THE FIRST YEAR 2000 TRIAL

by 
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Collaboration between Lloyd's Training Centre, IUA, Lloyd's Non-Marine Underwriter's Association and the Liability Underwriter's Group brought about the First Year 2000 trial. (11 Nov. 1998)

In an innovative approach, Lawyers from four leading insurance law firms – Davies Arnold Cooper (Nick Sinfield), Dibb Lupton Alsop (Alan Fisher), Beachcroft Stanleys (Richard Evans), and Barlow Lyde and Gilbert (Michael Mendelowitz) - presented a dramatisation of the kind of situation which may well arise soon after the new millennium.  We here discuss some of the issues that arose from this presentation.

The insured company had a combined material damage and liability policy where underwriters had initially applied a standard form of the market’s “Y2K” exclusion.  This excluded claims:-

“…of whatever nature directly or indirectly caused by or contributed to by or arising from the failure of any computer or other equipment or system for processing storing or retrieving data, whether the property of the Insured or not, and whether occurring before, during or after the year 2000

(i)
correctly to recognise any date as its true calendar date

(ii)
to capture save or retain, and or correctly to manipulate, interpret or process any data or information or command or instruction as a result of treating any date otherwise than as its true date

(iii)
to capture save retain or correctly to process any data as a result of the operation of any computer software, being a command which causes the loss of data or the inability to capture save retain or correctly to process such data on or after any date."

However, the Underwriters had agreed that they would allow the insured to “buy back” cover of £1,000,000 for each section, subject to a satisfactorily completed Y2K compliance questionnaire.  This included the question:

"What steps have you taken to protect your property, accounting and manufacturing systems against the failure of computers and other electronic devices to correctly recognise change from the 31st December 1999 to the 1st January 2000?"

The insured gave the answer that management consultants had audited all of their computer systems and that they were "satisfied that we are fully compliant".  Underwriters duly gave them cover.  The policy wording also included a Reasonable Precautions Clause which provided that: 

"The Insured shall at its own expense:

(i)
take all reasonable precautions to prevent any occurrence or cease any activity which may give rise to liability under this policy;

(ii)
Maintain all buildings, works, machinery, plant and vehicles in sound condition".

At 12.05am on the first day of the new millennium, an explosion destroyed the insured plant, and caused damage to surrounding property.  The claims under both liability and material damage sections were in excess of £1,000,000.  The forensic experts had very little to work on in trying to establish whether or not the cause of the explosion was Y2K, as the programme logic controller (plc) and its embedded chip had been completely destroyed.

Three main questions arose from this scenario:  Was the cause the Y2K bug?  What precautions did the insured take to prevent the loss, and did these comply with the Reasonable Precautions Clause?  Was there proper disclosure in respect of the risk?

We discuss here some of the arguments raised by the solicitors involved.

1.
Was the cause the Y2K bug?

In any given set of circumstances the question is whether or not the policy exclusion applies to the subject losses, as a matter of fact and as a matter of law.  Firstly in establishing whether the exclusion applies to the particular equipment, it needs to be shown that it is “computer or other equipment or system for processing storing or retrieving data”.  In this case, on the evidence, a dosing pump controlled by a “plc” was within this definition.

However, even if the specific equipment can be said to fall within the above description, there may be doubt that the explosion was caused by a fault in it.  In the particular circumstances here the lack of forensic evidence gave rise to substantial difficulty, and such a matter of fact will always be difficult to establish.

Given that these difficulties arise, there is the question of onus of proof.  The standard to be applied is whether on the balance of probabilities the exclusion can be applied, and an insurer who relies on an exclusion bears the onus of proving that the loss was caused by the excluded peril.  This case illustrates how there may be inadequate evidence to show causation, or at least insufficient evidence to discharge the insurer’s burden of proof.  

2.
What precautions did the insured take to prevent the loss?

The question of whether or not the Reasonable Precautions Clause applies in such circumstances was also a source of argument.  An Insured may argue that if they had given an honest answer to the Y2K compliance questionnaire it is enough that they believed that they were Y2K compliant.  In completing the questionnaire they were not warranting that they were Y2K compliant in every respect.  However in many circumstances it could be argued that the insured must or ought to have known that their plant contained embedded chips and was deemed to know every circumstance which in the ordinary course of business ought to be known by them.  In a case such as this the issue is whether or not the management of the Insured knew that the particular item of plant contained a “plc” controlled by a microchip.  Even if the Insured had tried to eliminate any risk, it may well be that for old plant, no drawings or circuit diagrams were available.  Judgements have to be made regarding the ability of the Insured to foresee any specific danger to property as a result of Y2K, and whether or not the Insured deliberately ran any risk in relation to that danger.

The question is who has the burden of proof in respect of the Reasonable Precautions Clause.  If the Clause is in the nature of an exclusion then the burden of proof is on the insurers.  If the clause is a condition precedent, the insured must show that they had taken all reasonable precautions?  Does the burden on the insurers extend to having to prove that the insured had been reckless in disregarding the safety of the plant?  

The legal position is far from clear, and different outcomes may apply depending on the type of business.  For the Insured there is a line of cases - Woolfall & Rimmer Ltd v Moyle (1942), Fraser v B N Furman (1967) - culminating in the decision of Sofi v Prudential Assurance (1993) that “reasonable precautions” requires recklessness and not negligence.  

