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Preface

It is that time of year when we collect together
the various briefings and articles that we have
produced over the last 12 months. We hope
that these will be a useful source of reference
to our clients and contacts with an involvement
or interest in relevant developments in the
insurance and reinsurance market. All of our
articles, as well as updates on other legal and
regulatory developments, are available on our
Insurance Blog where you can also subscribe
for updates: https://hsfnotes.com/insurance.
There have been a number of significant insurance decisions in
the courts this year considering important issues for
underwriters and policyholders alike. These include:
••the Court of Appeal decision in Equitas Insurance Ltd v

Municipal Mutual Insurance Ltd which considered, for the first
time, how liabilities for mesothelioma claims should be
treated at the reinsurance level;

••the Court of Appeal decision in Euro Pools Plc (in

administration) v Royal and Sun Alliance Plc which gives
guidance on the key legal principles relating to notification of
circumstances under claims made liability policies;

••the decision of the Supreme Court in Travelers Insurance

Company Ltd v XYZ which considered the question of an
insurer's liability for costs under section 51 of the Senior
Courts Act 1981; and

••what has been described by some as the first decision under

the Insurance Act 2015 in the Scottish courts (Young v Royal
and Sun Alliance Plc).

2019 has also seen a number of other interesting developments
that will no doubt impact the insurance market going forward.
We had the first judgment in a shareholder class action in
England & Wales handed down by the High Court in Sharp v
Blank (also known as The Lloyds/HBOS litigation). In another
sign of the extent to which class actions have become part of
the mainstream of English litigation, the Supreme Court has this
year given permission to appeal in three cases brought by or on
behalf of large groups of claimants in three completely different
contexts: Merricks v MasterCard Inc, Wm Morrisons Supermarkets
Plc v Various Claimants and Okpabi and others v Royal Dutch Shell
Plc and Shell Petroleum Development Company of Nigeria Ltd.
Significant disputes of all types frequently give rise to insurance
issues and they are worth keeping under review from this
perspective. By way of example, cases of “class action tourism”
have implications for global insureds and those insuring them.
Earlier this year we released a webinar and short guide to

Insurance Issues in Class Actions as part of our series of
webinars on class actions in England and Wales. These can be
accessed from our Insurance Blog.
We considered in our Annual Review of 2018 the Morrisons
decision and its impact on insurance and the market given that
it was the first successful UK data breach class action. This year,
the proposals announced by the ICO to levy significant fines on
organisations for breaches of the General Data Protection
Regulation (GDPR) brings the management of data risk to the
fore once again. It also prompts the question as to whether you
can insure penalties imposed for breach of the GDPR and we
consider the answer to this in one of our articles.
From a regulatory perspective, Brexit has continued to be top of
mind for many insurers and intermediaries. We have continued
to work with clients across the sector, helping them in their
preparations for the UK's exit from the EU. Given the
uncertainty that has persisted, this has meant that no-deal
contingency planning remains highly relevant. Elsewhere in the
regulatory sphere, the FCA published its thematic report on the
general insurance distribution chain and gave a clear warning to
firms involved in the design and sale of general insurance
products that they must do more to protect customers from
harm. The FCA also published its interim report on its general
insurance pricing practices market study, which looked in
particular at how firms adapt the margins they aim to earn
according to the likely behaviour of individual customers. It
found that pricing practices in the home and motor insurance
markets are not working well for consumers and that firms'
oversight of pricing practices requires “significant
improvement”. The FCA will consult on potential remedies in Q1
2020 once its final report is published. Earlier in the year, the
FCA published the final report for its Wholesale Insurance
Broker Market Study. It concluded that, while there is room for
improvement, the FCA had not found evidence of significant
levels of harm that merited the introduction of intrusive
remedies. Finally, the extension of the Senior Managers and
Certification Regime took effect for brokers from 9 December
2019 (a year later than (re)insurers).
2019 has also been a busy year for the team here at Herbert
Smith Freehills both in London and across the network. We
increasingly find ourselves working on cross-border matters
with our international colleagues (whose contact details you will
find at the end of this publication). It has also been a very
positive year with us being awarded two awards for Insurance
Team of the Year 2019 at both the Legal Business Awards and
the Legal Week Commercial Litigation & Arbitration Awards.

We hope that you find this Annual Review of interest. A soft
copy is available on the Insurance Blog (https://hsfnotes.com/
insurance). There are also a limited number of hard copies
available. If you would like one of these then please contact me
or any member of the insurance and reinsurance disputes team.
Finally I would like to thank you for your continued support of
our practice. We strive to deliver the best service we can to you,
our clients.

Paul Lewis
Global Head of Insurance Disputes
T +44 20 7466 2138
paul.lewis@hsf.com
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Australian decision takes opposite
view to the English court on whether
depreciation amounts to a saving in
Business Interruption calculation
Mobis Parts Australia Pty Ltd v XL Insurance Company SE [2018] NSWCA 342
24 December 2018

An Australian state Court of Appeal decision
has expressly rejected the reasoning of Mr
Justice Flaux (as he then was) in the English
High Court case of Synergy Health (UK) Ltd v
CGU Insurance Plc, finding that depreciation
is not to be deducted as a “saving” when
quantifying loss of Gross Profit under a
business interruption policy.
Background
In Mobis Parts Australia Pty Ltd v XL Insurance Company, a
warehouse owned by the policyholder (Mobis Australia)
collapsed during a severe storm, causing damage to plant and
equipment. The policyholder claimed indemnity for losses
arising from the collapse under its property damage and
business interruption insurance policy.
Under the policy, the policyholder was covered for loss of
“Gross Profit” as a result of business interruption consequential
upon loss of or damage to insured property. The policy
provided for the assessment of loss of Gross Profit on the
following basis:
“The insurance under this chapter is limited to loss of Gross
Profit due to: Reduction in Turnover and Increase in Costs
of Working, and the amount payable as indemnity under
this Policy shall be:
in respect of the reduction in Turnover: the sum produced by
applying the Rate of Gross Profit to the amount by which the
Turnover during the Indemnity Period shall in consequence of
the Damage fall short of the Standard Turnover
….
less any sum saved during the Indemnity Period in
consequence of the Damage in respect of such of the
charges and expenses of the Business payable out of
Gross Profit“.
(emphasis added)
The parties agreed that, in the 12 month period after the damage
to the warehouse had occurred, the policyholder would have, but
did not, make provisions totalling $1,449,509 for depreciation of
plant and equipment destroyed in the collapse.

Decision
One of the issues in the case was whether a reduction on
non-cash costs such as depreciation following insured damage
amounts to a “saving” to the policyholder which is to be
deducted from insured Gross Profit when calculating business
interruption losses.
At first instance, the trial judge followed the decision of Flaux J
in Synergy Health in the English High Court (in relation to a
policy which had terms indistinguishable from those under
consideration in this case), finding that the depreciation
expense which was no longer recorded in the policyholder’s
financial records because the assets in question were
destroyed was an “expense…payable out of Gross Profit” which
had been “saved” for the purpose of quantifying the indemnity
under the policy. This meant that the depreciation expense
was to be offset against any indemnity.
The NSW Court of Appeal unanimously reversed the trial
judge’s decision and expressly rejected the reasoning of Flaux J
in Synergy Health. The NSW Court of Appeal defined
depreciation as:
“the systematic allocation of a tangible asset’s cost (less its
anticipated scrap value) as a series of expenses over its
expected useful life…Each depreciation expense appears in
the income statement as an expense deducted from gross
profit for the purpose of calculating net profit…but the
process of depreciation has no direct impact on cash flows”.
The NSW Court of Appeal concluded that the use of the word
“payable” in the phrase “payable out of Gross Profit” as
opposed to the word “deducted” suggested the exclusion of
charges and expenses that are not liable to be paid away, such
as depreciation.
The different conclusions reached by the English High Court in
Synergy Health (as followed by the trial judge) and the NSW
Court of Appeal largely turned on a difference of opinion as to
the weight to be placed on the indemnity principle of insurance
in the face of the language of the policy contract.
Flaux J in Synergy Health found that the policyholder would
“recover an indemnity for more than its actual loss in respect
of business interruption” if depreciation was not deducted from
Gross Profit and concluded that such an outcome should not
be reached “unless no other conclusion is possible”. The result,
as he has admitted, somewhat stretched the language in the
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policy. In effect, the English High Court determined that the
indemnity principle coloured the meaning of the language of
the provisions for the assessment of loss.
In contrast, the NSW Court of Appeal placed greater weight
on the importance of upholding the bargain that was struck
between the contracting parties, as expressed by the words of
the insurance contract. It concluded that the formula for the
assessment of insured loss of Gross Profit qualified the
application of the indemnity principle insofar as it might be
said to depart from perfect indemnification. The NSW Court
of Appeal favourably cited Greer J in Henry Booth & Sons v The
Commercial Union Assurance Co Ltd, stating:
“It is common practice in policies of this sort, in order to
prevent lengthy disputes, that there should be an agreed
method of ascertaining the loss. Sometimes the
assessment of the loss is in favour of the assurance
company and sometimes the assured…”
The NSW Court of Appeal also hinted at the fallacy of the
assumption that, if depreciation was deducted as a saving,
perfect indemnification would necessarily be achieved. For
example, it noted that depreciation charges are often
overstated in the early years of an asset’s life, meaning that if
the equipment is destroyed during this period the “saving” on
depreciation that is charged in the accounts of the business
may not reflect the actual cost of depreciation. Similarly,
although the policyholder may in one sense be
over-indemnified if replacement property is in better condition
than the destroyed property at the time of damage, this benefit
may be offset by adjusted depreciation costs into the future.
As the NSW Court of Appeal highlighted, inquiries as to
whether a policyholder has been over or under indemnified
(which could easily manifest in a dispute), are intended to be
prevented by the application of a formula for the assessment of
the loss.

Comment
The decision of the NSW Court of Appeal which appears
based on sound reasoning may well open up the debate again
about the treatment of depreciation charges in business
interruption policies and in particular whether “charges and
expenses of the Business” that are “payable out of Gross
Profit” mean only cash reductions or include all expenses in the
accounts deducted from gross profit for the purpose of
calculating the net profit of the business.
The Insurance Institute of London in collaboration with the
Chartered Institute of Loss Adjusters published a report in
October 2012 titled ‘Business Interruption Policy Wordings –
Challenges Highlighted by the Claims Experience‘. On the topic
of depreciation savings, the report recommended that insurers
revised policy wordings to make it clear whether savings were
inclusive or exclusive of depreciation. Clarity in the policy
wording would enable insurers to charge a premium that
properly reflected the risk assumed, while brokers and
policyholders would gain clarity on the scope of cover. Despite
the report’s recommendation and the publicity this topic has
received in recent years, the majority of policies remain silent
on the issue. We are only anecdotally aware of a handful of
policies that explicitly state that depreciation is not a saving.

Additional references
Synergy Health (UK) Ltd v CGU Insurance Plc [2010] EWHC
2583 (Comm)
Henry Booth & Sons v The Commercial Union Assurance Co
Ltd [1923] 14 Lloyd's LR 114
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Another non-party costs order
against a liability insurer
Various Claimants v Giambrone & Law and Ors [2019] EWHC 34 (QB)
11 January 2019

In Various Claimants v Giambrone & Law and
Ors, the High Court awarded a non-party
costs order against a law firm’s professional
indemnity insurer under section 51 of the
Senior Courts Act 1981 in circumstances
where the insurer had effectively relinquished
control of the defence of the litigation.
Background
A law firm, Giambrone & Law, (the Insured) was insured under
a professional indemnity insurance policy (the Policy) with AIG
(Europe) Ltd (AIG). The Policy had a £3 million limit of liability
in respect of “any one claim” excluding defence costs.
Group litigation proceedings were commenced against the
Insured regarding its handling of off-plan property purchases.
Whilst many of the individual claims were settled before trial,
all major issues were, according to the judge, “fiercely fought”
by the Insured. This was despite the existence of circumstantial
evidence suggesting that the Insured had little confidence in
successfully defending the remaining claims. The Claimants in
the underlying action ultimately succeeded on all points.
This case was an application under section 51 of the Senior
Courts Act 1981 for a non-party costs order against AIG.
Section 51 provides that “[the] court shall have full power to
determine by whom and to what extent the costs are to be paid“.
In defence of the application, AIG placed considerable reliance
on a separate agreement it had entered into with the partners
of the Insured (referred to in the judgment as the HOTS
agreement). AIG’s position on coverage under the Policy was
that it was entitled to aggregate the claims against the Insured
so that they amounted to one claim, thus capping AIG’s limit at
£3 million in respect of damages and/or costs to the
Claimants. The Insured challenged AIG’s coverage position. In
order to resolve this coverage dispute, the parties entered into
the HOTS agreement. Under this agreement, the parties
agreed the basis upon which the claims against the Insured
would be aggregated and AIG agreed to advance defence costs
on that basis with the proviso that it was entitled to withdraw
such funding “in the event that it reasonably considers that
there is no realistic prospect of defending the claim“.
AIG relied on the HOTS agreement to justify its conduct in the
litigation. AIG claimed that once the HOTS agreement was in
place, it was no longer in control of the way the defences to the
claims were conducted. It also argued that whilst it funded the
defence costs, it was not at any time advised that there was no
realistic prospect of success which would entitle AIG to
withdraw funding for the defence costs.

AIG also claimed that, even without its funding of the defence
costs, the Insured would have caused the Claimants to incur
materially the same costs.

Decision
Mr Justice Foskett determined that the relevant question was:
did the fact that AIG had no effective control over the defence to
the litigation protect it from a successful section 51 application?
He answered that question in the negative, stating:
“…where an indemnity insurer substantially relinquishes
control of the conduct of the litigation to the insured (or fails
to take steps to control it when there are grounds for
intervening), and does so in the expectation that it will be
immune from a costs liability towards the opposing party if
the opposing party is successful, that expectation is open to
be falsified by the court in a section 51 application,
particularly if the prospects of success for the insured are
assessed as poor”.
Since legal professional privilege had not been waived, it was
not possible to determine what advice had been given
regarding the merits of the claim. However, it was known that
many of the claims had settled before trial, and all offers of
settlement from the conclusion of the HOTS agreement
onwards were at the high end of normal value. Foskett J
concluded from these facts that it was reasonable to assume
that the Insured had cause to be concerned about its ability to
defend successfully the claims at trial. He was therefore not
convinced that AIG had no grounds for withdrawing funding.
Foskett J also noted that the HOTS agreement was an
arrangement which benefited AIG because the aggregation
issue was settled at a time when there was doubt about
whether AIG’s interpretation of the Policy was correct.
As regards AIG’s contention that the Insured would still have
caused the Claimants to incur materially the same costs even if
AIG had not funded the defence costs, Foskett J determined
that he could not properly infer from the available facts that
the Insured had sufficient resources to fund the defence of the
claims without AIG’s assistance. The judge expressed the view
that, absent AIG’s funds, the Insured would have been much
more circumspect about the potential exposure to an adverse
costs order. Therefore, it was reasonable to conclude that
AIG’s funding of the defence materially increased the costs
expended by the Claimants in pursuing their claims.
Whilst acknowledging that quantifying the proportion of costs
which would not have been incurred by the Claimants but for
AIG’s support could only be done on a “broad impressionistic
basis“, the judge found that the Claimants had spent twice as
much pursuing their claims as they would have done had AIG

not funded the defence in the way it did. AIG was therefore
required to pay half the Claimants’ costs.

Comment
The High Court’s decision in this case makes plain that the
court’s discretion under section 51 is a broad one and that
each case ultimately turns on its own facts. This case clarifies
that an insurer need not exert any active control over the
insured’s conduct of the proceedings in order to be the
subject of an adverse costs order under section 51. The key
requirement appears to be that the insurer will benefit from
its arrangement with the insured and has a stake in the
successful outcome of the proceedings.

09

Insurance and reinsurance

INSURANCE AND REINSURANCE DISPUTES - 2019 REVIEW

Insurance and reinsurance

10

HERBERT SMITH FREEHILLS

Insurers succeed in defending
a claim under the Third Parties
(Rights Against Insurers) Act 2010
Palliser v (1) Fate Ltd (in liquidation) (2) National Insurance & Guarantee Corp Ltd (3) UK
Insurance Ltd [2019] EWHC 43 (QB)
16 January 2019

Insurers successfully defended a claim under
the Third Parties (Rights Against Insurers) Act
2010 (the Act) on the basis that the policy did
not cover the insured's liability to the third
party. The case serves as a reminder that for
such claims to succeed under the Act it must
be established both that the insured had a
liability to the third party and that the insurance
policy responds to that liability. The case also
highlights some of the issues that can typically
arise in the context of property damage claims
including underinsurance and the allocation of
risk between landlords and tenants.

••A Public and Products Liability section covering Fate in

Background

The claim

Fate Ltd (Fate) owned the freehold interest in a property
comprising a ground floor restaurant and three upper floors
comprising seven flats (the Property). Fate operated the
ground floor restaurant at the Property. The upper three floors
of the Property were leased to Palliser Ltd (Palliser) on a
999 year lease (the Head-lease). Palliser in turn sub-let the
seven flats to residential tenants.

Palliser claimed the following heads of loss from Insurers under
the Act:

On 1 January 2010 a fire destroyed the restaurant and caused
severe damage to the upper three floors of the Property. It was
not in dispute that Fate's negligence caused the fire.

£3,803,721 comprising loss of development profits; or

Palliser brought a claim against Fate in 2016 which was
settled by Fate's liquidators (Fate having entered liquidation in
March 2017) on the basis that damages would be subject to
assessment. Palliser then sought and obtained permission to
continue the claim against Fate's liability insurers (Insurers)
under the Third Parties (Rights Against Insurers) Act 2010
(the Act).
The insurance
Fate had taken out a "Licensed Trade (Master Chef) Insurance
Policy" (the Policy) which comprised a number of sections
including (in so far as material):
••A buildings section covering Fate for damage caused to the

Property up to a limit of indemnity of £700,000 (the value of
the Property was in fact £900,000 and hence Fate had
under-insured the Property) (the Buildings Section); and

respect of "Accidental damage to Property not belonging to
you or in Your charge or under Your control" (emphasis
added) (the PL Section).

Prior to the claim, Insurers had made payments of:
••£610,000 under the Buildings Section in respect of

refurbishment costs incurred by Fate (adjusted pursuant to
an average clause in the Buildings Section); and

••£225,250 under the PL Section in respect of losses suffered

by the residential tenants as a result of the fire.

The Head-lease
The Head-lease provided (among other things) that Fate was
obliged to procure buildings insurance which would cover
refurbishment and/or rebuilding of the Property.

••refurbishment costs in the amount of £225,000 incurred by

Palliser in completion of the refurbishment (the
Refurbishment Claim); and

••loss of anticipated profits in the amount of either:

£275,000 comprising loss of rent.
Issues
The Court was asked to rule on three issues:
••Whether, in light of Fate's ownership of the freehold interest,

the PL section covered Fate's liability to Palliser in respect of
damage to "Property not belonging to [Fate]";

••Whether the terms of the Head-lease gave rise to an implied

exclusion of Fate's liability in negligence to Palliser for
refurbishment of the Property;

••Whether Palliser had established its loss of

development profits.

It was accepted by the parties that if the Court found against
Palliser in relation to Issue (1) then the remaining issues would
fall away as the Act requires the insured party (Fate) to have a
liability to the third party (Palliser) for any claim against
insurers to succeed.
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Decision

Issue (3)

Issue (1)

In light of the judge's decision on Issue (1), Palliser's claim for
loss of profits also failed but the judge went on to deal with
Issue (3) in case his decision on Issue (1) was overturned on
any appeal.

On Issue (1) the judge found in favour of Insurers, rejecting the
argument that a distinction should be drawn between "not
belonging to" and "not owned by". Applying an objective
contextual construction to the relevant wording of the PL
Section, the judge commented that the fact that Fate owned
the freehold of the Property was conclusive evidence that the
Property "belonged" to Fate, including the upper floors. The
judge noted that this objective construction was reinforced by
the fact that:
••the insured sum under the Buildings Section was £700,000,

indicating that Fate's obligation under the Head-lease to
insure the Property extended beyond the restaurant; and

••the Schedule to the Policy noted that HSBC (as Palliser's

mortgagee) had an interest in the Policy in respect of the
interests of Palliser, indicating that the parties viewed Palliser
as an interested party on the basis that the Buildings Section
covered the upper floors.

In light of the judge's finding on Issue (1), Palliser's claims
failed (subject to a small portion of the Refurbishment Claim of
£8,500 in respect of damage to Palliser's fixtures/fittings not
belonging to Fate). However, the judge went on to examine
Issue (2) in case his decision on Issue (1) was overturned on
any appeal but also because the recovery of the £8,500
refurbishment costs was dependent on it.
Issue (2)
This issue went only to the Refurbishment Claim. The central
question was whether, under the Head-lease, Palliser, as
tenant, impliedly excluded the negligence liability of Fate, as
landlord, for the refurbishment of the Property because Fate
agreed to take out buildings insurance that covered damage
and hence refurbishment costs. The leading case on this issue
in the context of landlord and tenant is Mark Rowlands Ltd v
Berni Inns Ltd. Insurers submitted that the exclusion of liability
defence in that case – the "Berni Inns defence" – applied so that
any claim for negligence by Palliser against Fate had been
impliedly excluded. Palliser submitted that that case was
distinguishable because here it was the landlord, as the
insuring party, that had been negligent rather than the tenant,
for whose benefit the insurance might enure, but, even if there
was an implied exclusion, it did not apply to the extent that
Fate underinsured the Property.
The judge said that he did not need to decide the question as to
whether the Berni Inns defence applied this way round because,
even assuming it did, he agreed with Palliser's alternative
submission that the tenant cannot be said to have impliedly
excluded the landlord's liability in negligence for damage to the
Property where the building insurance is inadequate.
Accordingly it followed from the judge's acceptance of
Palliser's alternative submission on Issue (2) that Palliser
succeeded in its claim for £8,500 of refurbishment costs
because such costs (incurred by Palliser) were not covered by
the buildings insurance, given Fate's underinsurance of the
Property. However, given the judge's finding against Palliser on
Issue (1), Palliser failed in its claim for the much larger
remainder of the Refurbishment Claim (agreed at £216,500:
ie £225,000 minus £8,500).

The judge confirmed that in light of Allied Maples v Simmons &
Simmons and subsequent authorities, in claims for loss of profit
a distinction must be drawn between cases where the
hypothetical conduct in issue is of the claimant on the one
hand and of a third party on the other hand. Here the judge
noted that Palliser's claim for loss of profits involved an
examination of what Palliser would have done and not what a
third party would have done. In such circumstances, the judge
explained that Palliser was obliged to prove its case on an "all
or nothing balance of probabilities" basis and not on a
proportionate "loss of a chance" basis.
The judge found that Palliser's evidence (which was given by
one factual witness – an adviser to Palliser and one expert
witness) did not make out its claim for loss of development
profits. Although he found Palliser's witness to be credible and
clear in his evidence, the judge noted that none of the
underlying documentary evidence supported what was a
speculative claim on Palliser's part.
Accordingly the claim for loss of profits failed in any event
because Palliser had failed to prove its loss to the required
standard. If the judge was wrong on Issue (1), Insurers
conceded that Palliser was entitled to be indemnified for loss of
rental income, agreed at £275,000.

Comment
The case is one of the first decisions which considers and
applies the Act which came into force in August 2016 (albeit
on a relatively limited basis). It is a helpful reminder to third
parties looking to proceed directly against an insurer under the
Act that establishing: (a) that the insured had a liability; and
(b) that the insurance policy responds to that liability are
essential elements of such a claim. A fundamental principle
underlying the Act (and its predecessor, the Third Parties
(Rights Against Insurers) Act 1930) is that the third party can
be in no better position than the insured would have been.
Here the claims by Palliser against Fate were not covered by
the Policy and as such any claim by Palliser (in lieu of Fate)
under the Policy could not succeed.
The judgment also serves as a reminder that landlords and
tenants should take care to ensure that the lease adequately
records the allocation of risk and the extent to which any liability
has been excluded or is intended to be covered by insurance.

Additional references
Mark Rowlands Ltd v Berni Inns Ltd [1986] QB 211
Allied Maples v Simmons & Simmons [1995] 1 WLR 1602
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First Insurance Act 2015 decision
considers whether an insurer had
waived its right to disclosure
Young v Royal and Sun Alliance Plc [2019] CSOH 32
3 April 2019

Young v Royal and Sun Alliance Plc is the first
case to be decided under the Insurance Act
2015. It was alleged that the insured had
breached its duty of fair presentation and
the issue for the Scottish Court was
whether the insurer had waived its right to
disclosure of particular information that had
not been disclosed.
In finding that the insurer had not waived its right to disclosure,
the Court was mindful of the fact that the underwriting
information provided to the insurer prior to inception in this
case had been put together using the broker’s software. There
was therefore no identification by the insurer of the scope of
what it considered material information which could form the
basis of any waiver. This was in contrast to more conventional
situations where the insurer typically provides the prospective
insured with a proposal form which dictates the scope of the
information the insurer requires to analyse the risk through
questions. In the latter case, the Court noted that waiver was
developed to control unfairness that might flow from an insurer
invoking some other matter, beyond the scope of the proposal
questions, as material.

Background
Mr Young and a company controlled by him were co-insureds
under a policy that insured commercial premises (the Policy).
Fire extensively damaged the premises and Mr Young claimed
£7.2 million under the Policy in respect of the damage caused.
The insurer declined the claim on the basis that the insured
had breached its duty under section 3(1) of the Insurance
Act 2015 to make a fair presentation of the risk. The insurer
argued that Mr Young had not disclosed the fact that he had
been the director of four companies which had been dissolved
after an insolvent liquidation or had been placed into insolvent
liquidation within the 5-year period immediately preceding the
policy inception (the undisclosed information). In response,
the insured argued that the insurer had waived disclosure of
the undisclosed information.
The insured had provided the insurer with a market
presentation in advance of inception created using software
used by the broker. The undisclosed information was not
included in the market presentation. The market presentation
did include a question that sought to elicit information around
the insured’s potential moral hazard:

“Select any of the following that apply to any proposer, director,
or partner of the Trade or Business or its Subsidiary Companies
if they have ever, either personally or in any business capacity:”
The software used to create the presentation provided for
seven possible responses including one option which was in
the following terms: “been declared bankrupt or insolvent or
been the subject of bankruptcy proceedings or insolvency
proceedings“. The response chosen from the list of drop-down
options was “None“.
Following the submission of the market presentation, the
insurer sent a reply email to the broker attaching the terms of
cover and setting out the following list of assumptions:
“Insured has never:
••Been declared bankrupt or insolvent
••Had a liquidator appointed
••Been the subject of a County Court judgment…”

The insurer argued that the insured had breached the duty to
make a fair presentation of the risk by not disclosing the
undisclosed information in the market presentation. The
insurer argued in the case that the undisclosed information
was material and that had it been provided, it would not have
agreed to write the risk on any terms. However, it was
assumed for the purposes of argument in this motion for
declarator (akin to a preliminary issue) that the facts were
material; there was no argument on materiality or whether the
insurer had in fact relied on the non-disclosure.
The insured raised two arguments in its motion:
••First, that there had been no misrepresentation as the

response to the question around moral hazard was correct.
Neither Mr Young nor the co-insured company had ever been
declared bankrupt, insolvent or had a liquidator appointed.

••Second, that the insurer had waived its entitlement to

disclosure of the information by asking (as the insured put it)
in its email response to the market presentation whether the
insured had ever been made bankrupt or insolvent, or had a
liquidator appointed. The insured asserted that, by restricting
the question to the insured, and not including companies in
which the insured had been involved, the insurer waived any
entitlement to disclosure of prior insolvencies or
bankruptcies experienced by anyone other than the insured
themselves. The insurer denied this and argued that its email
did not set out questions for the insured to respond to, rather
that it set out the basis on which cover was being offered.

Decision
The Court of Session observed that waiver usually arises in an
insurance context in one of two ways. This was the position
pre-Insurance Act 2015 and neither party suggested that the
Act had altered the prior law on waiver:
••First, where an insured submits information which contains

something to prompt a reasonably careful insurer to make
further enquiries and the insurer fails to do so. This is
provided for in section 3(4)(b) of the Act.

••Second, and relevant to this case, waiver may arise where an

insurer asks a “limiting” question which would enable an
insured to reasonably infer that the insurer has no interest in
knowing information beyond the scope of the question, even
if that information was otherwise material. The Court
accepted that the test to be applied in such circumstances is:
would a reasonable person reading the proposal form be
justified in thinking that the insurer had restricted its right to
receive all material information and consented to omission of
the particular information not disclosed?

The Court found that the market presentation was intended to
be the totality of the information that was provided to the
insurer in relation to the risk. The scope of the market
presentation was entirely within the control of the prospective
insured and the insurer was not aware of the options in the
drop-down menu. Indeed the question in the broker’s
electronic software which sought to elicit any moral hazard in
fact made no sense (and communicated nothing coherent to
the insurer) when answered “None”, as the insured had done.
This case differs from a conventional situation in which the
insurer provides the prospective insured with a proposal form
which dictates the scope of the information the insurer requires
to analyse the risk through questions. In a conventional
situation, there may be greater scope for applying the doctrine
of waiver, as the insurer controls the scope of the information it
seeks and signals (via the questions asked) what it regards as
material. In contrast, in this case, as the market presentation
was drafted using the broker’s electronic software, the Court
found that there was no identification by the insurer of the
scope of what it considers material which could form the basis
of a waiver.
With respect to the insurer’s email sent after submission of the
market presentation, the Court found that when viewed in
context (ie as a reply to the market presentation), the list of
assumptions operated as a condition or stipulation of the kinds
of moral hazards required to be addressed (which included
matters going to prior insolvency of the insured or companies
with which he was involved). Further, no reasonable reader
would have read the email as a waiver of the insurer’s rights to
receive material information in relation to any other business
capacity in which Mr Young may have acted.

Comment
This case is the first that we are aware of to be decided under
the Insurance Act 2015 albeit the decision did not consider the
construction of particular provisions of the Act itself.
Ultimately, the case turned on the issue of waiver and the
Court found that the Act had not altered the law in this area.
It seems clear that in finding that the insurer had not waived its
right to disclosure, the Court was influenced by the fact that

13

the insured’s market presentation had been put together using
the broker’s electronic software. This is in contrast to more
conventional situations where the insured completes a
proposal form drafted by the insurer which may be found to
limit the scope of the information the insurer requires to
analyse the risk.
The decision illustrates that while the use of electronic
platforms may assist with efficiency in the gathering of
information for presentation to insurers, they need to be
prepared with a clear understanding of the duty of fair
presentation to avoid the risk of an insured inadvertently failing
to discharge its duty. It is also yet another judgment
concerning the adequacy of disclosure of previous matters
connected to insolvency which should put policyholders and
brokers on notice to elicit and provide this information with
great care.
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Court of Appeal concludes EL
mesothelioma reinsurance claims
cannot be spiked
Equitas Insurance Ltd v Municipal Mutual Insurance Ltd [2019] EWCA Civ 718
17 April 2019

The peculiar features of mesothelioma have
led the English courts and Parliament to create
special rules of causation enabling employees
to claim in full against a single employer who
had exposed them to asbestos. In a series of
cases, the English courts have had to grapple
with the consequences of that special regime
for employers’ liability (EL) insurance claims,
concluding that employers could “spike” their
claims 100% into a single policy year and the
insurer would then have to pursue recoveries
through contribution and recoupment.
In the case of Equitas Insurance Ltd v Municipal Mutual Insurance Ltd,
the English courts for the first time considered the implications at
the reinsurance level. In a rare example of the Court of Appeal
overturning an arbitrator’s decision, it concluded that it was an
implied term of the reinsurance contracts that reinsurance claims
could not be “spiked” and must instead ordinarily be presented
pro rata to the period of exposure. This decision is likely to be of
great interest to the reinsurance industry, and gives rise to
important questions which may ultimately have to be addressed
by the Supreme Court.

Background
Municipal Mutual Insurance (MMI) provided Employer’s
Liability policies to numerous local authorities and public
bodies during the period between 1950 and 1981. MMI
reinsured its liabilities under these policies with Lloyd’s
syndicates, whose liabilities have since been transferred to
Equitas Insurance Ltd (Equitas). There were unequal excess of
loss insurance policies. MMI’s employer insureds have faced a
large number of claims from employees who were exposed to
asbestos during their periods of employment and have
contracted mesothelioma. MMI paid claims by its insureds
without attempting to apportion the claims to individual
policies or periods. An issue arose as to the proper basis upon
which MMI was entitled to present its claim to Equitas.
To understand the issue in dispute it is necessary to briefly
recap the legal developments that led to this case.
Mesothelioma is a fatal lung disease caused by asbestos.
Exposure to a single strand of asbestos can cause
mesothelioma, and mesothelioma sufferers have often been
exposed to asbestos over a period of time spanning multiple
employers. This led to difficulties of causation: how could an

employee victim prove on the balance of probability which of
two or more employers who had exposed them to asbestos
had caused the disease?
To avoid the potential unfairness of an employee victim being
unable to recover against any employers who had exposed
them to asbestos, the House of Lords in Fairchild v Glenhaven
Funeral Services Ltd and subsequently Parliament in the
Compensation Act 2006 created a special rule of causation in
the law of tort. A modified (“weak” or “broad”) rule of
causation would be applied so that any employer who made a
material contribution to the risk of mesothelioma was treated
as having caused the disease. This special regime for
mesothelioma – known as “the Fairchild enclave” – enables an
employee victim to recover in full from a single employer who
had exposed them to asbestos. That employer would then be
entitled to seek contribution from other employers under the
Civil Liability (Contribution) Act 1978, with contribution levels
calculated based on the relative lengths of the period for which
each employer exposed the employee to asbestos (unless
other factors made an alternative allocation more appropriate).
Neither Fairchild nor the Compensation Act 2006 addressed
the potential consequences for EL insurance or reinsurance
claims. The position at employer-insurer level has been
addressed in a number of subsequent decisions, most notably
by the Supreme Court in International Energy Group Ltd v Zurich
Insurance Plc UK Branch. The debate in that case was whether
an employer could “spike” its insurance claims to a single
policy year, so that an EL insurer who provided cover for only
part of the period of exposure to asbestos was required to bear
the whole of the employer’s liability? If so, was it entitled to a
proportionate contribution from other insurers who provided
cover for other years and/or the insured (for periods of
exposure that it did not purchase insurance). The case was
complicated by the fact that it was decided in accordance with
Guernsey law, and the Compensation Act 2006 did not apply
in Guernsey. The parties (including the EL insurers and
Association of British Insurers (ABI) as intervenor) accepted
– and the majority of the Court agreed – that spiking was
permitted, notwithstanding concerns about whether this was a
proper reflection of the intention of the parties at the time of
the contract. In doing so, they recognised the strong policy
arguments for ensuring that an employee victim has recourse
to a single insurer in the event a claim against the employer is
impossible (eg due to insolvency). However Lord Sumption, in
his minority judgment, took the view that as a matter of
construction of the insurance policy, the insurer’s liability must
be pro-rated.
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Arbitration between Equitas and MMI

••The policy reasons for the anomalous approach taken at

Prior to the current case, spiking had not been considered in a
judicial context at the reinsurance level. That is in part because
the underlying issues at employee/employer level and
employer/insurer level took time to work through the courts,
but also because the prevalence of arbitration clauses in
reinsurance contracts meant these issues were addressed in
confidential proceedings.

••It had the practical benefit of avoiding the significantly

The dispute between Equitas and MMI was initially referred to
arbitration before Lord Justice Flaux, sitting as judge-arbitrator. In
an award handed down in 2017, Flaux LJ found in favour of MMI:
••MMI was entitled to “spike” its whole claim to any year’s

reinsurance contract. There was no basis on which to
conclude that liability should be apportioned pro rata at the
reinsurance level, although equitable contributions and
recoupment should be used to sort out any anomalies or
unfairness thereafter.

••The reinsured’s duty of utmost good faith was limited only to

the duty not to act dishonestly in making a claim, and had no
bearing on its ability to “spike” its reinsurance claims.

••MMI need only give credit for one retention, being that

applicable in the year into which the claim was "spiked".
Equitas had no right of recoupment from MMI as regards to
the retentions before or after the year to which the whole
claim was presented. Rights of contribution against any other
reinsurers who were also on risk for the claim still have to be
calculated using the “independent liability” method; the top
down approach to contribution, by which the higher layers of
reinsurance get the first benefit of contribution and
recoupment by analogy with the principles of subrogation,
had no place in the apportionment exercise.

Equitas sought leave to appeal, which was granted by Lady
Justice Gloster and Sir Jack Beatson in 2018.

Court of Appeal decision
The Court of Appeal was asked to answer two questions:
••Was an EL insurer obliged to present reinsurance claims on a

pro rata, time on risk basis either because:

by necessary implication the settlement of each underlying
EL insurance claim must be treated as having been on that
basis; or
the doctrine of good faith requires the claim to be
presented on that basis?
••If the EL insurer was not so obliged and was entitled to

“spike” its reinsurance claims, how are the reinsurer’s rights
of recoupment and contribution to be calculated?

Lord Justice Males, giving the leading judgment, began his
analysis by stating that his preferred outcome was that
reinsurance claims could not be spiked, but should instead be
pro-rated to time on risk, and that he would work backwards to
find a legal justification for that approach. He acknowledged
that it was “unusual explicitly” to begin at the end in this way,
but said that this was a legitimate approach in the
“unprecedented and unique” situation which the courts have
created within the Fairchild enclave. He preferred the pro rata
approach because (amongst other things):

employee/employer level and employer/insurer level had
been satisfied: a victim of mesothelioma will have recourse
to a remedy, either against a solvent employer, a solvent
insurer or (if the insurer is insolvent) a statutory or industry
compensation scheme. It was not necessary or desirable to
perpetuate those legal anomalies at reinsurance level.
greater complexity and expense which would result if it was
for the reinsurer (rather than EL insurer, who is generally
better-informed about available avenues of recovery) to pay
in full then seek to regularise the position by seeking
equitable contribution and recoupment.

Males LJ then considered the different legal analyses which
had been advanced by Equitas as justifying a pro rata
apportionment:
••Deemed allocation/implied term – Although it would be

more consistent with fairness and the annual nature of EL
insurance and reinsurance to treat the inward EL insurance
claims as if they had been on a pro rata time on risk basis, it
would be contrary to the evidence of what in fact happened.
It would also be inconsistent with the decision in IEG that
spiking at employer/insurer level was permitted and would
introduce a further anomaly which may not easily be
confined to the Fairchild enclave. A deemed allocation
analysis was therefore rejected.

••Post-contractual duty of good faith – Males LJ rejected

Equitas’ suggestion that the (currently limited)
post-contractual duty of good faith in insurance contracts
should be extended to require the reinsured to present its
reinsurance claims on a pro rata basis. To broaden the
English law concept in this way would go beyond the current
law and may be difficult to confine to the Fairchild enclave.

••Implied good faith requirement – Males LJ considered the

recent line of cases which imposed a constraint of good faith
on the exercise of contractual choices (notably Braganza v BP
Shipping Ltd). He concluded that there were “powerful”
reasons to support the implication of a term in the specific
reinsurance context of the Fairchild enclave that:
“the insurer’s right to present its reinsurance claims
must be exercised in a manner which is not arbitrary,
irrational or capricious, and that in that context
rationality requires that they be presented by
reference to each year’s contribution to the risk, which
will normally be measured by reference to time on risk
unless in the particular circumstances there is a good
reason (such as differing intensity of exposure) for
some other basis of presentation.”

The opportunity for an EL insurer to choose to which year
a claim should be presented was a fortuitous consequence of
the Fairchild jurisprudence and not something the parties could
have contemplated at the time of contracting or setting the
premium. It was inconsistent with the annual nature of
insurance and reinsurance, and contrary to fairness. Further, it
creates a significant imbalance of power between the reinsured
and reinsurer; the reinsured has control in how to allocate its
inward claims and exclusive knowledge of its own reinsurance
programme. The implied term is therefore as close as possible
to what the parties can be taken to have intended.
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Males LJ went on to consider how, if he was wrong and
spiking was permitted, contribution and recoupment should
operate at the reinsurance level. In the absence of direct
authority, the objective was “to achieve a just solution”. Flaux
LJ had held, by analogy with principles of double insurance,
that only one retention (in the year that the claim was
"spiked") need to be applied, and Equitas could only recoup
from MMI in respect of that “self-insured” retention in the
spiked year, but not in previous years. However Males LJ
concluded that Flaux LJ applied too closely the concept of
double insurance and incorrectly disregarded the doctrine of
subrogation as providing guidance. Equitas’ view was to be
preferred, hence:
••MMI had to give credit in full for its retentions in each year

of reinsurance even though the claim was “spiked” into one
year; and

••by analogy with principles of subrogation, the higher layers

of reinsurance in subsequent years should be made good
first in any contribution and recoupment process.

••Did it consider adequately the counter policy arguments for

permitting spiking at the reinsurance level?

••Is the implied term appropriate in this context and should it

apply to all reinsurances of EL policies in respect of
mesothelioma claims, regardless of their terms and purpose?

••Notwithstanding the Court of Appeal’s concern to confine

the implied term specifically to the EL mesothelioma
reinsurance claims context, is there scope for (re)insurers to
argue in other contexts that their (re)insureds must present
claims in “good faith”?

••And was the Court of Appeal correct to conclude that Flaux

LJ had given too much weight to the double insurance
analogy when considering the question of contribution
and recoupment?

On 8 May 2019 the Court of Appeal granted MMI permission
to appeal to the Supreme Court, with the hearing scheduled for
July 2020. We await with interest to see if these questions will
be addressed.

Lord Justice Patten and Lord Justice Leggatt agreed with Males
LJ’s analysis. Leggatt LJ added further commentary on the
desirability of an implied term in this case, and also sought to
distinguish IEG, noting in particular that the good faith
arguments were not advanced in IEG. His formulation of the
implied term was slightly different from that of Males LJ:
“MMI may claim under reinsurance policies covering a
particular year only such share of its ultimate net loss
as reflects the extent to which exposure to asbestos in
that year contributed to the risk which arose during
periods covered by MMI’s policies of the victim
contracting mesothelioma as a result of the insured
employer’s wrongdoing.”

Comment
The Court of Appeal did not provide much analysis in this case
of the terms of the reinsurance contracts in implying a good
faith requirement. However at the heart of the dilemma faced
by Flaux LJ and the Court of Appeal was the tension between
the contract language on the one hand (which suggests cover
is available for all sums paid by EL insurers and, hence, permits
spiking) and the undesirability on the other hand of
perpetuating the legal anomalies of the Fairchild enclave at the
reinsurance level.
Males LJ was startlingly frank about the fact that he regarded
pro rating as the fairest solution at the reinsurance level and
was then working backwards to find a legal analysis to justify
this result. The Court of Appeal clearly believed that the policy
arguments at employee/employer level and employer/insurer
level did not apply at the reinsurance level. Further the Court of
Appeal was obviously also concerned that, as a practical
matter, reinsurers would find it much more difficult to exercise
rights of recoupment and contribution. In reaching its
conclusion, the Court of Appeal appears to have been
influenced to some degree by the arguments against spiking at
the insurance level advanced by Lord Sumption in IEG.
The Court of Appeal’s unusual approach will undoubtedly come
under scrutiny. The judgment gives rise to number of questions:
••Did the Court of Appeal give sufficient weight to the express

terms of the reinsurance?

