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PREFACE

This edition marks the tenth year of publication of the Allens Arthur Robinson Annual Review of Insurance & Reinsurance Law.

In this edition, we report on a number of cases that involve signifi cant developments in insurance law or that provide guidance on the 
application of established principles. The structure of the publication has not changed from last year, except that we have adopted 
a bulletin format for the Civil Liability section, with shorter summaries divided into sub-topics so that the reader can more easily 
identify the issues covered by each case and the wider context in which the case appears.

One of the most signifi cant cases reported in this Review is the High Court decision in AMP v CGU. It deals with a very real 
practical problem often faced by liability insurers, insureds and their brokers and illustrates the diffi culties that can arise when 
insurance coverage issues are unable to be resolved before a claim is settled. The Review also examines a number of cases that 
impact upon rights of third parties to bring claims directly against insurers. In addition, there are many cases dealing with the 
interpretation of particular policy provisions, including several United Kingdom cases that may constitute persuasive authority in 
Australian jurisdictions.

In the Legislative and Regulatory Developments section, we report on draft legislation to amend the Insurance Contracts Act 1984 
(Cth). The status of this legislation is uncertain because of the recent change of government. If implemented, the legislation will 
bring about signifi cant changes in a number of areas, including the duty of utmost good faith, the duty of disclosure, third-party 
rights and subrogation.

Several other signifi cant regulatory developments occurred throughout the year and are discussed in the Review, including the 
enactment of legislation applicable to direct offshore foreign insurers (DOFIs) and discretionary mutual funds (DMFs), the release 
by the Australian Prudential Regulation Authority of a discussion paper relating to prudential standards and the release by the 
Commonwealth Treasury of a discussion paper relating to the regulation of DOFIs.

There have been an increasing number of contributions to the Review since it was fi rst published nine years ago. I would like to 
thank all who contributed to this publication and, in particular, Jenni Priestley, Caitlin Sinclair, Arlene Cullen, Melinda Woledge, 
Jason Silverii, Kelly Royle and Linda Sandercombe.

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

• Legislative and Regulatory Developments – Dean Carrigan;

• Civil Liability Bulletin – Sarah Hine; and

• Asia Review – Simon McConnell and Justin Simpkins.

Andrea Martignoni
Editor
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ALLENS ARTHUR ROBINSON 
INSURANCE & REINSURANCE

The Australian insurance environment is one of the most heavily regulated insurance markets in the world – partly 
due to the collapse of a number of major Australian-based insurance companies in recent years. This trend could 
well be followed in the major insurance markets in London, Europe and the United States, and in Asia. 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 has been servicing clients in Australia for more than 180 years and the Asia region for 
the past three decades. We are one of the largest and most highly regarded law fi rms in the Asia region, with 
190 partners and more than 600 other legal staff.

We provide a full range of commercial legal services to many of the region's leading corporations and government 
organisations, including more than 70 of Australia's, and more than 25 of the world's, top 100 companies (among 
them a large number of national and international insurance and broking companies and Lloyd's syndicates).

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 
claims in Australia. More recently, we have also expanded in Asia, with a dedicated insurance and reinsurance team 
based in Hong Kong.

It was pleasing to be ranked as a leading insurance fi rm by Chambers Global 2008 and Asia Pacifi c Legal 500, 
2007/2008. Chambers Global 2008 noted that our Insurance and Reinsurance Group comprises 'a strong team of 
front and back-end people with immense technical expertise'.

We offer the full range of insurance and reinsurance services, including advice on government policy and regulatory 
and legislative matters, and large, high-value and complex litigation.

Oscar Shub Partner, Sydney
Ph: +61 2 9230 4305
Oscar.Shub@aar.com.au

National Practice Leader 
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13

GENERAL INSURANCE LAW

Insurers' liability for claims settled without 
their consent

Case Name:
CGU Insurance Ltd v AMP 
Financial Planning Pty Ltd

Citation:
[2007] HCA 36, High Court 
of Australia per Gleeson CJ, 
Kirby, Callinan, Heydon and 
Crennan JJ

Date of Judgment:
29 August 2007

Issues:
• Insurer's liability for 

settlements entered into 
without consent

• Acting as a prudent 
uninsured

• The duty of utmost 
good faith

In this, the most keenly anticipated insurance decision of recent 
years, the High Court of Australia considered the diffi cult issues 
of when an insurer can be liable for settlements entered into 
without its consent; the impact of a direction to act as a 'prudent 
uninsured'; and the meaning of the duty of utmost good faith.

The insured, AMP Financial Planning, was a licensed securities dealer that 
authorised particular fi nancial advisers to operate on its behalf. Two of those 
fi nancial advisers provided customers with inappropriate investment advice, 
although there was an issue as to whether they did so on behalf of AMP or on 
behalf of another entity.

The Australian Securities & Investments Commission (ASIC) investigated the 
fi nancial advisers and found that certain of their investments were unsuitable. 
Consequently, the insured and the advisers faced numerous claims. ASIC placed 
signifi cant pressure on the insured to resolve these investors' claims promptly 
and adequately.

The insured reported the claims to its insurer, which sold a policy that indemnifi ed 
the insured 'in respect of its liability as a principal and licensed securities dealer 
for acts or omission[s] of its authorised representatives'. The insurer:

• accepted the insured's proposed settlement protocol, by which the insured 
would provide the insurer with 'liability reports' for each claim it proposed to 
settle; but 

• reserved its rights and withheld any indemnity determination, reminding the 
insured to act as a 'prudent uninsured' would in the circumstances.

Prior to any indemnity determination, the insured settled a number of claims for 
approximately $3.2 million and deferred another $3 million worth of claims.

The insured sought from the insurer the amounts paid by the insured to settle the 
underlying claims, asserting that the settlements were reasonable. It argued that it 
was relieved of the requirement to establish its legal liability to the claimants, 
mainly as a result of the estoppel that arose because of the insurer's acceptance of 
the protocol and the direction to act as a prudent uninsured. 

The insurer eventually denied indemnity and contended that the insured was 
required, and had failed, to establish both legal liability and the reasonableness 
of the settlements.
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At fi rst instance1, Justice Heerey held, on a number of grounds, that the insured 
had not established a right to indemnity from the insurer in respect of the 
settlement amounts. In essence, Justice Heerey found that the insured had failed 
to prove that it was legally liable to the claimants or that the settlements were 
reasonable. In particular:

• the insured had not established its legal liability to make the settlement 
payment, and had not called evidence from any of the investors or those who 
were responsible for selling the investments;

• there was no estoppel because the settlements were driven by pressure from 
ASIC and not as the result of any direction from the insurer; and 

• the settlements could not be demonstrated to be objectively reasonable, in part 
because they failed to take into account a defence that was likely to have been 
available to the insured under section 819(4) of the Corporations Act 2001 (Cth).

The insured appealed.

The Full Court of the Federal Court allowed the insured's appeal and referred a 
number of issues back to Justice Heerey for reconsideration2. The Full Court's 
decision was controversial because it held that an insurer's failure to make a timely 
decision to accept or reject a claim for indemnity could amount to a breach of the 
duty of utmost good faith under s13 of the Insurance Contracts Act 1984 (Cth), 
which would permit the insured to avoid the need to prove actual liability when 
settling claims.

In dissent, Justice Gyles considered the main issue was not whether the insurer 
was estopped by reason of the direction to act as a prudent uninsured (which he 
considered it was) but whether the insured could demonstrate that it had indeed 
acted prudently in settling the claims. In his judgment, the insured had not done 
so and therefore was not entitled to be indemnifi ed.

The insurer sought, and obtained, special leave to appeal to the High Court.

Decision of the High Court of Australia
The High Court allowed the appeal by the insurer and set aside the orders of the 
Full Court of the Federal Court.

In allowing the insurer's appeal, a majority of the High Court agreed with the general 
approach adopted by Justice Heerey at fi rst instance, as endorsed by Justice Gyles in 
the Full Federal Court. The majority commented on the following issues:

1. AMP Financial Planning Pty Ltd v CGU Insurance Ltd (2004) 139 FCR 223. See page 24 of the Annual Review of Insurance &  

 Reinsurance Law 2004.

2. AMP Financial Planning Pty Ltd v CGU Insurance Ltd (2005) 146 FCR 447. See page 13 of the Annual Review of Insurance &  

 Reinsurance Law 2005.

10897 Insurance 2 casenotes.indd14   1410897 Insurance 2 casenotes.indd14   14 27/02/2008   10:27:44 AM27/02/2008   10:27:44 AM



15

Estoppel
In order to succeed with a claim for estoppel to avoid the need to prove legal 
liability, an insured is required to show that:

• the insurer had represented to the insured that it would not be required to prove 
its liability to the investors;

• the insured had relied upon that representation in entering into the settlements; 
and

• it had suffered a detriment as a result.

Chief Justice Gleeson and Justice Crennan agreed with Justice Heerey's conclusion 
that the insurer had not represented to the insured that it would be excused from 
proving its liability to the investors (despite encouraging the insured to act as a 
prudent uninsured when settling the investors' claims), only that it need not await a 
formal claim and that it would be no worse off for not obtaining formal consent to 
the settlement from the insurer.

Duty of utmost good faith
Chief Justice Gleeson and Justice Crennan accepted the Full Court's view that 
acting with the utmost good faith requires an insurer to do more than act honestly, 
and may require it to have regard not only to its own interests, but also to the 
legitimate interests of its insured. However, their honours found that it was not 
open to a court to impose the 'punitive sanction' of avoiding the need to prove legal 
liability on an insurer who did not act in good faith. A connection between the 
breach and the insured must be established.

Justices Callinan and Heydon held that, even if there had been an absence of good 
faith by the insurer, the fact that there was evidence of a reciprocal lack of good 
faith by the insured, in that:

• it did not refer the question of indemnity to senior counsel even though it was 
permitted to do so under the policy; 

• it was determined to settle the claims quickly to serve its own interests; and 
• it failed to consider the impact of s819(4) of the Corporations Act on its liability 

to the investors,

meant that the insured was not entitled to relief against the insurer.

The settlements
The policy provided cover for claims for which the insured was liable. In the 
absence of any estoppel or breach of the policy terms, the settlements did not 
relieve the insured from any obligation to prove its liability to the claimants.

Chief Justice Gleeson and Justice Crennan considered that the question of whether 
the insured was liable to the claimants could not be separated from the question of 
whether the settlements were objectively reasonable. They emphasised that there 
was no direct evidence from the claimants, which made it impossible to resolve the 
issue of whether a defence under s819 of the Corporations Act would be available 
to the insured. They concluded that, in those circumstances, it was open to Justice 
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Heerey to fi nd on the evidence before him that the insured had not shown the 
settlements to be reasonable.

Justice Kirby dissented. In his view, the insurers' failure to make up its mind on the 
question of indemnity within a reasonable time amounted to a breach of the duty of 
utmost good faith and justifi ed the insured entering into the settlements.

Implications
There remains some uncertainty regarding the position of insureds wishing to settle 
claims without their insurer's consent. The following questions remain unanswered:

• It seems from the judgment that, in the absence of an estoppel or breach of the 
policy by the insurer, the insured must prove its liability to third-party claimants.

• If an insured reaches an apparently reasonable settlement (based on 
investigations it has made and legal advice it has received), will the insured still 
be required to call witnesses to give direct evidence establishing the insured's 
liability for the claim? It seems that, at least in circumstances where evidence 
from witnesses is necessary to resolve the question of whether particular defences 
may have been available to the insured, those witnesses may need to be called.

• What is the effect of an insured being directed to act 'as a prudent uninsured'? 
On one view, it means the insurer is estopped from denying liability for 
'reasonable settlements'. This appears to have been the view of Justice Gyles in 
the Full Federal Court, who was cited with approval by Chief Justice Gleeson, as 
well as Justices Crennan and Kirby. On another view, it means no more than 
that the insurer will not rely on a failure to obtain formal consent to the 
settlements, or the lack of a 'claim', as a basis for denying liability, and that the 
insured must otherwise satisfy the terms of the policy. The latter view seems to 
have been accepted on the facts of this case, where the insurer had made it 
clear prior to the settlements being entered into that it had some concerns over 
the question of the insured's liability to the claimants.

• To what extent will commercial considerations motivating a settlement (which 
may have no impact on the insurer) affect the reasonableness of a proposed 
settlement? In principle, so long as the insured can prove that it would have 
been liable to the claimants in any event, the fact that it has other reasons for 
entering into a settlement ought not to affect its claim against the insurer. In 
practice, the existence of other motivating factors may assist a trial judge to 
conclude that settlements were not reasonable.

While this outcome can be seen as a win for insurers, the 
judgment provides a strong reminder to 'fence-sitting' insurers 
of the need to make timely decisions on indemnity. While the 
insurer in this case was relieved of its failure to make such a 
timely decision, that relief may not be available to fence-sitting 
insurers in other cases. Much will depend on the reasons why 
those insurers have continued to reserve their position on 
indemnity, what they have represented to insureds regarding 
proposed settlements, and why the insured settled claims prior 
to indemnity being confi rmed.
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 GENERAL INSURANCE LAW

Liability insurance: third-party claims 
against insurer

Case Name:
The Owners – Strata Plan 
No 50530 v Walter 
Construction Group Limited 
(in liquidation) & Ors 

Citation:
(2007) 14 ANZ Insurance 
Cases 61; [2007] Supreme 
Court of New South Wales, 
Court of Appeal 124 per Giles, 
Hodgson and Tobias JJA

Date of Judgment:
4 June 2007

Issues:
• Liability insurance 

– insolvent insured – third-
party claimant seeking 
direct recourse to 
insurance proceeds

• Application of s6 of the 
Law Reform (Miscellaneous 
Provisions) Act 1946 
(NSW) to 'claims made and 
notifi ed' policies

The New South Wales Court of Appeal considered whether a 
plaintiff may claim directly against a defendant's liability insurer 
where the claim arises from an insured event that occurred 
before commencement of a 'claims made and notifi ed' policy.

A strata title development was built between January 1994 and July 1995. In 
2001, the owners' corporation brought proceedings against the builder, Walter 
Construction Group Ltd (Walter), for alleged defects in the development. Walter was 
later placed into liquidation. 

The owners' corporation applied for leave to commence proceedings against 
Walter's insurer, QBE, under section 6 of the Law Reform (Miscellaneous 
Provisions) Act 1946 (NSW) (the NSW Act). The relevant policy was a 'claims made 
and notifi ed policy', which began on 31 December 1999. Under the policy, QBE 
provided unlimited retroactive cover in respect of acts committed before the 
commencement of the policy. 

Section 6(1) of the NSW Act provides that:

 If any person has… entered into a contract of insurance by which the person is 
indemnifi ed against liability to pay any damages or compensation, the amount of the 
person's liability shall on the happening of the event giving rise to the claim for damages 
or compensation… be a charge on all insurance moneys that are or may become payable 
in respect of that liability.

Section 6 also permits the person to whom that liability is owed (in this case, the 
owners' corporation) to enforce the charge in an action directly against the insurer. 
Where the insured is in liquidation, leave of the court is required in order to 
proceed directly against the insurer.

The primary judge dismissed the application for leave to proceed directly 
against QBE.

On appeal, the key question was whether s6(1) can create a charge on insurance 
proceeds if the insured event occurred before the relevant insurance policy was 
entered into. The Court of Appeal was required to resolve inconsistent decisions of 
the NSW Supreme Court and the Federal Court.

The question turned on the construction of s6(1). The owners' corporation argued 
that s6(1) does not require the insured to have entered into the contract of insurance 
before the insured event occurred, and that the 'charge' created by s6(1) can 
attach to 'moneys that may become payable' when the insured later enters into a 
'claims made and notifi ed' policy.
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The Court of Appeal rejected that argument. Adopting the reasoning of the High 
Court in Bailey v New South Wales Medical Defence Union Ltd (1995) 183 CLR 
399, the Court of Appeal held that a 'charge' created by s6(1) comes into existence 
on the happening of the insured event. The wording of s6(1) ('if a person has 
entered into a contract of insurance') strongly suggests that, in order for the section 
to operate, the contract of insurance must be in place before the insured event 
occurs. If that were not required, the 'charge' would arise before any contractual 
right of indemnity comes into existence, and it would therefore have no contractual 
rights or identifi able property to attach to. The charge would have no 
underlying substance.

The court noted that s6 was enacted before 'claims made and notifi ed' policies 
became widespread. As the facts of this case demonstrate, the drafting of the 
section does not accommodate claims arising from insured events that occur before 
inception of such a policy. The court noted that this is merely one respect in which 
the drafting and operation of s6 is unsatisfactory, and recommended that the 
section be reconsidered by the legislature.

The court also noted that the owners' corporation had not made any application for 
a declaration that s562 of the Corporations Act 2001 (Cth) applied in relation to 
Walter's right of indemnity against QBE, and (while expressing no view as to 
whether such application would succeed) that it might be open to the owners' 
corporation to do so.

This case is very signifi cant so far as the rights of third-party 
claimants are concerned. It resolves previous inconsistencies in 
the courts' application of s6 of the NSW Act to claims that arise 
from insured events that occur before the commencement of a 
'claims made and notifi ed' policy. Unfortunately for plaintiffs, 
the Court of Appeal opted not to give effect to the remedial 
purpose of s6. Where the insured defendant becomes insolvent, 
it appears that s562 of the Corporations Act may provide the 
plaintiff with more effective recourse to any insurance proceeds.
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GENERAL INSURANCE LAW

'At least arguable' third-party actions against 
insurers under section 207 of the Civil Law 
(Wrongs) Act 2002 (ACT) 

Case Name:
Canberra International Airport 
Pty Limited v Oak Dedicated 
Limited Co 

Citation:
(2007) ACTSC 19 per Gray J 

Date of Judgment:
21 March 2007

Issues:
• Third-party proceedings 

against insurer
• 'At least arguable' case 

under s207 of Civil Law 
(Wrongs) Act 2002 (ACT)

• Liability to indemnify where 
dominant and promixate 
cause of loss excluded

A third party seeking leave to commence an action against an 
insurer to enforce a charge under the Civil Law (Wrongs) Act 
2002 (ACT) must show an 'at least arguable' case. In that 
context, the Supreme Court of the Australian Capital Territory 
considered in this case whether the 'dominant and proximate 
cause' of the relevant loss fell within a policy exclusion. 

Canberra International Airport Pty Ltd (the airport) engaged Strarch International 
Limited (Strarch) to design and construct an aircraft hanger. Strarch retained 
responsibility for design but engaged a subcontractor to fabricate, paint and erect 
the hangar. During installation, the hanger collapsed, causing the airport to suffer 
losses relating to delay in completion, loss of rent, and additional construction and 
overhead costs. 

Strarch was insured by Oak Dedicated Ltd Co (Oak) under a 'Professional 
Indemnity Act, Error or Omission' policy. Endorsements to the policy excluded 
indemnifi cation for:

• claims or losses 'arising out of' damage to, or destruction of, tangible property, 
'including both loss of use thereof and/or consequential loss' (the property 
damage exclusion); and

• claims arising out of work performed by a subcontractor (the subcontractor 
exclusion).

The airport sought leave of the court under section 207 of the Civil Law (Wrongs) 
Act 2002 (ACT) (the Act) to begin proceedings against Oak to enforce a charge over 
insurance monies that were or would become payable in relation to Strarch's 
liability to the airport. A qualifi cation in s207(5) of the Act provides:

Leave must not be given if the court is satisfi ed that –

 (a) the insurer is entitled under the terms of the contract of insurance to disclaim   
 liability; and

 (b) any proceedings, including any arbitration proceedings, necessary to establish the  
 entitlement have [sic] been taken.

The court referred to the decision of the Full Court of the Federal Court in AFG 
Insurances Ltd v Andjelkovic (1981) 54 FLR 398 and confi rmed that the effect of 
the qualifi cation is that leave should only be granted under s207 if the applicant 
for leave presents a case against the insurer which is 'at least arguable'. 

10897 Insurance 2 casenotes.indd19   1910897 Insurance 2 casenotes.indd19   19 27/02/2008   10:27:45 AM27/02/2008   10:27:45 AM



20

Oak contended that the airport did not have an 'at least arguable' case because the 
property damage exclusion entitled it to disclaim liability to indemnify Strarch 
under the policy. The airport contended (among other things) that the property 
damage exclusion was not applicable as: 

• Strarch's loss had arisen out of' a 'breach of professional duty' rather than 
'property damage'; and

• it would produce an unreasonable and uncommercial result.

The court considered the purpose of Oak's policy and the plain meaning of the 
phrase 'arising out of' and found that:

• the relevant loss had 'arisen out of' property damage and, accordingly, the 
property damage exclusion would apply;

• it was open on the evidence to fi nd that a 'Professional Indemnity Act, Error or 
Omission' policy with such exclusion was not extraordinary or uncommercial at 
the time the policy proposed; and

• accordingly, the airport's case against Oak was not 'at least arguable'.

Finally, while the airport did not make submissions as to the validity of the 
subcontractor exclusion, Oak contended that that exclusion also provided an 
additional basis for denying indemnity to Strarch under the policy because the loss 
had been caused by work undertaken by subcontractors. On this point, the court 
considered the decision in Wayne Tank & Pump Co Ltd v Employers Liability 
Assurance Corp Ltd [1974] QB 57 and stated that:

 If there were two causes of the damage being equal or nearly equal, one within the 
general words of the policy and one within [a policy exclusion], the insurers can rely upon 
the [exclusion]. It would seem to follow that if the effective dominant and proximate 
cause was an event covered by the policy, the insurer would be held liable.

However, the court held that, on the evidence made available to it, it was not able 
to determine whether the effective dominant and proximate cause of the loss was 
an event arising out of work performed by the subcontractor.

This case highlights that a party seeking to bring an action 
against an insurer under s207 of the Act must show that it has 
an 'at least arguable' case against the insurer. The decision also 
confi rms that, where there are two or more causes for a loss 
and one of the causes is covered by an exclusion, an insurer 
may rely on that exclusion to deny indemnity.
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GENERAL INSURANCE LAW

Wrongful denial of claim made under business 
interruption policy leads to increased loss 
recoverable from insurer

Case Name:
Brescia v QBE

Citation:
[2007] NSWSC 598, Supreme 
Court of New South Wales per 
Hammerschlag J

Date of Judgment:
6 July 2007

Issues:
• Consequential loss fl owing 

from wrongful denial of 
liability

• Business interruption 
insurance cover

• Whether insured failed to 
take reasonable precautions 
to avoid loss

• Whether claim fraudulent 
under s56(1) of the 
Insurance Contracts Act 
1984 (Cth)

This case confi rms that if an insurer wrongly denies indemnity, 
the insured can recover damages for consequential loss in 
addition to its right to indemnity under the policy. The case also 
addresses the application of section 56(1) of the Insurance 
Contracts Act 1984 (Cth), as well as the reasonable precautions 
that an insured must take to avoid loss before claiming under an 
insurance policy.

On 11 March 2005, the plaintiff's (Brescia's) furniture showroom, warehouse and 
contents were destroyed by fi re. Brescia held insurance with the defendants (QBE) 
under an Industrial Special Risk (ISR) Policy (the policy) providing cover against 
property damage and consequential loss of profi ts for the period 30 June 2004 to 
30 June 2005. Brescia sought indemnity from QBE for the loss caused by the fi re. 
QBE refused indemnity. Brescia sued for damages for breach of contract of 
insurance. QBE put both liability and quantum in issue.

Under the policy, Brescia was entitled to business interruption cover for up to 
12 months after the fi re. As the premises were not reinstated, the business of 
Brescia was interrupted for more than 12 months. Brescia claimed that QBE's 
wrongful denial of indemnity resulted in the premises not being reinstated, and 
that QBE should therefore be liable for the consequential loss of profi t. Brescia also 
alleged that it suffered a loss because QBE's failure to indemnify it caused Brescia 
to lose a profi table opportunity to purchase new premises.

QBE argued that it was not liable for the consequential loss on the basis that:

• a claim for damages for breach of the obligation to indemnify cannot be 
maintained in circumstances where the insured has not terminated the contract 
for breach;

• the damages were not recoverable because, applying the 'second limb' of 
Hadley v Baxendale (1854) 9 Exch 341, the damages could not be said to have 
been contemplated by the parties at the time that the contract was formed as 
being the probable result of a breach of it.

QBE also alleged that it should not have to pay for the losses sustained by Brescia 
on the basis that:

• Brescia, in breach of its obligations under the policy, failed to take reasonable 
precautions to prevent the damage from occurring and that fulfi lment of this 
obligation was a condition precedent to QBE's liability to indemnify Brescia; and

• Brescia's stock-loss claim and business interruption claims were made 
fraudulently within the meaning of s56(1) of the Insurance Contracts Act 1985 
(Cth) and that QBE was therefore entitled to refuse payment of the claim.
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Award of damages for consequential loss
According to the rule in Hadley v Baxendale, damages for breach of contract are 
recoverable where the damages:

• may fairly and reasonably be considered to arise naturally, in the ordinary course 
of things, from the breach; or

• may fairly and reasonably have been contemplated by the parties as a potential 
result of the breach, at the time that the contract was made. 

The court held that:

• an insured does not need to terminate an insurance contract in order to recover 
consequential losses caused by the insurer's breach;

• the additional interruption to Brescia's business (beyond the 12-month 
interruption that was recoverable under the policy) was reasonably within the 
contemplation of the parties, and was therefore recoverable under the second 
limb of Hadley v Baxendale. Because the contract of insurance specifi cally 
included business interruption losses, the parties must have contemplated that 
a failure to pay for the reinstatement of the building would have resulted in a 
loss of profi t; and 

• the losses fl owing from Brescia's inability to purchase other premises were not 
within the reasonable contemplation of the parties and were therefore not 
recoverable from the insurer.

Justice Hammerschlag noted that a breach by an insurer of its obligations to 
indemnify 'is no different to a breach by any other citizen of a contract'. Therefore, 
'the plaintiff should be put in a position that he or she would have been in but for 
the breach, that is, the position if the contract had been performed '. His Honour 
held that:

 Clearly, the actual contemplation of the parties extended to the facts that the building 
was used by Brescia to trade and that occurrence of the peril might cause consequential 
loss of profi ts. A premium was paid for consequential loss of profi ts insurance. It is 
accordingly, not diffi cult to suppose that at the time of the Policy the parties had in their 
contemplation that if the defendants unjustifi ably delayed the acknowledgement of their 
liability to indemnify Brescia in respect of its losses it would inevitably suffer loss of 
trading profi ts as a consequence.

Reasonable precautions
QBE also sought to avoid liability on the basis that Brescia failed to take reasonable 
precautions to protect its property from damage. Justice Hammerschlag examined 
the relevant authorities on the meaning of 'reasonable precautions' and concluded 
that the test is a subjective one – the insured must have perceived and 'deliberately 
courted' the risk. QBE's argument was that Brescia knew of the risk of fi re, yet 
adopted practices which deliberately courted that risk, including using the roof of 
the warehouse for storage, using a spray-booth without council consent, and using 
the angle grinder, which caused the fi re. 
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In considering whether Brescia had deliberately courted the risk of fi re, the court 
considered the perception of Brescia's decision-makers for each of the practices 
raised by QBE. On an analysis of the available evidence, Justice Hammerschlag 
found that Brescia did not perceive any of the risks alleged by QBE and, 
accordingly, could not be considered to have deliberately courted such risks.

Stock and business interruption fraud claim
Section 56(1) of the Insurance Contracts Act provides that:

 Where a claim under a contract of insurance, or a claim made under this Act against an 
insurer by a person who is not the insured under a contract of insurance, is made 
fraudulently, the insurer may not avoid the contract but may refuse payment of the claim.

QBE alleged that Brescia's stock loss and business interruption claims were 
fraudulently overstated and argued that it could refuse payment of the whole 
claim under s56(1). QBE had the onus of establishing that the claim was 
made fraudulently.

Justice Hammerschlag held that the available evidence did not reveal that Brescia 
was guilty of any fraud. His Honour also held that s56(1) of the Insurance 
Contracts Act only applies to a claim for indemnity under a policy. In this case, a 
claim for damages was made after the insurer had already refused indemnity. 
Accordingly, the claim was no longer a claim made under an insurance contract 
and QBE could not rely on s56(1) of the Insurance Contracts Act to avoid payment 
of Brescia's claim. 

Brescia establishes that an insurer can be liable for 
consequential loss fl owing from interruption to business where 
that loss is a reasonably foreseeable result of the insurer's 
wrongful denial of indemnity. Accordingly, the potential liability 
of an insurer who wrongly fails to pay a claim may be greater 
than its maximum liability under the applicable policy.
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GENERAL INSURANCE LAW

Opting out of state-based workers' 
compensation schemes: Commonwealth 
legislation will prevail

Case Name:
Attorney-General (Vic) v 
Andrews & Ors

Citation:
[2007] HCA9, High Court 
of Australia per Gleeson CJ, 
Gummow, Hayne, Heydon and 
Crennan JJ (Kirby and Callinan 
JJ dissenting)

Date of Judgment:
21 March 2007

Issues:
• Workers' compensation
• Constitutional law – 

s51(xiv) of Commonwealth 
Constitution – meaning of 
'state insurance'

• Whether provisions of 
the Victorian workers' 
compensation legislation 
are inconsistent with 
Commonwealth legislation

The High Court of Australia's decision in Attorney General (Vic) v 
Andrews has given some corporate employers the choice of 
opting out of state and territory workers' compensation schemes. 
The High Court's decision gives a limited interpretation of state 
power as it relates to state insurance in section 51(xiv) of the 
Commonwealth Constitution.

The relevant Victorian legislation, the Accident Compensation Act 1985 (Vic) and 
the Accident Compensation (WorkCover Insurance) Act 1993 (Vic) (together, the 
Victorian Acts), provides for:

• compulsory insurance in respect of employers' liabilities;
• a monopoly for the Victorian WorkCover Authority (VWA) in respect of workers' 

compensation insurance; and
• a cap for common law damages for economic loss and for serious injury 

($1,006,760), and for non-economic loss ($438,000).

The relevant Commonwealth legislation, the Safety, Rehabilitation and 
Compensation Act 1988 (Cth) (the Commonwealth Act) gives the Commonwealth 
Safety, Rehabilitation and Compensation Commission (Comcare) power to 
administer the Commonwealth workers' compensation scheme. Comcare also issues 
self-insurance licences to Commonwealth authority employers. The Commonwealth 
workers' compensation scheme provides for:

• lower premiums than the Victorian scheme; and
• a cap of $110,000 for common law damages.

An employer that is not a Commonwealth authority but wants to self-insure under 
the Commonwealth Act may apply to the relevant Commonwealth minister on the 
grounds that the employer is a corporation that is 'carrying on business in 
competition with a Commonwealth authority or with another corporation that was 
previously a Commonwealth authority'. 

On 1 November 2004, Comcare granted Optus Administration Pty Ltd (Optus) a 
licence to self-insure. In its application for the license, Optus had submitted that it 
was in competition with Telstra and that it was desirable for Optus to be subject to 
the same workers' compensation scheme as Telstra. Notably, Optus estimated that 
it would save approximately $186,000 per month in premiums by operating under 
the Commonwealth system, instead of the state system.
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The VWA made an application to the Federal Court against Kevin Andrews, the then 
Federal Minister for Employment and Workplace Relations, seeking, among other 
things, a declaration that the Commonwealth was acting outside its constitutional 
power in granting Optus the license to self-insure. The Federal Court dismissed the 
application, and the matter was appealed to the High Court.

In the High Court, the Victorian Attorney-General continued to argue that that 
the licensing provisions of the Commonwealth Compensation Act were beyond the 
scope of the Commonwealth's constitutional power to make laws. Specifi cally, the 
VWA argued that the Commonwealth Act contravened s51(xiv) of the Constitution 
which provides that the Commonwealth shall have power to make laws with 
respect to:

 (xiv) insurance, other than State insurance; also State insurance extending beyond the  
 limits of the State concerned.

The Victorian Attorney-General and the VWA argued that the Commonwealth Act 
was invalid as it enabled Optus to operate under the Commonwealth compensation 
scheme, which was effectively making laws with respect to 'State insurance', in 
contravention of s51(xiv).

By a majority of 5-2, the court dismissed the appeal and upheld the validity of the 
Commonwealth Act. The main judgment was delivered by Justices Gummow, 
Hayne, Heydon and Crennan. Their Honours found that s51(xiv) of the Constitution 
did not provide states with exclusive power to prevent Commonwealth laws from 
affecting state insurance laws. The majority found that: the licensing provisions 
under the Commonwealth Act oblige a licensee such as Optus to make the 
payments stipulated under the Commonwealth Compensation Act for injury to 
employees; and that no state law with respect to workers compensation will apply 
for such injury after the licence comes into force. This law is supported by the 
Corporations power under s51(xx) of the Constitution. However, the licensing 
provisions leave Optus to decide whether or not to take out insurance. Optus (and 
other corporates) could choose to seek insurance under the Commonwealth Act. As 
such, the majority considered that licensing provisions were only incidentally 
concerned with 'insurance'. Based on this reasoning, the majority concluded that 
the law in question could not be characterised as a law with respect to insurance, 
let alone a law with respect to 'State insurance'. Chief Justice Gleeson delivered a 
separate judgment agreeing with the majority, but for somewhat different reasons.

This case involves an expansive reading of the corporations 
power contained in s51(xx) and a narrow interpretation of 
'State insurance' in s51(xiv) of the Constitution. Not only does 
it enable certain employers to opt out of state schemes of 
workers' compensation, it also paves the way for the 
Commonwealth Government to legislate for a national 
workers' compensation scheme.
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GENERAL INSURANCE LAW

Joinder of insurers by plaintiffs

Case Name:
Ashmere Cove Pty Ltd v 
Beekink (No 2)

Citation:
[2007] FCA 1421, Federal 
Court of Australia per French J

Date of Judgment:
11 September 2007

Issues:
• Joinder of defendant 

company’s insurer by 
plaintiff

• Utility of declaration 
obtained by plaintiff against 
defendant's insurer

The insurers of a defendant company in liquidation denied 
indemnity under a professional liability policy. Subsequently, the 
insurers were joined on the application of the plaintiffs, in order 
for the plaintiffs to obtain a declaration that the insurers were 
liable to indemnify the defendant.

Knightsbridge Managed Funds Ltd (KMF) was the responsible entity for managed 
investment schemes. KMF collapsed in 2001 and was placed into liquidation. Prior 
to KMF’s collapse, KMF notifi ed its professional indemnity insurers of a potential 
claim against it by investors in one of the scheme loans.

In October 2006, the investors commenced proceedings in the Federal Court against 
KMF and its directors, claiming compensation for losses allegedly suffered as a 
result of contraventions by KMF and its directors of the former Corporations Laws.

The insurers denied indemnity to KMF in respect of the investors’ claim, 
relying on an exclusion clause that precluded cover for claims arising out of the 
non-repayment of scheme loans. KMF’s liquidator lacked the funds to contest the 
insurers’ denial. Despite an offer from the investors to indemnify KMF and its 
liquidator against any adverse costs order, KMF’s liquidator refused to cause KMF 
to bring a cross-claim against the insurers. The investors’ offer did not extend to 
the liquidator’s costs of bringing a cross-claim.

