Continuous Responsibility and Non-disclosure in Marine Insurance

Duty of Utmost Good Faith 
Shipowner, freight forwarder or cargo owner to an insurance contract make statement of fact, belief, expectation to insurer before or at the time of a contract. The assured must disclose to the insurer every material circumstance before the contract is concluded
. The provision of the Ordinance continues to stipulate that a material circumstance is one which is known to the assured and the assured is deemed to know every circumstance which in the ordinary course of business ought to be known by him
. The result of non-disclosure of a material circumstance is that the contract may be avoided by the other party i.e. insurer because a contract of marine insurance is a contract based upon the utmost good faith
. The consequence is very serious to an assured due to the fact that if the assured fails to make such disclosure, the insurer may avoid the contract ab initio i.e. from the time of inception of the contract
. The issues arise are whether the duty of utmost good faith is a pre-contractual or post-contractual duty and how a breach may affect a claim in insurance contract. This paper summarizes recent studies and discussions on the issues.
Pre-contractual or post-contractual duty

The wording of s.17 of the Marine Insurance Ordinance does not limit the duty of utmost good faith only to pre-contractual situations and it is possible to interpret it as a continuing duty of disclosure throughout the duration of an insurance contract. The consequence of a breach of s.17 is clear that the entire contract may be avoided to non-disclosure before and during the currency of the contract
. However, such a remedy is inappropriate in the post-formation context when examined against the general purpose of the duty of disclosure in insurance law. The authority of a post-contractual duty of good faith was established in the case of The Litsion Pride
 and the implied term theory was adopted as the juristic basis for the duty of good faith that applies to claims. This allows a flexible remedy for insurer to elect avoidance of the claim or avoidance of the policy ab initio
.

In The Star Sea
 Lord Hobhouse firmly disapproved of the reasoning in The Litsion Pride that divorced the requirement of good faith from the provisions of s.17 and the remedy of avoidance. The conclusion arrived at by Lord Hobhouse in The Star Sea is based on the incompatibility of Hirst J.'s reasoning in The Litsion Pride and the decision of the Court of Appeal in Banque Financière de la Cité SA v Westgate Insurance Co
. It has been observed that the availability of damages is not an inevitable result of the duty arising from an implied term. That would be the case if the term was promissory. The implied term could be a contingent condition precedent that permits the remedy of avoidance of the policy ab initio, but it could also be a term allowing the prospective discharge or avoidance of the claim. 

Requirement of inducement

The meaning of pre-contractual utmost good faith was settled in Pan Atlantic Insurance plc v Pine Top Insurance
, where the majority of the House of Lords held that it should be the broad, insurer-friendly test of what a prudent insurer would wish to know when assessing the risk or deciding the premium rather than the narrower, assured-friendly test that demands that the prudent insurer would have declined the risk or charged a higher premium
. The Court then introduced an additional requirement into the law of utmost good faith and the majority was influenced by the need to temper the harshness of the broad test for the issue of materiality. This additional requirement is that the misrepresented or non-disclosed fact must also have induced the actual insurer to enter into the contract. This was effected by reasoning that the inducement requirement for misrepresentation in general contract law must also be held to apply to misrepresentations in insurance law and non-disclosure
.
The view of presumption of inducement was followed in St Paul Fire & Marine Insurance Co (UK) Ltd v McDonnell Dowell Constructors Ltd
. It was held that it is sufficient if the non-disclosed fact was an inducement and not necessarily the particular inducement. It creates difficulty for assured while provides more flexibility for insurer in defence. Insurers, who did not give evidence, benefited from a presumption of inducement in some cases e.g. Aneco Reinsurance Underwriting Ltd v Johnson & Higgins
 and Insurance Corp of the Channel Islands v Royal Hotel Ltd
. The situation was clarified in Marc Rich & Co AG v Portman
, in which Longmore J. held that the presumption can only operate where the actual underwriter cannot, for very good reason, give evidence and there is no reason to suppose that he acted other than prudently
. Longmore J. further explained: "[W]here he is called and the court cannot make up its mind, the defence of non disclosure should fail because he will not have been able to show that he had been induced ... At the end of the day it is for the insurer to prove that the non disclosure did induce the writing of the risk ..." This decision was upheld by the Court of Appeal and the inducement requirement was introduced to remove the advantage given to the insurer by the very broad definition of materiality
. In Drake Insurance plc v Provident Insurance plc
 the Court of Appeal stated firmly that inducement must be proved by the insurer.

An issue on the duty of utmost good faith imposed on insurer by s.17 is unclear in a case in the Court of Appeal. In Brotherton v Aseguradora Colseguros (No.2)
, the Court would appear to confirm that on pre-contractual breach, the insurer, if he chooses to avoid, must be allowed to do so regardless of any duty of good faith of his own. The issue was whether mere allegations could be material and if they were, whether the validity of the avoidance depended upon the correctness of the allegations. The Court of Appeal held that the allegations would have been of interest to a prudent insurer and were therefore material and held further that avoidance did not depend upon the correctness of the allegations. The principle leaves an assured in an almost impossible position and the result is not satisfactory on the part of the assured. The Court of Appeal in Drake Insurance plc v Provident Insurance plc
 recognised this dilemma and took a rather different view. It confirms that any party seeking to rely on a material misrepresentation or non-disclosure must prove that they were induced into the contract by it. Hird in his paper suggested that it would be better if the whole of insurance law was put under the microscope of the legislators
.