Additional references
Equitas Insurance Ltd v Municipal Mutual Insurance Ltd
[2018] EWCA Civ 991
Fairchild v Glenhaven Funeral Services Ltd [2002] UKHL 22
International Energy Group Ltd v Zurich Insurance Plc UK
Branch [2015] UKSC 33
Braganza v BP Shipping Ltd [2015] UKSC 17
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High Court awards indemnity
on a reinstatement basis for
damaged property which had
not been reinstated
Sartex Quilts & Textiles Ltd v Endurance Corporate Capital Ltd [2019] EWHC 1103 (Comm)
3 May 2019

In Sartex Quilts & Textiles Ltd v Endurance
Corporate Capital Ltd, David Railton QC sitting as
a Deputy High Court Judge in the Commercial
Court decided that the reinstatement basis was
the appropriate measure of indemnity for a
property severely damaged by fire which had
not been reinstated. The judge found that the
question of whether an insured was entitled to
be indemnified on the reinstatement basis
required consideration of all the circumstances,
including the position before the loss and up to
and including trial; and that the insured’s
intentions regarding reinstatement were relevant
on a continuing basis.
Background
Sartex Quilts & Textiles Ltd (Sartex) occupied premises at
Crossfield Works and manufactured home textiles, bed linen
and quilts. In 1995, Sartex signed an agreement allowing it to
use Crossfield Works rent-free, as long as it insured the
buildings and contents and ensured that the premises were kept
in a good state of repair (the 1995 Agreement). By 1999, the
business was so profitable that Sartex moved its production line
to larger premises at Castle Mill in Rochdale, and Crossfield
Works were used to store and re-pack imported linens.
By late-2010, Sartex was converting Crossfield Works for use
as a manufacturing plant for ‘shoddy hard pads’, used in
mattresses and insulation. At this point, Sartex took out a
Property Loss or Damage Policy (the Policy), which provided
cover for the buildings, plant and machinery, as well as
business interruption. The buildings were insured for
£2,020,000 and the plant and machinery for £2,500,000. The
insurer, Endurance Corporate Capital (Endurance), was the
sole member of the Lloyd’s syndicate with which the insurance
was placed. The Policy incepted on 11 November 2010.
On 25 May 2011, a serious fire at Crossfield Works severely
damaged the buildings. The plant and machinery were a total
loss. Sartex and Endurance settled the business interruption
claim in May 2013, and in November 2013 Endurance paid
Sartex £2,141,527 based on their assessment of the market

value of the buildings, plant and machinery. Endurance refused
to indemnify Sartex on the reinstatement basis.
This case followed the decision of the Court of Appeal in Great
Lakes Reinsurance (UK) SE v Western Trading Ltd in which a
property severely damaged by fire increased in value, as it was
de-listed and became suitable for development. The property
had not been reinstated. The Court of Appeal held that it had
been open to the judge at first instance to award a declaration
that, if Western Trading reinstated the property, it was entitled
to be indemnified by the insurer on the reinstatement basis. In
obiter comments, Lord Justice Christopher Clarke said that it
seemed to him that the insured’s intention needed to be “not
only genuine, but fixed and settled,” and there had to be at
least a reasonable prospect of the insured bringing about what
he intended. Where there was a real risk that reinstatement
would not take place, it was open to the court to decline a
monetary award and to give declaratory relief.
The Policy
The Policy in the present case was preceded by an insurance
proposal sent to Sartex in October 2010. This proposal
expressly noted that the basis of cover for the buildings, plant
and machinery was ‘reinstatement’ and that the proposal was
to be the basis of the Policy and incorporated into it.
The Insuring Clause provided:
“Subject to the general conditions and exclusions of this
Policy, and the conditions and exclusions contained in this
Section, we, the Underwriters, agree to the extent and in
the manner provided herein to indemnify the Insured
against loss or destruction of or damage to Property
caused by or arising from the Perils shown as operative in
the Schedule, occurring during the period of this Policy.
"Underwriters shall not be liable for more than the Sum
Insured stated in the Schedule or in the Policy in respect of
each loss or series of losses arising out of one event at each
location as stated in the Schedule.”
Condition 7 of Section A, headed ‘Reinstatement Basis’, provided:
“In the event of loss or damage to or destruction of
Buildings, Machinery and Plant or All Other Contents, the
basis upon which the amount payable hereunder is to be
calculated will be the Reinstatement of the Property lost,
destroyed or damaged."
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Special Conditions provided:
"Underwriters’ liability for the repair or restoration of
property damaged in part only, will not exceed the amount
which would have been payable had such property been
wholly destroyed.
No payment beyond the amount which would have been
payable in the absence of this condition will be made:
a) unless Reinstatement commences and proceeds
without unreasonable delay;

the reinstatement basis only applied if Sartex intended to
reinstate at Crossfield Works. Sartex had to show a genuine,
fixed and settled intention to reinstate.
It was submitted that Sartex’s intentions regarding
reinstatement at the time of the fire were relevant, and so were
its intentions on a continuing basis. Endurance pointed to
several factors to show that there was certainly no fixed or
settled intention to reinstate:
••no reinstatement works had taken place in the 8 years since

the fire;

b) until the cost of Reinstatement has actually been
incurred;

••Sartex had explored plans to buy other premises, to buy a fibre

c) i f the Property at the time of its loss, destruction or
damage is insured by any other insurance effected by
the Insured, or on its behalf, which is not upon the
same basis of Reinsurance.“

••Sartex had approached Rochdale Council with a

The basis of the assessment of the indemnity
As Sartex had not incurred reinstatement costs, it was
common ground that special condition 2(b) was not satisfied
and Condition 7 of Section A of the Policy did not apply. The
amount payable was therefore as provided for under the
Insuring Clause: insurers agreed to indemnify Sartex “against
loss or destruction of or damage to Property caused by or
arising from” the fire. Both parties accepted that this provision
permitted an indemnity on either the market value basis or the
reinstatement basis. The parties disagreed on the applicable
basis and on the criteria for determining the basis.
Sartex's position
Sartex’s primary position was that it was entitled to be
indemnified on the reinstatement basis. This reflected the
value of the buildings, plant and machinery to it at the time of
the loss and reflected the terms of the 1995 Agreement.
Sartex accepted that the intentions of an insured at the time of
the loss were relevant in determining the correct measure of
indemnity but only in so far as these revealed what the insured
intended to do with the property, assuming the loss had never
happened. The insured’s intentions after the loss were only
relevant in exceptional cases, which this was not.
The manufacture of the shoddy hard pads was a “valuable
opportunity, which [Sartex] was about to exploit.” The loss,
Sartex submitted, was the sum that enabled it to reinstate the
buildings, plant and machinery at the date of the fire, although
it was not bound to use the proceeds for reinstatement. Sartex
submitted it was entitled to use the proceeds as it chose,
provided any material changes or improvements made to
Crossfield Works did not increase Endurance’s liability.
In the alternative, if events after the fire were relevant to
determining the measure of indemnity (which Sartex denied)
and if there were doubts as to Sartex’s intention to reinstate
the buildings, plant and machinery, Sartex submitted that the
correct course would be a declaration from the Court that if it
carried out the reinstatement, it was entitled to be paid the
reinstatement costs.
Endurance's position
Endurance’s position was that it was necessary to look at all
the circumstances to determine the insured’s actual loss and

processing business in Pakistan, and to use Crossfield Works
for other purposes, including a function venue or supermarket;

redevelopment plan but failed to follow up with the
additional procedural steps and documents required for the
planning application, showing there was no genuine intention
to reinstate; and

••the costs of reinstatement were likely to exceed the final

value of the property, such that from a commercial
standpoint, “no-one in their right mind would reinstate.”

Decision
The judge concluded that Sartex was entitled to
indemnification on the reinstatement basis.
He began by reviewing the authorities on the relevant criteria
in assessing the basis of indemnity in the context of property
damage. The underlying principle that an insured is entitled to
recover his actual loss but no more, as outlined in Castellain v
Preston, required an examination of what the insured had lost
and the value of the property to the insured. Events before and
after the loss could be relevant in establishing the proper
measure of indemnity but this was a “matter of fact and degree
to be decided on the circumstances of each case,” as stated by
Mr Justice Forbes in Reynolds v Phoenix Assurance Co Ltd.
He did not read Christopher Clarke LJ’s comments in Great
Lakes as suggesting there could be no indemnity on the
reinstatement basis if remedial works were not carried out.
Instead, Great Lakes was authority for the proposition that all
circumstances had to be considered when determining the
measure of indemnity, which could include the position up to
the date of trial.
Sartex’s intentions regarding Crossfield Works, both
immediately before, at the time of the fire and afterwards,
were therefore relevant. The judge accordingly rejected
Sartex’s submission that an insured’s intentions after and as a
result of the loss were only relevant in exceptional cases
(including the case in Great Lakes where the property had
increased in value as a result of the fire). The judge also
rejected Endurance’s submission that Sartex was required to
demonstrate a genuine, fixed and settled intention to reinstate,
although he found that Sartex had at all times since the fire
genuinely intended to reinstate the plant and machinery at an
appropriate site. Indemnification on the reinstatement basis
would therefore most fully indemnify Sartex for its loss:
••the terms of the 1995 Agreement required Sartex to keep

Crossfield Works in a state of good repair;

••immediately before the fire, Sartex had clearly intended to

use Crossfield Works to manufacture shoddy hard pads and
so the value of the buildings, plant and machinery was that
they provided the location and means of carrying out this
profitable new venture;
••although Sartex had looked elsewhere for premises and

seriously considered reinstating in Pakistan, going as far as
to sign an agreement to purchase a fibre manufacturing
business there, by 2017 it was considering its options with
Crossfield Works. These included rebuilding it as a
manufacturing site and Sartex had employed surveyors to
make the necessary planning application; and

••Sartex’s key director submitted that his intention at all times
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be given even if the reinstatement works have not been
carried out. The relevant question is what has the insured lost
as a result of the insured peril. This requires consideration of
the value of the property to the insured at the date of the
damage. The insured’s intentions in relation to the property
immediately before and at the time of the loss are important
factors in determining the value to the insured at that date but
the insured’s intentions after the loss, and as a result of it,
may also be relevant.
Endurance has been granted permission to appeal this decision
with the appeal expected to be heard in early 2020.

since the fire had been to reinstate the destroyed plant and
machinery at an appropriate site.

••If, as Endurance submitted, Sartex was required to

demonstrate a genuine, fixed and settled intention to reinstate,
the judge was prepared to find that it had done so. Sartex’s
argument in the alternative, that it was entitled to a declaration
if not to indemnification, was irrelevant given the judge’s
findings, but he held that if he were wrong as to the indemnity,
he would have awarded a declaration akin to Great Lakes, given
the risk that reinstatement would not happen.

Betterment
There was a subsidiary argument on betterment if the
reinstatement basis applied under the Insuring Clause (cf. the
specific reinstatement provisions in Condition 7 of Section A of
the Policy which addressed betterment by providing for
Reinstatement on a “new for old basis”).
Endurance argued that there should be a deduction from the
agreed reinstatement costs on account of betterment, to which
Sartex objected on a number of grounds. The judge did not
consider that it was open to him to depart from the
well-established principles of betterment which apply in this
area of insurance law. In particular, he did not accept that
betterment should be approached in the same way as it is in
the assessment of damages in other areas of the law.
However, he did not consider that he had a sufficient evidential
basis on which to make any reduction for betterment in this
case. Accordingly, he did not consider the notional reduction
proposed by Endurance of a third or a quarter was appropriate
or warranted.

Comment
This is the latest in a line of cases in which the English courts
have had to consider the basis of assessment of the indemnity
under a property damage insurance policy in circumstances in
which no reinstatement had actually begun and no costs of
reinstatement had been incurred.
The judgment provides further guidance on the relevant
criteria following the recent decision of the Court of Appeal in
Great Lakes. An indemnity on the reinstatement basis can still

Additional references
Great Lakes Reinsurance (UK) SE v Western Trading Ltd
[2016] EWCA Civ 1003
Castellain v Preston (1883) 11 QBD 380
Reynolds v Phoenix Assurance Co Ltd [1978] 2 Lloyd's
Rep 440
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Court of Appeal decision provides
further helpful guidance on the
application of the key legal principles
on notification of circumstances to
claims made policies
Euro Pools Plc (in administration) v Royal and Sun Alliance Insurance Plc [2019] EWCA Civ 808
13 May 2019

The Court of Appeal allowed RSA’s appeal in
Euro Pools Plc (in administration) v Royal and Sun
Alliance Insurance Plc. Overturning the first
instance decision, the Court of Appeal’s
decision provides further valuable guidance
on the key principles relevant to the question
of whether there has been a notification of
circumstances to a claims made liability
insurance policy.
Background
The Claimant, Euro Pools Plc (in Administration) (Euro Pools),
was a company specialising in the installation and outfitting of
swimming pools. In particular, it fitted a system of movable
“booms” in swimming pools. Booms are vertical walls that rise
and sink and which are used to divide a pool into different
swimming zones. Euro Pools was insured by the Defendant,
Royal and Sun Alliance Insurance Plc (RSA), under two materially
identical professional indemnity policies providing cover between
30 June 2006 and 29 June 2007 (the First Policy) and 30 June
2007 and 29 June 2008 (the Second Policy).
The issue in dispute was whether expenses incurred in installing
a new hydraulic system to power the booms at several pools
were incurred to mitigate potential claims arising from
circumstances notified under the First Policy or whether the
potential claims in respect of which the expenses were incurred
arose from circumstances notified under the Second Policy.
Euro Pools contended that the expenses attached to the
Second Policy; RSA contended they attached to the First Policy.
The judge at first instance found in favour of Euro Pools. RSA
appealed against that decision.
The policies
Both policies provided cover for the costs of remedial works
intended to mitigate the risk of claims by third parties. The
limit of indemnity under each policy was £5 million. The limit
of liability under the First Policy had been eroded by other
claims up to £4.3 million. Both policies imposed an obligation
on Euro Pools to notify RSA of any circumstances that might
give rise to a Claim:

“[Euro Pools] shall as a condition precedent to their right to
be indemnified under the insurance give written notice to
[RSA] as soon as possible after becoming aware of
circumstances… which might reasonably be expected to
produce a Claim… for which there may be liability under
this Insurance. Any Claim arising from such circumstances
shall be deemed to have been made in the Period of
Insurance in which such notice has been given.”
The policies also excluded RSA from liability in respect of:
“the consequence of any circumstance 1) notified under any
insurance which was in force prior to the inception of this
Insurance [or] 2) known to [Euro Pools] or which should
have been known to [Euro Pools] at the inception of this
Insurance which might reasonably be expected to produce
a Claim.”
The notifications
By February 2007 Euro Pools had been informed of problems
with the steel tank system used in booms that it had installed
at two sites. A notification of circumstances was made to the
First Policy as a result and Euro Pools informed RSA that it
would attempt to fix the problem by installing inflatable bags in
the booms.
In June 2007 Euro Pools sought to renew its insurance with
RSA. The completed proposal form referred to the problem
with the steel tanks and the intention to fix these with
inflatable bags. Euro Pool’s broker, Aon, noted to RSA that it
was anticipated that the costs of the remedial works would fall
within the policy excess but that “the insured wish to ensure
the matter is logged on a precautionary basis should there be
any future problems”.
Euro Pools soon identified problems with the inflatable bag
system and in May 2008 it notified RSA of the same. Euro
Pools thereafter attempted to use a number of different
methods to fix the original problem of the booms failing to rise
and fall, none of which were successful. In August 2008 Euro
Pools contacted RSA noting that it had concluded that the only
realistic option was to install a hydraulic system. RSA
consented to costs of the remedial work of installing hydraulic
systems under the First Policy. RSA made regular interim
payments in respect of the same.

In May 2013, Euro Pools and RSA met, and Euro Pools
expressed the view that its claims for indemnity for mitigation
work attached to the Second Policy (which had not been
eroded by other claims made by Euro Pools).
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Application of the principles

Scope of the circumstances notified by Euro Pools in 2007

RSA’s position was that the costs of remedial works in respect
of which an indemnity was claimed arose from the
circumstances notified in February and/or June 2007 and that
the claim therefore attached to the First Policy.

Dame Elizabeth Gloster concluded that the circumstances
notified in 2007 were that the booms, which were powered by
an air drive system, were not rising and falling properly rather
than that there was a problem with the steel tanks. She
concluded that it would not be appropriate to “over-analyse” the
problem by dissecting every potential cause of the problem as a
different notifiable circumstance. The fact that Euro Pools did
not know at that stage what the fundamental cause of the
problem was with the air drive system did not make any
difference. It was sufficient that Euro Pools knew that there was
a problem in that the booms failed to rise and fall properly and
that it might face potential claims from third parties as a result.

The judge at first instance held that in February 2007 Euro Pools
was only aware of a problem with some (not all) of the stainless
steel tanks installed in the booms and not the wider problem
with its air drive system. Accordingly, Euro Pools could not have
notified RSA of the circumstances leading to the decision to
adopt a hydraulic system. The mitigation costs attached to the
Second Policy in light of the notification made in May 2008.

She also concluded that the potential third party claims in
respect of which Euro Pools undertook the mitigatory works
were claims based on booms in supplied pools failing to rise
and fall, rather than claims in respect of failure of the booms to
rise and fall because of defects in the steel tanks. In her
judgment, it would not have mattered to the claimant what the
technical reason for the non-functioning boom was.

Decision

Was there a sufficient causal link between the
circumstances notified in 2007 and the potential third
party claims?

Euro Pools’ position was that its notification in February and/or
June 2007 related only to the use of steel tanks, whereas the
indemnity claimed related to the replacement of both bags and
tanks in favour of a hydraulic system and it should therefore
attach to the Second Policy.

In a unanimous decision, the Court of Appeal allowed RSA’s
appeal and determined that the mitigation costs attached to
the First Policy.
The key principles on notification of circumstances
The legal principles from the authorities applicable to the
question of whether there has been a notification of
circumstances under a claims made liability insurance policy
were not substantially in dispute between the parties.
However, Dame Elizabeth Gloster, giving the leading judgment,
helpfully summarised the key principles from the authorities:
••A deeming provision in the policy is to be construed and

applied with a view to its commercial purpose which is to
provide an extension of cover for all claims in the future
which flow from the notified circumstances (HLB Kidsons (A
Firm) v Lloyd's Underwriters Subscribing to Lloyd's Policy No 621/
PKID00101 and Ors).

••The test that notified circumstances “may” give rise to claims

set a deliberately undemanding test. It required only a
possibility of claims in the future (J Rothschild Assurance Plc v
Collyear). Dame Elizabeth Gloster did not consider that the
materiality threshold was impacted by the word “reasonably”.

••The insured may give a “can of worms” or “hornet’s nest”

notification ie a notification of a problem, the exact scale and
consequences of which are not known (Kidsons).

••The insured does not need to know or appreciate the cause

or all the causes of the problems which have arisen, or the
consequences which may flow from them (Rothschild and
McManus v European Risk Insurance Co).

••There has to be some causal, as opposed to merely some

coincidental, link between the notified circumstances and the
later claim (Kajima UK Engineering Ltd v The Underwriter
Insurance Company Ltd).

••When construing a communication to determine whether it

is, or its scope as, a notification, one applies conventional
principles of interpretation (Kidsons).

Dame Elizabeth Gloster was satisfied there was a sufficient
causal link. Given her conclusions on the circumstances that
had been notified, and the nature of the potential third party
claims, she was comfortable that the claims “arise from” the
circumstances notified in 2007. Applying the test in Kajima, she
found it impossible to say that there was no more than a
“purely coincidental” connection between the problems
notified in February and June 2007 and the work carried out
from mid-2008 to install hydraulics, which was intended to
solve the same problem as had been notified in the 2007 policy
year. She concluded that there was an “air of unreality” about
Euro Pools’ suggestion that there was no such causal
connection and indeed internal meeting and loss adjuster notes
traced the decision to install hydraulic cylinders back to the
failures in early 2007.

Does notification of circumstances under the First Policy
preclude indemnification under the Second Policy?
Dame Elizabeth Gloster also concluded that the effect of
the exclusion in the Policies (quoted above) in respect of
any circumstance previously notified was that, if a potential
third party claim (or mitigation costs to avoid such a claim)
arises from circumstances notified under the First Policy, it is
also a “consequence” of that circumstance. Accordingly, the
Policies precluded Euro Pools from demanding an indemnity
under the Second Policy in respect of costs incurred mitigating
such a claim.

Comment
The Court of Appeal’s judgment provides not only a useful
summary of the key legal principles relating to notification of
circumstances under claims made liability policies, but also
valuable insight into their proper application. While the insured
must be aware of the circumstances in question, it may be able
to do little more than point to the fact that something is not
working for a reason which has not yet been ascertained (a
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“can of worms” or “hornet’s nest” notification). There is no
reason why in principle a notification should not be made in
these terms provided that the circumstance might reasonably
be expected to give rise to a claim. The courts will not
“over-analyse” or “dissect” the problem that has been notified.
Once there has been a notification of such circumstances, the
question will be whether any future claim which materialises is
one arising from such circumstances. This requires some
causal link but is not a demanding causation test.

Additional references
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Court of Appeal decision provides
guidance on the resolution of
competing dispute resolution clauses
Airbus SAS v (1) Generali Italia SpA (2) Axa Corporate Solutions Assurance (3) Allianz Global
Corporate & Specialty SE Representation for Italy [2019] EWCA Civ 805
14 May 2019

The Court of Appeal upheld a declaration that
the English court had jurisdiction to determine
a subrogated claim brought by insurers
concerning damage to an aircraft, pursuant to
an exclusive English jurisdiction clause in a
warranties agreement between an aircraft
manufacturer and an aircraft operator. The
Court of Appeal was required to determine, in
circumstances where there were related
contacts, which of the different dispute
resolution clauses prevailed.
Background
An aircraft manufactured by Airbus and operated by Alitalia,
sustained damage when landing in Rome (the Aircraft). The
Defendant insurers indemnified Alitalia for over US$11 million
for losses suffered in respect of damage to the Aircraft. The
Insurers then commenced a subrogated claim against the
manufacturer, Airbus, in the Italian courts.
Airbus brought proceedings in the English courts seeking
declarations that it had no liability to the Insurers and that
commencing a claim in the Italian courts was contrary to the
terms of an exclusive English jurisdiction clause contained in
a Warranties Agreement between Airbus and Alitalia.
Insurers argued that that exclusive jurisdiction clause was of
limited scope and that the claim for a negative declaration fell
within an arbitration clause in a different agreement, a
Purchase Agreement.
The two agreements can be summarised as follows:
••Purchase Agreement: it was under the Purchase Agreement

that Airbus originally agreed to sell a number of aircraft to an
airline operator, including the Aircraft that ultimately became
the subject of the relevant proceedings. The Purchase
Agreement contained various warranties (the Warranties) to
be given by Airbus on delivery of the aircraft. The Purchase
Agreement contained a dispute resolution clause that
provided for International Chamber of Commerce arbitration
with a seat in Geneva.

The rights of the airline operator, the counter-party to the
Purchase Agreement, were subsequently assigned to a third
party and then sold and leased back to another. Ultimately,
Alitalia became a sub-lessee of the Aircraft.
••Warranties Agreement: this was an agreement between,

among others, Airbus (as manufacturer), and Alitalia (as

sub-lessee). In brief, the Warranties Agreement provided
that Alitalia would have the exclusive benefit of and would be
entitled to exercise all rights in respect of the Warranties and
the Purchase Agreement would apply to any exercise of
Alitalia's rights in respect of the Warranties. The Warranties
Agreement contained an exclusive jurisdiction clause in
favour of the English courts.
At first instance, Mr Justice Moulder in the Commercial Court
granted a declaration that the English court had jurisdiction to
determine the claim, and that the Italian proceedings were in
breach of the exclusive jurisdiction clause under the
Warranties Agreement. The Insurers appealed the decision.

Decision
The Court of Appeal determined three issues on appeal,
applying the "good arguable case" standard of proof in
determining whether the English court had jurisdiction under
the Brussels Recast Regulation.
What is the true construction of the jurisdiction
clause in the Warranties Agreement? In particular,
does it extend to the substantive claim under
the warranties?
The Insurers argued for a narrow construction of the
jurisdiction clause in the Warranties Agreement, submitting
that it only extended to disputes about which party has the
benefit of the warranties and related issues such as the validity
of the Warranties Agreement. It did not extend to the
negligence issues raised in the Italian proceedings.
The Court of Appeal held that, as a general rule, where parties
have entered into a number of agreements with different
dispute resolution clauses, a broad and purposive construction
must be adopted when construing a jurisdiction clause. The
Court of Appeal also found that it is generally to be assumed
that parties to an arrangement set out in multiple related
agreements do not generally intend a dispute to be litigated in
two different tribunals.
The Court of Appeal ultimately held that the exclusive
jurisdiction clause in the Warranties Agreement applied to
the present dispute. This decision was influenced by the
following factors:
••The Warranties Agreement was the only contract to which

all those parties who were or might become interested in the
warranties were parties. This was not a case in which there
were a number of different dispute resolution clauses in
contracts between the same parties.
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••Alitalia's right to enforce the Warranties did not depend on

the assignment of the Purchase Agreement, but arose
directly under the Warranties Agreement itself. Therefore,
the assignment of the Purchase Agreement was held to be a
"stepping stone" in the contractual structure, and
superseded by the Warranties Agreement.

••The terms of the jurisdiction clause in the Warranties

Agreement are extremely wide, extending to any dispute "in
connection with…any non-contractual obligations connected
with" the Warranties Agreement.

HERBERT SMITH FREEHILLS

Comment
This case highlights the difficulties where related contracts,
each with overlapping but not identical parties, contain
different dispute resolution clauses. It is therefore important
that, where competing jurisdiction clauses could be triggered
by a claim under two or more overlapping contracts, the
drafting of the contract(s) clearly identifies which clause is
to prevail.

••In the Court's judgment, it was highly likely that if the parties

had intended the arbitration clause in the Purchase
Agreement to apply to warranty claims despite the
existence of the jurisdiction clause in wide terms in the
Warranties Agreement, this professionally drafted contract
would have said so.

The Insurers argued that the Italian proceedings were outside
the scope of the Warranties Agreement exclusive jurisdiction
clause, as the proceedings are not a warranties claim, but a
claim arising under the Italian law of negligence.
The Court of Appeal disagreed, finding that the Italian
proceedings were sufficiently connected to the Warranties
Agreement to be within scope of the jurisdiction clause, and
that the commencement of those proceedings was contrary to
the terms of that clause. As a result, the Court of Appeal
upheld the decision of Moulder J that the English court had
jurisdiction to determine the claim.
If so, can the English court make a declaration to
that effect against the Insurers in circumstances
where they were not parties to and do not found
their claim in the Warranties Agreement or
Purchase Agreement?
The Insurers argued that they were not themselves parties to the
Warranties Agreement and were not seeking to take the benefit
of the contract therefore, they were not subject to its burdens.
Even though the Insurers were not party to either the
Warranties Agreement or Purchase Agreement, the Court of
Appeal held that they were bound by the Warranties
Agreement in the same way that Alitalia would have been. The
Court expressed its position as follows:
••Insurers exercising rights of subrogation to make a

non-contractual claim are bound by an English arbitration or
jurisdiction clause to the same extent as the insured would
have been.

••Whereas the commencement and pursuit of proceedings

contrary to the terms of an arbitration or jurisdiction clause
by the insured would constitute a breach of contract, the
commencement and pursuit of such proceedings by insurers
constitutes a breach, not of the contract but of an equivalent
equitable obligation which the English court will protect.

••The remedies available in such a case include the grant of a

declaration in an appropriate case (an anti-suit injunction not
being available against an EU defendant since the
well-known decision in West Tankers v RAS Riunione Adriatica
di Sicurta SpA).

Additional references
West Tankers v RAS Riunione Adriatica di Sicurta SpA
[2007] UKHL 4
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W&I insurance: Courts confirm
approach for assessing damages for
breach of warranty in a SPA
Oversea-Chinese Banking Corp Ltd v ING Bank NV [2019] EWHC 676
116 Cardamon Ltd v MacAlister and Anor [2019] EWHC 1200 (Comm)
Warranty and Indemnity (W&I) insurance is
being used more and more widely across the
breadth of global M&A activity to provide
protection to buyers for breaches of warranty.
Whilst the W&I insurance policy will govern
how and what claims can be made by buyers,
there is considerable case law relating to the
measure of damages for breach of warranty. In
particular, case law has confirmed that the
normal measure for damages is the difference
between the value of the shares “as warranted”
and the value of the shares “as is” (ie their
actual value). This approach was reaffirmed in
two recent cases.
Oversea-Chinese Banking Corp Ltd v ING Bank NV
In Oversea-Chinese Banking Corp Ltd v ING Bank NV, unusually,
the buyer did not allege that the value of the shares purchased
would have been different had the relevant warranty not been
breached. Instead, the claimant submitted that the general rule
for calculating damages could be departed from in appropriate
circumstances, and in particular that damages could be
assessed by reference to a hypothetical indemnity and the
amount which could have been claimed under the hypothetical
indemnity. This argument was rejected by the judge, which
indicates the difficulty that buyers may face in making a breach
of warranty claim where there has been no diminution in value
of the purchased shares.

Background
The Claimant (OCBC) entered into a SPA with the Defendant
(ING) in 2009. Pursuant to the SPA, ING agreed to sell OCBC
the shares in ING Asia Private Banking Ltd (IAGPBL) for a total
consideration of US$1.466 billion.
The SPA contained a warranty that the accounts provided by
IAGPBL gave a true and fair view of its state of affairs as at
31 December 2008 (the 2008 Accounts).
OCBC argued that this warranty was breached because the
2008 Accounts failed to disclose the full extent of IAGPBL’s
contingent liability to Lehman Brothers Finance S.A. (LBF). The
liability had been quantified in the accounts at approximately
US$8.5 million. Following completion, the liability was settled
upon payment of US$14.5 million.

OCBC sued ING for breach of warranty, alleging that the
liability had been wrongly quantified in the 2008 accounts such
that they failed to give a true and fair view. However, OCBC did
not allege that the value of the shares in IAGPBL would have
been any different had the liability been correctly stated.
Instead, OCBC argued that, had the liability been correctly
stated in the accounts so that the warranty was met, OCBC
would have sought a specific indemnity in relation to the
liability and this indemnity would have been triggered upon
settlement with LBF. OCBC therefore quantified its loss as
US$14.5 million.

Decision
The High Court determined three issues:
••whether it was arguable that OCBC’s damages should be

measured on the basis of the hypothetical indemnity;

••assuming that they should, whether any breach of warranty

caused OCBC to suffer loss; and

••whether ING had breached the warranty as to the

2008 accounts.

The judge therefore reversed the traditional analysis of a
breach of contract claim, beginning with loss before dealing
with causation and then breach.
Measure of damages
On the first issue, the judge held that OCBC could not recover
damages other than on the diminution of value basis. Since
OCBC had not sought such damages, the judge decided the
first issue against OCBC and, as a result, OCBC’s claim failed.
OCBC had argued that the normal measure of damages for
breach of a warranty as to the truth and fairness of accounts in
a SPA is the loss directly and naturally resulting from the
breach. While this would generally be the difference between
value as warranted and actual value, OCBC argued that this
general rule could be departed from in appropriate
circumstances. In support of its submission, OCBC relied on
the measure of damages for breach of warranty as to quality of
goods under the Sale of Goods Act 1979, which refers to the
diminution value as the “prima facie” measure (section 53(3)).
OCBC also cited Lord Hoffmann’s decision in the Privy Council
in Lion Nathan Ltd v CC Bottlers Ltd which similarly referred to the
diminution in value measure as the “prima facie” basis for
assessing damages.
The judge rejected the submission that the general rule
concerning the measure of damages on a share sale can be
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departed from in appropriate circumstances. In her view,
neither the authorities nor the textbooks supported OCBC’s
proposition that, on a claim for breach of warranty of quality on
a share sale, damages could be assessed by reference to a
hypothetical indemnity and the amount which could have been
claimed under that hypothetical indemnity. Consistent, recent
authority of both the High Court and the Court of Appeal in the
specific context of warranty claims under SPAs supported the
diminution in value test. In determining the claimant’s loss of
bargain it might be necessary to adjust the valuation
methodology (eg as to the date of valuation), but there was no
support for an entirely different measure of damages other
than the diminution of the value of the asset.
Causation
Even if the judge was wrong that the “hypothetical indemnity”
measure was not available as a matter of law, she held that
OCBC’s claim must in any event fail because OCBC could not
prove, on the balance of probabilities, that it would have
sought and obtained a specific indemnity even had it known
that the warranty as to the accounts was not correct.
Having heard evidence from individuals at OCBC who were
responsible for negotiating the SPA, the judge concluded that
OCBC was unlikely to have sought an indemnity in relation to a
potential liability of approximately US$15 million in the context
of the whole transaction, the total value of which amounted to
US$1.466 billion. That was particularly so when the judge
considered the indemnities that OCBC had in fact sought. They
related to matters that were of much more substantial value
than the contingent liability to LBF, and OCBC’s witness had
conceded in evidence that, as with any negotiation, certain
terms that OCBC had sought in the SPA had been omitted in
order to preserve more favourable treatment in relation to
other aspects of the transaction as a whole.
In any case, the judge was not persuaded that OCBC could
have obtained an indemnity from ING, had such an indemnity
been sought. OCBC asserted that ING would have been unlikely
to allow OCBC to walk away from the transaction if there had
been disagreement over an indemnity of such relatively low
value, and would instead have given the indemnity. However,
there was no evidence that OCBC would have advanced the
indemnity as a “dealbreaker” such that the entire deal would
have been at risk if the indemnity was refused.
Breach
Even if the judge were incorrect as to causation, she also
concluded that the warranty as to the 2008 accounts had not
been breached. The accounts were required to give a true and
fair view, assessed by reference to relevant accounting
principles. On the basis of expert accounting evidence, the
judge concluded that OCBC failed to establish that the 2008
accounts were not true and fair – the contingent liability to LBF
had been fairly calculated in the 2008 accounts, and they
therefore gave a true and fair view.

Comment
This decision reaffirms that the proper measure of damages for
claims for breach of warranty as to quality under a SPA is the
diminution in value measure. Since OCBC did not allege any
diminution in value, it followed that its claim must fail.

HERBERT SMITH FREEHILLS

It may be thought unfair for OCBC to have been unable to
recover any damages even had it been able to establish that
the warranty had been breached. However, this result reflects
the purpose of the warranty in the case – the warranty as to
the 2008 accounts protected OCBC’s financial interest in the
shares that it acquired, ensuring that the basis upon which it
had valued them was correct. On the facts of this case, the
difference in the settled value of the liability to LBF and the
value of such liability stated in the accounts was not asserted
to make any difference to the value of the shares OCBC
purchased so there was no loss to OCBC’s financial interest
which required the Court to grant relief.

116 Cardamon Ltd v MacAlister and Anor
In 116 Cardamon Ltd v MacAlister and Anor, the High Court found
that there had been a breach of warranty by the seller and that
the actual value of the target company was essentially nil. The
Court also found that the value of shares as warranted
exceeded the purchase price paid under the SPA, agreeing with
the buyer that “the company might have been sold at
something of an undervalue” as a result of a need for a quick
sale, amongst other factors. As the SPA contained a cap on
liability (equal to the purchase price) the buyer was awarded
the full purchase price in damages. This case demonstrates
that whilst the court will take the purchase price as a starting
point for valuing the warranted value of shares, it will not take
that price as conclusive without considering other factors. This
obviously has a knock-on effect on the quantum of damages
due for breach of warranty and consequently the quantum of
indemnity payable under a W&I policy.

Background
On 23 May 2014, the Claimant (Cardamon) entered into a SPA
with the Defendant (the MacAlisters) under which it bought a
100% shareholding in Motorplus Ltd (Motorplus) for the price
of £2,386,247.50. As the sale was concluded quickly, including
because the management of Motorplus was considering a
management buyout, Cardamon did not perform any due
diligence on Motorplus.
The SPA contained, inter alia, warranties by the MacAlisters
relating to the truth, fairness, accuracy and proper preparation
of Motorplus’s accounts. The SPA also contained the following
limitation provisions:
••a cap on warranty claims up to the amount of the

purchase price;

••a de minimis provision which provided that the first

£500,000 of any claim was irrecoverable;

••a clause stating that warranties were subject to matters

“fairly disclosed” by the sellers; and

••a requirement to give notice of warranty claims by a

particular cut-off date and a clause stating that any claim so
notified would be deemed withdrawn six months later unless
legal proceedings had been issued and served by that point.

Cardamon alleged that the MacAlisters had breached various
warranties as Motorplus was effectively insolvent at the time
of sale, but the accounts did not truly reflect the true financial
condition of Motorplus.

Decision
The High Court upheld Cardamon’s claim in relation to an
underprovision for liabilities in Motorplus’s accounts, but
dismissed all other claims as they were barred by the limitation
clauses in the SPA.
Breach of warranty
Though the issues affecting the accounts were specific to the
transaction, one is likely to arise in other transactions and is
therefore of broader interest. Motorplus had a claim against a
related company, Boomerang-Tag Limited. The accounts
valued the claim at half of its face value. However, since
Boomerang-Tag was effectively insolvent, the judge found that,
for the purposes of the accounts, the claim should have been
recorded as having no value.
In relation to this issue, Cardamon’s claim was nevertheless
dismissed on the basis that the circumstances surrounding
irrecoverability of the debt had been fairly disclosed. The
claim and its value were addressed in the accounts. The
disclosure letter from the MacAlisters had contained a
specific disclosure that the other half of the claim, albeit not
included in the accounts’ provision for doubtful debts, might
be irrecoverable. Further, email correspondence between the
parties (which was treated as disclosed) suggested that the
“essential worthlessness” of Boomerang-Tag Limited was
understood by Cardamon.
The SPA’s limitation machinery was also relied upon by the
judge in deciding a different issue which arose on the accuracy
of the accounts. Cardamon alleged that the MacAlisters failed
to disclose a change in the method of remunerating insurance
brokers which occurred during the 2013 financial year. The
judge found that this allegation failed because Cardamon had
not advanced it within the time period allowed under the SPA.
In its letter of claim (served within time), Cardamon had
advanced an argument on this issue but, when pleading its
claim, had advanced an alternative argument which was not
raised in the letter of claim and which it was therefore too late
to raise.
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In so doing, the judge rejected the price paid as conclusive
evidence of the value of the shares “as warranted” as at the
date of the SPA on the basis that all parties had entered into
the SPA knowing that the price did not represent the full
market value due to the transaction being completed quickly
and for cash consideration.
The judge found that the value of Motorplus “as warranted”
was approximately £3 million. Since the judge found that, in
reality, Motorplus was essentially worthless, that was the
amount of the loss suffered by Cardamon as a result of the
breach. The judge discounted this figure by £500,000 to reflect
the de minimis provision, leaving approximately £2.5 million,
then applied the cap at the purchase price of £2.38 million. It
followed that Cardamon could recover the full amount of the
purchase price.
Though Cardamon asserted that its losses were in fact higher
even than the difference between the value “as warranted” and
“as is” because Cardamon had been forced to fund Motorplus
through its financial difficulties, the judge did not make any
findings on this issue (presumably because the entire liability
cap had already been exhausted).

Comment
Though the decision applies orthodox principles, it highlights
the possibility that shares “as warranted” can be worth
significantly more than the purchaser in fact agreed to pay for
them, meaning that – even with market standard limitation and
de minimis provisions – the sellers may be liable for the entire
purchase price if the shares have zero or nominal value “as is”.
The case is unusual in that it is a rare example of a purchaser
both recovering the entire purchase price from the sellers and
retaining the shares which were sold. In contrast, in a claim for
rescission of a share sale, most obviously on the basis of
misrepresentation, the purchaser would have to hand back the
shares in exchange for the refund of the purchase price.

Damages
The judge affirmed the orthodox principle that damages for
loss of bargain should be assessed by reference to the
difference between the value of the shares “as warranted” (ie
on the basis that the warranties were true) and the value of the
shares “as is” (ie given the actual state of affairs).
The parties disputed the value of the shares “as warranted”.
The MacAlisters contended that this was represented by the
purchase price under the SPA (in which case, the amount
recovered would have been £2.38 million less the £500,000 de
minimis threshold). Cardamon argued that, on any orthodox
valuation approach, the value “as warranted” was higher, taking
into account the future maintainable earnings of Motorplus.
The judge dismissed the MacAlisters’ argument, holding that it
would be wrong to take the purchase price as indicative of
Motorplus’s value without considering the full expert evidence.

Additional references
Privy Council in Lion Nathan Ltd v CC Bottlers Ltd [1996]
1 WLR 1438
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Supreme Court considers the costs
to be taken into account in assessing
whether a vessel is a CTL
Sveriges Angfartygs Assurans Forening (The Swedish Club) and Ors v Connect Shipping Inc and
Anor [2019] WLUK 126
12 June 2019

In Sveriges Angfartygs Assurans Forening (The
Swedish Club) and Ors v Connect Shipping Inc and
Anor, the Supreme Court considered what
expenditure should be taken into account when
determining whether a ship is a constructive
total loss (CTL) under the Marine Insurance Act
1906. The Court upheld the decisions of the
lower courts in part, confirming that expenditure
incurred prior to service of the notice of
abandonment was to be taken into account.
However, overturning the decision of the courts
below, the Supreme Court held that the CTL
calculation should not include sums payable to
salvors for measures taken while performing the
salvage services to prevent or minimise damage
to the environment.
Background
The M V Renos (the Vessel) sustained serious damage during
an engine room fire on 23 August 2012 while off the coast of the
Red Sea. The ship's owners, Connect Shipping, appointed salvors
on the same day under the Lloyd's Open Form, a standard form
salvage agreement which incorporated a Special Compensation,
Protection and Indemnity Clause (SCOPIC). The Vessel was
towed by the salvors to Adabiya, where her cargo was
discharged, and then to Suez for either scrapping or repair.
Connect Supping had insured the Vessel for $12 million under
a hull and machinery policy with The Swedish Club, amongst
others. The policy incorporated the Institute Time Clauses
(Hull) 1/10/83 (ITC). ITC Clause 19.2 provided that "no claim
for constructive total loss based upon the cost of recovery
and/or repair of [the Vessel] shall be recoverable hereunder
unless such cost would exceed the insured value…". In addition,
The Swedish Club on its own issued further insurance covering
the same risks under an increased value policy, up to a
maximum of $3 million.
Both parties engaged surveyors to provide estimates as to the
scope of the damage and cost of repair, in order to determine
whether the Vessel was a CTL. The owners also designed a
repair specification and obtained quotations from shipyards for
carrying out these hypothetical repairs. Connect Shipping
concluded that the cost of repairing the damage exceeded the

insured value of the vessel and that it was therefore a CTL. On
1 February 2013 Connect Shipping gave a Notice of
Abandonment (NOA) of the Vessel to insurers and claimed
limits under the policies.
The Swedish Club contested the claim on a number of grounds.
In particular, it denied that the Vessel was a CTL, and argued
the owners were only entitled to be indemnified on a partial
loss basis.
The Marine Insurance Act 1906
The rules on assessment of CTLs are set out in Section 60 of
the Marine Insurance Act 1906 (the Act). Section 60(2)(ii) of
the Act provides that there will be a CTL "in the case of
damage to a ship, where she is so damaged by a peril insured
against that the cost of repairing the damage would exceed the
value of the ship when repaired".
Section 60 further provides that "In estimating the cost of
repairs, no deduction is to be made in respect of general
average contributions to those repairs payable by other
interests, but account is to be taken of the expense of future
salvage operations and of any future general average
contributions to which the ship would be liable if repaired…"
Where a vessel is a CTL, the insured party can elect either to
treat its loss as a partial loss or to abandon the damaged
property to insurers, and treat the loss as an actual loss. An
insured can therefore recover for a total loss even if the insured
property is not wholly destroyed or lost.
Where the insured elects to abandon the property, section
62(1) of the Act requires a NOA to be served on the insurers,
save in certain circumstances.

Decision of the lower courts
The judge at first instance, Mr Justice Knowles, held that the
Vessel was a CTL. The Court of Appeal agreed.
Although a number of issues were dealt with by the lower
courts, only two were addressed on appeal to the Supreme
Court: namely, in calculating whether a vessel is a CTL, should
one take into account:
••sums already incurred by the insured before the service of

the NOA; and

••remuneration payable to the salvors under the SCOPIC

clause for measures taken while performing salvage services
in order to prevent or minimise environmental damage?

Supreme Court decision
Pre-notice of abandonment costs
Connect Shipping argued that "damage to a ship" under
section 60(2)(ii) of the Act referred to all damage resulting
from the casualty. The cost of repair and recovery was the
entire cost, regardless of when the expenditure was incurred.
The Swedish Club, in contrast, submitted that only the costs
incurred before service of the NOA were to be included.
Whether or not a ship was a CTL had to be assessed at the
date of the NOA, on the facts as then existed. Since the
parties' rights regarding the treatment of the ship crystallised
when the NOA was served, so too did the costs of repair.
On a linguistic evaluation of section 60 of the Act, Lord
Sumption found little to assist in answering this question.
Section 60 does not refer to the NOA and the words "would"
in section 60 and "future" in subsection (2)(ii) did not suggest
a point in time beyond which expenditure should be excluded
from consideration.
Lord Sumption helpfully summarised the key principles of CTL
as follows:
••Under a hull and machinery policy, the general rule is that

loss occurs at the time of the casualty. However, if the policy
expires before the loss has developed this will not affect the
insured's right to recover under the policy in full.

••CTL is a "legal device" to determine the measure of

indemnity payable under such a policy. Where the
reasonable cost of repairs exceeds the insured value of the
ship, the ship is a financial total loss.