The investors then applied to join the insurers as respondents in the original 
action, to obtain a declaration that the insurers were obliged to indemnify KMF 
for the investors’ claims against KMF. The investors relied heavily on the case of 
JN Taylor Holdings Ltd v Bond ((1994) SASR 605), in which similar orders were 
made by the Supreme Court of South Australia.

Justice French made orders joining the insurers. His Honour's reasoning was 
as follows:

• Although the investors had no cause of action against the insurers, under 
section 562 of the Corporations Act 2001 (Cth) any money recovered by KMF 
under its insurance policy would have to be paid to the investors in priority to 
other unsecured creditors of KMF. Accordingly, the investors had a very real 
interest in having the insurers' obligations to KMF determined.

• It was not necessary to decide whether or not the insurers and KMF would be 
bound by the declaration by virtue of a res judicata or issue estoppel, because 
the general concept of abuse of process would preclude the parties from 
litigating the question of indemnity in subsequent proceedings. Accordingly, 
even if the declaration was not binding at law, there was utility in making it 
because it would have the practical effect of determining the question.
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• Although KMF's liquidator had initially disputed the validity of the insurers' 
decision to deny indemnity, the liquidator was unwilling to take legal action 
against the insurers.

• The basis of the insurers' denial raised a discrete issue, involving a question in 
common with that arising in the investors' claims against KMF, which his 
Honour noted, 'may be susceptible of resolution within a short compass'. 

• In the circumstances, his Honour found that it was convenient and useful to 
order the joinder.

The insurers are appealing the decision on jurisdictional and discretionary grounds.

This is not the fi rst decision of its kind where insurers have 
been joined by plaintiffs claimants. The principles that emerge 
from this case could be argued to be confi ned to defendant 
companies in liquidation. Nonetheless, as a result of this case, 
courts may more readily order the joinder of insurers of 
defendant companies in liquidation and it may be only a matter 
of time before the courts extend the principles of this case to 
support the joinder of insurers of any defendant where 
indemnity has been denied.
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GENERAL INSURANCE LAW

Interest payable on amounts withheld 
by insurer

Case Name:
Dumitrov v S C Johnson & Son 
Superannuation Pty Ltd & Anor 
(No 2)

Citation:
(2007) 14 ANZ Insurance 
Cases 61 - 722; Supreme Court 
of New South Wales per Gzell J

Date of Judgment:
7 February 2007

Issues:
• Section 57(2) Insurance 

Contracts Act 1984 (Cth)
• Whether compound interest 

payable

In this case, the Supreme Court of New South Wales reviewed a 
previously upheld claim for total and permanent disability benefi t, 
considered the date from which the insurer was liable to pay 
interest on the entitlement of the insured, and also whether 
interest should be payable on a compound basis.

Mr Dumitrov claimed an entitlement to a total and permanent disablement benefi t 
of $123,035.83 under a life insurance contract with Hannover Life Re of Australia 
Ltd (Hannover).

In an earlier judgment dated 12 December 2006, Justice Gzell found that 
Hannover had breached its duty of utmost good faith, and his Honour supplanted 
Hannover's opinion by determining that Mr Dumitrov was totally and permanently 
disabled. Judgment was not entered at that time.

In these proceedings, Mr Dumitrov sought to re-open the case on the basis of 
additional evidence capable of identifying the amount to which he was entitled. 
The further evidence was a spreadsheet detailing the $123,035.83 claim (the 
spreadsheet).

There were three issues before the Supreme Court of NSW:

1. whether it was appropriate to re-open the case;
2. the date from which interest ought to be calculated; and
3. whether interest ought to be calculated on a compound basis.

Whether to re-open the case
Justice Gzell held that the critical factor that should guide the court in determining 
an application to re-open a case on the basis of additional evidence is 'whether the 
interests of justice are better served by allowing or rejecting it'. Here, it was held 
that the interests of justice were better served by allowing the application and 
receiving the spreadsheet as evidence. Justice Gzell also held that Mr Dumitrov had 
established his entitlement to payment of $123,035.83 from Hannover. In reaching 
this conclusion, Justice Gzell noted that while Hannover disputed the amount 
claimed, it did not call any evidence to support its contention of a lower fi gure.

10897 Insurance 2 casenotes.indd28   2810897 Insurance 2 casenotes.indd28   28 27/02/2008   10:27:47 AM27/02/2008   10:27:47 AM



29

The date from which interest ought to be calculated
Section 57(2) of the Insurance Contracts Act 1984 (Cth) (the Act) provides that 
interest is payable for the period 'commencing on the day from which it was 
unreasonable for the insurer to have withheld payment of the amount'. In this case, 
Justice Gzell held that the date from which it was unreasonable for the insurer to 
have withheld payment was the date on which Hannover breached its duty of 
utmost good faith by rejecting Mr Dumitrov's claim. In deciding this, Justice Gzell 
disagreed with the argument raised by Mr Dumitrov that interest should run from a 
reasonable time after Mr Dumitrov lodged his claim.

Compound interest
Justice Gzell decided that there was no automatic allowance of compound interest 
upon moneys withheld. Accordingly, while recognising that compensation for loss of 
use of money might be available in some circumstances, his Honour was not 
prepared to grant Mr Dumitrov compound interest because no evidence had been 
adduced by Mr Dumitrov as to any loss sustained as a result of Hannover's failure 
to pay the claim.

This decision highlights the importance of adducing appropriate 
evidence (ie of how the payment would have been used by the 
insured) to support contentions as to whether compound 
interest is payable. It also confi rms that interest will run from the 
date on which there was found to be a breach of duty and not 
from the date a claim is fi rst lodged.
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GENERAL INSURANCE LAW

APRA disqualifi cation powers: reliance on 
evidence given at a Royal Commission

Case Name:
X v Australian Prudential 
Regulation Authority

Citation:
[2007] HCA 4, High Court 
of Australia per Gleeson CJ, 
Gummow, Hayne, Callinan, 
Heydon and Crennan JJ

Date of Judgment:
21 February 2007

Issues:
• APRA disqualifi cation 

powers – s25(1) Insurance 
Act 1973 (Cth)

• Section 6M Royal 
Commissions Act 1902 
(Cth)

The High Court considered whether evidence given by certain 
senior insurance managers in a Royal Commission could be taken 
into account by the Australian Prudential Regulatory Authority in 
fi nding that they were not 'fi t and proper' persons for the purposes 
of the Insurance Act 1973 (Cth). In reaching that conclusion, the 
court considered the extent of protection that will be afforded to 
witnesses before a Royal Commission and commented on the 
role of APRA in regulating the insurance industry.

The HIH Royal Commission was established to enquire into the collapse of the HIH 
Insurance Group. Each of X and Y were employed by a foreign insurer, and travelled 
to Australia to give evidence before the Commission.

Following the giving of evidence to the Commission by X and Y, the Australian 
Prudential Regulatory Authority (APRA) wrote to each of them, indicating that it 
had formed the preliminary view that they were not 'fi t and proper persons' for the 
purposes of the Insurance Act 1973 (Cth) (the Act), and invited X and Y to make 
submissions as to why APRA should not disqualify them under section 25A(1) of 
the Act. Such a disqualifi cation would prevent X and Y from acting as a director, 
senior manager or agent in Australia of a foreign insurer. APRA indicated that in 
forming its preliminary view it had had regard to evidence given to the HIH Royal 
Commission by X and Y, the submissions of counsel assisting the Commission, and 
the Commission's fi nal report.

X and Y commenced proceedings seeking orders restraining APRA from taking 
further action, on the basis that APRA did not have power to disqualify them. 
Further, X and Y sought a declaration that a determination by APRA would 
constitute a punishment or disadvantage 'for or on account of' evidence given to 
the HIH Royal Commission, as prohibited by s6M of the Royal Commission Act 
1902 (Cth). 

At fi rst instance, Justice Lindgren separated the questions for determination 
as follows:

1. Whether APRA had jurisdiction or power under s25A of the Insurance Act to 
disqualify X or Y.

2. Whether APRA's use of evidence given by X or Y before the HIH Royal 
Commission contravened s6DD1 or s6M of the Royal Commission Act.

1. Section 6DD of the Royal Commission Act provides, inter alia, that a statement or disclosure made by a person in the course of

 giving evidence before a Royal Commission is not admissible in evidence against the person in any civil or criminal proceedings.
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Justice Lindgren answered the fi rst question 'yes', and the second question 'no'. 
Those fi ndings were upheld by the Full Court of the Federal Court. The High Court 
granted leave to appeal the Full Court's fi ndings, insofar as they concerned the 
second question, and the effect of s6M of the Royal Commission Act. 

Section 6M provides:

 Any person who uses, causes or infl icts any violence, punishment, damage, loss or 
disadvantage to any person for or on account of:

 (a) the person having appeared as a witness before any Royal Commission;

 (b) any evidence given by him or her before any Royal Commission; or

 (c) the person having produced a document or thing pursuant to a summons,   
 requirement or notice under section 2,

 is guilty of an indictable offence.

The majority of the High Court (Chief Justice Gleeson and Justices Gummow, 
Hayne, Callinan, Heydon and Crennan) considered s6M in the context of the entire 
Royal Commission Act. In this regard, the majority noted that provisions of the 
Royal Commission Act allowed, in certain circumstances, for the referral of 
information by a Commission to a regulatory authority such as APRA.

The majority considered that the words 'for or on account of' involve notions of 
purpose, motive, object and intention, and found that none of those notions were 
applicable to the present circumstances. On that basis, it was relevant that the 
actions of APRA and its representatives were for the proper discharge of APRA's 
statutory powers and functions. The majority held that it was permissible for APRA 
and its representatives to have regard to the evidence given by X and Y at the HIH 
Royal Commission in the proper discharge of those powers and functions. In 
forming the view that s6M did not apply to the present case, the majority held that:

 Any disadvantage suffered by X or Y, as a consequence of the proper application of those 
regulatory provisions, would not be 'for or on account of' his attendance at the Royal 
Commission or the evidence he gave.

Further, the majority held that the conduct of APRA did not victimise X or Y in the 
sense contemplated by s6M.
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Justice Kirby agreed with the orders of the majority of the High Court, but made a 
number of additional observations relating to what his Honour considered to be the 
proper construction of s6M. In particular, his Honour considered that the 
disciplinary action contemplated by APRA was 'for or on account of' a pre-existing 
state of affairs which the evidence given before the Commission might help to 
prove or disprove. The disciplinary action contemplated was not 'for or on account 
of' the fact that X and Y gave evidence.

Despite some variations in the reasoning, the appeal was 
dismissed by the High Court and APRA was permitted to 
proceed with its determination that X and Y were not fi t and 
proper persons. The decision makes it clear that, in exercising 
its powers of disqualifi cation, APRA may rely on evidence given 
at a Royal Commission.
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GENERAL INSURANCE LAW

Extent of contractual indemnity from company 
to its offi cers 

Case Name:
National Roads and Motorists' 
Association v Whitlam

Citation:
[2007] NSWCA 81, Supreme 
Court of New South Wales, 
Court of Appeal per Beazley, 
Campbell JJA and Handley AJA

Date of Judgment:
11 April 2007

Issues:
• Extent of indemnity from 

company to its offi cers
• Whether offi cer indemnifi ed 

for loss of reputation
• Whether offi cer indemnifi ed 

for costs of pursuing 
defamation proceedings

In this case, the New South Wales Court of Appeal considered 
whether a contractual indemnity from a company to one of its 
offi cers extended to costs incurred by the offi cer in pursuing 
defamation proceedings, and loss he claimed to have suffered 
from damage to his reputation.

Mr Whitlam was the president of the NRMA. In the course of his duties as 
president, he participated in a television interview with a journalist from Channel 
Nine, with the approval of the NRMA. The interview related to Mr Whitlam's 
activities as president. 

Channel Nine edited the interview before broadcast, so that Mr Whitlam's words 
were interspersed with statements by other people. Mr Whitlam took the view that 
the program that went to air changed the meaning of what he had said, and was 
defamatory. In addition, the Channel Nine journalist had repeated some of the 
matters that Mr Whitlam alleged were defamatory during an interview on radio 
station 2GB. 

Mr Whitlam sued Channel Nine and 2GB for defamation. Both claims were heard.

Mr Whitlam sought indemnity from the NRMA for his legal costs in bringing the 
defamation actions and for loss he claimed to have suffered through damage to his 
reputation. He claimed indemnity on the basis of one or other of two particular 
deeds between himself and the NMRA.

Under the deeds, the NRMA indemnifi ed Mr Whitlam 'on a full indemnity basis and 
to the full extent permitted by law against all Liabilities incurred… as an offi cer… 
including without limitation a liability for negligence and for reasonable costs and 
expenses, not limited to taxed costs incurred...' 'Liabilities' was defi ned to mean 'all 
losses, liabilities, costs, charges or expenses'.

The Court of Appeal held that Mr Whitlam was not indemnifi ed for his legal costs. 
The court stated that when Mr Whitlam incurred the costs of the defamation 
actions, he was seeking to redress consequences of actions he had taken as an 
offi cer but, in incurring those costs, he was not then and there acting as an offi cer. 
It was not a part of Mr Whitlam's duties as an offi cer of the NRMA to bring the 
defamation proceedings.
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The court also held that the 'loss' indemnifi ed under the deeds did not extend to 
loss of reputation. In this respect, the court relied upon the well-established 
principle of construction that where a commercial document is elliptical or 
ambiguous, it should not be given a construction that is commercially unlikely. 
Justice Campbell noted that loss of reputation may occur because an offi cer runs 
a company badly, or sometimes even because an offi cer was in charge of a 
company at a time when external events affected it badly. In either case, he 
considered that it does not seem likely that the indemnity was intended to 
extend to such circumstances.

This case illustrates that courts will construe ambiguous 
commercial documents in a way that will give them a sensible 
commercial operation, so as to refl ect the likely purpose of the 
business people who entered into them, and that that principle 
of construction applies to contractual indemnities from 
companies to their offi cers.
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GENERAL INSURANCE LAW

Distinguishing an obligation to insure and an 
obligation to indemnify

Case Name:
Mendrecki v Doan & Pham & 
Ors (No 2)

Citation:
[2007] SADC 9 District Court 
of South Australia per Rice J

Date of Judgment:
15 February 2007

Issues:
• Insurance clauses and 

indemnity clauses
• Evidence of damages where 

failure to obtain insurance

The District Court of South Australia considered whether a 
clause in a building contract requiring a property owner to obtain 
public liability insurance for its builder was an insurance clause, 
an indemnity clause or both. Having determined that the property 
owner was required to obtain insurance, the court awarded 
nominal damages only, as no evidence was submitted by the 
builder as to quantum.

While installing an air-conditioning unit on a building site, the plaintiff's foot was 
injured. In the related decision, Mendrecki v Doan & Pham & Ors [2006] SADC 
140, the court found that the injury was caused by a failed ceiling-joist and that 
the owner of the property and the builder, along with a number of other defendants, 
were together responsible. The court awarded judgment of approximately $800,000 
against the defendants.

In this decision, the court was asked to consider whether the property owner had 
been required to obtain public liability insurance for, and to indemnify, the builder 
under the following clauses in the contract:

(a) The Owner shall in the joint names of the Builder and the Owner and, if applicable, the 
Lending Institution and for their respective rights, interests and liabilities insure the 
works until practical completion.

(b) Any existing structure (together with all its contents) on the site or adjacent to the works 
or any plant, machinery, appliances, tools, equipment or materials of the Owner which 
have not been supplied by the Builder pursuant to this contract shall be at the sole risk 
of the Owner who shall maintain insurance against the risk of any loss or damage thereto.

In deciding that those clauses did not create an obligation to indemnify, the court 
referred to the decision of the Full Court of the South Australia Supreme Court in 
Valkonen and Anor v Jennings Constructions Ltd and Ors (1995) 184 LSJS 87 (in 
which contractual terms were found not only to require one party to obtain 
insurance for the other, but also to indemnify the other) and found that those 
circumstances could be distinguished from the circumstances of the present 
case on the basis that the clauses in question made no express reference to 
an 'indemnity'.
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Nevertheless, the court found that the clauses did require the property owner to 
obtain insurance for the builder. However, in line with the decision in Luna Park 
(NSW) Limited v Tramways Advertising Proprietary Limited (1938) 61 CLR 286, 
the court ruled that the builder was entitled to nominal damages only ($10) 
because it had failed to lead evidence of damages fl owing from the property 
owner's failure to obtain the insurance.

This case provides an illustration of a court distinguishing 
between an insurance clause and an indemnity clause. The 
case also emphasises the importance of leading evidence as to 
damages fl owing from the failure of a party to fulfi l an obligation 
to obtain insurance. 
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GENERAL INSURANCE LAW

Assessment of damages and the entitlement of 
a defendant to reduce their liability for a 
plaintiff's extravagance

Case Name:
Fung v Stocovaz

Citation:
(2007) 14 ANZ Insurance 
cases 61-730; Supreme Court 
of New South Wales per 
Patten AJ

Date of Judgment:
8 December 2006

Issues:
• Motor vehicle insurance
• Assessment of damages
• Subrogated claims by 

insurer
• Whether repair costs are fair 

and reasonable

In a motor vehicle insurance case, on a subrogated claim by the 
insurer, the court considered whether the claim should be 
reduced if the actual cost of restoring the insured to its original 
position was not fair, or was unreasonable or extravagant. 

On 7 November 2004, the plaintiff, Mrs Fung, was involved in an accident while 
driving an 'as new', two-month-old Mercedes Benz belonging to her husband (the 
plaintiff). The collision was attributable solely to the negligence of the defendant, 
Mrs Stocovaz. Both the plaintiff and the defendant were insured. 

Following the accident, Mrs Fung telephoned Perfect Auto Body Pty Ltd, a motor 
vehicle repairer in Sydney, which was well known to the Fungs and had repaired 
different Mercedes vehicles for them. The repairer was listed in the Mercedes Benz 
workshop directory as an authorised paint and panel repairer for the Sydney 
metropolitan area where the Fungs lived. An estimate given by the repairers was 
subsequently approved by the Fungs' insurers, Allianz Insurance. The car was 
subsequently repaired at a cost of $14,197.60 plus GST, a sum that Allianz 
subsequently made a claim for from the defendant and her insurers.

Neither the defendant or her insurers paid the claim made by the plaintiff's 
insurers. The defendant asserted that the cost of repairs claimed were not 
reasonably necessary to reinstate the Fungs' car to its pre-accident condition and 
that the plaintiff had failed to mitigate its loss.

In citing numerous authorities, Justice Patten held that it is clear that a plaintiff 
can have his or her damages reduced to the extent that the actual costs of repair 
are not fair and reasonable or are extravagant. In reaching his decision, Justice 
Patten was mindful of the policy consideration that a plaintiff in Mr Fung's 
situation should not be entitled to enhance the value of his property. Similarly, 
damages suffered should only be what is necessary in consequence of the collision 
caused by the defendant.

The outcome in this case was to revert for further directions as to the extent to 
which Mr Fung's repairs were unreasonable or extravagant. 

10897 Insurance 2 casenotes.indd37   3710897 Insurance 2 casenotes.indd37   37 27/02/2008   10:27:49 AM27/02/2008   10:27:49 AM



38

This case is a useful reiteration of long-understood principles 
relating to reductions caused by a plaintiff's failure to mitigate 
their loss by acting extravagantly in restoring themselves to the 
pre-negligence position. It is a reminder for insurers to be wary 
of extravagant claims even where that claim can be pursued as 
against another party or another insurance company. Insurers 
who do not carefully scrutinise claims made by an assured could 
fi nd themselves out of pocket when pursuing the responsible 
party in negligence. 
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CONSTRUCTION OF INSURANCE POLICIES

Dishonesty and fraud: when does conduct 
cross the line?

Case Name:
McCarthy v St Paul 
International Insurance Co Ltd

Citation:
[2007] FCAFC 28 Full Court, 
Federal Court of Australia per 
Kiefel, Stone and Allsop JJ 

Date of Judgment:
14 March 2007

Issues:
• Professional indemnity 

policy
• Meaning of 'claim' in an 

insuring clause
• Meaning of 'dishonesty' or 

'fraud' in exclusion clause
• Treatment of defence costs 

where relevant to both 
insured and excluded claims

The Full Court of the Federal Court of Australia has recently 
considered the meaning of 'dishonesty and fraud' in the context 
of an exclusion clause in a professional indemnity policy. The 
court also considered whether loss attributable to multiple 
causes, some of which fell inside that exclusion clause, was 
within the scope of the indemnity.

McCarthy, Durie, Ryan and Neil (MDRN), a fi rm of solicitors with a private mortgage 
lending business, solicited funds from potential investors. The investors, many of 
whom were clients of MDRN, could nominate the borrower and the amount lent. 
MDRN held professional indemnity insurance with St Paul International Insurance 
Co Ltd (St Paul), which provided that St Paul would indemnify MDRN against all 
loss (including defence costs) arising from any claim for civil liability incurred in 
connection with MDRN's practice. The policy's general exclusion clause included a 
provision to the effect that MDRN would not be indemnifi ed where any liability was 
'brought about by the dishonest or fraudulent act or omission of the Assured'. 

Rivett Project Results Pty Ltd (Rivett) required funding for the construction of unit 
accommodation in Queensland. MDRN's loan manager prepared an investment 
summary for potential investors that included details about the project and the 
fi nancial position of Rivett. The project failed and 39 investors brought proceedings 
against MDRN alleging inducement to lend money to Rivett by reason of 
misrepresentations in the investment summary regarding Rivett's asset position and 
that of its controlling director (the asset representations). MDRN cross-claimed 
against St Paul for indemnity. St Paul relied on the exclusion clause and denied 
indemnity, arguing that the loss and damage had been caused by the loan 
manager's dishonest asset representations. 

The trial judge found that the loan manager had knowingly included incorrect 
information in the investment summary and had, therefore, acted dishonestly. 
MDRN was liable for the loss and damage suffered by the investors. The trial judge 
also found that St Paul was liable to indemnify MDRN for its liability to an investor 
who relied on misleading statements by MDRN that were not affected by fraud or 
dishonesty, and for costs incurred in defending such claims. There were three 
such claims.

MDRN and St Paul appealed the trial judge's decision. MDRN argued that the trial 
judge had attributed an incorrect meaning to the term 'dishonesty' and that the 
fi ndings did not support the conclusion that the loan manager's conduct was 
dishonest, as he had no motive for making the false asset representations. MDRN 
submitted that dishonesty requires knowledge that the relevant actions are 
dishonest and a motivation to obtain an advantage. They also submitted that 
dishonesty cannot be inferred from an inability to identify an innocent explanation. 
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The Full Court of the Federal Court held that dishonesty is assessed by reference to 
the standard of ordinary, honest persons, and that ordinary persons would consider 
it dishonest to assert as true something they know to be false. Motive may be 
evidence of dishonesty in some circumstances, but the question in the context of 
false representations is whether the party appreciated the relevant representations 
to be false. On this basis, the court held that the trial judge's conclusion regarding 
the loan manager's dishonesty was well founded.

St Paul submitted that the trial judge erred in limiting the application of the 
exclusion clause to claims relating to the asset representations. St Paul argued 
that the policy indemnifi ed MDRN for 'loss arising out of a claim', and the exclusion 
clause should exclude St Paul's liability to indemnify MDRN for any loss arising 
from a claim where MDRN's dishonesty or fraud caused any part of that loss. MDRN 
argued that every alternative legal action brought by each of the 39 investors should 
be considered a claim. The court agreed with St Paul, and held that the ambit of a 
'claim' depends on 'the context and the form of the policy'. Whether there is more 
than one claim will generally depend on the underlying facts, rather than the legal 
form in which the matter is constructed or pleaded. In this case, each of the 
investors claimed that they had been misled in some way by information provided 
by MDRN but the facts only revealed one claim for compensation by each applicant.

St Paul argued (based on the Wayne Tank principle) that MDRN should not be 
indemnifi ed for its related costs and expenses arising from claims for liability 
brought about by dishonesty or fraud, even if those costs also arose from claims for 
liability not brought about by dishonesty or fraud. In this case, the court held that, 
even if some related costs were referable to a claim for which there was indemnity 
and a claim for which there was not, MDRN was entitled to those costs because 
they fall into an indemnity, which, on the policy wording, was otherwise untouched 
in its operation by any exclusion.

While results may differ depending on the precise policy 
wording, this case contains useful discussion and review of the 
authorities on the following issues:

• the meaning of 'claim' in an insuring clause;
• the meaning of 'dishonesty' or fraud' in an exclusion clause; 
     and 
• the application of the Wayne Tank principle and assessment       
     of its limitations where an excluded cause operates on only           
     some of the indemnifi ed loss. 

The judgment of Justice Allsop contains a particularly useful 
review of the authorities on the Wayne Tank principle. This case 
also provides guidance on how defence costs should be treated 
when they are relevant to both insured and excluded claims. In 
those circumstances, whether the Wayne Tank principle will 
apply to exclude cover for such defence costs will depend upon 
the precise policy wording.
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In a claim under a professional indemnity policy, the New South 
Wales Court of Appeal considered the application of a 'known 
circumstances' exclusion clause. In particular, the court 
considered the primary judge's application of the contra 
proferentem rule in construing the exclusion clause.

In March 2005, a plaintiff succeeded in an action for professional negligence 
against his solicitors and his barrister, Mr Porthouse. Consequently, the District 
Court considered the barrister's cross-claim against CGU Insurance Ltd, and 
ordered CGU to indemnify the insured barrister under a professional indemnity 
policy purchased in June 2004. 

On appeal, CGU argued that the primary judge erred in refusing to apply an 
exclusion clause in the policy. The clause excluded 'known claims', and claims 
arising from 'known circumstances', as at the inception of the policy. 'Known 
circumstances' were defi ned in the policy as:

 Any fact, situation or circumstance which:

 (a) an Insured knew before this Policy began; or

 (b) a reasonable person in the Insured's professional position would have thought before  
 this Policy began,

 might result in someone making an allegation against an Insured in respect of a liability, 
that might be covered by this Policy.

CGU accepted the primary judge's fi nding that paragraph (a) of the defi nition did 
not apply because the insured did not know, before the policy commenced, that his 
client might make an allegation of negligence that might be covered by the policy. 
However, CGU did challenge the fi nding that paragraph (b) did not apply, and 
argued that the primary judge had erred in applying the contra proferentem rule in 
construing the exclusion clause. 

The Court of Appeal dismissed the appeal by majority. The majority upheld the 
primary judge's fi nding that the exclusion clause was ambiguous and that it should 
accordingly have been construed contra proferentem (ie narrowly, against CGU). 

 CONSTRUCTION OF INSURANCE POLICIES

Application of the 'contra proferentem' rule and 
'reasonable person' test in an exclusion clause 

Case Name:
CGU Insurance Ltd v Porthouse

Citation:
[2007] NSWCA 80 Supreme 
Court of New South Wales, 
Court of Appeal per Hodgson 
JA, Young CJ in Eq and Hunt 
AJA (dissenting)

Date of Judgment:
11 April 2007

Issues:
• Exclusion clauses
• Use of contra proferentem 

in construing insurance 
policies
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The ambiguity arose because the exclusion combined the terms 'thought' and 
'might', which covered a spectrum ranging from a 'realistic possibility' down to a 
'remote possibility', so as to make unclear the applicable threshold level. The 
majority, therefore, held that the exclusion should be construed so as to require the 
higher standard of a 'realistic possibility' that a claim might be made against 
the insured.

This case highlights the diffi culties that may arise when 
an insurer seeks to rely on an ambiguous exclusion clause to 
avoid indemnity.
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The Western Australian Court of Appeal has highlighted the 
difference in interpretation adopted by courts of words or 
phrases when used in different insurance products. The decision 
illustrates a reasonable and business-like approach to the 
interpretation of a product liability policy extension.

Robert and Wendy Job, trading as Jobs Engineering, manufactured a wood 
processing machine that was sold to V & D Ridolfo Pty Ltd (Ridolfo) in 1996. 
The machine was custom-made without a cabin. Ridolfo subsequently had a cabin 
constructed. In 1998, Mr Fitzpatrick purchased the machine from Ridolfo. 
Mr Fitzpatrick was subsequently injured when using the machine, resulting 
in the amputation of part of his leg.

In the course of litigation between Mr Fitzpatrick, Jobs Engineering and Ridolfo, 
Jobs Engineering made a claim on its combined business insurance policy, which 
contained a products liability extension (the policy). At trial, Jobs Engineering 
obtained a declaration that, if Mr Fitzpatrick’s claims succeeded, it was entitled to 
an indemnity from the insurer and for its costs of defending the action under the 
costs extension clause. The trial judge dismissed the claims against Jobs 
Engineering and Ridolfo and made costs orders against Mr Fitzpatrick. The costs 
order did not cover all of Jobs Engineering's costs and there was a real possibility 
that the order against Mr Fitzpatrick would not be satisfi ed. Both Mr Fitzpatrick and 
the insurer appealed the trial judge's decision.

The Court of Appeal considered the following three matters raised by the 
appellant insurers:

• whether the omission to inform a purchaser of the need for a safety barrier or 
switch was a breach of duty in a 'professional capacity' and, if so, whether that 
claim was excluded by the professional services exclusion clause;

• whether an alleged failure to design and install a barrier guard fell within the 
meaning of 'defective design' in the policy's design exclusion clause; and

• whether the costs extension clause requires the insurer to 'pay' legal costs 
incurred by Jobs Engineering (as opposed to indemnify for costs paid) in 
circumstances where Jobs Engineering has no lease liability to Mr Fitzpatrick.

The insurer argued that, if Jobs Engineering owed a duty of care to advise Ridolfo 
of the machine's safety features, and was found to have breached that duty, the 
cause of Jobs Engineering’s liability to Mr Fitzpatrick was a failure to advise in a 
professional capacity. Justice Buss (with whom President Steytler agreed) 
contrasted the expansive interpretation of 'professional' in a professional indemnity 
context (where it appears in the insuring clause) with the narrower interpretation of 
that word when used in an exclusion clause within a public liability policy. Noting 

CONSTRUCTION OF INSURANCE POLICIES

Construction of a products liability policy

Case Name:
Fitzpatrick v Robert Norman 
Job and Wendy Barbara Job 
trading as Jobs Engineering & 
Ors; GIO General Ltd v Job and 
Job trading as Jobs Engineering

Citation:
[2007] WASCA 63 Supreme 
Court of Western Australia, 
Court of Appeal per Steytler P, 
Pullin and Buss JJA

Date of Judgment:
20 March 2007

Issues:
• Product liability insurance
• Interpretation of exclusion 

clauses
• Meaning of breach of duty 

owed in a 'professional' 
capacity

• Cover for defence costs 
where no legal liability 
found to exist
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that the business conducted by Jobs Engineering for which the policy provided 
indemnity involved the design, manufacture and supply of machinery, the court 
considered that providing (or failing to provide) operating instructions was part of 
that business and was not done in a professional capacity. If it were otherwise, the 
exclusion would severely limit the cover under the indemnity clause. The parties 
could not have intended such an uncommercial and unreasonable result. Indeed, 
the court noted that if any acts of negligence by Jobs Engineering in designing or 
manufacturing equipment (including to third parties like Mr Fitzpatrick) were to be 
characterised as breaches of duty owed in a professional capacity within the 
exclusion clause, it is hard to imagine a situation in which the policy 
would respond.

The insurer also argued that Jobs Engineering’s failure to install a safety barrier 
was a design defect and the defective design exclusion applied to exclude the 
insurer's liability. The court found that the cause of Mr Fitzpatrick’s injuries was 
the defective design of the cabin, which had not been constituted by Jobs 
Engineering. Therefore, the exclusion did not apply.

Finally, the costs extension clause was in fairly standard terms, under which 
the insurer agreed 'to pay legal costs, charges and expenses incurred as a result 
of [the insured's] entitlement to indemnity…'. Even though the indemnity was 
expressed to apply to 'legal liability' rather than claims per se, the court rejected 
the insurer's argument that the policy required that a legal liability to a third party 
(ie Mr Fitzpatrick) be established before Jobs Engineering was entitled to recover 
legal costs from the insurer. The court referred to the evident commercial purpose 
of the clause, which was to provide cover to Jobs Engineering for legal costs 
resulting from claims made against it, which, if proven, would entitle Jobs 
Engineering to indemnity.

This case illustrates the approach taken by the courts to 
interpret exclusion clauses, which is to interpret them 
consistently with the cover that is intended to be provided by 
the policy. It also demonstrates how the same word or phrase 
may be interpreted quite differently (generally, more broadly) 
when used in insuring clauses.
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In this case, the Supreme Court of Queensland considered 
whether a co-insurer could challenge a leading insurer clause to 
avoid paying its share of a claim agreed to by a lead underwriter. 
The court found that the widely drawn leading insurer clause 
gave the lead insurer an unfettered authority to bind co-insurers 
to its settlement of the insured's claim. 

In March 2000, Thiess Pty Ltd made a claim under a contractor's fl oater policy 
issued by three underwriters. The policy contained the following leading 
insurer clause:

 It is understood and agreed by all Insurers hereon that notifi cation to or from or 
agreements effected with the Leading Insurer, AXA Global Risks (UK) Ltd, in all matters 
relating to this Policy shall be binding on all Insurers…

In February 2004, AXA wrote to Theiss' brokers to notify them of its acceptance of 
the claim. However, one of the co-insurers, ERC Frankona Reinsurance Ltd, refused 
to pay its portion of the insured claim. Theiss commenced proceedings against ERC 
and relied on the terms of the leading insurer clause. ERC argued that it was not 
bound by the leading insurer clause on the grounds that:

• it did not apply to the settlement of claims; or 
• alternatively, it did not bind a co-insurer to a claim that fell outside the scope of 

the policy.

The court rejected both defences and held ERC liable to indemnify Theiss for its 
share of the claim. Justice Chesterman held that the leading insurer clause did 
apply to the settlement of claims because its use of the word 'agreement' covered 
AXA's acceptance of Theiss' claim. His Honour had no diffi culty in making this 
fi nding in light of the fact that the leading insurer clause was worded in a very 
general way, and did not specify any matters where the lead insurer was not 
permitted to bind the co-insurers.

Justice Chesterman dismissed the alternative defence, on similar grounds. His 
Honour noted that, even if ERC had been able to demonstrate that AXA had wrongly 
granted indemnity to Thiess for a claim that was not covered by the policy, this 
would not have affected Thiess' right to sue ERC. ERC's appropriate remedy in that 
situation would be to sue AXA in negligence, although it was noted by the English 
Court of Appeal in Bonner v Co [2006] 2 Lloyd's Rep 152 at paragraph 95 that the 
question of the duty of care owed by a leading underwriter is still an open one.

CONSTRUCTION OF INSURANCE POLICIES

Follow my leader? Challenging a leading 
insurer clause

Case Name:
Thiess Pty Ltd v ERC Frankona 
Reinsurance Limited

Citation:
[2007] QSC 004, Supreme 
Court of Queensland per 
Chesterman J

Date of Judgment:
11 January 2007

Issues:
• Leading insurer clause
• Lead insurer's duty of care
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This case serves as a reminder to prospective co-insurers to 
carefully consider the extent to which they are prepared to be 
bound by a lead insurer's decisions before agreeing to provide 
cover. In the absence of a specifi cally worded exception, the 
courts will be reluctant to allow a co-insurer to undermine the 
purpose of leading insurer clauses by allowing it to challenge 
claims settled by a lead insurer.
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In a case of negligence in which liability had been admitted 
by the defendant, the Supreme Court of Victoria considered 
whether an incident was within the scope of an insuring clause, 
and whether the defendant had met a policy condition requiring 
him to take reasonable precautions to prevent the risk of injury 
to others. 

