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Il PRICL

Foreword

This volume contains the “Principles of Reinsurance Contract Law (PRICL) 2019”. The
Principles were produced by the Project Group on Principles of Reinsurance Contract
Law (PRICL) in cooperation with the International Institute for the Unification of Private
Law (UNIDROIT). The PRICL provide reinsurance specific rules on contract law in areas
where reinsurance practitioners felt that there was a need to improve legal certainty. At
the same time, the PRICL incorporate uniform rules on general contract law by virtue of
a reference to the UNIDROIT Principles of International Commercial Contracts (PICC
2016).

The editors wish to express their gratitude to all of the participants in the project. Many
thanks go to the members of the Principles Drafting Committee (PDC), especially those
who acted as rapporteurs. We are immensely grateful to the International Institute for the
Unification of Private Law (UNIDROIT) for allowing the Project Group to incorporate
by reference its PICC 2016 and for participating in the Project Group’s workshops. We
sincerely thank the members of the Advisory Groups and their coordinator, Christian
Felderer, as well as our Special Advisors for their indispensable insights into market prac-
tice, without which this project could not have been pursued. Not the least, we would like
to thank the members of staff for the high quality of services provided to the project lead-
ers and the entire Project Group.

The Project Group is extremely grateful for the essential financial support covering three
years of work provided by the Schweizerische Nationalfonds zur Forderung der wissen-
schaftlichen Forschung (SNF)/Swiss National Science Foundation (SNSF) (lead agency),
the Deutsche Forschungsgemeinschaft/German Research Foundation (DFG) and the
Osterreichische Fonds zur Forderung der wissenschaftlichen Forschung/Austrian Sci-
ence Fund (FWF).

In addition, the Group is indebted to many institutions, not least to reinsurance and insur-
ance companies, broker firms and law firms, for their support in providing experts to
participate in the Project Group’s workshops.

Zurich, Vienna, Frankfurt am Main

November 2019
Helmut Heiss
Martin Schauer
Manfred Wandt
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1 PRICL

Introduction
1.  The Project Group

The Project Group on Principles of Reinsurance Contract Law (PRICL) was set up as a
joint venture of the Universities of Zurich, Frankfurt am Main and Vienna in early 2016
(see the PRICL website). During its first research period, it was funded through research
grants provided by the Swiss National Science Foundation (SNSF), the German Research
Foundation (DFG) and the Austrian Science Fund (FWF). The Project Group is made up
of several panels: The Principles Drafting Committee (PDC), Advisory Groups and Spe-
cial Advisors.

The PDC drafts Rules on reinsurance contract law as well as accompanying Comments
and Illustrations. It is comprised of professors from several countries around the world
(Austria, Belgium, Brazil, France, Germany, Italy, Japan, Singapore, South Africa, Swit-
zerland, the UK and the US; see the PRICL website). The Advisory Groups, on the other
hand, are made up of representatives from primary insurance companies (see the PRICL
website), reinsurance companies and reinsurance brokers (see the PRICL website). They
expound the living law of reinsurance, provide practical information required for the pro-
ject and comment on the drafts of the Principles based on their experience in practice.
Last but not least, Special Advisors provide their expertise in relation to specific ques-
tions, such as arbitration issues or the effect of internationally mandatory provisions on
the application of transnational principles (see the PRICL website).

The general aims of the PRICL Project Group are comparable to those of the Restate-
ments of the American Law Institute (ALI) in the US, which was founded “to promote
the clarification and simplification of the law and its better adaptation to social needs, to
secure the better administration of justice, and to encourage and carry on scholarly and
scientific legal work™ (see the ALI website). The same is true of the PRICL, with the
difference that they operate at a transnational level (see Heiss (2011) 803 et seq with
regard to transnational insurance law in general) and their scope is restricted to reinsur-
ance contract law. Similarly, the Introduction to the 1994 edition of the UNIDROIT Prin-
ciples of International Commercial Contracts states that the aim of the UNIDROIT initi-
ative is to produce an international restatement of general principles of contract law.

2.  Cooperation partner: UNIDROIT

The International Institute for the Unification of Private Law (UNIDROIT) in Rome has
been a key partner in carrying out the Project Group’s work. In 1926 UNIDROIT was
founded as an auxiliary organ of the League of Nations. After the latter’s dissolution, the
Institute was re-established in 1940 on the basis of a multilateral agreement (see the UNI-
DROIT website; VOGENAUER 14). UNIDROIT currently has 63 Member States. Notably,
only states can become members because of its status as an intergovernmental organiza-
tion (see the UNIDROIT website; VOGENAUER 14).

The Institute’s tasks and goals are described on its website (See the UNIDROIT website)
as follows:

Helmut Heiss © PRICL Project Group
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Its purpose is to study needs and methods for modernising, harmonising and co-or-
dinating private and in particular commercial law as between States and groups of
States and to formulate uniform law instruments, principles and rules to achieve
those objectives.

In addition to producing instruments containing uniform international law, UNIDROIT
is therefore also concerned with developing transnational principles governing commer-
cial law (soft law) comparable to the PRICL (cf VOGENAUER 11). UNIDROIT has in-
cluded the PRICL Project in its working program for the period 2017-2019 (see the UNI-
DROIT website). In this context, it is worth mentioning that efforts were made within
UNIDROIT to initiate work towards a standardization of reinsurance law in 1935/36. The
project was, however, left with no chance of realization due to the circumstances at the
time.

3. The purpose of the project: Providing reinsurance markets with uniform rules on
reinsurance contract law
a.  Status quo: National perceptions of (transnational) reinsurance contract law

While reinsurance business is carried out internationally, reinsurance law is governed na-
tionally. Key aspects of the contract, such as its conclusion, its validity, its interpretation
or the existence of implied terms are governed by the national law applicable (this im-
portance of the law applicable in relation to the interpretation of reinsurance contracts
was pointed out by GERATHEWOHL (1980) 489; see also NeBEL 60). More generally, the
questions of whether and, if so, which reinsurance customs and usages must be observed
by the contracting parties are also determined by the legal rules applicable (cf HOFFMAN
1 et seqq with regard to US law; CLYDE & Co 15.25 et seqq with regard to English law;
CANNAWURF & SCHWEPCKE § 8, 65 et seqq with regard to German law; NEBEL 58; ONDO
41, fn 14, both with regard to Swiss law). This may be illustrated using the example of a
reinsurance contract without a follow-the-settlements clause and the question of whether
the reinsurer is nevertheless under a duty to follow the settlement of its reinsured. Pursu-
ant to a purportedly international reinsurance usage (which has, however, “never been
shown to exist” according to HOFFMAN 78; for reinsurance usage in general, see eg
MELLO 87 et seqq with examples), this duty is affirmed in German legal commentary (for
greater detail, see eg LOOSCHELDERS § 209 VVG, 62; CANNAWURF & SCHWEPCKE § 8,
76 et seqq; GERATHEWOHL (1980) 473 et seqq; QUINTO 10; cf also REymMOND 403, dis-
cussing the Judgment of the Swiss Federal Supreme Court, BGE 107 11 196) and it will
be considered an implied term by some US American courts (see eg International Surplus
Ins v Underwriters at Lloyd, 868 F Supp 917, 920, applying Ohio law; Aetna Casualty
and Surety Co v Home Insurance Co, 882 F Supp 1328 (SDNY 1995) 1350, applying
New York law; according to HOFFMAN 78, these cases incorrectly suggested that the fol-
low-the-settlements clause was implied in fact by a reinsurance usage that has never been
shown to exist). However, not all US American courts will recognize the duty (cf
CANNAWURF & SCHWEPCKE 8 8, 83; STENBERG § 12, 55) and English courts will, in fact,
reject it unless there is an agreement to that effect in the contract (Commercial Union
Assurance Company plc and Others v NRG Victory Reinsurance Ltd [1998] CLC 920,
935; GEIGER 117; O’NEILL & WOLONIECKI 5-013).

Yet, even where jurisdictions share the similarity of recognizing such an implied term,
this by no means signifies that the content of the duty to follow the settlements will be

© PRICL Project Group Helmut Heiss
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interpreted identically in the various jurisdictions (HOFFMAN 74 et seq; cf NEBEL 58 et
seq; HUMMER 374, where no distinction is drawn between follow-the-fortunes and fol-
low-the-settlements. In this regard, see also Aetna Casualty and Surety Co v The Home
Insurance Co, 882 F Supp 1328, 1345 et seq). This has been pointed out quite clearly by
GERATHEWOHL:

Upon reflection, one sees that reinsurance customs are, in reality, not always as uni-
form as one might assume. Moreover, there are certain differences not only in cus-
toms — particularly between the Continental and the British market systems — but
also in terminology: Terms which appear uniform at first sight may have a different
meaning in different markets and, depending on the legal concepts applied, in dif-
ferent contexts (GERATHEWOHL (1980) 488).

Lawyers quite frequently use the principles of their national laws as a frame of reference
through which to interpret a particular reinsurance usage. For example, the duty to follow
is viewed by German authors as a manifestation of the unauthorized management of the
affairs of another (negotiorum gestio), resulting in an application of the relevant provi-
sions in 8 677 BGB (German Civil Code) (see CANNAWURF & SCHWEPCKE 8§ 8, 76), or
refer to 8 677 BGB in order to ascertain the standard of care required of a reinsured in
exercising its right to business management (LOOSCHELDERS 8209 VVG, 60 with fn 100).
The purportedly “international” reinsurance custom is clearly influenced by the national
legal context in which such reinsurance customs are perceived and dealt with, thereby
adding a “national flavor” and often leading to differences in outcome.

On examination of statutory law and case law concerning reinsurance contracts, national
differences also become apparent. In the UK, both direct insurance and reinsurance are
generally considered to fall within the scope of legislation on insurance contracts, primar-
ily the Marine Insurance Act 1906 and the relatively new Insurance Act 2015 (BROOK
50; Explanatory Notes to the Insurance Act 2015, 36; cf also THOMAS 1565). The opposite
is often true in civil law jurisdictions, where reinsurance contracts are often excluded
from the scope of national codifications on insurance contract law (Germany: § 209 Ver-
sicherungsvertragsgesetz (VVG); France: Article L 111-1 Code des assurances; Luxem-
bourg: Article 4(4) Loi du 27 juillet 1997 sur le contrat d’assurance; Finland: Section
1(3) Insurance Contract Act No 543; Switzerland: Article 101(1)(1) Versicherungsver-
tragsgesetz (VVG); Principality of Liechtenstein: Article 63 Versicherungsvertragsgesetz
(VersVG); Austria: 8 186 Versicherungsvertragsgesetz (VersVG); Belgium: Article 54
Loi relative aux assurances du 4 avril 2014; Netherlands: Article 7:927 Nieuw Burgerlijk
Wetboek Boek 7 titel 7 Verzekering; for Brazilian law, see MELLO 82 et seqq; exceptions:
Italy: Articles 1928 et seqq Codice Civile and Spain: Articles 77 et seqq Ley 50/1980 de
8 octobre, de contrato de seguro, provide for statutory rules with regard to reinsurance
contracts). Furthermore, it also remains unclear as to whether existing rules concerning
direct insurance may in any way be applied analogously to reinsurance contracts (MELLO
83; CANNAWURF & SCHWEPCKE § 8, 38 et seqq; cf GERATHEWOHL (1980) 398 et seqq;
GEIGER 108 et seqq; REYMOND 399). Consequently, there is a general lack of transpar-
ency where the standards governing reinsurance-specific issues are concerned.

While a fairly considerable body of case law is available in the UK and other Anglo-
American jurisdictions, the case law regarding reinsurance contracts among these juris-
dictions is by no means uniform, as illustrated by the discussion of implied terms above;

Helmut Heiss © PRICL Project Group
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there are, in fact, substantial differences. An example highlighted by leading practitioners
Is that a follow-the-settlements clause “may have a very different meaning when it is
interpreted in the light of New York law rather than that of England” (CLYDE & Co 20.1;
HOFFMAN 75 with regard to the different interpretations of “follow the settlements” under
German law and US law). In contrast, there is almost no case law concerning such clauses
in civil law jurisdictions (CANNAWURF & SCHWEPCKE 8§ 8, 63; cf GERATHEWOHL (1980)
453 et seq; in Switzerland, there are isolated court decisions on reinsurance law: Swiss
Federal Supreme Court Judgment, BGE 107 Il 196; Swiss Federal Supreme Court Judg-
ment, BGE 140 Ill 115; Swiss Federal Supreme Court Judgment of 4 October 2017,
4A 150/2017). As far as arbitral awards are concerned, it is likely that even industry ex-
perts do not have a comprehensive overview (cf GERATHEWOHL (1980) 452) as
knowledge of and access to such awards are largely restricted for the purposes of main-
taining confidentiality (QUINTO 4; cf GERATHEWOHL (1980) 452; O’NEILL &
WOLONIECKI 1-024; NEBEL 59). Due to these factors, the predictability of the outcome of
potential disputes is reduced.

b.  Implications of the status quo for reinsurance contracts

The considerations discussed above clearly have ramifications for reinsurance contracts.
Where, for example, the law at the registered office of a reinsured governs the contracts
entered into by a reinsurer, contracts using uniform wording entered into in various juris-
dictions will have different effects. Therefore, an underwriter should, for example, be
aware of the fact that an identically worded follow-the-settlements clause contained in
such contracts will likely not be interpreted uniformly. It will, consequently, be necessary
for the reinsurer to adapt its contracts to the respective law of a reinsured. As such adap-
tion is only partly possible in practice, reinsurers will incidentally be exposed to differ-
ences arising through the application of foreign law.

The opposite is true, in principle, in relation to a reinsured, whose own, familiar law will
govern its reinsurance contracts. Despite this fact, a reinsured is by no means guaranteed
legal certainty. There is namely a degree of uncertainty surrounding the question of how
a court or arbitral tribunal will determine a specific dispute, in particular where the na-
tional law applicable has no statutory law or case law in respect of reinsurance. In turn,
this uncertainty will impact the parties’ dealings with each other, thereby creating future
uncertainty.

While courts or arbitral tribunals may refer to relevant foreign case law, this is not a reli-
able solution for a number of reasons. First, case law from foreign jurisdictions typically
does not have binding effect in other jurisdictions and at best constitutes persuasive au-
thority. This is the case where courts or arbitral tribunals in civil law jurisdictions refer to
case law in Anglo-American jurisdictions (cf Swiss Federal Supreme Court Judgment,
BGE 140 11l 115, consideration 6.3, expressly referring to English case law regarding
reinsurance contracts). Second, in referring to foreign case law, it may be unclear which
jurisdiction’s precedent should be relied on as persuasive authority. In short, courts and
arbitral tribunals are left to devise their own methods of interpretation due to a lack of
detailed default rules, a frame of reference and binding terminology.
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C. Conclusion

In light of the above, it becomes clear that uniform default rules of reinsurance contract
law, a uniform system and a set of standardized terminology would alleviate the problems
arising in relation to the interpretation of reinsurance contracts by providing a sound basis
for consistent interpretation. The lack of such default rules, at least at a cross-border,
transnational level, was an impetus for the Project Group to provide uniform rules on
reinsurance contract law for reinsurance markets. It is the aim of the Project Group to
increase legal certainty in relation to reinsurance transactions which is similar to those
underlying regulators’ initiatives to enhance “contract certainty” (see, in greater detail,
HEiss (2018)).

4.  The instrument: non-binding soft law

The PRICL have been drafted as “soft law”, rather than as a model law requiring imple-
menting national, international or supranational legislation. Rather than being imposed
on parties to a contract, the soft law nature of the PRICL means that they will apply only
when chosen by parties as the law governing their contract (such choice is available in
relation to contracts with arbitration clauses pursuant to Article 28(1) of the UNCITRAL
Model Law on International Commercial Arbitration (1985/2006); currently, 80 states in
111 jurisdictions have based their arbitration law on the UNCITRAL Model Law for In-
ternational Commercial Arbitration, see the UNCITRAL website) or incorporated into
their contract. Where parties make no such choice or incorporation, the PRICL will not
apply to their contract. Thus, the PRICL operate as an optional instrument of reinsurance
contract law and in order for such transnational principles to have binding effect, the con-
tracting parties must essentially make a voluntary decision to this effect (“opting in”) (cf
PICC, Preamble, Comment 4.a.; REDFERN AND HUNTER 3.179). It is therefore the market
which will determine whether reinsurance transactions are governed by the PRICL in the
future.

On a brief comparison with the applicability of the Principles of International Commer-
cial Contracts 2016 (PICC) as drafted by UNIDROIT (as to the PICC, see Appendix B),
there is a further indication that the PRICL may be taken into consideration by courts or
arbitral tribunals, as the case may be, even in cases where their application has not been,
at least not expressly, chosen by the parties. According to the Preamble to the PICC, this
may be the case “when the parties have agreed that their contract be governed by general
principles of law, the lex mercatoria or the like” (PICC, Preamble, Comment 4.b.; OSER
49 et seqq; MICHAELS (2015) 78 et seqq; BONELL (2006) 45 et seqq) and also “when the
parties have not chosen any law to govern their contract” (PICC, Preamble, Comment
4.c.; OSER 61 et seqq, 131 et seqq; MICHAELS (2015) 82 et seqq; BONELL (2006) 46 et
seqq). Furthermore, they may be used “to interpret or supplement domestic law” (PICC,
Preamble, Comment 6; MICHAELS (2015) 108 et seqq; BoNELL (2006) 46 et seqq).

5. Structure of the PRICL

General provisions governing structural issues and the connection between the PRICL
and the PICC are set out in Chapter 1 of the PRICL. Thereafter, the PRICL contain spe-
cific rules on reinsurance contract law. In Chapter 2, the duties of the contracting parties
are dealt with. The general duty to observe the utmost good faith constitutes the basis for
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formulating the individual duties. Chapter 2 is supplemented by Chapter 3, which pro-
vides for remedies in the event of a breach of duty. These remedies are based on the
principle of proportionality, in line with the basic approach of the PRICL. Issues concern-
ing allocation are governed in Chapter 4 and issues concerning aggregation, in Chapter
5. In particular, definitions of the unifying factors “event” and “cause” are provided.
There has thus far been considerable variance in the understanding and use of these terms
by courts and legal commentators (cf CLYDE & Co 28.1 et seqq with regard to these con-
cepts under English law; cf CANNAWURF & SCHWEPCKE § 8, 353 et seqq with regard to
the German understanding of aggregation clauses).

6.  Uniform rules of general contract law: the PICC

Only reinsurance-specific rules of contract law are set out in the PRICL. Issues of general
contract law are not governed as such rules are already provided by the PICC, a new
version of which was made available in 2016 (see the UNIDROIT website). According
to the Preamble, the PICC contain “general rules for international commercial contracts”,
thus governing general contract law relevant to commercial contracts, in particular free-
dom of contract which prevails in commercial law (Article 1.1). To be highlighted are the
detailed rules on contract formation in Chapter 2 of the PICC (Articles 2.1.1-2.2.10), on
contract interpretation in Chapter 4 of the PICC (Articles 4.1-4.8), on non-performance
in Chapter 7 of the PICC (Articles 7.1.1-7.4.13) and on limitation periods in Chapter 10
of the PICC (Articles 10.1-10.11).

The PICC are immensely significant for the PRICL Project for a number of reasons. First,
the UNIDROIT PICC to a certain extent provided inspiration for the PRICL Project. The
aim behind both initiatives is to create a kind of global Restatement (BONELL (2004) 9 et
seqq; MICHAELS (2015) 3) or background law (MICHAELS (2014) 643-668). In terms of
structural format, the PRICL are also intentionally modelled on the PICC. Not only is the
classification into Chapters, Sections and Articles used, but the internal structure of the
PICC using Articles, Comments and Illustrations is also followed (cf VOGENAUER 32 et

seqq).

Second, the needs of the reinsurance business would not adequately be met by the PRICL
Project alone if it were restricted to rules specific to reinsurance. Legal uncertainties are,
as discussed above, quite often caused by the differences in approach taken by jurisdic-
tions on general contract law matters, such as contract formation and interpretation (NE-
BEL 60). It is therefore insufficient for uniform reinsurance soft law to be restricted to
reinsurance-specific rules; rules on general contract law must also be provided. By virtue
of a reference to and thus an incorporation of the PICC, such rules are provided by the
PRICL.

The PICC also constitute a suitable substantive general contract law for reinsurance con-
tracts. In embodying the common legal culture of modern commercial law (MICHAELS
(2015) 14), the global perspective taken by the PICC, corresponds well to reinsurance
business, which itself is international and important globally (QUINTO 3; CANNAWURF &
SCHWEPCKE 8 8, 20; THOMAS 1556; RODGER 380). This is what distinguishes both the
PRICL and the PICC from principles formulated at national a level, eg the US American
Restatements, and regional rules, such as the Principles, Definitions and Model Rules of
European Private Law, ie the so-called Draft Common Frame of Reference of European
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Private Law (MICHAELS (2015) 14). It is moreover genuine commercial contract law that
concerns reinsurance business (CANNAWURF & SCHWEPCKE § 8, 43). Similarly, it is com-
mercial contracts towards which the PICC are directed from the outset, the commercial
spirit of which they therefore carry (PICC, Preamble, Comment 2; MICHAELS (2015) 26
et seqq). It is also in this regard that there are differences between the PICC and the Prin-
ciples of European Private Law. The application of the latter is namely not restricted to
commercial transactions and the aim is ultimately also to protect the weaker contracting
party, especially consumers (cf MICHAELS (2015) 27). The regular updating of the PICC
constitutes another advantage. Having originally been published in 1994, the current ver-
sion from 2016 represents the 4" edition of the PICC (MICHAELS (2015) 22 et seqq; see
also the UNIDROIT website). In addition, Comments and lllustrations explaining the
wording of the Principles (Comments) and demonstrating their application with typical
examples (lllustrations) are always incorporated in the PICC publications (VOGENAUER
32). In cooperation with other partners, the UNILEX website is also maintained by UNI-
DROIT where case law, court decisions and arbitral awards in particular, as well as legal
literature concerning the PICC are made available (see the UNILEX website). All of this
facilitates the application of the PICC to specific situations.

It should also be noted that there is an otherwise significant reason for the parties to refrain
from applying the PICC which does not exist where the PRICL are concerned. One of the
reasons that contracting parties often do not choose the PICC as the law applicable to
their contract is, as pointed out in legal literature, due to the lack of rules governing special
types of contracts (MICHAELS (2014) 663). This problem does not arise in relation to the
PRICL as rules on reinsurance, a special contract type, are provided while, pursuant to
Article 1.1.2 PRICL, contract law matters not governed by the PRICL will be subject to
the UNIDROIT PICC. It is therefore truly the first time that a special contract type,
namely reinsurance, will be governed by the PICC together with specific rules. In other
words, the PICC and PRICL must be viewed as a uniform package. It will become an
attractive option to make a combined choice in favor of the PICC and PRICL as the law
applicable to a reinsurance contract.

7. Future work

Publication of the PRICL 2019 does not mark the end of the PRICL Project. While the
Project Group has succeeded in drafting rules on several important topics of reinsurance
contract law, there are still topics to be covered in the future, among them questions re-
lating to back-to-back coverage, coverage of extra-contractual liability, the reinsurance
period and prescription. In order to cover these topics, the Project Group has been
awarded another research grant by the Swiss National Science Fund (SNSF) and the Ger-
man Research Foundation (DFG) for an additional project period of 3 years beginning on
1 August 2019 through to 31 July 2022. The final work will be published soon thereafter.

Helmut Heiss © PRICL Project Group


https://www.unidroit.org/instruments/commercial-contracts/unidroit-principles-2016
http://www.unilex.info/
http://unilex.info/dynasite.cfm?dssid=2377&dsmid=14311

Article 1.1.1 (Scope of application) 8

CHAPTER 1
GENERAL PROVISIONS
SECTION 1: APPLICATION OF THE PRICL

ARTICLE 1.1.1
(Scope of application)

The PRICL apply to contracts of reinsurance where the parties
have agreed that their contract shall be governed by them.

COMMENTS!

1.

ClL.

C2.

Cs.

Relationship to the PICC

Article 1.1.1 is modelled on paragraph 2 of the Preamble to the UNIDROIT Principles of
International Commercial Contracts (PICC). According to paragraph 2, the PICC “shall
be applied when the parties have agreed that their contract be governed by them.” The
same rule is set out in Article 1.1.1 in relation to reinsurance contracts.

Paragraphs 3 — 7 of the Preamble to the PICC, which list the other forms of applying or
using the PICC, have not been adopted by the PRICL. This underscores the fact that the
PRICL primarily provide the parties with an option, the exercise of which is at their dis-
cretion. This emphasis on an opting-in by the parties does not, however, prevent the par-
ties involved from applying or considering the PRICL in their performance of a reinsur-
ance contract.

In paragraph 3 of the Preamble, for example, the PICC are declared applicable even if the
parties have subjected their contract to general principles of law, the lex mercatoria or
the like. The PICC can be regarded as a codification of these general principles of law,
the lex mercatoria or the like. This is also likely to apply, at least to a certain degree, to
the PRICL. Where this is the case, a court or arbitral tribunal may also have recourse to
the PRICL if the parties have agreed to the application of general principles or the lex
mercatoria. The situation is similar in respect of paragraph 4 of the Preamble to the PICC,
pursuant to which the PICC may even be applied in cases where the parties have not made
such a choice, provided that they have also not chosen any other law. Insofar as the PRICL
restate reinsurance customs, they can be referred to as part of the law applicable. In this
context, the PRICL may also be taken into account in interpreting and supplementing
domestic reinsurance contract law, in a manner similar to the PICC pursuant to para-
graph 6 of the Preamble to the PICC. The options provided in paragraphs 5 (interpretation
and supplementation of uniform law) and 7 (model law character of the PICC) are un-

! The project members thank Dr. Ulrike Mdnnich and Christopher Bell for their valuable input in the course of editing this
Article and the Comments.
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C4.

Cs.

Cé6.

Cr.

PRICL Article 1.1.1

likely to play a role in relation to the scope of the PRICL. There is no international uni-
form law governing reinsurance contracts. Legislation at national, international or supra-
national level is not expected.

Scope of application

In Article 1.1.1, the scope of application of the PRICL is limited to “contracts of reinsur-
ance”. These contracts are described in Article 1.2.1.

Unlike paragraph 1 of the Preamble to the PICC, the scope of application of the PRICL
is not limited to “international” contracts of reinsurance. Such limitation did not appear
to be necessary. Contracts of reinsurance are, in fact, frequently international contracts.
Even when this is not the case, however, parties enjoy a high degree of freedom of con-
tract under national reinsurance law and, thus, may largely incorporate the PRICL into
their contract in substitution for domestic legal rules. Moreover, a national contract of
reinsurance will, at times, form an integral part of an international reinsurance scheme. It
is in such situations in particular that the PRICL must also apply to domestic contracts of
reinsurance.

Application by choice of law
General remarks on the effects of a choice of law

Pursuant to the rules of private international law, an agreement between the parties to a
reinsurance contract declaring the PRICL as applicable thereto usually represents a choice
in favor of soft law and consequently of a non-State body of law. The effects of such a
choice are determined by the private international law applicable.

Option 1: Choosing the PRICL is equivalent to a choice of national law

Insofar as a choice in favor of the PRICL is treated as equivalent to a choice of a national
law under the private international law applicable, the PRICL and with them the PICC
both replace the national law which would apply in absence of a choice of law. This re-
placement is generally comprehensive; it also affects provisions in domestic law from
which the parties are unable to derogate contractually (mandatory provisions). The only
exemption is made in relation to violations of public policy and the enforcement of so-
called overriding mandatory rules (dealt with separately in Article 1.1.5).

Ilustrations

I1. Reinsurer B and Reinsured A enter into a reinsurance contract containing a
choice of law clause in favor of the PRICL. Later, the parties dispute whether
the shortening of the prescription periods by contractual agreement is effective.
While the agreement fulfills the requirements set out in Article 10.3 PICC, it
contradicts the mandatory prescription periods prescribed by the law in country
X, which would apply to the reinsurance in absence of a choice of law. As a
choice in favor of the PRICL has the same effect as a choice of national law, the
mandatory prescription periods prescribed by the law of country X do not apply.
Prescription periods, in general, do not constitute “overriding mandatory rules”
nor does the shortening of the prescriptions periods violate public policy.
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Cs.

Co.

C10.

[2.  Same facts as in the previous Illustration, but the parties later dispute whether
the reinsurance contract is void because it breaches international sanctions sup-
ported by the country in which the reinsurer is seated. As international sanctions
frequently constitute “overriding mandatory rules”, they will be imposed despite
the fact that a choice in favor of the PRICL is equivalent to a choice of national
law.

A choice of soft law and a choice of a domestic law are predominantly treated in such an
equivalent manner where contracts containing an arbitration clause are concerned. In re-
spect of choice of law, numerous national arbitration laws emulate the UNCITRAL
Model Law on International Commercial Arbitration 1985/2006. Under Article 28(1),
parties may choose “rules of law” as the law governing the contract. Since the term “rules
of law” in Article 28(1) UNCITRAL Model Law also encompasses non-State law (Ex-
planatory Note to the UNCITRAL Model Law, para 39), the PRICL will qualify as a set
of rules which may be chosen by the parties. Consequently, by virtue of such a choice,
the PRICL together with the PICC will take precedence over the law otherwise applicable
with the exception of its public policy and the enforcement of its so-called overriding
mandatory rules.

Option 2: Choosing the PRICL is equivalent to an incorporation of their provi-
sions into the contract

Insofar as a choice in favor of the PRICL is not treated as a choice of a national law under
the private international law applicable, the PRICL and by virtue of their application the
PICC cannot completely prevail over the national law which would apply in absence of a
choice of law. A choice by the parties will therefore merely represent an incorporation of
the PRICL into the contract, such that the PRICL provisions will only substitute the de-
fault rules of national law. Any provisions from which contractual derogation is not per-
mitted under the substantive contract law applicable will take precedence over the PRICL.

Such difference in treatment between a choice of soft law and a choice of a national law
occurs pursuant to the rules of private international law in cases where contracts do not
contain an arbitration clause and disputes are consequently heard by domestic courts. For
instance, EU rules of conflict of laws, ie the Rome | Regulation (Regulation (EC) No
593/2008 on the law applicable to contractual obligations), do not permit a choice in favor
of a non-State body of law. With a view to such a choice, Recital 13 of the Rome | Regu-
lation indicates: “This Regulation does not preclude parties from incorporating by refer-
ence into their contract a non-State body of law or an international convention.” Under
this concept, the PRICL will be construed as contract terms. Where rules in the PRICL
are inconsistent with mandatory provisions of the governing law, the latter will prevail.

Illustration

[3. Reinsurer B and Reinsured A enter into a reinsurance contract which incorpo-
rates the PRICL by reference. Later, the parties dispute whether the shortening
of the prescription periods by contractual agreement is effective. While the
agreement fulfills the requirements set out in Article 10.3 PICC, it contradicts
the mandatory prescription periods prescribed by the law in country X, which is
the law governing the reinsurance contract. Since the PRICL operate as contract
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C11.

Cl2.

C13.

C14.

C15.

C16.

C17.
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terms they will be superseded by the mandatory prescription periods of the law
of country X.

At first sight, the Hague Principles on Choice of Law in International Commercial Con-
tracts appear to be more liberal and permit a choice in favor of non-State bodies of law.
Article 3 states “the law chosen by the parties may be rules of law that are generally ac-
cepted on an international, supranational or regional level as a neutral and balanced set of
rules”. The provision nevertheless ultimately gives precedence to any restrictions im-
posed by national rules of conflict of laws, which will lead to a limited choice of non-
State bodies of law only.

In respect of reinsurance and general commercial contract law, however, most national
jurisdictions have very few mandatory contract law provisions. Therefore, the PRICL and
the PICC largely take precedence over the law applicable, even if they have only been
incorporated into the contract.

Regulatory constraints

Restrictions on the choice of law may also be imposed by national supervisory law. Such
laws may oblige direct insurers to enter into their reinsurance contract in accordance with
national law. Sometimes, supervisory rules do not directly prohibit a choice in favor of
foreign law, but make such a choice unattractive by attaching economically disadvanta-
geous legal consequences to it.

An example of both types of restrictions is provided by Australian law. Under para-
graph 34 of the General Insurance Prudential Standard GPS 230, laid down by the Aus-
tralian Prudential Regulation Authority (APRA), parties to a reinsurance contract in the
Australian non-life insurance sector must make Australian law applicable. This compul-
sory requirement does not directly apply to life insurance; by virtue of the solvency rules,
it does however indirectly force reinsurance to be taken out with reinsurers licensed in
Australia. This also leads, as a general rule, to the application of Australian law.

In a similar vein, Article 38 of Resolution 168/07 of the Brazilian National Council of
Private Insurance (Conselho Nacional de Seguros Privados (CNSP)) requires reinsur-
ance contracts covering risks situated in Brazil to include a choice of law clause in favor
of Brazilian law.

Clearly, the PRICL may also be declared applicable by the parties in such cases. A choice
in their favor would however have to take place by virtue of their incorporation into the
contract of reinsurance in accordance with the respective substantive contract law. In light
of the largely unrestricted freedom of contract, this appears to be readily possible.

The choice: Express or implied

In general, the parties will make an express choice in favor of the PRICL and document
the choice in the reinsurance contract. It is, however, also possible for a choice in favor
of the PRICL to be made implicitly. This will be the case when the contract does not
contain an express choice of law in favor of the PRICL, but a perusal of the agreement in
its entirety leaves no serious doubt that the parties wished to invoke the application of the
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PRICL. The will of the parties to this effect would, for example, be assumed when the
contract repeatedly refers to the PRICL, so that its provisions are established on the basis
of the PRICL.

6. Model Clauses for a choice of the PRICL

C18. To facilitate a choice of the PICC, UNIDROIT has drafted and published Model Clauses
in various versions (see the UNIDROIT website). Some of these UNIDROIT Model
Clauses may be used mutatis mutandis in respect of a choice of the PRICL, which also
encompass a choice of the PICC pursuant to Article 1.1.2 PRICL. Doing so results pri-
marily in the following two versions.

Ilustrations
14. Conflict-of-laws choice of law in favor of the PRICL
Base clause

This contract shall be governed by the Principles of Reinsurance Contract Law
(2019).

Base clause with an addition for gap-filling

(a) This contract shall be governed by the Principles of Reinsurance Contract
Law (2019) and, with respect to issues covered neither by such Principles nor
by the UNIDROIT Principles of International Commercial Contracts (2016), by
generally accepted principles of international commercial law.

(b) This contract shall be governed by the Principles of Reinsurance Contract
Law (2019) and, with respect to issues covered neither by such Principles nor
by the UNIDROIT Principles of International Commercial Contracts (2016), by
the law of [State X].

I5. Incorporation of the PRICL into the contract
Base clause

The Principles of Reinsurance Contract Law (2019) are incorporated into this
contract to the extent that they are not inconsistent with the other terms of the
contract.

Base clause together with a choice of law clause in favor of domestic law

This contract is governed by the law of [State X]. The Principles of Reinsurance
Contract Law (2019) are incorporated into this contract to the extent that they
are not inconsistent with the other terms of the contract.
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ARTICLE 1.1.2
(External gaps)

Issues not settled by the PRICL shall be settled in accordance with
the UNIDROIT Principles of International Commercial Contracts

2016 (“PICC?).

COMMENTS

1.  Relationship to the PICC

Cl1l. Article 1.1.2 is a stand-alone provision. It is not modelled on any provision of the PICC.

2. Scope of application: External gaps

C2. Article 1.1.2 deals with “issues not settled by the PRICL”. This does not refer to every
gap left by the PRICL provisions, but only to so-called external gaps, as indicated by the
title of the Article. The term “external gaps” refers to issues for which the PRICL do not
claim to provide any guidance, such as agency relationships. Such external gaps are dealt
with under Article 1.1.2. In contrast, if an issue falls within the scope of, but is not settled
by the PRICL, the unresolved issue gives rise to an internal gap. Internal gaps are not
subject to Article 1.1.2; they are instead filled in accordance with Article 1.1.6(2).

3. Gap-filling by reference to the PICC

C3. Article 1.1.2 provides that questions which do not fall within the scope of the PRICL shall
be determined in accordance with the PICC.

C4. However, the PICC are also incomplete and may give rise to external gaps. External gaps

within the PICC are generally supplemented by recourse to the domestic law chosen by
the parties. In absence of a choice of domestic law, external gaps within the PICC may
be filled by reference to the law applicable in accordance with the applicable rules of
private international law.

Ilustrations

I1.  German reinsurer B and US direct insurer A agree that the PRICL shall govern
their reinsurance contract. Assuming that the PRICL contain a gap with regard
to a specific question concerning A’s pre-contractual duty to disclose material
information to B, as the duty of pre-contractual disclosure is expressly dealt with
by the PRICL, gaps in this regard are to be considered internal gaps. Arti-
cle 1.1.6(2) provides that such gaps are, to the extent possible, to be settled in
accordance with the PRICL’s underlying principles so that no recourse to exter-
nal rules shall be had.

[2. Same facts as in the previous Illustration, this time assuming that the PRICL
contain a gap with regard to the formation of the reinsurance contract. As the
PRICL do not provide rules on contract formation, they contain an external gap
in this respect. Article 1.1.2 provides that external gaps shall be settled with the
PICC. In order to fill this gap, recourse shall be had to the PICC.
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[3. Same facts as in Illustration 1, this time assuming that the PRICL contain a gap
with regard to the authority of organs, officers or partners of either A or B to act
on their behalf. As the organ’s authority does not fall within the scope of the
PRICL, they contain an external gap in this respect. Article 1.1.2 provides that
external gaps shall be settled in accordance with the PICC. In Articles 2.2.1 et
seqq PICC, the principles contain general rules with regard to the authority of
agents. In Article 2.2.1 Comment 5 PICC, however, it is stated that as far as the
question of authority of organs, officers or partners is concerned special national
rules prevail over the general rules in Articles 2.2.1 et seqq PICC. In this case,
an arbitral tribunal or court, as the case may be, is required to have recourse to
the national proper law with regard to this question.

14. Same facts as in Illustration 1, this time assuming that the PRICL contain a gap
with regard to A’s capacity to contract. As the parties’ capacity to contract does
not fall within the scope of the PRICL, they contain an external gap in this re-
spect. Article 1.1.2 provides that external gaps shall be settled in accordance
with the PICC. However, Article 3.1.1 PICC provides that the question of ca-
pacity to contract does not fall within the scope of the PICC. In this case, an
arbitral tribunal or court, as the case may be, is required to have recourse to the
national law applicable with regard to this question.

ARTICLEE 1.1.3
(Exclusion or modification of the PRICL)

The parties may exclude the application of or derogate from or vary
the effect of any of the provisions of the PRICL.

COMMENTS

1.

ClL
C2.

Cs.

Relationship to the PICC
Article 1.1.3 is modelled on Article 1.5 PICC.

The main difference between Article 1.1.3 and Article 1.5 PICC lies in the fact that there
IS no exception to the non-binding character of the PRICL. Notwithstanding this principle,
individual rules contained in the PRICL may bear a mandatory element following from
the content and purpose of the rule. For example, parties will not be allowed to exclude
the application of the duty to observe utmost good faith. They may, however, modify
particular aspects of it in appropriate situations, such as modify a particular duty resulting
from an application of utmost good faith. This is similar to the PICC (see Article 1.5
Comment 3 PICC).

Moreover, the wording of Article 1.5 PICC has been changed slightly to reflect the fact
that an exclusion of the whole body of rules is not a realistic option where the PRICL are
concerned. Since they will only be applicable upon a positive choice (“opting in”) by the
parties, there will be no need for and no case of an entire exclusion. Parties who have
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opted into the PRICL may wish to exclude or modify some of its provisions, but they will
not exclude the application of the PRICL as a whole.

The PRICL provide a set of non-mandatory rules

If parties opt in favor of the PRICL in accordance with Article 1.1.2, they do not have to
accept the PRICL as they stand; they may derogate from or alter them by agreement. This
is due to the non-mandatory nature of the PRICL which provides for no more than gap
filling rules in case parties to a reinsurance transaction have not specifically settled a
contractual issue in their contract.

The non-mandatory nature of the PRICL is justified, because there are no policy reasons
for restricting the parties’ freedom of contract in reinsurance transactions. Parties negoti-
ate the contract on equal footing and, thus, there is no room for mandatory rules in favor
of one of them. At the same time, there are no public interest concerns requiring protec-
tion by mandatory reinsurance rules.

Limitations on freedom of contract under the PICC will also apply to reinsurance
transactions

While basic principles of law, such as the prohibition of fraudulent behavior or compli-
ance with principles of utmost good faith (“uberrima fides”), may be considered manda-
tory and not at the discretion of the parties, the mandatory nature of such general princi-
ples is already safeguarded by Article 1.5 of the underlying PICC:

The parties may exclude the application of these Principles or derogate from or vary the
effect of any of their provisions, except as otherwise provided in the Principles.

With a view to the very few mandatory rules within the PICC, Article 1.5 Comment 3
PICC states:

A few provisions of the Principles are of a mandatory character, ie their importance in the
system of the Principles is such that parties should not be permitted to exclude or to dero-
gate from them as they wish. It is true that given the particular nature of the Principles the
non-observance of this precept may have no consequences. On the other hand, it should be
noted that the provisions in question reflect principles and standards of behavior which are
of a mandatory character under most domestic laws also.

Those provisions of the Principles which are mandatory are normally expressly indicated
as such. This is the case with Article 1.7 on good faith and fair dealing, with the provisions
of Chapter 3 on substantive validity, except in so far as they relate or apply to mistake and
to initial impossibility (see Article 3.1.4), with Article 5.1.7(2) on price determination, with
Acrticle 7.4.13(2) on agreed payment for non-performance and Article 10.3(2) on prescrip-
tion periods. Exceptionally, the mandatory character of a provision is only implicit and
follows from the content and purpose of the provision itself (see, eg, Articles 1.8 and 7.1.6).

These general limitations on freedom of contract will also suffice in the specific context
of reinsurance.

Rapporteur: Helmut Heiss © PRICL Project Group



Article 1.1.4 (Usages and practices) 16

Co.

C10.

C11.

Exclusion or modification of the PRICL may be express or implied

Any contractual exclusion or modification of the PRICL may be either express or implied.
As has been stated with regard to the equivalent rule in Article 1.5 PICC Comment 2,

[t]here is an implied exclusion or modification when the parties expressly agree on contract
terms which are inconsistent with provisions of the Principles and it is in this context irrel-
evant whether the terms in question have been negotiated individually or form part of stand-
ard terms incorporated by the parties in their contract.

The same applies to an implied exclusion or modification of the PRICL.

Parties may exclude certain parts of the PRICL simply by choosing or incorporating into
the contract only some specific, but not all parts of the PRICL. In such case, it will be
presumed that parties want the chosen chapters of the PRICL to be applied together with
the general provisions (Articles 1.1.1-1.2.2; see also Article 1.5 PICC Comment 2).

ARTICLE 1.1.4
(Usages and practices)

(1 The Parties shall be bound by any usage to which they have
agreed and by any practices which they have established between
themselves.

2) A trade usage which is regularly known to and observed by
parties to a reinsurance contract shall be taken into account when
interpreting the terms of the contract.

COMMENTS

1.
Cl.

C2.

Cs.

Relationship to the PICC
Paragraph (1) replicates Article 1.9(1) PICC.

Paragraph (2) is a stand-alone provision not modelled on any sample provision. Although
it differs significantly from Article 1.9(2) PICC, it is in line with Article 4.3(f) PICC. This
provision provides that in interpreting contracts regard shall be had to, inter alia, usages.

Paragraph (1): Practices established between the parties

The practices established between the parties have binding force in line with Article 1.9
PICC and will continue to do so as long as parties have not derogated from them by
contractual agreement. In line with Article 1.9 Comment 2 PICC, it may be said that the
question of “[w]hether a particular practice can be deemed to be ‘established’ between
the parties will naturally depend on the circumstances of the case, but behavior on the
occasion of only one previous transaction between the parties will not normally suffice”
(see also the illustration presented in that Comment).
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Paragraph (1): Usages chosen by the parties

Following the principle of freedom of contract, parties may agree on the application of
any particular usage. Such usage will apply to the contract irrespective of whether it com-
plies with the PRICL or not.

Paragraph (2): Other usages

Where parties do not agree on the application of a particular usage, the question arises as
to whether such usage shall prevail over the PRICL. In paragraph (2), it is made clear that
such usage may only be considered if it is “regularly known to and observed by parties to
a reinsurance contract”. But even then, such usage will only be taken into account for the
purpose of contract interpretation, which is in line with Article 4.3(f) PICC. Thus, the
PRICL do not give precedence to usages in general. In this point, the PRICL differ sub-
stantially from the PICC (see Article 1.9 Comment 6 PICC). The reason for this is that
the PRICL are intended to be a restatement of international reinsurance usage and provide
parties with an alternative to the usages found in the reinsurance markets. In contrast, the
PICC codify general principles of law, not trade usages. Within the scope of the PICC, it
therefore makes sense to give precedence to trade usages.

As with Article 4.3(f) PICC, under Article 1.1.4 paragraph (2) a court or arbitral tribunal,
as the case may be, will have a considerable amount of discretion as to the extent to which
it should draw upon particular usages in spite of the parties’ choice in favor of the PRICL.
In using this discretion, ensuring uniform application of the PRICL must be weighed
against the need to allow for continuing development of the law of reinsurance.

ARTICLE 1.15
(Overriding mandatory rules)

Application of the PRICL shall not restrict the application of over-
riding mandatory rules, whether of national, international or su-
pranational origin, where applicable.

COMMENTS

1.

ClL.

C2.

Relationship to the PICC

Article 1.1.5 is modelled on Article 1.4 PICC. In contrast to Article 1.4 PICC, Arti-
cle 1.1.5 does not refer to the “rules which are applicable in accordance with the relevant
rules of private international law”. This is due to the fact that a reinsurance contract may
be governed or affected by mandatory supervisory rules or public policy considerations
stemming from the laws of a country different to the one providing the proper law in
accordance with the relevant private international law rules.

“Mandatory rules”

The relevant mandatory rules differ depending on whether or not parties have agreed to
include an arbitration clause. Rules of arbitration usually allow for a choice to be made
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C4.
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in favor of non-State law as the law governing the contract and, thus, only give precedence
to “overriding” or “internationally mandatory” provisions in accordance with Arti-
cle 1.1.5. In contrast, courts will usually consider a choice in favor of non-binding rules
to lead to their incorporation into the contract and, thus, apply even so-called “ordinary”
or “domestically mandatory” rules (see, in greater detail, Article 1.1.1 Comments 7 et

seqq).

The difference has been explained well in Article 1.4 Comments 3 and 4 PICC:
3. Mandatory rules applicable in case of incorporation of the Principles as terms of contract

Where, as is the traditional and still prevailing approach adopted by domestic courts with
respect to soft law instruments, the parties’ reference to the Principles is considered to be
merely an agreement to incorporate them in the contract (see Comment 4 lit. (), third par-
agraph, to the Preamble), the Principles and the individual contracts concluded in accord-
ance with the Principles will first of all encounter the limit of the principles and rules of the
domestic law that govern the contract from which parties may not contractually derogate
(so-called “ordinary” or “domestically mandatory” rules). Moreover, the mandatory rules
of the forum State, and possibly of other countries, may also apply if the mandatory rules
claim application irrespective of what the law governing the contract is, and, in the case of
the mandatory rules of other countries, there is a sufficiently close connection between
those countries and the contract in question (so-called “overriding” or “internationally man-
datory” rules).

4. Mandatory rules applicable in case of reference to the Principles as law governing the
contract

Where, as may be the case if the dispute is brought before an arbitral tribunal, the Principles
are applied as the law governing the contract (see Comment 4 lit. (a), fourth paragraph, to
the Preamble), they no longer encounter the limit of the ordinary mandatory rules of any
domestic law. As far as the overriding mandatory rules of the forum State or of other coun-
tries are concerned, their application basically depends on the circumstances of the case.
Generally speaking, since in international arbitration the arbitral tribunal lacks a predeter-
mined lex fori, it may, but is under no duty to, apply the overriding mandatory rules of the
country on the territory of which it renders the award. In determining whether to take into
consideration the overriding mandatory rules of the forum State or of any other country
with which the case at hand has a significant connection, the arbitral tribunal, bearing in
mind its task to “make every effort to make sure that the Award is enforceable at law” (so
expressly eg Article 35 of the 1998 ICC Arbitration Rules), may be expected to pay partic-
ular attention to the overriding mandatory rules of those countries where enforcement of
the award is likely to be sought. Moreover, the arbitral tribunal may consider it necessary
to apply those overriding mandatory rules that reflect principles widely accepted as funda-
mental in legal systems throughout the world (so-called “transnational public policy” or
“ordre public transnational”).

Relevance of the provision in the context of reinsurance contract law

Reinsurance contract law will provide for very few mandatory rules, if any. Thus, the
relevance of Article 1.1.5 PRICL will remain limited in that respect.

However, a choice in favor of the PRICL cannot prevent the application of supervisory
law and other provisions of public law or public policy considerations. Such rules are not
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only effective within the issuing jurisdiction, but may also have extraterritorial effect. The
consequences of non-compliance with such rules may differ significantly. In general, the
violation of such rules may either have no direct impact on the validity of the reinsurance
agreement, result in the impossibility of the latter’s performance, render it partially inva-
lid or invalidate the agreement altogether. Article 1.1.5 will mainly be of relevance to
contract-related supervisory rules, public law rules as well as public policy considera-

tions.

Ilustrationst

I1.

2.

I3.

14.

I5.

16.

I7.

I8.

Rules concerning the reinsurer’s solvency may impact its right to write reinsur-
ance business.

Currency export/import rules may affect the performance of a reinsurance con-
tract.

Data protection rules may limit the reinsurers’ right to inspect and audit the re-
insured’s books or even render the right unenforceable.

Contracts of reinsurance may contain clauses that restrict competition and hence
violate competition law. Such clauses may be declared void or curtailed in ap-
plication.

Rules concerning trade sanctions or embargoes may impact the contract of rein-
surance. For example, the European Union has put into force restrictive
measures with regard to trading with entities of certain nations (cf the European
Union website).

Some jurisdictions provide for mandatory forum selection or choice of law rules.
For example, the Brazilian Resolution CNSP 168/2007 mandatorily requires that
the parties choose Brazilian law as well as a Brazilian forum if the risk to be
covered lies within the territory of Brazil. Similarly for non-life business, the
Australian General Insurance Prudential Standard GPS 230 requires the rein-
surer to ensure that the reinsurance agreement is governed by Australian law and
that possible disputes are heard in an Australian court.

Certain mandatory coverage rules may affect the enforceability of a reinsurance
contract. New York state common law, for example, prohibits the coverage of
punitive damages.

Some jurisdictions require its authority’s approval of reinsurance agreements. If
such approval is not obtained, the agreements may be declared void or voidable.

The information given in Illustrations 1-8 is for illustrative purposes only. Mandatory
rules not mentioned in the Illustrations above may govern a reinsurance agreement. Non-

! These illustrations were inspired by a presentation prepared by Dr. Monica Méachler, Dr. Rolf Nebel and John Pruitt for the
Zurich workshop in 2016. The PRICL project members are very grateful for this contribution.
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compliance with the rules mentioned in the Illustrations may potentially have different
consequences than the ones stated.

ARTICLE 1.1.6
(Interpretation and internal gaps)

(1 In the interpretation of the PRICL, regard is to be had to
their international character and to their purposes including the
need to promote the observance of good faith and fair dealing in the
reinsurance sector and uniformity in the application of the PRICL.

2) Issues within the scope of the PRICL but not expressly set-
tled by them are insofar as possible to be settled in accordance with
their underlying principles.

COMMENTS

1.

ClL

C2.

Cs.

C4.

Cs.

Relationship to the PICC

Paragraph (1) is modelled on Article 1.6(1) PICC. An addition has been made to reflect
one of the PRICL’s goals, namely to facilitate the observance of good faith and fair deal-
ing in the reinsurance sector.