••The damage referred to in section 60(2)(ii) of the Act is, as

the owners submitted, the entire damage arising from the
casualty, from the moment it occurs. The measure of that
damage is therefore the entire cost of repair and recovery,
regardless of when that cost is incurred.
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objectively connected to the repair. Salvage charges,
temporary repair costs and towage charges often fall into this
category: salvage charges because a ship may need to be
salvaged before it can be repaired, and temporary repair costs
and towage charges because they may be required in order to
bring a ship to the point where it is capable of being put right
(The "MEDINA PRINCESS").
SCOPIC charges are, however, a different sort of cost. They are
payable by shipowners to remunerate salvors for their efforts
in minimising environmental damage when salvaging the
vessel. They are connected with the owners' potential
environmental liabilities, which are insured separately under
the shipowner's protection and indemnity policy. They are not
connected with damage to insured property or its potential
reinstatement. Lord Sumption therefore overturned the
decision of the courts below on this point, concluding that
SCOPIC charges were not part of the cost of repair.

Comment
The Supreme Court's judgment provides a useful summary of
the key principles relating to CTLs and the cost of repair under
the Marine Insurance Act 1906 and clarity on the types of
costs which may be taken into account in calculating a CTL. It
is now clear that there is no difference in the application of
section 60 of the Act as between costs incurred by shipowners
prior to and following the service of a NOA. These costs must,
however, have some objective connection to the damage
suffered by the ship or to its hypothetical reinstatement if they
are to be included in the CTL calculations.
As a consequence of the Supreme Court's decision, the case
was remitted to the trial judge, Knowles J, to determine
whether on the facts the Vessel was a CTL.

An insured is entitled to be indemnified for its actual loss,
albeit the indemnity will be reduced by any events after the
damage which reduce the extent of the loss. This could
include positive developments (such as the return of a
captured vessel) which render the vessel no longer a CTL
before the insured sues on the policy. Lord Sumption found
that it necessarily follows that an owner's expenditure on
repairs or salvage does not reduce the cost of repair. Instead,
that expenditure is part of the measure of loss for which the
owner is entitled to be indemnified.
Costs incurred by the owners before the NOA had been served
were therefore to be included when calculating the cost of
repair under section 60(2)(ii) of the Act.
SCOPIC charges
Contrary to the conclusion reached by the lower courts, Lord
Sumption was not prepared to accept that SCOPIC charges
were either part of the cost of repair under the Act or the cost
of recovery and/or repair under clause 19.2 of ITC.
Although it is well established that the cost of repair includes
some costs which are preliminary to repair, these costs are

Additional references
The "MEDINA PRINCESS" [1965] 1 Lloyd's Rep 361
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ICO's proposed largest ever fine of
£183 million against BA prompts the
question: can you insure penalties
imposed for breach of GDPR?
10 July 2019

The UK’s data protection authority, the ICO,
announced that it proposes to levy
significant fines on organisations for
breaches of the General Data Protection
Regulation (GDPR), which took effect in
May 2018. First it announced that it intends
to fine British Airways (BA) some £183
million for a data breach in 2018 that
affected 500,000 customers. It has also
announced that it proposes to fine Marriott
hotels group nearly £100 million, again for a
data breach that affected customers. Both
BA and Marriott may make representations
to the ICO before final decisions are taken.
These proposed fines dwarf previous fines
issued by the ICO which were capped at
£500,000 under the old privacy regime.
Until now the business world has been waiting to see how the
ICO would use its powers under the new GDPR regime. Under
the regime, the ICO can now impose a broader range of
significant civil penalties for data protection breaches than was
previously possible. This includes penalties of up to €20 million
or 4% of a company’s global annual turnover, as well as
potentially ordering companies to stop processing personal
data altogether. The ICO is clearly now baring its teeth.
One issue that companies in the position of BA or Marriott
might be considering is whether an ICO fine is covered by any
insurance they have. That might shine a light on an unresolved
issue namely whether the fines that the ICO can now impose
under the new GDPR regime are insurable.
Many insurance policies provide insurance coverage for civil
fines to the extent permitted by law. However, what is
permitted or prohibited by law is something of a vexed
question. The GDPR says nothing about whether such
coverage is permitted or prohibited and the ICO has said that it
is not aware whether insurance is available for any fines it may
impose. Under English law, it is therefore necessary to look to
the general principles of the common law.
It is generally accepted that under common law a fine for
deliberate, criminal or quasi-criminal conduct is uninsurable
(save potentially in respect of strict liability offences). But there
is a debate within the insurance market as to whether ICO

fines for less serious conduct are insurable. In January 2019
the Global Federation of Insurance Associations called for
clarity from the Organisation for Economic Cooperation and
Development (OECD) regarding the insurability of fines and
penalties following privacy breaches. The OECD’s insurance
and private pensions committee is considering the issue.

What is the test to be applied?
Until the issue of insurability of GDPR fines is resolved by
policymakers or the courts, the debate will continue. But
policyholders and insurers want to know now what the answer
might be. What then does the answer turn upon and what
guidance might be provided at this stage?
The relevant legal principle in issue is the illegality defence,
also known as the “ex turpi causa” doctrine. It prevents a legal
right of action from being enforced by the courts when it is
founded on “immoral or illegal” conduct. It is directed at both
criminal and quasi-criminal conduct. The rationale behind the
defence is that it would be contrary to the public interest to
enforce a claim if to do so would be harmful to the integrity of
the legal system. As such, the issue is whether an insurer is
entitled to rely on this defence, and refuse cover, in response to
an insured’s claim for indemnity for an ICO fine.
There has been considerable debate in the courts and amongst
legal academics as to how precisely the defence should be
applied. Guidance as to some of the factors that will be
considered can be drawn from the following cases:
••In Safeway v Twigger, the judge at first instance determined

that anti-competitive acts in breach of the Competition Act
1998 involved the necessary element of moral
reprehensibility and were sufficiently serious to engage the
illegality defence (this was not disputed by the parties on
appeal). In reaching that conclusion he took into account the
“quasi-criminal” nature, characteristics and purpose of the
penalty imposed, including that a heightened civil standard
of proof was applied to serious cases and that for the
purposes of the right to a fair trial under the European
Convention for the Protection of Human Rights, Competition
Appeal Tribunal proceedings are regarded as involving a
“criminal charge”.

••In Les Laboratoires Servier, the Supreme Court explained that

the illegality defence was concerned with acts which were
contrary to the public law of the state and which engaged the
public interest. These included “quasi-criminal” acts which
infringed statutory rules enacted for the protection of the
public interest and which attracted civil sanctions of a penal
character.

••Most recently, in the case of Patel v Mirza, the Supreme

Court made clear that even where conduct is “illegal” such
that it falls within the remit of the illegality defence, the
defence will only be successful if the court considers that it
would be in the public interest to allow the defence. The
following factors ought be considered:
the underlying purpose of the prohibition which has
been transgressed;
any other relevant public policies which may be rendered
less effective by denial of the claim; and
whether upholding the defence would be a proportionate
response to the illegality, bearing in mind the seriousness
of the conduct, its centrality to the contract and whether it
was intentional.

What is the answer likely to be in respect of
ICO penalties for non-intentional conduct?
The types of behaviour which may lead to penalties under the
GDPR are many and varied, ranging from failure to maintain a
record of processing activities to failure to comply with any of
the key principles underpinning the GDPR itself.
Given the spectrum of behaviours that can give rise to a
penalty, it is difficult to conclude in general terms based on the
case law to-date how the illegality defence will apply to ICO
penalties. This is because the criteria determining the
application of the defence are closely tied to factors such as
the purpose of the provision which has been transgressed and
the seriousness of conduct.
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There are some compelling arguments, therefore, that the
insurability of an ICO fine may turn on the nature of the GDPR
provision that has been breached, and the behaviour that
caused the breach, ie cases will be very fact specific. The
answer may be very different in respect of a fine levied in
respect of an unintentional data breach where, for example, a
company has fallen victim to a nation state attack, as
compared to a fine levied for a company’s decision knowingly
to process personal data of its customers without the
necessary consent or other legitimate basis.
To the extent the ICO levies fines in relation to non-intentional
and strict liability breaches, the courts may have significant
reservations about determining that the illegality defence is
engaged if they consider that the necessary element of moral
reprehensibility is absent.

Conclusion
For the time being at least, the flexibility afforded to the courts
by the current legal terrain means that it is difficult to predict
precisely how they will respond to the question of the
insurability of ICO fines but it may now only be a matter of
time before the question comes before the courts or is
resolved by policymakers. Even then, the answer may be highly
fact specific – but that would nonetheless be a big step forward
in advancing the debate. In the meantime, we would urge
caution against the school of thought that treats all GDPR fines
as uninsurable – they may be in some cases but there is a
debate to be had.

There are some features of ICO penalties which may suggest
that they are not insurable:
••the GDPR arguably engages the public interest, its purpose

being to protect individuals’ “fundamental rights” in relation
to the processing of personal data;

••the interests of public policy may dictate that companies in

breach of the GDPR bear their own responsibility for the
consequent penalties in order to dis-incentivise behaviour
which would otherwise breach the regulations;

••penalties (as opposed to compensation claims) under the

GDPR are imposed directly on a company and are paid
directly to the ICO rather than the person affected by a
breach, which could indicate that the purpose of the penalty
(as with a criminal fine) is to punish and deter rather than to
compensate; and

••the magnitude of the penalties that can be imposed

could be said to imply the punitive and quasi-criminal nature
of a penalty.

Conversely, however, there are features of ICO fines that
suggest they should, in principle, be insurable in certain
circumstances. Most significantly, the imposition of a fine for
breach of the GDPR does not necessarily require intent and
many offences are strict liability offences. It is not clear that
the rationale in Safeway is directly analogous because the
statute and relevant provisions are different. Case law suggests
that the courts are reluctant to engage the illegality defence
where an illegal action has been committed without intent (eg
innocent conduct).

Additional references
Safeway Stores Ltd v Twigger [2010] EWHC 11 (Comm)
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High Court grants anti-suit
injunction having found that the
parties had agreed to arbitration
despite a Service of Suit clause
Hiscox Dedicated Corporate Member Ltd and Starr Managing Agents Ltd v Weyerhaeuser
Company [2019] EWHC 2671 (Comm)
11 October 2019

In this case the High Court (the English Court)
continued an anti-suit injunction against the
defendant (Weyerhaeuser), having been
satisfied to a high degree of probability that the
parties had agreed to submit their dispute to
London arbitration.
The central question was one of contractual interpretation:
whether, on a true interpretation of the relevant excess
insurance policy (the Policy), the 'service of suit' clause entitled
the insured, Weyerhaeuser, to pursue its substantive claim
against its Insurers before the District Court in the State of
Washington (the US Court), or whether Weyerhaeuser was
compelled to arbitrate.
While this case illustrates the importance of clear drafting when
incorporating an arbitration clause in any context, in an
insurance context the decision emphasises the importance of
ensuring consistency, to the extent possible, in dispute
resolution clauses that are used within a tower of insurance to
minimise the risk of disputes.

Background
Weyerhaeuser, a wood products manufacturer based in Seattle,
USA, purchased liability insurance which included a tower of
excess liability cover for 2016/2017 placed on the London Market.
The Policy in issue in the case was written on a 'follow form'
basis and followed the form of the lead underlying policy (the
Lead Policy).
The Lead Policy contained three key endorsements of a type
frequently found in excess policies issued in the London and
Bermuda Markets:
••Endorsement 7 provided for all disputes arising out of or

relating to the Lead Policy to be determined in London under
the Arbitration Act 1996;

••Endorsement 8 provided for the construction and

interpretation of the Lead Policy to be governed by the laws of
the State of Washington; and

••Endorsement 9, a Service of Suit endorsement, provided that

"Solely for the purpose of effectuating arbitration, in the event
of the failure of the Company to pay any amount claimed to
be due hereunder, the Company, at the request of the Insured,

will submit to the jurisdiction of any court of competent
jurisdiction within the United States".
The Policy provided in material part that:
"This Following Form Excess Liability Policy has been issued
on the basis that it is following the same terms, definitions,
exclusions and conditions (except to the extent
inconsistent with this Policy) as are, at inception hereof,
contained in the Lead Underlying Policy…"
"CHOICE OF LAW AND JURISDICTION:
NMA 1998 Service of Suit Clause (USA) (amended),
as attached.
As per Lead Underlying Policy".
The NMA 1998 Service of Suit clause set out in the Policy
(the Service of Suit clause) was slightly different from
Endorsement 9. In particular, it did not include the words
“Solely for the purpose of effectuating arbitration”.
In April 2018, Weyerhaeuser filed proceedings in the US Court
(the First US Proceedings), seeking a declaration, amongst
others, that there was no valid arbitration agreement applicable
to coverage disputes between itself and various defendant
insurers (including the Insurers) and that the US Court was the
appropriate forum for such disputes.
Another insurer participating in the tower, XL Catlin, promptly
sought and obtained an anti-suit injunction against Weyerhaueser
from the English Court. Weyerhaeuser then obtained a temporary
restraining order (a TRO) from the US Court, which became a
preliminary injunction, restraining other insurers from seeking to
obtain an anti-suit injunction from the English Court.
On 16 August 2019, Weyerhaeuser's claims in the First US
Proceedings were dismissed on the basis that they were
non-justiciable. Freed from the preliminary injunction made
against them in the First US Proceedings, the Insurers sought
and obtained from the English Court an interim anti-suit
injunction against Weyerhaeuser in respect of the further claim
which Weyerhaeuser had filed against the Insurers on 12 August
2019 (the Second US Proceedings).
The English Court was then asked to determine whether this
interim anti-suit injunction should continue.

Decision
The English Court first considered, and rejected, the arguments
advanced by Weyerhaeuser as to why it was for the US Court to
decide the issue of whether its claim against the Insurers should
be resolved by US litigation or by London arbitration. In
particular, the English Court found that the Insurers had not
submitted to the jurisdiction of the US Court by the filings it had
made or by its attendance at a hearing to argue the issue in the
Second US Proceedings; it had been clear to all parties at all
times that the Insurers were not departing from their position
that this issue should be decided by the English Court, as the
supervisory court under the arbitration agreement.
As to the interpretation of the Policy, the English Court was
satisfied to a high degree of probability that the parties had
agreed to submit their dispute to London arbitration. It
accordingly held that the interim anti-suit injunction granted
against Weyerhaeuser should continue, unless Weyerhaeuser
was ready to provide suitable undertakings to the English Court
to equivalent effect.
The Court rejected all of the arguments made on behalf of
Weyerhaeuser as to why the arbitration agreement in
Endorsement 7 had not been incorporated into the Policy.
In particular, it found that, applying the relevant principles
of interpretation:
••words of express incorporation of the arbitration clause were

not required: the words "As per Lead Underlying Policy"
alongside the reference to Jurisdiction were amply sufficient;

••Weyerhaeuser's construction did not give effect to the

words "As per Lead Underlying Policy". In contrast, all the
wording used by the parties was given effect if the Service
of Suit clause was recognised as being concerned with
enforcement; and

••it did not follow that by using a different Service of Suit clause

(rather than Endorsement 9 in the Lead Policy) the parties did
not intend to incorporate Endorsement 7 from the Lead Policy.

Comment
There is a long line of case law illustrating that the English
courts will make every effort to give effect to an arbitration
agreement, including where this has been incorporated by
reference into an insurance policy which also includes an
express reference to English jurisdiction or 'service of suit'
provisions. Moreover, the English courts show no diffidence in
granting an anti-suit injunction to protect a party's contractual
right to have claims brought against it pursued in arbitration.
What this case also reflects, however, is that where there
remains scope, based on the expressly agreed wording in the
contract (in this case, the Policy), for dispute as to whether the
parties agreed to submit all disputes to arbitration, there is an
increased risk of the counter-party commencing foreign court
proceedings in breach of the arbitration agreement.
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Clear drafting is important to minimise the scope for any
argument as to whether the parties intended to incorporate an
arbitration agreement covering all disputes under their contract.
In an insurance context, ensuring consistency of dispute
resolution clauses within a coverage tower is also crucial both to
minimise the risk of disputes and the potential for inconsistent
judgments. It is also critical for a party to act promptly to
protect its rights to have any claims against it determined in
accordance with the agreed arbitration agreement.
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First English Law decision
on WELCAR Offshore
Construction Form
Munich Re Capital Ltd v Ascot Corporate Name Ltd [2019] EWHC 2768 (Comm)
25 October 2019

In what is understood to be the first English
law decision on a policy underwritten on the
WELCAR form, Mrs Justice Carr in the
Commercial Court in Munich Re Capital Ltd v
Ascot Corporate Name Ltd held that there was
no maintenance cover under a facultative
excess of loss reinsurance contract which had
not been extended to reflect the underlying
policy and the ongoing project work. The
decision reflects the unusual circumstances of
the insurance and reinsurance placement for
the project which should have been "back to
back" (but were not) and includes some
interesting observations on the operation of
the period clause in offshore construction (re)
insurance contracts.
Background
The Claimant in this action, Munich Re, underwrote a line on
an offshore CAR policy insuring Chevron in respect of its
Bigfoot project in the Gulf of Mexico. The original insurance
was underwritten on the now standard WELCAR 2001
offshore construction form with certain amendments. In
addition to insurance for the construction phase of a project,
WELCAR 2001 provides limited cover for an additional period
post-completion for maintenance work and making good
defects (the Maintenance Period). Munich Re in turn reinsured
part of its exposure on the original insurance under a
facultative excess of loss reinsurance policy underwritten by
the Defendant, Ascot. It was common ground that the
reinsurance was intended to be "back to back" with the
original insurance policy although there were differences as to
premium, limits and other terms where stated. The original
insurance was subject to Texas law whereas the reinsurance
contract was governed by English law.
Munich Re paid Chevron US$26 million in respect of its share
of liability for claims in 2015, after expiry of the main Project
Period, and sought to recover a portion of those losses under
the Maintenance Period provision in the reinsurance policy.
Ascot declined on the basis that Munich Re had failed to
extend the period of the reinsurance contract in line with
extensions to the Project Period of the underlying insurance.

Project Period(s)
The Project Period in the underlying insurance originally ran
from April 2011 until final completion of the project predicted
to be at the latest around September 2014. As is frequently the
case with offshore construction projects, construction delays
led to three extensions of the Project Period by original insurers
including Munich Re until 31 December 2018 at which point
the project transferred to the Operational Insurances effective
1 January 2019. The reinsurance policy initially adopted the
same Project Period as the original insurance. However, there
was no attempt or agreement to extend the reinsurance policy,
apparently due to an error.
Initially, Munich Re argued that the reinsurance policy was
automatically extended when the original policy was
extended. However, it then changed position, and instead
argued that it was entitled to recover under the Maintenance
Period of the reinsurance policy which, by the terms of both
the original insurance and reinsurance, followed the Project
Period. The issue here, was that in 2015 when the losses
occurred, the Policy Period for the reinsurance had already
ended but the Bigfoot project was still under construction and
it was years away from conclusion of main construction
works, which is typically when Maintenance Coverage would
be expected to attach.
Munich Re argued that on expiry of the Project Period in the
reinsurance, namely 30 September 2014, the Maintenance
Period coverage would continue over the whole project (albeit on
a limited basis as to cover) for the twelve month maintenance
period. Alternatively Munich Re said that the limited
Maintenance Period cover would continue in respect of each
item, portion or part of the insured construction project which
had at the expiry of the main Project Period been completed.
Conversely, Ascot maintained that as at 30 September 2014
there was no completed project capable of falling for coverage
during the Maintenance Period. Alternatively Ascot said that if
Maintenance Period coverage was provided for the completed
project, then such cover commenced when the project in fact
completed on 1 January 2019, leaving a gap of more than four
years between the main coverage which ended with the
(unextended) Project Period in September 2014 and the
Maintenance Period coverage.
Munich Re argued that the language of the Maintenance
Period was clear on its face – the Policy Period expired on
30 September 2014 and the Maintenance Period commenced
immediately thereafter. This was a literal reading of the
words of the contract. This defined end point to the Project
Period was said by Munich Re to reflect a wider trend in

offshore construction insurance partly explained by the
disinclination of insurers to expose themselves to a project
period of open-ended length and arguments as to the
meaning of "completion" of the overall project. As a result
it was wrong to consider construction and maintenance as
two binary, mutually exclusive concepts or stages and that
in the "real world" it was unrealistic to say that maintenance
only begins after construction of the entire project. Munich
Re accepted that their approach was opportunistic but
that this was irrelevant to the strict construction of the
policy language.
Ascot in summary argued that the parties, at inception,
intended that cover provided during the Maintenance Period
would apply to the completed project after an acceptance
certificate had been issued on completion of the Bigfoot
platform. The essential nature of that cover did not change
simply because Munich Re omitted to ask for the Project
Period in the reinsurance contract to be extended.

Decision
Carr J set out the well-known principles of contractual
construction found in three recent Supreme Court cases: Rainy
Sky SA v Kookmin Bank, Arnold v Britton and Ors and Wood v
Capita Insurance Services Ltd.
Essentially, the court is concerned to identify the intention of the
parties by reference to what a reasonable person having all the
background knowledge which would have been available to the
parties would have understood them to be using the language in
the contract to mean. It requires a focus on the meaning of the
relevant words in their documentary, factual and commercial
context. That meaning must be assessed in light of the natural
and ordinary meaning of the clause, any other relevant provisions
of the contract, the overall purpose of the clause and the
contract, the facts and circumstances known or assumed by the
parties at the time the document was executed and commercial
common sense. The subjective evidence of the parties' intentions
is disregarded.
The judge held that on a purely literal reading of the
reinsurance policy, Munich Re's construction was correct.
However, Carr J was not persuaded it was the true and correct
answer. The overall structure of the reinsurance policy was to
mirror the original insurance policy; that was its commercial
rationale. The judge observed (obiter) that if Munich Re had
asked Ascot to extend the reinsurance and Ascot had refused,
then Munich Re could itself have refused to extend the Project
Period in the insurance policy.
The exercise of construction for the reinsurance policy was to
be undertaken in circumstances where, contrary to the original
(objective) expectation of the parties, there had been an
extension of the insurance Policy Period but not (for whatever
reason) an extension of the reinsurance Policy Period. The
judge held that the commercial context was important and that
it was (or should be) common ground that an experienced
participant in the offshore construction all risks market would
ordinarily expect the project period in such a policy to cover all
operations up to the completion of construction. The judge
cited David Sharp's well known text Upstream and Offshore
Energy Insurance (2009) in support of this conclusion. The
judge also noted, based on Paul Reed QC's book Construction
All Risks Insurance 2nd Edn (2016) that there is nothing to
support any suggestion that insurers in the market are
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generally moving or have moved to date-defined cover for the
construction phase that ignores actual project progress and
construction. The judge held that a reasonable person would
expect an extension with a Project Period beyond the date
originally agreed on terms and at a premium to be agreed in
the event of delays.
Against this commercial context the judge held that the choice
of a date range in the Period clause is important. It was an
"estimated" Project Period providing for continuous cover
during all operations until 30 March but not beyond September
2014. It was inconsistent with Munich Re's submission that the
parties were to be taken to have chosen a date-defined cover
irrespective of the stage of construction reached. The definition
of the Project Period in the reinsurance policy was consistent
with the original insurance.
There were further factors which militated in favour of Ascot's
construction by reference to the wording of the Maintenance
clause itself. The heading "Maintenance" suggested a
completed project, not one under construction and the fact that
maintenance work might be required earlier during the
construction phase did not alter this. This was reinforced by the
wording of the clause which addressed a post-handover
situation by reference to the "acceptance certificate" and
obligations in respect of maintenance and making good defects.
Further, as a matter of commercial common sense, Munich
Re's construction would if correct leave Chevron as the insured
on the underlying policy with only very limited cover in a period
when full construction works could be ongoing. An
endorsement to the original insurance made clear Chevron and
Munich Re's expectation that maintenance cover would attach
when the project transferred from construction to operation.
Applying all of this to the changed factual circumstances, Carr
J held that the Project Period of the reinsurance did not expire
on 30 September 2014 and the Maintenance Period did not
commence thereafter. Cover under the Maintenance Period
clause would provide cover for a completed platform after
handover. There was simply no completed project capable of
being insured under the Maintenance Period of the reinsurance
contract. That was the interpretation which applied to the
changed circumstances and was most consistent with the
parties' original intentions and expectations. Accordingly
Munich Re's request for a declaration failed and Ascot was not
obliged to pay for the losses.

Comment
The extension of offshore construction insurance policies is an
occasional source of friction between policyholders and
insurers and in turn between insurers and reinsurers.
Ultimately the policyholder embarking on a hazardous venture
offshore requires a flexible product that recognises the many
factors that can cause delays to a construction project during
its onshore and offshore phases. For that reason insurers
generally appreciate the need to extend the policy period on
terms and conditions to be agreed. As the judge found here,
facultative reinsurances of such projects are expected to
operate on the same basis.
This judgment arises in unusual circumstances where the
underlying policy was extended but the reinsurance was not.
As a result the reinsured attempted to argue that the Policy
Period was to be construed as time limited, in order to try to
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take advantage of the maintenance cover and mitigate the
consequences of the failure to extend the main Policy Period.
The judgment will therefore be reassuring to policyholders in
terms of the operation of the Period clause. It offers a clear
warning about the risks of failing to ensure the facultative
reinsurance is back to back with the original insurance. The
precise language used will be critical as to its effect on cover
and requires close attention.
Understandably, given the way Munich Re advanced its
case, Carr J principally focused on the date at which the
Maintenance Period commenced. There remains however a
question as to the precise status of the reinsurance after
the initial estimated date for completion had expired up to
completion of the construction phase. If, as this judgment
suggests, the parties to the original policy intended to
provide cover for the construction phase rather than
providing date-defined cover, and if (as was accepted by
the parties) the reinsurance is back-to-back with the
original policy, then there is potential scope to argue that
the reinsurance extended automatically at the same time as
the original policy. Indeed this was the case originally
advanced by Munich Re, and it is unclear from the
judgment why – ultimately – it decided not to pursue this
line of argument.

Additional references
Rainy Sky SA and Ors v Kookmin Bank [2011] UKSC 50
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Supreme Court provides welcome
clarity on when non-party
costs orders should be made
against insurers
Travelers Insurance Company Ltd v XYZ [2019] UKSC 48
30 October 2019

The Supreme Court has overturned the Court
of Appeal's decision in Travelers Insurance
Company Ltd v XYZ in a landmark decision
on the question of insurers' liability for costs
under section 51 of the Senior Courts
Act 1981 (section 51 SCA).
The decision brings some much-needed clarity to the question
of when an unsuccessful party's insurer can be held liable for
another party's costs in litigation.
Amongst other things, section 51 SCA provides that the costs
of and incidental to all proceedings in the High Court shall be
in the discretion of the court, and the court has full power to
determine by whom and to what extent the costs are to be
paid. Its application has previously been somewhat uncertain.

Background
In 2012, a number of claims were brought under a Group
Litigation Order (GLO) in respect of defective breast implants,
623 of which were brought against Transform Medical Group
(CS) Ltd (Transform), a private hospital which had supplied
the defective implants.
Transform had a product liability policy in place with
Travelers Insurance Co Ltd (Travelers) in relation to 197
claims made against it, but was uninsured in respect of the
remaining 426 claims.
In April 2014, Transform’s insurance position was revealed to
the Claimants’ solicitors, by which time expert evidence
showed that it was likely that the Claimants would be
successful against Transform.
In June 2015 Transform entered insolvent administration and in
August 2015, the covered claims were settled, with Travelers
paying both damages and an agreed portion of common costs
referable to the covered claims.
The action in respect of the uninsured claims led to judgment
in default being entered in May 2016. Transform was insolvent
and unable to pay damages or costs, thus the Claimants
sought to recover the balance of their common costs (ie costs
common to the insured and uninsured claims), from Travelers.

High Court decision
In January 2017, Lady Justice Thirwall (as she by then was)
made an order that Travelers pay the Claimants’ costs
under section 51 SCA even though they did not provide
insurance in respect of such claims. The Court emphasised
the following facts:
••Litigation funding: Travelers funded the unsuccessful

defence of the 426 claims.

••Prolonged proceedings: Thirwall LJ was satisfied that, but for

Travelers’ involvement: (i) Transform would have disclosed its
insurance position to the Claimants at an early stage; and
(ii) the claims would not have been brought (or would have
been discontinued), and therefore the costs in issue would
not have been incurred by the uninsured Claimants.

••Reciprocity: had the Claimants failed in their claims, they

would have been liable for Travelers’ costs. Travelers had the
potential to receive the benefits of a costs award in its favour,
but would have taken no risk itself.

Court of Appeal decision
Travelers appealed to the Court of Appeal arguing that, in
order to establish liability under section 51 SCA, the Court
must be satisfied that the insurer controlled the litigation in its
own interest to such an extent (and to the exclusion of the
interests of its insured) that it could be said to be the 'real
party' to the litigation. Travelers argued that this could not be
said in the present case because it had not acted contrary to
the insured's interests and that the fact that there was a joint
retainer with their solicitors meant that Travelers had not
overstepped the mark to allow a costs order against it.
The Court of Appeal disagreed and upheld the High Court's
decision, finding that the question of whether a case was
"exceptional" so as to allow for a non-party costs order under
section 51 SCA is to be judged by reference to the range of
cases which come before the courts, not simply by reference
to what may be exceptional for liability insurers.
Importantly, the Court found that “Travelers’ desire not to
reveal the details of the insurance policy inevitably affected
the advisers’ approach to the uninsured claims; and Travelers’
interests were in play even when the uninsured claims were
being considered”.
However, perhaps the most important factor for the Court of
Appeal was the asymmetry or lack of reciprocity as between
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the uninsured Claimants and Travelers in relation to costs risk.
If the uninsured claims had been successfully defended (at
Travelers' expense), Travelers would have had a full costs
recovery against the uninsured Claimants for their several
shares of that liability. By contrast, if the uninsured Claimants
were successful against Transform, they would have had no
recourse at all against Travelers for their costs (without a
section 51 SCA order) or against Transform because of its
financial plight.
Therefore, the Court of Appeal agreed that this case was
exceptional for the reasons emphasised by Thirwall LJ at first
instance, accepting that she had directed herself to the correct
question, namely whether it was just to make the order and
had made a value judgment on that question which as trial
judge she was entitled to make.

Supreme Court decision
The Supreme Court took this case as an opportunity to "review
[the] developing jurisprudence" around section 51 SCA costs
orders, acknowledging that the English courts have "struggled
to identify principles applicable across the board to the
exercise of the jurisdiction to make a costs order against a
non-party, save at the very highest level of generality."
In doing so, Lord Briggs' judgment sets out some helpful
"concluding propositions" on the question of when a non-party
costs order may be made:
The exceptionality test
Helpfully for liability insurers, Lord Briggs (giving judgment for
the majority, Lords Reed and Sumption concurring separately)
shared Lord Reed's concerns about the "lack of content, principle
or precision in the concept of exceptionality as a useful test" for
deciding whether insurers should be liable for another party's
costs. In addition, Lord Briggs saw this case as an occasion to
consider in more granular detail the principles which ought to
apply specifically to liability insurers in these cases.
Lord Briggs commented that he thought the two bases for
liability for a section 51 SCA costs order under Chapman Ltd v
Christopher, namely by 'intermeddling' or becoming the 'real
party', were preferable to the exceptionality test, which is an
"elusive concept".
Claims within the scope of cover, but where costs
exceed the Limits
In cases where some part of the claim is or may lie outside the
limits of cover, the insured has "at least a prima facie joint
interest" in the outcome with the insurer. As a result, where
claims fall within the scope of insurance, Lord Briggs' view is
that the 'real defendant' test will usually be the appropriate one
to apply in determining whether a non-party costs order should
be made against the insurer.
Claims outside the scope of cover
The Supreme Court took the view that in cases, such as the
present, which concerned costs to be recovered against the
insurer in the successful conduct of a claim against the insured
defendant which lies outside the scope of cover, it was the
'intermeddling' test which should be applied.
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Importantly, the 'intermeddling' test is not satisfied merely by
showing that an insurer has taken control of the litigation, but
what must be measured is the nature and extent of the insurer's
involvement as against the alleged justification for it. As such,
the question of whether the insurer has become involved
because of contractual obligations (in this case, to defend the
whole claim where it involved common factors) is likely to be
highly relevant. If the insurer has not gone beyond the confines
of its contractual obligations, its liability as an 'intermeddler'
may, in Lord Briggs' words, "be very hard to establish".
As a result, the Supreme Court found that the "key feature" in
the present case was the fact that the present claims were
wholly uninsured and, therefore, the uninsured claimants could
have no real expectation (if successful) of recovering their
costs from Travelers "unless those costs were incurred as a
result of some unjustified intervention in their claims".
Where there is a connection between insured and
uninsured claims
In these circumstances, the Supreme Court considered that it
may well be legitimate for the insurer to have some
involvement in, or even fund, the litigation. This is especially so
where, as in the present case, there is a "very close
connection" between the claims, raising "common issues to be
tried", and that insurers' involvement in the uninsured claims is
of a "limited nature".
Causation
Causation remains important and a party seeking a section 51
SCA order must show a causative link between the non-party's
conduct and the incurring of costs.
Non-disclosure of cover
Similarly, the Supreme Court found that Travelers' advice not
to disclose the existence of insurance was one which fairly
reflected its rights as insurer and was not properly contributory
to the making of a section 51 SCA order. The Supreme Court
considered that this was "unlikely" ever to amount to relevant
conduct so long as the law continued to allow such
non-disclosure.
Asymmetry/reciprocity
The Supreme Court was not as "deeply affected" by the
asymmetry as the courts below it. The Court pointed out that
there are "numerous" situations where there is asymmetry or
a lack of reciprocity in costs consequences, citing legally aided
opponents and those with the benefit of Qualified One-way
Cost Shifting in personal injury cases.
Contrary to the lower courts, the Supreme Court held that the
asymmetry in this case was a factor weighing against making
a non-party costs order against Travelers because (i) the
asymmetry was not in itself the result of Travelers' defence of
the uninsured claims and (ii) the Claimants chose to
undertake a several-only costs burden regardless of whether
their claims were insured, taking the risk that they would not
recover their full outlay.
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Conclusion
Based on this reasoning, and especially because of the
(misplaced) weight the Court of Appeal put on the asymmetry/
reciprocity point, the Supreme Court allowed Travelers' appeal.

Comment
The issue of non-party costs orders under section 51 SCA will
become of ever greater importance (both to insurers and other
litigation funders) with what the Supreme Court referred to as
the "endless development of novel ways of funding the
ever-increasing costs of civil litigation."
This decision should bring some welcome clarity to this area of
law, especially with the heavy criticism of the "exceptionality"
test which, it may be thought, never sat well in the context of
liability insurers and was at best opaque in any event.
The Supreme Court has signalled that a divergent approach
is to be adopted between cases which involve insured claims
(but where costs exceed the limits of cover) and those which
concern uncovered claims. In particular, the return to
prominence of the "intermeddling" test should be welcomed
by insurers and practitioners alike: for practitioners, because
the test has a long history of case law behind it drawn from
the historical aversion to champerty and maintenance; for
insurers because, as Lord Sumption noted (concurring
separately), cases in which a costs order may be made
against a liability insurer on this basis are "likely to be rare".

Additional references
Chapman Ltd v Christopher [1998] 1 WLR 12
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Court of Appeal confirms that
in a case of “real doubt” in
interpretation of a policy, an
ambiguous clause should be
construed against the insurer
Manchikalapati and Ors v Zurich Insurance Plc and East West Insurance Company Ltd [2019] EWCA
Civ 2163
5 December 2019

In this case, the Court of Appeal considered
several thorny issues of contractual
interpretation in the context of a structural
defects insurance policy. The Claimants
(a number of leaseholders in a new build block
of flats) disagreed with their structural defects
insurer, Zurich, on numerous issues of
interpretation of the policy but mainly the
correct application of the Maximum Liability
Cap on the Claimants’ claim. The Court of
Appeal found in favour of the Claimants by
applying well-known principles of contractual
construction. However, crucially for insurers,
the Court of Appeal applied the doctrine of
interpretation contra proferentem, that in cases
of “real doubt” about the correct
interpretation, the policy should be construed
against the insurer as the insurer set the
parameters of coverage.
Background
This case arose from the discovery of serious structural
defects in a new build block of flats. The flats had been sold
off-plan with long leases of 125 years. The Claimants were
the freeholder of the development, and 26 individuals, who
collectively owned 30 flats. There were a further 74 flats in
the development that continued, in effect, to be owned by
entities connected with the original landlord (with the
exception of one flat owned by an individual who was not
a party to the litigation).
During the construction phase, it was agreed that the First
Defendant, Zurich Insurance Plc, would issue Zurich New
Home Structural Defects policies to the new flat owners. In
due course, Zurich issued a policy to each leaseholder which
provided cover for ten years. The Second Defendant,

East West Insurance, took over the liabilities of Zurich.
For simplicity we shall refer to Zurich only.
Once the defects in the development had become apparent,
one Claimant proceed to submit a claim to Zurich. The defects
were varied in nature, ranging from a fire risk through lack of
compartmentation, significant health and safety issues with
the stairwells, and leaking sewerage pipes in the car park. The
Claimants argued that these defects constituted both “major
physical damage” and/or a “present or imminent danger to the
physical health and safety to the occupants” covered by
section 3 of the Zurich policies. Zurich disagreed and refused
to meet the costs of the substantial remedial works required.

High Court decision
The Claimants brought a claim against Zurich seeking to
recover the estimated cost of remedial work and related losses
on a variety of bases, most of which failed. However, the
Claimants’ claim under section 3 of the Zurich Policy was
successful, subject to a cap on Zurich’s liability stemming from
the Maximum Liability Cap (MLC) at condition 10 of the Policy.
The MLC provided that:
“Our maximum liability in respect of all claims under
Sections 2 and 3 of this policy is as follows:
…
(b)	for a New Home which is part of a Continuous
Structure, the maximum amount payable in respect
of the New Home shall be the purchase price
declared to Us subject to a maximum of £25 million.
	Where the combined value of all New Homes
within a Continuous Structure exceeds £25 million,
the total amount payable by Us in respect of all
claims in relation to the New Homes and the
Continuous Structure shall not exceed £25 million.”
The combined purchase price of all of the flats in the
development was approximately £11 million and the Claimants
argued that the impact of the MLC was to limit any one of their
claims to £11 million. Zurich argued that the impact of the
clause was that there was a maximum liability of the declared

purchase price of the flat in question with the result that, in the
present case, only the combined purchase prices of the 30 flats
in issue (some £3.6 million) was recoverable. At first instance,
the judge agreed with Zurich’s interpretation of the clause and
so awarded the Claimants damages in the sum of £3.6 million.
However, the cost of the remedial works was estimated to be
in the region of £9.7 million and so following the award of
damages, the Claimants faced a substantial shortfall.

Court of Appeal decision
The Claimants appealed against the judge’s decision that the
claims were limited to £3.6 million, contending that the MLC
had been applied incorrectly.
Zurich cross-appealed on a number of grounds, namely that:
••the policy did not respond where the cost of rectification had

not yet been incurred;

••the policy did not respond where the proceeds of the

claim would be used to meet adverse costs orders and
solicitors’, funders’ and ATE insurers’ fees rather than to
fund remedial works;

••the claim was excluded as the Claimants had rights

against the landlord and management company which they
had not pursued;

••the judge had erred in holding that the basement and

balconies and damage caused by condensation were within
the policy cover; and

••the judge had erred in his application of the excess provisions.

In the Court of Appeal, Sir Rupert Jackson gave judgment on
the application of the MLC clause, with Coulson LJ primarily
giving judgment on the cluster of issues raised by Zurich’s
cross-appeal.
Considering the MLC clause, Sir Rupert Jackson identified the
relevant principles of contractual construction set out in the
well-known case of Arnold v Britton and also drew attention to
the dicta of Lindsay LJ in Cornish v Accident Insurance Co Ltd:
“in a case of real doubt, the policy ought to be construed
most strongly against the insurers; they frame the policy
and insert the exceptions. But this principle ought only to
be applied for the purpose of removing a doubt, not for the
purpose of creating a doubt, or magnifying an ambiguity,
when the circumstances of the case raise no real difficulty.”
In applying these principles to the language of the MLC,
Sir Rupert Jackson considered that limb (b) of the MLC was not
well drafted and could bear both the meaning ascribed to it by
the Claimants and the meaning ascribed to it by Zurich
perfectly well. He considered the first sentence of limb (b) to
be the Principal Provision, which was then qualified by a
second sentence, the Proviso. The Principal Provision was, in
his view, ambiguous in that it did not tell the reader whether
the purchase price referred to was that of the individual
insured’s flat or of the entire block of flats. Therefore, the
reader had to look to the Proviso to see if that assisted in the
construction. The Proviso restricted the rights conferred by the
Principal Provision on both the Claimants’ and Zurich’s
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interpretations of the clause and therefore was of limited
assistance in determining which interpretation was correct.
Sir Rupert Jackson then looked to limb (a) of the MLC which
dealt with detached, self-contained New Homes. He indicated
that it made sense to deal with the two categories in that way
but that both the Claimants’ and Zurich’s interpretations of
limb (b) could conceivably sit alongside limb (a).
Next, he considered the cross-references to sections 2 and 3 of
the policy. Section 3 of the policy (which applied to the present
claims) provided cover for Major Physical Damage and the costs
of work to rectify a “present or imminent danger to the physical
health and safety to the occupants”. Section 3 excluded “any sum
above Your proportional share of the reasonable cost of repairing
Major Physical Damage to Common Parts”. There was no similar
limitation on recovery for danger to physical health and safety.
As such, section 3 allowed a single leaseholder to recover the
entire cost of rectifying that danger. He considered that the
entire cost of rectifying such a danger could substantially exceed
the purchase price of an individual flat and therefore in order to
give proper effect to this provision, the Claimants’ interpretation
of the clause had to be correct.
In addition, Sir Rupert Jackson held that limb (b) was
ambiguous and so this was therefore a case of “real doubt” of
the kind discussed in Cornish. Therefore, the provision should
be construed in a manner which is consistent with, and not
repugnant to, the purpose of the insurance contract. The Court
also had regard to the obvious commercial purpose of the
insurance policy. Drawing the threads together, the Court of
Appeal disagreed with the trial judge and found in favour of the
Claimants’ interpretation of the MLC. As such, the total
purchase price of all the flats in the block (c. £11m) was the
true cap imposed by limb (b) of the MLC.
The cross-appeal
Coulson LJ then went on to consider the issues raised by
Zurich in its cross-appeal, taking each issue in turn. He began
his analysis with some general observations. He considered
that, on the judge’s findings, the development had suffered
from major physical damage and presented a danger to health
and safety and that the policy in question was expressly
designed to provide cover in such instances. Despite this,
Zurich had put forward a case that it had no liability under the
policy. In Coulson LJ’s view, this would be an extremely
surprising result. He stated:
“… the application of common sense is relevant in the
present case at least to this extent. If it is said by an insurer
that, as a matter of interpretation, a policy ostensibly
designed to respond to the very events which have in fact
occurred somehow does not respond at all, then this may
indicate that the interpretation urged on the court is not in
accordance with its natural language. In my view, that is the
case here… what [Zurich] suggest as the proper
interpretation of the words used in their own policy is, on
analysis, nothing of the kind, and is instead a strained and
artificial construction… with the result that it becomes
impossible to see any circumstances in which [Zurich]
would ever pay out under the terms of the policy.”
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Given the strength of this opening observation, it did not come
as a surprise that Coulson LJ resoundingly rejected all of the
points raised in Zurich’s cross-appeal. In brief:
Ground (a) – the policy does not respond where the cost of
rectification has not been incurred
There was nothing to indicate in the policy wording that the
reasonable cost of rectifying had to be a cost already incurred.
The operative words in section 3 were “the reasonable cost of
rectifying” and to support Zurich’s argument that the cost of
rectification must already have been incurred for the policy to
respond, one would need to interpolate the word “incurred”
before the word “cost”. In rejecting this argument, Coulson LJ
noted that it was inappropriate to add words which are not
present to aid construction if there is a perfectly workable
construction without such interpolation. In addition, other
parts of the policy supported that conclusion and it was in
accordance with the general principle of insurance law that the
insured could do what he liked with insurance money.
Ground (b) – the policy does not respond where the proceeds
of the claim will be used to meet adverse costs orders and
solicitors’, funders’ and ATE insurers’ fees
Coulson LJ held that this ground of appeal was in fact a facet
of the first ground and so the same arguments applied.
Therefore, in accordance with general principles of insurance
law, the insured could do what he liked with insurance money.
In addition, he noted that access to justice would be
unreasonably restricted if claimants were unable to enter into
fee arrangements whereby the damages awarded could not be
used to pay legal fees and associated expenses.
Ground (c) – the claim was excluded as the Claimants had
rights against the landlord and management company which
they had not pursued
Within the exclusions section of the policy, bullet point 11
excluded cover for “[a]ny claim or contribution to a claim where
cover is available under another insurance policy, or where some
other form of compensation or damages is available to You”.
Zurich argued that because the Claimants had not brought
claims against those responsible for the defects (who had,
incidentally, since gone into administration), their claim was
excluded. Coulson LJ disagreed with Zurich’s interpretation
holding that the compensation or damages referred to had to
denote an entitlement which was substantially the same as the
right conferred by “another insurance policy”, not simply the
possible existence of a potential claim in tort against a third
party. “Some other form of compensation or damages” was
principally aimed at statutory compensation or some form of
performance bond or guarantee which would provide the same
high level of comfort and certainty as an insurance policy.
Ground (d) – the judge had erred in holding that the basement
and balconies and the damage caused by condensation were
within the policy cover
At first instance the judge had held that the car park was not a
garage but a part of the Common Parts. The Claimants argued
that the judge had erred in holding the car park not to be a
garage (attached garages being expressly included for
coverage) and Zurich contended that the judge had erred in
finding that the car park was a Common Part because the car
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park was subterranean and therefore a basement (which was
expressly excluded from cover). Coulson LJ held that the trial
judge had focused entirely on the car parking spaces and not
on the structure as a whole, as when looking at the structure
as a whole the space had every feature that one would expect
to find in a large, multi-vehicle garage. Coulson LJ also found
that the garage was a Common Part and therefore the judge
had reached the right outcome but by a different route.
Each of the flats had a small balcony but they were not part of
the premises demised to the Claimants. At first instance, the
judge held that the balconies were Common Parts and
therefore fell for coverage. Coulson LJ agreed that the
conclusion that the balconies were common parts was in
accordance with the natural language of the definition of that
term and was consistent with how the policy operated.
Damage caused by condensation was excluded by the policy.
However, in the instant case the damage had been caused by
condensation which was the result of the defective structural
work. Zurich argued that where there are two causes of loss, one
included and one excluded, the exclusion prevails. Coulson LJ
disagreed, holding that the exclusion for loss caused by
condensation was aimed at condensation which would have
occurred in any event as part of ordinary wear and tear, not
condensation that had occurred as a result of a failure to comply
with building regulations or the insurer’s technical requirements.
The policy had to respond to the proximate cause of the
condensation, which was the defects in construction.
Ground (e) – the judge erred in his application of the
excess provisions
Zurich had argued that there should be multiple excess
deductions from any award of damages because there were so
many separate items of claim. The judge had held that only
one Claimant was needed to pursue a claim of present or
imminent danger because that claim affected everyone, and
that it would be contrary to policy to deduct an excess in
relation to each Claimant. Coulson LJ agreed and rejected
Zurich’s arguments in relation to this ground.
As such, Zurich’s cross-appeal was unsuccessful and the
Claimants’ award at the maximum level permitted by the MLC
was upheld.