On 2 July 2002, Anthony Tilley, the 10-year-old grandson of the defendant, 
Mr Lawless, had his left hand caught between a post-driver and a fence post while 
helping his grandfather repair fence posts on a farm owned by Mr Lawless.

Mr Lawless had leased the farm, with the exception of the farmhouse and its 
immediate surrounds, to Frank and Dawn Boulton. Under the lease, Mr Lawless 
agreed to repair fences on the property and the Boultons agreed to effect an 
insurance policy indemnifying Mr Lawless against public liability. The Boultons 
asked their insurer, CGU, to provide the cover required by the lease, which it did 
by an extension to the Boultons' policy.

The policy provided indemnity as follows:

 We will pay the amount you are legally liable to pay for personal injury or damage to 
property due to an occurrence in connection with your business. (emphasis added)

CGU accepted that, in principle, Mr Lawless had rights under the policy against 
CGU directly. However, CGU argued that Mr Lawless' activities did not come within 
the defi nition of 'Business' under the policy. Relevantly, 'Business' was defi ned to 
mean 'farming, grazing, cropping or other like primary producing activities'.

While it was true that Mr Lawless was not conducting his own primary production 
activities on the leased land, the court held that the fencing work in question was 
being done 'in connection with' the Boultons' farming business. As a result, CGU's 
fi rst objection to the defendant's claim for indemnity failed.

However, the policy included a 'reasonable precautions' condition as follows:

 You must:

 • take all reasonable precautions to prevent:
  – personal injury or damage to property.

CONSTRUCTION OF INSURANCE POLICIES

The meaning of 'reasonable precautions' as a 
condition of cover

Case Name:
Tilley v Lawless

Citation:
[2007] VSC 103, 
Supreme Court of Victoria per 
Cavanough J

Date of Judgment:
17 April 2007

Issues:
• Public liability policy
• Meaning of 'in connection 

with your business'
• Construction of policy 

condition requiring 
insured to take 'reasonable 
precautions'
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CGU submitted that Mr Lawless failed to comply with the reasonable precautions 
condition because, among other things, he had removed the safety guard from the 
post-driver contrary to its instruction manual. However, Mr Lawless submitted that:

• he had never heard of anyone hurting themselves with a post-driver before the 
accident;

• he had actively worked on a farm all of his life, including driving tractors since 
the age of seven, and, therefore, had never considered farming practices 
dangerous; and

• he was unaware of any danger in taking off the guards (from the post-driver), as 
all the other fencing contractors that he knew had done the same.

The court applied the 'purely subjective' test set out by the Victorian Court of 
Appeal in Body Corporate Strata Plan 4303 v Albion Insurance Co Limited [1983] 
2 VR 339, in relation to the construction of reasonable precautions conditions. 
That case established that a reasonable precautions condition should not be 
construed as tantamount to a requirement of lack of negligence or breach of any 
duty of care, as to do so would be contrary to the commercial purpose of a liability 
policy. Rather, the condition only required that the insured did not make any 
deliberate decision to expose himself/herself or others to the risk of harm, or did 
not care whether it occurred or not. In applying this test, the court focused on what 
Mr Lawless understood and refused to apply a standard contended for by CGU, 
which was one of recklessness or gross negligence.

The court was satisfi ed on the evidence that Mr Lawless did not recognise the 
relevant danger or, at least, the extent of the relevant danger before the accident. 
Further, Mr Lawless did not have a lack of desire or concern to prevent bodily injury 
to his grandson and did not make a deliberate decision to 'court the danger' 
in question.

This case provides useful guidance on what constitutes 
reasonable precautions in an insurance policy and, more 
generally, in interpreting the scope of a policy. The decision 
suggests that even recklessness on the part of the insured may 
not entitle the insurer to deny liability. The insured must have 
'deliberately courted the risk.'
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CONSTRUCTION OF INSURANCE POLICIES

The meaning of 'fl ood', and subrogated claims 
against a co-insured

Case Name:
The Board of Trustees of 
the Tate Gallery v Duffy 
Construction Ltd & Anor

Citation:
[2007] EWHC 361 (TCC), 
High Court of England and 
Wales per Jackson J

Date of Judgment:
15 February 2007

Issues:
• Meaning of 'fl ood' and 

'burst'
• Exercise of right of 

subrogation against a 
co-insured

The High Court in England has reconsidered the meaning of 
'fl ood' and 'burst' and the limits of a co-insured's defence to a 
right of subrogation.

During the centennial redevelopment project (the project), signifi cant damage was 
caused to the Tate Gallery over Easter in 2000 when a connection between a water 
main and pipe uncoupled (the incident). The Board of Trustees of the Tate Gallery 
(the board) was indemnifi ed for the loss and the insurer exercised its right of 
subrogation against Duffy Construction Ltd and a subcontractor, claiming that the 
defendants were responsible for the damage.

The board's insurance policy relating to the project indemnifi ed the board over 
'Specifi ed Perils', which included 'fl ood [and] bursting or overfl owing of water 
tanks'. Duffy was a co-insured under the policy, to the extent that the 'Specifi ed 
Peril' caused loss or damage to the contract works.

A preliminary question for Justice Jackson was whether the incident constituted a 
'fl ood' or 'bursting or overfl owing of water tanks'. His Honour identifi ed four guiding 
principles from the relevant case law (at paragraph [37]):

• Earlier case law must be read in the factual context of both the insurance 
contract in which those words appear and the facts that give rise to the 
insurance claim.

• Relevant factors that point towards an infl ux of water being a 'fl ood' include 
where a large quantity of water emanates from a natural and external source. 
Also relevant is the way in which the water was deposited, whether its arrival 
was an abnormal event and the characteristics of the property.

• In determining whether a pipe or apparatus has 'burst', Justice Jackson stated 
(at paragraph 37(iii)):

 i. '…it is relevant to consider (a) whether the incident occurred because of internal  
 pressure rather than external intervention; (b) whether the integrity of the pipe or  
 apparatus was broken; (c) whether the incident was sudden and violent'.

• The court should give effect to the insurance contract, such that each term or 
phrase used has meaning.
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Justice Jackson found that the separate parts of the pipe were not broken and 
acknowledged the action that caused the water to escape may not have been 
violent in the sense usually associated with the action of bursting. These factors 
notwithstanding, his Honour was satisfi ed that the concept of 'bursting' was 
established (at paragraphs 38 and 39). Further, the large quantity of water 
involved was a signifi cant factor (the water in the basement of the gallery reached 
1.4 metres), which led Justice Jackson to fi nd that the incident was abnormal in 
nature and constituted a 'fl ood' (at paragraph 41).

Another question before his Honour was whether Duffy's status as a co-insured was 
a defence to any potential liability to the insurer. Justice Jackson found that the 
basis of the defence is an implied term in insurance contracts that one party to an 
insurance contract will not sue another over loss for which they are both co-insured. 
However, this term does not extend to a situation in which the co-insured has no 
right to indemnifi cation; for example, where the event was caused by the co-insured's 
wilful misconduct or other action amounting to a breach of the policy.

This case indicates that a number of factors are relevant to the 
question of whether an event amounts to a fl ood or results from 
'bursting' and that the meaning must be read in context of the 
policy wording. Further, an event may fall within the defi nitions 
for the purpose of coverage even when not all of the relevant 
factors are satisfi ed. The case is also a reminder of the 
limitation on an insurer's right of subrogation where the 
defendant is a co-insured under the policy.
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CONSTRUCTION OF INSURANCE POLICIES

When is a 'reasonable precautions' condition 
breached?

Case Name:
The Board of Trustees of 
the Tate Gallery v Duffy 
Construction Ltd & Specialist 
Services (Electrical) Limited 
(No. 2)

Citation:
[2007] EWHC 912 (TCC), 
High Court of England and 
Wales per Jackson J

Date of Judgment:
2 April 2007

Issues:
• Breach of 'reasonable 

precautions' clause 
– conduct required

• Attribution of employee's 
reckless conduct to the 
insured employer

The High Court of England considered what constitutes a breach 
of an ordinary 'reasonable precautions' clause in a policy of 
liability or property insurance, and the extent to which the 
reckless conduct of employees can be attributed to the insured 
employer to defeat a claim.

This judgment follows Justice Jackson's earlier judgment in The Board of Trustees 
of the Tate Gallery v Duffy Construction Limited [2007] EWHC 361 (TCC) (the 
initial judgment) in which it was held, among other things, that if the plaintiff 
proved that the defendants had engaged in wilful misconduct or recklessness, its 
status as a co-insured under the Board of Trustees of the Tate Gallery's (the board) 
liability policy (the policy) was not a defence to the insurer's right of subrogation.

As explained in our summary of the initial judgment (see page 49) the insurance 
claim was made following substantial fl ood damage to the Tate Gallery. In this 
further application, Duffy Construction Ltd applied, among other things, to have the 
board's reply struck out on the basis that the board had failed to establish 
reasonable grounds to argue that the defendants had breached condition 4(a) of 
the policy. Condition 4(a) of the policy required the insured to 'take and cause to 
be taken all reasonable precautions to prevent… loss or damage'.

The board argued that Duffy was in breach of condition 4(a) of the policy on the 
basis that:

• Duffy failed to take all reasonable precautions to prevent loss or damage; or, 
alternatively

• Duffy failed to cause Duffy's on-site employees to take such precautions.

Justice Jackson reviewed the relevant authorities and concluded that (para-
graph [26]):

 i) In a policy of liability or property insurance a reasonable precautions clause in the  
 conventional form is not breached by mere negligence. Recklessness is what   
 constitutes a breach of such a clause.

 ii) The recklessness which must [be] established is recklessness by the insured himself,  
 as opposed to his employees.

 iii) The fi rst two propositions are canons of construction developed by the courts,   
 because it is improbable that the parties intend to negate a core part of the insurance  
 cover. Nevertheless, if a reasonable precautions clause were [sic] drafted with   
 suffi cient clarity, it would be possible to achieve that harsh result.
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Justice Jackson further noted that where the insured's employees have been 
reckless, they must be 'of such seniority within Duffy that their recklessness will be 
attributed to the company itself' (at paragraph [31]).

The cases cited by his Honour reinforce the proposition that reasonable precautions 
clauses must be read in the context of the cover that the policy was intended to 
provide. Clear words are required if the parties intend to make a reasonable 
precautions clause more onerous.

His Honour doubted the board's ability to produce suffi cient evidence to attribute 
any recklessness on the part of Duffy's employees to Duffy so as to satisfy the 
burden of proof required to show that Duffy was in breach of condition 4(a) of the 
policy. Notwithstanding these reservations, his Honour concluded that the board 
was entitled to produce evidence to establish its case at trial and, for this reason, 
rejected Duffy's strike-out application.

This case indicates that negligence is not suffi cient for a breach 
of a 'reasonable precautions' clause in the insurance context, 
unless clear words are used to express such a limitation on 
coverage. Otherwise, conduct amounting to recklessness on the 
part of the insured will be required. Further, unless an employee 
of the insured is suffi ciently senior for his or her actions to be 
attributed to the company, recklessness on the part of an 
employee will not constitute a breach by the insured.
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CONSTRUCTION OF INSURANCE POLICIES

Scope of 'business' covered by professional 
indemnity policy 

Case Name:
Encia Remediation Limited 
v Canopius Managing Agents 
Limited

Citation:
[2007] EWHC 916 (Comm), 
High Court of England and 
Wales per Cresswell J

Date of Judgment:
24 April 2007

Issues:
• Construction insurance
• Construction of insuring 

clauses and exclusions
• Coverage where insured 

activities carried out under 
contract also covering 
excluded activities

• Evidence of underwriting 
materials and broker 
presentations as relevant 
surrounding circumstances

In this case, the High Court of England considered whether a 
professional indemnity policy covered design liabilities incurred 
by a party under a design and construction contract in 
circumstances where the policy contained an exclusion for 
construction activities. In construing the insuring clause and an 
exclusion, the court examined 'surrounding circumstances', 
including materials provided and presentations made to the 
insured by brokers, and the effect of a corporate restructure. 

AIG Remediation entered into a contract with Shepherd Homes in 2001 for design 
and construction activities for a development site. In December 2002, AIG 
Remediation was restructured, with the result that the company was split into two 
new entities, Encia Remediation Limited and AIG Southern. In 2003, cracks began 
to appear in buildings on the development site. Shepherd Homes began 
proceedings against Encia in 2005, alleging that the cracks had been caused by 
defective pilings built by AIG Remediation. Shepherd Homes alleged defective 
design and poor workmanship in relation to some of the pilings. Encia made a 
claim against its professional indemnity insurance policy with Canopius Managing 
Agents Limited, but Canopius declined indemnity on the basis that Encia's policy 
did not cover construction works and, in any event, excluded liabilities arising 
under contracts of the sort entered between Encia and Shepherd Homes, because 
it was a 'design and construct' contract.

Following the restructure of AIG Remediation in December 2002, both Encia and 
AIG Southern obtained professional indemnity insurance from Canopius covering 
contracts entered into before and after the restructure. Enica's policy covered 
liabilities:

 in consequence of any negligent act, error or omission, or any negligent breach of 
contract with the Assured's clients, in the professional conduct of the Assured's Business, 
as stated in the Schedule, via or on behalf of the Assured.

The policy excluded:

 any claim arising from the provision of advice design or specifi cation where the Insured 
contracts to manufacture construct erect, install or supply materials or equipment unless 
defi ned in the Business as stated in the Schedule. [emphasis added] 

'Business' was defi ned in the policy as 'Civil and Environmental Engineering and as 
more fully declared in the proposal form'. Accordingly, the question for the court 
was whether a contract that included a construction element, such as the contract 
with Shepherd Homes, fell within the defi nition of 'Business' or was excluded under 
the policy.
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In construing the policy, the court considered that it was entitled to have regard to 
the background facts and circumstances in which the policy was entered into. The 
court considered that relevant surrounding circumstances included materials 
provided and presentations made, not only to Encia but also to Southern AIG in 
relation to the professional indemnities policies they each took out after the 2002 
restructure. The broker that had previously obtained professional indemnity 
insurance for AIG Remediation brokered the new policies for Encia and AIG 
Southern at the same time (including joint presentations). The court found that the 
underwriters knew and appreciated that what was originally one risk covered under 
the AIG Remediation policy before the restructure had become two similar risks 
under the new policies. 

In light of the materials provided and presentations made to Encia and Southern 
AIG, the court held that: 

• Encia's business activities embraced contracts covering design and 
construction, as well as contracts simply covering design. It follows that the 
contract with Shepherd Homes was part of that business; and

• accordingly, the exclusion in the policy did not apply to Shepherd Homes' claims.

This decision illustrates that an insured should be careful to 
include a comprehensive description of its business for the 
purposes of defi ning policy coverage. Furthermore, the case 
highlights surrounding circumstances that a court might take 
into account in construing insuring clauses and exclusions, 
including the underwriting materials and broker's presentation.
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CONSTRUCTION OF INSURANCE POLICIES

All risks, fortuity and wilful misconduct 
considered

Case Name:
C A Blackwell (Contracts) Ltd v 
Gerling General Insurance Co 

Citation:
[2007] EWHC 94 (Comm), 
High Court of England and 
Wales; [2007] Lloyd's Rep IR 
511, per Mackie QC J

Date of Judgment:
30 January 2007

Issues:
• Construction insurance
• Identifying an 'all risks' 

policy
• What constitutes a 

fortuitous loss?
• Wilful misconduct
• Construction of an exclusion 

clause relating to defects in 
insured property

In considering an insurer's decision to refuse cover, Justice 
Mackie QC of England's Queen's Bench Division of the 
Commercial Court had to determine whether the relevant policy 
was 'all risks', whether the loss was fortuitous and whether the 
insured engaged in wilful misconduct. Finally, the court had to 
consider whether the relevant exclusion clause applied in the 
circumstances.

C A Blackwell (Contracts) Ltd was subcontracted to undertake earthworks for the 
construction of the M60 motorway, including excavations, sub-formation/formation 
and the laying of the capping material (the works). Blackwell took out a 
'Contractors' All Risks' policy (the policy) with Gerling General Insurance Co, which 
provided cover for 'All risks of physical damage'. Relevantly, the policy excluded 
cover of insured property in a defective condition, '…due to a defect in design plan 
specifi cation materials or workmanship of such Property Insured or any part thereof' 
(the exclusion).

Bad weather delayed progress and rain on two separate occasions caused damage 
to the works. Blackwell made two claims under the policy. Gerling denied liability.

The court had to determine:

a) whether (as the insurer had contended) the policy was an 'all risks' policy and, 
if so, whether the damage was fortuitous;

b) whether Blackwell's conduct in relying on inadequate pumps for drainage and 
using capping materials, which were known to degrade, amounted to wilful 
misconduct; and

c) whether the exclusion applied.

In relation to (a), his Honour held that the policy was an 'all risks' policy. It 
indemnifi ed Blackwell 'against all Damage… of whatsoever nature.' The use of the 
phrase 'all risks' was not necessary for the loss to fall within an all risks policy, the 
damage must be fortuitous. In an internal risk analysis, Blackwell had anticipated 
possible damage to the works as a result of bad weather. Gerling submitted that 
this proved the damage was not fortuitous. Further, the weather experts agreed that 
the rainfall at the relevant periods was neither exceptional nor unforeseeable. 
However, his Honour drew a distinction between foreseeability and fortuity, and 
identifi ed a number of interrelated factors that caused the damage: the quality of 
the capping material, the rainfall and the resulting delay to the works. His Honour 
held that, although possibly foreseeable, the damage caused by the incidents was 
still fortuitous.
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On point (b), Gerling submitted that Blackwell's drainage methods were inadequate, 
particularly in light of the decision to use shale for the capping material (known to 
turn to slurry in wet conditions). Further, Gerling argued that if Blackwell was not 
going to improve drainage, it should have delayed further operations until the 
following year. Finally, Gerling said that Blackwell became aware that the drainage 
was inadequate and should then have taken remedial steps. His Honour held that 
there was no wilful misconduct as Gerling had failed to establish that Blackwell 
deliberately ignored the risk or was reckless or grossly negligent.

In relation to the exclusion, Blackwell submitted that the drainage was not part 
of the insured property, and that it was a defect in the drainage that caused the 
damage, not a defect in the insured property. Accordingly, the exclusion did not 
apply. His Honour agreed that Gerling failed to prove that the exclusion defeated 
the claim.

His Honour found in favour of Blackwell in both claims.

This case considers all risks policies and the meaning of 
fortuitous loss, which may be established despite the loss 
being foreseeable. The case also illustrates the heavy onus on 
insurers seeking to rely on wilful misconduct as a basis for 
denying indemnity.
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CONSTRUCTION OF INSURANCE POLICIES

Construction of exclusion clause and 
application of the 'proximate cause' test

Case Name:
Molyneux Holdings Limited v 
IAG New Zealand Limited

Citation:
[2007] NZCA 254, Court of 
Appeal of New Zealand per 
Robertson, Williams and 
Heath JJ

Date of Judgment:
22 June 2007

Issues:
• Product liability insurance
• Construction of an exclusion 

relating to 'work done' to a 
product

• Application of the 
'proximate cause' test to an 
exclusion clause

In a case of property damage, the New Zealand Court of Appeal 
considered the application of an exclusion clause contained in a 
public and product liability policy. In particular, the court 
considered whether the phrase 'work done to the product' applied 
only to cases involving physical alteration, and whether the 
proximate cause test should be applied to the exclusion clause.

The insured operated a fruit packhouse where cherries were washed and cooled 
using a hired hydro-cooler. As a result of the hydro-cooler being inadequately 
cleaned, spores of a particular pathogen that causes rot remained on the cherries 
and the insured was liable to its growers for their losses. 

The insured sought indemnity from its insurer under a public and product liability 
policy. This policy indemnifi ed it for public liability subject to an exclusion for 
property damage connected with faults or defects in 'work done to the product'.

The primary judge found that the exclusion policy applied because the damage to 
the cherries was connected with 'work done to the product'. The court (Justice 
Williams delivered the unanimous judgment) held that:

 the work carried out by [the insured] went beyond mere storage of the cherries (and) 
involved processing them from a raw state, straight from the orchard, to a cleaned, cooled 
and packaged state.

On appeal, the insured advanced two main arguments:

• That the primary judge had erred in holding that the phrase 'work done to the 
product' included its handling of the cherries. The exclusion should be read so 
that physical alteration was required.

• That, unless otherwise provided, the exclusion clause should be construed 
narrowly as applying only to the 'proximate cause' of the damage. Here, there 
were two causes of damage, namely the pathogens left on the fruit and the 
insured's omissions. The pathogens were the dominant cause of the damage, 
while the insured's omissions were merely a link in the chain of causation. 
Accordingly, coverage should not be excluded where the 'work done' by the 
insured was only an indirect cause of the damage.

In relation to the insured's fi rst submission, the court held that the process the 
insured undertook could not be sensibly described other than as 'work done'. The 
court noted that, even if the narrow defi nition of the phrase 'work done' were to be 
adopted (so as to require physical alteration), the removal of the pathogen in the 
cleaning process amounted to physical alteration of the cherries.
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In relation to the insured's second submission, the court held that, even if the 
proximate cause test applied to the exclusion, the insured's omission was, in fact, 
the dominant cause. This was because the real cause of the damage was the 
insured's defective processes, as a result of which fruit was allowed to leave the 
warehouse without all the pathogen spores having been destroyed.

This case illustrates a commonsense approach to construing an 
exclusion clause. Although this is a New Zealand case, similar 
principles apply in the various Australian jurisdictions. The case 
also illustrates how a broadly worded exclusion in product 
liability policies may substantially restrict the insured's ability to 
make a claim for many kinds of risks that may be relevant to its 
business. The operation of such exclusion clauses needs to be 
considered carefully by insureds and their brokers in considering 
the adequacy of any particular policy wording.
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CONSTRUCTION OF INSURANCE POLICIES

Whether an indemnity insurance policy 
can be construed to cover costs of criminal 
proceedings

Case Name:
Power v Markel Capital Ltd

Citation:
[2007] QCA 284, Queensland 
Court of Appeal per Jerrard JA 
and Fryberg and Philippides JJ

Date of Judgment:
31 August 2007

Issues:
• Scope of indemnity 

insurance – coverage of cost 
of criminal proceedings

• Interpretation of the proviso 
that the criminal proceeding 
'relates to matters which 
may give rise to a claim'

In this case, the Queensland Court of Appeal considered whether 
an insured could be indemnifi ed for the legal costs of defending a 
criminal charge under an insurance policy. In determining this 
question, the court considered the meaning of the term 'claim' 
and the purpose behind the clause in question.

Mr Power was a councillor of the Gold Coast City Council (the GCCC). Markel 
Capital Ltd were the representatives of Markel Syndicate 3000, which had 
underwritten an insurance policy covering GCCC and its councillors. The policy 
included an extension of liability clause stating that in the event of an 
investigation, criminal or otherwise:

 Insurers shall pay on behalf of the insured... all reasonable legal fees, costs and expenses 
incurred in being legally represented with respect to any legally compellable attendance 
at any investigation provided that... the investigation relates to matters which may give 
rise to a claim.

From July to December 2005, the Crime and Misconduct Commission (the CMC) 
conducted an investigation into election misconduct by several councillors of the 
GCCC. The investigation required Mr Power to produce a written statement, provide 
documents and give oral evidence. Subsequent to the investigation, Mr Power was 
prosecuted for giving the CMC a misleading document. When Mr Power sought to 
be indemnifi ed for the legal expenses incurred through defending the prosecution, 
the underwriters denied the claim. Mr Power then commenced proceedings against 
the underwriters, seeking a declaration that he was entitled to payment for his 
reasonable legal expenses.  

After considering the meanings of 'investigation', 'claim' and 'wrongful act' in the 
policy, the trial judge found in favour of the underwriters. Of particular relevance to 
the trial judge's decision was the fact that the investigation constituted by the 
criminal proceedings did not relate to matters that had the potential to give rise to 
a claim as defi ned under the policy. Because the policy only covered criminal 
investigations that 'relate[d] to matters which may give rise to a claim', it was held 
that Mr Power was not entitled to be indemnifi ed, as the criminal proceedings did 
not have the potential to 'give rise to' a civil liability.

Mr Power appealed.
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On appeal, the court found, by a majority of 2 to 1, in favour of Mr Power. 
Conversely with the trial judge, the appeal court took the view that potential for a 
'claim' did not require something capable of giving rise to a loss in a monetary 
sense. Additionally, the appeal court considered the purpose behind the clause, 
noting that 'the whole point of the extension is to provide for payment of legal 
expenses as they arise at a time when it may not be clear whether some ground 
exists to deny the primary cover.' That is, the clause was intended to apply to 
criminal prosecutions. The court found that the cover provided by the extension 
was 'distinct from the primary cover' and noted that the construction adopted by 
the trial judge would 'irrationally' restrict the application of the clause to a narrow 
range of cases.

This case confi rms that liability extension clauses can have 
application even if the loss would not be covered under the 
primary insuring clause in a policy. Additionally, the case 
demonstrates that the words used in an insurance policy should 
be interpreted in light of the purpose behind the cover. 
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DOUBLE INSURANCE, CONTRIBUTION & SUBROGATION

Double insurance, contribution and subrogation 
may disadvantage an insured

Case Name:
Zurich Australian Insurance 
Ltd v Metals and Minerals 
Insurance Pty Ltd 

Citation:
[2007] WASC 62, Supreme 
Court of Western Australia per 
Johnson J

Date of Judgment:
16 March 2007

Issues:
• Double insurance
• Contribution
• Section 45 Insurance 

Contracts Act
• Subrogation where 

contractual right of 
indemnity

The Supreme Court of Western Australia considered the 
doctrines of contribution and subrogation in relation to a 
company that was double-insured. The main question was 
whether an insurer, fully indemnifying a double-insured, was 
entitled to recover part of its liability by way of a contribution 
from the other insurer.

The plaintiff (Zurich) entered into a contract with Speno Rail Maintenance (Speno) 
to provide a contractor, Hamersley Iron Pty Ltd (Hamersley), with insurance for 
work carried out under a contract between Speno and Hamersley (Speno policy). 
The defendant, Metals and Minerals Insurance Pty Ltd (MMI) and Hamersley had 
entered into a separate insurance policy (Hamersley policy), which covered 
Hamersley for liability arising from any injury sustained by its employees in 
connection with its activities. 

Two of Speno's employees were injured while working on a project under the 
Speno-Hamersley contract. Hamersley admitted negligence and was ordered to 
pay damages to the injured employees. Speno and Zurich were ordered to 
indemnify Hamersley.

Zurich commenced proceedings against MMI, seeking a contribution from it at a 
rateable proportion of the amounts paid by Zurich under the Speno policy, on the 
basis that Hamersley was double-insured at the relevant times. 

MMI contended that the Hamersley policy was only for excess insurance and was 
not concurrent with the Speno policy. This defence was based on a 'special clause' 
in the Hamersley policy dealing with third-party insurance coverage. Moreover, MMI 
argued that Zurich could not subrogate Speno's rights under the policy and, 
therefore, could not seek equitable relief.  

The fi rst question was whether Hamersley was in fact double-insured. Justice 
Johnson found that the 'special' clause was an 'excess' clause. It provided that in 
the event that Hamersley was indemnifi ed under a policy effected on its behalf by a 
third party, the cover was in excess of the limit of indemnity under that policy. This 
clause had the effect of 'limiting or excluding the liability of the insurer under the 
contract' by reason that the insured had entered into another contract of insurance 
converting the cover from whole-of-loss to excess-only cover. His Honour concluded 
that the clause contravened the terms of section 45(1) of the Insurance Contracts 
Act 1984 (Cth) and was therefore void. Consequently, his Honour held that the two 
insurance contracts operated concurrently. 
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Finally, his Honour considered whether MMI could exercise rights of subrogation 
against Speno, based on Speno's contractual indemnity to Hamersley. Hamersley 
was entitled to call on that indemnity before calling on any indemnity under the 
insurance policy, therefore Hamersley retained a right to seek an indemnity from 
Speno for the amount of the judgment sums paid by MMI by way of contribution.

Justice Johnson next considered the applicability of the doctrines of subrogation 
and contribution. His Honour noted the distinction between the two doctrines: the 
right to claim a contribution is a right that is independent of the insurance contract 
and any unintended effects on an insured, whereas the right of subrogation is 
inextricably linked with the contract of insurance. An insurer can claim a 
contribution in its own right if it has performed its obligations under the contract, 
but the right itself does not derive from the contract. An insurer that has 
subrogated merely succeeds to the insured's cause of action which remains 
unaltered in all respects.1 Justice Johnson held that Zurich was entitled to a 
contribution from MMI. It did not matter that Zurich had waived its right of 
subrogation as against Speno.

Justice Johnson noted that the apportionment of liability between co-insurers is 
a matter of discretion. In determining the size of MMI's contribution, His Honour 
preferred to use the independent, actual liability method, because his Honour 
found that the maximum potential liability method could lead to injustice in 
this case.

This case provides an almost 'textbook' illustration of the 
interaction between contracts of insurance and contractual 
rights of indemnity. It demonstrates how an insured that has 
provided a contractual right of indemnity may ultimately be 
worse off where two policies respond to a claim, than where 
only one policy responds. One insurer may be prevented from 
exercising rights of subrogation to pursue the contractual 
indemnity, but if the other is not so prevented then it may 
exercise such rights to the extent of its liability to contribute 
(under the doctrine of contribution). The (probably unintended) 
result is that one of the insured parties (in this case Speno) ends 
up bearing a substantial part of the liability (or loss) for which 
the insurance was taken out.

1.  Sydney Turf Club v Crowley [1971] 1 NSWLR 724. 
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DOUBLE INSURANCE, CONTRIBUTION & SUBROGATION

Contribution between insurers; whether same 
risk was insured

Case Name:
Collyear v CGU Insurance Ltd

Citation:
[2007] NSWSC 379, Supreme 
Court of New South Wales per 
McDougall J

Date of Judgment:
27 April 2007

Issues:
• Contribution between 

insurers
• Same risk insured by 

two insurers

In an application for contribution between insurers, the NSW 
Supreme Court considered whether the same risk was covered 
by both insurers.

Emibarb Pty Limited (Emibarb) operated a restaurant at premises leased from 
the trustee of the Stuart Park Reserve Trust (the trustee). Emibarb was insured by 
various Lloyd's syndicates for which the plaintiff (Euclidian) was the representative. 
The restaurant was destroyed by fi re and Euclidian indemnifi ed Emibarb under 
its policy. 

Euclidian then sought contribution from the defendant, CGU Insurance Limited 
(CGU), which was the trustee's insurer. 

The court observed that contribution between insurers arises where a person is 
insured against the same risk by two independent insurers. The court noted that 
Euclidian would be entitled to contribution if:

• Euclidian and CGU insured the trustee for relevantly the same risk;
• that risk caused loss to the trustee;
• Euclidian indemnifi ed the trustee in respect of the loss; and
• Euclidian thereby discharged the liability that CGU would have to indemnify 

the trustee for the same loss.

These requirements were not satisfi ed. Euclidian paid a claim made by Emibarb, 
enabling it to discharge its obligations to the trustee under the lease in relation to 
insurance and the repair of damage. As a result, the trustee suffered no loss. 
Emibarb had no entitlement to be indemnifi ed by CGU. Only the trustee was 
entitled to be indemnifi ed by CGU. As a result, the claim for contribution failed.

An insurer will be entitled to a contribution from another insurer 
only where the two insurers cover the same risk and payment 
by one discharges the other's liability.
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DOUBLE INSURANCE, CONTRIBUTION & SUBROGATION

Double insurance: workers' compensation and 
motor vehicle insurers

Case Name:
Allianz Australia Workers 
Compensation (NSW) Ltd v 
NRMA Insurance Ltd

Citation:
(2007) 14 ANZ Insurance 
cases 61-736; [2007] Supreme 
Court of the ACT per Harper M

Date of Judgment:
29 January 2007

Issues:
• Third-party policies in the 

name of director/secretary 
of companies

• Indemnity under a motor 
vehicle policy restricted 
to the person specifi ed in 
Certifi cate of Registration

In a case about double insurance, the ACT Supreme Court 
considered whether a third-party policy can apply in 
circumstances of double insurance (involving workers' 
compensation and motor vehicle insurance) where the owner of a 
vehicle under an insurance policy was different to the person 
specifi ed in the certifi cate of registration, even where the 
difference existed for administrative convenience only.

On 12 September 1997, Noel Harris was injured while unloading a semi-trailer in 
NSW in the course of his employment by Truform Pty Ltd (Truform). The semi-trailer 
consisted of a prime mover and a trailer, both owned by Truform but registered in 
the ACT under the name of Peter Abbey, who was a shareholder, director and 
secretary of Truform.

Allianz was Truform's workers' compensation insurer under NSW legislation. NRMA 
was the authorised insurer of the prime mover and the trailer. 

Harris commenced action against Truform in the Supreme Court of NSW. The 
matter settled with a payment in favour of Harris for $495,000 inclusive of costs, 
but without admission of liability on the part of Truform.

In April 1998, Allianz wrote to NRMA, the insurer of the semi-trailer, claiming a 
contribution in respect of the amount paid out to Harris. Allianz asserted that 
NRMA was (with Allianz) a dual insurer. 

The court dismissed the application on the basis that the owner of the vehicle 
was different to the relevant insured. Given that the true owner (Peter Abbey) 
was not liable to Mr Harris, it would not have been open for Truform to rely on the 
third-party indemnity as per the NRMA insurance cover. The injuries suffered by 
Mr Harris in the course of his employment with Truform, occurring while the vehicle 
was stationary, rendered the only applicable coverage the workers' compensation 
insurance in the absence of any liability on the part of the true registered owner of 
the vehicle, Peter Abbey. 

The court considered that, for dual insurance to apply, it was 
essential that each policy indemnifi ed the name insured against 
the same risk. Here, the insured under the NRMA policy was Mr 
Abbey, not Truform. Therefore, no claim for contribution could 
be made against NRMA.
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DOUBLE INSURANCE, CONTRIBUTION & SUBROGATION

Insurer's right of subrogation when insured 
is insolvent

Case Name:
In the Matter of Ballast Plc 

Citation:
[2006] EWHC 3189 (Ch), High 
Court of England and Wales per 
Collins J

Date of Judgment:
15 December 2006

Issues:
• Nature of insurer's right of 

subrogation
• Insurance and insolvency
• Whether an insurer's right 

of subrogation gives it a 
proprietary interest in an 
insured's cause of action 
against a third party, in the 
event that the insured is 
declared insolvent

The High Court of England and Wales considered what happens 
to an insurer's right of subrogation where the insured company 
becomes insolvent and the company’s liquidators have reached 
an agreement settling all claims between the insured and the 
third party against whom the insured might claim. 

