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Causes and Events





Introduction





The title of this paper, and the subject on which I have been asked to talk, is inspired by several judgments given in 1995 and 1996 which focused on the interpretation of reinsurance policy wordings.  Notwithstanding the many learned and not so learned papers and articles appearing in the Press in the months which followed, there is still some uncertainty about what these judgements actually mean in practice.  Some lessons are obvious.  For example (1) “cause” and “event” do not have the same meaning, (2) in the Ultimate Net Loss clause of an excess of loss policy, the words “the sum actually paid” do not mean that actual payment by the reinsured is a pre-condition to recovery from reinsurers but are a measure of the indemnity provided by the policy, (3) reinsurers are obliged to follow settlements where they have agreed to do so but are not bound to follow settlements which as a matter of law fall outside the scope of the cover provided however honestly those settlements were arrived at etc.  Another important lesson, as their Lordships made clear in each case, was that if the market does not like the Court’s interpretation of its contracts, it is free to change the wording to achieve the desired result.  Provided the wording used is clear and unambiguous, the Court will give effect to it.  This background is extremely relevant to any future discussion concerning changes to policy wording, and in particular the use of “cause” and “event”.





There are also a number of more subtle lessons to be learned from these judgments, which again are important because they assist in understanding how the Courts will approach the question of interpretation of policy wordings in the future.  The objective must be for the market to adopt policy wordings which the Court will interpret tomorrow in the way the parties intend today. 





In this paper I shall focus on recent developments in the interpretation of policy wordings and how this is important in the context of aggregation clauses in liability contracts.  In order to do this it is necessary to look briefly at some of the recent cases and understand why the House of Lords decided issues in a particular way.  Before doing so, however, a word about a continuing disagreement between the Court of Appeal and the House of Lords which underlies some of the judgments referred to later.











Approaches to Interpretation





When a Court interprets an Agreement, what it is actually trying to do is to work out what the parties intended to agree when they entered into it.  It does not follow from this, however, that the Court is confined within the four corners of the Agreement itself.  No contracts are made in a vacuum: there is always a setting in which they have to be placed. The nature of what is legitimate to have regard to is usually described as “the surrounding circumstances”.  In a commercial contract the Court will normally wish to know the commercial purpose of the contract and this in turn pre-supposes knowledge of the genesis of the transaction, the background, the context and the market in which the parties are operating. 





Prior to the 1996 judgments, where the words used in an Agreement had a natural and ordinary meaning and were not unambiguous, the Courts would give to them their natural meaning.  The surrounding circumstances would not normally alter that meaning.  Where the words the parties used were ambiguous or, read literally, were meaningless or non- sensical, the Court would consider the surrounding circumstances in order to select the appropriate meaning or to give the words meaning or sense. 





In some of the 1996 judgments, however, the Judges were clearly at odds over whether or not the notion of words having a “natural” meaning was helpful in the context of construing an Agreement.  Lord Hoffman believed that the meaning of words was so sensitive to syntax and context, that their natural meaning in one sentance might be quite unnatural in other. Thus a statement that words have a particular natural meaning may mean no more than that in many contexts they will have that meaning.  In other contexts their meaning will be different but no less natural.  This approach allowed Lord Hoffman for example to consider the words “the sum actually paid” (words which clearly have a natural and ordinary meaning) in the context of the history, language and commercial background to the Agreement.  The result of this exercise was an interpretation which was far from the ordinary meaning of the words (as Lord Mustill readily acknowledged).





The Court of Appeal’s current approach to this interpretation issue appears to be different. The Judges appear to adhere more readily to the simple rule that where the words the parties have chosen to use have only one meaning, and that meaning is not self-evidently non-sensical, the law should take that to be their intended agreement, and should not allow the surrounding circumstances to override what is clear and obvious.  Lord Justice Saville is strongly of the view that the approach of the House of Lords does “no service to the international or domestic community, let alone others”.  Nevertheless, the approach of the House of Lords currently prevails although with the recent elevation of Lord Justice Saville to the House of Lords it remains to be seen whether or not this approach will continue to find favour.





Charter Re (1996)





The issue in Charter Re is well known.  The Court was asked to interpret the meaning of the words “the sum actually paid” in the context of two whole account excess of loss reinsurances.  The obvious and natural interpretation of the words was that payment of losses by the reinsured was a pre-condition of recovery under the reinsurances.  The commercial consequence of this interpretation, however, was that reinsurers would make a windfall profit (although they might not see it that way) and, since the insolvent reinsured’s assets would be commensurately smaller, the creditors would receive a substantially smaller  dividend.  This could have had serious knock-on consequences for the insurance market.  Faced with such a result it is perhaps not surprising that the Court was willing to take a second and closer look at the words in question, and more importantly “the shape of the policy”.  The Court analysed in some detail the provisions establishing the measure of indemnity and as a result of this exercise was able to declare that the purpose of the words “the sum actually paid” was not to impose an additional condition precedent in relation to the disbursement of funds but to emphasise that it was the ultimate outcome of the net loss calculation which determined the final liability of the syndicates under the policy.  Thus, “actually” meant “in the event when finally ascertained,” and “paid” meant “exposed to liability as a result of the loss insured”.