Paragraph (2) replicates Article 1.6(2) PICC. The latter emulates the first alternative in
Article 7(2) of the United Nations Convention on Contracts for the International Sale of
Goods (1980) (CISG).

Scope

Article 1.1.6 provides guidance with regard to the interpretation of the PRICL as opposed
to the reinsurance agreement as such. The PRICL do not prescribe special rules on con-
tract interpretation except for Article 1.1.4(2) which is in line with Article 4.7(f) PICC.
Thus, Chapter 4, Articles 4.1 to 4.8 PICC, will be applicable in this respect.

Interpretation: Paragraph (1)

The PRICL can only contribute to legal certainty in the field of reinsurance contract law
if they are applied uniformly. Thus, the primary aim behind paragraph (1) is to introduce
common rules of interpretation to ensure uniform application of the PRICL. By referring
to the “international character” of the PRICL, courts or arbitral tribunals, as the case may
be, will be obligated to use methods of comparative law for the sake of uniform applica-
tion of the PRICL in practice. This is made particularly clear in the last part of para-
graph (1) which highlights the “uniformity of application” of the PRICL as a major crite-
rion for their interpretation.

At the same time, the aim of paragraph (1) is to set out criteria of interpretation which
meet the needs of reinsurance. Thus, reference is made to a promotion of good faith and
fair dealing in the reinsurance sector.
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Gaps in the PRICL.: Paragraph (2)

Internal gaps in the PRICL are dealt with in paragraph (2). These are issues not specifi-
cally governed by the PRICL even though they fall within the scope of the Principles.
This criterion distinguishes internal gaps from external gaps (cf Article 1.1.2 including
Comments).

The aim behind paragraph (2) is to provide a method of determining issues not settled by
the PRICL, but falling within their scope of application. Pursuant to paragraph (2), such
issues should be settled in accordance with the PRICL’s underlying principles. This may
be achieved by analogous application of explicit rules in the PRICL. If the issue cannot
be solved by a mere extension of specific provisions dealing with analogous cases, the
underlying principles have to be extracted from specific provisions. In order to do so, the
specific provisions may be examined in view of their potential to be considered an ex-
pression of a more general principle. As such, these provisions are capable of also being
applied to cases different from those specifically addressed in the PRICL (see also Arti-
cle 1.6 PICC Comment 4).

Confronted with an external gap, paragraph (2) does not help. The question of how to fill
an external gap is a matter of determining the applicable default law. Under Article 1.1.2,
issues not settled by the PRICL shall be settled in accordance with the PICC. As a conse-
quence, the PICC form a set of general contract law rules which will govern reinsurance
transactions where there are no special rules available in the PRICL. Rules in the PICC
which do not require modification in order to be applied to reinsurance contracts will,
thus, not be repeated within the PRICL (cf Article 1.1.2).

Ilustration

I1. Reinsured A and Reinsurer B negotiate a contract of reinsurance. A and B disa-
gree as to whether the contract was formed. The PRICL do not contain general
rules on contract formation. As the formation of a contract is not specific to re-
insurance, the issue does not fall within the scope of the PRICL. When con-
fronted with an external gap, recourse is to be had to the PICC, Articles 2.1.1 et
seqq (Article 1.1.2 PRICL).

SECTION 2: DEFINITIONS

ARTICLE 1.2.1
(Contract of reinsurance)

(1) "Contract of reinsurance’ means a contract under which
one party, the reinsurer, in consideration of a premium, promises
another party, the reinsured, cover against the risk of exposure to
insurance or reinsurance claims.

2) Unless otherwise indicated, the term “contract” as used in
the PRICL refers to a contract of reinsurance.
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COMMENTS

1.

Cl.

C2.

Cs.

C4.

Cs.

C6.

Paragraph (1): definition of a contract of reinsurance

The aim behind paragraph (1) is to provide a description of the nature of a contract of
reinsurance without attempting to give a scientific definition. The main purpose of the
description is to provide a guideline for determining the scope of application of the PRICL
in accordance with Article 1.1.1.

A more detailed, statutory definition of “reinsurance” is provided in Article 13(7) of Di-
rective 2009/138/EC (Solvency I1). The provision reads:

(7) ‘reinsurance’ means either of the following:

(a) the activity consisting in accepting risks ceded by an insurance undertaking or third-
country insurance undertaking, or by another reinsurance undertaking or third-country re-
insurance undertaking; or

(b) in the case of the association of underwriters known as Lloyd’s, the activity consisting
in accepting risks, ceded by any member of Lloyd’s, by an insurance or reinsurance under-
taking other than the association of underwriters known as Lloyd’s.

This definition, produced mainly for supervisory purposes, appears to be too technical
and complicated for the purposes of the PRICL. This is why such a definition has not
been incorporated into paragraph (1).

Under paragraph (1), contracts of reinsurance are primarily considered to be contracts of
insurance. While this issue is ultimately left to legal theory and practice, rather than being
addressed specifically in Article 1.2.1(1), the classification of reinsurance as an insurance
contract follows from the two main elements of a contract of reinsurance: premium and
coverage.

“Coverage” under a contract of reinsurance must relate to the potential exposure of a
reinsured to insurance claims under an insurance contract. The reinsured does not neces-
sarily have to be a private insurance company; it may also be a social insurer, a carrier of
an occupational pension scheme, etc. Moreover, reinsurers may be reinsureds themselves,
whenever they buy insurance to cover the risk of being exposed to insurance claims under
a contract of reinsurance. In this context, the term “contract of reinsurance” does encom-
pass retrocession agreements.

The description provided in paragraph (1) covers both facultative and treaty reinsurance.
For an application of the description, it is irrelevant whether reinsurance is provided by a
reinsurance company, a captive insurer, a protected cell company, etc.

ART and reinsurance pools

The description provided in paragraph (1) does not include instruments of an alternative
risk transfer (ART) as a whole. Such ART instruments are usually complex vehicles in-
volving a series of transactions. Depending on the type of ART vehicle, reinsurance will,
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however, form a part of the overall model. The parties may, thus, subject the reinsurance
part of the model to the PRICL.

Equally, reinsurance pool agreements are not covered by the term “contract of reinsur-
ance” as they structure and regulate the relations between the different shareholders or
partners of the pool’s corporate entity. In contrast, an agreement between a reinsurance
pool as a corporate entity and an insurer/reinsurer with regard to reinsurance of the latter’s
risk by the pool entity constitutes a “contract of reinsurance” for the purposes of para-

graph (1).
Ancillary agreements

A contract of reinsurance might be connected to an ancillary agreement the purpose of
which is not to insure a risk. In such cases, the PRICL will apply to the reinsurance agree-
ment only; they will not govern the ancillary agreement. Hence, it is up to the parties to
choose the law governing their ancillary agreement. For example, a contract of reinsur-
ance may be linked to a trust. In such cases, only the reinsurance relationship will be
subject to the PRICL, whereas the trust will be governed by its own proper law.

Paragraph (2): Clarification

In paragraph (2), there is less of a definition and more of a clarification that the PRICL
and their Comments may frequently simply use the term “contract” when dealing with a
“contract of reinsurance”.
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CHAPTER 2
DUTIES OF THE REINSURER AND THE REINSURED
SECTION 1: GENERAL DUTIES

ARTICLE2.1.1
(Duties in general)

Throughout the negotiation, formation, operation, termination or
avoidance of the contract, the parties owe one another duties set
forth in this Chapter.

COMMENTS

1.

ClL.

C2.

Cs.

C4.

Implications of the General Part of the PRICL for Chapter 2 (Duties)

Chapter 2 provides for duties of the parties. The provisions contained in Chapter 2 are
default rules as follows from Article 1.1.3. Subject to judicially imposed limits on the
alteration of default rules, the duties set out in this Chapter may be altered by the parties
to the contract of reinsurance — provided that the alteration of the default rule is knowing
and voluntary and not the product of fraud, misrepresentation, duress, undue influence,
or other conduct that would make the alteration of the default rule unenforceable pursuant
to the PICC (see Article 3.2.1 et seqq PICC). In other words, where the parties have opted
in favor of the PRICL for resolution of disputes arising in a reinsurance relationship, this
does not prevent the parties from agreeing on particular rules for specific issues, even if
the particular rule chosen is at variance with the PRICL.

Where the parties have opted in favor of the PRICL, the PRICL govern all aspects of any
contractual dispute addressed by the provisions of the PRICL. Where the PRICL do not
provide guidance or a rule for resolution of a dispute (external gap), the dispute is gov-
erned by the PICC (see Article 1.1.2). If neither the PRICL nor the PICC provide guidance
or a controlling rule of decision, the dispute shall be resolved according to applicable
national law (see Article 1.1.2 Comment 4).

Remedies for breach of duty under Chapter 2

Chapter 2 determines the duties the parties owe one another. However, it abstains from
giving remedies for breach of duty by either party. Such remedies are provided in Chapter
3.

The duties set forth in the PRICL apply to all stages of the reinsurance contract
relationship

The duties owed by the parties to a contract of reinsurance affect the entire relationship
of the parties. Although litigation and arbitration disputes often focus on pre-contractual
duties of disclosure, the duties of the parties apply regarding the entire contract process
and operation of the contract, including duties concerning confidentiality, documentation,
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allocation, and performance of the contract of reinsurance generally. Some duties, such
as the duty of confidentiality, owed by the parties may continue after the contractual re-
lationship has come to an end.

A general duty of utmost good faith is imposed on parties to a contract of reinsurance (see
Article 2.1.2). This duty is considered the basis of all specific duties detailed in the
PRICL. Again, this duty applies not only to pre-contract activity but to the entire perfor-
mance of the contract. In this, Article 2.1.1 is in line with Article 1.7 PICC. According to
Comment 1 on Article 1.7 PICC, the parties’ behavior “throughout the life of the contract,
including the negotiation process, must conform to good faith and fair dealing” (emphasis

added).

A reinsured that was completely candid during the contracting process is not relieved of
the duty after the agreement is made and logically remains subject to the duty during the
term of the contract of reinsurance and during the presentation of claims for payment.
However, some precedent and commentary concerning reinsurance appears to adopt the
view that “the failure of the claimant to disclose certain material reports after conclusion
of the contract did not provide any remedy or right to the reinsurer to avoid the contract,
although the assured was under a continuing duty not to make fraudulent claims” (see
CLYDE & Co 1.82, discussing Manifest Shipping Co Ltd v Uni-Polaris (The Star Sea)
[2001] Lloyd’s Rep IR 247 (House of Lords); see also STARING AND HANSELL § 10:6).
Whether such a breach of disclosure duties after formation of the contract of reinsurance
provides a remedy will be decided in accordance with Chapter 3 of the PRICL.

ARTICLE 2.1.2
(Duty of utmost good faith)

The parties owe one another the duty of utmost good faith. “Utmost
Good Faith” means honesty and transparency as well as fairly tak-
ing into account the interests of the other party.

COMMENTS

1.

Cl.

C2.

Relationship to the PICC

Article 2.1.2 expresses a duty of utmost good faith superseding the duty to act in good
faith as expressed in Article 1.7 PICC. Article 2.1.2 thereby follows a concept and termi-
nology well-established in reinsurance practice. The term “utmost good faith” is particu-
larly common in Anglo-American jurisdictions and implies extensive pre-contractual dis-
closure duties generally not required for non-insurance contracts. In view of this estab-
lished practice in Anglo-American jurisdictions, Article 2.1.2 uses the term “utmost good
faith”.

Notwithstanding the different terminology, Article 2.1.2 is consistent with the concept set
forth in Article 1.7 PICC. Article 1.7 PICC establishes a robust duty of good faith but
does not specifically address duties of pre-contractual disclosure as contemplated by the
duty of utmost good faith under Article 2.1.2 and expressly established in Article 2.2.1.
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The PRICL use the term “utmost good faith” to avoid any suggestion that the PRICL limit
the duties of parties to a contract of reinsurance as compared with existing reinsurance
contract law. However, this is not to say that the same duties would not follow from Ar-
ticle 1.7 PICC.

“Good faith” and “utmost good faith”

The duty of good faith and fair dealing set forth in Article 1.7 of the PICC applies to all
commercial contracts. The Comments to Article 1.7 PICC mention the prohibition of an
abuse of rights as well as the specific prohibition of inconsistent behavior set forth in
Article 1.8 PICC to flow from the general good faith requirement. Several other provi-
sions of the PICC also refer to good faith (cf Article 1.7 PICC Comment 1). However, the
PICC do not define good faith in general or give a list of applications of the principle.
Different national jurisdictions use slightly differing nomenclature to describe the same
essential concept and may differ regarding the type of conduct owed one another by con-
tracting parties. But while some jurisdictions may have less stringent requirements of
good faith, most generally view contractual obligations as containing a corresponding
covenant of good faith and fair dealing. For example, the American Law Institute’s Re-
statement (Second) of the Law of Contracts, § 205, imposes “upon each party a duty of
good faith and fair dealing in its performance and its enforcement.” Comment (a) of §
205 states in view of this provision that “[t]he phrase ‘good faith’ is used in a variety of
contexts, and its meaning varies somewhat with the context. Good faith performance or
enforcement of a contract emphasizes faithfulness to an agreed common purpose and
consistency with the justified expectations of the other party; it excludes a variety of types
of conduct characterized as involving ‘bad faith’ because they violate community stand-
ards of decency, fairness or reasonableness.”

The term “utmost good faith” is one largely associated with English-speaking jurisdic-
tions and is well-established regarding marine insurance and reinsurance in the UK and
the US, to some degree in nations that were formerly British colonies (eg India, Singa-
pore). In other industrial nations, there appears to be a tendency to refer simply to “good
faith” without use of the “utmost” modifier (see generally IBA Report, reviewing use of
the term and the good faith standard in Argentina, Belgium, Brazil, China, Costa Rica,
Denmark, France, Germany, Hungary, Italy, the Netherlands, Nigeria, Poland, Spain,
Sweden, Switzerland, Thailand, and Turkey as well as in the UK, the US (States of Cali-
fornia, Illinois, Massachusetts, New Jersey, New York, and Ohio), Australia, Canada,
India, Ireland, Malaysia, Malta, and Singapore). In some jurisdictions eschewing the use
of the “utmost” label, the prevailing concept of “good faith” requires conduct akin to that
of countries with an utmost good faith standard (see, eg, IBA Report 23).

In most of the jurisdictions in the US, contracts of (hon-marine) insurance are considered
contracts of good faith but not of utmost good faith. As a consequence, an applicant or
policyholder usually is required only to answer questions truthfully and generally need
not volunteer adverse information unless this amounts to impermissible concealment (see
STEMPEL, SWISHER & KNUTSEN 478; STEMPEL & KNUTSEN 88 3.07-3.11). The Principles
of European Insurance Contract Law (PEICL) apply an equivalent standard of good faith
(Article 2:101 paragraph (1) PEICL: “...subject of clear and precise questions... by the
insurer”). However, the duty of utmost good faith as set forth in Article 2.1.2 requires the
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party seeking reinsurance cover to inform the reinsurer of all facts material to the risk,
even if the reinsurer has not posed a specific question on that topic (see Article 2.2.1).

The special circumstances of reinsurance that support imposition of a duty of utmost
good faith

The nature of reinsurance provides a compelling case for imposing a duty of utmost good
faith, which likely explains why jurisdictions that may not require this high a standard for
primary insurance (eg the US) require utmost good faith in the context of reinsurance.
First, as with (non-marine) direct insurance, a contract of reinsurance is an aleatory con-
tract the fate of which will largely depend on the evolvement of future uncertain events.
Information asymmetries may give rise to opportunistic behavior. This is well expressed
in, eg Travelers Indem Co v Scor Reinsurance Co, 62 F3d 74, 76 (2d Cir 1995)(applying
New York law): “Reinsurers depend on ceding insurers to provide information concern-
ing potential liability on the underlying policies.” Reinsurance underwriters tend to be
considerably more removed from risks than (non-marine) insurance underwriters and are
thus more dependent upon receiving adequate disclosure of material information from
reinsureds. As a result, reinsurance law has long imposed rigorous duties upon parties to
a reinsurance agreement, particularly as respects the reinsured’s disclosure obligations.
Second, reinsurers traditionally rely to a large extent on the risk evaluation and handling
of claims by their reinsureds. They invest a high degree of trust in their contractual part-
ners. This is well expressed in, eg Unigard Sec Ins Co, Inc v North River Ins Co, 4 F3d
1049, 1054 (2d Cir 1993)(applying New York law): “Historically, the reinsurance market
has relied on a practice of utmost good faith to decrease monitoring costs and ex ante
contracting costs. [R]einsurers cannot duplicate the costly but necessary efforts of the
primary insurer in evaluating risks and handling claims. [...] They are protected, however,
by a large area of common interest with ceding insurers and by the tradition of utmost
good faith, particularly in the sharing of information.”

It follows that contracts of reinsurance should be subject to the duty of utmost good faith
and the PRICL expressly adopt this standard. Consequently, the PRICL encourage full
disclosure of material information. The PRICL embrace the traditional view that because
of the nature of reinsurance, the reinsurer should be permitted to rely completely on the
degree of material disclosure provided by the reinsured. Although the duty of utmost good
faith is primarily stated in terms of duties of disclosure imposed upon a prospective rein-
sured, the duty applies throughout all aspects and stages of a contract of reinsurance.

Ilustrations

1. Prospective Reinsured A applies for facultative reinsurance for its program of
excess insurance for a major pharmaceutical company. The company has given
notice to A that the company has collected roughly 200 reports of adverse con-
sumer reactions when using a particular drug and that local health authorities
have commenced an investigation. A fails to share that information with B, the
prospective reinsurer and a contract is formed in which B agrees to reinsure fifty
percent (50%) of A’s product liability coverage of the drugmaker. B never in-
quires as to whether A has knowledge of any problems regarding the drugs man-
ufactured by A’s policyholder. A has not made a misrepresentation to B because
A has not made any false representations to B. According to the law of some
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jurisdictions, neither has A engaged in concealment. But A has violated the duty
of utmost good faith by failing to disclose to B facts a reasonable reinsurer would
want to know. A as an insurer should have known that this information would
be deemed material by B and should have made disclosure without the necessity
of a specific question (see Article 2.2.1 Comments 6 et seq regarding material-

ity).

2. Same facts as in the previous Illustration, but the underlying drug company pol-
icyholder has told prospective Reinsured A of only two adverse reactions to the
drug and there has been no hint of a government investigation. A’s failure to
disclose this information would probably not be deemed a breach of the duty of
utmost good faith by most tribunals. For even perfectly safe and effective phar-
maceuticals, there will be some adverse reactions (see AMERICAN LAW INSTI-
TUTE, Restatement of the Law (Third) Torts § 402A, Comment (k), noting that
some adverse reactions in a population are inevitable and providing that a pre-
scription medicine is not defective or unreasonably dangerous simply because
some users have such reactions). A mere two such cases would ordinarily not
trigger prospective Reinsured A’s duty to disclose. However, if prospective Re-
insurer B specifically asked about adverse reactions, A would be required to an-
swer truthfully and non-deceptively.

I13.  Prospective Reinsurer B might ask prospective Reinsured A: “Did anyone call
you about any risks not previously discussed?”” The reinsured answers “No” and
it is a technically correct answer because no one called A regarding this matter.
But A had in fact itself made a call and during the call was informed about ad-
ditional risks that were not disclosed to B. Because A’s answer is technically
correct (it made the call but was not called), most jurisdictions in a case involv-
ing an ordinary contract — and perhaps even an insurance contract — would find
no fraud or misrepresentation and many would find no bad faith. However, this
sort of tricky and literal answer evades the essence of the inquiry and clearly
constitutes a failure to act in utmost good faith.

The touchstone of the concept of utmost good faith is honest and reasonable conduct
in the context of the situation

Very generally, the duty of utmost good faith is often considered to operate as something
of a “golden rule”, in which each party treats the other as it would itself want to be treated
under the same circumstances. For example, if a reinsured fails to provide to the reinsurer
information that the reinsured would have wanted had it been in the position of the rein-
surer, the reinsured has breached the duty of utmost good faith. Conversely, where a re-
insurer construes an underlying claim to present the least exposure possible and then ar-
gues that the reinsured has overpaid, the former breaches the duty of utmost good faith
by failing to give the reinsured the reasonable benefit of the doubt. Summing up, utmost
good faith requires honest and reasonable conduct in the context of the situation.

Where either party propounds clear, precise and reasonable questions to the other, the
party receiving the inquiry has a duty to answer fully and truthfully based on the circum-
stances of which the party is aware or should be aware if exercising reasonable care in its
response.
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Reciprocity of the duty of utmost good faith

Although most discussion of the duty of utmost good faith in judicial decisions involves
alleged breach by the reinsured, the duty is reciprocal. It applies to reinsurers as well as
reinsureds even if the circumstances in which breach by the reinsurer is alleged may be
comparatively less frequent than situations in which it is alleged that the reinsured failed
to provide required information during the contracting process. The reinsurer is subject
to a duty of utmost good faith.

Ilustration

14.  Reinsurer B has suffered substantial losses with premium income it had invested.
If information regarding these losses is not available through public sources of
information and the losses pose a realistic threat of impairing the reinsurer’s ob-
ligations to pay covered claims, the duty of utmost good faith would require B
to disclose the losses to Reinsured A.

Reinsurance agreements often expressly stipulate that the reinsurer is obligated to advise
the reinsured of particular financial situations to ensure that the reinsured is sufficiently
advised so that it can make informed decisions regarding its rights of cancellation. As an
example, the reinsurer might be required to notify the reinsured of a loss of a substantial
amount of the reinsurer’s surplus or capital. Even in the absence of specific language
imposing such a requirement, the PRICL require disclosure of this sort.

The duty of utmost good faith imposes core requirements of disclosure, particularly
upon the prospective reinsured

A particularly important duty of utmost good faith involves disclosure of material infor-
mation as outlined in Article 2.2.1. Prior to formation of the contract of reinsurance, risk
has not been transferred. The decisions of the parties regarding risk transfer depend upon
adequate disclosure of information.

The duty of utmost good faith during the contract period is not burdensome

The fact that the duty of utmost good faith applies throughout the contract and not solely
to pre-contract negotiations does not mean that the reinsured is required to continually
provide the reinsurer with updates on all information that was required to be disclosed as
part of contract formation. Once a contract is formed, risk has been transferred and allo-
cated among the parties and the reinsurer, having accepted that risk, is bound to pay cov-
ered claims absent a valid defense. For treaty reinsurance in particular (as contrasted to
facultative reinsurance that is specifically underwritten), it would not be practical to ex-
pect an ongoing duty of providing information as extensive as that attending contract
formation. By contrast, if a contract of reinsurance is due for renewal, the situation the
parties are in resembles a pre-contractual situation and will be treated the same way (see
Article 2.1.2 Comment 12).
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Ilustrations

I5. Reinsured A, a general liability insurer, contracts with Reinsurer B at a time
when the amount of “non-economic” damages or “pain and suffering” damages
were limited to USD 250,000 in the state where A has almost all of its exposure.
During the term of the policy, the state legislature increases the damages cap to
USD 1 million. A does not advise B of the change in the law. A has not violated
the duty of utmost good faith by failing to inform B of this change in the law that
increases A’s exposure and hence also increases B’s exposure. The situation
changes once the contract of reinsurance is due for renewal. Now, A must inform
B about the change in legislation.

6. Reinsured A has its policies in a state which has clear state supreme court prec-
edent that bars punitive damages against automobile policyholders, no matter
how reckless the driving or other misconduct of the driver and A is an automo-
bile liability insurer. This anti-punitive damages precedent is overruled during
the period of the contract. A does not advise B of the change in the law. This
failure to disclose is not a material omission. Its failure to advice B of the change
in legislation is not a breach of the duty of utmost good faith. The situation
changes once the contract of reinsurance is due for renewal. Now, A must inform
B about the change in legislation.

I7.  Reinsured A and Reinsurer B have contracted for reinsurance for A’s portfolio
of life insurance. The statute of limitations on life insurance claims in A’s juris-
diction of operations is four years; the limitations period generally applies to
breach of contract claims. A period of war drove many immigrants from a war-
torn country to A’s jurisdiction, where the immigrant community has become
well-established and now seeks to pursue recovery of life insurance benefits
owed to them as beneficiaries of their dead relatives, many of whom had pur-
chased life insurance from A. The claims would otherwise be barred by the stat-
ute of limitations, but the jurisdiction’s legislature extends the statute of limita-
tions. Seeing an unexpected upsurge in life insurance claims, B argues that the
principle of utmost good faith required that this information be transmitted from
A to B and that A’s failure to disclose the extended statute of limitations consti-
tutes a breach of the duty of utmost good faith. Most tribunals would regard this
argument as unpersuasive notwithstanding the unusual circumstances. The situ-
ation changes once the contract of reinsurance is due for renewal. Now, A will
have to inform B about the change in legislation.

Note: Illustrations 5-7 assume a situation where the reinsurer neither knows nor
ought to know about the legal changes. This may particularly apply to foreign
reinsurers not established in the country where the risk is located.

8.  Consent provisions in a contract of reinsurance are subject to the duty of utmost
good faith and must be reasonably exercised

C14. Where a contract prohibits settlement or payment by the reinsured without the reinsurer’s
consent, the duty of utmost good faith requires that the reinsured shall abide by such
provision unless the reinsurer’s consent is unreasonably withheld, which would be a
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breach of the duty of utmost good faith by the reinsurer. The reinsurer is required to ex-
ercise any such powers of consent reasonably. It would violate the reinsurer’s duty of
utmost good faith for the reinsurer to exercise its rights of consent in a manner that un-
fairly favors the reinsurer’s interest (eg attempting to delay payment in order to serve
investment or business objectives, even though this imposes hardship on the reinsured)
or deprives the reinsured of the benefit of the bargain made by the reinsurance agreement.

Ordinarily, a reinsurer is not responsible for extra-contractual liability to the insured oc-
casioned by misconduct of the reinsured (eg bad faith conduct, statutory violations,
wrongdoing by the reinsured independent of the contract obligations between reinsured
and insured).

Where a reinsured is presented with a claim that the reinsured regards as within coverage
and sufficiently meritorious to merit payment but the reinsurer unreasonably refuses con-
sent to payment, the reinsured should be permitted to pay the claim without prejudice to
the reinsured’s rights to collect reinsurance payments, notwithstanding that the reinsured
in such a situation paid a claim in spite of the reinsurer’s refusal to consent.

Ilustration

I8. Reinsured A has a policyholder facing a catastrophic injury claim in the United
States. The plaintiff suing A’s policyholder offers to settle the claim in return for
payment of the USD 500,000 policy limits of A’s automobile policy. The settle-
ment demand would be regarded as reasonable by most informed observers. A
would like to accept plaintiff’s offer; Reinsurer B unreasonably refuses to con-
sent to the proposed settlement and thereby breaches its duty of utmost good
faith.

A party asserting breach of the duty of utmost good faith bears the burden of proof
on the issue

Where there is a dispute regarding whether the duty of utmost good faith has been
breached, the burden of proof or burden of persuasion to demonstrate breach rests with
the party asserting breach.

Ilustrations

19. Reinsured A alleges that Reinsurer B unreasonably withheld its consent to a set-
tlement of the underlying insurance claim for the purpose of delaying payments
only and that withholding consent resulted in damage to A. A has the burden of
proving facts supporting this allegation.

110. Reinsurer B contends that Reinsured A has failed to disclose facts material to
the risk assumed by the reinsurer and seeks avoidance. Specifically, B contends
that A’s failure to advise B of demand letters from product users of A’s insureds
constitutes a failure to provide material information. B must demonstrate that the
missing information was material to the risk assumed by the reinsurer and should
have been disclosed. In other words, B must show that the type of injuries alleged
due to use of the product of A’s insured and the volume of complaints are the
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types of information that would have affected B’s decision to enter into the con-
tract. B also has this burden of persuasion even if it is seeking a less drastic
remedy, such as an increase in premium payment (rather than avoidance), to
compensate for the alleged higher risk it assumed.

ARTICLE 2.1.3
(Confidentiality)

The parties shall treat information provided one another as confi-
dential. Absent permission, they shall not disclose it to third parties
except where required by law and except as necessary to provide
information to authorized persons involved in the transaction in-
cluding professional advisers, auditors and retrocessionaires.

COMMENTS

1.

ClL

C2.

Cs.

C4.

Relation to the PICC

Article 2.1.3 is similar to but not modeled on Article 2.1.16 PICC. Article 2.1.3 describes
in more detail contents and extent of the duty of confidentiality. While Article 2.1.16
PICC only covers information given as confidential, Article 2.1.3 extends the duty to all
information. While Article 2.1.16 PICC restricts the duty of confidentiality to information
provided in the course of contract negotiations, Article 2.1.3 does not contain such re-
strictions. Whereas Article 2.1.16 PICC does not list any exceptions, Article 2.1.3 lists
typical examples where disclosure of information is permitted. Thus, Article 2.1.3 super-
sedes Article 2.1.16 PICC as far as disclosure of information to third parties is concerned.

Article 2.1.16 PICC covers a further aspect of the duty of confidentiality which is not
covered under Article 2.1.3. Article 2.1.16 PICC prohibits an improper use of confidential
information obtained in the course of negotiations. The second sentence of Article 2.1.16
PICC provides that the remedy “for breach of that duty may include compensation based
on the benefit received” by the party improperly using the information. Improper usage
of information is not covered by Article 2.1.3 and Article 2.1.16 PICC remains applicable
in that respect unless otherwise provided in the contract of reinsurance.

Parties should take adequate care to avoid unauthorized disclosure of information
to third parties

In application of the principle of utmost good faith, Article 2.1.3 obliges the parties to a
contract of reinsurance to treat information obtained pursuant to the relationship as con-
fidential. This requires the parties to adopt adequate measures to prevent the unauthorized
disclosure of information.

The duty of confidentiality applies during the negotiation, the performance of the contract
of reinsurance and continues thereafter.
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Ilustrations

I1.  Through the contracting process, Reinsured A becomes aware that Reinsurer B
has been accused of sexual harassment by employees of a particular office. A
should not be disclosing the information, even if there is pending litigation that
is not sealed but is not generally known.

12.  Reinsurer B discovers from the contracting process that Reinsured A has been
losing market share in an important jurisdiction and that it is planning on termi-
nating an advertising campaign that it has deemed unsuccessful. Even though
not important to the contract of reinsurance between A and B, the information is
confidential and should not be disclosed by B.

3.  The breadth of confidentiality

C5. Of particular importance is the protection of the intellectual property and trade or business
secrets of the parties. Intellectual property includes contract language, customer infor-
mation, and databases used by the parties; it is not limited to inventions of machinery,
software, and similar products.

Ilustrations

13.  Reinsurer B develops a particular structure for reinsuring risks that is unique to
the contract or an innovation by the reinsurer. Reinsured A and its agents should
not share this information with others, particularly competitors of B.

4. Reinsured A develops unique policy language narrowly tailored to eliminate a
particularly vexing risk without undermining the overall breadth of the general
liability coverage it writes and has made this product available only to particular
customers. This product design is the intellectual property of A and if treated as
confidential by A should not be disclosed by B. However, if A uses the design
of the policy in its general marketing efforts, the information is no longer confi-
dential.

C6. The parties shall not disclose any preferential treatment provided in the contract that is
not extended to other insurers or reinsurers.

C7. The protection of confidentiality should not be so broadly construed as to prevent effec-
tive business communication for placing risks.

C8. This provision of the PRICL is not designed to prohibit use of information in the ordinary
course of seeking to convince retrocessionaires to subscribe to a risk. This is implicitly
authorized by the nature of reinsurance and retrocession.

Illustration

I5. Reinsured A provides information to Reinsurer B. B seeks to obtain a retroces-
sion agreement with Retrocessionaire C. B is allowed to disclose information
provided by A to the extent necessary to permit C to assess the risk and deter-
mine whether to participate.
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The duty of confidentiality is subject to reasonable exceptions. For example, a party to a
contract of reinsurance may make disclosures to third parties where required by law. This
will be the case, eg, for required disclosures to supervisory authorities. The duty of con-
fidentiality is not an evidentiary privilege that prevents legitimate inquiry by authorized
regulators or officials with supervisory authority. In addition, notwithstanding the duty of
confidentiality, reinsureds and reinsurers logically must be permitted to disclose infor-
mation required by professional advisers, statutory auditors and retrocessionaires.

Non-disclosure agreements

Under the PRICL, the parties to a contract of reinsurance are free to provide their own
specific rules regarding use of information. Such situation-specific agreement is common,
with many or perhaps most reinsurance agreements also containing a non-disclosure
agreement (“NDA”) agreed upon by the parties. Examples of NDAS are attached to the
PRICL as Appendix C. NDAs could be based on Article 2.1.3 whenever the parties sub-
ject their contract of reinsurance to the PRICL.

ARTICLE 2.1.4
(Dispute resolution)

The parties shall make reasonable and diligent efforts to resolve
disputes arising pursuant to the contract as expeditiously and effi-
ciently as possible.

COMMENTS

1.

Cl.

C2.

Cs.

Duty of utmost good faith in dispute resolution

Disputes inevitably arise in commercial relationships, particularly when commercial ac-
tors are involved in long-term contracts and business relationships. Logically, the duty of
utmost good faith that attends the reinsurance relationship extends throughout the dura-
tion of the relation, including periods when the parties are in dispute. Although an adver-
sary proceeding, such as arbitration or litigation, may place the parties at odds, their duties
to one another remain and they must continue to conduct themselves accordingly.

In particular: prohibition of opportunistic behavior

Depending on the circumstances of the dispute, one of the parties may have greater in-
centive to delay, extend, or multiply the proceedings in order to gain commercial ad-
vantage. The duty of utmost good faith requires that disputing parties refrain from oppor-
tunistic behavior.

Opportunistic behavior is conduct that deprives another party of the benefit of the bargain
by making it unduly difficult to resolve contractual disputes expeditiously and with a
minimum investment of resources. Disputants should not make frivolous claims or mount
frivolous defenses and should provide reasonable cooperation regarding disclosure of in-
formation and expediting resolution of their dispute. A party acting in utmost good faith
raises only legitimate issues, rather than manufacturing issues or arguments in an attempt
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to avoid contract obligations or delay its performance of contract obligations. Similarly,
a contracting party disputing in good faith refrains from delaying or diversionary tactics.

Ilustrations

1.

Reinsured A, after properly notifying Reinsurer B and keeping it informed of the
situation, defends its policyholder, a Silicon Valley start-up against allegations
of gender discrimination by a female worker. Trial results in a multi-million
judgment because a manager’s behavior has been particularly crude. Three other
women workers at the company have similar claims involving the same disa-
greeably harassing manager. A settles the claims, paying several hundred thou-
sand dollars to each of the plaintiffs. B, which knew of the planned settlements
and did not protest, now refuses to reimburse A, alleging that the settlements
were unreasonably high. B in fact understands that A’s settlement decisions were
reasonable under the circumstances but is resisting payment both to delay pay-
ment and in hopes that it can get A to absorb a higher share of the cost than
provided in the contract of reinsurance. B’s conduct breaches the duty of utmost
good faith.

Reinsured A seeks payment from Reinsurer B for A’s payments in connection
with a large portfolio of automobile liability claims. B resists on several very
weak grounds because it has favorable investments and profits from delay in
payment. In addition to raising meritless defenses to payment, B rejects all of
A’s suggestions regarding choice of arbitrators, forcing A to seek a determina-
tion by the arbitral tribunal, causing further delay. Then B rejects the proffered
dates for a hearing on the matter, even though B can accommodate the tribunal’s
suggested hearing dates. B has breached the duty of utmost good faith.

Reinsured A and Reinsurer B dispute whether a particular group of claims falls
within the contract of reinsurance. B offers settlement negotiations. A refuses to
consider the proposal and sues B in a jurisdiction inconvenient for B. A has
breached its duty to make reasonable and diligent efforts to resolve the dispute.

Reinsured A and Reinsurer B enter into a contract of reinsurance that contains
both a service of suit clause and an arbitration agreement. A dispute arises. B
proposes arbitration. A ignores the proposal and files suit against B. In light of
industry norms, the arbitration agreement should take precedence and A has
breached its duty of utmost good faith by rejecting arbitration and pursuing liti-
gation.

C4. The rules of proper litigation and arbitration conduct provide a minimum threshold that
must be met by reinsurance disputants. However, if the duty of utmost good faith is to
have meaning, certain sharp practices that may be permitted between strangers or other
contracting parties should not be pursued in reinsurance contract disputes.

CsS.

The rules of tribunals, courts in particular, provide a series of benchmarks as to what
constitutes unacceptable disputing behavior (see, eg, 28 USC § 1927 (party that vexa-
tiously delays or multiplies litigation may be sanctioned); US Fed R Civ P 11 (providing
for sanctions if counsel or a party makes claims without legal or evidentiary support or
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solely to disrupt opposing parties). But because litigation is inherently adversarial, par-
ticularly in the US and the UK where judges are expected to act more as referees rather
than active investigators, tactics that might be considered excessive in social or business
settings may be tolerated — at least where the disputants are strangers (eg tort litigation)
or have only an arm’s-length and competitive business relationship. By contrast, a con-
tract of reinsurance is a more cooperative, collaborative, ongoing relationship where the
parties are expected to work together subject to the duty of utmost good faith. As conse-
quence of these differences from other dispute resolution settings, a higher level of con-
duct is expected between a reinsured and a reinsurer.

Ilustrations

I5. Reinsurer B is reluctant to pay Reinsured A until it is provided with additional
claim data in view of the many large settlements agreed to by A during the con-
tract period. Arbitration proceedings result. In the arbitration, B makes a formal
request for production of the information. The arbitration rules are unclear but
the contract of reinsurance clearly gives B broad inspections rights. Neverthe-
less, A refuses to produce the documents for the arbitration. A has breached its
duty of utmost good faith.

16. Same facts as in the previous Illustration, except that A agrees to permit inspec-
tion — provided that B sends someone from its office in Zurich to a small town
in Alaska where A collected the documents after the dispute arose. A refuses to
provide the documents in electronic form or to otherwise make copies. The lo-
cation of A’s document depository was chosen precisely because it was remote.
A hoped that it would discourage inspection and also expected that requiring
such on-site inspection would make it more likely that B’s counsel would miss
important information in the documents. A has breached the duty of utmost good
faith.
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SECTION 2: PRECONTRACTUAL DUTY OF THE REINSURED

ARTICLE 2.2.1
(Duty of disclosure)

In seeking reinsurance cover, a prospective reinsured shall provide
the reinsurer with all information of which it is or reasonably ought
to be aware and which is material to the risks to be assumed by the
reinsurer. Information is material to a risk if the information is of
the type that would affect a reasonable and prudent reinsurer’s de-
cision as to whether to accept the risk and if so under which terms
and conditions and for which premium.

COMMENTS

1.

ClL

C2.

Cs.

C4.

Scope of the duty

The duty of utmost good faith requires a prospective reinsured to provide full disclosure
of information. Full disclosure means the prospective reinsured must disclose to the pro-
spective reinsurer all information material to the risk and known or ought to be known by
the prospective reinsured. The focus in determining materiality is that of a reasonable
party to the transaction. Information is material if it would affect the reasonable party’s
decisions regarding the contract. Material information must be disclosed irrespective of
whether the prospective reinsurer has requested it.

This duty applies irrespective of any fault on the part of the prospective reinsured. So,
failure to disclose is not excused by negligence on the part of the prospective reinsured.

If a contract of reinsurance is subject to renewal, the duties set forth in this Section re-
garding initial contracting continue to apply during the renewal process. These duties also
apply if the reinsured and the reinsurer enter into discussions regarding commutation of
the agreement.

The process of renewal of an insurance policy or contract of reinsurance is generally more
informal and streamlined than the initial process of entering into the agreement. However,
the same duties of utmost good faith apply. For example, a reinsured cannot fail to dis-
close material information in order to obtain a renewal that would not have taken place if
the information had been disclosed.

Ilustrations

I1. Prospective Reinsured A and prospective Reinsurer B are approaching the re-
newal date of the contract. A becomes aware that a recently developed product
of its policyholder that has just entered the market has been discovered to have
a deadly defect that was not known at the time of the placement of reinsurance.
The policyholder has shipped roughly 10,000 of these products to retailers or
consumers. Although there is concern, the product is not subject to government
or manufacturer recall. The information is material and should be disclosed by
A to B prior to renewal of the contract.
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12.  Prospective Reinsured A has an extensive portfolio of homeowner policies in
Canada. Meteorologists predict a particular cold winter for the region. A be-
comes aware of this in September, just before the 1 October renewal of the con-
tract. This prediction of a colder winter in the area does not impose a duty of
disclosure upon A, even though it might mean more claims for losses due to
frozen pipes during the ensuring period after renewal. Although a colder winter
may significantly affect claims, relatively colder or warmer weather occurs in
the normal course of business and does not constitute the sort of material devel-
opment that must be disclosed to the reinsurer. It would not substantially increase
the risk that the reinsurer has already accepted. Prospective Reinsurer B already
knows that A sells property insurance in a cold weather climate where frozen
pipes and similar losses are normal. B is also aware that some winters are harsher
than others and that Canadian winters are on average harsher than those in most
other countries. Further, the predicted colder winter may not come to pass. Even
if it does, this is not certain to lead to substantially more frequent or severe
claims. This distinguishes information of this type from information such as an
anticipated surge in claims due to design defect in a product.

Similarly, when a reinsured and a reinsurer decide to commute the contract of reinsur-
ance, the reinsured must satisfy the standard of utmost good faith in its disclosures. It
violates this Article, for example, if a reinsured incorrectly represents that there is a pipe-
line of serious claims that have not yet been reported. This in turn induces the reinsurer
to make a commutation it would otherwise have resisted or induces commutation on terms
more favorable to the reinsured.

Materiality of information

The touchstone of materiality is whether the undisclosed information, if known, would
have affected the underwriting decision of a reasonable, prudent reinsurer. For example,
areinsurer, had it known all the facts, may have refused to accept the risk. Or the reinsurer
may have been willing to accept the risk only if it received a larger premium or modified
the contract in other ways such as with a specific exclusion or limitation upon certain
risks.

What constitutes material information may vary according to the type of risk reinsured.
For example, a life reinsurer will be concerned about the quality of the reinsured’s under-
lying policies and its underwriting guidelines and procedures. By contrast, a property or
casualty reinsurer will be more concerned about the location of the reinsured’s risk and
the magnitude of the exposure created by the policyholder’s activities.

The following cases provide useful examples of omitted material information that should
have been disclosed to the reinsurer during the contracting process (see, eg, Sun Mutual
Ins Co v Ocean Ins Co, 107 US 485 (1883); M Lanahan v Universal Ins Co, 26 US 170
(1928); Carlingford Australia Gen'l Ins Ltd v St. Paul Fire & Marine Ins Co, 722 F Supp
48 (SDNY 1989)).
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Ilustrations

I3.

14.

I5.

I6.

I7.

Prospective Reinsured A, which has a portfolio of commercial liability policies
covering a chain of storage facilities, contracts with prospective Reinsurer B but
fails to inform B that the facilities contain large quantities of propane gas. One
of the tanks explodes, setting off a chain reaction that engulfs the local area in
fire, causing extensive damage. A’s failure to disclose the dangerous contents is
a material omission that violates the duty of disclosure.

Prospective Reinsured A provides liability insurance to a major manufacturer of
automobiles. A informs prospective Reinsurer B of the identity of the manufac-
turer and the policies but does not specifically inform B that the automaker also
manufactures ATVs (All-Terrain Vehicles) that are used for recreational riding
off-road and therefore present a heightened liability risk as compared to other
vehicles. ATVs constitute one percent of the manufacturer’s business. The non-
disclosed information regarding ATVs is not material (facts based on Christiana
General Ins Corp v Great American Ins Co, 979 F2d 268, 279-80 (2d Cir
1992)(applying New York law), affirming 745 F Supp 150 (SDNY 1990)).

Same facts as in the previous lllustration, but ATVs constitute 10 percent of the
manufacturer’s vehicles insured by A. The information that 10 percent of the
insured vehicles are ATVs bearing a higher risk of liability is material. There-
fore, A must disclose this information to B.

Same facts as in the previous Illustration, but B asks A about the number of
automobiles, trucks, and motorcycles sold each year without specifically asking
about ATVs or off-road vehicles generally. A answers truthfully but makes no
disclosure about ATVs. Because B has indicated interest in the composition of
the fleet of vehicles insured by A, B has shown that it considers the type of ve-
hicles sold an important fact (and this creates a presumption of materiality, see
Comment 13). A’s failure to mention ATVs when providing other specific de-
tails of the fleet is in violation of Article 2.2.1.

Prospective Reinsured A is a small local insurance company operating exclu-
sively in a confined region. It lacks the resources and expertise of a large inter-
national insurance group. A large percentage of A’s business is crop insurance.
A is aware that a devastating disease is affecting local farmers and is likely to
cause large crop losses. Since this information is material, A must disclose it to
prospective Reinsurer B and is not excused from fulfilling this duty due to its
small size and limited resources.

Determining materiality

In determining whether information is material and must be disclosed, an objective stand-
ard applies. At that stage, it remains irrelevant whether the prospective reinsurer subjec-
tively considers the information to be material. However, the subjective understanding of
a particular reinsurer may affect the remedy available to the reinsurer as set forth in Chap-
ter 3. For instance, if the reinsurer wants to avoid the contract in accordance with Article
3.2(3)(b), it will not be sufficient to demonstrate that a reasonable and prudent reinsurer
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would not have accepted the risk at all (objective standard), but additionally that the re-
insurer itself would not have accepted the risk at all (subjective standard).

An objective approach to determining materiality is superior to a subjective approach in
that it provides better and fairer notice to insurers seeking to purchase reinsurance. Ap-
plicants must consider whether a reasonably prudent insurer would want to be informed
of certain facts known to the applicant. Prospective reinsureds are, of course, insurers that
are in the business of risk management. They can fairly be charged with knowing what
information would impact the decisions of a reasonable reinsurer. But it is unfair to ask
prospective reinsureds to read the subjective mind of the reinsurer and calculate what
information it might consider material beyond that which would be material to an ordi-
nary reasonable reinsurer. Adopting an objective approach that examines the views of
reasonable reinsurers as a whole provides clearer guidance to the parties considering en-
tering into a reinsurance agreement and prevents a reinsured from losing cover based on
the idiosyncratic views of the reinsurer in question.

Obijective consideration also improves resolution of reinsurance disputes. Under a purely
subjective approach, the particular mindset of a particular insurer is a question of fact that
logically requires fact finding through trial, which in the US means impaneling a jury of
laypersons unfamiliar with the insurance/reinsurance business which is governed by re-
strictive rules of evidence. This makes for a cumbersome, time-consuming, and costly
process that may easily result in error if jurors are swayed by false testimony (eg the
reinsurer that asserts that it would not have entered into the contract if it had known that
the reinsured’s claims personnel wore uniforms while on the job) or wrongly disbelieve
reasonable testimony (eg the reinsurer that asserts it would not have made the agreement
if it had known that the reinsured issued its large life insurance policies without requiring
a physical examination). In contrast, under an objective standard, a tribunal will often be
able to apply the objective standard of materiality as a matter of law. In many cases, there
will be no dispute regarding whether a reasonable and prudent reinsurer would find an
omitted fact sufficiently important to affect underwriting decisions.

It should be recognized that the market for certain insurance products, such as coverage
for emerging or very particular risks, may be relatively small, making it more difficult to
ascertain the behavior of a reasonable and prudent reinsurer in such thin markets. As a
practical matter, the evidentiary submissions and testimony of the actual reinsurer in-
volved — and the particular reinsurer’s rationale for regarding certain information as ma-
terial — take on greater importance than it would in disputes involving reinsurance of
common insurance risks.

Illustrations

I8.  Prospective Reinsured A, a general liability insurer, is aware that a customer has
brought suit against a policyholder alleging manufacture of a dangerous product
that injured the claimant. A is aware that the policyholder has manufactured and
distributed tens of thousands of these products during the first year of its prod-
uct’s availability. As a reasonable and prudent reinsurer would want to know this
information, it is material and A is under a duty to disclose it.
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Same facts as in the previous Illustration, except there is only one lawsuit and
A’s claims professionals regard the suit as clearly unfounded. In addition, the
claim is one of isolated defective manufacture and not one alleging systemic
defective design. This information is not material.

Prospective Reinsured A, an insurer of commercial marine vessels, negotiates
with prospective Reinsurer B for reinsurance. A fails to disclose instances where
two insured vessels were damaged while using their home port where a defect in
the port’s docking system caused damage. The facts and circumstances of the
injuries to the two vessels are material to the risk because it is the home port of
all insured vessels and there is a heightened risk of such accidents at this port
(facts based on A/S Ivarans Rederei v Puerto Rico Ports Authority, 617 F2d 903
(1st Cir 1980)(applying maritime law)).

Prospective Reinsured A, a property insurer, enters into a contract of reinsurance
with prospective Reinsurer B covering A’s exposure to loss of a shipment of 500
“clocks” from Spain to Chile. The “clocks” are in fact expensive Rolex watches.
A’s usage of the term “clocks” is due to the fact that the Spanish word “reloj”
describes both clocks and watches and depends on context to clarify meaning.
A’s disclosure is imprecise and incomplete since the extraordinary value of the
watches would have required mention. A has violated Article 2.2.1 (facts based
on Wise Underwriting Agency v Grupo Nacional Provincial SA [2003] EWHC
3038, [2004] 14 Mealey’s Reins Rep No 23, A, rev’d on other grounds [2004]
EWCA Civ 962, [2004] 15 Mealey’s Reins Rep No 7 a).

Reinsurer B is considering renewal of a contract with Reinsured A, a US liability
insurer. During the term of the contract, the US Supreme Court issues a decision
overruling a precedent that had made it more difficult for foreigners to sue in the
United States for injuries suffered abroad. The effect of the new decision is to
make it somewhat more likely that US-based plaintiffs’ counsel will be able to
file suit in the US, which has a more plaintiff-friendly legal regime, rather than
in their home countries or the country in which injury took place. A need not
disclose this development to B. This involves only a small number of potential
claims. A reasonable and prudent reinsurer would not be deterred from accepting
the risk or would not charge a higher premium solely because of this change in
US law. Failing to inform B is not a breach of the duty of disclosure.

Same facts as in the previous Illustration, but A is a leading liability insurer
whose sole market is insurance of state and local governments which insures
thousands of governments across the US. During the term of the contract, five
small US States with relatively few governments have increased their cap on tort
damages against the state from USD 50,000 to USD 100,000. Provided that this
increase in tort damage caps represents only a small portion of the insured po-
tential liabilities, its disclosure is not required by Article 2.2.1.

Same facts as in the previous Illustration, but during the term of the contract, 30
US States, including the 12 largest States, have doubled the size of their caps on
tort damages against the state, raising the average cap on damages from
USD 150,000 to USD 300,000. There are tens of thousands of such suits brought

Rapporteur: Jeff Stempel © PRICL Project Group



Article 2.2.1 (Duty of disclosure) 42

C13.

C.

against state and local governments each year, with approximately ten percent
of them reaching the USD 150,000 cap due to payment of settlements or judg-
ments. A has breached its duty of disclosure by not informing B of these devel-
opments during renewal negotiations.

Note: Illustrations 12—14 assume a situation where the reinsurer neither knows
nor ought to know about the legal changes. This may particularly apply to for-
eign reinsurers not established in the country where the risk is located.

Inquiries propounded by the reinsurer

Where a reinsurer propounds a question to the reinsured, this creates a rebuttable pre-
sumption that the information sought is material to the risk. However, to obtain the benefit
of this presumption, a reinsurer’s question must be reasonable. The reinsured may rebut
the presumption of materiality if the facts of the situation demonstrate that the inquiry did
not seek material information. For example, if a reinsurer during the underwriting process
propounds a question seeking information that no reasonable reinsurer would regard as
material, an absent or incorrect answer to such a question may not affect coverage if the
reinsured can demonstrate the lack of materiality and if the deficiencies of the response
to the question did not involve fraud or deceit.

