, in any event, not a ‘public authority’. Her Honour 
received a number of cases considering the meaning of ‘public authority’, but 
ultimately did not need to decide that issue. 
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In respect of the term ‘closure’, the court held that it must be construed in the 
context in which it appears. As such, because the policy refers to health risks 
which may require closure of the premises, ‘closure’ was intended to refer to the 
prevention of physical access to buildings rather than cessation of manufacture 
pursuant to Pan’s licence.

Justice Bergin therefore denied the claim.

This case provides useful guidance on how courts may construe 
standard clauses in a business interruption policy. Where 
coverage is triggered by the exercise of particular powers of a 
relevant regulatory authority, it may not extend to the exercise 
of other powers which may have the same consequences for 
the insured. 
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In the case of an employee who misappropriated monies 
belonging to a person with quadriplegia in the employee’s 
care, the South Australian Supreme Court considered whether 
vicarious liability could be imposed on the employer. The court 
also considered the insurance policy held by the employer and 
whether the misappropriation could amount to property damage 
caused in connection with the business.

Ms Ffrench suffered from quadriplegia requiring the assistance of carers for her 
day-to-day needs. Support was provided by APN Options Co-ordination (APN), a 
state government agency. APN engaged a care provider, Ms Sestili, who in turn 
employed a carer, Ms Brown. 

Ms Sestili only had one referee for Ms Brown and there was no evidence that a 
police clearance had ever been obtained for Ms Brown.

Ms Brown did shopping for Ms Ffrench and had access to one of her bank accounts. 
She also obtained Ms Ffrench's personal identifi cation number (PIN) for a second 
account. She withdrew a total of $33,350 on 45 occasions without consent.

The initial service contract required that Ms Sestili provide to Ms Ffrench 30 hours 
per week for personal care, home help and shopping. This contract was renegotiated 
in June 2000 and, at Ms Ffrench’s request, no longer expressly provided for hours 
associated with shopping duties. However, Ms Brown continued to undertake 
shopping duties for Ms Ffrench. This arrangement was by direct negotiation and 
instruction from Ms Ffrench to Ms Brown, which was within the contemplation of 
the arrangement between APN and Ms Sestili.

Ms Ffrench pursued three actions against Ms Sestili for breach of contract, 
negligence in breach of duty of care and vicarious liability for the acts of Ms Brown. 
At fi rst instance the magistrate rejected all three of Ms Ffrench’s claims, holding in 
respect of vicarious liability that Ms Brown’s misconduct was a classic ‘frolic of 
her own’. 

Ms Sestili sought an indemnity pursuant to a Community Care Board form liability 
policy from her insurer Triton Underwriting Insurance Agency Pty Ltd (Triton). The 
policy provided cover for ‘property damage’ that was ‘caused by an occurrence in 
connection with the business’. The defi nition of ‘property damage’ under the policy 
included ‘physical injury or destruction of tangible property’. 

CONSTRUCTION OF INSURANCE POLICIES

Vicarious liability for the dishonest actions of 
an employee

Case Name:
Ffrench v Sestili & Sestili v 
Triton Underwriting Insurance 
Agency P/L

Citation:
(2006) 14 ANZ Insurance 
Cases 61-686; [2006] SASC 
44, Supreme Court of 
South Australia per 
Gray J

Date of Judgment:
17 February 2006

Issues:
•    Vicarious liability
•    Meaning of ‘physical injury 

or destruction of tangible 
property’

•    Meaning of loss ‘in 
connection with the 
business’
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The magistrate held that the loss sustained was not ‘in connection with the 
business’ and not in respect of tangible property. It therefore followed that Triton 
was not liable to indemnify Ms Sestilli (even if she was liable).

On appeal, Ms Ffrench only pursued the claim of vicarious liability. 

Justice Gray considered New South Wales v Lepore; Samin v Queensland; 
Rich v Queensland (2003) 212 CLR 511, the leading authority on vicarious 
liability. Particular attention was given to the four different approaches taken in 
that case. The court also referred to the case of Lloyd v Grace, Smith & Co [1912] 
AC 716 which established that vicarious liability was not necessarily defeated if an 
employee acted for his own benefi t. Justice Gray then turned to the Canadian case 
of Bazley v Curry [1999] 2 SCR 534. 

His Honour concluded that the relevant question in determining vicarious liability 
is whether the actions of the employee are suffi ciently linked to the duties of their 
employment so as to justify the imposition of vicarious liability. Further, where it 
was clear that situations where the special responsibility of an employee is a 
protective function, the court must scrutinise the specifi c responsibilities of the 
employee to determine whether a suffi cient connection exists between the 
employment and the wrongful act to impose vicarious liability. 

Justice Gray concluded that the relationship between Ms Brown and Ms Ffrench 
rendered Ms Ffrench particularly vulnerable and that the success of Ms Brown’s 
dishonest conduct was inherently linked to Ms Sestili’s business in light of the:

•   relationship of intimacy between carer and cared for;
•   trust and confi dence engendered by that relationship;
•   power conferred upon Ms Brown in relation to Ms Ffrench; and
•   consequent vulnerability of Ms Ffrench.

Justice Gray held that the ‘suffi cient connection’ test was satisfi ed and Ms Sestili 
was vicariously liable.

He then turned to the question of policy indemnity and held that the meaning of 
‘connection with the business’ in the insurance context is much broader than the 
degree of connection required to establish vicarious liability. It followed that, 
having held Ms Sestili vicariously liable, the loss suffered by Ms Ffrench was 
‘connected with the business’ for the purposes of the insurance policy. 

Justice Gray relied upon Chief Justice Barwick’s comments in Croton v R (1967) 
117 CLR 326 in fi nding that money in the form of cash is tangible property ie once 
the money had been withdrawn from Ms Ffrench’s bank account and misappropriated 
there was a loss of tangible property which was within the scope of the policy. The 
outcome might have been different if instead of a withdrawal Ms Brown had 
transferred money into an account of her own name.
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This case contains a useful analysis of the leading case law on 
vicarious liability in Australia and illustrates the application of 
the suffi ciency of connection test. In cases involving dishonesty 
this case provides authority that the suffi cient connection test 
will be satisfi ed where an employer has materially increased the 
risk of an employee’s dishonest or criminal conduct occurring. 
It is important for employers to put in place policies and 
procedures, especially relating to recruitment to ensure 
accountability and to minimise the opportunity for such conduct. 
It also illustrates that if an employer is vicariously liable for any 
particular conduct, the conduct is likely to be ‘in connection with 
the business’ for the purpose of an insurance policy.
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CONSTRUCTION OF INSURANCE POLICIES

Product liability insurance and economic loss

Case Name:
Zurich Australian Insurance Ltd 
v Regal Pearl Pty Ltd

Citation:
[2006] NSWCA 328, Court of 
Appeal of New South Wales 
per Spigelman CJ, Beazley and 
Hodgson JJA

Date of Judgment:
27 November 2006

Issues:
•   Economic loss
•   Construction of the insuring 

and exclusion clauses of the 
relevant policy

The owner of a restaurant who was supplied with prawns 
containing the hepatitis A virus successfully sought payment 
from the insurer of the company which supplied the prawns. The 
court considered whether economic loss was recoverable under a 
policy which provided cover for personal injury and, if so, whether 
the claim fell within the meaning of the usual exclusion clause 
contained in the policy which precluded indemnity for obligations 
assumed by, or waived under, contract.

Regal Pearl Pty Ltd (Regal Pearl) was the owner of the China Bowl Restaurant in 
Coogee. In 1997, prawns containing the hepatitis A virus were served to customers, 
resulting in personal injury. The prawns were supplied to Regal Pearl by Tai Kwan 
Seafood Pty Ltd (Tai Kwan), who had purchased the prawns from the importer 
Great Ocean Products Pty Ltd (Great Ocean).

In the District Court, Justice Woods found Regal Pearl liable in negligence and for 
breach of the implied term of fi tness for purpose under section 19(1) of the Sale of 
Goods Act 1923 (NSW) and absolved Tai Kwan and Great Ocean of any liability.

The New South Wales Court of Appeal upheld Regal Pearl’s cross-claim for 
indemnity against Tai Kwan under s19 of the Sale of Goods Act. However, Tai Kwan 
was unable to pay the judgment.

Pursuant to s6(4) of the Law Reform (Miscellaneous Provisions) Act 1946 (NSW), 
Regal Pearl commenced proceedings in the NSW Supreme Court against Tai Kwan’s 
insurer, Zurich Australian Insurance Ltd (Zurich), on the basis that Zurich was liable 
to indemnify Tai Kwan. Acting Justice Cooper held that Zurich was liable for the 
judgment debt under Tai Kwan’s ‘AllGuard Business Insurance Policy’ (the policy).

Zurich appealed to the New South Wales Court of Appeal from this decision. The 
appeal turned on the scope of the relevant insuring and exclusion clauses 
contained in the policy.

The relevant insuring clause provided: 

     when a limit of liability is shown for products liability we will pay for all amounts up 
to the limit of liability that an insured person becomes legally liable to pay in 
compensation for: 

     1. Personal injury; or 

     2. Property damage;

     that results during the period of insurance from an occurrence within the territorial 
limits that happens in connection with your products.
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The policy provided that ‘[p]roducts liability means any liability for an occurrence 
that is caused by or arises out of any of your products’. 

Zurich contended that the insuring clause did not extend to cover Tai Kwan’s 
liability to Regal Pearl, which was a liability for economic loss (in contract), rather 
than a liability for personal injury (in negligence). Zurich argued that Regal Pearl 
had not itself suffered any personal injury or property damage, but was claiming 
economic loss arising from its liability to its customers. 

Chief Justice Spigelman, with whom Acting Justices Beazley and Hodgson agreed, 
interpreted the insuring clause broadly so that ‘for’ (in the expression ‘in 
compensation for’) was held to mean ‘in respect of’. The Court considered that the 
insuring clause should be interpreted in the context of the policy as a whole (and 
having regard to the broad defi nition of ‘products liability’, and the breadth of the 
expression ‘that happens in connection with your products’ within the insuring 
clause), which suggested that the policy was intended to have a broad scope. The 
insuring clause was held to extend beyond personal injury and property damage to 
indemnify Tai Kwan for its liability to a third party that suffers economic loss 
caused by its products.

The court then considered the application of an exclusion relating to contractual 
obligations. Clause 12 of the policy excluded:

     [l] iability for personal injury or property damage that is accepted by any insured  
 person under any contract, warranty or agreement requiring:…

     (b)  the acceptance of any liability, except liability that would have existed even if the  
 contract accepting the liability did not exist, or

     (c) the waiving or limitation of the insured persons rights of recovery against 
 another party.

Chief Justice Spigelman held that, in the absence of clear words to the contrary, 
the commercial purpose of a product liability policy should be understood as 
encompassing the range of legal obligations normally associated with product 
liability in Australia, including the implied terms under the Sale of Goods Act. He 
held that the words ‘acceptance of liability’ in the exclusion clause contemplated a 
separate provision in the contract explicitly constituting an extension of liability in 
order for the exclusion to apply. The implication of terms under the Sale of Goods 
Act did not constitute such an ‘acceptance of liability’. Hence, the exclusion did 
not apply to Zurich’s liability to indemnify Tai Kwan for economic loss. 

This case demonstrates how an insuring clause may be read 
broadly, while an exclusion clause may be read narrowly. It 
serves as a reminder that insuring and exclusion clauses require 
careful consideration and precise drafting to ensure that the 
policy provides the cover that is intended.
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CONSTRUCTION OF INSURANCE POLICIES

Variation of a policy and the requirement 
for writing

Case Name:
Green v AMP Life Limited

Citation:
[2005] NSWCA 354, New 
South Wales Court of Appeal 
per Spigelman CJ, Giles and 
Basten JJA 

Date of Judgment:
14 October 2005

Issues:
•    Effect of variation to a 

policy without writing
•    Whether writing expressly 

required by Life Insurance 
Act 1995 (Cth)

The New South Wales Court of Appeal considered the 
effectiveness of a decision to vary a policy in 1999, despite 
the policy wording not being amended until 2004. The appellant 
challenged the effectiveness of the variation. The appeal was 
dismissed on the basis that the variation took effect prior to 
the insured taking out the policy.

An AMP Life Limited (AMP Life) policy provided the basis for an income protection 
plan (the Plan). In June and October 1999, representatives of AMP Life and its 
reinsurer Swiss Re Life and Health Australia Ltd met and agreed in discussions to 
vary the policy to place a two-year limit on mental health benefi ts. The variation 
was intended to take effect from 1 January 2000, and it was agreed that the policy 
wording would be amended accordingly. However, the policy wording was not 
amended until 2004. Having completed a Plan application and been given a 
consumer information brochure, Mr Green became a member in May 2001. In 
October 2001, Mr Green was diagnosed with a mental illness and received a total 
disability benefi t. When payment of the benefi t ceased after two years, Mr Green 
claimed that his entitlement to the benefi t pre-dated the variation to the policy and 
was therefore ongoing.

The court considered the policy variation and sought to characterise it in 
accordance with the three Masters v Cameron categories of agreement not yet 
recorded in formal documentation. The court decided that the parties had 
suffi ciently fi nalised the terms such that they were bound to perform them 
immediately. They had also proceeded on the basis that the variation was agreed, 
as indicated by the revised premiums applicable from January 2000.

Mr Green submitted that the formal sign-off process at AMP Life meant the 
variation did not take effect until the policy wording was fi nalised. The court held 
that a binding and effective agreement was reached by the time the sign-off 
certifi cate for the brochure was executed in 1999, as the parties intended that the 
variation take effect from that time.

Mr Green also submitted that the Life Insurance Act 1995 (Cth) required a life 
policy to be in writing, such that the variation was not valid until the policy wording 
was fi nalised. The court held that there is no provision in the Life Insurance Act 
which expressly requires that a policy be in writing, and therefore lack of a written 
copy was not fatal to the validity of the variation.
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This case provides useful discussion as to when variations to 
policies will be concluded and binding on insureds. A variation to 
a policy may take affect if it is intended to apply immediately, 
despite the amended wording not being incorporated into the 
policy document.
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CONSTRUCTION OF INSURANCE POLICIES

Meaning of ‘contamination’ in a perils exclusion

Case Name:
Gunns Forest Products Ltd v 
North Insurances Pty Ltd 
& Anor

Citation:
[2006] VSCA 105, Court of 
Appeal of Victoria per Chernov 
JA, Redlich JA and Mandie 
AJA

Date of Judgment:
10 May 2006

Issues:
•    Industrial special risks 

policies
•    Damage to insured 

property caused or 
merely constituted by 
‘contamination’

•    Determination of proximate 
cause in chain of causation

•    Policy construction: 
application of ‘common 
sense’ and ‘good 
commercial sense’

In this case the Victorian Court of Appeal determined whether 
an insured was entitled to indemnity for contaminated wood 
chips under an industrial special risks policy containing a 
‘Perils Exclusion’ clause. In that process, the court considered 
whether the loss and damage to the insured was caused by 
the actual contamination or some antecedent cause.

Gunns Forest Products Ltd (Gunns) were woodchip manufacturers. Gunns’ 
woodchip stockpiles were contaminated with rubber pieces from a damaged 
conveyor belt located in its mill.

Gunns claimed indemnity for loss and damage to the woodchips under its industrial 
special risk policy (the policy) with North Insurances Pty Ltd (North). North relied 
on the ‘Perils Exclusion’ in the policy to deny indemnity. That provision excluded 
cover for loss or damage ‘occasioned by or happening through’ contamination to the 
insured property.

The dispute was referred to an arbitrator, who decided in North’s favour. Gunns 
subsequently sought leave to appeal that decision in the Court of Appeal. Gunns 
submitted that the contamination described the damage caused to the woodchips, 
rather than the cause of that damage. Gunns then asserted that the contamination 
was actually caused by the defective conveyer belt. 

Justice Mandie (with whom Justices Chernov and Redlich agreed) noted that, in 
ordinary usage, contamination could describe the process by which the woodchips 
were damaged as well as the condition of the damage. The fact that their condition 
could be described as contaminated did not preclude a fi nding that the process by 
which the woodchips were damaged was ‘contamination’. As such, there was no 
reason to search antecedent events to identify anterior causes. He considered that 
this conclusion accorded ‘both with common sense and good commercial sense’.

Justice Chernov stated that the ultimate question was whether it could be said that 
‘the contamination was the real and proximate cause of the damage’. His Honour 
held that the arbitrator was correct in answering that question in the affi rmative.

The Court of Appeal therefore dismissed the application for leave to appeal.
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This case stresses the importance of taking a common sense 
and commercial approach to policy construction. Questions of 
causation of loss and damage arising under admission clauses 
are likely to be decided (absent express words to the contrary) 
by reference to the common sense notions of causation, rather 
than by analysis of antecedent events in the ‘chain of causation’ 
to indemnify some originating non-excluded clause. These 
principles are equally applicable to other causes of loss 
or damage.
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CONSTRUCTION OF INSURANCE POLICIES

Hail today, caravan park gone tomorrow

Case Name:
Robert Lewis Caine & Anor 
v Lumley General Insurance 
Limited 

Citation: 
[2006] NSWSC 337, Supreme 
Court of New South Wales per 
Einstein J

Date of Judgement:
2 May 2006

Issues:
•    Whether the term caravan 

includes ‘annexes’ 
•    Whether the proximate 

cause of loss or damage 
was hail 

•    Proximate cause of loss or 
damage generally 

The New South Wales Supreme Court considered the meaning 
of ‘caravan’ and considered proximate cause of loss during a 
heavy storm.

Mr Caine and Ms Byfi eld owned a caravan park which was insured under a 
commercial business policy issued by Lumley General Insurance. The policy 
specifi cally excluded cover for damaged caused by hail except in the event that the 
‘hail penetrated the entire thickness of the damaged matter’ in which case a limit 
of $100,000 applied for the aggregate loss of all of the caravans combined.

In January 2002, the caravan park was struck by hail which caused severe damage 
to the house and many caravans and their annexes. The insurer paid $100,000 for 
hail damage to the caravans and various other sums for business interruption and 
damage to property. The insured commenced proceedings against the insurer, 
seeking costs for the renovation of the caravans that were incurred in complying 
with the council requirements and the cost of repair to the caravans and annexes. 
The insured argued that the annexes were part of the caravans within the meaning 
of the policy and, thus, they were entitled to moneys for their repair. 

The insurer contended that the annexes were not parts of the caravans within the 
meaning of the policy. Alternatively, the insurer proposed that, in the event that the 
annexes were not part of the caravans, they were to be regarded as ‘other structures’ 
under the policy and therefore subject to a sub-limit of $15,000 and certain 
averaging provisions under the policy applied. 

Justice Einstein held that, although the policy did not defi ne the term ‘caravans’, 
there were strong contextual indicators that indicated that the term ‘caravan’ was 
broad enough to include structures appurtenant to the caravans, such as annexes 
and the like. Furthermore, he stated that, in the ordinary use of language, a 
reference to a whole included a reference to all of its constituent parts. 
Accordingly, the annexes were held to be part of the caravans (unless they had 
been dismantled) and did not constitute ‘other structures’. 

The more interesting aspect of the case turned on the issue of whether the 
proximate cause of loss was the hail. The plaintiff submitted that the damage to 
the caravans was not caused by hail alone but rather the damage was caused by a 
storm which included hail, heavy wind and torrential rain and that, hence, the 
exclusion did not apply. 
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Justice Einstein rejected this argument. His Honour found that the proximate cause 
of loss and damage to the caravans was hail. He held that the words ‘damaged by 
hail’ imply ‘damaged by reason of hail’ or ‘caused by hail’. He noted that a proximate 
cause is not the fi rst or the last sole cause of the loss but the effective or dominant 
cause, and that it is well established that where there are two causes, one covered 
and the other excluded, the insurer is not liable. 

Justice Einstein rejected the plaintiff’s assertion that the damage was caused by 
two concurrent causes. He suggested that while it was true that high winds drove 
the hail, it was not a case of concurrent damage. He noted that the caravans did 
not blow away

     …if damage had been done by the wind blowing the caravans off their supports and 
tumbling them over, the proximate cause of the damage would be the wind. If the 
caravans were at the same time pounded by hailstones…two concurrent causes may 

be said to operate…but that is not this case.

This case provides useful guidelines on establishing the 
proximate cause of loss and damage. It does not change the 
law but neatly summarises the current position as to 
proximate cause. 
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CONSTRUCTION OF INSURANCE POLICIES

What does the term ‘wilful’ act mean in an 
exclusion clause?

Case Name:
Ronson International Ltd v 
Patrick

Citation:
[2006] EWCA CIV 421 English 
Court of Appeal per Tuckey, 
Thomas and Hallett LJJ

Date of Judgment:
30 March 2006

Issues:
•    Household contents policy 

with extensions for liabilities 
for damage to third-party 
property

•    Exclusion of claims arising 
from ‘wilful’ acts

•    Whether ‘wilful’ act 
simply means an act done 
deliberately or whether an 
intention is required

In this decision, the English Court of Appeal considered the 
meaning of ‘wilful’ in an exclusion clause expressed to apply to 
claims and liabilities arising from any wilful, malicious or 
criminal acts.

Christopher Patrick (aged 11) and his friend started a fi re in the derelict part of a 
property which allegedly burnt down the whole property. The boys had built a den 
and before they left set fi re to it (the conduct). At no time did Christopher think 
that the fi re would lead to the whole property being burnt down. Ronson International 
Ltd (Ronson) alleged that it had nearly £850,000 worth of stock in a part of the 
property which was in commercial use when it was destroyed.

Christopher’s mother, Karen Pledger, had a standard household contents policy 
(the policy) issued by United Friendly Insurance Plc whose liabilities had been 
transferred to Royal London Mutual Society Ltd (Royal London). The policy, which 
covered Mrs Pledger and Christopher (the insured), included an extension for 
‘household and personal liabilities’ as follows:

     All persons insured are covered for legal liabilities arising … in a personal capacity from 
incidents occurring in the British Isles … during the currency of this policy resulting in: 
…
(a) …
(b) accidental damage to property neither belonging to nor in the custody or control; 
 of those insured under this section.
EXCLUDING claims and liabilities from:
(i) …
(viii) any wilful, malicious or criminal acts.

Ronson made it clear that it would not seek to recover from either the insured or 
his mother personally, but only from Royal London if Christopher were indeed 
insured under the policy in relation to the conduct.

Royal London argued that the exclusion for wilful acts applied because, in the 
context of the policy, ‘wilful’ meant deliberate and the act was deliberate. Counsel 
for the insured asserted that there must be ‘some degree of conscious intention to 
cause the sort of loss and damage giving rise to the claim’. 

First instance
At fi rst instance,1 Justice Seymour agreed with the insured and said that a person 
acted wilfully only if they intended the consequences of their conscious act. His 
Honour further stated that to construe ‘wilful’ as ‘deliberate’ would deprive the 
extension of the policy of much, if not all, of its value. The evidence did not 
suggest that Christopher intended to cause the extensive damage to the property 
and, therefore, the exclusion did not apply.
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Appeal 
The Court of Appeal noted that there is no authority considering the meaning of 
‘wilful’. Legal dictionaries show that ‘wilful’ is used in many contexts. The term 
always means deliberate, but will take its meaning from the words which it qualifi es 
and its context.

The policy sets out that cover is excluded if the incident giving rise to the liability 
involves any wilful, malicious or criminal act. The court held that the surrounding 
adjectives ‘lend colour’ to what is meant by a wilful act. Namely, that it must be 
something blameworthy and, therefore, something more than merely a deliberate or 
intentional act. However, for an act to be wilful, there does not have to be an 
intention to cause damage of the kind in question. It is enough to show that the 
insured was reckless as to the consequences of his act. If the insured was aware 
that he was about to create a risk of damage of the kind which gave rise to the 
claim, or if the insured did not care whether there was such a risk or not, he would 
act recklessly if he still went ahead and did it. This approach focuses on the 
insured’s mind at the time of the act, rather than on the intended consequences, 
such as to cause the damages of the kind in question. Equating wilfulness with 
recklessness is consistent with dictionary defi nitions including obstinate and 
headstrong conduct. 

This interpretation falls somewhere in between that asserted by the insured and 
that found by the judge at fi rst instance. The court’s broader interpretation of 
‘wilful’ did not affect the outcome of the case. Having regard to Christopher’s age 
and his statement given to the police, the court was of the view that Christopher 
did not act recklessly. The court described Christopher’s conduct as stupid, but 
that was not enough to bring the act within the exclusion. Christopher was unaware 
of the risk that the conduct might cause the whole property to burn down, and 
there was nothing to show that he did not care whether that might happen. On that 
basis the exclusion was held not to apply and the appeal was dismissed.

This decision shows the principles of construction of insurance 
policies at work in cases where no authority for the defi nition of 
a term is available. A term in a policy must be construed in the 
context of the surrounding words ‘lending their colour’. Further, 
if a particular construction of a term in an exclusion will largely 
take away the wide cover provided by an extension, the court 
will take this into account. The case also contains useful 
consideration of what amounts to ‘wilful’ conduct. Although this 
decision is not binding on Australian courts, the issues considered 
are fairly general and principles are equally applicable. 

1 Ronson International Ltd v Patrick [2005] EWHC 1767. 
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In a dispute regarding the meaning of the word ‘disorder’ in an 
income protection policy, the New South Wales Court of Appeal 
explained how words and phrases used in an insurance contract 
should be interpreted.

Mr Ingham, a builder, took out a policy of income protection insurance. His 
application form disclosed that he had previously been struck by a piece of wood 
causing impairment to the vision in his left eye. As a result, the insurer imposed a 
special condition that ‘no benefi t shall be payable for a benefi t period in excess of 
180 days for disability or loss caused or contributed [to] by any disease or disorder 
of the right eye.’ 

During the policy period, Mr Ingham was again struck by a piece of wood, this time 
in the right eye and causing permanent loss of vision. The insurer relied upon the 
special condition so as to restrict Mr Ingham’s benefi t period to 180 days. 

Mr Ingham argued that the special condition did not apply, because his injury was 
not ‘caused or contributed to by any disease or disorder of the right eye’. Rather, he 
claimed it resulted from a traumatic injury. Further, he argued that the special 
condition was ambiguous and the contra proferentem principle should be applied 
to give it an interpretation favourable to him as the party that did not draft it.

The court confi rmed that: 

•   its task is to ascertain the objective intention of the parties from the words 
used, giving them their natural and ordinary meaning in the light of the policy 
as a whole and having regard to the context in which they appear and the nature 
and object of the policy; and 

•  the contra proferentem principle applies as a rule of last resort. 

In the circumstances, the court held that the words ‘disease or disorder’ included a 
condition caused by traumatic injury. This was consistent with the application form, 
which formed part of the insurance contract. It was also consistent with other parts 
of the policy where the word ‘disorder’ appeared. There was, therefore, no scope to 
apply the contra proferentem rule. 

The case confi rms that words used in an insurance policy must 
be assessed in light of natural and ordinary meaning and in light 
of the policy as a whole. Only where there is real ambiguity that 
cannot otherwise be resolved should the court apply the contra 
proferentem rule in favour of the insured. 

CONSTRUCTION OF INSURANCE POLICIES

Construing the meaning of an insurance 
contract and the role of the contra proferentem 
principle

Case Name:
Ingham v ACN 000 333 844 
Ltd (in liquidation) (formerly 
Australian Casualty and 
Life Limited) & Ors

Citation:
(2006) 14 ANZ Insurance 
Cases 61-688; [2006] NSWCA 
61-688, Court of Appeal of 
New South Wales per Giles, 
Handley and Santow JJA

Date of Judgment:
3 April 2006

Issues:
•   Construction of an 

insurance contract
•   Role of the contra 

proferentem rule
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CONSTRUCTION OF INSURANCE POLICIES

Indemnity to innocent co-insureds

Case Name:
Brit Syndicates Limited & Ors v 
Italaudit S.p.A. (formerly Grant 
Thornton S.p.A.) and Grant 
Thornton International 

Citation:
[2006] EWHC 341 (Comm) 
England and Wales High Court 
per Langley J

Date of Judgment:
3 March 2006

Issues:
•   Composite contracts of 

insurance 
•   Indemnity to innocent co-

insureds

A recent decision of the English High Court arising from the 
Parmalat collapse, demonstrates that avoidance of a policy 
against one insured ought not operate to alter the meaning of 
policy wordings to the detriment of an innocent co-insured. 

Grant Thornton International (GTI) was a not-for-profi t Illinois company that 
managed the worldwide network of accountancy fi rms trading under the name of 
Grant Thornton. It had no clients or accountancy practice of its own. GTI purchased 
professional indemnity insurance on behalf of the then member fi rms of the Grant 
Thornton Group outside of the US and UK (the Group), including Italaudit S.p.A 
(formerly Grant Thornton Italy) (GT Italy), for the period 15 December 2003 to 
14 December 2004. The policy was underwritten by various insurers at Lloyd’s (the 
insurers) and specifi ed each insured member fi rm in a schedule of ‘Assured Firms’. 

GT Italy was expelled from the Group on 8 January 2004. Subsequently, in March 
2004, GTI notifi ed the insurers of third party claims by US investors against itself 
and GT Italy. The claims related to the collapse of Parmalat and alleged various 
violations of US securities laws in the context of audits undertaken by GT Italy. The 
claims against GTI alleged that it had been ‘in control’ of GT Italy in the course of 
those audits. 

So far as the member fi rms listed in the schedule of Assured Firms were 
concerned, it was conceded that the policy was truly ‘composite’ and that each 
member fi rm was separately insured. However GTI itself was not specifi ed in the 
schedule of Assured Firms. Rather an extension to the policy provided as follows: 

     Grant Thornton International is included as an Assured Firm but solely in respect of 
claims made against Grant Thornton International arising from claims made against a 
member fi rm of Grant Thornton International insured by the terms and conditions of 
this policy.

In August 2005, the insurers purported to avoid the policy ab initio against GT Italy 
on the grounds of misrepresentation and/or non-disclosure, and for breach of 
warranty. On the same day, the insurers wrote to GTI advising it that: 

•   they had avoided the policy ab initio against GT Italy; 
•   accordingly the policy had never been in force with respect to GT Italy; and 
•  as a result there was no cover under the extension as the claims against GTI did 

not arise from claims made against a member fi rm of the Group ‘insured by the 
terms and conditions of this policy’.
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The insurers obtained a default judgment against GT Italy. They then asserted that 
any cover to which GTI was entitled was parasitic and therefore dependent upon a 
member fi rm being able to establish the existence of a right to indemnity under the 
policy. Both the insurers and GTI brought applications for summary judgment on 
the issue of whether GTI was entitled to indemnity under the policy. 

While he accepted the insurers’ contention that the avoidance of the policy against 
GT Italy took effect ab initio, Justice Langley rejected the submission that cover for 
GTI under the extension was parasitic. While the result of the avoidance was that 
GT Italy was never, as a matter of law, an insured under the policy, his Honour 
accepted GTI’s submission that the reference in the extension to a member fi rm of 
the Group ‘insured by the terms and conditions of this policy’ was merely 
descriptive and did not impose a condition precedent to GTI’s right to indemnity 
under the policy. 

So far as the breach of warranty by GT Italy was concerned, Justice Langley held 
that it did not, as a matter of law, entitle the insurers to avoid the policy ab initio, 
rather it operated as a breach of a condition precedent, to discharge the insurers 
liability to indemnify GT Italy from the date of the breach. In Australia, such a 
breach would only entitle an insurer to reduce its liability to indemnify to the extent 
of any prejudice, by reason of the operation of section 54 of the Insurance 
Contracts Act 1984 (Cth).

In this case, it was quite clear that the structure of the 
professional indemnity insurance policy was intended to refl ect 
the operation of GTI. The policy was designed to provide 
composite cover to the insured entities and cover to GTI on the 
basis that claims against it would invariably arise through the 
acts or omissions of its member fi rms. The cover was construed 
to give that effect, the judge emphasising the need for certainty 
in such circumstances. Although this decision is not binding on 
Australian courts, the principles applied are equally applicable 
and may constitute a persuasive authority.
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CONSTRUCTION OF INSURANCE POLICIES

Driving, collisions and the obligation to insure 
under the Motor Accidents Compensation Act 
1999 (NSW)

Case Name:
AMP General Insurance v 
Kull & Anor 

Citation:
(2006) 14 ANZ Insurance 
Cases 61-687; [2005] NSWSC 
442, Court of Appeal of 
New South Wales per Giles, 
Hodgson and Santow JJA

Date of Judgment:
12 December 2005

Issues:
•    The scope of compulsory 

insurance under Motor 
Accidents Compensation 
Act 1999 (NSW)

•    Construction of the relevant 
farm vehicles policy and 
public liability policy

The New South Wales Court of Appeal considered the 
interaction of the compulsory insurance requirements under the 
Motor Accidents Compensation Act 1999 (NSW) and two policies 
of insurance included in a farm insurance contract.

Mr Maloney was the owner of a Toyota Land Cruiser that had broken down adjacent 
to Mr Kull’s property. Mr Kull advised Mr Maloney that the fault could be remedied 
by moving the vehicle’s fan belt. Mr Kull reached into the bonnet of the vehicle 
and, without warning or being instructed or directed by Mr Kull, Mr Maloney turned 
the ignition key causing the fan belt to move. Mr Kull suffered injury to his hand 
including partial amputation of his index fi nger.

Mr Maloney sought indemnity pursuant to a farm insurance contract with 
AMP General Insurance Ltd (AMP), which included two relevant policies: 
Policy 8 (Motor Vehicles – Farm Vehicles) and Policy 9 (Public Liability).

Policy 8 covered farm vehicles, such as tractors and slashers, listed in the schedule 
and provided indemnity for bodily injury caused by, or arising out of, the use of 
such vehicles other than in circumstances for which insurance is required by law 
under a compulsory statutory insurance scheme. Coverage was extended to 
‘substitute vehicles’ where a vehicle in the schedule was not in use.

Policy 9 provided coverage for bodily injury, but excluded claims arising out of ‘the 
use of any Vehicle … in respect of which insurance is required by any legislation 
relating to the registration of motor vehicles’.

Section 8 of the Motor Accidents Compensation Act 1999 (NSW) prohibits the use 
of an uninsured motor vehicle on a road. A third party policy under the Motor 
Accidents Compensation Act provides indemnity for death or injury caused by the 
fault of the owner or driver in the use of the vehicle. The Act relevantly provides 
that ‘injury’ means personal or bodily injury caused during the driving of the vehicle 
or during a collision. 

At fi rst instance it was held that Policy 8 provided indemnity as the use of the 
vehicle did not require insurance under the Act and the Land Cruiser was a 
‘substitute vehicle’ for the purposes of Policy 8. The trial judge did not consider 
the application of Policy 9.
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Application of the Act
On appeal, Justice Hodgson held that neither the repair of a motor vehicle nor the 
activation of a starter motor constituted ‘use of a vehicle’ for the purposes of s8 of 
the Motor Accidents Compensation Act.

His Honour further held that the injury was not caused by the driving of the 
vehicle, stating at paragraph 49 that:

     … the injury was plainly not a result of and caused during the driving of the motor 
vehicle. The motor vehicle was parked nose to nose with another motor vehicle, both 
with bonnets open, and attached by jumper leads. Activation of the starter motor 
occurred after Mr. Kull told Mr. Maloney that the fault in his motor vehicle could be fi xed 
by moving the fan belt, and placed his hand on the fan belt to make the adjustment. 
Mr. Maloney was standing beside the door of the vehicle. In the absence of evidence 
from Mr. Maloney, it would have been wrong to infer in those circumstances that 
Mr. Maloney activated the motor as part of a process of setting off in the vehicle… 

Nor was there a collision with the vehicle, Justice Hodgson stating at paragraph 
52 that:

     [t]he contact of a pedestrian with a stationary vehicle could possibly fall within that 
expression; and such a collision could be with an appendage to the vehicle, such as a 
wing mirror. But there at least has to be injury caused by an impact that can fairly be 
described as a collision with the vehicle…

Accordingly, the use of the Land Cruiser at the time of the incident was neither 
insured under the Act nor required to be so insured.

Policy 8
Justice Hodgson concluded that Policy 8 provided indemnity on the basis that a 
‘substitute vehicle’ was not required to be of the same kind or purpose as a vehicle 
listed in the schedule that is not in use. 

However, Justice Giles, with whom Justice Santow agreed, held that Policy 8 did 
not apply because the policy only provided cover for the farm vehicles listed in the 
schedule and functional substitutes of such vehicles. The Land Cruiser did not fall 
into this category.

Policy 9
Justice Hodgson, with whom Justice Santow agreed, construed the relevant 
exclusion as operating in relation to the actual use of the vehicle that is required to 
be insured under the Motor Accidents Compensation Act. In the present case, the 
exclusion was inapplicable because the particular use of the Land Cruiser at the 
time of the incident (repair and activation of starter motor) did not require 
insurance under the Act.

Justice Giles, in dissent, construed the exclusion as applying to vehicles for which 
insurance is required merely for registration.

