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Welcome!

Dear Delegates
We welcome you to Amsterdam and the AIDA Europe Conference 2011!

With a network of offices in Dubai, Hamburg, Hong Kong, Le Havre, London, Paris, Piraeus,
Shanghai and Singapore, Ince & Co practises English, French, German, Greek, Hong Kong, PRC
and Turkish law. Ince & Co Singapore has entered into a Formal Law Alliance with local practice
Incisive Law LLC. Members of Incisive Law provide Singapore law advice and represent clients in
both the Singapore courts and in domestic and international arbitrations.

Ince & Co has worked with the insurance and reinsurance markets for over 100 years and has
been involved in most of the leading cases in the evolution of insurance and reinsurance law. We
have a global team of over 50 specialist lawyers, handling issues, disputes and corporate and
regulatory matters arising in all non-life classes.

“Ince & Co has risen to the pinnacle of the market, reflecting the extent to which the firm has
‘evolved into the top-calibre, full range provider that it has.”” Chambers and Partners

Jan Heuvels Chris Jefferis
Head of Reinsurance Head of Insurance

incelaw.com
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[Thank you
for your attention.

Allianz ()

NORTON ROSE
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AIDA EUROPE
CATASTROPHE COVER

NORTON ROSE

THE GENERAL MEANING
OF CATASTROPHE

Dictionary: A great, often sudden, calamity

Distinction between catastrophe and catastrophic
losses

Sudden event v series of events

Disraeli definition: "If Mr Gladstone should fall into
the Thames that would be a calamity. If somebody

were to pull him out again that would be a
catastrophe”.
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CATASTROPHES AND DIRECT
POLICIES

Use of the word catastrophe in direct policies?
Causation issues

* Floods: Orient-Express v Generali2010

+ Leaky houses: water or defective design?
Date of loss

* Peril or damage: Kelly v Norwich Union 1989;
Wasa v Lexington 2009

6/29/2011

NORTON ROSE

CATASTROPHE AND
REINSURANCE

Coverage:
+ “Aform of reinsurance that indemnifies the

ceding company for the accumulation of losses
in excess of a stipulated sum arising from a
catastrophic event such as conflagration,
earthquake or windstorm. Catastrophe loss
generally refers to the total loss of an insurance
company arising out of a single catastrophic
event.”

NORTON ROSE

REINSURANCE
AGGREGATION ISSUES

How many events?
Hours clauses:

» “Each loss by earthquake shall constitute a
single claim hereunder, provided, if more than
one earthquake shock shall occur within any
period of seventy-two (72) hours during the
term of this policy, such earthquake shall be
deemed to be a single earthquake within the
meaning hereof.”
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OTHER REINSURANCE
ISSUES

Follow the settlements
* Wasav Lexington 2009

Allocation issues
« IRBv CX 2010
» Teal v Berkeley 2011

6/29/2011

NORTON ROSE

Presentation

1 Noindividual who is a member, partner, shareholder, employee or consultant of, inor to any constituent part of
Norton Rose Group (whether or not such individual is described as a “partner’) accepts or assumes
responsibilit, or has any liability, to any person in respect of this presentation.

2 Anyreference to a partner means a member of Norton Rose LLP or Norton Rose Australia or a consultant o
employee of Norton Rose LLP or one of its respective affiliates with equivalent standing and qualifications.

3 This ion contains i i idential to Norton Rose Group. Copyright in the materials is owned
by Norton Rose Group and the materials should not be copied or disclosed to any other person without the
express authorisation of Norton Rose Group

4 This presentation is not intended to give legal advice and, accordingly, it should not be relied upon.  k shouid not
be regarded as a comprehensive statement of the law and practice in this area. Readers must take specific
legal advice on any particular matter which concerns them. If you require any advice or information, please
speak to your usual contact at Norton Rose Group.
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Giuseppina Capaldo

Portability of loans and transfer
of insurance policies

UNIVERSITA DI ROMA

) SAPIENZA

®

Insurance policies as a guarantee for bank loans

The so-called “loan policies” as an insurance product collateral to
real and personal securities of credit, proposed by the bank at the
time of granting a personal loan or loan targeted at purchasing
immovable property

Policies are taken out by agreement for a period equal to that of
the loan and their cost is usually spread in instalments, with an
incidence on the total monthly cost of the loan.

The concrete Italian transactional practice highlights the
presence of different insurance products linked to a main loan
agreement involving costs and a more or less articulate degree of
complexity.

UNIVERSITA DI ROMA

@ sapienza

Insurance policies as a guarantee for bank loans

The different types

+ Fire/explosion policy: it is functional to the coverage of the risk of a damaging
event that could affect the property; it incorporates a form of guarantee to both
the bank against the risk of damage to the assets and to the customer, who
benefits from the opportunity to see his property restored .

« Life insurance policy: it is usually taken out in the perspective of a long-term
loan. There is a widespread presence of specific insurance products providing
for the reimbursement of the instalments by the insurance company instead of
the customer including in the event of job loss.

+ Temporary insurance policy on death: it is aimed at guaranteeing a capital in
the event of death of the policy-holder (customer) in the period of disbursement
of the loan. This policy guarantees the heir at the time of the bequest of the

property
+  Surety policy: it consists of the guarantee granted by the insurance company in
the event that the customer is insolvent in paying back the debt to the bank.
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Portability of bank loans: purposes

+ Portability of bank loans, (introduced by the Bersani

reform package bis on deregulation, now transfused in
art. 120 quater of the Consolidated Banking Act ) as an
instrument to develop a real competitive comparison
among banks in offering services and allow customers

to get an improvement in credit conditions

UNIVERSITA DI ROMA

@ sapienza

Portability of bank loans : structure of the transaction

+ Through this transaction, the customer can “transfer” -
free of charge and keeping the same real and personal
securities - a loan from one bank to another with
which s/he can discuss economic conditions (e.g.
questions relating to rate and / or duration) other than
those of the original loan .

+ The actual implementation of the portability institution
has met many difficulties in the Italian banking system,
characterized by a high concentration of companies as
well as by the presence of numerous hindrances to

customer mobility 5

UNIVERSITA DI ROMA

Portability of bank loans : the problem of insurance
policy handling

+ In the event that the loan is assisted by an insurance
coverage whose premium was paid outright in advance
(single premium) for the entire duration of the loan,
there is a risk for the customer of losing the refund of
the premium with regard to the part not yet enjoyed
and having to take out another policy with the new
bank: the cost of redemption of the policies becomes a
further deterrent to the actual implementation of the
rules on loan portability
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. body for
Private Insurance) on information requirementsand
advertising of insurance products

Art. 49 of the ISVAP Regulation No. 35/2010 provides for
compulsoriness for insurance companies to repay the
ortion of premium not enjoyed in the event that the loan of
%nalncing is paid off or in case of portability thereof to another
ank .
Alternatively, if the contracting party chooses the portability of the
loan or financing and does not want to take out another insurance
policy with another insurance company, s/he can bring to an end
the previously signed contract: therefore, the insurance company
of the current contract) must simply change the beneficia
i.e. the new credit institution) "at the request of the

contracting party.

The regulation is effective as of December 15t 2010

Conclusions

The intervention of the ISVAP wurged by trade
associations as well as by the Italian insurance industry
itself highlights the need for greater transparency in
the regulatory framework in terms of insurance
policies linked to bank credit

Conclusions

+ The same practical result might have been reached by way of|

application through a more careful consideration of the cause of
each insurance policy in order to check whether the interest in a

separate coverage of his/her personal risk of insolvency for

the customer is pre-eminent or the policy is meant as a useful
tool to enhance the overall credit risk guarantee for the bank
and, in this sense, the insurance coverage proves closely bound to
the assets and to the circulating alternations of the bank credit.




Conclusions

+ Consequently, in order to assess the destiny of insurance policies
in case of loan portability, it seems necessary to set the question in
terms of contractual linkage and joint economic transaction
to stren%;hen the loan security.
For this reason, the transfer of the loan agreement also justifies
a transfer to the new bank of the relevant insurance policies
until the natural expiration thereof, as required by law in terms of
primary real and personal securities collateral to the credit.

UNIVERSITA DI ROMA
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The Continuing Duty of Good Faith
Jan Heuvels, Head of Reinsurance,
Ince & Co LLP

AIDA Europe Conference - Amsterdam
26-27 May 2011
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Whilst it is clear under English law that the doctrine of utmost good faith applies to the
formation of the insurance contract (including renewals), there has been considerable
debate over whether it applies during the claims process and, if so, the remedies for
breach.

In 1985, hull war-risk insurers controversially persuaded the Commercial Court (Hirst J)
that dishonesty by a broker pursuing a claim on behalf of the owner of a vessel amounted
to a breach of the duty of utmost good faith as set out in section 17 of the Marine
Insurance Act 1906, thereby enabling insurers to avoid the contract ab initio (Black King
Shipping Corp v Massie (The Litsion Pride) [1985] 2 Lloyd’s Rep 437).!However,
subsequently the courts have taken a more restrictive view. In Manifest Shipping Co Ltd v
Uni-Polaris Shipping Co Ltd (The Star Sea) [2001] Lloyd’s Rep IR 347 the House of Lords
went the other way and rejected hull insurers’ argument that allegedly fraudulent non-
disclosure during litigation itself justified avoidance, as a breach of a continuing duty of
good faith. As will be seen below, the law has continued to evolve.

The scope of the assured’s duty

Under section 18 of the Marine Insurance Act 1906, the assured is under a duty to disclose
to the insurer, before the contract is concluded, “every material circumstance which is
known to the assured....” Prior to The Star Sea, it was a matter of debate as to whether
the assured continued to have a duty of disclosure once the contract had incepted.
However, in that case, the House of Lords confirmed authoritatively that the assured’s
duty of utmost good faith in the claims context is no wider than a duty not to make or
present a fraudulent claim.

What constitutes a fraudulent claim?

No doubt there are others, but the circumstances in which English courts have made
findings of fraud include the following:

Where the assured has caused a loss deliberately.
Where the assured has invented a loss.
Where the assured has suffered a genuine loss but presented the claim in such a
way as to disguise the fact that the insurer might have a defence.

¢ Where the assured has suffered a genuine loss but knowingly exaggerated the
claim.

¢ Where the assured has suffered a genuine loss but deployed a ‘fraudulent device’ in
support of it.

Exaggerated claims

The fact that a claim has been exaggerated does not of itself mean that it is fraudulent.
English judges are prepared to accept that a certain amount of horse trading goes on
between an assured and its insurers. The difficulty is in where the line is drawn. Generally,
the courts look at the degree to which the claim has been inflated; the greater the
exaggeration the easier it is to impute a fraudulent intent.

In Orakpo v Barclays Insurance Services [1995] LRLR 443, Lord Justice Hoffman stated:

“..one should naturally not readily infer fraud from the fact that the
Assured has made a doubtful or even exaggerated claim.”

1 Section 17 of the Marine Insurance Act 1906 provides that, “"A contract of marine insurance is a contract based
on the utmost good faith, and, if the utmost good faith be not observed by either party, the contract may be
avoided by the other party.”

EUGENERAL 4494953
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But if there is fraudulent exaggeration, Sir Roger Parker said:

“"If he is fraudulent, at least to a substantial extent, he will recover
nothing, even if his claim is in part good.”

In Danepoint v Underwriting Insurance [2006] Lloyd’s Rep IR 429, an assured claimed for
loss of rent in relation to a property divided up into 13 flats, each of which had been sublet.
The assured claimed that all flats had been vacated following a fire at the property and his
loss of rent claim was based on all of the flats being unoccupied. This was plainly untrue;
a lot of the flats remained occupied. The judge (Coulson J) concluded that the evidence in
favour of fraud was overwhelming. He held that an exaggerated claim would be
categorised as fraudulent where:

e The exaggeration was more than trivial;

e The assured was dishonest — exaggeration of itself did not establish dishonesty; there
had to be an intention to deceive the insurer, or recklessness; and

e The fraud must have been material, in that it would have had a decisive effect on the
readiness of the insurers to make payment.

Fraudulent devices

In Agapitos v Agnew (The Aegeon) [2002] Lloyd’s Rep IR 573 hull insurers made an
application to amend their defence in a claim regarding a fire aboard the vessel. They
argued that the claim itself was forfeit at common law. The Court of Appeal held that the
common law offered no private remedy for dishonesty during litigation and disallowed the
amendment.

However, it added a key passage. If an assured had used a ‘fraudulent device’ - such as a
falsified document or false evidence - to support his claim or to better his chances of a
favourable settlement before litigation, then some rather old cases showed that insurers
could invoke a common law defence of forfeiture. In other words, the claim where
dishonesty had been used would be irrecoverable because insurers could invoke this
forfeiture defence. The Court of Appeal perceived the need to protect insurers from
dishonesty.

What Lord Justice Mance said in The Aegeon was that the law should treat as sufficient
any lie or other fraudulent device, including forgery or concealing or destroying evidence:

e Directly related to the claim to which the fraudulent device relates; and

e Which is intended to improve the assured’s prospects of obtaining a settlement or
winning the case; and

e Which would, if believed, tend "to yield a not insignificant improvement in the
Assured’s prospects...”