Ilustrations

I15. Prospective Reinsurer B asks prospective Reinsured A, which issues kidnap and
ransom insurance, to list the countries subject to travel alerts to which the poli-
cyholders’ executives travel. A must answer the question truthfully.

I16. Same facts as in the previous Illustration, but instead of asking about travel, B
asks whether the policyholders have a crisis management system in place for
their top managers. A erroneously answers in the affirmative. This violates A’s
duty to answer B’s question truthfully.

I17. Late in the underwriting process, prospective Reinsurer B asks prospective Re-
insured A: “Is there anything else we should know?”” This question is too vague
and does not relate to any specific information. It only reminds A to fulfill its
duty of disclosure. As such, the question has no immediate impact on the duty
of disclosure. In particular, it does not create a presumption of materiality of any
information to be disclosed.

Impact of type of reinsurance on materiality

C14. The question whether information is considered material may depend on the type of con-

tract. Where a reinsurer negotiates a contract of reinsurance in view of a specified risk
only, elements of this specific risk will be considered material. This is usually the case
with facultative reinsurance. In contrast, where the reinsurer negotiates a contract of re-
insurance in view of a group of risks, relevant details of the underwriting policy of the
reinsured but not the elements of each individual risk submitted later on will be consid-
ered material. This is usually the case with treaty reinsurance. However, where the rein-
surer has a discretion to accept or refuse individual risks when tendered by the reinsured,
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elements of each individual risk will become material to the extent that they differ from
the grouping criteria. Such discretion is granted to the reinsurer in certain reinsurance
treaties.

Further examples

The reinsured’s duty of disclosure ordinarily requires the reinsured to: (a) provide accu-
rate information on claims history that presents a fair picture of the risk to be assumed by
the reinsurer; (b) identify significant risk exposures; (c) respond frankly to reinsurer in-
quiries; (d) raise potential issues affecting the risk that are material even if not raised by
the reinsurer; (e) identify any other applicable reinsurance that may cover the risks in
question; and (f) update all information in the event of significant changes during the
negotiations. Additional examples of information material to reinsurance underwriting
may include information concerning the capital and surplus of reinsured, including any
significant regulatory matters affecting it.

Ilustrations

[18. Prospective Reinsured A is negotiating with prospective Reinsurer B to form a
contract. A informs B of several lawsuits alleging harm from the over-the-coun-
ter, non-prescription drugs made by a large policyholder. A fails to inform B that
the policyholder has been told by a regulatory agency that the policyholder’s
drug will soon be labeled “unsafe” and that the policyholder will be required to
cease selling the drug and pull it from the shelves. The contract is formed. A
month later, the regulatory agency action is announced. A spate of lawsuits
against the policyholder follows, forcing A to defend and pay many claims for
which it seeks payment from B. The information regarding regulatory action is
not public and would affect a reasonable reinsurer’s decision as to whether to
accept the risk or charge a higher premium. The undisclosed information is ma-
terial.

[19. Same facts as in the previous Illustration, except that when negotiations begin
there is no indication that the regulatory agency is considering banning the sale
of the drug. A becomes aware of this during the contract negotiation process.
This information is material and must now be disclosed.

120. Prospective Reinsurer B does not ask about environmental risks in prospective
Reinsured A’s portfolio. Although primarily a seller of general liability policies
that include a pollution exclusion, A also sells a significant number of environ-
mental impairment policies. This information is material. Even though not spe-
cifically asked about this by B, A must disclose this aspect of its business.

[21. Same facts as in the previous Illustration, but A has only a small number of en-
vironmental impairment policies. Unless A is aware of particular claims that are
significant in number or amount that are highly likely to be made pursuant to
these policies, A is not obligated to disclose this information.

[22. Prospective Reinsured A is seeking facultative reinsurance from prospective Re-
insurer B for a particular risk. Although not certain, losses under this facultative
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contract may also be covered under treaty reinsurance that A already has in place
for much of its business. A is required to disclose this material information.

[23. Same facts as in the previous Illustration, but it is clear that A’s treaty reinsur-
ance does not cover the risk to be placed under the facultative contract of rein-
surance. A need not disclose information about its treaty reinsurance to B.

124. Prospective Reinsured A, the Canadian Homeowners Protective Society, head-
quartered in Boston, MA, is a commercial property insurer that has an unusually
high concentration of its policies along the US Gulf Coast, which is prone to
hurricanes. A fails to inform prospective Reinsurer B of the geographic concen-
tration of its business and risks. There is no reason for B to assume that A’s risk
pool includes such a significant concentration of Gulf Coast property. But the
opposite is true in view of the concentrated nature of A’s risk pool. This infor-
mation is material and must be disclosed.

125. Prospective Reinsured A writes residential property insurance and has ninety
percent of its business in North Carolina, South Carolina, Florida, Alabama,
Mississippi and Louisiana — all of which is disclosed to prospective Reinsurer
B. However, A does not inform B that A’s property loss policies do not contain
exclusions for flooding or other water damage such as hurricane storm surge.
Even if B does not ask about policy content as part of its underwriting process,
B is entitled to know that A is issuing policies with much broader water damage
coverage than is normal in the US. This information is material and must be
disclosed.

Knowledge and constructive knowledge of the reinsured

In assessing knowledge, the reinsured is viewed as an entity. The entity must have actual
or constructive knowledge of the information in question. In accordance with the appli-
cable rules for representation of legal entities, it is deemed to have knowledge of what its
relevant employees and agents know. For example, if claims personnel or legal personnel
of the reinsured know that a product previously considered safe has been found to be
defective and dangerous, that knowledge is imputed to the reinsured entity.

The reinsured will be deemed to have knowledge of material information readily available
to it and which it has reason to investigate when fulfilling the disclosure duty (construc-
tive knowledge). Information stored, eg, in documents and computer systems of the rein-
sured shall be considered readily available.

Knowledge and constructive knowledge of the reinsurer

A prospective reinsured is not required to disclose information of which the prospective
reinsurer is already aware or which is readily available to it and which it has reason to
investigate when negotiating the contract of reinsurance. As with the reinsured, the rein-
surer is treated as an entity and knowledge of employees and agents will be imputed to
the reinsurer in the same manner.
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Reinsurer’s duty of inquiry

Reinsurers have a duty to conduct further examination of the information provided by a
reinsured in cases where that information would be viewed as obviously incomplete or
unclear to a reasonable reinsurer. Without inquiry, the reinsured’s disclosure will ordi-
narily be deemed to comply with Article 2.2.1.

Ilustration

126. Prospective Reinsured A negotiates with prospective Reinsurer B regarding lia-
bility insurance for a policyholder with the nondescript name of “Generation X,”
which is described as a “manufacturer.” Generation X operates electric power
generation plants. The information provided by A is obviously vague and thus
insufficient. However, if the specific activity of the policyholder is relevant to
B’s underwriting decision, it should make further inquiry. Otherwise, the infor-
mation provided by A is deemed to comply with Article 2.2.1.

Appropriateness of the reinsured’s disclosure

The reinsured is required to comply with its duty of disclosure in an honest and complete
manner. Providing technically correct but misleading information is inconsistent with the
duty of disclosure (see Article 2.1.2 Illustration 3).

Where the prospective reinsurer has asked questions, the completeness of the answer will
often depend on the specificity of the question and the amount of information available.
For example, if a reinsurer asks whether a reinsured has a “good” loss ratio, such a ques-
tion permits a general answer. In contrast, a request for detailed information should ordi-
narily result in the provision of detailed information. So, if the reinsurer asks the reinsured
for its precise loss ratio, the reinsured must answer accurately and truthfully.

Disclosure duties outside Article 2.2.1

Article 2.2.1 only establishes a duty to disclose material information and does not oblige
the prospective reinsured to disclose any other information. However, a prospective rein-
surer may ask for additional information. If such request is reasonable the general duty of
utmost good faith as set out in Article 2.1.2 requires the prospective reinsured to provide
an appropriate answer. The same will apply where the parties have stipulated that the
prospective reinsured must truthfully answer inquiries propounded by the reinsurer.

The reinsurer also has a duty to adequately respond to a reasonable request for infor-
mation. Again, this demonstrates that the duty of utmost good faith is reciprocal (see
Avrticle 2.1.2 Comment 10 et seq).

Ilustrations

127. Reinsured A and Reinsurer B have stipulated that “in seeking reinsurance, A will
truthfully answer all inquiries propounded by B, whether or not material.”” B asks
whether A’s top managers play handball. A erroneously answers in the negative.
Even though this information is not material, A’s misstatement is a breach of its
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duty to accurately answer questions. Remedies, if any, are governed by Article
3.1.

Prospective Reinsurer B asks prospective Reinsured A to furnish copies of all
policies and endorsements subject to the reinsurance. This request is overbroad
and unduly burdensome. A should request that B narrow the information request
and be more specific. Unless B complies, A may refuse to answer the unreason-
able request.

Prospective Reinsurer B asks for detailed numbers from prospective Reinsured
A, an automobile liability insurer, regarding the percentage of its policies sold
to residents of a particular jurisdiction known for large awards to bodily injury
plaintiffs and the total policy limits in force in this jurisdiction. A must provide
the information. The duty to answer will follow from Article 2.2.1 if the infor-
mation is material. Otherwise, A must disclose the information in accordance
with the general duty of good faith (Article 2.1.2).

Prospective Reinsured A asks questions about the financial stability of prospec-
tive Reinsurer B. Although B is not required to answer any of these questions
and may decline on proprietary grounds (just as it may decline to enter into an
agreement with a prospective contracting party), B is obligated to provide suffi-
ciently complete and truthful answers if it responds to the questions.

Prospective Reinsured A asks about prospective Reinsurer B’s investment in eq-
uity stocks. If B, which has twenty-five percent of its investment portfolio in
equities responds that the amount of its investment in equities is “very low”, this
is a breach of the duty to disclose if this degree of concentration creates more
than an incidental risk exposure for B.

Late in the underwriting process, prospective Reinsurer B asks prospective Re-
insured A: “Is there anything else we should know?”” This question can do no
more than make A think about what it must disclose and therefore does not itself
have to be answered.

SECTION 3: DUTIES OWED DURING THE CONTRACT PERIOD

ARTICLE 2.3.1
(Premium payment)

Premiums shall be paid by the reinsured in accordance with the
terms of the contract. The reinsurer is required to demand payment
in order to trigger the reinsured’s payment obligation. Premiums
shall be paid promptly after demand has been made.
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1.  Relationship to the PICC
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Article 2.3.1 governs the reinsured’s main duty under the contract of reinsurance, ie the
payment of premiums. In particular, it regulates the time of payment as well as the con-
sequences for untimely payment.

Avrticle 2.3.1 is to be considered an addition and modification to the general rules as laid
down in the PICC, in particular in Chapter 6, Section 1 PICC. Article 6.1.1 (Time of
performance), Article 6.1.7 —6.1.10 and 6.1.12 PICC (special rules concerning monetary
obligations) deserve special mention.

Where premium is set-off against a monetary obligation of the reinsurer such as its obli-
gation to pay insurance money, such set-off will be governed by Chapter 8 PICC.

Time of payment

Insurers and reinsurers traditionally make much of their revenue from investment income
on the “float” — premium payment received that are not paid out in claims until a future
date. During this period, the insurer or reinsurer earns investment income. As a result,
both reinsureds and reinsurers have an imbedded incentive to delay payments of money.
Accordingly, it is important that both parties perform their obligations to pay money
timely. Following the principle of utmost good faith, Article 2.3.1 provides such a duty
on the part of the reinsured regarding the payment of premiums. The reinsured is required
to pay the premium at the time set in the contract of reinsurance or where no specific time
is set in the agreement, promptly after the payment has been demanded by the reinsurer.
A corresponding duty of timely payment of claims on the part of the reinsurer is set forth
in Article 2.4.4.

Interest on late payments

Where payment of premium is late, the reinsurer is entitled to a reasonable and fair rate
of interest applied from the time the late premium was due until the time of payment.
Article 7.4.9(2) PICC provides for interest at the “average bank short-term lending rate
to prime borrowers prevailing for the currency of payment at the place for payment, or
where no such rate exists at that place, then the same rate in the State of the currency of
payment.” If neither of these measures of interest is available, the interest rate is “the
appropriate rate fixed by the law of the State of the currency of payment.”

The parties may modify the general premium payment standards of the Article

Avrticle 2.3.1 provides only a default rule in the event the contract of reinsurance is silent
or its meaning cannot be discerned. It is not an immutable rule. This follows from Article
1.1.3 and is highlighted again in the first sentence of Article 2.3.1. In practice, the contract
of reinsurance will typically provide specific guidance regarding when premiums are due
(a premium payment clause), as well as a provision specifying when premium payment
is considered overdue and the specific interest rate to be applied to overdue payment.
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Payment through set-off

Reinsurance premium payment is more complex than premium payment in the insurance
context, which generally involves the policyholder simply writing a check to the insurer
(although there can also be retroactive premium rating and adjustment). Many reinsurance
transactions involve set-off of entitlements and liabilities concerning a given contract of
reinsurance or a number of transactions involving the reinsurer and the reinsured.

Payment by set-off is common and is consistent with this Article of the PRICL. Similarly,
particularized agreement regarding set-off protocol is common. Furthermore, either by
agreement or trade usage in some markets (eg London), set-off is often administered by
the reinsured’s broker and the reinsurer rather than by the reinsured itself.

Unless otherwise agreed by the parties, set-off in contracts of reinsurance shall be gov-
erned by the rules set forth in Chapter 8 PICC (setting forth criteria and protocol for set-
off and providing illustrative commentary).

ARTICLE 2.3.2
(Contract documentation)

The parties shall cooperate regarding documentation of any agree-
ment and shall seek reasonably prompt documentation of the con-
tract.

COMMENTS

1.

ClL

C2.

Cs.

C4.

Duty of documentation

Traditionally, both insurance and reinsurance have involved significant separation be-
tween the time at which a risk is placed and the time at which a finalized documentation
of the agreement is provided. This separation may create problems in that significant
claim activity can occur during this period, creating potential for coverage disputes be-
cause there is not a textual memorialization of the agreement. To minimize such disputes,
reinsurers should provide a finalized documentation of the agreement as soon as feasible
after the agreement is reached.

The duty to make fair, accurate, and prompt documentation applies not only to reinsur-
ance treaties and facultative certificates but also to other agreements made by reinsureds
and reinsurers in the course of performing their respective duties and exercising their
respective rights related to the contract of reinsurance.

The documentation should fairly and accurately represent the substance of the agreement.
An attempt by either party to “sneak in” a provision inconsistent with the scope and un-
derstanding of the parties at the time the agreement is made would not be consistent with
the duty of utmost good faith.

Documentation is not a panacea for avoiding disputes. The parties may disagree over the
meaning of the text of the documentation. Or they may argue that extrinsic information,
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context, or trade usage and practice provide a basis for decisions outside or even in dero-
gation of the text. But prompt and thorough documentation of a reinsurance agreement
will reduce the instances and costs of disagreement over the content of the agreement.

The basic requirements of documentation

Any contract of reinsurance should be sufficiently documented. For that purpose, the text
must set forth the major terms and provisions of the agreement. The goal is to provide
“contract certainty” by having the written agreement adequately address the terms of the
agreement in sufficiently clear fashion. Contract certainty requires reasonably timely and
current record-keeping as well as sufficiently complete and comprehensive record-keep-

ing.
Contract Certainty Code of Practice of the London Market

The London Market has since 2007 utilized a Contract Certainty Code of Practice. This
code was created by the Market Reform Group and is now maintained by the London
Market Group, a rebrand of the Market Reform Group. Although the Contract Certainty
Code of Practice is aimed primarily at insurance, it equally sets forth an industry standard
as to reinsurance placement and documentation.

The concept and goal of contract certainty is that each party will know exactly what the
product is that is being sold at the time it is being sold, so it can be priced correctly and
so the purchaser knows exactly what it is buying without any later misunderstandings.
The objective of contract certainty is to provide clarity for both reinsured and reinsurer
on the terms and conditions of the contract by the time that they enter into the contract.

As stated in the Code: “Contract Certainty is achieved by the complete and final agree-
ment of all terms between the insured and insurer by the time that they enter into the
contract, with contract documentation provided promptly thereafter.” It is not regarded as
sufficient to use words such as “terms to be agreed” when forming a contract of reinsur-
ance. Rather, all terms to be memorialized in writing should be agreed upon by the incep-
tion date of the contract of reinsurance. Although the Contract Certainty Code of Practice
does not have force of law, it represents industry understanding and best practice for UK-
regulated general insurers and is followed in principle by most participants in the London
Market. Contract certainty has now been introduced on a very similar basis in Bermuda,
New York, and Singapore.

Before the concept of contract certainty was introduced, a brief summary of the main
terms of the reinsurance was agreed upon and represented only by a brief writing (the
“placing slip”, or simply a “slip”’). Much later, often more than a year, the full reinsurance
contract wording was issued to replace the slip. If there was a major loss in the meantime,
this often led to disputes regarding terms that were unclear or unknown. Placing slips did
not always accurately reflect the material terms of the reinsurance agreement. Primary
concerns underlying the adoption of the Contract Certainty Code of Practice were: (1)
Incomplete contracts — often the slip did not accurately reflect the material terms of the
reinsurance agreement (the terms set out on the slip were unclear, including such prob-
lems as: unclear referencing to specific clauses which were meant to apply, missing pay-
ment terms, unclear parties to the contract, unclear reinsurance cover, unclear subject
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matter of the reinsurance); (2) Delayed receipt of signed contract wording; and (3) Risk
of two competing contracts in existence — the slip as the provisional contract until it had
been superseded by the signed contract wording as the finally agreed contract. In this
sense, until a full reinsurance contract wording was signed by both parties, the slip was
the record of the reinsurance contract between the parties. Although, legally the signed
wording generally took precedence over the slip, when the terms of the slip and contract
wording were fundamentally different, there were sometimes legal disputes as to whether
the slip or contract wording took precedence.

The Contract Certainty Code of Practice sets forth eight principles, that should be met,
including that insurers provide “appropriate evidence of coverage” within 30 days of the
inception date of a contract.

In addition to defining contract certainty as “the complete and final agreement of all terms
(including signed lines) between insureds and insurers before inception” of the contract,
the Code provides that the “full wording” of the contract “must be agreed before any
insurer formally commits to the contract” and that there must be the “appropriate evidence
of cover”. “Full wording” of a submission seeking insurance is to be “a combination of:
(i) wordings and/or clauses; (ii) either referenced and/or full text; and (iii) bespoke [cus-
tomized] and/or model material” with brokers allowed to “choose which combination is
submitted to insurers” who in turn “may choose whether to accept this or require a differ-
ent approach” to documenting the contract.

The PRICL do not incorporate the Contract Certainty Code of Practice. Rather, than a
fixed number of 30 days, Article 2.3.2 provides that the parties shall document their agree-
ment reasonably promptly. Nevertheless, the 30-day period provided by the Code pro-
vides a useful benchmark for determining the period within which the parties’ agreement
should be laid down in writing.

Where a party to a contract of reinsurance has not met the requirements of this Article,
the tribunal deciding a dispute arising out of the contract may take this into account in
rendering its ruling. In determining the relative responsibilities of the contracting parties
regarding documentation and the consequences of inadequate documentation for the pur-
pose of contract construction, Articles 2.1.12 and 2.1.17 PICC provide useful guidance
(see Article 2.1.12 PICC (where writing in confirmation is sent within a reasonable time
after formation of the contract, additional or different terms stated in the purported con-
firmation become part of the agreement unless they materially alter it or the recipient
makes timely objection); Article 2.1.17 PICC (where a written contract states that it con-
tains the entire agreement between the parties, the contract cannot be contradicted or var-
ied by evidence of prior statements or agreements but such information may be used to
interpret the writing).

ARTICLE 2.3.3
(Reinsurer rights of inspection)

The reinsurer has the right to inspect the records of the reinsured
concerning the insured relationship subject to giving reasonable
advance notice. The reinsurer’s request must be reasonable regard-
ing time, place and manner of inspection.
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Default rule

In accordance with Article 1.1.3, the parties may derogate from or vary the effect of Ar-
ticle 2.3.3. The latter provision only applies to the extent that the parties have not deviated
from it by agreement.

Contracts of reinsurance typically contain language regarding the reinsurer’s rights of
inspection concerning the operations of the reinsured and the risks subject to the reinsur-
ance contract. Although there is no one standard inspection clause used in reinsurance
contracts, there are a few distinct types of inspection clauses in wide use, some of which
are set forth in Appendix D.

Background

The right of inspection aims at meeting a demand for information on the part of the rein-
surer. Particularly in treaty reinsurance, the reinsurer is generally neither given infor-
mation about each underlying risk nor about the claims presented to it. Similarly, under
facultative excess of loss agreements, the reinsurer is often only informed of the name of
a well-known catastrophe such as “Hurricane Kathrina” in the context of which the rein-
sured seeks reimbursement. In view of the scarcity of information the reinsurer posesses,
the reinsurer must be granted with a right to inspect the reinsured’s books and records
(Clyde & Co 30.1).

Scope of the right

Forming part of Section 3, Article 2.3.3 applies during the contract period (and possibly
beyond). By contrast, during the negotiation of the contract of reinsurance, the reinsurer
has no right to inspect. A prospective reinsured may openly state that it is unwilling to
provide requested information — but in doing so it, of course, runs the risk that the rein-
surer will refuse to do further business with the applicant. Equally, a reinsurer may make
his decision to enter into the contract dependent on the production of documents by the
prospective reinsured. When a reinsured seeks to comply with such a request, it must
produce documentation that is sufficiently complete, accurate, and not misleading in ac-
cordance with the general principle of utmost good faith (Article 2.1.2).

Under Article 2.3.3, the reinsured must give the reinsurer access to records concerning
the reinsured relationship only. The reinsured does not have to grant the reinsurer access
to information that is irrelevant to the contract of reinsurance in question.

The reinsurer may exercise its right at any reasonable time. This primarily means that
inspections generally must be conducted after having made an appointment with the re-
insured and should take place during business hours. Yet, the reinsured has no right to
refuse to make an appointment for inspection with the reinsurer. The reinsured cannot,
for example, use lack of time as an excuse for refusal to comply. Rather, the reinsured
must make time for inspections by its reinsurer. However, if the reinsured is a small or-
ganization with a limited number of personnel who can be spared to assist, the reinsurer
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should, however, avoid conducting its inspection during renewal season, whenever pos-
sible (Clyde & Co 30.33).

The reinsured must allow the reinsurer to conduct inspections at its head office or any
other place where information in its possession or under its control is located.

The reinsured must co-operate when the reinsurer conducts its inspection. For instance,
the reinsured should not prevent the reinsurer from taking copies of any inspected docu-
ment. Yet, the reinsurer must consider the reinsured’s interest when conducting an in-
spection. The latter should be able to continue running its business with as minimal dis-
ruption as possible while the inspection is taking place (Clyde & Co 30.33).

Advance notice

Under Article 2.3.3, the reinsurer must give the reinsured reasonably advance notice of
the intended inspection. What is reasonable depends on the circumstances of the case,
inter alia on the extent of the intended inspection. A short-term notice may be sufficient,
where the reinsurer’s need to inspect is urgent. This is the case, in particular where the
reinsurer is bound to time limits. Shorter notice may also be reasonable where the inspec-
tion request is limited in scope.

SECTION 4: DUTIES OWED DURING THE CLAIMS PROCESS

ARTICLE 2.4.1
(Notice of claims)

The reinsured shall give the reinsurer adequate and timely notice
of claims subject to the contract of reinsurance and of circum-
stances that pose a significant chance of resulting in reinsurance
coverage.

COMMENTS

1.

ClL

C2.

The rationale for notice

The duty of utmost good faith for a reinsured includes the duty to provide fair warning to
the reinsurer of likely future demands for payment due to the reinsured’s claims respon-
sibility. This enables the reinsurer to make finance and reserving plans and to consider
how closely to monitor the situation, consistent with any claims control clause in the con-
tract of reinsurance or Article 2.4.2.

The triggering of the notice obligation

Notice determinations should be made on the basis of the reinsured’s objectively reason-
able analysis of its claims activity in light of the nature of the affected contract of rein-
surance. A reinsured is not required to give notice of every claim for which large damages
are alleged or every category of claims that poses only a remote risk of class action or
mass tort status. The reinsured is, however, required to provide notice where the reinsured
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knows there is a substantial probability that it will be seeking reinsurance payments in
connection with a particular policy, treaty, claim, or risk.

Ilustrations

1.

Reinsured A holds a facultative certificate with Reinsurer B which provides for
coverage on an excess of loss basis after A’s claims payments exceed
USD 5 million regarding an identified group of general liability policies. One of
A’s policyholders supplies component parts for a medical device that has re-
cently been called defective in the media. Seven lawsuits have been filed, with
each of the plaintiffs claiming the medical device was defective and has caused
serious injury. The policyholder’s corporate counsel advises A that this is prob-
ably “just the tip of the iceberg.” A must give prompt notice of the situation to
B. These developments that post-date contract formation suggest a much higher
risk exposure and likelihood of payments by both A and B than was originally
anticipated.

Same facts as in the previous Illustration, except that there is only one lawsuit to
date that was filed in a jurisdiction known for its swift disposition of cases. Cor-
porate counsel and policyholder defense counsel (provided for by A) believe that
other potential plaintiffs are refraining from suit until they see the outcome of
the one case. Defense counsel has investigated and concluded that media articles
were overwrought and believes the case is defensible on both the question of
product defect and on the question of causality and damages. The plaintiff has a
history of significant medical problems. A determines that it need not provide
notice of the lawsuit to B. Fast-track trial ensues and results in a defense verdict,
vindicating A’s decision that notice was unnecessary. A has acted in compliance
with its duty to notice claims under Article 2.4.1.

Same facts as in the previous Illustration, but the fast-track trial results in a large
plaintiff’s verdict. Despite this, A’s decision to refrain from notice during the
pendency of the trial appears reasonable under the circumstances. A may, how-
ever, be required to notify B of the large verdict and its implications regarding
risk of additional liability of this type and potential remedies.

Same facts as in the previous Illustration but in addition, as a reaction to the first
plaintiff’s large verdict, two dozen new lawsuits are filed against A’s policy-
holder. A now has a duty to notify B. Even if some or all of these new lawsuits
result in defense verdicts, the new lawsuits reflect a wave of such claims that
increases B’s exposure.

ARTICLE 2.4.2
(Claims handling by the reinsured)

The reinsured shall act reasonably and prudently when addressing
claims by its insureds that may result in claims for reinsurance cov-
erage.
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COMMENTS
1. The dependence of the reinsurer upon the reinsured’s claims handling

C1. Due to the nature of reinsurance, the reinsurer is to a degree dependent on the reinsured
regarding claims handling and resolution. Even if the reinsurance agreement has a claims
handling provision giving rights to the reinsurer or provides for reports to the reinsurer or
even the consent of the reinsurer to any settlements, the fact remains that it is the reinsured
that is the primary respondent to the claims and has effective control over the defense of
claims. Consequently, the duty of utmost good faith requires that the reinsured conducts
itself reasonably in the defense and analysis of claims as well as settlement of claims.

2.  The standard for assessing the reinsured’s claims handling

C2. The principle of utmost good faith requires that the reinsured behaves in the same manner
as it would if there were no reinsurance in place and all defense expenditures or claims
payments were made from the reinsured’s own funds. The phrase is not meant literally in
that the reinsured is, of course, aware that it has purchased reinsurance and may legiti-
mately consider the existence of reinsurance in structuring its business operations. How-
ever, as respects an individual claim or loss, the reinsured should administer the matter
as if any payments for defense costs, settlements, or judgments would be made from the
reinsured’s own funds. Under this standard, the reinsured is not only incentivized to de-
fend claims vigorously if justified, but also to resolve matters economically when com-
promise is justified by the merits of the claim.

C3. Inthis context, unreasonable claims behavior requires something more than mere adverse
results or claims decisions that may appear unwise in retrospect. A reinsured is permitted
to make arguable mistakes while addressing claims. But if a reinsured’s claims behavior
is fraudulent, deceptive, grossly negligent, reckless, self-serving, or intended to unfairly
impose liability upon the reinsurer, the reinsured has not lived up to the standard of utmost
good faith and, thus, violated Article 2.4.2.

C4. Requiring the reinsured to respond to claims as if it had no reinsurance aligns the rein-
sured’s duties to the reinsurer with a liability insurer’s duty to its policyholders. In cases
where a liability insurer fails to make reasonable settlement decisions and resolve a claim
within policy limits, the insurer is typically responsible for paying not only its policy
limits but the amount of any judgment against the policyholder in excess of policy limits.
The rationale for this remedy is to make the insurer approach settlement opportunities as
if any resulting judgment would be paid solely by the insured without regard to policy
limits. This encourages the insurer to accept reasonable settlement demands at or below
the policy limits.

Illustrations

I11. A prominent movie director is sued for alleged sexual harassment and provides
notice to Reinsured A, the director’s EPL (employment practices liability) in-
surer. A investigates and finds the claim appears to be meritless. The plaintiff’s
account of two of the incidents is contradicted by security camera footage. A
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third alleged incident supposedly took place at a time when the plaintiff and de-
fendant were in different cities, which can be documented by airline tickets, hotel
receipts, and security camera footage. The fourth incident of purported harass-
ment allegedly took place at a company retreat. All eyewitness testimony sup-
ports the defendant but most of the witnesses are company employees. However,
two of the witnesses present at the retreat are not company employees. The pol-
icyholder demands a confidential multi-million-dollar policy limits settlement to
keep the matter from attracting media coverage. If A pays policy limits in settle-
ment, B may correctly contend that A has acted unreasonably. To settle an ob-
jectively meritless or overstated claim without significant resistance would be a
breach of the duty to handle claims reasonably under Article 2.4.2 where a claim
appears objectively meritless.

Reinsured A, a general liability insurer, has a large corporate policyholder sued
for defamation by a competitor that claims its product was disparaged by the
policyholder. The defamatory conduct alleged did take place but despite the neg-
ative statements, the plaintiff’s product sales have skyrocketed, making it diffi-
cult to determine the amount of damage, if any, suffered by the plaintiff. In the
absence of facts counseling to the contrary, A would be acting unreasonably to
pay policy limits in settlement of the claim without first testing the bona fides of
the plaintiff’s damages. If A makes an immediate policy limits settlement with-
out engaging in adequate investigation, discovery, and defense of the damages
portion of the plaintiffs’ claim, A is in breach of its duty to handle claims rea-
sonably under Article 2.4.2.

Same facts as in the previous Illustration, except that A not only contests dam-
ages but also disputes the allegations of product disparagement defamation, even
though the policyholder has admitted the misconduct and the evidence clearly
established that A’s policyholder made untrue, disparaging statements about the
plaintiff’s product that do not fall within any immunity provided by the applica-
ble law. A incurs substantial defense costs, which are within the scope of the
contract of reinsurance, on the liability question and is sanctioned by the presid-
ing court for making a frivolous defense. A pays these sanctions. The matter is
eventually settled for a relatively small amount of damages paid to the plaintiff.
A breached its duty to handle claims reasonably under Article 2.4.2.

Reinsured A, an automobile insurer, has a policyholder sued by an injured pe-
destrian. The liability of A’s policyholder is clear, but A determines that the
plaintiff is not badly injured and offers only a small settlement, assuming that
the plaintiff will become weary of pressing the claim and eventually accept the
small settlement offer. Instead, the plaintiff files suit. By the time trial takes place
two years later, doctors have discovered that plaintiff’s injuries are much worse
than initially thought, including cognitive degeneration from a concussion in-
curred in the collision. A increases its settlement offer, but it is still objectively
low in relation to plaintiff’s injuries and well below the policyholder’s automo-
bile and umbrella liability policy, which was also issued by A. Trial results in a
multi-million judgment against A’s policyholder that is well in excess of the
combined policy limits. A pays policy limits and the excess judgment and then
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seeks payment from B. A is in violation of its duty under Article 2.4.2 to handle
claims reasonably.

I5. Same facts as in the previous Illustration, except that A makes a fair settlement
offer at the outset and then defends the policyholder aggressively after the offer
is refused. When doctors find out that plaintiff’s injuries are more serious than
expected, A increases its settlement offer to the combined policy limits, but the
plaintiff rejects the offer. Trial results in the same multi-million judgment in ex-
cess of policy limits. Pursuant to the law of most US states, A’s offer of policy
limits will, absent extenuating circumstances, be regarded as reasonable and A
will not be responsible for the amount of any judgment in excess of its policy
limits. A pays the limits and then seeks payment from B. A has behaved reason-
ably as if it had no reinsurance in place.

3.  The duty to seek funds from third parties

C5. As part of its obligation to process claims prudently, the reinsured should make reasona-
ble efforts to obtain indemnity, contribution, salvage or recovery from third parties who
have contributed to creating the reinsured’s liability.

Ilustrations

6. Reinsured A, acommercial property insurer, pays USD 10 million in connection
with a large fire in a newly completed warehouse. Investigation reveals that the
fire was caused by faulty wiring attributable to an electrical subcontractor that
wired the warehouse. The subcontractor is solvent and has a large amount of
liability insurance. A declines to pursue a subrogation action on behalf of itself
and the warehouse owner, but does seek payment from Reinsurer B for the loss.
A has breached its duty to handle claims reasonably under Article 2.4.2 by fail-
ing to take reasonable measures to recoup the loss from the tortfeasor electrical
subcontractor.

I7. Same facts as in the previous Illustration, except that the liability case against
the electrical subcontractor is estimated to have less than a fifty percent (50%)
chance of success and will cost at least USD 1 million to litigate to conclusion
because of the need for expert witnesses and a considerable investment of time
by A’s lawyers in pursuing the potential subrogation claim. Although A perhaps
should at least make the claim or file suit in order to seek a settlement from the
electrician’s liability insurer, A can colorably claim that it has not acted unrea-
sonably and that it would make the same decision in the absence of available
reinsurance. A is in compliance with its duty to handle claims reasonably under
Article 2.4.2.

I8. Same facts as in the previous Illustration, except that the estimated chance of
success in a suit against the electrical subcontractor is less than twenty percent
(20%). A’s decision not to invest resources in pursuit of a subrogation claim that
IS SO uncertain to succeed is reasonable under the circumstances. A is in compli-
ance with its duty to handle claims reasonably under Article 2.4.2.
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9. Same facts as in the previous Illustration, except that A is a homeowner’s insurer,
the amount of loss was USD 100,000 and the alleged tortfeasor electrician is a
small business with no liability insurance. A decides not to pursue subrogation.
A’s decision appears reasonable in light of the relatively low possibility of re-
covery in relation to investment of resources by A. A is in compliance with its
duty to handle claims reasonably under Article 2.4.2.

Limitations on claims resolution authority

A reinsured shall observe any claim authority limit established by the reinsurance agree-
ment or other agreement or course of dealing established between the reinsured and the
reinsurer. Where the reinsurance agreement contains a claims control or claims co-oper-
ation clause, both reinsured and reinsurer shall conform to the terms of the clause in ut-
most good faith.,

The reinsured should also reasonably comply with the claims handling requirements of
the relevant jurisdiction in order to avoid or minimize extra-contractual obligations. This
includes, as necessary, shouldering defense obligations to the policyholder, complying
with the fair claims handling laws of the relevant jurisdiction, and complying with any
general consumer protection or fair dealing law of the relevant jurisdiction.

Sharing of information

As a general matter, the reinsured is required to share information sought by the reinsurer
if it is relevant to the claims at issue or the construction of the reinsurance agreement. The
information to be shared includes: (a) amounts claimed; (b) the amounts reserved; (c)
amounts of loss adjustment expenses; (d) claims personnel with decision-making author-
ity; (e) expert reports; (f) policy wording and other relevant documents; (g) explanation
of the reinsured’s coverage position and assessment of exposure; (h) claims handling ac-
tivities and decisions; (i) discharge of the reinsured’s duty of good faith owed to insureds;
(j) recoveries obtained or pursued; (k) litigation documents and settlement agreements;
and () proof of loss or claim and payment.

Reasonable allocation of claims

Reasonable allocation of claims requires the reinsured to allocate claims to particular pol-
icies or time periods according to an objective principle apt for the claims in question. As
a practical matter, reinsureds will often be aware that particular allocation decisions may
affect reinsurance coverage. If a reinsured selects one of two or more allocation methods
that increases available reinsurance, this does not, standing alone, violate the reinsured’s
duties or constitute improper claims processing. However, if the allocation method cho-
sen is not colorable or is shown to have been chosen primarily to maximize reinsurance,
the reinsured is in breach of its duties to the reinsurer.
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ARTICLE 2.4.3
(Follow-the-settlements and follow-the-fortunes)

To the extent a loss is covered by the contract of reinsurance,
the reinsurer shall

(a) follow the settlements of the reinsured if the losses are argu-
ably within the cover of the primary insurance contract;

(b) follow the fortunes of the reinsured.

COMMENTS

1.

ClL

C2.

Cs.

C4.

Cs.

Basic concept

Some degree of confusion attends this area of reinsurance in that courts and even industry
insiders display different understandings of the terms and concepts. Courts, particularly
in the US, are often criticized as incorrectly collapsing the concepts into one and adopting
a view of the concept that gives insufficient consideration to the interests of reinsurers.
The follow-the-fortunes and follow-the-settlements principles are similar but distinct. For
the purposes of the PRICL, the concepts of follow-the-settlements and follow-the-for-
tunes operate as set forth in this Article.

The follow-the-settlements concept provides that the reinsurer is obliged to accept the
settlements made by the reinsured. The follow-the-fortunes concept provides that the re-
insurer shall be bound by developments beyond the reinsured’s control.

Follow-the-settlements

The reinsurer’s duty to follow the reinsured’s settlements is subject to two requirements:
First, the claim as settled by the reinsured is arguably covered by the underlying contract
and, second, the claim as recognized is within the coverage of the contract of reinsurance
as a matter of law.

“Arguably covered” requires that the settlement of claims made by the reinsured is not
collusive, fraudulent, deceptive, grossly negligent or reckless, clearly outside of coverage,
or beyond the amount of limits set forth in the agreement. In determining what constitutes
an unreasonable settlement, due regard should be given to the risks faced by the reinsured
if it does not settle, including bad faith suits by policyholders, investigation and punish-
ment by regulators, the risk of worse outcomes at trial, and increased disputing costs. If
it cannot be said with positive assurance that after consideration of these factors, no rea-
sonable person would support the amounts paid in settlement, the settlement should gen-
erally be considered sufficiently reasonable in amount and terms. In other words, in set-
tling the claim, the reinsured must have acted honestly and have taken all proper and
businesslike steps.

A duty to follow the settlement can only arise where the claim is covered by the contract
of reinsurance. A duty to follow the reinsured’s settlements is, thus, limited to the scope

© PRICL Project Group Rapporteur: Jeff Stempel



59

PRICL Article 2.4.3

of cover of the contract of reinsurance and does not expand this scope. The relevant claim
Is the one as recognized in the settlement and the reinsured does not have to prove that
the original claim falls within the risks covered by the contract of reinsurance.

Ilustrations

11.

Reinsured A and Reinsurer B enter into a proportional reinsurance contract cov-
ering the general liability exposure of a major US automobile dealer. The auto-
mobile dealer’s insurance issued by the reinsured expressly excludes coverage
for punitive damages. The automobile dealer is sued in connection with an ex-
ploding gas tank that incinerates the occupant of the vehicle, a 60-year-old day
laborer. Litigation ensues. During the course of the litigation it is discovered that
the automaker knew of the dangers of the gas tank but continued to sell vehicles
with this problem and provided no warning. After trial, the estate of the victim
obtains a judgment denominated as USD 1 million in compensatory damages
and USD 100 million in punitive damages. While the defendant’s appeal from
the USD 100 million verdict is pending, A settles the claim with the victim’s
estate for USD 10 million. Because the settlement obviously includes payment
for punitive damages well above the USD 1 million of compensatory damages
awarded, B is not bound to follow the settlement for the part of the damages
exceeding USD 1 million. This is so because punitive damages are explicitly
excluded in the underlying contract and it is not businesslike for A to pay money
for uncovered losses (facts based on American Insurance Co v North American
Co for Property & Casualty Ins, 697 F2d 79 (2d Cir 1982)(applying New York
law).

Reinsured A and Reinsurer B enter into an excess of loss reinsurance covering
an automobile manufacturer that provides that B will be responsible for liability
in excess of USD 5 million on any single claim. The automaker is sued in an
exploding gas tank case. Eager to avoid a large punitive damages verdict, A
quickly settles the case for USD 2 million. B is not liable for any payments to A
because A’s payments to the automaker’s victim do not exceed the attachment
point of the reinsurance contract. The claim as recognized under the underlying
contract does not fall within the quantitative scope of cover of the contract of
reinsurance (facts based on Michigan Millers Mutual Ins Co v North American
Reinsurance Corp, 452 NW2d 841) (Mich Ct App 1990)).

Reinsured A, a general liability insurer, enters into a proportional reinsurance
contract with Reinsurer B. A’s policyholder, the owner of a bar/restaurant, is
sued by the estate of a patron who was permitted to consume excessive amounts
of liquor at the bar and then drove off the road to his death after leaving the bar
or caused the death of other motorists or pedestrians after departing the bar. Be-
cause general liability policies uniformly contain a clear liquor liability exclu-
sion routinely enforced by courts, there is effectively not even a potential for
coverage in this case. Consequently, the liability insurer need not even defend
the claim. Nevertheless, A negotiates a USD 500,000 settlement with the estate
of the patron. This settlement is clearly not businesslike. Consequently, B is not
bound to follow A’s settlement.
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C7.
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Co.

4. Reinsured A and Reinsurer B enter into an excess of loss reinsurance concerning
A’s general liability coverage of a large pharmaceutical company. The policy
limit is USD 25 million. The policyholder company’s new drug is popular and
widely prescribed by physicians. Then serious side effects are discovered that
lead to a large class action lawsuit. A settles the class action lawsuit for USD 50
million. A’s settlement appears businesslike. However, since B’s liability under
the contract of reinsurances is limited to USD 25 million and the follow-the-
settlements rule does not expand this limit, the further USD 25 million are not
within the coverage of the contract of reinsurance. B is not bound to follow A’s
settlement for the part of the settlement exceeding the reinsurance contract’s
quantitative scope of cover (facts based on Bellefonte Reinsurance Co v Aetha
Casualty & Surety Co, 903 F2d 910 (2d Cir 1990).

Follow-the-fortunes

The follow-the-fortunes principle covers developments beyond the reinsured’s control
and this includes coverage judgments against the reinsured. Even though the reinsured
may have some influence on the judgment by exercising its rights as a party to the pro-
ceedings, ultimately the decision by the court or the arbitral panel is beyond its control.
This will apply irrespective of whether the reinsurer approves the reinsured’s defense
strategy. However, where the reinsured recklessly failed to put forward obvious defenses,
the resulting judgment must be considered to have been rendered within the reinsured’s
control. In such a case, the follow-the-fortunes rule does not apply. A judicial decision is
equally to be considered to have been rendered within the reinsured’s control, where the
reinsured accepts the plaintiff’s claim and the judicial decision is based on such ac-
ceptance. An acceptance of the claim by the reinsured will be dealt with pursuant to the
follow-the-settlements rule rather than the follow-the-fortunes rule. Similarly, where the
reinsured provokes a default judgment, such judgment is rendered within the reinsured’s
control so that the follow-the-fortunes rule is not applicable.

The follow-the-fortunes rule also applies, eg, where exchange rates are fluctuating. Where
the value of insurance money to be paid by the reinsured under the underlying contract is
increased due to a change in the exchange rate, the reinsurer is bound to follow the rein-
sured’s fortunes. The reinsurance money to be paid includes the increased expenses in-
curred by the reinsured due to the change in the exchange rate.

A further example for an application of the follow-the-fortunes rule is a change in national
law which has an impact on the cover under the underlying contract of insurance. For
instance, if the law governing the underlying insurance contract forbids the coverage of
punitive damages but lifts such a ban later-on, such change expands the reinsured’s cover
under the underlying contract. The reinsured must follow the reinsured’s fate unless the
contract of reinsurance provides for an explicit exclusion of punitive damages.

In the context of the follow-the-settlements rule, the reinsured is under a duty to act hon-
estly and in a businesslike manner when settling a claim. In contrast, the follow-the-for-
tunes rule deals with developments beyond the reinsured’s control. Thus, there cannot be
an evaluation of the honesty and businesslikeness of the reinsured’s conduct.
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The follow-the-fortunes rule will not expand coverage under the contract of reinsurance.
Accordingly, the reinsurer is only required to follow the reinsured’s fortunes, insofar as
a claim is covered under the contract of reinsurance.

Ilustrations

I5. Reinsured A and Reinsurer B enter into a proportional reinsurance covering the
general liability exposure of a major US automobile manufacturer. The contract
of reinsurance does not cover claims for punitive damages. The automobile man-
ufacturer is sued in connection with an exploding gas tank that incinerates the
occupant of the vehicle, an 80-year-old retiree. Litigation ensues. During the
course of the litigation it is discovered that the automobile manufacturer knew
of the dangers of the gas tank but continued to sell vehicles with this problem
and provided no warning. After trial, the estate of the victim obtains a judgment
denominated as USD 10 million in compensatory damages and USD 100 million
in punitive damages. The automobile manufacturer obtains a judgment for cov-
erage of the entire tort award under the underlying insurance policy against A.
B is under an obligation to follow A’s fortunes regarding the compensatory dam-
ages. By contrast, as punitive damages are outside the reinsurance coverage, B
is under no duty to follow A’s fortunes regarding punitive damages.

6. Reinsured A and Reinsurer B enter into an excess of loss reinsurance concerning
A’s general liability coverage of a large pharmaceutical company. The policy
limit is USD 25 million. The policyholder company’s new drug is popular and
widely prescribed by physicians. Then serious side effects are discovered that
lead to a large class action lawsuit. The case proceeds to trial and results in a
USD 100 million judgment against the drugmaker. B is bound to follow A’s for-
tunes only to the extent the loss is within the quantitative scope of cover of the
contract of reinsurance.

Justification and operation of the default rule

Once the parties chose the PRICL to govern their contract of reinsurance, Article 2.4.3
operates as a default rule. This appears justified by the fact that most contracts of reinsur-
ance on the market contain some kind of follow-the-fortunes and follow-the-settlements
clauses. This common practice justifies a default rule even though under various national
laws there is a debate about whether, eg, the follow-the-settlements rule applies as default
rule in the absence of explicit language in the contract of reinsurance (see STARING AND
HANSELL § 18:2 et seqq).

But like with other default rules, this rule can be altered by the parties as part of the
contracting process. As mentioned, use of follow-the-settlements and follow-the-fortunes
clauses is quite common in reinsurance practice. Various wordings are used. Such clauses
would prevail over Article 2.4.3.
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ARTICLE 2.4.4
(Timely payment of reinsurance claims)

Upon proper presentation of a claim by the reinsured for payment,
the reinsurer shall make reasonably prompt payment of amounts
to be paid on a claim to the reinsured pursuant to the contract. The
parties may specify the precise terms and timing of payments.

COMMENTS

1.

ClL

C2.

Cs.

Proper presentation

Proper presentation of a request for payment means an adequately documented request
by the reinsured proving that the claim is covered both under the underlying contract and
the contract of reinsurance. Where Article 2.4.3 is applicable, the proof that the claim is
covered under the underlying contract may be eased. More specifically, in application of
the follow-the-settlements rule, the reinsured merely has to prove that it acted reasonably
and in a businesslike manner when settling the claim under the underlying contract and
that the claim as recognized is covered under the contract of reinsurance.

Time of payment

Reinsurers will generally earn higher profits by paying claims later rather than earlier. In
order to avoid opportunistic behavior, reinsurers are under an utmost good faith obligation
to pay properly presented claims as promptly as feasible, particularly when there are no
significant disputes regarding coverage. Although there is a general reinsurance norm
requiring timely payment of obligations, there is no widely established specific time limit
(eg within 30 days of notification, within 10 business days of verification). Consequently,
parties to a contract of reinsurance wishing a more concrete standard than the general
obligation to make timely payment upon reasonable request may elect to establish more
concrete and specific procedures and deadlines regarding payment. To the extent the par-
ties do not have a specific agreement, in determining the reasonable promptness of a pay-
ment one may have recourse to an established course of dealings between the parties or
to a trade usage of the particular reinsurance market.

Interest on late payments

Where payment of a claim is late, the reinsured is entitled to a reasonable and fair rate of
interest applied from the time the payment was due until the time of payment. Arti-
cle 7.4.9(2) PICC provides for interest at the “average bank short-term lending rate to
prime borrowers prevailing for the currency of payment at the place for payment, or where
no such rate exists at that place, then the same rate in the State of the currency of pay-
ment.” If neither of these measures of interest is available, the interest rate is “the appro-
priate rate fixed by the law of the State of the currency of payment.”
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Payment through set-off

Unless otherwise agreed by the parties, set-off in contracts of reinsurance shall be gov-
erned by the rules set forth in Chapter 8 PICC (setting forth criteria and protocol for set-
off and providing illustrative commentary).

As to the practical importance of payment by set-off in reinsurance transactions, see Ar-
ticle 2.3.1 Comments 7 et seqq.
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CHAPTER 3
REMEDIES

ARTICLE 3.1
(Remedies for breach of contract)

(1 If a party breaches the contract, an aggrieved party is enti-
tled to claim

(@) performance in accordance with Chapter 7 Section 2 PICC;
(b) damages in accordance with Chapter 7 Section 4 PICC.

2) An aggrieved party may terminate the contract if it cannot
reasonably be expected to uphold the contract.

COMMENTS

1.

ClL.

C2.

Cs.

C4.

CsS.

Relation to the PICC

The approach taken in Article 3.1 largely follows the approach of Chapter 7 PICC. How-
ever, the rule on termination in paragraph (2) deviates from and takes precedence over
Article 7.3.1 PICC.

Article 3.1 uses the term “breach of contract” rather than the term “non-performance”.
The term “breach of contract” clearly includes defective performance and late perfor-
mance as well as a total failure to perform whereas it is doubtful as a matter of linguistics
whether the term “non-performance” would include defective and late performance. Con-
sidering the way Article 7.1.1 PICC defines the term “non-performance”, it is synony-
mous with the term “breach of contract”.

The provisions contained in Chapter 7 Sections 2 and 4 PICC are set forth in Annex 1
(Chapter 7 Section 2 PICC) and Annex 2 (Chapter 7 Section 4 PICC) to these Comments.

Remedies in general

Avrticle 3.1 does not distinguish between different types of breaches. Hence, the remedies
provided govern any breach of contractual duties stipulated by the PRICL and the contract
itself.

Article 3.1 does not provide remedies for breaches of pre-contractual duties. Remedies
for breach of the pre-contractual disclosure duty (Article 2.2.1) are provided in Arti-
cle 3.2. Remedies for breach of other pre-contractual duties are provided by the PICC, eg
Avrticle 2.1.15 PICC (concerning the duty to negotiate in good faith), Article 2.1.16 PICC
(concerning the duty of confidentiality), Article 7.4.1 PICC (concerning the right to dam-
ages in general and including damages for breach of pre-contractual duties).
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In contrast to Article 3.2, the remedies provided in Article 3.1 are available to both rein-
surer and reinsured, whichever is the aggrieved party.

Paragraph (2) is based on the assumption that both parties to the contract have an interest
in upholding it regardless of the breach. The contract shall only be terminated where the
breach is such that the other party cannot reasonably be expected to uphold the contract.

Article 3.1 does not provide the aggrieved party with a right to adjust the contract. An
adjustment can be made according to the terms of the contract if the contract provides for
such a right or by an ad hoc agreement of the parties.