Comment
The decision of the Court of Appeal serves as a useful
reminder of the relevant principles of interpretation of
insurance policies, which are one species of contractual
document. In particular, in the case of “real doubt”, the policy
will be construed most strongly against the insurers. However,
it is not the court’s function to manufacture doubts in order to
construe the policy against the insurer.
Moreover, when interpreting a policy of insurance, it is
important to have regard to its nature and purpose. While
commercial common sense is not to be invoked retrospectively,
as Coulson LJ indicated, if it is said by an insurer that, as a
matter of interpretation, a policy otherwise designed to
respond to the very events which have in fact occurred does
not respond at all, then that may indicate that the
interpretation being urged on the court is not in accordance
with its natural meaning.

Additional references
Arnold v Britton and Ors [2015] UKSC 36
Cornish v Accident Insurance Co Ltd (1889) 23 QBD 453
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Clarification of "advice" vs
"information" distinction when
applying the SAAMCO principle
Manchester Building Society v Grant Thornton UK LLP [2019] EWCA Civ 40
30 January 2019

The Court of Appeal has dismissed the
Claimant’s appeal in Manchester Building Society v
Grant Thornton UK LLP, an important decision
on the application of the decision in South
Australia Asset Management Corp v York
Montague Ltd (SAAMCO) to cases involving an
adviser’s negligence.

had not assumed responsibility for MBS being “out of the
money” on the swaps. Rather, the mark-to-market losses
suffered by MBS for terminating the swaps flowed from market
forces. The High Court held that only the sum of circa
£300,000 was recoverable (reflecting the transaction costs of
breaking the swaps and certain other costs).

The case concerned an auditor’s liability for (admitted)
negligent advice regarding the accounting treatment of interest
rate swaps. When the auditor’s error came to light, the client
had to break the swaps early, incurring mark-to-market break
costs of £32.7m. The Court of Appeal upheld the decision of
the High Court, but did so on different grounds.

The principal grounds of MBS’s appeal considered by the Court
of Appeal were as follows:

Background
The case involved a claim brought by Manchester Building
Society (MBS) against its auditor, Grant Thornton (GT), arising
out of negligent advice given by GT regarding the accounting
treatment of interest rate swaps relating to its lifetime
mortgage portfolio.
GT had negligently advised MBS in 2006 that it would be able
to make use of an accounting treatment known as “hedge
accounting” which would allow it to reduce the volatility of the
mark-to-market value of the swaps on MBS’s balance sheet. In
reliance on that advice, MBS acquired and issued lifetime
mortgages and entered into swap transactions in order to
hedge its interest rate risk.
In 2013, MBS discovered that GT’s advice had been incorrect
and it could not in fact make use of hedge accounting. This
meant that MBS’s balance sheet was exposed to volatility as a
result of changes in the value of the swaps and, in particular, to
the full losses suffered on the swaps following the fall in interest
rates in the aftermath of the 2008 financial crisis. Once MBS’s
accounts were corrected, it no longer held sufficient regulatory
capital and was required to close out the swaps. In doing so,
MBS incurred a mark-to-market loss of £32.7m.

First instance decision
At first instance, the High Court concluded that MBS had
established causation both in fact and in law in respect of the
break costs ie (a) but for the negligent advice, MBS would not
have bought the swaps; and (b) if GT’s advice had been
correct, it would not have needed to break the swaps in 2013.
However, GT escaped liability because the High Court found it

MBS appealed the High Court’s decision.

Court of Appeal decision

••The judge erred in law in approaching the issue of liability on

the basis of assumption of responsibility rather than by
following the approach set out in SAAMCO and
Hughes-Holland v BPE Solicitors of considering whether this
was an “advice” or “information” case.

••The correct analysis was that GT provided advice to MBS

about whether it could apply hedge accounting and this was
an “advice” case.

••Even if this was an “information” case, the judge’s decision

was wrong because it failed to hold GT liable for the
reasonably foreseeable consequences of the information
being wrong (which should include the mark-to-market
losses on the swaps).

The appeal was dismissed. The Court of Appeal’s conclusions for
each of the principal grounds of appeal are set out further below.
Assumption of responsibility or “advice” vs
“information” – which approach is correct?
Having considered the authorities discussing
the SAAMCO principle (and in particular the clarification
provided by Lord Sumption in Hughes-Holland), the Court of
Appeal concluded that the High Court had been wrong to
analyse the question of whether GT was liable for the
mark-to-market losses by asking in general terms whether GT
had assumed a responsibility for mark-to-market losses on the
swaps. The right approach was to consider whether the case
was an “advice” case or an “information” case.
The High Court did not take this approach, largely because of
Lord Sumption’s reference to the descriptive inadequacy of the
labels in Hughes-Holland. However, the Court of Appeal
commented that the descriptive inadequacy of the labels used
did not undermine the fact that there was a clear and
important distinction between the two categories of case.
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In summary, the Court of Appeal said that a case will be an
“advice” case if it is left to the adviser to consider what matters
should be taken into account in deciding whether to proceed
with a particular transaction, ie the adviser is “responsible for
guiding the whole decision making process” and “his duty is to
consider all relevant matters and not only specific matters”. In
such cases, the adviser will be liable for all the foreseeable
losses flowing from entering into the transaction.

However, in the Court of Appeal’s judgment, it was a “striking
feature” of the case that MBS’s claim for damages consisted of
the “fair value” of the swaps, and receiving fair value does not
ordinarily give rise to any loss. Indeed, if the swaps had been
“in the money” when GT’s error had been discovered, MBS
would still have needed to close them out to remove the
resulting accounting volatility and, in those circumstances, they
would have sustained no financial loss.

It continued that, if a case is not an “advice” case, it will by
definition be an “information” case. In “information” cases, the
adviser will not have assumed responsibility for the client’s
decision as to whether to proceed with the transaction (the
decision itself remains the responsibility of the client). In
“information” cases, the adviser will only be responsible for the
foreseeable financial consequences of the advice being wrong.
Those consequences can be identified by considering what
losses would have been suffered if the advice had been correct.
Put differently, the adviser can only be liable for losses which
would not have been suffered if its advice had been correct.

The Court of Appeal therefore proceeded to determine what
the proper counter-factual should be. In this context, it held:

Was this an advice case?
The Court of Appeal concluded that this was not an “advice”
case. In particular:
••While it was true that GT provided accounting advice, GT

was not involved in MBS’s decision to enter into the swaps.
That remained a matter for MBS to decide, taking into
account all relevant considerations (not only the information
or advice from GT).

••What mattered was not whether advice was given, but the

purpose and effect of the advice given.

••In the Court of Appeal’s view, GT’s accounting advice

manifestly did not involve responsibility for “guiding the
whole decision making process” and it was plain that “GT’s
responsibility was limited to the giving of accounting advice,
and never came close to extending to responsibility for the
entire lifetime mortgage/swaps business”.

••The Court of Appeal distinguished Main v Giambrone (in

which the adviser was found to have assumed the role of
“guiding the whole decision making process”) from the
instant case, in which GT played no such role.

It followed that the analysis applicable to “information” cases
needed to be applied.
If this was an “information” case, was GT liable for
the mark-to-market losses?
On the basis that this was an “information” case and applying
the SAAMCO principle, the Court of Appeal concluded that GT
was responsible only for the foreseeable consequences of the
information being wrong.
MBS contended that this meant it was entitled to recover
losses which would not have been incurred if GT’s information
in relation to hedge accounting had been correct. It referred to
the High Court’s findings in this hypothetical scenario, that
MBS would not have “broken the swaps in 2013 and so would
not at that time have incurred the loss which in fact it did”, in
which case MBS’s case would be made out.

••MBS had to do more than establish the fact of the

mark-to-market losses in order to prove that it would not
have suffered those losses if GT’s advice had been correct.

••The Court of Appeal emphasised that the mark-to-market

losses reflected market forces. It noted this was supported
by the High Court’s reasoning (paragraph 179). In particular:
“the fact that the swaps were heavily ‘out of the money’ at
the beginning of June 2013 was the result of market forces.
The closing out of the swaps at fair value on 6 and 7 June
2013 crystallised the loss resulting from the swaps being ‘out
of the money’, but it did not create that loss”.

••The counter-factual that MBS had to prove was that loss

would not have been suffered had it continued to hold the
swaps. The Court of Appeal noted that this was an aspect of
proof of loss.

••MBS failed to prove its loss in this counter-factual scenario.

The Court of Appeal commented that the position might have
been different if MBS could show that, had it had not been
forced to close out the swaps in 2013, it would have closed
them out a later and more advantageous time. That was not,
however, MBS’s case.
The Court of Appeal therefore concluded that MBS had not
proved that the mark-to-market losses would not have been
incurred had GT’s advice been correct. Accordingly, although
the High Court’s approach was not correct in law, it reached the
correct overall decision and therefore the appeal was dismissed.

Comment
The judgment provides a number of helpful points of
clarification on the approach to be taken in such cases
involving the application of the SAAMCO principle as expanded
upon in Hughes-Holland:
••In particular, the Court of Appeal clarified that the correct

approach in such cases is to consider at the outset whether
it is an “advice” or an “information” case. The Court
emphasised that although there may be a descriptive
inadequacy to these labels (so that a dispute involving
negligent advice can still fall within the “information” case
category), this should not undermine the fact that there is a
clear and important distinction between the two categories
of case.
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••In determining whether a case falls within the “information”

or “advice” category, what matters is the “purpose and
effect” of the advice given. If that advice does not involve
responsibility for “guiding the whole decision making
process” or where the adviser’s duty does not extend to
“consider all relevant matters and not only specific matters”
– the case should fall within the “information” case category.

••For “information” cases, the adviser will be responsible only

for the foreseeable consequences of the advice being wrong.
This will require the claimant (who has the burden of proof)
to prove the counter-factual, namely that loss would not have
been suffered if the advice had been correct. Applying the
relevant counter-factual scenario so as to determine which, if
any, losses are recoverable will remain a complex exercise in
many cases.

In the instant case, the Court of Appeal held that the High
Court had erred in approaching the issue of liability by asking
in general terms whether the auditor had assumed a
responsibility for the mark-to-market losses and found that the
present case was an “information” case, and so the auditor
was responsible only for the foreseeable consequences of the
accounting advice being wrong. This required the Claimant to
prove the counter-factual, that the same loss would not have
been suffered if the advice had been correct, ie if the Claimant
had not exercised the break clause early and continued to hold
the swaps. Here, the client was unable to prove its loss on the
counter-factual as the discovery of the negligent advice merely
crystallised mark-to-market losses on swaps which would have
been suffered anyway if the swaps had been held to term.
The fact that the Court of Appeal came to its conclusion by
virtue of a completely different analysis highlights that this
remains a difficult area of the law, particularly in its application
to the facts. Professional advisers can seek to avoid the
uncertainty, and the time and cost associated with complex
disputes, by ensuring that the scope of their role is clear from
the terms of their retainer and, where appropriate, by excluding
liability for particular categories of loss.

Additional references
South Australia Asset Management Corp v York Montague
Ltd [1997] A.C. 191
Hughes-Holland v BPE Solicitors [2017] UKSC 21
Main v Giambrone [2017] EWHC 3231 (Ch)
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Supreme Court considers loss
of a chance in professional
negligence claim
Perry v Raleys Solicitors [2019] UKSC 5
13 February 2019

The Supreme Court considered a professional
negligence claim against a firm of solicitors
arising out of advice they had given an
individual in connection with his claim against
the National Coal Board (later British Coal) for
Vibration White Finger (VWF).
Lord Briggs (with whom the rest of the Supreme Court panel
agreed) restated the approach to causation which was set
down in Allied Maples v Simmons & Simmons (a firm), namely
that in cases where a claimant alleges that a breach of duty
caused him to lose an opportunity: (1) the claimant must prove
what he would have done on the balance of probabilities; (2)
when looking at what a third party might have done, the court
undertakes a loss of a chance analysis.

Background
The Respondent, Mr Perry, was a former miner who had
developed VWF, a condition which is caused by excessive
exposure to the effects of using vibratory tools. The condition
causes a reduction in grip strength and loss of manual
dexterity in the fingers, leading to an inability to carry out
routine domestic tasks without assistance.
Instances of VWF were widespread and a group of test cases
established generally that there had been negligence on the
part of the National Coal Board in failing to take reasonable
steps to limit the exposure of miners to the condition.
Following these test cases, the Department for Trade and
Industry set up a compensation scheme in 1999 (the Scheme),
the central objective of which was to enable a large number of
similar claims to be presented, examined, and resolved
effectively and proportionately.
Mr Perry retained the solicitors firm, Raleys, to pursue his
VWF claim before the Scheme was established. Mr Perry was
examined by a medical expert whose conclusions entitled him
not only to general damages but also to a presumption in
favour of special damages under the Scheme. However, in
late 1999 Mr Perry settled his claim for payment of general
damages only (in the sum of £11,600) and made no claim
for special damages under the Scheme within the
required timeframe.
In 2009, Mr Perry brought professional negligence proceedings
against Raleys, claiming that by reason of their negligent failure
to give him appropriate advice, he had lost the opportunity to
claim special damages under the Scheme, which he quantified

in the sum of £17,300.17 (plus interest). Raleys initially denied
breach of duty and alternatively that any breach would have
caused Mr Perry loss.

First instance decision
Although breach of duty was admitted shortly before trial, the
judge at first instance concluded that Mr Perry had failed to
prove that the breach had caused him any loss. This finding
was based primarily on Mr Perry’s “complete lack of credibility
as a witness”.

Court of Appeal decision
The Court of Appeal reversed the trial judge on causation
because of two errors of law and two shortcomings as to his
appraisal of the evidence. On the law, the Court of Appeal
found that the trial judge had wrongly conducted a ‘trial within
a trial’ on the question which would have arisen had Mr Perry
made his claim under the Scheme (namely whether in fact he
needed assistance in carrying out routine domestic tasks
because of his VWF), and that the trial judge wrongly imposed
upon Mr Perry the burden to prove that fact on the balance
of probabilities.
The Court of Appeal also took the rare step of overturning the
trial judge’s findings of fact.

Supreme Court decision
On causation, the Supreme Court affirmed the principles set
down in Allied Maples that the client (Mr Perry) must prove, on
the balance of probabilities, that he would have made a claim
had he been in receipt of competent advice. This stands in
contrast with situations where the beneficial outcome is
dependent on the actions of others: in which case the court
will adopt a loss of chance evaluation. The Supreme Court
explained that, in the former situation, where the taking of a
positive step by the client is an essential element in the chain
of causation, the client will be best placed to assist the court
with the question of whether he would in fact have taken those
steps. The burden of having to prove that on the balance of
probabilities does not leave his claim “unfairly inhibited”.
Flowing from that, the Supreme Court decided that “there is no
reason in principle or in justice why either party to the
negligence proceedings should be deprived of the full benefit of
an adversarial trial of that issue.” Mr Perry, therefore, needed
to show that, properly advised, he would have made a claim for
special damages under the Scheme within time and,
importantly, that that claim would have been honest.

Professional negligence

INSURANCE AND REINSURANCE DISPUTES - 2019 REVIEW

Professional negligence

48

HERBERT SMITH FREEHILLS

The Supreme Court’s reasons for determining that Mr Perry
needed to show that his claim would have been honest were
three-fold:
••First, a client honestly describing his condition to his solicitor

when considering whether to make a personal injuries claim
would not be advised to do so if the facts described did not
give rise to a claim;

••Secondly, when appraising the assertion that the client

would have made a personal injuries claim if properly
advised, the court could fairly presume that the client would
only make honest claims;

••Finally, “the court simply has no business rewarding

dishonest claimants”.

Conducting a ‘trial within a trial’ of facts which are relevant to
the issue to be proved by the claimant on the balance of
probabilities was not contrary to principle.
On the question of an appeal court overturning a trial judge’s
findings of fact, the Supreme Court reiterated the very high bar
and exceptional circumstances required. There must either be
“no evidence to support a challenged finding of fact” or a
conclusion that “the trial judge’s finding was one that no
reasonable judge could have reached.” The Supreme Court found
that neither of these findings could be supported in this case.
The Supreme Court, therefore, allowed the appeal and
restored the first instance decision.

Comment
Perry v Raleys is an important and emphatic restatement of the
principles set down in Allied Maples. But the decision goes
further than that, and makes it clear that where a client
contends that he would have pursued a claim if appropriately
advised it must be an honest one. This is not of itself
surprising, although it is worth noting that the Court, in
emphasising the need for honesty, cited the “extent of
dishonest claims for…whiplash…[which are]… a blot upon civil
litigation”, which perhaps demonstrates that wider policy
considerations were at play.
Whilst this case applied to bringing legal proceedings, there is
no reason why these principles should not be applied to other
scenarios which do not involve initiating litigation (for example,
entering into commercial arrangements).
The position in relation to what action a third party would have
taken remains to be resolved on the rather hazier loss of a
chance analysis, and that presents some potential difficulty
(and perhaps unfairness) for defendants in these cases.
Finally, on the question of challenging findings of fact made at
first instance, the Supreme Court is clear: the trial on the
merits is to be the “main event” rather than a “try out on the
road” (Anderson v City of Bessemer (1985)).

Additional references
Allied Maples v Simmons & Simmons (a firm) [1995]
1 WLR 1602
Anderson v City of Bessemer (1985) 470 US 564

49

Financial Conduct Authority
– wholesale insurance broker
market study
20 February 2019

The Financial Conduct Authority (FCA) issued
a final report into its Wholesale Insurance
Broker Market Study in February 2019.
The study assessed the effectiveness of
competition within the wholesale insurance
broker sector in addition to seeking to
understand the influence of brokers on
competition amongst underwriters. The FCA
found no evidence of significant levels of harm
to competition in either sphere that would
merit the introduction of intrusive remedies.
Background
The FCA launched its study in November 2017 having identified
a perceived impact on the relative positions of brokers and
underwriters following an acknowledged evolution of the broker
business model. The wholesale insurance broker market had
not been looked at for over a decade during which time the
FCA considered there to have been significant changes that
warranted examination: (i) an increase in the range of
products brokers sell to insurers including data analytics,
claims handling and advisory services; (ii) a growth in the use
of facility placements in the London Insurance Market; and
(iii) technological advances increasing the risk and modelling
expertise of brokers.
The stated aim of the study was to ensure that the wholesale
insurance industry continued to allow for innovation and
competition in the overall interest of the client. The FCA made
extensive data requests in 2018 and considered the responses
of 73 brokers and 49 underwriters. These focused on the
following three issues:
••Market power – whether individual brokers had market power

to increase prices beyond normal levels of competition; and

••Broker conduct – whether facility placements excluded some

underwriters from participating in the market; and

••Conflicts of interest – whether the use of facilities and the

purchase of consultancy-style services led to a dampening of
competition through conflicts.

What did the FCA say?
On the first issue the FCA concluded that there was no
concentrated market power at an aggregate level in the
wholesale insurance broker sector. The FCA also found no
evidence of excessive profitability in the sector, recognising that
while the average margin of a broker improves as it grows, this is
driven primarily by economies of scale. A perception among
some of the market participants that the larger brokers achieved
higher remuneration rates was also dismissed with the FCA
noting that average remuneration rates varied materially across
brokers without the largest brokers having consistently enjoyed
the highest rates.
Further, tacit coordination amongst brokers on prices was found
to be unlikely in the industry according to the FCA given the
characteristics of the market and the competitive pressure
applied by clients. The FCA did observe barriers to entry
although remarked that they were more likely to occur for niche
risks where there were understandably a smaller number of
brokers with the requisite level of experience and reputation to
win business.
On the second issue the FCA found no evidence, at a scale that
would impact competition, of underwriters being forced to “pay
to play” and be present on a facility in order to win business.
The FCA interviewed a large number of underwriters and
studied their contractual arrangements with brokers in arriving
at this conclusion. The examination of contractual
arrangements did, however, reveal a discrete number of
agreements with clauses that the FCA found concerning. The
FCA’s report made clear that this was not a market-wide issue.
Finally, the third issue that the study examined was the possible
influence on brokers to place business with underwriters who
used facilities or purchased advisory and data services. The
information gathered by the FCA showed that brokers did
receive higher remuneration rates from placing risks into their
own facilities thereby possibly incentivising their use. This risk,
the FCA said, could be mitigated where brokers clearly
identified conflicts to their clients and explained how any
conflicts would be managed. The study revealed that the
majority of brokers already provided the information needed for
a client to make an informed decision but that further action
could be taken by some. This recommendation was also made
in relation to conflicts arising from the sale of consultancy-style
services to certain underwriters.
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Comment
After a broad enquiry covering remuneration, access and
provision of services, the FCA found no clear evidence to
substantiate the competition concerns explored. This positive
message for the sector and the London Insurance Market is
reflected in the fact that no interim report was issued. Guidance
establishes that an interim report is to be produced other than
in exceptional circumstances and in this instance the FCA
considered the lack of material evidence of harm and need for
regulatory intervention, to be exceptional. However, the FCA did
identify areas where further action could be taken. The FCA
stated that it intends to continue to monitor the market as the
industry continues to evolve and navigates challenges such as
the forthcoming EU withdrawal. As a consequence, brokers
must continue to be alert and work with their professional
advisers to maintain the high standards of business practice in
this area.
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EIOPA issues Brexit advice – some
good news for UK insurers and
intermediaries
21 February 2019

Recommendations issued by EIOPA emphasise
the importance of safeguarding policyholders
in the event of a “no deal” Brexit.
Encouragement given to EEA states to help UK
insurers meet their obligations to EEA
policyholders is particularly welcome.
In some areas, EIOPA has provided explicit guidance on the
approach it expects individual states to take. For example, it is
clear (and unsurprising) that UK insurers should not be allowed
to write new contracts in the EEA without authorisation. In other
areas, EIOPA has taken a “softer” approach. Examples include
that regulators:
••should apply “a legal framework or mechanism to facilitate

the orderly run-off” of business which becomes unauthorised
as a consequence of Brexit; and

••should not prejudice policyholders who have “an option

or right in an existing insurance contract to realise their
pension benefits“.

Overall, EIOPA’s announcement attempts to strike an
appropriate balance, reflecting the considerable lobbying efforts
by UK and EU27 trade bodies. Its acknowledgement of
individual state discretion in a number of key areas does,
however, still leave uncertainty for UK firms planning for the
UK's exit from the EU. There is also nothing in EIOPA’s
recommendations that could not have been said many months
(or even years) ago. It is a pity that politics have prevented
earlier publication of these recommendations, leaving industry
to spend many millions on unnecessary legal advice and other
contingency planning.
EIOPA has given national regulators 2 months to say if they
comply with each recommendation, or explain non-compliance.

Insurers
Key points for insurers arising from the recommendations
include the following in relation to so-called “legacy business”:
••EEA states are encouraged to apply a mechanism for the run

off of EEA business by UK insurers who lose their
authorisation or to require those insurers to take immediate
steps to become authorised. A number of jurisdictions have
already started to adopt measures to deal with the run-off of
insurance contracts. For example, France has recently
introduced legislation confirming that non-EEA insurers will
need an authorisation to write new contracts (including
renewals) post-Brexit. This prohibition will not apply, however,
to premiums that a policyholder is required to pay under a
contract concluded before Brexit. Nor will it affect the

payment of claims by a UK insurer under policies existing at
the time of Brexit.
••EEA states are also encouraged to recognise that, whilst UK

insurers should not be able to write new business (including
any renewals, extension or increase of cover) without
obtaining a suitable EEA authorisation, policyholders who
exercise an option or right in an existing policy to start taking
their pension should not be prejudiced.

••Where a policyholder is habitually resident in the UK at the

date of entering into a life insurance contract but moves to the
EEA afterwards, national authorities should take this into
account in its supervisory review. Implicit in this
recommendation, the UK insurer should be enabled to meet
its obligations to policyholders under this category of contract
without the need for an EEA authorisation (or without having
to transfer the policy to an EEA carrier). It also suggests that
the servicing of policies that were written before Brexit on a
cross-border basis would require an EEA authorisation. In
practice, we believe that most policies in this second category
are being transferred to an EEA insurer in the lead up to Brexit.

••National authorities should take the same approach to those

classes of non-life business where the risk is treated by
Solvency II as situated in the state of an individual’s habitual
residence (or the state of a legal person’s establishment).
Making an exception for cover relating to buildings, buildings
and their contents and to vehicles, as EIOPA does, is
consistent with Solvency II rules on the location of risk. It is
also consistent with the view that the habitual residence of an
individual is only relevant at the outset of a contract. EIOPA
recognises, however, that individual states may take different
views on this – hence its recommendation that they “take into
account” the fact that the UK insurer did not write this
business cross-border.

••Portfolio transfers from UK insurers to an EEA carrier that

have been started, but not completed, by the date of the UK’s
withdrawal from the EU should be allowed to complete. This
reflects the commitment already made by the UK government
to UK insurers. Whilst this is helpful for policies governed by
English law, insurers do need to remember that as a matter of
law the ability to transfer policies governed by EEA law ends
with Brexit. It will be up to individual states, therefore,
whether to recognise the transfer under the relevant local law.

Other aspects of the recommendations include the following:
••Authorisation of EEA branches – Where a UK insurer decides

to set up an EEA branch under Article 162 of the Solvency II
Directive, EIOPA recommends that account is taken of the
fact that the UK insurer was Solvency II compliant
immediately before Brexit. It also suggests that national
authorities might accelerate the authorisation of a branch
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provided that they restrict its authorisation to running off
legacy business.
••Communication – EEA states are reminded to tell UK insurers

with cross-border business in their state of the need to inform
policyholders how their rights and obligations are affected by
Brexit. In addition, national authorities are themselves told
that they should make public the legal framework applicable
to the cross-border business of UK insurers post-Brexit.

Intermediaries
The difficulties raised by Brexit for intermediaries have received
considerably less attention from regulators to date than those of
insurers. EIOPA’s recommendation (Number 9) on distribution
activities emphasises the importance of consistency in
regulation across the EU and in the uniform application of the
Insurance Distribution Directive (IDD). At the same time, it
recognises explicitly the ability of individual states to take their
own view on how intermediaries should be regulated, provided
that the minimum standards of the IDD are met.
Planning for Brexit has been hindered by competing provisions
in the IDD determining its jurisdictional scope, including
uncertainty about how far the prohibition in Article 16
(restricting reliance by EEA insurers and intermediaries on
non-EEA brokers) extends. The following remarks made by
EIOPA are relevant:
••EIOPA recommends that national regulators consider

“distribution activities which target EU27 policyholders or
EU27 risks“. This is different to the language in IDD, which
references the “taking up and pursuit” of distribution activities
in the EEA.

••National regulators should also “assess any distribution model

against the definition of distribution activity… in the IDD“.

EIOPA’s view seems to be that IDD requirements should be
applied to all distribution activities that involve EEA
policyholders and EEA risks. This would be a broader test of
what amounts to “distribution activities” than regulators in
some jurisdictions are thought to apply. The UK, for example,
applies a test of where the relevant activities are carried on and
not one of where the risk or client is located. How national
regulators respond to this point will be of interest to UK brokers.
The language in Recommendation 9 seems to be aimed at
making the wholesale (ie sub-broking) model difficult to
implement, as it seems to be calling on regulators to take a
broad view of what amounts to the taking up and pursuit of
distribution activities in the EEA. Quite how difficult depends on
whether one reads the word “target” as having a broad or a
narrow meaning. Despite the ambiguity, our understanding is
that the recommendation is intended to be negative in respect
of the wholesale-broking model. There are, however,
circumstances in which it seems inconceivable that an EEA
intermediary should not be able to call on advice from an
intermediary outside the EEA. This includes where specialist
knowledge is needed that simply does not exist in the local
market or where a risk is located outside the EEA and its
placement on behalf of an EEA policyholder requires knowledge
of that local market.
EIOPA’s recommendations also provide implicit support for the
“branch back” model, while emphasising the importance of
ensuring that EEA-authorised intermediaries have sufficient
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substance in their home state. What that means in each case
will reflect the nature, scale and complexity of the business. In
practice, the local presence required will be a matter for the
home state supervisor, who will need to be satisfied that it can
exercise effective supervision.
Finally, Recommendation 2 is helpful to insurers with run-off
books. While insurance intermediaries are not specifically
referenced in this context, EIOPA’s recognition of the need for
an orderly run-off might provide insurance intermediaries
with comfort as they look to transition their business to
post-Brexit models.
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FCA review of the general insurance
distribution chain
1 May 2019

In line with its continuing focus on fairness in
pricing and customer value, the FCA has
published a thematic review on the general
insurance distribution chain (TR19/2). The
review contains a clear warning to firms
involved in the design and sale of general
insurance products that they must do more to
protect customers from harm.
That warning is further emphasised in its Dear CEO letter, which
sets out expectations of general insurance firms and reminds
them of their responsibilities under both the new rules

introduced by the Insurance Distribution Directive (IDD) and
the Senior Managers and Certification Regime (SMCR).
Alongside the thematic review, the FCA has published
proposed guidance (GC19/2) for insurance product
manufacturers and distributors (including, for example, retail
banks) to clarify its expectations in terms of product
development and distribution approaches.
The FCA has indicated that it intends to conduct further
supervisory activities in this area and will intervene using its full
range of enforcement tools to ensure firms meet their
regulatory obligations.

Theories of harm to customers
The thematic report categorises the practices the FCA has
observed through the lens of two broad areas of potential harm,
each of which is then split into three sub-categories showing how
certain behaviours can lead to harm to customers. These behaviours
may stem from either or both of the key causes identified.

Key causes of harm

Areas of potential harm

Price and quality

Products with little or no utility, sometimes as a result
of distribution chains eroding value

Excessive prices

Excessive fees and charges
Charging fees in addition to standard commission
without considering the impact on customer value

Governance and
oversight
Firms with inadequate
systems and controls over the
end-to-end product, service
development, manufacture
and delivery chain

Sub-standard quality/low value

Prices which are disproportionate to production and
delivery costs, and the services received

Purpose and values
Firms with business models,
strategies and cultures
which do not exhibit
sufficient focus on
customer outcomes

Manifestations of potential harm

Purchase of unsuitable products
Sales and service

Customer purchases a product which is inconsistent
with their needs

Failure to fulfil obligations to customers
Failure to deliver services or elements of services
promptly and to an appropriate standard

Unavailability of customer services
System outages, cyber issues or technological failures
leading to no service at all
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Meeting the FCA's expectations

Next steps

We suggest the following action points to enable firms to meet
the FCA's new expectations:

••The FCA guidance consultation (GC19/2) on its expectations

Action points for manufacturers
••Approving products: Ensure that value consideration

(including intended benefits and overall cost to end
customer) is appropriately documented as part of the
product approval process and the rationale behind the
conclusions reached is evidenced.

••Monitoring value: Use available data to the fullest extent to

map the objectives, interests and characteristics of the target
market and consider the extent to which the product offers
value to the intended customers – regularly assess whether
changes to the product, target market, distribution strategy or
remuneration structures may be required to maintain value.

••Understanding the distribution chain: Use contractual audit

rights to obtain all relevant information on the remuneration
of other parties in the distribution chain and the supporting
justification for each additional cost to the end customer.

••Delegating to third parties: Conduct thorough due diligence

on third parties performing under delegated authority and
implement adequate systems and controls to confirm their
compliance with the manufacturer’s obligations.

Action points for distributors
••Contextualising the distribution strategy: Liaise with product

manufacturers to understand their assessment of the value a
given product should provide – consider collaboration
opportunities so as to design an appropriate distribution
strategy which does not erode customer value.

••Checking for conflicts: Examine whether any existing

remuneration structures conflict with the customer’s best
interests rule – if so, amend these arrangements (unlike other
situations, disclosure of the conflict is not sufficient).

••Assessing charges: Evaluate current fees to determine

whether any differences (either to different customers or
inconsistent application) are not aligned with the customer’s
best interests rule.

••Identifying potential harm: Use a variety of sources (direct

interactions, assessment of customer demands and needs,
analysis of claims and complaints) to identify whether a
product is resulting in customer harm, including considering
whether there is a risk posed by products reaching
customers outside the target market – where necessary,
inform the manufacturer.

of insurance product manufacturers and distributors closed
on 9 July 2019.

••The FCA will issue additional communications on these

issues, both directly with firms and via trade associations.

••The FCA will also plan a programme of supervisory work,

covering both day-to-day supervisory activities and further
thematic work – this will include an assessment of firms’
compliance with the IDD and the enhanced standards arising
from the SMCR.
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FCA concludes review of the fair
treatment of with-profits customers
7 May 2019

The FCA's thematic review of with-profits
business has found “signs” that a small number
of firms are in breach of its rules. Despite this,
the FCA is not taking enforcement action
against any of those firms. This is presumably
because it has determined that, “in most
cases” at least, there is no evidence of
customer harm.
The FCA has also concluded that poor
practice in a number of areas is creating a risk
of future customer harm, which must be
addressed by firms. In particular, it argues that
a higher risk of harm is often associated with
governance failings.
This article considers the FCA's report (TR19/3) and notes the
following in particular:
••This is just the latest example of adjustments being made to

regulatory expectations without any amendment to the
Handbook, making it ever more difficult for firms to be sure
that their actions meet required standards.

••The FCA’s argument that firms should observe the “policy

intention” behind the requirement for a Run-Off Plan suggests
that its rules and guidance are not sufficiently clear and
should be changed to reflect the FCA’s expectations. For
example, the comment that firms should treat their Run-Off
Plans as “living documents” in our view stretches the meaning
of existing guidance somewhat.

••Where court-approved schemes determine how a firm must

operate its with-profits business, the FCA’s comments do not in
our view take proper account of how their terms might
(depending on their wording) constrain firms’ actions and
firms’ ability or willingness to apply for a scheme to be changed.

Firms that have been given specific feedback will clearly need to
address the FCA’s concerns. Others not covered by the review
will need to study the FCA’s conclusions carefully and consider
what they mean for their business.

Background to review
The FCA's Business Plan 2019/20 confirms that the fair
treatment of existing customers remains one of its cross-sector
priorities for this year. Its thematic work on the fair treatment of
with-profits policyholders forms part of that work and builds on
the FCA's earlier thematic review TR16/2: "Fair treatment of
long-standing customers in the life insurance sector" as well as
work previously done in this area by the FCA's predecessor, the
Financial Services Authority.

The concern is that the complex nature of with-profits products,
combined with their relative lack of transparency, makes it
difficult for consumers to know whether they are being treated
fairly. It therefore falls to the regulator to introduce greater
accountability for firms than might be needed in relation to other
types of business. Factors that the FCA suggests may mean the
risk of harm to with-profits policyholders is increasing are:
••the decreasing importance of with-profits business to firms,

which can lead to a lack of management focus;

••the nature of with-profits funds makes them challenging to

manage, in particular, when funds are in run-off; and

••the Solvency II regime is changing the way in which with-profits

funds are managed, which can carry risks for firms.

FCA Approach
The FCA's thematic review involved three phases:
••Identifying potential harms to with-profits customers;
••Assessing firms' treatment of with-profits customers at a

sample of firms; and

••Implementing mitigation actions where appropriate, including

publication of TR19/3.

In the first phase, the FCA identified four key areas of potential
harm to customers. It then based its second phase assessment
of eight sample firms on the outcomes that firms should be
expected to achieve in each of those areas. These were as
follows (each of which includes a number of specified
sub-outcomes):
••Outcome 1 – The firm has implemented an appropriate

investment strategy for the fund and regularly monitors its
ongoing appropriateness and the terms on which it is
implemented.

••Outcome 2 – The firm has an overall capital management

approach for the with-profits fund that fairly balances the
interests of different generations of with-profits customers.

••Outcome 3 – The firm appropriately considers the risk borne

by different stakeholders in allocating rewards from use of
with-profits fund capital.

••Outcome 4 – The firm's governance framework results in the

fair treatment of with-profits customers.

In this context, use of the term "harm" is perhaps confusing.
What we believe is meant is that the outcome might have been
better for with-profits customers if the business had been
managed differently. This is different from saying that they have
suffered "harm" as is usually meant by that word.
TR19/3 sets out the FCA's findings by reference to each of these
outcomes, describing examples of good and bad practice in
each case. We comment on the FCA's observations in relation
to Outcomes 2 and 3 below.
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Main FCA findings

Estate distribution

••Most firms reviewed were found to be taking reasonable care

The FCA found that the majority of firms could not demonstrate
any recent monitoring of whether distributions of the estate were
fair to customers. In some cases, firms simply followed the
requirements of historic, court-approved schemes to determine
how distributions were made without testing whether those
approaches continued to result in fair outcomes (see further
discussion below). This ignores the fact, however, that the scheme
terms will need to be examined in each case and may in some
cases be insufficiently flexible to allow for a "fairness override".
Therefore, in some cases, a firm would first have to amend the
scheme language to accommodate the FCA's expectation.

to manage the risk of harm to their with-profits customers.

••Firms do, however, need to make more use of their Run-Off

Plans and to treat them as living documents in the day-to-day
management of their with-profits funds.

••The FCA identified some specific areas of poor practice that

might lead to customer harm, with a small number of cases
showing "signs" of non-compliance with the rules.

••In most cases, however, there was no evidence of actual

customer harm.

••This could change in the future, however, if firms do not make

some changes.

••Where the greatest risk of customer harm was seen,

governance failures were a key cause.

Outcome 2 – Capital management
Sub-outcomes looked for by the FCA in relation to
Outcome 2 were as follows:
••The firm can show that its estate distribution approach is fair

to different generations of with-profits customers.

••The firm can show that it has implemented appropriate

policies and procedures to ensure it strikes a balance between
ensuring fair pay-outs for exiting customers and the security
of benefits for continuing customers in a fund.

••The firm shows that the run-off plan is used to support

on-going decision-making and that it is updated regularly
in line with emerging experience and the changing
operating environment.

••The firm annually assesses if an excess surplus is present

and appropriately considers the merits of its distribution/
retention from a customer fairness perspective.

••The firm has a clear approach/plan for how and when the

fund will be terminated, which appropriately considers the
fair treatment of with-profits customers.

Run-Off Plans
Whilst the FCA's proposals for the use and updating of Run-Off
Plans appear sensible, in our view the expectations expressed in
TR19/3 go beyond the requirements of its existing rules and
guidance. In particular, it is quite a stretch to argue, based on the
rules and guidance, that firms should have been using their
Run-Off Plans as living documents which must be kept
up-to-date at all times. Nor can we see any suggestion in the
original consultation proposing the introduction of Run-Off
Plans that would support this view (see FSA CP207 "Treating
with-profits policyholders fairly", at paras 4.48-4.50).
Fund-level capital management
The FCA recognises that its rules do not currently require firms
to set fund-level risk appetites. Nonetheless, it argues that firms
that do not put one in place may find it difficult to show that
they have planned properly or have the appropriate governance
for actions they would take in stressed scenarios. In practice,
the FCA is creating new expectations for firms that will not be
included in its Handbook or in formal guidance.

Assessment of excess surplus
The FCA found that several firms "were not carrying out
assessments of excess surplus as required by FCA rules" and
recognised that this failure "carries a high risk of customer
harm". It is important for firms to remember that this
assessment must be done every year irrespective of whether
they believe that anything has changed from the previous year.
Sunset clauses
A sunset clause defines the point at which the Board must (or
may) decide to restructure a with-profits fund either to merge
it into a larger with-profits fund or to change the nature of the
remaining policies, usually to include some form of guaranteed
bonus right as they run off. Usually, closed funds that are
governed by a court-approved scheme would contain such a
clause to enable the Board to avoid a tontine as the fund runs
down. As some of these clauses were set more than 20 years
ago, the FCA questioned why firms had not looked at whether
the clauses, and expected approaches to their operation,
remain fair to customers.
Implicit in the FCA's comments, it seems, is that there are
situations in which firms should seek to restructure otherwise
than in accordance with the sunset clause that forms part of
their scheme. In practice, making such a change may be more
difficult than this suggests. In particular, older court schemes
often provide that an application can only be made to the court
to change a scheme if it has become "impossible, impracticable
or inequitable" to implement the scheme as originally approved.
In our experience, the FCA has, to date, taken a very strict line
where firms seek to make changes that do not clearly fall within
the scope of such a provision. It would be helpful if it could
clarify its thinking in this area in the light of the expectations it is
now placing on firms.

Outcome 3 – Allocation of rewards from use of
with-profits capital
Sub-outcomes looked for by the FCA in relation to
Outcome 3 were as follows:
••The firm has a good understanding of the fund’s assets and

liabilities, capital resources and capital requirements
(including the impact of any capital support arrangements)
and considers all such relevant information when making
decisions affecting the with-profits fund.

••The firm adequately and appropriately considers the

management actions that would be taken in times of stress in
determining its capital requirements.

••The firm adequately considers the interests of different

stakeholders in decisions about the use of with-profits fund
capital and the allocation of consequent gains and losses.

Continuation of past practice
The FCA argues that some firms rely too heavily on the terms of
court-approved schemes to justify their actions without
considering whether doing so was consistent with fair outcomes
for customers (see, also, Outcome 2). For example, it cites as
bad practice the fact that a firm had not reviewed the annual
cost to be charged to a fund that was agreed in a scheme some
20 years ago for the provision of capital support.
There is an argument that compliance with the terms of a
court-approved scheme should always be regarded as delivering
a fair outcome for customers because the firm will have met
policyholder expectations that the terms of the scheme will be
fulfilled. It is also not lawful for the firm to ignore the terms of the
scheme unless a change has been agreed by formal application
to the court. Even then, the scheme may even prohibit an
application to the court unless the scheme has become
"impossible, impracticable or inequitable" to implement.
It would be helpful if the FCA could issue guidance clarifying
how firms should apply a test of fairness when they are under
legal constraints of this nature. The FCA suggestion that a firm
has a duty to change the terms of a scheme agreed (including
by regulators) many years ago to improve the position of one
party (the with-profits policyholders) and therefore,
presumably, to the detriment of another party (shareholders)
also merits further consideration.
Finally, if it wants firms to amend schemes more often than at
present, it would be helpful if the FCA could moderate its
expectations as to the extent of customer mailings and in
relation to other expenses commonly incurred in relation to
making scheme amendments. Currently, the costs associated
with amending a scheme are likely to make firms reluctant to
consider the possibility of making such a change.