The claim at issue concerned an alleged breach of contractual duty of care owed by 
Mott Macdonald Ltd (MML) to Ballast PLC (Ballast) for design work performed by 
MML. Ballast was insured by St Paul Travelers Insurance Co Ltd (St Paul) who had 
indemnifi ed Ballast in respect of the loss arising from the alleged breach by MML. 
St Paul then proceeded to rely on the terms of the insurance policy under which 
St Paul, having indemnifi ed Ballast, had a right of subrogation. Relevantly, 
condition 7 of the policy provided:

 [St Paul] shall be subrogated to all the Insured's rights of recovery against any person or 
organisation before or after any payment under this insurance….the insured shall do 
nothing to prejudice such rights.

However, St Paul did not exercise its rights of subrogation until Ballast had been 
placed in liquidation. The liquidators were not interested in pursuing the claim 
against MML as they did not consider that the claim had any merit. The fact that 
MML was owed a number of unpaid invoices by Ballast was also a persuasive factor 
in the liquidators' decision not to pursue the claim against MML. The liquidators 
were also concerned to seek an early end to the liquidation in order to secure funds 
from Ballast's parent company. 

To this end, the liquidators fi led a notice of disclaimer under section 178 of the 
Insolvency Act 1986 (UK) (the Act). The liquidators disclaimed 'all of the Company's 
interest in any claim Ballast PLC may have against [MML].' The liquidators also 
admitted that MML was owed the unpaid invoices which it claimed. 

St Paul then proceeded to apply under s181 of the Act for a vesting order seeking a 
declaration that the claim against MML was extant and valid and that St Paul 
would be entitled to begin proceedings against MML. 

The court found that the insurer's right to subrogation was not a valid interest 
for the purposes of a vesting order under the Act. It was determined that an 
applicant must have some form of proprietary interest in the property in respect of 
which a vesting order is sought and that an insurer's right of subrogation is not a 
suffi cient interest. 
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In reaching this conclusion, the court considered and commented on the nature of 
an insurer's rights in connection with the subrogation claim. Relevantly, the 
following points were made:

• The right of subrogation does not have the effect of transferring to the insurer a 
right of action that the insured may possess. Rather, an insurer can merely 
bring an action in the name of the insured against the alleged wrongdoer. If the 
insured is no longer in existence, the insurer has no other option but to apply to 
have the company restored.

• Any settlement reached between an insured and a third party against whom the 
insured might claim is valid and binding on the insurer, although the insurer 
may claim against the insured.

• An insurer's right of subrogation is limited to the amount which the insurer has 
paid to the insured.

This decision serves as a warning to insurers who may seek to 
rely upon their rights of subrogation where the insured party has 
become insolvent. The decision may be infl uential if any such 
dispute arises in Australia, specifi cally in regards to s568F of 
the Corporations Act 2001 (Cth), which provides that, in the 
event of any disclaimer of property by a liquidator, a court may 
order that the disclaimed property can be vested in a person 
entitled to that property. The Australian provision is similar to its 
English counterpart. 

Insurers would be well advised to consider the content of their 
policies in regard to subrogation, specifi cally in the event of 
insolvency, in light of this decision. 
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INSURANCE BROKERS & AGENTS

Duty of care owed by insurance agent 
to insured

Case Name:
Caldwell v JA Neilson 
Investments Pty Ltd

Citation:
[2007] NSWCA 3, Supreme 
Court of New South Wales, 
Court of Appeal per Mason P, 
Hodgson and Ipp JJA

Date of Judgment:
23 February 2007

Issues:
• Existence and scope of 

duty of care
• Distinction between 

insurance agent and 
insurance broker

• Application of the general 
law of negligence

The appellant, Mr Caldwell, carried on a grazing business at, 
among other places, Pusha Park and Monument Paddock, 
carrying public liability insurance with CGU Insurance Ltd. 
Through Mr Nielsen, the controller of the respondent (an agent 
for AMP Insurance Co Ltd), Mr Caldwell obtained cheaper 
insurance, including public liability insurance, from AMP.

However, whereas the CGU Insurance Ltd (CGU) policy applied Australia-wide, the 
AMP Insurance Co Ltd (AMP) policy applied only to liability arising out of, or in 
connection with, Pusha Park. During the AMP policy period, Mr Caldwell became 
liable in negligence with respect to an accident at Monument Paddock. It was not 
until the accident that Mr Caldwell became aware that the AMP policy applied only 
to liability arising out of, or in connection with, Pusha Park. AMP denied liability 
for Mr Caldwell's claim for indemnity for the accident. Mr Caldwell began 
proceedings against Neilson, relying on two contentions; namely, that Mr Nielsen 
had negligently failed to:

• obtain an insurance policy as comprehensive as the CGU policy; and
• warn Mr Caldwell of the geographical limits of the AMP policy.

Both contentions failed at fi rst instance. 

The New South Wales Court of Appeal (Mason P and Ipp JA, Hodgson JA 
dissenting) dismissed an appeal by Mr Caldwell. In fi nding that Mr Neilson had not 
acted negligently, Justice Ipp, with whom President Mason agreed, distinguished 
the roles of insurance brokers and insurance agents. Generally speaking, an 
insurance broker is the agent of the insured, not the insurer. By contrast, an 
insurance agent is the agent of the insurer, not the insured. Thus, in this context, 
there is no difference between an insurance agent carrying on business at an offi ce 
separate from that of the insurer and an employee of an insurer sitting behind the 
counter at the insurer's offi ce. The task of both is to sell insurance.

An insurance broker must use reasonable skill and care to:

• ascertain its customer's needs by instructions or otherwise; and 
• procure the cover the customer has asked for.

However, an insurance agent has the limited duty of fi lling in the form accurately, 
in accordance with the instructions of the prospective insured. The mere act of 
completing the proposal form on behalf of the prospective insured does not require 
the agent to take reasonable steps to give advice about the quality, extent and 
conditions of the cover being sought. Signifi cantly in this case, there was nothing 
to alert the agent that insurance was required for properties other than Pusha Park.
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There may be situations in which an insurance agent could 
attract a duty of care in the course of selling insurance. 
However, as there is no contract between the insured and the 
insurance agent, the existence and scope of that duty is defi ned 
by the particular circumstances, having regard to the general 
law of negligence.

10897 Insurance 2 casenotes.indd68   6810897 Insurance 2 casenotes.indd68   68 27/02/2008   10:27:56 AM27/02/2008   10:27:56 AM



69

INSURANCE BROKERS & AGENTS

Company bound by fraud of its insurance agent 
in placing policy

Case Name:
Flexirent v EBS Consulting 

Citation:
[2007] VSC 158, Supreme 
Court of Victoria per Whelan J

Date of Judgment:
22 May 2007

Issues:
• Actual and ostensible 

authority of insurance 
agents

• Placing broker's duty 
of care

The court considered whether an insured, through its conduct, 
held out that a third party was its agent with authority to obtain 
insurance on its behalf. The court also considered whether it 
would be unjust for the insured to avoid the consequences of its 
conduct where the broker and underwriters relied on the apparent 
authority of the agent arising from the conduct of the insured.

Flexirent Capital Pty Ltd (Flexirent) carried on business as an equipment fi nancier 
and offered its customers an ‘equipment protection plan’ (the EPP). Flexirent 
appointed EBS Consulting Pty Ltd (EBS) to be its claims manager for the EPP and 
instructed EBS to arrange insurance for the EPP. 

As claims manager, EBS collected information about Flexirent’s claims profi le. EBS 
used this information to procure insurance for Flexirent’s EPP through a Lloyd's 
broker with underwriters at Lloyd’s. In this context, Flexirent permitted EBS to use 
extensive information about its business in EBS’ dealings with the broker and 
underwriters. 

EBS fraudulently instructed the broker to place insurance with the underwriters on 
terms that were signifi cantly different from those agreed by Flexirent and at a 
higher premium. Flexirent claimed that it was not bound by the policy because EBS 
did not have authority to arrange that policy.

The court found that Flexirent was bound by the policy. Although EBS had acted 
outside of its actual authority to engage the broker, having regard to the totality of 
the dealings between Flexirent and EBS, Flexirent had held EBS out as its agent 
with apparent authority to arrange the policy. The court affi rmed the orthodox 
position that a holding out must be founded on the conduct of the principal, not 
that of the agent. Flexirent’s conduct had effectively put EBS in a position where it 
could assert authority to arrange the policy with the ‘hallmark of authenticity’. Both 
the broker and underwriters were entitled to act in reliance on that conduct.

The court also held that the placing broker did not owe Flexirent a duty of care to 
ensure that the policy was actually authorised by Flexirent. The broker was equally 
entitled to rely upon the apparent authority of EBS. Such a duty would have been 
inconsistent with that right. 

This case demonstrates that companies must exercise caution 
in the manner in which they permit and facilitate agents to act 
on their behalf. If a company puts an agent in a position where it 
can assert apparent authority to act on the company’s behalf, 
the company will be bound by the agent’s actions. 
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INSURANCE BROKERS & AGENTS

Duty of brokers to inquire further where incomplete 
information disclosed and to obtain specifi c 
authority to give warranties and place cover

Case Name:
Daryl Fisk v Brian Thornhill & 
Son (a fi rm)

Citation:
[2007] EWCA Civ 152, 
English Court of Appeal per 
Dyson and Hallett, LLJ and 
Sir Peter Gibson

Date of Judgment:
28 February 2007

Issues:
• Broker's duties – failure by 

broker to inform insured of 
change to insurer and 
policy terms

• Breach of duty – provision 
by broker of warranty 
without authority

• Causation
• Assessment of contribution 

as between retail and 
wholesale brokers

A wholesale broker breached his duty to the insured by failing to 
disclose changes to the insurer and policy terms, and by giving 
warranties to the insurer in circumstances where he did not have 
specifi c authority to do so. The court held that the wholesale 
broker's breaches of duty prevented the insured from obtaining 
appropriate insurance cover. In an action by the retail broker in 
respect of its liability to the insured, the court ordered the 
wholesale broker to pay a contribution of 25 per cent. 

Mr and Mrs Scicluna (the insured) owned a 16th century pub (the property), which 
they sought to insure. The property had timber frames and its walls were partly 
constructed with wattle and daub. 

Mr Fisk was a retail insurance broker who had acted for the insured in brokering 
insurance for the property since 1995 and, according to the court's fi ndings, 'knew 
the property well'. Mr Thornhill was a wholesale insurance broker who, in 2000, 
operated the Intercounty Combined Insurance Scheme (Intercounty). 

In October 2000, Mr Fisk obtained a quote from Intercounty for the insurance 
cover of the property. The quote assumed that the property being insured had brick 
or stone walls and a slate or tiled roof – ie that the property was 'BSST'. Despite the 
fact that the property did not meet this description, Mr Fisk recommended to the 
insured that they accept the Intercounty quote for insurance of the property and 
enter into an insurance policy.

In obtaining insurance from Intercounty, Mr Fisk completed a proposal form, 
which the insured signed. A question on the form regarding the construction of 
the property's roof was left blank and in answer to the question 'Are [the premises] 
constructed throughout of either brick, stone or concrete?', Mr Fisk answered: 
'Yes. Some [lath] and plaster. Timber to internal.' The insured then obtained a 
one-year insurance policy with Intercounty. 

One year later, prior to the expiry of the Intercounty policy, Mr Thornhill sent 
Mr Fisk a renewal notice. Although it was not revealed to Mr Fisk or the insured, 
the notice was not in fact a renewal, but a policy with a different insurer containing 
different terms.

Under the new policy (among other things) the insured was required to warrant that 
the property was 'constructed of incombustible materials' and that it was 'BSST'. 
Mr Thornhill gave those warranties without authority from the insured or Mr Fisk 
and placed the cover.
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Three days later, the property was damaged by fl ood. The new insurer avoided the 
policy on the basis of breach of warranties. The insured commenced proceedings 
against Mr Fisk. Mr Fisk settled with the insured and then sought contribution from 
Mr Thornhill under the Civil Liability (Contribution) Act 1978 (UK). The trial judge 
dismissed Mr Fisk's claim for contribution, on the basis that Mr Thornhill's breach 
of duty did not cause the insured's loss. 

On appeal, Mr Fisk was partly successful – the Court of Appeal held that 
Mr Thornhill was responsible for the loss to the insured to the extent of 25 per cent 
(Mr Fisk had sought at least 50 per cent). The court:

• rejected the argument that Mr Thornhill was entitled to warrant that the 
property was 'BSST' because the original Intercounty quote had been given on 
that basis;

• noted that, while Mr Fisk should have disclosed more information to Mr Thornhill 
regarding the property's construction in the original Intercounty proposal form, 
Mr Thornhill was not entitled to ignore the information contained in (or omitted 
from) the proposal form. It was incumbent on Mr Thornhill to make further 
inquiries before providing warranties and in failing to do so, Mr Thornhill 
breached his duty of care to the insured;

• held that Mr Thornhill had also breached his duty to the insured by failing to 
obtain a completed proposal form prior to placing cover with new insurer. This 
deprived Mr Fisk and the insured of an opportunity to refuse to give the 
warranties and seek alternative cover; and

• overturned the trial judge's fi nding that Mr Thornhill's breach of duty did not 
cause the insured's loss, as even if Mr Thornhill had informed the new insurer 
that the property was not BSST, there was suffi cient time for the insured to 
obtain alternative cover before the fl ood.

A wholesale broker has a duty to inform the insured, and their 
retail broker, of any change to the underwriter or policy terms. 
Brokers cannot rely on incomplete or inconclusive information 
previously provided by the insured when giving warranties to an 
insurer as to matters of fact. Brokers must obtain specifi c 
authority to give a warranty. Failure by the insured, or their retail 
broker, to provide complete information in the fi rst instance does 
not absolve a broker from the duty to make further inquiries. 
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1. [2006] EWHC 485 (Comm). See page 77 of the Annual Review of Insurance & Reinsurance Law 2006.

INSURANCE BROKERS & AGENTS

Horror fl icks and insurance risks: brokers' post-
placement monitoring duties

Case Name:
HIH Casualty & General 
Insurance Ltd v JLT Risk 
Solutions Ltd 

Citation:
[2007] EWCA Civ 710, 
Court of Appeal of England and 
Wales per Auld, Longmore and 
May LJJ 

Date of Judgment:
12 July 2007

Issues:
• Broker's duty of care
• Monitoring of coverage 

issues post-placement

In this case, the English Court of Appeal confi rmed that a broker 
placing back-to-back reinsurance cover on behalf of an insurer 
owes a duty of care to monitor and alert the insurer to any 
potential coverage issues that arise following placement.

HIH Casualty & General Insurance Ltd (HIH) insured a fi lm fi nance company 
against the risk that the fi lms it bankrolled were loss-making. HIH's brokers, JLT 
Risk Solutions Ltd (JLT), placed reinsurance cover in the UK market on the same 
terms, known as 'back-to-back' cover. 

The insured fi lms suffered extensive losses and HIH duly paid out signifi cant 
claims. Having unsuccessfully sought payment from its reinsurers because of a 
breach of warranty concerning the number of fi lms being made, HIH commenced 
proceedings against JLT.

HIH alleged that JLT had been negligent in not specifi cally bringing to its attention 
information contained in risk management reports, circulated to HIH and the 
reinsurers. These reports made it clear that the insured was intending to make 
fewer fi lms that it had warranted, which increased the risk of loss under the 
insurance and reinsurance cover. HIH alleged that, had JLT brought this 
information to its attention, it would have instructed JLT to approach the reinsurers 
to agree to a change in the policy to refl ect this reduction in the number of fi lms 
being made.

JLT denied liability on a number of grounds, foremost of which was its contention 
that, post placement, its duty of care was limited to acting simply as a post-box, 
passing on information that came its way without comment. 

At fi rst instance1, Justice Langley rejected JLT's defence and held that it owed HIH 
a continuing duty, as its reinsurance broker, to alert HIH to the signifi cance of the 
information contained in the risk management reports. Justice Langley held that, 
having created a bespoke reinsurance program for HIH, JLT was required to:

• carefully read all of the information it received before distributing it to HIH and 
the reinsurers; and

• consider whether it contained any information of potential concern on coverage 
issues and, if so, to bring this to HIH's attention.

However, as HIH could not prove that the reinsurers would have agreed to any 
reduction in the numbers of fi lms being made, Justice Langley held that JLT's 
breach had not caused HIH any loss.
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Justice Langley went on to say that, had HIH been successful, he would have held 
it 70 per cent responsible for the losses because HIH had settled the claims when 
it was under no obligation to do so. HIH had indemnifi ed the insured for 
commercial reasons when it could have contested the claims on the same 
successful grounds as the reinsurers.

HIH appealed the fi nding on causation and the contingent fi nding of contributory 
negligence. JLT cross-appealed the fi ndings on breach of duty, causation and 
contributory negligence.

In dismissing HIH's appeal and JLT's cross-appeal, the Court of Appeal was 
satisfi ed that Justice Langley's fi nding of breach of duty of care by JLT was 
reasonable. Lord Justice Auld commented that the central role played by JLT in 
constructing this complex and high-risk insurance scheme had made it 'plainly a 
strong candidate for post-placement monitoring obligations of the sort 
alleged here.' 

In respect of the fi nding of contributory negligence, Lord Justices Auld and May 
expressed the view that they would have made a fi nding of 100 per cent 
contributory negligence against HIH had it been necessary to decide the issue.

This decision provides appellate authority weight to the 
fi ndings made at fi rst instance that, in certain circumstances, 
the courts will hold brokers to a post-placement duty to consider 
any information they receive against a 'potential materiality' 
test. It has, therefore, confi rmed there is no blanket 
monitoring obligation.

Brokers involved in the creation of 'fronting' arrangements 
between insurers and reinsurers, where the reinsurers shoulder 
the bulk of an insured risk, will face a particular risk of an 
implied post-placement monitoring obligation. Accordingly, such 
brokers may wish to take steps to limit their liability through 
their contractual arrangements with clients or ensure that 
procedures are put in place to monitor coverage issues.

Brokers may also draw comfort from the likelihood that any 
claim against them for breach of this obligation may be diffi cult 
to prove and will be fertile ground in which to raise allegations 
of contributory negligence as a defence. In addition, Australian 
brokers who place cover into the London market may be able to 
successfully delegate a post-placement duty of care to the 
overseas sub-brokers following the 2006 decision of the 
English High Court in BP plc v Aon Limited.2 

 

2. [2006] 1 All ER (Comm) 789. See page 79 of the Annual Review of Insurance & Reinsurance Law 2006.
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REINSURANCE

When do back-to-back policies provide 
different cover?

Case Name:
WASA International Company 
Limited v Lexington Insurance 
Company

Citation:
[2007] EWHC 896, High Court 
of England and Wales per 
Simon J

Date of Judgment:
25 April 2007

Issues:
• Reinsurance
• Interpretation of, and 

relationship between, 
'back-to-back' insurance 
and reinsurance contracts

The case confi rms that back-to-back insurance and reinsurance 
contracts are separate contracts that must each be construed 
according to their own governing law. Even where a reinsurance 
contract contains terms identical to those in the original 
reinsurance contract, those terms may be construed differently 
according to the law governing each contract.

The Aluminium Company of America (Alcoa) was insured under a policy issued by 
Lexington Insurance Company (Lexington) (the original insurance contract) for loss 
of, or damage to, its property occurring during the 36-month period beginning 
1 July 1977 (the cover period). The original insurance contract contained a US 
'Service-of-Suit' clause requiring Lexington to submit to any court of competent 
jurisdiction in the US in the event of a dispute under the contract.

Lexington obtained facultative reinsurance for part of this risk from AGF Insurance 
Fund (AGF) and other insurers in the London market for whom WASA International 
Insurance Company Limited (WASA) was the successor in interest (the reinsurance 
contract). The reinsurance contract was subject to English jurisdiction and 
contained a full reinsurance clause with the wording: 'warranted same gross rate, 
terms and condition as and to follow the settlements of [Lexington]'.

Dispute under the original insurance contract
Between 1942 and 1986, environmental damage was sustained at a number of 
Alcoa's manufacturing sites due to the escape of waste and pollutants. Alcoa 
brought proceedings to recover its clean-up costs from numerous insurers, 
including Lexington, in the courts of the State of Washington. Alcoa asked the 
court to hold that the pollution damage was indivisible (ie that there was no way to 
distinguish between pollution damage that occurred before or after the policy 
inception). However, the trial judge held that the damage caused to the 
manufacturing sites had occurred in a linear process and was divisible, and that, 
accordingly, the clean-up costs could therefore be apportioned.

On appeal to the Washington State Supreme Court, the trial judge's decision was 
overturned on the basis that the insuring clause was very broad and, as there was 
no exclusion in relation to damage occurring outside of the period of cover, 
Lexington was liable for all of the clean-up costs. 

The matter was remitted to the Superior Court. However, Lexington entered into 
a settlement with Alcoa, under which it agreed to pay Alcoa in excess of 
US$100 million.
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Dispute under the reinsurance contract
Lexington sought indemnifi cation for the monies paid under the settlement 
agreement from AGF and WASA, which then sought a declaration from the High 
Court in London that they were not liable under the reinsurance contract.

In the Commercial Court, Justice Simon held that that the effect of the full 
reinsurance clause was to incorporate the subject matter of the original insurance 
contract into the reinsurance contract. The subject matter thus incorporated was 
the damage to Alcoa's property occurring during the period of cover and not 
damage occurring outside that period. 

Justice Simon held that under English law, although AGF and WASA had agreed to 
reinsure Lexington in relation to Alcoa's property damage occurring during the 
cover period, they had not agreed to reinsure Lexington for damage outside that 
period, nor in relation to its liability generally to Alcoa, nor in relation to a period of 
cover that might be determined by whatever US legal interpretation was placed on 
the period clause in the original insurance contract.

In reaching his conclusion, Justice Simon affi rmed the 'orthodox' position that an 
original insurance contract and a reinsurance contract, although 'back-to-back', are 
separate contracts that must be construed according to each contract's own 
governing law. Therefore, if the insurance and reinsurance contracts are governed 
by different systems of law, equivalent terms in the two contracts will not be given 
the same legal defi nition if the parties could not have had in mind, at the time of 
entering into the relevant contract, a legal defi nition taken from the case law of a 
different system of law. His Honour also held that neither the inclusion of a follow-
the-settlements clause in the reinsurance contract or the presumption of back-to-
back cover could displace the period clause.

This case confi rms the position under English law that the direct 
incorporation of terms and conditions from an original insurance 
contract into a reinsurance contract does not alter the separate 
nature of the two contracts. Each contract must be construed 
according to its own governing law and a reinsured cannot 
assume that courts in different jurisdictions will always reach 
consistent conclusions as to the effect of a particular term. 
The position is the same under Australian law.
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REINSURANCE

Claims cooperation clauses: meaning of 'loss'

Case Name:
AIG v Faraday 

Citation:
[2007] EWCA Civ 1208, 
English Court of Appeal per 
Longmore, Thomas and 
Dyson LJJ

Date of Judgment:
22 November 2007

Issues:
• Claims cooperation clauses
• Meaning of 'loss'

In this case, the English Court of Appeal has further obscured the 
law relating to the construction of a potentially draconian claims 
cooperation clause. 

AIG Europe (Ireland) Limited (AIG) issued a directors' and offi cers' policy in favour 
of an Irish company, Smartforce. AIG was reinsured for part of that risk by Faraday 
Capital Limited (Faraday). In 2002, Smartforce restated its fi nancial statements, 
resulting in the value of its shares falling signifi cantly. Smartforce and its directors 
were then faced with claims by shareholders. The shareholders alleged that they 
had suffered losses as a result of the artifi cially infl ated value of the shares at the 
time they were purchased. Smartforce sought indemnity on behalf of both itself 
and its directors under the directors' and offi cers' policy issued by AIG, including 
for its defence costs.

The shareholders' claims were settled on 23 March 2004, following a mediation. 
Under the settlement, the shareholders received the sum of US$30.5 million. AIG 
notifi ed Faraday of both the claim and the settlement on 19 April 2004 and 
proceeded to contribute an amount of US$15 million to the settlement. AIG then 
sought to recover part of the amount it paid from Faraday under the reinsurance 
contract.

Faraday denied liability to reimburse AIG, on the basis that AIG had failed to 
comply with a claims cooperation clause which provided that it shall be a condition 
precedent to the reinsurer's liability, that:

 (a)  The reinsured shall upon knowledge of any loss or losses which may give rise to a  
 claim, advise the reinsurers thereof as soon as reasonably practicable and in any  
 event within 30 days… [emphasis added]

Faraday argued that, on its true construction, the claims cooperation clause 
required AIG to notify circumstances that might give rise to a claim against an 
insured such as Smartforce, as well as actual losses. Faraday further argued that 
AIG had failed to give notice of such circumstances either as soon as reasonably 
practicable or within 30 days of becoming aware of those circumstances. In the 
alternative, Faraday argued that if the clause only required notifi cation of actual 
losses, AIG had become aware of the losses when the shares fell in value.
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The trial judge, Justice Morrison, following the Court of Appeal's decision in RSA v 
Dornoch [2005] EWCA Civ 238, held that Faraday was not entitled to rely upon the 
claims cooperation clause to deny liability to indemnify AIG. In doing so, Justice 
Morrison held that:

• The term 'loss or losses' as used in the reinsurance contract must mean the loss 
occasioned to the third-party shareholders as a result of the purchase of the 
shares, and not any loss sustained by either Smartforce or AIG.

• The term 'loss or losses' meant actual loss or losses, not 'alleged', 'claimed' or 
'potential' losses.

• Further, before the reinsured was required to give notice of a loss under the 
claims cooperation clause, the loss would have to be 'proven' in 'fact'.

The diffi culty for Faraday was that the form of the claims cooperation clause 
included in the reinsurance contract was more suited to a reinsurance of a fi rst-
party risk. In Justice Morrison's view, it was diffi cult to apply the term 'loss' to a 
reinsurance of a third-party liability policy, and the 'draconian' consequences of the 
condition precedent required the parties to be able to act with certainty. Further, 
no loss had been proven to have occurred until the settlement was concluded. 
Following the reasoning of the Court of Appeal in Dornoch, it was necessary to 
establish (either by judgment or settlement) that some act or omission on the part 
of Smartforce or the directors had caused or contributed to the reduction in its 
share price.

Justice Morrison's decision, however, was overturned on appeal. The Court of 
Appeal held that the loss was the 'dramatic' fall in Smartforce's share price, and 
AIG's obligations under the claims cooperation clause were triggered once it 
became aware of the fall, ie when the claim was fi rst made under the original 
insurance. As such, AIG was in breach of the clause and unable to recover under 
the reinsurance. The Court of Appeal distinguished its decision in Dornoch (where 
it had held that a reduction in Coca Cola's share price could just as easily have 
been a result of normal market fl uctuations) from the facts in this case. In AIG v 
Faraday, a fall in Smartforce's share price of more than one third occurred on the 
day that it announced that its accounts would be restated.

It is possible that this decision may not be followed in Australian 
jurisdictions, but in principle it ought to constitute a persuasive 
authority. However, in cases of liability insurance, it is clearly 
prudent for cedants with similarly worded reinsurance contracts 
to proceed on the basis that they become aware of any losses 
as soon as they become aware of circumstances that might give 
rise to a loss or claim against their insured. The original insured 
need not have in fact suffered any loss, even for defence costs. 
Knowledge of the loss suffered by the third-party claimant may 
be suffi cient to trigger the notifi cation and the claims 
cooperation provisions under the reinsurance contract.

Introduction
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We report in the following pages on signifi cant decisions relevant 
to civil liability in Australia, both at common law and under relevant 
Commonwealth, State and Territory legislation.

CIVIL LIABILITY BULLETIN
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High Court considers road authority's duty of care to 
road users
In Leichhardt Municipal Council v Montgomery [2007] HCA 6 – 27 February 2007, 
the High Court held that a road authority does not owe road users (including 
pedestrians using footpaths) a non-delegable duty of care in respect of road works 
carried out by independent contractors.

In late 2000, Leichhardt Municipal Council (the council) engaged an independent 
contractor, Roan Constructions Pty Ltd (Roan), to reconstruct the footpath and 
install a traffi c barrier beside part of Parramatta Road in Sydney. Part of the job 
specifi cation was that Roan place artifi cial grass or carpet over any disturbed areas 
of the footpath to provide clean access to commercial premises. Mr Montgomery 
walked across a section of carpet carelessly laid by Roan's employees over a 
telecommunications pit that had a broken cover. He fell into the pit and was injured.

At trial and in the Court of Appeal, the council was held to have a breached a 
non-delegable duty of care to Mr Montgomery. A non-delegable duty in respect of a 
particular activity is one which, when the performance of that activity is delegated 
to a third party, extends beyond simply using reasonable care in selecting an 
appropriate delegate to ensuring that the delegate takes reasonable care in 
performing the activity. Accordingly, the fi rst party's non-delegable duty is breached 
if the third party is negligent in its performance.

There are several established categories of relationships in which a non-delegable 
duty has been found to exist, including: employer-employee; hospital-patient; and 
school authority-pupil. The High Court unanimously held that the council did not 
owe road users a non-delegable duty in respect of road works, overruling a line of 
Court of Appeal decisions over the past decade. 

Despite the High Court's decision in this case, there remain circumstances in which 
a party may be liable for the negligence of an independent contractor, such as 
when the fi rst party has been negligent in selecting an appropriate contractor and 
also, perhaps, where the contractor's negligence involves 'extra-hazardous 
activities'1 or more than a 'low-level and singular act of carelessness'2.

1. as identifi ed by Justice Kirby at [48].

2. as identifi ed by Chief Justice Gleeson at [23].

CIVIL LIABILITY BULLETIN

Duty of care
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Landlord's duty to visitors to tenanted properties
In New South Wales Department of Housing v Hume [2007] NSWCA 69 – 
28 March 2007, the NSW Court of Appeal considered the content of the duty of 
care owed by landlords to visitors to their tenanted properties. It held that the 
landlord's duty is to 'take reasonable care to avoid foreseeable risk', rather than to 
make the premises as 'safe as reasonable care could make them'. The content of 
building standards may refl ect what a reasonable person would regard as a 
reasonable response to a particular risk. 

Donna Hume was leaving a fl at rented to her friend by the NSW Department of 
Housing (the department). As she walked down a small fl ight of stairs, her knee 
dislocated. While trying to stop herself from falling, Ms Hume dropped her two-
and-a-half year old son, Tyler, who suffered serious injuries. On behalf of her son, 
she claimed that the department had breached its duty of care to Tyler by failing to 
install a handrail that would have prevented her from falling and dropping him.

On appeal, the department relied on the joint judgment of Justices Gummow and 
Hayne in Jones v Bartlett3 to argue that its duty of care was limited to taking 
reasonable care that the premises contained no dangerous defects. Justice McColl, 
with whom Justice Basten agreed, rejected this argument and held that the 
department's duty was to take reasonable care to avoid foreseeable risk of injury. 
Landlords should not be subjected to a higher duty to make premises as safe as 
reasonable care and skill can make them.

In this case, the risk of injury to a person falling from the stairs was foreseeable. 
However, as Justice McColl pointed out, 'failure to eliminate a risk that was 
reasonably foreseeable and preventable is not necessarily negligence. It is 
necessary to determine what was a reasonable response to that risk'4.

Her Honour noted that the building standards in force at the time of the incident 
did not require a handrail down the steps. While this was not determinative of the 
issue, her Honour considered it refl ected what a reasonable person would have 
regarded as a reasonable response to the risk posed by the steps. On this basis, the 
department was held not to have breached its duty.

NewCap Re: no liability for a misleading prospectus
In Ingot Capital Investments Pty Limited & Ors v Macquarie Equity Capital Markets 
Limited & Ors (the NewCap Case) [2007] NSWSC 124 – 30 March 2007, the NSW 
Supreme Court found against the plaintiffs on all counts in the long-running legal 
action against Macquarie Bank and other professional advisory fi rms in relation to 
the collapse of NewCap Reinsurance Holdings Ltd (NewCap) in 1999.

The proceedings related to a prospectus issued by NewCap for the purpose of 
raising additional capital, less than a year before the company was placed into 
liquidation. The plaintiffs were a group of companies that invested in NewCap. 
Macquarie and the other defendants were involved in the preparation of the 
prospectus.

3. (2000) 205 CLR 166.

4. at [91].

10897 Insurance 2 casenotes.indd80   8010897 Insurance 2 casenotes.indd80   80 27/02/2008   10:27:59 AM27/02/2008   10:27:59 AM



81

Numerous allegations were made against the various defendants. Two signifi cant 
new fi ndings made by Justice McDougall were as follows:

• The plaintiffs could not rely on 'indirect causation' to argue that the defendant's 
misrepresentations caused their loss. The plaintiffs alleged that the defendants 
made misrepresentations to the directors of New Cap, causing New Cap to issue 
the prospectus and the plaintiffs to suffer loss. His Honour held that indirect 
causation is not available where it is alleged that a misrepresentation induced 
entry into a transaction. The misrepresentation must be made to the person who 
relied on it.

• The defendants did not owe a duty of care to the plaintiffs to prevent them 
suffering pure economic loss. Such a duty requires that the plaintiffs be 
'vulnerable' in the sense of being unable to protect themselves from the 
consequences of the defendants' failure to exercise reasonable care. In this 
case, the plaintiffs had the benefi t of the statutory protections given by the 
corporations law against misleading or deceptive conduct by a company raising 
capital. His Honour held that it would not be appropriate to 'impose a common 
law duty of care that exceeds in its ambit or reach a statutory protective scheme'5.

Tortious duty of good faith rejected
In CGU Workers Compensation (NSW) Ltd v Garcia [2007] NSWCA 193 – 
20 July 2007, the NSW Court of Appeal has confi rmed that Australian law does 
not recognise a tortious duty of good faith.

Mr Garcia allegedly injured his shoulder during the course of his employment with 
Transfi eld Worley (TW). He returned to work after the incident but his employment 
was terminated soon after. Mr Garcia claimed compensation for the injury from TW's 
workers' compensation insurer, HIH Workers Compensation (NSW) Pty Ltd (HIH).

A general practitioner and three specialists (one arranged by HIH) all issued 
reports generally favourable to Mr Garcia's entitlement to compensation. HIH 
subsequently began weekly compensation payments. However, TW expressed 
concern about the genuineness of Mr Garcia's claim and HIH began investigating 
the degree to which his employment contributed to his injury. Mr Garcia was 
directed to attend an orthopaedic surgeon who concluded that the injury was not 
work-related but was caused by a degenerative condition. HIH subsequently 
ceased compensation payments.

Mr Garcia commenced proceedings against CGU (the statutory assignee of policies 
of insurance issued by HIH) claiming that, by ceasing and withholding 
compensation, HIH had breached a tortious duty of good faith or an implied 
contractual duty of good faith. President Mason, with whom the other justices 
agreed, held that the authorities did not support the existence of the tortious duty. 
Recognition of the duty would create a cause of action that cut across the statutory 
compensation scheme and the adversarial context in which it operates. It would 
also add signifi cant unbudgeted cost to the statutory scheme and signifi cant risks 
to the enterprise of insuring against workplace injuries.

5. at [570].
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The court also held that there was no implied duty to act in good faith in the 
contract of insurance. Any obligations of good faith are specifi ed in the Insurance 
Contracts Act 1984 (Cth). 