The list of remedies provided in Article 3.1 is comprehensive and binding upon a court
or an arbitral tribunal, as the case may be. The parties may deviate from Article 3.1 in the
contract or allow for deviations by the arbitral tribunal (eg by agreeing on an ex aequo et
bono element in an arbitration clause).

The remedies provided in Article 3.1 are not mutually exclusive and need not be pursued
in any particular order. The aggrieved party may rely on one remedy exclusively, eg when
it claims damages only. It may also combine remedies in an appropriate manner, eg when
it claims specific performance as well as damages to compensate for the delay prior to
performance.

In accordance with the principle of good faith as provided in Article 1.7 PICC and the
principle of utmost good faith as provided in Article 2.1.2, a party entitled to a remedy
under Article 3.1 may be restricted when exercising such right. Eg a party may not be
able to terminate the contract under paragraph (2) if it has not pursued that right within a
reasonable time. Generally speaking, the concept of inconsistent behavior (venire contra
factum proprium; cf Article 1.8 PICC) applies to the exercise of remedies. For example,
a party may not exercise a remedy for breach to the extent such breach was caused by its
act or omission or by another event for which it bears the risk (see Article 7.1.2 PICC
(Interference by the other party)).

Questions concerning limitation are governed by Chapter 10 PICC. In particular, the gen-
eral limitation period of three years as provided in Article 10.2(1) PICC applies to all
remedies.

Right to performance (paragraph (1)(a))

Paragraph (1)(a) grants the right to performance and thereby refers to Chapter 7 Sec-
tion 2 PICC. In contracts of reinsurance, the main duties of the parties are of a monetary
nature. Accordingly, Article 7.2.1 PICC (Performance of monetary obligation) grants a
claim for payment. Non-monetary obligations such as a duty to grant inspection of records
(Article 2.3.3) are governed by Article 7.2.2 PICC (Performance of non-monetary obli-
gation).

Right to damages (paragraph (1)(b))

The right to damages provided by paragraph (1)(b) is generally governed by Chapter 7
Section 4 PICC.
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C15. Article 7.4.2 PICC follows the principle of full compensation. Courts and arbitral tribu-
nals have no discretion to reduce the amount of damages (cf Article 7.4.2 PICC Com-
ment 1). Full compensation is subject to the need to prove damages with reasonable cer-
tainty as set forth in Article 7.4.3 PICC. Losses recoverable include loss of profits (cf Ar-
ticle 7.4.2 PICC Comment 2).

C16. Interest must be paid in case of delay in the payment of a sum of money in accordance
with Article 7.4.9 PICC.

C17. The PICC provide for additional requirements concerning the right to damages which
also apply to contracts governed by the PRICL. These include inter alia the requirement
of a causal link between the breach and the harm incurred (Article 7.4.2(1) PICC) as well
as the foreseeability of the harm at the time of contract formation (Article 7.4.4 PICC).

5.  Right to terminate the contract (paragraph (2))

C18. The contract may only be terminated where the breach is such that the other party cannot
reasonably be expected to uphold the contract. Thus, termination under paragraph (2)
requires that the breach is fundamental. Particular regard shall be given to whether the
breach goes “to the root of the contract” or substantially deprives the aggrieved party of
the benefit under the contract (cf Yam Seng Pte Ltd v International Trade Corp Ltd [2013]
1 CLC 662, 87). These and further important factors are set forth in a non-exhaustive list
in Article 7.3.1(2)(a)—(e) PICC which reads: [...] regard shall be had, in particular, to
whether

(a) the non-performance substantially deprives the aggrieved party of what it was entitled
to expect under the contract unless the other party did not foresee and could not reasonably
have foreseen such result;

(b) strict compliance with the obligation which has not been performed is of essence under
the contract;

(c) the non-performance is intentional or reckless;

(d) the non-performance gives the aggrieved party reason to believe that it cannot rely on
the other party’s future performance;

(e) the non-performing party will suffer disproportionate loss as a result of the preparation
or performance if the contract is terminated.

C19. In determining whether the aggrieved party can reasonably be expected to uphold the
contract, both an objective and a subjective standard need to be applied. These standards
are met when neither a reasonable person in the position of the aggrieved party (objective
standard) nor the aggrieved party itself (subjective standard) would uphold the contract.
This two-fold approach ensures that farfetched deliberations are not considered sufficient
to satisfy the requirement.

C20. If the requirements of paragraph (2) are met, the aggrieved party is entitled to terminate
the contract, even in case of force majeure (cf Article 7.1.7 PICC Comment 2).
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Neither the PRICL nor the PICC equate delay in performance alone with fundamental
breach. However, Article 7.3.1(3) PICC additionally entitles the aggrieved party to ter-
minate in case of mere delay in performance provided that an additional period of time as
provided by Article 7.1.5 PICC had expired. This possibility to set an additional period
of time for performance also applies to contracts governed by the PRICL. However, fail-
ure to cure the breach within the additional period of time provided does not necessarily
establish a right to terminate the contract. Rather, such failure will be considered an ad-
ditional factor in determining whether a breach is fundamental as described by paragraph

).

Avoidance in case of breach of the pre-contractual disclosure duty is not subject to para-
graph (2) but is specifically regulated by Article 3.2(3). However, Article 3.1 paragraph
(2) may be applied by analogy to a breach of other pre-contractual duties provided that
the aggrieved party cannot reasonably be expected to uphold the contract and could not
have been aware of the breach when entering into the contract.

Paragraph (2) governs only the termination of the breached contract. However, there may
be extraordinary cases where the breach of one contract creates a situation where the ag-
grieved party cannot reasonably be expected to uphold other affected contracts because it
can no longer trust the other party. In such cases, application of paragraph (2) by analogy
may be considered by the court or arbitral tribunal. However, this may be done only in
severe cases in which the fundamental breach permeates the entire relationship between
the parties and affects other contracts among the parties. This will not be the case where
a breach of contract only deprives the aggrieved party of what it was entitled to expect
under this particular contract (cf Article 7.3.1(2)(a) PICC). This will also not be the case
only because the strict compliance with the breached obligation was of essence under this
particular contract (cf Article 7.3.1(2)(b) PICC). However, where the reinsured defrauds
the reinsurer in a systematic manner such as repeatedly falsifying claims or where the
reinsurer methodically and unreasonably withholds payment, all affected contracts may
be terminated.

The right to terminate the contract does not foreclose pursuit of other remedies provided
by paragraph (1) such as damages or performance of a duty that arose prior to termination.

Termination under paragraph (2) requires notice being given according to Articles 7.3.2
to 7.3.5 PICC. Termination is effective as of the date of the notice. It does not have ret-
roactive effect.

Annex 1 (Chapter 7 Section 2 PICC)

Article 7.2.1 PICC (Performance of monetary obligation): Where a party who is obliged
to pay money does not do so, the other party may require payment.

Article 7.2.2 PICC (Performance of non-monetary obligation): Where a party who owes
an obligation other than one to pay money does not perform, the other party may require
performance, unless (a) performance is impossible in law or in fact; (b) performance or,
where relevant, enforcement is unreasonably burdensome or expensive; (c) the party enti-
tled to performance may reasonably obtain performance from another source; (d) perfor-
mance is of an exclusively personal character; or (e) the party entitled to performance does
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not require performance within a reasonable time after it has, or ought to have, become
aware of the non-performance.

Avrticle 7.2.3 PICC (Repair and replacement of defective performance): The right to per-
formance includes in appropriate cases the right to require repair, replacement, or other
cure of defective performance. The provisions of Articles 7.2.1 and 7.2.2 apply accord-

ingly.

Article 7.2.4 PICC (Judicial penalty): (1) Where the court orders a party to perform, it
may also direct that this party pay a penalty if it does not comply with the order. (2) The
penalty shall be paid to the aggrieved party unless mandatory provisions of the law of the
forum provide otherwise. Payment of the penalty to the aggrieved party does not exclude
any claim for damages.

Article 7.2.5 PICC (Change of remedy): (1) An aggrieved party who has required perfor-
mance of a non-monetary obligation and who has not received performance within a period
fixed or otherwise within a reasonable period of time may invoke any other remedy. (2)
Where the decision of a court for performance of a non-monetary obligation cannot be
enforced, the aggrieved party may invoke any other remedy.

7.  Annex 2 (Chapter 7 Section 4 PICC)

Article 7.4.1 PICC (Right to damages): Any non-performance gives the aggrieved party a
right to damages either exclusively or in conjunction with any other remedies except where
the non-performance is excused under these Principles.

Article 7.4.2 PICC (Full compensation): (1) The aggrieved party is entitled to full com-
pensation for harm sustained as a result of the non-performance. Such harm includes both
any loss which it suffered and any gain of which it was deprived, taking into account any
gain to the aggrieved party resulting from its avoidance of cost or harm. (2) Such harm may
be non-pecuniary and includes, for instance, physical suffering or emotional distress.

Article 7.4.3 PICC (Certainty of harm): (1) Compensation is due only for harm, including
future harm, that is established with a reasonable degree of certainty. (2) Compensation
may be due for the loss of a chance in proportion to the probability of its occurrence. (3)
Where the amount of damages cannot be established with a sufficient degree of certainty,
the assessment is at the discretion of the court.

Article 7.4.4 PICC (Foreseeability of harm): The non-performing party is liable only for
harm which it foresaw or could reasonably have foreseen at the time of the conclusion of
the contract as being likely to result from its nonperformance.

Article 7.4.5 PICC (Proof of harm in case of replacement transaction): Where the ag-
grieved party has terminated the contract and has made a replacement transaction within a
reasonable time and in a reasonable manner it may recover the difference between the con-
tract price and the price of the replacement transaction as well as damages for any further
harm.

Article 7.4.6 PICC (Proof of harm by current price): (1) Where the aggrieved party has
terminated the contract and has not made a replacement transaction but there is a current
price for the performance contracted for, it may recover the difference between the contract
price and the price current at the time the contract is terminated as well as damages for any
further harm. (2) Current price is the price generally charged for goods delivered or services
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rendered in comparable circumstances at the place where the contract should have been
performed or, if there is no current price at that place, the current price at such other place
that appears reasonable to take as a reference.

Article 7.4.7 PICC (Harm due in part to aggrieved party): Where the harm is due in part
to an act or omission of the aggrieved party or to another event for which that party bears
the risk, the amount of damages shall be reduced to the extent that these factors have con-
tributed to the harm, having regard to the conduct of each of the parties.

Article 7.4.8 PICC (Mitigation of harm): (1) The non-performing party is not liable for
harm suffered by the aggrieved party to the extent that the harm could have been reduced
by the latter party’s taking reasonable steps. (2) The aggrieved party is entitled to recover
any expenses reasonably incurred in attempting to reduce the harm.

Article 7.4.9 PICC (Interest for failure to pay money): (1) If a party does not pay a sum of
money when it falls due the aggrieved party is entitled to interest upon that sum from the
time when payment is due to the time of payment whether or not the non-payment is ex-
cused. (2) The rate of interest shall be the average bank short-term lending rate to prime
borrowers prevailing for the currency of payment at the place for payment, or where no
such rate exists at that place, then the same rate in the State of the currency of payment. In
the absence of such a rate at either place the rate of interest shall be the appropriate rate
fixed by the law of the State of the currency of payment. (3) The aggrieved party is entitled
to additional damages if the non-payment caused it a greater harm.

Article 7.4.10 PICC (Interest on damages): Unless otherwise agreed, interest on damages
for non-performance of non-monetary obligations accrues as from the time of nonperfor-
mance.

Article 7.4.11 PICC (Manner of monetary redress): (1) Damages are to be paid in a lump
sum. However, they may be payable in instalments where the nature of the harm makes
this appropriate. (2) Damages to be paid in instalments may be indexed.

Article 7.4.12 PICC (Currency in which to assess damages): Damages are to be assessed
either in the currency in which the monetary obligation was expressed or in the currency in
which the harm was suffered, whichever is more appropriate.

Article 7.4.13 PICC (Agreed payment for non-performance): (1) Where the contract pro-
vides that a party who does not perform is to pay a specified sum to the aggrieved party for
such nonperformance, the aggrieved party is entitled to that sum irrespective of its actual
harm. (2) However, notwithstanding any agreement to the contrary the specified sum may
be reduced to a reasonable amount where it is grossly excessive in relation to the harm
resulting from the non-performance and to the other circumstances.

ARTICLE 3.2
(Remedies for breach of pre-contractual duty of disclosure)

(1) If the prospective reinsured breaches its duty of disclosure
as set forth in Article 2.2.1 and if the reinsurer, had it known the
undisclosed information, would have entered into the contract on
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different terms and conditions other than the premium, the rein-
surer is entitled to retroactively adjust the contract to these differ-
ent terms and conditions.

2) Subject to paragraph (1), if the prospective reinsured
breaches its duty of disclosure as set forth in Article 2.2.1 and if the
reinsurer, had it known the undisclosed information, would have
entered into the contract on a higher premium, the reinsurer is en-
titled to

(@) proportionally reduce the amount to be paid on any claim
arising from a loss that occurred before the reinsurer became
aware of the breach and

(b) claim the higher premium for the remaining contract period
while providing full coverage according to the adjusted contract for
all claims arising from a loss that occurred after the reinsurer be-
came aware of the breach.

If the reinsured notifies the reinsurer, within reasonable time after
the adjustment, it is entitled to pay the higher premium retroac-
tively to the formation of the contract and to full coverage for losses
of which it was not aware prior to notification.

3) A breach of the duty of disclosure as set forth in Article 2.2.1
by the prospective reinsured entitles the reinsurer to avoid the con-
tract retroactively if

(@) the duty was breached fraudulently, or

(b) the reinsurer would not have entered into the contract at all
had it known the undisclosed information.

4) If the reinsurer exercises a remedy pursuant to paragraphs
(1) to (3), it may claim additional damages.

COMMENTS
1. Relation to the PICC

C1. Article 3.2 states the exclusive remedies for breach of the duty of pre-contractual disclo-
sure. As a consequence, if a reinsured breaches this duty, the reinsurer is not entitled to
avoid the contract for mistake pursuant to Article 3.2.2 PICC or for fraud pursuant to
Article 3.2.5 PICC.

C2. Damages pursuant to an application by analogy of Chapter 7 Section 4 PICC (cf Arti-

cle 7.4.1 PICC Comment 3) may only be claimed in accordance with Article 3.2. Thus,
the reinsurer does not have a choice between claiming damages and adjusting or avoiding
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the contract, as the case may be. The reinsurer is bound to exercise the remedies as set
forth in paragraph (1)—(3) and may only claim such damages which are not cured by the
exercise of these remedies. This will usually be reliance damages (see Comment 38).

Structure of the provision

Article 3.2 is designed in a threefold structure. Paragraphs (1) and (2) determine the con-
sequences of a breach of the pre-contractual duty of disclosure in cases where the rein-
surer would have entered into the contract albeit on different terms and conditions. In
principle, paragraphs (1) and (2) allow for an adjustment whereas paragraph (3) allows
for the avoidance of the contract. Paragraph (4) grants additional damages which are not
already covered by paragraphs (1) to (3).

Determining breach of the duty of disclosure as set forth in Article 2.2.1

Exercise of the remedies of Article 3.2 requires a breach of the duty of disclosure estab-
lished in Article 2.2.1. This requirement is met if the prospective reinsured does not pro-
vide the reinsurer with all information of which it is or reasonably ought to be aware that
is material to the risks to be assumed by the reinsurer. Breach of the duty is determined
according to Article 2.2.1 and Comments thereto.

Remedies in general

Article 3.2 stipulates remedies only for breaches of the pre-contractual duty of disclosure.
The Article mentions non-disclosure but does not explicitly refer to misrepresentation.
However, non-disclosure under the PRICL includes the concept of misrepresentation.

As described in Comments 22 et seq to Article 2.2.1, the reinsured may have breached a
disclosure duty outside Article 2.2.1, ie to provide an appropriate answer to inquiries of
the reinsurer for additional information. Any breach of such duty is not to be treated as a
breach of the duty of disclosure under Article 3.2 either. The same applies to breaches of
other pre-contractual duties, which may relate to the duty of utmost good faith (Arti-
cle 2.1.2) and the duty of confidentiality (Article 2.1.3).

Article 3.2 is based on the assumption that both parties to the contract have an interest in
upholding it regardless of the breach. Therefore, the PRICL take the approach to uphold
the contract. Accordingly, adjustment is the favored remedy and avoidance is the remedy
of last resort available only where strict requirements are met (paragraph (3)).

Avrticle 3.2 seeks to provide the reinsurer with remedies which are proportionate to the
gravity of the breach and its consequences. The Article balances the interests of the par-
ties and also reflects modern developments in insurance and reinsurance, as demon-
strated, eg by Chapter 4 Schedule 1 UK Insurance Act 2015.

The reinsurer may unilaterally exercise the remedies granted, in particular the adjustment
of the contract; the reinsurer bears the burden of proof for the availability of the remedies.

In accordance with the principle of good faith as provided in Article 1.7 PICC and the
principle of utmost good faith as provided in Article 2.1.2, a reinsurer entitled to a remedy
under Article 3.2 may be restricted when exercising such right. Eg a reinsurer may not be
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able to adjust the contract pursuant to paragraph (1) and (2) or to avoid it pursuant to
paragraph (3) if it has not pursued that right within a reasonable time. Generally speaking,
the concept of inconsistent behavior (venire contra factum proprium; cf Article 1.8 PICC)
applies to the exercise of such remedies. For example, a reinsurer may not exercise a
remedy if the breach was caused by its own act or omission or if the reinsurer was aware
of the undisclosed information (cf Article 7.1.2 PICC (Interference by the other party)).

Questions concerning limitation are governed by Chapter 10 PICC. In particular, the max-
imum limitation period of ten years as provided in Article 10.2(2) PICC applies where
the reinsurer remains unaware of the breach. In contrast, the principle of utmost good
faith generally requires the reinsurer to exercise its remedy within a reasonable time after
becoming aware of the non-disclosure. The reinsurer is then not allowed to rely on the
general limitation period of three years pursuant to Article 10.2(1) PICC.

Right to adjust the contract
Deterrent effect

Traditionally, reinsurers could avoid the contract for the reinsureds’ breach of the pre-
contractual disclosure duty and thereby were fully discharged. The harshness of this rem-
edy provided a strong deterrent effect. However, contract avoidance was often a dispro-
portionate remedy.

Contract adjustment as provided by paragraph (1) and (2) reflects a more proportionate
approach. At the same time, the question arises whether adjustment provides sufficient
motivation for the reinsured to make full disclosure. The concern is that the adjustment
remedy allows the non-disclosing reinsured to be no worse off than it had been had it
made proper disclosure.

This concern is overstated. In cases of fraud or where the reinsurer demonstrates that it
would not have entered into the contract at all, the remedy of avoidance remains available.
Furthermore, in cases of adjustment, the reinsured will be worse off in many situations.
For example, where the reinsurer adjusts the contract by inserting an exclusion clause,
losses which occurred in the past and are subject to the exclusion clause will not be cov-
ered at all. Moreover, where the reinsurer has received an inadequate premium relative to
the risk, the amount to be paid will be reduced proportionately and lead to the effect that
the reinsured is only partially covered. This provides sufficient incentive for the reinsured
to adhere to its duty of disclosure.

Ilustration

I1.  Reinsured A, a life insurer, failed to inform Reinsurer B that it sells policies
exclusively through marketing to members of the American Association of Re-
tired Persons (AARP). The minimum age for AARP membership is 55. Forty of
the policyholders are killed when a terrorist bomb destroys the high-rise apart-
ment building in which they reside. All held high-limit life insurance policies
issued by the reinsured, resulting in payments of USD 40 million by the life in-
surer/reinsured to beneficiaries. B discovers the failure to disclose the age infor-
mation at which policies were targeted, a material omission in view of the in-
creased mortality associated with age. An objectively reasonable and prudent
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reinsurer would have demanded a higher premium as a condition of entering into
the contract of reinsurance. A nonetheless seeks payment by the reinsurer by
arguing that the deaths of the insured persons were not related to their age but
were caused by murder. Although A is correct that the loss in question was
caused by terrorism and crime rather than age-related mortality, A’s breach of
its duty of disclosure entitles B to adjust the contract.

Different terms and conditions other than the premium pursuant to paragraph (1)

Paragraph (1) establishes a right to retroactively adjust the contract where the reinsurer
demonstrates that it would have entered into the contract only on different terms and con-
ditions. As a consequence, such terms and conditions form part of the contract retroac-
tively.

The formula “terms and conditions” as mentioned in paragraph (1) is used as a synonym
for any kind of contract clause. It is used in a broad sense. The wording would even cover
the premium arrangement. However, the premium is expressly excluded from the scope
of application of paragraph (1) because it is directly addressed in paragraph (2). The dif-
ferentiation between premium and other terms and conditions is consistent with Chapter 4
Schedule 1 UK Insurance Act 2015.

One of the scenarios addressed by paragraph (1) concerns a situation in which the rein-
surer would have excluded a risk had it known the undisclosed information. In such cases,
the reinsurer has the option of retroactively inserting such an exclusion into the contract.
This exclusion would become part of the contract and may release the reinsurer from
providing coverage for a risk initially insured under the contract.

Ilustration

12.  Reinsured A fails to disclose the information that it insures large asbestos man-
ufacturers. Reinsurer B would never have entered into the contract without an
asbestos exclusion. When B is presented with asbestos claims it is entitled to
insert an asbestos exclusion retroactively.

In another scenario, a reinsurer may have been willing to accept the risk but only at a
lower limit had it been aware of the undisclosed information. In such cases, the reinsurer
would be able to adjust the contract by reducing its liability to the limit it would have
covered.

Illustration

[3. Reinsured A purchases a USD 500 million coverage from Reinsurer B. A fails
to disclose the information that a considerable portion of its property policies
coverage risks located in Florida, a state where hurricane losses are common.
B’s underwriting guidelines provide a maximum cover limit of USD 100 million
where the risk involves Florida property. Upon discovering the true facts, B is
entitled to limit its cover to USD 100 million in accordance with its underwriting
guidelines.
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Higher premium pursuant to paragraph (2)

Paragraph (2) addresses remedies of the reinsurer in case it would have entered into the
contract on a higher premium had it known the undisclosed information. The reinsurer’s
rights to adjust the premium (paragraph (2)(a)) and to reduce the amount to be paid on a
claim (paragraph (2)(b)) protect its interest in receiving a premium adequate to the risk.
At the same time, paragraph (2) upholds the contract which is in both parties’ interest.

The remedy to proportionally reduce the amount to be paid according to paragraph (2)(a)
relates to any claim arising from a loss that occurred before the reinsurer became aware
of the breach. This applies irrespective of how such loss will be allocated under an allo-
cation clause in the contract. For example, if a loss occurring before the reinsurer became
aware of the non-disclosure is allocated to a period following such awareness, the amount
to be paid may nevertheless be reduced proportionately. In turn, if a loss occurring after
the reinsurer became aware of the non-disclosure is allocated to a period prior to such
awareness, the amount to be paid is not reduced. The reinsured may respond to this situ-
ation by accepting to pay the higher premium even retroactively (paragraph (2) sentence
2). This is dealt with in Comment 24 below.

In determining the proportionate reduction, the reinsurer must use the ratio of the pre-
mium actually charged to the higher premium that would have been charged had the re-
insurer been correctly informed.

Ilustration

I4. Reinsured A issues automobile liability policies and states that it has 100,000
policies in force. In fact, it has 200,000 policies in force. A contracts with Rein-
surer B which charges USD 10 million for the coverage but would have charged
USD 20 million had it known the actual facts. B is entitled to reduce the amount
to be paid on claims by 50 percent.

Paragraph (2)(b) grants the reinsurer the right to claim the premium it would have charged
had it known the undisclosed information. This higher premium applies to the remaining
contract period. Correspondingly, all claims arising from a loss that occurred after the
reinsurer became aware of the breach are covered as provided in the contract. This applies
irrespectively of whether the reinsurer actually adjusts the premium.

This approach deviates from the solution set out in the UK Insurance Act 2015. Para-
graph (2)(b) operates prospectively as from the moment the reinsurer becomes aware of
the non-disclosure. From that moment on, it puts the parties in the position they would be
in had they contracted on the basis of full disclosure. By contrast, the UK Insurance Act
2015 only provides for a proportionate reduction of the amount to be paid on claims
(cf Chapter 4 Schedule 1 Part 1 paragraph (6)). Where the breach was deliberate or reck-
less, the UK Act provides the reinsurer with the additional right to avoid the contract
(cf Chapter 4 Schedule 1 Part | paragraph (2)).

Paragraph (2) Sentence 2 grants the reinsured the right to pay the higher premium retro-
actively to the formation of the contract. This right is exercised by notifying the reinsurer
within reasonable time after the premium adjustment. As a consequence, the reinsured is
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entitled to coverage as provided in the contract but only for losses of which it was not
aware prior to notification. The rule in paragraph (2) sentence 2 anticipates situations in
which contracts of reinsurance involve long-tail risks.

“Reasonable” refers to the period of time which is necessary for the reinsured to give
notice as soon as circumstances permit. The time necessary to give notice for the rein-
sured will include an appropriate time to assess the situation.

The reinsured’s right to pay the premium retroactively depends on the actions taken by
the reinsurer. Where the reinsurer does not exercise the right to adjust the premium, the
counter-right of the reinsured will not arise.

Right to avoid the contract pursuant to paragraph (3)
Avoidance in general

As mentioned before, it is the aim of the PRICL to uphold the contract wherever possible.
Therefore, the entitlement of the reinsurer to avoid the contract is restricted to extraordi-
nary cases only. For the same reason, the requirements of the remedy are to be interpreted
restrictively.

There are only two alternative situations in which paragraph (3) permits avoidance: ei-
ther, the reinsured has acted fraudulently or the reinsurer would not have entered into the
contract at all had it known the undisclosed information.

Where the contract is avoided according to paragraph (3), the reinsurer is not entitled to
retain the premium received. However, parties may have agreed on the reinsurer being
entitled to retain the premium or, in order to reach a similar result, on a liquidated dam-
ages or penalty clause. Such clauses are subject to a reduction to a reasonable amount
pursuant to Article 7.4.13(2) PICC as well as to the general principle of utmost good faith
pursuant to Article 2.1.2. Moreover, prohibitions of penalty clauses under national law
may be classified by a court or an arbitral tribunal as constituting an internationally over-
riding mandatory rule which takes precedence over the PRICL pursuant to Article 1.1.5.

Examples of such prohibitions under national law are presented eg in Axa General Insur-
ers Ltd v Gottlieb [2005] EWCA Civ 112 Lloyd’s Rep IR 369; Schoeman v Constantia,
2003 6 SA 313 (SCA); Pearl Assurance Co v Union Government, 1934 AD 560 (PC).

Avoidance under paragraph (3) requires notice being given according to Articles 3.2.11
and 3.2.12 PICC. In line with Article 3.2.14 PICC, avoidance affects the validity of the
contract retroactively, ie back to the point in time when the contract was formed. The
legal consequence is that each party may claim restitution of whatever it has supplied
under the contract. Restitution is governed by Article 3.2.15 PICC. The reinsurer may not
avoid the contract if it impliedly or expressly confirmed the contract pursuant to Arti-
cle 3.2.9 PICC.
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b.  Alternative 1: Fraudulent breach pursuant to paragraph (3)(a)

C31. The first situation in which the reinsurer is entitled to avoid the contract is where the
reinsured has fraudulently not disclosed material information. A non-disclosure is fraud-
ulent if it is intended to mislead the reinsurer and to gain an advantage to the reinsurer’s
detriment. The reinsured will usually intend to gain the advantage of a contract that the
reinsurer would either not have entered into at all or that it would have only entered into
on different terms and conditions. Avoidance does, however, not require the reinsured to
actually gain the intended advantage.

Ilustration

I5. Reinsured A fears that Reinsurer B might not enter into the contract if A insures
more than 100,000 property units in Florida. In fact, A insures 150,000 units in
Florida but tells B that the number was 90,000 units expecting B to enter into the
contract on that basis. B is actually willing to contract with an insurer that covers
200,000 units in Florida. While A’s fraudulent non-disclosure concerned a ma-
terial information (the number of units insured in Florida) the non-disclosure did
not affect B’s decision to enter into the contract. Nevertheless, B has the right to
avoid the contract.

c.  Alternative 2: Non-disclosure causing formation of the contract pursuant to para-
graph (3)(b)

C32. The second situation in which the reinsurer is entitled to avoid the contract, is where it
would not have entered into the contract at all had it known the undisclosed information.
This requirement would be met, for example, where a reinsurer categorically refuses to
cover the non-disclosed risk.

Ilustration

[6. Reinsurer B’s retrocessionaires exclude coverage for pollution risks. Therefore,
B never reinsures pollution risks. Reinsured A insures a large amount of pollu-
tion risks but negligently does not disclose this to B. A and B enter into a con-
tract. B is entitled to avoid the contract.

C33. In determining whether the reinsurer would not have entered into the contract at all a
subjective standard must be applied. This approach differs from the objective standard
that must be applied with respect to the question whether undisclosed information was
material. Thus, under Article 3.2, the reinsurer is only entitled to avoid the contract, if the
non-disclosure induced the actual reinsurer to conclude the contract of reinsurance at all.
In other words, it is required that the actual reinsurer would not have entered into the
contract at all. To judge this, the relevant point in time will be the moment of contract
formation.

C34. The reinsurer may establish its subjective assessment of materiality through documents
(eg internal underwriting guidelines, internal memoranda or e-mails), testimony, past
practices or other admissible evidence and must do so by preponderance. However, mere
far-fetched contentions do not serve as credible evidence. The credibility of the evidence
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may be supported by objective criteria. The reinsurer may, for example, argue that a rea-
sonable person in its position would not have entered into the contract at all.

Ilustrations

I7. A, a Directors’ & Officers’ (D&O) liability insurer, is seeking to enter into a
contract of reinsurance with B and fails to disclose that a majority of the directors
on the board of A are not “independent” as the term is generally understood in
the relevant industry. The clear norm among reinsurers is to refuse to cover com-
panies that lack a majority of independent directors on the board, but B has no
prohibition on this and there is evidence that B does not consider this important
in assessing risk. Although objective criteria support the allegation that the actual
Reinsurer B would not have entered into the contract of reinsurance at all, the
undisclosed information did not cause B to conclude the contract. Consequently,
B is not entitled to avoid the contract.

I8.  The contract of reinsurance between Reinsured A and Reinsurer B is up for re-
newal. During the contract term, the top managers of A have been convicted of
wire fraud. Because an objectively reasonable reinsurer would consider this in-
formation in determining whether to continue to do business with A, the infor-
mation is material. This is the case even if there is some evidence that historically
B has been less concerned with the criminal justice difficulties of insurance ex-
ecutives than is a reasonable reinsurer. However, if there is sufficient evidence
that B is not at all concerned with the criminal records of a reinsured’s personnel,
the criminal convictions of A’s managers are not entitle B to avoid the contract.

There is a difference between the disclosure duty of the prospective reinsured and the
reinsurer’s remedy of avoidance. The test for the avoidance remedy as set forth in para-
graph (3)(b) is subjective whereas the test for materiality as set forth in Article 2.2.1 is
objective (see Article 2.2.1 Comments 9 et seqq). Regarding the duty to disclose, this is
because usually a prospective reinsured is not expected to know the subjective views of
the reinsurer whereas it is expected to know the views of a reasonable reinsurer. In con-
trast, since the remedy of avoidance is aiming at the protection of the specific reinsurer’s
freedom of contract, it can only be judged on the basis of a subjective standard, what the
decision of the specific reinsurer would have been.

Exercise of the remedy avoids the contract in its entirety.
Right to claim damages pursuant to paragraph (4)

In spite of an adjustment (paragraphs (1) and (2)) or an avoidance (paragraph (3)) of the
contract, the reinsurer may have incurred harm. Paragraph (4) entitles the reinsurer to
claim damages for such additional harm. Exercising the remedy of avoidance or adjust-
ment is a prerequisite of the claim for damages pursuant to paragraph (4).

Illustrations

19. Reinsured A fraudulently breaches its pre-contractual duty of disclosure towards
Reinsurer B. B may avoid the contract pursuant to paragraph (3)(a). Avoidance
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should put B in the position it would be in had it not entered into the contract.
However, B may have incurred costs when negotiating the contract and these
losses cannot be recovered by avoidance. In this case, B is entitled to claim dam-
ages in the amount of the negotiation costs.

[10. Reinsurer B adjusts the premium pursuant to paragraph (2)(b). For that purpose,
it has to re-evaluate the risk which may require the reinsurer to incur costs, eg
when there is a need to revise an expert opinion which formed the basis of the
initial premium calculation. B is entitled to compensation for these additional
costs.

C38. All aspects not covered by paragraph (4) are subject to Chapter 7 Section 4 PICC which
applies to pre-contractual duties by analogy (see Article 7.4.1 PICC Comment 3). In cases
of pre-contractual non-disclosure, full compensation pursuant to Article 7.4.2 PICC will
usually result in “reliance damage” being awarded. Interest must be paid in case of delay
in the payment of a sum of money in accordance with Article 7.4.9 PICC. Furthermore,
the requirement of a causal link between the breach and the harm incurred (Arti-
cle 7.4.2(1) PICC), the foreseeability of the harm at the time of contract formation (Arti-
cle 7.4.4 PICC), etc apply.
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CHAPTER 4
LOSS ALLOCATION

ARTICLE 4.1
(Scope of application)

This Chapter applies where the parties to the contract agree to al-
locate losses according to a “losses occurring” basis or “risks at-
taching” basis.

COMMENTS

ClL.

C2.

Cs.

This Chapter addresses the allocation basis of a contract of reinsurance. Reinsurance is
commonly underwritten on a “losses occurring” or “risks attaching” basis (CLYDE & CO
1.109; Wasa International Insurance Company Limited v Lexington Insurance Company
[2009] UKHL 40, 41 citing Balfour v Beaumont [1984] 1 Lloyd’s Rep 272). The PRICL
therefore stipulate a default understanding of the notion of “losses occurring” (Arti-
cle 4.2) and “risks attaching” (Article 4.3). The parties to a contract of reinsurance are
nevertheless free to contractually modify or derogate from the default understanding. The
terms and conditions of the contract will, as a matter of principle, take precedence over
the default rules provided for by the PRICL (see Article 1.1.3).

This Chapter is also applicable where the exact words “losses occurring” or “risks attach-
ing” are not used, but a common intention of the parties to allocate losses according to a
“losses occurring” or “risks attaching” basis — as it is provided for in and understood by
the PRICL — is established by means of contract interpretation (for the applicable rules
on contract interpretation, see Chapter 4 PICC).

The parties to a contract governed by the PRICL may also agree on a different, less com-
mon allocation basis (eg “accounted for”, “losses discovered”). The PRICL define neither
of these allocation mechanisms. Therefore, the mode of operation of such allocation bases
should be described comprehensively in the contract.

ARTICLE 4.2
(Losses occurring)

(1) An allocation clause referring to “losses occurring” brings
within the temporal scope of the contract any obligation of the re-
insured arising during the reinsurance period as a consequence of
the materialization of a peril insured against under the reinsured
relationship.

) The point in time when the obligation of the reinsured arises
is to be determined pursuant to the terms and conditions of the re-
insured relationship and the law applicable thereto.

Rapporteurs: Martin Schauer / Adam Horvath © PRICL Project Group



Acrticle 4.2 (Losses occurring) 80

COMMENTS
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The term “loss”

The notion of the “losses occurring” allocation basis is explained in Article 4.2. As a part
of the term “losses occurring”, the word “loss” refers to the coverage obligation of the
reinsured, ie to the reinsured’s contractual obligation to bear the financial consequences
of the materialization of a peril insured against under the underlying policy, the reinsured
relationship (cf Comment 10). In contrast, in the rules on loss aggregation, the word “loss”
Is used to denote the monetary damage incurred by the primary insured (see Article 5.1
Comment 11). Despite this discrepancy, the PRICL retain the term “losses occurring”, as
it has a settled meaning in the reinsurance industry, having been employed by industry
participants for a considerable period of time.

It is immaterial whether the reinsured relationship provides for indemnification against
loss or damage suffered by the policyholder or another person (indemnity insurance, cf
Article 1:201(3) PEICL) or for payment of a contractually pre-determined fixed sum on
the occurrence of an insured event defined in the policy (insurance of fixed sums, cf Ar-
ticle 1:201(4) PEICL).

Reinsurance allocation at a glance

Together with period clauses, allocation clauses define the temporal scope of (re-)insur-
ance coverage. Allocation clauses play a decisive role in identifying, among multiple
consecutive (re-)insurance contracts, the contract under which it is to be assessed whether
and in what amount the (re-)insurer is obligated to make a payment in connection with a
particular occurrence (cf Comment 36).

Where the contract of reinsurance provides for an allocation on a “losses occurring” basis,
the loss incurred by the reinsured is to be allocated to the contract in question if it arises
during the contract period. The loss incurred by the reinsured corresponds to reinsured’s
obligation to bear the financial consequences of a loss incurred by its insured (coverage
obligation, see Comment 10). It can thus be said that the allocation under the contract of
reinsurance is effectively determined by the allocation mechanism applicable to the un-
derlying policy, the reinsured relationship (cf Comments 8 et seqq, 19 et seqq, 33).

In most classes of insurance, the point in time when the coverage obligation emerges is
non-controversial. However, particularly in liability insurance, it may be ambiguous
when the coverage obligation is activated under a given policy.

Obligations of the reinsured as a consequence of the materialization of a peril in-
sured against

Article 4.2 only addresses obligations of the reinsured arising as a consequence of the
materialization of a peril insured against under a reinsured relationship. The wording shall
be construed in a broad way, so as to encompass not only the insurance benefit but all of
the reinsured’s pecuniary obligations causally connected to the materialization of a peril
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insured against under the reinsured relationship (cf Article 1:201(2) PEICL). For exam-
ple, costs incurred for obtaining an expert opinion required to settle an insurance claim
also arise as a consequence of an insured peril having materialized.

By contrast, the wording emphasizes the fact that the notion of the concept of “losses
occurring” shall not cover reinsured’s pecuniary obligations vis-a-vis the policyholder
which are unrelated to the materialization of a peril insured against under the reinsured
relationship, irrespective of their legal basis. This would be the case for, inter alia, pre-
miums claimed and recovered by a policyholder upon retroactively avoiding its insurance
contract. Such payments by the reinsured would admittedly not even be covered by the
reinsurance contract. In general, it shall be noted that the rules on loss allocation merely
play a role in determining the temporal scope of reinsurance coverage, they do not extend
reinsurance coverage beyond the terms and conditions agreed by the contracting parties
(cf also Comment 36).

The emergence of the obligation of the reinsured

The emergence of the reinsured’s coverage obligation as a consequence of the materiali-
zation of a peril insured against under the reinsured relationship (see Comment 10) is the
decisive factor for allocation under Article 4.2; said obligation must arise during the pe-
riod of a reinsurance contract in order to be allocated thereto (for the general relevance of
the reinsurance period, cf Wasa International Insurance Company Limited v Lexington
Insurance Company [2009] UKHL 40, 41). In contrast, the materialization of the peril
insured against, which forms the basis of the reinsured’s coverage obligation, is not re-
quired to take place during the reinsurance period as a matter of principle.

In order to determine which condition evokes the coverage obligation of the reinsured
under the reinsured relationship, the terms and conditions of the reinsured relationship
must be considered in their entirety, giving due regard to the contract as a whole. The
terms and conditions of the reinsured relationship are to be construed under the law ap-
plicable to it (for the relevance and role of the law governing the reinsured relationship,
see Comments 19 et seqq).

In some jurisdictions, reference is made to the “trigger of coverage”, in particular in the
context of liability insurance. The term “trigger of coverage” is “a shorthand expression
for identifying the events that must occur during the policy period to require coverage for
losses sustained by the policyholder” (Owens-Illinois, Inc v United Ins Co, 138 NJ 437,
650 A2d 974, 976 (1994)) or, under another definition “that which, under the specific
terms of an insurance policy must happen in the policy period in order for the potential
of coverage to arise” (Montrose Chem Corp v Admiral Ins Co, 10 Cal 4th 645, 42 Cal
Rptr 2d 324, 913 P2d 878, 880 et seq (1995)). The latter definition is especially helpful
in building a link between the terms “trigger of coverage” and “insured event”. An “in-
sured event” means the occurrence of the uncertain event defined in the insurance contract
(cf Article 1:201 PEICL Comment 5) and has the effect of converting the insurer’s obli-
gation to bear the risk assumed into an obligation to bear the financial consequences of
the insured event pursuant to the terms and conditions of the insurance contract (coverage
obligation; cf SCHAUER 145). The term “trigger of coverage” is used to denote the condi-
tion that activates an insurer’s coverage obligation under an insurance contract (cf MA-
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THIAS, SHUGRUE AND MARRINSON 9-60; also for example Hoechst Celanese Corp v Cer-
tain Underwriters at Lloyd’s of London, 673 A2d 164, 166, (Del 1996)) and therefore
refers to the fact constituting the insured event under a specific insurance contract (cf
Article 14:107 PEICL Comment 2).

The contracting parties are usually free to define the insured event in the insurance con-
tract. Hence, the determination of the relevant triggering factor in a particular case pri-
marily depends upon the language of the policy (ANDREA 813, 830; eg Don's Bldg Supply,
Inc v OneBeacon Ins Co, 2008 WL 3991197 (Tex 2008)). However, the applicable law
may also play a role (cf Energynorth Natural Gas, Inc v Underwriters at Lloyd’s, 150 NH
828, 848 A2d 715 (NH 2004); for the relevance of the governing law, see Comments 19
et seqq below).

For example, under a contract of liability insurance, an insurer’s coverage obligation may
be activated by the insured committing an act or by the occurrence of a fact for which the
insured is legally liable that could conceivably have led to the loss or damage (exposure
trigger, the first such act among multiple acts or the first such fact among multiple facts
is relevant), by the insured committing the initial act ultimately causing damage or by the
occurrence of a fact ultimately causing damage for which the insured is legally liable, by
the actual occurrence of loss or damage to a third person (injury-in-fact trigger), by the
manifestation of loss or damage to a third person (manifestation trigger), by the making
of a claim for damages against the policyholder by a third person (claims made), or by
the reporting by the policyholder to the insurer of a claim for damages made against the
policyholder by a third person (claims made and reported) (cf Article 14:107 PEICL; MA-
THIAS, SHUGRUE AND MARRINSON 9-60 et seqq; MALPIGLI 283 et seqq). Some insurance
policies refer to a combination of the basic triggering factors (cf Joe Harden Builders, Inc
v Aetna Casualty and Surety Co, 486 SE2d 89 (SC 1997)) or adopt multiple triggers
(FISCHER 625, 641). With regard to the continuous trigger, see Comments 25 et seqq.

Identical factual circumstances therefore do not require the same allocation where the
terms and conditions of the reinsured relationships in question vary (see also Energynorth
Natural Gas, Inc v Underwriters at Lloyd’s, 150 NH 828, 848 A2d 715 (NH 2004)).

Ilustration

I1. A manufacturer produces a defective oven. After being sold, the oven explodes
and injures the buyer when preparing the Christmas dinner on 25 December
2017. The buyer only makes the claim against the manufacturer after returning
from hospital on 15 January 2018. The manufacturer has product liability cov-
erage in place; the reinsurance contract covering the product liability policy is
written on a “losses occurring” basis and renewed annually with the renewal date
being 1 January.

a) According to the insurance contract, coverage is triggered by the actual oc-
currence of loss or damage to a third person (injury-in-fact trigger). Thus,
the reinsured’s coverage obligation arose on 25 December 2017 — at the point
in time when the oven exploded, causing the buyer’s injury. Pursuant to Ar-
ticle 4.2, the coverage obligation of the reinsured will be allocated to the
reinsurance contract covering the calendar and underwriting year 2017.
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b) According to the insurance contract, coverage is triggered by the making of
a claim for damages by a victim based on the policyholder’s product liability
(cf Article 14:107(2) PEICL). Thus, the reinsured’s coverage obligation
arose on 15 January 2018 — at the point in time when the claim was made by
the buyer. Pursuant to Article 4.2, the coverage obligation of the reinsured
will be allocated to the reinsurance contract covering the calendar and un-
derwriting year 2018. It is irrelevant that the occurrence of the accident and
injury forming the basis of the claim falls outside the reinsurance period (cf
Comment 8), because the insurance contract defines the insured event with
reference to a claim made by the victim, not to the occurrence of loss or
damage to a victim that gives rise to insured’s product liability.

C14. Naturally, the amount of premium charged by an insurer will depend on the probability
of the emergence of the coverage obligation under the insurance contract concerned, and
thus on the contractual definition of the insured event and of the relevant triggering factor.

Ilustration

12.

Under a credit insurance contract, the policyholder may insure against non-pay-
ment, protracted default or insolvency of the debtor (cf Section 3 of the Allge-
meine Versicherungsbedingungen fur die R+V-Warenkreditversicherung [AVB
WKYV] (version 07/2018); cf also BGH IV ZR 135/91 VersR 1993, 223, 225).
The premium charged by the insurer for providing coverage against non-pay-
ment will be higher than in exchange for merely covering the risk of a debtor’s
insolvency.

C15. In the course of a loss settlement, the reinsured interprets the terms and conditions of the
reinsured relationship and, on this basis, determines at which point in time the coverage
was triggered and the insured event occurred, engendering reinsured’s coverage obliga-
tion under the reinsured relationship (as to the relevance of the law governing the rein-
sured relationship, see Comments 19 et seqq). The assessment of the reinsured falls under
the duty of the reinsurer to follow the settlements enshrined in Article 2.4.3. As a conse-
quence, the extent to which the reinsured’s determination may be reviewed is considera-

bly limited.

Ilustration

I3.

In the context of a loss settlement, the reinsured, an insurer under a liability in-
surance contract, takes the position that, under the contract of insurance, the pol-
icyholder’s decision to manufacture and sell products containing asbestos con-
stituted a single occurrence resulting in personal injury and giving rise to in-
sured’s liability. The reinsurer may only review the reinsured’s assessment on
the grounds acknowledged by the duty to follow the settlements (International
Surplus Lines Insurance Co v Underwriters at Lloyd’s, 868 F Supp 917 (SD
Ohio 1994)).

C16. There may be a dispute between the reinsured and its policyholder or a victim as to the
proper ascertainment of the condition activating the reinsured’s coverage obligation un-
der the reinsured relationship. In case mutual understanding cannot be achieved, a court
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C17.

C18.

i

C109.

or an arbitral tribunal will ultimately decide on the emergence of the reinsured’s coverage
obligation on the basis of the content of the reinsured relationship and the law governing
it. The reinsurer is obligated to accept and abide by such ruling by virtue of the duty to
follow the fortunes enshrined in Article 2.4.3.

In treaty reinsurance, changes and amendments to the terms and conditions of the rein-
sured relationship generally bind the reinsurer. In facultative reinsurance, alterations of
the terms and conditions of the reinsured relationship agreed between the reinsured and
its policyholder affecting the risk, the scope of cover or the premium require the approval
of the reinsurer in order to be effective at the reinsurance level (GERATHEWOHL (1980)
470 et seqq). An agreement between the parties to the reinsured relationship regarding
the definition and construction of the insured event or the relevant triggering factor is,
however, also irrelevant under a reinsurance treaty to the extent it seeks to manipulate the
coverage obligation of the reinsured which has in fact already arisen. The reinsured shall
namely not be able to provoke the liability of the reinsurer by creating or temporally in-
fluencing its own contractual coverage obligation by means of such agreement with the
policyholder. Thus, although an alteration of the terms and conditions of the reinsured
relationship affecting the emergence of the coverage obligation of the reinsured may re-
tain its validity within the reinsured relationship, self-interested agreements of this kind
between the reinsured and its policyholder are, on the basis of the duty of utmost good
faith (Article 2.1.2), deemed ineffective at the level of reinsurance once the coverage ob-
ligation of the reinsured has in fact arisen. This outcome is consistent with the general
principle of insurance law that an insurer is not obligated to perform if the insured event
was intentionally caused by the policyholder (cf Article 9:101 PEICL).

It should be noted that further conceivable attachment points are irrelevant for the purpose
of loss allocation under the PRICL. These generally include, but are not limited to: the
date when the policyholder became aware of the loss or damage (although a claim made
is relevant under an insurance policy based on claims made, cf Comment 12); the date
when the reinsured was notified of a claim (unless the reinsured relationship is based on
claims made and reported); the date when proof of the loss or damage was submitted to
the reinsured; the date when the loss or damage was quantified; the date when the rein-
sured’s pecuniary performance under the reinsured relationship became due; the date
when the reinsured actually made payment to its policyholder or any third person pursuant
to the reinsured relationship; or the date when the policyholder or a third person received
such payment. Similarly, a (conditional and/or partial) prepayment of the insurance ben-
efit prior to the emergence of the reinsured’s coverage obligation has no influence on the
allocation of said obligation at the reinsurance level.

The role of the law governing the reinsured relationship
In general

The terms and conditions of the reinsured relationship are not to be viewed in isolation
from the provisions of the law governing it. First, as a matter of principle, the content of
the reinsured relationship is to be construed under the applicable law (see Comments 9 et
seqq above). Second, the applicable law may play a role in establishing the insured event
as well as in determining the impact of particular facts upon coverage under the reinsured
relationship being triggered and upon the emergence of the reinsured’s coverage obliga-
tion (cf Comments 21 et seqq; on the continuous trigger Comments 28 et seqq).
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Ilustration

14.  In some jurisdictions, it is recognized that under a liability insurance contract
“an occurrence happens when the injurious effects of the occurrence become
‘apparent” or ‘manifest themselves’”. (cf Honeycomb Systems, Inc v Admiral In-
surance Company, 567 F Supp 1400 (D Me 1983) with further references). Thus,
under a liability insurance contract referring to an “occurrence”, the coverage
obligation of the insurer arises upon manifestation of loss or damage (manifes-
tation trigger).

It is therefore advisable to either include a choice of law in the reinsured relationship or
to otherwise ensure that the law applicable to the reinsured relationship is clearly identi-
fiable (cf Wasa International Insurance Company Limited v Lexington Insurance Com-
pany [2009] UKHL 40, 44, 49). Regardless of whether the law governing the particular
reinsured relationship can be unambiguously ascertained prior to any dispute about the
coverage provided thereunder, reinsurers are generally deemed to be aware of the pre-
vailing or relatively common rules of insurance and reinsurance law in the jurisdictions
where they do business (cf Groupama Navigation et Transports v Catatumbo CA Seguros
[2000] 2 Lloyd’s Rep 350, 20). By contrast, provisions of the law governing the reinsured
relationship having an impact on the allocation under Article 4.2 with unusual or surpris-
ing content — in particular those of mandatory nature — are subject to the duty of disclosure
as enshrined in Article 2.2.1.

Determining whether a rule of the law applicable to the reinsured relationship supersedes
a term of the reinsured relationship depends on whether the rule in question is of a man-
datory or non-mandatory nature. The PRICL will recognize the legal construction of the
insured event and of the relevant triggering factor pursuant to the content of the reinsured
relationship and the law applicable to it, thus including any mandatory rules of the gov-
erning law superseding particular terms and conditions of the reinsured relationship.

Ilustration

I5. Article 142 of the Belgian Insurance Act mandatorily provides for coverage on
a “loss occurrence” basis with respect to certain liability insurance contracts.

The application of different trigger theories by courts of various jurisdictions despite iden-
tical policy language (ANDREA 813, 850 (1994)) implies that certain trigger theories are
of mandatory nature at least in some legal systems.

Alternatively, the law applicable to the reinsured relationship may contain a default rule
from which the individual contracts may deviate.

Illustration

I6. Article 14:107(1) PEICL contains a default rule for general liability insurance
contracts, defining as the insured event the fact giving rise to the insured’s lia-
bility that occurred during the liability period of the insurance contract. How-
ever, the parties to an insurance contract for commercial or professional purposes
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C24.

C25.

C26.

C27.

may define the insured event with reference to other criteria, such as a claim
made by a victim.