Both Lord Mustill and Lord Hoffman accepted that this result could undoubtedly be changed by express provision, but clear words would be required.  It was acknowledged that there are certainly forms of reinsurance in which it may be commercially appropriate to make discharge of the reinsured’s liability a condition of the liability of the reinsurer.  If that had been the intention of the draughtsman of the relevant words in the Ultimate Net Loss clause (and there was every reason to suppose that it had), the effect of this judgment is that he singularly failed to achieve it.





Axa Re -v- Field (1996)





The judgment of the House of Lords in Axa Re followed on closely from the Court of Appeal’s judgments in Caudle -v- Sharpe (1995) and Cox -v- Bankside (1996) both of which focused on the issue of aggregation.





Caudle -v- Sharpe was the litigation between Outhwaite’s E&O insurers and their reinsurers.  The issue turned on the meaning of “each and every loss arising out of one event”.  Was Mr Outhwaite’s state of mind an event?  Or was there an event each time Mr Outhwaite negligently accepted a run-off contract?  Lord Justice Evans identified three requirements of a relevant “event”, namely (1) a common factor which can properly be described as an event, (2) which satisfies the test of causation, and (3) which is not too remote for the purpose of the clause.  He held that Mr Outhwaite’s “blind spot” or “his failure to conduct the necessary research and investigation” did not fall within the natural and ordinary meaning of the word “event” except by reference to each and every occasion when he entered into a run-off contract.  Thus it was held that there were 32 events.





Cox -v- Bankside [1996] was the litigation between Gooda Walker’s E&O insurers and their reinsurers.  The issue turned on the meaning of “claims arising from one originating cause or series of events or occurrences attributable to one originating cause or related causes”. The question was as follows:  “If the liability established in Deeny -v- Gooda Walker Limited [1994] arises from more than one originating cause, how many?”  It was held that the approach to underwriting of each Gooda Walker underwriter was a separate originating cause.





In Axa Re the issue turned on the meaning of “each and every loss arising out of one event” and whether “one event” was synonymous with the expression “one originating cause” in the underlying E&O policies.





The House of Lords held that the words “cause” and “event” were not synonymous.  In arriving at this conclusion Lord Mustill demolished three of the reasons given by the Court of Appeal for deciding that they were synonmous:





Lord Mustill did not agree with the assumption that where both policies contain provisions enabling the amount of losses to be added together, the parties are likely to have intended their effect to be much the same.  Whilst this assumption may very well be correct where the reinsurance is of the proportionate kind, under which the reinsurer is sharing the risk assumed by the direct insurer, it does not follow that it applies where a reinsurer writes an excess of loss treaty for a layer of the whole account.  There was no reason to assume in this case that aggregation clauses in one were intended to have the same effect as aggregation clauses in the other.  The insurances were not in any real sense back to back.





Lord Mustill dismissed the idea that limiting terms in reinsurance clauses should not readily be found to operate more stringently than those in the underlying policy except perhaps where the policies are clearly intended to be back to back.  This is not the case in an excess of loss treaty.





Lord Mustill was not prepared to equate poor drafting with poor thinking (it was suggested that those engaged in the contract did not have in mind a philosopher’s meaning of “cause”).





Lord Mustill interpretated“an event” as something which happens at a particular time, at a particular place, in a particular way.  He considered a “cause” to be something altogether less constricted.  It could be a continuing state of affairs; it could be the absence of something happening.  Equally, the words “originating” was in his view consciously chosen to open up a widest possibly search for a unifying factor in the history of the losses which is was sought to aggregate.





Lord Mustill emphasised that the commercial considerations which determine how the cover of a whole casualty account will be framed and rated are not the same as those which shape the individual items comprising that account.  If a syndicate had wished to secure identical measures of loss for its inward and outward contracts it could have negotiated with the reinsurers to that end, and taken the obvious course of using the same words in each.





Hill -v- M&G Re (1996)





The issue in this case arose out of the invasion of Kuwait by Iraq and the detention and destruction of a number of aircraft.  This gave rise to a number of heavy claims on insurers and reinsurers.  It is important to appreciate that the judgment turned on the particular wording of a follow the settlements provision which was as follows:





	“All loss settlements by the reassured including compromise settlements and the establishment of funds for the settlement of losses shall be binding on the reinsurers, providing such settlements are within the terms and conditions of the original policies and/or contracts ..... and within the terms and conditions of this reinsurance”.