Ultimately, it was held that repairing the vehicle and activating the starter motor 
was not a use that required insurance under the Act. In the circumstances, 
indemnity was afforded under Policy 9. 
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This decision provides some assistance as to what constitutes 
‘use’, ‘driving’ and ‘a collision’ for the purposes of the Motor 
Accidents Compensation Act and, thus, the extent to which 
third party insurance under the Act will provide indemnity. The 
decision is of particular interest to automotive repairers, 
roadside service operators and the like, and their insurers.
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CONSTRUCTION OF INSURANCE POLICIES

Principles of double insurance and whether 
rehabilitation expenses can be deducted from 
workers’ compensation claims 

Case Name:
Allianz Australia Insurance 
Ltd v Insurance Australia Ltd 
trading as NRMA Insurance

Citation:
(2006) 14 ANZ Insurance 
Cases 61-699; [2006] ACTSC 
35, Supreme Court of the 
Australian Capital Territory 
per Gray J

Date of Judgment:
21 April 2006

Issues:
•    Double insurance
•    Rehabilitation expenses 

under workers’ 
compensation legislation

In a dispute between an employer’s workers’ compensation 
insurer and compulsory third party insurer, the Australian Capital 
Territory Supreme Court considered the principles of double 
insurance and whether rehabilitation expenses paid by the 
employer could be deducted from compensation payable to 
the worker.

The plaintiff, Allianz Australia Insurance Ltd (Allianz), was an employer’s workers’ 
compensation insurer under the Workers’ Compensation Act 1951 (ACT). The 
defendant, Insurance Australia Limited (IAL), was the employer’s compulsory third 
party (CTP) insurer.

A worker was injured in the course of his employment while lifting a large crate of 
parts from the back of a truck. ICA conceded to Allianz that the incident fell within 
the terms of the employer’s CTP policy and, thus, it was a situation of double 
insurance.

Justice Gray considered that, in a situation of double insurance, the insured cannot 
recover in total more than the loss suffered for which there is an indemnity under 
the policies and that the insurers must contribute equally to the claim for losses 
recoverable under both policies.

The workers’ compensation policy with Allianz provided indemnity for any liability 
that arose under the Workers’ Compensation Act or independently of the Act ‘in 
respect of any injury to, or death of, any of the employer’s employees’.

The CTP policy with IAL provided indemnity for death or bodily injury to any person 
arising out of the use of the motor vehicle. Justice Gray noted that ‘arising out of’ 
has been interpreted widely, citing Commercial and General Insurance Company 
Limited v Government Insurance Offi ce of New South Wales (1973) 129 CLR 374.

Proceedings were commenced directly against Allianz by the worker, as the 
employer was a deregistered company. Allianz entered into settlement negotiations 
with the worker after IAL conceded that the CTP policy applied. Allianz settled the 
worker’s claim by way of a consent judgment for $440,000, from which it deducted 
$149,586 for monies already paid to the worker, including a deduction of $20,569 
that related to expenses for rehabilitation services.
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IAL asserted that any settlement by Allianz with the worker should not have 
included rehabilitation expenses paid by the employer under the Workers’ 
Compensation Act, as Allianz was not obliged to indemnify the employer in respect 
of such expenses. 

Justice Gray, citing Andrikis v The Nominal Defendant (2004) 190 FLR 136, 
concluded that an employer’s payment for occupational rehabilitation is not an 
amount payable under the Workers’ Compensation Act ‘in respect of an injury or 
death of a worker’. Liability for rehabilitation expenses arose under a separate 
section of the Act, for which the employers’ workers’ compensation policy did not 
provide indemnity, even though it was customary for the insurer to pay such sums. 

Furthermore, there was no obligation on the worker under the Act to repay 
rehabilitation expenses paid by an employer. Accordingly, the amount for 
rehabilitation expenses could not be deducted from the amount payable to the 
worker by Allianz pursuant to the judgment entered by consent.

His Honour declined to make an order that IAL contribute half of the settlement 
sum to Allianz until Allianz paid the worker his proper entitlement, including the 
full amount in respect of rehabilitation expenses. 

This decision holds that payments made by an employer 
towards rehabilitation, although required under statutory 
workers’ compensation legislation, are not amounts payable for 
an injury or death of a worker. Therefore, ignoring any voluntary 
agreement to do so, they are not part of the risk normally 
assumed by workers’ compensation insurance. 
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CONSTRUCTION OF INSURANCE POLICIES

The purposive approach to insurance policy 
construction

Case Name:
QBE Insurance (Australia) Ltd 
v MCM Chemical Handling Pty 
Ltd

Citation:
[2006] VSC 95 Supreme Court 
of Victoria per Bongiorno J

Date of Judgment:
17 March 2006

Issues:
•   Public liability policy
•   Exclusion clauses
•   Damage caused to rented 

premises

In this case, the Supreme Court of Victoria held that the insurer 
was not entitled to rely on an exclusion clause in a public liability 
policy when the insured’s rented premises were damaged by the 
dispersal of gas as a result of the insured’s business operations. 
The court took a purposive approach and interpreted the policy in 
the light of the commercial circumstances in which it was created.

MCM Chemical Handling Pty Ltd (MCM) was the tenant of a factory where it stored 
and mixed chemicals as part of its business. QBE Insurance Australia Ltd (QBE) 
had issued a public liability policy to MCM for injury or property damage caused in 
circumstances where MCM was held to be liable. The policy contained an exclusion 
clause for:

     Personal injury or property damage caused by or arising out of the discharge, dispersal, 
release or escape of pollutants into or upon land, the atmosphere, or any watercourse 
(SIG) or body of water, but this exclusion does not apply if the discharge, dispersal, 
release or escape is sudden, identifi able, unexpected and unintended and takes place in 
its entirety at a specifi c time and place.

During the course of MCM’s tenancy, the interior of the factory was severely 
damaged by an aggressive corrosive substance. The landlord brought proceedings 
in the Victorian Civil and Administrative Tribunal (VCAT) alleging breaches of 
MCM’s lease. VCAT decided in favour of the landlord and damages were awarded 
against MCM for breaches of its lease. It was found that the damage to the factory 
was caused by a combination of chlorine gas and water vapour condensing on the 
factory’s internal surfaces. The Senior Member of VCAT concluded that the 
exclusion in the policy did not entitle the insurer to deny liability for the sum 
awarded against MCM. QBE appealed to the Victorian Supreme Court.

Justice Bongiorno noted that there was no argument that the method by which the 
chlorine vapour was able to come into contact with both the water vapour with 
which it mixed and the metal parts of the factory could be described by the words 
‘discharge, dispersal, release or escape’. Further, the words ‘discharge, dispersal, 
release or escape’ were considered to have been of ample width to cover the 
movement of the chlorine gas from its original sodium hypochlorite form into the 
factory airspace and into contact with the water vapour and the metal parts of the 
factory.
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QBE contended that it was not liable to indemnify MCM on the basis that the 
exclusion clause applied because the chlorine had passed into the ‘atmosphere’, 
albeit within the factory. Justice Bongiorno observed that there are various 
dictionary defi nitions of ‘atmosphere’, but that the question in this case is:

     whether it should be given such a wide ambit in the context of an insurance policy 
which is designed to cover legal liability arising from the conduct of a business carried 
on, at least partly, within the confi nes of a factory building, and when the word 
‘atmosphere’ occurs in a phrase which includes ‘into or upon land’ and 
‘any watercourse or body of water’.

His Honour emphasised that the interpretation of a commercial document must not 
only concern itself with the language used by the parties, but must also take into 
account the commercial circumstances in which it was created, and that 
‘preference should be given to a construction which supplies a congruent operation 
to the various components of the whole’. He found that a construction of the 
exclusion clause which interpreted the word ‘atmosphere’ as including the air 
within the factory could lead to absurd, inconsistent or unjust results. For example, 
if one of the sodium hypochlorite containers (from which the chlorine gas came) 
developed a leak such that liquid sodium hypochlorite came into contact with a 
person visiting the factory, MCM would be entitled to indemnity against the visitor’s 
claim for burns by the liquid sodium hypochlorite but not in respect of the same 
visitor’s claim for respiratory damage caused by his breathing gaseous chlorine 
which emanated from the same source. He observed that this result would be 
surprising having regard to the purpose of the policy, namely public liability, and 
that the policy would be capable of a somewhat capricious operation.

His Honour also considered that the phrase ‘into or upon land, … or any water 
course or body of water…’ was not apt to include the fl oor of the factory or any 
water that happens to be found within the factory. 

The exclusion clause was held not to apply and the appeal was dismissed. 

This decision of the Victorian Supreme Court provides an 
illustration of the well-established principle that an insurance 
policy should be construed in light of the commercial 
circumstances surrounding its creation. In particular, where the 
construction of a provision would lead to ‘absurd, inconsistent or 
unjust’ results, courts will tend to take a ‘common sense’ 
purposive approach. However, it is arguable that ‘land’ for the 
purposes of the exclusion clause is apt to include the landlord’s 
premises and (if so) the exclusion was intended to operate more 
broadly. This decision should be carefully noted by insurers and 
insureds in considering the wording and intended operation of 
public liability policies.
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CONSTRUCTION OF INSURANCE POLICIES

Insurance policies – construction of death 
benefi t and meaning of ‘highly likely’

Case Name:
Tower Australia Limited v 
Farkas

Citation:
[2005] NSWCA 363 per 
Mason P, Beazley and 
Tobias JJA

Date of Judgment:
28 October 2005

Issues:
•   Impact of available medical 

treatment in assessing 
severity of illness

•   Terminal illness and survival 
of insured

In determining whether an insured had been diagnosed with an 
illness which was highly likely to result in death within 12 months, 
the New South Wales Court of Appeal considered whether regard 
can be had to available medical treatment and the fact that the 
insured had survived beyond 12 months. The Court of Appeal 
also considered the meaning of the term ‘highly likely’.

Mr Farkas held an insurance policy (the policy) with Tower Australia Limited 
(Tower) conferring a benefi t payable on diagnosis of a terminal illness. Terminal 
illness was defi ned as ‘an illness or condition which is highly likely to result in 
death within 12 months’.

Mr Farkas was diagnosed with malignant non-Hodgkin’s lymphoma, which went into 
remission after treatment. Tower denied Mr Farkas’ claim under the policy, 
asserting that Mr Farkas’ condition was not a terminal illness. The trial judge found 
for Mr Farkas, fi nding that when diagnosed it was highly likely that death would 
result in 12 months.

Tower appealed on the basis that the trial judge’s construction of the policy 
disregarded the availability of medical treatment in concluding that a terminal 
illness had been diagnosed and had occurred.

The Court of Appeal held that in determining whether an illness or condition is 
‘highly likely to result in death within 12 months’ it is necessary to investigate the 
likely outcome as at the contractually agreed date of assessment. The court held 
that it should take into account that most patients will seek reasonably available 
medical care that offers a genuine hope for success. 

In construing the term ‘highly likely’, the court considered that this could not be 
reduced to a mathematical exercise. Whether statistical information will assist in 
determining a particular outcome depends on the data on which those statistics are 
based and the credibility of its assumptions. Adjustments must be made to take 
into account the particular patient’s circumstances and how closely the patient 
resembles the statistical ‘norm’.

The court held that Mr Farkas’s survival beyond 12 months was irrelevant. The 
question was whether he was ‘highly likely’ to die within 12 months at the date of 
diagnosis, not a later date. The appeal was dismissed.
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This case illustrates that in determining the seriousness of an 
illness, the court will consider available or likely medical 
treatment, but not the subsequent outcome. Further, in 
considering the probability of death more than a statistical 
analysis is required. The court must take into account individual 
aspects of the insured.
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STATUTORY INSURANCE

Employers’ duties of care and contributory 
negligence of plaintiffs

Case Name:
Booksan Pty Ltd & Anor v 
Wehbe, Elmir & Ors; GIO 
General Ltd & Anor v Wehbe, 
Elmir & Ors

Citation:
[2006] NSWCA 3, Supreme 
Court of New South Wales, 
Court of Appeal per Giles, Ipp 
and Tobias JJA

Date of Judgment:
21 February 2006

Issues:
•   Occupier’s liability and duty 

of care
•   Whether insured breached 

conditions of insurance 
policies

•   Contributory negligence

In a personal injuries case brought by two workers at a 
construction site, the New South Wales Court of Appeal 
considered the decision of the trial judge in favour of the insured 
and whether the insured had breached conditions of the 
insurance policies. The court also considered whether the 
plaintiffs could be guilty of contributory negligence on the basis 
that their claims had been brought on the basis of statutory 
liability under the Construction Safety Regulations 1950 (NSW).

Two tilers were injured when a platform on a materials hoist on which they were 
travelling collapsed. They had ignored a sign expressly prohibiting riding on the 
platform, and also ignored a request by the hoist operator that they get off. The 
hoist was carrying a load well in excess of its stated limit, and had not been 
appropriately fi xed to the building.

Booksan Pty Ltd (Booksan) was the owner of the building site and Jaymay 
Constructions Pty Ltd (Jaymay) was a related company which supervised 
construction work on that site. 

The trial judge held Jaymay to be vicariously liable for the site foreman’s actions. 
Both Booksan and Jaymay were held to owe a general duty of care to the plaintiffs 
and neither plaintiff was found to be contributory negligent. 

Booksan and Jaymay cross-claimed seeking an indemnity from their insurer under 
two policies, GIO General Ltd, under a Business Cover Policy (the GIO general 
policy) and GIO Workers Compensation (NSW) Ltd (the GIO workers policy). 

The trial judge held that the GIO general policy indemnifi ed Booksan, but did not 
indemnify Jaymay on the ground it had breached General Condition 2 and General 
Exclusion 3 of the policy by reason of the conduct of the site foreman.

General Condition 2 provided:

     You must take all reasonable care to maintain the premises, structures, fi xtures, fi ttings, 
furnishings, appliances, machinery, implement and plant in sound condition. You must 
take all reasonable care for the safety of the Property Insured and to avoid and minimise 
loss of or damage to property or injury to persons. You must also ensure that only 
competent employees are employed and that you and they comply with all statutory 
obligations, by-laws, regulations, public authority requirements and safety requirements.

The trial judge held that the GIO workers policy indemnifi ed Booksan as a 
principal, but did not indemnify Jaymay which was not a ‘principal’. These fi ndings 
were upheld on appeal.
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The appeal court held that the general duty of care owed by Booksan and Jaymay 
was not negated by the sign or a request that the workers get off the platform. The 
argument that once the site foreman had requested that the workers get off the 
platform he was absolved from further care was untenable. Booksan, as the 
occupier of private land, had a duty to take reasonable care to protect the plaintiffs 
from and reasonably foreseeable risks of injury: Australian Safeways Stores Pty Ltd 
v Zaluzna (1987) 162 CLR 479. Jaymay’s duty as employer was to take reasonable 
care to avoid exposing employees to unnecessary risk: Hamilton v Nuroof (WA) Pty 
Ltd (1956) 96 CLR 479 and Bankstown Foundry Pty Ltd v Braistina (1986) 
160 CLR 301.

The appeal court also held the plaintiffs guilty of contributory negligence. The 
appeal court took into consideration the sign prohibiting travel on the hoist, the 
fact the plaintiffs disregarded a specifi c direction given by the site foreman and 
that their actions were foolhardy. Their damages were reduced by 15 per cent.

In an ancillary argument, counsel for the workers contended that contributory 
negligence could not be raised as a defence to claims based on alleged breaches of 
statutory regulations such as the Construction Safety Regulations 1950 (NSW). The 
appeal court found that no breaches of the Construction Safety Regulations had 
occurred, but in any event considered that, irrespective of how the claim was 
formulated, if in substance it is a claim for harm resulting from negligence then a 
defence of contributory negligence may be raised even if the claim is based on a 
breach of statutory duty. Division 8 of Pt 1A of the Civil Liability Act 2002 (NSW) 
will then apply to that claim.

The appeal court held that General Condition 2 would only not be satisfi ed if 
Booksan and Jaymay’s conduct involved a deliberate decision to expose persons to 
a risk of injury, or recklessness. The fact that Jaymay’s site foreman had breached 
General Condition 2 did not establish a breach of General Condition 2 by Jaymay. 
Under the provisions of the GIO general policy, a separate policy was deemed to 
have been issued to the site manager as an insured. His conduct only affected his 
rights under that deemed policy; it did not affect Jaymay’s rights as an insured 
under the GIO general policy. By reason of the fact that the site foreman’s conduct 
was not to be attributed to Jaymay for the purposes of General Condition 2 of the 
GIO general policy, Jaymay itself had not breached General Condition 2 and was 
entitled to an indemnity.

This case provides guidance on duties of care owed by 
employers and occupiers of land and the contributory negligence 
of plaintiffs under statutory claims. In this case, the plaintiff’s 
damages were reduced by 15 per cent due to contributory 
negligence. The supervising construction company was entitled 
to an indemnity under their GIO general policy having not 
deliberately breached the terms of that policy regardless of 
the fact that the company’s employee had been reckless.
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STATUTORY INSURANCE

Who is deemed to be a ‘worker’?

Case Name:
QBE Workers Compensation 
(NSW) Limited v Simaru Pty 
Limited & Anor

Citation:
(2006) 14 ANZ Insurance 
Cases 61-682; [2005] NSWCA 
464 per Mason P, Santow JA 
and Campbell AJA

Date of Judgment:
20 December 2005

Issues:
•   Workers’ compensation 

insurance
•   Defi nition of ‘worker’ 

under the Workplace Injury 
Management and Workers 
Compensation Act 1987 
(NSW)

•   Network marketing schemes

In resolving a dispute between a workers’ compensation insurer 
and a public liability insurer as to which was liable to indemnity 
their insured, the New South Wales Court of Appeal was required 
to decide whether a person who marketed the insured’s products 
was deemed to be a ‘worker’ of the company in accordance with 
the Workplace Injury Management and Workers Compensation 
Act 1987 (NSW). 

Simaru Pty Ltd, trading as Bessemer Sales (Bessemer), marketed cookware 
products. Mrs Santelli marketed Bessemer’s products to the public, arranged 
contracts of sale, collected payments and made deliveries. For each sale, she 
received 24 per cent of the purchase price, plus additional commission for sales 
made by other persons whom she supervised. 

Mrs Santelli was injured when she went to Bessemer’s premises to pay an account 
and collect goods for delivery. She was awarded $19,000 plus costs. A dispute arose 
between Bessemer’s public liability insurer and its workers’ compensation insurer 
as to which was liable to indemnify Bessemer. Bessemer’s public liability insurance 
excluded cover if it existed under Bessemer’s workers compensation insurance. 

Bessemer’s workers’ compensation insurer was obliged to indemnify Bessemer 
against liability to pay compensation to any person ‘who is a worker’ of Bessemer in 
accordance with the defi nition of ‘worker’ in the Workplace Injury Management and 
Workers Compensation Act 1987 (NSW), which provides that ‘a salesperson, 
canvasser, collector or other person paid wholly or partly by commission is taken to 
be a worker in the employment of the person by whom the commission is payable’. 

The court held that Mrs Santelli was a ‘worker’ because she was a person paid by 
commission, even though Bessemer had attempted to characterise the payments 
otherwise. The court rejected the argument that Mrs Santelli was not a worker 
because she purchased goods from Bessemer and onsold them to others. In 
reaching that conclusion, the court looked at the true nature and substance of the 
relationship between Bessemer and Mrs Santelli. 
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This decision demonstrates that statutory workers’ 
compensation policies will cover persons who are not employees 
of the insured in the traditional sense. The court will assess the 
substance of the relationship between an insured and those to 
whom it is liable. Labels such as ‘distributor’ and even express 
provisions to the effect that the person is not an employee will 
not prevent the application of the legislation. This has signifi cant 
ramifi cations for insurers of companies which are involved in 
network marketing schemes. 
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In its appeal to the High Court, a compulsory third party insurer 
argued that a workplace accident involving a forklift was not 
covered by the compulsory third party policy. The insurer argued 
that as the cause of the injury was an unsafe system of work the 
compulsory third party policy did not respond. 

On 24 August 1999 Mr Tleyji, an employee of a labour hire company, was injured 
at the premises of GLG Australia (GLG), where he was contracted to work. Mr Tleyji 
was unloading boxes from a container onto a pallet. A forklift would pick up the 
pallet and reverse down a ramp, causing vibrations to travel through to the landing 
upon which Mr Tleyji worked. Mr Tleyji was injured when he was struck by boxes 
which fell as a result of the vibrations caused by the forklift. 

The compulsory third party (CTP) insurer argued that it had no obligation to insure 
GLG for the loss. The combined effect of sections 3, 9 and Schedule 1 of the 
Motor Accidents Act 1988 (NSW) defi ned the category of injury covered by a CTP 
policy as (emphasis added):

     …personal or bodily injury caused by the fault of the owner or driver of a motor vehicle 
in the use or operation of the vehicle if, and only if, the injury is a result of and is 
caused during: 

     i. the driving of the vehicle; or
ii. a collision, or action taken to avoid a collision with the vehicle…

The High Court held - by a majority of four to one - that GLG’s fault lay in its failure 
to provide a safe system of work, as the system of unloading the containers caused 
vibrations which were likely to destabilise the boxes. The court considered the 
question to be one of characterisation. Consequently, the injury was not caused by 
the fault of the owner or driver of a motor vehicle and was not therefore covered by 
the CTP policy. 

This case provides some guidance to CTP insurers as to the 
limit of their liability in cases involving motor vehicle accidents 
in the workplace.

STATUTORY INSURANCE

The scope of CTP insurance in industrial 
accidents involving a motor vehicle

Case Name:
Nominal Defendant v GLG 
Australia Pty Limited

Citation:
(2006) 14 ANZ Insurance 
Cases 61-689, High Court 
of Australia per Gleeson CJ, 
Gummow, Hayne, Heydon and 
Kirley JJ

Date of Judgment:
5 April 2006

Issues:
•   Statutory motor vehicle 

insurance
•   Scope of injury caused by 

motor vehicles
•   Where unsafe system 

of work
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The Queensland Court of Appeal considered whether a truck 
driver who was employed in Queensland but sustained an injury 
in the course of his employment in New South Wales was covered 
by the employer’s New South Wales or Queensland workers’ 
compensation insurance policy. 

Ronald Francis suffered personal injuries in the course of his employment as an 
interstate truck driver with Emijay Pty Ltd (Emijay). Emijay was based in 
Queensland and Mr Francis had been employed pursuant to a contract of 
employment entered into in Queensland but in the course of his employment he 
regularly travelled to NSW. Mr Francis’ injury occurred in NSW during the course of 
a journey which began in Queensland. Mr Francis commenced proceedings against 
Emijay for damages for breach of the implied terms of the contract of employment. 
Both Workcover Queensland (Workcover) and QBE Workers’ Compensation (NSW) 
Limited (QBE) had issued policies of insurance to Emijay indemnifying them 
against liability for damages for injuries sustained by Emijay’s employees. Both 
Workcover and QBE denied indemnity to Emijay for Mr Francis’ claim on the basis 
that each asserted that the other’s policy responded to the claim. The primary 
judge held that, as the injury occurred in NSW, QBE was obliged to indemnify 
Emijay. QBE appealed the decision. 

Under section 52 of the Workcover Queensland Act 1966 (Qld) (the Queensland 
Act), Emijay was obliged to insure against its liability for damages to its workers. 
Section 11(2) of the Queensland Act excluded liabilities against which the 
employer was required to insure under a law of another state. Section 155(1) of the 
Workers’ Compensation Act 1987 (NSW) (the NSW Act) provided:

     An employer … shall obtain from a licensed insurer, and maintain in force, a policy 
of insurance … for the full amount of the employer’s liability under this Act in 
respect of all workers employed by the employer and for an unlimited amount in 
respect of the employer’s liability independently of this Act (but not including a 
liability for compensation in the nature of workers compensation arising under any 
Act or other law of another State, a Territory or the Commonwealth or a liability 
arising under the law of another country) for any injury to any such worker.

The question in the present case was whether Emijay was required to insure against 
its liability towards Mr Francis under a law of NSW, being s155 of the NSW Act, 
and if so, whether the liability of Emijay towards Mr Francis was in the nature of 
‘…a liability for compensation in the nature of workers compensation arising under 
any Act or other law of another State…’ so as to exclude the NSW policy. 

STATUTORY INSURANCE

Cross-border employees – which workers’ 
compensation scheme applies?

Case Name:
Francis v Emijay P/L & Ors

Citation:
(2006) 14 ANZ Insurance 
Cases 61-696, Court of Appeal 
of Queensland per Williams JA, 
Keane JA and McMurdo J

Date of Judgment:
10 March 2006

Issues:
•   Workers’ compensation 

insurance
•   Cross-border employment
•   Section 11(2) of the 

Workcover Queensland Act 
1966 (Qld) and s155 of the 
Workers’ Compensation Act 
1987 (NSW)
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Emijay’s liability to Mr Francis was pleaded in contract. All parties agreed that the 
proper law of the employment contract was that of Queensland. Consequently, 
QBE’s argument was that as the relevant liability was contractual, the proper law of 
which was Queensland, WorkCover should be responsible for indemnifying Emijay. 

In dismissing the appeal and declaring that s155 of the NSW Act operated to 
exclude the Queensland Act, the court held that:

•   the fact that the liability has a source in the law of Queensland would only be 
signifi cant for the purposes of s155 of the NSW Act if the law was ‘for 
compensation in the nature of workers compensation’. In this case, the liability 
of Emijay to Mr Francis was not a liability in the nature of workers’ 
compensation, as this type of liability arises under Queensland workers’ 
compensation legislation separately from the common law rights of injured 
workers to damages arising independently of that legislation; 

•   the position with regard to the application of s155 of the NSW Act should not 
be different if the claim is brought in contract rather than tort. It does not 
matter whether or not Emijay had its principal place of business in NSW or that 
the contract of employment was originally entered into outside NSW. 
Consequently, the proper law of the contract of employment is irrelevant to the 
operation of s155 of the NSW Act; 

•   the effect of s155 of the NSW Act is that at the point someone is employed in 
NSW, the employer is obliged to insure under the NSW Act. ‘Employment’ in 
this context refers to the use of the employee’s services, which requires some 
presence and performance of services in NSW to an extent that it can be said 
that NSW is a place where the employee sometimes works. A ‘fortuitous, 
fl eeting or suffi ciently unusual’ presence in NSW will be insuffi cient; and

•  the test for whether there is suffi cient connection is a factual one dependent on 
the circumstances of the case without having regard to rigid criteria or choice of 
law rules. In the present case, Mr Francis was ‘employed’ in NSW as it was his 
usual and recurring task to visit there as a truck driver, which was both within 
the terms of his employment and Emijay’s expectations. 
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Insurers who have provided workers’ compensation policies to 
employers based in one state, but with employees who work 
interstate, may not be obliged to meet claims if the injury to the 
employee occurs outside of that state and another policy exists 
which meets the claim. Consequently, when a claim is made 
under workers’ compensation policies, insurers should 
investigate the circumstances surrounding the claim to 
determine whether a policy other than their own is responsive to 
the claim. This will depend upon the location in which the injury 
occurred and the extent of the connection between the claimant 
and the state in which the accident occurred. Section 155 of 
the NSW Act has now been amended to provide for an 
obligation to pay workers’ compensation only in respect of 
employment that is ‘connected with’ NSW (see s9(AA)(1)). A 
worker’s employment is deemed to be connected with the state 
in which the worker usually works in that employment or in 
which the worker is usually based for the purpose of that 
employment or in which the employer’s principal place of 
business is located (see s9(AA)(3)).
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In this case, the English Court of Appeal held that in the case of 
mesothelioma claims, the insurer on risk under an occurrence-
based public liability policy at the time of the onset of injury, and 
not the insurer on risk at the time the claimant was exposed to 
asbestos, was liable to indemnify the insured. 

Mr Green was an electrical contractor employed by W Lee & Sons. In the course of 
his employment between 1960 to 1963, Mr Green inhaled asbestos dust while 
working at the site of a teacher training college commissioned by Bolton 
Metropolitan Borough Council (Bolton). Mr Green began to suffer breathing 
diffi culties in 1990. He was diagnosed as suffering from mesothelioma in 1991 
and died later that year. In 1994, Mrs Green began proceedings against Bolton and 
others, on behalf of herself and Mr Green’s estate. Bolton settled the claim in 
1999, then sought to recover the loss from its public liability insurers. 

Bolton was insured under public liability policies issued by various insurers for 
successive periods. It was insured under a policy issued by Commercial Union 
Assurance Co Limited (CU) for the period between 1960 – 1965 (during which 
Mr Green was exposed to asbestos at Bolton’s site), and under a policy issued by 
Municipal Mutual Insurance Limited (MMI) for the period between 1979 to 1991 
(during which Mr Green became ill and died). 

The CU policy covered Bolton for sums which it became legally liable to pay as 
compensation as a result of:

     bodily injury to or illness of any person… occurring… during the period of indemnity as a 
result of [an] accident….

The MMI policy covered Bolton for sums which Bolton became legally liable to pay 
as compensation as a result of:

     … accidental bodily injury or illness (fatal or otherwise) to any person … when such 
injury, illness, loss or damage occurs during the currency of the Policy and arises out of 
the exercise of the functions of a Local Authority…

The CU policy included a condition precedent discharging the insurers liability 
where there was late notifi cation of a claim. The MMI policy included a double 
insurance provision allowing the policy to operate as an excess policy if another 
insurance policy covered the claim. 

STATUTORY INSURANCE

Asbestos exposure – who is liable? 

Case Name:
Bolton Metropolitan Borough 
Council v Municipal Mutual 
Insurance and Commercial 
Union Assurance Company Ltd

Citation:
[2006] EWCA Civ 50, England 
and Wales Court of Appeal per 
Longmore, Auld and Hallett LLJ

Date of Judgment:
6 February 2006

Issues:
•   Occurrence of ‘injury’
•    Public liability insurance
•   Late notifi cation of claims
•   Double insurance and 

contribution
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Trial judgment
At trial, Judge Kershaw, sitting in the Mercantile Court in Liverpool, held that MMI 
were liable to indemnify Bolton as the insurer on risk at the time of the onset of 
injury, which did not occur until at least 1980. Judge Kershaw further held that CU 
were not liable to indemnify Bolton as Mr Green suffered no compensable injury 
during its time on risk. His Honour also held that CU were entitled to rely upon 
Bolton’s breach of the condition precedent in the CU policy in circumstances in 
which Bolton had initially sought recovery under the MMI policy, only notifying CU 
of the claim after it had been disputed by MMI. As a result, his Honour held no 
issue arose in relation to double insurance or contribution between insurers. 
MMI appealed.  

Judgment of the Court of Appeal
In the Court of Appeal, Lord Justice Longmore gave the leading judgment. The 
court upheld Judge Kershaw’s reasons. His Lordship held that MMI, as the insurer 
on risk at the time of the onset of injury, was the insurer liable to indemnify Bolton 
in relation to Mrs Green’s claim. 

The aetiology of Mesothelioma
Lord Justice Longmore adopted Judge Kershaw’s fi ndings of fact as to the causes of 
mesothelioma. Relevantly, Mr Green was exposed to and inhaled asbestos fi bres at 
Bolton’s site between 1960 and 1963. Shortly thereafter changes began to occur 
in Mr Green’s body as his natural bodily defences sought to expel the fi bres he had 
inhaled. Though not dealt with in any detail by Lord Justice Longmore, some of the 
fi bres which Mr Green inhaled made their way to his pleura, where they 
precipitated and, either directly or indirectly, changed the cells in that part of his 
body. Lord Justice Longmore dealt with the nature of those changes in considerable 
detail. The presence of asbestos fi bres in Mr Green’s pleura caused genetic 
mutations in cells, many of which may have been harmless. These ‘precancerous’ 
genetic mutations resulted in no symptoms and would not of necessity result in 
mesothelioma. However, the expert evidence suggested that probably in about 
1980, one of these mutations resulted in the formation of a malignant cell. After a 
further 10 years, Mr Green began to experience symptoms in the form of 
breathlessness. Fifteen months later he was dead. 

Timing
MMI argued that its policy wording did not cover the claim because the phrase 
‘occurs during the currency of the policy and arises out of the exercise of the 
functions of a Local Authority’ requires that the injury to Mr Green arise at the 
same time as the activities that gave rise to the injury, both of which must occur 
during the policy period. Lord Justice Longmore rejected this argument, stating 
that it would effectively exclude exposure liabilities, which was unlikely to have 
been the intention of either party. 



64

Accidental injury
MMI argued that the accidental injury occurred either on inhalation of asbestos 
fi bres (ie the ‘insult’ to Mr Green’s body) or on his initial bodily reaction to the 
inhalation, not at the unascertainable moment when Mr Green’s body began to 
adversely react to the asbestos fi bres. Lord Justice Longmore also rejected this 
argument, stating that ‘accidental injury’ for the purposes of the policy did not 
occur on exposure or when Mr Green’s bodily defences sought to expel the fi bres. 
At this point, Mr Green was well and would not have been able to sue Bolton for an 
actionable injury. 

MMI also submitted that the requirement of ‘accidental bodily injury’ was another 
reason why Mr Green’s bodily injury had to occur at the same time as the exposure. 
Again, this was rejected. Lord Justice Longmore concluded that the proximity of the 
word ‘accidental’ to ‘bodily injury’ does not mean that both the accident and the 
injury have to be within the currency of the policy. In his view, it was enough that 
the injury occurred within the currency of the policy and that it be caused 
accidentally. 

CU’s liability 
Lord Justice Longmore held that, as Mr Green suffered no compensable injury 
during the period in which CU was on risk, CU had no liability to Bolton. There was 
also no dispute that Bolton had been in breach a condition precedent relating to 
claims notifi cation. However, as Australian law on this point, and in relation to 
double insurance and contribution, differs by virtue of the Insurance Contracts Act 
1984 (Cth), it is not necessary to deal with those issues here. 

Lord Justice Longmore also rejected MMI’s submission that the Court of Appeal 
should adopt the US ‘triple trigger’ analysis in relation to mesothelioma, under 
which all insurers from fi rst exposure to diagnosis are liable to indemnify a 
defendant. The Court of Appeal saw no need for English courts to adopt the 
multiple trigger theory where matters are governed by express terms in public 
liability policies. 
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This decision provides insight into the way in which 
mesothelioma claims are determined under public liability 
policies in England. The position under employer’s liability 
policies in England may be different, though the position will 
depend on the precise wording of the policy. While Lord Justice 
Longmore held that an actionable injury does not occur on 
exposure, he did not defi nitively determine the time at which 
such an injury will occur. It is not clear that the Australian 
approach would be the same. For example, in New South Wales, 
so far as employer’s liability is concerned, section 15 (1) of the 
Workers Compensation Act 1987 (NSW) states that an injury 
from a ‘gradual process’ disease shall be deemed to have 
happened at the time the worker makes a claim for 
compensation with respect to the injury. More generally, it is not 
clear given the decision of the NSW Court of Appeal in Orica 
Ltd v CGU Insurance Ltd [2003] NSWCA 331 that an Australian 
court would adopt the same approach as Lord Justice Longmore 
in relation to determining the date of injury. 



66

STATUTORY INSURANCE

Workers’ compensation cover for psychological 
injury sustained subsequent to a physical injury

Case Name:
Canute v Comcare

Citation:
(2006) 229 ALR 445 
High Court of Australia per 
Gummow ACJ, Kirby, Callinan, 
Heydon and Crennan JJ

Date of Judgment:
28 September 2006

Issues:
•   Workers’ compensation 

– injury and permanent 
impairment 

•   Psychological injury 
subsequent to physical 
injury

In a workers’ compensation case, the High Court considered 
whether a claim for further compensation for a psychological 
injury that was subsequent to a physical injury should be 
characterised as an extension of the original injury or as a 
separate injury. 

Mr Canute injured his lower back in September 1998 while employed by the 
Department of Defence. Under section 24(1) of the Safety, Rehabilitation and 
Compensation Act 1988 (Cth), compensation is recoverable where:

•  an employee sustains an injury, and
•  this injury results in permanent impairment.
Compensation is awarded as a percentage of the maximum amount recoverable, 
depending on the degree of permanent impairment.

Section 25(4) provides that where the degree of impairment of an injury has been 
assessed, further compensation is only recoverable where the impairment has 
subsequently increased by at least 10 per cent.

In September 1999, Mr Canute lodged a claim with Comcare (the responsible 
body) for permanent injury compensation. Comcare awarded compensation based 
on 12 per cent impairment. In July 2002, Mr Canute lodged a second claim for 
permanent injury compensation, claiming a depressive adjustment disorder in 
addition to the lower back injury.

Comcare denied liability stating that the adjustment disorder did not constitute a 
10 per cent increase in whole person impairment. The Administrative Appeals 
Tribunal (the AAT) upheld this decision and characterised the adjustment disorder 
as a psychological impairment arising as a result of Mr Canute’s lower back injury. 
It held that the adjustment disorder did not result in at least a 10 per cent increase 
in the level of impairment, therefore no further lump sum was payable. 

On appeal to the Federal Court, Justice Hill found that the AAT had erred by 
characterising the adjustment disorder as mere impairment arising out of the lower 
back injury, without considering whether the adjustment disorder was itself an 
injury for the purposes of the Safety, Rehabilitation and Compensation Act. His 
Honour noted that as the Act is concerned with ‘injuries’ rather than ‘incidents’, 
the fact that the two impairments arose out of the same event was irrelevant. 
Justice Hill ordered that the matter be remitted to the AAT for redetermination.
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On appeal, the Full Federal Court found that the AAT had reached the correct result 
but had failed to consider whether the adjustment disorder was an impairment. In 
the view of Justices Stone and French, in order to obtain further compensation it 
was critical that the injury constituted by the adjustment disorder also contributed 
to a subsequent increase in the degree of impairment attributable to the original 
lower back injury that had already been assessed. The Full Court construed the 
Safety, Rehabilitation and Compensation Act as requiring that Mr Canute’s 
adjustment disorder be treated as part of the impairment and not as a separate 
injury resulting in impairment. However, as there was not a suffi cient increase in 
Mr Canute’s level of impairment, he was not eligible for further compensation 
under s25(4). 