The law governing the reinsured relationship also provides a framework for interpreting
the terms and conditions of the reinsured relationship (eg for the US principles of inter-
pretation for comprehensive general liability policies, see ANDREA 813, 821 et seqq). The
content of the reinsured relationship may namely need to be interpreted in order to
properly construe the insured event and to determine the triggering factor which activates
the reinsured’s coverage obligation under the given reinsured relationship (cf Ener-
gynorth Natural Gas, Inc v Underwriters at Lloyd’s, 150 NH 828, 848 A2d 715 (NH
2004)).

It is conceivable that, after formation of the reinsured relationship, a term agreed upon is
declared void by a court or an arbitral tribunal due to incompatibility with a mandatory
rule or principle of the applicable law. This danger particularly pertains to standard terms
incorporated into the reinsured relationship (cf BGH 1V ZR 135/91 VersR 1993, 223, 225;
incompatibility denied in the given case). If a contract term relevant to the determination
of the insured event is declared void, it will be replaced by way of contract interpretation
or supplementation, or, alternatively, by a non-mandatory default rule of the law applica-
ble to the reinsured relationship, where such rule exists. For the purposes of Article 4.2,
the condition provoking the emergence of the reinsured’s coverage obligation in a given
case shall be identified in accordance with the prevailing law governing the reinsured
relationship. Reinsurance allocation is therefore based on the outcome and legal conse-
quences of any decision made by a court or an arbitral tribunal declaring that a relevant
term of the reinsured relationship is void or superseded by another rule. This also applies
to situations in which a court or an arbitral tribunal curtails the application of a contract
term but does not invalidate the contract term in its entirety.

The reasonableness of reinsured’s assessment in the course of a loss settlement as to the
occurrence of an insured event, the relevant triggering factor and the consequential emer-
gence of the reinsured’s coverage obligation is to be evaluated not only with reference to
the terms and conditions of the reinsured relationship, but also according to the law gov-
erning it (cf SNEED 59, 65). Mandatory rules of the law applicable to the reinsured rela-
tionship delimit the room for the application of the standard of reasonable claims behav-
ior.

The reinsurer must also abide by the changes in the law applicable to the reinsured rela-
tionship following the formation of the reinsurance contract (cf Wasa International In-
surance Company Limited v Lexington Insurance Company [2009] UKHL 40, 110). Un-
der Article 4.2, the juncture when the coverage obligation of the reinsured arises is to be
assessed with regard to the law governing the reinsured relationship (cf Comments 19 et
seqq). An amendment to the applicable (in particular: mandatory) law may therefore alter
reinsurance allocation, even if such change was unpredictable and not considered in the
computation of the reinsurance premium. It should be noted that the applicable trigger of
coverage has not yet been established in some States of the USA (cf MATHIAS, SHUGRUE
AND MARRINSON 9-73 et seqq).
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Continuous trigger (triple trigger)

Through recognition at the reinsurance level of the mandatory rules of the law applicable
to the reinsured relationship that impact the reinsured’s coverage obligation under the
reinsured relationship, inconsistencies that could potentially arise due to the courts apply-
ing the continuous trigger shall be prevented with regard to reinsurance allocation. The
problems related to this so-called triple trigger are, however, not solved in their entirety,
as these also pertain to the recognition of claims series clauses and their effects.

Under the continuous trigger, the liability in respect of a loss extends to all insurers on
the risk from initial exposure up to final manifestation of the loss (Keene Corp v Insur-
ance Co of North America, 667 F2d 1034 (DC Cir 1981); United States Fidelity & Guar-
anty Co v Thomas Solvent Co, 683 F Supp 1139, 1163 (WD Mich 1988); ANDREA 813,
844; MATHIAS, SHUGRUE AND MARRINSON 9-64; MALPIGLI 285). Consequently, insurer’s
coverage obligation arises under each insurance contract covering at least a part of this
time span. As the relevant time span usually stretches over multiple insurance periods,
many insurers (and consequently, reinsurers) are impacted (for an overview, see ANDREA
813, 844 et seqq).

Application of the continuous trigger may be supported by the wording of the reinsured
relationship as interpreted under the relevant law (cf Alcoa v Aetna Cas & Sur Co 998
P2d 856 (Wash 2000); cf Comment 11). Nevertheless, if the continuous trigger is adopted
by a court without giving regard to the terms and conditions of the reinsured relationship
or even despite policy language to the contrary, the court is enforcing a mandatory prin-
ciple of the applicable insurance law (cf Comment 22). When buying reinsurance cover-
age for policies governed by a law that mandatorily provides for the continuous trigger,
the reinsured expects the reinsurance coverage to match the coverage under the reinsured
policies in that regard. Nevertheless, the fact that the governing law provides for a man-
datory continuous trigger should generally be addressed in the course of pre-contractual
disclosure subject to the requirements set out in Article 2.2.1. In this regard, the PRICL
adequately balance the legitimate interests and expectations of both parties when entering
into a contract of reinsurance (cf also Comments 35 et seq).

However, application of the continuous trigger does not, by itself, determine the amount
of liability arising under an individual contract of insurance covering a part of the relevant
time span. The overall loss may be apportioned among the liable insurers; eg pro rata to
the periods of coverage, with the insured being treated as a self-insurer for the periods
when no insurance coverage was in place (Insurance Co of North America v Forty-Eight
Insulations, Inc, 633 F2d 1212 (6th Cir 1980)). Alternatively, the insurers may be jointly
and severally liable for the whole loss (“all sums”; Keene Corp v Insurance Co of North
America, 667 F2d 1034 (DC Cir 1981)). The latter approach does not mean that the fi-
nancial consequences of the whole loss will ultimately be borne by one insurer randomly
chosen among the liable insurers by the policyholder: the performing insurer may seek
contributions from other insurers on the risk during the relevant time span (Boston Gas
Co v Century Indemnity Co, No 07-1452 (1st Cir 2008)). Under the PRICL, this option
transforms into an obligation: a reinsured cannot claim payment under a reinsurance con-
tract without first seeking contributions from other liable insurers (cf Article 2.4.2 Com-
ment 5).
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C33.

C34.
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Reinsurance allocation and back-to-back coverage

According to the presumption of back-to-back coverage in facultative proportional rein-
surance (cf in detail Vesta v Butcher [1989] AC 852, 895; see also Wasa International
Insurance Company Limited v Lexington Insurance Company [2009] UKHL 40, 60), the
scope and nature of reinsurance coverage shall be the same as the coverage afforded under
the reinsured relationship (Groupama Navigation et Transports v Catatumbo CA Seguros
[2000] 2 Lloyd’s Rep 350, 17). In conformity with this principle, terms and conditions of
the reinsured relationship incorporated into the reinsurance contract by reference or re-
produced at the reinsurance level (cf CLYDE & Co 16.3 et seq) shall — subject to the man-
datory rules of the law applicable to the reinsurance contract — be accorded the same
meaning and effect at the reinsurance level as they have under the reinsured relationship.
However, the presumption of back-to-back coverage cannot extend the temporal scope of
reinsurance coverage by overriding fundamental terms of the reinsurance contract, such
as the period clause (Wasa International Insurance Company Limited v Lexington Insur-
ance Company [2009] UKHL 40, 16; CLYDE & Co 16.71; on the period clause as a tem-
poral limit of coverage generally, Municipal Mutual Insurance Ltd v Sea Insurance Co
Ltd [1998] Lloyd’s Rep IR 421, 435 et seq; cf Comment 3).

In respect of reinsurance allocation, Article 4.2 follows a different approach. The PRICL,
as the law applicable to the reinsurance contract, do not play a role in establishing the
insured event, the trigger of coverage applicable under the reinsured relationship or the
point in time when the coverage obligation of the reinsured emerged under the reinsured
relationship (cf Comment 4). All these parameters are to be determined at the underlying
level pursuant to the terms and conditions of the reinsured relationship and the law appli-
cable thereto (cf Comments 9 et seqq, 19 et seqq and 30). Article 4.2 recognizes such
determination (on the possibility of the reinsurer to review and challenge reinsured’s as-
sessment, see Comments 15 and 26) by taking as a basis for reinsurance allocation the
emergence of the reinsured’s coverage obligation under the reinsured relationship. In this
way, the reinsured relationship is determinative for reinsurance allocation under the
PRICL.

The approach followed by Article 4.2 thus — for the purpose of reinsurance allocation —
eliminates the need to examine to what extent the effect of terms and conditions of the
reinsured relationship incorporated directly or by reference into the reinsurance contract
can be realized at the reinsurance level (cf CLYDE & Co 16.53 with further references).
The model introduced in Article 4.2 is therefore appropriate for all types of reinsurance
contracts.

In this way, Article 4.2 safeguards the foreseeability of reinsurance allocation and the
attainment of coherent results under the reinsured relationship and under the contract of
reinsurance, eliminating the risk of undesired disparities. The reinsurer will be aware of
the fact that the terms and conditions of the reinsured relationship and the law applicable
thereto are relevant for its liability under the contract of reinsurance. The parties to the
reinsurance contract shall thus have particular regard to the approach introduced in Arti-
cle 4.2 when defining the scope of coverage and fixing the limit, retention and reinsurance
premium.
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C36. The default rule of reinsurance allocation in Article 4.2 is related to the temporal scope

of the reinsurance contract. However, it does not have the effect of altering the temporal
scope as defined by the period clause or the substantive scope (eg risks covered) of rein-
surance coverage agreed between the parties to the contract of reinsurance. Article 4.2
merely identifies the reinsurance contract to which the adverse financial consequences of
a reinsured’s coverage obligation under a reinsured relationship are to be allocated.
Whether the reinsurer will actually be obligated to make payment to the reinsured must
be determined under the respective contract of reinsurance, in particular by reference to
the substantive scope of reinsurance coverage (cf also Hill v Mercantile and General Re-
insurance Co Plc [1996] 1 WLR 1239, 1251; Wasa International Insurance Company
Limited v Lexington Insurance Company [2009] UKHL 40, 58 et seq).

ARTICLE 4.3
(Risks attaching)

An allocation clause referring to “risks attaching” brings within the
temporal scope of the contract any obligation of the reinsured aris-
ing as a consequence of the materialization of a peril insured
against under a reinsured relationship incepting or being renewed
during the reinsurance period.

COMMENTS
1. Therule
C1. A reinsurance contract referring to “risks attaching” covers financial obligations of the

C2.

reinsured arising as a consequence of the materialization of a peril insured against under
a reinsured relationship (Article 4.2 Comments 6 et seq) that is incept or renewed during
the reinsurance period (CLYDE & Co 1.109), irrespective of the date when coverage was
triggered under the reinsured relationship, of the date when the insured event occurred or
of the date when reinsured’s coverage obligation under the reinsured relationship
emerged. In the context of this rule, renewal refers to the inception of renewed coverage,
not to the point in time when the parties to a reinsured relationship agreed to renew cov-
erage.

Reinsurance coverage based on “risks attaching” provides for considerable clarity. The
only decisive factor is the inception date of the relevant reinsured relationship. Under a
reinsurance contract on a “risks attaching” basis, the reinsurer may be confronted with
claims of the reinsured years after the reinsurance period has ended. In order to limit their
future exposure, reinsurers may reinsure policies with a definite expiration date only (cf
POHL AND IRANYA 37) or provide for a cutoff in the reinsurance contracts.
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CHAPTER 5
LOSS AGGREGATION

ARTICLE 5.1
(Principle)

(1) With regard to deductibles and limits, the parties may agree
in the contract of reinsurance to treat two or more separate losses
allocated to the same reinsurance period as one single loss.

2) In particular, they may agree to treat two or more separate
losses as one single loss based on an aggregation per event or an
aggregation per cause.

COMMENTS

1.

ClL

C2.

Cs.

C4.

General remarks

This Chapter of the PRICL deals with the question of whether a reinsured may or must
aggregate two or more separate losses for the purpose of presenting a claim to its reinsur-
ers. Legal certainty in the matter of aggregating losses is of fundamental importance as
the structure of the coverage forms a vital element in calculating the premium to be
charged as well as the capacity needed.

Aggregating two or more losses and treating them as a single loss may lead to the aggre-
gated loss exceeding the deductible (retention; excess point; attachment point; priority),
thereby triggering the reinsurer’s duty to indemnify the reinsured. Depending on the sums
involved, an aggregation of losses may also lead to a sum in excess of the reinsurance
coverage limit, for which the primary insured will not be able to claim indemnification.
Determining whom an aggregation of losses will benefit depends on the structure of the
coverage (retention/coverage limit) as well as the structure of the separate losses in a
specific case.

An aggregation of losses may be undertaken on the basis of a particular period of time in
the sense that all losses that can be attributed to this period (depending on whether the
reinsurer’s liability is triggered by the underlying “risk attaching”, the underlying “losses
occurring” or “claims made” by the primary insured) are to be added together for the
purpose of determining whether the deductible is exceeded or the cover limit is pierced.
The so-called aggregate policies do not require that the losses to be aggregated arise from
a common unifying factor.

By contrast, so-called event-based or cause-based policies require that there is some sort
of causative link between the individual losses and the respective unifying factor. This
Chapter exclusively deals with event-based and cause-based aggregation mechanisms. If
the parties agree to aggregate two or more losses based on an aggregating factor other
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than either an “event” or a “cause”, the PRICL do not contain any direct rule but, may
still provide some guidance.

Generally, the parties are free to agree on whether they want to treat two or more separate
losses as a single loss, and if so, under which conditions they wish to do so. If they agree
to aggregate separate losses to one single loss, they will generally also agree on a unifying
factor of some kind. If a contract does not provide for an aggregation mechanism, no loss
aggregation is possible.

In this Chapter, it will not be possible to dispel all of the uncertainties arising with regard
to the aggregation of losses based on an “event” or a “cause”. By making conscious de-
cisions as to what constitutes an “event” or a “cause” under the PRICL, this uncertainty
may, however, be reduced considerably. To this end, it is intended that the PRICL provide
sensible definitions of the notions of “event” and “cause” in order to make them fit for
their purpose in respect of aggregating losses in contracts of reinsurance. Hence, it may
well be that the meanings the PRICL attach to these notions deviate from the meanings
they have in ordinary speech. It should further be noted that the rules set forth in the
PRICL do not necessarily coincide with the judicial or arbitral decisions under any par-
ticular applicable law. To the extent that the PRICL are inconsistent with a legal prece-
dent, they control when they have been selected by the parties to the reinsurance contract.

Only individual losses allocated to the same reinsurance period can be aggregated

Under the PRICL, individual losses will first be allocated to a reinsurance period (see
Chapter 4). Only individual losses that are allocated to the same reinsurance period may
be aggregated in application of Article 5.2 or 5.3. Conversely, if multiple individual losses
are allocated to different reinsurance periods they are not to be aggregated even if they
arise from the same event or the same cause.

Ilustration

I1.  Equipment is stored at a port and vandalized by a succession of individual acts
of pilferage during a period of some 18 months. During this time, multiple indi-
vidual losses occur. The individual losses all result from one originating cause
(Article 5.3(2)), ie the port’s failure to put in place an adequate system to protect
the stored goods. Three consecutive contracts of reinsurance are in force during
the 18 months period. Contract 1 is in force during the first 3 months, contract 2
during the 12 months following and contract 3 during the last 3 months.

Paragraph 1 provides that only individual losses that occur when either contract
1, 2 or 3 is in force can be aggregated. By contrast, individual losses that are
allocated to different reinsurance periods cannot be aggregated even though they
may all originate from the port’s failure of putting in place an adequate system
of protecting the stored goods.

Consequently, the parties cannot extend the reinsurance period by means of an aggrega-
tion clause. Rather, if the parties wish to extend the reinsurance period to include losses
that result from a cause or event that was initiated during the reinsurance period but oc-
curred after the latter has elapsed, they may provide for an “extension of protection
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Co.

C10.

clause”. Where the contract provides for such a clause, individual losses occurring during
the extension of the reinsurance period may be aggregated with losses occurring before
the extension.

Ilustration

[2.  Reinsurance contract 1 is taken out against the peril of hurricane and is in force
from 1 January 2018 to 31 December 2018. Contract 2 is taken out against the
same peril and enters into force on 1 January 2019. Both contracts contain an
“extension of protection clause” to the effect that if an event develops during the
reinsurance period and causes individual losses but is still in progress when the
reinsurance expires and thereafter causes further individual losses, the reinsur-
ance period is extended to also cover those latter losses. Moreover, they both
contain an event-based aggregation clause.

On 31 December 2018 a hurricane develops and causes multiple individual
losses that day. The hurricane continues to sweep over town until the morning
hours of 1 January 2019. Accordingly, some of the losses occur on 1 January
2019. Based upon contract 1’s “extension of protection clause” hurricane losses
that occur on 1 January 2019 are covered under contract 1. As all individual
losses—no matter whether they occurred on 31 December 2018 or 1 January
2019-are allocated to contract 1, they are to be aggregated under Article 5.2(1).

Deductible, retention, priority, excess point, attachment point

Both in facultative excess of loss reinsurance and treaty excess of loss reinsurance, a re-
insured takes out reinsurance only on a sum in excess of a particular figure. Hence, the
reinsured retains liability for the entire loss below that excess point but transfers liability
for the part of the loss above that point. The amount of the loss for which liability is
retained by the reinsured is termed a “deductible”, “retention” or “priority”. The upper
limit of a deductible or retention is referred to as an “excess point” or “attachment point”.
Excess or attachment points are regularly defined in relation to any losses that arise from
a unifying factor, such as an event or a cause. In other words, the reinsurer promises to
indemnify the reinsured against the aggregate of all losses arising from a particular event
or cause above the excess or attachment point.

Cover, limit, cover limit

Contracts regularly contain limits on liability. More specifically, reinsurers only reinsure
their reinsureds up to a certain sum, the so-called “coverage limit”, preventing the rein-
sureds from claiming indemnification for any loss amount above this “limit”. The parties
to a contract regularly define their coverage limit in relation to the aggregate of all losses
that arise from a unifying factor, such as an event or cause. In other words, the reinsurer
promises to indemnify the reinsured against any losses arising from a particular event or
cause up to a fixed amount of money.
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Loss

In the context of loss aggregation, the word “loss” generally refers to the monetary dam-
age suffered by the primary insured. By contrast, in the context of loss allocation, the
word “loss” refers to the reinsured’s obligation to reimburse the policyholder under the
underlying contract (see Article 4.2 Comment 1).

With regard to life insurance policies, the word “loss” refers to the primary insured's death
and not to a monetary detriment caused by his death.

Hence, the notion of “loss” does not refer to the event or “occurrence out of which a claim
arises, for loss suffered by the original insured, such as storm damage, flood damage or
the like, or in the case of professional [liability] losses, the negligent act or omission of
the insured” (see Caudle v Sharp [1995] CLC 642, 648).

Unifying factor

Individual losses may be aggregated if they all result from one common unifying factor.
The terminology used to describe such unifying factors is manifold. In fact, the industry

%9 ¢¢ 29 ¢ 29 ¢¢

has used the notions of “event”, “occurrence”, “happening”, “accident”, “catastrophe”,

99 ¢ % ¢¢

“disaster”, “calamity”, “cause” or “source”, etc to define it.

In Articles 5.2 and 5.3, there are rules for aggregation either on the basis of an “event” or
a “cause”. These two concepts are distinguished by different causation requirements be-
tween the individual losses on the one hand and the respective unifying factors on the
other hand (see Article 5.1 Comments 18 et seqq).

Causation
General aspects

Normally, the parties agree to aggregate losses that have a “common origin in some act
or event or cause” (see EDELMAN AND BURNS 4.54). Hence, there must be a causal link
between the unifying factor on the one hand and all the losses to be aggregated on the
other.

The degree of causality required in relation to loss aggregation is most controversial. As
the workings of causation are infinite, the parties must decide how far back on the chain
of causation a unifying factor may lie so that it is still justified to aggregate the losses that
arise from it.

Traditionally, contracting parties have used “event-based” and “cause-based” aggregation
language. The parties agree on an event-based aggregation if they agree, eg, to aggregate
“each and every loss [...] arising out of one event” (see Caudle v Sharp [1995] CLC 642,
644) or similar wordings. They agree on a cause-based aggregation if they agree, eg, to
aggregate losses “arising from one originating cause” (see Cox v Bankside Members
Agency Ltd [1995] CLC 671, 679) or similar wordings.
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As to the difference between event- and cause-based aggregation, it has been held that an
event is something which happened at a particular time, at a particular place, in a partic-
ular way. A cause is something less constricted and has a much wider connotation than
the notion of event (Axa Reinsurance (UK) Plc v Field [1996] 1 WLR 1026, 1035).

Consequently, cause-based aggregation allows the parties “to look further back™ in the
chain of causation and to “use a remoter common” unifying factor for determining the
aggregate loss than event-based aggregation (Louw AND TOMPKINSON 11). The question
is, however, where exactly on the chain of causation each unifying factor comes to lie.

Causation: Unities test is inappropriate

Applying English law, arbitral tribunals and courts determine the required degree of cau-
sation between the relevant event and the separate losses by means of the so-called “uni-
ties test”, which was developed in the Dawson’s Field Arbitration. The test assesses
whether multiple losses “involve such a degree of unity as to justify their being described
as, or as arising out of one” event. “In assessing the degree of unity regard may be had to
such factors as cause, locality and time and the intentions of the human agents” (Kuwait
Airways Corporation v Kuwait Insurance Co SAK [1996] 1 Lloyd’s Rep 664).

It is undisputed that there must be a causal link between the relevant event and the sepa-
rate losses (unity of cause). This aspect does not, however, deal with the required strength
of these causal links; it only establishes that there must be causal links. It is on the basis
of the further aspects of “unity of locality”, “unity of time” and “unity of intentions” that
the unities test is meant to assess the strength of the causal links. However, the fact that
separate losses occur in close spatial proximity (unity of location), in close temporal prox-
imity (unity of time) and may be the product of related human intentions (unity of inten-
tions) has no bearing on the required level of causation but rather on the level of correla-
tion. Therefore, the unities test can be considered a mixed test of causation and correla-

tion.

It is certainly possible to test whether separate losses may be aggregated on the basis of a
mixed test of causation and correlation. However, testing the unity of location and the
unity of time is only sensible if the meaning of proximity in space and time is defined
from the outset. The lack of a clear understanding of what spatial and temporal proximity
means can be seen as the gravest deficiency of the unities test, as it allows for result-
oriented judgments.

Ilustration

I3.  In Aioi Nissay Dowa Insurance Company Ltd v Heraldglen Ltd [2013] EWHC
154, paragraph 23, the court affirmed the arbitral tribunal’s findings that the New
York Twin Towers were located in close proximity to one another but that this
proximity “did not give rise to a sufficient degree of unity for them to conclude
that” the losses that occurred to them 16 minutes apart from one another can be
said to have arisen out of one event. Similarly, the court affirmed that although
“there were similarities in the timing of the events from the commencement of
the flights to contact with the Towers [...] these were not such as to lead to the
conclusion” that the losses can be said to have arisen out of one event. Further,
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the court confirmed the tribunals finding that, although the attacks on the Twin
Towers could be said to be the “execution of a dastardly plot to turn each [air-
craft] into a guided missile”, there was no basis “for concluding that there was
any factor amounting to an event of sufficient causative relevance to override
the conclusion that two separate hijackings caused separate loss and damage
(Aioi Nissay Dowa Insurance Company Ltd v Heraldglen Ltd [2013] EWHC
154, paragraph 21).

14. In the Dawson’s Field Arbitration, by contrast, three aircraft were hijacked and
flown to a remote desert airstrip in Jordan. Thereafter, all three aircraft were
blown up one after another “in close proximity more or less simultaneously,
within the time span of a few minutes, and as a result of a single decision to do
so without any one being able to approach the aircraft between the first explosion
and their destruction.” All the losses that resulted from the destruction of the
three aircraft were held to have arisen out of one event (Dawson’s Field Arbi-
tration, quoted in: Aioi Nissay Dowa Insurance Company Ltd v Heraldglen Ltd
[2013] EWHC 154, paragraph 9).

The two lllustrations above demonstrate that the result of the unities test very much de-
pends on how it is conducted. In fact, in the case of the attacks on the Twin Towers, the
time span deemed relevant was “the whole period from check-in and passenger scrutiny
(ie even before the hijacking of the aircraft) to the collapse of each Tower and not just
from the time each flight took off” (Aioi Nissay Dowa Insurance Company Ltd v Herald-
glen Ltd [2013] EWHC 154, paragraph 22) whereas in Dawson’s Field Arbitration the
relevant period was considered the time between the blowing up of the first and the blow-
ing up of the third aircraft and not the whole period from the hijacking of the individual
aircraft to their destruction.

Based on the above, for the purposes of the PRICL, the unities test is considered inappro-
priate for determining whether a plurality of losses can be aggregated.

Causation: Unfortunate event test is inappropriate

Applying New York law, courts use the so-called “unfortunate event test” to determine
whether a multiplicity of losses arose out of one single or multiple events. The application
of the unfortunate event test is, however, limited to third party liability insurance cases
(cf World Trade Center Properties, LLC v Hartford Fire Insurance Company, 345 F 3d
154, 190 (2003)).

The unfortunate event test determines whether multiple losses result from one event of
an unfortunate character that takes place without one’s foresight or expectation. The ques-
tion at the core of the test is whether the liability arises out of one single or multiple
“incidents”. If liability arises out of multiple incidents, they may still be considered one
event if they occur in temporal and spatial proximity and are part of the same causal
continuum.

There is no hard and fast rule determining a particular number of seconds or minutes that
must elapse before two incidents are distinct events. Instead, it is relevant whether the
relative timing of the various incidents played a role in causing any of the other incidents.
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Equally, spatial proximity appears to be relative. Furthermore, to be part of the same
event, the operative incidents must be part of the same causal chain. Once an incident
occurs and that incident does not, in turn, cause one or more of the other incidents, the
causal chain is broken.

Unlike the unities test, the unfortunate event test not only requires that the different losses
arise out of the same event but additionally that one liability triggering incident leads to
the other liability triggering incident.

Ilustrations

I5. Reinsured A provides primary automobile liability insurance to primary insured
C. C collides with a car in one incident “but an instant” before striking another
car in a second incident. The second incident was a consequence of the first in-
cident.

Applying the unfortunate event test, the two collisions are to be considered one
sole event as there was temporal and spatial proximity between the two incidents.
Further, as one incident was consequential for the other one, the two incidents
were part of the same causal continuum (facts based on Hartford Accident &
Indemnity company v Edward Wesolowski, 33 NY2d 169, 907, 910 (1973)).

I6. Reinsured A provides construction insurance to building company C. C con-
structs two independent walls situated blocks away from each other at different
job sites. During heavy rainfall, one protecting wall collapsed under the water
pressure and destruction poured into a building. Almost an hour later, the other
wall gave way and water flooded another building. The collapse of the first wall
did not cause the failure of the second. Further, the rainfall in itself did not harm
the walls. Rather, the walls collapsed primarily because they were wrongfully
built (facts based on Arthur A Johnson Corp v Indemnity Ins Co of N Am, 7
NY2d, 227 et seqq).

Applying the unfortunate event test, the two collapses are to be considered two
events as the collapse of the first wall did not cause the collapse of the second
one and the collapses occurred at different locations and different times.

The connection between the criteria of temporal and spatial proximity as well as the cri-
terion of causal continuum has not been clearly established. Therefore, it is not easy to
predict the impact of the different criteria in a specific case. It has been said that courts
have reached inconsistent results even when applying the test to similar fact patterns
(Murray, The law of describing accidents: a new proposal for determining the number of
occurrences in insurance, 118 Yale LJ 1484, 1502).

Based on the above, for the purposes of the PRICL, the unfortunate event test is consid-
ered inappropriate for determining whether a plurality of losses can be aggregated.
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Causation: Proximate cause test is inappropriate

Particularly under Californian law, courts determine the degree of causation between the
unifying factor and the separate losses by means of the so-called “proximate cause test”.
This test should not be confused with cause-based aggregation under Article 5.3 or cause-
based aggregation under English law.

The proximate cause test’s principle rationale is that any losses resulting from one prox-
imate, uninterrupted and continuing cause may be considered having arisen from one sin-
gle event. In law, an act or omission is the proximate cause of a loss if, in a natural se-
quence, unbroken by any new efficient cause, it produces that loss absent of which the
loss would not have happened. If, on the other hand, a cause is interrupted and replaced
by another intervening cause, then the chain of causation is broken, resulting in two or
more events depending on the number of intervening causes. An assessment of whether
there is proximate cause is based on reasonability.

The proximate cause test is similar but not identical to the approach taken under the
PRICL. The similarity lies in the fact that, under both tests, the unifying factor must be a
“direct” cause of the separate losses in order to aggregate them. The difference is that
under Article 5.2 the unifying factor must be an “event” rather than any “cause”. The
concept of “event” is a narrower one than the concept of “cause” (see Article 5.3 Com-
ments 2 et seqq).

Based on the above, for the purposes of the PRICL, the proximate cause test is considered
insufficient for determining whether a plurality of losses can be aggregated.

No presumption of back-to-back aggregation mechanisms

There is no presumption that aggregation clauses in reinsurance contracts are to be inter-
preted in compliance with the primary insurance policies’ aggregation clauses. In fact,
aggregation clauses in non-proportional reinsurance contracts merit an autonomous inter-
pretation under the PRICL.

Ilustration

17. Theaggregation clause in the underlying errors and omissions insurance contract
reads: “any one occurrence or series of occurrences arising from one originating
cause”. Hence, the primary insurance contract provides for a cause-based aggre-
gation mechanism (facts based on Cox and Ors v Bankside Members Agency Ltd
and Ors [1995] CLC 671, 679).

The primary insurer has taken out non-proportional reinsurance in the matter.
The relevant contract provides for the following aggregation clause: “For the
purpose of this reinsurance the term ‘each and every loss’ shall be understood to
mean each and every loss [...] arising out of one event”. By contrast to the pri-
mary insurance contract, the reinsurance contract provides for an event-based
aggregation mechanism (facts based on Axa Reinsurance (UK) Plc v Field
[1996] 1 WLR 1026, 1031 et seq).
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The two contracts’ aggregation clauses cannot be said to be back-to-back and
thus merit autonomous interpretation.

ARTICLE 5.2
(Event-based aggregation)

(1 Where the parties agree on an event-based aggregation in a
contract reinsuring first-party insurance policies, all losses that oc-
cur as a direct consequence of the same materialization of a peril
reinsured against shall be considered as arising out of one event.

2) Where the parties agree on an event-based aggregation in a
contract reinsuring third-party liability insurance policies, all
losses that occur as a direct consequence of the same act, omission
or fact giving rise or allegedly giving rise to the primary insured’s
liability shall be considered as arising out of one event.

COMMENTS

1.  Event, occurrence, catastrophe, disaster, calamity, accident (paragraphs (1) and (2))

C1l. Inthe PRICL, the notions of “occurrence”, “catastrophe”, “disaster”, “calamity” and “ac-
cident” are equated with the notion of “event”. For example, whenever a contract refers
to the unifying factor of “catastrophe”, which is often the case in Cat XL reinsurance, the
parties agree on an aggregation pursuant to paragraph (1). Thus, a natural catastrophe,
such as a hurricane, may be considered an event for the purpose of paragraph (1).

2. Individual losses

C2. Paragraph (1) applies where first-party insurance policies are reinsured. In the context of
the aggregation of losses, the relevant individual losses to be aggregated are suffered by
the primary insured and not by the reinsured for compensating the primary insured.

C3. Paragraph (2) applies where third-party insurance policies are reinsured. In the context of
the aggregation of losses, the relevant individual losses to be aggregated are suffered by
the primary insured each time his liability towards a third party is triggered under the
applicable law and not by the reinsured for compensating the primary insured.

3.  Causation

C4. There must be a causal link between the relevant event on the one hand and any losses to
be aggregated on the other hand. If the parties agree on an aggregation per event, any
losses that can be considered a direct consequence of an event are aggregated. This in-
volves a two-step analysis.

C5. First, the relevant event for the aggregation of losses is to be determined. Depending on

whether first-party (a) or third-party (b) insurance policies are reinsured, the process of
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determining the relevant event differs. Secondly, each loss must be tested to determine
whether it can be considered a “direct consequence” of this event (c).

Event — Determination of an instance of materialized peril (paragraph (1))

In determining the relevant event in cases where first-party insurance policies are rein-
sured, regard must be had to the purpose and the scope of the reinsurance coverage and
in particular the perils reinsured against. Under the PRICL, an event is considered to be
an instance of materialized peril reinsured against.

In the context of insurance and reinsurance, a peril or risk is the uncertainty arising from
the possible occurrence of a given event that may cause injury, loss or destruction (see
Glossary of Insurance and Risk Management Terms, International Risk Management In-
stitute Inc under the search term “risk™).

Reinsurance policies regularly designate the perils reinsured against. Depending on the
type of reinsurance involved, such perils may include illness, fire, windstorm, tempest,
flood, earthquake, hail, terrorist attack, theft, etc.

For natural perils, such as windstorm, tempest, flood, earthquake, hail or illness, it is ex-
pedient to resort to scientific data in order to determine the number of instances a peril
has materialized.

By contrast, in most cases, scientific data will not be available to determine the number
of instances a man-made peril has materialized. Whether a man-made peril has material-
ized in one or multiple separate instances must be determined from the perspective of
reasonable parties at the time the scope of coverage — ie the perils reinsured against — was
negotiated.

Ilustration

I1. Reinsured A takes out reinsurance for a first-party property insurance policy
against the peril of windstorm. Two separate named windstorms cause damage
to different buildings. Thus, the peril reinsured against materializes in two sepa-
rate instances, which therefore constitute two separate events.

12.  Reinsured A takes out reinsurance for a first-party property insurance policy
against the peril of snowstorm. Heavy snowfall occurs and causes a “substantial
snow accumulation” on the house’s roof. Due to the weight of the ice and snow,
a part of the roof collapses on 1 March. On 17 March, another section of the
same roof collapses. No new snowfall occurred between 1 and 17 March. The
snowstorm can be considered the relevant event. Thus, the peril materializes in
one sole instance (facts based on Newmont Mines Ltd v Hanover Insurance Co,
748 F2d 127 (2d Cir 1986)).

[3. Reinsured A takes out aircraft hull reinsurance for a fleet of 22 aircraft against
the peril of war. Iraq invades Kuwait and hijacks 15 of the 22 aircraft and flies
them to Irag. In the course of the actions that follow the invasion, some of the
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aircraft are destroyed. As Iraq’s invasion of Kuwait can be considered an act of
war, it marks the relevant event (facts based on CLYDE & Co 28.23).

Reinsured A takes out reinsurance for an aviation hull insurance against the peril
of hijacking an airplane. On 11 September 2001, two airplanes are hijacked at
different airports and flown into the New York Twin Towers. Thus, the peril
insured against (hijacking) materializes in two separate instances. Each hijack-
ing marks a separate event.

Reinsured A takes out reinsurance for property damage, including insurance
against the peril of “an act for terrorist purposes”. On 11 September 2001, two
airplanes are hijacked at different airports and flown into the New York Twin
Towers. The hijackers did so in execution of a dastardly plot to turn each aircraft
into a guided missile each directed at one of the two signature Towers of a single
property complex. It is certainly disputable whether the plot of hijacking two
aircraft and turning them into guided missiles can be considered one single “act
for terrorist purposes”. In fact, the peril of “act for terrorist purposes” is quite
openly formulated. If at the time the contract of reinsurance was negotiated, the
parties would have considered the happenings in question as one act for terrorist
purposes, the attacks would constitute one single event for the purposes of Arti-
cle 5.2 (facts based on Aioi Nissay Dowa Insurance Company Ltd v Heraldglen
Ltd [2013] EWHC 154, paragraph 21).

C11. If a contract provides for all-risk coverage, the materialization of any unnamed peril that
triggers the contract is to be considered a relevant event for the purpose of aggregating
losses under paragraph (1). Similarly, in case a contract covers both named and unnamed
perils, the materialization of any unnamed peril may constitute the relevant event within
the meaning of paragraph (1). In such cases, any losses that directly result from the event
furthest on the chain of causation may be aggregated under paragraph (1).

Cl2.

Ilustration

16.

Reinsured A takes out all-risk property reinsurance. An earthquake occurs and
causes losses 1 and 2. At the same time, the earthquake triggers a tsunami which
causes losses 3 and 4.

As no peril is named in the contract, the materialization of any peril is to be
considered an event under paragraph (1). Consequently, both the earthquake and
the tsunami may constitute events. As the earthquake is the event furthest away
from losses 3 and 4, it is the relevant event for the purpose of aggregation. Con-
sequently, losses 1 and 2 are to be aggregated with losses 3 and 4.

Event — Act, omission or fact triggering liability (paragraph (2))

Where third-party liability insurance policies are reinsured, the act, omission or fact for
which the primary insured is held liable under the applicable law is deemed the relevant
event for the purpose of the aggregation of losses under the PRICL.
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I8.

I9.
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Reinsured A provides professional liability insurance to a managing agent of a
syndicate at Lloyd’s. This managing agent underwrote 32 insurance contracts.
After having discovered that the agent had negligently underwritten these con-
tracts, members of the syndicate brought action in negligence against the man-
aging agent. A had indemnified the managing agent for the losses he incurred
due to his legal liability towards the members of the syndicate. Thereafter, A
sought to recover claims it had met under the original professional liability in-
surance from its Reinsurer B.

Only the underwriting of each contract in negligence triggered the managing
agent’s liability. Thus, each instance of underwriting constitutes a separate event
(facts based on Caudle v Sharp [1995] CLC 642, 642).

Reinsured A provides liability insurance to a port. Equipment stored at the port
was vandalized by a succession of individual acts of pilferage. The owner of the
equipment brought action against the port for not putting in place an adequate
system to protect the goods from pilferage and vandalism.

The port’s failure to put in place an adequate system of protection from pilferage
and vandalism did not itself trigger its liability. Rather, the port’s liability was
triggered with each act of vandalism it was unable to avert. Therefore, each fail-
ure to adequately avert an act of vandalism constitutes a separate event under the
PRICL (facts based on Municipal Mutual Insurance Ltd v Sea Insurance Co Ltd
[1998] CLC 957, 966 et seqq).

Reinsured A provides professional liability insurance to a wholesaler of bird-
seed. The latter bought birdseed from his manufacturer. One batch of birdseed
was contaminated. The wholesaler sold portions of it to eight different custom-
ers, each of whom lost their birds.

The wholesaler did not contaminate the birdseed so the contamination cannot be
said to have triggered his liability. Rather, the sale of the contaminated goods to
his customers triggered his liability. Therefore, each of the eight sales can be
considered a separate event under the PRICL (facts based on Maurice Pincoff
Co v St. Paul Fire and Marine Insurance Co, 447 F2d 204 (1971)).

Reinsured A provides professional liability insurance to a chemical manufac-
turer that has operated in locations throughout the US since the early 1900s. In
the 1980s, federal, state and local governments as well as a number of private
parties commenced environmental actions directed at more than 150 of the man-
ufacturer’s plant and disposal sites throughout the country.

The manufacturer’s deficient corporate environmental policy did not itself trig-
ger his liability. Rather, each act of pollution at each different site triggered the
manufacturer’s liability. Therefore, each act of pollution constitutes a separate
event under the PRICL (facts based on Travelers Casualty and Surety v Certain
Underwriters at Lloyd’s of London, 96 NY2d 583 (2001)).
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Reinsured A provides professional liability insurance to primary insured C — an
insurance company. Several of C’s underwriters mis-sold pensions for which
they were held liable. They have been found to have done so due to their lack of
proper training.

The insurance company and their underwriters did not incur liability until they
mis-sold pensions to their customers. Hence, each act of mis-selling is to be con-
sidered a separate event. By contrast, the underwriters’ lack of training did not
itself trigger their or their employer’s liability and can, thus, not be an event for
the purposes of paragraph (2) (facts based on Countrywide Assured Group Plc v
Marshall [2002] WL 31173646, 6).

Reinsured A issued a policy of insurance covering the liabilities of 14 directors,
officers and employees of an American financial institution. The institution col-
lapsed and a claim was made against all 14 of the directors and officers, each of
whom was alleged to be personally liable for having been negligent or otherwise
at fault in the handling of the institution’s affairs.

The relevant events were the acts or omissions of the directors, officers and au-
ditors, not the subsequent collapse of the institution. Therefore, it is not possible
to aggregate all of the individual losses resulting from the collapse of the insti-
tution (facts based on American Centennial Insurance Company v INSCO Lim-
ited [1996] WL 1093224).

C13. A primary insured’s omission may only be considered an event if the omission itself di-
rectly triggered the primary insured’s liability (pure omission). By contrast, dormant
omissions do not themselves trigger the insured’s liability but require some further posi-
tive act or event. So long as the negligent individual remains passive, no actionable harm
ensues in such cases (LOUwW AND TOMPKINSON 11).

Ilustrations

I13.

114,

A solicitor was required to issue a writ which he failed to do before the deadline.
The omission to file the writ itself without any requirement of positive action
caused the harm. Hence, the solicitor’s failure can be considered a pure omission
and is consequently an event according to paragraph (2) (facts based on Forney
v Dominion Insurance Co Ltd [1969] 1 WLR 928).

An underwriter underwrote multiple contracts without researching a particular
risk. He does not incur any liability for not having researched the risk. Rather,
his state of ignorance becomes relevant only if he undertakes the further positive
acts of underwriting the insurance contracts. Thus, the omission to research the
said risk must be considered a dormant omission which does not amount to an
aggregating event (facts based on Caudle v Sharp [1995] CLC 642, 649). By
contrast, each positive act of underwriting a contract is to be considered an event.
However, because the need to determine the existence and scope of an event
arises only when there is a covered claim, this even may never become the sub-
ject of dispute if there are no losses pursuant to the negligently underwritten
contract.
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C14. Equally, a fact giving rise to the primary insured’s liability can be considered an event.
Any happening that directly triggers the primary insured’s liability in the absence of any
fault may be considered such a fact.

Ilustration

[15. Without any fault on the part of the driver, one of a car’s tires blew out and
resulted in a multi-person accident on a highway. The operational risk of a driv-
ing car has materialized and triggered the car owner’s strict liability. Hence, even
in the absence of any negligent act or omission on the part of the driver, the car
owner becomes liable to indemnify third parties involved in the accident. For the
purposes of aggregating losses, the fact that the accident happened is to be con-
sidered the relevant event.

C15. In paragraph (2), it is stated that any act, omission or fact “for which the primary insured
is or allegedly is liable” may constitute an event for the purpose of aggregating losses.
This specification ensures that aggregation is possible even if the primary insured’s lia-
bility cannot be evidenced by court verdict or arbitral award. In fact, whenever a reinsured
becomes liable towards a primary insured, an aggregation of losses is possible, provided
that all the losses are covered under the contract.

e.  Direct consequence

C16. Itis not appropriate to aggregate every loss that arises from the same event. Rather, losses
are to be aggregated only if they are the direct consequence of the relevant event, ie an
instance of materialized peril reinsured against or a liability triggering act, omission or
fact.

C17. Therefore, the test under the PRICL is whether the causal links between the event and the
individual losses are strong enough so as to consider the losses an event’s direct conse-
quences. The notion of “direct consequence” under the PRICL is not to be confounded
with the notion of proximate or efficient cause under English or US law.

C18. A loss may be considered an event’s direct consequence if it can be considered an inevi-
table result of the relevant aggregating event. A loss may not be considered the direct
consequence of the relevant event if an independent, intervening factor has decisively
contributed to the occurrence of the loss and thereby broken the chain of causation.

C19. This does, however, not mean that the relevant event, ie an instance of materialized peril
or a liability triggering act, omission or fact, is necessarily the last happening immediately
preceding the occurrence of the loss. Rather, an event may lead to a further happening
which then results in losses. If an event inevitably results in a further happening — which
may but does not have to be the materialization of another peril reinsured against — then
any individual losses which result directly therefrom shall be deemed to have directly
arisen from the aggregating event. The reason for this is that the chain of causation be-
tween the event and the losses remains unbroken.
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Illustration
I16. Reinsured A takes out reinsurance for a first-party property insurance policy

against the perils of earthquake and tsunami. An earthquake occurs and causes
losses 1 and 2. At the same time, a tsunami is triggered by the earthquake. Losses
3 and 4 arise from the tsunami.

Each loss must be tested individually. In particular, it is to be determined whether
losses 1-4 can be considered direct consequences of the relevant event, ie the
earthquake. Losses 1 and 2 occurred due to the earthquake, whereas losses 3 and
4 resulted from the tsunami which, in turn, was triggered by the earthquake.

As the tsunami was an inevitable consequence of the earthquake, losses 3 and 4
may be considered direct consequences of the earthquake. Hence, losses 1-4 are
to be aggregated, even though the earthquake did not immediately precede losses
3and 4.

C20. The chain of causation between the relevant event and a loss can be considered broken if
an intervening factor decisively interferes. This factor must be independent from the rel-
evant event, ie the materialization of the peril reinsured against (paragraph (1)) or the
liability triggering act, omission or fact (paragraph (2)). It may be constituted in a person
omitting to prevent the event from happening if this person was under a duty of care to
avert the corresponding losses. In such a case, the test is whether the corresponding losses
would not have arisen, had the person acted in compliance with his duties (conditio cum
gua non). Such an omission may occur before or after the relevant event.

Ilustrations

I17.

I18.

Reinsured A takes out reinsurance for a first-party property insurance policy
against the perils of earthquake and fire. An earthquake occurs and causes losses
1 and 2. At the same time, a tsunami is triggered by the earthquake and results
in a short circuit because electric cables have not been insulated according to the
required standards. The short circuit causes a fire from which losses 3 and 4
arise.

The lack of proper insulation of the electric cables can be considered an inter-
vening factor sufficient to break the chain of causation. Losses 3 and 4 cannot
be considered direct consequences of the earthquake. Thus, losses 3 and 4 are
not to be aggregated with losses 1 and 2.

Reinsured A takes out reinsurance for a first-party property insurance policy
against the perils of earthquake and fire. An earthquake occurs and causes losses
1 and 2. At the same time, a tsunami is triggered by the earthquake and results
in a short circuit. All of the electric cables were insulated in accordance with the
required standard but broke as a result of the earthquake. The short circuit results
in a fire which causes losses 3 and 4.
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As the short circuit and the resulting fire can be considered inevitable conse-
quences of the earthquake and the tsunami, neither can be considered a deci-
sively intervening factor. Losses 3 and 4 are to be aggregated with losses 1 and
2.

Primary insured C negligently injures a company’s director D who must subse-
quently be hospitalized. Treatment costs result in loss 1. Due to the absence of
D, deputy director E is in charge. The latter makes some unfortunate decisions
which result in losses 2 and 3.

The company is under a duty to organize its affairs appropriately. It is under a
specific duty to ensure that the company is able to operate in case of D’s absence.
Thus, the company’s failure to hire a capable deputy director can be considered
an intervening factor sufficient to break the chain of causation. Losses 2 and 3
cannot be considered the direct consequence of the primary insured’s negligent
act. Thus, losses 2 and 3 are not to be aggregated with loss 1.

Reinsured A takes out reinsurance for a landowner’s third-party liability insur-
ance policy. An airplane flies into a building and thereby injures some of the
landowner’s employees (losses 1-10; workers’ compensation claims) for which
the primary insured became liable. In the time after the accident, there is a mas-
sive clean-up operation by the landowner. Evidence shows that the clean-up
workers have been negligently exposed to asbestos during the clean-up opera-
tions. The workers’ exposure resulted in losses 11-50 for which the primary in-
sured is equally liable (respiratory claims). Consequently, the landowner is liable
for losses 1-50.

The respiratory losses did not arise from the same event as the workers’ com-
pensation claims, ie the airplane accident. This is so because the landowner is
under a duty of care to protect the clean-up workers from injuries by providing
them with adequate protective equipment. The landowner’s failure to provide
such protection can be considered an intervening factor sufficient to break the
chain of causation between the airplane accident and respiratory claims. There-
fore, the workers’ compensation claims are not to be aggregated with the respir-
atory claims (facts based on Mic Simmonds v AJ Gammell [2016] EWHC 2515).

C21. Similarly, an intervening factor sufficient to break the chain of causation may be consti-
tuted in a happening which occurs independently of the event reinsured against and which
inevitably results in the corresponding losses (conditio sine qua non). Such a happening
may occur before or after the relevant event.

Illustrations

121.

Reinsured A takes out all risk reinsurance for a first-party property insurance
policy. A bushfire spreads and causes losses 1 and 2. At the same time, it de-
stroys vegetation on a slope so that the ground is unable to absorb larger amounts
of water. Eight months later, during extraordinarily heavy rainfalls, a landslide
occurs and losses 3 and 4 result.
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The materialization of the peril of fire constitutes the event within the meaning
of paragraph (1). Losses 3 and 4 occurred due to a combination of the destroyed
vegetation and the heavy rain. The bushfire alone would not have caused losses
3 and 4, which means that the instance of heavy rain may be considered a deci-
sively intervening factor independent of the relevant event. Therefore, losses 3
and 4 are not to be aggregated with losses 1 and 2.

[22. Reinsured A takes out all risk reinsurance for a first-party property insurance
policy. A vessel spills a significant amount of oil into the sea near the coast.
Some days later, a windstorm occurs and blows some of the spilled oil into a
river. Due to the strength of the windstorm, it eventually causes a flood. Losses
1 and 2 arise from the destructive force of the flood. Furthermore, in the course
of the flood, some of the oil pollutes nearby agricultural land which results in
losses 3 and 4.

The flood constitutes the event within the meaning of paragraph (1). Losses 3
and 4 occurred due to a combination of the oil spillage and the flood. Hence,
losses 3 and 4 would not have occurred had there not been an independent oil
spillage. Therefore, losses 3 and 4 are not to be aggregated with losses 1 and 2.

123. Reinsured A takes out reinsurance for a professional liability insurance policy.
A vessel owner negligently spills a significant amount of oil into the sea near the
coast which results in the pollution of two coastal villages located some distance
apart and thereby triggers his liability (losses 1 and 2). The spilled oil is washed
towards the two different locations due to the common wind conditions in the
area.

The vessel owner’s negligent act alone has caused losses 1 and 2. The common
wind condition in the area cannot be considered a decisively intervening factor
independent of the relevant event (negligent spillage of oil). Therefore, losses 1
and 2 are to be aggregated.

124. Reinsured A takes out reinsurance for a professional liability insurance policy.
A vessel owner negligently spills a significant amount of oil into the sea near the
coast which results in the pollution of the coastal area and thereby triggers his
liability (losses 1 and 2). Some days later, an unusually heavy windstorm occurs
and blows some of the spilled oil into a river and eventually causes a flood. In
the course of the flood, some of the oil pollutes nearby agricultural land resulting
in losses 3 and 4.

Losses 3 and 4 occurred due to a combination of the oil spillage and the flood.
Hence, the vessel owner’s negligent act alone would not have caused losses 3
and 4, which means that the flood may be considered a decisively intervening
factor independent of the relevant event (negligent spillage of oil). Therefore,
losses 3 and 4 are not to be aggregated with losses 1 and 2.

C22. If an intervening factor contributes to the occurrence of a loss but cannot be said to be
decisive for the occurrence of the loss, such intervening factor cannot prevent the aggre-
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gation of this loss with other losses resulting from the relevant event. For instance, com-
mon circumstances in place at the time the peril reinsured against materializes (eg com-
mon wind which spreads the fire to adjacent properties) or the primary insured’s liability
is triggered are generally not considered decisively intervening factors although they may
support the occurrence of losses.

Ilustrations

125. Reinsured A takes out reinsurance for a first-party property insurance policy
against the perils of tsunami and fire. A tsunami occurs and causes losses 1 and
2. At the same time, the tsunami causes a short circuit which results in a fire that
easily spreads because of the common wind conditions. Losses 3 and 4 occur.