These principles have been approved and applied in subsequent cases.
Subsequent withdrawal of a fraudulent claim

If a fraudulent claim is subsequently withdrawn, a question arises as to the consequences
for the assured. This was considered by HH] Seymour in Direct Line Insurance v Fox
[2010] Lloyd’s Rep IR 324. Mr Fox made a claim against Direct Line in respect of fire
damage to his property. The claim was settled in part, and the second part of the loss
adjustment took the form of a written agreement by Direct Line to pay a further sum,
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once that had been vouched. Mr Fox put forward a false invoice in support. Direct Line had
suspicions about its authenticity and informed Mr Fox that the loss adjusters would be
making a further visit to verify the works. At this point Mr Fox wrote to Direct Line
attempting to retract that part of the claim. The judge said, obiter, that “it is no part of
English law that the consequences of the rule concerning fraudulent claims can be
mitigated in the case of retraction”. It is fair to say that the weight of authority favours
that view.

Interim payments

What effect does the discovery of fraud have on interim payments already made? The
basic rule is that a claim, if made fraudulently, is forfeit (see below). This is simple enough
when the claim has not been paid - the insurer simply never pays, provided he can make
good this defence. But what if the claim is already part paid? Even more challenging, what
if that part was paid before there any fraud was committed?

In Axa v Gottlieb [2005] Lloyd’s Rep IR 369, insurers made payment on account for a
property loss which to that extent was legitimate. The assured gilded the lily with a second
claim (arising from the same fortuity) for alternative accommodation. That was supported
by a fraudulent device - dishonest forged invoices - so that failed. The Court of Appeal
also unanimously concluded that the payment on account was indeed returnable. Were the
conclusion otherwise, the Lords Justice felt that an assured would not be exposed - as
they felt it ought to be - to the proper rigour of the law. In short, an assured could collect
the easy bit and then lie with impunity about the rest. By the ruling that payments on
account are forfeit in the event of a later fraud in relation to the same claim, the assured
remains at risk of losing not only the later fraudulent element, but the earlier ‘honest’
element.

Claims 'tainted’ by dishonesty

If a claim for, say, loss of items by theft is partly genuine and partly fraudulent, the law
says the claim is not severable. Thus if the degree of fraud in relation to one part of the
claim is substantial, then the entire claim will be forfeited.

In Galloway v Guardian Royal Exchange [1999] Lloyd’s Rep IR 209, Mr Galloway suffered
a burglary and submitted a claim not just for £16,133 (the probable true value of the loss)
but an additional £2,000 claim for a computer. In fact there had been no theft of a
computer. There had been no computer at all. The Court of Appeal held that the degree of
fraud was sufficient to render the entire claim fraudulent.

Corporate assureds

In order to establish fraud on the part of the assured, it is necessary to prove it knew that
the claim (or the evidence deployed in support of it) was false. This is straightforward
where the assured is an individual but more complex when a company is involved. In The
Star Sea, the Court of Appeal adopted the test applied by Lord Hoffmann in Meridian
Global Funds Management Asia Ltd v Securities Commission [1995] AC 500, namely that it
is the person(s) whose acts should, under the general rules of attribution, count as the
acts of the company. In the case of corporate assureds, this will be whoever is the
“directing mind and will”.

Co-assureds

The position where a fraudulent claim is made by one co-assured without the knowledge
of the other was considered by the Court of Appeal in Direct Line Insurance Plc v Khan
[2002] Lloyd’s Rep IR 364. In this case, the home of the co-assureds, Mr and Mrs Khan,
was destroyed by fire. Mr Khan made a claim for rent, supported with forged documents.
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In fact no such rent was paid because he owned the alternative accommodation himself.
The Court of Appeal held that the consequence of Mr Khan’s fraud was forfeiture of the
entire claim, despite the fact that Mrs Khan had been entirely innocent of any wrong doing.
(This should be contrasted with composite insurance, where each insured has a separate
contract with the insurers and the fraud of one insured will not prejudice the claims of
another in respect of the same loss: Arab Bank plc v Zurich Insurance Co [1999] 1 Lloyd’s
Rep 262).

The insurer’s remedies for breach

As discussed above, prior to the decision of the House of Lords in The Star Sea, it was
open to question as to whether insurers could avoid the policy as a result of fraud on the
part of the assured in the presentation of the claim. It is now beyond question, following a
number of decisions including those discussed above, that the insurer's remedy for a
fraudulent claim is forfeiture of the whole claim, including any part of it which may
otherwise be good.

The insurer’s duty

Most cases on good faith are concerned with the assured’s duty rather than the insurer’s.
However, there are tentative suggestions in the case law that in dealing with claims
insurers should make enquiries, not act arbitrarily and not take into account extraneous
circumstances. For example, in Gan Insurance Co Ltd v Tai Ping Insurance Co Ltd [2001]
Lloyd’s Rep IR 667, the reinsurance policy contained a claims co-operation clause which
stated that "no settlement and/or compromise shall be made and liability admitted without
the prior approval of reinsurers”. Mance L] held that the reinsurer’s right was "to be
exercised in good faith after consideration of and on the basis of the facts giving rise to
the particular claim, and not with reference to considerations wholly extraneous to the
subject-matter of the particular reinsurance or arbitrarily.” He also gave examples of when
an insurer’s behaviour might amount to bad faith, including deliberate delay. In Eagle Star
Insurance Co Ltd v Cresswell [2004] Lloyd’s Rep IR 537, the Court of Appeal held that the
discretion afforded to reinsurers by a claims control clause in the policy was tempered by
the doctrine of good faith.

The assured’s remedies for breach

What are the assured’s remedies for breach of the duty by the insurer? Simply put, none
with teeth. In Banque Financiere v Westgate Insurance Co [1990] 2 Lloyd’s Rep 377, the
Court of Appeal confirmed that where an insurer breaches its duty of good faith, the
policyholder is not entitled to damages for the loss suffered. The decision has been much
criticised but remains good law. The argument that English law recognises no claim for
damages for breach of a policy went in insurers’ favour in an otherwise unsuccessful hull &
machinery case (the Italia Express [1992] 2 Lloyd’s Rep 281) and was reaffirmed after
limited argument by the Court of Appeal in Sprung v Royal Assurance [1999] Lloyd’s Rep
IR 111.

Moreover, whilst an assured who has not been paid a valid claim is entitled to sue the
insurer for the money owed, plus interest, it is not entitled to damages for any further loss
suffered through the delay in receiving the money. Under English law, insurance contracts
are an exception to the general rule that a party in breach of a contract is liable for
damages for foreseeable losses.

The duration of the duty of good faith
The House of Lords confirmed in The Star Sea that the duty of utmost good faith will not

survive beyond the commencement of litigation. This is firstly because the trust which
underpins the insurance relationship has effectively been destroyed and secondly because
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once legal proceedings have been commenced, the parties’ relations will be governed by
the procedural rules of the court. Whilst there do not appear to have been any reported
cases on the point, it can be assumed that the position is the same with regard to
arbitration proceedings.

Dishonest conduct at the litigation/arbitration stage
There are a number of ways in which dishonesty in proceedings can be controlled:
Contempt of court

Statements of Truth were a 1999 innovation required for pleadings, disclosure lists and
the like which put them almost on a par with sworn evidence. Civil Procedure Rule 32.14
provides that:

“(1) Proceedings for contempt of court may be brought against a person
if he makes, or causes to be made, a false statement in a document
verified by a statement of truth without an honest belief in its
truth.”

It did not take long for the courts to make plain that this permits a person to be pursued
for contempt of court in civil proceedings if, without an honest belief in its truth, he made,
or caused to be made, a statement in any document he verified by a Statement of Truth.
It is also worth noting the expression “causes a false statement to be made”. That
exposes the client who assures his lawyer that a pleading is true, while knowing it is not,
so as to get the lawyer to sign it.

Perjury

Perjury is, if anything, even more serious than contempt, as perjury is a criminal charge
for which imprisonment is almost a certainty.

In Kelly v Churchill Car Insurance [2007] RTR 309, a car driven by a Churchill assured
driver caused damage to Kelly’s vehicle. On behalf of its negligent assured, Churchill paid
Kelly an agreed £1,500 for vehicle damage. Dissatisfied, he sued Churchill for £15,000
damages. The county court awarded £1,000 for lost earnings and £1,800 for pain and
suffering, plus some costs. Churchill sought permission to call further evidence at an
appeal. It had discovered that Kelly’s lost earnings claim was imaginary. He had been
dismissed from his job not because of the accident but instead for stealing. The ‘letter of
dismissal’ supporting his false story was forged.

During Churchill’s application for leave to call this new evidence, Gibbs J warned Kelly that
he was not obliged to say anything unless he wished to do so and that anything he did say
might be used against him. Kelly did not return to Court the next day. Gibbs ] gave
Churchill permission to call that fresh evidence at the appeal. Having allowed that
evidence in, Gibbs J then made orders going beyond awarding Churchill its costs. Naturally
he disallowed the £1,000 damages for lost earnings. The £1,800 personal injury damages
had been based, Gibbs ] concluded, on Kelly’s say-so only. Given Kelly’'s demonstrable
perjury, Gibbs J was not satisfied there was reliable evidence to support these. They were
also set aside. Finally, he directed that the matter be referred to the Crown Prosecution
Service to consider prosecuting Kelly for perjury and/or perverting the course of justice.

Adverse costs consequences
It is a long established principle in England that a losing party usually pays the winning

party’s legal costs - the so called ‘costs follow the event’ rule. However, in deciding
whether to make a different order the court is entitled to take into account the conduct of
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the parties. The courts have shown over recent years that they will express their
disapproval of dishonest claims in adverse costs orders. For example, in The Ikarian
Reefer [1995] 1 Lloyd’s Rep 445, the Court ordered the owner personally to pay
underwriters’ costs, on an indemnity basis, for having funded an insurance claim for was
proved to be a scuttler.

Jan Heuvels
Ince & Co LLP
jan.heuvels@incelaw.com
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Utmost Good Faith — The Continuing Duty of Good Faith
The U.S. Perspective
Victoria H. Roberts

In contrast to the U.K. and Europe, more often the focus in the United States is
not on the insured’s conduct in applying for insurance but rather on that of the
insurance company in resolving claims. Further, there is no federal law which
governs a standard of conduct for either party. Therefore insureds and insurers
alike are faced with differing standards of review by the various states and, in
many states, different legislative schemes which govern their conduct.

It is true that an insured in the U.S. has a duty to be honest in its dealings with
the insurer, during both the underwriting process and the claims process. This
falls short of the “utmost good faith” which is an ongoing obligation of an insured
in the UK and elsewhere in Europe. In the U.S., the burden is clearly on an
insurer to prove that an insured has provided false information when the carrier
determines that it is faced with a risk different than that contemplated during the
underwriting process. Usually this happens when a claim is presented whose
facts and investigation reveal that the insured risk is not what had been
contemplated. In that situation, statutes and case law across the United States
fall into two general categories.

In the first group, an insurer must only prove that the risk would have been
underwritten differently than it was if the true facts had been known, but the
missing or false information is not material to the claim presented. This can be
as minor a distinction as a different premium that would have been charged,
even if the carrier agrees that it would have been an acceptable — albeit different
— risk than that actually underwritten. An example of such an instance might be a
roofer which is actually working on structures of more than 3 floors although the
application for insurance indicated that the roofer’'s work was restricted to shorter
buildings. A claim arises out of a slip and fall on the first floor. In these
jurisdictions, even though the insured was untruthful, the insurer may not deny
that claim because the underwriting issue had nothing to do with the claim
presented.

In the second category are claims that can be denied and policies rescinded only
if the misinformation presented by the insured during the underwriting process
was material to the facts of the claim presented. The example here is a risk
underwritten as an apartment house. A claim is presented for liability arising out
of a drug overdose by a resident. It turns out that the “apartment house” was, in
fact, a drug rehabilitation center. The underwriter’'s testimony was unequivocal
that the risks presented by a halfway house did not meet the company’s



underwriting criteria and would never have been accepted. Under these facts, it
is clear that the mis-information, or lack of information, presented in the
underwriting process was entirely relevant to the claim presented. In addition to
denying the claim, the carrier also has the right to rescind, provided the insured is
made whole financially, i.e. that all premium, commission and applicable taxes
are refunded. In this instance, the policy is void ab initio.

These are the circumstances in which American jurisdictions focus attention on
the conduct of the insured. However, it is far more common that the conduct of
the insurer during the claim handling process is the subject of judicial scrutiny.
Bad faith claims cost U.S. carriers a great deal of time and money. The vast
majority of claims are resolved in the normal claim handling process with no
complaint by the policyholder. However, the few which result in bad faith
litigation are a very costly exposure to insurers both in terms of potential jury
verdict and the time and expense involved in litigating.

In general, the basis of a bad faith claim involves an unreasonable denial or
delay in providing benefits due under a policy. This may arise from various sorts
of alleged conduct, including:

Misrepresenting policy provisions

Failing to acknowledge communications with reasonable promptness
Failing to implement claim handling standards

Failing to conduct a reasonable investigation

Not making good faith settlement negotiations

Requiring unreasonable documentation of claims.

Every state has statutes and/or regulations which define unfair claim practices
under which policyholders can file bad faith claims in either the state or federal
courts. The majority of states also permit either tort or contact actions (or both)
against a carrier for bad faith arising from claim handling of either first party or
third party claims. In addition, 11 states allow third party claimants to bring a
direct action against a carrier either as a tort or under statute or both. Finally, all
but 3 states (Nebraska, New Hampshire and Ohio) permit a punitive damages
claim to be brought in addition to a bad faith claim if a jury finds that the carrier’s
conduct was patrticularly egregious. Thirteen of those states cap or limit the
amount of punitive damages which can be assessed in such a situation.