In dissent, Justice Gyles held that s24 applied to the adjustment disorder as it was 
separate from the lower back injury. As s25(4) applies only to subsequent increases 
in the kind of impairment originally sustained, rather than to all subsequent and 
separate injuries, it did not apply in these circumstances. 

The High Court endorsed Justice Gyles’s approach and held that s25(4) was 
inapplicable in the circumstances and cannot be used as a mechanism to limit 
liability in cases where there are two or more separate injuries. Mr Canute’s appeal 
was allowed with costs and the court amended Justice Hill’s orders to direct that 
Comcare determine an amount payable to Mr Canute for the level of impairment 
attributable to the adjustment disorder.

In a compensation claim under the Safety, Rehabilitation and 
Compensation Act in respect of multiple injuries, the courts 
must consider each injury separately and must distinguish 
between separate injuries (whether or not arising out of the 
same incident) and further impairment arising from an existing 
injury. A claim in respect of a subsequent injury must be 
considered under s24(1). A claim for further compensation in 
respect of an existing injury must be considered under s25(4).
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INSURANCE REGULATION

Disqualifi cation of actuary as not fi t and proper

Case Name:
Slee v Australian Prudential 
Regulation Authority

Citation:
[2006] AATA 206

Date of Judgment:
6 March 2006

Issues:
•   Disqualifi cation of actuary
•   Fit and proper

In this case, the Commonwealth Administrative Appeals Tribunal 
examined the rationale and process for the disqualifi cation of an 
actuary to a general insurer by APRA, including the application 
and relevance of professional standards of conduct to the 
decision-making process.

Mr Slee was a consulting actuary for HIH Insurance Limited, and on 8 December 
2004 was disqualifi ed from holding any appointment as an actuary of a general 
insurer by a delegate of the APRA pursuant to section 44(1)(b) of the Insurance 
Act 1973 (Cth). Mr Slee was disqualifi ed for the actuarial work carried out by him 
for HIH between 1 January 1997 to March 2001, which did not meet professional 
standards.

APRA’s primary contention was that within the meaning of General Prudential 
Standard 220 (GPS220) issued by it pursuant to s32 of the Insurance Act, Mr Slee 
had not demonstrated competence in the conduct of his duties. APRA maintained 
that Mr Slee had not complied with relevant professional standards and ‘the more 
general standard of professional care and diligence expected of a reasonable and 
competent actuary in the performance of the work in question’. APRA submitted 
that the relevant professional standards were those contained in the Code of 
Conduct for Actuaries and Professional Standard 300 (PS300) issued by the 
Australian Institute of Actuaries. APRA disqualifi ed Mr Slee based on the following 
fi ndings. That he:

•   failed to give adequate consideration to the validity or accuracy of certain 
assumptions, data and techniques underlying actuarial reports to HIH;

•   adopted optimistic assumptions on a number of occasions where he knew, or 
should have known, those assumptions were not reasonably open;

•   failed to consider and discuss in his reports whether certain assumptions were 
consistent with relevant professional standards and failed to discuss in his 
reports the implications of divergence from those standards;

•   made calculation errors in his actuarial assessments that should not have been 
made if given the suffi cient consideration;

•   should have known reports supported provisions that he were materially less 
than the relevant central estimate, by reason of the cumulative effect of errors 
and optimistic or invalid assumptions; and

•   failed to adequately document certain analysis, assumptions and methods 
underlying his report.
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Administrative Appeals Tribunal decision
Mr Slee appealed the decision to the Administrative Appeals Tribunal (AAT) for 
review of the confi rmatory decision of APRA.

Suppression of name
Mr Slee argued that his name should be suppressed pursuant to s63(14) of the 
Insurance Act, which allows directions to be made to maintain privacy of certain 
aspects of proceedings. APRA contended that the Insurance Act did not require the 
AAT’s decision to be confi dential and that neither the Administrative Appeals 
Tribunal Act 1975 (Cth.) nor the Australian Prudential Authority Act 1998 (Cth) 
limited the publication of the AAT’s decision.

The AAT accepted APRA’s submission and held that s63(14) of the Insurance Act 
did not prohibit the publishing of its reasons with the applicant being identifi ed as 
this would be contrary to public policy, open justice, and the policy of the 
Insurance Act itself. The AAT held that given the protective nature of 
disqualifi cation it is important for the insurance industry and other interested 
parties to be informed of Mr Slee’s status.

Decision to disqualify
The AAT considered the decision to disqualify Mr Slee anew, rather than examine 
the reasoning of the original decision by APRA. In so doing, it referred to the 
relevant legislation and professional standards relevant to the decision:

•  S 44(2) of the Insurance Act enables APRA to disqualify a person as an actuary 
if the person has:
•   failed to perform adequately and properly the functions and duties of such 

an appointment under the Act or the Prudential Standards;
•   otherwise does not meet one or more of the criteria for fi tness and 

proprietary set out in the Prudential Standards; or
•   does not meet the eligibility criteria for such an appointment as set out in 

the Prudential Standards.

•  PS300 provides relevantly that: 
     24. It is the actuary’s responsibility to ensure that the data utilised is appropriate and  

 suffi cient for the valuation. The actuary should where possible take reasonable  
 steps to verify the overall consistency of the valuation data with the insurer’s  
 fi nancial records. 

     30. Selection of the most appropriate valuation model to estimate the liabilities is the  
 responsibility of the actuary. The actuary may investigate more than one model  
 before arriving at an estimate. The model or models should take into account the  
 available data, the nature of the portfolio, and the results of the analysis of 
 the experience.

     39. The actuary has a responsibility to consider the reasonableness of the estimates  
 produced by the valuation procedures employed and to quantify the effects of any  
 changes in the valuation basis since the previous actuarial valuation. Explanation  
 should be sought where possible for any major departures from past results. 
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•  GPS220 provides: 
     6. The criteria for fi tness and propriety are as follows:

 e. the person has adequate experience and demonstrated competence and  
  integrity in the conduct of business duties

•  The Actuary’s Code of Conduct (the Code) provides:
      23. …In the event of departures from Professional Standards and Guidance Notes  

  … the report must state the extent to which the report does not comply and  
  provide a justifi cation for the departure

Mr Slee argued that he was not retained by HIH to advise on the provision of 
prudential and solvency margins for Outstanding Claims Liabilities (OCL) as APRA 
contended, only the adequacy of HIH’s global discounted reserves. He therefore 
argued that he was not necessarily required to comply with PS300. Mr Slee also 
maintained that competence is not equated with compliance with PS300.

The AAT found evidence in Mr Slee’s reports and his oral evidence that he was 
retained by HIH as APRA asserted, and that he in fact regarded himself as 
constrained by PS300. Further, Mr Slee was required to carry out his work 
consistent with the Code and PS300 in any event. The AAT also concluded that 
non-compliance with the Code and PS300 may be evidence of his lack of 
competence as an actuary.

Mr Slee argued that applying GPS220, which came into effect in 2002, was 
applying the standard retrospectively. The AAT found that the application was not 
retrospective, instead it was examining his competence to act as an actuary in the 
future according to a current standard, based upon his past actions. 

Breaches of the Code and PS300
APRA alleges numerous breaches of the Code and PS300 by Mr Slee, including:

(a) Contrary to paragraph 47 of PS300:
i.  he adopted assumptions that were optimistic, below the lowest reasonable 

level of the OCL, resulting in a non-central estimate;
ii. he used a percentage fi gure of gross liabilities for future claims handling 

costs less than a central estimate of HIH’s future claims handling costs;
iii. he failed to make adequate allowance for superimposed infl ation;
iv. he used inappropriate actuarial techniques and inadequate data; and
v.  he made errors and omissions.

(b) Contrary to paragraph 23 of the Code and paragraph 51 of PS300, he failed to 
state the extent of compliance with PS300 and the reasons for non-compliance.

(c) Contrary to paragraph 52 of PS300, he did not in certain reports deal with:
i.  the nature, accuracy and interpretation of the data;
ii. the analysis experience;
iii. the valuation model and key assumptions;
iv. any changes in the method and key assumptions since the last report; and
v.  comparisons of actual experience compared to assumptions in 

preceding reports.
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(d) Contrary to paragraph 53 of the PS300, certain of his reports did not describe 
the steps taken to verify the accuracy of the data, and did not state limitations 
on extent and quality of the data.
(e) Contrary to paragraph 24 of the Code and paragraph 54 of the PS300, 

certain of his reports did not state clearly the assumptions and methods used.
(f) Contrary to paragraph 57 of PS300, the applicant did not discussion 

whether or not the assumptions required by HIH were reasonable and 
consistent with PS300, nor discuss the implications of divergence from 
PS300. 

(g) Steps taken by Mr Slee in advising HIH’s OCL did not comply with paragraph 
16 of PS300.

The AAT found that Mr Slee was in breach on each count.

This case provides useful guidelines for the use and relevance 
of professional actuarial guidelines as a measure of competence 
for the purposes of disqualifi cation by APRA. APRA 
commented that Mr Slee posed an unacceptable risk to a 
general insurer’s stakeholders and he must be punished by 
disqualifi cation. However, the AAT justifi ed his disqualifi cation 
as being consistent with protecting potential stakeholders from 
unacceptable risk. While the difference for Mr Slee appears 
entirely semantic, the distinction may yet have serious 
implications for the disqualifi cation regime established under the 
Insurance Act as pending proceedings before the High Court 
seek to clarify whether APRA has been conferred judicial power 
in breach of Chapter III of the Constitution.
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INSURANCE REGULATION

Application of agency principles to 
insurance agents

Case Name:
ING Re (UK) Limited V 
R&V Versicherung AG

Citation:
[2006] EWHC 1544, (Comm) 
High Court of England and 
Wales per Toulson J

Date of Judgment:
29 June 2006

Issues:
•   Agency
•   Dealing with agents on 

binders
•   Ostensible authority 

of agent

A principal will not be bound where an agent has no actual 
authority to enter into a transaction and there have been 
insuffi cient enquiries on the part of the contracting party as to 
the agent’s authority. Also, documents not intended to be seen 
cannot necessarily be relied on to assert that the agent had 
ostensible authority to enter the transaction.

In 2002, Risk Insurance and Reinsurance Solutions (Risk), as agents for 
R&V Versicherung AG (R&V), entered into a quota share retrocession agreement 
with ING Re Ltd (ING), where R&V would reinsure ING’s 2002 book with 
retrospective effect.

R&V refused to be bound by the agreement, arguing that Risk did not have 
authority to enter into agreements that had retrospective effect.

ING brought a claim for enforcement of the agreement, asserting that, although 
ING accepted that Risk did not have actual authority to enter the agreement, R&V 
should still be bound because either:

•   Risk had ostensible (apparent) authority to enter the agreement; or
•   R&V had ratifi ed the contract through their conduct.

ING claimed there were three documents which gave Risk ostensible authority:

•   a letter signed by a R&V senior underwriter acknowledging a relationship 
with Risk;

•   a memorandum of authority from R&V, concerning business that could be 
entered into by Risk; and

•   a fax from an offi cer of R&V to Risk stating Risk could ‘bind us [R&V] in respect 
of the treaties underwritten by ING under the 2002 year of account retroactively 
from January 1, 2002’.

The court stated that the test for ostensible authority is whether the principal itself 
has represented, or caused to be represented, to a third party, that the agent has 
authority. According to the court, none of these documents, on their face, were 
enough to sustain such a claim.

The judge commented that for a reasonable person to be satisfi ed that Risk had the 
authority to enter into the agreement retrospectively further enquiry would have 
been required concerning the documents.
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An argument by ING that R&V’s silence amounted to ratifi cation of the contract was 
rejected by the judge where other interpretations could be attributed to the silence.

The court also found that the fax could not be relied upon, because the relevant 
individual at ING did not believe he was intended to see it and was unaware of the 
identity and status of the person who issued the fax. The judge compared it to 
listening to an ‘eavesdropped conversation’.

This decision illustrates the application of general principles of 
agency to insurance agents. It should be seen as a warning for 
parties entering into an agreement with an insurance agent 
without making proper enquiries as to the authority of the agent. 
Specifi cally, a contracting party should satisfy itself that the 
relevant documents provide the requisite authority; avoid 
making assumptions about the documents and question whether 
further enquiries are required; and be wary of assertions by the 
agent that it has authority to enter into the agreement, as 
representations made by the agent are not suffi cient to found 
ostensible authority.
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INSURANCE REGULATION

The diffi culties of challenging a FICS decision

Case Name:
National Mutual Life 
Association of Australasia Ltd 
(trading as AXA Australia) v 
Financial Industry Complaints 
Service Limited & Ors 

Citation:
[2006] VSC 121; (2006) 14 
ANZ Insurance Cases 61-695 
per Bongiorno J

Date of Judgment:
3 April 2006

Issues:
•   Diffi culty of challenging a 

decision by the Financial 
Industry Complaints Service 

•   Establishing that an insured 
acted fraudulently

The insurer, AXA, brought a proceeding against its industry’s 
recognised alternative dispute resolution body, the Financial 
Industry Complaints Service, claiming that it had failed to properly 
determine a complaint brought against it by a policy holder.

Kevin Day took out a professional income protection policy with AXA and took 
out a business expenses protection policy from AXA for his company, Kevin Day 
& Associates. Both policies provided benefi ts in the event that Mr Day became 
totally disabled. 

Mr Day suffered neck and back injuries in 2000 and 2001. He lodged several 
claims with AXA under both policies, claiming that he could ‘do no work’, and AXA 
paid Mr Day pursuant to the policies. On 16 August 2002, AXA rejected any further 
claims by Mr Day and then cancelled both policies on the basis that AXA took issue 
with Mr Day’s statements on various claim forms that he could ‘do no work’. 

AXA claimed that Mr Day had made false declarations in support of claims, 
and that these declarations had been made fraudulently. AXA also alleged that 
Mr Day had actually been doing work and that in claiming otherwise was acting 
fraudulently.

AXA commenced proceedings against Mr Day in the County Court to recover 
the money.

Mr Day lodged a complaint with FICS that AXA’s refusal to pay him benefi ts was 
unreasonable. FICS stated that it would not consider Mr Day’s complaint until the 
County Court proceeding was discontinued or suspended. AXA agreed not to 
proceed with the proceeding until FICS had determined the complaint.

In its submissions to FICS, AXA alleged that Mr Day had made false declarations in 
support of his claims and that this amounted to fraud. The FICS panel acquitted 
Mr Day of fraud – while it accepted that Mr Day had given incorrect answers on 
claim forms it concluded that he did not have a fraudulent intent. FICS upheld 
Mr Day’s complaint and determined that Mr Day and his company were entitled 
to benefi ts under their policies with AXA. 
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AXA commenced proceedings in the Supreme Court of Victoria against FICS. AXA 
claimed that FICS had made four errors when determining Mr Day’s complaint, and 
had accordingly failed to consider properly the complaint made by Mr Day. Using 
these errors as a basis, AXA made the following three allegations: 

•   FICS’ failure amounted to a breach of the contract between FICS and AXA, in 
which the FICS rules were alleged to be the terms of the contract. AXA alleged 
that the complaint was not dealt with in accordance with the rules and sought 
specifi c performance of the contract so that the complaint would be dealt with 
according to the FICS rules;

•  AXA alleged that FICS erred to such an extent that FICS had committed a 
jurisdictional error, and was therefore liable to judicial review; and

•  AXA claimed that it was entitled to have the decision reviewed pursuant to the 
Commercial Arbitration Act 1984 (Vic).

AXA claimed it was entitled to relief as a result of the alleged errors made by FICS.

The court found that FICS had not erred in making its decision, and accordingly 
AXA was not entitled to relief under any of the three grounds alleged by AXA. The 
court noted that when a court assesses whether an error has been made by a body 
such as FICS the reasons of such a body are not to be scrutinised ‘overzealously to 
seek the identifi cation of some inadequacy’.

The proceeding brought by AXA was dismissed with costs.

This decision shows that it may be diffi cult for an insurer to 
challenge a decision made by FICS. Also, the decision indicates 
that FICS may be unwilling to fi nd that an insured has acted 
with fraudulent intent if the insured is able to provide an 
explanation for any false declarations or incorrect statements. 
While each decision will turn on its own facts, this decision 
provides little comfort to insurers seeking to challenge any FICS 
determination. 



76

INSURANCE REGULATION

Interpretation of APRA’s powers under 
s25A of the Insurance Act 1973 (Cth) to 
disqualify persons

Case Name:
Y & Anor v Australian 
Prudential Regulation Authority

Citation:
[2006] FCAFC 37 per per 
Emmett, Alsop and Graham JJ

Date of Judgment:
22 March 2006

Issues:
•   APRA disqualifi cation 

powers
•   Senior managers of foreign 

insurers
•   Section 25A Insurance Act 

1973 (Cth)

The applicants argued that the Australian Prudential Regulation 
Authority did not have the power to disqualify them from acting 
as senior general managers as they were not closely involved 
with the Australian operations of the foreign general insurer for 
which they worked. In rejecting this argument, the Federal Court 
interpreted APRA’s power to disqualify foreign based 
persons broadly.

X and Y were senior managers of Z, a foreign general insurer which operated in 
Australia, and fell within the scope of the Insurance Act 1973 (Cth). Neither X nor 
Y were Australian citizens, and neither had resided or worked for Z in Australia. 

In 2005, APRA wrote to X and Y asking them to show cause as to why APRA should 
not disqualify them under section 25A of the Insurance Act on the basis that neither 
was a fi t and proper person to be senior managers of a foreign general insurer. 

X, Y and Z sought declarations that APRA did not have the power to disqualify X 
or Y because APRA only had power to disqualify senior managers of foreign general 
insurers who were closely linked with operations in Australia. X and Y argued that 
there was an insuffi cient nexus between their roles, and the operations of Z in 
Australia. 

The court held that there needed to be some factual nexus between the disqualifi ed 
person and the Australian insurance industry, but APRA’s power to disqualify 
persons was not limited to those who had acted as a senior manager in Australia or 
in relation to an Australian operation. The scope of the power to disqualify 
extended to ‘a person who has at some time made a decision or decisions or 
exercised some infl uence in relation to the carrying on of the Australian general 
insurance business of the foreign general insurer and there is at least some risk…
that he or she will do so…in the future’. 

The decision demonstrates a broad interpretation of the power 
granted to APRA under the Insurance Act to disqualify persons 
who are not fi t and proper to hold certain positions in the 
insurance industry. 
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INSURANCE AGENTS AND BROKERS

Duty of brokers to actively monitor and alert 
insureds regarding potential coverage issues

Case Name:
HIH Casualty and General 
Insurance Limited v JLT Risk 
Solutions Limited

Citation:
[2006] EWHC 485 (Comm), 
English High Court per 
Langley LJ

Date of Judgment:
13 March 2006

Issues:
•   Broker’s duty of care
•   Scope of duty post-

placement of insurance 
policy

In this case, the English High Court held that brokers have a duty 
to act as more than a post-box following the placement of 
insurance. In this instance, the brokers were under a duty to 
review risk management reports and to alert the insured to any 
potential concern regarding coverage issues. 

HIH Casualty and General Insurance Limited (HIH) was the sole insurer of three 
slates of fi lms. The objective was to provide fi nance for the production of low-
budget fi lms for television. The insured was the holder of loan notes as trustee for 
the investors who provided the funding. The risk insured was that the slates of fi lms 
would not generate suffi cient revenue to repay the loan notes. HIH was reinsured by 
a number of reinsurers. JLT Risk Solutions Limited (JLT) was the placing broker for 
both the insurance and the reinsurance.

The three slates of fi lms were not successful, resulting in a large shortfall in the 
returns predicted. HIH paid out under each of the three insurance contracts and 
sought an indemnity from reinsurers. Reinsurers put forward a number of defences, 
including a breach of warranty about the number of fi lms to be made in each slate. 
The Court of Appeal, agreeing with the judge at fi rst instance, found such a breach 
of warranty had occurred both in the insurance and reinsurance. In light of this 
judgment, and following a successful summary judgment application by one of the 
reinsurers, HIH abandoned the remainder of its claims against its reinsurers. The 
only remaining cause of action was against the broker.

HIH commenced proceedings in negligence against JLT for damages. HIH argued 
that JLT was negligent in failing to seek and obtain reinsurers’ agreement to 
reductions in the number of fi lms making up the insured slates and/or their waiver 
of any breach of warranty in this respect. In response, JLT argued that: 

•   it was under no duty, absent instructions from the insured or HIH, to seek of its 
own accord any variation or waivers for either insurance or reinsurance; and 

•   HIH’s loss was not caused by any negligence on the part of JLT. Rather, it was 
caused by HIH’s own actions in paying the claims.

Justice Langley rejected JLT’s contention that, post-placement, JLT were obliged 
only to act as a mere post-box. He found that by only distributing the risk 
management reports, which had noted the reduction in the number of fi lms, there 
had been a breach of duty. The broker had an obligation to read the risk 
management reports and to alert HIH and reinsurers to any concerns regarding 
coverage. HIH’s claim failed, however, because it was unable to prove that the loss 
for which it claimed was caused by this breach of duty.
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This case is sure to set alarm bells ringing among brokers as it 
provides authority for the proposition that, post-placement, 
brokers have a duty to act as more than a simple post-box. 
Rather, they may have a potentially onerous duty to actively 
monitor information and to alert the insured to any potential 
concern regarding coverage issues. Brokers might, however, 
take some comfort from Justice Langley’s comment that this 
was a duty specifi c to the facts and circumstances of this case. 
However, it is unclear why a similar conclusion would not be 
drawn if the same principles are applied to many other 
situations where brokers pass on information to insurers.



79

INSURANCE AGENTS AND BROKERS

Placing broker held liable for negligent 
administration of cover

Case Name:
BP Plc v Aon Limited & Anor 

Citation:
[2006] 1 All ER (Comm) 789 
per Colman J

Date of Judgment:
13 March 2006

Issues:
•   Broker’s duty of care
•   Sub-brokers

In this case, the English High Court confi rmed that a sub-broker 
can owe a duty of care to an insured despite the absence of any 
contractual relationship. 

In July 1998, following a successful tender by a number of companies within the 
Aon group, Aon was engaged by Amoco (which merged with BP in December 1998) 
to place and operate a Global Construction All Risks Open Cover agreement (the 
open cover). A service agreement setting out the terms upon which Aon were to act 
as Amoco’s brokers was entered into by Amoco and one of the Aon companies, Aon 
Texas (the service agreement).

Between August and November 1998, Aon placed the open cover in both the 
American and European markets. Despite the contractual relationship with Aon 
Texas, following Amoco and BP’s merger it was agreed that BP would deal with Aon 
London as it already had a good relationship with that offi ce. It was decided that 
Aon London would handle declarations to the London and European markets (with 
Aon Texas among others looking after the American market). In order to obtain 
cover for any construction project, the project had to be declared to each of the 
relevant underwriters. However, in many cases, Aon London only made declarations 
to the leading underwriters. 

The open cover suffered huge losses. Many of the declarations were queried by 
underwriters relying on, among other things, misrepresentation, non-disclosure, 
and the fact that declarations had not been made as required. Following the 
commencement and settlement of various pieces of litigation, BP was left with a 
signifi cant shortfall in its insurance recoveries and its only remaining cause of 
action lay in negligence against Aon London. BP therefore commenced 
proceedings against Aon London.

The submissions
BP argued that having instructed Aon London that it wished to declare a particular 
project to the open cover, and in light of Aon London’s assuming responsibility in 
this regard, Aon London owed a duty of care to effect the necessary declarations to 
each of the subscribing underwriters.

Aon London denied the existence of a duty of care in performing brokerage 
services. They submitted that the service agreement was intended by both parties 
to consolidate the rights and duties of the various Aon entities likely to be involved 
in administering the worldwide cover, with Aon Texas being selected as the ‘carrier’ 
corporation: it would be solely entitled to receive payment for Aon’s services and 
would be solely responsible for the performance of Aon’s duties. 
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The decision
The court concluded that Aon London had undertaken responsibility to BP to 
provide the services of a broker with proper professional skill and care. BP had 
relied on that undertaking and was entitled to expect Aon London to provide 
complete cover for each notifi ed project. The failure to do so amounted to a breach 
of Aon London’s professional duty-of-care in tort.

Unfortunately the judgment fails to set out any general 
principles about the duties of care owed by a sub-broker to the 
primary broker’s client, the insured. However, it does confi rm 
that, where there has been an assumption of responsibility by a 
sub-broker to an insured, the sub-broker may owe a duty of care 
despite the absence of any direct contractual relationship. 
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INSURANCE AGENTS AND BROKERS

Lloyd’s underwriters compel brokers to produce 
records without authorisation from the insured

Case Name:
Goshawk Dedicated Ltd & Ors v 
Tyser & Co Ltd & Anor

Citation:
[2006] EWCA Civ 54 per 
Sir A Clarke MR, Rix J and 
Richards J

Date of Judgment:
7 February 2006 

Issues:
•   Implied term
•   Broker’s obligation to permit 

inspection of its fi les by 
underwriters

In this case, the English Court of Appeal held that brokers were 
obliged to make available to Lloyd’s insurers placing, claims and 
accounting documentation pursuant to an implied term of the 
insurance contract.

The claimants in this litigation were Lloyd’s syndicates that had underwritten 
‘viatacal’ business. Viatacal companies are companies that purchase life assurance 
policies of the terminally ill or those over 65, at a discount, with a view to profi ting 
from the payout upon death. The volume of business had been extremely large but 
unprofi table and the syndicates had gone into run-off. In order to assess the extent 
of their exposure, the syndicates sought from the brokers three categories of 
documents:

•  placing documents;
•  claims documents; and
•  premium accounting documents.

The brokers were only prepared to produce this documentation with their clients’ 
express consent. In some instances, however, consent had been refused or they had 
been unable to get instructions.

First instance
The Lloyd’s syndicates entered into a formal contract with the brokers on 
20 December 2001 based on the model Terms of Business Agreement (TOBA). 
Prior to this, there was no agreement between the parties. The syndicates argued 
that, for those policies written pre-TOBA, there was an implied contract based on 
market practice that brokers would allow underwriters access to information which 
they did not have, but which had previously been made available to them. In 
respect of policies written post-TOBA, the syndicates relied upon the ‘access to 
records’ clause in the TOBA. In response, brokers relied upon the ‘scope’ clause 
which stated that ‘nothing in this agreement overrides the broker’s duty to place 
the interests of its client before all other considerations’.

The English High Court rejected the submission that there was a binding custom 
and concluded that it was not possible to imply the contract contended for by the 
syndicates. In respect of policies written after 20 December 2001, the court held 
that the ‘scope’ clause trumped the ‘access to records’ clause, and that there was 
no obligation to grant access to documents if it would be inconsistent with the 
brokers’ duty to place the interests of his client before all other considerations. On 
this basis, the court held that the placing and claims documentation did not need 
to be produced, but that the accounting documents did need to be produced.
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Court of Appeal
On appeal, the syndicates argued that it was a term of the insurance contracts 
between the syndicates and their insureds, necessarily to be implied for the sake of 
business effi cacy, that the insureds would permit inspection, through their Lloyd’s 
brokers, of the outstanding documents. 

The Court of Appeal agreed with the syndicates and held that in the Lloyd’s market 
there was at all relevant times an implied term in the insurance contract to the 
following effect:

     that placing and claims documents which have been previously shown to 
underwriters, and premium accounting documents which are necessary to the 
operation of the contract, where retained by the insureds’ Lloyd’s brokers, should be 
available to underwriters in the case of reasonable necessity.

The Court of Appeal confi rmed that availability included the right to take copies. 
However, restricting the potential impact of this case, the Court of Appeal 
noted that:

•  the implied term should not be interpreted to permit unnecessary or 
unreasonably wide requests;

•  the obligation to disclose accounting documents did not extend to a policing or 
investigatory function as might occur in litigation; and

•  there is no obligation to provide underwriters with what they have already got or 
with what the brokers have not retained.

In addition, the Court of Appeal held that both prior to, and after, the 
implementation of the TOBA, the brokers were obliged to perform the duty 
undertaken by their principals, the insureds, to make available documents 
necessary for the effective performance of the insurance contracts.

While it should be noted that this ruling relates specifi cally to the 
Lloyd’s insurance market and arises from its idiosyncrasies, it 
does suggest that, in certain circumstances, there may be an 
obligation on brokers to provide underwriters with access to 
placing, claims and premium accounting documentation. This 
obligation may arise from an implied term in the insurance 
contract itself.
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INSURANCE INSOLVENCY ISSUES

Solvent schemes of arrangement – 
classifi cation of insurance creditors for 
voting purposes 

Case Name:
Re Sovereign Marine & 
General Insurance Company 
Limited & Ors

Citation:
[2006] EWHC 1335 (Ch), 
English High Court of Justice 
per Warren J

Date of Judgment:
9 June 2006

Issues:
•   Composition of classes of 

creditors for voting purposes 
in a solvent scheme of 
arrangement

•   Court’s jurisdiction to 
sanction a scheme of 
arrangement

In an application for an order convening a meeting of creditors to 
consider a scheme of arrangement of 16 insurance companies, 
the English High Court considered the composition of the classes 
of creditors for voting purposes and the extent of the court’s 
jurisdiction to sanction a scheme of arrangement.  

The relevant insurers were seeking to enter into schemes of arrangement with a 
view to bringing an early end to the run-off of one particular type of business that 
they no longer wrote by valuing and accelerating payments of both current and 
future claims. All but one of the insurance companies were solvent. They applied to 
the court for an order convening a meeting of their creditors. Although separate 
schemes were proposed for each insurer, the terms of the scheme were almost 
identical and, except for the scheme relating to the insolvent insurer, were set out 
in a single scheme document.

Certain policyholders objected that they were, in effect, being forced to commute 
their claims on terms that they said were more favourable to the solvent insurance 
companies than could be achieved by negotiated settlement. The objections to the 
schemes were put on two bases. 

•   First, it was argued that the English court had no jurisdiction to sanction a 
scheme in relation to certain companies that were not incorporated in England. 

•   Second, it was argued that there were at least two classes of creditors who were 
entitled to vote at the creditors’ meeting, therefore it was unacceptable to 
convene a meeting with a single class of creditors. 

Jurisdiction of the court to sanction a scheme
Two of the companies seeking to enter into a solvent scheme of arrangement 
were incorporated in other European Union (EU) member states and a further two 
companies were incorporated in New York and Bermuda respectively. It was argued 
by the opposing policyholders that these companies could not be ‘wound up’ in 
England and therefore the court had no power under section 425 of the Companies 
Act 1985 (UK) to sanction schemes of arrangement in relation to them.
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It was established in an earlier English Court of Appeal judgment that there are 
three matters relevant in deciding whether an English court should exercise its 
discretion to wind up a foreign company:2 

•   there must be a suffi cient connection with England which may, but does not 
have to, consist of assets within the jurisdiction; 

•   there must be a reasonable possibility, if a winding-up order is made, of those 
applying for the winding-up order benefi ting from the order; and 

•   one or more persons interested in the distribution of assets of the company 
must be persons over whom the court can exercise jurisdiction. 

Justice Warren held that the court did have jurisdiction to wind up the companies 
incorporated in New York and Bermuda. He went on to conclude that he also had 
jurisdiction to wind up those scheme companies that were incorporated elsewhere 
in the EU, notwithstanding EU legislation limiting the ability of courts to liquidate 
insurers regulated in other member states.

Single class of creditors
The insurance companies argued that at the creditors’ meeting there should be a 
single class of creditor voting rather than different types of creditors being placed 
into different classes. The court set out the test of whether different creditors can 
vote together in Sovereign Life Assurance Co v Dodd [1892] 2 QB 573 per 
Lord Justice Bowen:

     [a class] must be confi ned to those persons whose rights are not so dissimilar as to make 
it impossible for them to consult together with a view to their common interest.

The objecting scheme creditors argued that the interests of policyholders whose 
claims were ‘incurred but not reported’ (IBNR) claims and the interests of creditors 
with accrued claims were so dissimilar that it was impossible for them to 
consult together. 

Justice Warren rejected the claim that it would never be possible for policyholders 
with IBNR claims and creditors with accrued claims to consult together in their 
common interest, stating that each individual case would turn on the facts. 
However, on the current facts, he considered that the creditors would not be able to 
consult together in their common interest because of the real difference in rights 
between creditors whose claims simply required quantifi cation and those with IBNR 
claims, which were not even certain to occur. Therefore, there should be two 
separate classes of creditors, with policyholders with IBNR claims being in a 
separate class.

2 Stocznia Gdanska SA v Latreefers Inc (No.2) [2001] 2 BCLC 116.
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In some solvent schemes of arrangement of insurance 
companies, it may be possible to have a single class of 
creditors. In others, policyholders with IBNR claims may need to 
be put into a separate class. That will turn on the facts of any 
given case. Solvent schemes of arrangement have been used 
more often for run-off insurers and reinsurers in England, 
although there is certainly the potential for Australian insurance 
companies in run-off to consider a solvent scheme of 
arrangement as a way to bring their business to an early 
termination.
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INSURANCE INSOLVENCY ISSUES

Using a solvent scheme to protect a company 
from future asbestos claims

Case Name:
Re Cape Plc & Ors

Citation:
[2006] EWHC 1316 (Ch), 
English High Court of Justice

Date of Judgment:
7 June 2006

Issues:
•   Binding future claims for 

asbestos-related injuries 
to a solvent scheme of 
arrangement 

•   Authority of court to approve 
a scheme that provides for 
future amendments

The High Court of Justice considered whether to make orders 
convening a meeting of creditors to consider a proposed solvent 
scheme of arrangement where a company was seeking to protect 
its business from future asbestos claims. The court also 
considered whether it had the jurisdiction to sanction a scheme 
that contained provisions allowing for future amendments.  

Cape Plc and its subsidiaries (Cape) applied to court for an order convening a 
meeting of its creditors to consider a solvent scheme of arrangement. Cape’s 
business used to be asbestos mining and the manufacture, distribution and 
installation of asbestos products. It faced a substantial number of claims as a 
result of individuals, including present and former employees, having been exposed 
to asbestos. Due to the long latency periods for more serious asbestos-related 
conditions, there would be a signifi cant volume of claims which would continue to 
be made for up to 40 or 50 years in the future. Despite actuarial review, there was 
great uncertainty as to the likely cost of these future claims. 

Cape was solvent, but to meet future claims needed to remain in business and 
continue generating income. However, Cape was experiencing diffi culty in attracting 
investors and lenders who would provide funding at commercially acceptable rates. 
The solvent scheme of arrangement was designed to protect the group’s business 
from the asbestos claims, while at the same time directing a proportion of its 
earnings to the payment of those claims. Unlike other solvent schemes of 
arrangement, this was not a cut-off scheme, and instead claims would be paid as 
and when they were made and established.

In Re T&N Limited 3, an English court had held in relation to an insolvent scheme 
of arrangement that future tort claimants without an accrued cause of action were, 
nonetheless, creditors of the company, and could be bound by a scheme of 
arrangement (although they would not be creditors in an insolvency). This 
application proceeded on the basis that a solvent scheme of arrangement could 
bind individuals with future asbestos claims. 

Justice Richards held that there should be a single class of creditors. Cape had 
proposed two classes of creditors, being those creditors whose claims were covered 
in whole or in part by insurance and those creditors without any insurance. 
However, it was held that there was not suffi cient dissimilarity in the rights of 
claimants to require or justify their division into separate classes. 

3 [2005] EWHC 2870 (Ch) and [2006] EWHC 1447 (Ch).
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The proposed scheme of arrangement provided for the execution and 
implementation of a number of agreements which contained provisions enabling 
them to be altered in accordance with the procedures contained in them. Those 
provisions were there because the scheme was complex and was intended to 
remain in place and provide for the settlement of asbestos claims over a very long 
period. Over that period, legal, medical and fi nancial developments would occur 
that may be material to the operation of the arrangements. 

It is a well established principle that a scheme of arrangement, once sanctioned by 
the court, cannot subsequently be varied simply with the agreement or 
acquiescence of the creditors or shareholders involved.4 The court, therefore, 
considered whether it had jurisdiction to approve the scheme in this form. 

Arguments against provisions permitting future amendment of the scheme’s terms 
were that such powers undermine the function of the court in approving a scheme 
as the court has no say on the amendments. In sanctioning a scheme of 
arrangement, the court binds creditors who have either dissented or abstained, so 
must be in a position to form a view that the terms are fair as regards the creditors 
affected. On the facts, the substance of the arrangement was contained in ancillary 
documents, as well as in the scheme itself.

Justice Richards concluded that the English court has jurisdiction to sanction a 
scheme of arrangement which contains provision for future amendment either of 
the scheme itself or ancillary documents. There are, however, strong reasons why in 
most cases the court is unlikely to exercise the jurisdiction to sanction a scheme 
with provisions for future amendments. In this case however, as the scheme would 
be in place for such a long time to deal with asbestos liabilities, there was a clear 
need for fl exibility. The court, therefore, made orders convening a meeting of the 
creditors of Cape to consider the proposed schemes. The creditors subsequently 
voted in favour of the proposed schemes and they were sanctioned by the court.