Next steps
Where necessary, firms need to take steps to improve
outcomes for their with-profits customers based on the FCA's
review. For firms taking part in the review, this means
addressing specific feedback provided by the FCA. The FCA
proposes to take some additional further steps.
Next steps for the FCA
••The FCA will hold round-table discussions later in the year to

hear senior managers' thoughts on the review findings and on
steps being taken to change poor practice.

••The FCA's normal supervisory processes will include

discussions with firms about the findings from the review.

••Further action will be considered if firms do not take steps to

address areas of poor practice.

••Consideration is being given to carrying out a review of the

use of With-Profits Advisory Arrangements.

57

Conclusion
With-profits firms will no doubt see the FCA's report as
delivering a good outcome in that no firms have been placed
into enforcement as a consequence of this review. Nonetheless,
some of the examples quoted by the FCA appear to amount to
more than a "sign" that the rules may have been breached.
Firms will need to recognise that they will be judged according
to the FCA's existing rules and guidance as well as the
expectations contained in this review. For firms that formed part
of the FCA's assessment, individual feedback will have
highlighted specific actions that must be taken.
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FCA calls for input on proposed
cross-sector sandbox
2 July 2019

New technologies, such as artificial
intelligence (AI) and distributed ledger
technology (DLT), continue to have a
significant impact on the way in which firms,
customers and regulators interact. Firms
introducing innovative business models whose
products or services fall under the jurisdiction
of different sectoral regulators can find
themselves having to address competing
regulatory expectations.
As these new innovative technologies and cross-sector
business models begin to emerge, regulators have recognised a
need to:
••create a safe and encouraging environment for firms to

develop positive innovations, while continuing to provide
regulatory certainty;

••ensure that consumers are protected from new technologies

still under development; and

Background
Traditional business models have largely been considered by
regulators on an individual basis. Where there have been areas
of overlap, the FCA have relied on bilateral memoranda of
understanding (MoUs) and existing fora to discuss
cross-cutting issues. However, there is currently no practical
mechanism for multiple regulators to collaborate. With the
development of more innovative and cross sectoral business
models, regulators have recognised the need for a more focused
and streamlined approach. This is where the proposed
cross-sector sandbox comes in.
The FCA’s suggestion of introducing a cross-sector regulatory
sandbox is also consistent with the global trend of fostering
innovation: at least 31 global financial services regulatory
agencies now have a regulatory sandbox. In addition, in
January 2019, the FCA and 35 other financial organisations
also launched the Global Financial Innovation Network (GFIN)
to launch a cross-border testing pilot. The FCA’s current
proposed cross-sector sandbox builds on the lessons learned
from existing sandboxes and aims to leverage new opportunities
brought by technological developments.

••ensure that efficient and cost saving new technologies are

Key features of the FCA's proposed crosssector sandbox

On 29 May 2019, the FCA issued a Call for Input seeking views
on whether a single point of entry cross-sectoral sandbox would
be useful in achieving these goals. This is the first cross-sector
sandbox proposed by a global regulator and reflects the UK’s
desire to be perceived as a key centre for innovation and a
thought leader on technology.

Key features of the FCA’s proposed regulatory sandbox include
the following:

In a nutshell, the proposed cross-sector sandbox will allow
firms to test innovative products, services and business models
in a live market environment. Firms whose business spans
different sectors (eg telecommunications, public utilities and
banking) will be able to use this opportunity to obtain informal
regulator input and guidance. Products will be tested on a small
scale and appropriate safeguards would be put in place to
protect test participants. The deadline for submissions to the
FCA was 30 August 2019.

••Individual guidance – The FCA will explain how it will

made available to the public in a timely manner.

It appears that technology companies, telecommunication
companies, public utility providers and financial institutions will
be the most likely users of the cross-sector sandbox. Possible
use cases include the launch of Orange Bank by the French
telecommunications company, the launch of Ant Financial by
the Alibaba Group, and the introduction of other “hyper
platform” models by technology companies such as Tencent
and Baidu (Open Edge).
We consider the FCA’s proposed cross-sector sandbox in more
detail below.

••Restricted authorisation – The FCA will have a tailored

authorisation process for firms accepted into the sandbox.
Any authorisation or registration will be restricted to allow
firms to only test ideas as agreed with the FCA.
interpret the requirements in the context of a specific test.

••Informal steers – The FCA can provide views on the potential

regulatory implications of an innovative product or business
model that is at an early stage of development.

••Waivers – The FCA may be able to waive or modify an unduly

burdensome rule, for a test. However, the FCA will not able to
waive national or international law.

••No enforcement action letters – If a firm deals with the FCA

openly, keeps to the agreed testing parameters and treats
customers fairly, the FCA accepts that unexpected issues may
arise but it does not expect to take disciplinary action.

The FCA has said that it will oversee tests closely and set specific
safeguards for consumers. Sandbox tests are expected to have a
clear objective (eg reducing costs to consumers) and to be
conducted on a small scale. Under the sandbox arrangement,
firms will be able to test their innovations for a limited duration
(up to 6 months) with a limited number of customers.

Perceived benefits
From a financial services perspective, the proposed cross-sector
sandbox is expected to help:
••Reduce time and cost of getting innovative ideas to the

market (eg using DLT/ crypto assets as a payment
mechanism for utility bills);

••Facilitate access to finance and regulatory insight for innovators;
••Enable products with potential or immediate cross-sector

relevance to be tested and introduced to the market;

••Ensure appropriate consumer protection safeguards are built

into new products and services;

••Allow regulators to share learnings from various tests and

other sectors (eg on AI, DLT, Big Data and machine learning);

••Allow regulators to create a common or harmonised

regulatory and policy approach to the development and
implementation of new technologies; and

••Provide firms with complex new business models which span

more than one regulator with a unique, coordinated
single-point entry sandbox. Whilst the FCA has identified the
possible use cases referred to above (Orange Bank, Ant
Financial, Tencent and Open Edge), there will be greater use
of more innovative business models as more and more
technology and telecommunication firms diversify into
traditional business areas, such as banking and public utilities,
and vice versa.

Potential challenges
The FCA has also identified some of the potential challenges a
prospective cross-sector sandbox could face. They include:
••Lack of demand – It is difficult to predict how many firms

would submit an application that meets the eligibility criteria
set by participating regulators.

••Misunderstanding about the purpose of a sandbox – The

FCA expects that participating regulators will set eligibility
criteria and only accept applications from firms who have
shown a “need for testing”. This, the FCA believes, will
separate these genuine cases from those which simply wish
to gain a regulatory seal of approval.

••Firms do not improve own in-house knowledge – Since

regulatory feedback will be given, some firms (particularly
smaller firms) may lose the incentive to develop in-house
knowledge. As such, successful applicants to the cross-sector
sandbox will need to show that they have an understanding of
the regulatory framework in which they operate. Applicants will
also need to provide reports of their findings and next steps.
Also, restrictions on firms will only be removed once the FCA is
satisfied that a firm’s knowledge of the regulated market has
sufficiently (ie when firms are able to operate without exposing
markets and consumers to unacceptable harm).

••Differing regulatory remits – As regulators have different

mandates and objectives, they may arrive at different
conclusions when looking at the same trial outcomes. Given
different regulatory philosophies, there may also be
situations where competing objectives conflict. For example,
a new innovative business model that is prudentially sound
may be approved by the PRA. However, it may not receive
the FCA’s blessing if it does not promote effective

59

competition in the interests of consumers. However, the FCA
is of the view that looking at tests concurrently with other
regulators will help mitigate instances of uncertainty.
Although the sandbox should foster greater cooperation
between regulatory bodies in the live testing environment,
issues that are inherent in the various distinct regulatory
frameworks may arise even after the product or offering has
advanced into the formal marketplace. For example, a
cross-sector product might fall within scope of several
distinct dispute resolution mechanisms – different schemes,
such as the Financial Ombudsman Service and the Energy
Ombudsman, have different powers to, and parameters for,
ordering redress and compensation.

Comment
The proposed cross-sector sandbox is a further evolution of
the FCA’s commitment to fostering innovation, and recognises
that, even where sectors remain distinct, user behaviours and
expectations are driving increased interaction between
regulated sectors. Innovators from sectors other than the
purely financial should be encouraged to respond to the call
for evidence.
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Stormy outlook or a silver lining?
EIOPA consults on principles for
outsourcing to cloud service providers
18 July 2019

The increasing threat that new market entrants
might use technology to win a share of the
insurance market has been forcing established
insurers to assess the ways in which they
might maintain their competitive advantage.
These assessments can be difficult and have
far-reaching consequences, with some insurers
selling businesses to allow their systems to be
streamlined and others announcing significant
changes to their strategy.
Cognisant of changing market conditions, regulators are taking
particular interest in the steps that insurers are taking to use
technology in order to improve efficiency and to reshape their
operations. More generally, regulators are considering how
“operationally resilient” insurers (and other financial service
companies) are, and how business models will fare when they
are subjected to unexpected events.
Regulators (as well as legislators) are, however, also showing a
willingness to facilitate the use of new technologies. The EU’s
Digital Single Market Strategy is an important and widely
publicised initiative from the EU Commission, and is being
expressly recognised by regulators as they consider how best to
engage with progress in technology.

EIOPA consultation
Against this background, EIOPA has decided to consult on
whether its existing guidelines on outsourcing need to be
amended or supplemented to reflect properly the challenges
faced by insurers availing of the services of cloud service
providers (CSPs). Its consultation paper sets out a number of
policy questions on which EIOPA wants to engage. The paper
also contains a series of draft guidelines that are similar to, but
different from, EIOPA’s existing guidelines on outsourcing.
Many of the guidelines in EIOPA’s consultation paper will be
familiar to seasoned compliance professionals. These include
obligations to document matters appropriately, to give advance
notice to regulators before implementing material outsourcing
and to ensure that outsourcing is appropriately overseen on an
ongoing basis, none of which is surprising to insurers that must
already comply with Solvency II outsourcing rules
The consultation paper does, however, seek to engage on many
issues that are specific to outsourcing with CSPs. For example, it
invites insurers to consider whether their relationships with
different types of CSPs (eg those that provide software as a

service, those that provide insurers with a platform, and those
that make infrastructure available) might need to be treated
differently. EIOPA also highlights data protection, security
issues, the location of data and concentration risks (particularly
to large CSPs) as specific areas of concern.
Of these concerns, data protection and the risk of a
cyber-breach will be all too familiar to insurers. The ICO’s
recent announcements that it intends to fine British Airways
(£189m) and the Marriot hotel group (£100m) will have
ensured that there is no complacency now that GDPR
implementation projects have finished.
Engaging with CSPs may, however, require insurers to consider
location of data in a different way than in the past. CSPs can have
servers in numerous locations, and this can give rise to some
regulatory challenges. Even if all of these servers are in the EEA
(which would side-step some otherwise difficult data-protection
questions), financial regulators may need to be convinced that
insurers can discharge their obligation under Solvency II to
ensure that their regulators have effective access. Regulators
may become particularly focussed on this if the data in question
will be held on servers in remote and inaccessible locations.
Concentration risks may also require analysis that is more
difficult to assess than more readily quantifiable risks.
Establishing the operational risks posed by having a
relationship with a CSP that is not readily substitutable, or
having wide and varied relationships with a single CSP, will
almost certainly involve a multi-disciplinary assessment of
the insurer’s operational processes. Establishing and
prioritising the operational risks arising from concentrations
with any one CSP could prove difficult, particularly where the
relationship with the CSP covers a number of businesses with
operations in different countries.

Next steps
Interested parties were invited to respond to the consultation by
30 September 2019.
Of wider import, however, EIOPA set out its expectation that
new guidelines would apply from 1 July 2020 and that existing
arrangements would comply with those guidelines by 1 July
2022. How significant this exercise is will clearly depend on the
extent to which an insurer expects to rely on CSPs by 2020 or
2022, respectively. For some, this can be expected to be a
reasonably onerous exercise. While EIOPA indicates that some
flexibility may be forthcoming in respect of the 2022 deadline, a
given insurer can expect leniency to be dependent upon there
having been adequate engagement on the issue before then.

61

FCA publishes interim report on
general insurance pricing practices
market study
9 October 2019

The FCA’s latest market study (MS18/1.2), on
general insurance pricing practices, continues its
focus on general insurance markets. Building on
an earlier thematic review on home insurance,
the FCA has looked in particular at how firms
adapt the margins they aim to earn according to
the likely behaviour of individual customers.

“significant improvement”.
••All firms in the general insurance distribution chain (including

distributors and price comparison websites) are impacted by
these findings.

••The deadline for responding to the FCA’s questions was

15 November 2019.

Key findings
Three interconnected issues are considered:

Summary
••The FCA has found that pricing practices in the home and

motor insurance markets are “not working well for consumers”.
It will consult on potential remedies in Q1 2020 once its final
report is published.

••Possible solutions include prohibiting certain pricing

strategies and measures designed to make switching easier
for consumers.

••Firms’ oversight of pricing practices requires

••how firms set prices and treat their customers;
••whether pricing practices support effective competition; and
••what outcomes consumers experience as a result of

pricing practices.

Importantly, the FCA noted that all parties involved in the
general insurance distribution chain "influence the dynamics of
competition and pricing outcomes".

Price setting and customer treatment
••Most firms operate a form of “price walking”. This allows them to offer policies at a discount to new
policyholders but to recover any losses on renewal by increasing the price year on year. These increases
continue even after the initial discount has been recovered.
••This means that, over time, prices for renewal customers can be considerably higher than for new customers.
••A wide range of factors is used in setting prices, some of which are not correlated with risk; customers are
not necessarily aware of this.
••There is a link between auto-renewal and higher prices for home insurance, but there is no evidence of the
same in motor.
••Firms have introduced some constraints into their setting of renewal prices (eg the imposition of caps and
protecting vulnerable customers) but further improvement is needed.

Impact of pricing practices on competition

Consumer outcomes

••Competition forces are not functioning effectively in the current
market in the interest of all consumers.

••Margins vary considerably across customer groups (although the
differences are smaller in motor than in home insurance).

••Firms are discriminating on price by “optimising the margin” – prices
are set according to firms’ estimation of customers’ willingness to
accept a particular offer, leaving those who are least aware of pricing
practices (and who are therefore most likely to be profitable over the
long-term) paying more on average.

••Loyalty doesn’t pay: consumers tend to pay higher margins the longer
they stay with the same provider. Customers paying higher prices are
also more likely to renew, creating a pool of long-standing customers
paying premiums considerably higher than market average
premium for their risk.

••Because firms are not transparent about how prices are set,
consumers are not always able to understand why searching and
switching might benefit them and the extent of the savings they
could make.

••As part of its wider commitment to fair treatment of all consumer
groups, the FCA is particularly concerned that vulnerable
customers may be negatively impacted by existing pricing
practices. There is some evidence that this may be occurring in
relation to home insurance products.

••General insurance firms are largely profitable – add-ons and premium
financing are an important revenue source in addition to
underwriting. The FCA does not judge profits generated by firms to be
“excessive”.
••Although new business models are emerging (eg usage-based and
on-demand insurance), current competition dynamics are impeding
this innovation.

••A wide variety of characteristics are often associated with high
margin customers including brand loyalty, lack of awareness of
competing offers, low levels of self-reported knowledge of insurance
and a preference not to purchase financial products online.
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Potential remedies

••Tackling practices that discourage switching

The FCA expects to focus on implementing remedies to address
issues in three core areas. The interim report draws on examples
from comparable insurance markets around the world.
••Reducing prices for consumers who do not switch or

negotiate better deals

Proposed remedies range from restricting certain pricing
practices (such as limiting or banning price walking, or
restricting the use of certain factors in setting prices) to
requiring firms to engage proactively with customers to help
them switch to better deals. Changes in this area are likely to
align with broader product governance initiatives. Suggestions
include a requirement to firms to publish data on average
premiums across customer groups, and for senior managers
to be specifically responsible for assessing and monitoring
product value to target markets.

While the FCA is likely to hesitate to ban auto-renewals
altogether (given the clear advantage to consumers,
particularly in respect of compulsory motor insurance), it may
consider making auto-renewal opt-in only and requiring firms
to remove obstacles to consumers exiting contracts.
Remedies related to switching will take into account the
Competition and Markets Authority’s response to the loyalty
penalty super-complaint made by Citizens Advice in
September 2018.
••Fostering clarity and transparency in dealings with customers

The FCA is interested in facilitating greater transparency in
firms’ communications with customers. This could include
clarifying that a consumer’s premium has increased because
he or she has not changed provider in some time, as well as
avoiding statements that discourage switching.

How pricing practices can cause harm
Complex and opaque pricing techniques identify consumers who are more likely to
renew and can generate higher margins

Firms give these consumers higher quotes –firms’ practices also discourage shopping
around

Some consumers rely
on auto-renewal and
don’t switch or
negotiate on price

Some consumers don’t
research their options
and so pay more for
insurance

Some consumers use
significant effort
shopping around for a
competitive price

Practice points for firms
Although remedies are still some time from being imposed,
firms can begin to take action now to align their practices more
closely to the FCA’s emerging expectations:
••Notify customers (ideally in renewal documentation) that if

they are unhappy with a renewal offer, they can contact the
firm and negotiate on terms.

••Allow customers to cancel auto-renewal using the same

method of communication as was used when the
auto-renewal was selected.

••Review renewal communications, particularly those relating

to auto-renewal, to avoid language which implies that
customers need not make an active renewal decision.

••Conduct a review of factors used in pricing models and

eliminate those associated with potential vulnerability –
consider how to make customers aware of how their data is
used to calculate the price they pay.

••Ensure that pricing frameworks incorporate objectives for

customer treatment and that pricing committees consider
how diverse customer groups might be affected by pricing
strategies.

••Evaluate existing pricing models are not predicated on “a

small proportion of inactive customers covering a substantial
part of a firm’s non-claims costs, expenses and profits”.

••Remember that product value is not purely dictated by price

– the FCA is keen to ensure that product quality is maintained
and add-ons are not pushed excessively where such sales
would be inappropriate.
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FCA publishes finalised guidance on
general insurance distribution chain
27 November 2019

The FCA has published final guidance for
insurance product manufacturers and
distributors involved in the general insurance
(GI) distribution chain (FG19/5). The
guidance builds on existing FCA rules and
clarifies its expectations in respect of product
development, distribution and review.
Summary
••Firms must consider the value provided by product and

distribution arrangements to the customer.

••The FCA’s earlier thematic report (TR19/2) warned firms

involved in the design and sale of GI products that they must

Ensuring fairness in
pricing and product
value is a key
cross-sector priority
in the FCA Business
Plan 2019/2020

The FCA’s market study into GI
pricing practicesfound that pricing
practices in the home and motor
insurance markets are “not working
well for consumers” and firms’
oversight of pricing practices
requires “significant improvement”
Further findings are expected to be
published in Q1 2020

do more to protect customers from harm (see our “At a
glance” guide on TR19/2).
••The guidance is part of a broader FCA focus on product value.

Focus on product value
Manufacturers and distributors of GI and pure protection
products must focus on value in the design and distribution of
their products. They should interrogate information already
available to them and consider the need for more information
on how value flows through the distribution chain.
The FCA’s cross-sector priority of increasing fairness in pricing
and product value involves a range of issues. The guidance
aims to provide further clarity on (but not amend or go
beyond) existing rules and established expectations of firms.

TR19/2 identified
“significant potential for
harm and poor outcomes”
for customers arising from
product development and
distribution approaches in
some areas of the GI
market -an “immediate call
to action” to all GI firms

FCA Principles
for Businesses
state that firms
must treat
customers
fairly

Product oversight
and governance
requirements under
IDD have been
implemented
through PROD 4

Responsibilities of
Providers and Distributors
for the Fair Treatment of
Customers Regulatory
Guide (RPPD) remains
applicable and relevant for
considerations as to
product value

Scope of the guidance

Actions for manufacturers

The guidance applies:

Manufacturers’ product approval processes should focus on
(and record) the benefits a product is intended to provide to the
target market and value considerations of that target market.

••to all manufacturers or distributors of GI or pure protection

products, including authorised firms and appointed
representatives; and

••to all GI or pure protection products, whether or not they

were covered by the May 2019 thematic review – although
all products will function differently, product value should
remain a focus for all firms.

Methods for assessing product value:
••Use as much available data as possible – customer research,

claims and complaints data, analysis of competitors’
products and relevant data published by the FCA.
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••Consider the difference between the risk premium and the

final selling price paid by the customer and whether there is
a reasonable relationship to the benefits or services actually
provided – firms should:
use existing information to understand who does what in
the distribution chain;
consider whether it is “necessary and reasonable” to ask
for more information from other parties within the
distribution chain;
ask other parties for cost/remuneration information
directly, or ask them to demonstrate how their
remuneration is consistent with the obligation on
distributors to act in the customer’s best interests; and
note any wider legal obligations (eg competition law).

••Obtain appropriate and reliable ongoing management

information from parties within the distribution chain to
assess whether delegated activities are being conducted in
line with the manufacturer’s obligations.

••Where the product review process indicates a risk of harm to

customers, respond appropriately – consider:
amending the product;

changing the distribution and/or remuneration strategy;
focusing on a different target market; and
if no alternative is available to remedy the risk of harm,
potentially withdrawing the product.

Actions for distributors
The FCA anticipates that distributors are “well placed to
identify initial signs of a product resulting in customer harm”.
They are expected to:
••Understand the manufacturer’s assessment as to the

intended product value.

••Monitor whether this product value is actually being

achieved – distributors should recognise that intended
product value may not be realised where:
their remuneration bears no reasonable relationship to
their costs or workload;
their involvement in the distribution chain provides little or
no incremental benefit to the customer;
they are incentivised to propose or recommend products
which either do not meet the customer’s needs or do not
meet them as well as an alternative product;

they are able to determine the final selling price
themselves; and
fees are charged once customers are already committed.
••Inform the manufacturer where harm is identified and, if

necessary, amend the distribution strategy (eg choose an
alternative distribution method, reduce the amount of
remuneration received, or potentially stop distributing
the product).
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Brexit – the impact on the
insurance sector
22 December 2019

In common with other financial services firms,
UK (re)insurers and (re)insurance
intermediaries currently benefit from
passporting rights set out in the Solvency II
Directive (Solvency II) and the Insurance
Distribution Directive (IDD). Withdrawal from
the EU does not of itself mean that they will no
longer be able to do business in EEA States.
What it does mean is that they will not be able
to carry on (re)insurance activities on an
EEA-wide basis as a matter of right, flowing
from the UK’s membership of the EU.
To mitigate the impact of this change, and absent a deal
between the UK and EU preserving passporting rights (which
is not expected), a number of UK (re)insurers and
intermediaries have established, or are establishing, an EEA
subsidiary to act as a ‘hub’ for their group’s EEA business with
a single EEA authorisation.
Other approaches available to ensure that cross-border
business can continue post-Brexit include establishing
authorised branches in relevant EEA jurisdictions, as provided
for in Solvency II (but not in the IDD). A key disadvantage with
this approach, however, is that a UK (re)insurer or
intermediary will not be able to rely on a branch authorisation
obtained in one EEA state to conduct (re)insurance activities
in other EEA states; passporting rights do not attach to a
branch authorisation.
The loss of passporting rights is equally relevant to the
cross-border activities of (re)insurers and intermediaries
coming from the EEA into the UK – those that are carrying on
(re)insurance business in the UK will require authorisation
from the Prudential Regulation Authority (PRA) or the
Financial Conduct Authority (FCA) (as the case may be) for
those activities.

Deal or no deal?
In November 2018, the UK Government agreed terms with the
European Council for the UK’s withdrawal from the EU, as set
out in the Withdrawal Agreement endorsed by the EU
Councilon 25 November 2018. The accompanying
PoliticalDeclaration set out a framework for the future
relationship of the EU and the UK.
The UK Parliament subsequently blocked approval of the
Withdrawal Agreement three times under Prime Minister
Theresa May. In October 2019, Boris Johnson's Government
and the European Commission agreed a revised Brexit deal
which is now expected to be approved by the UK Parliament,
meaning that the UK will leave the EU on 31 January 2020.

The Withdrawal Agreement provides for a transitional period
which is set to run from the date of the UK’s withdrawal from
the EU until 31 December 2020. During that period, both (re)
insurers and (re)insurance intermediaries would continue to
benefit from the passporting rights that they currently hold, but
ultimately stand to lose.
This is because the non-binding revised Political Declaration
that accompanies the revised Withdrawal Agreement contains
little of substance about the future conduct of cross-border
financial services beyond the parties aspiring to complete
equivalence assessments with respect to each other before the
end of June 2020. Whilst a finding of equivalence would have
some value for certain UK (re)insurers, those benefits fall
considerably short of offsetting the loss of the passport. In the
case of intermediaries, “equivalence” has no meaning
whatsoever under the IDD. It is not clear, therefore, that a
finding of equivalence would assist those wishing to distribute
insurance cross-border.
For UK (re)insurers with insureds in EEA States, there is a
particular risk that, once the transitional period comes to an
end, they will no longer be licensed to deliver services in those
countries unless they go through the onerous process of
establishing an authorised branch in each country (or unless the
policies have been transferred to an EEA carrier). Not doing this
may leave (re)insurers unable to pay out on claims.

EIOPA recommendations
Recommendations published by the European Insurance and
Occupational Pensions Authority (EIOPA) in February 2019
provided some, very late, guidance in relation to cross-border
(re)insurance activities. In particular, EIOPA emphasised the
importance of safeguarding policyholders.
In some areas, EIOPA provided explicit guidance on the
approach it expected individual states to take. For example, and
unsurprisingly, EIOPA stated that UK (re)insurers should not be
allowed to write new contracts in the EEA post-Brexit without
having an EEA authorisation. In other areas, EIOPA took a
“softer” approach, leaving it up to individual states to decide
how to respond. Some of the key points arising from EIOPA’s
recommendations are set out below.

(Re)insurers
Key points for (re)insurers arising from the recommendations
included the following in relation to so-called “legacy business”:
••EEA States were encouraged to apply a mechanism for the

run-off of EEA business by UK (re)insurers who lose their
authorisation or to require those (re)insurers to take immediate
steps to become authorised. A number of jurisdictions,
including France, Germany, Ireland and Spain have introduced
measures to deal with the run-off of (re)insurance contracts.
Each state’s approach is, however, different.
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••EEA States were also encouraged to recognise that, whilst UK

(re)insurers should not be able to write new business
(including any renewals, extension or increase of cover)
without obtaining a suitable EEA authorisation, policyholders
who exercise an option or right in an existing policy to start
taking their pension should not be prejudiced.

••Where a policyholder is habitually resident in the UK at the

date of entering into a life insurance contract but moves to the
EEA afterwards, national authorities should take this into
account in its supervisory review. Implicit in this
recommendation, the UK insurer should be enabled to meet
its obligations to policyholders under this category of contract
without the need for an EEA authorisation (or without having
to transfer the policy to an EEA carrier). It also suggests that
the servicing of policies that were written before Brexit on a
cross-border basis would require an EEA authorisation. In
practice, it seems that most policies in this second category
have been, or are being, transferred to an EEA insurer in the
lead up to Brexit.

••National authorities should take the same approach to those

classes of non-life business where the risk is treated by
Solvency II as situated in the state of an individual’s habitual
residence (or the state of a legal person’s establishment).
Making an exception for cover relating to buildings, buildings
and their contents and to vehicles, as EIOPA does, is
consistent with Solvency II rules on the location of risk. It is
also consistent with the view that the habitual residence of an
individual is only relevant at the outset of a contract. EIOPA
recognises, however, that individual states may take different
views on this.

Intermediaries
The difficulties raised by Brexit for intermediaries have received
considerably less attention from regulators than those of (re)
insurers. EIOPA’s recommendation on distribution activities
emphasises the importance of consistency in regulation across
the EU and in the uniform application of the IDD. At the same
time, it recognises explicitly the ability of individual states to
take their own view on how intermediaries should be regulated,
provided that the minimum standards of the IDD are met.
Planning for Brexit has been hindered by competing provisions
in the IDD determining its jurisdictional scope, including
uncertainty about how far the prohibition in Article 16
(restricting reliance by EEA insurers and intermediaries on
non-EEA brokers) extends. The following remarks made by
EIOPA are relevant:
••EIOPA recommends that national regulators consider

“distribution activities which target EU27 policyholders or
EU27 risks”. This is different to the language in IDD, which
references the “taking up and pursuit” of distribution activities
in the EEA.

••National regulators should also “assess any distribution model

against the definition of distribution activity … in the IDD“.

EIOPA’s view seems to be that IDD requirements should be
applied to all distribution activities that involve EEA
policyholders and EEA risks. This would be a broader test of
what amounts to “distribution activities” than regulators in
some jurisdictions are thought to apply. The UK, for example,
applies a test of where the relevant activities are carried on and
not one of where the risk or client is located.
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FCA guidance published shortly after EIOPA’s recommendations
were released adds little, if anything, to what was said by EIOPA.
For brokers, in particular, the FCA acknowledged that this is “a
complex area” and advised firms to contact local EEA regulators
and seek legal advice.

Post-Brexit UK regime
UK regulation of (re)insurers post-Brexit seems likely to follow
Solvency II closely. The argument for further change (beyond
the various changes that have already been introduced by the
PRA) once the UK is no longer constrained by Solvency II is that
reducing the burdens imposed on UK-headquartered groups
would enable them to become more competitive outside the
EEA. In practice, there are other considerations:
••The PRA was behind much of the content of Solvency II and is

unlikely to want to depart radically from its standards.

••Many UK (re)insurance companies have also said that they

would not welcome the upheaval that would accompany a
significant rewriting of the rules.

••For the UK to be assessed as ‘equivalent’, it will undoubtedly

need to follow Solvency II closely.

Equally, post-Brexit UK regulation of (re)insurance
intermediaries can be expected to remain much the same as
today. This is in large part because the IDD establishes
minimum standards only for the conduct of (re)insurance
distribution business and the UK therefore already has greater
freedom than under Solvency II to establish its own rules.
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Court of Appeal clarifies
circumstances in which the turnover
of a parent company can be taken
into account for sentencing health
and safety offences
Bupa Care Homes (BNH) Ltd v Regina [2019] EWCA Crim 1691
11 October 2019

The Court of Appeal has halved the fine
imposed on a care home company after finding
that the sentencing judge had been wrong to
take into account the financial position of the
company's parent.
The ruling in Bupa Care Homes (BNH) Ltd v
Regina provides further clarity on an aspect of
the new Sentencing Guideline for health and
safety offences which had caused uncertainty,
namely the circumstances in which the
resources of a parent company can be taken
into account when sentencing its subsidiary.
First instance decision
Bupa Care Homes (BNH) Ltd (Bupa Care Homes) pleaded
guilty to an offence under the Health and Safety at Work etc.
Act 1974 (the Act) following the death of a resident who
contracted Legionnaire's disease at its Hutton Village Nursing
Home. Although the company admitted breaching the Act, it
disagreed with the Health and Safety Executive (as prosecuting
authority) over the extent of its failings and over whether those
failings caused the resident's death.
Following a sentencing hearing, the judge concluded that the
company "fell far short of the appropriate standards by allowing
problems of which they were aware and which had a direct
bearing on the management of Legionella risk to persist over a
lengthy period". She found that:
••all responsibility for managing the well-known risk of

Legionella had been devolved to an individual with no relevant
qualifications or training (the home's manager); and

••the company had undertaken a number of risk assessments

over the years but these were inadequate and their
conclusions had not been implemented.

The judge also concluded, however, that whilst the company's
failings had created a risk of Legionella infection, they did not
cause or contribute to the resident's death. His exposure to
Legionella appears to have been caused not by any failure of the

company but by the failure of contractors to flush and disinfect
pipes following refurbishment work.
The judge sought to calculate an appropriate fine by reference
to the Definitive Guideline for Health and Safety Offences,
Corporate Manslaughter and Food Safety and Hygiene
Offences (the Guideline). The Guideline, which has been in
force since 2016, requires judges to follow a multi-stage
approach to calculate a fine based upon a company's size
(measured by turnover), the seriousness of the offence and
other factors. When it first came into force, the Guideline was
expected to herald not only a more structured approach to
sentencing but also much bigger fines, particularly for large
corporate offenders.
The Guideline requires the sentencing judge to take a number
of steps:••First, the judge must determine the extent of the offending

company's culpability (Low, Medium, High or Very High) by
reference to a number of relevant factors.

••Next, the judge must decide which 'Harm Category' the

offence falls into. This is determined by combining (i) the
severity of the harm risked by the offence (from minor injuries
up to death/serious injury); and (ii) the likelihood of that harm
eventuating (Low, Medium or High).

••The next step is to classify the size of the company as Micro,

Small, Medium, Large or Very Large by reference to its turnover.

••The Guideline provides a "starting point" and "range" of

potential fines that apply to different combinations of
culpability, harm category and size. For example, if a Medium
sized company committed an offence which created a high
likelihood of death or serious injury and the judge determined
that the company's culpability was High, the starting point for
calculating a fine would be £950,000 and the range would be
£600,000 to £2,500,000.

••The judge then determines where within the range a fine

should be set by reference to various aggravating and
mitigating factors.

••If the offence caused actual harm (rather than just the risk of

harm) and/or if it exposed multiple individuals to the risk of
harm, the judge may consider it appropriate to set a fine
towards the top of the applicable range or even to move up to
the next range.
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••Having set a fine, the judge is required to "step back" and

"check whether the proposed fine based on turnover is
proportionate to the overall means of the offender". At this
stage the judge might, for example, reduce the fine if a
company had very low profitability relative to its turnover.

The Guideline provides starting points and ranges of fines for
Micro, Small, Medium and Large companies. A Large company
is one with a turnover of more than £50 million per year. The
Guideline refers to an additional category of 'Very Large'
companies, namely those whose turnover "very greatly"
exceeds £50 million and for which "it may be necessary to
move outside the suggested range to achieve a proportionate
sentence". The Guideline does not indicate how much larger
than £50 million the turnover must be to qualify as a Very Large
company (although based on the cases heard to date it seems
that the turnover would have to be several hundreds of millions).
Nor does the Guideline indicate how much greater would be the
appropriate fine for a Very Large company than for a Large
company in the same circumstances. Thus, whilst the Guideline
provides somewhat greater certainty in relation to sentencing
for most companies, it does not do so for companies with
turnover in the hundreds of millions or more.
Importantly, the size of the company (for sentencing purposes)
is determined by reference only to its own turnover. If the
company is part of a group, the financial resources of its parent
and any other group companies are disregarded except in cases
where "exceptionally" the resources of another company are
"available [to the offending company] and can properly be taken
into account".
In the case of Bupa Care Homes, the judge concluded that the
company's culpability was High and that the harm risked was of
the most serious kind (death / serious injury) but that the
likelihood of that harm eventuating was Low. Bupa Care Homes'
turnover during the relevant period was around £70 million to
£90 million per annum. As such it was clearly a Large company
but it was not suggested that it was Very Large. Applying these
factors, the judge identified the appropriate range of fines and
then moved up to the next range to take account of the fact that,
whilst the company's offence had not led to any actual harm, it
had risked harm to a significant number of individuals. These
considerations pointed to a starting point of £1.1 million and a
range of £550,000 to £2.9 million. The judge concluded that,
within this range, a fine of £2.25 million would be appropriate.
However, the judge then went on to note that, whilst Bupa Care
Homes itself was a Large Company (with a turnover in the tens
of millions) it was part of a very much larger organisation. Its
ultimate parent company, British United Provident Association
Limited (BUPA), had a turnover of more than £10 billion at the
relevant time with annual profits measured in hundreds of
millions. The judge stated that: "BUPA as a whole is an
enormous organisation and has huge revenues. In order to meet
the aims of sentencing … I consider it proper … to elevate the
starting point from £2,250,000 to one of £4,500,000". The fine
of £4.5 million was then reduced by one third (to £3 million) to
take account of Bupa Care Homes' early guilty plea.
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Court of Appeal decision
Bupa Care Homes appealed the sentencing decision on
two grounds.
First, the company noted that, before doubling the fine to take
account its parent's turnover, the judge had set an initial fine
towards the top of the applicable category range (£2.25 million
in a range of £550,000 to £2.9 million). This was, according to
the judge, to reflect "where this sits in terms of harm and
culpability within the range". In other words, the judge decided
upon a fine towards the top of the bracket on the basis of the
company's high culpability. Bupa Care Homes argued that its
high culpability was one part of the assessment that had placed
it in this bracket in the first place and so imposing a fine at the
top of the bracket for this reason amounted to double counting.
The Court of Appeal rejected this. It confirmed that a
sentencing judge is entitled to take account of all relevant
factors when deciding where in the range to a set a fine and that
the culpability of the offending company was one such factor.
The Court noted that not every company found to have High
culpability will be in exactly the same position. One offender
may be found to have High culpability on the basis of just one
relevant factor whereas another might be placed in the same
category on the basis of a number of relevant factors. Discretion
over where in the range to set a fine allows judges the necessary
flexibility to do justice in both cases.
Secondly, Bupa Care Homes argued that the judge had been
wrong to take into account the financial position of its parent
company. As noted above, the Guideline provides that the court
should look only at the financial position of the defendant
company itself save in "exceptional" cases where the resources
of a parent company are available to the defendant subsidiary
and can properly be taken into account. Bupa Care Homes
argued that there were no such exceptional circumstances in
this case.
The Court reviewed the two appellate decisions that have dealt
with this aspect of the Guideline:••In R v Tata Steel UK Ltd, the defendant appealed against a fine of

£1.985 million for two health and safety offences in which
workers had been injured. The defendant was a very
substantial company in its own right (with turnover of £4 billion
during the relevant period) but it was being operated at a
significant loss (a loss of £851 million in the relevant year).
Tata Steel UK argued that the fine should be reduced to take
account of its losses. The sentencing judge declined to do so
on the basis that, whilst the defendant itself was loss making,
it was part of a much larger group which was profitable and
which would cover any fine imposed.
Importantly, the accounts of Tata Steel UK stated that it could
not continue as a going concern without ongoing financial
support from its parent (in other words, without that support
it would technically be insolvent and could not continue to
trade). For this reason the sentencing judge declined to make
any downward adjustment to take account of the defendant's
losses. The Court of Appeal approved this approach. The fact
that the defendant required its parent's support in order to
continue as a going concern made this one of the
"exceptional" cases referred to in the Guideline.

••In R v NPS London Ltd, the defendant appealed against a fine of

£370,000 for a health and safety offence. In this case the
defendant was a Small company (with turnover of around
£5 million). Its parent's turnover was around £125 million
(making it a Large company for the purpose of the Guideline).

The sentencing judge calculated a fine by reference to the
starting point and range applicable to a Large company. The
defendant appealed on the basis (i) that it was wrong in
principle to take into account the financial position of its
parent company as this was not one of the exceptional cases
in which it was appropriate to do so; and (ii) that, even if it
was acceptable in principle to take account of the parent
company, the sentencing judge was wrong to calculate a fine
as though the defendant itself was a Large company. The
correct approach would have been to calculate a fine by
reference to the starting point and range applicable to the
defendant (as a Small company) and then take account of the
parent company's financial position only when "stepping
back" (as required by the Guideline) in order to decide
whether the assessed fine was "proportionate to the overall
means of the offender".
The Court of Appeal rejected the first ground of appeal. As in
the Tata case, the defendant was loss-making and its
accounts could only be prepared on a going concern basis
because of its parent company's support. This was an
exceptional circumstance that allowed the judge to take
account of the parent's resources. However, the Court
accepted the second ground of appeal. Even where it is
appropriate to consider the parent company's turnover, "it is
the offending organisation’s turnover, and not that of any
linked organisation, which … is to be used to identify the
relevant table. This reflects the basic principle of company
law that a corporation is to be treated as a separate legal
person with separate assets from its shareholder(s)". As NPS
had argued, the financial position of the parent company
should be considered only when the judge "steps back" to
consider whether the fine calculated by reference to the
subsidiary's turnover is proportionate. In this case the Court
of Appeal reduced the fine from £370,000 to £50,000.
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Comment
Whilst this ruling is consistent with the other appellate
authorities (Tata and NPS), it nonetheless provides welcome
clarification of the strictly limited circumstances in which the
financial position of a parent company can be taken into
account for the purposes of sentencing its subsidiary.
The mere fact that the defendant has a parent with substantial
resources does not, of itself, mean that those resources can be
taken into account. The prosecuting authority must demonstrate
both that the parent's resources are "available" to the subsidiary
and that a "special factor" exists which makes it appropriate to
take those resources into account. Even if both of those tests are
satisfied, the sentencing judge must still focus primarily on the
subsidiary in the first instance and assess an appropriate fine
based on that company's turnover. It is only when "stepping back"
and considering whether the fine is proportionate that a judge can
into account the parent's resources.
To date, the only "special factor" making it appropriate to
consider a parent company's resources which has been
endorsed by the Court of Appeal is a situation where the
subsidiary is loss-making and could not continue to trade as a
going concern without the ongoing financial support of its
parent. However, the Court of Appeal in Bupa "decline[d] to
speculate on what [other] special factors might be; the question
will have to be determined as and when it arises". This leaves it
open to prosecutors to argue that other circumstances amount
to "special factors" and so further developments in this area can
be expected.

The key point in both Tata and NPS was the fact that the
defendant companies were loss-making and could not have
continued trading without their parent companies' financial
support. This is, of course, distinct from the more common
position where a parent company (or another group company)
provides finance to a subsidiary on an arm's-length basis.
Having reviewed those authorities, the Court of Appeal had no
difficulty in concluding that, in the case of Bupa Care Homes,
the sentencing judge had been wrong to take account of the
parent company's financial position. Unlike Tata and NPS, Bupa
Care Homes was not dependent upon its parent company's
financial support and no other "exceptional" or "special" factor
existed that would justify taking account of the parent
company's resources. The Court of Appeal re-instated the fine
of £2.25 million which the sentencing judge had originally
assessed before, wrongly, doubling it to take account of the
parent company and then reduced this to £1.5 million for an
early guilty plea.

Additional references
R v Tata Steel UK Ltd [2017] EWCA Crim 704
R v NPS London Ltd [2019] EWCA crim 228
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Product liability

Criminal Liability for
Defective Products
This article was first published in The International Comparative Legal Guide to: Product Liability 2019
When a business discovers that one of its
products may be unsafe, its first concerns will
often be the negative publicity that will follow
a recall and the potential civil claims from
end-users and/or other companies in the
supply chain.
However, the possibility of criminal prosecution should also be
given close attention from the outset. The reputational damage
from having been prosecuted for a criminal offence can be a
significant concern in itself and for the most serious offences (ie
corporate manslaughter and breaches of health and safety law)
companies can face very significant fines under sentencing
guidelines that have been in force since February 2016. In
addition, individual directors/employees can in some cases face
fines and/or imprisonment.
This article discusses the various criminal offences which arise
in the context of defective products. We consider in turn
offences under the General Product Safety Regulations 2005,
the Consumer Protection Act 1987, the Health and Safety at
Work etc. Act 1974 and the Corporate Manslaughter and
Corporate Homicide Act 2007.

The General Product Safety Regulations 2005
The main regulatory regime that imposes criminal liability on
producers and distributors of unsafe products in the UK is set
out in the General Product Safety Regulations 2005 (GPSR).
The GPSR give effect to the European General Product Safety
Directive (2001/95/EC) and apply to all products except to the
extent that they are subject to sector-specific regulations (eg
food and drink, toys and cosmetics). The Regulations impose
broad safety requirements backed up by criminal sanctions.
Impact of Brexit
The GPSR are part of UK law (albeit their purpose is to
implement EU law) and will therefore remain in force after the
UK leaves the EU. However, various aspects of the GPSR are
tied into the EU wide system of product safety regulation that
may or may not be recognised in the UK post-Brexit. For
example, when defining the concept of a ‘safe product’ the
GPSR refer to applicable European standards (as well as UK
standards). The GPSR also refer to the UK government using the
EU RAPEX system to notify governments of other member
states of products that pose a serious risk. Parliament has
passed a statutory instrument amending the GPSR to remove
these references to EU-level regulation. These amendments will
automatically come into force in the event that the UK leaves
the EU in a ‘no deal scenario’ (ie without a withdrawal
agreement having been finalised and without any transitional
period). In the event that there is a withdrawal agreement, it is
anticipated that decisions on issues such as the UK’s continuing
recognition of European standards and participation in the
RAPEX system will be taken during the transitional period.

