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The Financial Crisis: Insurance and Reinsurance Legal Developments
This paper deals briefly with the five particular areas of the law which have been highlighted for our panel discussion on Thursday 20th May 2010 in the context of the AIDA XIII World Congress.

1. Disclosure

2. Notification

3. Fraud

4. Aggregation

5. Follow the Settlements/Fortunes

------------------

1. Disclosure

Article 10 of the Insurance Contract Act 1980 (hereinafter ICA) deals with disclosure or declaration of the risk, and misrepresentation, and its consequences.

Prior to the conclusion of the contract, the policyholder (i.e., the buyer of cover) is subject to the duty to disclose to the insurer, pursuant to the questionnaire submitted by the insurer, all the circumstances known by the policyholder that may be relevant for the evaluation of the risk. The policyholder will be relieved from said duty if the insurer does not submit a questionnaire or, submitting it, there are circumstances that may be relevant for the evaluation of the risk but are not covered in the questionnaire.
It follows that the policyholder is not under the proactive duty to disclose all material facts that may have a bearing on the evaluation of the risk, but only those he is asked about by the insurer. The declaration is confined to the questions raised in the questionnaire which cannot be too broad or general either. Under this system knowledge of sensitive and even prejudicial information to the insurer is not necessarily subject to disclosure to the extent the relevant questions are not asked in the questionnaire. 
In conclusion, then, the declaration made by the policyholder is the basis for the contract and binds the policyholder as party to the contract and therefore the insureds, whether they have signed the application or not, since the duty of disclosure lies on the policyholder and he acts for the account of the insureds. 

In the event of “inaccuracies” (misrepresentations) or “reservations” (concealment or non-disclosure) in the information provided when completing the Questionnaire/Proposal Form, the remedies available will depend on when the insurer knows about the inaccuracies or reservations.

If the insurer knows about them before the loss takes place, he will be entitled to rescind the contract within one month of learning about the misrepresentation or reservation. In this event the insurer may keep the premium for the period in course, save that he acted in bad faith or with gross negligence. If the loss occurs before the rescission is notified or if the misrepresentation or non-disclosure is discovered after the loss takes place, the insurer will no longer be entitled to rescind the contract but solely to reduce the indemnity in the same proportion to that existing between the premium actually collected and the premium that would have been collected had the real risk been disclosed to him. However, if the policyholder acted in bad faith or with gross negligence (to be proved by the insurer), the insurer will be released from his obligation to indemnify.
The declaration intends to give a clear picture of the risk to the insurer so that he can decide to cover and at what price or not cover at all. But the declaration will be based on the questions submitted by the insurer. These should be specific and relevant so it is the insurer’s responsibility to draft them adequately in the light of the type of risk he is considering covering. If later on it is found that the questions were not answered truthfully, it will be the insurer’s burden to prove that the untruthful answers affected his perception of the risk in such a way that he would have charged a higher premium or would not have covered the risk at all. The insurer though will not be able to rescind, but only reduce the indemnity proportionally, if the misrepresentation is found out after the loss has occurred. Clearly, this rule protects the policyholder to the detriment of the insurer.

During the course of the contract, the policyholder is under the duty to advise the insurer of any aggravation of the risk (Article 11 of ICA), and Article 12 deals with the consequences of that notification or in the event of the failure to do so.

The position concerning disclosure at the reinsurance level

Reinsurance is regulated in Title II, Section 10th, Articles 77 through 79 of ICA as a type of casualty insurance which, as an exception to the general rule, is not subject to the otherwise mandatory provisions of ICA. The question that arises is whether Articles 10, 11 and 12 of ICA referred to above apply to the reinsurance contract on a supplementary basis where nothing is said in the reinsurance contract with regard to the breach of the information duty.
Prior to ICA the former Commerce Code provided some rules dealing with misrepresentation (article 381), the breach of which could lead to the voidance of the contract. It was the common opinion that they applied both to insurance and reinsurance, and the reason was fairly clear. The insured had no special protection and was required to disclose all relevant information to the insurer in the same way that the insurer had to disclose it to the reinsurer. ICA changed this concept entirely, turning a proactive duty on the part of the insured into a passive one to merely answer the questions submitted by the insurer and providing for a rescission system which favours the insured. 

Being the rationale the protection of the insured, it is doubtful that these rules would apply to a reinsurance contract, although there are authors that tend to think they are applicable. Accordingly, avoidance should be referred to the general principles of civil law. In any event, for the avoidance of doubt the contract of reinsurance should address specifically the information duty and the consequences of its breach.

2. Notification

As a general rule, the late notification of the loss would not per se entitle the insurer to rescind the contract but only to claim damages, if any (Article 16, ICA). The insured has the duty to provide all information available on the circumstances and consequences of the loss. The breach of this duty with gross negligence or bad faith on the part of the insured would release the insurer from its obligation to indemnify. 

As an exception to the general rule, the prompt notification of the loss can be made a condition precedent to liability of the insurer if the risk in question belongs to the so called “large risk”, as defined, where the parties are free to depart from the otherwise mandatory provisions of ICA. 
3. Fraud

As a general rule, section 19 of ICA excludes from cover losses caused by the insured acting in bad faith. This is also the first standard exclusion in all insurance policies.
It should be noted that the Criminal Code provides that insurance companies will be civilly liable for those risks covered by them and stemming from the use and operation of assets, businesses, industries and activities when the loss arises from an action or omission envisaged in the Criminal Code. Further, case law has ruled that the fraud/bad faith exclusion in an insurance policy cannot be raised against an injured third party.  In such a case, the insurance company is left to recover the losses from the insured.