The court has the jurisdiction to sanction a scheme of 
arrangement that provides for future amendments to its terms, 
but will be reluctant to exercise its discretion to do so. The 
current position in Australia, according to the New South Wales 
Court of Appeal in Edwards v Attorney General 5, is that 
possible future personal injury claimants who are not presently 
ill are not contingent creditors in a winding-up, as they do not 
have an accrued cause of action. Therefore, whilst a solvent 
scheme of arrangement to deal with future asbestos claims is 
possible in England, the current position in Australia appears to 
be that such individuals could not be bound by a similar scheme.

4 Devi v People’s Bank [1938] 4 All ER 337.

5 [2004] NSWCA 272 – see pp 63-65 Allens Arthur Robinson Annual Review of Insolvency & Restructuring Law 2004.
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INSURANCE INSOLVENCY ISSUES

Getting two bites of the cherry – the HIH 
statutory scheme and its impact on insurers

Case Name:
HIH Casualty & General 
Insurance Limited (in 
liquidation) & Anor v Insurance 
Australia Limited (formerly 
SGIC General Insurance Ltd) 
(No 2)

Citation:
(2006) 14 ANZ Insurance 
Cases 61-685, [2006] VSC 
128, Supreme Court of Victoria 
per Bongiorno J

Date of Judgment:
5 April 2006

Issues:
•   Categorisation of statutory 

schemes
•   Whether statutory scheme is 

an ‘insurer’
•    Payments made under 

statutory schemes 
recoverable from other 
applicable insurers

The Victorian Supreme Court considered whether payments 
made to the insured of a former HIH company by the HIH 
statutory scheme constituted payments made pursuant to an 
insurance policy so as to exclude the liability of another insurer 
who was potentially liable to account for claims under its policy. 
The court also determined the application of certain standard 
exclusions in the policy and how to calculate interest payable. 

Screenco Pty Ltd (Screenco) was contracted by the Australian Grand Prix 
Corporation (AGPC) to erect a large video screen for the Australian Grand Prix. 
Screenco engaged R L Dew & Co Pty Ltd (R L Dew) to erect scaffolding to support 
the screen. R L Dew subcontracted this work to Ronald Steele trading as Dragon 
Scaffolding (Steele). Mr Steele in turn hired the scaffolding from Highrise Group 
Pty Ltd (Highrise). The screen was destroyed when it fell after the main beam in 
the scaffolding could not hold the screen’s weight. At trial (the fi rst proceedings), 
Screenco obtained judgment against R L Dew, Mr Steele and Highrise. R L Dew 
obtained judgment for an indemnity against Steele on a cross-claim. 

At the time of the accident, Screenco was insured with a company which was part 
of the HIH group (the relevant HIH company). After the HIH group’s collapse, the 
Federal Government funded a not-for-profi t company called HIH Claims Support 
Limited (HIH Claims) to alleviate the fi nancial impact caused by the insolvency of 
the HIH group. Prior to the collapse of HIH, the relevant HIH company had 
accepted Mr Steele’s claim under the policy and had paid money towards his legal 
costs (the fi rst payment). Mr Steele applied for assistance from HIH Claims once it 
had been created. HIH Claims appointed QBE to act as its agent in investigating 
Mr Steele’s claim from the fund. Mr Steele accepted the offer (the agreement) from 
HIH Claims to pay him 90 per cent of the judgment sum entered against Mr Steele 
in favour of Screenco and R L Dew, as well as 90 per cent of the costs of all parties 
ordered to be paid by Mr Steele. The remaining 10 per cent of any court judgment, 
any costs awarded by a court and the costs and disbursement of any solicitors 
retained by QBE to conduct the defence of any claims was to be paid by Mr Steele 
personally. In accepting the offer, Mr Steele was required to assign to HIH Claims 
all its rights for the matters the subject of the claim.

At the time of the accident, AGPC held an insurance policy with Insurance 
Australia Ltd (Insurance Australia) which covered not only AGPC but its contractors 
and sub-contractors for, among other things, liability to third parties for death, 
personal injury or loss or damage to property as a result of an occurrence 
happening in connection with the business as defi ned in the policy (the policy). 
HIH (in liquidation) claimed equitable contribution for the fi rst payment from 
Insurance Australia, for legal costs spent in defending Mr Steele prior to HIH’s 
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liquidation, while Mr Steele sought a declaration that Insurance Australia should 
indemnify him for damages and costs awarded against him in the fi rst proceedings 
(including those indemnifi ed by HIH Claims) as well as for his own legal costs in 
defending the fi rst proceedings. 

Insurance Australia’s defence relied upon three exclusion clauses in the policy, as 
well as denying Mr Steele’s right to indemnity. Justice Bongiorno found in favour of 
Mr Steele and HIH (in liquidation) and held that:

1. the exclusion 3(b), which excluded liability:
     …for damage to property owned, leased, occupied or used by, or in the care, custody or 

control of the Insured

    did not apply as the screen was in the sole possession and control of Screenco 
at the time, not Mr Steele;

2. the exclusion 3(h), which excluded liability of Insurance Australia with 
respect to:

     Property Damage to any property which forms part of the Works prior to the issue of the 
Certifi cate of Practical Completion

did not apply as:
•   it was not contemplated in any of the contracts or sub-contracts that a 

Certifi cate of Practical Completion would be issued, and it was not practice 
for the AGPC to issue them; and

•   the term ‘Practical Completion’ was not defi ned in the policy, but even if it 
were to be given a commonsense meaning, on the facts Mr Steele’s contract 
to erect the scaffolding was practically complete when the accident 
occurred, meaning that the clause had no operation; 

3. the exclusion 3(m), which excluded liability:
     …for compensation arising out of any negligent act, error or omission in the professional 

conduct of the Insured and execution of the Insured’s professional activities and/or 
persons for whom the Insured may be legally liable…

did not apply as:
•   Mr Steele’s actions were the actions of a tradesman, and not of a 

‘professional’; and
•   an applicable exception to the exclusion clause rendered it ineffective in the 

circumstances; 

4. Mr Steele could claim indemnity from Insurance Australia for the amounts paid 
by HIH Claims, as the case was not caught by the Sydney Turf Club v Crowley 
principles (namely that where one insurer indemnifi es an insured, the insured 
has no right to any further indemnity from another insurer covering the same 
risk, even if equity would entitle the fi rst insurer contribution from the second). 
This is because HIH Claims is not an insurer but a statutory scheme. 
Furthermore, the agreement between Mr Steele and HIH Claims was not an 
insurance policy, as it did not include any event to be insured against, no 
premiums were payable and it was discretionary in nature. The payment made 
by HIH Claims was not an indemnity, but a ‘merciful benefi t’ from the 
Federal Government. 
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5. The fact that Screenco had been paid by HIH Claims and that other parties 
had had their costs met did not mean that there was no liability on the part of 
Mr Steele for Insurance Australia to indemnify. Furthermore, it was not the case 
that HIH Claims was confi ned to seeking equitable contribution as a co-insurer 
from Insurance Australia by suing in its own name.

In the second proceedings, in calculating interest on the judgment sums, 
Justice Bongiorno declared that, subject to the terms of section 57 of the 
Insurance Contracts Act 1973 (Cth), interest was payable on the day from which it 
was unreasonable for the insurer to have withheld payment. The type of case and 
the probable issues to be investigated will determine the relevant period. The 
insurer will be allowed a reasonable period to carry out appropriate investigations 
and enquiries before interest will apply. 

As a result of this case, insureds who have obtained money 
from the HIH Claims scheme may also be able to make claims 
from other insurers whose policies are potentially responsive to 
their claims. HIH Claims may also recover from those insurers 
moneys paid out by virtue of the assignment of the insured’s 
rights. Insurers should be aware that the courts will not view the 
scheme as an insurer and thereby limit its rights to a claim for 
equitable compensation. 
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REINSURANCE

Arbitration clauses not binding on a reinsured

Case Name:
HIH Casualty & General 
Insurance Limited (in 
liquidation) v Wallace & Ors 

Citation:
[2006] NSWSC 1150 per 
Einstein J

Date of Judgment:
3 November 2006

Issues:
•   Insurance Act 1902 (NSW) 

and reinsurance contracts
•   International Arbitration Act 

1974 (Cth) and reinsurance 
contracts

•   Reinsurance contracts and 
arbitration clauses

In a case arising from a dispute under various reinsurance 
treaties, the Supreme Court of NSW considered whether the 
Insurance Act 1902 (NSW) applies to reinsurance contracts. The 
court held that arbitration clauses in reinsurance contracts were 
not binding on a reinsured as a matter of NSW law by reason of 
section 19 of the Insurance Act. 

Introduction
The decision arises from a dispute under various quota share reinsurance treaties 
(the reinsurance treaties) under which Lloyd’s Syndicate 683 (the reinsurers) 
reinsured HIH Casualty & General Insurance Limited (HIH) for professional 
indemnity insurance policies underwritten by HIH between 1993 and 1997. The 
liquidator of HIH commenced proceedings against reinsurers in the Supreme Court 
of New South Wales (the proceedings), when reinsurers sought to challenge the 
application to the reinsurance treaties of the decision of the House of Lords in 
Charter Reinsurance Company Limited v Fagan [1997] AC 313. Reinsurers have 
argued that their obligation to indemnify HIH under the reinsurance treaties did not 
arise until HIH actually paid the original insureds under the original policies.  
This decision did not resolve that issue.  

Reinsurers sought a stay of the proceedings in reliance on an arbitration clause 
included in each of the reinsurance treaties. Justice Einstein refused the reinsurer’s 
application for a stay, in part, on the grounds that the arbitration clause in each 
reinsurance treaty was not binding on HIH as a matter of New South Wales law by 
reason of section 19 of the Insurance Act 1902 (NSW). Section 19 renders 
unenforceable against the insured a provision for submission to arbitration of any 
matter arising out of a contract of insurance, except where agreed after a dispute 
has arisen.

The Insurance Act 1902
At the federal level, the Insurance Contracts Act 1984 (Cth) varied many general 
principles of insurance law that were regarded as unfair to insureds. However the 
Insurance Contracts Act expressly does not apply to reinsurance. Since the 
Insurance Contracts Act came into force there has been a tendency to overlook 
earlier state legislation, such as the Insurance Act. 

The Insurance Act applies to all contracts of insurance save those which are 
specifi cally exempted by Regulation. The effect of the Regulations made under the 
Insurance Act, is that those of its  provisions which reform general principles of 
insurance law do not apply to certain insurance contracts, including most 
relevantly:  
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•  contracts of insurance that are subject to the Insurance Contracts Act;
•  contracts of marine insurance; and
•  contracts of life insurance; 

Justice Einstein held that the Insurance Act applies to reinsurance contracts. In 
reaching that conclusion, his Honour considered various English and Australian 
authorities. His Honour considered and distinguished the decision of the House of 
Lords in Agnew v Lansforsakringsbolagens [2000] Lloyd’s Rep IR 317, and held 
that reinsurance contracts were insurance contracts. However, it remains unclear 
whether the Insurance Act applies to reinsurance contracts where the original 
insurance can be characterised as marine or life insurance.  

The decision has the potential to radically alter the law of reinsurance as it is 
applied in New South Wales. Justice Einstein held that the arbitration clause in 
each reinsurance treaty is not binding on a reinsured under section 19 of the 
Insurance Act. Justice Einstein also decided that s19 of the Insurance Act 
constituted a mandatory rule of the forum, such that it must be applied by a 
New South Wales court, irrespective of the court’s conclusion about the law 
governing the contract.  

However, the Insurance Act’s provisions go far beyond the validity of arbitration 
clauses. The provisions which it appears now apply to reinsurance contracts 
include, in addition to s19:  

•  Section 18(1) which would empower the court to excuse a failure by a reinsured 
to comply with a term of the contract where the reinsurer did not suffer 
prejudice as a result.

•  Section 18A which would operate, in essence to prevent a reinsurer from 
avoiding a reinsurance contract for misrepresentation or non-disclosure by a 
reinsured unless the misrepresentation or non-disclosure was fraudulent, or the 
reinsured knew, or a reasonable person in the reinsured’s circumstances ought 
to have known, that the statement or matter was material to the reinsurer.  

•  Section 18B which would limit the right of a reinsurer to rely upon an exclusion 
clause where the ‘circumstances’ excluded did not contribute to the loss 
in question.  

Arbitration 
Justice Einstein also considered the application of the International Arbitration Act 
1974 (Cth) to reinsurance contracts.  

Australia is a signatory to the United Nations Convention on the Recognition and 
Enforcement of Foreign Arbitral Awards 1958 (the New York Convention). The New 
York Convention provides that a court of a contracting state ‘when seized of an 
action’ which is the subject of an arbitration agreement ‘shall at the request of one 
of the parties refer the parties to arbitration, unless it fi nds that the said agreement 
is null and void, inoperative or incapable of being performed’.  
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Australia’s obligations under the New York Convention are implemented under s7 of 
the International Arbitration Act which requires a court to stay proceedings 
commenced in breach of an ‘arbitration agreement’, unless that agreement is ‘void, 
inoperative or incapable of being performed’. The reinsurers also sought a stay of 
the proceedings under s7, arguing that it was inconsistent with s19 of the 
Insurance Act, and as a law of the Commonwealth prevails over s19. However, 
Justice Einstein ruled that there was no inconsistency, holding that section 19 
rendered the arbitration clause in each reinsurance treaty inoperative for the 
purposes of s7.  

Further, it is a requirement of both the New York Convention the International 
Arbitration Act that arbitration agreements be in writing. Justice Einstein 
considered various international texts and authorities in relation to this 
requirement. He also considered evidence before him relating to the procedure for 
issuing insurance and reinsurance policies at Lloyd’s. He found that a number of 
the reinsurance treaties failed to meet this requirement. His Honour considered 
that it was not suffi cient for one party to stipulate that the contract was subject to 
an arbitration agreement and for both parties to continue to act on that basis.  
Where the arbitration agreement consisted of a clause in a treaty wording or other 
agreement, his Honour held that it must be signed by both parties before the New 
York Convention is enlivened. He considered that proof by reinsurers that the 
reinsurance treaties were processed in accordance with LPSO procedures did not 
discharge the burden that fell on them to establish the existence of the arbitration 
agreement in each case.  

The decision, if it stands, will be troubling for reinsurers. 
It means so far as reinsurance contracts are concerned, the 
law of NSW is out of step with other States and comparable 
jurisdictions abroad. If the decision is upheld, New South Wales 
law would provide reinsureds with a signifi cant juridical 
advantage. 
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REINSURANCE

Entitlements of creditors in the winding up of 
an insolvent reinsurance company

Case Name:
AssetInsure Pty Limited v 
New Cap Reinsurance 
Corporation Limited 
(in liquidation) & Ors

Citation:
[2006] HCA 13 High Court 
of Australia per Gleeson CJ, 
Heydon, Crennan, Kirby and 
Hayne JJ

Date of Judgment:
7 April 2006

Issues:
•   Meaning of ‘liabilities in 

Australia’ in s116(3) of the 
Insurance Act 1973 (Cth) 

•    Whether ‘relevant contract 
of insurance’ in s562A of 
the Corporations Act 2001 
(Cth) includes a contract of 
reinsurance

In a priority dispute in the winding-up of an insolvent Australian 
reinsurer, the High Court considered the asset distribution 
obligations owed in respect of liabilities arising from foreign risks 
and under retrocession agreements. 

New Cap Reinsurance Corporation Limited (New Cap) was an Australian reinsurer 
which had reinsured insurers (Faraday) regarding a risk occurring outside of 
Australia. New Cap entered into a retrocession agreement which reinsured New Cap 
against any liability arising under the Faraday reinsurance policy and a reinsurance 
policy provided to AssetInsure Pty Limited (AssetInsure). When New Cap was 
subsequently placed into a creditors’ voluntary winding-up, a priority dispute arose 
concerning New Cap’s liability to both Faraday and AssetInsure. 

AssetInsure argued that Faraday was not entitled to participate in the winding-up 
because section 116(3) of the Insurance Act 1973 (Cth) restricted the application 
of New Cap’s assets to ‘liabilities in Australia’, so described in s31(4) of the 
Insurance Act (which did not cover the liability arising under the Faraday 
reinsurance policy). A question also arose about whether the proceeds of New Cap’s 
retrocession agreement had to be applied to AssetInsure in priority to New Cap’s 
unsecured creditors according to s562A of the Corporations Act 2001 (Cth). That 
question required the court to consider whether that reinsurance policy was a 
‘contract of insurance’ under that section.

A majority (Chief Justice Gleeson and Justices Heydon and Crennan) of the High 
Court held that the relevant liability was a ‘liability in Australia’. The majority 
determined that s31(4) of the Insurance Act did not contain an exhaustive 
description of the insurance liabilities that could constitute liabilities in Australia 
for the purposes of s116 of the Insurance Act. Their Honours concluded that as 
New Cap resided in Australia and it was part of its business to assume such 
liabilities in Australia, the liability to Faraday was a ‘liability in Australia’. The fact 
that the reinsured risk was outside Australia was of negligible signifi cance. Justices 
Kirby and Hayne dissented on this point, confi ning ‘liability in Australia’ to 
liabilities that meet the criteria of s31(4) of the Insurance Act.

The court unanimously held that ‘contract of insurance’ in s562A of the 
Corporations Act includes contracts of reinsurance. The court considered the 
background to the drafting of that section and determined that there was no basis 
for confi ning its operation in the winding-up of New Cap only to some of the 
contracts of insurance which it undertook.

The court allowed the appeal in part.
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In this case, the High Court reinforced the breadth of asset 
distribution obligations of insolvent insurance and reinsurance 
companies, and the priority afforded to both insureds and 
reinsureds alike, over unsecured creditors, in the winding-up of 
Australian reinsurance companies.
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REINSURANCE

Implied duties of reinsured to reinsurer
– non-proportional reinsurance

Case Name:
Bonner & Ors v Cox & Ors

Citation:
[2005] EWCA Civ 1512, 
English Court of Appeal per 
Walker, Tuckey and Moses LJJ

Date of Judgment:
8 December 2005

Issues:
•   Reinsurance
•   A reinsured has no 

implied duty under a non-
proportional reinsurance 
contract to act prudently, or 
in accordance with market 
practice

In a unanimous decision, the UK Court of Appeal held that, 
in non-proportional reinsurance contracts, a reinsured does not 
owe its reinsurer an implied duty to write business ‘prudently, 
reasonably carefully or in accordance with market practice’. In 
these circumstances, careful consideration of pre-contractual 
disclosure is essential in order to protect a reinsurer. 

The claimants, certain Lloyd’s syndicates, subscribed to an ‘open cover’ of 
reinsurance with the respondents, the reinsureds, and agreed to be bound by the 
risks accepted by the leading underwriter. In 1999, the reinsureds learned that the 
aggregate excess on the reinsurance was exhausted but they continued to declare 
risks to the reinsurance. Following losses arising from risks written after 1999, the 
reinsurers alleged that the reinsureds had breached implied terms in the 
reinsurance that they would not write against the reinsurance and that risks would 
be written with ordinary skill and care.

The trial judge held that some terms could and should be implied into reinsurance, 
but that no breach had been established in relation to any declaration of 
reinsurance in this matter. 

Challenging the trial judgment, the reinsurers asked the Court of Appeal, among 
other things, to consider whether the implied terms found by the trial judge had 
been breached and, specifi cally, whether there was an implied term that the 
reinsureds would conduct business ‘prudently, reasonably carefully and in 
accordance with the ordinary practice of the market’ as held in Phoenix v Halvanon 
[1985] 2 Lloyd’s Rep 599. 

The court noted that Phoenix v Halvanon concerned proportional reinsurance 
and therefore had no application on these facts (involving non-proportional 
reinsurance). Unlike proportional reinsurance, non-proportional reinsurance does 
not involve a sharing of risks between the reinsured and the reinsurer. Instead, the 
parties have competing interests. The court held that, in non-proportional 
reinsurance, a reinsured owes no implied duties to its reinsurer to act prudently 
and only to write risks it would write in the ordinary course of business and not to 
write business recklessly. The court also noted that if the reinsured had acted 
recklessly the likely remedy is probably contained in legislation rather than by way 
of an implied term. 

Despite fi nding against implied duties, the court stated that the reinsurer is not as 
a result entirely at the mercy of the reinsured. Rather, the reinsurer is entitled to a 
fair presentation of the risk. Accordingly, the terms of the reinsurance policy should 
precisely defi ne what risks could or could not be ceded to it. 
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The decision makes clear that, in non-proportional reinsurance, 
the reinsured owes no implied duties to the reinsurer with regard 
to the risk which it writes. In the absence of implied duties, the 
lesson from this case is that, when drafting non-proportional 
reinsurance contracts for the benefi t of a reinsurer, it is essential 
to expressly incorporate any provisions thought desirable for 
protection for the reinsurer, and for both reinsureds and 
reinsurer to consider the pre-contractual duty of disclosure. 
Although this decision is not binding on Australian courts, it is 
likely to provide a persuasive authority, particularly having 
regard to the fact that the Insurance Contracts Act 1984 (Cth) 
does not apply to reinsurance.
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SUPERANNUATION

Role of the court in supervising the exercise of 
a trustee’s discretion

Case Name:
Invensys Australia 
Superannuation Fund Pty Ltd 
v Austrac Investments Limited 
& Ors

Citation:
[2006] VSC 112, Supreme 
Court of Victoria per Byrne J

Date of Judgment:
31 March 2006

Issues:
•   Exercise of trustee’s 

discretion to distribute fund 
surplus

•   Role of the court in 
supervising trustee’s 
exercise of discretion

The trustee of Invensys Australia Superannuation Fund exercised 
its discretion to distribute part of the surplus of the fund and 
sought approval from the Supreme Court of Victoria to do so. 
The court held that its role is limited to judging the lawfulness of 
the exercise of the trustee’s discretion.

The Invensys Australia Superannuation Fund (the Fund) has 35 classes of 
members. By 2002, the Fund had accumulated a surplus of assets over vested 
benefi ts. The trustee of the Fund was advised and sought to distribute part of the 
surplus to members. The trustee formulated its proposal for distributing the 
surplus, such that the trust deed would be amended and a cut-off date set whereby 
members of the Fund at that date would be entitled to an allocation of the surplus 
(the proposal). 

The trustee sought the court’s approval of the proposal. Employers, current 
members, former members and those who had an interest in impugning the 
proposal comprised the defendants.

The court noted that it is not its role to express a view on matters which are for the 
discretion or judgment of the trustee. Rather, its role is to judge the lawfulness of 
the trustee’s chosen course of action.

The court considered the trustee’s amending power under the deed and the 
proposal and held that the trustee was acting within its discretion. The trust deed 
contained no bar to the trustee amending the deed to distribute the surplus.

The court also considered whether the Superannuation Industry (Supervision) Act 
1993 (Cth)  prevented the trustee from implementing the proposal. It was held that 
the proposal would satisfy the Superannuation Industry (Supervision) Act 
requirements for surplus distribution. In addition, the trustee was not breaching its 
fi duciary duties in implementing the proposal.

Finally, the court considered the effect of the cut-off date on various classes of 
members and concluded that the trustee had had regard to the interests of all 
members in setting the cut-off date, thereby lawfully exercising its discretion.

This case demonstrates that the court will not interfere with the 
exercise of a trustee’s discretion where the trustee has acted in 
accordance with its fi duciary duties, the trust deed and 
statutory requirements, such that its discretion was exercised 
lawfully. Where a decision was reasonably made, the court will 
not interfere, despite the existence of a reasonable alternative.
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SUPERANNUATION

Payment of a superannuation death benefi t and 
the meaning of ‘dependent’

Case Name:
Edwards v PostSuper Pty Ltd

Citation:
[2006] FCA 1380, Federal 
Court of Australia per Moore J

Date of Judgment:
24 October 2006

Issues:
•   Superannuation
•   Meaning of ‘in any way 

dependent’ in trust deed
•   Role of the Superannuation 

Complaints Tribunal in 
reviewing trustee’s decision

The Federal Court of Australia was asked to consider whether 
‘dependent’ in a superannuation scheme trust deed included 
persons dependent on a deceased member but not fi nancially 
dependent. However, the court did not decide the question, 
fi nding that the Superannuation Complaints Tribunal had 
nevertheless considered facts pertaining to non-fi nancial 
dependency when making its decision.

An Australia Post worker died in a vehicle accident (the member) and upon his death 
a benefi t was payable to his dependants under the Australia Post Superannuation 
Scheme (the Scheme). The member died intestate and without having nominated 
a recipient for the death benefi t payment. The Scheme’s trustee decided to pay 
25 per cent of the benefi t to the member’s infant child and 75 per cent of the 
benefi t to the child’s mother, who had been living with the member for two years. 
The member’s parents applied to the Superannuation Complaints Tribunal (SCT) for 
a review of the trustee’s decision. The SCT affi rmed the trustee’s decision and the 
parents appealed to the Federal Court.

The parents raised two primary issues: that ‘in any way dependent’ in the trust 
deed was not confi ned to fi nancial dependency but included emotional dependency, 
and that the SCT’s role was to review the trustee’s decision de novo.

On the fi rst issue, the court held that it was unnecessary for the court to determine 
whether notions of ‘dependency’ in the trust deed were confi ned to fi nancial 
dependency. According to Justice Moore, the SCT discussed various aspects of the 
relationship between the member and his parents and had not stated that it would 
only consider fi nancial dependency. The SCT’s decision indicated that it considered 
the parents could be potential benefi ciaries notwithstanding its conclusion that 
they were not fi nancially dependent on the deceased.

On the second issue, the court held that the SCT was not bound to decide afresh 
how the benefi t should be distributed. The SCT’s task is to determine whether the 
trustee’s determination was unfair or unreasonable and the SCT need only make its 
own fi ndings suffi cient to make that determination.
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This case provided the court with an opportunity to clarify 
whether the meaning of ‘dependent’ in superannuation law is 
confi ned to notions of fi nancial dependency, however the court 
chose not to do so. Nevertheless, superannuation law 
practitioners generally limit the term to fi nancial dependency 
when compared with relationships of ‘interdependency’ dealt 
with in section 10A of the Superannuation Industry (Supervision) 
Act 1993 (Cth), which includes domestic support and personal 
care as relevant factors, as well as fi nancial support.
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MISCELLANEOUS

Green light for litigation funding

Case Name:
Campbell’s Cash & Carry Pty 
Ltd v Fostif Pty Ltd

Citation:
[2006] HCA 41, High Court 
of Australia per Gleeson CJ, 
Gummow, Kirby, Hayne and 
Crennan JJ with Callinan and 
Heydon JJ dissenting.

Date of Judgment:
30 August 2006

Issues:
•   Are litigation funding 

arrangements contrary to 
public policy?

•   Representative proceedings 
(also known as class 
actions)

In this decision, the High Court of Australia held that litigation 
funding arrangements do not constitute automatic grounds for 
proceedings to be stayed. This outcome may be of concern to 
insurers, corporations and their directors who are likely to bear 
the burden of defending many of the actions fi nanced by 
litigation funding companies. Prior to this decision there was 
uncertainty as to what elements of a litigation funding agreement 
might render it contrary to public policy and an abuse of process.

Historically, the common law in Australia has prohibited maintenance (supporting 
litigation, regardless of the reason) and champerty (supporting litigation in 
exchange for a share of the proceeds of that litigation) on the basis that they are 
contrary to public policy. Maintenance and champerty have now been abolished as 
crimes and torts by legislation in most Australian jurisdictions (NSW, Victoria, 
South Australia and ACT). 

In New South Wales the relevant legislation is the Maintenance, Champerty and 
Barratry Abolition Act 1993 (NSW) (the Abolition Act). While the Abolition Act 
abolished the crimes and torts of maintenance and champerty, it is clear from that 
Act that the questions of maintenance and champerty are not to be regarded as 
always legally irrelevant and that considerations of public policy and illegality can 
still arise in connection with contracts providing for, or dealing with, maintenance 
or champerty. In this decision, the High Court considered the proceedings 
described below to determine whether the Abolition Act and the common law 
together effectively prevent the use of litigation funding arrangements. 

Seven tobacco retailers brought separate representative proceedings against 
tobacco wholesalers. The retailers claimed a refund of state licensing fees they had 
paid to wholesalers, following the High Court’s ruling in Ha v State of New South 
Wales (1997) 189 CLR 465 that the tobacco licensing schemes of the states and 
territories were invalid. In each of the proceedings before the High Court a named 
retailer sought to enforce the right to the refund on behalf of itself and on behalf of 
a class of further retailers. The proceedings were fi nanced by a litigation funding 
company, Firmstones Pty Ltd (Firmstones), on the basis that it would take one-third 
of the proceeds if the case was successful.

At fi rst instance, Justice Einstein of the New South Wales Supreme Court held that 
the proceeding was an abuse of process and fell outside the court rules permitting 
representative proceedings. The Court of Appeal allowed the appeal and ordered 
the proceedings to continue as representative proceedings. The Court of Appeal 
found that neither Firmstones’ role in connection with the litigation nor the 
particular funding arrangements justifi ed staying the proceeding. 
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The High Court granted special leave to appeal and was required to consider 
two issues: 

•   First, had the relevant procedural provisions as to representative proceedings 
been complied with?

•  Second, if they had been complied with, should the proceedings nevertheless 
be stayed because the arrangements for funding and managing the litigation 
were contrary to public policy or an abuse of process?

The retailers failed on the fi rst point and the High Court upheld the wholesalers’ 
appeal on the question of whether the proceedings should continue as 
representative proceedings because the requirements of the NSW Supreme Court 
Rules were not met. 

However, by a 5:2 majority, the High Court held that the funding arrangements 
were not contrary to public policy and were not an abuse of process. In a joint 
judgment on the issue, Justices Gummow, Hayne and Crennan, with whom Chief 
Justice Gleeson and Justice Kirby agreed, made the following points:

•  After analysing the development of the law of maintenance and champerty, the 
Justices concluded that there is no general public policy rule against the 
maintenance of actions. If such a rule once existed, it has long since been 
abandoned. Their Honours noted that any rule against maintenance and 
champerty had been qualifi ed by legislation enacted in the insolvency context 
and the recognition of insurers’ rights of subrogation. Further, their Honours 
considered that, if litigation funding is not criminal or tortious, there could be 
no foundation for a conclusion that it is contrary to public policy.

•  The particular complaints by the wholesalers that Firmstones had sought out 
claimants, exercised a great degree of control over the proceedings and bought 
the rights to litigation to obtain profi t were not, either alone or in combination, 
contrary to public policy and did not result in an abuse of process. Their 
Honours held that many people seek to profi t from assisting in litigation, and 
seeking out and encouraging litigation could only be contrary to public policy if 
there were still a rule against maintaining actions. In the absence of such a 
rule, either in crime or in tort, there was no foundation to conclude that 
maintaining an action could be contrary to public policy. 

•   Moreover, fears concerning the adverse effects on the processes of litigation and 
the fairness of the agreement between the litigation funder and the plaintiff are 
not suffi cient to justify an ‘overarching rule of public policy’ that would prohibit 
funded actions or require funding agreements to meet particular standards 
concerning the funder’s degree of control or reward. Such a rule ‘would take too 
broad an axe to the problems that may be seen to lie behind the fears’. 
Similarly, fears for the administration of justice (for example, that the litigation 
funder might infl ame the damages or suppress evidence) can be adequately met 
by existing doctrines of abuse of process. Fears that lawyers might fi nd 
themselves in positions of confl ict are also adequately addressed by the existing 
rules regulating their duties to the court and clients. 

•   Importantly, their Honours considered it neither necessary or appropriate to 
consider the position in jurisdictions where maintenance and champerty 
continue to be torts or crimes.



103

A major focus of the reasoning of Justice Kirby, who also formed part of the 
majority on this issue, was that litigation funding and representative proceedings 
do, in appropriate circumstances, provide access to justice for plaintiffs who would 
not otherwise be able to enforce their legal rights.

The appeal of the wholesalers on the second point was dismissed by a majority of 
5 to 2. 

In their strongly worded dissenting judgment, Justices Callinan and Heydon 
expressed concern that, in reality, the court process had been used as a mechanism 
to make large profi ts for a third party which was unconnected with the dispute, had 
almost complete control of the proceedings, and had encouraged the existence of a 
dispute that would not otherwise have existed.

The uncertainty as to whether a particular litigation funding 
agreement would be stayed on public policy grounds has now 
been largely removed, at least in NSW, Victoria, South Australia 
and the ACT, where the torts of maintenance and champerty 
have been abolished. The position remains unclear in the 
remaining jurisdictions. The High Court’s decision is likely to 
further encourage funded cases, particularly in class actions 
which may be seen as offering a large return for litigation 
funders. This may also result in the proliferation of litigation 
funding companies operating in Australia. Over time, insurers 
will need to assess whether the increased likelihood of litigation 
against corporate insureds justifi es an increase in insurance 
premiums. It remains to be seen whether insurance litigation 
products, which are not commonly available in Australia, might 
be developed and provided in Australia in the future as a result 
of this High Court decision and as the use of litigation funding 
arrangements becomes more widespread.



104

MISCELLANEOUS

Legal expenses insurance – insurer’s right to 
production of insured’s privileged documents

Case Name:
Winterthur Swiss Insurance Co 
& Ors v AG (Manchester) Ltd 
(in liquidation) & Ors

Citation:
April, 12 2006 QBD (Comm) 
per Aikens J

Date of Judgment:
12 April 2006 

Issues:
•   Legal expenses insurance
•   Insurer’s contractual right 

to access its insured’s 
privileged documents.

•   Common interest privilege

In this case, the English High Court considered whether providers 
of ‘After the Event’ legal expenses insurance were entitled to 
privileged documents held by solicitors on behalf of the insured 
claimants. Justice Aikens held that the claimants could use 
common interest privilege as a sword to gain access to the 
documents. Access was also granted pursuant to the terms of 
the policy.

The National Insurance & Guarantee Corporation Limited (NIG) underwrote ‘After 
the Event’ legal expenses insurance (ATE policies) in connection with a litigation 
funding scheme operated by AG (Manchester) Limited (TAG) (the scheme). NIG 
effectively delegated to TAG the underwriting and claims handling of the ATE 
Policies. To ensure the profi tability of the Scheme, TAG would only issue an ATE 
Policy to claimants who had a greater than 50 per cent chance of recovering 
£1500 or more. 

Despite a four-stage vetting system (including separate assessment of the claims by 
TAG, a specialist investigation fi rm, Rowe Cohen (a specialist vetting solicitor fi rm) 
and TAG’s panel solicitors), the scheme remained unprofi table and NIG suffered 
large losses. Proceedings were commenced with NIG alleging that its losses were as 
a result of breaches of contract and duty by TAG, Rowe Cohen and the panel 
solicitors. Winterthur Swiss Insurance Company was involved as assignee under two 
deeds of assignment by NIG in favour of Winterthur.

As a preliminary issue, Justice Aikens was required to determine whether the 
claimants were entitled to production of the fi les held by the panel solicitors in 
connection with the scheme claims for which they had been retained or whether 
such fi les (which contained information relating to the insured claimants’ 
(the ATE claimants) claims) were subject to legal professional privilege.

The decision
The documents being sought fell into two categories: the fi rst consisted of 
documents created before the ATE policy for a particular claim came on risk; the 
second consisted of documents created after inception. Regarding the fi rst 
category, Justice Aikens accepted the claimants' submissions that even if litigation 
privilege applied to the documents, the privilege would be that of the insurer, NIG, 
not that of the ATE claimant. This was because it was NIG, through its agent, TAG, 
that had required the production of such documents. They involved legal advice 
obtained for the purpose of vetting the claims.
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Regarding the post-ATE policy documents, Justice Aikens found that the 
documents were the subject of litigation privilege but granted the claimants access 
to those documents on two grounds. Firstly, he held that NIG had a contractual 
right under the ATE policy (pursuant to the subrogation clause) to demand that the 
ATE claimant give it access to the relevant pre- and post-ATE policy documents. 
NIG’s contractual right to access overrode any right to litigation privilege.

Secondly, Justice Aikens accepted that the claimants could use common interest 
privilege as a sword to gain access to the documents. The relevant principle is that 
if party B has a suffi ciently common interest in communications that are held by 
party A, then party B can obtain disclosure of those communications from party A 
even though, as against third parties, the communications would be privileged from 
production by virtue of legal professional privilege. Given that the ATE claimant and 
NIG were at all times in the relationship of insurer and insured, and given that the 
relationship continued after payment of indemnity due to the insured’s obligations 
in relation to the insurer’s rights of subrogation, Justice Aiken was satisfi ed there 
was a suffi cient community of interest for the principle to apply.

Winterthur was permitted access to the documents pursuant to the rights that had 
been assigned to it by NIG.

Whilst this is an English case and therefore not binding authority 
in Australia, the principles are equally applicable under the 
common law and the Evidence Act 1995 (Cth). Section 130 of 
the Evidence Act expressly recognises common interest 
privilege. The authority is of interest to insurers involved in 
litigation funding arrangements. It may be prudent for insurers, 
where practicable, to obtain express rights of access to 
privileged material concerning the claim over which insurance 
is provided. 
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MISCELLANEOUS

When is legal professional privilege waived?

Case Name:
Ghamrawi & Anor v 
GIO General Limited

Citation:
[2005] NSWCA 467 per Giles 
and Ipp JJA and Brownie AJA

Date of Judgment:
16 December 2005

Issues:
•   Disclosure of prior refusal of 

insurance claim
•   Waiver of legal professional 

privilege

In this case, the New South Wales Court of Appeal considered 
whether legal professional privilege was lost when legal advice on 
a prior insurance claim was given by the claimants to the 
insurer’s investigator.