Changes to EU law
In 2013, the European Commission published a new draft
Regulation on Consumer Safety which, when enacted, will repeal
the General Product Safety Directive 2001 (ie the EU law which
is implemented in the UK by the GPSR). If enacted in its current
form, the new Regulation will maintain the most important
features of the existing regime, but there will be some additional
requirements including clearer rules for marking products to
assist in any recall. Unlike the General Product Safety Directive
2001, the new Regulation on Consumer Safety will have direct
effect in all Member States. If the new Regulation is passed by
the European Parliament before the UK formally leaves the EU, it
will take effect in the UK and will, presumably, be retained after
the UK leaves (potentially subject to amendments of the kind
that have already been passed in relation to the GPSR to remove
certain references to EU-wide regulation). If, on the other hand,
the new Regulation is not passed by the European Parliament
before Brexit, it will not become law in the UK.
General Safety Requirement

Producers
The core requirement under the GPSR is that producers must
not place any product on the market unless it is a safe product
(Regulation 5). A safe product is defined broadly in Regulation 2
as one which, under normal or reasonably foreseeable
conditions of use, does not present any risk or only the
minimum risk compatible with the product’s use.
There is a presumption that the general safety requirement is
met where the product conforms to either: (i) any applicable
specific health and safety requirements laid down by UK law; or
(ii) a voluntary national standard which gives effect to a
European standard (reference to which has been published in
the Official Journal of the European Union). As noted above, the
reference to European standards will be removed in the event
that the UK leaves the EU without a withdrawal agreement.
For certain types of products (eg refrigerators, freezers, hot
water boilers, etc.), the producer is required to certify
conformance with the relevant EU level safety standards by
displaying the ‘CE mark’ on the product (or, if that is not
practical, on its packaging). Again, the references to CE marking
will be removed and replaced with reference to a new UK
system of marking (UKCA) in the event of a no-deal Brexit.
In many cases it will be clear that a product is unsafe but, in
others, the complicated definition provided by Regulation 2
might allow room for uncertainty. Difficult questions could arise
from the range of factors to be considered in determining
whether a product is unsafe, including:
••the characteristics of the product including its composition,

packaging and instructions;

••the presentation of the product, its labelling, any warnings

and instructions for use;

••the effect of the product on other products; and
••whether vulnerable consumers, such as children and the

elderly, are at risk.

In addition, Regulation 6(3) provides that one factor in
assessing whether or not a product is safe is “reasonable
consumer expectations concerning safety”. This underlines the
point that different levels of risk will be acceptable in respect of
different types of product.
There is a distinction in the GPSR between unsafe products that
pose a “serious risk…requiring rapid intervention” and those
that do not. Severity of risk is determined through a structured
risk assessment (discussed in more detail below). This
distinction is primarily relevant to the Government rather than
the producer, since the Government is required to share
information on products posing serious risks via the European
RAPEX system but the distinction is also relevant to producers
(and distributors) because it affects the speed with which they
are expected to notify the authorities. RAPEX is a system which
facilitates rapid exchange of information concerning dangerous
products between governments of Member States and the
European Commission. The UK will not automatically continue
to participate in RAPEX after it leaves the EU. There have been
suggestions that the UK may seek to remain part of RAPEX
(whether as a full participant or in some other way). It is likely
that this will be considered further during the transitional period
that would follow a withdrawal agreement being finalised. If, on
the other hand, the UK leaves the EU without a deal, it will cease
to be part of RAPEX (albeit some mechanism for ongoing
participation could be agreed at a later date).
Under the GPSR, the very fact of placing an unsafe product on
the market is itself a criminal offence. It is an offence of strict
liability subject only to the defence of due diligence, which is
discussed below. The maximum penalty is a fine not exceeding
£20,000 or imprisonment for a term not exceeding 12 months
or both.
The relevant prosecuting authority will always have a discretion
whether or not to prosecute. Our experience is that the
authority will normally choose not to prosecute where the
producer is a reputable business and is seen to be taking
responsible measures to address the risk created by the
product. However, the fact that an offence will often already
have been committed by the time the defect is discovered
provides the authority with a helpful enforcement tool should
the producer not take what the authority considers to be the
required remedial action, or fail to do so in the way the authority
wishes it to, or within its desired timetable.

Distributors
The equivalent obligation placed upon a distributor is not to
supply (or possess for supply or offer or agree to supply) a
product that he knows (or should have presumed on the basis of
the information in his possession and as a professional) is a
dangerous product.
In practice, it is more difficult for a prosecutor to establish that a
distributor has committed an offence than it would be in respect
of a producer. This is because it is necessary to prove
knowledge or implied knowledge on the part of the distributor
that the product was unsafe (whereas, for a producer, there is
no such requirement). The maximum penalty is the same as for
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a producer: a fine not exceeding £20,000 or imprisonment for a
term not exceeding 12 months, or both.
Duty to notify
One of the most difficult judgments to make in practice is when
to notify the enforcement authority that a product is (or may be)
unsafe. After a producer (or distributor) first becomes aware of
a potential issue it will want to carry out tests, which can be
time consuming, to understand the nature and extent of the
problem before deciding on a course of action. There may be
some uncertainty as to whether or not the product is unsafe
and, even if it clearly is, a producer will usually want to establish
the risk it poses and, crucially, how many units of the product
have been supplied, where and to whom. The most effective
recalls in our experience are those in which the producer is able
to supply the enforcement authorities with this relevant
information and explain what steps it is taking.
Regulation 9, however, requires that once the producer or
distributor knows that the product is unsafe (ie that it poses risks
to the consumer that are incompatible with the general safety
requirement), they must notify the enforcement authority
“forthwith”. European Commission Guidelines to producers and
distributors interpret this to mean that notification should be
made as soon as relevant information has become available and,
in any event, (i) within 10 days, or (ii) immediately and not later
than three calendar days where a serious risk is identified. The
Guidelines are not strictly binding but are likely to receive judicial
notice (this may well be the case even after the UK leaves the EU
given that: (i) the wording of the GPSR will remain largely
unchanged and the guidance is therefore still likely to be seen as
relevant; and (ii) producing new guidance is unlikely to be a
priority for the UK Government).
Failure to notify in accordance with Regulation 9 is a criminal
offence and it is committed by a producer or distributor where it
is proved that he ought to have known that the product posed
risks to consumers that are incompatible with the general safety
requirement and failed to notify “forthwith”. In our experience,
some latitude is given and the enforcement authorities tend to
focus on ensuring proper steps are taken to counter the risk
rather than on prosecuting companies for technical breaches.
However, the position might be different if a consumer has been
injured before the authorities are notified. In such
circumstances, the risk is that the matter will be viewed with the
benefit of hindsight and it will be more difficult for the producer/
distributor to show that they ought not to have known the
product posed a risk. There is, therefore, always some risk in
delaying notification.
As noted above, because of the different expectations regarding
speed of notification, a company that has determined that a
product is unsafe will need to undertake a further assessment to
determine whether or not the risk is “serious”. The European
Commission Guidelines for producers and distributors (referred
to above) set out a risk assessment methodology. This requires
producers to determine:
••The severity of injury that could be caused by the product

(slight, serious or very serious).

••The probability of an injury occurring. This will depend on

(i) the proportion of products likely to exhibit the defect, and
(ii) the likelihood of the defect leading to harm. For example, if
the defect affects at least 10% of the products and the
consequential hazard is likely to occur during normal use, the
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overall probability of injury is high. If, alternatively, 1% or less
of the products are affected and the hazard is less likely to
occur, the overall probability of injury is low.
••Whether or not the hazard is likely to affect particularly

vulnerable people.

••Whether the danger is obvious or addressed by adequate

warnings/safeguards.

Combining the outcomes of these different elements will lead to
a classification of low, moderate or serious risk.
Separate Commission Guidelines aimed at member state
governments (which are required to determine whether or not a
risk is serious for the purposes of RAPEX notification) provide a
more sophisticated risk assessment methodology. For example:
(i) they provide far greater detail on the classification of
different types of injury; and (ii) they require the user to
consider the factual scenario that could lead to an injury and to
assess separately the probability of each step in that story in
order to come to an overall probability of injury. Although
‘Member State Guidelines’ are not directly applicable to them,
producers would be well advised to consider these since they
are used by the enforcement authorities. As explained above, it
remains to be seen whether or not the UK will continue to
participate in the RAPEX system after it leaves the EU.
Other obligations of producers
Criminal sanctions can also follow non-compliance with the
following obligations placed upon producers under Regulation 7:
••the obligation to provide consumers with the relevant

information to enable them to assess the risks inherent in a
product and to take precautions against those risks where
such risks are not immediately obvious;

••the requirement to adopt appropriate measures to enable

a producer:

to be informed of the risks which a product might pose. For
example by (i) marking the product or its packaging with the
name and address of the producer and the product reference,
and (ii) investigating and, if necessary, keeping a register of
complaints concerning the safety of the product; and
to take appropriate action to address any safety issue it
becomes aware of (including withdrawal and/or recall of
products). In 2018 the Government published a new Code
of Practice (“Supporting Better Product Recalls”) which
includes guidance on the type of measures that a company
should have in place to enable it to effectively withdraw/
recall products where necessary. This includes, in
particular, an expectation that companies will have a
written Product Safety Incident Plan. Such a plan is
expected to include, amongst other things: (i) information
on product and customer traceability; (ii) a plan for
monitoring product safety; (iii) a plan for notification of
the relevant authorities; (iv) a risk assessment procedure;
and (v) a mechanism for deciding upon appropriate
corrective action.
Other obligations of distributors
Distributors are required under Regulation 8, within the limits
of their activities, to participate in the monitoring of product
safety by:
••passing on information on the risks posed by a product;

••keeping documentation necessary for tracing the origin of a

product and producing that documentation when required;
and/or

••co-operating with the enforcement authority and/or the

producer to avoid the risk posed by an unsafe product.

Again, these obligations are reinforced by criminal sanctions.
A successful prosecution under Regulations 7 or 8 will result in
a fine or imprisonment for a term not exceeding three months,
or both.
Safety notices
An enforcement authority has the power under the GPSR to
serve upon a producer or distributor a variety of safety
notices including:
••Suspension notices (Regulation 11) which prevent the

producer/distributor, for the period of the notice, from placing
the product on the market or supplying it. This type of notice
is appropriate where the authority needs time to organise its
own safety evaluation of the product.

••Requirements to mark or warn (Regulations 12 and 13). These

notices are appropriate where the authority considers the
product could pose risks in certain circumstances. The
notices ensure the producer/distributor either marks on the
product or provides warnings with the product.

••Withdrawal notice (Regulation 14), which prohibits the

producer/distributor from placing the product on the market
or supplying it. This is an extreme step and will be taken only
if an enforcement authority considers (i) that the product
poses a serious risk (requiring urgent action), or (ii) that the
action being taken by the producer/distributor to remedy the
problem is insufficient.

••Recall notices (Regulation 15) enable the enforcement authority

to require a producer/distributor to recall a product. It is a
power of last resort and may only be used where other action
provided for under the Regulations would be insufficient.
Unless the product poses a serious risk (requiring urgent
action) a recall notice can only be issued if the action taken by
the producer/distributor is unsatisfactory or insufficient and
the authority has given not less than 10 days’ notice of the
recall. It is very rare indeed for a recall notice to be imposed on
a reputable business since they almost invariably recall
dangerous products voluntarily at an early stage.

Contravention of any of these notices is a criminal offence with
maximum penalties of a fine not exceeding £20,000 or
imprisonment for a term not exceeding 12 months or both.
Defence of due diligence
In relation to each of the offences referred to above, it is a
defence for the producer/distributor to show (on the balance of
probabilities) that it took all reasonable steps and exercised all
due diligence to avoid committing the offence.
Although the burden of proof is only to the civil standard of the
balance of probabilities, in practice it is a difficult defence to
establish because it requires the corporate entity not only to
prove the existence of suitable systems and procedures but, in
addition, that the corporate entity sought to ensure that the
system was in practice followed correctly. Thus, though the
existence of a rigorous regime of safety testing, quality control

and inspection might indicate a company has taken reasonable
steps – at a structural level – to avoid marketing an unsafe
product, demonstration that these rules have been consistently
complied with – at a practical level – is also required.
The prosecution of individuals
Regulation 31(2) provides that where a corporate entity is guilty
of an offence under the Regulations, in respect of any act or
default which is shown to have been committed with the
consent or connivance of, or to be attributable to any neglect on
the part of, any director, manager, secretary or other similar
officer, then that individual, as well as the corporate entity, shall
be guilty of that offence and shall be liable to prosecution.
Although the wording of the section would appear to potentially
include any number of people within a corporate entity holding
different positions of seniority, case law has clarified that in
most instances the prosecution against individuals will be
limited to directors. In the case of R v Boal, the Court of Appeal
held, in relation to a similar provision in the Health and Safety at
Work etc. Act 1974, that the section was only aimed at those
who are in “a position of real authority, the decision makers
within the company who have both power and responsibility to
decide corporate policy and strategy”.
Consent will be established where a director, knowing of the
material facts by which the corporate entity committed the
offence, agrees to conduct the business on the basis of those
facts. The prosecution must therefore prove both that the
director was aware of the state of affairs and that he agreed to it.
Connivance arises where a director is equally well aware of what
is going on, but his agreement is tacit. He does not actively
encourage what happens, but lets the state of affairs continue.
Connivance, therefore, requires the prosecution to prove
awareness on the part of the individual, although this can be
established by inference.
In contrast, neglect will be established where the director ought
to have known about a particular practice given his specific role
and position within the company. Neglect, therefore,
presupposes the existence of a particular duty on the part of the
person charged with the offence. The question will be whether,
in any given factual scenario, the director had failed to take
some step and whether the taking of that step either expressly
fell within the scope of his particular responsibilities or should
have done so.
Powers of enforcement authority
The enforcement authority is usually the trading standards
office of the local authority in the area where the defective
product is first discovered. Trading Standards Officers are given
wide powers under the GPSR to conduct investigations,
including the power to enter premises and inspect any record or
product or any procedure connected with the production of a
product, provided it is not covered by legal privilege. In addition,
they have the power to seize or detain samples of the product.
It is an offence to intentionally obstruct an officer in carrying out
his duties punishable with a fine.
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The Consumer Protection Act 1987
The Consumer Protection Act 1987 (CPA) gives effect to the
European Product Liability Directive (1985/374/EEC) and acts
as an umbrella under which detailed regulations applying to
some specific types of products (eg toys and cosmetics) are
promulgated. Other products, such as food and drink, have their
own sector specific regimes out with the CPA. Where a class of
products is subject to a sector-specific regime, the provisions of
the GPSR will still apply to the extent that the specific regime
does not include an equivalent provision (ie the GPSR fills any
gaps in the specific regimes).
The CPA provides the Secretary of State with the power to
make safety regulations and it is under this umbrella that
numerous regulations have been made which seek to ensure the
safety of goods. Regulations made under the CPA include such
diverse matters as the composition, design, construction,
finishing or packaging of goods as well as regulations which
specify the required approval and testing regimes for specific
goods and identify what markings, warnings and instructions
should be provided.
The CPA grants the enforcement authority the power to impose
suspension notices which are similar to the provision under the
GPSR but which may be used where the enforcement authority
has reasonable grounds for suspecting that any safety provision
has been contravened. The CPA also provides the enforcement
authority with similar powers of entry and search to those
provided under the GPSR.
The sector-specific regulations made under the CPA are similar
in structure to the general regime set out under the GPSR in that
they provide a specific safety standard and a means of
demonstrating compliance. The specific regulations then refer
back to the CPA which contains provisions relating to the
defence of due diligence and the liability of individuals, identical
to those in the GPSR.
Breaches of Regulations made under the CPA are punishable by
an unlimited fine or imprisonment for a term not exceeding six
months or both.
The CPA also creates a no-fault liability regime under which
individuals who have suffered personal injury or property
damage caused by a defective product can seek compensation
from the manufacturer (and, potentially, other entities deemed
to be responsible for the product). This forms part of the civil
law applicable to product liability claims and is therefore outside
the scope of this article which focuses on the criminal/
regulatory regime.

The Health and Safety at Work etc. Act
Under the Health and Safety at Work etc. Act 1974, specific
duties are placed upon manufacturers and others in relation to
articles and substances for use at work.
Under section 6 of the Act, it is the duty of any person who
designs, manufactures, imports or supplies any article for use at
work, so far as is reasonably practicable:
••to ensure that the article is so designed and constructed that

it will be safe and without risks to health at all times it is being
set up, used, cleaned or maintained by a person at work;
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••to carry out or arrange suitable testing to ensure the safety of

persons whilst the article is being used at work;

••to take necessary steps to ensure the persons who are

supplied with the article are provided with adequate
information about its use to ensure that it will be safe and
without risks to health at all times when it is being set up,
used, cleaned or maintained by someone at work; and

••to ensure that revisions of information are provided.

The duty owed in each case is a qualified one namely to take
steps so far as is reasonably practicable. The Act makes it clear
that the duty is imposed only so far as the matter is within the
control of the employer.
The maximum penalty for breach of duties under the Act is an
unlimited fine or imprisonment for up to two years, or both.

Corporate manslaughter
Where a defect in a product causes death, the Corporate
Manslaughter and Corporate Homicide Act 2007 may be
engaged. Corporate Manslaughter is a statutory offence that
applies only to organisations (individuals can be prosecuted for
the common law offence of gross negligence manslaughter) and
is designed to punish failures in the way in which an
organisation manages or organises its activities which are
considered by a jury to be sufficiently serious to amount to
gross breach of the duty of care owed to the deceased.
Although the Act has now been in force for almost 11 years, we
are not aware of a prosecution involving a defective product
having been brought. However, the wording of the Act makes
clear that it does apply in respect of duties of care owed by
organisations involved in “the supply … of goods or services
(whether for consideration or not)”.
The offence is only committed where there is a gross breach of
a relevant duty of care owed by the corporate entity under the
law of negligence. The Act sets out relevant duty of care
situations which, as noted above, expressly include duties owed
by an organisation supplying products.
Importantly the offence is only made out where it can be
established that a senior manager, or managers, played a
substantial role in the organisation’s failure. This means that an
organisation will not be guilty of manslaughter where the failure
of junior employees causes death and that failure cannot be
attributed to a failure by a senior manager or managers.
Management or organisational failure
The central question will be whether the death was attributable to
a management or organisational failure. In this context, evidence
of a failure by a senior manager or managers to follow expected
systems and practices to properly identify or rectify a defect in a
product which subsequently causes death will be relevant.
During the consultation process, the Government explained that
its intention was that:
“The prosecution shall be based not only on the immediate
events that led to the death but on the wider context in
which those events were able to take place. The wider
context could include concepts of corporate culture if
appropriate. It could also include a failure to have systems
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in place or to control risks for the carrying out of particular
activities or failure to enforce systems; inappropriate
delegation of health and safety responsibilities or
inadequate supervision of delegated responsibilities.”
The Act itself ensures that broad concepts of corporate culture
will be considered by specifically providing that the jury may
consider the extent to which the evidence shows there were
attitudes, policies, systems or accepted practices within the
organisation that were likely to have encouraged any failure. It is
likely that the Judge in his summing up will specifically direct the
jury to have regard to these matters.
A gross breach of a duty of care
A gross breach is defined in the Act as “conduct falling far below
what can reasonably be expected of the organisation in the
circumstances”. It is a matter for the jury to decide what
standard the organisation should have met and whether the
organisation fell far below that standard.
Senior managers
A senior manager is defined as someone who plays a significant
role in the making of decisions about how the whole, or a
substantial part, of the organisation’s activities are to be managed
or organised and/or someone who is actually managing or
organising the whole or a substantial part of the activities.
Whether or not an individual is a senior manager is a question of
fact which will be decided by considering all the circumstances.
In any prosecution there is likely to be a substantial amount of
argument over the identity of the senior managers.
Sentencing
New sentencing guidelines have been in force since
February 2016 covering corporate manslaughter and offences
under the Health and Safety at Work etc. Act. The guidelines do
not apply to offences under the GPSR or CPA (although they do
apply to offences relating to the safety of food products which,
as noted above, are subject to a separate regime which is
outside the scope of this article).
The guidelines, therefore, apply to unsafe products only where
there is a prosecution for corporate manslaughter (where a
dangerous product has caused death) or under the Health and
Safety at Work etc. Act (for example, in the context of a
workplace accident involving an unsafe product). We are not
aware of any plan to introduce similar guidelines in relation to
product safety offences under the GPSR and CPA. However, it
may well be that the imposition of higher (and more carefully
assessed) fines for corporate manslaughter, health and safety
and food safety offences indicates a direction of travel.
The guidelines represent a much more mathematical and
structured approach to sentencing corporate manslaughter and
health and safety offences than existed previously. The
guidelines are based upon the following public policy objectives:
••Sentences (for all offences and all categories of offender)

should be proportionate to the offence. A fine must therefore
reflect the seriousness of the offence and take into account
the financial circumstances of the offender.

••Sentences should punish and deter wrongdoing. Fines must

therefore “be sufficiently substantial to have a real economic
impact which will bring home to both management and
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shareholders the need to comply with legislation”.
The guidelines aim to meet these objectives via a multi-stage
approach to sentencing:
••First, a judge must categorise the offence by reference to the

level of the company’s culpability and the risk of harm it
created. In the case of corporate manslaughter there may be
relatively little to distinguish between different offenders
(since the harm will always be of the most serious kind and
the level of culpability must be high for the offence to have
been committed). However, the guidance does recognise that
some cases will be worse than others (eg where there are
multiple fatalities and/or other injuries the offence will be
seen as more serious than if there was only one fatality and
where there may have been additional causes other than the
offender’s conduct).

••The judge must then consider the size and financial means

of the company. The guidelines classify corporate entities by
reference to turnover: “micro” up to £2 million turnover;
“small” £2 million – £10 million; “medium” £10 million –
£50 million; and “large” more than £50 million. The guidelines
also envisage that higher fines may be appropriate for “very
large organisations” being “those whose turnover very greatly
exceeds [£50 million]”. Although there is no clarity on what is
meant by “very greatly exceeds”, commentary in the
guidelines, and in the judgments in which the guidelines have
been applied, suggest that a turnover of £300 million would
not necessarily make a business “very large” but a turnover of
£900 million might well.

••For a large company (ie more than £50 million turnover) the

range of fines available on conviction for corporate
manslaughter is £3 million to £20 million. What fine might be
imposed within this range would depend primarily on the
category of offence (ie the level of culpability and the severity
of harm). For a “very large company” an even higher fine
might be possible.

••Finally, the court will, if necessary, adjust the fine to take

account of any aggravating or mitigating factors and to ensure
that it meets the public policy objectives set out above.

The new sentencing guidelines have led to a number of very
significant fines since February 2016, although to date none of
these has arisen from prosecution relating to a dangerous product.
Finally, the Corporate Manslaughter and Corporate Homicide
Act empowers the Courts to make Publicity Orders. These
require companies to publicise the fact of their conviction,
details of the offence and the amount of the fine. The Guidelines
indicate that these should normally be imposed as part of the
sentence. The Order will specify the place where the public
announcement should be made and this should ensure the
conviction becomes known to shareholders.

Additional references
R v Boal [1992] 2 WLR 890

Product liability

INSURANCE AND REINSURANCE DISPUTES - 2019 REVIEW

General interest

76

HERBERT SMITH FREEHILLS

Letters of Instruction: Banks'
liability to third parties clarified
by Court of Appeal
Chudley and Ors v Clydesdale Bank Plc [2019] EWCA Civ 344
6 March 2019

The Court of Appeal has held that a letter of
instruction (LOI) between a bank and its
customer conferred a benefit on third
party investors. The third party investors (who
were not customers of the bank) were held to
be part of a sufficiently identified class in the
LOI for the purpose of s.1(3) of the
Contracts (Rights of Third Parties) Act 1999
(the 1999 Act).
The key issue considered by the Court of Appeal was the level
of identification required in order for a third party to establish
that a contract conferred a benefit upon them which they could
then enforce under the 1999 Act. Section 1(3) of the 1999 Act
requires third parties to be “expressly identified in the contract
by name, as a member of a class or as answering a particular
description”. The Court of Appeal held that it was not
necessary for the LOI to mention a third party investor by
name, finding that reference to “a client account” in the LOI
together with the name of the investment scheme was express
identification of the class, namely clients of the bank’s
customer who were investing in the scheme in question.

Background
The Claimants invested in a property development scheme in
the Cape Verde Islands known as Paradise Beach. The scheme
was promoted by Arck LLP (Arck), a customer of Clydesdale
Bank plc (the Bank), and the monies provided by the investors
were paid into an account at the Bank. The Paradise Beach
scheme transpired to be a fraud, the monies were paid out of
the account by the Bank at the direction of Arck, no monies
were returned to the investors, Arck’s principals were subject
to criminal prosecution and Arck subsequently went
into liquidation.
Various proceedings were commenced by the investors,
including the present action against the Bank. This was put on
the basis of a number of causes of action, including that the
investors’ money should have been held by the Bank in a
segregated account referred to in a LOI signed by the Bank,
which restricted the ability for sums to be withdrawn from the
account. However, no segregated client account was ever
opened by Arck at the Bank and all monies provided by
investors were paid into a non-segregated account, which was
not governed by any LOI. The investors alleged that there was
a contract between Arck and the Bank contained in the LOI,

which the Bank had breached and under which the investors
were entitled to claim the benefit pursuant to the 1999 Act.

First instance decision
The High Court found in favour of the Bank, in particular
finding that:
••The contract (ie the LOI) was subject to a condition

precedent which had not been satisfied, meaning that there
was not a binding contract capable of conferring a benefit
upon the investors; and

••Even if a binding contract did exist under which the investors

could take a benefit pursuant to the 1999 Act and the Bank
was in breach of the contract, the investors could not
demonstrate that the Bank’s breach caused their losses.

Court of Appeal decision
The investors appealed the High Court’s two determinations
listed above, and the Bank cross-appealed the High Court’s
finding that, if the LOI was binding, then the investors would be
entitled to claim under the 1999 Act.
Condition precedent
This point was dealt with swiftly, on the basis that the Court of
Appeal found no basis for a determination that the LOI was
subject to a condition precedent. In fact, neither party had
sought to argue at first instance that such a condition did exist.
The High Court was therefore held to have erred in fact and
law in finding that the LOI was not binding for this reason.
Claim under the 1999 Act
The Court of Appeal turned to the question of whether the
investors were entitled to claim the benefit of the LOI (as a
valid binding contract) under the 1999 Act. The Bank argued
that, contrary to section 1(3) of the 1999 Act, the investors
were not “expressly identified in the contract by name, as a
member of a class or as answering a particular description”
and therefore did not have standing to bring a claim.
This was rejected by the Court of Appeal, which made the
following key findings:
••Determination of whether the requirements of s.1(3) have

been met will depend upon the construction of the contract
as a whole, viewed against the admissible factual matrix (The
Laemthong Glory (No. 2)).

••The specific reference to “a client account” in the LOI was

express identification of the class, namely clients of Arck
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who were investing in Paradise Beach, and the claimant
investors were within that class. As such the Court of Appeal
held that section 1(3) of the 1999 Act was satisfied.
••The same term in a contract could – in principle – satisfy

both s.1(3) and s.1(1)(b) (the requirement that the term
purports to confer a benefit on the third party) of the 1999
Act. The Court of Appeal noted that the principal purpose of
the LOI was to protect investors. Therefore the provision for
the opening of a segregated client account was clearly
intended to benefit the investors by protecting their
deposited funds (satisfying s.1(1)(b) of the 1999 Act, in
addition to s.1(3) as above).

••It is not a requirement of the 1999 Act that a third party who is

entitled to the benefit of a contract was aware of the contract at
the time it was made or at any particular time thereafter. As
such, it was immaterial that the investors were unaware of the
existence of the LOI at the time of their investment or when they
first sought to recover that investment.

Loss
Although the High Court recognised that the SAAMCO
principle (from South Australia Asset Management Corpn v York
Montague Ltd) was not engaged in this case, since there was no
question of the scope of the Bank’s duty in negligence, the
High Court still proceeded to rely upon comments by Lord
Sumption in BPE v Hughes-Holland. It concluded that it was
necessary for the investors to prove the counterfactual
scenario, ie what would have happened to the monies if there
had not been a breach of the LOI.
The Court of Appeal confirmed that SAAMCO and
Hughes-Holland were irrelevant to the present case. The Court
articulated the loss suffered as being the payment by the Bank
of the investors’ funds to their customer in breach of the
express terms of the LOI. Nonetheless, the Court of Appeal
proceeded to consider the counterfactual scenario and
concluded that – if the Bank had not been in breach – the
investors’ monies would have remained in the account and
they would not have suffered the loss they did.
Accordingly, the Court of Appeal allowed the investors’ appeal.

Comment
This decision suggests a broad interpretation of the 1999 Act,
which is unlikely to be welcomed by financial institutions in the
context of LOIs or otherwise. A practical solution may be to
exclude the 1999 Act where possible and/or to define carefully
and narrowly the class of potential beneficiaries.

Additional references
The Laemthong Glory (No. 2) [2005] EWCA Civ 519
South Australia Asset Management Corp v York Montague
Ltd [1997] AC 191
BPE v Hughes-Holland [2017] UKSC 21
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Supreme Court clarifies test for
setting aside judgment for fraud
Takhar v Gracefield Developments Ltd [2019] UKSC 13
20 March 2019

The Supreme Court has resolved uncertainty as
to the test that must be met when seeking to
set aside a judgment on the grounds that it was
obtained by fraud. Overturning the Court of
Appeal’s decision, it confirmed that there is no
need to demonstrate that the evidence of fraud
could not have been obtained with reasonable
diligence at the time of the earlier trial.
Background
The underlying proceedings concerned allegations of
unconscionable conduct in a property transfer. The Claimant
was unsuccessful but subsequently commenced fresh
proceedings seeking to set aside the judgment on the grounds
of new forensic handwriting evidence indicating that her
signature on a key agreement relied on by the Defendants had
been forged (her original evidence had been simply that she
did not recall signing the agreement).
The Defendants sought to strike out the second proceedings as
an abuse of process. In particular, they argued that, in the
circumstances, the evidence of forgery (if such could be
proved) could and should have been obtained at the time of
the trial.
There was no dispute that the following principles govern
applications to set aside judgments for fraud (as summarised
by the Court of Appeal in Royal Bank of Scotland plc v Highland
Financial Partners LP, and endorsed by the Supreme Court in the
present case):
••There has to be a “conscious and deliberate dishonesty”

which is relevant to the judgment sought to be impugned.

••The relevant dishonest evidence or action must be “material”,

in that the fresh evidence would have entirely changed the way
in which the first court came to its decision.

••The materiality of the new evidence is to be assessed by

reference to its impact on the evidence supporting the
original decision, not its likely impact if the claim were to be
retried on honest evidence.

The key dispute was whether there is also a further
requirement to show that the new evidence could not with
reasonable diligence have been obtained at the time of trial.
This was dealt with as part of a trial of a preliminary issue.
At first instance, Mr Justice Newey concluded that there was
no authority binding on him that confirmed the existence of
such a “reasonable diligence requirement” and that, as a
matter of principle, he should not apply it.

The Court of Appeal disagreed, concluding that it was bound
by House of Lords authority to find that there was such a
requirement. The Court of Appeal’s conclusion was clearly
reached with some reluctance, with Lord Justice Patten (giving
the lead judgment) commenting that there is “clearly a
powerful argument” that the policy against re-litigation ought
to be subject to an exception in cases of fraud, regardless of
whether the due diligence condition is satisfied.

Decision
The Supreme Court allowed the appeal, holding that where it
can be shown that a judgment has been obtained by fraud, a
requirement of reasonable diligence should not be imposed on
the party seeking to set aside the judgment. Judgments were
given by Lord Kerr, Lord Sumption, Lord Briggs and Lady
Arden. Lord Hodge, Lord Lloyd-Jones and Lord Kitchin agreed
with both Lord Kerr and Lord Sumption.
The Court considered that the earlier cases relied on were not
in fact authority contrary to their decision but, even if they
were, they should not be followed. While recognising the
importance of the public policy against re-litigation, the Court
considered the competing public policy factors in cases of
fraud to be compelling. Not only is it contrary to justice that a
fraudulent individual should profit because their opponent fails
to act with reasonable diligence, a person who obtains a
judgment through fraud deceives not only their opponent but
also the court and the rule of law.
The Court noted that position is consistent with the approach
adopted in several other Commonwealth jurisdictions,
including Australia and Canada.
Lord Briggs, while agreeing that the above should be the
starting point, suggested that it should not represent a
bright-line rule. He would have preferred a more flexible and
fact-sensitive approach under which the court could weigh the
gravity of the alleged fraud against the seriousness of the lack
of due diligence. This suggestion was expressly rejected by
Lord Sumption on the basis that it would introduce an
unacceptable element of discretion into the enforcement of a
substantive right. Once the high standard of proof for fraud is
satisfied, there are no degrees of fraud which can affect the
right to have a judgment set aside.
The Court left open whether a lack of diligence by the innocent
party would preclude a judgment being set aside for fraud in
two possible scenarios:
••where fraud has been raised at the original trial and the new

evidence relied on to set aside the judgment is in support of
that original allegation; or

••where the innocent party made a deliberate decision in

advance of the first trial not to investigate a suspected fraud
or not to rely on a known fraud.

Lord Kerr’s judgment expresses the tentative view that, in such
cases, a court considering an application to set aside the
judgment should be able to exercise a discretion whether or
not to grant the application, taking the applicant’s conduct
into account.
However, the Court considered that neither scenario applied in
the present case. Lord Kerr commented that, although the
Claimant did suspect that there may have been fraud, it was
clear that she did not make a conscious decision not to
investigate it. To the contrary, she sought permission to engage
an expert but her application was refused.
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As a practical matter, however, litigants who suspect some
element of fraud should not assume that they will necessarily
be entitled to re-open the litigation at a later date simply by
producing evidence of fraud. Certainly, the decision does not
give carte blanche effectively to “park” fraud allegations, either
for tactical reasons or in the hope that stronger evidence of the
fraud might come to light after judgment. In most cases,
parties will still be well advised to investigate their suspicions
and raise any allegations within the proceedings if they wish to
pursue them.

Lady Arden said there were matters which caused her some
concern on the facts, including that the Claimant had concerns
about the authenticity of her signature but failed to challenge
the authenticity of the agreement or appeal the judge’s order
denying permission to adduce handwriting evidence. However,
Lady Arden agreed that there is not, and should not be, a
general rule that a lack of diligence by the innocent party
precludes a judgment being set aside for fraud.

Comment
The question of whether there is a “reasonable diligence”
requirement in cases involving fraud had been the subject of
conflicting authority in the lower courts in recent years. It
reflects a tension between, on the one hand, the public policy
in favour of the finality of litigation and, on the other, the desire
to do justice in individual cases and not permit fraudsters to
benefit from their misuse of the court system. The Supreme
Court’s decision comes down in favour of the latter in this
context, and to that extent can be seen as an illustration of the
principle that “fraud unravels all”.
However, the Court expressly left open the question of the
approach to be adopted in a case where the fraud had been
raised in the original trial, or where a deliberate decision had
been taken not to investigate a suspected fraud or rely on a
known fraud. While no final view was reached, the judgments
indicate a tentative view that, in such situations, a court
dealing with the application to set aside the judgment should
have a discretion whether or not to grant the application.
The judgments do suggest a narrow view as to when any such
qualifications might be triggered. The Claimant in this case had
sought (and been refused) permission from the trial judge to
adduce evidence from a handwriting expert, which might be
thought to indicate that she had suspected, and indeed raised,
the issue of fraud to that extent. Lord Kerr however observed
that, while the Claimant suspected there may have been fraud,
it was clear she did not make a conscious decision not to
investigate it; to the contrary, she sought to do so but her
application to adduce expert evidence was refused.

Additional references
Royal Bank of Scotland plc v Highland Financial Partners LP
[2013] EWCA Civ 328
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Court of Appeal reiterates
limited scope for reference to
pre-contractual material when
interpreting contracts
Merthyr (South Wales) Ltd v Merthyr Tydfil County Borough Council [2019] EWCA Civ 526
28 March 2019

This Court of Appeal decision illustrates the
strict operation of the common law rule
against relying on evidence of pre-contractual
negotiations to interpret contracts. The
decision confirms that, while it is permissible
for a court to take into account precontractual material for the limited purpose of
understanding the genesis and commercial
aim of the transaction as a whole, this does
not extend to admitting material in order to
shed light on the genesis and aim of a
particular contractual provision.
Background
The dispute arose out of a planning permission granted by a
local authority to a mining company, which included a
requirement that the company fund restoration of the land
after its mining operations concluded. In 2015, an escrow
agreement was executed establishing a fund to secure
£15 million of the restoration costs.
Clause 4.2(a) of the agreement provided that “subject to
[subclauses (b) and (c)] … on each Funding Date, the Company
shall deposit an amount equal to £625,000 (as adjusted
pursuant to [subclauses (c) and (d)]) … into the Account”.
Funding dates occurred quarterly and subclauses (b) and (c)
provided that, subject to subclause (d), if a deposit or
consecutive deposits were missed, the amount due on the next
funding date would increase by the amount outstanding.
Subclause (d) was a longstop provision, specifying that if the
final deposit was missed, the company was to pay the
outstanding balance of the £15 million by 30 June 2022.
The company made no deposits, and the local authority sought
an order for specific performance. The company’s position was
that the relevant provisions permitted it not to make quarterly
deposits as long as it paid £15 million by the longstop date.
The trial judge rejected that construction and granted
summary judgment, ordering the company to pay into the
escrow account the deposits outstanding at that time.

Decision
The Court of Appeal dismissed the appeal. Lord Justice Leggatt
gave the lead judgment, with which Lord Justices Longmore
and David Richards agreed.
Textual analysis and business common sense
The mining company argued that the agreement should
reasonably be understood to mean that, if a quarterly payment
was missed, there was no enforceable obligation to make the
payment until the longstop date. This was said to follow from:
the fact that the requirements to make the quarterly payments
were expressed to be “subject to” the provisions stating that
missed payments would be rolled forward to the next funding
date; the words “as adjusted” in clause 4.2(a) which had
similar effect; and the longstop provision in clause 4.2(d)
(which would be unnecessary on the contrary interpretation).
The Court rejected the company’s interpretation, both on a
textual analysis and because it would be “an extraordinary and
improbable intention to attribute to contracting parties”, which
was contrary to business common sense. The Court
acknowledged that the Supreme Court’s decision in Arnold v
Britton cautioned against relying on considerations of
commercial common sense where to do so would undervalue
the importance of the contractual language used. However,
Leggatt LJ considered that in this case no question arose of
rejecting the natural meaning of the contractual language as
there were, in his view, no words in the agreement which had
as their natural meaning that the amount to be deposited on
each funding date ceased to be due if the company failed to
pay it.
To imply any such term would in fact be inconsistent with the
express terms of clause 4.2, which used terminology (“shall”,
“fails to pay”, “payable” and “outstanding”) clearly indicating
that payment of the amounts on the funding dates was a legal
obligation rather than merely a statement of non-binding
intention. Further, such a construction would undermine the
commercial purpose of the agreement, which was to ensure
that a fund of restoration money was built up from the revenue
generated from the mine. That purpose would be defeated if
the mining company could delay making any payments until
the operations were concluded, exposing the local authority to
the risk that the company might by that time have insufficient
resources to fund the account.

The Court accepted that, if clause 4.2(a) created enforceable
obligations, the longstop provision in clause 4.2(d) would be
redundant. However, the Court referred with approval to a
number of authorities observing that redundancy arguments
seldom carry great weight, as it is not uncommon to find
contractual clauses that are unnecessary and could be omitted
without disadvantaging either party. In any event, such a
redundancy argument “did not even begin to justify” an
interpretation which, as in this case, would contradict the
contract’s express language, defeat its commercial purpose
and be contrary to business common sense.
Pre-contract communications
The mining company also sought to rely on a passage in its
proposal for the escrow arrangement, and the council’s report
recommending acceptance of the proposal. This stated that if
the company was unable to make a quarterly payment it could
roll it forward, subject to full payment being made by the
longstop date. The company argued that this showed the
object or aim of clause 4.2 was to establish an arrangement
whereby, if payments were not made on the funding dates,
they would be simply be rolled forward, with no other
consequence of missing a payment.
The Court referred to the classic statement of the principle that
evidence of the “genesis” and “aim” of the contract is
admissible, in Prenn v Simmonds. In that case Lord Wilberforce
stated that evidence of negotiations or the parties’ intentions
are not admissible, but that evidence of the factual background
known to the parties – the so-called “factual matrix” – is
admissible, including evidence of the genesis and objective aim
of the transaction.
The mining company argued for an expansive application of
the principle in Prenn, so that evidence of pre-contractual
negotiations would be admissible to show the genesis and
objective aim not just of the transaction as a whole, but also of
a particular provision in a contract. In support, it relied on
certain passages to that effect from a number of authorities
subsequent to Prenn.
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Leggatt LJ noted that the House of Lords’ refusal to relax the
rule to allow such evidence was not because it would
necessarily be irrelevant but, rather, because of the practical
difficulties and lack of predictability that would result from
allowing such evidence.
The Court noted that there may in some cases be a fine line
between referring to previous communications to identify the
“genesis and aim of the transaction” and relying on such
evidence to show what the parties intended a particular
provision to mean, but said this was not such a case. The
passage the mining company sought to rely on did not shed
any light on the commercial purpose of establishing the escrow
account. It was, at best, evidence of a provisional agreement
about one aspect of the proposed arrangements. Even if
admissible, it would not justify the desired conclusion, as it
was premised on the company’s inability to pay, which had no
equivalent in clause 4.2. Construing clause 4.2 objectively
simply led to the conclusion that the previously expressed
intention was superseded by a different provision. The material
was not admissible.

Comment
Importantly, the decision illustrates that it is not only
statements reflecting one party’s subjective intentions or
aspirations which are excluded for the purpose of interpreting a
contract, but also communications that are capable of showing
that the parties reached a consensus on a particular point or
used words in an agreed sense.
As a practical matter, the decision shows the importance of
ensuring that all contractual provisions are drafted clearly. To
the extent that any underlying assumptions or background
information might be necessary to understand the purpose and
intended operation of a particular provision, these should be
included in the contract itself, if necessary as recitals. While
evidence of negotiations may be admissible if there is a claim
for rectification or estoppel, it is clearly preferable to avoid the
need for recourse to such arguments.

The Court rejected that as a matter of law. It noted that the
authorities relied on were decided before the authoritative
House of Lords decision on contractual interpretation in
Chartbrook Ltd v Persimmon Homes Ltd. To the extent that the
earlier authorities had suggested that pre-contractual material
could be relied on to show the purpose of a particular
contractual provision (as distinct from the contract as a whole),
such suggestions had not survived the restatement of the law
in Chartbrook.
In the light of Chartbrook, the legal principles regarding
pre-contractual material were clear. A court may look at previous
documents for the purpose of ascertaining the surrounding
circumstances and thereby understanding the commercial aim of
a transaction. What is not permissible is to seek to rely on
evidence of what was said during the course of pre-contractual
negotiations for the purpose of drawing inferences about what
the contract should be understood to mean. This excludes not
only statements reflecting one party’s subjective intentions or
aspirations but also communications that are capable of showing
that the parties reached a consensus on a particular point or used
words in an agreed sense.

Additional references
Arnold v Britton [2015] UKSC 36
Prenn v Simmonds [1971] 1 WLR 1381
Chartbrook Ltd v Persimmon Homes Ltd [2009] UKHL 38
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High Court declines to apply socalled Arkin cap to restrict funder’s
liability for adverse costs
Davey v Money [2019] EWHC 997 (Ch)
17 April 2019

The High Court has found that a commercial
funder was liable for all of the Defendants’
costs incurred in successfully defending a
funded claim, from the date on which the
funding agreement was entered into. The
Court declined to apply the so-called Arkin
cap to limit the funder’s liability for adverse
costs to the amount of the funding provided to
the Claimant.
Background
The Defendants successfully defended the Claimant’s claims
and counterclaims against them, which included serious
allegations of breach of duty and improper conduct
tantamount to dishonesty. The Claimant was ordered to pay
each of the Defendants’ costs to be assessed on the indemnity
basis. The Defendants sought costs of around £7.5 million and
the Claimant was ordered to pay £3.9 million on account. She
did not make any payment toward such costs.
The Defendants sought a non-party costs order against the
Claimant’s commercial funder, ChapelGate Credit Opportunity
Master Fund Limited (ChapelGate), under section 51 of the
Senior Courts Act 1981, which gives the court a broad
discretion to “determine by whom and to what extent” the
costs of proceedings are to be paid.
The funding agreement had been entered into on 23 December
2015, by which point the Defendants had already incurred
roughly £3 million of the total £7.5 million in costs.
ChapelGate’s total funding commitment under the original
funding agreement was £2.5 million, in return for (simplifying
somewhat) the greater of 2.5 times the committed funding or
25% of net winnings. It was a condition of the funding agreement
that the Claimant would obtain after-the-event (ATE) insurance
to cover adverse costs. The Claimant failed to obtain such cover
and the funding agreement was subsequently amended to waive
that condition and reduce ChapelGate’s total funding
commitment to £1.25 million, but with its return calculated on the
basis of the original £2.5 million commitment. ChapelGate then
purchased ATE cover in the sum of £650,000 to limit its own
exposure to adverse costs.
ChapelGate accepted that a non-party costs order should be
made against it on the same indemnity basis as the order
made against the Claimant, but argued that its liability should

be limited as a result of the cap in Arkin v Borchard to the overall
amount of funding it had provided to the Claimant.