Each state varies greatly in how difficult an environment is presented in terms of
bad faith claims, but it is likely that the following are the most problematic for
insurers: California, Florida, Washington, Texas, Oklahoma and West Virginia. In
contrast, the New York state appellate courts have not upheld a trial court finding
of bad faith in several years. Itis critical to consult counsel in whatever
jurisdiction you are involved to determine the standards applicable to a
determination of an insurer’s bad faith conduct.
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Introduction

The Danish Insurance Contracts Act contains a number of rules about the insured's duties in
the post-contractual relationship between the insured and the insurer.

The aim of these provisions is to reduce the risk of insurance events and limit the loss when
an event has occurred. The provisions contain rules about increase of risk, precautionary
measures, prevention and reduction of loss, together with rules that aim to prevent insur-
ance fraud although insurance fraud is not subject to regulation under this part of the Insur-

ance Contracts Act.

Rules of material change in risk

The relevant articles in the Insurance Contracts Act safeguards the insurer's interest in
preventing and regulating a material increase in the risk during the period of cover. The
provisions concerning increase in risk are contained in Sections 45-50, and include a number

of duties for the insured not to cause a material increase in the risk.

The provisions about increase in risk supplement the provisions on the duty of disclosure in
Sections 4-10 of the Insurance Contracts Act, and concerns matters that occur after the con-

clusion of the insurance contract.

A material increase in risk is defined in Section 45(1). Certain conditions must be met in or-
der for the insurer to be able to rely upon an increase in risk in non-life insurance. The three

main conditions are:

(i) the change must relate to a circumstance stated specifically in the policy, i.e. "the
building has a hard roof" (as opposed to a thatched roof),

(i) the change must be of such nature that it increases the risk of the occurrence of
the event insured against, i.e. the risk of fire, and

(iii) the risk of the occurrence of the event must be increased to an extent beyond mat-
ters that the insurer is assumed to have taken into account when concluding the in-
surance contract (the test of materiality).

When a material increase of risk has occurred the insurer will not be liable if the insurer
would not have accepted the cover, had the increase of risk been known prior to the conclu-

sion of the insurance contract.



If on the other hand the insurer would have accepted the risk, but on different terms, the
rule of pro rata liability is applicable, cf. Section 45(2). According to this rule, the insurer is
liable to the extent that it would have accepted the risk, against the premium paid, in the

event of the increased risk existing upon the conclusion of the insurance contract.

In marine and other transport insurance, the rule of pro rata is replaced by the rule of
causation, cf. Section 45(3). Under this rule, the insurer is liable only to the extent to which
the insured can prove that the increase in risk did not influence the occurrence of the event
or the size of the loss.

Where the increase in risk is not caused with the consent of the insured, the main rule is that
the increase in risk is of no consequence to the insurer's liability. However, Section 46 of the
Insurance Contracts Act states that when the insured becomes aware of the increase in risk,
he must notify the insurer. If he fails to do so, the increase in risk is regarded to have
occurred with the consent of the insured from that time onwards, with the in Section 45

mentioned legal consequences.

Under Section 47 of the Insurance Contracts Act, the insurer is always entitled to terminate
the insurance contract with short notice in the event of an increase in risk caused with or

without the consent of the insured.

Rules of precautionary measures

The insurance policies frequently stipulate that the insured must observe certain
precautionary measures in order to prevent or reduce a potential loss. These duties are

hence the result of the general insurance conditions and not the Insurance Contracts Act.

According to Section 51 of the Insurance Contracts Act, certain conditions must, however, be
met in order for the insurer to be able to rely upon a failure to take such precautionary

measures stipulated in the insurance policy. The main conditions are:

(i) The insurance policy itself must stipulate the precautionary measures that are to be
taken,
(i) the precautionary measures to be taken must be specified, i.e. "The insured shall

install sprinklers in the warehouse" (more general statements, i.e. ""take due care
of the premises" have no effect),



(iii) the precautionary measures must be aimed at preventing or reducing a potential

loss.

If the policyholder through negligence fails to take such precautionary measures, the insurer
is only liable to the extent that the insured can prove that the occurrence of the insurance
event or the size of the loss was not attributable to his failure to take precautionary meas-

ures, but to other circumstances, i.e. a rule of causation.

The burden of proof lies on the insurer to prove that the policyholder negligently has failed to

take precautionary measures.

Duty of mitigation

When an insurance event has occurred, or when there is an immediate risk of an event
occurring, the insured has a duty to the best of his ability to prevent or reduce the loss, cf.
Section 52 of the Insurance Contracts Act. If the insurer has made specific directions, these
must be observed to the extent possible. If the insured fails to observe this duty intentionally
or by way of gross negligence, the insurer will not be liable for any loss, which could have
been prevented.

Fraudulent claims

As a main rule in Danish Insurance law fraudulent claims do not exempt the insurer from
liability under the insurance contract. Consequently, insurance fraud in form of fraudulent
claims is not subject to regulation under the Insurance Contracts Act. However, this
constitutes no bar to an action for damages submitted by the insurer. If the insured makes a
fraudulent claim, he can furthermore be punished according to the Danish penal code.

In Danish insurance case law it is assumed that the insurer can reserve the right to be
exempt from liability, partially or totally, in case of insurance fraud when presenting a claim.
Consequently, the insured has a post-contractual duty of good faith when presenting a claim.

Such terms are, however, not to be interpreted literally. Section 23 of the Insurance
Contracts Act stipulates that such terms can be overruled by the courts. In Danish insurance
practice, the sanction is normally restricted to, that the indemnification will be reduced with
the amount which the insured attempted to defraud.



In more extreme cases the fraud can lead the courts to decide, that the insurance event has

not occurred, because the court has lost any confidence in the insured's explanations.

The Danish conditions of insurance rarely contain terms about fraud. This fact might be
attributed to the existence of Section 21 (2) and 22 of the Insurance Contracts Act, which
gives the insurer the right to reduce the compensation to the insured if he is not fully co-
operating with the handling of the claim, including giving the insurer all information at his
disposal necessary for the correct handling of the claim. The indemnification will be reduced
corresponding to the level of proper documentation the insurer has received.

The legal position in Denmark, Finland, Iceland, Norway and Sweden

The Danish Insurance Contracts Law of 1930 is a result of a legal co-operation with Finland,
Norway and Sweden in the period 1915-1925 where commissions in the four countries
prepared a common draft which resulted in four laws, substantially consistent with each
other. In the middle of 1970's each of the four countries appointed a Committee in order to
contemplate a revision of the Nordic acts. This had different results.

Denmark

Denmark chose not to do anything because Denmark was awaiting an initiative from EU,
which Denmark had joined in 1972 as the first of the Nordic countries. Since then there has
been no initiative from EU and Denmark has made do with limited updating of particular
sections in the Danish Insurance Contracts Act.

Finland

Finland adopted a new Insurance Contracts Act, "Act No. 543 of 28th June 1994 on Insurance
Contracts". The Finnish Insurance Contracts Act distinguishes between non-life insurance and
personal insurance. The regulation on the duty of good faith after inception is more

favourable towards the insured than in the old 1933 act.

Iceland

In 1954 Iceland adopted a law on insurance contracts, which was closely connected with the

original Insurance Contracts Acts based on the 1925 draft in the other Scandinavian coun-

tries.



On 1 January 2006 Iceland adopted a new act on Insurance Contracts (act. No. 30/2004).

This act is inspired by the Norwegian Insurance Contracts Act.

Norway

Norway has enacted a new Insurance Contracts Act, "Act No. 69 of 16th June 1989 on
Insurance Contracts", which came in force on 1st of July 1990. The provisions concerning the
insured's duty of good faith after inception are more generous towards the insured than in
the old act.

Sweden

A new Insurance Contracts Act "Fdrsakringsavtalslag 2005/104" came in force in Sweden in
2006. The statute replaced the former Insurance Contracts Act of 1927, which was the

original deriving from the common draft from 1925 between the four Scandinavian countries.

As regards certain non-life insurances which are taken out by consumers, it was formerly the
Consumer Insurance Contracts Act which should be applied. Consequently, there were two
applicable Swedish Insurance Contracts Acts.

The new Insurance Contracts Act covers all insurance: Consumer insurance, non-life
insurance and life-insurance. As for the duty of good faith one can probably describe the
most relevant change as being the introduction of rules of reasonability at the discretion of

the courts favouring the insured.

Amsterdam, 27 May 2011

Torben Bondrop
Attorney-at-law, partner



What if an Oil Spill Occurred on Land in Europe or in European Waters?

Valerie Fogleman
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L. INTRODUCTION

Liability for remediating environmental damage in the European Union (“EU”) is
likely to increase as a result of the Deepwater Horizon oil spill in the Gulf of Mexico
on 20 April 2010. Following the spill, the European Commission began an
examination of the safety of offshore oil and gas activities as well as the extent of
liability if a similar spill was to occur in the EU. The examination occurred at the
same time that the Commission was preparing a report on the Environmental Liability
Directive (“ELD”),' the EU law that imposes liability for preventing and remediating
environmental damage. The Commission, therefore, considered whether to extend
liability under the ELD to cover spills from offshore drilling. In addition, the
Commission considered whether to re-examine the potential introduction of
mandatory financial security for costs that would be incurred in remedying
environmental damage in the context of the potential for a serious oil spill in the EU.

This paper examines liability under the ELD for an oil or chemical spill. First, it
provides an overview of the ELD, focusing on the remediation of environmental
damage from such spills and noting differences between individual Member States
(“MS”) in responding to them under the ELD. The paper also examines the gap that
has been identified in the ELD for marine oil spills and the potential for the European
Commission to propose amendments to fill that gap, to propose other amendments to
the ELD and to propose a system of harmonised financial security. The paper
concludes by examining current and potential future liability under the ELD for oil
and chemical spills on land in Europe and in European waters.

II. ENVIRONMENTAL LIABILITY DIRECTIVE

The ELD, which entered into force on 30 April 2004, is the first EU legislation
specifically based on the “polluter pays” principle.” A major reason for enactment of
the ELD is the creation of liability under EU law for preventing and remediating
environmental damage resulting from oil and chemical spills. For example, in 1986,
the pollution of the Rhine by chemicals from the fire at the Sandoz facility in Basel,
Switzerland, led the Council and the European Parliament to adopt resolutions
requesting the European Commission to propose legislation to create civil liability for
environmental damage.3 The oil spills from the Aegean Sea off north-west Spain in
December 1992 and the Braer off the Shetland Islands in January 1993 again led the

! Directive 2004/35/CE of the European Parliament and of the Council on environmental liability with
regard to the prevention and remedying of environmental damage, OJ L143/56 (30 April 2004).

* See European Commission, Environmental Liability “Commission welcomes agreement on new
Directive” 1P/04/246 (20 February 2004).

? See L. Krimer, Focus on European Environmental Law (Sweet & Maxwell 2" ed. 1997) 147 (citing
European Commission, Bulletin of the European Communities No. 11/1986, para 2.1.146); [1987] OJ
C7/116).



Council to request the Commission to examine the introduction of proposed
legislation creating civil liability for such damage.

A. Background

The enactment of the ELD was lengthy and controversial. Differences between
members of the Council and also between the Council and the European Parliament,
concerning the form of the ELD and, indeed, whether it should be enacted at all,
surfaced early and continued throughout the ELD’s long history. As a result, the ELD
does not establish a liability system that creates a level playing field across the EU.
Instead, not only are there the usual differences to be expected between the law of
individual MS in transposing a Directive;* the ELD itself contains options to be
selected by MS.

The ELD is a public law system. That is, it directs MS to delegate power to
competent authorities to implement and enforce the regime. In addition, it requires
operators who have caused an imminent threat of, or actual, environmental damage to
prevent or remediate that damage and to notify the relevant competent authority of
such damage. As a public law regime, the ELD does not impose liability for property
damage, bodily injury or economic loss.” Although early proposals for the ELD
would have created such a civil liability system, these were dropped by the
Commission in July 2001.

Even after the ELD finally entered into force on 30 April 2004, the controversy
surrounding it, and the delays in its implementation, continued. These delays resulted
in the European Commission bringing infringement proceedings against 23 MS for
failing to transpose the ELD by 30 April 2007, and the European Court of Justice
subsequently issuing judgments against seven MS.® It was not until 1 July 2010 that
the ELD had finally been transposed into the national law of all MS.”

B. Liability

Under the ELD, the “operator” of an “occupational activity” who causes an imminent
threat of, or actual, environmental damage to a ‘“natural resource” is liable for
preventing or remediating the environmental damage, respectively.8 An operator may
be an individual, a company or other private organisation as well as a governmental
organisation.’

The term “operator” is defined to mean the person who operates or controls an
occupational activity, including the holder of the permit or authorisation for it or the

* A Directive is a relatively flexible legislative instrument. It sets out the results that individual MS
must achieve but does not require them to adapt their laws to transpose the Directive in a specific
manner. An MS may, for example, enact transposing legislation that is more stringent than the
Directive. It cannot, however, enact transposing legislation that is less stringent.

> ELD recital 14.

® ELD Report s 2.1.

"Ibid s 5.

® ELD arts 5(1), 6(1).

? Ibid art 2(6).



person who registers or notifies the activity. Estonia, Finland, Hungary, Lithuania,

Poland and Sweden have adopted broader definitions of the term “operator”.'’