Mr and Mrs Ghamrawi made a claim under their insurance policy (the policy) with 
GIO General Limited (GIO) after their property was damaged by fi re. GIO denied the 
claim as the Ghamrawis had not disclosed the refusal by NRMA Insurance Ltd 
(NRMA) of a previous insurance claim for motor vehicle theft.

The Ghamrawis had received written advice from a barrister dated 13 October 
2000 that stated NRMA had refused the claim as it was a ‘fraudulent claim’. 

The barrister’s advice, along with other documents, was provided to an investigator 
and was admitted into evidence at the hearing. The Ghamrawis argued that the 
advice was inadvertently and carelessly handed over and therefore privilege was 
not waived. 

The trial judge found that the prior claim had not been disclosed to GIO and that 
its liability was, accordingly, reduced to nil. The Ghamrawis appealed on the basis 
that the trial judge should not have admitted the advice into evidence.

The Court of Appeal held that the advice was relevant to establish that 
Mrs Ghamrawi knew the reason for the NRMA refusal prior to taking out the GIO 
insurance. Mrs Ghamrawi gave evidence at trial that it was not until 2003 (the GIO 
policy had been taken out in February 2001) when questions of fraud arose. 

It was held that privilege was waived when the advice was provided to the 
investigator. The court did not accept the advice was provided by mistake, stating 
that the intention was to give the advice to the investigator. Indeed, counsel for the 
Ghamrawis said the Ghamrawis were ‘not taking any chances being told they didn’t 
disclose anything so they gave [the investigator] the whole fi le that they had’. The 
court noted that inadvertent provision of a document can leave privilege intact, if it 
can be reinstated.  

This case illustrates that care needs to be taken by insureds 
and their brokers when providing documents to insurers to 
ensure that privileged documents are not mistakenly provided 
where fraud is involved, the principle that there is no confi dence 
in an inquiry, as examined in the recent Australian Wheat Board 
litigation may preclude the ability to rely on legal professional 
privilege. 
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MISCELLANEOUS

Liability of an employer for the negligent 
actions of an independent contractor

Case Name:
Sweeney v Boylan Nominees 
Pty Limited

Citation
[2006] HCA 19, High Court of 
Australia per Gummow, Kirby, 
Hayne, Heydon and Crennan JJ

Date of Judgment:
16 May 2006

Issues:
•   Employer responsibility 

for the actions of an 
independent contractor 

•    Scope of vicarious liability

In this case, the most recent in a string of decisions concerning 
similar issues, the High Court of Australia considered the 
distinction between employee and independent contractor and 
the liability of an employer for the negligent actions of an 
independent contractor.

The appellant, Mrs Sweeney, was injured when she opened a refrigerator at her 
local service station and the door fell off and hit her on the head. The respondent, 
Boylan Nominees Pty Limited (the company), was the owner of the refrigerator and 
had leased it to the service station. About fi ve hours before the accident, the 
service station owner had informed the respondent that the door was faulty and 
needed to be fi xed. The company sent a mechanic to repair the refrigerator door. 
After completing the repairs, the mechanic demonstrated to the service station 
manager that the door was working properly. The company maintained that the 
mechanic was not its employee, but was an independent contractor and therefore 
could not be taken as acting for the company.

The issue before the High Court was whether the company was liable for the 
negligence of the mechanic. Central to this question was a determination by the 
court of whether the relationship between the company and the mechanic was that 
of employment or independent contract.

In dismissing Mrs Sweeney’s appeal, the majority of the court accepted that the 
mechanic was an independent contractor and, as such, the company was not liable 
for the mechanic’s actions. This conclusion of the court was supported by the 
following factors:

•   the mechanic conducted his own business;
•   the mechanic invoiced the company for each job he did;
•   the mechanic had his own workers’ compensation and public liability insurance 

(insurance which the company was concerned to verify);
•   the mechanic provided his own van for transportation (even if the company’s 

name was advertised on the van);
•   the company did not provide the mechanic with a uniform, tools, equipment or 

a vehicle, although it did at times refer to him as ‘our mechanic’; and
•   the company did not contribute superannuation or pay him wages.
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The majority of the court (Justice Kirby dissenting) also rejected the notion that the 
company should be found vicariously liable for the actions of the mechanic on the 
basis that he had acted as a ‘representative’ of the company in performing the 
repair work.

This case confi rms that a company will not ordinarily be held 
liable for the negligent actions of an independent contractor, 
particularly in circumstances where the company does not 
control the way in which the contractor works. The decision is 
relevant for insurers as it limits the ability of plaintiffs to seek 
recovery from an insured company in circumstances where 
the contractor concerned cannot readily be identifi ed or is 
not insured.



109

CIVIL LIABILITY AND TORT REFORM

Civil liability tort reform – an overview

The past 12 months has seen an increase in the frequency with which the superior 
state courts have been asked to determine matters to which the recent legislative 
reform of civil liability applies. Prior to 2006, these matters were chiefl y dealt with 
at the District Court level. Now, it is possible to observe a greater volume of judicial 
interpretation in connection with the various civil liability Acts and their associated 
tort reform legislation. Some of the most illuminative decisions have come from 
Justice Ipp in the New South Wales Court of Appeal. Justice Ipp presided over the 
Review of the Law of Negligence that was reported in detail in the Annual Review 
of Insurance Law 2002 and his Honour has referred frequently in his decisions to 
the recommendations of that Review and the principles that drove legislative tort 
reform in 2002. Although his Honour’s colleagues on the bench frequently adopt 
his Honour’s analysis and fi ndings, that was not always the case in 2006.

It is still too early to state any universal principles accepted and applied by the 
courts in relation to the new legislation. During 2006 there was very little or no 
judicial consideration of the tort reform legislation in the southern states or in 
Western Australia. By a large margin, New South Wales and Queensland saw the 
greatest number of reported decisions in this area. Notwithstanding that many of 
the legislative provisions remain untested, and that the application of the 
legislation to particular circumstances will invariably turn on the facts of each case, 
identifi ed below are some trends in judicial interpretation observed over the course 
of 2006.

As there are few similarities between the legislation in New South Wales and that 
in Queensland, we consider each in turn.
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New South Wales
Applying the legislation on its terms – full force and effect given to exclusions

There have been some recent attempts to persuade courts that, despite clear 
language, the legislation was not intended to exclude certain liability from the 
operation of the legislation. The courts have not been so persuaded.

    Booksan Pty Ltd, Jaymay Constructions Pty Ltd v Wehbe, Elmir & Others; 
GIO General Ltd and & GIO Workers Compensation (NSW) Ltd v Wehbe, Elmir & 
Others [2006] NSWCA 3 – Quoting from the Review of the Law of Negligence, 
Justice Ipp led the Court of Appeal in holding that regardless of the manner in 
which a claim is framed, if it is a claim for damages for harm resulting from 
negligence then a defence of contributory negligence is available. Here, a claim 
based on a breach of statutory duty was still one to which the Civil Liability Act 
2002 (NSW) applied.

    Russell v Edwards & Anor [2006] NSWCA 19 – Justice Ipp here dealt with a 
novel argument regarding the provisions of the Civil Liability Act that restrict a 
person’s right to damages where the person is intoxicated and would not 
otherwise have suffered harm. Those provisions do not apply where the 
intoxication was not self-induced. It was argued that ‘self-induced’ does not 
include a young person becoming drunk because of their inexperience with 
alcohol. The Court of Appeal unanimously rejected that argument.

    Fuz v Carter [2006] NSWSC 771 – The Supreme Court was asked to consider 
the exclusion from the Civil Liability Act that applies to civil liability in respect 
of an intentional act done to cause injury or death. The court held that it is not 
necessary for a party relying on the exclusion to prove that there was intent to 
cause the same injury as the one that resulted from the intentional act. It is 
suffi cient if the relevant act was intended to cause some injury. In this case, 
pushing a person down a fl ight of stairs need not have been intended to cause a 
head injury in order to be caught by the exclusion.

    Bujdoso v State of NSW [2006] NSWSC 896 – The Supreme Court was again 
asked to construe the exclusion relating to intentional acts. The court held that 
the intentional act in question need not be that of the person who is found 
liable. Hence, in this case, the State of New South Wales was liable for a 
prisoner’s injuries, notwithstanding that it was in fact other prisoners, and not 
the State, that intended to cause harm.
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Appeals based on apparent disregard of the legislation 
– applying the correct test
There have also been several attempts to circumvent the operation of the tort 
reform legislation by arguing that a trial judge has not expressly referred to, or has 
not expressly applied, the tests required by the legislation. Those attempts have 
also been unsuccessful.

    Guides Australia Inc v McMartin [2006] NSWCA 20 – It was argued before the 
Court of Appeal that the trial judge’s reference to the provisions of the Civil 
Liability Act merely paid ‘lip service’ to its provisions and failed to take into 
account the matters required by it. This argument was rejected by the Court of 
Appeal, which added that it is not necessary or practical for every aspect of a 
trial judge’s reasons to be referred to in the precise order in which the judge 
considered it.

    Haris v Bulldogs Rugby League Club [2006] NSWCA 53 – Although this appeal 
was largely concerned with challenging fi ndings of fact by the trial judge, it was 
also submitted that an express reference by the trial judge to only one provision 
of the Civil Liability Act demonstrated that she had failed to apply the tests 
required by other provisions to which she did not expressly refer. The Court of 
Appeal rejected that argument, fi nding that the trial judge’s reasons made clear 
that she had applied the tests required by the other provisions of the legislation, 
despite not expressly referring to them.

    Drinkwater v Howarth [2006] NSWCA 222 – It was argued before the Court of 
Appeal that the consideration by a trial judge of whether a risk was ‘far-fetched 
or fanciful’ demonstrated a material failure to take into account a risk that was 
‘not insignifi cant’, as required by the Civil Liability Act. The Court of Appeal 
rejected this argument. This decision is also signifi cant because of comments 
made obiter dicta by two of the appeal judges to the effect that a positive 
negligent act, such as failing to take precautions, may amount to an intentional 
act that is excluded from the operation of the legislation.

    Jopling v Isaac [2006] NSWCA 299 – It was suggested in this case that the 
injured party’s evidence of economic loss was insuffi cient and the trial judge 
had therefore erred in awarding an economic loss ‘cushion’ because the criteria 
set out in the Civil Liability Act could not be satisfi ed. The Court of Appeal 
disagreed and found that a careful analysis of the trial judge’s reasons 
demonstrated that the plaintiff’s most likely future circumstances had been 
taken into account, as required by the legislation.
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Obvious risks and dangerous recreational activities

In 2006 there were some attempts at clarifying what might amount to an obvious 
risk and what constitutes a dangerous recreational activity in particular 
circumstances. It is diffi cult to identify guiding principles from the decisions and it 
is not yet possible to make any general pronouncements about the scope of this 
aspect of the legislation, beyond the specifi c activity considered in each case. 
Having said that, the following cases demonstrate that the courts will not readily 
infer that any particular recreational activity is dangerous, and are even less willing 
to infer that any particular injury which may result from that recreational activity is 
an obvious risk. 

    Falvo v Australian Oztag Sports Association & Anor [2006] NSWCA 17 – The 
Court of Appeal disagreed with the fi nding of a trial judge that a form of touch 
rugby known as Oztag was a dangerous recreational activity. A sport that had a 
signifi cant risk of an insignifi cant injury, it found, could not be said to be 
dangerous. Games such as Oztag that involve a degree of athleticism with no 
tackling and no risk of being struck by a hard ball are not dangerous 
recreational activities.

     Eutick v City of Canada Bay Council [2006] NSWCA 30 – Consistent with the 
decisions referred to in the previous section, the Court of Appeal dismissed a 
claim involving the obvious risk presented to a pedestrian by a lip in the 
roadway she was crossing, notwithstanding that the trial judge had not expressly 
cited and applied the elements required by the Civil Liability Act.

    Fallas v Mourlas [2006] NSWCA 32 – It might be thought obvious that 
participating in ‘spotlighting’ (the act of shooting kangaroos at night, aided by a 
vehicle equipped with spotlights) is a dangerous recreational activity. However, 
the three judges of the Court of Appeal took three separate approaches in 
considering that issue. They were also divided (differently) in deciding whether 
the risk that the plaintiff would be shot while holding the spotlight was an 
‘obvious risk’. In a split decision, the Court of Appeal found that the activity was 
dangerous, but the particular risk that emerged was not obvious.

    Great Lakes Shire Council v Dederer [2006] NSWCA 101 – The Court of Appeal 
was asked to determine the liability of a roads authority and a local council for 
injuries sustained by a young boy who had dived off a bridge despite seeing 
signs to the effect that diving was prohibited. The Civil Liability Act applied only 
to the council’s liability and the Court of Appeal had no diffi culty in fi nding that 
diving from the bridge was a dangerous recreational activity and the risk of 
injury should have been obvious, even to a 14-year-old boy. By contrast, the 
roads authority was found liable based on it's particular knowledge of the risk. 
This liability, however, was determined under common law as the action was 
commenced before the commencement of the Civil Liability Act. 
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    CG Maloney Pty Ltd v Hutton-Potts & Anor [2006] NSWCA 136 – The Court of 
Appeal again demonstrated a divergence of opinion on the issue of obvious risks 
when considering the unremarkable facts of this slip and fall case. One of the 
three appellate justices embarked on a detailed analysis of the place of obvious 
risk in negligence law and the changes brought about by the tort reform 
legislation. However, this analysis was not supported by his Honour’s two 
colleagues, who merely remarked that as there was no obvious risk in this case, 
the Civil Liability Act had no application.

    Lormine Pty Ltd v Xuereb [2006] NSWCA 200 – The Court of Appeal was 
unanimous, however, in rejecting arguments that being knocked overboard by a 
wave while dolphin-watching was either an inherent risk of dolphin-watching or 
an obvious risk of a dangerous recreational activity.

    Smith v Perese & Ors [2006] NSWSC 288 – Similarly, the Supreme Court had 
no diffi culty fi nding that the mere fact that a person was injured while spear-
fi shing did not mean that this was a dangerous recreational activity, or that 
being run over by a motor boat was an obvious risk.

Reasonable prospects

There were some further decisions in 2006 providing clarifi cation of the legislative 
requirement imposed on legal practitioners that they do not act in the pursuit or 
defence of a claim for damages unless it has, based on provable facts and a 
reasonably arguable view of the law, reasonable prospects of success.

    Eurobodalla Shire Council v Wells & Ors [2006] NSWCA 5 – A solicitor and 
barrister were together pursued for indemnity costs in acting on a claim for 
damages that had, in the words of the Court of Appeal, ‘no redeeming features’. 
The court found that the case at fi rst instance was ‘hopeless’ and that the 
absence of requisite evidence from the plaintiff should have been obvious to her 
solicitor and barrister. The Court of Appeal chose to exercise its discretion to 
make a costs order against the legal practitioners in this case because it 
involved no question of diffi cult law and no regard was had to the facts 
necessary to prove the case. Further, in pursuing an appeal when the plaintiff 
had lost at fi rst instance, the lawyers had been, in the court’s words, ‘reckless’.

    Groth v Audet [2006] NSWCA 48 – The Court of Appeal has clarifi ed that the 
effect of failing to fi le a certifi cate as to reasonable prospects, as required by 
the legislation, will not necessarily invalidate the proceedings. It held that the 
intention of the legislation is to produce consequences for the legal practitioner 
rather than for their client, against whom no automatic sanction should apply.
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Public authorities and roads authorities

Tort reform legislation has enabled public authorities such as local councils to 
invoke, in their defence of civil liability claims, principles concerning the limited 
resources available to them and functions required to be exercised by them. Some 
recent decisions suggest that the effect of these provisions are not yet fully 
understood by these authorities, nor injured parties who seek to recover damages 
from them.

    Port Stephens Council v Theodorakakis [2006] NSWCA 70 – The Court of 
Appeal made clear in this case, concerning a trip and fall on a footpath, that if 
a local council intends to invoke the statutory protection offered by the Civil 
Liability Act in its defence then it must, as a matter of procedural fairness, 
clearly and fully refer to those provisions.

    T & H Fatouros Pty Ltd v Randwick City Council [2006] NSWSC 483 – A council 
successfully re-opened a case and sought to persuade the Court of Appeal that 
the plaintiff had failed to establish that the council’s approval of a dangerous 
stairway was so unreasonable that no similar authority would have approved it. 
Unfortunately for the council, this strategy backfi red and the Court of Appeal 
found that council offi cers were well placed to identify the risks posed by the 
stairway and that no council could have reasonably considered approval of the 
stairway to be a reasonable exercise of its functions.

    Porter v Lachlan Shire Council [2006] NSWCA 126 – The Civil Liability Act 
affords special non-feasance protection for road authorities in connection with 
roadwork. It was submitted before the Court of Appeal that work performed on a 
grassy nature strip, between a footpath and the gutter, was not ‘roadwork’. The 
Court of Appeal fi rmly rejected that argument.

    Turner v AAMI & RTA [2006] NSWSC 1292 – In another decision concerning 
the protection afforded to roads authorities, the New South Wales Supreme 
Court found that when account was taken of the accident history in the relevant 
area, the roads authority was undeniably aware of the risks posed by the road 
surface. This negated any statutory protection from liability.

Queensland
Notices of claim

There were a considerable number of cases in 2006 concerning procedural matters 
under the Personal Injuries Proceedings Act 2002 (Qld). The majority of these 
decisions relate to the consideration of what constitutes a reasonable excuse for 
delay in serving a notice of claim under the legislation. There are no guiding 
principles that can yet be deduced from these decisions, which turn on their 
particular facts. Similarly, there have been decisions regarding the effect of failing 
to serve a complying notice of claim and also on the defendant’s duty to provide 
information to the plaintiff. It is possible to observe, however, that the courts have 
not been prepared to apply the legislative provisions strictly and without regard to 
the individual circumstances of the parties, so that non-compliance with the 
requirements of the legislation will not necessarily be fatal to the proceedings.
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Injuries in circumstances where employment is a factor

There has been some argument before the courts in relation to the interaction 
between the civil liability tort reform legislation, on the one hand, and the existing 
workers’ compensation legislation, on the other hand. Two Court of Appeal 
decisions are particularly signifi cant: Newberry v Suncorp Metway Insurance Ltd 
[2006] QCA 48 and King v Parsons [2006] QCA 49. In both of these cases the 
Court of Appeal considered whether the Civil Liability Act 2003 (Qld) applied to 
claims for damages in respect of injuries incurred during the course of employment 
where the worker was ineligible for compensation under the Workers’ Compensation 
and Rehabilitation Act 2003 (Qld). In each case, the Court of Appeal concluded 
that the fact that the workers’ employment was a ‘signifi cant contributing factor’ to 
the injury meant that a relevant exclusion contained in the Civil Liability Act 
was applicable.

In Watkin v GRM International Pty Ltd [2006] QCA 382, the intriguing argument 
was put that because the Personal Injuries Proceedings Act excludes claims 
regulated by the workers’ compensation legislation, then despite the fact that the 
workers’ compensation legislation excluded a person’s right to recover damages, the 
Personal Injuries Proceedings Act was not able to be used to provide alternative 
recourse. The Court of Appeal found that this argument misconstrued the interaction 
of the two statutes and that, in fact, the workers’ compensation legislation did not 
apply to some claims by workers against employers in which case Personal Injuries 
Proceedings Act might apply. Unfortunately for the worker in this case, the claim 
was not within those exceptions and the workers’ compensation legislation 
prevented the claim from proceeding.

The effect of a change to the law

There are two further Queensland cases from 2006 that are worthy of note. They 
clarify how parties’ rights are affected when another court contemporaneously 
hands down a judgment on the same issue at law.

    Kriz v King & Anor [2006] QCA 351 – In 2005, the High Court handed down its 
decision in CSR v Eddy [2005] HCA 64, ruling that a person who is injured and 
therefore cannot provide gratuitous services to another is not entitled to recover 
the commercial value of those services. Some 10 days later, the trial in this 
matter proceeded but without apparent regard to the legal principles decided by 
the High Court. The evidence at trial did not adequately distinguish between the 
assistance given to the injured plaintiff and the assistance given to her family 
that would otherwise have been given by the plaintiff. The Court of Appeal was 
reluctant to reopen the matter and conduct a fact-fi nding exercise that was not 
done at trial. Instead, it found that the reasons given by the trial judge were 
suffi cient to show that the principles of CSR v Eddy had been applied and there 
was no suggestion that assistance provided to the plaintiff’s family formed a 
signifi cant, or any, part of the award given by the court. 
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    Clark v Hall & Anor [2006] QSC 274 – In this matter, an award was made in 
favour of the plaintiff, but the judgment was not entered so that each party 
could check that the judge’s arithmetic was correct. Three days later, while the 
arithmetic was being checked, the Court of Appeal handed down its decision in 
Kriz v King & Anor. There was no arithmetical error in the Supreme Court 
judgment, but the parties disagreed as to the effect of the Court of Appeal’s 
decision. In the interests of the ‘proper administration of justice’, the Supreme 
Court altered its decision in relation to the plaintiff’s entitlement to domestic 
assistance, but it retained its original reasoning in the published reasons, in the 
interests of transparency.

Most civil liability cases that are currently before the superior courts are still 
concerned with pre-tort reform liability. Nevertheless, in the next 12 months there 
will likely be a greater number of cases concerning the interpretation and application 
of the legislation, including those provisions that have not yet been tested by the 
courts. Moreover, we might expect to see a greater focus on provisions such as 
those relating to intentional torts, where litigants have already demonstrated that 
they are prepared to test the scope of the legislation. In the meantime, it is worth 
noting the following observation by Justice Bryson in the New South Wales Court of 
Appeal in CG Maloney Pty Ltd v Hutton-Potts & Anor [at 177]:

     The application of each particular provision should be considered in its statutory 
context and in relation to the facts of each particular case in which a litigant claims 
to rely on it.. Broad views and insights based on them should be deferred until there 
has been a signifi cant accumulation of judicial experience on the operation of 
these provisions.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

APRA Stage 2 reforms

Following a period of extensive consultation with the insurance industry.1 APRA 
released new Prudential Standards as part of its General Insurance Stage 2 
Reforms in February, March, May and September this year.

The new Prudential Standards that came into effect for general insurers from 
1 October 2006 were:

•  Governance – GPS 510;
•  Fit and Proper – GPS 520;
•  Risk Management – GPS 220;
•  Reinsurance Management – GPS 230; and
•  Audit and Actuarial Reporting and Valuation – GPS 310.

Closely tracking these new Prudential Standards has been the Outsourcing 
Prudential Standard GPS 231, which has been revised to take effect from 
1 April 2007.

Also new are Prudential Standards for Capital Adequacy (GPS 110) and Assets in 
Australia (GPS 120) effective from 1 January 2007 and a new prudential practice 
guide in respect of custody arrangements (GPG 232) released with effect from 
October 2006.

These new standards bring about changes across the full spectrum of an insurer’s 
operations, fl owing from the board’s role in establishing the appropriate governance 
and monitoring standards to the increasing signifi cance of risk and fi nancial 
management, as well as the audits and actuarial reporting functions and valuations 
for an insurance organisation.

APRA also issued Prudential Standards for life insurers in respect of Governance 
(LPS 510) and Fit and Proper (LPS 520). These mirror the governance and fi t and 
proper standards issued for general insurers in most respects.

A principles-based approach to prudential regulation
These new standards refl ect APRAs’ desire to move towards principles-based 
regulation of insurers, which is designed to provide more fl exibility to supervised 
institutions and allow APRA supervisors to exercise their professional judgement to 
achieve sensible and effective prudential outcomes.2

1 APRA released its fi rst discussion paper Prudential Supervision of General Insurance – Stage 2 Reforms in November 2003. 

Following the receipt of a number of submissions and meetings with industry members, APRA released a further discussion paper 

about the Stage 2 Reforms on risk and fi nancial management in May 2005.

2 The Prudential Regulator at work – speech by John F Laker, Chairman, APRA, to the Australian Institute of Company Directors 

– 22 March 2006.
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The foundation of this principles-based approach is the existence of the new 
standards which focus on the outcomes sought by APRA. These standards are 
supported by separate and non-binding practice guides, setting out examples on 
how an insurer might meet the new standards. It is said that in this way a 
principles-based approach is able to accommodate the different compliance 
requirements for all organisations, regardless of their size and complexity 
of business.

Another feature of the new standards has been APRA’s move towards harmonisation 
of the prudential regulation of the different sectors in the fi nancial services industry 
so that these standards are consistent for authorised deposit-taking institutions 
(ADIs) and insurers.

Risk management
GPS 220, the Risk Management Prudential Standard, imposes signifi cant 
obligations on insurers to develop and closely monitor a risk management 
framework that covers all internal and external sources of risk that could have a 
material impact on an insurer’s business.

An insurer must submit a 3-year business plan to APRA after each annual review 
and when any material changes are made to it. An insurer’s approach to capital 
management for the proceeding three years also needs to be built into the 
Business Plan.

Risk management frameworks and strategy documents

The concept of a risk management framework is new, as in the past APRA referred 
to ‘risk management and control systems’. The risk management framework is 
described as the totality of systems, structures, processes and people within the 
insurer that identify, assess, mitigate and monitor all internal and external sources 
of risk that could have a material impact on an insurer’s operations. An insurer’s 
‘operations’ include operations in Australia and overseas through a branch.

The Risk Management Strategy (RMS) together with relevant risk management 
policies and procedures and clearly defi ned managerial responsibilities and controls 
form the Risk Management Framework. The RMS must also be approved by the 
Board, or in the case of a foreign insurer, by the senior offi cer outside Australia to 
whom authority has been delegated in accordance with the Governance Prudential 
Standards. It is to be submitted to APRA annually and when material charges are 
made to it. The Standard describes this document as being high level and strategic. 
However the reality is that the RMS must also be a comprehensive, well considered 
and complete strategy document that provides APRA with suffi cient confi dence that 
the insurer has covered the key elements of its Risk Management Framework.
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Material risks is redefi ned under the Standard and there are separate prudential 
practice guides that now deal with sub-categories of the risk.3 APRA has stated that 
these categories are more in line with how it supervises, and the main risk types 
facing, the industry.

The Standard imposes notifi cation obligations on an insurer to the extent to which 
it becomes aware of developments that materially affect its risk profi le. Notifi cation 
is also required if an event occurs which results in an amendment to its Risk 
Management Framework. Insurers are therefore required to have in place 
appropriate procedures to trigger notifi cation reporting under the Standard.

A RMS can be prepared on a group basis provided that the RMS deals with the risk 
management framework for each insurer in the group. Insurers that are part of an 
Australian or global corporate group, or a foreign general insurer, also need to 
include a summary of group policy objectives and strategies within their own RMS 
and describe whether or not the local RMS is derived wholly or partially from group 
risk management arrangements. They must also refer to relevant linkages and 
differences between the local RMS and group risk management arrangements and 
how they will report to the parent entity or head offi ce. A foreign insurer must also 
include a summary of the home regulator’s supervisory arrangements regarding risk 
management the RMS it submits to APRA.

Risk management declarations and notifi cations

The risk management declaration is not a new requirement per se, however the 
contents of the declaration are now different, including a requirement that the 
board and senior management confi rm that they are satisfi ed with the effi cacy of 
the processes and systems surrounding the production of fi nancial information by 
the insurer.

However, the fi nancial information declaration (FID) is a new requirement to be 
signed by the chief executive offi cer (CEO) and the chief fi nancial offi cer (CFO) in a 
form as per attachment B to the Standard. The CEO and CFO must declare that to 
the best of their knowledge and belief, having made appropriate enquiries that:

•   the fi nancial information the insurer has lodged with APRA has been prepared 
in accordance with the relevant legislation and regulation;

•  the information provided to the Approved Auditor and Approved Actuary is 
accurate and complete, consistent with the accounting records of the insurer 
and the true representation of the transactions for the year and the fi nancial 
position of the insurer; and 

•  the fi nancial information lodged with APRA is accurate and complete, 
consistent and represents a true and fair view of the transactions for the year 
and fi nancial position of the insurer. 

The FID may be submitted to APRA on or before the due date for the yearly 
statutory accounts.

3 The particular risk categories are now balance sheet and market risk, credit risk, operational risk, insurance risk, risks arising out 

of reinsurance arrangements, concentration risk and strategic and tactical risks that arise out of an insurer’s business plan. The 

Prudential Practice Guides are: GPG 250 – balance sheet and market risk; GPG 220 – credit risk; GPG 230 – operational risk; and 

GPG 240 – insurance risk.
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The Standard requires an insurer that conducts business outside of Australia to 
notify APRA in writing within 10 business days of it becoming aware that its right 
to conduct business or insurance business has been materially affected or ceased 
under a law of the jurisdiction in which the business is being conducted. 

The increasing importance of risk management and internal audit functions

The Standard highlights the signifi cance of the risk management and internal audit 
functions within a general insurer. The Prudential Practice Guide describes the way 
in which the internal audit function is anticipated to operate as well as some 
further comments in relation to best practice for the risk management function.

APRA envisages that insurers will:

•   have clearly defi ned roles for both internal and external audit consistent with 
the Audit and Actuarial Reporting and Valuation Prudential Standard;

•  have a methodology in place which would determine the scope and frequency of 
the internal audit of all elements of the Risk Management Framework;

•  enable the internal audit function to provide independent assurance to the 
board that internal control systems are in place and are operating effectively 
and that senior management are managing identifi ed risks; and

•  consider expanding the internal audit function to provide the board with 
assurance that the systems are appropriate in the context of the insurer’s 
particular business and size.

Risk management should have direct access to the relevant board risk committee or 
executive management independent of business operations or senior management. 
The degree of specialisation of the risk management function will refl ect the size 
and complexity of an insurer’s business. For smaller insurance operations, the risk 
management function could be made part of a broader set of responsibilities of a 
senior manager, but in doing so, an insurer would need to be comfortable that the 
creation of this role would not result in confl ict of duties or interests in the person 
responsible for risk management tasks.

Reinsurance standard
GPS 230, the Reinsurance Standard, introduces new reinsurance standards for 
general insurers.

The concept of the reinsurance management framework

In general, the new Standard requires that a general insurer has in place a 
reinsurance management framework and a documented reinsurance management 
strategy (REMS) together with sound reinsurance management policies and 
procedures and clearly defi ned managerial responsibilities and controls in respect 
of these activities.

The Standard requires that there be a clear link between an insurer’s Reinsurance 
Management Framework and its REMS and its Risk Management Framework and 
these must also be consistent with an insurer’s business plan.
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The reinsurance management framework must be reviewed by operationally 
independent and appropriately trained and competent staff. The frequency and 
scope of the review is to be determined according to factors such as the size, 
business mix and complexity of the insurer’s operations and the extent of any 
change to its business profi le or its risk appetite. The Prudential Practice Guide for 
Reinsurance (GPG 245) lists some of the issues that might be covered in a review.

The increased monitoring role of the board is evidenced by the requirement under 
this Standard that the board approve the REMS and be satisfi ed that:

•  the key elements of the reinsurance management framework including all 
policies, procedures, management responsibilities and controls are included in 
a REMS;

•  the reinsurance management framework is appropriate and provides reasonable 
assurance that the insurer’s reinsurance arrangements are being prudently and 
soundly managed, and, describes the comprehensive review that will be 
conducted as part of the risk management framework of the insurer.

The Prudential Practice Guide describes some of the policies and procedures that 
would form part of an insurer’s Reinsurance Management Framework including 
processes to identify the appropriate level of risk transfer, appropriate types of 
reinsurance arrangements to limit risks, principles for the selection of reinsurance 
counter-parties, including formal evaluation procedures, and identifi cation and 
management of aggregation of risk.

The REMS

The REMS is described as a high level and strategic document documenting the 
key elements of the reinsurance management framework including all relevant 
policies, procedures management responsibilities and controls. It must be submitted 
to APRA on an annual basis and when any material changes are made to it.

The reinsurance arrangement statement

The reinsurance arrangement statement is a new requirement for general insurers. 
It is designed to provide suffi cient information and inform APRA of an insurer’s 
reinsurance arrangements. APRA has indicated that it does not need to have a 
detailed listing of individual facultative arrangements as these and the process 
surrounding their use will be described in the REMS.

Industry was mixed in its support for this proposal as many felt it was onerous, 
interventionist and inconsistent with APRA’s stated intent for a principles-based 
approach. It was also said not to be consistent with the HIH Royal Commission 
Recommendation 30 calling for ‘random but frequent’ investigation into the 
reinsurance arrangements of general insurers.

When an insurer’s reinsurance arrangements are incepted on a common date, it 
must submit its reinsurance arrangement statement on an annual basis to APRA 
(within two months of the inception date). In circumstances where an insurer has 
multiple inception dates for its reinsurance arrangements, it will need to submit its 
reinsurance arrangement statement every six months. 
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Insurance groups may submit reinsurance arrangement statements and REMS as a 
group provided that APRA is satisfi ed that these adequately deal with the 
reinsurance arrangements of each insurer in that group.

The documentation of reinsurance arrangements

The Standard requires that the documentation of reinsurance arrangements by an 
insurer results in legally binding reinsurance arrangements. If an insurer does not 
comply, it risks APRA deducting the relevant reinsurance recoveries from the 
insurer’s Tier 1 Capital under Prudential Standard GPS 110 – Capital Adequacy.

At a minimum, an insurer must comply with the ‘two month’ rule and ‘six month’ 
rule. The ‘two month’ rule requires that, within two months after the inception of 
an insurer’s reinsurance arrangements, an insurer has a signed and stamped 
placing slip with or without slip wording (ie standard contractual wording) or a 
cover note issued by the participating reinsurer or reinsurance broker with systems 
in place to verify that the contents of the cover note are the same as the placing 
slips agreed between the insurer and the reinsurer.

The ‘six month’ rule provides that within six months after the inception date of an 
insurer’s reinsurance arrangements they must have in place a signed and stamped 
placing slip with slip wording and no outstanding terms or a full treaty contract 
wording that has been signed and stamped by all contracting parties.

APRA has indicated that its focus for the 2007 tripartite review will be reinsurance 
documentation. The Standard provides for reinsurance arrangements that pre-date 
the new Standard and will not be practical to document to meet the new 
requirements, an insurer may apply to APRA to have the relevant reinsurance 
arrangements treated as being compliant.

The reinsurance declaration

Insurers will need to provide an annual reinsurance declaration to the effect that 
the insurer has in place its reinsurance arrangements and that those reinsurance 
arrangements are legally binding. This declaration must be signed by both the CEO 
and a Chief Reinsurance Offi cer (that is, a senior offi cer of the insurer who would 
have management responsibility in relation to the reinsurance management 
framework). This declaration is to be submitted either on or before the day on 
which the insurer’s yearly statutory accounts are required to be submitted to APRA. 
Gaps or potential gaps in the insurer’s reinsurance arrangements must be included 
in the reinsurance declaration together with their impact on the net position of 
the insurer.

Limited risk transfer arrangements

Any new limited risk transfer arrangements (as defi ned in attachment A of the 
Standard) will now need to be submitted for approval by APRA. APRA may approve 
a limited risk transfer arrangement as either a reinsurance or a fi nancing 
arrangement. Where APRA determines it should be treated as a fi nancing 
arrangement, the insurer is not allowed to treat the arrangement as reinsurance for 
the purposes of determining its minimum capital requirement under GPS 110 or as 
reinsurance for any other purpose.
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Notifi cations

Insurers will need to implement mechanisms to ensure compliance with the new 
notifi cation requirements. For example, an insurer is obliged to inform APRA 
immediately if it anticipates that a problem is likely to arise out of its reinsurance 
arrangements and may materially and adversely affect its current or future capacity 
to meet its obligations. It is also required to notify APRA in circumstances where it 
intentionally deviates from its REMS in a material way.

Governance standards
APRA’s fi t and proper and governance prudential standards for authorised deposit-
taking institutions (ADIs) and life and general insurance companies4 also came into 
effect on 1 October 2006.

Background

In 2005, APRA released a further discussion paper on governance issues and draft 
governance prudential standards for comment. A consultation paper on the 
proposed fi t and proper requirements was released in March 2004, and a 
discussion paper and draft prudential standards circulated for comment in 
June 2005.

Meeting the corporate governance prudential standards

In broad terms, the governance prudential standards set out APRA’s minimum 
requirements for board size and composition and the policy requirements for board 
renewal and assessment of board performance. Other requirements include the 
composition, role and responsibilities of the board audit committee, the 
signifi cance of an insurer’s dedicated internal audit function and independence 
requirements for auditors of regulated institutions.5

A key element, and one that has been controversial over the course of the 
consultation period for this Standard, is that the majority of a board’s directors 
must be independent. That is, they are independent from the interests of dominant 
shareholders, management and competing or confl icting business interests.6 APRA 
agreed to adopt the ASX Corporate Governance Council’s Principles of Good 
Corporate Governance and Best Practice Recommendations in regard to assessing 
whether a director is independent, rather than proceeding with its own defi nition 
(which it had originally proposed).

A board must establish a formal charter setting out its roles and responsibilities. A 
board may delegate authority to management in respect of certain matters, however, 
such delegation must be clearly documented and monitored. A board must also 
ensure that, collectively, directors and senior management have the full range of 
skills, knowledge and experience needed for effective operation of the insurer.