Decision
The High Court (Mr Justice Snowden) held that ChapelGate
should be liable for the Defendants’ costs incurred after the
date of the funding agreement (23 December 2015) and that
its liability should not be limited by reference to the Arkin cap.
Period of liability
The judge rejected the Defendants’ submission that, because of
the way the “waterfall” under the funding agreement was likely to
work out in practice, given the value of the claims, ChapelGate
was in effect the sole beneficiary of the claims and should be
liable for all of the adverse costs without limitation of time, just as
an assignee of a claim who was substituted for the original
claimant would be liable for all of the costs if the action failed.
The judge was not convinced by the analogy with an assignee
of a claim, noting that there is a clear distinction between a
person who becomes the litigating party and therefore is
primarily liable under the normal costs rules, and one who
simply supports litigation and is pursued for costs under
section 51 when the litigating party does not pay.
In any event, the weight of authority suggested that there
needed to be some causal connection between the
involvement of the non-party and the incurring of costs by the
successful defendant before a non-party costs order could be
made under section 51. Since the Defendants’ costs prior to
23 December 2015 had been incurred without the involvement
of ChapelGate, the costs order against ChapelGate under
section 51 should be confined to costs incurred after that date.
Arkin cap
On the question of whether the Arkin cap should apply, the
judge referred to the case of Arkin itself as well as subsequent
criticisms of the principle, including in Lord Justice Jackson’s
Final Report on the Review of Civil Litigation Funding in
December 2009 and by Mr Justice Foskett in Bailey v
GlaxoSmithKline UK Ltd.
The starting point for any analysis of Arkin and its potential
application in this case was the decision of the Privy Council in
Dymocks Franchise System (NSW) Pty v Todd, and in particular
Lord Brown’s statement of principle which was expressly
adopted and followed in Arkin. This included that the
imposition of a non-party costs order under section 51 is

ultimately a matter of discretion to be exercised on the basis of
what is just in all the circumstances of any individual case.
Although, in Arkin, the Court of Appeal went on to propose a
particular approach to cases involving commercial funders,
Snowden J agreed with the Defendants in the present case that
the Court of Appeal should not be understood as having
intended to prescribe a rule to be followed in every subsequent
case involving commercial funders – particularly against the
background of Lord Brown’s statement of principle in Dymocks
and in light of the wording used by the Court of Appeal in Arkin
(which had said it had an “approach” it was about to
“commend”, and had observed that “if the course which we
have proposed becomes generally accepted….”).
That conclusion was reinforced, in Snowden J’s view, by the
Court of Appeal’s acknowledgment in Arkin that it was only
concerned with a case in which the funder had contributed a
limited part of the litigating party’s costs, and that it had not
had to explore the ramifications of its proposed solution
beyond that situation. Snowden J also considered it to be
significant that there is no subsequent authority in which the
Arkin cap has been treated as a principle to be applied
automatically in any case involving a commercial funder.
Snowden J concluded:
“In short, what has become known as the Arkin cap is, in
my judgment, best understood as an approach which the
Court of Appeal in Arkin intended should be considered for
application in cases involving a commercial funder as a
means of achieving a just result in all the circumstances of
the particular case. But I do not think that it is a rule to be
applied automatically in all cases involving commercial
funders, whatever the facts, and however unjust the result
of doing so might be.”
The Court’s discretion
Snowden J considered a number of factors that were relevant
to the exercise of the Court’s discretion in the present case.
The case involved conduct which warranted an order for
indemnity costs, including a “lack of discrimination in the
allegations that were made” and elements of speculation and
exaggeration, all of which had significantly increased the costs
the Defendants had been forced to incur. While ChapelGate
had not itself directed the way the case was conducted, it had
every opportunity to investigate and form a view as to the
nature of the claim and the support for the allegations before
choosing to fund it.
It must have been obvious to ChapelGate that the Claimant
was unlikely to be able to pay any costs ordered against her
and that the Defendants’ costs were likely to be well in excess
of the amount ChapelGate proposed to invest. Through the
amendment to the funding agreement, ChapelGate had
effectively halved its funding commitment while retaining its
potential share of recoveries, and had removed the
requirement to obtain ATE cover. Although there is no
obligation on a funder to ensure that there is ATE cover to
protect a defendant, this highlighted the fact that ChapelGate
was “closely focussed on its own self-interest” in funding the
litigation, and there was no correlation between the amount it
chose to invest and the defendants’ exposure to costs.
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In the judge’s view, these points illustrated that it was not easy
to see why a funder’s choice as to the amount of its funding
should dictate its costs liability. The amounts provided by a
funder may have no correlation whatever to the costs a
defendant has to incur defending the claim. In Arkin, the Court
of Appeal obviously thought it unjust if a funder whose
involvement was limited to providing funding for expert
evidence was made liable for all the costs of the action.
However, as Snowden J put it:
“I consider that there is an obvious risk of injustice in the
other direction if a number of defendants are forced to
incur significant costs in defending themselves, but are
limited to recovering only a proportion of those costs
because of entirely different funding arrangements over
which they have no control between the claimant, his
funder and his lawyers.”
It was also relevant that ChapelGate had negotiated to receive
a substantial commercial profit which would have taken priority
over any compensation payable to the Claimant. The judge
commented that the extent to which a funded party is afforded
access to justice by retaining a financial interest in recoveries,
and the extent to which the funder seeks to obtain a profit,
may well be relevant factors in considering any costs order
against a funder. Here the judge accepted that the Claimant’s
access to justice “came a clear second” to ChapelGate’s return,
and therefore ChapelGate was the party with the primary
interest in the claim.
Finally, the judge was not persuaded by the funder’s policy
argument that a refusal to apply the Arkin cap would
discourage commercial funders from providing funding in the
future, as it would signal a potentially open-ended exposure to
adverse costs. He commented that he had been shown no
evidence to support the submissions as to the likely effect of
such a decision on the funding industry in 2019.
In that regard, the judge said it was important to note the
observations of Tomlinson LJ in Excalibur Ventures LLC v Texas
Keystone Inc as to the way in which a commercial funder is
entitled to protect its interests and minimise the likelihood of
being exposed to the risk of significant adverse costs orders. In
that case Tomlinson LJ rejected an argument that funders who
took a close interest in the conduct of litigation would run the
risk of being accused of champerty, remarking that a “rigorous
analysis of law, facts and witnesses, consideration of
proportionality and review at appropriate intervals” is what is
to be expected of a responsible funder and may promote,
rather than interfering with, the due administration of justice.
In the present case, Snowden J noted, the funding agreement
included a provision under which the Claimant was to instruct
her solicitors to monitor the defendants’ costs and to keep
ChapelGate informed of them. He commented:
“If the possibility that a funder may not be able to take
advantage of the Arkin cap causes funders to keep a closer
watch on the costs being incurred, both by the funded
party and the opposing side, and if careful consideration is
given to employing the mechanisms in the CPR to limit
exposure to adverse costs in an appropriate case, I do not
see that as contrary to access to justice or any other
public policy.”
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Comment
The decision is significant in finding that the Arkin cap is not a
rule to be applied automatically in every case involving
commercial funders. Instead it is an approach which the Court
of Appeal in Arkin intended should be considered for
application as a means of achieving a just result in all the
circumstances of the particular case.
In other words, on an application for non-party costs against a
commercial funder, the court retains a broad discretion to
decide the extent to which the funder should be liable for
adverse costs. That liability will not necessarily be limited to
the amount the funder has provided to fund the claim. The
case suggests that relevant factors are likely to include the
relative financial interests of the funder and the funded party in
any proceeds of the litigation.
The Court rejected an argument that its refusal to apply the
Arkin cap would discourage the future provision of commercial
funding, and therefore adversely affect access to justice. The
judge commented that if the decision caused funders to take a
close interest in the funded litigation, and a closer watch on the
costs being incurred, that would not be contrary to access to
justice or any other public policy.

Additional references
Arkin v Borchard [2005] 1 WLR 3055
Bailey v GlaxoSmithKline UK Ltd [2017] EWHC 3195 (QB)
Dymocks Franchise System (NSW) Pty v Todd [2004]
1 WLR 2807
Excalibur Ventures LLC v Texas Keystone Inc [2016] EWCA
Civ 1144
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Court of Appeal upholds decision
rectifying share purchase agreement
and disclosure letter
Persimmon Homes Ltd v Hillier and Creed [2019] EWCA Civ 800
9 May 2019

The Court of Appeal has upheld a decision
that a share purchase agreement and
disclosure letter should be rectified, with the
effect that the Defendant sellers of two
property development companies gave an
unqualified warranty that the companies
owned certain freehold properties. In fact,
those properties were owned by another of
the Defendants’ companies which was not
included in the transaction. As a consequence,
the Defendants were held to be in breach of
warranty and liable to the Claimant in
damages.
Background
The Claimant property developer purchased the shares in two
companies (the Companies) owned by the Defendants. The
Companies held interests in land for potential future
development at Felbridge, West Sussex, including options to
purchase part of the site, but they did not hold further freehold
interests that were crucial to its development (the Freehold
Interests). The Freehold Interests were held by a third
company owned by the Defendants, in which the Claimant did
not acquire an interest as part of the transaction.
In the share purchase agreement the Defendants warranted
that the Companies held good title to a number of properties,
but described the Felbridge site imprecisely (as land lying to
the south of Crawley Down Road, Felbridge) and referred to
the option agreements. A disclosure letter provided by the
Defendants as part of the transaction documentation included
a statement that the Felbridge properties were not legally and
beneficially owned by the Companies but referred to the
existence of the options. It also referred to all matters
contained or referred to in the data room, which included
documents showing that the Freehold Interests were not held
by the Companies.
Only after the Claimant had purchased the Companies did it
realise that it had not acquired the Freehold Interests. The
Claimant brought a claim against the Defendants for damages
for breach of warranty, on the basis that the warranties should
be construed to refer to the whole of the Felbridge site, or in
the alternative for rectification of the share purchase
agreement and disclosure letter.

The Claimant succeeded at first instance, on the rectification
though not the construction argument. The judge held that the
parties had a common continuing intention at the time of the
share purchase agreement and disclosure letter that the whole
of the Felbridge site should be included in the transaction, but
because of a mutual mistake it was not included.
The Defendants appealed on the grounds that:
••the first instance judge had failed to apply the relevant

principles correctly on the facts, in particular in finding that
there was a common intention to transfer the Freehold
Interests; and

••the disclosure letter, being a unilateral document issued by

the defendants, was not capable of rectification.

Decision
The Court of Appeal dismissed the appeal (Lord Justice David
Richards giving the lead judgment with which Lord Justices
McCombe and Newey agreed).
The Court noted that there was no challenge to the judge’s
summary of the applicable legal principles, by reference to the
Court of Appeal decisions in Swainland Builders Ltd v Freehold
Properties Ltd and Daventry DC v Daventry and District Housing
Ltd. The relevant test is that the parties held a common
continuing intention, up to the time of entering into the
agreement, which mistakenly was not reflected in its terms.
The common continuing intention is not a mere subjective
belief but what an objective outside observer would have
understood the intention to be.
In particular, the parties’ common continuing intention
was evidenced by the following aspects of the
pre-contractual negotiations:
••An information memorandum provided by the Defendants

identified the “strategic landholdings” that could be included
in the sale. The Felbridge site was described in the
information memorandum as being “part owned, part held
under option”.

••The Claimant’s first indicative offer was expressed to include

the purchase of “all strategic land interests”.

••A data package provided to the Claimant treated all the

various titles as included in one site and clearly suggested
that the Claimant would acquire control of all the interests in
the site.

••In answers to enquiries the Defendants had represented that

the Companies controlled the entire site required and that
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ownership and control of the entire Felbridge site would pass
to the Claimant if it acquired the strategic land interests.
••Further pre-contractual correspondence between the parties

also indicated that they had both assumed that the whole of
the Felbridge site would be included in the sale and a
particular telephone conversation (of which there was limited
evidence) could not be shown to have changed the
previously agreed position that the Felbridge site would be
included in the deal.

••The written heads of terms did not change the position. Even

if they were contrary to the inclusion of the entire Felbridge
site, which was far from clear, there was no reason to treat
the document as definitive; if the heads of terms were
affected by the same mistake as the agreement, neither
could stand.

The Court of Appeal also rejected the Defendants’ argument
that, as a matter of law, the disclosure letter was not capable
of rectification. It had been part of the suite of contractual
documents agreed between the parties. If it did not give effect
to the terms of the transaction, there was no reason why it
should not be capable of rectification.

Comment
The decision is of interest as a relatively rare Court of Appeal
decision allowing a claim for rectification. It acts as a reminder
that, although pre-contractual negotiations are not admissible
as an aid to interpreting a contract, they will be important
evidence if the court is considering a claim for rectification.
A claim for rectification is not, however, straightforward.
Where rectification is sought on the basis of common mistake,
the claimant must establish that the parties’ negotiations
evinced a common continuing intention, which was not
properly reflected in the written agreement as a result of a
mutual mistake.

Additional references
Swainland Builders Ltd v Freehold Properties Ltd [2002]
EWCA Civ 560
Daventry DC v Daventry and District Housing Ltd [2012]
1 WLR 1333
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Margin by which party beat own
Part 36 offer not relevant in
determining costs consequences
JLE v Warrington & Halton Hospitals NHS Trust [2019] EWHC 1582 (QB)
24 June 2019

The High Court has found that, where a
claimant beat its own Part 36 offer by only a
very small margin relative to the size of the
claim, that was not a relevant factor in
determining whether it would be unjust to
award the claimant the Part 36 costs
consequences in full.

In the present case Master McCloud awarded the Claimant
indemnity costs and enhanced interest but not the additional
amount. She rejected the Claimant’s argument that the test of
whether it would be unjust to apply the Part 36 costs
consequences had to be considered once and for all, as
opposed to separately for each individual element. She
concluded that, in this case, it would be unjust to award the
additional amount, which she described as “a clearly
disproportionate sum”. She pointed to the following three
factors as the most significant in exercising her discretion:

The judge referred to the widely criticised decision in Carver v
BAA plc, which meant that a party who beat an opponent’s
offer by only a small margin could be penalised in costs as if it
had failed to beat the offer. That decision was effectively
reversed by the Civil Procedure Rules Committee following a
recommendation by Lord Justice Jackson, so that the rules now
expressly provide that an offer will be beaten if the court’s
award is better in money terms by any amount, however
small. In the present case, the Court was keen not to
re-introduce Carver – or in effect the flip-side of Carver – by
depriving the offeror of the Part 36 costs consequences (or
some of them) simply because it beat its own offer by only a
small margin.

••the very small margin by which the offer was beaten relative

Background
The Claimant was successful in her clinical negligence action
against the Defendant and was awarded her costs. In the
subsequent detailed assessment proceedings, she put forward
a Part 36 offer of £425,000, in respect of a total claim for costs
of some £615,000. She was awarded costs of almost
£432,000. That meant she beat her Part 36 offer by just under
£7,000.
Part 36 applies to detailed assessment proceedings, by virtue
of CPR 47.20(4), with the receiving party treated as the
Claimant and the paying party the Defendant for these
purposes. Under CPR 36.17(4), where a claimant obtains a
judgment that is more advantageous than its own Part 36 offer,
the court must (unless it considers it unjust to do so) order
that the claimant is entitled to:
••under 36.17(4)(a)-(c), indemnity costs and enhanced

interest on damages and costs (at up to 10% above base
rate) from expiry of the relevant offer period;

••under 36.17(4)(d), an additional amount of up to £75,000,

calculated as 10% of the first £500,000 awarded and 5% of
the next £500,000 (the additional amount).

to the much greater size of the bill;

••the fact that where a bill is reduced significantly, it will

generally be very difficult for a paying party to know where
to pitch an offer; and

••the large size of the 10% “bonus” award relative to the

margin by which the offer was beaten.

The Claimant appealed.

Decision
The High Court (Stewart J) allowed the appeal and awarded
the additional amount.
The judge agreed with the Master that the test of whether it
would be unjust to order the Part 36 costs consequences could
be applied separately to each of the sub-paragraphs of CPR
36.17(4).
However, the judge held that the Master had erred in principle
in relying on the factors referred to above in concluding that it
would be unjust to award the additional amount. Those factors
were irrelevant to the Court’s discretion.
Factor 1 – small margin
The judge noted that, in relation to any money claim, the
question of whether a judgment is more advantageous than an
offer is defined by CPR 36.17(2) as whether it is “better in
money terms by any amount, however small”. That wording
was introduced by the Civil Procedure Rule Committee, on the
recommendation of Lord Justice Jackson, to reverse the effect
of the Court of Appeal’s decision in Carver. In that case the
claimant in fact beat the defendant’s Part 36 offer by £51 but
the court held that the outcome was not more advantageous
than accepting the offer, essentially because the margin was
not “worth the fight”. The decision was widely criticised as
introducing an unhelpful degree of uncertainty into the
operation of the rule.
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Against that background, the judge in the present case said it
is not open to the court to take into account the amount by
which a Part 36 offer has been beaten in exercising its
discretion as to whether to disapply the costs consequences on
grounds of injustice. That would risk re-introducing Carver and
its adverse consequences.
Factor 2 – significant reduction in the bill
The judge held that the Master erred in principle in deciding
that some difficulty in assessing an offer because the bill was
reduced by some 30% could be a reason to find it unjust to
make the additional award. If that were permitted it would
cause “a real risk of burgeoning satellite litigation”.
The judge accepted that there could be circumstances where
the fact of a significant reduction in a bill could justify a finding
that it would be unjust to award some or all of the Part 36
costs consequences, eg where the inflated level of costs
claimed led a defendant to incur expense in investigating the
claim before the Part 36 offer was made, but there was no
such finding in the present case.
Factor 3 – size of additional award relative to margin
The judge noted that the percentage of the additional amount
was decided as a matter of policy as part of the Jackson
reforms, as under the previous regime it was considered that a
claimant was insufficiently rewarded and a defendant
insufficiently penalised when the claimant had made an
adequate Part 36 offer. The additional amount was not meant
to be compensatory; there is a penal element, as made clear in
the Jackson Report. The size of the additional award is
therefore not a permissible reason for finding that it would be
unjust to award it.
Exercise of discretion
Having found that all three reasons for the Master’s conclusion
were inadmissible, the judge held that there was nothing
unusual about the circumstances of this case so that the
high threshold of proving injustice could be properly regarded
as met.
The Defendant sought to argue that the Court could and
should award a lesser percentage than the 10% prescribed
percentage, ie that it was not an all or nothing award. The
judge said it was too late to raise the point but considered,
obiter, that in fact there is no such power. In the judge’s view, if
awarded at all (ie unless it is unjust to award it), the additional
amount must be awarded in full.

Comment
The decision re-emphasises the high hurdle required before the
court will find that a party who makes a well-judged Part 36
offer will be deprived of the costs consequences that would
otherwise follow: the test is whether it would be unjust to
award the usual costs consequences (or any of them), and that
is a stringent test.

Additional references
Carver v BAA plc [2008] EWCA Civ 412
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Supreme Court clarifies broad scope
of court’s discretion to grant nonparty access to court documents
Cape Intermediate Holdings Ltd v Dring [2019] UKSC 38
29 July 2019

The Supreme Court has held that there is no
limit to the court’s discretion to grant
non-party access to court documents. The
guiding principle is the need for justice to be
done in the open. Courts at all levels
throughout the UK have an inherent
jurisdiction to allow access in accordance
with that principle.
The Court disagreed with the Court of Appeal’s decision to the
effect that there was no inherent jurisdiction to permit
non-parties to obtain trial bundles generally, or documents
merely referred to in skeleton arguments/written submissions,
or in witness statements/experts’ reports, or in open court.

Background
The Asbestos Victims Support Groups Forum UK (the Forum)
brought an application to access the trial bundles and other
documents used at the trial of claims against the Respondent
relating to its former employees’ alleged exposure to asbestos.
Those earlier proceedings had settled after trial but
before judgment.
The application was made primarily under CPR 5.4C(2), which
provides that a non-party to litigation may, if the court gives
permission, “obtain from the records of the court a copy of any
other document filed by a party” (that is, any document other
than a statement of case or judgment or order made in public,
which are available without permission under CPR 5.4C(1)). In
the alternative, the Applicant contended that the court had
power to grant access under its inherent jurisdiction.
The High Court (Master McCloud) granted access to the
entirety of the paper trial bundle, as well as skeleton
arguments and transcripts. However, she did not grant access
to documents appearing solely in an electronic trial bundle,
which comprised the totality of the parties’ disclosed
documents whether or not relied on at trial.

Court of Appeal decision
On the Respondent’s appeal, the Court of Appeal overturned
the Master’s very broad order. It found that the “records of the
court” for the purpose of CPR 5.4C(2) were much more limited
than the Master had held, and would not normally include trial
bundles, witness statements, expert reports, skeleton
arguments or written submissions, or transcripts.

Nevertheless, the court had an inherent jurisdiction to permit a
non-party to obtain:
••witness statements/expert reports which stood as

evidence-in-chief and would have been available for
inspection during the trial under CPR rule 32.13;

••documents read out in open court, or which the judge was

invited to read in court or outside court, or which it was clear
or stated that the judge had read;

••skeleton arguments or written submissions deployed at a

public hearing; and

••any other specific documents necessary for a non-party to

inspect in order to meet the principle of open justice

But, the Court of Appeal held, there was no inherent
jurisdiction to permit non-parties to obtain the trial bundles
generally, or documents merely referred to in skeleton
arguments/written submissions, witness statements/experts’
reports, or in open court.
The Respondent brought a further appeal to the Supreme
Court, and the Forum cross-appealed. The Media Lawyers
Association intervened in the appeal.

Supreme Court decision
The Supreme Court gave judgment clarifying the extent of the
court’s powers to permit non-party access to court
documents. Lady Hale delivered the judgment of the Court.
The Court noted that CPR 5.4C(2) allows non-parties to obtain
documents from the “records of the court”, but this term is not
defined. In the Supreme Court’s view, the term must refer to
those documents and records which the court itself keeps for
its own purposes, not every document filed with the court.
However, the Court said, current practice as to court record
keeping cannot determine the scope of the court’s power to
order access to documents in particular cases.
The Court noted that the Court of Appeal in the present case
had largely adopted the approach in GIO Personal Investment
Services Ltd v Liverpool and London Steamship Protection and
Indemnity Association Ltd (FAI General Insurance Co Ltd
intervening) (FAI). In that case it was held that the predecessor
rule to CPR 5.4C(2) did not cover documents referred to in
witness statements, as they would not have been available to
non-parties attending court and listening to evidence-in-chief
before witness statements were introduced. The same
reasoning applied to documents referred to in court or read by
the judge, unless they had been read out in court and thus
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entered the public domain. The Court of Appeal’s approach in
the present case was similar, though it recognised that the law
had been developed in certain respects, so that for example
the inherent jurisdiction included documents treated as read
in open court (eg those the judge was invited to read and
those it was clear the judge had read) as well as those actually
read out.
The Supreme Court noted that the Court of Appeal in this case
had the “unenviable task” of trying to reconcile the very
different approaches taken in FAI and in R (Guardian News and
Media Ltd) v City of Westminster Magistrates’ Court (Article 19
intervening) (Guardian News and Media). In that case the Court
of Appeal found that, where documents have been placed
before a judge and referred to in the course of proceedings, the
default position should be that access should be permitted on
the open justice principle.
In the present case, the Supreme Court held that it is clear that
the court rules are not exhaustive of the court’s powers to
grant non-party access to court documents. Unless
inconsistent with statute or court rules, all courts and tribunals
in the UK have an inherent jurisdiction to permit access in
accordance with the principle of open justice. It is not correct
to talk in terms of limits to the court’s jurisdiction; the question
is how the jurisdiction should be exercised in a particular case.
The principal purposes of the open justice principle are, first, to
enable public scrutiny of the decision making process and,
second, to enable the public to understand how the justice
system works and why decisions are taken. This requires the
public being put in a position to understand the issues and the
evidence adduced. Given modern trial practice, where the old
oral tradition has been replaced to some extent by written
argument and evidence, it is difficult or impossible in many
cases to understand what is going on without access to the
written material.
The Supreme Court endorsed the default position set out in
Guardian News and Media, which it said had also been endorsed
in earlier Supreme Court decisions, that the public should be
allowed access, not only to the parties’ written submissions
and arguments, but also to the documents which have been
placed before the court and referred to during the hearing. This
was not limited to what the judge had been asked to read or
said he had read. Though it might be rare, it was not
impossible that the judge had forgotten or ignored some
important piece of information; if access was limited to what
the judge had actually read then “the less conscientious the
judge, the less transparent is his or her decision”.
It is for the party seeking access to explain why access is
sought, and to explain how granting access will advance the
open justice principle. The media may be better placed than
others to demonstrate this, but others may also be able to
show a legitimate interest in obtaining access. In determining
whether and to what extent a non-party should be given
access the court must carry out a fact-specific balancing
exercise between, on the one hand, the potential value of the
information in advancing the purpose of the open justice
principle and, on the other, any risk of harm to an effective
judicial process or the legitimate interests of others. The
practicalities and considerations of proportionality may also be
relevant – eg if an application is made after the proceedings are
over, where the court and the parties may no longer have the
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material, or the burdens in identifying it and retrieving it may
be out of proportion to the benefits – though, the Court noted,
increasing digitisation of court materials may eventually make
this easier.
As regards trial bundles, the Supreme Court commented that
the court will not order disclosure of a bundle that has been
marked or annotated by the advocates or others involved in the
case without that person’s consent.
Finally, the Supreme Court urged the Civil Procedure Rule
Committee (and the other bodies responsible for framing court
rules in the UK) to give consideration to the questions of
principle and practice raised by this case, including the extent
of any continuing obligation of the parties to co-operate with
the court in furthering the open justice principle once the
proceedings are over. These questions are, the Court said,
“more suitable for resolution through a consultative process in
which all interests are represented than through the prism of
an individual case”.

Comment
The decision establishes that the default position is that the
public should be allowed access to documents which have
been placed before the court and referred to during the
hearing. This may make it easier for non-parties to access a
wider range of documents. However, it is for the person
seeking access to explain why it is sought and, in determining
the application, the court must balance the potential value of
the information in advancing the purpose of the open justice
principle against any risk of harm in providing the information.
The practicalities and considerations of proportionality may
also be relevant, for example the extent to which the
information remains accessible, in particular if the application
is made after the proceedings have concluded.
The Court also distinguished between clean copies of trial
bundles, which it said may be the most practicable way of
providing access to non-parties (though that is a matter for the
court in any case), and copies that contain markings or
annotations made by those involved in the case. Disclosure of
the latter will not be ordered, the Court said, without the
consent of the person holding the bundle.

Additional references
GIO Personal Investment Services Ltd v Liverpool and
London Steamship Protection and Indemnity Association
Ltd (FAI General Insurance Co Ltd intervening) [1999]
1 WLR 984
R (Guardian News and Media Ltd) v City of Westminster
Magistrates’ Court (Article 19 intervening) [2012] EWCA
Civ 420
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Court of Appeal clarifies test for
rectifying terms of written contract
for common mistake
FSHC Group Holdings Ltd v GLAS Trust Corporation Ltd [2019] EWCA Civ 1361
31 July 2019

The Court of Appeal has upheld a decision
granting rectification of two deeds on the
basis that they did not reflect the parties’
subjective common intention.
This is an important judgment which establishes, at Court of
Appeal level, the test for rectifying a contractual document on
grounds of common mistake, on which there had been
conflicting authority and uncertainty as to the state of the law.

Background
This was a claim for rectification of two deeds executed by the
Claimant in November 2016. The purpose of executing the
deeds was to provide security which the Claimant had
previously agreed to provide in connection with a complex
corporate acquisition which took place in 2012. The omission
of the security – an assignment of the benefit of a shareholder
loan – was not noticed until it was spotted by the Claimant’s
lawyers during a review of the security documentation in 2016.
In order to provide the missing security, the Claimant entered
into deeds to accede to two pre-existing security agreements.
However, the effect of acceding to these agreements was not
only to provide the missing security but for the Claimant to
undertake additional, onerous obligations.
The trial judge, the late Mr Justice Henry Carr, found as a fact
that, when the deeds were executed, both parties understood
and intended them to do no more than provide the missing
security; no one involved in the transaction realised that the
effect was to impose the additional obligations. In other words,
he found that the parties subjectively had a common intention
to execute a document which did no more than satisfy the
Claimant’s obligation to provide the missing security. He also
found that an objective observer would have concluded, from
the background facts and the communications between the
parties, that they had such a common intention. He therefore
granted rectification of the deeds so as to exclude the
additional obligations from their scope.
The Defendant appealed. It did not challenge any of the judge’s
findings of fact. It argued, however, that: the test for
rectification was purely objective; identifying the objective
intention of the parties was a question of law, on which the
appeal court could form its own opinion; and the judge was
wrong to find that, objectively assessed, the parties had a
common intention which was not accurately reflected in
the deeds.

Decision
The Court of Appeal dismissed the appeal, Lord Justice Leggatt
giving the judgment of the Court (with Lord Justices Flaux and
Rose). The Court conducted a detailed review of the authorities
relating to the equitable doctrine of rectification, drawing out
various points including the following:
••In the 18th and early 19th century authorities, it was clear

that the test was a subjective one, with references to the
“intention” of the parties being references to what the parties
actually intended.

••However, in the second half of the 19th and early 20th

century, there were a number of authorities in support of the
view that rectification was permitted only where a
contractual document failed accurately to record a contract
that already existed before the document was executed.

••The requirement for a pre-existing contract was

authoritatively rejected by the Court of Appeal in Joscelyne v
Nissen, though the court made it clear that some “outward
expression of accord” was required – in other words, the
requirement was for a common intention which the parties
not only each held but understood each other to share as a
result of communication between them.

••In Britoil plc v Hunt Overseas Oil Inc, the majority of the Court

of Appeal rejected an argument that the parties’ subjective
states of mind were irrelevant to a claim for rectification of a
written contract and that a wholly objective test should be
applied. Hoffman LJ (as he then was), dissenting, considered
that there should be a wholly objective test.

••In Chartbrook Ltd v Persimmon Homes Ltd, Lord Hoffman made

observations as to the correct test for rectification (an issue
which did not arise, given the court’s findings on the
interpretation of the contract), again expressing the view that
the test was wholly objective and that actual subjective
intentions were irrelevant. The other members of the
appellate committee either agreed or saw no reason to differ
from Lord Hoffmann’s observations.

••In Daventry District Council v Daventry & District Housing Ltd,

the Court of Appeal proceeded on the basis that Lord
Hoffmann’s observations in Chartbrook were correct, while
recognising that they were obiter dicta – though two
members of the court expressed considerable reservations
about the analysis and the members of the court differed as
to what an “objective” test required.

In the present case, the Court of Appeal recognised “the
immense respect due to an opinion expressed by Lord
Hoffmann on a point of law which commanded the unanimous
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agreement of the House of Lords”. Nevertheless, the
observations in Chartbrook were expressly acknowledged to be
obiter dicta and were therefore not binding authority. As the
point arose directly in this case, the Court considered it
necessary to decide whether Lord Hoffman’s opinion was
correct in law. The Court was satisfied that it was not prevented
from doing so by the Court of Appeal’s decision in Daventry
because, in that case, the Court proceeded on the basis that
Lord Hoffmann’s analysis was correct in circumstances where
the parties argued the case on that assumption. Since the
analysis was assumed to be correct and not the subject of full
argument, the Court of Appeal in this case did not regard itself
as bound by its previous decision in Daventry.
In considering whether the approach approved in Chartbrook
was correct, the Court of Appeal examined the question
from the point of view of (i) principle, (ii) precedent and
(iii) policy considerations.
Principle
The Court of Appeal distinguished between two forms of
rectification, based on different principles:
••rectification of a document because it does not reflect the

terms of a prior concluded agreement; and

••rectification where the parties have not made any contract

prior to the document sought to be rectified, but had a
common continuing intention in respect of a particular
matter which was not reflected in the document.

The first type, the Court of Appeal noted, is based on the
principle that agreements must be kept and is sometimes
regarded as a branch of the doctrine of specific performance.
The court should give effect to what the parties have
contractually agreed to record in their document. In such a
case, the terms of the prior contract must be objectively
determined in the same way as any other contract.
The second type of rectification is not, however, based on the
principle that agreements must be kept. The principle that a
contractual document should be rectified so as to enforce what
the parties have (objectively) agreed has no validity where the
prior “agreement” is not a legally binding contract but a
non-binding expression of intent. A formal written contract is
intended to have priority over any earlier non-binding record of
the parties’ intention, as objectively assessed.
This second type of rectification is, the Court said, entirely
concerned with the parties’ subjective states of mind, and
based on considerations of good faith. As Leggatt LJ put it:
“It rests on the equitable doctrine that a party will not be
allowed to enforce the terms of a written contract,
objectively ascertained, when to do so is against
conscience because it is inconsistent with what both
parties in fact intended (and mutually understood each
other to intend) those terms to be when the document
was executed.”
Rectification for unilateral mistake can, the Court noted, be
understood as an extension of the same basic equitable
principle. It is equally contrary to good faith for a party to seek
to apply the contract inconsistently with what that party knew
to be the parties’ common intention at the time of contracting
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(common mistake) or what it knew the other party mistakenly
believed to be the common intention (unilateral mistake).
Either way, the Court said, it is fundamental to the doctrine
that “an actual mistake was made by one or more real people
in believing that the written contract gave effect to what either
was or was understood by one party to be the parties’ actual
common intention”.
Precedent
To apply a purely objective test of intention was also, the Court
of Appeal found, inconsistent with precedent, including
authority that was binding at Court of Appeal level, in
particular Britoil. Leggatt LJ stated that “…in cases where the
court is not simply enforcing a contractual obligation to
execute a document in particular terms, the doctrine has
always been understood and justified as an equitable remedy
to correct an actual common mistake – that is to say, an
inadvertent failure to give effect to what the parties actually
intended.”
The Court noted that there was no discussion in Lord
Hoffmann’s judgment in Chartbrook of the history of the
equitable remedy of rectification for common mistake, which
showed that courts of equity had always been concerned with
the actual intention of the parties. Nor was any reference made
to the authorities which established the need to prove the
reality of the parties’ common continuing intention, save for
the Britoil case which Lord Hoffmann had sought to distinguish
on grounds which, in Leggatt LJ’s view, could not be supported.
There was no suggestion in Chartbrook that Britoil was wrongly
decided or should be overruled. It was not brought to the Court
of Appeal’s attention in Daventry, but it remained good
authority and was binding on the Court.
The Court also noted that the purely objective approach
endorsed in Chartbrook was inconsistent with how the doctrine
of rectification was understood and applied in most other
common law jurisdictions, most notably Australia.
Policy
In the Court of Appeal’s view, there were also good policy
reasons for applying the subjective test for rectification in
cases where there was no prior contract. Leggatt LJ observed
that the requirement in such cases to show that the wording of
a contractual document was inconsistent with the parties’
actual common intention was “rightly a demanding test to
satisfy and one which affords appropriate respect to the
primacy of the final, agreed, written terms of a contract.”
In the Court’s view, allowing rectification to reflect an
objectively determined common intention, even though one
party (or even both) actually intended to be bound by the
terms of the document as executed, would “not adequately
protect the certainty and security of commercial transactions”
and could also lead to unfairness.

Comment
The Court of Appeal held that, before a written contract could
be rectified on the basis of a common mistake, it was
necessary to show either (1) that the document failed to give
effect to a prior concluded contract or (2) that the parties had
a common intention in respect of a particular matter which, by
mistake, the document did not accurately record. In the latter
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case it was also necessary to show that, as a result of
communication between them, the parties understood each
other to share that intention.
The Court disagreed with Lord Hoffman’s (obiter) observations
in Chartbrook that, even for the second limb above, the test is
purely objective and subjective intentions are irrelevant.
Leggatt LJ, who gave the judgment of the Court, explained the
doctrine as resting on an equitable principle of good faith – ie
that a party will not be allowed to enforce the terms of a
written contract when that would be against conscience
because it was inconsistent with the parties’ mutual intentions
at the time of contracting.
Unless and until there is a further appeal to the Supreme
Court, therefore, the test to be applied is as set out above. In
most cases, this is likely to mean (even) greater difficulty in
establishing a claim for rectification for common mistake, in
the absence of a prior concluded contract. In particular, a claim
will not succeed unless the claimant can establish not only that
it had a particular intention but that the defendant shared that
intention, and that the parties understood one another to share
that intention. (There may however be a claim based on
unilateral mistake, if the defendant knew the claimant believed
there to be a common intention when that was not in fact the
case, and knew the document did not give effect to the
claimant’s intention).

Additional references
Chartbrook Ltd v Persimmon Homes Ltd [2009] UKHL 38
Joscelyne v Nissen [1970] 2 QB 86
Britoil plc v Hunt Overseas Oil Inc [1994] CLC 561
Daventry District Council v Daventry & District Housing Ltd
[2011] EWCA Civ 1153
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Privilege: a reminder of the dangers
of cherry picking
Kasongo v Humanscale UK Ltd [2019] UKEAT/0129/19/LA
9 September 2019

The Employment Appeal Tribunal (EAT) has
held that an employer waived privilege in
redacted parts of a draft dismissal letter
setting out its lawyer’s comments, as a
result of the employer’s decision to rely on
other privileged material relating to the
Claimant’s dismissal.

The employment tribunal held that the Claimant could not rely
on the redacted part of the letter as it was covered by legal
professional privilege and it would have been obvious to the
Claimant that the employer had not intended to disclose it. The
tribunal also found the HR manager’s email to the in-house
counsel was not privileged and so there was no “cherry
picking”. (The tribunal did not make a finding about the HR
manager’s note of the legal advice received from the external
solicitor earlier the same day). The Claimant appealed.

Background

Decision

The Claimant was dismissed on 15 February 2018 after
11 months’ service. She brought claims against her former
employer for unfair dismissal and discrimination due to
pregnancy, alleging that she informed her manager that she
was, or might be, pregnant on 30 January 2018. The employer
defended the claim on grounds that it was unaware of the
pregnancy and that her dismissal was entirely due to
performance issues.

The EAT allowed the appeal and held that the Claimant could
rely on the redacted words.

Documents disclosed by the employer in the proceedings
included the following, which appeared to corroborate its
position that the Claimant’s dismissal was already in hand
before the date she says she told her manager that she might
be pregnant:
••a contemporaneous note of a telephone call between the

employer’s senior HR manager and its external solicitor on
25 January 2018, setting out advice received from the
solicitor about the possible termination of the Claimant’s
employment; and

••an email sent by the HR manager to the employer’s in-house

Counsel later that day, explaining that the employer “would
like to terminate an employee asap based on behaviour
(issues with tardiness, attendance and quality of work)”,
summarising the external legal advice received, and asking
for views.

The employer also disclosed a draft dismissal letter dated
2 February 2018 which had been prepared by the employer’s
lawyers, from which certain comments by its lawyers had been
redacted. The Claimant somehow managed to read the
redacted words, which included the lawyer’s comment in bold
italics, after the explanation for dismissal given in the draft
letter: “please double check I have this correct factually and
that you are not uncomfortable with us saying any of this.
The idea is to do enough to show we’ve not dismissed her for
any discriminatory reason”. The Claimant sought to rely on
these words at the employment tribunal hearing. The
employer objected.

In the course of argument before the EAT, the employer
“sensibly conceded” that the HR manager’s note and
subsequent email were covered by legal advice privilege. The
EAT said that the tribunal’s conclusion that the email was not
privileged, and its failure to reach a decision on the note,
clearly amounted to an error of law.
Since both the note and email were privileged, and the
employer had chosen to disclose them in its list of documents,
it had waived privilege in respect of them. Citing Lord Bigham
CJ in Paragon Finance plc v Freshfields, the EAT stated:
“A client expressly waives his legal professional privilege
when he elects to disclose communications which the
privilege would entitle him not to disclose…. While there is
no rule that a party who waives privilege in relation to one
communication is taken to waive privilege in relation to all,
a party may not waive privilege in such a partial and
selective manner that unfairness or misunderstanding
may result”.
The EAT noted that this practice of selective waiver that is
unfair or risks misunderstanding is often referred to as “cherry
picking”. In the present case, the employer effectively
conceded that the waiver led to a risk of a partial or misleading
picture, but argued that the draft dismissal letter was not part
of the same “transaction” as the note and email, and therefore
the redactions were not caught by the cherry picking rule. The
employer relied on Dore v Leicestershire County Council and
Fulham Leisure Holdings Ltd v Nicholson Graham Jones, in which
Mann J held that waiver only applied to the “transaction” in
respect of which disclosure had been made.
The employer submitted that there was a clear distinction
and difference between the legal advice given on 25 January
and the advice on the wording of the draft dismissal letter of
2 February 2018, and they were separate transactions.
The redacted letter was therefore unaffected by the waivers
of privilege.
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The EAT agreed with the Claimant’s submission that this was a
“wholly artificial distinction”. The documents were all part of
the same transaction, ie the giving of legal advice about the
Claimant’s dismissal and the possible legal implications. That
was not affected by the six day gap between the documents.

Comment
It is well established that, where a party to proceedings
deploys privileged material to support its case, the “cherry
picking” rule (also known as the principle of collateral waiver)
means that the waiver may extend more broadly than
intended. A court or tribunal may require the relevant party to
disclose further privileged material, which relates to the same
issue or transaction, to avoid giving an unfair or misleading
impression based on the material disclosed. In the present
case, the EAT rejected the employer’s submission that the
redacted comments represented a separate “transaction” from
the legal advice given six days earlier and therefore were not
caught by the cherry picking rule. They were all part of the
same transaction, which was advising the employer on the
Claimant’s dismissal.
While the decision is not surprising on its facts, it acts as a
reminder of the dangers of relying on privileged material – even
where it appears on its face to be helpful to a party’s case – if
there is related privileged material which is less helpful and
may undermine the benefit obtained. Given the risks of
opening up further privileged material, and the difficulty of
anticipating where the line will be drawn in a given case, a
decision to waive privilege should never be taken lightly.

Additional references
Paragon Finance plc v Freshfields [1999] 1 W.L.R. 1183
Dore v Leicestershire County Council [2010] EWHC 34 (Ch)
Fulham Leisure Holdings Ltd v Nicholson Graham Jones
[2006] EWHC 158 (Ch)
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The first shareholder class action
judgment in England & Wales
Sharp v Blank [2019] EWHC 3078 (Ch)
15 November 2019

The first judgment in a shareholder class
action in England & Wales has been handed
down by the High Court in Sharp v Blank (also
known as The Lloyds/HBOS litigation). In
rejecting the claim brought by a group of
shareholders against Lloyds relating to its
acquisition of HBOS in 2008, the decision of
the High Court provides clarity on some of the
most important battlegrounds which arise in
shareholder class actions as well as guidance
for listed companies and their directors on
various key aspects of capital markets and
M&A transactions.

circumstances such a merger would likely have been prevented
for competition reasons).

The trial featured a number of high profile figures and
considered the extraordinary events in the lead up to, during
and immediate aftermath of, the financial crisis in 2008.
Although it will be a disappointment to historians of the
financial crisis, the Court resisted the temptation to undertake
a "public enquiry" into the acquisition of HBOS by Lloyds,
deciding instead that the task in hand was to consider the
specific allegations which were made by the shareholders.

••That the circular did not contain sufficient information about

The key elements of the claim were that the directors
negligently recommended to Lloyds' shareholders that they
should vote in favour of the acquisition of its rival, HBOS, and
that they failed to provide shareholders with sufficient
information to make an informed decision on how to exercise
that vote and/or made negligent misstatements about the
merits of the acquisition.

The Claimants' case was that, but for the negligent
recommendation, the acquisition would not have gone ahead,
and that had adequate disclosures been made, either the
directors would have pulled out of the acquisition, disclosure
would have triggered a collapse in the share price of HBOS or
the shareholders would have voted against the acquisition at
the Extraordinary General Meeting.

It remains to be seen what impact the judgment will have
on the likelihood of future shareholder class actions in
England & Wales. In dismissing both claims, the judgment
illustrates how difficult such claims are to bring successfully,
particularly given the complexity of proving that any defects
in a recommendation or disclosure actually caused loss to
shareholders. Those challenges plainly go to the heart of
whether similar claims are financially viable from the outset.