The intent in imposing liability on an operator is to channel liability to a single person
in most cases. The ELD allows MS the option of imposing joint and several liability
or proportional liability in respect of environmental damage caused by more than one
operator.'' All MS except Denmark, Finland, France, Slovakia and Slovenia have
adopted joint and several liability.'

The term “occupational activity” is defined broadly to include not-for-profit activities
as well as activities carried out for profit."> The term, thus, applies to virtually any
activity other than a purely private activity.

The term “natural resource” means land, water and protected species and natural
habitats (“biodiversity”),'* that is, species and habitats protected under the Birds
Directive'” and the Habitats Directive.'® The ELD does not apply to all of these
natural resources wherever they exist however. Instead, as discussed below, the scope
of each natural resource is limited. Further, only persons who carry out occupational
activities under legislation listed in Annex III of the ELD are liable for preventing or
remediating environmental damage to land and water. This approach reflects the
supplementary nature of the ELD to existing MS environmental legislation. Whereas
virtually all MS had enacted legislation requiring persons who caused water pollution
and contaminated land to remediate them before the ELD was enacted, liability for
preventing and remediating environmental damage to biodiversity was a new concept
in most MS. Thus, a non-Annex III operator is still likely to be liable for remediating
water pollution and land contamination caused by that operator. Such liability,
however, is imposed by domestic legislation, not the ELD. If either an Annex III
operator or a non-Annex III operator causes environmental damage to biodiversity,
however, liability for such damage is imposed by the ELD, albeit with a requirement
for the latter to have been at fault.

The ELD creates prospective liability only. That is, it applies only to environmental
damage caused by an emission, event or incident that occurs after 30 April 2007.
Further, damage caused by an emission, event or incident that occurs after 30 April
2007 is not within the scope of the ELD if it is derived from a specific activity that
took place and finished before that date.'” The date of 30 April 2007 for application

' See European Commission, Report from the Commission to the Council, the European Parliament,
the European Economic and Social Committee and the Committee of the Regions under Article 14(2)
of Directive 2004/35/CE on the environmental damage with regard to the prevention and remedying of
environmental damage, COM(2010) 581 final, s 2.2 (12 October 2010) (“ELD Report™).
""ELD art 9.
2 ELD Report s 2.2.
B ELD art 2(7).
' Ibid art 2(12).
' Council Directive 79/409/EEC on the conservation of wild birds, OJ L 103, p 1 (25 April 1979).
16 Council Directive 92/32/EEC on the conservation of natural habitats and of wild fauna and flora, OJ
L 206, p 7 (22 July 1992). A consolidated version was issued on 1 January 2007. See http://eur-
Ex.europa.eu/LeeriSerV/LeeriServ.do?uri:CELEX:O1992L0043-20070101 :EN:NOT

ELD art 17.




of the ELD has been confirmed by the European Court of Justice.'® Some MS have,
nevertheless, continue to apply the ELD only from later dates."’

The ELD creates two liability systems; a strict liability system and a fault-based
liability system.

1. Annex III liability

An operator whose occupational activity is subject to legislation listed in Annex III of
the ELD is strictly liable for preventing or remediating an imminent threat of, or
actual, environmental damage to all natural resources, that is, land, water, and
biodiversity.

Annex III legislation includes the following activities which may result in an oil or
chemical spill:

e the operation of installations pursuant to an environmental permit under the
Pollution Prevention and Control Directive:*

e waste management operations, including activities concerning hazardous
waste, landfills and incinerators;21

e the management of extractive waste;””

e authorised discharges into surface water and groundwater;>

e water abstraction and the impoundment of water authorised pursuant to the
Water Framework Directive;**

18 Raffinerie Mediterranee (ERG) SpA v Ministero dello Sviluppo economico (Case No C-378/08) (9
March 2010); Raffinerie Mediterranee (ERG) SpA v Ministero dello Sviluppo economico (Cases Nos
C-379/08 and C-380/08) (9 March 2010).

' European Communities (Environmental Liability) Regulations 2008, SI No 547 of 2008, reg 5
(Ireland) (1 April 2009); Environmental Damage (Prevention and Remediation) Regulations 2009,
2009 SI/153 (“EDR”) reg 8(1) (1 March 2009) (England); Environmental Damage (Prevention and
Remediation) (Wales) Regulations 2009, 2009 SI/995 (W.81) (“Welsh Regulations”) reg 8(1) (6 May
2009); Environmental Liability (Prevention and Remediation) Regulations (Northern Ireland) 2009,
SRNI 2009/252 (“NI Regulations”) reg 6(a)-(b) (24 July 2009); Environmental Liability (Scotland)
Regulations 2009, SSR 2009/266 (“Scottish Regulations™) regs 5(f)-(g) (24 June 2009).

*Directive 2008/1/EC of the European Parliament and of the Council concerning integrated pollution
prevention and control (codified version). OJ L24/8 (29 January 2008). The Industrial Emissions
Directive will supersede the Pollution Prevention and Control Directive when it is transposed into the
national law of MS. Directive 2010/75/EU of the European Parliament and of the Council on industrial
emissions (integrated pollution prevention and control) (recast). OJ L/334/17 (17 December 2010).

*! Directive 2006/12/EC of the European Parliament and of the Council on waste, OJ L 114/9 (27 April
2006), as amended; Council Directive 91/689/EEC on hazardous waste, OJ L 377/20 (31 December
1991), as amended; Council Directive 1999/31/EC on the landfill of waste, OJ L 182/1 (16 July 1999),
as amended; Directive 2000/76/EC of the European Parliament and of the Council on the incineration
of waste, OJ L 332/91 (28 December 2000), as corrected.

** Directive 2006/21/EC of the European Parliament and of the Council on the management of waste
from extractive industries. OJ L 102/15 (11 April 2006).

* Council Directive 2006/11/EC of the European Parliament and of the Council on pollution caused by
certain dangerous substances discharged into the aquatic environment of the Community, OJ L 64/52
(4 March 2006); Council Directive 80/68/EEC on the protection of groundwater against pollution
caused by certain dangerous substances, OJ L20/43 (26 January 1980), as amended; and Directive
2000/60/EC of the European Parliament and of the Council of establishing a Directive 2000/60/EC of
the European Parliament and of the Council of establishing a framework for Community action in the
field of water policy art 1, OJ L 327/1 (22 December 2000), as amended (“Water Framework
Directive”).



¢ the manufacture, use, storage, processing, filling, release into the environment
and onsite transport of dangerous substances,” dangerous preparations,*® plant
protection products®’ and biocidal products;*® and

e the transport of dangerous goods or polluting products by road, rail, inland
waterways, sea or air.”’

Offshore oil drilling is included in Annex III under the manufacture of dangerous
substances.” Although an incident such as Deepwater Horizon has thankfully not
occurred in the EU, catastrophic incidents on land have occurred, for example, the
spill of toxic sludge by MAL, Zrt in Hungary on 4 October 2010. The incident
resulted from an Annex III activity, namely an activity under a pollution prevention
and control permit issued to MAL in 2006.

Annex III is not static. When the EU enacts environmental legislation for which
liability for measures to prevent or remediate environmental damage may be imposed,
the legislation is added to Annex III. The enactment of such legislation may be, and
has been, enacted in reaction to a chemical or oil spill. For example, a key reason for
enactment of the Extractive Waste Directive, which was added to Annex III when it
entered into force in 2006, was the cyanide spill from a mining waste tailings pond at
the Aurul SA Company facility at Baia Mare, Romania in January 2000. A break in
the dam for the tailings pond resulted in 100,000 cubic metres of liquid and suspended
solids containing cyanide and heavy metals entering the River Danube and other
rivers.

2. Non-Annex III liability

The operator of a non-Annex III activity is liable for preventing or remediating an
imminent threat of, or actual, environmental damage to biodiversity if the operator

** Water Framework Directive art 1.

* Council Directive 67/548/EEC on the approximation of the laws, regulations and administrative
provisions of the Member States relating to the classification, packaging and labelling of dangerous
substances, art 2(2), OJ 196/1(16 August 1967), as amended.

*® Directive 1999/45/EC of the European Parliament and of the Council concerning the approximation
of the laws, regulations and administrative provisions of the Member States relating to the
classification, packaging and labelling of dangerous preparations, art 2(2), OJ L 200/1 (30 July 1999),
as amended.

*7 Council Directive 91/41/EEC concerning the placing of plant protection products on the market, art
2(1), OJ L 230/1 (19 August 1991), as amended.

* Directive 98/8/EC of the European Parliament and of the Council concerning the placing of biocidal
products on the market, art 2(1)(a), OJ L 123/1 (24 April 1998), as amended.

** Council Directive 94/55/EC on the approximation of the laws of the Member States with regard to
the transport of dangerous goods by road, annex A, OJ L 31/7 (12 December 1994), as amended;
Council Directive 96/49/EC on the approximation of the laws of the Member States with regard to the
transport of dangerous goods by rail, annex, OJ L 235/25 (17 September 1996, as amended; Council
Directive 93/75/EEC concerning minimum requirements for vessels bound for or leaving Community
ports and carrying dangerous or polluting goods, OJ L 247/19 (5 October 1993), as amended.

*% Regulation 1272/2008 on the classification, packaging and labelling of substances and mixtures
contains the definitions of “substance” and “manufacture”. These include oil spills from offshore oil
drilling. See European Commission, Commission Staff Working Document, accompanying document
to the Communication from the Commission to the European Parliament and the Council, Facing the
challenge of the safety of offshore oil and gas activities, SEC(2010) 1193 final, COM(2010) 560 final,
p 15, fn 18 (12 October 2010) (Staff Working Document).



intended to cause the damage or was negligent in doing so.”’ Belgium, Denmark,
Finland, Greece, Hungary, Latvia, Lithuania, the Netherlands and Sweden have
extended strict liability for some non-Annex III activities.*>

An incident in August 2009 demonstrates the limitation of the ELD in respect of oil
spills from pipelines. The incident involved a spill of over 4,000 cubic metres of
crude oil from an underground pipeline onto two hectares of the Coussouls de Crau
nature reserve in the South of France. The operation of an oil pipeline, however, is
not an activity covered by Annex III. The operator is, therefore, liable under the ELD
only if it was negligent.”

C. Environmental damage

The requirement to remediate, and the remediation of, land damage differ from those
for water and biodiversity damage. The different requirements and remedial measures
are described below.

In addition to requiring operators who cause environmental damage to remediate it,
the ELD requires operators to prevent an imminent threat of environmental damage,
that is, “a sufficient likelithood that environmental damage will occur in the near
future”.>* The duty to prevent an imminent threat of environmental damage, and the

duty to take emergency actions if environmental damage is caused, is self-executing.’

If an operator’s activities cause an imminent threat of environmental damage, the
operator must carry out necessary measures to prevent the damage “without delay”
and notify the competent authority “as soon as possible” if the measures do not
remove the imminent threat’® If the operator’s activities cause environmental
damage, the operator must take “all practicable steps to immediately control, contain,
remove or otherwise manage the relevant contaminants and/or any other damage

factors™’ and notify the competent authority “without delay”.®
y p y y

1. Land damage

Land damage occurs when an operator directly or indirectly introduces substances,
preparations, organisms oOr micro-organisms in, on or under land such that the
contamination ‘“results in a significant risk of human health being adversely

*LELD art 3(1)(b).

2 ELD Report s 2.2.

3 See European Commission, Study on the Implementation Effectiveness of the Environmental
Liability Directive (ELD) and Related Financial Security Issues (Contract Reference:
070307/2008/516353/ETU/G.1, Final Report (November 2009) (prepared by Bio Intelligence Service
in association with Stevens & Bolton LLP); available at:
http://ec.europa.eu/environment/enveco/others/pdf/implementation_efficiency.pdf

* ELD art 2(9).

> See V Fogleman, Enforcing the Environmental Liability Directive: Duties, Powers and Self-
Executing Provisions, [2006] 4 Env Liability 127.

 ELD arts 5(1)-(2).

37 Ibid art 6(1)(a).

8 Tbid art 6(1).




affected”.”” The standard of remediation is the removal of the significant risk to
human health caused by the damage.*’

The threshold for land damage varies between individual MS. England has, for
example, adopted a particularly low threshold in which the ELD applies if an
individual has a headache, nausea or a sore throat.*! An ELD incident thus occurred
when a supplier of diesel oil discharged the oil into a disused home heating oil tank,
causing the oil to leak from the severed pipe connected to the disused tank into the
ground around the home. The competent authority (a local authority) concluded that
land damage had occurred due to members of the family having headaches, nausea
and sore throats for two weeks and being unable to occupy part of the home until
works to clean up the spill had taken place.*

Whereas environmental damage to water and biodiversity is linked to specific EU
legislation, land damage is not. The reason for this limited scope is the absence of EU
legislation on soil when the ELD became law.

The proposed Soil Framework Directive®’ would fill this gap.** Further, its enactment
would also be likely to extend the scope of land subject to liability under the ELD to
land on which human activities do not necessarily occur. This is because the proposal
for the Soil Framework Directive uses the term “a significant risk to human health or
the environment” instead of limiting damage to a significant risk of an adverse

9 Ibid art 2(1)(c).

0 Ibid annex II, para 2.

*! Department for Environment, Food and Rural Affairs and Welsh Assembly Government, The
Environmental Damage Regulations; Preventing and Remedying Environmental Damage para A1.94
(November 2009).