As the short circuit can be considered the inevitable consequence of the tsunami,
losses 1 - 4 are to be aggregated. The fact that losses 3 and 4 only occur due to
the common wind conditions does not make such conditions an independent and
decisively intervening factor.

126. Reinsured A takes out reinsurance for a portfolio of personal liability insurance
policies. Primary insured C negligently sets fire to a building which results in
loss 1. Due to the common wind conditions in the area the fire spreads and causes
losses 2 and 3.

Losses 2 and 3 can be considered the direct consequence of the primary insured’s
negligent act. The commonly windy weather cannot be considered a decisively
intervening factor that breaks the chain of causation. Therefore, losses 1- 3 are
to be aggregated.

127. Reinsured A takes out reinsurance for a portfolio of personal liability insurance
policies. Primary insured C negligently sets fire to a building which results in
loss 1. Shortly thereafter, an unusual heavy windstorm occurs and causes the fire
to spread. Losses 2 and 3 occur.

Losses 2 and 3 occurred due to a combination of the fire and the seldom wind-
storm. Hence, E’s negligent act alone would not have caused losses 2 and 3,
which means that the windstorm may be considered a decisively intervening fac-
tor independent of the relevant event (negligently setting fire). Therefore, losses
2 and 3 are not to be aggregated with loss 1.

Sublimits

Reinsurance contracts typically not only contain coverage limits but also sublimits. Sub-
limits define a limit of liability with respect to a particular peril when the contract pro-
vides coverage against a multitude of perils or with respect to a specific reinsured asset
when reinsurance is taken out for a multitude of different assets or with respect to a spe-
cific location when the reinsured assets are located at a multitude of places.
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C24. Under the PRICL, aggregation is dealt with on each level of limits, ie total coverage limits
and sublimits. Thus, event-based aggregation of losses is subject to any coverage limits
specified in the contract.

Ilustrations

[28. There is reinsurance coverage per occurrence with a total coverage limit of USD
40 million. The contract states a USD 20 million sublimit per occurrence for the
peril of tsunami.

An earthquake occurs and causes losses amounting to USD 30 million. The
earthquake further directly results in a tsunami which causes tsunami losses
amounting to USD 30 million. The event caused damage totaling USD 60 mil-
lion. Both earthquake and tsunami losses can be considered direct consequences
of the earthquake, so that generally all of the losses can be aggregated.

In order to respect the different sublimits, however, it is necessary to test whether
the aggregate tsunami loss is within the tsunami cover limit. This is not the case.
USD 20 million of the tsunami losses are covered by the sublimit specified for
tsunami losses, while the remaining USD 10 million of the tsunami losses are
not.

Another necessary test is whether the aggregate loss that results from the event
is within the total coverage limit. Losses caused by the tsunami can be consid-
ered losses caused by the earthquake. Therefore, all the covered tsunami losses
are aggregated with the earthquake losses. They amount to USD 50 million
(USD 20 million tsunami losses and USD 30 million earthquake losses). The
total coverage limit is USD 40 million, meaning that losses amounting to another
USD 10 million are not covered.

129. Reinsured A takes out aviation reinsurance for a public liability insurance policy.
The reinsurance coverage is per occurrence with a total coverage limit of USD
40 million. The contract states a USD 20 million sublimit per occurrence for
damage caused by the release of substances hazardous to soil or water.

Due to a wrong manipulation by the pilot, the primary insured’s aircraft negli-
gently releases liquid fuels which results in the pollution of agricultural land.
The damage amounts to USD 30 million. The leakage of the fuels further results
in a crash that causes property damage in the amount of USD 30 million. The
event causes damage totaling USD 60 million.

Both the pollution and the property damage losses can be considered direct con-
sequences of the pilot’s wrong manipulation. In order to respect the different
sublimits, however, it is necessary to test whether the aggregate pollution loss is
within the pollution sublimit. This is not the case. USD 20 million of the pollu-
tion losses are covered by the sublimit specified for pollution losses, while the
remaining USD 10 million of the pollution losses are not.

© PRICL Project Group Rapporteur: Oliver D. William



109

C25.

C26.

C27.

C28.

PRICL Article 5.2

Another necessary test is whether the aggregate loss that results from the event
(wrong manipulation) is within the total coverage limit. Both pollution and prop-
erty damage losses can be considered losses caused by the pilot's wrong manip-
ulation. Therefore, all the covered pollution losses are aggregated with the prop-
erty damage losses. They amount to USD 50 million (USD 20 million pollution
losses and USD 30 million property damage losses). The total coverage limit is
USD 40 million, meaning that losses amounting to further USD 10 million are
not covered under the contract.

Treaty reinsurance

In the case of treaty reinsurance, a reinsured takes out reinsurance against a multitude of
risks covered by multiple (re)insurance policies under a single contract.

If multiple first-party primary insurance policies are triggered as a result of the same ma-
terialization of a peril reinsured against, multiple losses occur under the contract. Under
paragraph (1), these losses are treated as one single loss with regard to reinsurance reten-
tion (deductible) and coverage limit.

Ilustration

130. Reinsured A takes out reinsurance for a reinsurance portfolio of car property
damage policies. The peril insured against is destruction by accident. Several car
accidents occur under different primary insurance policies in the reinsurance
portfolio. As the accidents occur independently of one another, the peril insured
against materializes in multiple instances so that the individual losses incurred
by the different car owners cannot be aggregated for the purpose of aggregating
losses under the reinsurance treaty.

By contrast, if a multiple collision accident occurs so that the first car crash was
causative for any of the other crashes involved, the first car crash can be consid-
ered the materialization of the peril insured against. Any losses that directly orig-
inate from this first car accident are to be aggregated under the PRICL (facts
based on Hartford Accident & Indemnity Co v Wesolowski, 33 NY2d 169, 910).
The fact that the accident triggered a multitude of primary insurance policies
does not conflict with the aggregation of losses under paragraph (1).

It should be noted that it is generally not possible for one event to trigger multiple third-
party primary insurance policies as third-party liability risks are normally covered in only
one primary insurance policy. Thus, if this primary insurance policy is triggered, the other
primary insurance policies under the reinsurance treaty remain unaffected.

Hours clauses

Catastrophe excess of loss contracts in particular often contain hours clauses defining a
time frame within which losses arising from an event are to be aggregated. Regularly,
such clauses refer to a “catastrophe” as the unifying factor for the aggregation of losses.
Under the PRICL, a “catastrophe” equates to any other event (see Article 5.2 Comment
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1), therefore paragraph (1) applies. However, hours clauses tend to narrow down the
scope of the aggregation mechanism provided for in paragraph (1).

Where the parties include an hours clause, paragraph (1) will to some extent be altered.
In such a case, the relevant event is still determined pursuant to paragraph (1) and it still
applies that only losses directly occasioned by this event may be aggregated. The parties
then, however, amend the mechanism provided for in the PRICL in that they specify that
only losses that occur within the time frame agreed upon in the hours clause aggregate.

Life insurance policies

Under paragraph (1), life insurance policies are equated with first-party insurance policies
where appropriate. In life insurance, a primary insurer pays a stipulated sum of money to
the designated beneficiaries upon death of the insured.

A policyholder’s death is to be considered the loss suffered. As an insured can only lose
his life once, there can only be one loss per individual life insurance policy. Therefore,
loss aggregation is irrelevant in primary life insurance.

By contrast, if a portfolio of primary life insurance policies is reinsured, the reinsurance
treaty may provide for a retention, coverage limit and coverage sublimit for the whole
portfolio rather than for each primary life insurance policy. In this case, the question of
aggregating losses arises.

Generally, life insurance is all-risk insurance subject to the exclusion of a number of risks.
Unless a certain cause of death has been excluded from the policy’s scope of coverage,
the insurance payment becomes due once the primary insured has died. The primary in-
sured’s cause of death is to be considered the aggregating event, whereas his death is the
loss. Therefore, an event, under the PRICL, is the materialization of any risk (cause of
death) not specifically excluded from the life insurance policy’s scope of coverage.

If multiple losses originate in the same materialization of a risk, they may be aggregated
for the purpose of loss aggregation (Article 5.2(1)). As life insurance policies generally
cover all-risks, any event (cause of death) responsible for the death of multiple people
may be considered the relevant event for the purpose of aggregating losses.

Ilustrations

[31. Multiple people die from an earthquake. Each insured’s death may be considered
a loss. As all of the losses directly originated in the earthquake, they are to be
aggregated.

[32. Multiple people die of lung cancer. Each insured’s death may be considered a
loss. However, the development of the illness is a separate instance of material-
ized peril for each insured. Hence, the individual losses are not to be aggregated.

[33. Multiple people die of the exact same virus strain. The outbreak of the respective
virus and the subsequent infection of people can be considered one instance of
materialized peril and the individual deaths can be considered a direct conse-
quence of the materialization. Hence, the individual losses are to be aggregated.
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8. Bundled insurance products

C35. If a primary insurance policy contains aspects of first- and third-party insurance, it may
be that an instance of materialized peril (first-party) coincides with the liability triggering
act, omission or fact (third-party). In such cases, losses under the first-party insurance are
to be aggregated with losses under the third-party insurance.

Ilustration

134. Primary insured C takes out property car insurance as well as liability car insur-
ance. He commits a car accident in negligence, whereby his and another driver's
cars are both damaged. Under the first-party property car insurance, the peril of
damage by accident materialized when the accident occurred. Thus, the accident
can be said to be the event for the purposes of paragraph (1). Simultaneously, by
negligently causing the accident, the driver triggered his liability under the third-
party insurance. Thus, the accident can also be considered the event for the pur-
poses of paragraph (2). As the events under these two provisions are identical,
the respective losses are to be aggregated.

ARTICLE 5.3
(Cause-based aggregation)

(1) Where the parties agree on a cause-based aggregation in a
contract reinsuring first-party insurance policies, all losses that oc-
cur as the direct consequence of one or multiple events within the
meaning of Article 5.2 paragraph (1) shall be considered as arising
out of one common cause if it was reasonably foreseeable that a
cause of this kind could give rise to such an event.

2) Where the parties agree on a cause-based aggregation in a
contract reinsuring third-party insurance policies, all losses that
occur as the direct consequence of one or multiple events within the
meaning of Article 5.2 paragraph (2) shall be considered as arising
out of one common cause if it was reasonably foreseeable that a
cause of this kind could give rise to such an event.

COMMENTS

1.  Individual losses

C1. For the notion of individual losses, see Article 5.2 Comment 2.

2. Originating or original cause (paragraphs (1) and (2))

C2. Under the PRICL, the unifying factor of “cause” allows for a wider aggregation than the
unifying factor of “event”. Furthermore, in the PRICL, the notions of “cause” and

“source” are equated. Thus, whenever a contract refers to the unifying factor of “source”
the parties agree on an aggregation pursuant to Article 5.3.
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An aggregating cause may provoke multiple instances of materialized perils or liability
triggering acts, omissions or facts each of which may result in a plurality of losses. Under
cause-based aggregation, any losses that arise from such a cause are aggregated no matter
the number of instances a peril materialized or the number of liability triggering acts,
omissions or facts.

Similarly, the reinsured may take out reinsurance against multiple perils in one contract.
If a cause within the meaning of Article 5.3 leads to the materialization of multiple dif-
ferent perils reinsured against or multiple different liability triggering acts, omissions or
facts, such cause is the unifying factor not only for any losses resulting from multiple
instances of the materialization of the same peril or multiple identical liability triggering
acts, omissions or facts, but also for losses resulting from the materialization of different
perils or different liability triggering acts, omissions or facts.

Ilustration

I1. Reinsured A takes out reinsurance against the perils of tsunami and fire. An
earthquake occurs and provokes a tsunami and a fire independently of one an-
other. Multiple losses result from the tsunami and multiple losses result from the
fire.

The peril of tsunami materialized in one instance, as did the peril of fire. Within
the meaning of Article 5.2(1), the materialization of the peril of tsunami is con-
sidered an event distinct from the materialization of the peril of fire. In the ordi-
nary course of things, it appears quite likely that an earthquake will result in the
materialization of a tsunami and the materialization of a fire. Under paragraph
(1), the earthquake is, therefore, to be considered the unifying cause. Any losses
that can be considered the direct consequence of either the fire or the tsunami
are aggregated under paragraph (1).

As illustrated, the concept of “cause” is much wider than the concept of “event”. In fact,
a cause may be the reason why an event occurred. More specifically, a state of affairs (cf
Axa Reinsurance (UK) Plc v Field [1996] 1 WLR 1026, 1035), a state of ignorance (cf
Axa Reinsurance (UK) Plc v Field [1996] 1 WLR 1026, 1030), the lack of proper training
(cf Countrywide Assured Group Plc v Marshall [2002] WL 31173646, 6), a misunder-
standing as to the results of discussions (cf American Centennial Insurance Company v
INSCO Limited [1996] WL 1093224, 8) and a failure of putting in place an adequate
system to protect goods (cf Municipal Mutual Insurance Ltd v Sea Insurance Ltd [1998]
CLC 957, 967) may be considered causes for the purpose of aggregating losses.

Causation
Causation in general

There must be a causative link between the relevant cause on the one hand and any losses
to be aggregated on the other hand. This involves a three-step analysis:

First, any loss covered under the contract results from an instance of materialized peril
reinsured against or a liability triggering act, omission or fact, ie an event within the
meaning of Article 5.2. The relevant event or events as defined in Article 5.2 is/are to be
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determined and pinpointed on the chain of causation. For more details as to this test, see
Article 5.2 Comments 6 et seqqg.

Second, to find the aggregating cause as defined in Article 5.3, it is necessary to move
further back in the chain of causation as compared to Article 5.2. It is to be determined
whether there is a cause that triggered one or multiple events within the meaning of Arti-
cle 5.2. If there is no such cause, the materialization of a peril reinsured against or the
liability triggering act, omission or fact is to be considered the aggregating cause. In this
case, an event within the meaning of Article 5.2 equates to a cause within the meaning of
Article 5.3.

By contrast, if there is a cause from which one or multiple events (Article 5.2) originated,
it is necessary to test whether it was reasonably foreseeable that such a cause would pro-
voke one or multiple such events. If so, this cause is to be considered the aggregating
cause within the meaning of Article 5.3. It is distinct from one or multiple events within
the meaning of Article 5.2. It is important not to give a court or arbitral tribunal the leeway
to consider the materialization of a peril reinsured against or the liability triggering act,
omission or fact the relevant cause within the meaning of Article 5.3. Otherwise, the par-
ties’ choice for a broader aggregation mechanism would be disregarded.

Third, not every loss arising from an event which in turn originates in such an aggregating
cause may be aggregated. Rather, the only losses that are aggregated are those that can be
said to arise as a direct consequence of the materialization of the peril reinsured against
or the liability triggering act, omission or fact.

Consequently, the standard of “reasonable foreseeability” operates between the aggregat-
ing cause within the meaning of Article 5.3 and the materialization of a peril reinsured
against or a liability triggering act, omission or fact, ie an event within the meaning of
Article 5.2. By contrast, the standard of “direct consequence” operates between an event
within the meaning of Article 5.2 and the individual losses. This is illustrated below.
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Reasonable foreseeability

A cause may be somewhere further back in the chain of causation than an event. The
concept of reasonable foreseeability is meant to restrict how much further back in the
chain of causation a court or arbitral tribunal may look in the search for an aggregating
cause. In fact, not every cause that provokes an instance of materialized peril can be con-
sidered an aggregating cause within the meaning of Article 5.3. If a cause is too loosely
connected to the event to justify an aggregation of losses, it cannot be considered an ag-
gregating cause within the meaning of Article 5.3.

Under Article 5.3, a cause may be considered the unifying factor for the purpose of ag-
gregating losses if it was reasonably foreseeable to the parties that — in the ordinary course
of things — a cause of this kind may lead to an event of the kind under consideration, ie
an instance of materialized peril (Article 5.2(1)) or an act, omission or fact that triggers
the primary insured’s liability (Article 5.2(2)).

Consequently, it is not necessary that it is reasonably foreseeable that a cause would pro-
voke multiple events or that the events which flowed from the cause would eventually
result in a plurality of losses. Similarly, the number of separate losses that may arise from
an event originating from the cause in question or the extent of such losses does not have
to be reasonably foreseeable. Rather, it is sufficient that it is reasonably foreseeable that
a cause of the kind in question may lead to an event of the kind in question.

The requirement of reasonable foreseeability is an objective one. Whether a certain cause
was reasonably foreseeable must be determined by reference to a reasonable person in
the circumstances of the parties. Furthermore, reasonable parties judge the standard of
foreseeability in light of the ordinary course of things.

It is at the time of entering into the contract that reasonable parties must have been able
to reasonably foresee that a cause of the kind in question might result in one or more
reinsured events.

In any case, it is important to note that the concept of foreseeability in Article 5.3 does
not correspond with the concept of foreseeability in tort law or the concept of foreseea-
bility in general contract law or insurance law (cf SwisHER (2002) 361 et seq for the
distinction between the different concepts).

In fact, in tort law, the concept of foreseeability is used to determine “whether [some-
one’s] act, or omission to act, was too remote or did in fact constitute the proximate cause”
ofthe injured’s damage and therefore triggered the wrongdoer’s liability (SWISHER (2007)
9). In general contract law, the concept of foreseeability is used to limit a party’s liability
for breach of contract (8 351(1) Restatement (Second) of Contracts). In insurance law,
the concept of foreseeability is used to determine whether a certain loss is covered by the
insurance policy (cf SwisHER (2002) 361 et seqq). In all of these cases, the concept of
foreseeability is used to limit liability.

The PRICL do not use the concept of reasonable foreseeability to limit the reinsurers’
liability, ie to determine whether a certain loss is covered under the contract. Rather, the
question of whether these separate losses are to be aggregated only arises once it has been
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established that a plurality of losses are generally covered by the contract. In fact, limiting
the extent of aggregation can — depending on both the structure of the reinsurance policy
and the structure of the individual losses — lead to an increase or decrease in a reinsurer’s

liability.

Ilustrations

12.

I3.

Under the primary insurance policy, Reinsured A provides professional liability
insurance to primary insured C. C is an insurance underwriter who underwrites
a plurality of insurance contracts without appreciating the risk of asbestosis. Re-
insurer B provides reinsurance coverage to A for the third-party liability insur-
ance policy between A and C.

It must be determined whether, at the time of contract formation, it was reason-
ably foreseeable that — in the ordinary course of things — an underwriter's liability
would be triggered if the latter underwrote insurance contracts without having
appreciated all of the known risks.

The risk of asbestosis was public knowledge at the time C underwrote the insur-
ance contracts. It may be said that it was reasonably foreseeable that an under-
writer’s ignorance about this risk would lead to an act of negligent underwriting.
Consequently, the underwriter’s ignorance is to be considered a cause within the
meaning of Article 5.3. This is so because — in the ordinary course of things — it
appears reasonable that the lack of appreciation of such a significant risk as as-
bestosis may trigger C’s liability. Therefore, under paragraph (2), any losses that
originated in B’s ignorance are to be aggregated.

Reinsured A takes out property reinsurance for banks against the peril of damage
or theft. In the course of five months, multiple instances of robbery occur inde-
pendently of one another. Sociological experts have opined that these instances
of theft could be considered a sign of the increasing materialism in society.

The peril “theft” materialized in several instances. Each instance of materializa-
tion is to be considered a distinct event for the purpose of Article 5.2(1). From
the perspective of reasonable parties to a contract reinsuring property risks, it
does not appear reasonably foreseeable that — in the ordinary course of things —
separate instances of theft would occur because of such a thing as increasing
materialism in society. For lack of reasonable foreseeability, increasing materi-
alism in society cannot be considered a unifying cause under paragraph (1).

C20. Like the concept of proximity (cf Article 5.1 Comments 21 et seqq), the concept of rea-
sonable foreseeability is generally open to result-oriented judgments and can, hence, be
considered unclear to some degree. In full awareness of this fact, the concept of reasona-
ble foreseeability is used in Article 5.3, in which a standard is thereby adopted which may
— under certain circumstances — not be clear-cut, but that is nevertheless able to reduce
legal uncertainty to some degree.
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C21.

C22.

C23.

Direct consequence

It is not appropriate to aggregate every loss that arises from the same event which in turn
originates in a cause within the meaning of Article 5.3. Rather, the only losses that are to
be aggregated are those that are a direct consequence of the relevant event, ie an instance
of materialized peril reinsured against or a liability triggering act, omission or fact.

Therefore, the necessary test is whether an individual loss can be considered a direct con-
sequence of the relevant event within the meaning of Article 5.2. In order to ensure this,
just as under Article 5.2, only the strength of the causal links between the instances of
materialized perils or liability triggering acts, omissions or facts on the one hand and the
corresponding losses on the other hand are to be tested. For the test of whether a loss can
be said to be a direct consequence of an instance of materialized peril, see Article 5.2
Comment 16 et seqq.

By contrast, the “direct consequence” test does not involve determining the degree of
causation between the aggregating cause within the meaning of Article 5.3 and the indi-
vidual losses.

Ilustrations

I4. Reinsured A takes out property reinsurance for a large number of buildings
against the peril of tsunami with the peril of earthquake excluded. An earthquake
occurs and leads to multiple separate tsunamis each of which damages some
buildings.

The peril of tsunami materializes in several instances. Each instance of materi-
alization is to be considered a distinct event for the purposes of Article 5.2(1).
After having determined the plurality of tsunamis as multiple events, it is neces-
sary to move further back on the chain of causation in the search for an aggre-
gating cause that provoked each of the tsunamis. In the ordinary course of things,
it appears reasonable that an earthquake may result in a tsunami. Under Aurti-
cle 5.3 paragraph (1), the earthquake is, therefore, to be considered the unifying
cause. The fact that the peril of earthquake is excluded from the coverage under
the contract does not bar the earthquake from figuring as the aggregating cause
under Article 5.3 paragraph (1).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective tsunami. Any losses that can be considered a di-
rect consequence of any of the tsunamis are aggregated under Article 5.3 para-

graph (1).

I5. Reinsured A takes out property reinsurance for a large number of supermarket
stores against the peril of damage or destruction by vandalism. After the coun-
try’s president resigns, 22 stores are damaged by rioters in a number of instances
of vandalism over a period of some two days. The rioters are said to be centrally
orchestrated by the government. Having determined that the plurality of acts of
vandalism are multiple events, it is necessary to move further back on the chain
of causation in search of an aggregating cause that provoked each of the acts. In
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the ordinary course of things, it appears reasonable that a centralized orchestra-
tion by political rioters may lead to one or more instances of vandalism. Under
paragraph (1), the rioters’ centralized orchestration is, therefore, to be considered
the aggregating cause.

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective act of vandalism. Any losses that can be consid-
ered a direct consequence of any of the acts of vandalism are aggregated under
paragraph (1) (facts based on Mann & Anor v Lexington Insurance Co [2000]
CLC 1409 which, by contrast, dealt with event-based aggregation).

Reinsured A takes out property reinsurance for a large number of supermarket
stores against the peril of damage or destruction by vandalism. After the market
price of cigarettes increases substantially, 22 stores are damaged independently
of one another by rioters in a number of instances of vandalism over a period of
some two days. A majority of rioters declare to have vandalized due to a sub-
stantial increase in the market price of cigarettes. Having determined the plural-
ity of acts of vandalism as multiple events, it is necessary to move further back
on the chain of causation in search of an aggregating cause that provoked each
of the acts.

In the ordinary course of things, it does not appear reasonably foreseeable that
that a rise in the market price of cigarettes would lead to one or more instances
of vandalism. For lack of reasonable foreseeability, the increase in the cigarettes’
market price cannot be considered a unifying cause under paragraph (1).

Reinsured A provides professional indemnity insurance to a managing agent of
a syndicate at Lloyd’s. Due to the latter’s culpable misappreciation, he succes-
sively fails to pay sufficient regard to proper principles of underwriting. After
having incurred gross losses, the members of the syndicate bring action in neg-
ligence against the managing agent.

With each act of underwriting in disregard of the “proper principles of under-
writing”, the managing agent triggered his liability. Hence, each act of under-
writing constitutes a separate event for the purposes of Article 5.2(2). Having
determined that each act of underwriting constitutes a separate event, it is nec-
essary to move further back on the chain of causation in search of an aggregating
cause that provoked each of these underwritings. It appears reasonable that an
underwriter who is unaware of the proper underwriting principles may negli-
gently underwrite contracts and thereby incur liability. Consequently, the agent’s
culpable misappreciation can be said to constitute the single originating cause
responsible for all the negligent acts and can, hence, be considered a common
cause for the purposes of Article 5.3 paragraph (2).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective act of underwriting. Any losses that can be con-
sidered a direct consequence of any of the acts of underwriting are aggregated
under Article 5.3 paragraph (2) (facts based on Cox v Bankside Members Agency
Ltd [1995] CLC 180).
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Reinsured A issues a policy of insurance covering the liabilities of 14 directors,
officers and employees of an American financial institution. The institution col-
lapsed and a claim was made against all 14 of the directors and officers, each of
whom was alleged to be personally liable for having been negligent or otherwise
at fault in the handling of the institution’s affairs. Any faults committed by the
directors and officers can be said to be the consequence of a common culpable
misunderstanding as the result of a discussion between them on which they all
subsequently acted.

Each negligent act or fault triggers the respective directors’ and officers’ liabil-
ity. Thus, each negligent act or fault can be considered a separate event for the
purposes of Article 5.2(2). Having determined that each act constitutes a sepa-
rate event, it is necessary to move further back on the chain of causation in search
of an aggregating cause that provoked each of these acts. It appears reasonable
that directors and officers may reach a common understanding that may translate
into multiple wrongful acts and omissions. Hence, their discussion that resulted
in the misunderstandings can be regarded as the common cause for the purposes
of Article 5.3 paragraph (2).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective act. Any losses that can be considered a direct
consequence of any of the acts are aggregated under Article 5.3 paragraph (2)
(facts based on American Centennial Insurance Company v INSCO Limited
[1996] WL 1093224).

Reinsured A provides liability insurance to a port. Equipment stored at the port
is vandalized by a succession of individual acts of pilferage. The owner of the
equipment brings action against the port for not putting in place an adequate
system to protect the goods from pilferage and vandalism.

The port’s liability is triggered by each act of vandalism it is unable to avert.
Thus, each instance of vandalism the port was unable to avert can be considered
a separate event for the purposes of Article 5.2(2). Having determined that each
act constitutes a separate event, it is necessary to move further back on the chain
of causation in search of an aggregating cause that provoked each of these omis-
sions to avert acts of vandalism. The port’s inability to avert these instances of
vandalism originated in its failure to put in place an adequate system of protec-
tion from pilferage and vandalism. It appears reasonable that stored goods may
be vandalized if no system of protection was put in place. Consequently, the
port’s failure can be regarded as a common cause for the purposes of Article 5.3
paragraph (2).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective omission to avert acts of vandalism. Any losses
that can be considered a direct consequence of any of these omissions are aggre-
gated under Article 5.3 paragraph (2) (facts based on Municipal Mutual Insur-
ance Ltd v Sea Insurance Co Ltd [1998] CLC 957, 966 et seqq).
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[10. Reinsured A provides professional indemnity insurance to primary insured C —

I1.

an insurance company. Several of C’s underwriters mis-sell pensions for which
they are held liable. They are found to have done so due to their lack of proper
training.

C’s liability is triggered by each instance of mis-selling a pension. Therefore,
each instance of mis-selling can be considered a separate event for the purposes
of Article 5.2(2). Having determined that each act of mis-selling constitutes a
separate event, it is necessary to move further back on the chain of causation in
search of an aggregating cause that provoked each of these instances of mis-
selling. It appears reasonable that not providing the sales personnel with ade-
quate training may lead to the mis-selling of pensions. Therefore, the lack of
proper training can be considered a common cause for the purposes of Article 5.3
paragraph (2).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective instance of mis-selling. Any losses that can be
considered a direct consequence of any of these instances of mis-selling are to
be aggregated under Article 5.3 paragraph (2) (facts based on Countrywide As-
sured Group Plc v Marshall [2002] WL 31173646, 6).

Reinsured A provides professional indemnity insurance to C, a chemical manu-
facturer that has operated in locations throughout the US since the early 1900s.
In the 1980s, federal, state and local governments as well as a number of private
parties commenced environmental actions directed at more than 150 of the man-
ufacturer’s plant and disposal sites throughout the country. Experts have found
that the pollution originated in the manufacturer’s deficient corporate environ-
mental policy.

Primary insured C’s liability is triggered by each act of pollution. Therefore,
each instance of pollution can be considered a separate event for the purposes of
Article 5.2(2). Having determined that each instance of pollution constitutes a
separate event, it is necessary to move further back on the chain of causation in
search of an aggregating cause that provoked each of these instances of pollu-
tion. It appears reasonable that not having in place an adequate corporate envi-
ronmental policy may lead to the pollution of environmental sites. Therefore, the
lack of a proper environmental policy can be considered a common cause for the
purposes of Article 5.3 paragraph (2).

The final step is to determine whether each loss can be considered to be a direct
consequence of the respective instance of pollution. Any losses that can be con-
sidered a direct consequence of any of these instances of pollution are to be ag-
gregated under Article 5.3 paragraph (2) (facts based on Travelers Casualty and
Surety v Certain Underwriters at Lloyd’s of London, 96 NY2d 583 (2001)).
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4.  Sublimits
C24. Reinsurance contracts regularly contain not only coverage limits but also sublimits. Sub-

C25.

limits define a limit of liability with respect to a particular peril when the contract pro-
vides for coverage against a multitude of perils or with respect to a specific reinsured
asset when reinsurance is taken out for a multitude of different assets or with respect to a
specific location when the reinsured assets are located at a multitude of places.

Under the PRICL, aggregation is dealt with on each level of limits, ie total coverage limits
and sublimits. The aggregation mechanism does not have to be identical on each level of

limits.

Ilustrations

2.

I13.

Reinsured A takes out property reinsurance for a large number of buildings on
an island against the perils of fire and tsunami. The contract provides for a total
liability limit of USD 30 million for any losses originating in one cause. It further
provides for sublimits of USD 20 million for losses arising from the peril of
tsunami and USD 20 million for losses resulting from the peril of fire. An earth-
quake provokes a tsunami which hits the island’s coast and causes losses in the
amount of USD 20 million. At the same time, it provokes a short-circuit resulting
in a fire which causes a loss totaling USD 30 million.

Two separate perils (tsunami and fire) materialize. Each materialization is to be
considered a distinct event within the meaning of Article 5.2(1). The sublimits
clause refers to the materialization of a peril reinsured against. Thus, for the pur-
pose of aggregation under the sublimits, an event-based aggregation according
to Article 5.2(1) applies. The tsunami losses of USD 20 million remain within
the sublimit for tsunami losses. The fire losses of USD 30 million, however,
exceed the sublimit for fire losses by USD 10 million. Hence, USD 10 million
of the fire losses are not covered under the contract.

All the losses covered under the sublimits may then be aggregated under the total
liability clause providing for a cause-based aggregation. Both fire losses and tsu-
nami losses are caused by the earthquake. Therefore, the earthquake can be con-
sidered the unifying cause under Article 5.3 paragraph (1). Consequently, USD
20 million of tsunami losses are aggregated with USD 20 million (not USD 30
million) of fire losses. The aggregate of these losses amounts to USD 40 million,
which exceeds the total liability limit by USD 10 million. Under this contract,
USD 30 million of losses resulting from the unifying cause of earthquake are
covered.

The contract provides that Reinsured A has taken out reinsurance for losses orig-
inating from one common cause in the amount of USD 11 million. It further
provides for a sublimit of USD 10 million per occurrence for fire losses. For
sexual assault losses, A is covered for up to USD 1 million per occurrence. At a
Christmas party, director D sexually assaults an employee and thereby causes a
loss in the amount of USD 5 million. Later in the evening, D negligently sets fire
to his offices resulting in damage to the building worth USD 6 million. Hence,
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the total loss amounts to USD 11 million. K was intoxicated during the entire
evening.

D triggers his liability in two separate instances, ie upon negligently setting the
fire and upon sexually assaulting an employee. Each liability triggering act is to
be considered a distinct event within the meaning of Article 5.2(2). The sublimits
clauses refer to the liability triggering acts of setting fire and committing sexual
assault. Thus, for the purpose of aggregation under the sublimits, an event-based
aggregation according to Article 5.2(2) applies. The fire losses of USD 6 million
remain within the respective sublimit. The sexual assault losses of USD 5 mil-
lion, however, exceed the respective sublimit by USD 4 million. Hence, USD 4
million of the sexual assault losses are not covered under the contract.

All the losses covered under the sublimits may then be aggregated under the total
liability clause providing for a cause-based aggregation. Both fire losses and
sexual assault losses are caused by D’s inebriation. Therefore, D’s inebriation
can be considered the aggregating cause under Article 5.3 paragraph (2). Conse-
quently, USD 6 million of fire losses are aggregated with USD 1 million (not
USD 5 million) of sexual assault losses. The aggregate of these losses amounts
to USD 7 million, which remains within the total limit liability of USD 11 mil-
lion. Under this contract, USD 7 million of losses resulting from the unifying
cause of inebriation are covered.

C26. If the sublimits clause provides for a sublimit with regard to the losses that occurred to a

specified reinsured asset and originated from one cause, then the parties agreed on cause-
based aggregation for losses occurring to this asset and paragraph (1) applies. Any losses
covered with regard to this asset are then aggregated with other losses under the total limit
of liability clause if they originated in the same cause.

Ilustration

I14. Reinsured A takes out property reinsurance for a large number of buildings on

an island against the perils of tsunami and fire. The contract provides for a total
liability limit of USD 60 million for any losses originating in one cause. It further
provides for a sublimit of USD 20 million for damage that occurs to building X
at the sea bank. An earthquake provokes a tsunami which hits the island’s coast
and causes losses amounting to USD 30 million. Furthermore, it causes tsunami
losses in the amount of USD 15 million as well as a fire loss of USD 10 million
to building X.

Two separate perils (fire and tsunami) materialize independently of one another.
Each instance of materialization is to be considered a distinct event within the
meaning of Article 5.2(1). The sublimits clause refers to damage occurring to
building X and originating in one cause. Thus, for the purpose of aggregation
under the sublimits, a cause-based aggregation according to Article 5.3 para-
graph (1) applies. Both the tsunami loss and the fire loss in building X originated
in the earthquake and therefore aggregate. This aggregate amounts to USD 25
million and exceeds the sublimit with regard to building X by USD 5 million.
Hence, USD 5 million of losses to building X are not covered under the contract.
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All the losses covered under the sublimit may then be aggregated with other
losses under the total liability clause providing for a cause-based aggregation.
Both losses to building X and other losses are caused by the earthquake. There-
fore, the earthquake can be considered the unifying cause under Article 5.3 par-
agraph (1) with regard to the total limit of liability. Consequently, USD 30 mil-
lion for further losses are aggregated with USD 20 million (not USD 25 million)
for losses occurring to building X. The aggregate of these losses amounts to USD
50 million and is within the total liability limit of USD 60 million. Under this
contract, USD 50 million of losses resulting from the unifying cause of earth-
quake are covered.

Treaty reinsurance

In the case of treaty reinsurance, a reinsured takes out reinsurance for a multitude of risks
covered by multiple primary insurance policies (the portfolio) under a single contract.

A common cause may lead to one or more instances of materialized peril (Article 5.2(1))
or multiple liability triggering acts, omissions or facts (Article 5.2(2)), which in turn trig-
ger a multitude of primary insurance policies within the portfolio. Under Article 5.3, these
losses are treated as one single loss with regard to reinsurance retention (deductible) and
coverage limit.

Ilustrations

I15.

I16.

Reinsured A takes out reinsurance for a reinsurance portfolio of property insur-
ance policies. The peril insured against is fire. An earthquake occurs and leads
to 15 separate fires at different places. These different fires damage properties
which were insured in a multitude of primary insurance policies, all figuring in
the treaty reinsurance portfolio. The peril of fire materializes in 15 separate in-
stances.

Each instance of materialization is to be considered a distinct event within the
meaning of Article 5.2(1). In the ordinary course of things, it appears reasonable
that an earthquake may result in a fire. Therefore, under Article 5.3 paragraph
(1), the earthquake is to be considered the aggregating cause. Consequently, any
losses occurring as a direct consequence of any fires that originated from the
earthquake are to be aggregated. The fact that the separate fire losses occurred
under separate primary insurance policies does not conflict with the aggregation
of losses under Article 5.3 paragraph (1).

Reinsured A takes out reinsurance for a portfolio of property car insurance pol-
icies. The peril insured against is damage or destruction. Due to an instance of
heavy rainfalls in Germany, multiple accidents occur independently of one an-
other.

The peril of damage or destruction materializes in multiple instances. Each in-
stance of materialization is to be considered a distinct event for the purposes of
Avrticle 5.2(2). In the ordinary course of things, it appears reasonable that heavy
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rainfalls lead to the occurrence of a car accident and result in damage to or de-
struction of a car. Therefore, under Article 5.3 paragraph (1), the rainfalls are to
be considered the unifying cause. Consequently, any losses that occurred as a
direct consequence of any accident originating in the heavy rainfalls are to be
aggregated. The fact that the separate losses occurred under separate primary
insurance policies does not conflict with the aggregation of losses under Arti-
cle 5.3 paragraph (1).

Reinsured A takes out reinsurance for a portfolio of property car insurance pol-
icies. The peril insured against is damage or destruction. Due to multiple in-
stances of heavy rainfalls in Germany and Argentina, multiple accidents occur
independently of one another.

The peril of damage or destruction materializes in multiple instances. Each in-
stance of materialization is to be considered a distinct event for the purposes of
Article 5.2(1). In the ordinary course of things, it appears likely that heavy rain-
falls may lead to the occurrence of a car accident and result in damage to or
destruction of a car.

Under Article 5.3 paragraph (1), the rainfalls in Germany and the rainfalls in
Argentina are each to be considered a separate unifying cause. Consequently,
any of the individual losses resulting from the rainfalls in Germany are aggre-
gated and any losses arising from the rainfalls in Argentina are aggregated.

By contrast, as the rainfalls in Germany and those in Argentina are to be consid-
ered separate unifying causes under Article 5.3 paragraph (1), the losses arising
from the rainfalls in Germany are not to be aggregated with the losses resulting
from the rainfalls in Argentina

Three primary insureds, D, E and F, all work for the same employer, C, who has
taken out three separate professional indemnity insurance policies for his em-
ployees. Reinsured A takes out reinsurance for all three primary insurance poli-
cies under one contract. For lack of proper training, the D, E and F independently
of one another, trigger their liability by mis-selling pensions.

Each instance of mis-selling is to be considered a distinct event within the mean-
ing of Article 5.2(2). Having determined that each act of mis-selling constitutes
a separate event, it is necessary to move further back on the chain of causation
in search of an aggregating cause that provoked each of these underwritings. In
the ordinary course of things, it appears reasonable that improper sales training
may lead to the mis-selling of pensions. Therefore, under Article 5.3 paragraph
(2), the employees’ lack of training is to be considered the unifying common
cause.

Any losses that occurred as a direct consequence of any of the acts of mis-selling
are to be aggregated. The fact that the errors and omissions of each employee
were insured under separate primary insurance policies does not conflict with
the aggregation of all the losses under Article 5.3 paragraph (2) (facts based on
Countrywide Assured Group Plc v Marshall [2002] WL 31173646, 6).
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6.  Life insurance policies

C29. For the relevance of aggregating losses in life insurance, see Article 5.2 Comments 30 et
seqq.

7.  Bundled insurance products

C30. If a primary insurance policy contains aspects of first- and third-party insurance, it may
be that an instance of materialized peril (first-party) and a liability triggering act, omission
or fact (third-party) originated in the same cause. In such cases, losses under the first-
party insurance are to be aggregated with losses under the third-party insurance.

Ilustration

119. A sole household insurance policy protects primary insured C against first- and
third-party losses. After a house party, C — in an intoxicated condition — damages
an expensive work of art which belongs to an artist and was displayed at the
party. By negligently damaging the painting, C triggers his liability under the
third-party aspect of the household insurance. This accident can be considered
the event for the purposes of Article 5.2(2). A few minutes later, C stumbles over
his TV and damages it. Under the first-party aspect of the household insurance,
the peril of damage by accident materialized when C stumbled over his TV. This
accident can be said to be the event for the purposes of Article 5.2(1). Having
determined that damaging the work of art and damaging the TV are to be con-
sidered two separate events, it is necessary to move further back on the chain of
causation in search of an aggregating cause that provoked each of the events.

In the ordinary course of things, it appears reasonable that an inebriated person
may damage goods belonging to himself or others. Therefore, under Article 5.3,
C’s condition of intoxication is to be regarded as the aggregating cause. There-
fore, the loss associated with the art work and the loss associated with the TV
are aggregated.
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For the reader’s convenience, appendix A reproduces the text of the Principles of Reinsurance
Contract Law without Comments and Illustrations. It is to be recalled, however, that the PRICL
are accompanied by official Comments and Illustrations.
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CHAPTER 1
GENERAL PROVISIONS

SECTION 1: APPLICATION OF THE PRICL

ARTICLE 1.1.1
(Substantive scope of application)

The PRICL apply to contracts of reinsurance where the parties
have agreed that their contract shall be governed by them.

ARTICLE 1.1.2
(External gaps)

Issues not settled by the PRICL shall be settled in accordance with
the UNIDROIT Principles of International Commercial Contracts
2016 (“PICC”).

ARTICLE 1.1.3
(Exclusion or modification of the PRICL)

The parties may exclude the application of or derogate from or vary
the effect of any of the provisions of the PRICL.

ARTICLE1.1.4
(Usages and practices)

(1) The parties shall be bound by any usage to which they have
agreed and by any practices which they have established between
themselves.

2) A trade usage which is regularly known to and observed by

parties to a reinsurance contract shall be taken into account when
interpreting the terms of the contract.
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ARTICLE 1.1.5
(Overriding mandatory rules)

Application of the PRICL shall not restrict the application of over-
riding mandatory rules, whether of national, international or su-
pranational origin, where applicable.

ARTICLE 1.1.6
(Interpretation and internal gaps)

§))] In the interpretation of the PRICL, regard is to be had to
their international character and to their purposes including the
need to promote the observance of good faith and fair dealing in the
reinsurance sector and uniformity in the application of the PRICL.

2) Issues within the scope of the PRICL but not expressly set-
tled by them are insofar as possible to be settled in accordance with
their underlying principles.

SECTION 2: DEFINITIONS

ARTICLE 1.2.1
(Contract of reinsurance)

§))] "Contract of reinsurance' means a contract under which
one party, the reinsurer, in consideration of a premium, promises
another party, the reinsured, cover against the risk of exposure to
insurance or reinsurance claims.

2) Unless otherwise indicated, the term “contract” as used in
the PRICL refers to a contract of reinsurance.
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CHAPTER 2
DUTIES OF THE REINSURER AND THE REINSURED

SECTION 1: GENERAL DUTIES

ARTICLE2.1.1
(Duties in general)

Throughout the negotiation, formation, operation, termination or
avoidance of the contract, the parties owe one another the duties set
forth in this Chapter.

ARTICLE 2.1.2
(Duty of utmost good faith)

The parties owe one another the duty of utmost good faith. “Utmost
Good Faith” means honesty and transparency as well as fairly tak-
ing into account the interests of the other party.

ARTICLE 2.1.3
(Confidentiality)

The parties shall treat information provided one another as confi-
dential. Absent permission, they shall not disclose it to third parties
except where required by law and except as necessary to provide
information to authorized persons involved in the transaction in-
cluding professional advisers, auditors, and retrocessionaires.

ARTICLE 2.1.4
(Good faith in dispute resolution)

The parties shall make reasonable and diligent efforts to resolve
disputes arising pursuant to the contract as expeditiously and effi-
ciently as possible.

SECTION 2: PRECONTRACTUAL DUTY OF THE REINSURED

ARTICLE 2.2.1
(Duty of disclosure by prospective reinsured)

In seeking reinsurance cover, a prospective reinsured shall provide
the reinsurer with all information of which it is or reasonably ought
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to be aware and which is material to the risks to be assumed by the
reinsurer. Information is material to a risk if the information is of
the type that would affect a reasonable and prudent reinsurer’s de-
cision as to whether to accept the risk and if so under which terms
and conditions and for which premium.

SECTION 3: DUTIES OWED DURING THE CONTRACT PERIOD

ARTICLE 2.3.1
(Premium payment)

Premiums shall be paid by the reinsured in accordance with the
terms of the contract. The reinsurer is required to demand payment
in order to trigger the reinsured’s payment obligation. Premiums
shall be paid promptly after demand has been made.

ARTICLE 2.3.2
(Contract documentation)

The parties shall cooperate regarding documentation of any agree-
ment and shall seek reasonably prompt documentation of the con-
tract.

ARTICLE 2.3.3
(Reinsurer rights of inspection)

The reinsurer has the right to inspect the records of the reinsured
concerning the insured relationship subject to giving reasonable
advance notice. The reinsurer’s request must be reasonable regard-
ing time, place and manner of inspection.

SECTION 4: DUTIES OWED DURING THE CLAIMS PROCESS

ARTICLE 2.4.1
(Notice of claims)

The reinsured shall give the reinsurer adequate and timely notice
of claims subject to the contract of reinsurance and of circum-
stances that pose a significant chance of resulting in reinsurance
coverage.

Principles of Reinsurance Contract Law



Appendix A 130

ARTICLE 2.4.2
(Claims handling by the reinsured)

The reinsured shall act reasonably and prudently when addressing
claims by its insureds that may result in claims for reinsurance cov-
erage.

ARTICLE 2.4.3
(Follow-the-fortunes and follow-the-settlements)

To the extent a loss is covered by the contract of reinsurance, the
reinsurer shall

(@) follow the settlements of the reinsured if the losses are argu-
ably within the cover of the primary insurance contract;

(b) follow the fortunes of the reinsured.

ARTICLE 2.4.4
(Timely payment of reinsurance claims)

Upon proper presentation of a claim by the reinsured for payment,
the reinsurer shall make reasonably prompt payment of amounts
to be paid on a claim to the reinsured pursuant to the contract. The
parties may specify the precise terms and timing of payments.

CHAPTER 3
REMEDIES

ARTICLE 3.1
(Remedies for breach of contract)

§))] If a party breaches the contract, an aggrieved party is enti-
tled to claim

(@) performance in accordance with Chapter 7 Section 2 PICC;
(b) damages in accordance with Chapter 7 Section 4 PICC.

2) An aggrieved party may terminate the contract if it cannot
reasonably be expected to uphold the contract.
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ARTICLE 3.2
(Remedies for breach of pre-contractual duty of disclosure)

1) If the prospective reinsured breaches its duty of disclosure
as set forth in Article 2.2.1 and if the reinsurer, had it known the
undisclosed information, would have entered into the contract on
different terms and conditions other than the premium, the rein-
surer is entitled to retroactively adjust the contract to these differ-
ent terms and conditions.

2) Subject to paragraph (1), if the prospective reinsured
breaches its duty of disclosure as set forth in Article 2.2.1 and if the
reinsurer, had it known the undisclosed information, would have
entered into the contract on a higher premium, the reinsurer is en-
titled to

(@) proportionally reduce the amount to be paid on any claim
arising from a loss that occurred before the reinsurer became
aware of the breach and

(b) claim the higher premium for the remaining contract period
while providing full coverage according to the adjusted contract for
all claims arising from a loss that occurred after the reinsurer be-
came aware of the breach.

If the reinsured notifies the reinsurer, within reasonable time after
the adjustment, it is entitled to pay the higher premium retroac-
tively to the formation of the contract and to full coverage for losses
of which it was not aware prior to notification.

3) A breach of the duty of disclosure as set forth in Article 2.2.1
by the prospective reinsured entitles the reinsurer to avoid the con-
tract retroactively if

(@) the duty was breached fraudulently, or

(b) the reinsurer would not have entered into the contract at all
had it known the undisclosed information.

4) If the reinsurer exercises a remedy pursuant to paragraphs
(1) to (3), it may claim additional damages.
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CHAPTER 4
LOSS ALLOCATION

ARTICLEA4.1

(Scope of application)

This Chapter applies where the parties to the contract agree to al-
locate losses according to a “losses occurring” basis or “risks at-
taching” basis.

ARTICLE 4.2
(Losses occurring)

(1) An allocation clause referring to “losses occurring” brings
within the temporal scope of the contract any obligation of the re-
insured arising during the reinsurance period as a consequence of
the materialization of a peril insured against under the reinsured
relationship.

2) The point in time when the obligation of the reinsured arises
is to be determined pursuant to the terms and conditions of the re-
insured relationship and the law applicable thereto.

ARTICLE 4.3
(Risks attaching)

An allocation clause referring to “risks attaching” brings within the
temporal scope of the contract any obligation of the reinsured aris-
ing as a consequence of the materialization of a peril insured
against under a reinsured relationship incepting or being renewed
during the reinsurance period.

CHAPTER 5
LOSS AGGREGATION

ARTICLE 5.1
(Principle)

(1) With regard to deductibles and limits, the parties may agree
in the contract of reinsurance to treat two or more separate losses
allocated to the same reinsurance period as one single loss.
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2) In particular, they may agree to treat two or more separate
losses as one single loss based on an aggregation per event or an
aggregation per cause.

ARTICLE 5.2
(Event-based aggregation)

(1) Where the parties agree on an event-based aggregation in a
contract reinsuring first-party insurance policies, all losses that oc-
cur as a direct consequence of the same materialization of a peril
reinsured against shall be considered as arising out of one event.

2) Where the parties agree on an event-based aggregation in a
contract reinsuring third-party liability insurance policies, all
losses that occur as a direct consequence of the same act, omission
or fact giving rise or allegedly giving rise to the primary insured’s
liability shall be considered as arising out of one event.

ARTICLE 5.3
(Cause-based aggregation)

§))] Where the parties agree on a cause-based aggregation in a
contract reinsuring first-party insurance policies, all losses that oc-
cur as the direct consequence of one or multiple events within the
meaning of Article 5.2 paragraph (1) shall be considered as arising
out of one common cause if it was reasonably foreseeable that a
cause of this kind could give rise to such an event.

2) Where the parties agree on a cause-based aggregation in a
contract reinsuring third-party insurance policies, all losses that
occur as the direct consequence of one or multiple events within the
meaning of Article 5.2 paragraph (2) shall be considered as arising
out of one common cause if it was reasonably foreseeable that a
cause of this kind could give rise to such an event.
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Appendix B

For the reader’s convenience, appendix B reproduces the text of the UNIDROIT Principles of
International Commercial Contracts (PICC). It is to be noted that the PICC are accompanied by
official Comments which form integral part of the Principles. A version reproducing both the
provisions as well as the Comments is available on the UNIDROIT website).
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PREAMBLE
(Purpose of the Principles)

These Principles set forth general rules for international
commercial contracts.

They shall be applied when the parties have agreed that
their contract be governed by them.(*)

They may be applied when the parties have agreed that
their contract be governed by general principles of law, the lex mer-
catoria or the like.

They may be applied when the parties have not chosen any
law to govern their contract.

They may be used to interpret or supplement international
uniform law instruments.

They may be used to interpret or supplement domestic law.

They may serve as a model for national and international
legislators.

CHAPTER 1
GENERAL PROVISIONS

ARTICLE 1.1
(Freedom of contract)

The parties are free to enter into a contract and to determine its
content.

ARTICLE 1.2
(No form required)

Nothing in these Principles requires a contract, statement or any
other act to be made in or evidenced by a particular form. It may
be proved by any means, including witnesses.

ARTICLE 1.3
(Binding character of contract)

A contract validly entered into is binding upon the parties. It can

only be modified or terminated in accordance with its terms or by
agreement or as otherwise provided in these Principles.
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ARTICLE 1.4
(Mandatory rules)

Nothing in these Principles shall restrict the application of manda-
tory rules, whether of national, international or supranational
origin, which are applicable in accordance with the relevant rules
of private international law.

ARTICLE 1.5
(Exclusion or modification by the parties)

The parties may exclude the application of these Principles or der-
ogate from or vary the effect of any of their provisions, except as
otherwise provided in the Principles.