Decision

Background
The claims were centred on the all-share acquisition by Lloyds
of its rival, HBOS, at the height of the financial crisis in the
Autumn of 2008. HBOS was, in the aftermath of the collapse
of Lehman Brothers, subject to speculation about its ability to
survive the crisis and in those circumstances Lloyds was given
the opportunity to acquire HBOS (when in normal

As a Class 1 transaction, Lloyds' shareholders were required to
approve the acquisition at an Extraordinary General Meeting
and, for that purpose, a shareholder circular was produced on
3 November 2008 explaining the benefits and risks of the
acquisition and containing a recommendation from the Lloyds
directors as to how shareholders should vote.
The claims were twofold:
••That the recommendation given to shareholders was

negligent because it was based on insufficient due diligence,
failed to take account of the funding and capital risks
involved in acquiring HBOS at that time, and overplayed the
risks of Lloyds continuing as a standalone entity (the
recommendation case).
the risks of acquiring HBOS and/or contained negligent
misstatements about HBOS and the acquisition, including
that HBOS was in receipt of so-called Emergency Liquidity
Assistance (ELA) from the Bank of England and a £10bn
loan facility from Lloyds itself, and that Lloyds had estimated
impairments on HBOS's assets greater than market
consensus (the disclosure case).

The recommendation case
The Court held that a reasonably competent chairman or
executive director of a large bank could reasonably have
reached the view, at the end of October 2008, that the
acquisition was beneficial to Lloyds' shareholders and could
reasonably have maintained that view until the shareholders'
vote on the acquisition was taken.
The disclosure case
The Court found that the use of ELA ought to have been
disclosed because the existence of the ELA facility was of
potential concern to investors. This was not because it was an
indicator that HBOS was a failed bank, or valueless (as had
been alleged by the Claimants) but because it presented a
funding risk that would have to be absorbed by, and managed
by, the combined entity.

The Court found that the £10bn loan facility provided by
Lloyds to HBOS ought to have been disclosed because, given
the non- standard features of the transaction, the existence of
it was information which a shareholder should know.
The Court did not find that any of the other criticisms of the
disclosure (including the omission of Lloyds' due diligence
results) were justified.
Reliance and causation
Notwithstanding that the Court found there to have been two
disclosure breaches, it nevertheless concluded that the
Claimants had not proven that these caused them any loss.
This was because:
••The Court found that had the directors been required to

disclose ELA and the £10bn loan facility in the circular, they
would not have terminated the acquisition. Logically, the
question of whether the acquisition was beneficial to
shareholders did not depend on what shareholders would be
told of the acquisition.

••The Court found that, although there may have been a mildly

negative reaction to the disclosure of such information, such
a decline would have been well short of a "collapse" in the
share price of HBOS.

••The Claimants would have needed to prove that, had

disclosure been made, more than 1.4 billion votes would
have been voted differently. The evidence provided by the
Claimants was insufficient to support such an assumption.

Accordingly both the recommendation case and the disclosure
case were dismissed.
Loss
In any event, on the evidence before the Court, it would not
have awarded any damages because:
••In principle any shareholder seeking to recover such a loss as

a result of the acquisition and recapitalisation would be met
by an argument grounded in the principle of reflective loss.

••The Court rejected all three bases upon which the

Claimants' expert had calculated loss on the basis of the
value of Lloyds' shares.
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process. It confirmed that a board is not necessarily required
to assume the worst about, and thereby ignore the potential
benefits of, a proposed transaction unless that risk can be
eliminated; a reasonably competent director would not base
their judgment on extremes.
In a finding which will provide significant comfort to boards,
the Court noted that if directors have received advice from
professional and experienced advisers, this will be an indicator
that the board has not behaved negligently. It will not be
necessary for them to redo that work absent some glaring
omission in the analysis or factual foundation.
In an observation that will provide further comfort to boards,
the Court rejected the suggestion that "the evidence of the
events themselves" is enough to demonstrate the existence of
circumstances of such a character, so plain and so manifest,
that any competent director of ordinary prudence would have
been bound to decline to follow the recommended course of
action notwithstanding the tenor of the advice that the board
has received.

Reliance on advice from investment bank advisers
In order to counter the support for the recommendation which
the directors received from the investment bank advisers, the
Claimants suggested that the advice of the investment bankers
ought to be discounted because they are only paid if a
transaction proceeds.
The Court however held that, although there may be an
overlap of interests, that does not necessarily mean that the
investment bankers were not professionally objective. Indeed,
the Court found that a board which did not seriously consider
the advice of an investment banker on a significant takeover
would almost certainly be negligent.
The applicable duties in the disclosure case
The Court articulated what was required of directors in
preparing the shareholder circular. Although this discussion
was in the context of a circular, the guidance is likely to be
influential in the approach which is taken to other documents
published by issuers subject to disclosure duties (such as a
prospectus or offering memorandum).

Comment

The sufficient information duty

The recommendation duty

The Court found that, in order to comply with the sufficient
information duty, the document in question must, when
viewed objectively, give a fair, candid and reasonable account
of the circumstances which will enable an informed decision to
be made. The sufficient information duty requires the court to
look at the document afresh and to subject it to scrutiny, rather
than give deference to the judgment of those preparing (and
advising on) the document as to the materiality of information.

The Court also gave guidance on the correct approach to an
assessment of a recommendation given by directors to
shareholders on a proposed transaction.

Deference afforded to directors' recommendations
In doing so the Court emphasised that the relevant question is
not whether any, or indeed many, competent directors would
have disagreed with the decision taken by the board; providing
evidence to support the view that an error of judgment was
made does not establish negligence. In order to demonstrate
negligence, claimants must show that no reasonably
competent director could have shared the view of the board,
such that their actions lay outside of the range of responses
reasonably open to competent directors.
The Court provided useful commentary upon the calibration of
risks which ought to be factored into a board's decision making

However, the Court confirmed the duty will not require
disclosure of everything which fed into the directors' decision
making process, or every single piece of information which
may affect shareholder voting. Accordingly, the Court will
accept some selection of material that is put before the
shareholders, particularly on matters of great complexity.
The Court also provided guidance on the question of balance in
the document. It must include both an assessment of the
strengths of the acquisition, and its weaknesses in order to
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give focus and direction to the shareholders. A fair, candid and
reasonable account must therefore include (although need not
emphasise) those weaknesses. Interestingly, the Court noted
that it is a question of balance whether that is done through
the risk factors or in the course of laying out the proposal itself
(for example in the Chairman's letter).
Applying that to the claim, the Court found that what was
most important to the shareholders was HBOS's contribution
to the merged entity, rather than HBOS's condition as a
standalone entity and that the circular was right to strongly
emphasise this:
"The concern of the shareholders was with what HBOS
would be as part of the Enlarged Group, not with what it
was if left on its own; with how good an ingredient HBOS
was in a larger mix, not with what it would be like if left on
the shelf."
However, on balance, the weakness of HBOS's current position
should have been disclosed:
"The assumed disclosures in the Circular recommending
the Acquisition would thus have provided important
incremental information about how far along the journey
HBOS was, but the destination (absent the Acquisition)
was already anticipated by many."
The Court left open the question of whether there may be
circumstances in which the sufficient information duty might
be qualified. In the context of the claim, if the Tripartite had
attached the condition of secrecy to the provision of ELA (for
instance to maintain the integrity of the financial system), it
may be that this would have given rise to a competing duty on
the directors which would have qualified the duty of disclosure.

The duty not to negligently mis-state
The Court contrasted the law on negligent misstatement with
the sufficient information duty. The Court held that a breach of
the sufficient information duty will not necessarily give rise to a
negligent misstatement by omission. The sufficient information
duty is objective, and the honestly held views of the
participants at the time cannot be determinative.
By contrast, in the case of negligent misstatement, a
judgement call is made by the directors as to the materiality of
the information. Accordingly, the process followed and the
advice received at the time (or the absence of advice) will be
important in helping the court to determine whether that
judgement was reached negligently.

Announcements and presentations
The Court considered whether the directors' disclosure duties
to Lloyds' shareholders extended beyond the shareholder
circular to the announcements of the merger and to
statements made in presentations to and calls with analysts
during the offer period.
The Court held that it would be a "big leap" to impose a direct
duty of care by each director to each shareholder for an
announcement to the market by the company. To do so would
run counter to the cardinal principles of company law that a
company is a separate legal personality, and the directors owe
their duties to the company rather than individual
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shareholders. In addition, the Court found that an
announcement is not made to provide shareholders with
information to inform their investment decisions or even to
inform whether they should support or vote against a
transaction which will be put to them at a later point in time
(following the publication of a circular). It is instead for the
company to comply with a regulatory obligation to disclose
price sensitive information.
In relation to statements made during analyst presentations,
the Court concluded that something more is required than
showing that the statement was made by a director.
Moreover, Lloyds clearly communicated that reliance should
only be placed on the circular, not on the content of the
presentations given.
Record-keeping of judgments
The Court provided the following guidance in relation to the
record-keeping of decisions and discussions during a transaction:
••The absence of a full record (for example through a detailed

board minute) does not necessarily indicate that there was
no discussion on a particular topic.

••Where notes are not a verbatim record of what has been

said, some care must be taken when interpreting the literal
words on the page.

••The development of a document through drafts does not

mean that every change from the first draft to the final draft
is to be viewed as the "suppression of legitimate doubt"
about the content of the document, and the course of action
it proposes.

••Documents must be read alongside the body of work

accompanying them, for example one board paper in a board
pack must be read alongside the other board papers in the
same pack, as well as alongside papers from other relevant
meetings held at the time.

••Although there may be a temptation to say that a

contemporaneous dissenting opinion, conveying concerns
about risks which later eventuated, ought to have been given
greater prominence at the time, that temptation is driven by
hindsight and ought to be resisted.

Standards of due diligence
Lloyds was able to obtain greater access to HBOS than would
ordinarily be the case in an acquisition of this kind. However,
the due diligence was limited by demands of client
confidentiality, competition issues and the acquisition
timetable. The Claimants argued that, given that it was subject
to those limitations, the due diligence was inadequate and
insufficient. Accordingly, the board's recommendation was
said to have been negligent.
The Court applied a two stage test when considering the
standards which a board of directors must meet in relation to
conducting due diligence:
••First, the court must consider whether the due diligence

conducted fell short of the standards of established practice
in bank takeovers.

••Second, putting to one side what is established practice, the

court must then consider whether the claimants have
demonstrated that, in this individual case, no director of

reasonable competence could have made the recommendation
without taking additional steps beyond market practice.
The Court concluded that Lloyds' due diligence processes were
in line with market standard processes and that nothing in the
circumstances required them to do more than that.
In relation to the former, the board will also be able to place
reliance upon work conducted by its advisers in this context.
For example, in this case:
••Linklaters had signed off on the relevant documents,

including a 10b-5 process, without any qualification as to the
adequacy of the due diligence which had been undertaken.

••The investment banks endorsed the circular.

Given the input from those advisers, the Court concluded that
it was "impossible" to say that no director of reasonable
competence could have shared that view.
Analyst nomenclature
Some of the Defendants' witnesses gave evidence regarding
analyst lexicon, which had been used in certain of the HBOS
announcements, and how this would have been understood by
the market. For example, the replacement of the word
"strong" with the word "robust" in a draft of the HBOS Interim
Management Statement was said to have signaled a watering
down of the HBOS assessment. However the Court cautioned
that, although institutional investors may understand the
subtlety of the distinction, it is unlikely that any retail investor
would pick up on such nuances.
Disclosure of forecasts
The Claimants argued that the failure by Lloyds to publish
internal estimates of HBOS's future impairments was a breach
of the disclosure obligations.
The Court found that the directors had acted reasonably in not
publishing the impairment figures. In particular:
••It was appropriate to use the Risk Factors section of the

circular to address the risks associated with the credit
exposures within HBOS's loan portfolio; and

••It was not market practice to publish internally generated

(forecast) impairment figures. Indeed, the Claimants could
not point to any instance of a bank releasing its own
impairment figures to the market in annual or periodic
statements, let alone an acquirer publishing its internal
estimate of a target's impairments.

Reliance
The Court found that the Claimants' evidence did not properly
engage with the need to prove that shareholders read and
relied on the alleged misstatements when deciding whether to
exercise their vote and whether to approve the acquisition.
It cautioned against claimants approaching litigation such as
this by conducting a "trawl" through the circular to identify
statements which might be misleading in the abstract, without
addressing what shareholders read and how they relied on it,
given the need to prove reliance (particularly in circumstances
where 80% of shareholders did not read the circular).
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The Court also make some interesting observations on the
potential alternative to individual reliance, namely the attempt
to prove indirect reliance through an inference from
shareholders having read press and analyst commentary
which was based on the circular. The Court considered that
there were "real difficulties" with this approach, given the
inherent problems of untangling raw material from the circular
and journalistic comment. Moreover, if the journalist did not
rely on the content of circular but instead anticipated a more
gloomy outlook, for instance, the indirect reliance would not
be made out.
Causation
The Court criticised the Claimants' evidential approach to
causation. For example, in relation to the suggestion that the
outcome of the shareholder vote would have been different, it
held that there was no factual basis for inferring that a simple
majority would have voted against the acquisition (as opposed
to the 4% of those in attendance who voted against it) had
ELA been disclosed. This was because there was:
••No evidence adduced from big stakeholders with extensive

voting rights;

••No reason to think that the small number of self-selected

retail or institutional claimants (which accounted for 0.55%
of the voting shares) were representative; and

••Even on the most generous assumptions about the evidence

which the claimants adduced, this amounted to only 0.55%
of the voting shares, from which it could not be inferred that
a requisite swing in votes would have occurred.

Interestingly, the Court gave guidance as to the nature of any
counterfactual disclosure, concluding that, had the necessary
disclosures been made, they would have been in "carefully
framed terms" rather than the inflammatory language
suggested by the Claimants, with the intention of avoiding
"disproportionate emphasis" on the issue which did not go to
the heart of the voting recommendation. This would have likely
limited the impact of those counterfactual disclosures (on the
collapse of the HBOS shares or in the direction of voting).
Loss
The Court's findings on loss illustrated the complexity of
proving loss in cases of this sort.
The Court concluded that it would not have awarded damages
to the shareholders if the directors had been found to have
overpaid for HBOS on grounds of the principle of reflective loss
(ie the company rather than its shareholders has the right to
recover the company's losses). Any diminution in value through
dilution of old Lloyds shares would not have been recoverable
by individual shareholders but instead by Lloyds itself.
In any event, the Court dismissed each of the Claimants'
expert's methodologies for the calculation of loss. Given that
the burden of proof falls on the Claimants to prove their loss,
this means that the Court would have awarded no loss even if
the claims had been made out.
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High Court finds parties agreed
to vary application of "without
prejudice" rule in subsequent
"without prejudice save as to costs"
correspondence
Willers v Joyce and Ors [2019] EWHC 937 (Ch)
12 April 2019

The High Court has held that correspondence
marked “without prejudice save as to costs”
and which described the conduct of prior
“without prejudice” (WP) negotiations
(including a mediation and subsequent
discussions) was admissible in an application
for costs against the Claimant’s lawyers.

Executors could make a costs application against the
Lawyers personally.

The Court accepted that the WP rule attached to the
negotiations. However, the subsequent “without prejudice save
as to costs” correspondence showed that the parties had agreed
to vary the WP status of the earlier negotiations, so that both
parties would be able to deploy evidence of the WP negotiations
in future arguments about costs.

The Executors argued that the Contested Material was
admissible in the costs application on the basis that:

Background
The respondent solicitors and junior counsel (the Lawyers)
represented the Claimant in proceedings against the Defendant
(and subsequently his estate) for malicious prosecution and
abuse of process. In the malicious prosecution claim, the
Claimant alleged that one of the companies through which the
Defendant conducted his business (Langstone) had maliciously
brought a claim against the Claimant. The underlying claim had
been discontinued and Langstone had been ordered to pay the
Claimant’s costs, but those costs were reduced on detailed
assessment, leaving a substantial shortfall which the Claimant
was liable to pay to the Lawyers (who had also represented the
Claimant in the underlying claim).
The Claimant sought to recover that shortfall, among other
damages, from the Defendant’s estate in the malicious
prosecution claim. As the Claimant was clearly unable to pay
the shortfall from his limited resources, the Lawyers had a
substantial financial interest in the outcome of the malicious
prosecution claim.
The Claimant and the Defendant executors (the Executors)
engaged in two mediations, which were unsuccessful. The claim
went to trial and was dismissed, and the Claimant was ordered
to pay the Executors’ costs. As the Claimant was impecunious,
the Executors successfully applied for the Lawyers to be joined
as parties to the malicious prosecution proceedings so that the

For the purposes of that application, the Executors sought to
rely on references to what was said and done at, and shortly
after, one of the mediations, which communications were
agreed at the time to be WP. Those references were included in
four letters between the parties’ solicitors that were marked
“without prejudice save as to costs” (the Contested Material).

••the WP rule did not apply to the Contested Material;
••if it did apply, the case fell within an exception to the WP rule

for statements wholly unconnected with the issues between
the parties in the proceedings or for negotiations used as a
cloak for impropriety; or

••the right to rely on the WP rule had been waived for the

purposes of arguments concerning the costs of the malicious
prosecution claim

Decision
The Court concluded that the WP rule did apply to the
Contested Material and that no relevant exception to that rule
was engaged. However, the Contested Material was admissible
in relation to the Executors’ costs application because that
material indicated that the parties had agreed to vary the WP
status of the settlement negotiations.
In reaching that conclusion, the Court adopted what it described
as Fancourt J’s “masterly analysis” in Briggs v Clay of the relevant
principles and authorities in relation to the WP rule and its
exceptions.
Application of the WP rule and exceptions to it
The judge said that the Executors’ first two propositions could
be tested by considering what the position would have been if
the Contested Material had not been sent and the Executors
had sought to rely on the evidence of the mediation. In such
circumstances, that material would have been inadmissible.

The Executors contended that the WP rule did not apply in later
unconnected proceedings to protect statements in earlier
proceedings which were unconnected with the subject matter
of those proceedings. The Court held that even if that were
correct (which the court did not need to decide), and even if the
costs claim against the Lawyers was to be treated as litigation
independent of the malicious prosecution claim, the costs claim
was nonetheless “intimately connected” with it.
The Court also rejected the argument that the WP protection
afforded to the Claimant could not be relied upon by his
Lawyers in a subsequent application against them for costs. The
situation in this case was “very similar” to that in Briggs, where
the legal representatives of one of the parties were held to be
bound by the WP rule in a claim made against them.
The Court then turned to consider whether there was a relevant
exception to the WP rule (pursuant to which the Contested
Material might be rendered admissible). The Court concluded
that no such exception arose. The Court dismissed, in relatively
short order, the suggestion that the exception to the WP rule
which allowed the admission of evidence to prove some
impropriety had any application in this case.
The Court also rejected an argument that Contested Material
fell within an exception for “independent facts” which were in
no way connected with the merits of the case. The
“independent fact” which the Executors said the evidence
established was the “extent of the influence or control” that the
Lawyers had over the malicious prosecution claim. The Court
did not see how such a fact could be segregated from the
content of the settlement negotiations themselves, and
considered that admitting the evidence for that purpose would
undermine the policy of the WP rule.
Waiver and the parties’ agreement to deploy the
WP material
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The Court then proceeded to analyse the references in the
letters constituting the Contested Material. Objectively
construed, the first letter in that correspondence, which was
sent by the Lawyers on behalf of the claimant, evinced a clear
intention to use evidence about the WP negotiations at a future
costs hearing. This could be viewed as an anticipatory
repudiatory breach of the agreement to treat the negotiations as
WP but, the judge concluded, was better characterised as an
offer to vary the agreement’s terms. That offer had been
accepted on behalf of the Executors in their response to the
letter, which made it clear that both parties would be able to
deploy evidence of the negotiations for the purposes of
arguments about costs.
The Court concluded that the parties had, by their
correspondence marked WP save as to costs, agreed that
“everything said and done at the mediation by or on behalf of
either party … could be referred to at a future costs hearing”. In
effect, the parties had agreed to vary the WP rule to treat the
settlement negotiations as if they had been conducted on the
basis that they were WP save as to costs. Evidence of those
negotiations was therefore admissible, solely on the basis of an
agreement between the parties, which was binding on the
Lawyers. The WP material could therefore be deployed by the
Executors in their claim for costs against the Lawyers.

Comment
The decision serves as a reminder to parties and practitioners to
exercise care when referring to WP communications in any
subsequent correspondence which is not expressed to be WP.
Depending on the terms of that correspondence, a court may
conclude that the correspondence amounts to an agreement
to exclude or vary the application of the WP rule, and therefore
the circumstances in which the WP communications may
be admissible.

The Court noted that there was no reason why the parties could
not enter into an agreement to vary the effect of the WP rule.
Such an agreement or waiver was not to be lightly inferred, but
the parties could expressly agree that communications were
WP save as to costs.
As established in the authorities, once the protection of the WP
rule had been waived, the waiver covered the whole of the WP
communications and not just those aspects that one party had
sought to deploy. The Court noted that in this case neither party
had actually deployed WP material, though they had indicated
an unequivocal intention to do so in the relevant
correspondence.
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Court of Appeal orders early neutral
evaluation despite party objection
Lomax v Lomax [2019] EWCA Civ 1467
6 August 2019

In Lomax v Lomax, the Court of Appeal has held
that the court has power to order an early neutral
evaluation (ENE) by a judge even where one or
more parties do not consent to that course.
There was no reason to imply into the relevant
rule giving the court power to order ENE any
limitation based on the parties’ consent.
ENE is a form of alternative dispute resolution (ADR) in which
a neutral third party (often a judge) provides the disputing
parties with a non-binding assessment of the merits of the
dispute. The aim of the process is to assist the parties’ bilateral
settlement discussions by encouraging them to appraise their
cases realistically and step away from deadlocked positions.

Background
The context for the decision was an application by a widow
under the Inheritance (Provision for Family & Dependants)
Act 1975. The Claimant sought an ENE hearing, which the
Defendant opposed on the basis that it considered mediation to
be the preferable ADR option in the circumstances. Although
the trial judge considered that the case “cries … out for a robust
judge-led process”, she concluded that the court did not have
the power to order an ENE hearing in the absence of all parties’
consent to the process.

Decision
The Court of Appeal’s decision was given by Lord Justice Moylan,
with Lord Justice McCombe and Lady Justice Rose agreeing.
The Court approached the issue principally by reference to
CPR 3.1(2)(m). Rule 3.1 contains the court’s general case
management powers and sets out a list of powers which are in
addition to any other powers the court might have. The list
includes, at paragraph 2(m), a catch-all provision specifying that
the court may “take any other step or make any other order for
the purpose of managing the case and furthering the overriding
objective, including hearing an Early Neutral Evaluation with the
aim of helping the parties settle the case”. The reference to ENE
was added in October 2015 and was broadly understood to have
been prompted by the decision in Seals and Seals v Williams in
which Norris J concluded that the court had power to order an
ENE despite there being no reference to such power in the rules.
In that case, the parties had consented to the ENE process.

The Claimant argued that there was nothing in the wording of
the provision or in principle to justify reading it as though it was
dependant on the parties’ agreement. It also noted that, up until
recently, commentary in the White Book stated that the power
to order an ENE “is not constrained by the need to secure party
consent” (this was deleted and the current version does not
address the question of party consent).
Unsurprisingly, the Defendant relied heavily upon the Court of
Appeal’s 2004 decision in Halsey v Milton Keynes General NHS
Trust. Since Halsey, the established position in the UK has been
that, while the court may strongly encourage parties to engage
in ADR (including imposing costs sanctions for unreasonable
refusal to mediate), this power stops short of compelling
unwilling parties to do so. Amongst other reasons, it was held in
Halsey that such compulsion would amount to an unacceptable
obstruction of the parties right of access to the court, in breach
of Article 6 of the European Convention on Human Rights. The
Defendant argued that Halsey applied to all forms of ADR, was
still good law, and therefore precluded the Court from
interpreting the rules in such a way as would allow the Court to
order any form of ADR over a party’s objection. It also noted
that each of the Commercial Court Guide, the Technology and
Construction Court Guide and the Chancery Guide includes
statements to the effect that party consent is a prerequisite to
the ordering of ENE.
The Court concluded that there was no reason to imply into CPR
3.1(2)(m) any limitation on the Court’s power to order an ENE
hearing in the absence of the parties’ consent. In particular:
••In relation to the Court Guides, the Court confirmed that,

whilst they can assist in particular where there is ambiguity,
the effect of rules and directions cannot be suspended or
disapplied by what may be said in such guides. Similarly,
commentary in the White Book (or the deletion of such
commentary) is not determinative as to the proper
interpretation of the rules.

••As to Halsey, the Court stated:

“I do not consider that Halsey v Milton Keynes assists with
the proper interpretation of subparagraph (m) because it
was dealing with a very different situation. It was
concerned with whether a court can oblige parties ‘to
submit their disputes to mediation’. It does not, therefore,
in my view assist with the interpretation of subparagraph
(m), which is dealing with an ENE hearing as part of the
court process.”

The Court went on to note that, in any event, ENE does not
prevent the parties from having their disputes determined by
the Court if they do not settle their dispute at or following an
ENE hearing and concluded that the process therefore does
not obstruct a party’s access to the Court. Insofar as it
includes an additional step in the process, the court did not
consider this in any sense an “unacceptable constraint” of the
type disapproved of in Halsey.
It is not clear on what basis the Court considered this position
distinguishable from mediation, following which the parties
can similarly commence or continue court proceedings if no
settlement was reached.
It is also not clear whether the Court intended to suggest that
the prohibition in Halsey was limited to mediation. Such a
distinction would be difficult to justify given that the judgments
in Halsey refer on several occasions to “ADR” generally when
expressing the prohibition. The Court in the present case does
not appear to have taken issue with the Defendant’s submission
that ENE is a form of ADR (within the glossary definition in the
White Book).
••On the issue of ENE more generally, the Court was clearly

heavily influenced by its use in financial remedy cases in the
Family Division since 1996 (in the form of Financial Dispute
Resolution (FDR) appointments). The Court agreed with the
trial judge’s observation that process had been “outstandingly
successful”. Further, it observed that those benefits frequently
extended to cases where the parties were resistant or even
hostile to the suggestion of resolving the dispute by
agreement and resistant to the listing of an FDR. The Court
referred here with approval to the observations of Norris J in
Bradley v Heslin in the context of boundary disputes:

“I think it is no longer enough to leave the parties the
opportunity to mediate and to warn of costs consequences
if the opportunity is not taken. In boundary and neighbour
disputes the opportunities are not being taken and the
warnings are not being heeded, and those embroiled in
them need saving from themselves.”
Given the trial judge’s clear view that ENE was appropriate in
this case, the Court directed that such a hearing take place.
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Perhaps more importantly, the decision is arguably of wider
significance in the context of the ongoing debate as to the extent
to which the court’s encouragement of ADR should extend into
compulsion since Halsey. As efforts to increase the use of ADR
have failed to meet expectations, and with the increased focus
on the efficient use of the courts’ resources, there have been
increasingly prominent voices calling for a reconsideration of this
position, at least for particular categories of disputes. These
voices include that of Lord Justice Ward in Wright v Michael
Wright Supplies Ltd & Anor in which Ward LJ (who was himself on
the panel in Halsey) queried with hindsight the correctness of the
“access to justice” objection. Whilst the point did not need to be
decided in Wright, Ward LJ suggested that a “bold judge” may in
future wish to rule on this question, in order that the Court of
Appeal might revisit this aspect of Halsey.
The Court of Appeal in the present case has not directly taken
up that challenge. It held that compelling ENE could be
distinguished from the circumstances addressed by Halsey, and
it therefore did not need to enter into the question raised in
Wright as to what Halsey determined and the extent to which it
remains good law. The Court limited itself in this regard to a
comment that “the court’s engagement with mediation has
progressed significantly since Halsey was decided”.
The Court’s decision here was clearly driven by its view of the
value of ENE as a process, as demonstrated particularly by its
successful use in the Family Division. However, the grounds on
which the Court was prepared to distinguish Halsey in order to
compel ENE arguably suggest an openness to moving away
from a wholesale prohibition on compelling ADR, and to open
the door further to a full reconsideration of Halsey.
The extent to which such a development would be welcome
would depend on the degree to which it took into account the
vast differences in the types of cases dealt with across the civil
litigation landscape. What measures may be appropriate to
encourage a greater use of ADR will depend on a range of
factors which differ across the broad range of claim types, not
least of which includes the litigants’ level of familiarity with
litigation and ADR processes.

Comment
The use of ENE in the UK has been very limited to date and the
decision has the potential to prompt an increase in its use.
Although it is unlikely to result in a large number of cases where
a judge’s order such a hearing over the parties’ objections,
particularly in commercial disputes, the increased prominence
of the process through the Court of Appeal’s strong
endorsement of it could feasibly lead to it being more frequently
suggested by judges and/or proposed by parties.

Additional references
Seals and Seals v Williams [2015] EWHC 1829 (Ch)
Halsey v Milton Keynes General NHS Trust [2004] EWCA
Civ 576
Wright v Michael Wright Supplies Ltd & Anor [2013] EWCA
Civ 234
Bradley v Heslin [2014] EWHC 3267 (Ch)
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46 countries sign the new Singapore
Convention on mediated settlements
7 August 2019

The Singapore Convention (the Convention),
more formally known as the United Nations
Convention on International Settlement
Agreements Resulting from Mediation, was
signed on 7 August 2019 in Singapore by
46 countries – a record number of first-day
signatories for a UN trade convention. While
not including the UK or any EU countries, the
signatories do include the world’s two largest
economies, China and the US.
The aim of the Convention is to implement an international
regime for the enforcement of settlement agreements reached
through mediation, broadly akin to the 1958 New York
Convention for the enforcement of arbitral awards.
The new Convention clearly has the potential to increase the
attraction of mediation for international parties and to solidify
its role as a reliable option for resolving cross-border
commercial disputes, which courts around the world will
recognise. Many hope that it will achieve for mediation what the
New York Convention has done for international arbitration.

Mediation and enforcement
The initiative stems from a concern that the use of mediation to
resolve international disputes has been impeded by the fact
that, unless a settlement reached via mediation is in the context
of a pending arbitration and can be converted into an arbitral
award, parties can only enforce it in the same way as any other
contract. That will usually involve bringing fresh proceedings for
breach of contract. In an international context, this can involve
potentially difficult (and usually lengthy) processes to obtain a
court judgment and then enforce it in a foreign jurisdiction.
In practice, enforcement of mediated settlements is rarely an
issue (at least compared to litigation and arbitration) given that
the terms are the result of a negotiated resolution reached
through a voluntary process. Having negotiated and
documented a resolution through a formal process, commercial
parties do for the most part tend to stick to it. Nevertheless, it
does appear that the potential for difficulty if enforcement is
required may account for at least some for the patchiness with
which mediation has been embraced across different
jurisdictions globally.
This is supported by our analysis of the data collected at the
recent Global Pound Conference series. That project sought the
views of thousands of dispute resolution stakeholders across
the globe on various issues, including as to what would most
improve commercial dispute resolution. In Asian jurisdictions,
nearly two thirds of respondents said that the development that

would be of most benefit would be legislation to aid
enforcement of settlement agreements, including those
reached through mediation. In other regions, this was seen as
less pressing than other factors but still received substantial
support. The new Convention directly meets this call for
regulation and certainty.
Accordingly, regardless of how many mediated settlements
actually need to enforced under the Convention, simply the
existence of such a global enforcement regime may provide the
long-awaited boost to the global adoption of mediation by
assuaging parties’ reservations in this regard – particularly in
jurisdictions where commercial parties are currently less
familiar with the process.
Considering the overall dispute resolution landscape, the Hague
Convention on Choice of Court Agreements and the new Hague
Judgments Convention are designed to assist enforcement of
court judgments internationally (although their practical impact
to date has been limited). The New York Convention has of
course hugely benefited international arbitration, with
enforcement regarded as arbitration’s trump card. In many
ways, the Singapore Convention is the missing piece in the
enforcement jigsaw.

When will the Singapore convention apply?
The Convention applies to settlement agreements resulting
from mediations resolving international commercial disputes. It
seeks to give mediated settlement agreements bite by requiring
member states to enforce such agreements if they meet the
following criteria:
••The settlement agreement is “international” – meaning

either: (i) at least two parties have their place of business in
different countries or (ii) the country where the settlement
agreement is to be performed, or the country with which the
agreement is most closely connected, is different to the
parties’ place of business.

••The agreement is signed by the parties and “resulted from

mediation”. Mediation is defined broadly as “a process,
irrespective of the expression used or the basis upon which
the process was carried out, whereby the parties attempt to
reach an amicable settlement of their dispute with the
assistance of a third person or persons (the “mediator”)
lacking the authority to impose a solution upon the parties to
the dispute”.

••The agreement does not fall within the excluded category of

settlement agreements (which includes agreements relating
to consumer disputes, family, inheritance or employment
law).

••None of the (limited) listed grounds to refuse

enforcement applies.

If a settlement agreement meets these criteria, each signatory
state to the Convention (and its courts) must recognise and
enforce the agreement in accordance with its own rules, without
substantive review or fresh litigation.
This will aid enforcement against assets located in the signatory
state and also the discharge of other remedies like specific
performance or injunctions. Conversely, if a dispute arises in a
signatory state and a party claims it was already resolved by the
agreement, the settlement agreement can be invoked to prove
that the matter has already been resolved on those terms. That
is, the Convention can be relied on as either a sword or a shield.

Next steps
It is understood that further states are planning to sign the
Convention in the near future. It will formally come into effect
once the second formal step of ratification has been completed
by at least three signatory states.
Its full impact, and in particular whether it will be as significant
as the New York Convention, remains to be seen. But the strong
early uptake is a very promising indicator.
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The new Singapore Convention:
some practical issues to
consider now
This article was first published on the Practical Law Dispute Resolution Blog

The Singapore Convention (Convention) has
received widespread attention since it was
signed on 7 August 2019. Not only did its tally
of 46 first-day signatories break the record for
any United Nations trade convention, it also
included the world’s two largest economies,
China and the US.
Most practitioners will now be aware of at least the basic thrust
of the Convention, more formally known as the United Nations
Convention on International Settlement Agreements Resulting
from Mediation. Essentially, it establishes a regime under which
contracting states will be obliged (except in limited
circumstances) to recognise settlement agreements that result
from mediation in international commercial disputes, either to
enforce the agreement or allow it to be invoked as a defence to a
claim.
Given the enthusiastic initial response, it is feasible that the
Convention could be in operation as early as the first half of next
year (it will enter into force six months after ratification by at
least three signatory states). Importantly, as discussed below,
as soon as it enters into force, it will apply to mediations
conducted anywhere in the world, not just within jurisdictions
that have ratified it.
In practice, failure to honour settlement agreements reached
through mediation is in fact relatively uncommon, at least
compared to court judgments and arbitral awards. However,
given that there will soon be an enforcement regime in place,
parties would be well advised to give thought to how they can
best position themselves to take advantage of it should the need
arise. Some of the issues raised below do not lend themselves to
clear answers at this stage, and may need to be judicially
clarified, but should be borne in mind when arranging and
conducting mediations and, most importantly, documenting any
resulting settlement.

Don’t assume it won’t apply to your mediation
The UK and other EU states have not yet signed the
Convention. The EU is apparently still deliberating whether it
may sign as a regional economic entity or whether member
states need to join individually.

Some readers based in the UK and elsewhere in Europe may
have therefore postponed engaging with the Convention on an
assumption that it will not have any relevance for them unless
and until their own jurisdiction signs and ratifies it. But that is
not the case.
A key point that is not widely appreciated is the fact that the
Convention does not operate on the basis of reciprocity between
member states. Unlike most other multilateral enforcement
regimes such as the New York Convention, the Hague Choice of
Court Convention 2005 and the Brussels regime, it is not limited
to enforcement amongst member states.
Under the Singapore Convention, a member state’s obligation to
enforce mediated settlement agreements is not limited to
agreements that emanate from another Convention member
state in some respect, such as the location of the mediation or
where the agreement was signed. Unlike court judgments and
arbitral awards, settlement agreements under the new regime
do not have any “nationality”. As long as a settlement is
international and results from mediation, then (unless it falls
within an excluded category) it will qualify for enforcement
under the Convention, regardless of its place of origin.
Accordingly, even if the UK never signs and ratifies the
Convention, international settlement agreements resulting from
UK mediations will be able to be enforced under the Convention
(or relied on as a defence) in any state that has ratified it.
Depending on which states ratify the Convention, this could
prove very significant for cross-border dispute resolution. Given
that the US has still not ratified the Hague Convention on Choice
of Court Agreements (despite having signed it in 2009), if it
ratifies the Singapore Convention this will mean that a party
holding a mediated settlement agreement is likely to be better
placed to enforce in the US than it would be with an English or
other EU court judgment. The same of course applies to the
majority of the other 46 signatories, who are also not Hague
Convention states (including China, who has signed but not yet
ratified Hague).
It is therefore advisable for all mediating parties, regardless of
whether their home state has ratified the Convention, to factor
into their mediation procedures the potential for the Convention
to be relied on should enforcement become necessary.

Should you expressly opt in to the
new regime?
The default position under the Convention is that, where it applies,
it will do so automatically, without the need for the parties to “opt
in” to it. However, it does include (in Article 8(1)(a)) a reservation
provision, which allows member states to declare that they will
apply it only to the extent that the parties to the relevant
settlement agreement have agreed that the Convention will apply.
There are no provisions as to how or when the parties must
have indicated their agreement to the Convention applying, and
this will be determined by the courts of the state where
enforcement is sought. However, it seems likely that the best
form of such agreement would be an express statement within
the settlement agreement itself.
Of the 46 initial signatories, one (Iran) has so far indicated an
intention to exercise the reservation. However, any of the
other states may do so when they ratify it, or indeed at any
time after ratification.
Parties will therefore want to avoid the (albeit small) risk of
finding themselves in a position where the state in which they
ultimately need to enforce an agreement has exercised this
reservation and they are unable to prove the necessary opt in to
the Convention. Given that the place(s) where enforcement may
be required will not always be clear at the time the agreement is
signed, there would seem to be merit in routinely seeking to
include in all mediated settlement agreements a statement
confirming that the parties agree to the application of the
Convention. Even if that agreement is not ultimately required,
or the Convention is not applicable for some reason, there
would appear to be no downside in including such a provision.
If one of the parties was from a jurisdiction that had exercised
the opt-in reservation, this would represent a compromise on its
part, but it is difficult to see how an objection to such a provision
could be justified in the context of parties documenting a
negotiated settlement.
In any case, at least for a period while parties may be still
unfamiliar with the Convention, it may be worthwhile flagging to
a counterparty during the preparations for the mediation the
intention to include such an agreement in any settlement, so
that this does not hold up the drafting of the settlement
agreement at the end of a long mediation day.

How will you secure the mediator’s
confirmation?
Article 4 of the Convention sets out the basic evidence to be
provided to the enforcing court. Unsurprisingly, this includes a
copy (translated if necessary) of the settlement agreement.
However, it also includes a requirement for evidence that the
settlement agreement “resulted from mediation”.
The examples given of what could constitute such evidence are
“the mediator’s signature on the settlement agreement” or “a
document signed by the mediator indicating that the mediation
was carried out”. If the mediation was organised through an
alternative dispute resolution institution, the evidence may take
the form of an attestation by that institution. In the absence of
such forms of evidence, any other evidence acceptable to the
[enforcing court]” may be relied on.
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While it appears that such confirmation could technically be
obtained from the mediator at a subsequent date, only once it
became apparent that there was a need to enforce under the
Convention, it seems clearly preferable that it be obtained at the
time the settlement agreement is signed.
While this evidentiary requirement is understandable given the
scope of the Convention, the need for the mediator to make
some form of attestation, to be put before a court as proof of
the facts stated, is potentially problematic. In most jurisdictions
where mediation is well entrenched, the fundamental principle
of mediation confidentiality is underpinned by a well-accepted
principle that the parties may not call a mediator to give
evidence in relation to a mediation. This is frequently recorded
in the mediation agreement between the mediator and the
parties and, in some jurisdictions (including England and
Wales), is also enshrined in statute or court rules. Concerns
have been expressed within the mediation community that this
new evidentiary requirement introduced by the Convention
could erode that established position, if for example the
counterparty or even the enforcing court itself sought to call the
mediator to confirm or expand on their written confirmation.
A mediator signing a document in the manner described in the
Convention is of a course not the same as providing a witness
statement for use in court proceedings or otherwise agreeing to
give evidence to a court (particularly in a foreign jurisdiction).
Given the limited nature of the confirmation contemplated by
the Convention, it seems unlikely that it could be relied on to
justify a departure from the established position. However, as
the requirement does represent a change to current practice in
mediations, and that there is scope for uncertainty as to
precisely what wording will satisfy the Convention’s
requirement, it could be expected that some mediators may
have concerns in this regard.
It would seem strongly advisable for practitioners to raise this
issue with the mediator during the mediation preparation
period, so that any concerns can be addressed and the format of
the mediator’s confirmation, should the dispute settle, be
agreed in advance. Depending on the outcome of those
discussions, it may be something that should be addressed in
the mediation agreement (perhaps as a qualification to the
provisions confirming that the mediator will not be required to
give evidence). Again, this issue has the potential to create an
undesirable distraction if raised for the first time when the
settlement agreement is being signed.
In addition, apart from the practical issues described above, the
requirement to prove that a settlement resulted from mediation
also highlights a more substantive issue regarding the scope of
the Convention. It is very common for disputes that are not able
to be settled on the day of a mediation to settle in the days or
even weeks afterward, with or without the continued assistance
of the mediator. In many such cases, the bulk of the negotiation
has occurred at the mediation, with only peripheral issues
requiring further discussion, and the parties would subjectively
consider the settlement to have resulted from the mediation.
However, it is not clear whether the Convention extends to such
circumstances and, if so, how an enforcing court would assess
whether in any particular case there was a sufficient connection
between the mediation and the settlement.
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If such post-mediation settlements are potentially covered by the
Convention, it seems likely that a party seeking enforcement
would be in a stronger position where the mediator had remained
involved. In any case, the mediator’s confirmation would be likely
to take on particular importance in such circumstances. While the
likely attitude of an enforcing court in such cases may be difficult
to predict, at least until the issue has been judicially considered,
parties can put themselves in the best position by liaising with the
mediator to ensure that the necessary confirmation is obtained if
that is justifiable in the particular case.

Anticipating grounds for refusal to enforce
The Convention sets out (in Article 50) a list of grounds upon
which a member state can refuse to recognise and enforce a
settlement agreement. Many of these are unsurprising and
are familiar from other enforcement regimes such as the
New York Convention.
Many of the listed factors are matters that could justify a
domestic court refusing to enforce an agreement, and so should
already be in practitioners’ minds when drawing up mediated
settlement agreements. These include party incapacity, the
agreement not being clearly final and binding, the terms not
being clear and comprehensible and the matter not being one
capable of being mediated under the applicable law.
However, the introduction of the Convention adds a new
dimension in the sense that, if it becomes necessary to enforce
the agreement abroad, the foreign court will be considering
these matters directly, rather than via an application to enforce
another court’s judgment. Depending on the state involved,
that assessment might be conducted against the backdrop of a
very different legal framework to that in which the settlement
agreement was drawn up, underpinned by different legal norms
and public policies.
This underscores the need, when documenting the mediation
arrangements and any settlement, to do so with an eye to how a
foreign court might view the provisions (ideally by reference to
the particular state(s) where enforcement would be required, if
that is ascertainable at the time). In particular, consider any
steps that can be taken to minimise the risk of an enforcing
court taking objection to a settlement on the following grounds:
••The mediator’s serious and material breach of applicable

standards or material failure to disclose conflicts. Unlike the
position with arbitrators, there is no broadly accepted
international code or body of judicial authority on mediator
standards and conflicts, and so potentially greater scope for
courts in different jurisdictions to take differing views of the
same conduct. This underlines the importance of the relevant
provisions in the mediation agreement accurately reflecting
the mediator’s obligations in this regard and any disclosures
regarding conflicts being fully documented.
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••That enforcement would be contrary to the public policy of

the enforcing state. As in other enforcement regimes such as
the New York Convention, this ground is intended to be
applied very narrowly, only where a state’s most basic and
fundamental legal norms would be offended. These obviously
differ state to state but examples include rules against
punitive damages, contractual penalties and unreasonable
restraints of trade. If there is an unavoidable risk of some of
the agreed terms falling foul of such rules, consider including
in the agreement severability provisions, to support an
argument that the offending terms not prevent the
enforceability of other terms in the agreement.

In many cases, risk minimisation in this regard may simply
involve erring on the side of including greater detail and
explanation in the mediation and settlement documents on any
issue where there is any scope for ambiguity, rather than
assuming that a reader will know and apply principles that are
well established and understood in your home jurisdiction.
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