Casino found not to owe any duty of care to a 
problem gambler
In Foroughi v Star City Pty Ltd [2007] FCA 1503 – 27 September 2007, the 
Federal Court has rejected a claim by a problem gambler that a casino owed him a 
duty to prevent him from entering the casino and losing large amounts of money.

Mr Foroughi was a problem gambler who, after a run of substantial losses, 
requested that Star City ban him from the casino. Star City made a voluntary 
exclusion order against Mr Foroughi under section 79(3) of the Casino Control Act 
1992 (NSW) (the Act). Mr Foroughi signed the exclusion order but claimed he 
entered the casino on 65 occasions after it was made, suffering losses of many 
hundreds of thousands of dollars.

Mr Foroughi brought proceedings against the casino, alleging: misleading and 
deceptive conduct; breach of statutory duty; negligence; unconscionable conduct; 
and breach of contract. Justice Jacobson did not accept Mr Foroughi's evidence of 
the representations he alleged were made by Star City and held that Mr Foroughi, 
not Star City, had breached the terms of the exclusion order.

The remaining causes of action were negligence and breach of statutory duty. 
Justice Jacobson referred to the decision of Chief Justice Spigelman in Reynolds v 
Katoomba RSL,6 in which his Honour observed that the law should be slow to 
recognise a duty to prevent self-infl icted economic loss and should not, except in 
an extraordinary case (an example of which he was unable to conceive), permit 
recovery for economic loss occasioned by gambling. Justice Jacobson followed that 
decision and found Star City owed no duty of care to Mr Foroughi to prevent him 
from entering the casino and suffering economic loss.

Section 85(2) of the Act requires a casino to remove people who are the subject of 
a voluntary exclusion order from the casino as soon as practicable after becoming 
aware that that person is there. Justice Jacobson held that s85(2) does not impose 
a duty on casinos to remove excluded gamblers and does not confer a private right 
of action for damages on problem gamblers who may enter a casino in breach of an 
exclusion order.

6. (2001) 53 NSWLR 43.
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When will a council have actual knowledge of a risk?
In North Sydney Council v Roman [2007] NSWCA 27 – 27 February 2007, the 
Court of Appeal held 2:1 that roads authorities are immune from liability for 
injuries arising from their failure to carry out road work, unless an offi cer within 
that authority who is authorised to carry out the necessary repairs has actual 
knowledge of the relevant risk.

Mrs Roman was injured when she fell into a pothole in a road in Princes Street, 
McMahon's Point. She brought proceedings against North Sydney Council, alleging 
that it was negligent in failing to repair the pothole. The council argued that it was 
not liable for Mrs Roman's injuries by virtue of section 45 of the Civil Liability Act 
2002 (NSW) (the CLA), which provides, relevantly, that a roads authority is not 
liable for harm arising from a failure of that authority to carry out road work unless 
it had actual knowledge of the particular risk that resulted in the injury.

The primary judge inferred that street sweepers who regularly swept the Princes 
Street gutters knew about the pothole. Because they had been instructed to report 
such hazards to their supervisor, the judge held that, for the purposes of s45, that 
knowledge could be attributed to the council.

In the Court of Appeal, Justice Basten, with whom Justice Bryson agreed, held that 
the relevant knowledge must exist at, or above, the level of the offi cer responsible 
for undertaking the necessary repairs and that the knowledge of others without that 
responsibility could only give rise to constructive or imputed, but not actual, 
knowledge (as required by s45). 

In a strong dissent, Justice McColl argued that this outcome would frustrate the 
policy of the CLA by discouraging roads authorities from setting up effective risk-
reporting systems. Her Honour held that the knowledge of people who, acting 
within the scope of their duties, learn of the particular risk and are under an 
obligation to report it as part of the roads authority's system of maintaining its 
roads, should be attributed to the roads authority.

The High Court granted special leave to appeal from the Court of Appeal's decision 
but the appeal was discontinued. Accordingly, roads authorities continue to escape 
liability for risks posed by potholes that their street sweepers forget to mention and 
the High Court has been denied the opportunity to provide guidance on the diffi cult 
issue of attribution of knowledge within an organisation such as a local council. 

CIVIL LIABILITY BULLETIN

Breach of duty
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Provision of a safe system of work to police offi cers: 
what is reasonable?
In State of New South Wales v Gemma Fahy [2007] HCA 20 – 22 May 2007, the 
High Court considered whether the State of New South Wales had breached its duty 
as an employer of Ms Fahy, a police offi cer, by failing to provide her with a safe 
system of work and whether the test of foreseeability in Wyong Shire Council v Shirt 1 
should be overruled. The High Court allowed the State's appeal by a slim majority 
(4:3) and held (4:2 with one fi nding it unnecessary to decide) that the Shirt test 
should remain.

In the aftermath of an armed robbery, Ms Fahy assisted a doctor treating a stabbing 
victim by holding together the sides of a deep wound running from the victim's 
armpit to his waist. At the same time, Ms Fahy obtained from the victim details of 
his assailants and relayed them to other offi cers, called an ambulance and comforted 
the victim who thought he was going to die. Ms Fahy's partner, Senior Constable 
Evans, did not enter the treatment room, but did not appear to have any other 
urgent duties. Ms Fahy subsequently suffered post-traumatic stress disorder that 
she alleged was caused by being abandoned by her partner during such a stressful 
incident. She claimed this constituted a breach of duty for which the State was 
vicariously liable.

The risk of this type of injury was readily foreseeable. The police service had set up 
a 'buddy' system whereby offi cers were usually sent on patrol in pairs and would, if 
possible, stick together at traumatic times so that they could support each other. In 
Ms Fahy's case, the State had, through its offi cer SC Evans, failed to uphold this 
safe system of work. However, the majority held that this failure did not represent a 
breach of duty by the State because it was not reasonable, given the special nature 
of police duties, to expect the police to have such a system in place.

Justice Mason's judgment in Shirt sets out the defi nitive statement of how a 
tribunal of fact must decide whether there has been a breach of a duty of care.

The tribunal must fi rst ask whether a reasonable person in the defendant's position 
would have foreseen that his conduct involved a risk of injury to the plaintiff or to a 
class of persons including the plaintiff. If so, the tribunal must then ask itself what 
a reasonable person would do in response to the risk. As risk will be foreseeable if 
it is not far-fetched or fanciful, even an extremely unlikely risk may be foreseeable. 
The test has been criticised for various reasons, including that the test of 
foreseeability is too undemanding. Given that the risk of psychiatric injury to police 
offi cers was clearly foreseeable, the case was not a particularly useful vehicle for 
reconsideration of the foreseeability test outlined in Shirt. Indeed, Justice Crennan 
declined to indicate her view of the case. However, four of the other members of 
the High Court held that there was insuffi cient reason to overrule it.

1. (1980) 146 CLR 40.

10897 Insurance 2 casenotes.indd84   8410897 Insurance 2 casenotes.indd84   84 27/02/2008   10:28:00 AM27/02/2008   10:28:00 AM



85

What is a reasonable response to a risk?
In RTA v Dederer [2007] HCA 42 – 30 August 2007, the High Court of Australia 
has found that a roads authority did not owe a duty to young persons using a bridge 
to prevent them from jumping and being injured in the shallow water below.

Philip Dederer, a 14-year-old boy, was rendered a partial paraplegic when he dived 
from the Forster-Tuncurry bridge and hit his head on the bottom of the estuary below.

Philip had noticed a sign on a telegraph pole at the end of the bridge that showed a 
pictogram depicting 'no diving' and was aware that the depth of the water beneath 
the bridge was variable. However, he also knew that many young people regularly 
dived from the bridge without incident. In fact, the local council had made a 
number of attempts to curtail this activity and, six years before Philip's accident, 
had written to the Roads and Traffi c Authority (the RTA) expressing concern about 
young people jumping from the bridge. The RTA designed and built the bridge and 
was responsible for its maintenance. It did not contest that it had a duty of care 
to Philip. 

By a 3:2 majority, the High Court held that the RTA had an obligation to exercise 
reasonable care to ensure that the bridge was safe for users exercising reasonable 
care for their own safety. While it was true that the RTA could have erected a new 
handrail at a cost of just over $100,000 and, perhaps, new fencing for an additional 
$150,000, the majority restated the principle from Wyong Shire Council v Shirt2 
that the magnitude of the risk and the probability of injury had to be balanced 
against the expense, diffi culty and inconvenience of any action necessary to 
alleviate it. Even if the RTA had incurred the necessary expenditures, the majority 
concluded that this would not necessarily have stopped people jumping from the 
bridge. In the circumstances, the 'no diving' signs were a reasonable response to 
the risk, so that the RTA had not breached its duty of care.

Chief Justice Gleeson and Justice Kirby disagreed with the majority and considered 
that there was no error in the Court of Appeal's factual fi ndings or legal analysis 
which justifi ed reversing them. 

This decision illustrates that, while some risks, such as the risk of injury by 
jumping from a bridge into shallow water, are obvious, the reasonable response to 
such risks is a matter for debate. The split decisions in this case (in both the Court 
of Appeal and High Court) suggest that it is often not easy to reach a clear 
formulation of what response is expected of an occupier to the risk of injury to a 
person who enters their property and when such risks will be considered obvious.

2. (1980) 146 CLR 40.

10897 Insurance 2 casenotes.indd85   8510897 Insurance 2 casenotes.indd85   85 27/02/2008   10:28:00 AM27/02/2008   10:28:00 AM



86

CIVIL LIABILITY BULLETIN

Damages/causation

Assessment of damages where contributory negligence 
applies and insurance payments have been made
In a mixed result for both claimants and insurers in New South Wales motor vehicle 
accident claims, the High Court has held in Golden Eagle International Trading Pty 
Ltd v Zhang [2007] HCA 15 – 19 April 2007 that reductions for contributory 
negligence should be made after deductions for payments already made to claimants 
by insurers, potentially decreasing the amount payable by defendants. However, it 
also confi rmed that prospective, rather than historical, life expectancy tables 
should be used in calculating damages, potentially increasing damages awards.

Mr Zhang suffered serious personal injury in a motor vehicle accident in NSW. He 
was not wearing a seatbelt at the time of the accident. The appellants (the owner 
and driver of the vehicle) admitted liability, leaving the assessment of damages the 
only issue at trial.

A substantial amount of Mr Zhang's out-of-pocket expenses were paid by third party 
and workers' compensation insurers before the trial. Section 45(4) of the Motor 
Accidents Act 1988 (NSW) (the Act) provides that payments made by an insurer 
before damages have been awarded act as a 'defence' to the extent of the amount 
of those payments. That is, the amount already paid is deducted from the 
damages awarded.

The trial judge assessed Mr Zhang's damages, reduced the total by 30 per cent on 
account of Mr Zhang's contributory negligence and then reduced the remaining 
balance by the amount already paid by the third-party insurer. The High Court, by a 
3:2 majority, confi rmed the trial judge's assessment. The majority noted that 
making a deduction for contributory negligence after deducting the amounts 
already paid would deny any benefi t to the insurer from the effects of contributory 
negligence, leading to an unfair result for the insurer and a windfall to Mr Zhang.

In accordance with then current practice, the trial judge assessed Mr Zhang's life 
expectancy by reference to historical tables published by the Australian Bureau of 
Statistics. However, the High Court held that prospective tables should be used in 
calculating damages because they are more likely to give an accurate estimate of 
future life expectancy.
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In light of the High Court's decision, the following represents the process for a 
court assessing damages in a NSW motor accident claim where amounts need to be 
deducted for both contributory negligence and third-party insurance payments 
made according to s45:

1. total damages should be assessed by reference to prospective, rather than 
historical, life expectancy tables; then

2. the total damages should be reduced by a percentage deduction to take account 
of the plaintiff's contributory negligence; then

3. the remaining balance should be reduced by the amount of the third-party 
insurance payments made according to s45.

Compensation for loss of an employee's services: a civil 
liability loophole?
In a result that it said seemed 'irrational, illogical and unfair', the NSW Supreme 
Court has held in Mathew Chaina v The Presbyterian Church (NSW) Property Trust 
& Ors [2007] NSWSC 353 – 19 April 2007 that a claim for loss per quod servitium 
amisit 1 was not subject to the provision of the Civil Liability Act 2002 (NSW) (the 
CLA) that limits the amount of personal injury damages recoverable by a plaintiff. 

The fi rst plaintiff's brother (the deceased) drowned while attending a school camp 
in October 1999. Two companies operated by the deceased's parents brought 
proceedings against the defendants, who were all involved in the running of the 
school or the camp, seeking damages of more than $300 million for past and 
future economic loss, by way of a decline in business and the resultant loss in 
profi ts caused by the loss of the parents' services due to nervous shock or 
psychiatric injury suffered as a result of the defendants' negligence.

The defendants asked the court to determine whether the companies' claims were 
subject to Part 2 of the CLA, in which case section 12 would signifi cantly limit the 
damages recoverable.

Justice Howie accepted the defendants' argument that Parliament's intention was 
that the CLA would limit the amount of compensation payable in all proceedings 
based on tort, except those nominated exceptions stated in the provisions. The CLA 
contains no explicit exemption for compensation for loss of services and his Honour 
found it diffi cult to accept, therefore, that it was intentionally exempt from the 
operation of the CLA.

However, Justice Howie noted that the cap on liability under s12(2) of the CLA 
refers to what the claimant's gross weekly earnings would have been but for the 
injury. His Honour found that the words and concepts used in s12(2) have 'a clear 
meaning that is incompatible with a loss of services by a company'. Accordingly, 
Part 2 of the CLA applied to the companies' claim but s12, which would have 
limited the amount of damages payable to the companies, did not.

1. that is, the loss to an employer of the services of an employee due to the injury suffered by that employee as a result of the  

 defendant's tortious conduct.

10897 Insurance 2 casenotes.indd87   8710897 Insurance 2 casenotes.indd87   87 27/02/2008   10:28:01 AM27/02/2008   10:28:01 AM



88

Justice Howie acknowledged that his approach led to an anomalous situation in 
which an injured employee's right to personal injury damages would be limited, 
while their employer would be able to receive full compensation for being deprived 
of that employee's services. However, his Honour pointed out that there were ways 
in which Parliament could 'cure' the anomaly, pointing as an example to s58 of the 
Civil Liability Act 2003 (Qld), which limits the amount of damages that may be 
awarded for loss of services. It may be that the NSW Parliament will act to close 
the 'loophole' highlighted in this case but, in the meantime, defendants may be 
exposed to large compensation claims where a company loses the services of 
an employee.

School bullying of a vulnerable plaintiff
In Cox v State of New South Wales [2007] NSWSC 471 – 14 May 2007, the NSW 
Supreme Court has awarded substantial damages to the victim of a school bully. In 
reaching its decision, the court held that the test of causation in section 5D(1)(a) 
of the Civil Liability Act 2002 (NSW) (the CLA) is no more than a statutory 
formulation of the 'but for' test familiar in tort law. The defendant's negligence 
need not be the sole cause of the harm suffered by the plaintiff.

Benjamin Cox claimed damages for psychiatric injury that he alleged was the result 
of being bullied at a primary school administered by the defendant. He alleged 
that, despite numerous complaints by his mother, the defendant took no or 
inadequate steps to prevent the bullying or to protect him from its effects. At the 
time of the bullying, the plaintiff began to suffer symptoms of anxiety, was 
eventually removed from the school and did not complete high school. He now 
suffers from depression and anxiety disorder, separation anxiety disorder and post-
traumatic stress disorder. He is unemployable.

The defendant accepted that it had a duty of care to the plaintiff and that the 
plaintiff suffers serious psychiatric and psychological dysfunction. However, the 
evidence established that the plaintiff had a strong family history of depression and 
was vulnerable to developing mental illness. The defendant argued that the 
causation test set out in s5D(1)(a) of the CLA required that the court be satisfi ed 
that the negligence was necessary to the development of the condition from which 
the plaintiff suffers. The plaintiff's vulnerability was, according to the defendant, 
apt to be uncovered by the ordinary stresses of life. That is, the defendant's 
negligence was not 'necessary' to the plaintiff being the way he is. 

Justice Simpson in the Supreme Court rejected the defendant's argument and held 
that s5D(1)(a) required only that the defendant's negligence be a necessary 
condition for the occurrence of the particular harm suffered by the plaintiff. It is 
not essential that the negligence be the sole cause of the harm, only that the harm 
would not have occurred 'but for' the defendant's negligence. Her Honour found 
that, while the plaintiff's vulnerability left him open to descent into periods of 
anxiety and depression, the evidence did not establish that it left him open to 
developing either separation anxiety disorder or post-traumatic stress disorder, the 
'particular harm' he suffered. The defendant's negligence was a necessary condition 
of the occurrence of that harm. Accordingly, the plaintiff satisfi ed the causation test.
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CIVIL LIABILITY BULLETIN

Intentional torts and the Civil Liability Act

Section 3B(1)(a) of the Civil Liability Act 2002 (NSW) (the CLA) provides that the 
CLA (other than certain specifi ed sections) does not apply to or in respect of civil 
liability for intentional acts.

Before the introduction of the Crimes and Courts Legislation Amendment Act 2006 
(NSW) (the Amendment Act), s3B(1)(a) read that the CLA did not apply to 'civil 
liability in respect of an intentional act that is done with intent to cause injury or 
death'. The Amendment Act amended the section to exclude from the operation of 
the CLA:

 civil liability of a person in respect of an intentional act that is done by the person with 
intent to cause injury or death or that is sexual assault or other sexual misconduct 
committed by the person.

Two recent decisions of the Court of Appeal have considered the operation of the 
'intentional tort' exclusion:

State of New South Wales v Bujdoso [2007] NSWCA 44 
– 13 March 2007
In the latest decision in the long-running dispute between the State of New South 
Wales and Peter Andrew Bujdoso, the Court of Appeal has confi rmed that the 
'intentional tort' exclusion in the CLA excludes from the operation of the CLA (and 
excluded prior to the introduction of the Amendment Act) only a person's liability in 
respect of an intentional tort they have themselves committed, and not liability in 
negligence for an intentional tort committed by another. 

Mr Bujdoso was serving a term of imprisonment for sexual assaults of underage 
males when he was assaulted by other prisoners and suffered serious injuries. 
In proceedings that ultimately came before the High Court, the State of NSW was 
found to have breached its duty of care to Mr Bujdoso by failing to take reasonable 
steps to protect him from the foreseeable risk that he would be attacked by other 
prisoners. However, the State resisted payment of the damages awarded to 
Mr Bujdoso on the basis that Part 2A, Div 6 of the CLA required that they be held 
in a 'victim trust fund'. 

The Court of Appeal found that the Amendment Act in fact made no substantive 
change to s3B(1)(a), which in its original form referred only to the liability of the 
person who did the intentional act and not the liability of a person who was negligent 
in failing to take precautions against the risk of that intentional act being committed. 
Accordingly, the provisions of the CLA apply to all proceedings in negligence relating 
to an intentional act, irrespective of when those proceedings were commenced. In 
this case, however, the court held that the 'victim trust fund' provisions of the CLA 
did not apply to Mr Bujdoso, who was entitled to receive his damages.

10897 Insurance 2 casenotes.indd89   8910897 Insurance 2 casenotes.indd89   89 27/02/2008   10:28:01 AM27/02/2008   10:28:01 AM



90

Zorom Enterprises Pty Ltd v Zabow [2007] NSWCA 106 
– 4 May 2007
Less than two months after its decision in Bujdoso, the Court of Appeal again 
had occasion to consider the 'intentional tort' exclusion in s3B(1)(a), this time as 
it applies to an employer's vicarious liability for an intentional tort committed by 
its employee.

Mr Zabow was injured outside the Clovelly Hotel in an unprovoked assault by a 
security guard employed by the appellant, Zorom. Zorom argued that the exclusion 
in s3B(1)(a) only operated in relation to the civil liability of the person who did the 
act and had the relevant intent and not to any other form of liability, including an 
employer's vicarious liability for an intentional act committed by its employee.

Justice Basten, with whom the other justices agreed, distinguished the decision 
in Bujdoso on the basis that a claim in negligence for failing to take precautions 
to prevent an intentional tort from being committed involves quite different 
considerations from a claim based on vicarious liability for that intentional act. 
His Honour pointed out that, while the employer's liability may be derivative 
from that of the employee, it is in substance no different from it. Under general
law principles of vicarious liability, an employer does not escape liability by 
demonstrating that it did not have the intention of its employee. Accordingly, 
Justice Basten held that, for the purposes of s3B(1)(a), the act is that of the 
employer, as is the intention, so that the exclusion applies to exclude the 
operation of the CLA.

The combined effect of Bujdoso and Zorom is to emphasise 
the signifi cance of the way in which a plaintiff's case is framed. 
If a defendant is found to have been negligent in failing to take 
reasonable precautions to prevent a plaintiff being injured by 
the intentional tort of a third party, the plaintiff's claim will be 
assessed according to the provisions of the CLA. However, if 
the defendant is found to be vicariously liable for the third 
party's intentional act, the claim will be assessed under the 
common law.
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Proportionate liability 

Three recent decisions provide signifi cant guidance on how the courts are likely to 
interpret the proportionate liability schemes in Australia.

Woods v De Gabriele [2007] VSC 177 – 15 June 2007
Mr Woods sought to recover economic loss incurred as a result of following 
allegedly negligent investment advice given by the defendants. Two of the 
defendants applied to join to the proceedings another defendant, Strategic Project 
Marketing Ltd (SPM), which was in liquidation, and sought to amend their defence 
to allege that each of the four defendants were 'concurrent wrongdoers' for the 
purposes of the Victorian proportionate liability regime, Part IVAA of the Wrongs Act 
1958 (Vic) (the Act).

Section 24AI(1)(a) of the Act provides that for 'apportionable' claims, liability is 
limited to an amount refl ecting the proportion of the loss or damage that the court 
considers just, having regard to the extent of the defendant's responsibility.

An apportionable claim is defi ned in s24AF(1) as:

 (i) a claim for economic loss or damage to property in an action for damages 
 (whether in tort, in contract, under statute or otherwise) arising from a failure to  
 take reasonable care; and

 (ii) a claim for damages for contravention of section 9 of the Fair Trading Act 1999.

Mr Woods opposed the joinder of SPM. He also sought to delete his claim that the 
defendants' conduct constituted a breach of s9 of the Fair Trading Act 1999 (Vic) 
and to change the characteristics of the alleged contractual duty of care owed to 
him by the defendants from a duty to 'exercise reasonable care, skill and diligence' 
to a duty to 'exercise due skill and diligence', in an apparent attempt to avoid the 
proportionate liability provisions of the Act.

Justice Hollingworth in the Victorian Supreme Court stated that it was arguable that 
a claim should be regarded as apportionable if the facts on which the claim is based 
include allegations of a failure to take reasonable care, whether or not a plaintiff 
chooses to give it that name. Her Honour considered that if the Act only applies to 
the specifi ed causes of action, the proportionate liability regime may be circumvented 
simply by changing the legal label attaching to the contravening conduct.
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Dartberg v Wealthcare Financial Planning [2007] FCA 1216 
– 10 August 2007 
A similarly broad interpretation of apportionable claims was accepted in this case 
before the Federal Court.

Dartberg Pty Ltd sought damages for allegedly negligent fi nancial advice it received 
from the respondents, Wealthcare Financial Planning Pty Ltd and Gregory Roberts 
(Wealthcare), which it alleged was in breach of s12DB of the Australian Securities 
and Investment Commission Act 2001 (Cth) (regarding false and misleading 
representations) and s1012A of the Corporations Act 2001 (Cth) (regarding the 
obligation to give a Product Disclosure Statement).

Wealthcare argued that the plaintiff's actions contributed to its loss and that Part 
IVAA of the Wrongs Act 1958 (Vic) (the Act), limited its liability to Dartberg under 
the Commonwealth legislation. Dartberg argued that Part IVAA of the Act did not 
apply to its claims under the Commonwealth legislation, and that Wealthcare and 
the other defendants were jointly and severally liable: that is, each could be made 
to pay the whole of Dartberg's damages, notwithstanding that their actions were not 
wholly causative of the loss.

Justice Middleton held that Part IVAA of the Act cannot apply to causes of action 
under federal statute that express an intention not to allow apportionment. His 
Honour held that the relevant parts of the Commonwealth legislation in this case 
had 'otherwise provided' for the determination of the relevant liability for breach of 
the specifi c provisions in question by not applying proportionate liability to them. 
For this reason, Part IVAA of the Act would detract from the operation and effect of 
the Commonwealth legislation.

Justice Middleton observed that the provisions did not require that the claim be a 
claim in negligence, or for a breach of duty, to be an apportionable claim, only that 
the claim arise from a failure to take reasonable care. Further, the failure to take 
reasonable care may merely form part of the allegations or evidence tendered in 
support of the plaintiff's claim. However, his Honour also held that a defendant 
seeking to apportion blame against a concurrent wrongdoer must fully plead the 
basis for asserting that the concurrent wrongdoer is liable. The defendant will need 
to prove each of the statutory elements, including the failure to take reasonable care.

Shrimp v Landmark Operations Limited [2007] FCA 1468 
– 19 September 2007
The Federal Court has confi rmed that, although the proportionate liability regimes 
have effected signifi cant change in the law in cases to which they apply, the 
regimes could not have been intended to create a cause of action where one did 
not previously exist.

Mr and Mrs Shrimp claimed damages both at common law (in tort and contract) 
and under the misleading and deceptive conduct provisions in the Trade Practices 
Act 1974 (Cth) and the Consumer Affairs and Fair Trading Act 1990 (NT) relating 
to the supply to them by the defendant, Landmark, of grass seed (the primary claim).
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Landmark issued a cross-claim against Mr Gargan, the supplier of the grass seed. 
Mr Gargan issued cross-claims against fi ve other parties, each of whom, it was 
alleged, was involved in the supply and/or testing of the grass seed. One of those 
parties issued a further cross-claim. There was no allegation that any of the seven 
cross-respondents was directly liable to the Shrimps.

The Shrimps sought to have the primary claim tried separately from, and prior to, 
the various cross-claims. A number of cross-respondents opposed the application, 
contending that it would undermine the operation of the relevant proportionate 
liability regimes that were said to apply.

Some of the cross-respondents submitted that 'concurrent wrongdoer', as defi ned in 
the proportionate liability regimes, included persons whose acts or omissions had 
factually caused the applicants' loss, even though those persons were not legally 
liable to the applicants for that loss. That is, it was contended that the court was 
able to apportion liability for the Shrimps' loss between Landmark and each of the 
cross-respondents, even though the Shrimps did not have a cause of action against 
the cross-respondents.

Justice Besanko rejected this construction of the proportionate liability regimes. He 
held that the word 'caused', as used in the defi nition of 'concurrent wrongdoer' in 
the proportionate liability regimes, should be read as 'meaning such as to give rise 
to liability in the concurrent wrongdoer to the plaintiff or applicant'. 

Following the decisions in Woods and Dartberg, it appears that 
the courts have accepted a broad interpretation of what 
constitutes an 'apportionable claim'. However, a defendant or 
third party will not be liable for its portion of a loss if it is not 
legally liable to the plaintiff, even if, as a matter of fact, it 
caused or contributed to the plaintiff's loss.
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Breach reporting by institutions regulated by 
APRA and ASIC

In our Annual Review of Insurance & Reinsurance Law 2006, we considered the 
updated breach reporting guide issued in May 2006 by the Australian Securities 
and Investments Commission (ASIC)1. We noted that there were inconsistencies 
between the breach reporting requirements in the Corporations Act 2001 (Cth), the 
Insurance Act 1973 (Cth) and the Life Insurance Act 1995 (Cth). In particular, 
those inconsistencies related to the thresholds and deadlines for reporting breaches 
to regulators.

The Financial Sector Legislation Amendment (Simplifying Regulation and Review) 
Act 2007 (Cth) (the FSLA Act), which received Royal Assent on 24 September 
2007, contains a number of amendments to the Insurance Act, the Life Insurance 
Act and the Corporations Act, including to introduce a consistent defi nition of 
reportable breaches across the four industries regulated by the Australian 
Prudential Regulation Authority (APRA) (life and general insurers, authorised 
deposit-taking institutions (ADIs) and registrable superannuation entity licensees 
(RSE licensees)). The amendments became effective on 1 January 2008.

Relevantly for life and general insurers, the FSLA Act amends the Insurance Act, 
the Life Insurance Act and the Corporations Act to introduce:

• a requirement that a general insurer or life insurer must immediately notify 
APRA if a breach relates to fi nancial obligations owed by the insurer to its policy 
holders or to the insurer’s minimum capital requirements;

• a test so that, apart from those breaches that must be notifi ed immediately to 
APRA, only signifi cant breaches need to be reported to APRA (note that APRA's 
signifi cance test will be identical to the test for breaches reportable to ASIC); and 

• a consistent time limit of 10 business days for reporting signifi cant breaches to 
both APRA and ASIC (with the exception of breaches requiring immediate 
notifi cation). Previously ADIs had to report breaches immediately, RSE licensees 
had to report breaches within 14 days, and ASIC-regulated Australian fi nancial 
services licensees had to report breaches to ASIC within fi ve business days.

Regulated institutions will need to consider whether a breach is signifi cant, based 
on a number of factors, including:

• the number or frequency of similar breaches;
• the impact that the breach will have on the institution’s ability to conduct its 

business;
• the extent to which the breach indicates that the institution’s arrangements to 

ensure compliance with the Insurance Act or Life Insurance Act, regulations or 
other requirements, might be inadequate; 

1. see page 145.
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• the actual or potential fi nancial loss arising, or that will arise, from the breach 
to the institution and its customers; and

• any other matters prescribed by the regulations.

On 4 October 2007, APRA and ASIC issued a discussion paper titled Streamlining 
Breach Reporting, which states that the two regulatory authorities are working 
closely together to implement a system using an extended version of APRA's 
existing online breach reporting (currently offered to RSE licensees only). This will 
be able to be used by all entities that are regulated by both ASIC and APRA, 
enabling a single breach report to be submitted to both authorities. Important 
points to note about this proposed online reporting system are:

• its use will be voluntary;
• it will not be able to be used to report breaches that are reportable to ASIC only;
• where APRA provides a breach report to ASIC, ASIC will process the report in 

the usual way; and
• it will be the only method available for advising both APRA and ASIC of a 

breach with a single notifi cation.

APRA proposes to offer the online breach reporting system to all regulated 
institutions from 1 January 2008 and has released draft breach reporting forms for 
use with the online system.

We anticipate that these reforms will be helpful for insurers and other regulated 
entities, allowing them to implement compliance systems designed to consistently 
identify signifi cant breaches or likely breaches of interest to both regulators and to 
make required notifi cations in a timely manner. 
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Governance for APRA-regulated institutions

On 10 September 2007, the Australian Prudential Regulation Authority (APRA) 
released a discussion paper on proposed minor amendments to prudential 
standards on governance for authorised deposit-taking institutions (ADIs), general 
insurers and life insurers.

These amendments followed changes made in August 2007 to the Australian Stock 
Exchange (ASX) Corporate Governance Council’s Principles of Good Corporate 
Governance and Best Practice Recommendations (ASX Revised Principles) dealing 
with the independence of board directors. APRA notes in its discussion paper that 
the independence of board directors is one of the key principles in the prudential 
standards on governance.

The ASX's Revised Principles set out a list of 'relationships affecting independent 
status' that a company should take into account when determining the independence 
of a director, rather than providing an exhaustive defi nition of independence. 

In summary, a director of an insurer or other regulated entity will not be 
independent if that director:

• is (or is associated with) a substantial shareholder of the regulated entity;
• is, or has been within the past three years, an employee of the regulated entity 

or another group member, a principal or employee of a material professional 
adviser, or a consultant to the regulated entity or another group member; or

• is (or is associated with) a material supplier or customer of the regulated entity 
or has any other material contractual relationship with the regulated entity or 
another group member.

Note that regulated entities are required to disclose their reasons for considering a 
director to be 'independent', notwithstanding the existence of one of these 
relationships. It is also important to note that a director that falls within any of the 
categories set out above and is thereby precluded from being regarded as 
independent would still be able to serve on the board of a regulated entity (but not 
as an independent director).

APRA is also proposing that the formal policy of board renewal that regulated 
institutions are already required to have in place should give consideration to 
whether directors have served on the board for a period that could, or could 
reasonably be perceived to, materially interfere with their ability to act in the best 
interests of the regulated institutions.

APRA does not consider that the proposed amendments to prudential standards 
impose any new requirements on APRA-regulated institutions, and therefore does 
not envisage that institutions will incur any costs in complying.
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Along with the discussion paper, APRA also released a revised Prudential Standard 
APS 510 Governance for ADIs, which, following consultation, took effect from 
1 January 2008. On 28 November 2007, APRA released the revised Prudential 
Standard LPS 510 Governance, to make this standard consistent with the 
corresponding general insurance governance standard requiring, for example, that 
members of the board audit committee be directors of the company and that the 
board has an explicit board renewal policy.

While APRA also intends to release revised standards for general insurers, these 
will be subject to further changes required as a result of the commencement of the 
Financial Sector Legislation Amendment (Simplifying Regulation and Review) Act 
2007 (Cth), which received Royal Assent on 24 September 2007.
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Capital adequacy for ADIs and general insurers

The Australian Prudential Regulation Authority (APRA) released a discussion paper 
on 2 July 2007 on proposed changes to capital requirements for authorised 
deposit-taking institutions (ADIs) and general insurers. APRA released two draft 
prudential standards for ADIs, APS 110 Capital Adequacy (APS 110) and APS 111 
Capital Adequacy: Measurement of Capital (APS 111), to accompany the 
discussion paper. 

Final versions of APS 110 and APS 111 were released on 30 November 2007 and 
became effective on 1 January 2008.

The discussion paper explains that the changes to capital requirements for ADIs 
and general insurers have two main purposes:

• to bring APRA's approach into line with the Basel II framework (which 
introduces a more risk-sensitive approach to capital adequacy requirements) 
implemented in Australia as of 1 January 2008; and

• to fi nalise APRA's treatment of conglomerate groups containing one or more 
locally incorporated ADIs (APRA's draft standards released in November 2002 
were originally intended to take effect from 1 January 2007 but were deferred 
to 1 January 2008 to coincide with the implementation of the Basel II 
prudential standards).

To maintain consistency in APRA's approach to capital adequacy between ADIs 
and general insurers, during 2008, a number of the proposed amendments will be 
carried over to GPS 110 Capital Adequacy (GPS 110), which applies to 
general insurers. 

The key changes to APS 110 and APS 111 that will also be refl ected in GPS 110 
for general insurers are as follows:

• a change to the defi nition of Level 1 for capital purposes to include the concept 
of an extended licensed entity, rather than considering an ADI or insurer on a 
stand-alone basis;

• a change to the defi nition of Level 2 for capital purposes to include an 
immediate, locally incorporated, non-operating holding company and its 
subsidiaries;

• further eligibility requirements in relation to the form and substance of an ADI 
or insurer's capital base (eg to take account of intra-group guarantees and debt 
obligations that may mean that capital, which on its face can be included in an 
entity's capital base, may not in fact be available to the relevant entity, or to 
take account of capital shortfalls in other group entities); and

• changes to the way deductions from Tier 1 and Tier 2 capital must be made.
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In addition, the new standards include a number of changes designed to clarify 
eligibility criteria applicable to certain capital instruments, including interest 
eligible to be paid on Lower Tier 2 capital instruments, claims in liquidation, 
dividend stoppers and cross-default clauses.