ARTICLE 1.6
(Interpretation and supplementation of the Principles)

§))] In the interpretation of these Principles, regard is to be had
to their international character and to their purposes including the
need to promote uniformity in their application.

2) Issues within the scope of these Principles but not expressly
settled by them are as far as possible to be settled in accordance
with their underlying general principles.

ARTICLE 1.7
(Good faith and fair dealing)

§))] Each party must act in accordance with good faith and fair
dealing in international trade.

2) The parties may not exclude or limit this duty.

ARTICLE 1.8
(Inconsistent behaviour)

A party cannot act inconsistently with an understanding it has
caused the other party to have and upon which that other party
reasonably has acted in reliance to its detriment.
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ARTICLE 1.9
(Usages and practices)

(1) The parties are bound by any usage to which they have
agreed and by any practices which they have established between
themselves.

2) The parties are bound by a usage that is widely known to
and regularly observed in international trade by parties in the par-
ticular trade concerned except where the application of such a us-
age would be unreasonable.

ARTICLE 1.10
(Notice)

§))] Where notice is required it may be given by any means ap-
propriate to the circumstances.

2) A notice is effective when it reaches the person to whom it is
given.

3) For the purpose of paragraph (2) a notice “reaches” a per-
son when given to that person orally or delivered at that person’s
place of business or mailing address.

4) For the purpose of this Article “notice” includes a declara-
tion, demand, request or any other communication of intention.

ARTICLE 1.11
(Definitions)

In these Principles

— “court” includes an arbitral tribunal;

— where a party has more than one place of business the relevant
“place of business” is that which has the closest relationship to the
contract and its performance, having regard to the circumstances
known to or contemplated by the parties at any time before or at
the conclusion of the contract;

— “long-term contract” refers to a contract which is to be performed
over a period of time and which normally involves, to a varying de-
gree, complexity of the transaction and an ongoing relationship be-
tween the parties;

— “obligor” refers to the party who is to perform an obligation and
“obligee” refers to the party who is entitled to performance of that
obligation;
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— “writing” means any mode of communication that preserves a
record of the information contained therein and is capable of being
reproduced in tangible form.

ARTICLE 1.12
(Computation of time set by parties)

(1) Official holidays or non-business days occurring during a
period set by parties for an act to be performed are included in cal-
culating the period.

2) However, if the last day of the period is an official holiday
or a non-business day at the place of business of the party to per-
form the act, the period is extended until the first business day
which follows, unless the circumstances indicate otherwise.

3) The relevant time zone is that of the place of business of the
party setting the time, unless the circumstances indicate otherwise.

CHAPTER 2
FORMATION AND AUTHORITY OF AGENTS
SECTION 1: FORMATION

ARTICLE2.1.1
(Manner of formation)

A contract may be concluded either by the acceptance of an offer
or by conduct of the parties that is sufficient to show agreement.

ARTICLE 2.1.2
(Definition of offer)

A proposal for concluding a contract constitutes an offer if it is suf-
ficiently definite and indicates the intention of the offeror to be
bound in case of acceptance.

ARTICLE 2.1.3
(Withdrawal of offer)

(1) An offer becomes effective when it reaches the offeree.
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2) An offer, even if it is irrevocable, may be withdrawn if the
withdrawal reaches the offeree before or at the same time as the
offer.

ARTICLE 2.1.4
(Revocation of offer)

1) Until a contract is concluded an offer may be revoked if the
revocation reaches the offeree before it has dispatched an ac-
ceptance.

2) However, an offer cannot be revoked

(@) if it indicates, whether by stating a fixed time for acceptance
or otherwise, that it is irrevocable; or

(b) if it was reasonable for the offeree to rely on the offer as
being irrevocable and the offeree has acted in reliance on the offer,

ARTICLE 2.1.5
(Rejection of offer)

An offer is terminated when a rejection reaches the offeror.

ARTICLE 2.1.6
(Mode of acceptance)

§))] A statement made by or other conduct of the offeree indi-
cating assent to an offer is an acceptance. Silence or inactivity does
not in itself amount to acceptance.

2) An acceptance of an offer becomes effective when the indi-
cation of assent reaches the offeror.

3) However, if, by virtue of the offer or as a result of practices
which the parties have established between themselves or of usage,
the offeree may indicate assent by performing an act without notice
to the offeror, the acceptance is effective when the act is performed.

ARTICLE 2.1.7
(Time of acceptance)

An offer must be accepted within the time the offeror has fixed or,
if no time is fixed, within a reasonable time having regard to the
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circumstances, including the rapidity of the means of communica-
tion employed by the offeror. An oral offer must be accepted imme-
diately unless the circumstances indicate otherwise.

ARTICLE 2.1.8
(Acceptance within a fixed period of time)

A period of acceptance fixed by the offeror begins to run from the
time that the offer is dispatched. A time indicated in the offer is
deemed to be the time of dispatch unless the circumstances indicate
otherwise.

ARTICLE 2.1.9
(Late acceptance. Delay in transmission)

1) A late acceptance is nevertheless effective as an acceptance
if without undue delay the offeror so informs the offeree or gives
notice to that effect.

2) If a communication containing a late acceptance shows that
it has been sent in such circumstances that if its transmission had
been normal it would have reached the offeror in due time, the late
acceptance is effective as an acceptance unless, without undue de-
lay, the offeror informs the offeree that it considers the offer as hav-
ing lapsed.

ARTICLE 2.1.10
(Withdrawal of acceptance)

An acceptance may be withdrawn if the withdrawal reaches the of-
feror before or at the same time as the acceptance would have be-
come effective.

ARTICLE 2.1.11
(Modified acceptance)

(1) A reply to an offer which purports to be an acceptance but
contains additions, limitations or other modifications is a rejection
of the offer and constitutes a counter-offer.

2) However, a reply to an offer which purports to be an ac-
ceptance but contains additional or different terms which do not
materially alter the terms of the offer constitutes an acceptance, un-
less the offeror, without undue delay, objects to the discrepancy. If
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the offeror does not object, the terms of the contract are the terms
of the offer with the modifications contained in the acceptance.

ARTICLE 2.1.12
(Writings in confirmation)

If a writing which is sent within a reasonable time after the conclu-
sion of the contract and which purports to be a confirmation of the
contract contains additional or different terms, such terms become
part of the contract, unless they materially alter the contract or the
recipient, without undue delay, objects to the discrepancy.

ARTICLE 2.1.13
(Conclusion of contract dependent on agreement on specific matters or in a particular form)

Where in the course of negotiations one of the parties insists that
the contract is not concluded until there is agreement on specific
matters or in a particular form, no contract is concluded before
agreement is reached on those matters or in that form.

ARTICLE 2.1.14
(Contract with terms deliberately left open)

1) If the parties intend to conclude a contract, the fact that they
intentionally leave a term to be agreed upon in further negotiations
or to be determined by one of the parties or by a third person does
not prevent a contract from coming into existence.

2) The existence of the contract is not affected by the fact that
subsequently

(@) the parties reach no agreement on the term;
(b) the party who is to determine the term does not do so; or
(© the third person does not determine the term,

provided that there is an alternative means of rendering the term
definite that is reasonable in the circumstances, having regard to
the intention of the parties.
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ARTICLE 2.1.15
(Negotiations in bad faith)

1) A party is free to negotiate and is not liable for failure to
reach an agreement.

2) However, a party who negotiates or breaks off negotiations
in bad faith is liable for the losses caused to the other party.

3) It is bad faith, in particular, for a party to enter into or con-
tinue negotiations when intending not to reach an agreement with
the other party.

ARTICLE 2.1.16
(Duty of confidentiality)

Where information is given as confidential by one party in the
course of negotiations, the other party is under a duty not to dis-
close that information or to use it improperly for its own purposes,
whether or not a contract is subsequently concluded. Where appro-
priate, the remedy for breach of that duty may include compensa-
tion based on the benefit received by the other party.

ARTICLE 2.1.17
(Merger clauses)

A contract in writing which contains a clause indicating that the
writing completely embodies the terms on which the parties have
agreed cannot be contradicted or supplemented by evidence of
prior statements or agreements. However, such statements or
agreements may be used to interpret the writing.

ARTICLE 2.1.18
(Modification in a particular form)

A contract in writing which contains a clause requiring any modi-
fication or termination by agreement to be in a particular form may
not be otherwise modified or terminated. However, a party may be
precluded by its conduct from asserting such a clause to the extent
that the other party has reasonably acted in reliance on that con-
duct.
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ARTICLE 2.1.19
(Contracting under standard terms)

(1) Where one party or both parties use standard terms in con-
cluding a contract, the general rules on formation apply, subject to
Articles 2.1.20 — 2.1.22.

2) Standard terms are provisions which are prepared in ad-
vance for general and repeated use by one party and which are ac-
tually used without negotiation with the other party.

ARTICLE 2.1.20
(Surprising terms)
1) No term contained in standard terms which is of such a

character that the other party could not reasonably have expected
it, is effective unless it has been expressly accepted by that party.

2) In determining whether a term is of such a character regard
shall be had to its content, language and presentation.

ARTICLE 2.1.21
(Conflict between standard terms and non-standard terms)

In case of conflict between a standard term and a term which is not
a standard term the latter prevails.

ARTICLE 2.1.22
(Battle of forms)

Where both parties use standard terms and reach agreement except
on those terms, a contract is concluded on the basis of the agreed
terms and of any standard terms which are common in substance
unless one party clearly indicates in advance, or later and without
undue delay informs the other party, that it does not intend to be
bound by such a contract.

SECTION 2: AUTHORITY OF AGENTS

ARTICLE2.2.1
(Scope of the Section)

(1) This Section governs the authority of a person (“the agent”)
to affect the legal relations of another person (“the principal”) by
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or with respect to a contract with a third party, whether the agent
acts in its own name or in that of the principal.

2) It governs only the relations between the principal or the
agent on the one hand, and the third party on the other.

3) It does not govern an agent’s authority conferred by law or
the authority of an agent appointed by a public or judicial author-

ity.

ARTICLE 2.2.2
(Establishment and scope of the authority of the agent)

(1) The principal’s grant of authority to an agent may be ex-
press or implied.

2) The agent has authority to perform all acts necessary in the
circumstances to achieve the purpose for which the authority was
granted.

ARTICLE 2.2.3
(Agency disclosed)

§))] Where an agent acts within the scope of its authority and
the third party knew or ought to have known that the agent was
acting as an agent, the acts of the agent shall directly affect the legal
relations between the principal and the third party and no legal re-
lation is created between the agent and the third party.

2) However, the acts of the agent shall affect only the relations
between the agent and the third party, where the agent with the
consent of the principal undertakes to become the party to the con-
tract.

ARTICLE 2.2.4
(Agency undisclosed)

(1) Where an agent acts within the scope of its authority and
the third party neither knew nor ought to have known that the
agent was acting as an agent, the acts of the agent shall affect only
the relations between the agent and the third party.

2) However, where such an agent, when contracting with the
third party on behalf of a business, represents itself to be the owner
of that business, the third party, upon discovery of the real owner
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of the business, may exercise also against the latter the rights it has
against the agent.

ARTICLE 2.2.5
(Agent acting without or exceeding its authority)

§))] Where an agent acts without authority or exceeds its au-
thority, its acts do not affect the legal relations between the princi-
pal and the third party.

2) However, where the principal causes the third party reason-
ably to believe that the agent has authority to act on behalf of the
principal and that the agent is acting within the scope of that au-
thority, the principal may not invoke against the third party the
lack of authority of the agent.

ARTICLE 2.2.6
(Liability of agent acting without or exceeding its authority)

§))] An agent that acts without authority or exceeds its authority
is, failing ratification by the principal, liable for damages that will
place the third party in the same position as if the agent had acted
with authority and not exceeded its authority.

2) However, the agent is not liable if the third party knew or
ought to have known that the agent had no authority or was exceed-
ing its authority.

ARTICLE 2.2.7
(Conflict of interests)

(1) If a contract concluded by an agent involves the agent in a
conflict of interests with the principal of which the third party knew
or ought to have known, the principal may avoid the contract. The
right to avoid is subject to Articles 3.2.9 and 3.2.11 to 3.2.15.

2) However, the principal may not avoid the contract

(@) if the principal had consented to, or knew or ought to have
known of, the agent’s involvement in the conflict of interests; or

(b) if the agent had disclosed the conflict of interests to the prin-
cipal and the latter had not objected within a reasonable time.
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ARTICLE 2.2.8
(Sub-agency)

An agent has implied authority to appoint a sub-agent to perform
acts which it is not reasonable to expect the agent to perform itself.
The rules of this Section apply to the sub-agency.

ARTICLE 2.2.9
(Ratification)

§))] An act by an agent that acts without authority or exceeds its
authority may be ratified by the principal. On ratification the act
produces the same effects as if it had initially been carried out with
authority.

2) The third party may by notice to the principal specify a rea-
sonable period of time for ratification. If the principal does not rat-
ify within that period of time it can no longer do so.

3) If, at the time of the agent’s act, the third party neither knew
nor ought to have known of the lack of authority, it may, at any
time before ratification, by notice to the principal indicate its re-
fusal to become bound by a ratification.

ARTICLE 2.2.10
(Termination of authority)

(1) Termination of authority is not effective in relation to the
third party unless the third party knew or ought to have known of
it.

2) Notwithstanding the termination of its authority, an agent
remains authorised to perform the acts that are necessary to pre-
vent harm to the principal’s interests.

CHAPTER 3
VALIDITY
SECTION 1: GENERAL PROVISIONS

ARTICLE 3.1.1
(Matters not covered)

This Chapter does not deal with lack of capacity.
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ARTICLE 3.1.2
(Validity of mere agreement)

A contract is concluded, modified or terminated by the mere agree-
ment of the parties, without any further requirement.

ARTICLE 3.1.3
(Initial impossibility)

§))] The mere fact that at the time of the conclusion of the con-
tract the performance of the obligation assumed was impossible
does not affect the validity of the contract.

2) The mere fact that at the time of the conclusion of the con-
tract a party was not entitled to dispose of the assets to which the
contract relates does not affect the validity of the contract.

ARTICLE 3.1.4
(Mandatory character of the provisions)

The provisions on fraud, threat, gross disparity and illegality con-
tained in this Chapter are mandatory.

SECTION 2: GROUNDS FOR AVOIDANCE

ARTICLE 3.2.1
(Definition of mistake)

Mistake is an erroneous assumption relating to facts or to law ex-
isting when the contract was concluded.

ARTICLE 3.2.2
(Relevant mistake)

1) A party may only avoid the contract for mistake if, when the
contract was concluded, the mistake was of such importance that a
reasonable person in the same situation as the party in error would
only have concluded the contract on materially different terms or
would not have concluded it at all if the true state of affairs had
been known, and

@) the other party made the same mistake, or caused the mis-
take, or knew or ought to have known of the mistake and it was

UNIDROIT Principles



Appendix B

contrary to reasonable commercial standards of fair dealing to
leave the mistaken party in error; or

(b) the other party had not at the time of avoidance reasonably
acted in reliance on the contract.

2) However, a party may not avoid the contract if
(@) it was grossly negligent in committing the mistake; or

(b) the mistake relates to a matter in regard to which the risk
of mistake was assumed or, having regard to the circumstances,
should be borne by the mistaken party.

ARTICLE 3.2.3
(Error in expression or transmission)

An error occurring in the expression or transmission of a declara-
tion is considered to be a mistake of the person from whom the dec-
laration emanated.

ARTICLE 3.2.5
(Fraud)

A party may avoid the contract when it has been led to conclude
the contract by the other party’s fraudulent representation, includ-
ing language or practices, or fraudulent non-disclosure of circum-
stances which, according to reasonable commercial standards of
fair dealing, the latter party should have disclosed.

ARTICLE 3.2.6
(Threat)

A party may avoid the contract when it has been led to conclude
the contract by the other party’s unjustified threat which, having
regard to the circumstances, is so imminent and serious as to leave
the first party no reasonable alternative. In particular, a threat is
unjustified if the act or omission with which a party has been
threatened is wrongful in itself, or it is wrongful to use it as a means
to obtain the conclusion of the contract.
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ARTICLE 3.2.7
(Gross disparity)

1) A party may avoid the contract or an individual term of it
if, at the time of the conclusion of the contract, the contract or term
unjustifiably gave the other party an excessive advantage. Regard
is to be had, among other factors, to

@) the fact that the other party has taken unfair advantage of
the first party’s dependence, economic distress or urgent needs, or
of its improvidence, ignorance, inexperience or lack of bargaining
skill, and

(b) the nature and purpose of the contract.

2) Upon the request of the party entitled to avoidance, a court
may adapt the contract or term in order to make it accord with
reasonable commercial standards of fair dealing.

3) A court may also adapt the contract or term upon the re-
guest of the party receiving notice of avoidance, provided that that
party informs the other party of its request promptly after receiv-
ing such notice and before the other party has reasonably acted in
reliance on it. Article 3.2.10(2) applies accordingly.

ARTICLE 3.2.8
(Third persons)

(1) Where fraud, threat, gross disparity or a party’s mistake is
imputable to, or is known or ought to be known by, a third person
for whose acts the other party is responsible, the contract may be
avoided under the same conditions as if the behaviour or knowledge
had been that of the party itself.

2) Where fraud, threat or gross disparity is imputable to a
third person for whose acts the other party is not responsible, the
contract may be avoided if that party knew or ought to have known
of the fraud, threat or disparity, or has not at the time of avoidance
reasonably acted in reliance on the contract.

ARTICLE 3.2.9
(Confirmation)

If the party entitled to avoid the contract expressly or impliedly

confirms the contract after the period of time for giving notice of
avoidance has begun to run, avoidance of the contract is excluded.
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ASRTICLE 3.2.10
(Loss of right to avoid)

§))] If a party is entitled to avoid the contract for mistake but
the other party declares itself willing to perform or performs the
contract as it was understood by the party entitled to avoidance, the
contract is considered to have been concluded as the latter party
understood it. The other party must make such a declaration or
render such performance promptly after having been informed of
the manner in which the party entitled to avoidance had under-
stood the contract and before that party has reasonably acted in
reliance on a notice of avoidance.

2) After such a declaration or performance the right to avoid-
ance is lost and any earlier notice of avoidance is ineffective.

ARTICLE 3.2.11
(Notice of avoidance)

The right of a party to avoid the contract is exercised by notice to
the other party.

ARTICLE 3.2.12
(Time limits)

(1) Notice of avoidance shall be given within a reasonable time,
having regard to the circumstances, after the avoiding party knew
or could not have been unaware of the relevant facts or became ca-
pable of acting freely.

2) Where an individual term of the contract may be avoided
by a party under Article 3.2.7, the period of time for giving notice
of avoidance begins to run when that term is asserted by the other

party.

ARTICLE 3.2.13
(Partial avoidance)

Where a ground of avoidance affects only individual terms of the
contract, the effect of avoidance is limited to those terms unless,
having regard to the circumstances, it is unreasonable to uphold
the remaining contract.
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ARTICLE 3.2.14
(Retroactive effect of avoidance)

Avoidance takes effect retroactively.

ARTICLE 3.2.15
(Restitution)

§))] On avoidance either party may claim restitution of what-
ever it has supplied under the contract, or the part of it avoided,
provided that such party concurrently makes restitution of what-
ever it has received under the contract, or the part of it avoided.

2) If restitution in kind is not possible or appropriate, an al-
lowance has to be made in money whenever reasonable.

3) The recipient of the performance does not have to make an
allowance in money if the impossibility to make restitution in kind
is attributable to the other party.

4) Compensation may be claimed for expenses reasonably re-
quired to preserve or maintain the performance received.

ARTICLE 3.2.16
(Damages)

Irrespective of whether or not the contract has been avoided, the
party who knew or ought to have known of the ground for avoid-
ance is liable for damages so as to put the other party in the same
position in which it would have been if it had not concluded the
contract.

ARTICLE 3.2.17
(Unilateral declarations)

The provisions of this Chapter apply with appropriate adaptations
to any communication of intention addressed by one party to the
other.

SECTION 3: ILLEGALITY

ARTICLE 3.3.1
(Contracts infringing mandatory rules)

(1) Where a contract infringes a mandatory rule, whether of
national, international or supranational origin, applicable under
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Article 1.4 of these Principles, the effects of that infringement upon
the contract are the effects, if any, expressly prescribed by that
mandatory rule.

2) Where the mandatory rule does not expressly prescribe the
effects of an infringement upon a contract, the parties have the
right to exercise such remedies under the contract as in the circum-
stances are reasonable.

3) In determining what is reasonable regard is to be had in
particular to:

(@) the purpose of the rule which has been infringed;

(b) the category of persons for whose protection the rule exists;
(©) any sanction that may be imposed under the rule infringed;
(d) the seriousness of the infringement;

(e whether one or both parties knew or ought to have known
of the infringement;

()] whether the performance of the contract necessitates the in-
fringement; and

(9) the parties’ reasonable expectations.

ARTICLE 3.3.2
(Restitution)

§))] Where there has been performance under a contract in-
fringing a mandatory rule under Article 3.3.1, restitution may be
granted where this would be reasonable in the circumstances.

2) In determining what is reasonable, regard is to be had, with
the appropriate adaptations, to the criteria referred to in Article
3.3.1(3).

3) If restitution is granted, the rules set out in Article 3.2.15
apply with appropriate adaptations.
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CHAPTER 4
INTERPRETATION

ARTICLE 4.1
(Intention of the parties)

(1) A contract shall be interpreted according to the common in-
tention of the parties.

2) If such an intention cannot be established, the contract shall
be interpreted according to the meaning that reasonable persons of
the same kind as the parties would give to it in the same circum-
stances.

ARTICLE 4.2
(Interpretation of statements and other conduct)

(1) The statements and other conduct of a party shall be inter-
preted according to that party’s intention if the other party knew
or could not have been unaware of that intention.

2) If the preceding paragraph is not applicable, such state-
ments and other conduct shall be interpreted according to the
meaning that a reasonable person of the same kind as the other
party would give to it in the same circumstances.

ARTICLE4.3
(Relevant circumstances)

In applying Articles 4.1 and 4.2, regard shall be had to all the cir-
cumstances, including

(@) preliminary negotiations between the parties;

(b) practices which the parties have established between them-
selves;

(©) the conduct of the parties subsequent to the conclusion of
the contract;

(d) the nature and purpose of the contract;

(e) the meaning commonly given to terms and expressions in
the trade concerned;

4) usages.
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ARTICLE4.4
(Reference to contract or statement as a whole)

Terms and expressions shall be interpreted in the light of the whole
contract or statement in which they appear.

ARTICLE 4.5
(All terms to be given effect)

Contract terms shall be interpreted so as to give effect to all the
terms rather than to deprive some of them of effect.

ARTICLE 4.6
(Contra proferentem rule)

If contract terms supplied by one party are unclear, an interpreta-
tion against that party is preferred.

ARTICLE 4.7
(Linguistic discrepancies)

Where a contract is drawn up in two or more language versions
which are equally authoritative there is, in case of discrepancy be-
tween the versions, a preference for the interpretation according to
a version in which the contract was originally drawn up.

ARTICLE 4.8
(Supplying an omitted term)

§))] Where the parties to a contract have not agreed with respect
to a term which is important for a determination of their rights and
duties, a term which is appropriate in the circumstances shall be
supplied.

2) In determining what is an appropriate term regard shall be
had, among other factors, to

(@) the intention of the parties;
(b) the nature and purpose of the contract;
(c) good faith and fair dealing;

(d) reasonableness.
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CHAPTER 5
CONTENT, THIRD PARTY RIGHTS AND CONDITIONS
SECTION 1: CONTENT

ARTICLES.1.1
(Express and implied obligations)

The contractual obligations of the parties may be express or im-
plied.

ARTICLE5.1.2
(Implied obligations)

Implied obligations stem from

(@) the nature and purpose of the contract;

(b) practices established between the parties and usages;
(© good faith and fair dealing;

(d) reasonableness.

ARTICLES.1.3
(Co-operation between the parties)

Each party shall cooperate with the other party when such co-op-
eration may reasonably be expected for the performance of that
party’s obligations.

ARTICLES.1.4
(Duty to achieve a specific result. Duty of best efforts)

(1) To the extent that an obligation of a party involves a duty to
achieve a specific result, that party is bound to achieve that result.

2) To the extent that an obligation of a party involves a duty of
best efforts in the performance of an activity, that party is bound
to make such efforts as would be made by a reasonable person of
the same kind in the same circumstances.
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ARTICLE5.1.5
(Determination of kind of duty involved)

In determining the extent to which an obligation of a party involves
a duty of best efforts in the performance of an activity or a duty to
achieve a specific result, regard shall be had, among other factors,
to

@) the way in which the obligation is expressed in the contract;
(b) the contractual price and other terms of the contract;

(© the degree of risk normally involved in achieving the ex-
pected result;

(d) the ability of the other party to influence the performance
of the obligation.

ARTICLE5.1.6
(Determination of quality of performance)

Where the quality of performance is neither fixed by, nor determi-
nable from, the contract a party is bound to render a performance
of a quality that is reasonable and not less than average in the cir-
cumstances.

ARTICLES.1.7
(Price determination)

(1) Where a contract does not fix or make provision for deter-
mining the price, the parties are considered, in the absence of any
indication to the contrary, to have made reference to the price gen-
erally charged at the time of the conclusion of the contract for such
performance in comparable circumstances in the trade concerned
or, if no such price is available, to a reasonable price.

2) Where the price is to be determined by one party and that
determination is manifestly unreasonable, a reasonable price shall
be substituted notwithstanding any contract term to the contrary.

3) Where the price is to be fixed by one party or a third person,
and that party or third person does not do so, the price shall be a
reasonable price.

4) Where the price is to be fixed by reference to factors which
do not exist or have ceased to exist or to be accessible, the nearest
equivalent factor shall be treated as a substitute.
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ARTICLES.1.8
(Termination of a contract for an indefinite period)

A contract for an indefinite period may be terminated by either
party by giving notice a reasonable time in advance. As to the ef-
fects of termination in general, and as to restitution, the provisions
in Articles 7.3.5 and 7.3.7 apply.

ARTICLES.1.9
(Release by agreement)

§))] An obligee may release its right by agreement with the obli-
gor.

2) An offer to release a right gratuitously shall be deemed ac-
cepted if the obligor does not reject the offer without delay after
having become aware of it.

SECTION 2: THIRD PARTY RIGHTS

ARTICLES.2.1
(Contracts in favour of third parties)

(1) The parties (the “promisor” and the “promisee”) may con-
fer by express or implied agreement a right on a third party (the
“beneficiary”).

(2) The existence and content of the beneficiary’s right against
the promisor are determined by the agreement of the parties and
are subject to any conditions or other limitations under the agree-
ment.

ARTICLE 5.2.2
(Third party identifiable)
The beneficiary must be identifiable with adequate certainty by the

contract but need not be in existence at the time the contract is
made.
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ARTICLE5.2.3
(Exclusion and limitation clauses)

The conferment of rights in the beneficiary includes the right to in-
voke a clause in the contract which excludes or limits the liability
of the beneficiary.

ARTICLE5.2.4
(Defences)

The promisor may assert against the beneficiary all defences which
the promisor could assert against the promisee.

ARTICLE 5.2.5
(Revocation)

The parties may modify or revoke the rights conferred by the con-
tract on the beneficiary until the beneficiary has accepted them or
reasonably acted in reliance on them.

ARTICLE 5.2.6
(Renunciation)

The beneficiary may renounce a right conferred on it.

SECTION 3: CONDITIONS

ARTICLES.3.1
(Types of condition)

A contract or a contractual obligation may be made conditional
upon the occurrence of a future uncertain event, so that the con-
tract or the contractual obligation only takes effect if the event oc-
curs (suspensive condition) or comes to an end if the event occurs
(resolutive condition).

ARTICLE 5.3.2
(Effect of conditions)

Unless the parties otherwise agree:

(@) the relevant contract or contractual obligation takes effect
upon fulfilment of a suspensive condition;
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(b) the relevant contract or contractual obligation comes to an
end upon fulfilment of a resolutive condition.

ARTICLE 5.3.3
(Interference with conditions)

§))] If fulfilment of a condition is prevented by a party, contrary
to the duty of good faith and fair dealing or the duty of co-opera-
tion, that party may not rely on the non-fulfilment of the condition.

2) If fulfilment of a condition is brought about by a party, con-
trary to the duty of good faith and fair dealing or the duty of co-
operation, that party may not rely on the fulfilment of the condi-
tion.

ARTICLE5.3.4
(Duty to preserve rights)

Pending fulfilment of a condition, a party may not, contrary to the
duty to act in accordance with good faith and fair dealing, act so as
to prejudice the other party’s rights in case of fulfilment of the con-
dition.

ARTICLE5.3.5

(Restitution in case of fulfilment of a resolutive condition)

1) On fulfilment of a resolutive condition, the rules on restitu-
tion set out in Articles 7.3.6 and 7.3.7 apply with appropriate adap-
tations.

2) If the parties have agreed that the resolutive condition is to
operate retroactively, the rules on restitution set out in Article
3.2.15 apply with appropriate adaptations.

CHAPTER 6
PERFORMANCE
SECTION 1: PERFORMANCE IN GENERAL

ARTICLE6.1.1
(Time of performance)

A party must perform its obligations:
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(@) if a time is fixed by or determinable from the contract, at
that time;

(b) if a period of time is fixed by or determinable from the con-
tract, at any time within that period unless circumstances indicate
that the other party is to choose a time;

(c) in any other case, within a reasonable time after the conclu-
sion of the contract.

ARTICLE 6.1.2
(Performance at one time or in instalments)

In cases under Article 6.1.1(b) or (c), a party must perform its ob-
ligations at one time if that performance can be rendered at one
time and the circumstances do not indicate otherwise.

ARTICLE 6.1.3
(Partial performance)

§))] The obligee may reject an offer to perform in part at the
time performance is due, whether or not such offer is coupled with
an assurance as to the balance of the performance, unless the obli-
gee has no legitimate interest in so doing.

2) Additional expenses caused to the obligee by partial perfor-
mance are to be borne by the obligor without prejudice to any other
remedy.

ARTICLE 6.1.4
(Order of performance)

(1) To the extent that the performances of the parties can be
rendered simultaneously, the parties are bound to render them sim-
ultaneously unless the circumstances indicate otherwise.

2) To the extent that the performance of only one party re-

quires a period of time, that party is bound to render its perfor-
mance first, unless the circumstances indicate otherwise.

ARTICLE 6.1.5
(Earlier performance)

(1) The obligee may reject an earlier performance unless it has
no legitimate interest in so doing.
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2) Acceptance by a party of an earlier performance does not
affect the time for the performance of its own obligations if that
time has been fixed irrespective of the performance of the other
party’s obligations.

3) Additional expenses caused to the obligee by earlier perfor-
mance are to be borne by the obligor, without prejudice to any
other remedy.

ARTICLE 6.1.6
(Place of performance)

(1) If the place of performance is neither fixed by, nor determi-
nable from, the contract, a party is to perform:

(@) a monetary obligation, at the obligee’s place of business;
(b) any other obligation, at its own place of business.

2) A party must bear any increase in the expenses incidental to
performance which is caused by a change in its place of business
subsequent to the conclusion of the contract.

ARTICLE 6.1.7
(Payment by cheque or other instrument)

§))] Payment may be made in any form used in the ordinary
course of business at the place for payment.

2) However, an obligee who accepts, either by virtue of para-
graph (1) or voluntarily, a cheque, any other order to pay or a
promise to pay, is presumed to do so only on condition that it will
be honoured.

ARTICLE 6.1.8
(Payment by funds transfer)

(1) Unless the obligee has indicated a particular account, pay-
ment may be made by a transfer to any of the financial institutions
in which the obligee has made it known that it has an account.

2) In case of payment by a transfer the obligation of the obligor
is discharged when the transfer to the obligee’s financial institution
becomes effective.
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ARTICLE6.1.9
(Currency of payment)

(1) If a monetary obligation is expressed in a currency other
than that of the place for payment, it may be paid by the obligor in
the currency of the place for payment unless

(@) that currency is not freely convertible; or

(b) the parties have agreed that payment should be made only
in the currency in which the monetary obligation is expressed.

2) If it is impossible for the obligor to make payment in the
currency in which the monetary obligation is expressed, the obligee
may require payment in the currency of the place for payment,
even in the case referred to in paragraph (1)(b).

3) Payment in the currency of the place for payment is to be
made according to the applicable rate of exchange prevailing there
when payment is due.

(€))] However, if the obligor has not paid at the time when pay-
ment is due, the obligee may require payment according to the ap-
plicable rate of exchange prevailing either when payment is due or
at the time of actual payment.

ARTICLE 6.1.10
(Currency not expressed)

Where a monetary obligation is not expressed in a particular cur-
rency, payment must be made in the currency of the place where
payment is to be made.

ARTICLE 6.1.11
(Costs of performance)

Each party shall bear the costs of performance of its obligations.

ARTICLE 6.1.12
(Imputation of payments)

(1) An obligor owing several monetary obligations to the same
obligee may specify at the time of payment the debt to which it in-
tends the payment to be applied. However, the payment discharges
first any expenses, then interest due and finally the principal.
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2) If the obligor makes no such specification, the obligee may,
within a reasonable time after payment, declare to the obligor the
obligation to which it imputes the payment, provided that the obli-
gation is due and undisputed.

3) In the absence of imputation under paragraphs (1) or (2),
payment is imputed to that obligation which satisfies one of the fol-
lowing criteria in the order indicated:

(@) an obligation which is due or which is the first to fall due;
(b) the obligation for which the obligee has least security;
(©) the obligation which is the most burdensome for the obligor;

(d) the obligation which has arisen first. If none of the preced-
ing criteria applies, payment is imputed to all the obligations pro-
portionally.

ARTICLE 6.1.13
(Imputation of non-monetary obligations)

Article 6.1.12 applies with appropriate adaptations to the imputa-
tion of performance of non-monetary obligations.

ARTICLE 6.1.14
(Application for public permission)

Where the law of a State requires a public permission affecting the
validity of the contract or its performance and neither that law nor
the circumstances indicate otherwise

(@) if only one party has its place of business in that State, that
party shall take the measures necessary to obtain the permission;

(b) in any other case the party whose performance requires per-
mission shall take the necessary measures.

ARTICLE 6.1.15
(Procedure in applying for permission)

(1) The party required to take the measures necessary to obtain
the permission shall do so without undue delay and shall bear any
expenses incurred.
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2) That party shall whenever appropriate give the other party
notice of the grant or refusal of such permission without undue de-

lay.

ARTICLE 6.1.16
(Permission neither granted nor refused)

(1) If, notwithstanding the fact that the party responsible has
taken all measures required, permission is neither granted nor re-
fused within an agreed period or, where no period has been agreed,
within a reasonable time from the conclusion of the contract, either
party is entitled to terminate the contract.

2) Where the permission affects some terms only, paragraph
(1) does not apply if, having regard to the circumstances, it is rea-
sonable to uphold the remaining contract even if the permission is
refused.

ARTICLE 6.1.17
(Permission refused)

§))] The refusal of a permission affecting the validity of the con-
tract renders the contract void. If the refusal affects the validity of
some terms only, only such terms are void if, having regard to the
circumstances, it is reasonable to uphold the remaining contract.

2) Where the refusal of a permission renders the performance
of the contract impossible in whole or in part, the rules on non-per-
formance apply.

SECTION 2: HARDSHIP

ARTICLE 6.2.1
(Contract to be observed)

Where the performance of a contract becomes more onerous for
one of the parties, that party is nevertheless bound to perform its
obligations subject to the following provisions on hardship.

ARTICLE 6.2.2
(Definition of hardship)

There is hardship where the occurrence of events fundamentally
alters the equilibrium of the contract either because the cost of a
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party’s performance has increased or because the value of the per-
formance a party receives has diminished, and

(@) the events occur or become known to the disadvantaged
party after the conclusion of the contract;

(b) the events could not reasonably have been taken into ac-
count by the disadvantaged party at the time of the conclusion of
the contract;

(© the events are beyond the control of the disadvantaged
party; and

(d) the risk of the events was not assumed by the disadvantaged
party.
ARTICLE 6.2.3
(Effects of hardship)

(1) In case of hardship the disadvantaged party is entitled to
request renegotiations. The request shall be made without undue
delay and shall indicate the grounds on which it is based.

2) The request for renegotiation does not in itself entitle the
disadvantaged party to withhold performance.

3) Upon failure to reach agreement within a reasonable time
either party may resort to the court.

(€))] If the court finds hardship it may, if reasonable,
(@) terminate the contract at a date and on terms to be fixed, or

(b) adapt the contract with a view to restoring its equilibrium.

CHAPTER 7
NON-PERFORMANCE
SECTION 1: NON-PERFORMANCE IN GENERAL

ARTICLE 7.1.1
(Non-performance defined)

Non-performance is failure by a party to perform any of its obliga-
tions under the contract, including defective performance or late
performance.
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ARTICLE 7.1.2
(Interference by the other party)

A party may not rely on the non-performance of the other party to
the extent that such non-performance was caused by the first
party’s act or omission or by another event for which the first party
bears the risk.

ARTICLE 7.1.3
(Withholding performance)

§))] Where the parties are to perform simultaneously, either
party may withhold performance until the other party tenders its
performance.

2) Where the parties are to perform consecutively, the party
that is to perform later may withhold its performance until the first
party has performed.

ARTICLE7.1.4
(Cure by non-performing party)

(1)  Thenon-performing party may, at its own expense, cure any
non-performance, provided that

(@) without undue delay, it gives notice indicating the proposed
manner and timing of the cure;

(b) cure is appropriate in the circumstances;

(©) the aggrieved party has no legitimate interest in refusing
cure; and

(d) cure is effected promptly.
2) The right to cure is not precluded by notice of termination.

3) Upon effective notice of cure, rights of the aggrieved party
that are inconsistent with the non-performing party’s performance
are suspended until the time for cure has expired.

4) The aggrieved party may withhold performance pending
cure.
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(5) Notwithstanding cure, the aggrieved party retains the right
to claim damages for delay as well as for any harm caused or not
prevented by the cure.

ARTICLE 7.1.5
(Additional period for performance)

(1) In a case of non-performance the aggrieved party may by
notice to the other party allow an additional period of time for per-
formance.

2) During the additional period the aggrieved party may with-
hold performance of its own reciprocal obligations and may claim
damages but may not resort to any other remedy. If it receives no-
tice from the other party that the latter will not perform within that
period, or if upon expiry of that period due performance has not
been made, the aggrieved party may resort to any of the remedies
that may be available under this Chapter.

3) Where in a case of delay in performance which is not fun-
damental the aggrieved party has given notice allowing an addi-
tional period of time of reasonable length, it may terminate the con-
tract at the end of that period. If the additional period allowed is
not of reasonable length it shall be extended to a reasonable length.
The aggrieved party may in its notice provide that if the other party
fails to perform within the period allowed by the notice the contract
shall automatically terminate.

4) Paragraph (3) does not apply where the obligation which
has not been performed is only a minor part of the contractual ob-
ligation of the non-performing party.

ARTICLE 7.1.6
(Exemption clauses)

A clause which limits or excludes one party’s liability for non-per-
formance or which permits one party to render performance sub-
stantially different from what the other party reasonably expected
may not be invoked if it would be grossly unfair to do so, having
regard to the purpose of the contract.

ARTICLE 7.1.7
(Force majeure)

(1) Non-performance by a party is excused if that party proves
that the non-performance was due to an impediment beyond its
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control and that it could not reasonably be expected to have taken
the impediment into account at the time of the conclusion of the
contract or to have avoided or overcome it or its consequences.

2) When the impediment is only temporary, the excuse shall
have effect for such period as is reasonable having regard to the
effect of the impediment on the performance of the contract.

3) The party who fails to perform must give notice to the other
party of the impediment and its effect on its ability to perform. If
the notice is not received by the other party within a reasonable
time after the party who fails to perform knew or ought to have
known of the impediment, it is liable for damages resulting from
such non-receipt.

(€))] Nothing in this Article prevents a party from exercising a
right to terminate the contract or to withhold performance or re-
guest interest on money due.

SECTION 2: RIGHT TO PERFORMANCE

ARTICLE7.2.1
(Performance of monetary obligation)

Where a party who is obliged to pay money does not do so, the other
party may require payment.

ARTICLE 7.2.2
(Performance of non-monetary obligation)

Where a party who owes an obligation other than one to pay money
does not perform, the other party may require performance, unless

(@) performance is impossible in law or in fact;

(b) performance or, where relevant, enforcement is unreasona-
bly burdensome or expensive;

(© the party entitled to performance may reasonably obtain
performance from another source;

(d) performance is of an exclusively personal character; or

(e) the party entitled to performance does not require perfor-
mance within a reasonable time after it has, or ought to have, be-
come aware of the non-performance.
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ARTICLE 7.2.3
(Repair and replacement of defective performance)

The right to performance includes in appropriate cases the right to
require repair, replacement, or other cure of defective perfor-
mance. The provisions of Articles 7.2.1 and 7.2.2 apply accordingly.

ARTICLE 7.2.4
(Judicial penalty)

(1) Where the court orders a party to perform, it may also di-
rect that this party pay a penalty if it does not comply with the or-
der.

2) The penalty shall be paid to the aggrieved party unless man-
datory provisions of the law of the forum provide otherwise. Pay-
ment of the penalty to the aggrieved party does not exclude any
claim for damages.

ARTICLE 7.2.5
(Change of remedy)

§))] An aggrieved party who has required performance of a non-
monetary obligation and who has not received performance within
a period fixed or otherwise within a reasonable period of time may
invoke any other remedy.

2) Where the decision of a court for performance of a non-
monetary obligation cannot be enforced, the aggrieved party may
invoke any other remedy.

SECTION 3: TERMINATION

ARTICLE 7.3.1
(Right to terminate the contract)

1) A party may terminate the contract where the failure of the
other party to perform an obligation under the contract amounts
to a fundamental non-performance.

2) In determining whether a failure to perform an obligation
amounts to a fundamental non-performance regard shall be had, in
particular, to whether

UNIDROIT Principles



Appendix B

(@) the non-performance substantially deprives the aggrieved
party of what it was entitled to expect under the contract unless the
other party did not foresee and could not reasonably have foreseen
such result;

(b) strict compliance with the obligation which has not been
performed is of essence under the contract;

(© the non-performance is intentional or reckless;

(d) the non-performance gives the aggrieved party reason to be-
lieve that it cannot rely on the other party’s future performance;

(e) the non-performing party will suffer disproportionate loss
as a result of the preparation or performance if the contract is ter-
minated.

3) In the case of delay the aggrieved party may also terminate
the contract if the other party fails to perform before the time al-
lowed it under Article 7.1.5 has expired.

ARTICLE 7.3.2
(Notice of termination)

1) The right of a party to terminate the contract is exercised
by notice to the other party.

2) If performance has been offered late or otherwise does not
conform to the contract the aggrieved party will lose its right to
terminate the contract unless it gives notice to the other party
within a reasonable time after it has or ought to have become aware
of the offer or of the non-conforming performance.

ARTICLE 7.3.3
(Anticipatory non-performance)

Where prior to the date for performance by one of the parties it is
clear that there will be a fundamental non-performance by that
party, the other party may terminate the contract.

ARTICLE 7.3.4
(Adequate assurance of due performance)

A party who reasonably believes that there will be a fundamental
non-performance by the other party may demand adequate assur-
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ance of due performance and may meanwhile withhold its own per-
formance. Where this assurance is not provided within a reasona-
ble time the party demanding it may terminate the contract.

ARTICLE 7.3.5
(Effects of termination in general)

(1) Termination of the contract releases both parties from their
obligation to effect and to receive future performance.

2) Termination does not preclude a claim for damages for non-
performance.

3) Termination does not affect any provision in the contract
for the settlement of disputes or any other term of the contract
which is to operate even after termination.

ARTICLE 7.3.6
(Restitution with respect to contracts to be performed at one time)

§))] On termination of a contract to be performed at one time
either party may claim restitution of whatever it has supplied under
the contract, provided that such party concurrently makes restitu-
tion of whatever it has received under the contract.

2) If restitution in kind is not possible or appropriate, an al-
lowance has to be made in money whenever reasonable.

3) The recipient of the performance does not have to make an
allowance in money if the impossibility to make restitution in kind
is attributable to the other party.

4) Compensation may be claimed for expenses reasonably re-
quired to preserve or maintain the performance received.

ARTICLE 7.3.7
(Restitution with respect to long-term contracts)

(1) On termination of a long-term contract restitution can only
be claimed for the period after termination has taken effect, pro-
vided the contract is divisible.

2) As far as restitution has to be made, the provisions of Article
7.3.6 apply.
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SECTION 4: DAMAGES

ARTICLE 7.4.1
(Right to damages)

Any non-performance gives the aggrieved party a right to damages
either exclusively or in conjunction with any other remedies except
where the non-performance is excused under these Principles.

ARTICLE 7.4.2
(Full compensation)

1) The aggrieved party is entitled to full compensation for
harm sustained as a result of the non-performance. Such harm in-
cludes both any loss which it suffered and any gain of which it was
deprived, taking into account any gain to the aggrieved party re-
sulting from its avoidance of cost or harm.

2) Such harm may be non-pecuniary and includes, for in-
stance, physical suffering or emotional distress.

ARTICLE 7.4.3
(Certainty of harm)

§))] Compensation is due only for harm, including future harm,
that is established with a reasonable degree of certainty.

2) Compensation may be due for the loss of a chance in pro-
portion to the probability of its occurrence.

3) Where the amount of damages cannot be established with a
sufficient degree of certainty, the assessment is at the discretion of
the court.

ARTICLE 7.4.4
(Foreseeability of harm)

The non-performing party is liable only for harm which it foresaw
or could reasonably have foreseen at the time of the conclusion of
the contract as being likely to result from its non-performance.
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ARTICLE 7.4.5
(Proof of harm in case of replacement transaction)

Where the aggrieved party has terminated the contract and has
made a replacement transaction within a reasonable time and in a
reasonable manner it may recover the difference between the con-
tract price and the price of the replacement transaction as well as
damages for any further harm.

ARTICLE 7.4.6
(Proof of harm by current price)

§))] Where the aggrieved party has terminated the contract and
has not made a replacement transaction but there is a current price
for the performance contracted for, it may recover the difference
between the contract price and the price current at the time the
contract is terminated as well as damages for any further harm.

2) Current price is the price generally charged for goods deliv-
ered or services rendered in comparable circumstances at the place
where the contract should have been performed or, if there is no
current price at that place, the current price at such other place
that appears reasonable to take as a reference.

ARTICLE 7.4.7
(Harm due in part to aggrieved party)

Where the harm is due in part to an act or omission of the aggrieved
party or to another event for which that party bears the risk, the
amount of damages shall be reduced to the extent that these factors
have contributed to the harm, having regard to the conduct of each
of the parties.

ARTICLE 7.4.8
(Mitigation of harm)

1) The non-performing party is not liable for harm suffered by
the aggrieved party to the extent that the harm could have been
reduced by the latter party’s taking reasonable steps.

2) The aggrieved party is entitled to recover any expenses rea-
sonably incurred in attempting to reduce the harm.
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ARTICLE 7.4.9
(Interest for failure to pay money)

1) If a party does not pay a sum of money when it falls due the
aggrieved party is entitled to interest upon that sum from the time
when payment is due to the time of payment whether or not the
non-payment is excused.

2) The rate of interest shall be the average bank short-term
lending rate to prime borrowers prevailing for the currency of pay-
ment at the place for payment, or where no such rate exists at that
place, then the same rate in the State of the currency of payment.
In the absence of such a rate at either place the rate of interest shall
be the appropriate rate fixed by the law of the State of the currency
of payment.

3) The aggrieved party is entitled to additional damages if the
non-payment caused it a greater harm.

ARTICLE 7.4.10
(Interest on damages)

Unless otherwise agreed, interest on damages for non-performance
of non-monetary obligations accrues as from the time of non-per-
formance.

ARTICLE 7.4.11
(Manner of monetary redress)

(1) Damages are to be paid in a lump sum. However, they may
be payable in instalments where the nature of the harm makes this
appropriate.

2) Damages to be paid in instalments may be indexed.

ARTICLE 7.4.12
(Currency in which to assess damages)

Damages are to be assessed either in the currency in which the mon-
etary obligation was expressed or in the currency in which the harm
was suffered, whichever is more appropriate.
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ARTICLE 7.4.13
(Agreed payment for non-performance)

(1) Where the contract provides that a party who does not per-
form is to pay a specified sum to the aggrieved party for such non-
performance, the aggrieved party is entitled to that sum irrespec-
tive of its actual harm.

(2) However, notwithstanding any agreement to the contrary
the specified sum may be reduced to a reasonable amount where it
is grossly excessive in relation to the harm resulting from the non-
performance and to the other circumstances.

CHAPTER 8
SET-OFF

ARTICLE 8.1
(Conditions of set-off)

(1) Where two parties owe each other money or other perfor-
mances of the same kind, either of them (“the first party”) may set
off its obligation against that of its obligee (“the other party") if at
the time of set-off,

(@) the first party is entitled to perform its obligation;

(b) the other party’s obligation is ascertained as to its existence
and amount and performance is due.

2) If the obligations of both parties arise from the same con-
tract, the first party may also set off its obligation against an obli-
gation of the other party which is not ascertained as to its existence
or to its amount.

ARTICLE 8.2
(Foreign currency set-off)

Where the obligations are to pay money in different currencies, the
right of set-off may be exercised, provided that both currencies are
freely convertible and the parties have not agreed that the first
party shall pay only in a specified currency.
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ARTICLE 8.3
(Set-off by notice)

The right of set-off is exercised by notice to the other party.

ARTICLE 8.4
(Content of notice)

§))] The notice must specify the obligations to which it relates.

2) If the notice does not specify the obligation against which
set-off is exercised, the other party may, within a reasonable time,
declare to the first party the obligation to which set-off relates. If
no such declaration is made, the set-off will relate to all the obliga-
tions proportionally.

ARTICLE 8.5
(Effect of set-off)

§))] Set-off discharges the obligations.

2) If obligations differ in amount, set-off discharges the obli-
gations up to the amount of the lesser obligation.

3) Set-off takes effect as from the time of notice.

CHAPTER 9

ASSIGNMENT OF RIGHTS, TRANSFER OF OBLIGATIONS, ASSIGNMENT OF
CONTRACTS

SECTION 1: ASSIGNMENT OF RIGHTS

ARTICLE9.1.1
(Definitions)

“Assignment of a right” means the transfer by agreement from one
person (the “assignor”) to another person (the “assignee”), includ-
ing transfer by way of security, of the assignor’s right to payment
of a monetary sum or other performance from a third person (“the
obligor”).
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ARTICLE9.1.2
(Exclusions)

This Section does not apply to transfers made under the special
rules governing the transfers:

(@) of instruments such as negotiable instruments, documents
of title or financial instruments, or

(b) of rights in the course of transferring a business.

ARTICLE 9.1.3
(Assignability of non-monetary rights)

A right to non-monetary performance may be assigned only if the
assignment does not render the obligation significantly more bur-
densome.

ARTICLE9.1.4
(Partial assignment)

1) A right to the payment of a monetary sum may be assigned
partially.

2) A right to other performance may be assigned partially only
if it is divisible, and the assignment does not render the obligation
significantly more burdensome.

ARTICLE9.1.5
(Future rights)

A future right is deemed to be transferred at the time of the agree-
ment, provided the right, when it comes into existence, can be iden-
tified as the right to which the assignment relates.

ARTICLE9.1.6
(Rights assigned without individual specification)

A number of rights may be assigned without individual specifica-
tion, provided such rights can be identified as rights to which the
assignment relates at the time of the assignment or when they come
into existence.
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ARTICLE9.1.7
(Agreement between assignorand assignee sufficient)

(1) A right is assigned by mere agreement between the assignor
and the assignee, without notice to the obligor.