*2 Mid Devon District Council, Mid Devon first to use new Environmental Regulations (press release,
17 November 2010); available at http://www.middevon.gov.uk/CHttpHandler.ashx ?id=14986&p=0

* Proposal for a Directive of the European Parliament and of the Council establishing a framework for
the protection of soil and amending Directive 2004/35/EC. COM(2006) 232 final.

* Ibid recital 29. The proposed amendment would also remove the provision in the ELD that provides
that a competent authority should remediate environmental damage only as a last resort. The proposal
for the Soil Framework Directive states: “The competent authority shall require the remedial measures
to be taken by the operator. Subject to Article 13(1) of [the Soil Framework Directive], if the operator
fails to comply with the obligations laid down in paragraph 1 or 2(b), (c) or (d) of this Article, or
cannot be identified or is not required to bear the costs under this Directive, those measures may be
taken by the competent authority itself”. Ibid art 23. Although the word “may” is used, article 13(1) of
the proposed Soil Framework Directive requires MS to ensure that land damage will be remediated.
Article 13(1) reads: “Member States shall ensure that the contaminated sites listed in their inventories
are remediated”.

* Ibid art 13(2). Indications are that the proposal will continue to expand the scope of damage to soil.
For example, the version of the proposed Soil Framework Directive that was amended at its first
reading in the European Parliament defines a “contaminated site” as “‘a site where there is a confirmed
presence on or in the soil, caused by human activities, of dangerous substances of such a level that
Member States consider the soil poses a significant risk to human health or the environment, taking the
current and approved future use of the site into account”. Article 13(2) of the proposed Soil
Framework Directive reads: “Remediation shall consist of actions on the soil aimed at the removal,
control, containment or reduction of contaminants so that the contaminated site, taking account of its
current use and approved future use, no longer poses any significant risk to human health or the
environment”. European Parliament legislative resolution of 14 November 2007 on the proposal for a
directive of the European Parliament and of the Council establishing a framework for the protection of
soil and amending Directive 2004/35/EC. COM(006) 0232 — C6-0307/2006 — 2006/0086(COD), art
2(10).




effect on human health. A risk, or a significant risk, of harm to human health or the
environment is used in many jurisdictions as a goal of environmental law or the
trigger for liability for remedial measures. It would not, therefore, be unusual for EU
legislation to adopt that trigger.*®

Enactment of the proposed Soil Framework Directive is, however, highly unlikely to
occur either in its current form or in the reasonably foreseeable future due to a
blocking minority of MS in the Council.*’ Tt is, however, likely that the Directive will
eventually enter into force in some form because, not only is the proposal still referred
to by the European Commission,*® there is a significant gap in EU legislation for the
protection of soil. It is also relevant that the ELD was eventually enacted despite a
period of about 20 years between initial proposals for the introduction of liability
imposed by it and its enactment.

2. Water damage

Water damage is damage to ‘“all waters covered by [the Water Framework
Directive]”,49 that is, surface, ground, transitional and coastal waters.”’  Some MS
have narrowly defined water damage so that it must occur to a water body or body of
groundwater instead of all waters covered by the Water Framework Directive,”’ a
limitation that raises the threshold for water damage because it limits the extent of the
waters to which the damage must occur. The threshold for water damage is a
significant adverse effect on “the ecological, chemical and/or quantitative status

and/or ecological potential of ... waters”.”

The Water Framework Directive applies to waters in the territorial sea, which extends
seaward to a maximum of 12 nautical miles but not to waters in the exclusive
economic zone, which extends seaward to 200 nautical miles. There is, therefore, a
gap in the application of the ELD to such waters. Thus, liability under the ELD
would not necessarily apply to all damage caused by an oil spill from offshore drilling
in the EU.

The extent to which the ELD applies to coastal waters also depends on the extent of
the territorial sea in individual MS. In England, for example, the ELD applies to

* For example, the US Environmental Protection Agency’s mission statement includes the purpose of
ensuring that “all Americans are protected from significant risks to human health and the environment
where they live, learn and work™; see http://www.epa.gov/aboutepa/whatwedo.html

T The blocking minority consists of Austria, France, Germany, Malta, Netherlands and the UK.

* See European Commission, Commission Staff Working Paper Impact Assessment accompanying the
document Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, Our life insurance, our
natural capital: an EU biodiversity strategy to 2020, COM(2011) 244 final, SEC(2011) 541 final, para
3.5.2, p. 19 (3 May 2011) (noting that “the evolution of soil biodiversity will depend to a significant
extent on the outcome of current discussions on the Commission proposal for a Soil Framework
Directive, still under discussion”).

* ELD art 2(5).

° Water Framework Directive art 1.

> See V. Fogleman, The Environmental Damage Regulations; the New Regime [2009] 5 Env. Liability
147 (discussing English legislation transposing the ELD).

32 Water Framework Directive art 2(1)(b).



water seaward to one nautical mile from the baseline.” In Scotland, the ELD applies
seaward to three nautical miles.”* In Ireland, the ELD applies seaward to 12 nautical
miles.”

3. Biodiversity damage

The species and natural habitats that are subject to the ELD are those indicated in
article 4(2) of the Birds Directive™® and listed in annex I of the Birds Directive and
annexes I, IT and IV of the Habitats Directive.”’” The Birds and Habitats Directives
apply to territorial waters and the exclusive economic zones of MS. For example, the
ELD applies to such species and natural habitats in the land area of England, inland
water, the seabed of the continental shelf’® and water (but not the seabed) in the
renewable energy zone,”’ that is, water out to approximately 200 nautical miles
seaward.®

The threshold for biodiversity damage is damage with ‘significant adverse effects on
reaching or maintaining the favourable conservation status of such habitats or
species’.®’  Annex I of the ELD sets out criteria for determining whether biodiversity
damage exists.

Austria, Belgium, Cyprus, the Czech Republic, Estonia, Greece, Hungary, Latvia,
Lithuania, Poland, Portugal, Spain, Sweden and the UK have applied the option in the
ELD to extend its scope to nationally protected biodiversity as well as EU protected
biodiversity in some or all of their jurisdictions.®* In the UK, for example, nationally-
protected biodiversity is within the scope of the legislation transposing the ELD into
English, Welsh and Northern Irish law but not Scots law.*

D. Remediation of Water and Biodiversity Damage

Remedial measures for water and biodiversity damage are broader in scope than
measures to remediate land damage. There are three categories of remedial measures.

> EDR art 6(1). The baseline is the baselines from which the breadth of the territorial sea is measured.
Territorial Sea Act 1987; see EDR reg 6(2).

>* Scottish Government, Environmental Liability (Scotland) Regulations 2009 Draft Guidance para 50.
> European Communities (Environmental Liability) Regulations 2008, SI No 547 of 2008, reg 2(1);
see Environmental Protection Agency, Environmental Liability Regulations, Draft Guidance Document
para 6.5.1, table 6.4 (2010).

>® Council Directive 79/409/EEC on the conservation of wild birds, OJ L 103, p 1 (25 April 1979).
STELD art 2(3)(b); Council Directive 92/32/EEC on the conservation of natural habitats and of wild
fauna and flora, OJ L 206, p 7 (22 July 1992). A consolidated version was issued on 1 January 2007.
See http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:019921.0043-20070101:EN:NOT
S EDR regs 6(1)-(2). The continental shelf is the areas designated by Order in Council under the
Continental Shelf Act 1964, as amended, s 1(7).

** EDR regs 6(1)-(2). The renewable energy zone is the waters that are superjacent to the seabed
located within areas designated by Order of Council under the Energy Act 2004 s 84(4).

% EDR reg 6; see Guidance paras 2.1-.2. The Birds and Habitats Directives apply to territorial waters
and exclusive economic zones of MS. See also European Communities (Environmental Liability)
Regulations 2008, SI No 547 of 2008, reg 2(1) (200 nautical miles seaward in Ireland); see
Environmental Protection Agency, Environmental Liability Regulations, Draft Guidance Document
para 6.4.1, table 6.2 (2010).

STBLD art 2(1)(a).

2 ELD Report s 2.2.

% EDR reg 2.1; Welsh Regulations reg 2.1; NI Regulations reg 2.2.




Primary remediation is the remediation and restoration of the damaged water or
biodiversity and the services rendered by it to its baseline condition, that is, its
condition before it was damaged. Services that must be restored are services to other
natural resources as well as to the public.®*

Complementary remediation is required when it is not possible fully to remediate the
damaged water or biodiversity. In such a case, the operator must remediate the
damaged water and biodiversity and provide a similar level of natural resources and
services at another site in close proximity to the damaged site.”> The purpose of
improving natural resources at the undamaged site is to compensate for the inability
fully to restore the damaged water or biodiversity to its baseline condition.

Compensatory remediation is the provision of improvements and other measures at
the damaged site in order to compensate for the loss of the damaged water or
biodiversity, and the services rendered by them, from the time of the damage to its
remediation to its baseline condition.”® The measures may be similar to
complementary remediation measures.

The ELD does not differentiate between remediation of environmental damage and its
restoration even though the two actions may be very different. For example, an
operator whose activities cause an oil spill to a special conservation area could be
required to clean up the oil first and then restore the damaged and destroyed
ecological features.’” The ELD refers to both actions as primary remediation.

E. Exceptions

The ELD exempts an imminent threat of, or actual, environmental damage from

specified activities.®® The exceptions are as follows:
e an act of war, including terrorism;69

® an act of God (described as “a natural phenomenon of exceptional, inevitable
and irresistible chauralcter”);70

® an activity, the main purpose of which is to serve national defence or
international security;’'

e an activity, the sole purpose of which is to protect from natural disasters; >

e diffuse pollution when it is not possible to establish a causal link between the
damage and activities of individual operators;’

e nuclear risks covered by specified international conventions;’*

% BLD annex II ss 1(a), 1.1.1.

% Ibid annex I ss 1(b), 1.1.2.

% Tbid annex II ss 1(c), 1.1.3.

%7 See generally V Fogleman, Liability for damage to natural resources: a landmark US case provides
guidance on its scope, [2007] 1 Env Liability 1.
% ELD art 4.

% Ibid art 4(1)(a).

" Ibid art 4(1)(b).

" Tbid art 4(6).

7> Ibid

7 Tbid art 4(5).

" Ibid art 4(4).
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e national legislation implementing the Convention on Limitation of Liability
for Maritime Claims 1976 or the Strasbourg Convention on Limitation of
Liability in Inland Navigation 1988;” and

¢ incidents for which liability or compensation is imposed by marine pollution
and carriage of dangerous goods conventions.”®

The ELD does not, therefore, apply to oil and chemical spills in the marine
environment and from inland transportation if the same liability that would be
imposed by the ELD is imposed by a specified convention.

The applicable marine pollution and carriage of dangerous goods conventions are as
follows:

¢ the Convention on Civil Liability for Oil Pollution Damage;

e the Convention on the Establishment of an International Fund for
Compensation for Oil Pollution Damage;

e the Convention on Civil Liability for Bunker Oil Pollution Damage;

e the Convention on Liability and Compensation for Damage in Connection
with the Carriage of Hazardous and Noxious Substances by Sea; and

e the Convention on Civil Liability for Damage caused during Carriage of
Dangerous Goods by Road, Rail and Inland Navigation Vessels.’’

The marine conventions apply to oil spills from vessels; they do not apply to oil spills
from offshore oil and gas activities.”” Environmental damage from such activities
would, therefore, be covered by the ELD.

The exception for diffuse pollution illustrates the way in which the ELD imposes
liability for an extended history of oil and chemical spills by more than one operator.
In Raffinerie Mediterranee (ERG) SpA v Ministero dello Sviluppo economico,” the
European Court of Justice concluded, among other things, that a competent authority
may establish a rebuttable presumption that an operator is liable for remediating a
pollutant that is present at a contaminated site. In order to establish the rebuttable
presumption, the competent authority must have plausible evidence such as the
proximity of the operator’s activity to the contaminated site and a correlation between
the substances identified at that site and substances used by the operator in connection
with its activities. In order to rebut the presumption and, thus, avoid liability, the
operator must show that another person caused the contamination.

The causal link between an operator’s activity and diffuse pollution is, therefore,
weak. There is no requirement for a competent authority to establish that the
substance at the contaminated site originated from the operator’s activity. That is,

7> Tbid art 4(3).

7 Ibid art 4(4).

"7 Ibid art 4(2), annex IV.

78 See generally ClientEarth, Legal background paper: Environmental Regulation of Oil Rigs in EU
Waters and Potential Accidents s 1.4 (Sandy Luk and Rowan Ryrie).

7 Raffinerie Mediterranee (ERG) SpA v Ministero dello Sviluppo economico (Case No C-378/08) (9
March 2010); Raffinerie Mediterranee (ERG) SpA v Ministero dello Sviluppo economico (Cases Nos
C-379/08 and C-380/08) (9 March 2010).
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there is no need to “fingerprint” the substance; it is sufficient that the same chemical
is present at both locations.
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F. Defences
The ELD contains mandatory and optional defences. All MS were required to adopt
the two mandatory defences; they had the option whether to adopt either or both of

the two optional defences.