The discussion paper notes that, where any of the changes to the revised versions 
of APS 110 and APS 111 for ADIs (or proposed changes to GPS 110 for general 
insurers) impact on the eligibility of existing capital instruments issued by an ADI 
or insurer on a Level 1 or Level 2 basis, such instruments may continue to be 
recognised as eligible capital until such time as they mature, are repaid or 
otherwise convert. However, any new issue of capital instruments before or after 
1 January 2008 by ADIs (and before or after the implementation of the proposed 
changes to GPS 110 for general insurers) will be ineligible for inclusion in that 
entity's Level 1 or Level 2 capital base going forward. 
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Amendments to the prudential framework of 
life companies

In 2007, three separate streams of reforms affected the prudential framework of 
life companies.

Stream 1 arose from the Australian Prudential Regulation Authority's (APRA's) own 
reform initiative designed to bring the prudential regime applicable to life 
insurance companies in line with APRA's prudential supervision over other 
regulated industries (eg general insurance), while allowing for different treatment 
where appropriate.

Stream 2 arose from recommendations of the taskforce convened to identify 
practical options for alleviating the compliance burden on business from Federal 
Government regulation and the resulting amendments to the Life Insurance Act 
1995 (Cth).

Stream 3 arose from changes in late 2007 to the ASX Corporate Governance 
Council's Principles of Good Corporate Governance and Good Practice 
Recommendations (the ASX Council's Principles) dealing with the independence 
of board directors and APRA's intention to align the prudential standards on 
governance with the ASX Council's Principles.

We set out below a report on the effect of each of the above streams of reform on 
the prudential framework of life companies.

Stream 1 – Amendments to the prudential framework of 
life companies to bring them in line with the supervision of 
other regulated industries
Background

In the Annual Review of Insurance & Reinsurance Law 2006, we reported on the 
discussion paper released by APRA on 3 October 2006, titled Prudential Supervision 
of Life Companies. In that paper, APRA identifi ed a number of areas for potential 
reform to bring the prudential regime applicable to life insurance companies into 
line with APRA's prudential supervision over other regulated industries (eg general 
insurance), while allowing for different treatment where appropriate.

Together with the discussion paper, APRA also released two draft prudential 
standards, dealing with risk management (and related prudential practice guides) 
and business continuity management.
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The new prudential framework from 1 January 2008

Following the conclusion of the consultation period, on 29 March 2007 APRA 
released its fi nal prudential standards and guidance on risk management and 
business continuity management for life insurance companies.

The two new prudential standards came into effect on 1 January 2008.

Prudential Standard LPS 220 – Risk Management

The risk management standard is designed to ensure that life companies have 
appropriate systems in place to identify, assess, monitor and mitigate all internal 
and external sources of risk that could have a material impact on the life company's 
operations, in order to reduce and manage any adverse effects on policy owners. 
Under the risk management standard, a life company must have a risk management 
framework (RMF) in place, including, at a minimum:

• a written risk management strategy (RMS) that complies with the risk 
management standards and is approved by the board;

• risk management policies, controls and procedures designed to identify, assess, 
monitor, report and mitigate material risks (eg asset and liability management, 
operational, life insurance/reinsurance and strategic and tactical risks), whether 
fi nancial or non-fi nancial;

• a written business plan approved by the board of the life insurance company, 
which is reviewed annually;

• clearly defi ned managerial responsibilities and controls for the RMF; and
• a review process to ensure that the RMF remains effective.

The risk management standard notes that the board of a life insurance company is 
ultimately responsible for the RMF of the company and that the board must ensure 
that a life company has, at all times, an RMF to prudently manage the risks arising 
in the life company and the risks to the policy owners of the statutory funds.

The board of a life company must submit a risk management declaration to APRA 
for each fi nancial year, signed by two directors, or, in the case of an eligible foreign 
life insurance company, by two members of the compliance committee, stating 
that, to the best of its knowledge and belief, having made appropriate enquiries:

• the life company has systems in place for the purpose of ensuring compliance 
with the Life Insurance Act, the Regulations, prudential standards, actuarial 
standards, the Prudential Rules, reporting standards, the Financial Sector 
(Collection of Data) Act 2001 (Cth), authorisation conditions, directions and 
any other requirements imposed by APRA;

• the board is satisfi ed with the effi cacy of the processes and systems surrounding 
the production of the fi nancial information of the life company;

• the life company has in place an RMS, developed in accordance with the 
requirements of the risk management standard; and

• the systems that are in place for managing and monitoring risks, and the RMF, 
are appropriate to the life company, having regard to such factors as the size, 
business mix and complexity of the life company's operations.
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Prudential Standard LPS 232 – Business Continuity Management

The business continuity management standard (the BCM standard) is designed 
to ensure that life companies take a whole-of-business approach to business 
continuity management, which is appropriate to the nature and scale of its 
operations. Under the key requirements of the BCM standard:

• life companies must identify, assess and manage potential business continuity 
risks to ensure that each life company is able to meet its fi nancial and service 
obligations to its policy owners and other creditors;

• the board of the life company must consider business continuity risks and 
controls as part of its overall risk management systems and must approve a 
business continuity management policy;

• a life company must develop and maintain a business continuity plan (BCP) 
that documents procedures and information that enable the life company to 
manage business disruptions and recover critical business operations;

• the BCP must be reviewed annually and periodically by the internal audit 
function or an external expert and must be tested;

• a life company must allocate and maintain suffi cient infrastructure, budgetary 
and other resources to implement the BCP; and

• a life company must notify APRA as soon as possible, and no later than 
24 hours after experiencing a major disruption that has the potential to have a 
material impact on its risk profi le or to affect the life company's fi nancial 
soundness.

Under the BCM standard, the BCP of a life company must include at a minimum:

• a written, up-to-date BCM policy;
• a business impact analysis (BIA), including risk assessment considering 

plausible disruption scenarios over varying periods of time, the period of time 
for which the life company could not operate without each of its critical 
business operations, the extent to which a disruption to the critical business 
operations might adversely affect the interest of policy owners, and the 
fi nancial, legal, regulatory and reputational impact of such a disruption;

• recovery objectives, being pre-defi ned goals for recovering critical business 
operations to a specifi ed service level with a defi ned recovery period, and 
relevant implementation strategies;

• a BCP, including crisis management and recovery; and
• programs for review and testing of the BCP and training and awareness of staff 

in relation to BCM.

The BCM standard notes that the board of a life insurance company is ultimately 
responsible for the business continuity of the company and remains responsible for 
the BCM, regardless of whether business operations are outsourced or are part of a 
corporate group. The board must consider business continuity risks and controls as 
part of its overall risk management systems and when completing the risk 
management declaration required to be provided to APRA under the risk 
management standard.
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Stream 2 – Amendments to the prudential framework 
of life companies arising from the streamlining of the 
Life Insurance Act
Background

On 12 October 2005, then Prime Minister, John Howard, announced the 
appointment of a taskforce to identify practical options for alleviating the 
compliance burden on business from Federal Government regulation (the 
Taskforce). The Taskforce was asked to examine and report on areas where 
regulatory reform could provide signifi cant immediate gains to business. The 
Taskforce, chaired by Gary Banks, delivered its report to the Prime Minister and 
Treasurer on 31 January 2006.

In response to the recommendations of the Taskforce relating to prudential 
regulation, the Federal Government on 4 December 2006 released a discussion 
paper titled Streamlining Prudential Regulation: Response to 'Rethinking 
Regulation'.

Following the consultation period, the Federal Government on 11 May 2007 
released the draft Financial Sector Legislation Amendment (Simplifying Regulation 
and Review) Bill 2007, which was designed to amend a range of legislation, 
including the Life Insurance Act, and to implement its commitments relating to 
prudential regulation. The Bill was passed in September 2007.

Changes to the Life Insurance Act

Effective from 1 January 2008, the Financial Sector Legislation Amendment 
(Simplifying Regulation and Review) Act 2007 (Cth) (the FSLA Act) will amend or 
remove signifi cant provisions of the Life Insurance Act relating to auditors, 
actuaries and reinsurance arrangements of life companies. The changes include, 
but are not limited, to the following:

• sections 84, 85 and 86, which deal with the appointment and eligibility of 
auditors, are repealed and substituted with new provisions;

• sub-sections 93(3), (4), (5) and (6) and sections 94 and 97, which deal with 
actuaries, are repealed and substituted;

• Division 4, which deals with the Life Insurance Actuarial Standard Board (the 
LIASB), is repealed, resulting in the abolition of the LIASB;

• Division 5, which deals with actuarial investigations and advice, is repealed; 
and

• Division 6, dealing with annual returns, including s123 dealing with the 
reporting of reinsurance arrangements, is repealed.

Further prudential standards for life companies

In light of the changes to the Life Insurance Act, APRA released a discussion paper 
on 2 August 2007, titled Transition to the Revised Life Insurance Act 1995, and a 
consultation package setting out its proposals to maintain the prudential framework 
for life companies.
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Following a brief consultation period, APRA on 28 November 2007 released its 
fi nal reform package, including: 

• Prudential Standard LPS 230 Reinsurance;
• Prudential Standard LPS 310 Audit and Actuarial Requirements;
• the reissue of seven actuarial standards, which were previously set by the 

LIASB, as prudential standards; and
• amendments to Prudential Standard LPS 510 Governance, and to Prudential 

Standard LPS 520 Fit and Proper.

Commencement

These new and the amended prudential standards are effective from 1 January 2008.

Prudential Standard LPS 230 Reinsurance
The reinsurance standard requires that a life company:

• report on its reinsurance arrangements annually; and
• must not enter into reinsurance arrangements of a certain type unless approval 

has been granted by APRA.

The reinsurance standard also adopts the language, as far as possible, of the 
sections of the Life Insurance Act and the Commissioner's Rules, now known as 
Prudential Rules, which it replaces. By way of background, prior to the formation of 
APRA, the Insurance and Superannuation Commissioner issued Commissioner's 
Rules under the Life Insurance Act. Prudential Rules No 30 changed the name of 
all pre-existing Commissioner's Rules to Prudential Rules from 1 July 1998, so that 
all references to Commissioner's Rules should now be read as references to 
Prudential Rules.

The reinsurance standard, therefore, will not impose additional compliance burdens 
on a life insurance company that has already introduced a compliance regime, 
including compliance with the requirements of the Life Insurance Act in respect of 
its reinsurance arrangements prior to its amendment under the FSLA Act.

Attachment A

Attachment A to the reinsurance standard sets out the particulars of reinsurance 
arrangements that must be included in a reinsurance report, which was previously 
set out in Commissioner's Rules/Prudential Rules No 23.

Attachment B

Attachment B to the reinsurance standard specifi es the type of reinsurance 
contracts that a life company cannot enter into without the approval of APRA and 
deals with the requirements of an application for such an approval.

These matters were previously set out in Commissioner's Rules/Prudential Rules 
No 24 (PR 24). While the content of attachment B also largely adopts the content 
of PR 24, there are some departures.

10897 Insurance 3 legislative.in104   10410897 Insurance 3 legislative.in104   104 27/02/2008   10:28:25 AM27/02/2008   10:28:25 AM



105

Sub-clause 2(c) of attachment B identifi es and adopts a further category of 
payments in addition to those already specifi ed in PR 24, which is not to be taken 
to be the provision of a fi nancial benefi t by the reinsurer to the insurer or to another 
entity for the purposes of the defi nition of reinsurance contracts requiring approval, 
specifi cally experience payments or profi t share arrangements, provided the 
following requirements are met:

• payments are intended only to be made by the reinsurer to the insurer;
• payments are not subject to repayment except to adjust for an error in 

calculation;
• where a negative experience payment or profi t share arises in a period, it can 

be required to be earned back in future periods before any further payments 
are made; and

• there is no requirement for the insurer to make good, eg via a repayment, 
transfer of value or similar means, any defi cit in the experience/profi t share 
account in any circumstances.

Further, sub-clause 3(c) of attachment B also identifi es and adopts a further 
category of payments in addition to those already specifi ed in PR 24, and adopted 
by attachment B, which is not to be taken to be the provision of a fi nancial benefi t 
by the insurer to the reinsurer or to another entity for the purposes of the defi nition 
of reinsurance contracts requiring approval, specifi cally, the repayment of 
experience payment or profi t share where there has been an error in calculation.

Prudential Standard LPS 310 – audit and actuarial requirements

The audit and actuarial standard (the AA standard) requires that a life company 
appoint:

• an auditor to audit the records of a life company for each fi nancial year; and
• an actuary to conduct fi nancial condition investigations and to provide actuarial 

advice on policies.

The AA standard adopts the language, as far as possible, of the sections of the Life 
Insurance Act that it replaces and aligns the appointment criteria of auditors and 
actuaries with the criteria set out in the fi t and proper standard.

The requirements set out in the AA standard regarding the eligibility of auditors, 
audit requirements, fi nancial condition reports and actuarial advice regarding 
polices are substantially identical to the provisions deleted from the Life Insurance 
Act under the FSLA Act.

Therefore, the AA standard will not impose an additional compliance burden on a 
life insurance company that has already put in place a regime that complied with 
the requirements of the Life Insurance Act for auditors and actuaries prior to its 
amendment under the FSLA Act.
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The reissue of actuarial standards

The amendments to the Life Insurance Act resulted in the abolition of the LIASB, 
previously charged with the responsibility to make actuarial standards relating to 
solvency and capital adequacy standards for life companies. This role has been 
transferred to APRA, which has reissued the following seven former actuarial 
standards as new prudential standards:

• Actuarial Standard 1.04 Valuation of Policy Liabilities as Prudential Standard 
LPS 1.04 Valuation of Policy Liabilities;

• Actuarial Standard 2.04 Solvency Standard as Prudential Standard LPS 2.04 
Solvency Standard;

• Actuarial Standard 3.04 Capital Adequacy Standard as Prudential Standard 
LPS 3.04 Capital Adequacy Standard;

• Actuarial Standard 4.02 Minimum Surrender Values and Paid-up Values as 
Prudential Standard LPS 4.02 Minimum Surrender Values and Paid-up Values;

• Actuarial Standard 5.02 Cost of Investment Performance Guarantees as 
Prudential Standard LPS 5.02 Cost of Investment Performance Guarantees;

• Actuarial Standard 6.03 Management Capital Standard as Prudential Standard 
LPS 6.03 Management Capital Standard; and

• Actuarial Standard 7.02 General Standard as Prudential Standard LPS 7.02 
General Standard.

Amendments to other prudential standards

APRA also made consequential changes to Prudential Standard LPS 510 
Governance and to Prudential Standard LPS 520 Fit and Proper, to reconcile the 
revised provision of the Life Insurance Act with these prudential standards.

Changes to Prudential Standard LPS 510 Governance – the governance standard

Sections 90, 91 and 92 of the Life Insurance Act, which set out the requirements 
for a life company to have an audit committee, together with the membership 
functions and powers of such committees, have been removed. APRA does not 
propose to replicate the provisions of s91 in the revised prudential standards.

Nevertheless, as a consequence, the 'Audit Committee' section of the governance 
standard has been renamed 'Board Audit Committee' (BAC) and its provisions have 
been amended:

• paragraph 30 now provides that a life company must have a 'Board Audit 
Committee which assists the Board by providing an objective non-executive 
review of the effectiveness of the regulated institution's fi nancial reporting and 
risk management framework unless, with respect to risk management, there is 
another Board Committee which carries out this function';

• paragraph 32 now requires that all members of the BAC be non-executive 
directors of the life company (previously only a majority of its members were 
required to be non-executive directors);

• paragraph 35 no longer requires that the charter of the BAC include a reference 
to the fact that the BAC is responsible for ensuring that the life company has a 
sound system of management and fi nancial controls;
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• paragraph 36, which required the audit committee to be responsible for 
formulating the risk strategy of the life company, for determining policies that 
ensure the strategy is adhered to, and for monitoring adherence to those 
policies, has been deleted; and

• old paragraph 43 (now paragraph 42) has been amended to require the BAC to 
invite the life company's auditor and appointed actuary to meetings of the 
committee. The BAC no longer has discretion to consider whether it is 
reasonable or necessary to have them present to enable them to perform their 
functions under the Life Insurance Act.

Paragraph 23 of attachment B, which deals with the compliance committee for 
eligible foreign life insurance companies, has also been amended to refl ect s97(4) 
of the Life Insurance Act which has been deleted. Under the revised governance 
standard, the committee must ensure that the actuary is given reasonable notice of 
any committee meeting at which matters that relate to the functions and duties of 
the actuary are to be considered. This includes those matters that relate to, or may 
affect, the solvency, or the adequacy of the capital of the company; relate to advice 
given by the actuary to the directors; or concern a matter in relation to which the 
actuary will be required to give advice.

Changes to Prudential Standard LPS 520 Fit and Proper – the fi t and 
proper standard

The changes to the fi t and proper standard include amendments to:

• paragraphs 7(c) (previously paragraph 6(c)), 8(c) (previously paragraph 7(c)), 
18 (previously paragraph 17) and 19(c)(i) (previously paragraph 18(c)(i)) to 
refl ect that APRA will no longer approve auditors;

• paragraph 15 (previously paragraph 14), whereby the responsibilities of 'senior 
managers' set out in the fi t and proper standard are expressly linked to the 
defi nition of 'senior manager' in the Life Insurance Act; and

• paragraph 19 (previously paragraph 18) to refl ect that the requirements of the 
fi t and proper standard will apply to all actuaries appointed by a life company 
(this is because of the deletion of s93(4)(a) of the Life Insurance Act, which 
previously set out the eligibility criteria for the appointment of an actuary by a 
life company), and requiring the actuary of a life company to be a Fellow or 
Accredited Member of the Institute of Actuaries of Australia (paragraph 19(e), 
previously paragraph 18(e)).

Further changes

According to the discussion paper, APRA proposes to examine in 2008 whether any 
additional changes are required to the prudential framework of life companies; 
however, any further changes will be subject to comprehensive consultation with 
the industry.
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Stream 3 – Amendments to the prudential framework 
of life companies arising from changes to the ASX 
Council's Principles
On 10 September 2007, APRA announced that, in light of the recent changes 
to the ASX Council's Principles dealing with the independence of board directors, 
the governance standard would be amended to align it with the ASX Council's 
Principles. (Please see the separate section, titled Governance for APRA regulated 
institutions, dealing with these proposals as they relate to other types of APRA-
regulated entities.)

On 28 November 2007, APRA released the revised governance standard, to take 
effect from 1 January 2008.

The key amendments to the governance standard under this stream of reform are:

• Both paragraph 11 and attachment A have been amended so that, in addition to 
the principle of independence set out in the governance standard, the criteria 
set out in Box 2.1 of the ASX Council's Principles in respect of 'relationships 
affecting independence status' have been incorporated. Under the revised 
governance standard, circumstances that will not meet the test of independence 
include, but are not limited to, circumstances where the relevant director:
– is a substantial shareholder (as defi ned in s9 of the Corporations Act 2001 

(Cth)) of the life company or an offi cer of, or otherwise associated directly 
with, a substantial shareholder of the life company;

– is employed, or has previously been employed in an executive capacity by 
the life company or another group member, and there has not been a period 
of at least three years between ceasing such employment and serving on 
the board;

– has within the past three years been a principal of a material professional 
adviser or a material consultant to the life company or another group 
member, or an employee materially associated with the service provided;

– is a material supplier or customer of the life company or other group 
member, or an offi cer of, or otherwise associated directly or indirectly with a 
material supplier or customer; or

– has a material contractual relationship with the life company or another 
group member other than as a director; and

• Under paragraph 56, which deals with the renewal of the board, the formal 
policy of the life company in that regard must now give consideration as to 
whether the length of the service by a director on the board could, or could 
reasonably be perceived to, materially interfere with the director's ability to act 
in the best interests of the life company. 
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Refi nements to the general insurance 
prudential framework

On 31 July 2007, in response to the then Federal Government’s proposed 
amendments to the regulation of direct offshore foreign insurers (DOFIs) carrying 
on insurance business in Australia, the Australian Prudential Regulation Authority 
(APRA) released a discussion paper titled Refi nements to the General Insurance 
Prudential Framework. This paper sets out proposals for modifying APRA’s 
prudential framework in order to give effect to the Government’s proposals.

The proposals in the paper will affect:

• all insurers currently authorised by APRA;
• DOFIs that are contemplating APRA authorisation; and
• Australian-owned non-APRA-authorised captive insurers.

The key aspects of the discussion paper are set out below.

Categories of insurer
APRA proposes to introduce a new system allocating insurers into one of the 
following fi ve categories:

• Category A: Locally incorporated insurer;
• Category B: Wholly owned subsidiary of a local or foreign insurer;
• Category C: Foreign insurer operating as a foreign branch;
• Category D: Association captive; and
• Category E: Sole parent captive.

The category to which an insurer is allocated will determine how the prudential 
framework applies  to that insurer, or how it would apply to an unauthorised insurer 
that is considering seeking authorisation. The differences between each category 
are as follows:

Category A: Locally incorporated insurer

Category A is for authorised insurers that are incorporated in Australia and also 
includes mutual funds, as well as wholly owned insurance subsidiaries of non-
insurance corporate groups.

APRA proposes no modifi cation to the framework relating to these insurers, but has 
offered some clarifi cation.

APRA states in its prudential practice guide GPG 245 that it currently expects 
these insurers will not typically cede more than 60 per cent of their total written 
premium to reinsurers. APRA emphasises that this will remain its expectation 
under the revised prudential framework. For DOFIs that enter into fronting 
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arrangements, a degree of fronting will be acceptable to APRA but subject to 
cession limits that will apply across the insurer’s total portfolio.

Category B: Wholly owned subsidiary of a local or foreign insurer

Category B is for insurers incorporated in Australia and wholly owned by local or 
overseas insurance groups.

At present, an insurer’s approved actuary must be ordinarily resident in Australia. 
APRA proposes to modify this requirement for insurers in this category so that a 
non-resident, group-approved actuary need not be resident in Australia. However, 
the actuary will still need to meet APRA’s ‘fi t and proper’ test and the insurer’s 
reviewing actuary must be resident in Australia.

APRA has also clarifi ed that:

• insurers in this category can adopt their group’s strategic plans as their risk 
management strategy and reinsurance management strategy (if they clearly 
apply to them); and

• the same 60 per cent limitation on cessions will apply to insurers in 
this category.

Category C: Foreign insurer operating as a foreign branch

Category C applies to foreign insurers carrying on insurance business in Australia 
through a branch that is a foreign corporation, authorised to carry on insurance 
business in Australia and also overseas.

APRA intends that assets of a branch are to be kept within the jurisdictional 
reach of Australian courts. Currently, the Insurance Act 1973 (Cth) requires that 
authorised foreign insurers hold assets in Australia through an agent or custodian 
in Australia, at a level suffi cient to cover their Australian liabilities. Under the 
new proposals:

• real estate assets in Australia need not be held by an agent or custodian 
because they are illiquid;

• agents holding debt and equity assets can delegate day-to-day dealings 
in them;

• receivables need not be held by an agent or custodian, so they can be in the 
name of a foreign insurer (although APRA expects them to be paid into the local 
agent’s bank account and receivables over six months old will not be recognised);

• assets held by custodians can be jointly held with others, but not disposed of 
unless authorised by the agent in Australia; and

• bank accounts can be in the foreign insurer’s name, but withdrawals will require 
authorisation by the agent in Australia.

APRA also intends to promote DOFI authorisation by allowing corporates (with a 
minimum of three directors) to be appointed as agents in Australia (currently, only 
individuals can be agents). The ‘fi t and proper’ requirements will apply to the 
corporation’s directors and senior managers.
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The modifi cations to Category B relating to non-resident approved actuaries, group 
strategic plans and maximum 60 per cent cessions will also apply to Category C 
insurers.

Category D: Association captive

Category D comprises insurers that:

• are owned by an industry or professional association (including by its members); 
and

• only underwrite business risks of the members of the association.

Medical indemnity insurers are excluded from Category D (because of transitional 
prudential arrangements that still apply to them) if they are subsidiaries of medical 
defence organisations.

APRA intends that the minimum capital requirement (MCR) not be a barrier to 
setting up the association captives to which Category D applies. Therefore, the 
MCR will be reduced from $5 million to $2 million on the condition that the 
expected buffer over the MCR is increased from 20 per cent to 50 per cent.

APRA has clarifi ed that it will require association captives to formally document 
any material business activities that are outsourced to a related entity (which is 
currently not required where the head of the group is APRA-regulated).

APRA’s prudential practice guide GPG 245 states that APRA currently expects 
captive insurers not to cede more than 90 per cent of gross written premium to 
reinsurers. That expectation will continue.

Category E: Sole parent captive

Category E is for:

• corporate captives – owned by a company or group of them and existing for the 
purpose of underwriting the risks of the parent, their related bodies corporate, 
joint venture partners and contractors; and

• partnership captives – owned by a partnership and existing for the purpose of 
underwriting the risks of the partners and partnership.

Currently, there are no rules relating specifi cally to investments by insurers in 
related parties, although asset concentration charges may apply, depending on the 
credit rating of the related company. It is now proposed that captives be able to 
lend funds (on commercial terms) to related companies, up to a limit equal to the 
lesser of (a) 100 per cent of the total base capital, or (b) the current limit based on 
counterparty credit rating.

Captives must currently have a majority independent board with at least fi ve directors 
and an independent chair. APRA has clarifi ed that a majority non-executive board 
will be acceptable for Category E insurers. APRA may agree to alternative board 
arrangements if:

• no board member is employed in an operational business unit (being core 
business functions, not risk management, audit, fi nance or treasury) of the 
group that is insured;
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• the board does not have a concentration of representatives from the same 
reporting line; and

• any insured not wholly owned by the parent company should be able to choose 
whether its insurance is underwritten by the insurer.

The MCR concession that applies to Category D will also apply to Category E. 
APRA has also clarifi ed that it will still expect Category E insurers not to cede more 
than 90 per cent of gross written premium to reinsurers.

Proposals affecting all categories
In addition to the above, there are some modifi cations and clarifi cations of the 
prudential framework that will affect all insurers, namely:

• reporting to APRA on claims development will be reduced from 10 years to 
fi ve years;

• investment income will be able to be allocated between assets supporting 
insurance liabilities and other assets;

• separate reporting of premiums for business not incepted  will be permitted;
• a higher investment-risk charge on reinsurance recoverables will apply to foreign 

reinsurers and will be determined by reference to their credit ratings – the 
investment risk charge rating for an unauthorised foreign reinsurer with a 
particular credit rating will be higher  than for an APRA-authorised reinsurer 
with the same credit rating;

• reinsurance recoverables will be recognised as part of an insurer’s capital base 
if they have been outstanding for less than 12 months, but beyond that period 
they will be recognised only if they are from an APRA-authorised reinsurer or are 
otherwise supported by guaranteed assets in Australia;

• any assets of an insurer held by a foreign sub-custodian will no longer be 
counted as assets in Australia;

• rather than prepare a fi nancial condition report annually, run-off insurers will be 
required to prepare an initial run-off plan, have it reviewed by an actuary 
annually for the fi rst three years, and then every three years thereafter (unless 
APRA decides otherwise);

• if a small insurer (one with liabilities less than $20 million in predominantly 
short-tail business) no longer satisfi es the criteria for being ‘small’, then tailored 
transitional arrangements will apply to the requirements for a fi nancial condition 
report and insurance liability valuation report; and

• small insurers will be able to approximate their premium liabilities for reporting 
purposes by using unearned premium provisions less deferred acquisition costs, 
in accordance with accounting standards.
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What happens next?
APRA’s proposed prudential modifi cations are intended to take effect from 
1 July 2008. Industry has consulted with APRA and awaits a response paper in 
early 2008, together with draft prudential standards setting out how APRA 
proposes to implement each of its proposals.

The prudential standards are expected to include amendments arising from:

• APRA’s July 2007 discussion paper, titled Capital adequacy for ADIs and 
general insurers;

• the Financial Sector Legislation Amendment (Simplifying Regulation and 
Review) Act 2007 No. 154 (COM)

• the Institute of Actuaries of Australia’s fi nal revised Professional Standard 300 
– Valuations of General Insurance Liabilities; and

• APRA’s proposed amendments to investment capital factors following its 
reassessment of the volatility of property and equity investments. 
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Regulation of DOFIs and DMFs

In the Annual Review of Insurance and Reinsurance Law 2005, we set out in detail 
the content of a Commonwealth Treasury discussion paper by which the Federal 
Government proposed to regulate the carrying on of insurance business in Australia 
by direct offshore foreign insurers (DOFIs) and discretionary mutual funds (DMFs).

On 3 May 2007, the Government announced a new proposal for the regulation of 
DOFIs and DMFs, including proposed amendments to the Insurance Act 1973 
(Cth) (the Act). Amending legislation was introduced into Parliament on 
21 June 2007 and received Royal Assent on 24 September 2007. The amended 
Act takes effect from 1 July 2008.

On 20 September 2007, Treasury released another discussion paper, this time 
proposing a limited exemption from the new legislation.

Background
The HIH Royal Commission noted that insurance provided by DOFIs is not 
subject to prudential regulation under the Act. It also recommended that the Act 
be extended to apply to all insurance-like products issued by DMFs, to the 
extent possible. 

In May 2004, the key fi ndings of a report commissioned by the Government were 
made available. These included recommendations that the Australian Prudential 
Regulation Authority (APRA) regulate any DOFIs that market insurance in Australia 
if they are not located in a jurisdiction with prudential regulation comparable with 
that of Australia. The review also recommended that APRA regulate DMFs, other 
than DMF entities that retain no contingent risk. The Government accepted 
these recommendations, but support from stakeholders, including APRA, was 
not universal.

Reforms relating to DOFIs
The amended Act will affect all foreign insurers that are not authorised under the 
Act by APRA and that sell insurance to Australians, either directly or via another 
person who is in Australia, such as Australian fi nancial services licence (AFSL) 
holders, insurance agents and brokers.

From 1 July 2008:

• carrying on insurance business in Australia, whether directly or indirectly 
through the actions of another (eg an agent or broker), will trigger the 
requirement to be authorised under the Act. This will be of particular interest to 
agencies in Australia that currently act on behalf of DOFIs and to insurance 
brokers who place business with DOFIs;
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• the Act will apply to DOFIs carrying on business in Australia, regardless of 
whether they are structured as captives or operate through local Australian 
branches or subsidiaries;

• limited exemptions will apply where risks cannot be underwritten by insurers 
authorised under the Act, for example, because of the size of the local market 
or because of the specialised risk involved;

• offshore reinsurers need not be authorised under the Act, but may be indirectly 
subject to regulation through the prudential requirements with which insurers 
must comply;

• the regulation of Lloyd's under the Act remains unchanged; and
• a person who breaches, or is complicit in a breach of, the requirement to be 

authorised will be liable to prosecution. APRA will be empowered to investigate 
breaches of the new requirements and enforce them through Federal Court 
injunctions.

AFSL holders
One of the most signifi cant aspects of the reforms is that holders of AFSLs, such as 
agents and brokers, will be prohibited from dealing in general insurance products 
issued by unauthorised DOFIs, other than DOFIs that are exempt from the Act.

This has signifi cant potential consequences for the industry and will, for example, 
affect any insurance intermediary that is involved with applying for, issuing or 
arranging insurance products that are underwritten by unauthorised and non-
exempt DOFIs. It suggests that before a local broker attempts to place any business 
overseas, that broker must fi rst ensure that the insurance is not available in 
Australia and is not available from an authorised or exempt DOFI.

If an AFSL holder does deal with an exempt DOFI, it will be required to provide 
data to the Australian Securities and Investments Commission (ASIC) – the detail 
required will be the subject of consultation with industry.

Proposals relating to DMFs
The Government has decided not to subject DMFs to prudential regulation at 
present. Instead, it has amended the Financial Sector (Collection of Data) Act 
2001 (Cth) so that DMFs will begin to provide detailed information to APRA about 
their operations. Similarly, AFSL holders will need to provide data to ASIC regarding 
their dealings in DMF products. DMFs themselves will be subject to enhanced 
disclosure requirements.

It is proposed that the data requirements will be specifi ed after consultation and will 
apply for three years, following which a decision on prudential regulation of DMFs 
will be made. APRA has indicated that data collection will commence in 2008.
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Exemption
As noted above, when the amending legislation was introduced, the Government 
announced that a limited exemption would apply where cover could not be obtained 
from insurers authorised under the Act. For example, this might occur in 
circumstances where there was a specialised risk involved or because of the size of 
the local market.

In its discussion paper of 20 September 2007, Treasury proposed that there be 
three limbs to the limited exemption under the Act:

High-value insureds

Under this limb, DOFIs that insure Australia’s largest businesses would be exempt 
from the requirement to be authorised under the Act. Those businesses are taken to 
be sophisticated risk managers and purchasers of insurance, whose complex risks 
might not be adequately covered if they could only obtain insurance from 
authorised insurers.

This exemption applies if the insured (or their intermediary) assesses that one or 
more of the following is the case:

• the consolidated gross operating revenue for the fi nancial year of the insured 
business (and any entities it controls) is $200 million or more;

• the consolidated gross assets at the end of the fi nancial year of the insured 
business (and any entities it controls) are $200 million; or 

• the insured business (and any entities it controls) has 300 or more 
employees at the end of the fi nancial year.

This test would be applied when the insured purchases or renews insurance or 
materially alters the terms and conditions of an existing insurance contract.

This test is based on the current defi nition of a ‘large proprietary company’ contained 
in the Corporations Act 2001 (Cth). Treasury favoured this test because it is well 
understood by industry and would involve little additional cost to implement.

The Treasury also considered alternative tests based on the amount of premium 
spent by the insured business or the amount of insurance cover effected by the 
insured. However, those tests were not adopted because of their potential to be 
manipulated in order to circumvent the new restrictions in the Act.

Atypical risks

Some insureds might not satisfy the fi rst limb of the exemption but still warrant 
exemption because of the diffi culty in obtaining particular types of insurance. 
Insurance covering such risks may only be made available in Australia as part of a 
bundled contract of insurance. Alternatively, it might be available as a stand-alone 
policy from a DOFI, although the small size of the Australian market may provide 
little incentive for the DOFI to seek authorisation under the Act.
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Treasury proposes that the regulations made under the Act will contain a list of 
atypical risks. If an insured or their intermediary assesses that a risk appears in 
that list, then they will be free to place that risk with a DOFI not authorised under 
the Act. The DOFI, however, would not avoid the authorisation requirement under 
the Act if it also carried on other insurance business in Australia.

Included in the proposed list of risks to be incorporated in the regulations are 
malicious product-tampering, commercial shipping hull, asbestos, nuclear, war and 
satellite cover. It is proposed that the list of risks remains unchanged for three 
years from the commencement of the legislation, after which it will be reviewed.

Customised exemption

Some insureds might not be entitled to benefi t from the fi rst two limbs of the 
exemption but still be unable to obtain insurance from authorised insurers in 
Australia because of the unique nature of their circumstances. For example, this 
may occur in circumstances where the insured has a poor claims history or where 
there is a signifi cant rise in premiums. It may also occur if an important part of the 
insured’s business activity is excluded from the terms and conditions of their 
insurance cover.