The issue arose because there was a difference in wording between the direct policies and the reinsurances higher up the chain, the former being written on the basis of “any one occurrence” and the latter being “event” based.  The particular clause in the direct policies under which the claims were accepted was important because it would be much easier for the direct insurers/reinsurers to contend for a single “occurrence” if the loss of the aircraft was by war etc. than by detention etc., and because the war cover extended to spares and equipment, whereas the detention cover did not.





The case was heard in the form of an application by Mr Hill for summary judgment against M&G Re ie. judgment without a full trial.  Mr Hill claimed that M&G Re did not have an arguable defence to the claims under the reinsurance policies - they were bound to follow Mr Hill’s settlements under the terms of the follow the settlements provision.  M&G argued that it had a number of valid defences to the claim including that the losses did not take place until outside the periods of cover of all except two policies.





The Court of Appeal decided that this was a proper case for summary judgment since in their Lordships’ view M&G were bound to follow Mr Hill’s settlements under the follow the settlements provision.  The House of Lords disagreed.  Lord Mustill relied on two rules, both obvious.  First, that the reinsurer cannot be held liable unless the loss falls within the cover of the policy reinsured and within the cover created by the reinsurance.  Second, that the parties are free to agree on ways of providing whether these requirements are satisfied.





Lord Mustill identified various practical demands in relation to policy wording which can give rise to difficulties.  He referred first to traditional reinsurance, where the party reinsured ie the insurer under a contract made directly with the person whose property or other interest is at risk.  Two impulses act in opposite directions.  The first is to avoid the investigation of the same issues twice; and, moreover, an investigation on the second occasion by a reinsurer whose knowledge of what happened when the risk was written, and whose facilities for investigating the claim, are inferior to those of the direct insurer.  The second impulse, acting in the other direction, is to ensure that the integrity of the reinsurer’s bargain is not eroded by an agreement over which he has had no control.





This conflict is quite easily managed where the insurance and the reinsurance are on the same terms and where the parties are essentially co-adventurers; for example, in participatory reinsurance, or facultative reinsurance with a large retention.  Here, the interests of the direct insurers and the reinsurers are broadly the same, and it is not imprudent for the reinsurers to put themselves unconditionally in the hands of their reinsured for the settlement of claims which will be passed on to them.





The problems are more acute when either or both of two situations exists: (a) the terms of the successive policies are not the same, or (b) the reinsurance is of another reinsurer, and stands at one or more remove from the direct cover, so that the reinsured are themselves reinsurers.  For example, in the former case it may well happen that a claim under the direct policy does not require the determination of issues which are crucial to liability under the reinsurance.





Lord Mustill was of the view that the Courts should not make strenuous efforts to maintain some continuity of principle, by applying prior decisions given on one form of clause in one state of facts to another form of clause in a different state of facts.  He was clearly of the view that the proviso to the follow the settlements provision was intended to maintain the integrity of M&G’s original decision to underwrite the risk and that this would be undermined if an honest attempt by those further down the chain to ascertain the legal consequences of the facts could impose on the reinsurers responsibilities beyond those expressed in the policies.  To allow even an honest and conscientious appraisal of the legal implications of the facts embodied in an agreement between parties down the chain to impose on the reinsurers risks beyond those which they have undertaken and those which the reinsured have undertaken would effectively re-write the insurance policies: and it was this which the proviso to the follow the settlements provision was designed to forestall.





Conclusion





The market has been on notice for many years that its policy wordings will not necessarily be construed favourably or in accordance with market practice or to give effect to what they were intended (but not expressed) to mean.  As long ago as 1915 Eve J. described a reinsurance wording as “made up ..... of paragraphs culled from several different precedents and strung together without any accurate estimate of their relative consistency”.  In many other cases the Courts have urged the market to re-draft policy wordings in grammatical, intelligible and unambiguous language (including Form J1).





It is a feature of the commercial world that contracting parties are more readily reaching for and relying on the small print of their contracts.  With the increasing value of insurance and reinsurance contracts, the insurance market is unlikely to be immune from this process particularly as the players become more international.





Clearly the House of Lords’ judgment in Axa Re has caused considerable concern on the part of reinsureds and reinsurers alike.  In future, the market will need to be more careful about the terminology it adopts for policy wordings and ensure that the words chosen accurately convey the intentions of the parties.  If the recent definitions of “cause” and “event” do not correspond to these intentions, then it will be necessary to review the wordings in the light of the objectives which the parties wish to achieve.  In performing this excercise, the judgments referred to above will provide guidance to the parties on how the Courts are likely to interpret the words they choose.
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