A criminal penalty for an offence (whether minor or serious, or deliberate or not) may take the form of a fine. The punitive nature or character of such fines in principle makes their cover by insurance contrary to public policy: The same applies, in theory, to the principle of “individuality" of penalties, i.e., that they cannot be “passed on” to another person. On this analysis, fines for deliberate acts are therefore uninsurable.

Although not settled as a matter of law, fines for offences arising out of recklessness, i.e., non-deliberate acts or omissions, could arguably constitute an exception to this general principle.
Civil fines / penalties

Civil fines may be imposed by courts in the course of civil proceedings in a variety of situations the common purpose being to punish and deter conduct which is incompatible with good faith. The “public policy” element may possibly prevent their insurability.

Regulatory fines / penalties

Generally, the same principles which apply to criminal fines and penalties apply in this context. Consequently, in principle, regulatory fines will be uninsurable. However, the principle of proportionality requires the authorities to take into consideration the existence or degree of intent involved in the administrative wrongdoing at the time it was committed. This suggests that fines may be applied to negligent, not intentional, behaviour in a regulatory context. If so, there is some basis for suggesting these types of fines may be insurable, and, in practice, some Insurers do provide coverage for this type of fine. The issue however remains uncertain: it is difficult to understand how the insurance of any regulatory fines even when applied to negligent and rather than deliberate conduct can be deemed not to be contrary to public policy. 
The Directorate General for Insurances and Pension Funds (hereinafter DGIPF) published some time ago an administrative guideline, which is merely informative and not binding upon the DGIPF, that coverage of administrative and criminal fines and penalties would be contrary to public policy and therefore null and void. 

The DGIPF also appear to say that fines and penalties are uninsurable since the purpose of this type of insurance (referring to third party liability insurance) is essentially compensatory for damage sustained whilst fines and penalties are punitive in nature. 

Lastly, in the opinion of the DGIPF, the prohibition is extended to all forms of coverage, either through a direct payment in total or in part of the fine, or indirectly through the grant of a subsidy to compensate the loss of income arising out of certain penalties (e.g., the loss of the driving licence). This would appear to be inconsistent with the extended practice in the market of subsidizing the loss of income derived from the loss of the driving licence as a consequence of a penalty which was the subject matter of an earlier questionnaire submitted by the DGIPF to 22 insurers on May 2007.

The foregoing is not an obstacle for covering defence costs, although these would be subject to reimbursement in the event of conviction. Notwithstanding, certain policies in the market did not require the insured to return the monies spent in that event.

4. Aggregation

There is no specific regulation of aggregation in Spanish law. We see, however, no valid reason why such a provision should not be upheld by a court provided it is focused as delimiting the risk insured (thus affecting the scope and contents of the insuring grant) in which case it would not be deemed to be a clause that limits the rights of the insured but one delimiting cover (Decision of the Supreme Court of 9 January 2007 – RJ 2007\674). If it were a clause that limits the insured’s rights, it would have to be properly highlighted in the contract and expressly accepted by the insured. Otherwise the court could find it to be void. In addition, it is likely that said limitation could not be raised against the third party filing a direct action against the insurer.

The likelihood that such a clause will be valid and acceptable will be greater if the insurance concerns a large risk, as defined, where as said above the parties are free to depart from the otherwise mandatory provisions of ICA.
5. Follow the settlements/Fortunes

Reinsurance is scarcely regulated in ICA as a type of casualty insurance. No more than three articles refer to reinsurance.

Fundamental principles of the reinsurance contract, particularly in the case of treaty reinsurance, have traditionally been the community of risk created by the contract and, namely, the follow the fortunes principle, in the frame of the utmost good faith which also compels the reassured to protect the interests of the reinsurer. 

Currently, ICA does not make any reference to the follow the fortunes or follow the settlements principles nor to the extent of my knowledge there is any case law offering guidance in this regard. Article 400 of the Commerce Code, which dealt with fire insurance and was abrogated by ICA, did provide that the reinsurer was to follow the settlements of the insurer but did not specify either the requirements or the consequences thereof.

The effects of a follow the settlements clause are, therefore, uncertain. It is common opinion in Spain that such a clause would compel the reinsurer to accept, and be bound by, the settlements reached by the insurer provided the insurer is in effect liable under the direct policy and the risk is covered by the reinsurance contract. It would also be possible to contend that the reinsurer is not bound if the settlement is not concluded in a businesslike manner (namely in the event of ex gratia payments).

The question that arises is whether such clause (follow the fortunes or follow the settlements) can be implied into a reinsurance contract when nothing has been agreed in this regard. Terms implied by statute are fairly common under Spanish civil law. Notably, this is the case of contracts for sale. The law as such does not imply any terms into contracts of reinsurance, save that those few implied for insurance could be extended to reinsurance if we conclude that the general insurance provisions contained in ICA are in principle applicable mutatis mutandis to reinsurance. However, the courts may imply terms when interpreting/construing the contract. Implication by usage would be feasible in principle under Articles 1258
 and 1287
 of the Civil Code, subject to evidence and consistent observance in the relevant market. It follows that silence of the contract on this point might lead to the clause being implied into it. If the reinsurer does not wish to abide by this clause, it should then be excluded explicitly to avoid this risk.

If a claims control clause is inserted in the contract in favour of the reinsurer which is often the case where facultative reinsurance is concerned, it would be reasonable to conclude that the clause, if included in the contract, should yield to the claims control clause and it could hardly be implied had it not been included expressly.
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� The parties are bound by the terms of the contract and by all the consequences that according to the nature of the contract should be in agreement with good faith, usage and the law. 


� Usage or the custom of the land will be considered in order to construe the ambiguities of contracts, filling in them the omissions of those clauses which are normally included therein.


� Saying this in passing the validity of the claims control clause is not a peaceful issue in Spain.
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