Whether a particular insured can take advantage of this limb of the exemption will 
require an assessment against a range of criteria contained in the regulations. The 
proposed criteria include factors such as the capacity of local insurers to provide 
the cover, the price and quality of cover, as well as a recognition of the importance 
of continuing existing relationships. The criteria are to be developed after further 
industry consultation.

As to who performs this assessment, Treasury is considering whether a market-
based or regulator-based assessment would be preferable. Under a market-based 
approach, an insurance broker acting on behalf of an insured and holding an AFSL 
would assess the availability of insurance for the insured in the local market.

However, Treasury considers that there is a risk that the criteria may not be applied 
appropriately under a market-based approach and more insurance business may be 
written in Australia by DOFIs than is strictly necessary. Therefore, the Treasury has 
proposed an alternative approach under which a regulator would perform this 
assessment. It is not clear whether APRA or ASIC would perform this role – each 
has been suggested as a possibility in the discussion paper.

The fi rst two limbs only apply to high-value insureds and specifi c classes of exempt 
business, so DOFIs will need to monitor on a case-by-case basis whether they need 
to become authorised by APRA.

In relying on the second or third limb of the exemption, if an intermediary holding 
an AFSL places an Australian insured risk with a DOFI, then the intermediary must 
give a notice to the insured that is based on the existing requirement to notify 
insureds of the consequences of doing business with DOFIs.1 

1. Regulation 7.9.12, Corporations Regulations 2001.
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Treasury received submissions from industry in response to its proposals. Some of 
the issues raised by stakeholders included:

• it may not be necessary to establish that each risk absolutely cannot be insured 
with an authorised insurer, but it is not clear what evidence will be required and 
the more that subjective elements are taken into account, the more likely it 
would seem that an insured would be able to support a case for exemption;

• it remains unclear as to what types of entities will be able to take advantage of 
the ‘high-value insureds’ limb, including companies, partnerships, individuals, 
joint ventures, trustees, associations and so on;

• it is not clear whether each insured under a policy must meet the high-value 
insured test, including unrelated entities;

• there may be some atypical insurance lines that should be added to the list in 
the second limb;

• not all insurance brokers that hold AFSLs will have adequate resources to 
enable them to complete the assessment process required by the proposed 
exemption;

• APRA and ASIC might not have suffi cient resources to implement the 
third limb.

Industry expects that a response from Treasury clarifying some of these issues will 
be available in early 2008, so that there is adequate time to prepare for the 
reforms that take effect on 1 July 2008.
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LEGISLATIVE & REGULATORY DEVELOPMENTS

APRA discussion paper on consolidated group 
reporting for general insurers

On 31 August 2007, the Australian Prudential Regulation Authority (APRA) 
released a discussion paper on its proposed reporting requirements for consolidated 
general insurance groups, together with draft forms and instructions. The 
discussion paper is part of the regulatory framework being developed by APRA for 
the consolidated supervision of insurance groups. This initiative derives from 
recommendation 38 of the HIH Royal Commission, which stated that APRA should 
prudentially regulate insurance groups and apply a group minimum capital 
requirement (MCR).1 Written submissions were invited until 12 October 2007. 

Background
APRA released a discussion paper in May 2005 on the prudential supervision of 
corporate groups involving authorised general insurers. When a response paper was 
issued in October 2006 to refl ect industry comments2, the main cause of concern 
related to the anticipated reporting burden and compliance costs. In the 
circumstances, APRA considered it appropriate to release the discussion paper, 
which dealt specifi cally with, and sought consultation on, the reporting framework 
for insurance groups.

Group reporting: policy
APRA has indicated that its supervision of corporate insurance groups (referred to 
by APRA as 'Level 2 supervision') will be premised on:

• capital adequacy requirements; and
• performance reporting.

In APRA's view, this measure should ensure that 'Level 2 insurance groups', being 
the ultimate parent insurance entity in Australia (whether an APRA-authorised 
insurer or APRA-authorised non-operating holding company) and its insurance 
subsidiaries, as well as any other controlled entities integral to its general insurance 
business, are fi nancially sound and have capital in proportion to their risk profi les. 
In particular, APRA considers that Level 2 supervision will ensure that group 
activities and inter-relationships do not impair the fi nancial position of an APRA-
authorised insurer within the group.

According to APRA, only a minority by number of individual Australian general 
insurers will be affected by the proposals contained in the discussion paper. APRA 
has pointed out, however, that this minority controls about two-thirds of the assets 
in the general insurance industry in Australia. 

1. The HIH Royal Commission, The Hon Justice Owen, Commissioner, 4 April 2003, available online at 

 http://www.hihroyalcom.gov.au/fi nalreport/index.htm.

2. These papers were dealt with in the Annual Review of Insurance & Reinsurance Law 2006 (pages 166-170), available online  

 at http://www.aar.com.au/pubs/ari/index.htm.
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Industry concerns: reporting burden and compliance costs 
APRA considers that the relative leniency of the proposed reporting requirements 
for Level 2 insurance groups should allay industry concerns about compliance 
costs. In addition to the lesser degree of detail required than that for APRA-
authorised insurers, Level 2 insurance group reporting will be on a six-monthly 
rather than quarterly basis.

Group reporting: requirements
It is proposed by APRA that the reporting framework for Level 2 insurance groups 
will be based on the consolidated fi nancial accounts of the highest parent entity 
(including both Australian and international operations) in a group structure where 
that parent entity is an Australian authorised general insurance entity, that is, an 
insurer or a non-operating holding company authorised by APRA under the 
Insurance Act 1973 (Cth). 

APRA intends that Level 2 insurance groups will be subject to similar capital 
adequacy requirements as those that apply to APRA-authorised insurers. The MCR 
calculation will be the same, although there will be some minor variations in the 
way in which the group's capital base is calculated. 

The proposed forms for Level 2 insurance groups relate to MCR, determination of 
capital base, off balance sheet business, asset exposure concentrations, 
outstanding claims provision, premiums liabilities, statement of fi nancial position, 
statement of fi nancial performance, statement of risk by country, claims 
development table and interest in controlled entities and joint ventures. 

Class of business data will only be required to be submitted for business conducted 
in Australia. Otherwise, premium liabilities and outstanding claims liabilities will 
be reported in total by country or region. 

Next steps
The next stage of consultation will relate to APRA's general approach to the 
prudential supervision of Level 2 insurance groups. To this end, APRA was due to 
release a paper in the fourth quarter of 2007, containing draft prudential and 
reporting standards and taking into account submissions received in response to 
the discussion paper. As at 25 January 2008, the paper had still not been released 
by APRA. It is expected that APRA will consider the submissions made in response 
to the discussion paper when preparing the draft prudential standards to be 
released as part of its proposals for consolidated supervision.

APRA also proposed to deal with intra-group reinsurance and asset concentration 
issues in the paper to be released. APRA indicated that the prudential standards 
would relate to capital adequacy, risk management, outsourcing, business 
continuity management and reinsurance management within Level 2 insurance 
groups. It planned to release the fi nal prudential standards in mid-2008.

APRA has stated its intention to develop conglomerate supervision for groups 
involved in more than one prudentially regulated industry ('Level 3 supervision') at 
a future date.

10897 Insurance 3 legislative.in120   12010897 Insurance 3 legislative.in120   120 27/02/2008   10:28:28 AM27/02/2008   10:28:28 AM



121

LEGISLATIVE & REGULATORY DEVELOPMENTS

Amendments to fi nancial services regime

The Corporations Legislation Amendment (Simpler Regulatory System) Act 2007 
(Cth) and supporting legislation received Royal Assent on 28 June 2007 (the 
Simpler Regulatory System laws). 

The Simpler Regulatory System laws are intended to create a regulatory regime (as 
part of the Federal Government's fi nancial services reforms) that is more 
straightforward and cost effective, without eroding the consumer protection 
safeguards. We summarise below the amendments to date that directly affect the 
insurance industry.

• From 28 June 2007, a record of advice may be used (instead of a statement of 
advice (SOA)) to document personal advice provided to a retail client where the 
advice does not include a purchase or sale recommendation and the adviser is 
not being remunerated for providing the advice.1 In this situation, the adviser 
must keep a record noting the investment advice given to the client; brief 
particulars of the recommendations and their basis; and details of any benefi ts 
(fi nancial or otherwise) that the adviser may receive, as well as any interests or 
associations that might reasonably be expected to be, or have been, capable of 
infl uencing the adviser in giving the advice. 

• From 25 August 2007, information that is ordinarily required to be included in 
a SOA and product disclosure statement (PDS) is permitted to be 'incorporated 
by reference' to other information sources, such as websites or other 
documents, subject to certain conditions. Requirements applying to a PDS and 
SOA differ slightly.2 

• As at the time of going to print, it was proposed that, as from 
28 December 2007:
• in relation to motor vehicle insurance, home building and contents 

insurance, sickness and accident insurance, consumer credit insurance and 
travel insurance, insurance fi nancial services licensees will not be jointly and 
severally liable for the conduct of their authorised representatives who are 
cross-endorsed by other licences to provide fi nancial services on their 
behalf; and

• a fi nancial services licensee is not required to provide a fi nancial services 
guide to a client where the licensee provides general advice to the public:

 • at an event organised by, or for, licensees and to which retail clients 
 are invited;

 • during a broadcast accessible by any person; or
 • by distributing or displaying promotional material that is publicly available.3

1. Regulation 3(5) of the Corporations Amendment Regulations 2007 (No 12) (Cth) creating new regulation 7.7.10AAA 

Corporations Regulations 2001.

2. Regulations 3(2) and 3(4) of the Corporations Amendment Regulations 2007 (No 10) (Cth) creating new regulations 7.7.09B 

(SOA) and 7.9.15DA (PDS) Corporations Regulations 2001.
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• The dollar disclosure requirements contained in the Corporations Act 2001 
(Cth) require various costs, fees, charges, expenses, benefi ts and interests to be 
stated as amounts in dollars, except where ASIC has granted relief.4 The 
provisions apply to the SOA and PDS. The new regulations contain modifi ed 
dollar disclosure requirements for general insurers.5 From 1 July 2008, if the 
information needs to be stated in dollars and the amount can only be 
determined after the responsible person assesses the risk of the insured or after 
the insured has nominated desired levels of insurance cover, the responsible 
person may give the insured:
• a document containing the information, such as a policy schedule, as soon 

as practicable, but not later than fi ve business days after the general 
insurance product is issued; and 

• a statement in the PDS that sets out the information by providing it as a 
range of amounts in dollars, a percentage, or a description. 

The explanatory statement to the regulations notes that where a general insurer 
believes it cannot disclose a benefi t or cost in dollar amounts in either the PDS or 
the policy schedule, the general insurer will need to apply to the Australian 
Securities and Investments Commission for relief.

The transitional period for complying with these new requirements ends on 30 June 
2008.6 The current class order relief continues to be available during the 
transitional period. Class Order [CO 07/123], issued 21 March 2007, extended the 
transitional relief for issuers of general insurance products from the dollar 
disclosure requirements in PDSs from 1 April 2007 to 30 June 2008. 

A number of proposals that were included in the draft regulations have not yet been 
addressed, including the proposals providing for: 

• bundled general insurance products that are predominately wholesale to be 
treated as totally wholesale; and

• a provider of sickness and accident insurance or life risk insurance to be able to 
treat a client as wholesale where the cover is part of a package that includes 
workers' compensation insurance for the liability of the employer for the benefi t 
of an employee.

3. Regulation 3(2) of the Corporations Amendment Regulations 2007 (No 12) (Cth) replacing regulation 7.7.02(2) Corporations 

Regulations 2001.

4. See sections 947B(2)(h), 947C(2)(i), 947D(2)(d), 1013D(1)(m), 1017D(5A) and reg 7.7.10A–7.7.11, 7.7.11B–7.7.13B, 

7.9.15A–7.9.15C, 7.9.19A–7.9.19B, 7.9.20A–7.9.20B, 7.9.74A–7.9.75 and 7.9.75C–7.9.75D. The dollar disclosure 

requirements were mentioned in the Annual Review of Insurance & Reinsurance Law 2003 at page 158 and the Annual Review 

of Insurance & Reinsurance Law 2004 at pages 186 to 187, both available online at http://www.aar.com.au/pubs/ari/index.htm

5. Regulation 3(3) of the Corporations Amendment Regulations 2007 (No 10) (Cth) amending regulation 7.9.15C (3) Corporations 

Regulations 2001.

6. Regulation 3(6) of Corporations Amendment Regulations 2007 (No 10) (Cth) creating new regulation 7.9.15FA Corporations 

Regulations 2001.
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Status of the Insurance Contracts Act draft 
reform package

In September 2003, the Federal Department of Treasury commissioned a review of 
the Insurance Contracts Act 1984 (Cth) (the ICA).

The purpose of the review, led by Alan Cameron AM and Nancy Milne (the Review 
Panel), was to recommend improvements to the ICA's operation by correcting 
defi ciencies and clarifying ambiguities in its operation.

The Review Panel reported its recommendations in two stages. The fi rst report was 
concerned with section 54 of the ICA; ministerial meetings held in 2003 had 
considered the effect of then recent judicial interpretation of that section on the 
pricing and availability of professional indemnity insurance. The Review Panel's 
fi rst report was released in November 2003 and its report on the other sections of 
the ICA was released in March 2004.

After stakeholder consultation, the Review Panel's fi nal report, containing its 
recommendations for reform, was released on 5 January 2005 and the Federal 
Government announced that it would prepare draft legislation to address the 
review's main recommendations. The Review Panel stated that it considered the 
ICA to be generally operating satisfactorily and to the benefi t of both insurers and 
insureds. It did, however, make 38 recommendations.

On 12 February 2007, the Federal Government released for public comment its 
long-awaited exposure draft legislation and explanatory materials. The reform 
package proposed to implement most of the recommendations of the Review Panel. 

Current status of the reforms
The consultation period announced by Treasury in respect of the reform package 
expired on 23 March 2007.

Although the previous Federal Government had identifi ed the amendment of the 
Insurance Contracts Amendment Bill 2007 (the Bill) in the list of legislation 
proposed for introduction in the Autumn 2007 sittings of the Federal Parliament, 
this did not occur and, in light of the change in Government, it is not known when 
or whether these reforms will be implemented.

We nevertheless set out below the details of the reform package as it has been 
proposed, comprising 11 principal areas of reform.
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The proposed reform package
The reform package may remove some inconsistencies and ambiguities that have 
arisen over the past two decades since the ICA became law. Developments in the 
insurance industry and trends in judicial interpretation have meant that some ICA 
provisions are no longer having the effect that was originally intended. The reforms 
would go some way toward addressing concerns expressed by insurers, insureds 
and intermediaries in this regard. It is not, however, a complete overhaul of the 
legislation and, no doubt, some ambiguities and inconsistencies would remain. The 
real test for the package would come once its reforms began to be applied and 
tested. Its success would be measured by the extent to which it resolves existing 
concerns without creating new ones.

1. Scope and application 

It is proposed that a breach of the duty of utmost good faith would constitute a 
breach of the ICA. Relevantly, this would enable the Australian Securities and 
Investments Commission (ASIC) to commence proceedings against an insurer on 
behalf of an insured and seek against the insurer various remedies that apply under 
the Corporations Act 2001 (Cth), including banning orders.

The duty of utmost good faith is also proposed to apply to third-party benefi ciaries, 
although this duty would apply only after the insurer and insured have entered into 
the insurance contract.

To overcome diffi culties in interpretation, contracts of insurance that bundle one 
type of cover with another type of cover would be effectively 'unbundled' so that the 
ICA may apply to some parts of the cover, but not to parts exempt from the 
application of the ICA. However, this 'unbundling' would not apply to insurance 
contracts that combine compulsory workers' compensation cover with common law 
employers' liability cover, as such contracts would be excluded in their entirety 
from the scope of the ICA. These reforms would have retrospective effect.

Contracts of marine insurance covering transportation by water of personal, 
domestic or household property would in future be regulated by the ICA and not by 
the Marine Insurance Act 1909 (Cth), as is presently the case. This would not take 
effect until at least one year after the reforms became law.

The ICA expressly applies to insurance contracts the proper law of which is an 
Australian state or territory. To clarify its territorial and jurisdictional reach, the ICA 
would apply to future insurance contracts that cover Australian insureds or 
Australian risks, regardless of the location of the insurer or the place in which the 
policy is entered into. That is, the ICA would apply unequivocally to Australian 
policies issued by so-called direct offshore foreign insurers. The ICA would also 
apply to contracts covering the risk of loss or damage occurring in a state or 
territory to which the ICA extends. A six-month transitional period has 
been proposed.

10897 Insurance 3 legislative.in124   12410897 Insurance 3 legislative.in124   124 27/02/2008   10:28:29 AM27/02/2008   10:28:29 AM



125

2. Electronic communication

In order to bring the ICA into line with other areas of modern commerce, it would 
be possible for insureds and insurers to send to each other electronically (such as 
by email) notices required by the ICA. Some conditions would apply, such as the 
need to ensure that electronic communications could be copied and stored. 
Proposed regulations would impose additional requirements on such notices. These 
changes would apply to insurance contracts entered into six months or later after 
the commencement of the reforms. 

3. Powers of ASIC

ASIC would be given the statutory right to intervene in future proceedings 
concerning matters arising under the ICA, which is similar to its current powers 
under the Corporations Act. This reform would not affect proceedings commenced 
before the reforms became law.

4. Disclosure and misrepresentations

There is a proposed clarifi cation of the factors to which a court may have regard 
when determining whether an insured complied with their duty of disclosure to an 
insurer. A non-exhaustive list of factors would be included in the ICA so that it 
would be clear, for example, that one step in deciding whether the duty has been 
met is to consider the class of persons to whom insurance of that kind is usually 
provided. This reform would apply to all past, present and future insurance 
contracts to which the ICA applies.

A different disclosure regime currently applies to some insurance contracts, 
referred to as 'eligible contracts of insurance', when they are fi rst entered into, 
although the standard disclosure regime applies on renewal. This is intended to be 
reformed so that renewals or variations of eligible contracts would be treated in the 
same way as new applications. Insurers would also be prevented from posing 
'catch-all' questions and would instead be required to ask only specifi c questions.

A new obligation would also be imposed on insurers, which requires them to 
remind intending insureds that their duty of disclosure continues until they enter 
into a contract of insurance. This is intended to address the possible lag between 
the time the insured makes their disclosure to the insurer and the time at which 
the contract of insurance is formally entered into, which may be a considerable 
time later.

In relation to life insurance, the duty of disclosure is proposed to be extended to 
life insureds (who are not the insured party under the contract of life insurance but 
who propose to be covered under such a policy) and, for that reason, life insurers 
would be required to notify life insureds of the nature and extent of that duty. In 
addition, life insurers would receive additional protection in the event of 
misrepresentation or non-disclosure by a life insured who is not a party to the life 
insurance contract.

All of the reforms relating to disclosure and misrepresentation would be subject to 
a one-year transitional period.
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5. Non-standard provisions

The reform package would repeal and replace the existing duty imposed on an 
insurer to inform an intending insured 'clearly' about non-standard or unusual 
provisions in the insurance contract. Instead, the obligation imposed on the insurer 
would be to disclose those provisions in a 'clear, concise and effective manner'. 
This refl ects the disclosure obligations imposed by the Corporations Act on issuers 
of fi nancial products, including insurance, to retail clients. A transitional period of 
at least two years is proposed for this reform.

6. Remedies of the parties

The ICA currently provides that a party cannot rely on a clause of an insurance 
contract if to do so would be in breach of that party's duty of utmost good faith to 
another party. However, this would be extended so that it prevents reliance on a 
clause of an insurance contract, or on a provision of the ICA. In other words, the 
duty of utmost good faith would prevail over the insurance contract and the ICA. 
This reform would apply immediately, once the package became law.

7. Remedies of the life insurer

Contracts of life insurance entered into in future and which provide cover for more 
than one kind of insurance (eg death cover and income protection cover) would be 
'unbundled' so that insurers' remedies for non-disclosure and misrepresentation 
would apply to each component as if it were a separate policy.

Life insurance policies that do not provide cover on death or that do not have a 
surrender value would, after a one-year transitional period, be treated in the same 
way as general insurance if the insured failed to comply with the duty of disclosure 
or made a misrepresentation to the insurer before the contract was entered into.

Some other legislative amendments are proposed that would modify the remedies 
available to life insurers in the event of non-disclosure or misrepresentation. Going 
forward, a life insurer may avoid a contract only if the insurer would not have entered 
into the particular contract (as opposed to the current standard of any contract) if 
the non-disclosure or misrepresentation had been known to the insurer. Where a 
date of birth has been mis-stated by an insured, the insurer may adjust the expiry 
date of the policy.

8. Restrictions on insurers' rights

If an insured fraudulently fails to disclose or misrepresents a fact to an insurer, the 
insurer may currently, avoid the contract or reduce its liability to nil. A court may, 
however, grant relief to an insured, if the outcome to the insured would otherwise 
be harsh and unfair. It is now proposed that this relief may also be granted by a 
court where the insured's non-disclosure or misrepresentation is innocent. A one-
year transitional period has been proposed for this reform.
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A statutory automatic extension to the policy may come into effect by operation of 
the ICA where an insurer fails to provide notice of expiry to an existing insured, as 
required by the ICA. Six months after the package becomes law, the ICA would 
provide that the premium payable for this statutory policy, in the event that a claim 
is made under the extended policy, will be a full premium and not a pro rata 
premium, as the ICA currently provides.

9. Third parties

Third-party benefi ciaries would obtain certain new rights currently afforded to 
named insureds, such as the right to notify (before the end of the policy period) 
facts and circumstances that may lead to a claim. They also would have the right to 
require the insurer to inform them whether a liability policy responds to a claim and 
whether the insurer would defend the claim. These reforms would commence after 
one year.

In defending an action by a third-party benefi ciary, an insurer would be entitled to 
raise defences relating to the conduct of the insured, whether that conduct 
occurred before or after the contract was entered into. A one-year transitional 
period has been proposed for this reform.

In relation to life insurance, third-party benefi ciaries who have the benefi t of life 
insurance that is effected over the life of another person would be entitled to bring 
an action against the life insurer without the intervention of the policyholder. They 
also would have the same obligations to the insurer as if they were the insured, 
including the duty of utmost good faith. A one-year transitional period would also 
apply to these reforms.

If an insured or a third-party benefi ciary is liable in damages to another person and 
is insured, then if they die or cannot be found, or if judgment cannot be executed 
against them, then the other person would be able to recover from the insurer an 
amount equal to the insurer's liability to the insured under the insurance contract 
in respect of the particular claim. This option would come into effect one year after 
the commencement of the reforms.

Some additional reforms are proposed so that insurers under group life insurance 
schemes are not prejudiced merely because an insured's misrepresentation is taken 
to occur after the date of the insurance contract. After a one-year transitional 
period, this would benefi t insurers of group life covers including, but not limited to, 
those taken out in connection with superannuation schemes.

10. Subrogation

New rules would, six months after commencement of the reforms, replace the 
existing rules relating to the allocation of sums recovered through subrogated 
actions by insurers. The method of allocating those sums would be subject to any 
agreement between the parties to the contrary.

Unless otherwise agreed, the cost of taking the recovery action would fi rst be 
deducted from the amount recovered and be paid to the party who funded it (or 
shared proportionately if both the insurer and insured contributed). If the insurer 
funded the recovery action, the insurer would then recover the amount of claims 
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payments made under its policy and the insured would recover any further amount 
necessary to recover the full amount of its loss from either the insurer or a liable 
third party.

This order is reversed, however, if the insured funded the recovery action; and, if 
both parties shared the costs of the recovery action, then a pro rata apportionment 
applies. Any balance remaining would be divided between the insurer and insured 
in proportion to their contribution to the administrative and legal costs of the 
recovery action. Finally, any interest component would be divided fairly between the 
parties, having regard to the amounts each recovered and the time each spent 
without the use of funds.

Third-party benefi ciaries would be treated as named insureds for the purposes of 
these reforms.

11. 'Claims made', and 'claims made and notifi ed' policies

The fi nal part of the reform package affects 'claims made and notifi ed' policies and 
incorporates a new defi nition of 'claims made and notifi ed' policies. The new 
regime would allow insureds a statutory extended reporting period of 28 days after 
the expiry of the policy period in which to notify the insurer of facts that might give 
rise to a claim. However, this would apply only to facts that arose during the policy 
period. In addition, at least 14 days before a 'claims made and notifi ed' policy 
expired, an insurer must have informed the insured of the consequences of failing 
to notify facts that might give rise to a claim.

The 28-day extended reporting period would also apply where an insurer cancels an 
insurance policy.

These reforms would not commence until 28 days after the reforms became law. 
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LEGISLATIVE & REGULATORY DEVELOPMENTS

Introduction of data collection regime for DMFs

Background
In our Annual Review of Insurance & Reinsurance Law 2003, we reported on both 
the recommendation of the HIH Royal Commission that prudential regulation under 
the Insurance Act 1973 (Cth) be extended to all insurance-like products issued by 
discretionary mutual funds (DMFs) and on the Federal Government's September 
2003 announcement of the Potts Review (the review by Gary Potts of the role of 
DMFs and direct offshore foreign insurers (DOFIs)).

In the following year, we reported in the Annual Review of Insurance & Reinsurance 
Law 2004 on the key fi ndings of the Potts Review, which included the 
recommendation that discretionary mutual covers be offered only as a contract of 
insurance under the Insurance Act, unless an exemption was granted by the 
Australian Prudential Regulation Authority (APRA) (and that it collect and collate 
data on business written by DMFs under the exemption).

In our Annual Review of Insurance & Reinsurance Law 2005, we reported on the 
release of a discussion paper by Treasury on 16 December 2005 on the regulation 
of DMFs (and DOFIs). The discussion paper both noted that legislation may ensure 
discretionary cover can be offered only where the DMF carries no contingent risk 
and queried how to defi ne when a DMF is carrying a contingent risk.

Following the issue of the discussion paper, no signifi cant development occurred in 
relation to DMFs until May 2007.

The Commonwealth's announcement
On 3 May 2007, then Minister for Revenue and Assistant Treasurer, Peter Dutton, 
announced the Government's proposals for enhancing the integrity of insurance 
in Australia.

The proposals, among other things, dealt with DMFs. It was announced that, in the 
absence of appropriate data, DMFs would not be made subject to prudential 
regulation. Instead, the Government proposed to subject DMFs to a 'rigorous and 
compulsory data collection regime, to better understand their use and operation' by 
amending the Financial Sector (Collection of Data) Act 2001 (Cth) (the FSCODA). 
These amendments were passed by Federal Parliament on 13 September 2007.

The amendments enable APRA to determine reporting standards for the purposes 
of monitoring DMFs, but exclude from the operation of the FSCODA those DMFs 
that operate solely within a state or territory and that are established under a state 
or territory statute.
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It is also proposed that holders of Australian fi nancial services licensees will be 
required to provide data to the Australian Securities and Investments Commission 
(ASIC) on their dealings in products provided by DMFs, with specifi c requirements 
to be established after a further consultation period with ASIC.

Further, it is proposed that 'within three years of the start of the DMF data 
collection regime, the Government will review the data to determine whether there 
is a need for prudential regulation to apply to DMFs'.

The APRA discussion paper
Following the Government's 3 May announcement, APRA released, on 
25 September 2007, a discussion paper setting out proposals for the collection 
of data from DMFs, including draft forms and instructions and, on 17 December, 
shortly after the consultation period concluded, APRA released a letter to all DMFs, 
together with the fi nal version of the reporting forms.

Who is required to comply with the new data collection requirements?

Any DMF that meets the legal defi nition of 'discretionary mutual fund' in the 
Financial Sector Legislation Amendment (Discretionary Mutual Funds and Direct 
Offshore Foreign Insurers) Act 2007 (the DMF Act), which amends FSCODA by 
inserting that defi nition at sections 5(5) and (6) of FSCODA, will be required to 
comply with the data collection requirements.

Put simply, DMFs are entities: whether a trust, a mutual fund, a company limited 
by guarantee, or other structure that offers 'discretionary cover' that may involve an 
obligation on the DMF to consider meeting a claim made on it, but which gives the 
DMF a discretion as to whether it will pay the claim.

The relevant defi nition of a DMF is as follows:

(5) A discretionary mutual fund is a fund (however constituted) for making payments on the 
happening of a specifi ed event (where there is uncertainty as to whether, or when, the 
event will happen), that is a fund:

 (a) to which 2 or more persons contribute, and:

  (i) out of which payments may be made in respect of liabilities, losses, damages  
  or expenses of the contributors; and

  (ii) that is governed by rules under which any such payment for the benefi t of a  
  contributor is subject to a discretion of a person or body; or

 (b) that is declared to be a discretionary mutual fund, or included in a class of funds  
 that are declared to be discretionary mutual funds, by regulations made for the  
 purposes of this paragraph.

(6) However, a fund (however constituted) is not a discretionary mutual fund if:

 (a) a contributor has a right, in law or equity, to a payment of a kind referred to in  
 subparagraph (5)(a)(i); or

 (b) the fund is: 

  (i) declared not to be a discretionary mutual fund; or
  (ii) included in a class of funds that are declared not to be discretionary 
   mutual funds;

  by regulations made for the purposes of this paragraph.
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Frequency of data collection and the fi rst collection

APRA has decided that collection of data will occur annually because most DMFs 
only produce reliable fi nancial statements annually.

It is proposed that the fi rst collection will be conducted for the fi nancial years 
ending on, or between, 1 January and 30 June 2008, and the reporting forms will 
be required to be submitted by 31 October 2008.

Going forward, in respect of fi nancial years ending after 30 June 2008, reporting 
forms will have to be provided to APRA within four months of the end of the 
fi nancial year of the DMF.

APRA may request that additional information be provided by a DMF if APRA 
determines this to be necessary, although it is not APRA's intention to regularly 
collect additional data.

Level of reporting

Generally, DMFs will be required to report at the legal entity or trust level.

However, where a DMF operates multiple sub-funds and the DMF has separate 
sub-fund bank accounts and sub-fi nd fi nancial statements, all reporting forms, 
except the notifi cation form, will be required to be submitted for each sub-fund.

Data quality

The completed APRA reporting forms are not required to be audited. However, the 
data provided to APRA should be based on the DMF's fi nancial statements and 
must be subject to the same processes and controls that cover the review and 
authorisation of that accounting data.

In the discussion paper, APRA expresses a preference for the fi nancial statements 
to be audited and notes that it is the responsibility of the board or trustee of the 
DMF to ensure that the information provided to APRA is accurate and complete.

Penalties

The FSCODA contains provisions for penalties to be applied if reporting obligations 
to APRA are not met, although APRA notes in the discussion paper that it is 
APRA's practice not to apply penalties automatically to entities that are making a 
genuine attempt to comply with their reporting obligations.

The penalties for breaches of obligations under the FSCODA range from $1100 
to $5500.
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Proposed forms

On 17 December 2007, following the conclusion of the consultation period, APRA 
released the following forms on its website (http://www.apra.gov.au/RFC/DMFS.CFM):

1. A notifi cation form – to be submitted initially when the DMF fi rst notifi es APRA 
of its existence to provide contact information to APRA (also to be supplied on 
the winding up of any DMF that winds up after 30 June 2008).

 A DMF will be required to send the notifi cation form to APRA either by 
30 June 2008 or, if the DMF commences operations after that date, within 
14 days of commencing operations.

 DMFs that wind up after 30 June 2008 will need to submit an additional 
notifi cation form within 14 days of winding up.

2. Annual Reporting forms (forms 2 to 9) – to collect fi nancial information each 
year, including information on income statement, balance sheet, contribution 
revenue, claims and insurance data:
 Form 2: Insurance and sundry information – to be submitted initially as part 

of the fi rst submission and then re-submitted annually by a DMF to provide 
information on the DMF's fi nancial structure, such as insurance 
arrangements and fund member entitlements and obligations;

Assets, liabilities and equity at balance date
 Form 3: Oustanding claims provision – details of outstanding claims 

provisions by class of business;
 Form 5: Statement of fi nancial position – details of assets, liabilities and 

equity (to be submitted with the fi rst lodgment and annually thereafter);
Income and expense
 Form 6: Statement of fi nancial performance – details of major income and 

expense items during the year;
 Form 7: Contribution revenue by state and territory – details of contributions 

and insurance expense by class of business;
 Form 8: Claims expense and insurance recoveries – details of claims 

expense and insurance recoveries by class of business;

Other information
 Form 9: Insurance by class – details of the DMF's insurance cover by class 

of business; and
 Form 10: Other information – details on the basis of accounting and 

audit opinion.

APRA has also issued instruction guides in respect of the completion of each 
reporting form (except the notifi cation form).

The forms will have to be submitted electronically using 'Direct to APRA' (also known 
as D2A) software unless special alternative arrangements are made with APRA.

Submissions on the APRA discussion paper closed on 2 November 2007, and 
APRA released its fi nal reporting requirements following consideration of these 
submissions on 17 December 2007.
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LEGISLATIVE & REGULATORY DEVELOPMENTS

APRA's 'pandemic stress test' of the 
insurance industry1 

Background
In 2006, the Australian Prudential Regulation Authority (APRA) required all life 
and general insurers in Australia to consider their potential claims exposures that 
would arise if Australia were to experience a pandemic of mild to severe proportions.

The purpose of this exercise was to gauge the potential fi nancial impacts arising 
from a pandemic and to assess the extent of the industry's preparedness.

As readers will recall, outbreaks of avian fl u in Asia and elsewhere throughout 2006 
heightened the perceived risk of a human infl uenza pandemic. Earlier inquiries 
made by APRA demonstrated to it that, although companies have made some 
preparations to deal with a future pandemic's effect on business continuity, 
preparations to gauge fi nancial impacts were less developed. Accordingly, APRA 
created a set of stress test parameters and devised a fi nancial modelling exercise 
so that life and general insurers could assess, on a consistent basis, their exposures 
if faced with a pandemic.

Broadly speaking, the fi nancial impacts that would be expected to be felt by 
general and life insurers relate to an increase in the number of claims under certain 
existing policies, as well as possible indirect impacts resulting from various 
changes in behaviour and economic variables produced by a pandemic. However, 
APRA concedes that estimations as to claims are diffi cult, given the uncertainties 
surrounding a future pandemic. 

On the basis of other published studies on fi nancial modelling to assist pandemic 
planning, it appears that a moderate or worse pandemic would affect economic 
growth to a similar extent as a typical business-cycle recession, although perhaps 
the effects would be more short-term in the case of a pandemic.

APRA's stress test and results
All life and general insurers, reinsurers and friendly societies with material 
insurance business lines that would be likely to attract pandemic-related claims 
were asked by APRA to model, on the basis of current exposures, the effects – over 
a two-year period – of a set of specifi ed pandemic scenarios on insurance claims 
and balance sheets. The test participants included 30 life insurers, 12 friendly 
societies and 63 general insurers and reinsurers. To ensure a base level of 
consistency across test participants, APRA provided assumptions on business 
volumes, pricing and economic conditions.