1. Mandatory defences

The first mandatory defence provides that an operator has a defence to liability if it
shows that a third person caused the environmental damage from the operator’s
activity and the damage occurred despite appropriate safety measures.®” The second
mandatory defence provides that an operator has a defence if the environmental
damage resulted from its compliance with a compulsory order or instruction by a
public authority. The compulsory order or instruction must not have existed due to
the operator’s own activities.®'

2. Optional defences

The optional defences are known as the permit and the state-of-the-art defences. The
permit defence applies if the activity that causes environmental damage is fully in
accordance with a permit for an activity under legislation in Annex IIL* The state-
of-the-art defence applies if the emission or activity was not considered likely to
cause environmental damage according to scientific or technical knowledge when it
occurred.” The defences apply only to remedial measures; they do not apply to
measures to prevent an imminent threat of environmental damage.

Whereas the mandatory defences may apply to environmental damage from a
chemical or oil spill, it seems highly unlikely that the permit defence would apply to
damage caused by such a spill. That is, an operator would almost certainly have
breached its permit if its activities result in a spill that causes environmental damage.
It is also questionable whether the permit defence would apply to environmental
damage resulting from a long history of small spills because such spills would, in
most cases, result in exceedances of emission limit values in environmental permits.

Both optional defences were adopted by Belgium (regional level), Cyprus, the Czech
Republic, Estonia, Greece, Italy, Latvia, Malta, Portugal, Slovakia, Spain and the UK.
Neither defence was adopted by Austria, Belgium (federal level), Bulgaria, Germany,
Hungary, Ireland, the Netherlands, Poland, Romania and Slovenia. The permit
defence was adopted by Denmark, Finland and Lithuania. The state-of the art defence
was adopted by France. Sweden adopted the permit and state-of-the-art defences as
mitigating factors rather than actual defences.®

80 ELD art 8(3)(a).

*1 1bid art 8(3)(b).

52 Ibid art 8(4)(a).

%3 Ibid art 8(4)(b).

% ELD Report s 2.2. In addition, Ireland has drafted a Bill that may result in the adoption of both
defences. Draft Environmental Liability Bill 2008 General Scheme; available at
http://www.environ.ie/en/Legislation/Environment/Miscellaneous/FileDownlLoad,17908.en.doc

13



G. Non-governmental organisations

Proposals for non-governmental organisations (“NGOs”) to be provided authority to
enforce the ELD in certain cases were deleted during the ELD’s long history. In lieu
of these provisions, qualified NGOs and other persons have the right to request a
competent authority to take action against an operator whose activities are causing an
imminent threat of, or actual, environmental damage.® They also have a right to
request a court or other independent and impartial public body to review the
competent authority’s decisions, acts of its failure to act.*®

H. Financial security

The ELD does not require an MS to enact legislation to require an operator to have
evidence of financial security, that is, a source of funds to cover the cost of
remediating any environmental damage caused by its activities. The issue was highly
controversial during the history of the ELD due to strong opposition in the Council.
For example, an amendment by the European Parliament to phase in financial security
for Annex III operators was deleted by the Council.

In lieu of requiring mandatory financial security, the ELD provides that:

“Member States shall take measures to encourage the development of financial
security instruments and markets by the appropriate economic and financial
operators, including financial mechanisms in case of insolvency, with the aim
of enabling operators to use financial guarantees to cover their responsibilities

under this Directive”.?’

The ELD further directed the European Commission to:

“present a report on the effectiveness of the Directive in terms of actual
remediation of environmental damages, on the availability at reasonable costs
and on conditions of insurance and other types of financial security for the
activities covered by Annex III. The report shall also consider in relation to
financial security the following aspects: a gradual approach, a ceiling for the
financial guarantee and the exclusion of low-risk activities. In the light of that
report, and of an extended impact assessment, including a cost-benefit
analysis, the Commission shall, if appropriate, submit proposals for a system
of harmonised mandatory financial security”.*®

The ELD directed the Commission to issue its report by 30 April 2010.** Due to all
MS not having transposed the ELD until 1 July 2010, the Commission issued the ELD
Report on 12 October 2010.

S ELD art 12.
% bid art 13.

8 Tbid art 14(1).
% Tbid art 14(2).
% Ibid
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III. THE FUTURE OF THE ENVIRONMENTAL LIABILITY DIRECTIVE

The ELD Report notes the slow transposition of the ELD, limited awareness of it, and
the small number of ELD incidents in individual MS. Based on reporting of ELD
incidents by individual MS, the Commission estimated that there had been about 50
such incidents since the beginning of 2010.”

In the ELD Report, the Commission concludes that the following measures would
improve the implementation and effectiveness of the ELD:

* the promotion of an exchange of information and communication about the
ELD by operators, competent authorities, providers of financial security,
industry associations, governmental authorities with responsibility for the
ELD in individual MS, NGOs and the Commission; and

* the development of further guidance on the application of the ELD with the
potential for EU guidelines and the clarification of various definitions and
concepts in the ELD itself.

The Commission commented that the insurance market that provides policies for ELD
liabilities was growing and that there was an increasing variety of such policies. It
considered, however, that there was insufficient justification to introduce a
harmonised system of mandatory financial security at that time. In particular, the
Commission stated that it would “actively monitor recent developments such as the
oil spill in the Gulf of Mexico, which may provide the justification for an initiative in
this area”. Still further, it stated that it may re-examine the issue of mandatory
financial security even before the date of the next report directed by the ELD.”!

The ELD directs the Commission to issue its next report by 30 April 2014. It further
directs the Commission, among other things, to propose in that report, any
amendments to the ELD that it deems necessary.”> The report will be based, in
substantial part, on reports to be submitted to the Commission by individual MS. The
ELD 9(i)irects MS to submit their individual reports to the Commission by 30 April
2013.

The ELD Report also states that the Commission will evaluate the following issues:

* inclusion of the marine environment in the scope of the ELD;

* potential difficulties due to differences in transposing the ELD into MS
national law, in particular, the uneven application of the permit and state-of-art
defences and the uneven extension for environmental damage in nationally
protected biodiversity;

» the most efficient way to ensure that financial security instruments cover large
scale incidents involving operators with low or mediocre financial capacity;
and

% ELD Report s 2.3.
! Tbid s 5.

%2 Tbid art 18(2).

% ELD art 18.
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* the ability of financial security instruments (including insurance, bank
guarantees, funds and bonds) to cover large incidents.”

On the same day that the Commission issued the ELD Report, it issued a
Communication entitled “Facing the challenge of the safety of offshore oil and gas
activities”.” In respect of liability for environmental damage, the Commission stated

that it would:

e propose amendments to the ELD to cover environmental damage in all marine
waters defined in the Marine Strategy Framework Directive,”® that is, marine
waters including coastal waters, subsoil and the seabed; and

e reconsider the introduction of mandatory financial security, including an
examination of “the sufficiency of actual financial ceilings for established
financial security instruments with regard to potential major accidents that
involve responsible parties with limited financial capacity”.”’

Also in October 2010, the European Parliament adopted a Resolution in response to
the Deepwater Horizon oil spill.98 In the Resolution, the Parliament called on the
Commission, among other things, to fill gaps in the ELD and other EU environmental
legislation including introducing compulsory financial security provisions under the
ELD and a potential European fund to be funded by levies on operators of offshore
installations.

On 16 March 2011, the Commission followed up its October 2010 report on oil and
gas offshore safety with a public consultation.”” The public consultation document,
entitled “Improving offshore safety in Europe” states among other things that there
should be “a robust liability regime ... as accidents resulting in major oil spills may
cause extensive environmental, economic and social damage”. The document notes
the ELD and states that it covers waters seaward to 12 nautical miles but not all
marine waters, that is, waters within the jurisdiction of MS seaward to 200 or 370
nautical miles.

Further, the consultation document states that “[t]he insurance market does not
currently provide products sufficient to cover damages of the magnitude seen in the
Deepwater Horizon accident. Moreover, there are no international or EU-wide funds
similar to those in maritime transport that would cover environmental or traditional
liability”.  Still further, the document comments that the ELD “addresses pure
ecological damage in terms of protected species and natural habitats”.  An
accompanying memo by the European Commission notes, without comment, that the

** Ibid

% European Commission, Communication from the Commission to the European Parliament and the
Council, Facing the challenge of the safety of offshore oil and gas activities, COM(2010) 560 final,
SEC(2010) 1193 final (12 October 2010).

% Directive 2008/56/EC of the European Parliament and of the Council establishing a framework for
community action in the field of marine environmental policy. OJ L164/19 (25 June 2008).

7 ELD Report s 2.3.

% European Parliament Resolution of 7 October 2010 on EU action on oil exploration and extraction in
Europe. B7-0540/2010.

% Public Consultation, Improving offshore safety in Europe; available at
http://ec.europa.eu/energy/oil/offshore/standards_en.htm The consultation closed on 20 May 2011.
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ELD “does not cover fish in terms of commercial commodities but protected fish
s 100

Liability for economic loss suffered by fisheries from an oil spill in marine waters
would, of course, not be covered under the current version of the ELD. Further,
liability for economic loss from a marine oil spill from offshore oil and gas activities
would not be covered by the marine conventions.'”!

Questions in the consultation include:

e whether the ELD should be extended to cover environmental damage in all
marine waters under the jurisdiction of MS;

e whether “the current legislative framework [is] sufficient for treating
compensation or remedial claims for traditional damage caused by accidents
on offshore installations”; and

® “the best way(s) to make sure that the costs for remedying and compensating
for the environmental damages of an oil spill are paid even if those costs
exceed the financial capacity of the responsible party” (emphasis original).

“Traditional damage” is described as “loss of life; personal injury, health defects;
damage to property and economic loss affecting for example fishermen”.

The consultation document does not specify whether the Commission is considering
including liability for traditional damage in the ELD or whether it is doing so in some
other legislation that may be proposed. If the Commission was to submit a proposal
to include traditional liability under the ELD, doing so would include within the ELD
the civil liability scheme that was superseded by the public law scheme in 2001.'% Tt
would also echo provisions imposing liability for economic loss under the Oil
Pollution Act 1990, the US federal legislation that imposes liability for oil pollution
from vessels, offshore oil and gas activities and other specified activities.'” In
contrast, the US federal legislation that imposes liability for clean-up costs and natural
resource damage from chemical spills, commonly known as Superfund, does not
impose liability for economic loss or any other so-called traditional damages.'**

IV.  CONCLUSIONS

If a chemical or oil spill occurs on land within the EU, application of the ELD
depends on the nature of the activity and the MS in which it occurs. That is, if the
activity is carried out under Annex III legislation, liability is strict and the operator is
liable for environmental damage to all natural resources specified in the ELD.
Otherwise, the operator is liable under the ELD only for environmental damage to

"% European Commission memo/10/486, Safety of Offshore Oil and Gas Exploration and Production:
Questions and Answers (Brussels, 13 October 2010).

17 See text accompanying fn 78.

192 See text accompanying fn 5.

' The Oil Pollution Act imposes liability on a “responsible party” for, among other things, the cost of
cleaning up oil pollution, natural resource damage and the “loss of profits or impairment of earning
capacity due to the injury, destruction, or loss of real property, personal property, or natural resources”.
33 USC s 2702(b).

1% The US legislation is entitled the Comprehensive Environmental Response, Compensation, and
Liability Act 1980, 42 USC xx 9601 ef seq.
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biodiversity. Whether strict or fault-based liability applies depends on the individual
MS.

The limitation of liability under the ELD does not mean that an operator who causes
environmental damage to land or water is not required to remediate them. As
indicated above, when the ELD entered into force most MS had already enacted
legislation that imposes strict liability on an operator for remediating land and water
pollution. The vast majority of such legislation, however, does not impose liability
for complementary and compensatory remediation or, in some MS, liability for
remediating any harm to biodiversity.

Further, the ELD does not create a level playing field. As noted by the Commission
in the ELD Report, liability under the ELD depends on whether, among other things,
an individual MS:

* imposes joint and several or proportional liability;

* has adopted the permit defence and/or the state of the art defence;

* has extended the scope of the ELD to include nationally protected
biodiversity;

* has extended strict liability to non-Annex III activities; and

* the extent to which the MS has defined an “operator”.

Still further, liability depends on the extent to which an individual MS has transposed
the ELD including the establishment of thresholds for environmental damage and the
distance seaward for water damage.

The ELD is likely to be extended, with the most likely time for amendments being
2014 when the European Commission issues its second report under the ELD. The
ELD Report and the Commission’s report on offshore oil and gas activities indicate
that proposed amendments could — but would not necessarily — include:

e extension of water damage under the ELD to 200 nautical miles seaward of

MS coastlines;

elimination of the permit and state-of-the-art defences;

application of the ELD to nationally protected biodiversity;

extension of strict liability to non-Annex III incidents;

harmonised mandatory financial security for the cost of remediating

environmental damage from offshore oil and gas activities; and

¢ harmonised mandatory financial security for the cost of remediating
environmental damage from other Annex III activities.

Other amendments to the ELD could result from:

¢ the enactment of legislation concerning offshore oil and gas activities, with
such legislation being added to Annex III of the ELD;

¢ an extension of liability to include traditional damage, including liability for
economic loss, such as loss of income from fishing caused by an oil spill from
offshore oil and gas activities; and
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¢ the establishment of an EU-wide fund (or perhaps individual MS funds) to
pay for the cost of remediating environmental damage, in particular, serious
damage resulting from oil and chemical spills.

The European Commission would obviously investigate and consider potential
amendments such as those indicated above in great detail before deciding whether to
propose them due to their broad implications. The number of potential amendments
may also increase depending on any further incidents that cause environmental
damage before the Commission issues its 2014 report.