2) The consent of the obligor is not required unless the obliga-
tion in the circumstances is of an essentially personal character.

ARTICLE9.1.8
(Obligor’s additional costs)

The obligor has a right to be compensated by the assignor or the
assignee for any additional costs caused by the assignment.

ARTICLE9.1.9
(Non-assignment clauses)

(1) The assignment of a right to the payment of a monetary sum
is effective notwithstanding an agreement between the assignor and
the obligor limiting or prohibiting such an assignment. However,
the assignor may be liable to the obligor for breach of contract.

2) The assignment of a right to other performance is ineffective
if it is contrary to an agreement between the assignor and the obli-
gor limiting or prohibiting the assignment. Nevertheless, the assign-
ment is effective if the assignee, at the time of the assignment, nei-
ther knew nor ought to have known of the agreement. The assignor
may then be liable to the obligor for breach of contract.

ARTICLE 9.1.10
(Notice to the obligor)

1) Until the obligor receives a notice of the assignment from
either the assignor or the assignee, it is discharged by paying the
assignor.

2) After the obligor receives such a notice, it is discharged only
by paying the assignee.
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ARTICLE9.1.11
(Successive assignments)

If the same right has been assigned by the same assignor to two or
more successive assignees, the obligor is discharged by paying ac-
cording to the order in which the notices were received.

ARTICLE9.1.12
(Adequate proof of assignment)

§))] If notice of the assignment is given by the assignee, the obli-
gor may request the assignee to provide within a reasonable time
adequate proof that the assignment has been made.

2) Until adequate proof is provided, the obligor may withhold
payment.

3) Unless adequate proof is provided, notice is not effective.

(€))] Adequate proof includes, but is not limited to, any writing
emanating from the assignor and indicating that the assignment
has taken place.

ARTICLE 9.1.13
(Defences and rights of set-off)

1) The obligor may assert against the assignee all defences that
the obligor could assert against the assignor.

2) The obligor may exercise against the assignee any right of
set-off available to the obligor against the assignor up to the time
notice of assignment was received.

ARTICLE9.1.14
(Rights related to the right assigned)

The assignment of a right transfers to the assignee:

(@) all the assignor’s rights to payment or other performance
under the contract in respect of the right assigned, and

(b) all rights securing performance of the right assigned.
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ARTICLE 9.1.15
(Undertakings of the assignor)

The assignor undertakes towards the assignee, except as otherwise
disclosed to the assignee, that:

(@) the assigned right exists at the time of the assignment, unless
the right is a future right;

(b) the assignor is entitled to assign the right;

(© the right has not been previously assigned to another as-
signee, and it is free from any right or claim from a third party;

(d) the obligor does not have any defences;

(e neither the obligor nor the assignor has given notice of set-
off concerning the assigned right and will not give any such notice;

(F) the assignor will reimburse the assignee for any payment re-
ceived from the obligor before notice of the assignment was given.

SECTION 2: TRANSFER OF OBLIGATIONS

ARTICLE9.2.1
(Modes of transfer)

An obligation to pay money or render other performance may be
transferred from one person (the “original obligor”) to another
person (the “new obligor”) either

(@) by an agreement between the original obligor and the new
obligor subject to Article 9.2.3, or

(b) by an agreement between the obligee and the new obligor,
by which the new obligor assumes the obligation.

ARTICLE 9.2.2
(Exclusion)

This Section does not apply to transfers of obligations made under
the special rules governing transfers of obligations in the course of
transferring a business.
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ARTICLE 9.2.3
(Requirement of obligee’s consent to transfer)

The transfer of an obligation by an agreement between the original
obligor and the new obligor requires the consent of the obligee.

ARTICLE9.2.4
(Advance consent of obligee)

1) The obligee may give its consent in advance.

2) If the obligee has given its consent in advance, the transfer
of the obligation becomes effective when a notice of the transfer is
given to the obligee or when the obligee acknowledges it.

ARTICLE 9.2.5
(Discharge of original obligor)

(1) The obligee may discharge the original obligor.

2) The obligee may also retain the original obligor as an obli-
gor in case the new obligor does not perform properly.

3) Otherwise the original obligor and the new obligor are
jointly and severally liable.

ARTICLE 9.2.6
(Third party performance)

(1) Without the obligee’s consent, the obligor may contract
with another person that this person will perform the obligation in
place of the obligor, unless the obligation in the circumstances has
an essentially personal character.

2) The obligee retains its claim against the obligor.

ARTICLE 9.2.7
(Defences and rights of set-off)

(1) The new obligor may assert against the obligee all defences
which the original obligor could assert against the obligee.

2) The new obligor may not exercise against the obligee any
right of set-off available to the original obligor against the obligee.
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ARTICLE9.2.8
(Rights related to the obligation transferred)

§))] The obligee may assert against the new obligor all its rights
to payment or other performance under the contract in respect of
the obligation transferred.

2) If the original obligor is discharged under Article 9.2.5(1), a
security granted by any person other than the new obligor for the
performance of the obligation is discharged, unless that other per-
son agrees that it should continue to be available to the obligee.

3) Discharge of the original obligor also extends to any security
of the original obligor given to the obligee for the performance of
the obligation, unless the security is over an asset which is trans-
ferred as part of a transaction between the original obligor and the
new obligor.

SECTION 3: ASSIGNMENT OF CONTRACTS

ARTICLE9.3.1
(Definitions)

“Assignment of a contract” means the transfer by agreement from
one person (the “assignor”) to another person (the “assignee”) of
the assignor’s rights and obligations arising out of a contract with
another person (the “other party”).

ARTICLE 9.3.2
(Exclusion)

This Section does not apply to the assignment of contracts made
under the special rules governing transfers of contracts in the
course of transferring a business.

ARTICLE 9.3.3
(Requirement of consent of the other party)

The assignment of a contract requires the consent of the other
party.
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ARTICLE 9.3.4
(Advance consent of the other party)

1) The other party may give its consent in advance.

2) If the other party has given its consent in advance, the as-
signment of the contract becomes effective when a notice of the as-
signment is given to the other party or when the other party
acknowledges it.

ARTICLE 9.3.5
(Discharge of the assignor)

§))] The other party may discharge the assignor.

2) The other party may also retain the assignor as an obligor
in case the assignee does not perform properly.

3) Otherwise the assignor and the assignee are jointly and sev-
erally liable.

ARTICLE 9.3.6
(Defences and rights of set-off)

(1) To the extent that the assignment of a contract involves an
assignment of rights, Article 9.1.13 applies accordingly.

2) To the extent that the assignment of a contract involves a
transfer of obligations, Article 9.2.7 applies accordingly.

ARTICLE 9.3.7
(Rights transferred with the contract)

(1) To the extent that the assignment of a contract involves an
assignment of rights, Article 9.1.14 applies accordingly.

2) To the extent that the assignment of a contract involves a
transfer of obligations, Article 9.2.8 applies accordingly.
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CHAPTER 10
LIMITATION PERIODS

ARTICLE 10.1
(Scope of the Chapter)

1) The exercise of rights governed by the Principles is barred
by the expiration of a period of time, referred to as “limitation pe-
riod”, according to the rules of this Chapter.

2) This Chapter does not govern the time within which one
party is required under the Principles, as a condition for the acqui-
sition or exercise of its right, to give notice to the other party or to
perform any act other than the institution of legal proceedings.

ARTICLE 10.2
(Limitation periods)

§))] The general limitation period is three years beginning on the
day after the day the obligee knows or ought to know the facts as a
result of which the obligee’s right can be exercised.

2) In any event, the maximum limitation period is ten years
beginning on the day after the day the right can be exercised.

ARTICLE 10.3
(Modification of limitation periods by the parties)

1) The parties may modify the limitation periods.
2) However they may not
(@) shorten the general limitation period to less than one year;

(b) shorten the maximum limitation period to less than four
years;

(c) extend the maximum limitation period to more than fifteen
years.

ARTICLE 10.4
(New limitation period by acknowledgement)

(1) Where the obligor before the expiration of the general limi-
tation period acknowledges the right of the obligee, a new general
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limitation period begins on the day after the day of the acknowl-
edgement.

2) The maximum limitation period does not begin to run again,
but may be exceeded by the beginning of a new general limitation
period under Article 10.2(1).

ARTICLE 10.5
(Suspension by judicial proceedings)

(1) The running of the limitation period is suspended

(@) when the obligee performs any act, by commencing judicial
proceedings or in judicial proceedings already instituted, that is
recognised by the law of the court as asserting the obligee’s right
against the obligor;

(b) in the case of the obligor’s insolvency when the obligee has
asserted its rights in the insolvency proceedings; or

(© in the case of proceedings for dissolution of the entity which
is the obligor when the obligee has asserted its rights in the dissolu-
tion proceedings.

2) Suspension lasts until a final decision has been issued or un-
til the proceedings have been otherwise terminated.

ARTICLE 10.6
(Suspension by arbitral proceedings)

(1) The running of the limitation period is suspended when the
obligee performs any act, by commencing arbitral proceedings or
in arbitral proceedings already instituted, that is recognised by the
law of the arbitral tribunal as asserting the obligee’s right against
the obligor. In the absence of regulations for arbitral proceedings
or provisions determining the exact date of the commencement of
arbitral proceedings, the proceedings are deemed to commence on
the date on which a request that the right in dispute should be ad-
judicated reaches the obligor.

2) Suspension lasts until a binding decision has been issued or
until the proceedings have been otherwise terminated.
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ARTICLE 10.7
(Alternative dispute resolution)

The provisions of Articles 10.5 and 10.6 apply with appropriate
modifications to other proceedings whereby the parties request a
third person to assist them in their attempt to reach an amicable
settlement of their dispute.

ARTICLE 10.8
(Suspension in case of force majeure, death or incapacity)

(1) Where the obligee has been prevented by an impediment
that is beyond its control and that it could neither avoid nor over-
come, from causing a limitation period to cease to run under the
preceding Articles, the general limitation period is suspended so as
not to expire before one year after the relevant impediment has
ceased to exist.

2) Where the impediment consists of the incapacity or death of
the obligee or obligor, suspension ceases when a representative for
the incapacitated or deceased party or its estate has been appointed
or a successor has inherited the respective party’s position. The ad-
ditional one-year period under paragraph (1) applies accordingly.

ARTICLE 10.9
(Effects of expiration of limitation period)

§))] The expiration of the limitation period does not extinguish
the right.

2) For the expiration of the limitation period to have effect, the
obligor must assert it as a defence.

3) A right may still be relied on as a defence even though the
expiration of the limitation period for that right has been asserted.

ARTICLE 10.10
(Right of set-off)

The obligee may exercise the right of set-off until the obligor has
asserted the expiration of the limitation period.
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ARTICLE 10.11
(Restitution)

Where there has been performance in order to discharge an obli-
gation, there is no right of restitution merely because the limitation
period has expired.

CHAPTER 11
PLURALITY OF OBLIGORS AND OF OBLIGEES
SECTION 1: PLURALITY OF OBLIGORS

ARTICLE 11.1.1
(Definitions)

When several obligors are bound by the same obligation towards
an obligee:

(@) the obligations are joint and several when each obligor is
bound for the whole obligation;

(b) the obligations are separate when each obligor is bound only
for its share.

ARTICLE11.1.2
(Presumption of joint and several obligations)

When several obligors are bound by the same obligation towards
an obligee, they are presumed to be jointly and severally bound,
unless the circumstances indicate otherwise.

ARTICLE 11.1.3
(Obligee’s rights against joint and several obligors)

When obligors are jointly and severally bound, the obligee may re-
quire performance from any one of them, until full performance
has been received.
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ARTICLE 11.14
(Availability of defences and rights of set-off)

A joint and several obligor against whom a claim is made by the
obligee may assert all the defences and rights of set-off that are per-
sonal to it or that are common to all the co-obligors, but may not
assert defences or rights of set-off that are personal to one or sev-
eral of the other co-obligors.

ARTICLE 11.1.5
(Effect of performance or set-off)

Performance or set-off by a joint and several obligor or set-off by
the obligee against one joint and several obligor discharges the
other obligors in relation to the obligee to the extent of the perfor-
mance or set-off.

ARTICLE 11.1.6
(Effect of release or settlement)

§))] Release of one joint and several obligor, or settlement with
one joint and several obligor, discharges all the other obligors for
the share of the released or settling obligor, unless the circum-
stances indicate otherwise.

2) When the other obligors are discharged for the share of the
released obligor, they no longer have a contributory claim against
the released obligor under Article 11.1.10.

ARTICLE 11.1.7
(Effect of expiration or suspension of limitation period)

(1) Expiration of the limitation period of the obligee’s rights
against one joint and several obligor does not affect:

(@) the obligations to the obligee of the other joint and several
obligors; or

(b) the rights of recourse between the joint and several obligors
under Article 11.1.10.

2) If the obligee initiates proceedings under Articles 10.5, 10.6
or 10.7 against one joint and several obligor, the running of the lim-
itation period is also suspended against the other joint and several
obligors.
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ARTICLE 11.1.8
(Effect of judgment)

§))] A decision by a court as to the liability to the obligee of one
joint and several obligor does not affect:

(@) the obligations to the obligee of the other joint and several
obligors; or

(b) the rights of recourse between the joint and several obligors
under Article 11.1.10.

2) However, the other joint and several obligors may rely on
such a decision, except if it was based on grounds personal to the
obligor concerned. In such a case, the rights of recourse between
the joint and several obligors under Article 11.1.10 are affected ac-
cordingly.

ARTICLE 11.1.9
(Apportionment among joint and several obligors)

As among themselves, joint and several obligors are bound in equal
shares, unless the circumstances indicate otherwise.

ARTICLE 11.1.10
(Extent of contributory claim)

A joint and several obligor who has performed more than its share
may claim the excess from any of the other obligors to the extent of
each obligor’s unperformed share.

ARTICLE 11.1.11
(Rights of the obligee)

(1) A joint and several obligor to whom Article 11.1.10 applies
may also exercise the rights of the obligee, including all rights se-
curing their performance, to recover the excess from all or any of
the other obligors to the extent of each obligor’s unperformed
share.

2) An obligee who has not received full performance retains its
rights against the coobligors to the extent of the unperformed part,
with precedence over co-obligors exercising contributory claims.
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ARTICLE 11.1.12
(Defences in contributory claims)

A joint and several obligor against whom a claim is made by the co-
obligor who has performed the obligation:

(@) may raise any common defences and rights of set-off that
were available to be asserted by the co-obligor against the obligee;

(b) may assert defences which are personal to itself ;

(© may not assert defences and rights of set-off which are per-
sonal to one or several of the other co-obligors.

ARTICLE 11.1.13
(Inability to recover)

If a joint and several obligor who has performed more than that
obligor’s share is unable, despite all reasonable efforts, to recover
contribution from another joint and several obligor, the share of
the others, including the one who has performed, is increased pro-
portionally.

SECTION 2: PLURALITY OF OBLIGEES

ARTICLE 11.2.1
(Definitions)

When several obligees can claim performance of the same obliga-
tion from an obligor:

(@) the claims are separate when each obligee can only claim its
share;

(b) the claims are joint and several when each obligee can claim
the whole performance;

(c) the claims are joint when all obligees have to claim perfor-
mance together.

ARTICLE 11.2.2
(Effects of joint and several claims)

Full performance of an obligation in favour of one of the joint and
several obligees discharges the obligor towards the other obligees.
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ARTICLE 11.2.3
(Availability of defences against joint and several obligees)

§))] The obligor may assert against any of the joint and several
obligees all the defences and rights of set-off that are personal to its
relationship to that obligee or that it can assert against all the co-
obligees, but may not assert defences and rights of set-off that are
personal to its relationship to one or several of the other co-obligees.

2) The provisions of Articles 11.1.5, 11.1.6, 11.1.7 and 11.1.8
apply, with appropriate adaptations, to joint and several claims.

ARTICLE 11.2.4
(Allocation between joint and several obligees)

(1) As among themselves, joint and several obligees are entitled
to equal shares, unless the circumstances indicate otherwise.

2) An obligee who has received more than its share must trans-
fer the excess to the other obligees to the extent of their respective
shares.
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Appendix C

Appendix C affords sample Non-Disclosure-Agreements used in the reinsurance market. The
following examples are not intended to establish a rigid unitary template for all transactions.
On the contrary, reinsurers and reinsureds have ample authority and ability to craft these agree-
ments specific to and appropriate for their transactions and business relationship. The following
examples are presented only as illustrations that are neither comprehensive nor mandatory.
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Sample Non-Disclosure/Confidentiality Language

Example One

Reinsurer and Reinsured undertake to regard the transactions hereunder, as well as
this Agreement, as strictly confidential and further declare and agree that they or
their representatives will not at any time make use, either directly or indirectly, of
the information provided due to agreements between the Reinsurer and the Rein-
surer except to the extent that such use is for the purpose of the Reinsurer conduct-
ing its ordinary business purposes.

Notwithstanding the above, it is noted and agreed that there may be occasions when
information may be required to be provided to third parties such as legal counsel,
arbitrators, auditors, governing bodies and regulatory bodies. Reinsurer and Rein-
sured shall not be precluded from providing such information where disclosure is
compelled by such a requirement.

Example Two

The parties agree that all conditions and all renewal information contained in or
related to this Reinsurance Agreement shall be considered confidential (hereinafter
referred to as "the Confidential Information").

Not subject to confidentiality is information, which is public or already known at
the time of disclosure or rightfully obtained from other sources or developed inde-
pendently by the Reinsurer.

Notwithstanding the foregoing the Reinsurer shall be permitted to disclose the Con-
fidential Information to its parent company, subsidiaries, affiliates, employees,
agents, subcontractors, representatives, consultants, legal advisors, retrocession-
aires, third party service providers and auditors.

However, the Reinsurer shall make its reasonable best efforts to ensure that the
above will be fully informed of the content of this clause and that they will comply
with the terms thereof. Nothing herein shall prohibit the Reinsurer from disclosing
the Confidential Information if required by a court or by applicable law or regula-
tions.

Sample Non-Disclosure/Confidentiality Language
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Example Three (Modestly Detailed and Specific Confidentiality Clause)

Any information exchanged or published by any party during negotiations preced-
ing the conclusion of this agreement, as well as all information exchanged or pub-
lished by a party during or after the conclusion of this agreement, is confidential in
nature.

1. Each party (“the receiving party”) shall treat and hold as secret and confidential
information which it may receive from the other party (“the disclosing party”) or
which becomes known to it during the course of this agreement.

2. The receiving party undertakes and agrees that in order to protect the proprietary
interests of disclosing party in and to its confidential information:

3. The receiving party will restrict the dissemination of the confidential infor-
mation of the disclosing party to only those of its personnel, agents, contractors or
other persons who are actively involved in the provision and acquisition of solution
and services under this agreement and then only on a “need to know” basis and the
receiving party will initiate internal security procedures reasonably acceptable to
the disclosing party to prevent unauthorized disclosure and will take all practical
steps to impress upon those persons who need to be given access to confidential
information, the secret and confidential nature thereof.

4. The receiving party will not at any time during the currency of this agreement,
either use any confidential information of the disclosing party or directly or indi-
rectly divulge or disclose any confidential information of the disclosing party to
third parties;

a. All written instructions, drawings, notes, memoranda and records of whatever
nature relating to the confidential information of the disclosing party which have or
will come into the possession of the receiving party and its personnel, will be and
will at all times remain the sole and absolute property of the disclosing party and
shall be promptly surrendered to the disclosing party upon the expiry of this agree-
ment.

b. The aforegoing shall not apply to any information that:
I.is lawfully in the public domain at the time of disclosure to the receiving party;

ii.subsequently becomes lawfully part of the public domain by publication or other-
wise;

iii.subsequently becomes available to the receiving party from a source other than the
disclosing party which is lawfully entitled without any restriction on disclosure to
disclose such confidential information to the receiving party; or

Sample Non-Disclosure/Confidentiality Language
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iv.is disclosed pursuant to a requirement or request by operation of law, regulation or
court order or is required for ordinary business purposes of a contracting party and
is not disseminated beyond the contracting party.

5. This clause is severable from the rest of this agreement and shall remain valid
and binding irrespective of the termination or cancellation of this agreement for
whatever reason.

6. The insurer shall conclude a confidentiality agreement with all cedents/insureds
it contracts with to ensure the utmost confidentiality of a party’s information.

Example Four (Confidentiality Definition and Specifications)(Does Not Include Language Re-
garding the Scope of Restrictions on Use of Such Information

Definitions.
As used in this Agreement:

The term “Confidential information” means any information, including but not lim-
ited to: a scientific discovery, data or information; technical, non-technical or fi-
nancial data; a formula; a pattern; a compilation; a customer, supplier, or other list;
a computer program or software; an equipment configuration; a method, practice or
procedure; a technique; drawing or plan; or a process that is sufficiently confidential
or secret to derive economic value, actual or potential, from not being generally
known, and is subject to reasonable efforts by the receiving party to maintain its
secrecy, under the circumstances.

By way of example, Confidential information could include, but is not limited to:

- scientific and technical findings and knowledge whether reduced to writing or
not;

- business records

- correspondence

- marketing, advertising, and sales plans

- customer lists

- practices and procedures

- equipment design and configurations

- cost information

- data and documents in any format including electronic format

- copies

- intellectual property

- know-how,

- training material

- work materials

Sample Non-Disclosure/Confidentiality Language
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- and other information or data that is not generally known and the disclosure of
which would cause competitive, or financial harm, or which would be an unau-
thorized invasion of the disclosing party’s privacy.

Sample Non-Disclosure/Confidentiality Language
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Appendix D

Appendix D affords sample Inspection of Records Clauses used in the reinsurance market. The
following examples are not intended to establish a rigid unitary template for all transactions.
On the contrary, reinsurers and reinsureds have ample authority and ability to craft these clauses
specific to and appropriate for their transactions and business relationship. The following ex-
amples are presented only as illustrations that are neither comprehensive nor mandatory.

Sample Inspection of Records Clauses
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SAMPLE INSPECTION OF RECORDS LANGUAGE

Example One

Provided the Reinsured has received reasonable prior notice, the Reinsurer or its
designated representative(s) shall have the right to inspect, at any reasonable time,
all records of the Company that pertain in any way to this Contract.

Example Two

1. "Upon request the Reinsured shall make available to the Reinsurer or its duly
authorized representatives at the Reinsured’s head office or at any other place it
may be located all information relating to the business reinsured under this Agree-
ment in the Reinsured’s possession or under its control.

2. The Reinsurer may exercise its right of inspection at any reasonable time. Noti-
fication of such visits shall be given at least two weeks and, in urgent cases, at least
forty-eight hours in advance.

3. Upon request the Reinsured shall provide the Reinsurer with copies, to be made
at the Reinsurer’s expense, of any of the books, accounts or other documents con-
taining information relating to the business reinsured under this Agreement.

4. Should arbitration or judicial proceedings be pending or initiated between the
parties, the Reinsurer shall exercise its right of inspection through a person desig-
nated and authorized by the respective arbitrator or judge."

Example Three (emphasizing work product privilege)

The Reinsurer shall have the right to examine, at any reasonable time during the
continuance of this Contract or of any liability hereunder, at the Head Office of the
Company, all books and documents relating to business transacted under this Con-
tract.

Notwithstanding the foregoing, the Reinsurer shall not have any right of access to
the records of the Company if it is not current in all undisputed payments due the
Company. Undisputed as used herein shall mean any claim that the Reinsurer has
not contested in writing to the Company that specifies the reason(s) why the pay-
ments are disputed.

It is understood and agreed, however, that the business of the Company in which
the Reinsurer has a reinsurance interest hereunder is the sole and absolute property
of the Company and the Reinsurer agrees not to use any information acquired by
virtue of this treaty for any purpose other than that contemplated herein and the
Reinsurer’s internal purposes.

Sample Inspection of Records Clauses
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Notwithstanding the above, the Company reserves the right to withhold from the
Reinsurer any Privileged Documents. However, the Company shall permit and not
object to the Reinsurer’s access to Privileged Documents in connection with the
underlying claim reinsured hereunder following final settlement or final adjudica-
tion of the case or cases involving such claim, with prejudice against all claimants
and all parties to such adjudications; the Company may defer release of such Priv-
ileged Documents if there are subrogation, contribution, or other third party actions
with respect to that claim or case, and the Company's defense might be jeopardized
by release of such Privileged Documents.

In the event that the Company seeks to defer release of such Privileged Documents,
it shall, in consultation with the Reinsurer, take other steps as reasonably necessary
to provide the Reinsurer with the information it reasonably requires to indemnify
the Company without causing a loss of such privileges or protections. The Reinsurer
shall not have access to Privileged Documents relating to any dispute between the
Company and the Reinsurer."

For purposes of this Article:

1. "Privileged Documents™ means any documents that are Attorney-Client Privi-
lege Documents and/or Work Product Privilege Documents.

2. "Attorney-Client Privilege Documents™ means communications of a confiden-
tial nature between

a. the Company, or anyone retained by or at the direction of the Company, or its in
house or outside legal counsel, or anyone in the control of such legal counsel, and

b. any in-house or outside legal counsel, if such communications relate to legal
advice being sought by the Company and/or contain legal advice being provided to
the Company.

3. "Work Product Privilege Documents™ means communications, written materials
and tangible things prepared by or for in-house or outside counsel, or prepared by
or for the Company, in anticipation of or in connection with litigation, arbitration,
or other dispute resolution proceedings.

Example Four

The Reinsurer may at its own expenses at any time during normal office hours audit,
inspect and take copies of the Reinsured’s books, records and documents which
relate to business reinsured under this contract. It is agreed that the Reinsurer’s right
of audit and inspection shall continue as long as either party has a liability against
the other arising out of this contract. Notification of such visit shall normally be
given 2 weeks in advance and, even in urgent cases, at least 48 hours in advance.

Sample Inspection of Records Clauses
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Example Five

The Company shall place at the disposal of the Reinsurer, and the Reinsurer shall
have the right to inspect, through its authorized representatives, at all reasonable
times during the term of this Contract and thereafter, the books, records and papers
of the Company pertaining to the reinsurance provided hereunder. Notwithstanding
the above, the Reinsurer shall not have any right of access to such books, records
and papers of the Company if it is not current in all undisputed payments due the
Company. “Undisputed” as used herein shall mean any amount that the Subscribing
Reinsurer has not contested in writing to the Company that specifies the reason(s)
why the payments are disputed.

Example Six

A. The Reinsurer or its duly designated representative shall have, upon providing
reasonable advance notice to the Company, access to the Company’s underwriting,
accounting and claim files, other than attorney-client or legal professional privi-
leged communications, pertaining to the subject matter of this Contract during the
period that this Contract is in force and subsequent to its termination or expiration,
except as limited herein. In this regard the Reinsurer’s right to inspect underwriting
records, premium books and premium records shall terminate five years after ter-
mination or expiration of this Contract. However, the Reinsurer shall retain the right
to inspect underwriting records and premium records associated with a specific
claim until such claim is closed. With respect to closed claims, the Reinsurer’s right
to inspect claim files, or the underwriting records, premium books and premium
records pertaining to such closed claims, shall terminate one year after the closing
date of the claim; provided, however, that if the Reinsurer ceases underwriting the
business relevant to this Contract, the Reinsurer’s right to inspect such records re-
lating to closed claims shall terminate six months after the closing date of the claim.
Nothing in this Article requires the Company to maintain or to make available any
document for a period longer than that required under the Company’s document
retention policies and procedures.

B. Notwithstanding the foregoing, if any amount is overdue from the Reinsurer to
the Company for any reason, the Reinsurer shall have such access to records only
upon payment of such overdue amounts to the Company. The Reinsurer may, at its
own expense, reasonably take copies of such books and records and in such event
agrees to pay the Company’s reasonable costs (including staff expense and other
overhead costs) in procuring such copies.

C. If the Reinsurer makes any inspection of the Company’s claim files under this
Contract and, as a result of the inspection the claim is contested or disputed, the
Reinsurer shall provide the Company, at the Company’s request, a copy of any re-
ports completed by the Reinsurer’s personnel or by third parties on behalf of the
Reinsurer outlining the findings of the inspection and identifying the reasons for
contesting or disputing the subject claim. The Reinsurer shall provide the Company
with a copy of any such report within 15 days of its finalization by the Reinsurer.

Sample Inspection of Records Clauses
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Example Seven

A. The Company shall place at the disposal of the Reinsurer at all reasonable times,
and the Reinsurer shall have the right to inspect (and make reasonable copies)
through its designated representatives, all non-privileged books, records and papers
of the Company directly related to any reinsurance hereunder, or the subject matter
hereof, provided that if the Reinsurer is a Run-Off Reinsurer and active in the rein-
surance market, this right of access shall be subject to that Reinsurer being current
in all payments owed to the Company that are not currently the subject of a dispute.
For the purposes of this Article, “non-privileged” refers to books, records and pa-
pers that are not subject to the Attorney-client privilege and Attorney work product
doctrine. The term “dispute” shall be as defined consistent with the NAIC Annual
Statement Instructions.

B. “Attorney-client privilege” and “Attorney-work product” shall have the mean-
ings ascribed to each by statute and/or the court of final adjudication in the juris-
diction whose laws govern the substantive law of a claim arising under a Policy
reinsured under this Contract.

C. Notwithstanding the foregoing, the Company shall permit and not object to the
Reinsurer’s access to privileged documents in connection with the underlying claim
reinsured hereunder following final settlement or final adjudication of the case or
cases involving such claim; provided that the Company may defer release of such
privileged documents if there are subrogation, contribution, or other third party ac-
tions with respect to that claim or case, which might jeopardize the Company’s
defense by release of such privileged documents. In the event the Company shall
seek to defer release of such privileged documents, it will, in consultation with the
Reinsurer, take other steps as reasonably necessary to provide the Reinsurer with
the information it reasonably requires to evaluate exposure, establish reserves or
indemnify the Company without causing a loss of such privileges. The Reinsurer,
however, shall not have access to privileged documents relating to any dispute be-
tween the Company and the Reinsurer. Furthermore, in the event that the Reinsurer
demonstrates a need for information contained in privileged documents prior to the
resolution of the underlying claim, the Company will endeavor to undertake steps
as reasonably necessary to provide the Reinsurer with the information it reasonably
requires to indemnify the Company without causing a loss of such privilege.

Example Eight

The Reinsurer, by its duly appointed representatives, shall have the right at any
reasonable time to examine and take copies, at its own expense, of all records of the
Company referring to business effected hereunder. Notwithstanding the above, and
except as respects payments in dispute between the Company and the reinsurer, the
Reinsurer shall not have the right of access to the Company’s records if it is not
current in all payments due the Company.

Sample Inspection of Records Clauses
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Appendix E

Appendix E reprints the Contract Certainty Code of Practice created for the London Market by
the Market Reform Group and which is now maintained by the London Market Group, a rebrand
of the Market Reform Group. By choosing the PRICL as the applicable law or by incorporating
the PRICL into their reinsurance agreement, the Parties do not automatically make the Contract
Certainty Code of Practice an integral part of their contract. If the parties wish to subject their
agreement to the code, they are advised to expressly stipulate so in their contract.

Contract Certainty Code of Practice
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CONTRACT CERTAINTY CODE OF PRACTICE (SEPTEMBER 2018)
SCoPE

This guidance applies to general insurance* contracts either entered into by a UK regu-
lated insurer?, or arranged through a UK regulated broker.

DEFINITION

Contract Certainty is achieved by the complete and final agreement of all terms between
the insured and insurer by the time that they enter into the contract, with contract docu-
mentation provided promptly thereafter.

CONTRACT CERTAINTY PRINCIPLES
A. WHEN ENTERING INTO THE CONTRACT

The insurer and broker (where applicable) must ensure that all terms are clear and unam-
biguous by the time the offer is made to enter into the contract or the offer is accepted.
All terms must be clearly expressed, including any conditions or subjectivities.

B. AFTER ENTERING INTO THE CONTRACT
Contract documentation must be provided to the insured promptly.
C. DEMONSTRATION OF PERFORMANCE

The insurers and brokers (where applicable) must be able to demonstrate their achieve-
ment of principles A and B.

D. INRESPECT OF CONTRACT CHANGES

Contract changes need to be certain and documented promptly.
Where there is more than one participating insurer
E. WHEN ENTERING INTO THE CONTRACT

The contract must include an agreed basis on which each insurer’s final participation will
be determined.

! Note 1: See UK regulator’s definition of general insurance. The following “pure protection” classes are specifically
excluded: Private Medical Insurance, Term Assurance, Critical lllness and Income Protection. Insurers and brokers
must be able to justify the criteria used to establish any other exemptions from this scope.

2 Note 2: The guidance applies equally to reinsurance; insurer may also be read as reinsurer and insured as
reinsured throughout.

Contract Certainty Code of Practice
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The practice of post-inception over-placing compromises Contract Certainty and must be
avoided.

F. AFTER ENTERING INTO THE CONTRACT
The final participation must be provided to each insurer promptly.
G. WHERE THE CONTRACT HAS NOT MET THE PRINCIPLES

The insurer and broker (where applicable) have a responsibility to resolve exceptions to
any of the above principles as soon as practicable and without undue delay.

A WHEN ENTERING INTO THE CONTRACT

The insurer and broker (where applicable) must ensure that all terms are clear and unam-
biguous by the time the offer is accepted. All terms must be clearly expressed, including
any conditions or subjectivities.

EXPLANATION (A.1)

The proposed contract is the document which contains the offer and can take many forms.
Individual market protocols define these. Examples include: completed presentation tem-
plates; proposal forms; slips or other placing documents. Terms are the contractual pro-
visions of the contract, and should be clear and unambiguous. Contract terms should com-
ply with all relevant regulations and codes of practice.

GUIDANCE (A.2)
One definition of an offer from a legal perspective is:

“...an offer is an expression of willingness to contract made with the intention that it is
to become binding on the person making it as soon as it is accepted by the person to whom
it was addressed” (per Chitty on contracts, for the Law of England and Wales).

The implications for Contract Certainty are that:

- where an offer is being made, the proposed contract should meet the Contract Certainty
definition, for example, where a firm quotation is being provided; and

- where an offer is not being made, the Contract Certainty definition may still be applied
but is not a prerequisite at this stage; for example, where a clearly identified non-binding
indication is being provided.

The proposed contract may include subjectivities as part of its terms, and these should be

clearly expressed. Further guidance on this topic is included as Appendix 1 to this guid-
ance.

Contract Certainty Code of Practice
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All terms should either be expressed in full or unambiguously identified; for example, by
specific reference to bespoke or model material.

Wherever possible, the insured and insurer should enter into the contract prior to incep-
tion. In circumstances where this is not possible, Contract Certainty can still be achieved
by applying the Contract Certainty principles. Firms should be able to demonstrate the
extent to which contracts are being entered into later than inception, their causes and ac-
tions being taken to reduce their frequency.

The contract should clearly identify all parties to the contract.

INSURER ACTIONS (A.3)

The insurer should check that the proposed contract clearly identifies all the terms by the
time it formally commits to the contract.

Where there is more than one participating insurer, each insurer should satisfy itself that
adequate contract checking has been completed.

Where the contract is to provide cover that will commence prior to the contract being
entered into, the insurer should ensure that:

this is permissible, having regard to the class of business and all appropriate laws and
regulations;

the scope of coverage for any claims which arise in respect of the period between the
start of the insurance period and the date on which they enter into the contract, is clear.

BROKER ACTIONS (WHERE A BROKER IS INVOLVED) (A.4)

The broker should provide the necessary risk and contractual information that represents
the insured’s demands and needs, in order to enable the agreement of all terms.

B AFTERENTERING INTO THE CONTRACT

Contract documentation must be provided to the insured promptly.

EXPLANATION (B.1)

Contract documentation contains all the agreed terms of the contract between the insured
and the insurer and details of the insurers’ participations.

The insurer must provide contract documentation to the insured (or their agent).

Contract documentation must be sent to the insured promptly. The documentation pro-
vided may be the insurer authorised contract document and/or other contract documenta-
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tion which may not be insurer authorised. An insurer may delegate authority for the pro-
vision of contract documentation, e.g. to the holder of a delegate underwriting arrange-
ment or to a service provider, but remains responsible in these cases.

Promptly is defined as:

- within 7 working days for Consumers?;

- and for all other client classificiations, within 30 calendar days.
These timescales are measured form the later of the following:

- the inception date of the contract;

- the date on which the insured and insurer enter into the contract;

- where there is more than one participating insurer, the date on which the final insurer
enters into the contract.

Where a broker, intermediary or service provider is involved in the preparation or delivery
of the contract documentation, sufficient time should be allowed for any associated
checking and onward provision of the documentation within the period defined as
promptly.

GUIDANCE (B.2)
The following are examples of insurer authorised contract documentation:
- Insurance Policy;
- Schedule of Cover;
- Certificate of Insurance;
- A copy of the complete slip.

Unless expressly authorised by the insurer(s), any further documentation provided by the
broker, such as the schedule of insurer participations, is provided in its capacity as agent
of the insured and remains the broker’s responsibility.

The following are examples of other contract documentation which may be provided by
the broker as a record of the contract.

Broker insurance document

3 A Consumer is defined as: “a natural person who is acting for purposes which are outside his trade, business or
profession” (subject to some exceptions).

Contract Certainty Code of Practice
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A broker insurance document contains the terms and conditions of the insurance contract
as well as details of the insurer(s). Unless expressly agreed by insurer(s), a broker insur-
ance document is contract documentation provided by the broker in its capacity as agent
of the insured and must not be represented as insurer authorised.

Other broker produced documents

A broker may choose to send other documentation to the insured e.g. adding the full text
of a clause or wording as defined in the contract. However, unless expressly agreed by
the insurer(s), the broker is responsible for the accuracy and completeness of such docu-
mentation.

INSURER ACTIONS (B.3)

Ensure that the type of contract documentation to be provided to the insured (or their
agent) is clear.

Provide contract documentation to the insured (or their agent) promptly.

Observe any protocols relating to the checking and onward provision of documentation
where a broker, intermediary or service provider is involved. For example, some market
sectors have established protocols of 2 working days for Retail customer contracts and 9
calendar days for all other client classifications.

BROKER ACTIONS (B.4)

Ensure that the type of contract documentation to be provided to the insured (or their
agent) is clear.

Where responsible, provide contract documentation to the insured (or their agent)
promptly.

C DEMONSTRATION OF PERFORMANCE

The insurers and brokers (where applicable) must be able to demonstrate their achieve-
ment of principles A and B.

EXPLANATION (C.1)

The insurers and brokers (where applicable) are each responsible for, and need to be able
to demonstrate, performance of:

the agreement of all terms by the time of entering the contract;
the achievement of the above by inception date;
the prompt provision of contract documentation for which they are responsible;

how exceptions are identified and resolved and the actions taken to reduce occurrence.
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The methodology for demonstrating performance should be consistent and typically
based on the following:

- the inception date of the contract;
- the date on which the insured and insurer enter into the contract;

- for brokers and where there is more than one participating insurer, the date on which
the final insurer enters into the contract.

GUIDANCE (C.2)
Examples of how Contract Certainty can be demonstrated include the following.
Verification against a checklist

A checklist could be applied to each contract and a record kept of whether or not Contract
Certainty was achieved. The checklist criteria may need to vary, depending upon client
classification or class of business. Hence an organisation may require more than one
checklist to carter for specific circumstances. Some example material is included as Ap-
pendix 2.

Sample or File audits

Statistically credible samples of contracts may be reviewed to verify whether or not Con-
tract Certainty was achieved.

System or Process controls

Where controls are in place which ensure that all or part of the principles have been met.
For example, where an e-Trading platform is used to automate and validate the collection
of required data or to provide contract documentation in specific formats and timeframes.

These approaches may be blended by organisations according to the nature of their activ-
ities.

The timing of the assessment of Contract Certainty may vary according to the role of the
individual organisation and their preferred approach. This may result in single or multiple
performance measures within organisations.

In demonstrating their performance, organisations should consider how they identify and
resolve exceptions in a timely manner. Due regard in this approach should be given to the
implications for the insured, and the significance and frequency of such exceptions.

Organisations should satisfy themselves that they have processes in place to meet any
other Contract Certainty principles as they apply to their business.

Individual industry bodies may also require organisations to provide them with data in a
specific format or timeframe to demonstrate performance at an industry level. Organisa-
tions are recommended to consider this when implementing their processes.
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Insurer consideration

Where the broker sends contract documentation to the insured (or their agent), the insurer
is not required to establish or record the date of provision.

Broker consideration
Where the insurer provides the contract documentation directly to the insured, or has del-

egated this role other than to the broker, the broker is not required to establish or record
the date of provision.

D INRESPECT OF CONTRACT CHANGES
Contract changes need to be certain and documented promptly.
EXPLANATION (D.1)
This means:

- Complete and final agreement of the change by the insured (or their agent) and insurer,
by the time that the parties commit to it, while:

- maintaining the certainty of the contract; and

- providing documentation in respect of the change to the insured (or their agent)
promptly thereafter.

GuUIDANCE (D.2)
Changes to the contract can only be made by documented mutual agreement and in ac-
cordance with any provisions in the original contract, clearly identifying the effective date
of the change.

Contract Certainty need not be separately demonstrated for any changes to existing con-
tracts.

E /FWHERE THERE IS MORE THAN ONE PARTICIPATING INSURER
E When entering into the contract

The contract must include an agreed basis on which each insurer’s final participation will
be determined (E.1).

ExXPLANATION (E.1.1)

Ensure that the method of calculating insurer participations (single lines) is clearly stated
in the contract.
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GUIDANCE (E.1.2)

This is achieved by the inclusion of signing provisions, which result in clearly defined
participations throughout the time on risk. Further guidance regarding suitable signing
provision is included in Appendix 3.

INSURER ACTIONS (E.1.3)

Ensure that any proposed signing provisions achieve clearly defined participations
throughout the time on risk.

Ensure that a suitable several liability clause is present
BROKER ACTIONS (E.1.4)

Propose suitable signing provisions, which reflect any client requirements, for inclusion
within the contract.

Complete the placement as soon as practicable and without undue delay.

Include as suitable several liability clause.

The practice of post-inception over-placing compromises Contract Certainty and must be
avoided (E. 2)

GUIDANCE (E.2.1)

Post-inception over-placing must be avoided in order to achieve clearly defined insurer
participations throughout the time on risk.

INSURER ACTIONS (E.2.2)

Do not seek to enter into a contract which would result in post-inception over-placing
taking place.

BROKER ACTIONS (E.2.3)

Do not seek to form a contract which would result in post-inception over-placing taking
place.

F After entering into the contract
The final participation must be provided to each insurer promptly.
EXPLANATION (F.1)

In relation to this principle, promptly means that:
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at the request of the insurer an insurer’s participation on the contract will be made avail-
able by inception or upon completion of the risk placement if this occurs post-inception;

where the insurer needs the insurer participations to prepare the contract documentation
then insurer participation should be provided by the broker in sufficient time to allow
for this;

where the contract denotes the contract documentation is to be prepared by the broker,
then the insurer participations should be provided in sufficient time to allow for insurer
authorisation of the contract documentation;

each insurer’s participation on the contract will be provided within 30 calendar days of
either inception or completion of placement, whichever is the latter.

GUIDANCE (F.2)

Insurer participations are available to insurers at the time of placement by writing a line
“To Stand”.

INSURER ACTIONS (F.3)

Write “line to stand”, or request insurer participation form the broker, where there is a
requirement to know the exact participation at an early stage.

BROKER ACTIONS (F.4)

Calculate insurer participations by either inception or completion of placement, which-
ever is the later.

Respond to insurers’ request for provision of insurer participation information.

Provide insurer participation information to insurers within the specified timescales.

WHERE THERE IS MORE THAN ONE PARTICIPATING INSURER

The insurer and broker (where applicable) have a responsibility to resolve exceptions to
any of the above principles as soon as practicable and without undue delay.

If all terms have not been agreed by the time of entering into the contract then every
effort should be made to do so as soon as practicable thereafter.

Similarly wherever accurate contract documentation has not been provided promptly,
the insurer and broker (where applicable) must use their best endeavours to ensure that
the provision of contract documentation is delayed as little as possible.

Some market sectors have established protocols for the rectification of inaccurate con-
tract documentation; for example, which require corrections to be made within a 14 day
timescale.
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If the delay is likely to be significantly beyond the required timescales then it is the
responsibility of the insurer or broker (if applicable) to keep the insured informed of the
position.

The above actions will help prevent the creation of a backlog of contract documentation.
Where insurers and brokers already have a legacy of contract documentation, this needs
to be resolved.

Appendix 1: Subjectivities guidance
INTRODUCTION

The objective of Contract Certainty is to provide clarity for both insured and insurer on
the terms of the insurance contract. Sometimes, information that the insurer requires is
not available and as a result the insurer may impose a subjectivity on the contract.

In the past, subjectivities have given rise to uncertainty in relation to the contract since
the precise terms of the relevant requirement, and the consequences if the requirement
was not met, were insufficiently specified by the time of entering into the contract.

The proposed contract may include subjectivities as part of its terms, and these should
be clearly expressed. Principle A of the Contract Certainty Code of Practice requires
that:

“The insurer and broker (where applicable) must ensure that all terms are clear and unam-

biguous by the time the offer is made to enter into the contract or the offer is accepted. All
terms must be clearly expressed, including any conditions or subjectivities.”

PURPOSE

This guidance aims to help ensure that a subjectivity is expressed as an unambiguous
condition (specifying the responsibilities and timescales for resolution, and any conse-
quences of failure) of the contract.

This guidance comprises a subjectivity example.
GUIDANCE
There are subjectivities that:
- must be complied with or resolved before the contract is entered into; and/or

- apply both before and after the inception date of the contract, compliance with
which is a condition of all or part of the coverage provided; and/or

- apply after the insured and insurer have entered into the contract as conditions
of continued coverage.
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A subjectivity should set out all of the following:

1) the condition/action that needs to occur, by whom and to what standard,;
2) the applicable timescale, if any, within which the condition is to be met;
3) the terms which are to apply until the condition is met;

4) any consequences which follow if the condition is not met.

SUBJECTIVITY EXAMPLE

Below is an illustrative example of a survey subjectivity that addresses the four key
requirements of a fully-claused condition. The example is intended for illustrative pur-
poses only, as the particular wording of such a condition will depend entirely on the
intentions of the insurer on any given contract.

Some conditions may need to be more comprehensive than the illustrative example be-
low.

“Survey Condition

The Insured shall provide to the Insurer a property survey report on [insert property
address] such report to be prepared by [insert name of surveyor(s)] (“the Survey”). The
Survey shall be so provided by [insert time and time zone] on [insert date] (“the Survey
Deadline”).

Between inception and the Survey Deadline, cover is provided by the Insurer on the
terms and conditions specified in the contract to which this condition is attached (“the
Contract Terms”).

Where the Survey is not submitted to the Insurer by the Survey Deadline, cover shall
terminate at the Survey Deadline.

Where the Survey is submitted to the Insurer by the Survey Deadline, cover shall con-
tinue from the Survey Deadline on the Contract Terms until expiry of the period of the
contract unless and until terminated in accordance with the following paragraph.

In the event that the Survey is unsatisfactory to the Insurer, the Insurer shall have the
right, within [ ] days of its receipt, to terminate the contract by serving not less than [ ]
days’ notice in writing to the Insured at its address shown in the contract, such notice
expiring no earlier than the Survey Deadline.

In the event of termination under this survey condition, the Insured shall be entitled to
pro rata return of premium for the unexpired period of the contract unless a loss has
arisen for which the Insured seeks indemnity under this contract in which case the In-
surers shall remain entitled to the premium specified in the Contract Terms.
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To the extent that this survey condition conflicts with any other cancellation, notice and
premium provision in the Contract Terms, this survey condition shall prevail.”

Appendix 2: Sample checklist content

Principle A requires that all terms are clearly and unambiguously expressed. A checklist
provides one means by which conformity with this principle may be assessed.

Some sample questions, which an organisation may choose to use in the development
of its own checklist(s) are given below. Each question and the criteria required should
be tailored to its business. For example, a checklist could specify, “the expression of
period of cover should include the start date and time, end date and time and the relevant
time zone”.

Are all parties to the contract clearly identified?

Is the period of cover clearly expressed?

Are the sums insured and/or limits clearly expressed?

Is the premium or rate (together with any relevant deductions) clearly expressed?

Are any applicable taxes clearly expressed? NB. It is not necessary to specify
actual tax rates or their allocation, to achieve Contract Certainty.

Are any payment terms clearly expressed?

Are the currencies for any monetary amounts clearly identified?

Does the contract contain or reference the specific wordings and/or clauses?
Can it be confirmed that there are no remaining terms to be agreed?

Are all conditions or subjectivities of the contract clearly expressed?

Are any provisions for the notification and agreement of claims clearly ex-
pressed?

Does the contract define the applicable Law and Jurisdiction, unless agreed oth-
erwise?

Where a wording is dependent on another wording (For example, “as expiring”
or “as original”), is the latter clearly identified i.e. either attached or uniquely
described or referenced?

Are any responsibilities for the production and delivery of an insurer authorised
contract document clearly expressed?
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- Are any relevant provisions for the agreement of changes to the contract clearly
expressed?

Where there is more than one participating insurer
- Do the signing provisions achieve clearly defined participations?

- Is the several liability of insurers clearly expressed?

Where there are regulatory requirements that affect the achievement of Contract Cer-
tainty, these should be considered as part of the assessment. For example, in the UK the
inception date of a motor policy must not precede the date of entering into the contract.

Appendix 3: Signing provisions
Model Signing Provisions Guidance where there is more than one participating insurer
BACKGROUND

Signing provisions enable the insurer participations for each contract to be clearly de-
termined as required by principle E1. Any subsequent variation of these insurer partic-
ipations then requires the documented agreement of the insured and all insurers whose
participations are to be varied.

Every contract should include a signing provisions clause. There are two versions of the
Model Signing Provisions; one without a disproportionate signing clause, and one that
allows disproportionate signing before inception at the election of the insured. The bro-
ker can select the appropriate version to use in the contract, taking account of the in-
sured’s requirements. The model clauses are not mandatory and insureds, brokers and
insurers may make additions, deletions or amendments.

INSURER SIGNING INSTRUCTIONS

Other than as defined in the model signing provisions the only insurer signing instruc-
tion that meets the Contract Certainty principles is “line to stand”.

MODEL SIGNING PROVISIONS
Without Disproportionate Signing

Signing Provisions
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In the event that the written lines hereon exceed 100% of the order, any lines written
“To Stand” will be allocated in full and all other lines will be signed down in equal
proportions so that the aggregate signed lines are equal to 100% of the order without
further agreement of any of the insurers.

However:

a. inthe event that the placement of the order is not completed by the com-
mencement date of the period of insurance, then all lines written by that
date will be signed in full;

b. the signed lines resulting from the application of the above provisions
can be varied, before or after the commencement date of the period of
insurance, by the documented agreement of the insured and all insurers
whose lines are to be varied. The variation to the contracts will take ef-
fect only when all such insurers have agreed, with the resulting variation
in signed lines commencing from the date set out in that agreement

With Disproportionate Signing
Signing Provisions

In the event that the written lines hereon exceed 100% of the order, any lines written
“To Stand” will be allocated in full and all other lines will be signed down in equal
proportions so that the aggregate signed lines are equal to 100% of the order without
further agreement of any of the insurers.

However:

a. inthe event that the placement of the order is not completed by the com-
mencement date of the period of insurance, then all lines written by that
date will be signed in full;

b. the insured may elect for the disproportionate signing of the insurers’
lines, without further specific agreement of the insurers, providing that
any such variation is made prior to the commencement date of the period
of insurance, and that lines written “To Stand” cannot be varied without
the documented agreement of those insurers;

c. the signed lines resulting from the application of the above provisions
can be varied, before or after the commencement date of the period of
insurance, by the documented agreement of the insured and all insurers
whose lines are to be varied. The variation to the contracts will take ef-
fect only when all such insurers have agreed, with the resulting variation
in signed lines commencing from the date set out in that agreement.
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