1. This discussion is based on APRA's report on its pandemic stress test published in APRA Insight, Issue Three 2007.

10897 Insurance 3 legislative.in133   13310897 Insurance 3 legislative.in133   133 27/02/2008   10:28:31 AM27/02/2008   10:28:31 AM



134

Life insurers and friendly societies conducted the stress test on a statutory and 
benefi t fund-level basis respectively. Life insurance products that would not be 
expected to attract pandemic-related claims, such as pure investment-linked funds, 
were excluded from the stress test.

APRA reported that about half of the general insurers anticipated no material 
impact on their claims in the event of a pandemic. In addition, many insurers 
specialising in motor vehicle, household fi re and theft insurance products were not 
required to submit detailed stress test calculations, given that these products 
would generally not be expected to attract direct claims in the event of a pandemic. 
Interestingly, APRA reported that some insurers with these business lines 
anticipated a reduction in claims in the event of a pandemic.

The estimated direct impact for life insurers of the particular pandemic scenario 
featured in the test is that claims would increase by 16 per cent above the claims 
level where there is no pandemic. Those expected pandemic-related claims related 
to payouts on traditional life risk policies, as well as disability and trauma policies. 
The cost of those claims is estimated to be about $1.2 billion. Claims in the year 
following the pandemic were not considered to be material.

APRA points out that because non-risk funds, such as investment-linked and 
superannuation funds, were not included in the base amounts, the reported 
expected increase in claims would be an overstatement of the actual impact on life 
insurers as a whole. In relation to the estimated capital impact on the statutory 
funds of life insurers, the stress test results suggest that the additional claims 
could largely be absorbed by existing capital within the affected funds.

The stress test results demonstrated that life reinsurers would be the group most 
affected by the pandemic scenario. To illustrate, the test results indicate that direct 
insurers would expect to rely increasingly on reinsurers in a pandemic. Nine per 
cent of life insurance claims in the no-pandemic scenario are expected to be 
covered by reinsurance and at least 12 per cent in the pandemic scenario. 
Reinsurance claims in respect of some statutory funds are estimated to increase in 
the pandemic scenario by 50 per cent. APRA recognises that these results are 
generally attributable to the fact that reinsurance is largely 'risk' business, such 
that the impact of a pandemic on claims will not be offset by non-risk business.

The impact of a pandemic for general insurers would largely depend upon the 
business lines written. Total claims are expected to increase by more than 
50 per cent (and by $3.2 billion) above the claims level where there is no 
pandemic. APRA reported that the expected additional claims amount to less than 
20 per cent of the total direct claims in the general insurance industry during 
2006. This fi gure can be explained largely by the exclusion (mentioned earlier) 
from the test calculations of claims under homeowners' and motor vehicle 
insurances.
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The largest amount of estimated additional gross claims relate to business 
interruption and industrial special risk (ISR) policies. APRA reports that the 
claims for business interruption and ISR are expected to increase by more than 
400 per cent and 120 per cent respectively in the event of a pandemic. APRA 
points out, however, that many general insurers are reducing their coverage of 
pandemic infectious disease in new business interruption policies, with the result 
that the stress test results may overstate the estimated increase in business 
interruption claims.

APRA explains the variation in the results of friendly societies by reference to the 
range in products (such as mortality, funeral and health-related policies) offered by 
this type of insurer. APRA reports that generally the stress test results suggest that 
the impact of a pandemic for friendly societies is considerably smaller than for 
life insurers.

Conclusions 
APRA found that, in the milder pandemic scenarios, general insurers reported a 
greater impact than life insurers. Conversely, in more serious pandemic scenarios 
involving higher mortality rates, life insurers experienced a greater impact. This 
result is not surprising. However, APRA also found that the additional claims could 
be expected to be absorbed into insurers' current earnings and capital and observed 
that general insurers could resist unexpected pandemic exposures by amending 
their policies and coverage of particular lines of business.

More generally, APRA is of the view that its stress test ensured that all Australian 
insurers take into consideration – using consistent baselines – the possible 
fi nancial impacts of a pandemic on their businesses.  
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LEGISLATIVE & REGULATORY DEVELOPMENTS

A new era for private health insurance 
in Australia

Background
The new Private Health Insurance Act (Cth) (the Act) commenced on 1 April 2007. 
The Act regulates companies offering private health insurance and the products 
they provide, replacing provisions of the National Health Act 1953 (Cth) that 
previously regulated the sector.

The Private Health Insurance (Transitional Provisions and Consequential 
Amendments) Act 2007 (Cth) provides a one-year transitional period, so that 
private health insurers registered under the National Health Act will be treated as 
registered private health insurers under the Act until the earlier of 1 July 2008 or 
the date on which they are re-registered under Part 4-3 of the Act. If private health 
insurers are not re-registered by 1 July 2008, they will not be eligible to provide 
private health insurance.

The Private Health Insurance Administration Council (PHIAC) has requested 
that all private health insurers lodge their application for re-registration by 
1 February 2008.

The Commonwealth Department of Health will then pre-assess the private health 
insurer's fund rules that regulate the business operated through that insurer's 
health benefi t fund/s. Once approval is granted by the Department, the insurer will 
be required to provide a copy of the rules to PHIAC.

PHIAC's particular mandate is to regulate the funds operated by private health 
insurers. Section 264-5 of the Act sets out PHIAC's objectives, which include:

• promoting an effi cient and competitive health insurance industry;
• protecting the interests of consumers; and
• ensuring the prudential safety of individual private health insurers.

One of the matters that has always given rise to issues between the private health 
insurance sector and general insurers has been the monopoly granted to private 
health insurers in writing health insurance business. There has been little change 
in relation to the areas of business that the legislation restricts to private health 
insurers. An exception is that private health insurers have been given authority to 
operate, out of their health benefi ts funds, in some other areas, as a health-related 
business (defi ned in s131-15) that does not fall squarely within the prescribed area 
(provided the requirements of the Act are met (see, in particular, Part 4-4 of 
the Act)).
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The Act makes it clear that the health benefi t fund maintained by a private health 
insurer is a statutory fund and not a trust. Section 137-10 provides that the assets 
of the fund can be used only for:

• policy liabilities (benefi ts);
• risk equalisation;
• investments; or
• a purpose specifi ed in the Private Health Insurance (Health Benefi ts Fund 

Policy) Rules.

If the insurer is registered as a for-profi t insurer, the assets of the fund may be 
applied for any purpose consistent with the solvency and capital adequacy standards.

Risk equalisation
Section 318-1 of the Act provides that the Health Benefi ts Reinsurance Trust Fund 
established under s73BC of the National Health Act continues to exist as the 
Private Health Insurance Risk Equalisation Trust Fund. Monies paid into the Risk 
Equalisation Trust Fund include the risk equalisation levies received from private 
health insurers and amounts received from the states or territories for payment to 
the fund (s318-5).

According to PHIAC, risk equalisation is intended to share the hospital costs of 
high-risk insured groups, such as the aged and chronically ill, among the private 
health insurance industry. 

The Private Health Insurance (Risk Equalisation Policy) Rules 2007 set out the 
requirements for the operation of a trust fund, including:

• defi ning the benefi t categories to be included in the trust fund; and
• prescribing the method for calculation of the amounts to be paid to, or from, 

the fund. 

Risk equalisation under the Act includes benefi ts paid for hospital treatment, 
hospital-substitute treatment and eligible Chronic Disease Management Programs 
(CDMP) benefi ts, but not for general treatment. The risk equalisation model includes:

• an age-based pool – comprising benefi ts for persons aged 55 and over at 
an increasing rate, from 15 per cent for those aged 55 to 59 years and up to 
82 per cent for persons aged 85 and over; and

• a high-cost claimants pool – comprising benefi ts paid for claims exceeding 
$50,000 after the age-based benefi ts are taken into account.
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The Private Health Insurance (Risk Equalisation Administration) Rules 2007 
regulate the administration of the fund, including the kind of records to be kept by 
insurers, as well as the form of those records. For example, insurers are required to 
maintain records of:

• policies and person by policy type;
• benefi ts by claimant, type of benefi ts, age and date of treatment by:

– hospital treatment;
– general treatment that was not hospital-substitute treatment;
– hospital-substitute treatment; and
– whether provided in accordance with a CDMP (see Rule 4). 

The community rating principle
The principle of community rating under Part 3-2 of the Act is that a product is 
offered to everybody at the same price, thereby preventing insurers from applying 
different risk ratings for different groups for the same product. The community 
rating principle prohibits improper discrimination, that is, discrimination relating to:

• a person's medical condition; 
• a person's gender, race, sexual orientation or religious belief;
• a person's age (except in the context of 'lifetime health cover' (see Part 2-3 of 

the Act));
• where a person lives, except to the extent that people live in different risk 

equalisation jurisdictions (see s66-20); or
• any other characteristic of a person that is likely to result in an increased need 

for hospital treatment or general treatment (see s55-3).

Adherence to the community rating principle is a requirement of re-registration. 

Product compliance
Existing products need to be complying health insurance products by the earlier of 
the date of a relevant change (see Part 3 of the Private Health Insurance Rules) to 
that product or 1 July 2008. New products that were not in existence as at 1 April 
2007 are required to be complying health insurance products.

A complying health insurance product (being insurance policies that cover the 
same treatments, provide benefi ts calculated in the same way and which share the 
same terms and conditions) is the only type of insurance that a private health 
insurer is allowed to make available as part of its health insurance business (s63-1). 
To be a complying health insurance policy, an insurance policy must meet various 
requirements prescribed by the Act (s63-10), including the:

• community rating requirements (Division 66); 
• coverage requirements (Division 69);
• benefi t requirements (Division 72);
• waiting period requirements (Division 75);
• portability requirements (Division 78); and
• quality assurance requirements (Division 81). 
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Section 84-1(1) of the Act provides that it is an offence to advertise or offer a 
product or insure a person if the insurance is health insurance business and the 
policy is not a complying health insurance policy (subject to any carve-outs under 
the Rules).

A director or chief executive offi cer of a private health insurer that has committed 
an offence under s84-1(1) (see above) commits an offence under s84-5 where he 
or she failed to ensure that adequate systems were in place to prevent the insurer 
from committing the offence under s84-1(1). The penalty for offences under 
sections 84-1 and 84-5 is 1000 penalty units (currently $110,000), imprisonment 
for fi ve years, or both.

Discounts
Division 66 of the Act prescribes the circumstances in which a discount is allowed 
and sets a maximum amount of discount. Rule 6 of the Private Health Insurance 
(Complying Product) Rules 2007 (No 2) sets the maximum discount allowed at 
12 per cent per annum. That rule defi nes discount widely to include any 
inducement whatsoever made by the insurer to another person, including to an 
insured person.

Implications for directors
The Act removes the obligation of directors of private health insurers to have regard 
only to the interests of policyholders in respect of the administration, management 
and investment of the fund. As a result, as in other companies, directors' duties 
are those:

• at general law and under the Corporations Act 2001 (Cth) (or the statute of 
incorporation of the particular insurer); together with

• the explicit requirements in relation to how the fund's assets are to be dealt 
with under the Act.

The legislation also provides for exclusion of disqualifi ed persons from management 
(see Division 166).

Restructuring
Following announcements by the previous Federal Government on the proposed 
sale of Medibank Private, there have been several restructurings or announcements 
of proposed restructurings across the industry, and this is expected to heighten. For 
example, NIB Health Fund Limited demutualised and listed on the Australian Stock 
Exchange (ASX) via an Eligible Policyholders' Scheme and Company Members' 
Scheme that had been approved by the Federal Court of Australia in July 2007 
MBF Australia Limited also announced its intention to demutualise by way of a 
court-approved scheme of arrangement and to list on the ASX.

Division 146 of the Act regulates the restructure, merger and acquisition of health 
benefi ts funds. These events require, among other things, PHIAC's prior written 
approval (s146). 

10897 Insurance 3 legislative.in139   13910897 Insurance 3 legislative.in139   139 27/02/2008   10:28:33 AM27/02/2008   10:28:33 AM



140

ASIA REVIEW – HONG KONG

Confl ict of interest and separate legal 
representation

Case Name:
Moon Fung Hong Company 
Limited v Hong Kong 
International Terminals Limited

Citation:
[2007] District Court of Hong 
Kong per Abu B. bin Wahab

Date of Judgment:
21 May 2007

Issue:
• Right of subrogation
• Confl ict of interest between 

an insurer and its insured
• Separate legal 

representation

This was an action commenced by the insurer in the name of the 
insured, by exercising its right of subrogation against a company 
that contracted with the insured. The insurer alleged that it had a 
confl ict of interest with the insured and applied for separate legal 
representation.

Moon Fung Hong Company Limited purchased employee's compensation 
insurance (the insurance policy) from the Bank of China Group Insurance Co. Ltd. 
(the insurer). Hong Kong International Terminals Limited (the defendant) entered 
into a contract with Moon Fung in which Moon Fung was to provide drayage 
services (the agreement).

On 28 October 2000, an employee of Moon Fung, Chan Kam Chin, was injured 
while working at the defendant's terminal. Mr Chan successfully claimed 
HK$434,483 plus costs from Moon Fung under the Employee's Compensation 
Ordinance (CAP 282), which the insurer paid.

Mr Chan subsequently sued the defendant and Moon Fung under common law for 
personal injuries suffered. The defendant paid HK$150,000 to settle the matter. 

On 26 October 2004, the present action was commenced by the insurer, in the 
name of Moon Fung, by exercising its right of subrogation. The claim was for 
HK$434,483 plus costs paid, as well as the costs incurred by Moon Fung and the 
insurer in defending the employee's compensation claim. The defendant fi led a 
defence and a counter-claim.

The counter-claim argued that the plaintiff had agreed not to hold the defendant 
liable in connection with injuries suffered by Mr Chan, and therefore the insurer 
had no grounds on which to exercise its right of subrogation.

The principal application was made by the insurer requesting separate legal 
representation so that both the insurer and Moon Fung would have independent 
legal representation to meet the defence and counter-claim respectively. As an 
alternative, the insurer asked that the counter-claim be disposed of by a separate 
action and tried concurrently with the present action. The application was made on 
the basis that a confl ict of interest could arise if both the insurer and the insured 
continued to share legal representation. The insurer based this on the exclusion 
clause within the Bank of China policy. Under the clause, the insurer could be 
excluded from any liability arising from any agreement made between Moon Fung 
and an external party. As the counter-claim was between Moon Fung and the 
defendant, the insurer was of the view that this activated the exclusion clause.
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It is established law that an insurer is only entitled to subrogate such rights vested 
in its insured. In the counter-claim, the defendant alleged that the insurer had no 
rights against the defendant. By seeking an order that the insured be independently 
represented in the counter-claim, the insurer was allowing the insured to decide 
how and when, or even if it wished, to contest the case. The court was of the view 
that once the insurer exercised its right of subrogation, it was bound to deal with 
the counter-claim. The argument of confl ict of interest was not deemed to warrant 
separate legal representation for the insured. The court dismissed the application.  

An insurer can only claim by subrogation what the insured is 
entitled to claim. Once this right of subrogation is exercised, the 
insurer is bound to deal with the entire matter, including any 
interlocutory application that deals with issues excluded by the 
insurance policy. The court will not necessarily allow separate 
legal representation for the insured unless the case involves 
highly unusual circumstances.
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ASIA REVIEW – SINGAPORE

Commercial morality must perforce temper the 
unrelenting quest for profi t

Case Name:
B-Gold Interior Design & 
Construction Pte Ltd v Zurich 
Insurance (Singapore) Pte Ltd 

Citation:
[2007] SGHC 126 per 
Andrew Ang J

Date of Judgment:
3 August 2007

Issues:
• Scope of contractors' all risk 

policy
• Rules of interpretation 

– whether damage arising 
from insured risk covered by 
operative clause of policy 

• Whether exclusion clauses 
in policy excluded liability 
of insurer 

• Where exclusion clause 
takes away very essence of 
the cover

• Circumstances where court 
will intervene to deny 
effi cacy of exclusion clause 
in policy

In this case, the insured had relied upon the insurer to provide 
cover for a specifi c purpose made known to the insurer prior to 
the issue of a policy. The insurer included one of its standard 
exclusion clauses, which took away precisely the cover the 
insured required. In such a situation the court held that it would 
be failing in its duty if it did not intervene, even if, sans such 
reliance, the exclusion clause might not be entirely absurd.

This case was an appeal by B-Gold Interior Design and Construction Pte Ltd against 
the decision of a district judge dismissing B-Gold Interior's claims in a third-party 
action against Zurich Insurance (Singapore) Pte Ltd. 

B-Gold Interior had been engaged by the plaintiff in the main action, MediaCorp 
Pte Ltd, as a term contractor in respect of repair and renovation works at its 
broadcast centre. The work entailed routine maintenance, repairs, minor additions 
and alterations to the property from received instructions from time to time. The 
contract required the appellant, before the commencement of work, to take out 
policies insuring MediaCorp, B-Gold Interior and any subcontractors of B-Gold 
Interiors. In accordance with that requirement, B-Gold Interiors took out a 
'contractors all risk' policy of insurance with Zurich (the policy). 

As a result of an employee of a subcontractor of B-Gold Interior discarding a 
cigarette, a fi re broke out in the air conditioning service room. This caused damage 
to one of the air conditioning units, with further damage caused by water used to 
put out the fi re that cascaded down through the air supply duct and through the 
porous ceiling tiles to the fi rst, second and third fl oors of the television building. 
This resulted in extensive damage to MediaCorp's production equipment, studios 
and electrical control cabinets (the damage). 

B-Gold Interior was found to be in breach of its contract with MediaCorp and its 
common law duty to take reasonable care for the safety of MediaCorp's property. 
B-Gold Interior sought indemnity under the policy. Zurich denied indemnity on the 
basis that the damage did not fall within the cover provided by the policy and, 
even if it did, such cover was excluded by the relevant exclusion clauses.

Two central issues on appeal were:

• whether the damage constitutes 'material damage' under Section I of the policy; 
and

• even though the damage was covered under Section II of the policy, whether 
special exclusions 2 and 4(b) to Section II applied so as to exclude Zurich from 
indemnifying B-Gold Interior. 
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Whether the damage was covered under Section I
Section I provided cover for 'items or any part thereof entered in the Schedule'. 
Entered in the Schedule was 'Permanent and temporary work including all material 
to be incorporated therein'. The court held that 'permanent and temporary work' 
referred to work erected under the contract between B-Gold Interior and MediaCorp 
and 'materials to be incorporated therein' referred to all materials brought on site 
for incorporation into the works.

Whether the damage was covered under Section II
Section II of the policy concerned third-party liability with respect to 'accidental 
loss of or damage to property belonging to third parties occurring in direct 
connection with the construction or erection of the items insured under section 1'. 
The court found that since the damage was caused by a fi re sparked by the 
negligent disposal of a cigarette butt, and this occurred in the course of the works 
under the contract, the particular loss would fall within Section II in the absence of 
any applicable exclusion. 

Special Exclusion 2
Special Exclusion 2 excluded from the scope of Section II any loss or damage 
covered or coverable under Section II. 

At fi rst instance the district judge found that, although the physical premises on 
which the contract works took place and items (other than the contract works) 
within the premises were not covered under Section I, there was nothing to 
preclude the parties from contracting so as to include them within the scope of 
Section I. Accordingly, the district judge found that Special Exclusion 2 was 
effective. The High Court found that the district judge's reasoning lacked logic and 
that, if applied, the cover in Section II would be rendered practically worthless 
since it will always be open to the insurer to invoke Special Exclusion 2 on the 
basis that anything and everything is coverable under Section I. As such, the High 
Court found that Special Exclusion 2 did not apply as the damage was not 
coverable under Section I.

Special Exclusion 4(b)
Exclusion 4(b) excluded liability consequent upon loss of or damage to property 
belonging to or held in care, custody or control of the contractor(s), the principal(s) 
or any other fi rm connected with the project which or part of which is insured under 
Section I, or an employee or one of the aforesaid. 

The court accepted that, read literally, Special Exclusion 4(b) appeared to exclude 
any liability for loss of or damage to MediaCorp's property. However, the court held 
that when one considered that B-Gold Interior took out the policy to comply with its 
obligation under its contract with MediaCorp, and that this was known to Zurich (a 
copy of the contract documents having been sent to Zurich), such an outcome 
would be unjust. 
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The court noted that the uncontroverted evidence showed that the respondent 
had been told that MediaCorp required a contractors' all risk policy and that the 
coverage was acquired solely for that purpose. A copy of the contract was furnished 
to Zurich. Clauses 18 and 19 of the contract required B-Gold Interior to take out 
insurance for the benefi t of MediaCorp, B-Gold Interior and any subcontractors for 
liability arising from, among other things, damage to any property in the course of, 
or by reason of, the works where the same was due to any negligence, omission or 
default of the appellant or any subcontractor. Despite those circumstances, the 
policy issued by the respondent retained a standard exclusion in print which, if it 
were to apply, would deny the cover that B-Gold Interior required under the policy. 

The court held that where the effect of any such exclusion is to take away the very 
essence of the cover, thus leading to an absurdity, the courts will intervene to deny 
the exclusion clause its effi cacy. In Judge Andrew Ang's words, 'commercial 
morality must perforce temper the unrelenting quest for profi t'.

This case illustrates the diffi culties that may arise when an 
insurer includes standard exclusion clauses in a policy where 
those exclusion clauses would operate to deny the very cover 
sought by the insured. In such a case the court may hold the 
exclusion clause to be inoperable.
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ASIA REVIEW – CHINA

PRC corporate governance rules for insurers

In another sign of the increased regulatory scrutiny of PRC 
insurance companies, the China Insurance Regulatory Commission 
(the CIRC) has issued several new regulations aimed at enhancing 
the corporate governance of PRC insurers. 

PRC insurers will need to undertake considerable work to review their existing 
governance practices to bring them into line with the CIRC's requirements. This 
would include amending their articles of association and formulating by-laws so 
that their corporate governance and internal control rules more clearly defi ne the 
functions and duties of directors, board committees and management. 

This creates a signifi cant opportunity for foreign investors to participate in the 
PRC insurance market, given their more developed experience and knowledge of 
corporate governance in the international context.

CIRC rules on insurers' governance 
To date, the CIRC's regulatory priorities have focused on solvency, product 
supervision and the investment guidelines of insurers. The development of 
corporate governance regulations represents a new aspect of regulatory oversight in 
the Chinese insurance industry.

In April 2007, the CIRC issued the following implementing regulations that give 
detailed guidance on the application of broad corporate governance principles 
issued by the CIRC last year in its Guiding Opinions on Regulating the Corporate 
Governance of Insurance Companies (Trial) (the Guiding Opinions):

• the Interim Measures on the Administration of Related Transactions of 
Insurance Companies (effective as of 6 April 2007); 

• the Interim Measures on the Administration of Independent Directors of 
Insurance Companies (effective as of 6 April 2007); 

• the Guidelines on Risk Management of Insurance Companies (Trial) 
(effective from 1 July 2007); and 

• the Guidelines on Internal Audit of Insurance Companies (Trial) 
(effective from 1 July 2007).
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In September 2007, the CIRC issued the Guidelines for the Compliance 
Management of Insurance Companies (effective from 1 January 2008). 

The new corporate governance principles and rules provide guidance for insurers 
and insurance funds managers licensed in the PRC on:

• the appointment and responsibilities of independent directors; and 
• the role of independent internal audit, risk management and compliance 

functions.

These regulations refl ect the CIRC's willingness to embrace international standards 
on corporate governance and risk management in order to address potential risk 
issues as the Chinese insurance market grows. This development gives a strong 
indication of the increasing focus by the CIRC on the maturing regulatory 
framework in China and its views on best practice for corporate governance in the 
insurance industry. The CIRC has taken a pragmatic approach by generally not 
setting a timeframe for PRC insurers to adopt and implement the best practice 
rules. Rather, the CIRC appears to be acknowledging that there is no 'one-size-fi ts-
all' approach to corporate governance.

Independent directors 
The Interim Measures on the Administration of Independent Directors of Insurance 
Companies requires a minimum number of independent directors to sit on the 
board of each insurer in the PRC. This requirement is the only rule that contains a 
specifi c deadline. Insurers must have implemented (in two stages) the 
requirement that:

• there were at least two independent directors on the board by 30 June 2007; and
• at least one-third of all directors were independent by 30 December 2007 

(for insurers with more than RMB 5 billion in total assets at the end of 2006), 
or (in respect of the other companies) within a year after their total assets reach 
RMB 5 billion.

Independent directors should be elected by the shareholders and can only be 
dismissed by shareholders holding at least two-thirds of the votes held by all 
shareholders attending a general meeting. Independent directors may serve 
consecutive terms but the aggregate term should not be more than six years. The 
responsibilities of independent directors include reviewing and reporting to the 
shareholders' general meeting, at least annually, on the following:

• any material related transactions; 
• the nomination for the appointment, election and dismissal of directors and 

senior management, as well as their remuneration; 
• profi t distribution schemes; 
• material investments, leases, purchases and sales, guarantees and other 

transactions not contemplated by the insurer's business plans; and 
• all other matters that may have a material impact on the company, its minority 

shareholders and insureds.
An independent director should chair the audit committee (discussed below), as 
well as the nomination and remuneration committee of the board.
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The Interim Measures on the Administration of Independent Directors of Insurance 
Companies also sets out rules on criteria, nomination, remuneration, and other 
requirements of independent directors and the performance of their duties.

Internal control (including internal audit)
The CIRC guidelines mandate each PRC insurer to establish:

• an audit committee comprising a committee of the board. The audit committee 
should be responsible for reporting to the board on internal audit and internal 
control matters on at least a half-yearly basis. The audit committee should 
comprise at least three non-executive directors and must be chaired by an 
independent director; and 

• an independent audit department and a position called 'person responsible for 
audit' (essentially the chief auditor). The board has the power to appoint the 
chief auditor. The chief auditor is not permitted to concurrently hold any 
fi nancial or business position within the company, in order to ensure his/her 
independence. The chief auditor needs to report to the audit committee, as well 
as management, on a quarterly basis at a minimum.

Also, an insurance company must submit to the CIRC an internal control 
assessment report, as approved by its board, by 30 April each year.

The Guidelines for the Internal Audit of Insurance Companies (Trial) also sets out 
the functions and powers in relation to internal audits of the board of directors, 
audit committee, general manager, chief auditor and the internal audit department. 

Risk management 
The CIRC guidelines contemplate the establishment of a risk management 
committee. However, if an insurer does not have a risk management committee, 
then its risk management responsibilities must be undertaken by the audit 
committee.

In addition, the guidelines contemplate the establishment of:

• an optional risk management coordination team comprising senior management 
or department heads, headed by the general manager or his/her appointee; and 

• a risk management department, either as a stand-alone department or under the 
risk management coordination team. The risk management department must 
report to the management, as well as the board, on an annual basis at a 
minimum.

Life insurers are required to have a chief actuary who is accountable to 
management and the board mainly on risk management, the development of new 
products, and solvency issues. A PRC insurance company must also establish a 
position named 'person responsible for compliance' (presumably a head of 
compliance) and a compliance department independent from the business and 
fi nancial departments. The chief actuary and head of compliance are required to 
report to the CIRC on material risks and non-compliance activities respectively.

The Guidelines for the Risk Management of Insurance Companies (Trial) also 
requires insurers to report any signifi cant risk events to the CIRC in a timely manner. 
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Related transactions 
'Related transactions' refer to those between an insurer and its connected parties 
that basically include:

• its shareholders holding more than fi ve per cent of its shares or voting power, 
their affi liates and the subsidiaries of the insurer, and each of their chairpersons 
and general managers; 

• its directors, supervisors and senior management of the head offi ce, their close 
relatives, and entities controlled by any of the above individuals; and 

• other parties capable of materially infl uencing the insurer.

In principle, all related transactions can only be made on an 'arm's length' basis 
and material related transactions are required to be approved by the board of 
directors and/or shareholders where the related directors and/or shareholders 
abstain from voting. Such transactions are required to be reported to the CIRC 
within 15 working days of their occurrence. Also, insurance companies need to 
formulate by-laws regarding related transactions and submit those by-laws to 
the CIRC.

The Interim Measures on the Administration of Related Transactions of Insurance 
Companies sets out the thresholds for a material related transaction, types of 
related transactions, defi nitions of relevant terms such as close relative, control and 
material infl uence (for the purpose of identifying affi liates and subsidiaries 
mentioned above). 

The CIRC also requires the formulation of a management system that includes 
provision for the reporting, identifi cation, confi rmation and information 
management of related transactions, scope and pricing methods, internal 
examination procedures, audit supervision and handling of wrongful acts in 
connection with related transactions. 

Compliance management
Compliance management refers to insurance companies' preventing, identifying, 
evaluating, reporting and dealing with compliance risks by taking measures such as 
setting up a compliance department, formulating and implementing compliance 
policies, exercising compliance monitoring and providing compliance training. 

The guidelines set out the varying roles of the board of directors, general manager 
and auditing committee with respect to compliance. Insurance companies must 
establish a position of 'compliance chief' (presumably head of compliance) and the 
parent company of an insurance company is to establish a compliance department. 

The compliance chief is responsible for:

• formulating and revising policies and reporting them to the general manager;
• educating all employees and marketing staff of the compliance policies;
• formulating the annual compliance risk management plan;
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• proposing suggestions on better compliance management to the general 
manager and auditing committee; and

• examining the compliance report and other compliance documents produced by 
the compliance department.

The compliance department is responsible for:

• assisting the compliance chief to formulate and amend the compliance policies 
and the annual compliance risk management plan of the company, promoting 
the implementation of such policies and plan, and assisting the senior 
managers to create a compliance culture in the company; 

• organising the department and branch offi ces of the company to formulate and 
amend the post-compliance manual and other compliance management rules 
and systems; 

• monitoring of compliance risk, and identifying, evaluating and reporting those 
risks; 

• preparing annual, half-yearly and other compliance reports; 
• participating in the development of new products and new business, identifying 

and evaluating compliance risk and providing support for compliance 
related work;

• formulating the anti-money laundering system of the company and putting it 
into effect; 

• organising compliance training; and
• examining the internal rules and systems of the company.

The guidelines also require an insurance company to formulate compliance policies 
and report them to the CIRC. Insurance companies must also, before 30 April of 
each year, submit an annual compliance report for the previous year to the CIRC. 
The annual compliance report is to include the following:

• an outline of the compliance management status; 
• formulation, evaluation and amendment of compliance policies; 
• compliance assessment; 
• internal management system and operation fl ow assessment; 
• the existing major compliance risks and measures for dealing with them; 
• gross violations and measures for handling them; 
• compliance training; and
• problems existing in compliance management and measures for solving them.  
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ASIA REVIEW – THAILAND

A new insurance regulator for Thailand as 
industry reforms anticipated

The Thai authorities have turned their attention to the insurance 
industry in an ongoing campaign to reform and strengthen 
fi nancial institutions. The 2007 suspension of a major motor 
vehicle insurer, Samphan, and adverse fi ndings against a number 
of other insurers over capital adequacy concerns has given new 
impetus to reforms designed to strengthen the regulator and 
promote industry consolidation in readiness for more competition. 

Insurance Commission replaces an under-nourished 
Department of Insurance 
The Commission for Regulation and Promotion of Insurance Business Act 2007 
recently established a new industry regulator, which is widely known as the 
Insurance Commission. 

Thai banks, securities brokers and fund managers have for many years been 
regulated by well-resourced, quasi-independent institutions (the Bank of Thailand 
for the banks and the Securities and Exchange Commission for the securities and 
investment industries), operating under the supervision of the Ministry of Finance. 
Meanwhile, the insurance regulator was a poorly resourced department languishing 
on the periphery of Bangkok. It had limited and minor rule-making power and was 
housed within the Ministry of Commerce.

Benefi ts from the establishment of the Insurance Commission under the Ministry of 
Finance are expected to arise from:

• a better resourced (thanks to industry levies), and more responsive regulator 
that is able to implement reforms more quickly and with an aim of shaping a 
more professional, consolidated industry; and 

• leveraging the Ministry of Finance's experience in the supervision of fi nancial 
markets into insurance regulation (particularly with respect to management 
of risk).

Just the beginning 
The establishment of the Insurance Commission is the fi rst in what is expected to 
be a series of reforms. Bills before the National Legislative Assembly seek to 
implement the following changes:

• increase the foreign shareholding limit in Thai insurers from 25 per cent to 
49 per cent. The defi nition of 'foreigner' is quite straightforward and unlikely to 
disrupt some quite common existing ownership structures, which have enabled 
many foreign investors to maintain higher levels of economic interest and 
varying degrees of negotiated management control; 
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• require all insurers, if they are not already, to convert to public companies 
within a transitional period (probably fi ve years). This does not mean that 
insurers will have to list, but it will subject them to a more sophisticated (but, 
by international standards, comparatively gentle) corporate governance regime. 
It is expected that further corporate governance regulations will also be 
implemented through Insurance Commission directives; 

• reform the rules relating to statutory reserve requirements. Thai insurers must 
currently maintain reserves equivalent to two per cent of earned premiums for 
life insurers and 10 per cent of earned premiums for non-life insurers, with no 
consideration given to actual risk being carried. Although much of the detail will 
come in the form of future Insurance Commission directives (as of yet 
unavailable – possibly not even drafted), future reserve requirements are likely 
to focus on a qualitative analysis of risk, in line with increasing international 
norms; 

• reform licensing rules aimed at simplifying the licensing process with a 
particular emphasis on promoting industry amalgamation by streamlining 
current merger processes. The Insurance Commission is expected to abandon its 
moratorium on issuing new insurance licences; and 

• increase consumer protection with an emphasis on the provision of information 
to consumers about products and the fi nancial standing of insurers, industry 
funds for the protection of policyholders, better powers to investigate and 
mediate disputes between insurers and policyholders, and making insurers more 
responsible for the actions of their agents.

These reforms have been approved by the interim government and are now before 
the National Legislative Assembly. 

Implications for foreign insurers 
The reform of most immediate impact for foreign insurers is the increase in foreign 
ownership limits. Majority ownership remains elusive; however, this is a step in the 
right direction from an interim government that has been seen by many to be 
legislating against the interests of foreign investors on many other fronts. 

In the short term, there are likely to be adjustments made to existing ownership 
structures. In itself, that is unlikely to involve any new investment, merely a 
realignment of economic and legal interests. However, the reforms signal that 
Thailand is 'open for business' and foreign insurers are welcome.

The Insurance Commission has recently had a taste of picking up the pieces of 
failed or failing local insurers. The Insurance Commission now sees foreign 
investment bringing discipline, competition, the safety of deep pockets and 
innovation to the industry. It is making foreign investment and mergers easier while 
prodding many local insurers towards consolidation with increased corporate 
governance, consumer protection and risk-based reserve requirements. 
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The Thai insurance industry is characterised by the presence of many local players 
with small market shares (eg there are 76 non-life insurers, but only three have 
more than a fi ve per cent market share). It is a refl ection of a past where most 
major trading families thought it grand to have their own insurance company (or at 
least those that didn't aspire to banking) and governments saw insurance licensing 
as a mere exercise in application form stamping. The Insurance Commission wants 
change and is now getting the legislative backing to kick off a period of 
consolidation and reform from which it is hoped a sophisticated yet 
competitive industry will emerge.
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