4 These Prudential Standards are APS 520, GPS 520 and LPS 520 in respect of fi t and proper person requirements. Prudential 

Standards APS 510, GPS 510 and LPS 510 in respect of Governance. APRA has also issued Prudential Practice Guides in respect 

of each of these Prudential Standards, GPG 520, APG 520, LPG 520 and GPG 510, APG 510 and LPS 510.

5 Paragraph 3 of GPS 510 provides that foreign insurers must comply with only those provisions of the Prudential Standard which 

specifi cally indicated that they apply to foreign insurers and only in relation to their Australian business.

6 See paragraph 1(b) of the Prudential Practice Guides relevant to governance and paragraph 11 of GPS 510.
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Board composition

The Prudential Standard sets out the minimum APRA requirements for the board 
composition of an insurer. These include:

•  a minimum of fi ve directors at all times;
•  a majority of independent directors at all times unless specifi cally exempted 

under the Standard;
•  the chairperson must be an independent director and cannot have been the 

chief executive offi cer at any time during the previous three years;7

•   a majority of directors present and eligible to vote at all board meetings to be 
non-executives; and

•  for locally-owned and incorporated insurers, a majority of directors must be 
ordinarily resident in Australia. For foreign-owned, locally incorporated insurers, 
at least two of the directors must be ordinarily resident in Australia, at least one 
of which must also be independent.8

Boards are required to have in place procedures for assessing (at least on an annual 
basis) the board’s performance in relation to its objectives. They are also required 
to have in place a procedure for assessing performance of individual directors, at 
least annually. The Prudential Practice Guide suggests a list of objectives that a 
board may include in its assessment procedures.

APRA has moved away from prescribing maximum terms for ‘independent’ directors 
as proposed in earlier discussion papers to a requirement that a board of an insurer 
have a formal policy on board renewal. This policy is required to set out details on 
how a board intends to renew itself to enable it to maintain an open and 
independent overview while maintaining relevant expertise.

Board composition requirements for foreign insurers and subsidiaries9

As well as meeting the board composition requirements of at least two directors 
being ordinarily resident in Australia (one of which must also be independent), 
foreign insurers are required to make sure that the senior manager in Australia 
responsible for the local operation is also ordinarily resident in Australia.10

If the insurer is a subsidiary of another APRA-regulated institution or overseas 
equivalent, the board must have a majority of non-executive directors but those 
non-executive directors need not all be independent. Board members and senior 
management of the parent company or its subsidiaries (other than executives of the 
regulated institution or its subsidiaries) may be included on the board and satisfy 
the non-executive requirements of the Prudential Standard.

7 The Chairperson must be available to meet APRA on request. Where the position of CEO is unexpectedly vacated, the chairperson 

may serve as an interim CEO but after a period of 90 days, approval must be sought from APRA to continue such arrangement.

8 Board representation must also be consistent with a regulated institution’s shareholding. See paragraph 24 and 25 of the GPS 510.

9 Note the special provisions applying to joint venture regulated institutions which can be considered as part of the group of each 

parent entity. Independent directors of a parent can sit as independent directors on the board of the joint venture entity.

10 This role is synonymous with the role of agent in Australia for general insurers as required under section 188 of the Insurance 

Act 1973 (Cth). See paragraph 23 of GPS 510.
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In such cases, the insurer will be required to have a minimum of two independent 
directors, in addition to an independent chairperson (where the board has up to 
seven members). Independent directors on the board of the parent company or its 
subsidiaries can also sit as independent directors on the board of the regulated 
institution.11

Board audit committees

The Governance Prudential Standard clearly highlights and emphasises the 
importance of the role and responsibility of the board audit committee to provide 
an ‘objective non-executive review of the effectiveness of the insurer’s fi nancial 
reporting and risk management framework.’12 The Prudential Standard requires that 
the audit committee be granted powers to be able to obtain all necessary 
information it requires and a charter that refl ects its responsibility for oversight of 
the APRA statutory reporting requirements, accounting requirements, internal and 
external audit, and appointment of an insurer’s auditor. That appointment must be 
reviewed at least annually including assessing whether the auditor satisfi es the 
audit independence tests as prescribed by CPA Australia and the Institute of 
Chartered Accountants.

The board audit committee is to comprise of at least three members – all of whom 
must be non-executive directors and a majority of whom must be independent. The 
chairperson of the board audit committee must be an independent director and not 
the chairperson of the board of the regulated institution.

The board audit committee must also have unfettered access to senior 
management; internal auditors; heads of risk management functions, approved 
auditor and actuary and be available to meet with APRA on request.

Internal audit requirements and auditor independence

An insurer is required to have an independent and adequately resourced internal 
audit function unless it obtains specifi c APRA exemption from this requirement. 
The Standard also sets out APRA requirements for the assessment of the 
independence of the auditor of an insurer.13

11 Note, where the parent of a regulated institution is not prudentially regulated by APRA or an overseas equivalent – it must have 

a board with a majority of independent directors – although the independent directors of the parent can qualify as independent 

directors of the subsidiary regulated institution (See paragraph 29 of GPS 510).

12 See paragraph 32 of GPS 510.

13 See paragraphs 48-56 of the GPS 510.
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‘Fit and proper’ standards
The new fi t and proper prudential standard requires that a board, senior 
management and relevant responsible persons in an insurer have the relevant 
skills, experience, knowledge and soundness of judgement appropriate for their 
roles, and that they act with honesty and integrity in the conduct of their duties 
and responsibilities. It is designed to assist an insurer to comply with good 
governance principles and the standard GPS 510.

While the fi t and proper standard is clearly aimed at enhancing the calibre of those 
running insurance entities, the practical implication of the new requirements 
means that each insurer will have to have complied with the new standard by:

•  implementing a new written fi t and proper person policy;
•  adequately addressing ‘whistleblowing’;
•   conducting assessments for each responsible person before end October 2006 

(if no equivalent assessment had been made within the previous year) and then 
on an ongoing annual basis; and

•  regularly notifying and reporting to APRA about compliance with the 
prudential standard.

Employment contracts and terms of director appointments may be impacted by the 
fi t and proper requirements, and insurers may have had to review and amend those 
contracts to ensure compliance with the APRA requirements, including the 
obligation to provide all relevant information to APRA and to remove persons from 
positions if they fail the relevant fi t and proper persons criteria.

All responsible persons positions will also need to have documented competencies 
and the Prudential Practice Guide suggests that thought be given to detailing 
training or induction programs required for each position and any ongoing training 
requirements.

Relevantly, fi t and proper person requirements also apply to approved auditors and 
approved actuaries.14

14 Please note that special fi t and proper requirements apply in respect of foreign insurers or Eligible Foreign Life Insurance 

Companies. See LPS 520.
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Fit and proper policy – key elements

Each insurer must now have a fi t and proper policy approved by the board and take 
all reasonable steps to ensure that each of its responsible persons are aware of and 
understand the provisions of the policy. In summary, the policy must include:

•  the processes to be undertaken and by whom, the nature of the information 
obtained and the matters taken into consideration before determining if a 
person is fi t and proper for a responsible person position;15

•   the actions to be taken where a person is assessed as not fi t and proper;
•  a requirement that a copy of the policy be given to any candidate for election as 

a director as soon as possible after the candidate is nominated and any other 
person before an assessment of their fi tness and propriety is conducted;16

•   a stipulation that annual fi t and proper assessments be carried out for each 
responsible person position;

•  clear encouragement to any person to disclose information that may be relevant 
to a fi t and proper assessment to the insurer or APRA; 

•  allowance for the disclosure to APRA of any information that is required as well 
as containing and giving the necessary consents required for the collection and 
use of information by the insurer to comply with the Fit and Proper Policy; and

•  requirements for document retention in respect of each fi t and proper person 
assessment conducted so as to demonstrate compliance with the Standard.

Whistleblowing

The policy must also include adequate provision to allow whistleblowing if a person 
believes that a responsible person does not meet the insurer’s fi t and proper 
criteria.17 In particular, the fi t and proper policy must contain adequate provisions 
to allow persons (including responsible persons) to disclose information or provide 
documents to APRA relevant to fi t and proper assessments and compliance with 
the Fit and Proper Policy.

The protection afforded to whistle blowers is dependent on the enforcement of 
the insurer’s fi t and proper policy, and APRA did not follow industry submissions 
to the effect that APRA should consider providing independent protection to 
whistle blowers.

15 These processes are set out in paragraph 24 of GPS 520 and paragraph 20 of LPS 520.

16 The policy must require a fi t and proper assessment be completed before a person becomes a holder of a responsible person 

position. Where a person holds a position because of a resolution of members of the regulated institution or because APRA has 

determined that the person is a responsible person, then such an assessment must be carried out within 28 days of the person 

becoming the holder of the responsible person position.

17 See paragraphs 25 to 40 of GPS 520.
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Who is a responsible person?

Insurers are now required to consider and defi ne those persons that fall within the 
defi nition of Responsible Person and Senior Manager in the standard. Guidance is 
given in the Standard and Prudential Practice Guide. In short, a responsible person 
will be a person whose conduct is most likely to have a signifi cant impact on the 
prudential management of an insurer. APRA prescribes responsible persons for a 
locally incorporated insurer or authorised NOHC, as well as foreign insurers.18

Also, a person who performs activities for a subsidiary of an insurer, where those 
activities may materially affect the whole or substantial part of the business of the 
insurer or its fi nancial standing, either directly or indirectly will be a responsible 
person for the purposes of the Standard. APRA has stated that only a limited 
number of the most senior people within a subsidiary would perform activities that 
have the ability to materially impact on the business or fi nancial standing of the 
insurer, and it may be the case that no person in a given subsidiary actually meets 
this criteria.

Importantly, a person does not have to be an employee of an insurer to be a 
responsible person if they fall within the defi nitions noted above, and in some 
circumstances a consultant, contractor or employee of a subsidiary or otherwise 
related company may be a responsible person for the purposes of the Standard. 
APRA may determine that a person is a responsible person if it is satisfi ed that the 
person plays a signifi cant role in the management or control of the insurer, or that 
the person’s activities may materially impact on prudential matters.

In its Prudential Practice Guide, APRA envisages that senior managers will include 
managers reporting directly to the CEO and those responsible for key aspects of risk 
management. Otherwise, persons other than these would be unlikely to meet the 
defi nitions of senior manager. APRA recommends that insurers consult with it if 
they are unsure as to whether or not a particular person satisfi es the requirement 
of a senior manager or any of the other key aspects of the defi nition.

18 See paragraphs 8 and 9 of GPS 520.
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What constitutes ‘fi t and proper’?

if a person is a responsible person, they must be assessed to confi rm whether they 
satisfy the fi t and proper criteria. These criteria will vary according to whether or 
not the responsible person is a senior manager, an auditor, or approved or 
reviewing actuary.19

Essentially, the criteria that must be met are as follows:

•  the person possesses the competence, character, diligence, honesty, integrity 
and judgement to properly perform the duties of the responsible person’s 
position;

•  the person is not disqualifi ed under the relevant governing act from holding the 
position; and

•  the person either has no confl ict of interest in performing their duties or if they 
do have a confl ict of interest, it would be prudent for the insurer to conclude 
that the confl ict will not create a material risk that the person will fail to 
properly perform the duties of the position.20

The Prudential Practice Guides provide some additional information as to the types 
of matters that should be taken into account in making a fi t and proper 
assessment. APRA recommends that a performance review might be the most 
appropriate time for the annual fi t and proper assessment, although if something 
comes to the attention of an insurer in the intervening period, then it is expected to 
take steps without waiting for the annual review process.

APRA permits insurers to take into account other assessments of fi tness and 
propriety or information collected relevant to the fi t and proper policy assessment. 
An example is the collection and assessment of data relevant to a responsible 
person under ASIC’s fi nancial services law licensing requirements. Due regard will 
need to be given to the time that has elapsed since such other assessments were 
made and whether the criteria applied is comparable and relevant.

19 See paragraphs 17 to 23 (inclusive) of GSP 520.

20 There are additional criteria for authorised NOHCs, responsible auditors and responsible approved auditors and actuaries 

of insurers.
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Legal considerations

Insurers must observe the Privacy Act 1988 (Cth) when complying with this 
Standard. An insurer must also undertake reasonable steps to allow a person, 
subject to a fi t and proper assessment, the opportunity to put all relevant matters 
to it before it makes a fi nal decision as to whether or not a person is fi t and proper.

The Practice Guides refer to the potential for possible inconsistencies to arise 
between the Prudential Standard and state or territory law relating to employment. 
As a matter of principle, Commonwealth law may override inconsistent state or 
territory laws where such laws are incapable of operating concurrently with the 
Commonwealth law. Accordingly, a fi t and proper policy must meet the 
requirements of, and be implemented in a way that complies with the relevant 
Prudential Standard, even if it would breach a contract or apparently confl ict with 
another law. APRA suggests that an insurer consider putting in place appropriate 
contractual terms, such as a provision for responsible persons to agree to provide 
any assistance that an insurer would need to obtain information under the fi t and 
proper policy, including the giving of consents and waiving of potential claims for 
damages or remedies as a result of the good faith implementation of the policy.

Obligation to inform APRA

Insurers were required to notify APRA of certain information for each responsible 
person by the end of October 2006. If an insurer assesses that a responsible 
person is not fi t and proper, they must notify APRA within 10 business days of such 
decision. Where the person remains in the responsible person position, the 
notifi cation to APRA must state the reason for this and the action that is being 
taken. APRA has published a form on its website for insurers to use in providing 
annual information to APRA.

Insurers are expected to take reasonable steps to obtain any information or 
documentation that APRA asks of them, provide that information to APRA and to 
assist APRA in assessing the fi tness and propriety of a person. This may also 
include providing a copy of its fi t and proper policy to APRA if requested to do so.

Audit and actuarial reporting and valuation 
prudential standards
Background

    The Audit and Actuarial Reporting and Valuation Prudential Standard - 
GPS 310 (Audit/Actuarial Standard) outlines:
•   the roles and responsibilities of a general insurer’s Approved Auditor and 

where the general insurer is required to have one, its Approved Actuary;
•   the obligations upon a general insurer to make sure that arrangements are in 

place to enable its Approved Auditor and Approved Actuary to fulfi l their 
responsibilities; and 

•   a set of principles and practices for the consistent measurement and 
reporting of insurance liabilities for all general insurers. 
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    It is intended to focus on the nature of the objective and independent advice 
that a Board and senior management should obtain concerning the operations, 
fi nancial condition and insurance liabilities of an insurer.

    This Audit/Actuarial Standard became effective from 1 October 2006.

Key issues arising from the new Audit/Actuarial Standard

    The requirement that an Approved Auditor prepare a report is new. This together 
with the annual Financial Condition Report (FCR) and the fact that an 
Insurance Liability Valuation Report (ILVR) will be required to be peer reviewed 
are the key changes brought about by this Audit/Actuarial Standard. Auditors 
and actuaries are now also obliged to retain their working papers and other 
documentation for a period of seven years.

    The implementation challenges have been to embed the FCR and the external 
peer review into ongoing audit and compliance processes and the new or revised 
RMS and REMS.

New requirements

    An insurer must make sure that its approved auditor and approved actuary are 
provided with all relevant information in relation to the insurer’s prudential 
requirements. This includes providing access to all relevant data, information, 
reports and staff that are believed reasonably necessary in order for the 
approved actuary and approved auditor to fulfi l their responsibilities. This 
includes granting access to the insurer’s board.21 The certifi cates and reports 
that are required to be prepared by the approved auditor and approved actuary 
must be submitted to APRA at the same time the insurer’s yearly statutory 
accounts are required. The Audit/Actuarial Standard details the types of 
certifi cates and reports that are required.

a) The role of the approved auditor
    In general, an approved auditor’s primary role is to provide an independent and 

objective view on the truth and fairness of the insurer’s fi nancial statements and 
an assessment of the insurer’s systems, procedures and controls used to 
address compliance with prudential requirements and for the purposes of 
producing reliable fi nancial data. This is not to say that an insurer cannot seek 
advice of its approved auditor in respect of other matters if considered 
appropriate.22

    An approved auditor is required to prepare an audit certifi cate and report in 
relation to the insurer’s yearly statutory accounts. 

21 Or in the case of a foreign general insurer, the senior offi cer outside Australia to whom authority has been delegated in 

accordance with the Prudential Standard GPS 510 Governance.

22 APRA also has the power under the Standard to request that an approved auditor undertake a special purposes review of such 

matters that APRA may specify in relation to an insurer’s operations, risk management or fi nancial affairs and prepare a report in 

respect of that review. The cost of such a report is to be borne by the insurer.
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In essence, the report must identify:
•   whether or not an insurer has systems, procedures and controls that are up-to-

date and which address compliance with all the prudential requirements. Also 
confi rm whether or not the systems, procedures and controls relating to 
actuarial data integrity and fi nancial reporting risks are adequate and effective; 

•   any instances of non-compliance with prudential requirements identifi ed during 
the course of testing the insurer’s systems procedures and controls; 

•   whether or not in the auditor’s opinion, the insurer has complied in all 
signifi cant respects with its RMS and REMS and where there is a belief that 
there has not been compliance, the report must detail the reasons for this;

•   whether or not the insurer has systems, procedures and controls in place that 
ensure the insurer provides reliable statistical and fi nancial data to APRA in its 
quarterly returns as required by reporting standards under the Financial Sector 
(Collection of Data) Act 2001 (Cth); and 

•  any matters which come to the Approved Auditor’s attention which are likely or 
will adversely affect the interests of policyholders of the insurer. 

    In preparing the report, the approved auditor must have regard to professional 
standards and guidance notes issued by the Auditing and Assurance Standards 
Board to the extent they are not inconsistent with the requirements as set out in 
this Audit/Actuarial Standard.

    The nature of the assurance that will be provided by the approved auditor in the 
report is described as a limited or negative assurance opinion. This means that 
it will be incumbent on the board and chief fi nancial offi cer to confi rm whether 
or not the insurer has in fact complied with all relevant prudential requirements. 
Auditors will rely to a large extent on what the insurer has implemented and are 
likely to take a broad-based approach to providing the limited assurance opinion 
rather than investigating line by line items. It will not be suffi cient for the board 
to simply rely on the opinion provided by the auditor alone as the basis for 
confi rming in its view that an insurer has complied with all relevant 
prudential standards.

b) The role of the approved actuary
    The role of an approved actuary as set out in the Audit/Actuarial Standard is in 

addition to and without derogation from the role of the Approved Actuary as 
described under the Insurance Act 1973 (Cth). The approved actuary’s primary 
role is to provide advice on the valuation of an insurer’s insurance liabilities and 
to provide an impartial assessment of the overall fi nancial condition of the 
insurer. APRA had indicated that it wanted to expand the role of the approved 
actuary in a general insurer to be broadly similar to the role of appointed 
actuaries in life insurers.

    The approved actuary, (if an insurer requires one) will prepare an annual FCR 
together with the ILVR.23 This report will provide an objective assessment of the 
overall fi nancial condition of an insurer. The FCR and ILVR will need to be 
provided to an insurer within suffi cient time to allow the Board a reasonable 
opportunity to consider and use these reports in preparing the insurer’s yearly 
statutory accounts and allow the ILVR to be subject to peer review.

23 Paragraph 45(a) to (i) sets out the content requirements for an FCR. APRA has the discretion to specify that a FCR be prepared 

more or less frequently than on an annual basis.
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The FCR must assess the suitability and adequacy of reinsurance arrangements, 
including the maximum event retention, documentation of reinsurance 
arrangements and the existence and impact of any limited risk transfer 
arrangements. In addition, the FCR is also to assess the suitability and adequacy of 
the risk management framework.

This Standard also requires that an insurer’s insurance liability is to be valued 
annually and used for the purposes of calculating an insurer’s minimum capital 
requirement. The valuation will need to determine the value for both outstanding 
claims liabilities and premium liabilities for each class of business on the terms as 
set out in the Audit/Actuarial Standard. This part of the Audit/Actuarial Standard 
will need to be considered in close association with GPS 110 which deals with 
capital adequacy for general insurers.

Where a reviewing actuary is used to review the FCR or the ILVR, the reviewing 
actuary is required to meet the eligibility and fi t and proper criteria as set out in the 
fi t and proper requirements of the Fitness Standard (as discussed above).

The Audit/Actuarial Standard also refers to the other non-routine type reporting 
obligations that an approved actuary or approved auditor has under the Insurance 
Act. In particular we refer to section 49 and 49(a) of the Insurance Act in respect 
of such duties. We note that there is no Prudential Practice Guide issued by APRA 
in relation to this Standard.

Capital adequacy prudential standard
From 1 January 2007, the new Capital Adequacy Standard GPS 110 applies to 
general insurers. This followed an APRA discussion paper on the areas of capital 
adequacy, assets in Australia and custodian requirements released in 
October 2005.

Insurers must maintain suffi cient capital to enable their insurance obligations to be 
met under a wide range of circumstances. This is referred to as the minimum 
capital requirement or MCR. An insurer must at all times hold eligible capital in 
excess of its MCR. Where an insurer proposes any reduction in its capital base, it 
must obtain APRA’s prior written consent.

APRA requires that an insurer, in assessing the adequacy of its capital base, must 
pay attention not only to the types of events or problems that it may encounter, but 
also to the quality of the support provided by various types of capital instruments, 
and in particular, the extent to which each instrument:

•  provides a permanent and unrestricted commitment of funds;
•  is freely available to absorb losses from business activities;
•  does not impose any unavoidable servicing charges against earnings; and
•  ranks behind the claims of policyholders and creditors in the event of the 

winding-up of the insurer.
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It is recognised that not all types of capital instruments will meet these criteria 
equally, and so on this basis, APRA has imposed restrictions on the composition of 
capital eligible to meet the MCR. These capital instruments and the conditions to 
their inclusion are set out in attachment A to the Standard. While certain assets 
will be acceptable from an accounting perspective, they may not necessarily be 
acceptable for supervisory purposes, and therefore APRA has listed the deductions 
that must be made from the capital base in respect of any holdings of these types 
of assets. The details of these deductions are also set out in attachment A to 
the Standard.

Insurers may choose one of two methods to determine capital base:

•  an internal model based (IMB) method; or
•  the prescribed method detailed in the Prudential Standard.

The fi rst model will be available to insurers with suffi cient resources subject to 
APRA’s approval and the Treasurer’s agreement. The criteria that an insurer will 
need to satisfy are set out in attachment B to the Standard.

The prescribed method calculates the MCR as the sum of the capital charges for:

•   insurance risk (the risk that the actual value of net insurance liabilities could be 
greater than the value determined under GPS 310);

•  investment risk (the risk of adverse movement in the value of the insured’s 
assets or off the balance sheet exposures); and

•  concentration risk (the risk associated with an accumulation of exposures to a 
single catastrophic event or multiple catastrophic events if a whole of portfolio 
approach to catastrophe risk is applied).

The Standard prescribes the method for determining each of the insurance risk 
capital charge, investment risk capital charge and concentration risk capital charge 
as set out in attachments D, E and F (concentrated risk capital charge for lenders 
mortgage insurers).

A key change is the new requirement that insurers disclose in their annual 
published reports the following items:

a) the amount of their eligible Tier 1 capital with separate disclosure of each of the 
items as specifi ed in the Standard;

b) the aggregate amount of any deductions from Tier 1 capital;
c) the amount of eligible Tier 2 capital with separate disclosures of each of the 

items specifi ed in the Standard;
d) the aggregate amount of any deductions from Tier 2 capital;
e) the total capital base of the insurer as derived from items (a) to (d);
f)  the MCR of the insurer; and
g) the capital adequacy multiple of the insurer (item (e) divided by item (f)).

Attachment H to the Standard sets out the transition rules relating to deductions 
from Tier 1 capital and as relating to lenders mortgage insurers. There is also 
provision for the continuation of approvals determinations, directions or 
requirements made by APRA under previous GPS 110 to continue to apply from 
the effective date of the new capital adequacy standard.
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Assets in Australia Prudential Standard
From 1 January 2007, the new Assets in Australia Standard (GPS 120) applies to 
general insurers. Section 28 of the Insurance Act requires that all general insurers 
maintain assets in Australia of a value that equals or exceeds the total amount of 
the general insurer’s liabilities in Australia. This requirement is designed to ensure 
that the total value of assets held within the jurisdictional reach of APRA and the 
Australian courts is suffi cient to meet a general insurer’s liability in Australia. The 
purpose of the Prudential Standard GPS 120 is to defi ne what assets are excluded 
as assets in Australia for the purposes of the Insurance Act. Essentially, assets 
which APRA considers to have questionable value to policyholders in Australia in 
the event the general insurer becomes insolvent are excluded.

The Prudential Standard sets out requirements for assets held by locally 
incorporated general insurers and foreign general insurers.

Requirements for locally incorporated insurers

For locally incorporated insurers, the standard provides that amounts that represent 
assets that must be deducted from capital under the Capital Adequacy Standard 
(GPS 110) are excluded from being assets in Australia. Also, where a chattel or real 
property is located outside Australia, it must also be excluded from being an asset 
in Australia. Certain types of loans and amounts due, including debentures, are to 
be excluded from being assets in Australia where:

•  the asset is a debt owed by another person, but is not held through a depository 
and is generally a debt that is payable outside of Australia, cannot be enforced 
in an Australian court, and the debtor is a person or entity that is outside of the 
jurisdiction;

•  certain interests held on an Australian depository will also be excluded from 
being an asset in Australia if the underlying asset would be excluded from being 
an asset in Australia if held directly by the local incorporated insurer if APRA 
has not otherwise waived the exclusion of the asset; and

•  interests held on foreign depositories are generally excluded from being an asset 
in Australia.

Certain shares that are not held through a depository and are not transferable in 
Australia or recorded on a register of members kept in Australia are also excluded 
from being an asset in Australia. Where an asset is an interest held on an 
Australian depository and relates to a share and the underlying share would 
otherwise be excluded from being an asset in Australia and APRA has not otherwise 
waived that exclusion, such interest will also be an excluded asset for the purposes 
of the Standard. Shares held on foreign depositories are also excluded from being 
assets in Australia.

APRA has set out its position in relation to interests held in special purpose 
vehicles (SPVs), and in summary, provides a formula whereby the proportion of 
interests held in an SPV that relate to an investment that would not otherwise be 
an asset in Australia, can be deducted or excluded from being an asset in Australia.
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APRA has also clarifi ed its position in relation to assets held by custodians on 
behalf of locally incorporated insurers so that an asset held by a custodian is 
excluded from being an asset in Australia if it satisfi es a variety of criteria as set 
out in paragraph 14 of the Standard, including that the custodian does not have a 
registered offi ce in Australia and the insurer cannot enforce its rights against the 
custodian in an Australian court. There are a number of other factors that APRA 
will take into account, including whether or not the assets of the insurer are able to 
be kept distinct and separate from the custodian’s own assets, and the treatment of 
liabilities between the custodian and its agents or sub-custodians. There is some 
relief for insurers that have in place external custody agreements that predate the 
Standard and cannot be varied without undue diffi culty, so that APRA may grant 
approval in writing if an insurer applies for such assets to be treated as assets in 
Australia for the purposes of the Standard.

Interests in managed investment schemes are also excluded from being an asset in 
Australia if the responsible entity of the managed investment scheme is 
incorporated outside of Australia and the trustee or custodian holding the assets of 
the managed investment scheme is not an Australian body corporate. Such 
interests are also excluded where the trustee or responsible entity of a managed 
investment scheme has the right to suspend or delay the redemption of the unit or 
trust property pending sale of any scheme assets outside Australia or the insurer 
cannot enforce its rights in relation to the managed investment scheme in an 
Australian court.

The Standard also deals with the eligibility of certain interests in trusts. Again, the 
test relates to whether or not the trustee is a body corporate outside Australia or the 
trustee resides outside Australia and whether the insurer can enforce its rights 
against the trustee in an Australian court. Similar tests apply in relation to other 
equitable interests of an insurer.

Requirements for foreign insurers

The Standard makes special provision in respect of foreign insurers so that an 
amount representing an asset of a foreign insurer is excluded from being an asset 
in Australia unless it is held for the foreign insurer by either:

•   a custodian that has a registered offi ce in Australia and against whom the 
insurer can enforce its rights in Australia and has been appointed under a 
contract under which only the agent in Australia of the foreign insurer may give 
directions; or

•  the foreign insurer’s agent in Australia.

There is also a general requirement that assets must be of a kind that would not 
otherwise be excluded if held by a locally incorporated insurer.

There are also special requirements in relation to the repatriation of assets, the 
criteria used for the calculation of the MCR of a foreign insurer, and the treatment 
of asset revaluation reserves by foreign insurers.
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APRA may also exclude certain other foreign assets held through intermediate 
entities from being an asset in Australia where it is concerned that there is 
signifi cant risk that proceeds of the underlying interest may not be available in a 
winding up of the insurer in Australia.

Transition arrangements

There are particular transition provisions that apply to this Standard up to 
31 March 2007, whereby insurers may apply to APRA for exemption from 
compliance with any of the particular requirements of the Standard.

Custodian Arrangements GPG 232
APRA issued a new Prudential Practice Guide for custody arrangements by general 
insurers with effect from October 2006 that supersedes the Cross Industry Circular 
No.1 – Custodian requirements for APRA Supervised Entities in so far as that 
applied to general insurers.

The guide applies to external custody arrangements including where a general 
insurer enters into arrangements with a related body corporate. For the purposes of 
the Outsourcing Standard GPS 231, an external custody agreement will typically be 
considered to be a material outsourcing arrangement and it is also expected that an 
insurer will identify the risk of a custodian failing to adequately safeguard an 
insurer’s assets in its RMS.

The Guide recommends that for an insurer to be certain that policyholders are 
being adequately protected by the safe and accurate maintenance of assets of the 
insurer across all jurisdictions, an insurer should:

•  have a clear understanding of its external custody arrangements;
•  be satisfi ed that those arrangements are safe and transparent;
•  be satisfi ed that a complete assessment of risks associated with these 

arrangements have been carried out; and 
•  monitor service levels on an ongoing basis.

The Guide sets out good practice in relation to the proper risk management and 
monitoring and supervision of the custody arrangements and custodian by the 
insurer. The Guide also sets out the requirements for the external custody 
agreement including addressing issues such as liability and indemnifi cation, and 
the prohibition on allowing a custodian a lien, charge or mortgage or other 
encumbrance over the assets of the insurer except in very limited circumstances. 
These requirements will need to be considered along with the outsourcing standard 
requirements. Importantly, the Guide emphasises the need for an insurer to 
consider monitoring the relevant practices in the external custody market to gauge 
standards of reasonable care that should apply.

The Guide sets out APRA’s expectations on the level of information to be specifi ed 
in the general insurer’s notifi cation to APRA of the external custody arrangements 
and the items to be considered by a board of a general insurer in making its annual 
risk management declaration. 
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Financial claims compensation scheme

The Australian Financial Review reported on 25 August 2006 that the Federal 
Treasurer, Peter Costello, had made an in-principle decision to introduce a fi nancial 
claims compensation scheme, as recommended by a report presented to the 
Federal Government on 25 November 2005 by the Council of Financial Regulators.

The scheme would provide retail depositors in a failed authorised deposit-taking 
institution (ADI) immediate access to at least some of their funds and would 
provide some protection to retail policyholders in insurance companies.

It is intended that the scheme would prevent a recurrence of the problems created 
by the collapse of HIH Insurance in 2001 and the Pyramid Building Society and 
State Bank of Victoria cases in the 1990s. Although depositors and policyholders 
have fi rst claim on the assets of a failed institution, there is currently no 
mechanism for providing access to their funds on a timely basis and given the 
lengthy nature of the wind-up process these funds may not be available for months 
or even years.

The Treasurer has asked the Reserve Bank of Australia (RBA) to negotiate with 
banks and insurers on the design of a scheme.

Council of Financial Regulators
The Council of Financial Regulators (CFR) is a non-statutory body whose members 
include the Governor of the RBA, the Secretary to the Commonwealth Treasury, the 
Chief Executive of the Australian Prudential Regulation Authority (APRA) and the 
Chairman of the ASIC. The CFR’s review of Australia’s failure and crisis 
management arrangements and its subsequent report to the Government follows 
the publication of the Study of Financial Guarantees, undertaken by Professor 
Kevin Davis following the collapse of HIH.

The CFR’s report recommends that a compensation scheme be established as a 
statutory fund with its own legal identity which is administered by APRA. The 
scheme would apply to retail deposits in ADIs and the policyholder claims of both 
life and general insurers. It is intended that the scheme would apply to more 
vulnerable consumers who are not as able to bear long delays in receiving their 
funds, for example individuals, small businesses and community organisations. 
The scheme would not apply to shareholders or creditors of the failed institution.

The scheme would only apply to fi nancial institutions’ liabilities in Australia 
and therefore would not cover fi nancial products issued by Australian regulated 
institutions overseas. Australian branches of foreign insurers, however, would 
be covered.
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What would the scheme cover?
The scheme would provide depositors with access to 90 per cent of their funds in a 
closed institution up to a maximum limit. Depositors would also be able to lodge a 
claim for further monies, up to a predetermined amount, against the scheme in 
limited and specifi ed circumstances (for example, up to $1 million where an ADI had 
failed just after the proceeds of a house sale were deposited). Only ‘capital certain’ 
promises would be covered (deposits, claims on insurance policies, and guaranteed 
life insurance savings and annuity products). Managed investments and ordinary 
superannuation products would not be covered given their exposure to fl uctuations 
in the market value of the consumer’s interest in the underlying investments.

Policyholders who have a claim against the failed insurer at the date of the collapse 
or for 28 days thereafter may be entitled to compensation. (After 28 days 
policyholders will be expected to have found replacement cover.) Claims would be 
processed in accordance with the terms of the original policy, including any 
deductibles. This may include incurred but not reported liabilities. The scheme 
would focus on claims and would not reimburse policyholders for premiums paid to 
the failed insurer prior to the date of collapse.

How would the scheme be funded?
The CFR recommends that the scheme should initially be backed by a special 
appropriation from the Consolidated Revenue Fund. Following the collapse of a 
fi nancial institution, monies provided to the scheme to assist depositors/
policyholders would be repaid from the sale of assets of that failed institution. 

The scheme would only need to levy other fi nancial institutions in the event of a 
shortfall. There would be no cross-industry subsidisation within the scheme so that 
there would be no recourse to ADIs to compensate for any losses incurred by the 
failure of an insurer and vice versa. It is proposed that the levy base for each pool 
would correspond to the value of covered liabilities (for deposits and annuities) or 
to the value of premiums for covered products (for risk products) and would thereby 
allocate levy contributions according to market share.

Disclosure
It is proposed to introduce a product labelling and disclosure system which will 
require fi nancial service providers offering fi nancial products to eligible customers 
to disclose whether the product is protected by the scheme.

Industry reaction
The Insurance Council of Australia (ICA) fi led a submission on the proposed 
scheme with the CFR in February 2006, explaining that the ICA views a fi nancial 
claims compensation scheme as one part of the broader regulatory framework for 
general insurance and believes that such a scheme should not be viewed as a 
stand-alone mechanism. It believes that the failure of a bank and a general insurer 
gives rise to very different problems for consumers and the fi nancial system and 
proposes a distinct claims compensation scheme that is restricted to general 
insurance, based on the model of the HIH Claims Support Scheme. Further, the 
ICA proposes that the scheme should cover all liability lines (including state 
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statutory schemes underwritten by private general insurers) but should specifi cally 
exclude reinsurance policies, with varying levels of assistance being provided to 
policyholders depending on the type of policy held. In particular, the ICA believes 
that certain personal injury claimants should be entitled to receive 100 per cent of 
amounts claimed.

Overseas experience
In the UK, the Financial Services Compensation Scheme (FSCS) took over 
responsibility for providing policyholder protection from the Policyholders 
Protection Board in November 2001 and describes itself as a statutory fund ‘of last 
resort’. The FSCS protects deposits and insurance policies as well as certain 
insurance broking, investment business and mortgage advice and arranging. 

For levying purposes, the FSCS is currently divided into fi ve sub-schemes 
(accepting deposits; insurance business; designated investments; mortgage advice 
and arranging (from 31 October 2004) and insurance mediation (from 14 January 
2005)). For each sub-scheme there are one or more contribution groups based on 
the different permitted activities. There are limits to the amounts the FSCS can 
levy in a fi nancial year: for the insurance business sub-scheme the limit is 0.8 per 
cent of a participant fi rm’s net premium income on protected policies. The 
insurance business sub-scheme is currently covering claims for 27 general insurers 
in insolvent run-off and two small life insurers.

In March 2006, the FSCS expressed concerns about the current funding structure, 
in particular the general sustainability of the current system, the diffi culties of cost 
allocation and volatility of levy requirements, particularly in the light of the 
diffi culties of forecasting and the uncertain nature of claims. The Financial 
Services Authority issued a Discussion Paper in March 2006, which was due to be 
followed by a Consultation Paper in Autumn 2006. At the time of going to print the 
Consultation Paper had not been published. The FSA anticipates that any new 
funding arrangements developed as a result of the consultation process will not be 
implemented before October 2007.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

1 Operational risk is defi ned as ‘the risk of loss resulting from inadequate or failed internal processes, people and systems or from 

external events’.

Basel II capital framework – advanced 
measurement approaches to operational risk

In October 2005, we reported on the release by APRA of its latest discussion paper 
on the implementation of the Basel II capital adequacy reforms and accompanying 
draft prudential standard: APS 115 Capital Adequacy: Advanced Measurement 
Approaches to Operational Risk. 