In conclusion, if an oil or chemical spill was to occur in the EU in the future, the
nature and extent of liability under the ELD for environmental damage caused by the
spill is currently unknown. It is, however, likely that such liability will be more
extensive than under the current ELD.
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European Environmental Liability: The Regime - Legal Issues Arising

Polluter Pays Principle, art. 191(1) TFEU EU & Int’'l Law Framework
& The EU approach to a disaster .
such as Deep Water Horizon/Mexico Prof. Dr. loannis Rokas

1. A catastrophe scenario (both natural & man-made) leads as a rule to
environmental pollution, but only environmental pollution arising out from man-
made catastrophe or “man-made pollution” which cannot be characterised as
catastrophe triggers in addition civil (and/or criminal) liability claims against
polluters. Natural catastrophes (nat.cat) do not trigger liability claims although they
provoke as a rule huge environmental damages and in spite the fact that some
nat.cat origin from human activities (in particular those which contribute to climate
changes). This is because environmental liability is based on “polluter pays
principle” which can only exceptionally be applied to nat.cat . The “Polluter pays
principle” aims to release tax payers form the costs of prevention and remediation
of environmental damages and to deter polluters, but it is not appropriate to face
pollution damages consisting or arising out from man-made cat because of their
huge size and of the lack/ poor of causal link.

2. We could say that the liability regime of international conventions for pollution of
the sea from oil and other substances (CLC 1992,, Fund Convention 1992, Civil
Liability for Bunker Qil Pollution 2001, Carriage of Hazardous and Noxious
Substances by Sea, 1996, etc.) was designed taking into consideration the
capacity of the insurance industry to cover the respective claims; In effect, we are
talking about a tailor made civil liability for the insurance industry, because — in
introducing new civil liabilities regimes, other than those provided in general law - it
aims, firstly, to create a secure source for an appropriate prevention and
remediation of environmental damages and secondly to deter the polluter.

3. At EU level, the “polluter pays principle” introduced by the ELD, while leaving
lacunas in terms of coverage of environmental damages and not creating a secure
source of the necessary cost for the appropriate prevention and remediation of
these damages, (non-mandatory financial security is provided) it also constitutes a
considerable step towards the creation of an EU common frame of principles of
environmental liability, aimed towards the augmentation of the strictness of the
polluter’s liability and the overall enlargement of the civil liability regime. The
definition of environmental damages, the extent of the cost for prevention and
remediation for which polluter should be liable, the person entitled for claims, the
nature of liability, exceptions, causal link issues, etc. count within the EU common
frame of principles. The new polluter liability EU regime reflects upon the civil
liability of other persons such as producers of products, engineers, manufacturers
etc.

“Dr. loannis Rokas is Professor of Law at the Athens University of Economics & Business and Senior Partner at
the IKRP International Law Firm.



|. Rokas, Amsterdam Conference 27.05.2011

The EU approach towards environmental protection via the implementation of the
TFEU “Polluter pays principle” leaves further considerable coverage issues to the
Member States national rules and in doing so it results into partial harmonization.

Both the above stated lacunas and the partial harmonization effect are imminent to
the EU system of the gradual integration and to the idea of its approach via a
system of common frame of principles. Regrettably, any further improvements of
ELD based on the so-far experience are conducted at slow pace whilst the
prevention and remediation of environmental damages cannot wait. In short, the
existing regime cannot face effectively catastrophes such as Deep Water Horizon
one.

Even if a revision of the ELD would cover some important lacunas - such as e.g.
the extension of the scope of its coverage to include also marine waters, or the
coverage of land damages not only in cases whereby they constitute and result to
pose a significant human risk , or lastly the potential introduction of a mandatory
financial security scheme (containing a feasible cap for the insurance industry) and
the simultaneous introduction of a fund for cases which cannot be covered as per
the above regime covered - nevertheless the above measures are not the proper
way to tackle pollution impairments and their overall results such as those
emanating from the Deep Water Horizon. Moreover, this inability to adequately
respond to a disaster such as the Deep Water Horizon is due to: a) the fact that
the latter has been exceptional in size, b) the fact that it is a catastrophe with
international dimensions.

Different than the operator of the usual environmental damages which are being
covered by the ELD, the offshore drilling oil polluter is a high risky operator. If
tanker oil and bunkers pollution is regulated via workable international conventions
which have been tested during many years and have been accepted by the
insurance industry, it seems rather more appropriate that also pollution from
offshore oil drilling rigs should be regulated via a similar Convention and not via
harmonization proceedings. However, the above conclusive result does not
necessarily speak against the improvement of the ELD, rather it serves as a vivid
illustration of the fact that common environmental liability issues and environmental
liability issues entailing a highly catastrophic element and owed to pollution in the
open seas should probably be treated in different ways.

Last but not least, possible further food for thought requests the setting of a
borderline between common environmental damages and catastrophe damages.
The claims arising out of an accident with an impact to the environment could
further be divided in two categories irrespective if whether they also entail a
catastrophic element in or not. The first category should include body injury,
property damage and economic loss claims whereas the second one should
include costs related to remediation (such as e.g. clean-up costs) and/or
prevention of the further catastrophic impact to and pollution of the environment.
Civil liability issues of the first category (i.e. claims for body injury, property
damage and economic loss) are mainly governed by heterogeneous national
rules, for neither international Conventions nor EU legislation include coherent and
harmonized regulations. On the contrary, liability issues of the second category
(i.e. costs related to remediation and/or prevention of the further catastrophic
impact to and pollution of the environment environment) are mainly governed, in a
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harmonized way, by rules originating either from EU law or from international
Conventions, although as already noted the existing regulatory regime is not able
to completely respond. Furthermore, the reason for the above default of the
existing regulatory regime is also the fact that clean-up costs claims have been the
object of great concern at an international and EU-level over the last 50 years -
due to the increase of harmful human activities towards the environment and
therefore due also to the dramatic downgrading of the environment in combination
with the insufficiency of the general/traditional civil law to give a solid ground for
clean up claims of res communis).

Moreover, another obvious reason is the difficulty to define/identify the claimant
and the need, for that purpose, to introduce new rules (such as a competent
authority for the ELD). International and EU regulations covering the notion of
“‘environmental claims” and of the “polluter-pays principle” are restricted to such
claims. However, an event which has caused environmental damage can at the
same time cause bodily injury and/or property damage and/or economic loss
without the relevant claims being able to be characterised as environmental ones,
because such claims are as per the currently in force legislations, only restricted to
the clean-up and prevention costs. Therefore they are not regulated in a
harmonized way both at an EU and at an international level.
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Introduction

As the representative body for more than 5,000 insurers and reinsurers across Europe, the CEA wishes to comment on
the current EU discussions on safety of offshore oil and gas activities. This paper especially relates to the suggestions
regarding a possible introduction of mandatory financial security measures at the EU level, with a possible view
toward doing so through the Environmental Liability Directive (ELD). The CEA's aims to clarify how and under which
circumstances the insurance market can best contribute to financial security related to offshore oil and gas spills.

As indicated in DG ENERGY’'s 13 October 2010 Communication on safety of offshore oil and gas activities, the
Commission is considering whether to introduce an EU-wide mandatory financial security measure for offshore oil
exploration and extraction, possibly through the ELD. This Communication follows the European Parliament’s
September 2010 Motion for Resolution on EU action on offshore oil exploration and extraction in Europe, which
called for the Commission to examine “all financial and liability questions associated with oil exploration in the EU
with a view if necessary to the introduction of compulsory EU-wide insurance or other appropriate instruments”.

The CEA fully understands the Commission’s concerns about ensuring that there are enough economic resources to
remedy the environmental damage and associated losses due to large offshore oil spills with important economic
consequences. In line with these objectives, the CEA welcomes and supports any intention to clarify the environmental
liabilities of operators in potentially hazardous activities based upon the “polluter pays” principle. It should also be
noted that the CEA wholly supports the objectives of the ELD as well as the Commission’s goal of preventing and
remedying environmental damage in Europe.

Moreover, the CEA clearly supports the promotion of solvency, particularly for those companies performing risky
operations such as offshore oil drilling, and understands that the EU places priority on effective prevention and
remediation of marine pollution caused by offshore oil spills. Thus, the comments and recommendations below aim to
help the European Commission in its task to draft its proposals in terms, as far as concerns the insurance industry, are
feasible and useful. Such proposals should match the nature and possibilities of this financial tool and the reach of the
insurance sector in Europe.

CEA aisbl © Reproduction in whole or in part of the content of this
Square de MeeGs 29, B-1000, Brussels document and the communication thereof are made with
Tel: +32 2 547 5811 e Fax: +32 2 547 5819 the consent of the CEA, must be clearly attributed to the

www.cea.eu CEA and must include the date of the CEA document.
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Comments and Recommendations

(A) In designing a system for ensuring sufficient financial solvency, a set of
alternative or complementary financial instruments should be
considered and allowed for; not only insurance

The insurance industry cannot provide the sole solution in protecting the EU against offshore oil spills, mainly due to
the immense financial capacity that would be required under a mandatory scheme. To provide these amounts would
require each individual insurer to be in a position to collect premiums that multiply the potential consequences of the
most significant accident so that its capital reserves could be sufficiently built in accordance with European solvency
law. In the context of offshore oil spills, this is incredibly difficult to achieve even in a worldwide context, much less if
the geographical scope is Europe.

This is not to suggest that the European insurance industry cannot cover any catastrophic losses. Insurance products
for the cover of natural catastrophes (eg floods, storms, earthquakes) are available in several markets, including
globally. However, these risks pose a very different type of damage. The damage caused by natural catastrophes can
be more quickly assessed with the help of advanced risk modeling tools (eg flood mapping, instruments to detect
high-risk earthquake zones) and the detailed experience and capacity of a wide market of catastrophic insurers. The
impact of natural catastrophes also can lead to a quick settlement of claims and speedy recovery of the cost through
premiums based upon modeled risk patterns. This is contrary to the industry’s experience with offshore oil spills,
which present long-tail damage of which the full economic cost may not be realised for several years. The
environmental consequences of offshore oil spills are further not predicted through such advanced risk modeling tools
as those available for natural catastrophes. Hence, the long-tail characteristic of this risk is a serious concern for
insurers not in a financial position to cover the potential environmental damage for such an extensive amount of time.

Moreover, insurers are faced with a different kind of risk under the ELD, which gives Member States the option to
implement a “joint and several liability” measure. This measure, adopted by many Member States during transposition
of the directive, can impose liability on all parties involved and require them all to contribute financially to the
remediation. If an insurer or reinsurer has issued cover to some or all of them, the actual loss could be substantially
higher than the (re)insurer might have anticipated. Such a loss could thus only be managed through lower policy limits
or withdrawal from the market overall, both of which are likely to hinder further development of environmental
liability insurance products. In the offshore oil sector, numerous different operators are involved and, under the ELD,
can be held jointly and severally liable regardless of their level of liability for the damage.

Considering the enormity of financial losses that an offshore oil spill can present, companies in the offshore oil sector
should be free to compound the required solvency guarantee alongside the range of options available for covering
potential environmental liabilities. This could even be done through a combination of various methods:
e insurance / warranties and guaranties
e self-insurance and private funds
e Public funds (properly designed to respects the principles of proportionality between the risk created by given
sectors and their contribution)

(B) Regarding the role to be played by insurance, an EU-wide voluntary
system remains best for the cover of environmental liabilities
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Insurers can play an important role in fulfilling the objective of ensuring that operations are solvent for potential
liabilities, as they can offer financial security through insurance products that continue to be designed for the
environmental liability field and, particularly, to address losses falling under the ELD. Contrary to mandatory schemes,
free and voluntary markets in the EU can further the enhancement of suitable cover for environmental liability risks, as
it encourages innovation in the market and permits the freedom to contract cover that is specific to a company’s risk
exposure. An EU-wide voluntary system is also more likely to lead to a mature and stable environmental liability
insurance market in the long term, as opposed to the “quick fix” that may be sought through a mandatory insurance
scheme.

In line with the competitive nature of a free market economy, as is within the spirit of the EU, each company should
be able to choose how to protect itself against environmental liabilities and to show that it will be in a position to
cover the losses caused by their activities. Allowing companies to choose how to cover their exposure to
environmental liability also remains within the spirit of the “polluter-pays” principle that is emphasised in the ELD.

Therefore, an EU-wide voluntary financial security scheme is the optimal way of ensuring that Member State
environmental liability needs are met with the best possible insurance capacity and covers, as well as that sustainable
insurance products continue to be developed within the environmental sector.

A voluntary system in the EU is particularly important for the risks posed by offshore oil activities

The Deepwater Horizon oil spill clearly demonstrates why a voluntary financial guarantee scheme for the
environmental pollution caused by offshore oil activities remains to be the best option, as involved stakeholders should
be free to decide either to go self-insured or to buy insurance. Firstly, the damages incurred in this incident exceed the
level of coverage available from the insurance market. Based on media reports, the Deepwater Horizon damages
amount to approximately $40B in total, including both civil and environmental liability. While insurance market
capacity fluctuates according to the needs of the market, it is unlikely that the absolute maximum cover available for
the offshore oil sector can go beyond $1.5B (which, additionally, may not be available for all offshore risks). Secondly,
mandatory financial security schemes are generally restrictive in nature and make it difficult for insurers to match the
cover demanded under the mandatory scheme as well as adapt their cover to complex risk profiles (eg of an offshore
oil company).