Fraudulent claims 
Should a fraudulent act or claim in relation to disclosure on assured have the consequence of avoidance? In Manifest Shipping v Uni-Polaris Insurance Co (The Star Sea) the House of Lords accepted that the duty of utmost good faith as a form of "fair dealing" continued to apply after the conclusion of the insurance contract, but held that in the case of The Star Sea the insurers' claim of fraud had not been proved. Lord Hobhouse thought that allowing insurers to rescind the contract ab initio would be penal in its effect. It was concluded that "the content of the obligation to observe good faith has a different application and content in different situations." Unfortunately this leaves the law uncertain. If the rigours of the duty of good faith are to fluctuate according to the point where in their contractual dealings the parties have reached, authoritative guidance on the scope and content of the post-contractual duty is needed, particularly on the question of when insurers may legitimately exercise the remedy of avoidance ab initio
. 

Fraudulent claims and fraudulent devices have been discussed in connection to breach of good faith and avoidance of contract ab initio. Fraudulent devices are processes which have been used by an assured to promote a claim
. The distinction between fraudulent claims and fraudulent devices was explained in Agapitos v Agnew (The Aegeon)
. A fraudulent claim is where the assured claims, knowing that he has suffered no loss, or only a lesser loss than that which he claims or is reckless as to whether this is the case. A fraudulent device is a process which is used if the assured believes that he has suffered the loss claimed, but seeks to improve or embellish the facts surrounding the claim, by some lie. Question is raised as to whether a genuine claim could become fraudulent because it was presented fraudulently and whether, as a result, the assured would be in breach of his duty of good faith
.

It is a great relief to assured e.g. shipowner or freight forwarder that Mance L.J. took the view in The Aegeon that the s.17 duty did not apply to fraudulent claims and so the policy could not be avoided ab initio. As to fraudulent devices, he thought that an acceptable solution would be to "treat the use of a fraudulent device as a sub-species of making a fraudulent claim" and to treat as relevant for this purpose any lie directly related to the particular claim to which "the fraudulent device relates, which is intended to improve the assured's prospects of obtaining a settlement or winning the case". The insurer is therefore discharged from liability in respect of such a claim but not the entire insurance contract ab initio
. 

The common law rules governing the making of a fraudulent claim including the use of fraudulent device fall outside the scope of s.17 of the 1906 Act. The Court of Appeal held that once litigation between the insurers and the assured has commenced, the consequences of making a fraudulent claim or promoting a claim with fraudulent devices are superseded by the procedural rules governing civil litigation. But Simon J. in The Game Boy
 explained that this could give rise to anomalous consequences: "After litigation has commenced an assured may advance false documentation and lie without the drastic consequences which follow if the deployment of false documentation and lies are less well timed."
 Mance L.J.'s views in The Aegeon were supported in Marc Rich Agriculture Trading SA v Fortis Corporate Insurance NV
. The judge refused to strike out the insurer's defence that there had been a fraudulent claim and explained that the assured was under a duty not to conceal or fraudulently withhold material facts such as circumstances that might give rise to a defence. It is of concern to assured because it might support the contention that where an assured receives a number of reports on the damage suffered to the assured property but only discloses that which is most favourable, it might lead to a question whether a fraudulent means or device has been employed to promote the claim in question
.

Conclusion

The House of Lords in The Star Sea accepted that the duty of utmost good faith as a form of "fair dealing" continued to apply after the conclusion of the insurance contract. As to inducement in post-contractual situation, it confirms in Drake Insurance plc v Provident Insurance plc
 that any party seeking to rely on a material misrepresentation or non-disclosure must prove that they were induced into the contract by it. The majority in the Court of Appeal in WISE Underwriting Agency Ltd v Grupo Nacional Provincial SA
 adopted a "two-stage" approach of which the first question is that was there a non-disclosure of a material fact and secondly, if this was the case, would the prudent insurer have been put on inquiry by the presentation of the risk to make further inquiries
.

In The Aegeon the view is that the rules on fraudulent claims were beyond the scope of s.17 but were based on the public policy rule of law prohibiting an assured from benefiting from his own wrong-doing and thus allowing for flexibility in the contractual remedies available. In The Mercandian Continent, the s.17 post-formation duty exists but breach of materiality was required. A residual duty remains after formation of the contract. The breach of this residual duty of good faith would have to result from dishonest conduct, as indicated in The Star Sea. 

As to the issue of fraudulent claim, the duty of utmost good faith declared by s.17 does not trigger during the claims process so an insurer cannot avoid the policy ab initio on the ground of fraud. If all or part of the claim is fraudulent, or fraudulent devices are proved, the assured will not be permitted to recover in respect of any part of the claim. Lowry and Rawlings pointed out that the authorities failed to address whether a fraudulent claim brings the insurance contract to an end or not.
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