In particular, we noted that insurers providing cover to banks and other authorised 
deposit-taking institutions (ADIs) that use the advanced measurement approach for 
the measurement of operational risk would need to take note of APRA’s proposals 
as insurance products would need to meet particular requirements if they are to 
provide effective mitigation for ADIs against capital charges for operational risk.1 It 
is proposed that appropriate insurance with a risk-mitigating effect may satisfy up 
to 20 per cent of an ADI’s total operational risk regulatory capital requirement, 
subject to meeting certain criteria. 

On 11 October 2006, APRA released a paper setting out its response to industry 
submissions, together with a revised prudential standard and prudential practice 
guide. The proposals form part of the Basel II capital adequacy regime for ADIs 
that will come into force on 1 January 2008.

Criteria for risk-mitigating insurance policies 
To recognise insurance as an operational risk mitigant for up to 20 per cent of its 
total operational risk capital charge, an ADI must be able to demonstrate to APRA 
that the insurance will cover potential operational risk losses included in the 
operational risk-measurement model in a manner equivalent to holding regulatory 
capital. In order for insurance to be recognised for the purposes of APS 115 it will 
need to meet certain criteria, including requirements relating to:

•  The rating and regulatory environment of the insurer – the insurance must be 
provided by a third-party entity that is regulated by APRA or is subject to 
regulatory oversight broadly consistent with that applied by APRA.

•  The term of the policy – where the term of the policy is less than one year, APS 
115 provides that the ADI must make certain adjustments or ‘haircuts’. Where 
the residual term of a policy is less than 90 days a full 100 per cent haircut is 
prescribed, with the effect that the policy cannot be considered an effective 
risk mitigant.

•  The cancellation notice period of the policy – the policy must have a minimum 
notice period for cancellation of 90 days.
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The effect that exclusions or limitations in the policy might have on the cover 
provided will also need to be considered. 

The new prudential practice guide sets out in more detail APRA’s views on the use 
of insurance as a risk mitigant, by providing guidance on how the requirements in 
the prudential standard should be interpreted. The practice guide also notes that 
ADIs may have to negotiate certain criteria with their insurance providers.

Deductibles

Where ADIs have either a deductible or a self-insured retention amount which, in 
effect, provides less than 100 per cent insurance by a third party, an ADI should 
refl ect this in its operational risk measurement model through the use of a haircut.

Payment of claims

In capturing certain characteristics of its insurance policies through ‘haircuts’ to 
the amount of insurance recognition, the ADI should consider the ability and 
willingness of the insurer to pay claims in a timely manner. If the assessment 
concludes that there are concerns and the ADI has no alternative insurer to provide 
the policy, then the ADI could determine an appropriate ‘haircut’ to adjust the 
amount of insurance that is recognised. 

Coverage mismatches

In general, an ADI is required to determine an appropriate ‘haircut’ of any 
mismatches in the coverage of insurance policies. Mismatches can occur in many 
ways and may result from: 

•  uninsurable events including errors and omissions; 
•   difference in conditions between local and global programs; 
•  difference between coverage on layered programs; 
•  potential erosion of coverage on aggregate programs; and 
•  deductibles, self-insured retentions and the like. 

Regulatory oversight consistent with APRA regulation

The requirement in APS 115 that an ADI’s insurance may be provided by a 
third-party entity that is subject to regulatory oversight broadly consistent with that 
applied by APRA may be met by reference to the following characteristics:

•  the insurer is licensed in the relevant jurisdiction (and licensing should be 
based on the clear, objective and public requirements);

•   the insurer and its corporate group are subject to group-wide supervision (where 
the insurer is a member of a corporate group); 

•   the insurer operates under appropriate governance standards;
•  the insurer has risk-based capital adequacy and solvency requirements;
•  the insurer is able to meet claims if and when they arise; and 
•  the level of business ceded by the insurer to reinsurers is appropriate and the 

quality of the reinsurer is appropriate.
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The types of commonly purchased insurance contracts that may be considered as 
having a risk-mitigating effect, and therefore qualify, include bankers’ blanket 
bonds, property insurance, business interruption, professional indemnity, directors’ 
and offi cers’ liability, computer crime/electronic insurance, general liability and 
employment practice liability. However, an ADI wishing to take the benefi t of the 
relief available will need to demonstrate that the insurance cover it has does 
effectively reduce the economic impact of operational risk losses and the individual 
insurance contracts do satisfy the criteria prescribed by APRA. As noted above, 
ADIs may need to negotiate with their insurers to ensure the criteria are met by 
each particular policy.

This new guidance refl ects APRA’s concern that risk mitigation by way of insurance 
doesn’t simply result in creating counterparty risk for ADIs, if liquidity problems 
associated with delays in settlement of insurance claims effectively undermine the 
risk mitigation effect of any insurance programs.

We expect that ADIs and their insurers will face challenges in formulating a 
methodology for assessing the risk mitigation effect of insurance programs that 
is both practical and effective, and also capable of satisfying the requirements of 
the regulator. However, insurers and their intermediaries who are able to respond 
proactively to these changes, by providing ADIs with comprehensive matrixes of 
the extent of insurance programs and cover in place (or available) to cover the 
spectrum of an ADI’s operational risk, will be in a good position to benefi t from 
the introduction of the new prudential standard.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

ASIC issues revised guide to reporting 
breaches

On 2 May 2006, ASIC issued an updated version of its guide to reporting breaches, 
Breach Reporting by AFS Licensees: An ASIC Guide, and a suggested template 
form to be used when submitting breach reports to ASIC.

Breach reporting
An Australian Financial Services (AFS) licensee must give a written report to ASIC 
as soon as practicable, and, in any case, within fi ve business days of becoming 
aware that:

•  any of the specifi ed obligations have been breached; or
•  any of the specifi ed obligations are likely to be breached; and
•  that breach or likely breach is ‘signifi cant’ having regard to a number of 

prescribed factors.

The specifi ed obligations relate to an AFS licensee’s obligations to:

•  provide fi nancial services effi ciently, fairly, honestly and competently and in 
compliance with the licence conditions; 

•   have adequate resources to provide the fi nancial services and have adequate 
risk management systems, a dispute resolution system for retail clients and 
compensation arrangements for retail clients in place; 

•   comply with fi nancial services laws contained in the Corporations Act 2001, 
the Australian Securities and Investments Commission Act 2001 and other 
Commonwealth Acts (including the Insurance Act 1973 and the Life Insurance 
Act 1995) so far as they cover conduct relating to the provision of fi nancial 
services; and

•  ensure that representatives are trained and competent and comply with 
fi nancial services laws.

What is a ‘signifi cant’ breach?
The factors that determine whether a breach (or likely breach) is signifi cant are:

•  the number or frequency of similar previous breaches;
•  the impact of the breach or the likely breach on the AFS licensee’s ability to 

provide the fi nancial services covered by its licence; and
•  the actual or potential fi nancial loss (to the licensee or to its customers) arising 

from the breach or likely breach.
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How does ASIC deal with breach notifi cations?
In the case of less serious breaches, ASIC may decide to make no further enquiries 
into the matter and take no further action if the following factors are satisfi ed:

•  the licensee has made a genuine attempt to comply with the law and the breach 
reporting requirements; 

•   there was no undue delay in notifying ASIC of the breach or likely breach;
•  either the breach has been rectifi ed, and the causes identifi ed and addressed so 

that a similar breach is unlikely to occur, or where the breach has not been 
rectifi ed, a plan for rectifying the breach has been developed and submitted 
to ASIC;

•  the consequences (particularly to consumers) are able to be dealt with 
comprehensively (for example, by communicating with consumers and providing 
compensation where appropriate); and

•  if the circumstances of the breach suggest that any more signifi cant compliance 
issues exist in the licensee’s business these issues are identifi ed.

These factors may provide some useful guidance to licensees on how they should 
deal with breach reporting so as to avoid or minimise the risk of serious 
consequences. 

Where these factors are not satisfi ed ASIC may require the licensee to take 
remedial action, such as to change procedures, strengthen existing compliance 
systems or provide compensation. In more serious cases ASIC may take 
enforcement action. The maximum penalty for not reporting a signifi cant breach or 
likely breach is a $5500 fi ne for an individual (or imprisonment for one year), and 
$27,000 for companies.

How many breaches have been reported to ASIC?
Between July 2005 and April 2006, ASIC received 690 breach notifi cations, 
which represents a signifi cant increase on previous periods. Of these notifi cations, 
258 came from general insurers and superannuation providers and 33 came from 
life insurers. 

The most common types of notifi cations related to breaches involving disclosure 
obligations, fi nancial viability, incorrect fees and charges, statements of advice and 
unit pricing. Of the 690 notifi cations, 30 licensees remain under surveillance and 
formal investigations are under way in 25 of the breaches. 

ASIC noted that the low number of breach notifi cations received from life insurers 
appears inconsistent with the number of complaints that ASIC and the Financial 
Industry Complaints Scheme receive in respect of life insurers. Licensees that have 
not yet submitted any breach notifi cations should expect to have their procedures 
checked by ASIC to ensure that adequate systems are in place both to identify and 
report breaches. 
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Inconsistencies with other breach reporting requirements
On 7 April 2006, the Treasury released its Corporate and Financial Services 
Regulation Review consultation paper. Paragraph 8.4 of the consultation paper 
notes that there are currently inconsistencies between the breach reporting 
requirements in the Corporations Act, the Insurance Act and the Life Insurance 
Act. In particular, there are inconsistencies relating to the thresholds for reporting 
breaches to regulators and the deadlines for reporting the breaches. 

The Insurance Council of Australia has previously recommended (in its submission 
to the Australian Government Regulation Taskforce in November 2005) that the 
Government undertake a review of the provisions of the Insurance Act that govern 
breach reporting. It is clearly desirable for insurers to be able to implement 
compliance systems that are designed to consistently identify signifi cant breaches 
or likely breaches of which regulators require notifi cation.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Anti-Money Laundering and Counter-Terrorism 
Financing Act 2006 

In the Annual Review of Insurance & Reinsurance Law 2005, we reported that at 
the end of 2005 the Federal Minister for Justice and Customs, Senator Chris 
Ellison, released an exposure draft of the Federal Government’s Anti-Money 
Laundering and Counter-Terrorism Financing Bill (the Exposure Bill). 

The new legislation, together with the terrorism fi nancing provisions contained in 
the Government’s Anti-Terrorism Act (No 2 2005) was intended to bring the current 
Australian anti-money laundering (AML) and counter-terrorism fi nancing (CTF) 
regime into compliance with global AML/CTF standards by implementing the 
Financial Action Task Force’s (FATF) Forty Recommendations on AML and its Nine 
Special Recommendations on Terrorist Financing.

On 13 July 2006, in response to submissions received during the fi rst consultation 
period for the Exposure Bill, Senator Ellison (the Minister) released a revised 
version of the Exposure Bill (the Revised Bill), as well as a package of draft AML/
CTF Rules. The Revised Bill addressed a number of problems identifi ed by the 
fi nancial services industry in the previous Exposure Bill. However, concerns remain 
as to how to interpret some parts of the Revised Bill and its impact on the 
fi nancial sector. 

Life insurers continue to be subject to the Revised Bill and at this stage general 
insurers are still not caught by the Revised Bill unless they provide other 
designated services which do fall under the Revised Bill, for example taking 
deposits, holding money on account, making loans etc.1 

The Revised Bill was introduced into Federal Parliament on 1 November 2006 and 
was passed on 7 December 2006 without amendment after Senate Committee 
review. As a follow-on to our report last year, we now look at the remaining issues 
raised by the Anti-Money Laundering and Counter Terrorism Financing Act 2006 
(Cth) (AML/CTF Act) as it applies to insurers caught by the legislation.

1 These include: opening accounts and conducting transactions with banks and authorised deposit-taking institutions (ADIs); 
making loans; supplying goods under fi nance lease or hire purchase; issuing credit, debit and stored value cards and issuing or 

cashing travellers’ cheques, money and postal orders; being involved in funds transfers; issuing or selling securities (which in our 

view will include issuing interests in managed investment schemes), derivatives or foreign exchange contracts; issuing life policies; 

issuing pensions or annuities and in some circumstances accepting super fund, ADI or RSA contributions etc; providing a custodial 

or depository service; guaranteeing a loan; exchanging, collecting or delivering currency; buying or selling bullion; and providing 

gambling services. See section 6 of the Revised Bill.
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The package
The substantive requirements of the new AML/CTF regime remain in the AML/CTF 
Act, but a lot of the detail is contained in the Rules, which were also released on 
13 July 2006. For example, the Rules include the detail as to what specifi c 
customer identifi cation information is required and the methods by which these 
requirements can be implemented. Some draft Rules remain outstanding and the 
Government has indicated that these will be the subject of further consultation. 

The AML/CTF Act will also be supplemented by Regulations, which could have a 
signifi cant impact on the application of the legislation. So far, no Regulations have 
been released.

The Government has indicated that guidelines will be developed by the Australian 
Transaction Reports and Analysis Centre (AUSTRAC) in consultation with industry. 
These guidelines will not be legally binding, but will be issued to assist reporting 
entities to interpret their obligations. It is anticipated that, in time, these 
guidelines will represent a ‘best practice’ approach for reporting entities.

The Minister has not outlined a transition period for the new AML/CTF law to take 
effect, although it is understood that a period of 12 months is the Government’s 
preference. A decision on this will need to be made quickly to allow industry to 
plan and resource the substantial changes to their systems and processes that will 
be required.

The AML/CTF Act 
Overview

The AML/CTF Act imposes AML/CTF obligations on a wide range of fi nancial service 
providers and on the gambling sector. As well as life insurance, this includes the 
banking, managed funds and superannuation sectors. 

Core requirements of the AML/CTF Act include enhanced customer due diligence, 
transaction monitoring, threshold and suspicious matter reporting, record keeping, 
correspondent banking controls and the implementation of an AML/CTF program.

The customer identifi cation obligations require entities that provide designated 
services to identify, verify and, in some circumstances, re-verify the identity of their 
customers, and carry out ongoing customer due diligence. 
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The general requirement

As a general requirement, reporting entities will be required to identify and verify 
the identity of all new customers and any persons authorised to act on behalf of the 
customer before they can provide the customer with a designated service unless 
they have already been appropriately identifi ed and verifi ed.

If ‘special circumstances’ apply, customer identifi cation procedures can be carried 
out within fi ve business days after the provision of the designated service. What are 
‘special circumstances’ will be a matter for the additional Rules which are expected 
to be issued after consultation with industry.2

Existing customers

Existing customers and their agents are exempt from the general customer 
identifi cation requirements. Under the AML/CTF Act, if a customer was provided 
with a designated service before the legislation comes into effect, that customer 
and its agent will be exempt from customer identifi cation requirements. 

It is only if a suspicious matter reporting obligation arises that a customer 
identifi cation procedure will need to be applied to an existing customer. If that 
happens, a reporting entity will be prohibited from providing a designated service to 
the customer until the customer or agent is identifi ed either by the reporting entity 
or an authorised third party or such other action as required by the Rules is taken, 
such as freezing the customer’s account.

The suspicious matter reporting obligations of reporting entities are set out in 
section 39 of the AML/CTF Act and arise where the reporting entity (or an 
authorised third party) suspects on reasonable grounds that either:

•   the person who receives, or will receive, the designated service is not who they 
claim to be; 

•   information concerning the provision, or the prospective provision, of the 
designated service may be: 
•   connected to a breach of a tax law; 
•   connected to a Commonwealth or state offence; 
•   of assistance to a Proceeds of Crime Act 2002 (Cth) investigation; or

•  the provision or the prospective provision of the designated service may be: 
•   preparatory to a money laundering or terrorist fi nancing offence;3 or 
•   relevant to an investigation into a money laundering or terrorist 

fi nancing offence.

2 In contrast, the original Exposure Bill provided examples of ‘special circumstances’. These were, in the main, consistent with the 

FATF and included: where the service was not face-to-face; where it consisted of acquiring or disposing of securities or derivatives 

for customers; or issuing or undertaking liability under a life policy or sinking fund.

3 For the purposes of s39, ‘money laundering’ and ‘terrorist fi nancing’ offences only include offences committed in Australia 

(although this can include laundering in Australia the proceeds of a crime committed overseas).



150

This approach to existing customers does not go quite as far as the FATF 
requirements which, applying the Basel Principles, suggest4 that a review of the 
identifi cation of existing customers’ identifi cation is appropriate where:

•  a transaction of signifi cance takes place; 
•   customer documentation standards change; or 
•   there is a material change in the operation of the customer’s account.

Low-risk services 

The AML/CTF Act provides that certain low-risk designated services to be specifi ed 
in the Rules will be exempt from customer identifi cation procedures.5 At this stage, 
despite industry lobbying for life products and superannuation to be exempt, no 
such designated services have been specifi ed. The Government has indicated in the 
table of Rules released with the Revised Bill that there is no need for rules in this 
area at this time. 

Re-verifi cation 

A reporting entity must re-verify a customer where it has reasonable grounds to 
doubt the customer is who they claim to be.6 Once this occurs, the reporting entity 
must, as soon as practicable or at the latest within 14 business days, take 
appropriate and reasonable steps, having regard to its AML/CTF risk7, to satisfy 
itself that the customer is the person claimed.

Again, this approach does not go as far as the FATF requirements. Recommendation 
Five of the FATF Forty Recommendations suggests8 that other circumstances which 
may raise some doubt as to the identifi cation/verifi cation information collected by 
an institution and therefore require the institution to undertake further due 
diligence or verifi cation may include circumstances where there is a material 
change in the way an account is operated that is inconsistent with the customer’s 
business profi le. The new Rules do not cover this scenario, but it may be that this 
will be addressed in guidelines.

Ongoing customer due diligence 

A reporting entity must monitor its provision of designated services in Australia with 
a view to identifying, mitigating and managing the reasonably foreseeable risk that 
it may facilitate ‘money laundering’ or ‘fi nancing of terrorism’.

4 At Article 8 of the Interpretative Note to Recommendation Five of the Forty Recommendations. 

5 Re-verifi cation of low-risk service customers will only be triggered by a suspicious matter reporting obligation.

6 As indicated above, a different re-verifi cation trigger applies to existing and low-risk service customers.

7 This is the risk a reporting entity might reasonably face that the provision of designated services might (inadvertently or otherwise) 

involve or facilitate money laundering or fi nancing of terrorism. 

8 At Article 5 of the Interpretative Note to Recommendation Five of the Forty Recommendations.
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This seems straightforward, but it does bring back into play the problem identifi ed 
by industry in the fi rst consultation period that a reporting entity must be familiar 
with AML/CTF regimes and money laundering and terrorism fi nancing risks in other 
jurisdictions. This is because the defi nition of ‘money laundering’ and ‘terrorism 
fi nancing’ includes money laundering and terrorism fi nancing offences committed 
overseas. As a consequence, the ongoing customer due diligence requirements will 
have to include measures with a view to identifying, managing and mitigating the 
risk of overseas offences, as well as Australian offences.

The ongoing customer due diligence requirements are implemented in Chapter 6 of 
the Rules, which requires reporting entities to put in place ‘Know Your Customer’ 
systems, and transaction monitoring and enhanced customer due diligence programs.

A customer identifi cation program will implement the customer identifi cation 
procedures in the AML/CTF Act by using a risk-based approach as described in the 
Rules. In practice, this means that it will be up to reporting entities to decide what 
customer identifi cation information is required based on what they assess as their 
AML/CTF risk. This shift to a risk-based rather than prescriptive approach 
represents a signifi cant change from the approach in the original Exposure Bill. 

Other changes which have been welcomed by the fi nancial sector include:

•  reporting entities will now be able to rely on electronic verifi cation of customer 
identifi cation information; 

•   the introduction of safe harbour rules for customer identifi cation for lower-and 
medium-risk relationships; and 

•  the deletion of a requirement to undertake a risk classifi cation within a 
specifi ed period (although, as a practical matter, businesses will still need to 
undertake a risk assessment of their customers in order to design a suitable 
AML/CTF program).

Third-party provisions 

Reporting entities can delegate the identifi cation procedure to third parties that are 
internal9 or external agents10 of the reporting entity, other reporting entities or 
persons accredited under the Rules (these third parties are referred to as ‘persons 
authorised under section 34’).

Persons authorised under s34 must, with the exception of internal agents, be 
authorised in writing to carry out customer identifi cation procedures. However, the 
authorisation can be general and does not need to be done for individual customers.

External agents who obtain customer identifi cation information for one reporting 
entity can disclose that information to another reporting entity in the same 
‘designated business group’. This is a signifi cant step forward towards avoiding 
duplication of procedures. 

9 These include employees, offi cers in the case of a company and managers or trustees in the case of a trust.

10 The defi nition of an external agent has been extended and now covers sub-agents and sub-sub-agents thereby facilitating the use 

of intermediaries.
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A reporting entity can rely on a customer identifi cation procedure already carried 
out by another reporting entity. It is anticipated this will enable reporting entities in 
the same group to rely on identifi cation procedures already carried out within the 
group and reporting entities at the end of the service chain to rely on identifi cation 
procedures carried out by their introducer without having to appoint external 
agents. The Rules on this are pending and we understand will be subject to 
industry consultation.

However, there are still some diffi culties with the third-party provisions.

•  The defi nition of ‘designated business group’ applies only to groups of related 
companies and not to other entities who may be linked to corporates or to each 
other such as incorporated joint ventures and trustees. 

•   The defi nition of an internal agent still only extends, in the case of non-natural 
persons, to offi cers or employees of that person and, despite the introduction of 
the concept of a designated business group, does not extend to offi cers or 
employees of a related company. 

•   The Rules provide that a s34 authorised person can only undertake an 
identifi cation procedure on behalf of a reporting entity in accordance with that 
particular reporting entity’s customer identifi cation program. Conversely, the 
reporting entity cannot authorise the s34 authorised person to use its own 
system or to make any risk-based decision in accordance with the reporting 
entity’s program. As a consequence, s34 authorised agents may be faced with 
the prospect of complying with a number of disparate programs, depending on 
how many reporting entities authorise them.

A reporting entity must have risk-based systems and controls to review whether the 
s34 authorised person is complying with its identifi cation procedures as outlined in 
the reporting entity’s AML/CTF programs. This is consistent with the general 
provision that an AML/CTF program must apply to functions relevant to a 
designated service carried out by third parties.

Defences 

The AML/CTF Act still provides a defence of relying on information provided, 
whether to the reporting agency or someone authorised under s34, for any breach 
of the customer identifi cation procedures, but additionally contains general safe 
harbour provisions at ss 195A and 195B. 

The Rules 

As in the original draft of the legislation, the operational detail is contained in the 
Rules, not all of which have been issued. As a general principle, a reporting entity 
can implement the new AML/CTF regime using a risk-based approach, but must, in 
identifying and maintaining relevant systems and controls, take into account the 
nature and complexity of its own business and the type of AML/CTF risk it might face. 
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In assessing that risk, it must specifi cally consider:

•  customer types, including politically exposed persons (these are not defi ned); 
•   types of designated services provided; 
•  methods by which it delivers those designated services; 
•   foreign jurisdictions with which it deals; and 
•  designated services provided by its overseas offi ces.

Next step
The Senate Committee’s recommendation to delay the implementation date of the 
AML/CTF Act by three months has not been followed, however the Federal 
Government has indicated that it will allow a 15-month ‘prosecution free’ period 
during which it will not take enforcement action against reporting entities that do 
not comply with the legislation. This will provide some comfort to those reporting 
entities who may have diffi culty in meeting those provisions of the AML/CTF Act 
which require immediate compliance (for example, certain obligations relating to 
electronic funds transfers and cross-border movement of currency). 

We note, however, that the amnesty will not apply to a reporting entity that is 
making no reasonable attempt to move towards compliance. It is therefore essential 
that those businesses affected by the AML/CTF Act start putting in place AML/CTF 
strategies to enable them to meet their AML/CTF obligations under the AML/CTF Act. 

The Government has also indicated that it will introduce further technical 
amendments legislation in the next sitting to address outstanding technical issues 
and implement certain changes identifi ed in the Senate Committee review of the 
Revised Bill. It is anticipated that this legislation will include, among other things, 
changes to the effect that the obligations of Australian fi nancial services licence 
holders who arrange for persons to receive a designated service under the AML/CTF 
Act will be extended to include suspicious matter reporting as well as initial 
identifi cation and record keeping.

The process of fi nalising the AML/CTF Rules is continuing. AUSTRAC has said that 
it is continuing to revise the existing draft rules to align with the current drafting of 
the Revised Bill. AUSTRAC has also said that it is drafting new rules and that further 
consultation with industry on the revised and new rules will take place in 2007.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

ASIC’s auditor rotation policy proposal paper

On 12 April 2006, the ASIC released for comment a policy proposal paper 
regarding ASIC’s power to give relief from the auditor rotation obligations in the 
Corporations Act 2001. 

Auditor rotation is part of the auditor independence requirements introduced 
into the Corporations Act by the Corporate Law Economic Reform Program 
(Audit Reform and Corporate Disclosure) Act 2004. 

Summary of rotation requirements
The Corporations Act provides that the auditor of a listed company or listed 
registered managed investment scheme is only eligible to play a signifi cant role in 
the audit of a listed company or listed scheme for a limited period. 

There are two auditor rotation obligations in the Corporations Act:

•  the ‘time-out rule’ in section 324DA(1): and
•  the ‘5/7 rule’ in s324DA(2).

The ‘time-out rule’ provides that an individual who has played a signifi cant role in 
the audit of a particular audit client for fi ve successive fi nancial years is not eligible 
to continue to play a signifi cant role unless the individual has not played such a 
role for at least two successive fi nancial years. 

The ‘5/7 rule’ provides that an individual must not play a signifi cant role in the 
audit of a particular audit client for more than fi ve out of seven successive 
fi nancial years.

The rotation requirements apply to:

•  auditors of listed companies and listed schemes; and
•  individuals who play a signifi cant role in the audit of a listed company or 

listed scheme.

ASIC has limited power to modify the auditor rotation obligations by extending the 
eligibility period for either the time-out rule or the 5/7 rule by one to two years.

The auditor rotation obligations apply to an audit for a fi nancial year that begins on 
or after 1 July 2006. 
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ASIC proposal paper
The proposal paper considers the requirements set out above and, in particular, 
makes statements and seeks comment from industry on the following issues arising 
out of those requirements: 

•   when ASIC should determine that the auditor rotation obligations will create an 
unreasonable burden justifying some relief;

•   what ASIC expects to see in an application for relief from the auditor rotation 
obligations; 

•   the expectation that auditors will undertake a self-assessment of eligibility; and
•  how ASIC expects to be notifi ed of any contraventions.

In particular, ASIC notes that, as the law currently stands, ASIC’s specifi c relief 
power does not give it power to exempt a person from the rotation requirements. 

This is different to the situation elsewhere, for example in the US where the 
Securities and Exchange Commission has power to exempt accounting fi rms from 
the audit partner rotation requirements in the Sarbanes-Oxley Act of 2002. 

In the proposal paper, ASIC notes that the purpose of auditor independence is to 
enhance the reliability and credibility of fi nancial reports, but that in some 
situations there may be tension between the rotation requirements and the desire 
to maintain audit quality. In some cases, auditor rotation may adversely impact on 
audit quality if future audits are conducted by an auditor with less experience 
relevant to the audit of a particular audit client.

In the paper, ASIC proposes that it will not generally consider granting relief from 
the rotation requirements using its general relief powers in either s340 or s341. 
However, ASIC might give relief under s340 if it considers that the technical 
limitations in s342A unduly restrict its ability to customise the form of relief. For 
example, ASIC may consider that relief is appropriate but only on the condition that 
a review auditor is appointed. The rotation requirements aim to ensure auditor 
independence. Appointment of a review auditor is put forward by ASIC as a 
condition of relief which might be an option to promote auditor independence 
where rotation is not practical or imposes a particular burden. 

Comments on the proposal paper closed on 26 May 2006.

Current status
To date no further releases have been made by ASIC in relation to the proposal 
paper, nor has any information been released regarding submissions ASIC received 
in response to the paper. 

Most recently, on 8 November 2006, ASIC announced that in 2007 its ongoing 
audit inspection process will pay particular attention to auditor rotation 
requirements. As well as focusing on the effectiveness of the audit fi rms’ systems 
to ensure independence and quality, the next round of auditor inspections carried 
out by ASIC will also examine how fi rms are managing the practical application of 
the auditor rotation requirements effective from 1 July 2006. 
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Changes to regulatory reporting for insurance 
companies post-IFRS

General Insurers
On 25 September 2006, the Australian Prudential Regulation Authority (APRA) 
announced the fi nalisation of the amendments to align its general insurance 
prudential framework with the International Financial Reporting Standards.

The prudential standards revised as a result of these changes are Prudential 
Standard GPS 110 Capital Adequacy and Prudential Standard GPS 120 Assets 
in Australia.

The new prudential standards relate to capital requirements for general insurers. 
As part of this package of reforms, APRA has ‘de-coupled’ both the defi nition of 
Tier 1 capital instruments and the assessment of securitised assets for capital 
adequacy purposes from Australian Accounting Standards. The amendment was 
necessary as the adoption of International Financial Reporting Standards (IFRS) 
defi nitions would mean that a signifi cant portion of the current stock of capital 
instruments of general insurers might no longer have been eligible for inclusion in 
Tier 1 capital.

In APRA’s view, the aim of the reforms is to align fi nancial reporting and prudential 
reporting for general insurers to reduce the degree of dual reporting. However, some 
differences to IFRS remain. APRA noted these differences are necessary to ensure 
that there are no substantial adverse prudential implications for the capital base of 
general insurers.

One material change arising out of the amendments is the introduction of new 
defi nitions of Tier 1 capital instruments and new limits on Tier 1 capital. These 
changes are consistent with the changes introduced by APRA on 31 May 2006 for 
authorised deposit-taking institutions.

In addition to changes arising from the adoption of IFRS, some technical 
amendments have also been made. The material changes to the prudential 
standards can be summarised as follows.
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Tier 1 major changes

•  Decoupling of the defi nition of capital instruments eligible for Tier 1 capital 
from Australian Accounting Standards.

•  Amended defi nitions of Tier 1 capital categories with three components and 
revised limits. The new categories and limits will be: 
•   Fundamental Tier 1 – 75 per cent of net Tier 1 capital; 
•   Non-innovative Residual Tier 1 – limited to 25 per cent of net Tier 1 capital 

composed of non-cumulative irredeemable preference shares without 
innovative capital features. This includes instruments that contain 
conversion features that are set at the time of issuance; and 

•   Innovative Tier 1 – this component of Residual Tier 1 capital is limited to 
15 per cent of net Tier 1 capital.

•   Enhanced loss absorption criteria for Innovative Tier 1 capital instruments. 
•   Direct issuance of Innovative Tier 1 capital instruments now allowable. 

Issuers may use Special Purpose Vehicles (SPVs) but all instruments issued 
through an SPV will be classifi ed as Innovative Tier 1 capital.

•   Decoupling of securitised assets for capital adequacy purposes from the 
accounting treatment of these assets.

Other technical changes

•  Adjustments to the calculation of the Investment Risk Capital Charge, a 
component of the minimum capital requirement for general insurers. 

•   Providing an incentive for general insurers to formalise their reinsurance 
arrangements by ensuring that only reinsurance recoveries from properly 
documented reinsurance arrangements may be included in a general insurer’s 
regulatory capital. 

•   Refi nement of the application of the assets in Australia test.

The revised standards will apply from 1 January 2007. 

Life insurers
On 22 December 2005, APRA announced similar amendments to the regulatory 
reporting requirements for APRA-regulated life companies (excluding friendly 
societies) following the adoption of IFRS.

APRA stated that the intention of the new life insurer reporting requirements is, as 
set out above for general insurers, to ensure that APRA receives consistent and 
standardised information following the introduction of IFRS.

The revised reporting framework refl ects actuarial standards on the valuation of 
policy liabilities and the solvency, capital adequacy and management capital 
requirements released by the Life Insurance Actuarial Standards Board. The 
framework came into effect from 31 December 2005 to align the implementation 
of the revised actuarial standards, which also became effective from that date with 
the general purpose reporting requirements.
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The new reporting framework has meant changes to Prudential Rules Nos 26 
and 35 to refl ect the move to IFRS and consolidates Prudential Rule No 31 into 
Prudential Rule No 26. It also introduced two new Prudential Rules, Nos 49 and 
50, which have been implemented to classify contracts appropriately under the 
new standards and to allow the initial amounts to be set in the fi nancial 
statements.

Australian Financial Services Licensees
In the context of the IFRS requirements implemented by APRA as set out above, 
we also note that on 3 December 2006 the ASIC confi rmed that Australian 
Financial Services Licensees that are required to comply with Australian accounting 
standards in the preparation of their annual fi nancial statements for lodgement 
with ASIC will be required to adopt IFRS requirements.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Prudential supervision of life companies

On 3 October 2006, the Australian Prudential Regulation Authority (APRA) 
released a discussion paper entitled Prudential Supervision of Life Companies. The 
discussion paper is the outcome of a review by APRA of the prudential regime 
applicable to life insurance companies, the objective of which was to identify areas 
in which that regime could be aligned with APRA’s prudential supervision over 
other regulated industries, while allowing for different treatment of life insurers to 
be maintained where appropriate.

APRA has identifi ed a number of areas for potential reform and together with its 
discussion paper it released two draft prudential standards and six prudential 
practice guides. The drafting of the standard is intended by APRA to provide 
fl exibility so that life insurers can adjust their particular operations in a way that is 
best suited to their business while meeting the minimum prudential requirements 
prescribed by the standards.

The prudential reform package chiefl y comprises reforms related to risk 
management and reforms related to business continuity management. The key 
elements of the reforms are considered here in turn.

Risk management
APRA does not currently impose minimum risk management requirements on the 
whole life insurance industry, although some requirements have historically applied 
to friendly societies, which would now be replaced by APRA’s new proposed regime. 
Draft Prudential Standard LPS 220 Risk Management is based upon the risk 
management reforms that have already been introduced in the general insurance 
and superannuation industries.

The draft standard is intended to refl ect GPS 220 Risk Management, which applies 
to general insurers, while making departures from that standard where it is 
appropriate to do so for the life insurance industry. The key elements of the 
standard are as follows.

Framework

The board of directors of the life insurer is responsible for ensuring that the 
company’s risk management framework is adequate to manage the risks its faces. 
A written business plan and risk management strategy (RMS) are essential and a 
review system must be put in place to ensure the framework remains effective.
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Business plan

The business plan must set out the life insurer’s broad strategy and identify 
relevant objectives. The draft standard is intended to establish a minimum 
standard of practice in that regard.

RMS

This is a high-level document outlining the life insurer’s appetite for risk and its 
strategy for managing it. The minimum content of the RMS is prescribed by the 
draft standard.

Review

Appropriately trained and independent reviewers, such as the appointed actuary 
and the approved auditor, must review life insurers’ risk management framework, 
although the scope and frequency of such reviews is to be determined by each 
life insurer. This will require a report on risk management by the appointed 
actuary in the life insurer’s fi nancial condition report. It will also require auditing 
(internal, external or both) of the company’s risk management framework. Material 
breaches or departures from the risk management framework, as well as gaps in the 
framework where it has not responded to a material risk, must be reported to APRA.

Declaration:

The board must provide APRA annually with a declaration on risk management, 
which requires attestation that the life insurer has:

•  systems in place to comply with APRA’s requirements;
•  effective systems for producing fi nancial information;
•  an RMS that complies with the prudential standard; and
•  a risk management framework appropriate for the company.

This declaration is intended to encourage life insurers to have a culture of oversight 
and management by the board in relation to risk management.

APRA’s draft prudential practice guides, summarised below, provide additional 
guidance on how life insurers should address material risks through their risk 
management framework.

LPG 200

Provides general guidance on good practice in risk management, including 
how to identify and assess risk, risk mitigation, monitoring and escalating risk 
issues, information systems, reviews and audits, business planning and capital 
management planning.

LPG 230

Provides guidance on operational risk issues both in general terms and also in 
relation to specifi c areas where operational risk may be associated with information 
technology, human resources, fraud, project management and legacy products.
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LPG 240

Provides guidance on the management and control of what APRA describes as 
‘life insurance risk’, being the risk that inappropriate product design, pricing, 
underwriting, claims management or reinsurance management can expose the life 
insurer to fi nancial loss. This guide also deals with what would be required to be 
set out in the life insurer’s RMS, including a statement of the life insurer’s use of 
any limited risk transfer arrangements.

This prudential practice guide highlights a difference between APRA’s regulation 
of reinsurance management by life insurers compared with general insurers. This 
principally relates to the longer term nature of life insurance and also the statutory 
role of the actuary under the Life Insurance Act 1995, who must fi rst provide the 
life insurer with advice about the likely consequences of any proposed 
reinsurance arrangement.

LPG 250

Provides guidance on asset and liability management risk and, in particular, the 
need to prudently manage the following risks:

•  investment risk – arising from possible adverse movement in the value of assets, 
as well as credit risk and asset concentration risk;

•  asset-liability mismatch risk – the potential for movements in the relative values 
of assets and liabilities; and

•  liquidity management risk – where a life insurer may not have suffi cient liquid 
assets to meet all cashfl ow commitments as and when they fall due.

This guide also proposes that draft LPS 220 will replace the existing life insurance 
circular relating to the management of derivatives.