Being highly specialised experts within their own sector, offshore oil companies are also in the best position to assess
their own appetite for insurance cover within their financial guarantee scheme and to determine to what extent they
will require it. Moreover, many offshore oil companies have as much, if not more, financial capacity than insurers due
to the amount of capital they regularly generate through their businesses. Thus, their own ability to cover these risks
independently of any financial security instruments should be one of the options considered.

(C) The geographical scope of the applicable legal system for offshore oil
risks should be worldwide

International liability regimes are already in place for marine oil pollution

The objective of protecting the marine environment is a global concern that would be best enhanced through
cooperation with the international community. Considering that offshore oil spills constitute an environmental
problem that can easily surpass the borders of the EU, more effort should be placed on addressing offshore safety and
liability measures at the international level.
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There are already several international liability regimes in place for the losses caused by oil pollution. The International
Convention on Civil Liability for Oil Pollution Damage (1969) was adopted to ensure that adequate, prompt, and
effective compensation is available to persons who suffer damage caused by spills of oil, when carried as fuel in ships'
bunkers. This Convention applies to damage caused on the territory, including the territorial sea, and in exclusive
economic zones of States Parties. Moreover, the UN Convention on Law of the Seas defines the rights and
responsibilities of nations in the use of oceans and gives guidelines for business, the environment and the
management of marine natural resources. The EU, in particular, is a signatory to this framework agreement.

A focus on these existing conventions and other pertinent international legislation would, in our view, be more
appropriate before revising the ELD. Likewise, it seems crucial to seek solutions through international channels, as EU
regulation will not prevent the severe marine pollution that can still be caused by oil exploration and extraction
conducted in nearby third countries. Finally, the creation of a further liability regime could create unnecessary
duplication and legal uncertainty over which regime is immediately applicable.

The marine and energy insurance markets have regularly dealt with these conventions and are most adept at covering
the liability under them. These types of insurers have been able to respond to the civil liability measures regulated at
an international level and there is no evidence to suggest they could not do so within the realm of environmental
liability.

Offshore oil sector risks are not covered by traditional environmental liability insurers

The EU-wide insurance market has been steadily developing appropriate cover for environmental liability risks through
environmental impairment liability (EIL) policies as well as General Third Party Liability (GTPL) policies. Since the
introduction of the ELD, the insurance industry has begun modifying some of these policies to specifically cover ELD
risks as well. This development, however, is ongoing and there is currently not sufficient capacity within the
environmental liability insurance sector to cover the risks of oil sector activities.

Risks posed by offshore oil sector activities are not generally addressed in EIL and GTPL policies. To the contrary, these
risks are covered by specialised policies offered by the marine and energy lines of the insurance market. These markets
have the detailed expertise to assess and manage the complex offshore oil sector risks. These markets also have the
means to perform risk assessments and pricing for losses caused by offshore oil spills as well as a track record of
responding to such losses. As mentioned above, these types of insurers have effectively offered related liability cover
under the primary international conventions dealing with sea pollution.

While the insurance industry may be exploring ways to build capacity for the cover of oil sector liabilities in Europe,
these products represent a highly specialised market of marine and energy insurers with a limited consumer base. This
type of market is vastly different from the widely established markets that fall under an EU compulsory insurance
scheme already (eg motor liability insurance, which involves less complex risks and is more widely established).

Measures to enhance insurability will always help to the success of the whole system
While insurance plays a significant role in the cover of damages under the ELD — with respect to risk assessment and
prevention as well as risk transfer — the CEA strongly advises to look toward the offshore oil industry for best practices

that can enhance the insurability of risks and lead in the prevention of environmental damage. For example, the
offshore oil industry is most adept at advising and developing risk management with respect to offshore oil drilling,
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safety and loss prevention. These measures already help to protect human beings and the environment from
catastrophic oil spills.

The insurance industry’s experience has revealed that a better focus on such risk management is the best means of
reducing environmental damage risks. This can be effectively promoted by public authorities in two ways:
e enforcement of risk management and prevention measures that is aimed at lowering the risk and, hence, the
guarantee requisites; and
e widespread availability of information to better aid with risk assessment (eg technology and best practices).

In addition to the above, the CEA suggests that oil operators should act in accordance with well-established safety
practices for offshore oil drilling and maintain a strong, functional risk and claims management system. Such
measures can aid in significantly minimising the very risk that leads to oil spills. Moreover, increased industry
supervision of offshore oil drilling activities could be improved to encourage that more risk preventive measures are
taken within the oil sector. This can help ensure that the controlling systems of oil operations work accurately and
safely.

Finally, cooperation amongst the operating oil companies can promote safer offshore oil operations in the future.
Such cooperation could include:
e wider information exchange and communication network between key stakeholders;
e joint effort by industry associations, financial security associations and competent authorities in promoting
safety awareness and management amongst oil company operators;
e greater guidance through international laws and institutions.

Conclusion

For the aforementioned reasons, the CEA strongly:

(@) advises against the introduction of a mandatory insurance scheme for the environmental liability risks posed
by the offshore oil sector. A voluntary financial security scheme is more appropriate for the development of
market-driven solutions in which a certain level of insurance capacity can be maintained, developed and
contemplated amongst the various other methods of covering potential liabilities (eg self-insurance,
guarantees, funds). While the insurance sector does hold an important and active role in this issue, it is
misplaced to rely upon insurance as the sole financial solution for remedying the pollution caused by offshore
oil spills.

(b) recommends keeping any liability and financial security scheme for offshore oil activities within the scope of
already existing multinational conventions and not restrict it to European law.

European insurers are progressive in building and maintaining a sustainable and innovative market and will continue
to take a proactive stance in offering its expertise for legislative proposals. Thus, the CEA continues to welcome a
dialogue with EU policymakers in order to assist with the further development of successful environmental liability
insurance solutions across Europe.

The CEA is the European insurance and reinsurance federation. Through its 33 member bodies — the national insurance
associations — the CEA represents all types of insurance and reinsurance undertakings, eg pan-European companies, monoliners,
mutuals and SMEs. The CEA represents undertakings that account for around 95% of total European premium income. Insurance
makes a major contribution to Europe’s economic growth and development. European insurers generate premium income of over
€1 050bn, employ one million people and invest more than €6 800bn in the economy.

WWWw.cea.eu
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Solvency ll: A bird’s eye view and some general questions’

Herman Cousy

A. AN AMBITIOUS PROJECT

1.”Solvency II” is a huge and ambitious project of the EU that aims at creating a
renewed and comprehensive regulatory framework for the prudential regime of
insurance undertakings (Directive 2009/138/EC of 25 November 2009 on the taking

up and pursuit of the business of Insurance and Reinsurance).

Solvency I” (prudential regime on the basis of the internal market directives) was said
to be lacking in sophistication, in diversification and in harmonisation effects, and
incapable to adequately respond to the needs of the diversified situation of the
insurance undertakings and their supervisory regimes throughout the E.U. In
particular the Solvency | “capital requirements” appeared to be too narrowly based on
the sole (and rough) calculation of the insurance risks, whereas capital requirements
should be calculated on the basis of a more sophisticated and global assessment of
the different risks to which an insurance undertaking is exposed both on the liability
side (technical provisions) and on the asset side (market risk, credit risk, operational
risk) of its balance sheet. Capital requirements should be determined on the basis of
a “total balance sheet approach”.

2. Solvency Il is not just about capital requirements and quantitative aspects, but as
in Basel Il and the Capital Requirements Directive for banks, there is more. In fact
there are not two but three sides to the coin, or three “pillars”, as is often said: one on
quantitative requirements (capital requirements), one on qualitative aspects like the
quality of the governance system, and a harmonized Supervory Review Process
(SRP) and a third one, dealing with reporting and information toward the outside
world. But the ambition appears to go even further and Solvency Il also intends to
have an enhancing effect on the adequacy and transparency of the internal

governance system (fithess and proper senior management, compliance function,

' This text contains a summary of H. COUSY, “An outsider’s view on Solvency II”, in Consumer and
Financial Services (J. Stuyck, ed.), special issue of the European Journal of Consumer Law/Revue
Européenne de la Consommation, Larcier, 2010, 109-116. See also H. COUSY, “Solvabilité IT — Un
tres bref apercu et quelques points d’interrogation”, to be published in the forthcoming issue 2011/2 of
Euredia. European Banking and Financial Law Journal.



actuarial function, internal audit). In every undertaking an effective and integrated
system of risk management must be installed, all decision making must be
impregnated with a risk-sensitive approach, and the risk and capital management
must be integrated in the strategic decision-making.

In the wording of a by now famous quote by the (then time) CEIOPS chairman
Thomas Steffen: “Solvency Il is not just about capital. It is a change of behaviour”. Or
how ambitious (and idealistic?) regulators can be.

B. QUANTITATIVE ASPECTS

1. Capital requirements should be determined on the basis of market consistent and

risk sensitive overall appreciation.

In determining capital requirements two thresholds are used: the Solvency Capital
Requirement (SCR) and the Minimum Capital Requirement (MCR). Highly
remarquable is the fact for the calculation of the SCR an “Internal Model” can be
used by those undertakings who have the means to do it. Companies who are not
apt to do so will have to make use of the “Standard Approach” prescribed by the
directive. Insofar as the Standard Approach would, because of a lesser degree of
sophistication, lead to higher capital requirements than the internal one, the
distinction is seen by some as another way of privileging the larger undertakings.

2. The starting point of the Solvency Il approach is that capital requirements must be
in line with the actual risks to which an insurance company is exposed to (as said
both on the asset and on the liability side of the balance sheet). The basic idea
appears to be that the capital requirements will have to be adapted to those risks.

A fundamental question is whether the view on Solvency I, and especially the
assessment of its effects in the real world, does not become entirely different when
the order of thought is turned around. It is not conceivable that in the real world the
capital situation of an insurance undertaking (the amount and quality of its own funds,
its possibility of access to new capital, its actual remuneration) will be taken as the



starting point of the exercise that is imposed by Solvency I, instead of being
considered as the outcome of a complicated process, of risk evaluation and capital
calibration.

If such approach is adopted, numerous questions arise about the effect that Solvency
Il will have on the ways in which the manifold risks can be handled and reorganized,
in view of justifying a supposedly given capital base.

In particular, questions can be asked about the possible influence of Solvency Il upon
the size and nature of the insurance undertaking, upon its policy of underwriting, and

upon its investment strategy.

3. Influence on size. Solvency Il may perhaps benefit large companies, not only
because they have the means to conceive their own internal models, but also
because the system clearly rewards risk-diversification and risk-mitigation. Large
undertakings have by nature more diversified portfolio’s and have probably better
access to the use of risk mitigation systems.

4. Influence on underwriting policies. Insofar as the insurance risk will have an effect
on the risk-assessment of the undertaking and thus indirectly on the capital
requirements, it is to be expected that insurance companies will adapt their
underwriting policies. Is there no danger that entire branches of insurance (like the
insurance of complex risks with high degrees of uncertainty, of long tail risks - like
e.g. liability insurance -, of new and less known risks) will be disfavoured and even
abandoned because of their adverse effect on the ensuing higher capital
requirements. Will prudent underwriting not lead insurers to limit the scope of their

activities?

5. Influence on investment policies. A similar sort of reasoning can be applied to the
influence of Solvency Il on the investment policies of insurance companies. In this
respect Solvency Il seems to give conflicting impulses. The “prudent person”
principle (which comes to replace the prudent quantitative restrictions) appears to
lead to more freedom for insurance companies but the influence of the market risks
and the ensuing capital requirements might and probably will induce insurers to a



more prudent investment behaviour. Solvency I, so it is said in a CEA brochure,
should provide incentives to invest in assets that suit the underlying risks. The
question can be raised whether there is no inducement here to invest in bonds rather
than in shares, and whether there is no danger for a negative influence on stock

markets?

C. QUALITATIVE ASPECTS

Another feature of this reform is that the responsibility for a coherent risk- and capital
management is very much put upon the controlled undertakings, whereas the role of
the supervisory authority consists in controlling whether the strategies, processes
and reporting procedures that have so been determined, satisfy the requirements of
the directive. The same applies to the evaluation of the risks and the company’s
ability to adequately assess them.

Contrary to first appearances, such changes may make the supervisory tasks more
intensive and delicate than under the existing system which is much more based on
a simple control of figures and ratio’s. In a way one might qualify the new type of
control as being of a more “qualitative” nature. It is not excluded that such type of
control leads to more “implication” of the supervisor. As it is said in a PWC working
paper: “The move to a principle-based approach to supervision will transform the
relation between supervisors and regulated entitites in many Member States.
Companies are likely to find themselves working more closely with regulators as part
of a more hands-on system of review, in particular when seeking internal model

approval. This is likely to be a steep learning curve to both”.

D. A COUPLE OF OTHER QUESTION MARKS

A predominant preoccupation of the Solvency Il architects is to eliminate as far as
possible the existing differences in the exercise of supervision “in practice” between
the different Member Stares, and to bring them on one line. The age old difference of



insurance cultures may undoubtedly be an obstacle that may prove to be hard to

eliminate.

It has been suggested that Solvency Il may have an impact on the role of
reinsurance (itself subject to the Solvency Il directive), and the question is indeed
whether the reinsurance is apt and will be found willing to serve as a part of the
solution to a risk — capital disequilibrium.

One step further would be that Solvency |l induces insured’s to seek protection under
some technique of Alternative Risk Transfer, which could be detrimental to the
central role that traditional insurance and reinsurance used to play in the

management of risks.