However, Insurers may argue the merits of Amey v Cornhill Insurance Plc (1996), the most recent decision regarding the “recklessness” argument.  The grounds relied upon by Tucker J are supported by a very impressive list of authorities considered in this case - NFU Mutual v Dawson (1941), Brown v Zurich (1954), Liverpool Corporation v Roberts (1965), Con v Westminster Motor Insurance (1966), Lefevre v White (1990).  In none of these cases did the Court consider it necessary to determine whether the Insured was reckless.

In discussing Fraser v B N Furman Tucker J quoted Diplock LJ in that case:

“if effect cannot be given to the condition without being repugnant to the policy, then the words must be construed so as to give effect to the parties intentions.”

and 

“In my judgement the cases show that the Courts have adopted different approaches to the construction of the words of exclusion clauses depending upon the nature of the policies in which they appear and in particular whether to give a wide construction would be repugnant to the whole purpose for which the policy was taken out.”

In the case of liability coverage in particular, Insureds would assert “recklessness” is required on the grounds that it would be repugnant having regard to the commercial purpose of the contract to provide cover for negligence and then deny such cover when the Insured is negligent and nothing more - in such circumstances what indemnity does the policy provide? 

A further point considered was the distinction between the two parts of the Clause.  The first requirement - “to take all reasonable precautions to prevent an occurrence” – and the second apparently an absolute obligation - “maintain all buildings, works, machinery, plant and vehicles in sound condition” 

An argument may be advanced that a different test could apply to the two sub paragraphs.  The obligation “to maintain” in (ii) could be read as if the word “reasonable” applied to it, on the basis that the parties cannot have intended that there should be two obligations of differing types. 

Alternatively, it could be argued that the commercial purpose of the contract as evidenced by the provision in this second part of the clause is to impose a positive obligation on the Insured to maintain all buildings, works, machinery and plant in a sound condition.  This is a clear, specific and sensible obligation for insurers to impose and one with which it ought not to be difficult for Insured to comply.  Relying upon Victor Melick v  Norwich Union (1980), it was argued that the insured were in breach if they knew that there was an embedded chip that had not been checked for the Y2K bug.

3.
Was there proper disclosure about the risk?

There is then an argument as to whether or not there is non-disclosure or misrepresentation concerning the Insured’s preparedness for the Year 2000.

The point at issue is to what extent the insured felt certain electrical equipment should be subject to an audit.  A Compliance Audit would have highlighted circuits, systems, and devices such as the “plc” and the pump, or clarified that they had not been checked.  The insured must have been aware of need for all such equipment to be fully compliant.  An Insured must make honest disclosure of material facts, and cannot wilfully and deliberately shut eyes to evidence of fact – what is described as “Nelsonian blindness” in Blackburn Low v Vigers (1887).  It is long established law that the “whole truth must be told”  In view of question asked Insured obliged to disclose criticisms, or the limits of the audit.

Insurers would argue that where the Insured has been asked specific questions there can be no argument about what the Insurer regarded as material in this context: a question was asked in very specific terms in the questionnaire.  However, an insured need only disclose what he knows and is not expected to make enquiries or investigate facts outside his knowledge: Simner v New India Assurance Co Ltd (1995); Economides v Commercial Union Assurance Co Plc (1998).  However, the judgement in Economides implied that different policy and practical considerations may apply for individuals effecting private household insurance, which would not necessarily be considered in respect of commercial organisations.

However, some statements inevitably carry implied representations that they are made on reasonable grounds: in Brown v Raphael (1958) – “the plaintiff was entitled to expect that the opinion or belief was expressed on reasonable grounds”.  In any event an Insured cannot misrepresent specific facts which are contrary to his experience – Smith v Land and House Property Corp (1884).  In Credit Lyonnais Bank Nederland v ECGD (1996) it was held that “any opinion given carries with it a representation that the maker of the statement has some genuine factual basis for the formation of that opinion.”  Therefore, Insurers could argue, there is misrepresentation if it is held Compliance Audit did not conclude “all our Computer Systems...are fully compliant”
This gives rise to the question of waiver by the insurers in this respect  It could be argued that insurers have waived any further information or indicated that it will not rely thereon, because the Insured’s response to the Y2K compliance question does not answer the question precisely.  This was or should have been obvious to the Insurer.  A reasonably prudent insurer would have been put on enquiry at least as to whether Insured’s “other electronic devices” were Y2K compliant.  In this case the Insured may rely on section 18(3)(c) of the Marine Insurance Act 1906 - “In the absence of enquiry the following circumstances need not be disclosed, namely ... any circumstance as to which information is waived by the insurer” - and Pan Atlantic Insurance Co Ltd v Pine Top Insurance Co Ltd (1992) 

This mock arbitration did not seek to provide all the answers.  Its purpose was to concentrate the market's attention on the practical problems that will be involved in handling claims in the Year 2000, where Underwriters had good reason to suspect that the Y2K bug was or was not the cause of claims.  It highlighted the difficulties faced by Underwriters in relying upon exclusions, the unresolved difficulties attaching to precautions clauses and the overriding need to make sure that whatever care has been taken in drafting Y2K compliance questionnaires that at least as much care is taken in making sure that the answers properly deal with the questions.
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