LPG 260

Provides guidance on the management of confl icts of interest and the need to 
give priority to the interests of policy owners referable to each statutory fund. 
The Corporations Act 2001 and the Life Insurance Act each require life insurers 
to meet statutory obligations in relation to confl icts of interest. No additional 
obligations are proposed to be imposed on life insurers, although guidance is 
provided as to how to identify and assess the interests of policy owners and 
shareholders.

Business continuity management
APRA proposes to introduce Prudential Standard LPS 232 Business Continuity 
Management which, like the preceding draft standard, is based upon APRA’s 
existing prudential standards – in this case, those that apply to general insurers 
and to authorised deposit-taking institutions.

In July 2004, APRA consulted with the life insurance industry on business 
continuity management but did not proceed with its proposal until now. The current 
proposal is similar in content if not in form.



162

APRA’s intention is to promote the recognition and application of business 
continuity management as a tool for ensuring that life insurers can recover from 
business disruptions and restore critical business operations so that they can meet 
their fi nancial and service obligations to policy owners.

Life insurers will be required to have a business continuity management policy, 
approved by their boards. Those policies must identify critical business operations 
which, if disrupted, can materially affect the reputation or profi tability of the life 
insurer. A business impact analysis must also be performed to measure the impact 
of a disruption to critical business operations and recovery objectives and strategies 
must also be identifi ed. Major disruptions will need to be notifi ed to APRA.

A business continuity plan will also be essential and life insurers will need to 
review and test these plans with a frequency that is consistent with APRA’s 
requirements.

A prudential practice guide accompanying the draft standard sets out APRA’s views 
on what practice should be adopted for each of these requirements.

Prudential reform and consultation
APRA has stated that it proposes to fi nalise and issue the draft prudential 
standards and prudential practice guides in the fi rst quarter of 2007, with 
implementation scheduled for 1 July 2007. A 12-month transition period is 
intended to apply to the business continuity management prudential standard.

A period of consultation followed the release of the prudential reform package. As 
part of its new approach to measuring the cost of prudential reform, APRA asked 
stakeholders to include in their submissions details of the cost of complying with 
the proposed new standards using the Business Cost Calculator developed by the 
Offi ce of Small Business. According to APRA, that calculator is the Federal 
Government’s preferred tool in calculating business compliance costs. APRA hopes 
that it will ensure that the data supplied to it by stakeholders can be aggregated 
and used in an industry-wide assessment.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Terrorism Insurance Act review

The Terrorism Insurance Act 2003 (Cth) commenced on 1 July 2003 and provides 
that terrorism exclusions contained in eligible insurance contracts have no effect 
on loss caused by declared terrorist incidents.

The purpose of the Act was to respond to the unavailability of comprehensive 
insurance for commercial property and infrastructure that responded to terrorism 
risks. This situation fl owed from the fact that after 11 September 2001 insurers 
had found that affordable reinsurance for such risks had become unavailable. 
Economic modelling predicted that if investors were unable to obtain terrorism 
insurance for investment in commercial property, then lending institutions would 
not be prepared to carry those risks themselves and would decline to provide 
fi nancing for the acquisition of large property assets. Banks and property owners 
sought assistance from the Federal Government in the form of terrorism 
insurance cover.

In response, the Act introduced a scheme by which any terrorism exclusion in an 
eligible contract of insurance providing cover for property damage, consequential 
business interruption or associated public liability is declared void in the event of a 
declared terrorist incident. Further, the scheme allows, but does not require, 
insurers to obtain reinsurance cover for such risks from the Australian Reinsurance 
Pool Corporation (ARPC). Reinsurance premiums charged by ARPC are based on a 
percentage of the underlying premium that insurers charge their policyholders and 
there is a tiered system that applies, based on where the underlying property 
is located.

The Australian scheme is, according to the 2006 overview prepared by Treasury 
(the review), consistent with the best practice model supported by the OECD. Its 
key features are:

•  fl exibility;
•   focus on the long term;
•  acknowledgement of the balance between the insurance and fi nance industries 

and government;
•  recognition of economic externalities; and 
•  avoidance of crowding out the private sector from the market for terrorism 

reinsurance cover.

The scheme was intended to be an interim measure that operated only for so long 
as terrorism insurance cover was unavailable on reasonable commercial terms. For 
this reason, it was determined that the Act would be reviewed after three years. 
That is the basis for the review in 2006.
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Continued operation of the scheme
The principal fi nding of the review was that the scheme should continue. The 
review found that terrorism reinsurance on commercially acceptable terms is 
unlikely to return to adequate levels of availability in the short to medium term. 
Therefore the scheme should continue to operate for at least the next three years, 
with another review to follow no more than three years from now.

Refi nements
The review also considered whether the scheme should be refi ned, based on 
submissions made to it by stakeholders, in relation to the following key issues:

Public authorities

Commercial insurance for a range of public authorities is currently excluded 
from the scheme and the review recommended that all public authorities be able 
to participate in the scheme in order to eliminate inconsistency and promote 
diversifi cation of risk.

Residential high rise

The scheme currently excludes insurance for high rise buildings that are solely or 
predominantly used for residential purposes. However, the review found that this is 
not having a detrimental impact on the Australian economy and, given the potential 
cost of including such insurance in the scheme, it was not prepared to recommend 
that the scheme be expanded to cover this type of property insurance.

DMFs

The scheme should not be made available to discretionary mutual funds (DMFs) 
because to do so would be complex and costly. Further, it would not increase 
certainty for members of DMFs because their cover would remain discretionary, 
even if any terrorism exclusion was rendered void.

Encouraging the private sector
The review also made recommendations on measures that may encourage the 
private sector to make terrorism reinsurance more widely available in the market. It 
was submitted by some stakeholders that ARPC should cease collecting premiums 
from insurers once the size of the reinsurance pool reaches $300 million, which 
was the intended size of the pool as originally announced by the Federal 
Government. However, the review found that if this was done then commercial 
reinsurers would be unable to compete, producing a disincentive to return to the 
market. Nevertheless, the review has recommended that once the premium pool 
reaches $300 million, ARPC should decide whether to apply premiums collected 
after that time to increase the pool further, to purchase reinsurance for the scheme, 
or a combination of those things.
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Some insurers have suggested that the maximum retention for insurers 
participating in the scheme is too low. The review agreed that existing retentions 
are low compared with industry standards, making it diffi cult for commercial 
reinsurers to compete with ARPC. Bearing in mind the view of the APRA that the 
capital requirements of insurers would be unlikely to be affected, the review 
recommended that the minimum retention for insurers in the scheme increase to 
$100,000 from 1 July 2007 and that the maximum retention increase in three 
stages annually from 1 July 2007.

The review also recommended that ARPC not be required to charge reinsurance 
premiums on all parts of bundled insurance products but only those part that 
exclude terrorism risks.

Legislative reform and consultation
The Federal Treasurer announced on 15 September 2006 that the Federal 
Government has accepted the fi ndings of the review and that changes to the 
regulations made under the Terrorism Insurance Act will be made to refl ect the 
review recommendations. 

An exposure draft of proposed revised regulations was released on 
8 December 2006. 

It was hoped that the draft regulations would address some of the drafting 
ambiguities and diffi culties in interpretation that have affected some industry 
participants. The language used in the regulations has made it diffi cult to 
determine to what extent some particular covers are eligible insurance contracts 
within the meaning of the legislation. The review of the Act provides an opportunity 
to provide clarity in these areas during the next phase of the operation of the 
terrorism insurance scheme. The exposure draft of the revised regulations indicates 
that the only signifi cant amendment relates to eligible insurance contracts 
providing cover to public authorities.

The Treasurer has committed to further industry consultation now that the 
amending regulations have been drafted and released.
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LEGISLATIVE AND REGULATORY DEVELOPMENTS

Prudential supervision of consolidated general 
insurance groups

The Annual Review of Insurance and Reinsurance Law 2005 included a summary 
of a discussion paper released by the Australian Prudential Regulation Authority 
(APRA) on 16 May 2005 regarding the prudential supervision of corporate groups 
involving authorised general insurers. That discussion paper spoke of APRA’s 
concern with contagion risk within such groups – the risk that adverse developments 
in a group entity may compromise the fi nancial position and operations of the 
general insurer within the group. APRA’s stated policy objective is to ensure that 
the interests of policyholders are protected and that other activities within the 
corporate group do not lead to the fi nancial instability of a general insurer.

APRA stated that its preference was not to ring-fence a general insurer within a 
group, so as to prevent it from engaging in business with related entities, but rather 
to adopt a consolidated approach by supervising the general insurance sub-group 
within the larger corporate group. APRA did not intend to have to supervise purely 
commercial parent entities but recognised that not all corporate groups would have 
an insurance sub-group headed by an APRA-regulated entity, therefore exceptions 
to the general approach would apply.

APRA proposed a three-level approach to capital adequacy levels within a group 
that includes a general insurer. Level 1 would apply to each general insurer in the 
group on a stand-alone basis (the current approach to capital adequacy). Level 2 
would apply to the consolidated general insurance sub-group, including all general 
insurers, non-operating holding companies (NOHCs) and their subsidiaries. Level 3 
would apply, where required, to the entire conglomerate group headed by an 
APRA-regulated entity at the widest level.

Comments on the discussion paper were sought by mid-October 2005, with a view 
to new prudential and reporting standards being implemented in 2007.

Response paper
On 4 October 2006, APRA released a paper setting out its response to the 
submissions it received during the consultation process.

Of those who made submissions in relation to the discussion paper, there was 
majority support for APRA’s general objective of reducing contagion risk across 
members of a corporate group. However, a measured approach was called for, as 
many pointed out that there was no known international precedent for 
APRA’s proposals.
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The main concerns raised during the fi rst phase of the consultation process were 
as follows.

Different structures

APRA originally proposed that if a corporate group was headed by a general 
insurer or authorised NOHC, then APRA’s insurance prudential framework would 
apply to each member of the group. If, instead, the group was headed by another 
commercial entity or foreign parent, the parent would need to establish an 
Australian consolidated insurance group, ring-fenced from the rest of the group. 
Some stakeholders said that this would disadvantage Australian-based insurers with 
international operations, compared with foreign insurers who operate branches in 
Australia. APRA disagreed, stating that its capital requirements will not apply on a 
stand-alone basis to offshore subsidiaries of Australian groups. Rather, its capital 
requirements will apply on a group-wide basis.

Need to restructure

The discussion paper described fi ve potential group structures for general insurers. 
Some stakeholders interpreted this to mean that they may need to restructure. 
APRA has clarifi ed that no group should have to restructure unless specifi c 
prudential concerns were to arise.

Group licensing

One stakeholder suggested that APRA consider licensing corporate groups, rather 
than individual insurers within a group. APRA responded that the Insurance Act 
1973 and the principles of the International Association of Insurance Supervisors 
both require it to supervise general insurers on a stand-alone basis.

Measuring offshore assets and liabilities

There was some concern expressed as to how assets and liabilities outside of 
Australia could be measured, given differences between Australian and foreign 
prudential reporting and accounting requirements. APRA has responded by stating 
that it does not require actuarial valuation of offshore liabilities. Instead, it is 
proposing half-yearly reporting (later moving to quarterly) of whether the liabilities 
of the consolidated insurance group, including foreign subsidiaries, are no less if 
valued using Australian actuarial requirements and processes.

Foreign regulators

APRA proposed that a foreign corporate group would need to satisfy APRA that its 
regulatory oversight was broadly consistent with that applied by APRA. APRA has 
now withdrawn this proposal and intends to visit foreign parents where appropriate 
and to develop its relationships with regulators overseas.
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Duplication

Governance, reinsurance management and risk management requirements that 
apply at individual insurer level were also proposed to apply at group level. In 
response to complaints that this is duplication, APRA has responded that the 
governance and fi t-and-proper standards apply both at group and individual levels. 
APRA will introduce risk management and reinsurance management requirements 
at the consolidated insurance group level, with which individual insurers need 
not comply.

Associations

APRA has proposed disclosure requirements for common branding and also 
to counterparty dealings within the consolidated insurance group. Individual 
insurers could participate in corporate group operations if documented in written 
agreements. Several submissions suggested either that these requirements 
should be expanded to provide detail, or else that general insurers should not be 
responsible for counterparty confusion. In light of these comments, APRA now 
proposes not to introduce a requirement to disclose intra-group associations and 
infrastructure and it will not require written agreements to outsource to related 
bodies corporate except in special circumstances.

Ring-fencing

In response to a request for clarifi cation, APRA has explained that the concept of 
the ring-fence incorporates the need to ensure that transactions are on no worse 
than arm’s length basis (meaning that transactions that are more favourable for the 
consolidated insurance group than the external market would provide are permitted) 
and also that the consolidated insurance group must meet exposure limits.

Deduction of capital investments

The discussion paper proposed that capital investments in non-consolidated 
subsidiaries would need to be deducted from the capital requirement to be 
held with the level 2 consolidated group. The treatment of the deduction was to 
differ depending on whether the subsidiary was a regulated entity. Stakeholders 
submitted that they should not be required to deduct excess capital held by 
an authorised deposit-taking institution or life insurer within the consolidated 
insurance group. However, APRA considers that such capital is not always easily 
transferable to the consolidated insurance group. APRA will proceed with its 
original proposal that all investments in non-consolidated subsidiaries, including 
authorised deposit-taking institutions and life insurers, will be deducted from 
capital with the intangible component deducted from Tier 1 capital and the 
remainder deducted 50 per cent each from Tier 1 and Tier 2 capital.
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Internal guarantees

As a general rule, it was originally proposed that general insurers not be permitted 
to have unlimited exposures to related entities. An authorised NOHC would not be 
permitted to guarantee the obligations of its subsidiaries without prior approval 
from APRA. There was opposition to this proposal and APRA now proposes to 
permit such guarantees if the subsidiary is within the Level 2 consolidated 
insurance group.

APRA has also provided some more detail of the structure of the consolidated 
insurance group, including examples of the types of activities that the parent of the 
group will be permitted to engage in if it is an authorised NOHC rather than a 
general insurer itself.

Next steps
APRA now believes that staged implementation of these reforms is appropriate and 
therefore its proposals are limited at this stage to defi ning what is the ‘consolidated 
insurance group’, the Level 2 capital adequacy requirements and the associated 
prudential framework. 

Changes originally proposed in relation to Level 1 capital adequacy will now be 
considered in a future APRA project relating to minimum capital requirement 
(MCR) calibration. Tier 3 capital adequacy and prudential rules will be developed at 
an unspecifi ed future time.

The new Tier 2 requirements will be imposed through a new prudential standard 
that will require the determination of an MCR and the capital base for the 
consolidated insurance group, an insurance liability valuation on a group basis and 
the submission to APRA of details of all limited risk transfer arrangements. An 
actuary will need to be appointed to advise on the value of liabilities at a 
group level.

APRA invited industry comments on its response paper. Final prudential standards 
were proposed to be introduced in either the second or third quarter of 2007. 
APRA’s media release stated that the intended start date for the new standards is 
1 July 2007, although the response paper itself stated that 1 October 2007 would 
be the start date.
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ASIA REVIEW

Whether a contract is a contract of reinsurance 
or retrocession is a matter for expert opinion of 
local insurance market practice

Case Name:
Hargreaves v Tainan Insurance 
Co Ltd

Citation:
HCCL 27/2005, Court of First 
Instance of Hong Kong per 
Stone J

Date of Judgment:
6 June 2006

Issues:
•   Forum conveniens
•   Governing law

In this case, the Court of First Instance of Hong Kong considered 
a dispute regarding whether the contract between the parties 
was a contract of reinsurance or a contract of re-reinsurance.

Mr Hargreaves represented a number of Lloyd’s syndicates which had delegated 
authority to enter into reinsurance contracts to an Hong Kong agency called 
International Reinsurance Services Ltd (IRS). IRS derived its authority to enter into 
such contracts of reinsurance through a document known as a ‘binding authority’. 
The binding authority contained an express restriction on the authority of IRS to 
enter, on behalf of its principals, any retrocession business, which was accepted by 
both sides to connote reinsurance of reinsurance (referred to by the court as 
re-reinsurance).

In May 2004, IRS - on behalf of the syndicates - entered into a contract of 
reinsurance with the defendant, a Taiwanese insurance company, under which the 
defendant sought to reinsure with the plaintiff 0.5 per cent of a risk pertaining to 
property belonging to a group of Taiwanese companies. A fi re broke out at the 
premises of these Taiwanese companies on 1 May 2005. Notifi cation was given to 
IRS by the defendant on 3 May 2005. The loss in question provisionally was 
quantifi ed at NT$7650 million.

The plaintiff took the view that it was not liable to meet any claim arising out of 
this loss and in Hong Kong issued a writ seeking a declaration that the Lloyds’ 
syndicates were not liable to the defendant upon the contract of reinsurance. 
Alternatively, the plaintiff argued that the contract of reinsurance had 
been rescinded.

The plaintiff’s argument was that IRS had authority to reinsure the risk of an 
insurer which directly underwrote the risk of an insured, but not to reinsure the 
risk of an insurer which itself was a re-insurer. The argument was based on the 
allegation by the plaintiff that the defendant was not a direct insurer, but in fact 
was a re-insurer of another Taiwan company, one Chung Kuo Insurance.

On the face of the evidence, it would appear that the risk was lead underwritten 
by a policy issued by Zurich Insurance (Taiwan) Ltd and that Chung Kuo took 
5 per cent of the risk lead underwritten by Zurich and Chung Kuo, in turn, shared 
2.5 per cent of this risk with the defendant upon the ‘internal co-insurance’ basis. 
Accordingly, the defendant argued that it was not a contract of re-reinsurance and 
that the plaintiff remained liable for the risk it had underwritten.
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The evidence fi led by the defendant revealed that under Taiwanese insurance 
law and practice there existed a doctrine of ‘co-insurance’ which differed from 
reinsurance. Under the doctrine, a number of different insurers were able to ‘share’ 
the risks undertaken by one of them. The specifi c concept of ‘internal co-insurance’ 
was said to refer to a situation wherein an insurer named in the relevant policy 
shared the risk with a number of other local Taiwanese insurers whose names were 
not stated on the policy. It was said that that was a unique feature of the Taiwanese 
insurance market attributable to the sharing of risks among Taiwanese insurance 
companies, which regarded themselves as one ‘family’.

It was argued by the defendant that the contract with the plaintiff must be 
governed by Taiwanese law. The defendant’s offer slip (which was signed by IRS) 
stated that ‘other terms and condition follow the original policy’. The ‘original 
policy’ could either be the Zurich policy which chose Taiwanese law as the proper 
law; or alternatively, the contract between Chung Kuo and the defendant, which 
must be governed by Taiwanese law. In addition, the insured document was 
denominated in Taiwanese currency, and the place of performance, wherein 
payment of the insurance proceeds would be made, was Taiwan.

The issues before the court included, inter alia, whether Hong Kong was the 
appropriate forum for the trial of this action.

The Court of First Instance of Hong Kong found that the plaintiff had not 
established clearly that Hong Kong was the appropriate forum for the trial of this 
action, although the contract of reinsurance was made in Hong Kong.

The court confi rmed that the law in that regard is settled, namely that the burden 
of proof rests on the plaintiff to persuade the court that the forum chosen is clearly 
and distinctly the appropriate forum for trial.

The court took the view that there were two potentially decisive elements in 
deciding whether Hong Kong was the appropriate forum. First, there was the 
necessity for expert evidence as to Taiwanese insurance practice, in particular, the 
unusual concept of ‘internal co-insurance’. Secondly, there was the issue of 
whether the putative proper law of the contract of reinsurance entered into between 
the plaintiff and defendant via the agency of IRS was Taiwanese law.

This case illustrates the importance of having an express 
governing law clause in a contract.
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ASIA REVIEW

Insurer liable where a claim is alleged to fall 
within the policy, even if the claim is not 
ultimately proved

Case Name:
Harbourfi eld Engineering Co Ltd 
v Falcon Insurance Company 
(Hong Kong) Ltd

Citation:
[2006] HKCU 301, Court of 
Appeal of Hong Kong per Hon 
Rogers VP, Le Pichon and 
Cheung JJA

Date of Judgment:
21 February 2006

Issues:
•   Repudiation by insurer
•   Entitlement to recover costs 

in defending a claim
•   Claim arose out of business 

of insured

In this case, the Court of Appeal held that a breach of statutory 
regulations which had no relevance to the matter in respect of 
which a claim arose under the relevant policy did not give the 
insurers a valid reason for repudiating liability.

The plaintiff’s business was in decorating or building engineering works. It took out 
public policy insurance with the defendant in April 1998. It entered into a 
maintenance agreement to maintain and service the water systems for drinking and 
fl ushing a building's water for the period from 1 April 1998 to 31 March 1999. 
That agreement specifi cally provided that ‘the above maintenance service areas do 
not include the fi re services systems, fi re services pumps and backup dynamo of 
the building’.

On 28 January 1999, an arsonist set fi re to the ground fl oor shopping area of the 
building, killing one person.

By a summons issued on 27 April 1999, the plaintiff was charged with the 
offence of repairing fi re service installation on the second and third fl oors on 
8 January 1999 without licence, contrary to the statutory regulations. 
The plaintiff pleaded guilty.

Some three years later, the estate of the deceased served a writ in a personal 
injuries action on the plaintiff as the sixth defendant claiming damages as a result 
of the deceased’s death by the arson attack. On the following day, the writ, copies 
of the maintenance agreement, the certifi cate of trial and the summons were sent 
to the defendant.

In their letter of 19 November 2002, the defendant’s solicitors wrote to the 
plaintiff to the effect that the policy had been breached and that the defendant was 
entitled to ‘repudiate liability’ under the policy. The ground relied upon for avoiding 
liability was the failure to report the breach of the statutory regulations immediately 
as required under the policy.

Faced with the defendant’s repudiation, the plaintiff issued proceedings for 
declaratory relief which, inter alia, involved determining the question of whether 
the defendant was entitled to repudiate the policy. The plaintiff also defended the 
personal injuries action, which was eventually settled with no order as to costs. The 
plaintiff sought to recover these costs from the defendant by way of damages.

The main issue before the judge was whether the defendant was entitled to 
repudiate liability under the policy. The judge found in the plaintiff’s favour and 
ordered the defendant to pay to the plaintiff damages to be assessed.
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On appeal, the judgment was upheld. The Court of Appeal found that there was no 
connection between the repair undertaken by the plaintiff to the fi re service 
installation between the second and third fl oors and the consequences of an arson 
attack on the ground fl oor some three weeks later. Thus, the breach of the statutory 
regulations could not be relied upon by the defendant to avoid liability.

On the assessment of damages, it was held that the plaintiff was not entitled to the 
costs of defending the personal injuries action. The plaintiff appealed. 

The policy provided that 

     the Company shall indemnify the Insured against all sums which the Insured shall 
become liable at law to pay as compensation for 

     • bodily injury to or disease contracted by the person

     • loss of or damage to material property caused by accidents in connection with 
 the Business. 

     The Company will also pay

     • all costs and expenses incurred with the written consent of the Company 
 in respect of any claim to which the indemnity expressed in the Policy applies.

Although there was a proviso as to the written consent of the defendant, it was 
common ground that, as a matter of law, consent cannot be unreasonably withheld.

The issues before the Court of Appeal were whether the word ‘claim’ was to be read 
as a claim which would result in an actual liability to indemnify under the 
insurance or whether it was suffi cient that the ‘claim’ was alleged to fall within the 
policy even if ultimately it was proved that the insured was not negligent.

The Court of Appeal held that the policy not only provided cover for compensation 
payable to a third party, but also additional cover in respect of costs incurred in 
defending a claim and that the liability to provide the additional cover could not be 
contingent on the eventual outcome of the claim. It would be absurd if the insurer 
would only be liable for the costs of defending the claim if the insured were 
ultimately held liable to the third party but not otherwise.

The Court of Appeal further held that the repair work undertaken by the plaintiff 
was plainly part of its ‘business’ which was defi ned in the policy as ‘decoration/
building engineering works’. The claim against the plaintiff in the personal injuries 
action was made in connection with that repair work, which was part of the 
business. The policy provided cover for defending claims brought against the 
plaintiff in relation to accidents in connection with the business. The cover under 
the policy extended to the costs of defending claims such as the personal injuries 
action. The fact that the work carried out by the plaintiff on 8 January was 
unlicensed work and did not form part of the risk that was covered by the policy 
was irrelevant.



174

This case illustrates the application of the principle that there 
must be a connection between the alleged failure of the insured 
and the matter in respect of which a claim arises in order for the 
insurer to rely on the alleged failure in repudiating liability.
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ASIA REVIEW

Forum conveniens: choosing the most 
appropriate forum where there is no governing 
law clause

Case Name:
Man Roland (China) Ltd v PICC 
Property and Casualty Co Ltd

Citation:
HCA 456/2005, The High 
Court of the Hong Kong Special 
Administrative Region per 
Carlson J

Date of Judgment:
16 June 2006

Issues:
•   The proper law of the 

contract governing the 
insurance policy where this 
is not expressly stated

•   Whether Hong Kong or 
Shenzhen is the most 
appropriate forum where the 
issues to be tried have ties 
to both jurisdictions

In this case, the High Court of Hong Kong considered the 
most appropriate forum for issues to be tried in circumstances 
where the relevant insurance policy did not have a governing law 
clause and the relevant issues had connection to both 
Hong Kong and Shenzhen.

The plaintiff is a company incorporated in Hong Kong which distributes printing 
machines in Greater China, including the PRC, Hong Kong and Macau. The 
defendant is one of the largest insurance companies in the PRC. It is registered in 
Hong Kong as an overseas company under Part XI of the Companies Ordinance and is 
listed on the Hong Kong Stock Exchange. However, it is not permitted to carry on an 
insurance business in Hong Kong by virtue of the Insurance Companies Ordinance.

The plaintiff had obtained an 'Erection All Risks' (EAR) policy from the defendant 
for the installation of printing machinery in the PRC and Macau. As the defendant 
is not allowed to provide insurance cover for Hong Kong, the plaintiff's broker 
arranged for the plaintiff to take out insurance from another insurance company 
named Eagle Star.

In May 2004, during the installation of some printing machines for one of its 
customers in Shenzhen, a screw came loose, fell into the machine and caused 
substantial damage to the machine. The machine was subsequently repaired, and 
the plaintiff claimed under the EAR policy. The defendant denied liability under the 
policy and the plaintiff initiated proceedings in Hong Kong, suing on the relevant 
insurance policy.

One of the preliminary issues to be resolved was whether Hong Kong was a forum 
conveniens. In this action, the defendant applied for a permanent stay in favour of 
the Shenzhen Intermediate People's Court on the basis that Hong Kong is forum 
non-conveniens.

As a starting point, on the basis that service has been effected on the defendant at 
its place of business in Hong Kong, Hong Kong courts have jurisdiction to try the 
action. The burden is on the defendant to show that there is another forum which is 
clearly and distinctly more appropriate than Hong Kong.

The defendant argued that Shenzhen was clearly the appropriate forum for the 
following reasons:

•  the plaintiff's witnesses which are PRC residents would be compelled to attend 
the trial if the matter were to be tried in the PRC;

•  the inquisitorial system of the PRC may be better placed to look into the matter 
since the defendant has no fi rst hand knowledge of the incident;
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•  the damaged machine is physically located in the PRC;
•  the plaintiff, although a Hong Kong company, is actively involved in the PRC 

with offi ces in fi ve cities; and
•  the defendant is a PRC company and does not operate insurance business in 

Hong Kong.

In contrast, the plaintiff contended that Hong Kong was the most appropriate forum 
on the following grounds:

•  both the plaintiff and defendant have strong presence in Hong Kong (the 
defendant being a listed company in Hong Kong)

•  although the policy does not have a governing law clause, it can be inferred that 
the intention was to adopt Hong Kong law since the PRC policy had adopted the 
standard terms and conditions of the Hong Kong policy, the currencies in the 
policy were denominated in Hong Kong dollars, the plaintiff is a Hong Kong 
customer and the relevant negotiations and contract were conducted and 
concluded in Hong Kong; and

•  all material expert and technical evidence will be given in English, which 
favours Hong Kong as the place of trial.

Having considered the above factors, the learned judge found that the proper 
governing law was Hong Kong law and that Hong Kong was an appropriate forum 
for this matter. 

This case is authority for the proposition that in order to 
succeed in making a forum non-conveniens application, it must 
be shown not only that the jurisdiction in which the proceedings 
have been brought (in this case Hong Kong) is not appropriate, 
but that the jurisdiction to which the transfer of proceedings is 
sought (in this case Shenzhen) is 'clearly and distinctly' the more 
appropriate forum for the resolution of this dispute.
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ASIA REVIEW

Sanction under the Insurance Companies 
Ordinance for the transfer of insurance 
business

Case Name:
Re Cigna Worldwide Insurance 
Co & Anor; Re Sun Life 
Financial (Hong Kong) Ltd

Citation:
HCMP 1039/2006; 
HCMP1416/2006, Court of 
First Instance of the High Court 
of Hong Kong per Kwan J

Date of Judgment:
8 September 2006; 
4 October 2006

Issues:
•   Procedural and statutory 

requirements for an 
application under s24 of 
the Insurance Companies 
Ordinance for the transfer of 
insurance business

•   Applicable principles and 
the factors considered by 
the court in hearing such 
an application

These two cases considered the applicable principles and factors 
that will be considered by a court in giving sanction under section 
24 of the Insurance Companies Ordinance for the transfer of 
insurance business

Procedure and statutory requirements
Where an insurance company intends to implement a scheme to transfer its 
long-term insurance business to another insurance company, a petition pursuant to 
section 24 of the Insurance Companies Ordinance shall be presented to the court 
seeking its sanction to the scheme.

The statutory requirements set out in s24 include:

•   a report on the terms of the scheme issued by an independent actuary must 
accompany the petition;

•   publication in the Gazette and in an English and a Chinese newspaper of a 
notice stating that the petition has been presented and giving the addresses of 
the offi ces at which, and the period for which, copies of the petition and the 
independent actuary's report will be available for inspection;

•   a statement setting out the terms of the scheme and a summary of the 
independent actuary's report to have been sent to each of the policy holders and 
every member of the insurers; and

•   a copy of the petition, report and statutory statement to have been served on the 
Insurance Authority.

The court may also order that the relevant documents be posted on the insurers' 
website up to the substantive hearing of the petition.

Other factors to be considered
In Re Cigna and Re Sun Life, in addition to the statutory requirements set out 
above, the court also considered the following in giving sanction to the insurers.

•   Whether the scheme is commercially justifi ed and well intentioned. In Re Cigna, 
one of the purposes of the transfer was to better protect the interests of the 
Hong Kong policyholders so that the income received by them shall not be 
subject to the United States withholding tax and to place them in a better 
position to be insulated from any adverse events that occur outside Hong Kong. 
In Re Sun Life, the insurers wished to consolidate within a single entity its 
long-term business and retirement business in Hong Kong, to simplify business 
processes and operations, and to reduce operating costs and integration risks.
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•   Whether the Insurance Authority has been kept fully informed on the 
progress of the proposed transfer of business and consulted throughout the 
statutory procedure.

•   The view of the independent actuary's report on the scheme eg whether the 
scheme will materially adversely affect the benefi t expectations, security or 
service of the current policyholders or the corporate governance of the 
transferee insurer.

•   Whether individual enquiries of the policyholders have been responded to and 
dealt with. Insurers are expected to maintain reasonably detailed records of the 
enquiries received, including information such as the number of calls received, 
the nature of the enquires, the response given and any follow-up action taken. 

In Re Sun Life, a policyholder raised an objection to the scheme on the basis that 
the transferee insurer was involved in 'material litigation/arbitration proceedings' 
and that this could prejudice the policyholders as a whole. On the evidence, the 
court was satisfi ed that the amounts in dispute in the relevant proceedings were 
immaterial when compared to the net assets value and solvency margin 
percentages of the transferee insurer.

The court also commented that the statutory mechanism assigns important roles 
to the independent actuary and the Insurance Authority, and that the court should 
give due recognition to their views. 

These cases suggest that the critical question to be answered is 
whether the scheme as a whole is fair as between the interests 
of the different classes of persons who are affected (Re AXA 
Equity and Law Life Assurance Society plc [2001] 2 BCLC 447 
and Re London Life Assurance Limited, 21 February 1999, 
Hoffman J, unreported, applied).
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ASIA REVIEW

Reading the fi ne print – ensuring that 
insurance coverage is suffi cient for business 
requirements

Case Name:
Wong Chun Kuen v 
Wong Tin Lam & Ors 

Citation:
HCPI 163/2002 Court of First 
Instance of the High Court of 
Hong Kong per Suffi ad J

Date of Judgment:
27 February 2006

Issues:
•   Whether a sub-contractor is 

entitled to indemnity under 
a sub-contract and claim 
contribution from a sub-
sub-contractor

•   Whether two insurance 
policies taken out by the 
main contractor assist the 
defence of the sub-sub-
contractor

This case considered the applicability and scope of various 
insurance arrangements in the context of an injury on a 
construction site involving multiple parties.

The plaintiff (being an employee of one of the sub-contractors) was injured when a 
metal U-bar was thrown down from a light well by an employee of another sub-
contractor. The plaintiff sued the main contractor and several sub-contractors and 
sub-sub-contractors for personal injury. The plaintiff’s claim was eventually settled 
when three of the co-defendants made a total payment of HK$600,000 into court. 

One of the co-defendants of the main action (and co-contributor to the settlement 
payment), Dah Chong Hong, then initiated third party proceedings against another 
co-defendant and co-contributor, Sun Yu Chau, seeking contribution of the payment 
into court under the indemnity clauses of the relevant sub-contract. 

Dah Chong Hong had subcontracted certain construction works to Sun Yu Chau. 
Under the relevant sub-contract, Sun Yu Chau agreed to indemnify Dah Chong Hong 
for all claims and liabilities in respect of personal injury, death, injury or damage to 
any property arising from the negligence of Sun Yu Chau. Dah Chong Hong alleges 
that Sun Yu Chau was negligent in taking insurance resulting in the defendant 
(being an employee of a subcontractor of Sun Yu Chau) not having cover for the 
accident involving the plaintiff.

The defence of misrepresentation and the two 
insurance policies
In its defence, Sun Yu Chau denies that it was negligent and relied on a 
misrepresentation by Dah Chong Hong that Sun Yu Chau was not required to obtain 
any insurance coverage apart from employees' compensation insurance because the 
main contractor had obtained third party insurance coverage covering all the sub-
contractors engaged in the construction site.

Evidence adduced at the trial clearly showed that two insurance policies, being 
an employees' compensation policy and an all-risk policy, had been taken out by 
the main contractor. The 'insured' under both policies covered Sun Yu Chau by 
defi nition. However, the all-risk policy contained an exclusion clause which read 
as follows:

     This Company (ie the insurance company) shall not indemnify the Insured in respect of:

     4.6.1  liability in respect of death, bodily injury, illness or disease suffered by:

      (1)  any person employed by any insured party i.e. Principal Contractor, 
  Sub-contractors, Sub-sub-contractors for the purpose of execution of the  
  Insured contract of any parts thereof, and
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      (2)  any person to whom part or parts of the Insured contract have been 
  sub-contracted including but not limited to self-employed 
  Sub-contractors. 

Therefore, although the all-risk policy covered Sun Yu Chau, it had no application 
to this matter where the plaintiff is an employee of another sub-sub-contractor of 
the main contractor. 

Given the above and that there was in place an employees' compensation policy 
which clearly covered Sun Yu Chau, Sun Yu Chau abandoned its defence of 
misrepresentation and pursued another line of argument, being that Dah Chong 
Hong failed to notify its employees' compensation insurers in time, resulting in the 
insurers repudiating liability under that policy in respect of the plaintiff's claim.

Findings
The court found that Sun Yu Chau failed to prove, on a balance of probabilities, 
that there was late notifi cation on the part of Dah Chong Hong which led to the 
insurers denying liability under the employees' compensation policy.

In addition, on a construction of the applicable witnessing clause in the employees' 
compensation policy and applying the decision of the Court of Final Appeal in the 
case of B+B Construction Co Ltd v Sun Alliance and London Insurance Plc [2001] 
3 HKC 127, it was held that the scope of the policy did not cover the liability of 
Sun Yu Chau in negligence to the plaintiff. It was clear from the relevant witnessing 
clause (reproduced below) that the liability for employee's compensation would only 
cover such compensation which the plaintiff could claim from his immediate 
employer (who in this case was another sub-sub-contractor):

     Now this Policy witnesseth that if any employees in the immediate service of the other 
parties jointly described as the Insured shall sustain bodily injury by accident or disease 
caused during the Period of Insurance and arising out of and in the course of his 
employment by the Insured in connection with the contract as described in the Schedule

     THE COMPANY WILL subject to the Jurisdiction Clause and the other terms exceptions 
and conditions contained herein or endorsed hereon (all of which are hereinafter 
collectively referred to as the Terms of this Policy) indemnify the Insured against liability 
at law (including liability under the Legislation set out in the Schedule) to pay 
compensation and claimant's costs and expenses in respect of such injury and will in 
addition pay all costs and expenses incurred with its written consent.

Accordingly, Dah Chong Hong was entitled to judgment against Sun Yu Chau 
pursuant to the indemnity clauses of the relevant sub-contract. 

This case highlights the need for businesses to be vigilant in 
ensuring that their own insurance arrangements are suffi ciently 
comprehensive to meet their business needs.
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